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Abstract

Research background:General grants in the system of local governmerdnite should
pursue five different functions. One of them is eewe equalization. This function is
achieved if the revenue gap is reduced after tpéicabion of the subsidising mechanism. In
addition, to be completed, the size of the suppbauld be inversely proportional to own
revenues.

Purpose of the article: The aim of the article is to analyse the fulfiimeartthe revenue
equalization function by general grants. Therefdreside the theoretical analysis, which
presents the general grants structure and theidmscassigned to them, the article discusses
the results of studies showing changes in the rev@ap after the application of the grant
mechanism and the correlation between per capita @wenue and the amount of funds
from selected parts (equalisation, balancing-regjioreserve, compensating) of the general
grant. The following tentative research hypothegs adopted: general grants fail to fulfil
the revenue equalisation function.

Methods: Two research methods were applied to achieve tineohithe article and verify
the research hypothesis: descriptive statistics @rdelation — calculating the Pearson
correlation coefficient.

Findings & Value added: Based on the analyses, it was concluded that, theceorrective
and equalising mechanism was applied, the rangeeket the extreme per capita revenue
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values was reduced by 40-50% on average, at all gmvernment levels, i.e. at commune
(including cities with county right), county andopince levels, in each year from the period
analysed, i.e. 2012-2016. The correlation betwéensizes of revenue before and after
budget subsidising is always negative, whereasstigagth of the relationship ranged be-
tween low and significant, depending on the localegnment level. It was found that gen-
eral grants do fulfil the revenue equalisation fiorg which contradicts the initially formu-
lated research hypothesis.

Introduction

General grants constitute one of the three obligatources of revenue for
the Polish local governments. The other two areipgrants from the state
budget and own revenues. As a source of revenoergeagrants have specif-
ic features distinguishing them from the aforenmwred specific grants and
own revenues in the narrow sense (for example,eptppax), and making
them similar to the shares in the personal andocatp income taxes, statuto-
rily assigned to own revenues. This assignmentitisised by scientists and
practitioners because, for one thing, these rewedoenot have the features
of “typical” own revenues (in the strict senseklithe aforementioned prop-
erty tax, vehicle tax or agricultural tax. Moreawv&uch a classification makes
it more difficult to make statistical comparisonstween concerning the
types of revenues of local government units osthecture of their revenues.

Comparing the shares of the individual revenuesogal government
budgets, general grants may be described as theigai revenue. The
amounts of general grants supplying the budgets afbrrespond to ca. 50%
of expenditures, and in individual cases, espgcaliiong rural communes,
they may constitute up to two-thirds of the expemds. The importance of
revenues expressed by their share in expenditesiie the basis for inves-
tigation aimed at finding whether the structuréhaf subsidising mechanism
in Poland is correct, i.e. whether it ensures thi#rhent of one of the func-
tions of general grants — revenue equalisatioratier words, the purpose
of the article is to investigate whether generahtg fulfil the revenue equali-
sation function in the Polish local government esgstThe analysis is based
on data for 2012-2016. Due to the fact that theipnet results are quite
stable, it was considered that a five-year peridltlbe sufficient. The re-
search was carried out separately for the indivithGal government tiers.
i.e. communes, counties and provinces. To accomities aim and verify the
research hypothesis stating that general grantefhilfil the revenue equal-
isation function, the author used the descriptitatisgics and correlation
methods by the determination of the Pearson ctioelaoefficient.
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The article consists of two parts: theoretical prattical. The first one
describes the system of subsidizing local goverrtrileRoland, emphasiz-
ing its specifics and discussing the function afeyal grants. In the second
part, research was conducted to verify the resdaypbthesis.

The characteristics of general grants and their spefic features
in the Polish system of local government finances

The termgeneral subsidys specific to the Polish legislation, and conse-
guently — to the Polish literature. In foreign gahtions this type of revenue
is seldom referred to as a subsidy. It is far nrem@amonly termedjeneral
grant (Lotz, 2005, p. 59), as opposed dpecific grant(Sekuta, 2009, pp.
756-—757), since the “generality”, or the abserfcgract guidelines as to the
purpose of expenditure — allocation for financingdl governments' func-
tions as a whole, is one of the distinguishinguesgt of general grant. Gen-
eral grants are also non-returnable and free ofgeharhe first attribute
means that, unless grants are unduly received, dreeyot returned to the
state budget; the other indicates that funds redein the form of general
grants are not subject to consideration being fmaile state budget. General
grants are also characterised by centralisatidghdrrevenue sphere and de-
centralisation in the expenditure sphere, whichmaghat local governments
have freedom of choice as to their disposal (SeR@&5, p. 919).

