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Local Government Fiscal Review
Tanzania 2005

Preface

Local government finance is an increasingly important part of the public
finances of Mainland Tanzania today. Local government authorities have an
important role in delivering public services in Tanzania; they are responsible
for almost 25 percent of recurrent public spending and an increasing share of
developing spending. As such, local governments are crucial stakeholders in
the implementation of the country’s National Strategy for Growth and
Reduction of Poverty (NSGRP or MKUKUTA).

Despite the importance of the local government finance system in Tanzania,
no single central government agency or institution has a comprehensive
mandate over the management of local government fiscal affairs. Instead,
different central government ministries and agencies have responsibilities for
different aspects of the local government finance system. By bringing together
the knowledge of the different stakeholders in the area of local government
finance, the Local Government Fiscal Review 2004 was produced to provide
an accurate, comprehensive and up-to-date overview of intergovernmental
fiscal relations in mainland Tanzania.

The purpose of the Local Government Fiscal Review 2005 is not to duplicate
last year’s efforts and to present a general description of Tanzania’s local
government finance system; for this information, we refer the reader to last
year’s publication. Instead, the current Review seeks to provide an update on
intergovernmental relations in mainland Tanzania, focusing on progress that
has been made as part of the country’s local government finance reform
agenda in the last twelve months. As such, the information and analysis
contained in this document seeks to inform policymakers, government
officials, local government authorities, the development community, other
stakeholders, and the public at large, of the status and progress made on
Tanzania’s local government finance reform agenda.
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In assessing the progress made on local government finance reforms, this
document provides context for a number of local government reforms being
undertaken by the Government of Tanzania, including the strengthening of
local financial management, the proposed transformation of the local
government revenue system, and the ongoing implementation of a system of
formula-based grants. Two critical policy themes that are taken on board in
this year’s Review are, first, the important relationship between local
government finances and MKUKUTA, and second, the increasing importance
of monitoring and evaluation system for local government finances. The first
topic considers that local government finances should be planned and
budgeted for in a pro-poor manner, while the second issue addresses the desire
of central government officials and citizens alike to monitor that local
government finances are indeed used for their intended purpose at the local
level. Of course, these two closely-related themes overlap as it pertains to the
monitoring of pro-poor activities at the local level.

As the second document of its nature in Tanzania produced by the
Government of Tanzania under the auspices of the inter-ministerial
Coordinating Block Grant Implementation Team, it is hoped that this
documents will set the pace for an annually recurring review of local
government finances and fiscal relations in Tanzania which can complement
the MTEF and PER processes and feed into the annual formulation of the
Budget Frame. It is hoped that future reviews will build on the information
contained the first two editions, as Tanzania’s system of local government
finance continues to evolve.
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p‘ Chapter 1

/ Progress on Tanzania’s
’ Intergovernmental Fiscal Reform Agenda

Local government finances play an important role in the public sector in
Tanzania. The impact of the local government finance system cuts across the
public sector as well as across a wide variety of economic activities. On the
expenditure side, the way in which local governments are financed affects the
quality of life of all Tanzanians, as local governments are responsible for
delivering critical public services, including primary education and basic
health services. On the revenue side, local governments play a role —for better
or for worse- in promoting economic development and growth, by
encouraging a positive business climate while limiting the tax burden on local
firms and households.

In recognition of the important role of local government finance, a Local
Government Fiscal Review (LGFR) was produced in 2004 to provide an
accurate and comprehensive overview of intergovernmental fiscal relations in
mainland Tanzania. The Local Government Fiscal Review 2004 provides an
overview of the history of decentralised government administration in
Mainland Tanzania and a general description of local government finance in
mainland Tanzania. In addition, the Review 2004 presents the context for a
number of local government reforms that are currently being undertaken by
the Government of Tanzania, including the strengthening of local financial
management practices, the implementation of a system of formula-based
grants, and reconsideration of the revenue sources available to local
governments.

The purpose of the current Review (2005) is not to repeat the general
description of Tanzania’s local government finance system; for this
information, we refer the reader to the LGFR 2004. Instead, the current
Review seeks to provide an update on intergovernmental relations in mainland
Tanzania, focusing on progress that has been made as part of the country’s
local government finance reform agenda in the last year.

This introductory chapter (Chapter 1) provides an overview of progress on the
reform of intergovernmental fiscal relations in mainland Tanzania, and
explains, in brief, how Local Government Authorities (LGAs) are financed to
provide public services to their communities. The chapter also provides an
overview of changes in the subnational government structure, and describes
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the role of local governments in the implementation of the National Strategy
for Growth and Reduction of Poverty (NSGRP) or MKUKUTA.

The remainder of this document discusses changes in each of the four main
dimensions of local government finance in Tanzania, including local
expenditures (Chapter 2), local government revenues (Chapter 3),
intergovernmental fiscal transfers (Chapter 4), and local government
borrowing (Chapter 5). Chapter 6 discusses key issues in regard to monitoring
and evaluation of local government finances. In line with the central role that
MKUKUTA should play in public policy and public sector finances in
Tanzania, each chapter makes specific reference to the government’s strategic
policy framework and its relationship to the particular dimension of local
government finance discussed in each respective chapter.

1.1 Progress on Tanzania’'s Intergovernmental Fiscal Reform
Process

Progress is being made on various fronts in the reform of Tanzania’s local
government finance agenda, as part of the country’s broader local government
reform strategy. The joint government-donor review of the Local Government
Reform Programme (LGRP) conducted in October 2004 highlighted the
progress made in the reform of the local government finance system as being
among the important successes of LGRP since 2001.

Building on the work already carried out in respect of fiscal decentralisation
during the previous three years, the outcomes and outputs for LGRP’s new
Medium Term Plan have been revised to more clearly bring the systemic
issues of fiscal decentralisation to the fore. To this end, the following
outcomes have been identified as required to be achieved as part of the
ongoing intergovernmental fiscal reform process during the period July 2005-
June 2008:

1. Coherent intergovernmental financial framework in place
System of predictable intergovernmental recurrent transfers in place
and functioning

3. System of predictable intergovernmental capital development transfers
in place and functioning

4. Institutional coordination mechanism for LG finances in place and
functioning

5. Coherent administrative and accountability framework and appropriate

systems in place and functioning
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Trends in local government finances
Table 1 provides a summary of local government finances for fiscal year
2001/02 through fiscal year 2004/05. The table shows that the total amount of
financial resources available to the local government level has grown from
approximately TShs. 250 billion in FY 2001/02 to almost TShs. 430 billion in
FY 2004/05.

As expected, we see a drastic and ongoing reduction in the importance of local
government revenues after 2002; the share of own local government revenues
over the period declined from 20 percent of fiscal resources to 10 percent. This
trend is largely due to the revenue rationalization and harmonization of local
revenues that took place in 2003 and 2004, which saw the abolition of several
local revenue sources including the Development Levy. Local government
borrowing continues to be a minor part of local government financing, holding
stable at about 0.1 percent.

Table 1.1
Local government financial resource inflows
FY 2001/02 - 2004/05

2001/02 2002/03 2003/04 2004/05

TShs. Million
Local Grants (incl. GPG) 201,119.0  247,027.3 313,872.7  386,767.8
Own Source Revenues 51,200.2 57,740.2 48,343.6 42,871.4
Local Borrowing 50.0 225.0 442.5 250.5
Total 252,369.2  304,992.5 362,658.8  429,889.7
Percent of local government resources
Local Grants (incl. GPG) 79.7 81.0 86.5 90.0
Own Source Revenues 20.3 18.9 13.3 10.0
Local Borrowing 0.0 0.1 0.1 0.1
Total 100.0 100.0 100.0 100.0

Note: Until 2003/04, own source revenues and borrowing data are based on
calendar years. Totals may not add up due to rounding.

Source: Computed based on data from Ministry of Finance; Local Government
Reform Programme; and Local Government Loans Board.

In contrast, the table reveals that local governments are increasingly relying on
central government transfers as their main source of funding. The share of
local government grants in total local government financing has increased
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from about 80 percent in FY 2001/02 to 90 percent in FY 2004/05; these lost
revenues were replaced with a General-Purpose (Compensation) Grant.

Impact of synchronization of the budget cycles

Starting July 1, 2004, the local government budget year was synchronized
with the central government’s fiscal year (which runs from July through June).
Local governments previously followed the calendar year. The harmonization
of budget years has contributed to an improved budget process, which allows
better coordination between central and local government budget processes as
well as improved reporting of consolidated budget statistics (including both
central and local government finances).

The synchronization of the budget cycles does mean that local governments
have a relatively short budget formulation process. Local governments have
approximately three months between the issuance of the Local Government
Budget Guidelines in January and the submission of the locally adopted
budget plans to PO-RALG in April. While procedures need to be strengthened
to assure that (to the maximum extent possible) the formula transfer
allocations included in the budget guidelines match the actual grant allocations
included in the final budget, the length of the budget cycle does not appear to
be a problem for local authorities.

Progress on implementing formula-based recurrent grants

The policy context for a formula-based system of intergovernmental transfer
was put in place as part of the Local Government Reform Policy (1998).
Detailed proposals for a system of formula-based recurrent sectoral block
grants were adopted by Cabinet in February 2004. The system of formula-
based recurrent sectoral block grants is currently being implemented. Formula-
based grants for primary education and local health services were introduced
in July 2004. Formula-based recurrent grants for the other national priority
sectors for which sectoral transfer are provided (including agriculture, water,
and roads) were introduced as part of the FY 2005/06 budget.

In addition to these sectoral block grants, the central government continues to
provide local governments with a number of additional intergovernmental
transfers to cater for other local expenditure responsibilities, including the cost
of local administration. These grants include a (discretionary) Local
Administration Grant and the General Purpose Grant (GPG), which was
introduced in 2003 as a compensatory grant for the abolition of certain local
revenues. The formula-based allocation of the General-Purpose Grant was
initiated in FY 2005/06, although the final implementation of a formula for the
General-Purpose Grant and the Local Administration Grant will not take place
until 2006/07.
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Introduction of the Local Government Capital Development Grant System
Complementing the formula-based system of recurrent transfers, a more
articulate and objective system for allocating local government capital
development grants was finalized and implemented for FY 2005/06. The
Local Government Capital Development Grant (LG CDG) system —which is
funded through a combination of government, donor and loan modalities, is
expected to be the main funding modality for local capital infrastructure.
Introduction of the LG CDG required the preparation of program instruments
and guidelines, including a guiding manual for assessing eligible local
government authorities; an implementation and operational manual; and
planning guidelines for villages and Mitaa.

Improvements to local government planning and budget processes
Transparency in local government finances allows local communities to track
local spending, monitor key local performance measures, and hold local
elected officials accountable for sub-standard service delivery. As such, a
sound, harmonized budget process coupled with good reporting systems at the
local level enhances transparency in the use of local government finances and
empowers local communities. Certain actions were taken during FY 2004/05
to improve local government planning and budget processes. These actions
included the training of LGA officials in MTEF processes, as well as the
harmonization of budget classifications and codes. Such actions create a
meaningful platform for the integration of the central and local government
budget processes which enhance the transparency of public sector finances.

In recognition of the importance of sound local financial management as part
of a successful decentralisation strategy, the government has pursued the
introduction of locally operated Integrated Financial Management Systems
(IFMS) since 1999. Already 32 councils have an Epicor-based IFMS system in
place; a further 53 councils are expected to implement the system in 2005/06.
In addition to the continuing roll-out of IFMS at the local level, the local Plan-
Rep (Planning and Reporting) system was introduced by LGRP during early
2005. Plan-Rep is meant to function as a single-channel reporting mechanism
from LGAs to the central government level. When fully implemented, Plan-
Rep should be able to extract the necessary data automatically from the local
Epicor systems.

Further, as part of efforts to improve the institutional structure at the central
government level, PO-RALG is engaged in the process or restructuring its
internal organization to better facilitate decentralised local governments. Part
of the reorganization involves the creation of a data gathering unit to gather
fiscal and non fiscal data at the local level. PO-RALG’s new organizational
structure was approved in January 2005. In order to enhance its ability to share
information, PO-RALG also launched its own website, available at
www.poralg.go.tz. PO-RALG also spear-headed Tanzania’s first Local
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Government Day on July 1, 2005, to draw attention to the important role of
local governments in Tanzania.

Despite the steps already taken, serious ongoing effort are required to ensure
that the entire local budget process (including local planning and local
financial management processes) are not only relevant for central government
budget monitoring and control purposes, but that these processes and the
resulting local government budget documents are also meaningful inputs into
the “horizontal” monitoring of local government activities and finances by the
local communities. Details on IFMS and related reporting and monitoring
issues are discussed in Chapter 6 of this review.

Preparation of a strategic framework for local government finance

In late 2004, the Ministry of Finance (MoF) and PO-RALG jointly
commissioned the Andrew Young School of Policy Studies at Georgia State
University to conduct a study on the policy framework for local government
finance in Mainland Tanzania. PO-RALG was designated as responsible for
the management of the study.

After a six-month process of technical analysis and stakeholder consultations,
the final report of this study was delivered in June 2005 and circulated
amongst stakeholders. The report and its recommendations were tabled for
comment at the PSRP Steering Committee meeting on September 8, 2005.

The study contains proposals on the financing of local government which will
be used by PO-RALG in preparing a Cabinet Paper to obtain Government
approval to the framework, following consultation with the Central Ministries,
specifically MoF, President’s Office, Planning and Privatisation, and
President’s Office, Public Service Management, in order to reach a consensus
on the proposed financing framework.