In the literature, general grants are sometimesrned to asgeneral-
purpose transfergShah, 2016, p. 56) to emphasise that they areeamnt
marked for a specific purpose. The fact that tlaaigprovider does not indi-
cate the directions of spending the grant is addleated in the expression
non-earmarked grant@Brothaler & Getzner, 2011, p. 140). This featafe
grants of this type is also highlighted by the tegameral purpose grant
(Starkie, 1984, p. 27). To receive general granisnot necessary to provide
consideration or co-finance a particular serviceadgcal government unit,
therefore, they are sometimes terngederal type non-matching grar(tSu-
lasvirta, 1997, p. 397). To emphasise the absehcermlitions imposed by
the donor, the termnconditional grantgislam & Choudhury, 1990, p. 676)
is sometimes used.

In Poland the overall amount of general grantéssum of three (Table
1), or in the case of communes (optionally) fouroants (plus funds from
reserve division) of unequal sizes that make ugdta. As from 2004, gen-
eral grants consist of three components: equalisakialancing (regional in
provinces) and educational. A reserve is also ededioth for the general
grant and with respect to the educational compongnéreas communes
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may also receive funds in the form of compensatingnts (Sekula &

Basiska, 2014, p. 148). The largest part, in some casasunting for up to

90% of general grant revenues, is the educatiosal ps a component of

general grants, in common with their other comptsienhas all the features

of such grants. It is not provided for specific emtional tasks, but on ac-
count of performing these tasks. Revenues do n@ ttacover the expenses
of the schools run by local governments, becausg éine not allocated to
any tasks — educational or other. Neverthelessptigin of this source of
revenue, the method of its calculation or nomencéaindicate a strong rela-
tionship to the tasks related to education, heheeetiucational component
revenues were not considered in the analysis offuhetion of general
grants.

The state budget does not have to be the only s@upplying all the
components of general grants. In most countriesludng Poland, the
mechanism defining the revenues from general grarsisaped by the appli-
cation of two basic forms of division of public fis
— vertical, where revenues are supplemented by firodsthe state budget;

in the case of Poland it applies to all the comptmapart from the bal-

ancing/regional component,

- horizontal, where revenues are supplemented witdsftacquired from
the local government units of the same level whresenues are consid-
ered high; they make up the component called bigrio the case of
communes and counties and regional — in the cgsewaihces.

Most countries, not only European apply the vert@ad horizontal
mechanisms of revenue redistribution simultaneo(Slyianiewicz, 2016,
pp. 26-55; Eccleston & Woolley, 2015, pp. 216-243).

The functions of general grants

Nowadays, in local governments, the applicationhef redistribution sys-
tem by means of general grants does not raise amlytsl Transfers serve
various purposes, so any differences in individsydtems apply to the
construction of the redistribution system and thesence of the horizontal
revenue division, beside the vertical divisionislassumed that the subsi-
dising mechanism should fulfil the following funatis: supportive, equalis-
ing, balancing, compensating and incentive (Figyre

The first component is intended to support the ggerince of tasks.
The grants that serve the supportive function shbel determined in ac-
cordance with the scope of duties performed byllgogernment units at
a particular level. Because of the inherent featofegeneral grants: decen-
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tralisation in the expenditure sphere and lack Iafcation to a specific

purpose, they cannot be used to transfer fundsthierperformance of

a particular task. In this situation the amoungint is calculated accord-
ing to the scope of tasks performed. To enable ithis necessary to adopt
a specific standard for task fulfiiment, called tmenimum service level,

the costs of which should be known. Based on sashraptions, it is pos-
sible to calculate the size of transfer accordimglbjective criteria. The

aforementioned standards are defined as modetdaxfted service delivery
measures/indicators, which determine the scopel & cost of a service.
In practice, application of standards involves carig the parameters of
services with an established model. The educatiom@ponent of general
subsidies is often presented as an example ofigahetpplication of the

supportive function. Its size depends on the sizeoscalled education

voucher, calculated according to a complicated gutace, including, inter

alia, the scope of educational tasks performed. édew the education
expenditures and revenues are not as rigidly caedeas in the case of
specific grants. If revenues from the educatiomg@ould be allocated
only to educational expenditures, thus having thatures of specific

grants, local government units would have to refunds from the educa-
tional component that were not used to fulfil edioreal tasks.