Changes in the national development and reform agenda

Fiscal decentralisation and local government finances can not be seen in a
vacuum. Since last year, the main change in the policy discussions in Tanzania
has centred on the implementation of the National Strategy for Growth and
Reduction of Poverty (NSGRP) or MKUKUTA. As such, establishing the link
between local government finance and MKUKUTA will be one of the core
themes of the current Local Government Fiscal Review.

1.2 Changes in Local Government Structure

No major changes occurred in the territorial structure of mainland Tanzania in
the last year. Nonetheless, some incremental changes have occurred to the
subnational government structure. Since the creation of Manyara Region in
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2002, Mainland Tanzania comprises 21 Regions; the Regional Secretariats
form a deconcentrated tier of the central government administration. The
number of district level and village level councils has changed incrementally
over the last year.

New Councils

Following the announcement and gazetting of 3 new Town and 5 District
Councils, administrations were put in place in recent years. These
administrations will formally transform into Councils following the elections
to be held in December, 2005. As a result, the number of local (District and
Urban) Councils in Tanzania has expanded from 114 to 122. The newly
created local councils include Kibaha, Korogwe and Babati Town Councils,
and Kilindi, Kilolo, Kishapu, Mvomero, and Namtumbo District Councils.

Village Council
The Local Government Acts (1982) describes the procedures for establishing

and deregistering Village Councils. During the past fiscal year, PO-RALG has
deregistered a number of villages in urban areas, which predominantly existed
in the peri-urban areas. In addition, a small number of new villages were
created in rural council areas. The current number of villages is 10,365.

1.3 Local Government Finances in Light of MKUKUTA

Following Tanzania’s first Poverty Reduction Strategy (2000/01-2002/03), the
National Strategy for Growth and Reduction of Poverty (NSGRP or
MKUKUTA) is Tanzania’s second national organizing framework for putting
the focus on poverty reduction high on the country’s development agenda.
MKUKUTA keeps in focus the aspirations of Tanzania’s development vision
as expressed in Vision 2025. This vision aspires for high and shared growth,
high quality livelihood, peace, stability and unity, good governance, high
quality education and international competitiveness. MKUKUTA also
commits Tanzania to the Millennium Development Goals (MDGs) as
internationally agreed targets for reducing poverty, hunger, diseases, illiteracy,
environmental degradation and discrimination against women by 2015. It
strives to widen the space for country ownership and effective participation of
civil society, private sector development and fruitful local and external
partnerships in development and commitment to regional and other
international initiatives for social and economic development.

While MKUKUTA builds on the experiences of Tanzania’s first Poverty
Reduction Strategy (PRS), the new strategy is fundamentally different in a
number of ways. The original PRS was linked to debt relief under the
enhanced High Indebted Poor Countries (HIPC) initiative. Debt relief and
other resources were mainly channelled into the “priority sectors” of
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education, health (including HIV/AIDS), water, agriculture, rural roads, and
governance (including the judiciary and land), as spending on these areas was
considered to have greater impact on poverty reduction. Progress on the
poverty reduction agenda was considered to a large degree by achieving
increasing expenditures in these priority areas. Yet despite the fact that local
government were almost exclusively responsible for providing public services
within these priority sectors, the Local Government Fiscal Review 2004 found
that the proportion of budget resources that has been made available to the
local government level in the form of intergovernmental transfers has been
virtually constant over the past five years.

In contrast, MKUKUTA cuts across all sectors, recognizing that spending
outside these priority sectors could very well be pro-poor as well, while not all
spending in the so-called “priority sectors” necessarily supports poverty
reduction. Furthermore, the new strategy explicitly recognizes the economic
growth forms the only foundation for sustainable and permanent poverty
reduction. Thus, instead of limiting the focus of the poverty strategy on a
number of priority sectors, MKUKUTA focuses on three “clusters” of
activities that promote economic growth or poverty reduction. The focus of
resource allocation in the context of MKUKUTA is no longer on expenditures
or inputs, but on outcomes and performance results. Thus, for every cluster,
the national strategy determines outcomes/targets to be achieved. Under
MKUKUTA, the government classifies and prioritizes government programs
across all sectors into:-

= Cluster I: Promotion of economic growth and reduction of income poverty

= Cluster II: Improvement of quality of life and social welfare, including
quality service delivery

= Cluster III: Good governance and accountability.

The new strategy covers 5 years, i.e. from 2005/06 to 2009/10. The longer
term perspective is considered to be a better time frame that will allow for a
more sustained effort of resource mobilization, implementation and evaluation
of the poverty reduction impact. The strategy will require increased
commitment and resources from domestic stakeholders and increased
assistance from the development partners in the medium term. To increase the
effectiveness of aid Tanzania will pursue the principles laid down by Tanzania
Assistance Strategy (TAS) for harmonization of aid modalities for growth and
reduction of poverty.

The role of local governments in MKUKUTA. MKUKUTA explicitly
recognizes that local governments have a central role to play in the
implementation of the strategy since grassroots participation and the delivery
of local government services require decentralised structures. Although the
strategy identifies local governments as one of the key institutions in
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implementing the new strategy, the distinct role of LGAs as separate from
central government MDAs —and the role of local government finance system
in particular- are left for further clarification. '

LGAs are strategically placed to contribute to all three clusters identified by
the MKUKUTA. With respect to promoting economic growth and reducing
income poverty (Cluster 1), local governments are a key ingredient in assuring
a facilitative environment for business opportunities, and are best positioned to
identify and resolve obstacles to local economic development. With regard to
the objective to improve the quality of life and the quality of public services
(Cluster 2), it is increasingly clear that all poverty is local and that poverty can
only be fought at the local level, as local authorities provide most of the public
services that are critical to the people’s wellbeing at grassroots levels. As such,
appropriate interventions consistent with MKUKUTA should be taken to
ensure that LGAs have adequate access to financial resources for
infrastructure and service delivery. Finally, as the level of government closest
to the people, LGAs have a critical role in assure good governance,
participation, and accountability of the public sector to the people.

Aligning the local government finance system with MKUKUTA. To align
Tanzania’s evolving local government finance system with MKUKUTA in a
way that allows LGAs to contribute effectively to the poverty reduction goals
should begin with identifying outcomes and goals for service delivery that
should be pursued by councils. Since poverty reduction tends to be pursued in
a centralized manner, it would be tempting for central government ministries
and agencies to set specific poverty and service delivery targets for individual
LGAs. However, consistent with Tanzania’s policy commitment to
“decentralisation by devolution”, it would be more appropriate for LGAs to
identify their specific local targets and priorities within the context of the
broader objectives and goals identified by the central government. The
alignment of the local government finance system will further encompass
identifying how resources will be allocated to local authorities (through own
source revenues or transfers), as well as the type of reporting format necessary
to enhance transparency and accountability.

In order to clarify the close linkages between MKUKUTA and the ongoing
local government finance reform process, each chapter of this Local
Government Fiscal Review 2005 seeks to clarify the role of the different
components of local government finance (local expenditures, local revenues,
intergovernmental transfers, and so on) in achieving the objectives contained
in the new national strategy for growth and poverty reduction.

' For a detailed discussion on the relationship between fiscal decentralisation and poverty
reduction, see “Fighting Poverty Through Fiscal Decentralization” by Boex, Heredia-Ortiz,
Martinez-Vazquez, Timofeev, and Yao (USAID, 2005).
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1.4  Overall Challenges in Fiscal Decentralisation Reform

Despite the continuing solid progress that is being made on the overall local
government reform agenda in Mainland Tanzania, a number of challenges lie
ahead in the reform of the local government finance system. This section of
the introductory chapter highlights some of the main challenges facing the
system of intergovernmental relations in mainland Tanzania. Details of these
challenges will be provided in subsequent chapters of the Review.

Integrating local government finances in MKUKTA

One of the main challenges facing the local government finance system is to
systematically incorporate MKUKUTA into the local government finance
framework. Given that local governments are frontline service delivery agents,
it is crucial that financial and human resources are made available to them in a
manner that allows for efficient service delivery in line with growth and
reduction of poverty. LGAs should be required to formulate poverty outcome
targets within each cluster strategy of MKUKUTA, within the resources that
are projected to be made available to them in the MTEF. This challenge is
discussed in greater detail in Chapter 2 on local government expenditures.

Improved reporting on local government finances

Further, there is need for an appropriate monitoring and reporting system that
specifically tracks poverty outcomes at the local level. Local government
reporting should be followed by careful and detailed analysis of local
government finance data at the central level. Improved reporting and
monitoring of local government finances will enhance performance budgeting
and increase participation and accountability at all levels. This challenge is
discussed in greater detail in Chapter 6 on local government reporting and
monitoring.

Integrating local government finance policy issues into the PER process

The Government has been committed to a process of annual Public
Expenditure Reviews (PERs) for several years. The PER process, which
focuses on expenditure management and budget decisions in the public sector,
has been focused mainly on sectoral ministries while paying inadequate
attention to the role of local governments in public expenditures. This
disregards the fact that one out of every five Shillings spent by the public
sector is spent by local authorities. Given the magnitude of local government
in public finances, it is imperative that fiscal issues facing local authorities are
systematically integrated into the national PER process. The challenge
therefore, for fiscal year 2005/06, is to put in place appropriate modalities to
address this issue.
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Full integration of local PE in the budget processes

A unified budget approach requires that decisions on personnel expenditures
are made in close coordination with spending decisions on other charges (as
well as capital spending decisions). Although coordination and integration of
staffing decisions and personal emoluments (PE) into the budget process may
be a broader concern in the central government’s budget processes, it has
emerged as a major stumbling block for the introduction of formula-based
block grants. As further discussed in Chapter 4, adjustments made to local PE
budgets subsequent to the release of the budget guidelines distort the formula-
based allocations. Efforts should be taken by Ministry of Finance, PO-RALG,
Public Service Management and other stakeholders to ensure that for next
budget guidelines, PE estimates will be fully dealt with within the context of
the formula-based block grant allocations.

Increased focus on secondary education

Universal primary education was introduced in 2001. With the abolition of
school fees and through improved central government funding of primary
education, the number of students who are successfully completing primary
school is continuing to rise year by year. This phenomenon has created a
substantial increase in the demand for funding of secondary and tertiary
education. The national budget for FY 2005/06 reflects a significant shift in
focus from primary education towards secondary education.

While secondary education is not a responsibility currently assigned to the
local government level, this re-orientation nonetheless has important
implications for the local government level, as local governments and
communities are encouraged to allocate their own resources for the
construction of secondary schools. A broader challenge to policy makers with
respect to secondary education is whether the policy objectives of this sub-
sector are best achieved by centralized provision of secondary education, or
whether local governments should play an increased role in the provision of
secondary education.
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p‘ Chapter 2

/’ Local Government Expenditures

Consistent with the guiding principle of “decentralisation through devolution”,
the local government level in Tanzania plays an important role in the delivery
of government services that are close to the community. The legislative
framework assigns local authorities substantial responsibilities for the delivery
of government services in primary education, basic health care, agricultural
extension and livestock development, local water provision and roads
maintenance.” In addition, local governments are responsible for numerous
activities that appear exclusively local in nature, including local government
administration, establishing fire brigades, public markets, abattoirs,
community centres, public parks, and so on.

Unlike some other LDCs, in practice the roles and functions of local
government authorities in Tanzania factually match their legislated
expenditure responsibilities. Last year’s Local Government Fiscal Review
(2004) provides a broad overview of local government expenditure
responsibilities in Tanzania, including the local government expenditure
management processes. In addition, LGFR 2004 provided additional focus on
the local responsibility for delivering services in primary education and basic
health services, as these expenditure responsibilities constitute over three
quarters of local government expenditures.

Although Box 2.1 provides a synopsis of local expenditure responsibilities in
Tanzania, the purpose of the current document is not to repeat the description
of the local government finance system provided in last year’s Review.
Instead, this chapter provides an update on local government expenditure
assignment issues, focusing on the progress made on the local government
finance reform agenda since last year’s publication. This chapter further notes
other changes in the policy environment that affect local government
expenditures. In response to the increased focus on the planning, budgeting
and monitoring of local government finances (including local expenditures),

% The assignment of expenditure responsibilities to the local government level is defined in the
legislative framework, including the Local Government Acts (1982, as amended
intermittently), the Public Finance Act (2001) as well as various sector laws, such as the
Education Act (1978). Jointly, these legal instruments stipulate the existence, power, and
mandate of Local Government Authorities.
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issues of local government budgeting and expenditure monitoring are dealt
with separately in Chapter 6 of this Review.

Box 2.1
A Synopsis of Local Expenditure Responsibilities in Tanzania

The Local Government Acts of 1982 (Act No. 7 and 8 for Districts and Urban
Authorities, respectively) indicate the detailed responsibilities of local authorities.
These responsibilities include:

Primary and adult education: Local government authorities are responsible in the
education sector to provide primary education to children, maintain primary
schools and educational institutions, as well as provide adult education. While the
delivery of these services is the responsibility of local government authorities, the
Ministry of Education and Culture has responsibility for determining the
curriculum to be used, setting education standards, and assuring teacher training.

Council health services: Local government authorities are responsible for
delivering of primary health care services. Local government authorities are
responsible for promoting public health and establishment and maintenance of
district hospitals, health care centres, maternity clinics, and dispensaries, asylums
for the aged, destitute or infirm or for orphans. Local government authorities share
the responsibility for delivering health services with the Ministry of Health.