Another function — equalisation — refers to thelaation of the reve-
nue potential of a local government unit and itsyparison with the mean,
median or maximum value at a particular local gowsent tier. On this
basis, the amount of compensation is calculateichndhould be inversely
proportional to the capacity to earn own revenuobaracterised by uneven
spatial distribution and efficiency. This functios the focus of further
analysis.

The next function — balancing — is not determingdhe revenue cri-
terion, but by the costs of task fulflment. Cotree transfers take into
account unequal demand for some goods and pulslices due to objec-
tive factors, such as climate, demographic conuticpatial development
and the predominant type of housing. This funci®mealised by taking
into account the unequal unit costs of service igion arising from objec-
tive causes rather than e.g. poor management. 9t beiemphasised that
there are distinct differences between the suppadtbalancing functions.
While the funds of the former type are provided fask fulfilment (for
example the educational component of grants awaotedccount of the
performance of educational tasks), the funds ofldtter type are provided
to compensate for unequal costs of service deliwghere the differences
arise from objective reasons.
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The next function — compensating — is performedyaatl the com-
mune level in the case of Poland. It involves agdipecific computational
elements to the algorithm to include amounts repathe eliminated or
centrally restricted sources of own revenues. lildde said that such
grants play a substitute role for own revenuesoobll government units
that were taken from them or reduced under apgboagulation.

The last of the aforementioned functions — incenti+ involves the
construction of a general transfer system ensuhagthe compensation is
provided up to a certain level. On the one hargl ftinds transferred in the
form of general grant should sufficiently supplemether revenues to
guarantee services at a desired level, and on ttte¥ e~ motivate local
governments to seek additional revenues from diffesources, without
discouraging them from making these efforts. Exwesfiattening of the
revenues of local governments due to supplying tedgets with general
grants can demotivate local government units addae their efficiency in
acquiring budget revenues. To sum up, the afordoreed function, also
described as stimulating, involves supporting tifieres of local authorities
to increase the units' competitiveness.

To ensure that general grants can fulfil thesetfans, it is necessary to
follow specific principles of their constructionalculation and transfer.
These principles can be outlined as follows:

— they are a source of non-returnable revenues wbmssgtruction coun-
teracts the strengthening and widening of teralodisparities in own
revenue distribution;

— they correct the vertical imbalance between owkstasid revenues;

— they reduce the differences between the revenwenpalt and expendi-
ture needs of local communities;

— therefore, the funds awarded are proportional ¢ofitancial needs and
inversely proportional to own revenue earning capac

— together with own revenues, they enable the fudilihof mandatory
tasks;

— the use of the funds should be flexible — they nmadtaffect the units'
autonomy with respect to expenditure;

— their role is to increase the resources at theodedpof local government
units as part of own system revenues;

- the size of transfers should stimulate local govemt units to manage
their finances in a rational and prudent way anthke responsibility for
the effects produced through the use of the grants;

— they must not demotivate or discourage from taknigative and seek-
ing additional sources of revenues;
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— that is why revenue equalisation between units wlovgn revenues are
characterised by uneven spatial distribution shbelgartial;

- the system must be permanent, stable and predictsilthe criteria for
and principles of awarding the funds should be jolexy for in laws;

— the criteria for the allocation of funds by meafig@neral grants should
be fair, objective and straightforward, eliminatiapitrary decisions of
officials concerning the amounts or dates of transf

Research methodology

Verification of the research hypothesis formulaitedhe introduction and
achievement of the aim of the study required apjatsresearch methods.
The method of descriptive statistics was employethe first stage of the
investigation, where the revenue ranges were cagdpdtr was the initial
and fundamental step in the analysis of the dataated. The descriptive
statistics method used here was a tabular desgriptith a summary of
calculation results.