Local road maintenance: Local government authorities are responsible for making
and maintaining roads and streets. This includes, for example, the altering,
diverting and closing of roads and streets, paths, street drains, and water courses

Agriculture extension and livestock development: Local government authorities
are responsible for providing services for improvement of agriculture and
livestock. This includes services like, controlling or prescribing the methods of
husbandry in respect of any agricultural land. Councils can declare any area of
land to be reserved for the purpose of reconditioning whether by artificial
measures or natural regeneration or both, or for the purpose of planting with
fodder plants and prohibit, control or regulate the use of such areas.

Water: Local government authorities are responsible for establishing, providing,
maintaining and controlling public water supplies and impose water rates. This
would also include the prevention of pollution of water in rivers, streams, water
courses, wells or other water supplies in the area. Together with this role councils
can prohibit, regulate, or control the use of such water supply.

Local government administration: LGAs are expected to take all necessary,
desirable, conducive or expedient measures for the execution of their functions,
including the imposition of local taxes and collection of fees
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Other local governments: Local government authorities are responsible for
overseeing the proper use of land, and are also responsible for community services
and amenities, including maintaining sanitary conditions, establishing fire
brigades, public markets, slaughter houses, community centres, public parks,
assuring refuse collection, and providing other local amenities.

Source: Local Government Fiscal Review 2004.

2.1 An Update on Local Expenditure Responsibilities

No fundamental policy changes have occurred in the assignment of
expenditure responsibilities in Tanzania in the last year. However, this does
not mean that the policy thinking surrounding expenditure assignments has
been static. As already noted in Chapter 1 of this Review, local government
expenditure responsibilities are impacted by various aspects of ongoing public
sector reforms, including the implementation of MKUKUTA, the emerging
strategic framework on local government financing, and newly emerging
national priorities.

Recognition that expenditure assignments are not one-dimensional

As part of the Local Government Finance Framework study that was
completed in June 2005, the assignment of expenditure responsibilities in
Tanzania was carefully assessed. The review concluded that the current
assignment of expenditure responsibilities in Tanzania is generally sound. The
government’s policy position of “decentralisation by devolution” is
unambiguous; the services assigned to the subnational level generally follow
the subsidiarity principle; the legal framework for decentralised provision of
services is in place and sectoral laws to a large extent respect this
decentralised mode of service delivery.

However, one of the most important reported shortcomings of the current
expenditure assignments is that the Local Government Acts essentially treat
expenditure assignments as one-dimensional. For instance, the legislative
framework does not explicitly distinguish between exclusive local government
functions on one hand (such as local parks or refuse collection) and concurrent
functions on the other hand, which are essentially national in scope but for
which the provision is devolved to the local government level. In practice, the
concept of “decentralisation by devolution” may thus mean different things for
different local government expenditure responsibilities.
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Neither the current policy framework for local government reform nor the
legislative framework, acknowledge different degrees of local responsibility in
providing public services. Yet, in the absence of a formal distinction between
different types of local government functions, it is not necessarily clear to
what degree each government level is responsible for regulating or funding the
various responsibilities for which provision is assigned to the local
government level. Clarification of the legislated expenditure assignments
would assure that the local government finance system complies with the
principle that “finance should follow function” and could prevent unfunded
mandates from arising.

Considering local government expenditures in the context of MKUKUTA

The most significant change in the policy environment in Tanzania over the
past year (as already noted in Chapter 1) has been the implementation of the
National Strategy for Growth and Poverty Reduction, or MKUKUTA.
MKUKUTA is intended to provide the overall guidance to not only the
government’s particular policy direction, but also to the entire public sector
reform process as a whole, including the role of local government
expenditures. As such, the various impacts of MKUKUTA’s implementation
on local government expenditures are addressed in greater detail in Section 2.3
below.

Improving local government planning and budgeting: the changing role of
central government line ministries in the context of fiscal decentralisation
Important concerns with respect to local government expenditures in Tanzania
arise from (perceived) shortcomings in local government planning. While
concern about inadequate planning at the local government level is not new in
Tanzania, it would be fair to note that until the introduction of a formula-based
grant system, local governments were simply not given a clear budget
constraint within which to plan their activities. The introduction of a formula-
based grant system provides an opportunity for true local ownership over the
local planning process. Under decentralised financing conditions, local
planning is no longer the preparation of a wish list of projects that are meant to
be fed bottom-up to regional officials or national agencies for their selection,
financing and implementation as part of nationally administered sector
programmes. Instead local resource availability determined by a transparent
allocation formula and local discretion over resources within the context of
objective budget guidelines allows a more meaningful local planning
process—one in which local choices can and must be made under clear budget
constraints.’

3 Leonardo Romeo. 1999. Decentralised Development Planning. In: UNCDF. Taking Risks:
Background Papers. New York.
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The process of decentralisation reform also requires that central government
agencies play a different role in the planning and budgeting process. Whereas
central governments have played the role of financial decision-makers for
local authorities, central government ministries and agencies now need to
change their role to become facilitators of local authorities. Rather than simply
criticizing the limited ability of local authorities to develop sectoral plans and
link these plans to the available budget resources, donor agencies and sectoral
ministries have the opportunity to assist local governments in developing
realistic plans and budgets through the development of planning tools,
technical support, and training of local government officials. To the extent
that central government ministries maintain the responsibility to set policy,
standards, and guidelines, providing such guidance and support is a clear role
of PO-RALG and central government line ministries.

Decentralizing administrative controls over human resources

As the framework of local government finances is increasingly determined by
a transparent combination of own source local revenues and formula-based
transfers, it is becoming increasingly clear that it is not necessarily the absence
of financial resources, but rather the lack of local budget discretion and the
limited administrative control over local government staff that is limiting the
ability of local governments to improve the delivery of local government
services. This problem manifests itself in a number of ways.

In its most direct manifestation, there is a notable shortage of skilled personnel
at the local government level; this shortage is particularly pressing in the
health and education sectors. A majority of local employees in these two
sectors have not acquired the required qualification in service delivery. The
issue of HIV/AIDS is further undermining the availability of qualified local
government employees as many local employees are dying of the disease,
while others cannot attend their duties due to sickness.

However, the provision of higher education —and particularly the training of
teachers, doctors and other medical personnel- is a responsibility of the central
government. As such, local governments can do little to impact the availability
of qualified personnel in these sectors. If the central government seeks to
achieve improved service delivery, sector ministries must be committed to
training adequate numbers of teachers, medical staff, and other professionals,
so that LGAs will be able to recruit and post them in those facilities for service
delivery.

Furthermore, in order to enhance the ability of local governments to attract
and retain personnel in those areas, the provision of houses for teachers and
medical personnel should be considered by each local authority as an option to
improve service delivery. Alternatively, local governments should be allowed
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to provide local employees with housing allowances or hardship allowances to
compensate the personnel for working in rural or remote areas.