Then, the Pearson correlation coefficient was ugethe subsequent
analysis. It is used to determine the level ofdineelationship between
random variables. The coefficienthas a value in the range [-1; 1]. The
linear statistical relationship between randomalalgs can vary in strength
— the higher the absolute value, the stronger ¢taionship. For the pur-
pose of this study, the most common interpretatibicorrelation coeffi-
cient was adopted (Peternek & g, 2011, p. 343).

The research was carried out independently fortlseal government
levels: 2478 communes, 314 counties and 16 voivpdsivherein due to
the specificity of cities with county rights (ad@r share of communal than
counties revenue, lack in public statistics preagiseenue division into
commune and county part) they were included infitlsé group, i.e. com-
munes, although they perform both commune and gaasks and obtain
budget revenue for communes and counties.

Analysis of revenue range changes after the applitan
of the subsidising mechanism

In order to analyse the revenue range changesebafat after the applica-
tion of the subsidising mechanism, certain assuwmptinad to be made.
First of all, the educational grant revenues wdiraieated from the calcu-
lations, since it was considered to perform onlg Supportive function.
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Furthermore, a detailed analysis of calculationmecsms for the remain-
ing components of general grants leads to the ueiwl that they largely
perform the function of revenue equalisation. There not many criteria
taking into account the unequal costs of servidevely due to objective
reasons; one of the more commonly used is populaénsity. The reve-
nues that take into consideration the cost criterithe overall amount of
general grants are small; moreover, they are ramgrésed separately in
public statistics. Thus further calculations in@utie size of general grants
minus the educational component, as indicated eTa

The range of per capita revenues between the withsthe lowest and
the highest revenues is presented in Tables 2 amdl8e 2 refers to own
revenues, whereas Table 3 is based on own reveupmsemented with
funds from the corrective and equalising mechanibhe values were re-
duced by the amounts paid as part of horizontaktolution. In public
statistics these amounts are not recognised (deduict the calculation of
the revenues of a particular territorial unit ortlie calculation of the pay-
ments for the balancing/regional component amotnbe paid. This clear-
ly shows an error in the existing solutions becahsse revenues do not
remain at the disposal of local government unitsictvare required by law
to pay them in the amount calculated by the mipigfithin a specific time
limit.

The data presented in Tables 2 and 3 show thé&eirpériod analysed,
the range of revenues decreased after the applicafi the subsidising
mechanism. Before its implementation, the dispawigs most striking
among communes (also including cities with counghts) — 1:140 in
2012, later decreasing to 1:100. The inequality leager in the case of
counties and provinces: the range before suppltfiegbudgets with gen-
eral grants was from 1:3 to 1:5. These differeramesdue to the nature of
own revenue sources assigned to each tier. Couantiggrovinces do not
have own revenues apart from the shares in the@mparand corporate in-
come taxes; their revenues are strongly centrabset dependent on the
state budget. Local governments have limited pdidib of shaping these
revenues on their own account. Commune authotii@e® far more free-
dom in this respect, which is reflected in a greedege of per capita reve-
nues.

As mentioned before, application of the subsidisimechanism flattens
the inequalities in revenue sizes. This is visddlall levels in all the years
analysed. Therefore, it can be concluded that rifteli hypothesis of the
failure of general grants to fulfil the revenue aligation function was not
confirmed. Once the corrective and equalising meisina is applied, the
range between the extreme revenues falls by c&090-(Table 3).
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The relationship between the size of revenues amaliat of grants (per
capita) is presented in Table 4. The table contdiesPearson correlation
coefficient values. The minus sign denotes an Belgrproportional rela-
tionship; in other words: the higher the unit's awwenues (per capita), the
lower the equalisation by means of grants. Sta&ily, these grants supply
poorer units with greater amounts, which leadh&odonclusion that they
do fulfil the revenue equalisation function andnsequently, that the initial
research hypothesis has been disproved.

As for the strength of the relationship, it is thighest in provinces,
wherer is close to -0.8, so according to the criteria aedpn the method-
ology section, the relationship can be describedigsificant. In the re-
maining cases — communes and counties — the regdip is visible but
weak, taking the values in the range 0.2+0.4; idividual cases — in
counties in 2012 and in communes in 2015 and 20é&&ceeded 0.4, thus
reaching the moderate level.

Conclusions

The purpose of this study was to find whether tipgadising and corrective
mechanism applied in the Polish system of localegoment financing
fulfils one of the functions assigned to generangs, which is revenue
equalisation.