Finally, a broader constraint faced by local governments in attracting adequate
numbers of qualified staff to deliver local government services is their lack of
control over local government salaries. Providing local governments greater
control in determining local government salaries -or allowing LGAs to top up
the salaries of local government employees within the context of their
available resources- would improve the ability of local authorities to attract
and retain staff, especially in rural and remote parts of the country.

Concern over inconsistencies over sectoral legislation and practices

The Joint-Government Donor Review of the Local Government Reform
Programme conducted in late 2004 expressed the concern that there are
continued institutional pressures within the central government that work
against the Government’s own policy of decentralisation by devolution. Most
importantly, line ministries tend to perceive decentralisation reforms as a
threat to their ability to guide and control sectoral services. As a result,
revisions of sectoral legislation (such as the Education Act) may be used as
attempts by sectoral ministries to assert control over public services that are
supposed to be devolved.

The Joint-Government Donor Review considered several recommendations to
assure that the policy of decentralisation by devolution continues to receive
political support from the highest levels. Suggestions that were made included
a proposal to make PO-RALG a core central ministry, as well as placing a
senior decentralisation advisor in State House. Some of these
recommendations were taken on board in LGRP’s new Medium Term Plan.

A shift in focus towards secondary education

With a large increase in primary school leavers following the reintroduction of
universal primary education in 2001, the government’s priorities have shifted
towards assuring significant increased access to secondary education
opportunities. For this purpose, a three-year Secondary Education
Development Programme (SEDP) started operation in FY 2005/06, with
funding from government’s own sources, development partners, and a loan
from the World Bank. Since the focus on secondary education was not
anticipated in the medium-term expenditure framework, this new trend is not
visible in the budget data prior to FY 2004/05.

Through SEDP, the Ministry of Education and Culture (MOEC) aims to assure
the recruitment of new secondary school teachers and to improve and expand
new school infrastructure. Since secondary education is not a responsibility
assigned to local governments, funds are intended to be channelled from
MOEC through regional sub-treasuries where Head Teachers should be able to
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access public funds. In the course of implementing SEDP, some Teacher
Training Colleges are expected to be elevated to offer more advanced course
work, equivalent to courses offered by the Faculty of Education at the
University of Dar es Salaam.

Despite the centralized nature of secondary education, local governments are
impacted by the increased policy focus on secondary education at the national
level. For instance, although secondary education is not a responsibility
assigned to the local government level, local authorities have been encouraged
by national policy makers to construct at least one secondary school in every
Ward. Not only does such directive drain financial resources away from other
local expenditure priorities, the current division of responsibilities provides no
guarantees to assure that secondary school buildings constructed by local
authorities will indeed be appropriately staffed, funded and operated by the
Ministry of Education and Culture (MOEC).

While the promotion of secondary education is a worthwhile policy objective,
such unfunded mandates may have the unintended effect of draining resources
away from other local expenditure responsibilities and priorities.

Large increases in local capital development spending

Reforms that have taken place in the last year suggest impending large
increases in local capital development spending. With the introduction of the
LGSP/ LG CDG, local capital spending is expected to increase significantly.
In addition to the CDG, the Tanzania Second Social Action Fund (TASAF II)
provides development funding for specific projects at the lowest level of local
government authority — the village/mtaa level. In addition, some sectoral
programs are preparing funding modalities for sector development or
rehabilitation as well (among others the agriculture sector development
program; the health sector rehabilitation program). Since most of this spending
won’t take place until FY 2005/06, this increase is not reflected in the
quantitative tables yet.

This anticipated increase in capital infrastructure at the local government will
impact the need for operation and maintenance expenditures down the road. It
is unclear whether this is being taken into account as part of the MTEF and the
broader budget discussions in the context of the PER process.

Monitoring local government expenditures

As noted in Local Government Fiscal Review 2004, there is only limited data
available on actual local government expenditures. Although the Financial
Statistics For Local Government Authorities On Mainland Tanzania produced
by PO-RALG (December 2005) contain revenue data since 2001, the report
only contains self-reported local expenditure data for the most recent year (FY
2004/05). This data is previewed in Box 2.2 below.
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Box 2.2
Self-reported actual local government expenditures, FY 2004/05

Until recently, the central government was unable to track the total amount of
resources that were actually spent at the local government level. Instead,
estimates of local expenditures were compiled by considering fiscal resources
provided to the local government level. Yet, the Financial Statistics For Local
Government Authorities On Mainland Tanzania (PO-RALG, December 2005)
presents actual (self-reported) local expenditure data for all LGAs in Tanzania.
Based on the self-reported data, total actual local expenditures for all local
authorities combined amounted to TShs. 627,017 million for FY 2004/05. The
following table shows a break-down of local expenditures by sector and type:

PE ocC Recurrent  Develop. Total
Education 206,790.4  87,550.5 294,340.8 70,4253 364,766.1
Health 36,519.4  32,281.0  68,800.4 18,300.2  87,100.6
Agriculture 4,309.8 3,365.4 7,675.2 5,736.0 13,4113
Roads 3,214.1 6,264.4 9,478.4 19,182.4  28,660.8
Water 2,625.5 7,838.1 10,463.7 6,602.5 17,066.2
Admin & other 33,5049  50,332.1 83.,837.1 32,1754  116,012.5
Total 286,964.0 187,631.6 474,595.6  152,421.8 627,017.4

This expenditure data presented by LGAs suggests higher local expenditure
levels than previously represented. This is the case for a number of reasons.
For one, the newly available data is based on actual outlays (expenditures)
rather than budget plan data; in Tanzania, actual funding for local personal
emoluments (PE) tends to be higher than budgeted PE due to in-year hiring
and salary increases. Furthermore, the new data source incorporates spending
from parallel funding sources (such as ministerial subventions and donor-
funded sectoral programmes) which fall beyond the resources provided to
LGAs through the regional votes (Vote 70-89, and Vote 95). Furthermore,
with the introduction of the formula-based Capital Development Grant System
in FY 2004/05, the local budget data incorporates capital (development)
expenditures, whereas the previous data exclusively focused on recurrent local
expenditures.
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However, in order to assure comparability across years, for the remainder of
this document, local expenditures have been computed as the aggregation of
spending from local government recurrent transfers (including the GPG) plus
spending from own local government resources, which includes own revenue
collections as well as limited borrowing from the Local Government Loans
Board.

2.2 Trends in Local Expenditures

As already noted in the previous section, there continues to be a lack of
reliable historical data on local government expenditures. As such, the analysis
of local government expenditure trends in this Review has to be based on
proxies for local government expenditures. In the absence of actual historical
data for local expenditures, we assume that total recurrent sectoral spending by
local governments can be approximated as equal to the total grant amount
received by LGAs. We further assume that own source revenue collections as
well as General-Purpose Grant resources are spent on exclusive local
expenditure responsibilities.

Figure 2.1
Share of Local Government Spending by Sector, FY 2004/05

21%

7%

57%

O Education  mHealth 0O Other Priority Sectors 0O Own Source Spending (incl GPG)

Based on the local government expenditure estimates computed, local
governments were responsible for TShs. 430 billion in public spending during
FY 2004/05, representing 19 percent of total public spending. Figure 2.1
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explores the overall composition of local government expenditures. The figure
indicates that primary education accounts for a majority (57 percent) of local
government spending. In addition, the figure suggests that despite the
relatively large role that local governments play in public spending, local
authorities’ main responsibility is the delivery of so-called concurrent
functions (functions that are a joint central-local responsibility): only 20
percent of local expenditures is funded from resources that are not earmarked
for specific sectoral purposes by the central government.

Table 2.1 shows the evolving degree of expenditure decentralisation in
Tanzania by considering overall budgetary allocations of recurrent expenditure
for both the central government and local government for the period FY
2001/02 — 2004/05. The table compares the budgeted spending at the central
government level (excluding intergovernmental grants) to spending at the
local government level (including intergovernmental transfers plus own source
spending). The table notes that local government spending comprised slightly
over 20 percent of overall public expenditures in FY 2001/02 and 2002/03.
However, from FY 2003/04 to FY 2004/2005, the share of local spending in
total public spending slightly declined to 19.7 and 19.0 percent, respectively.

Table 2.1
Public expenditures by central and local governments,
FY 2001/02 — FY 2004/05

Central Local Total Central Local Total
TShs. Billion Percent of total
2001/02 998.5 252.4 1250.9 79.8% 20.2%  100.0%
2002/03 1212.4 305.0 1517.4 79.9% 20.1%  100.0%
2003/04 1479.8 362.7 1842.5 80.3% 19.7%  100.0%
2004/05 1835.7 429.9 2265.6 81.0% 19.0% 100.0%

Source: Computed by authors based on Ministry of Finance, LGRP and PO-P&P
data.

Table 2.2 considers the degree of (recurrent) expenditure decentralisation by
sector. The table shows that, in the FY 2004/05, about 80 percent of all
education spending took place at the local level, while about 36-42 percent of
all health spending takes place at the local level. All other sectors are much
more centralized, with only about 7 percent of all other (non-education and
non-health) public spending taking place at the local level. These shares of
local spending in total (recurrent) public spending in priority sectors are fairly
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stable over the period FY 2001/02 through 2004/05, with slight declines over
time in the shares of local recurrent spending on education and other spending.

Table 2.2
Decentralisation of public expenditures in Tanzania,
FY 2002/03 — 2004/05

2002/03 2003/04 2004/05
Central expenditures; in TShs. millions
Education 38,356.2 45,713.3 62,099.6
Health 58,219.5 86,422.2 104,465.4
Other Spending 1,115,818.5 1,347,656.0 1,669,142.7
Total 1,212,394.2 1,479,791.4 1,835,707.7
Local government spending; in TShs. millions
Education 170,242 .4 202,239.5 245,945 .4
Health 43,684.8 48,856.3 63,574.1
Other Spending 91,065.4 111,562.9 120,370.1
Total 304,992.5 362,658.8 429,889.7
Total expenditures; central and local

Education 208,598.6 247,952.8 308,045.0
Health 101,904.3 135,278.4 168,039.5
Other Spending 1,206,883.9 1,459,218.9 1,789,512.9
Total 1,517,386.7 1,842,450.1 2,265,597.4
Local government spending; as a percent of central plus local spending
Education 81.6 81.6 79.8
Health 42.9 36.1 37.8
Other Spending 7.5 7.6 6.7
Total 20.1 19.7 19.0

Note: Central expenditures reflect budgeted ministerial spending levels (excluding
intergovernmental grants); local expenditures reflect budgeted central government
allocations to LGAs plus own source spending.

Source: Computed based on Ministry of Finance, LGRP and PO-P&P data.

Table 2.3 considers spending from recurrent budgetary transfers from the
central government for primary education, local health service and the priority
sectors (agriculture, water and roads) at the local level. Based on budget plan
data, the table further indicates the breakdown of the allocations into
Personnel Emoluments (PE) and Other Charges (OC). The table indicates that
within all sectors most of the local government resources are used for
personnel expenditures. While both PE and OC show a significant increase in
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nominal terms from in FY 2000/01 to 2005/06, spending on OC is growing
considerably faster than PE (while PE doubles over the time period, OC nearly
tripled). This reflects a general recognition that non-wage expenditures
(including school books, medical supplies, and so on) may have been ignored
in the past in favour of personnel expenditures.

Table 2.3
Aggregate Spending from Local Government Allocations by Priority Sector,
FY 2001/02 — 2005/06 (in TShs. billions)

2001/02  2002/03  2003/04 2004/05  2005/06

PE Education 118.22 137.29 166.98 201.44 239.22
Health 23.73 30.07 34.44 42.85 48.00
Other Sectors (*) 19.69 23.28 28.60 37.26 42.65
Total PE 161.64 190.64 230.02 281.55 329.87

ocC Education 19.69 32.96 35.26 44.51 68.10
Health 11.74 13.61 14.42 20.72 27.32
Other Sectors (*) 8.05 9.82 11.28 14.99 18.77
Total OC 39.48 56.38 60.95 80.22 114.20

PE+

ocC Education 137.91 170.24 202.24 245.95 307.32
Health 35.47 43.68 48.86 63.57 75.32
Other Sectors (*) 27.74 33.10 39.88 52.25 61.42
Total 201.12 247.03 290.97 361.77 444.07

Note: Other sectors include local administration grants.
Source: Computed based on Ministry of Finance data.

Finally, Table 2.4 shows trends in the composition of recurrent spending at the
local government level, including spending from own source revenues. The
table provides both the spending from transfers received from the central
government (based on budgeted amount, by fiscal year) as well as spending
from non-sector resources. Local non-sectoral, general-purpose resources
include own revenues generated by the LGAs (based on actual collections), as
well as borrowing, local administration grants, plus the General-Purpose
Grant.

Table 2.4 identifies the share of local government spending in the two key
sectors of education and health, other priority sectors, as well as spending
from non-sectoral resources. The table suggests that local spending levels are
relatively stable within education, health and other priority sectors, with only
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minor variations in their relative shares from year to year. However, the share
of own-source spending has steadily declined over the past few years. This has
been the combined result in the relative decline of local administration grants
and own source revenue collections. As such, it appears that the GPG has not
compensated local governments adequately for the decline in own revenue
sources. As a result, local governments gradually have relatively fewer and
fewer financial resources to fund local priorities that fall outside the national
priority sectors.