The analyses conducted have disproved the inijipbtimesis that gen-
eral grants fail to perform this function, so thedtion in question is in fact
fulfilled. The strength of the relationship betweewn revenues and the
amount of general grants indicates that statityiagleater resources are
transferred to units with lower per capita revenuelich is considered
appropriate and desirable.

Due to the fact that the calculations apply to plopulations of com-
munes, counties and provinces, their results failedemonstrate certain
defects of the subsidisation system connected thithrevenue function,
existing at all tiers with respect to selected sinithe most serious defects
include: excessive restrictiveness of the systepagments for the balanc-
ing/regional component and the reversal of themegestatus, i.e. a situa-
tion where after the application of the correctara equalisation mecha-
nism the beneficiary unit earns a higher revenaettie payer unit; in other
words: when the units supplying resources for telarity fund eventual-
ly find themselves among the poorest units, i.¢hwhe lowest per capita
revenues. These dysfunctions, extending beyondubgect matter of this
article, are discussed in detail in other publmadi
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The second limitation of the article is the inatusifull amounts of all
four general grants components, ie. equalizatiatarizing (regional), re-
serve and compensating. Some of them in the céltmulariteria take into
account cost considerations, e.g. population denistiwever in the public
statistics only total amounts are presented. Thauats of the parts that cre-
ated the component are not presented, hence tkeolabe possibility to
separate revenue and cost criteria.

The article does not include references to thdtsestiresearch published
in international literature. Despite many publioat devoted to horizontal
and fiscal equalization (Brahi& Bajo, 2007, p. 1-26; Heinemann, 2012, p.
471-479; Petchey, 2011, p. 207-214; Turley, Flan®eMcNena, 2015, p.
459-484), most of them focus on the process oflzing fiscal imbalances
rather than on the functions that these resoui@gyéneral grants) pursue.
Too little detail of the data provided by Eurosédgo makes it difficult to
carry out international comparisons.

Despite this, it is believed that the article coblel applied in practice
— when constructing the final model of local goveemt general grants.
Changes and modifications of this system, whicke falece every few years,
indicate that the final form of this system has yettbeen developed in Po-
land.

Future research, which the author intends to ledla future in this area,
will cover a longer time horizon. It will also beenfied if cyclical factors
influence the results.
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Annex

Table 1. Components of general grants

local educational
gover nment equalisation bala_nC| ng/ reserve compensating @ ncludmg the
level regional respective
reserve)
communes \ V/- \ \% \%
counties \% VI- \% - \%
provinces Vv -V \Y - \

inded in further studies

Table 2. Per capita own revenue range at the individualllgoaernment tiers in
2012-2016

year 2012 2013 2014 2015 2016
communes* 1:140 1:115 1:100 1:99 1:87
counties 15 1:5 15 1:4.3 1:4.7
provinces 1:4.3 1:3.2 1:3.5 1:2.9 1:3.4

* including cities with county rights

Source: own calculations based on Local Data Bankhinistry of Finance.

Table 3. Per capita revenue range (less the local governpayrnents for the
balancing/regional component) at the individualalogovernment tiers in 2012—
2016, after supplying the budgets with grants

year 2012 2013 2014 2015 2016
communes* 1:86 1:61 1:65 1.51 1:46
counties 1:2.6 1:2.8 1:3.6 1:.2.7 1:.2.7
provinces 1:2.1 1:1.8 1:1.6 1:1.7 1:1.65

* including cities with county rights

Source: own calculations based on Local Data Bankhinistry of Finance.
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Table 4. Coefficient of correlation between per capita owmenue and per capita
general grants (excluding the educational compQnent

year 2012 2013 2014 2015 2016
communes* -0.324 -0.381 -0.398 -0.404 -0,614
counties -0.439 -0.334 -0.257 -0.372 -0.366
provinces -0.702 -0.684 -0.624 -0.784 -0,773

* including cities with county rights
Source: own calculations based on Local Data Bankhinistry of Finance.
Figure 1. Description of the functions of general grants
The functions of general grants
[ functionname | supportive] equalisatidn  balancilg  memsating | incentive |
A 4 v v
basic task revenue balancing compensation | motivating the
features/functiong performance| potential of unequal for revenues | governments
support equalisation costs of lost as a result to seek
service of a decision additional
delivery by the central revenues
government
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