Table 2.4
Aggregate Local Government Spending by Sector,
FY 2001/02 — 2004/05

2001/2002 2002/03 2003/04 2004/05
Shillings millions
Education 137,914.2 170,242.4 202,239.5 245,945.4
Health 35,468.3 43,684.8 48,856.3 63,574.1
Other Priority Sectors 9,890.8 18,066.9 28,872.2 30,146.3
Own Source Spending 69,095.9 72,998.5 82,690.7 90,223.9
Total 252,369.2 304,992.5 362,658.8 429,889.7
Percent of total

Education 54.6% 55.8% 55.8% 57.2%
Health 14.1% 14.3% 13.5% 14.8%
Other Priority Sectors 3.9% 5.9% 8.0% 7.0%
Own Source Spending 27.4% 23.9% 22.8% 21.0%
Total 100.0% 100.0% 100.0% 100.0%

Note: Own source spending include spending from own revenue collections,
borrowing, local administration grants and the GPG.

Source: Computed based on Ministry of Finance, LGRP and PO-P&P data.

2.3 Local Government Expenditures in the Context of MKUKUTA

While poverty has many dimensions, poverty is essentially caused (and in
turn, reinforced) by an unequal distribution of resources, incomes and
opportunities. As discussed in Chapter 1, the new National Strategy for
Growth and Reduction of Poverty (MKUKUTA) recognizes the need to
approach poverty reduction in a cross-sectoral manner by centring around
three clusters for poverty reduction, namely (i) growth and reduction of
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income poverty, (ii) improvement of quality of life and social well being and
(iii) governance and accountability. The strategy identifies broad outcomes
for each cluster under which a set of goals are defined with an associated set
of specific targets The outcome-based approach adopted in NSGRP brings to
the forefront issues of cross-sector collaboration, inter-linkages and synergies
in achieving priority outcomes.

Linking the clusters to the role of local governments

In addition to the list of specific functional responsibilities assigned to local
authorities contained in the Local Government Acts, the Local Government
Acts specify three broad functions of local government authorities. Section
111 of the Local Government (District Authorities) Act of 1982 determines
that local governments have the following three main responsibilities:

= to promote economic and social development of the people;

= to promote social welfare and economic well being of the community;
and

* to maintain peace, order and good governance.

Although the Local Government Acts preceded MKUKUTA by almost 25
years, upon closer inspection there is a striking similarity between the three
broad functional responsibilities assigned to the local government level and
the three poverty clusters contained in the national strategy. This is not a
coincidence; local governments have an important role to play in alleviating
poverty. The main instrument that local governments have to engage in
poverty reduction is local government expenditures.

Where does this leave the sectoral organization of the local government
finance system?

The previous Poverty Reduction Strategy (PRS) focused on increasing
expenditures and improving service delivery in a number of priority sectors.
Since the expenditure responsibilities assigned to the local government level
coincided to a large degree with these priority sectors, there was a clear link
between the previous PRS and the local government finance system: sectoral
prioritization (or a lack thereof) could be directly observed as part of the
budget process through the relative increase in funding for local government
allocations in the priority sectors.

While the MKUKUTA document is organized in terms of outcome clusters
and explicitly recognized that expenditure programs outside the previous
“priority sectors” could also contribute to poverty reduction, this does not
mean that the sectoral nature of poverty reduction activities —or the importance
of local governments in fighting poverty- has fundamentally changed.
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Box 2.3

Cross-referencing local functional expenditure responsibilities to clusters, goals, and targets within MKUKUTA
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CLUSTER I: GROWTH AND REDUCTION OF INCOME POVERTY

Goal 1: Ensuring sound economic management

Goal 2: Promoting sustainable and broad-based growth

Goal 2, Target 4: Increase agricultural growth

Goal 2,Target 8: Repair 15,000 kms of rural roads

Goal 3: Improved food availability and accessibility at household level in urban and rural areas

Goal 4: Reducing income poverty of both men and women in rural areas

Goal 5: Reducing income poverty of both men and women in urban areas

Goal 6: Provision of reliable and affordable energy to consumers

CLUSTER 2: IMPROVEMENT OF QUALITY OF LIFE AND SOCIAL WELL BEING

Goal 1: Ensuring equitable access to quality primary and secondary education ...

Goal 2: Improved survival, health and well-being ...

Goal 3: Increased access to clean, affordable and safe water, sanitation, decent shelter ...

Goal 4: Adequate social protection and rights of the vulnerable and needy groups

Goal 5: Universal access to quality public services that are affordable and available

CLUSTER 3: GOVERNANCE AND ACCOUNTABILITY

Goal 1.Governance systems and the rule of law are democratic, participatory, representative, accountable and inclusive

Goal 2: Equitable allocation of public resources with corruption effectively addressed

Goal 3: Effective public service framework for service delivery improvements and poverty reduction

Goal 4. Rights of the poor and vulnerable groups are protected and promoted in the justice system

Goal 5: Reduction of political and social exclusion and intolerance

Goal 6: Improved personal and material security, reduced crime, eliminate sexual abuse and domestic violence

Goal 7: National cultural identities enhanced and promoted

with each local functional area or sector.

Note: A dot indicates overlaps between a cluster, goal or target in Mkukuta and a local expenditure program. A shaded cell indicates the top goal(s) or target(s) associated
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Although the introduction of the cluster-based approach can help sharpen the
focus on pro-poor expenditures both within sectoral programs and between
sectors, in practical terms local government programs in basic education, basic
health care, access to safe drinking water, agricultural extension and local
roads will continue to be activities of prime importance in pursuing poverty
reduction in Tanzania. MKUKUTA continues to recognize the importance of
sectoral considerations by categorizing many of the specific goals and targets
pursued by MKUKUTA in a sectoral fashion. As such a direct link could be
established between the poverty outcomes pursued under MKUKUTA and the
sector focus of the local government finance system.

While the Local Government Acts do not expressly connect specific sectoral
or functional expenditure responsibilities to each of the three broad areas of
local responsibility noted in Section 111 of the Local Government (District
Authorities) Act, it would be straightforward to categorize each specific local
government function within one of these three broader categories. In parallel,
it would be possible to cross-reference each sectoral or functional expenditure
responsibilities for which local authorities are responsible to a specific cluster,
goal, or target within MKUKUTA. This is reflected in Box 2.3.

Planning of'local government expenditures in the context of Mkukuta

In order for the central government to better track the public sector’s progress
in achieving the objectives contained in MKUKUTA within each local
government jurisdiction, local governments should prepare and present their
budget data in a way that is consistent with the policy’s strategic clusters and
objectives. This would enable comprehensive monitoring of the performance
of the public sector. Since LGAs were not provided with the necessary
orientation on how to prepare their budgets in line with MKUKUTA for the
previous budget cycle, their budgets for FY 2005/06 were prepared under the
previous approach. In subsequent budget years, however, local governments
will be required to plan and budget in a budget format that is consistent with
MKUKUTA. This is discussed in greater detail in Chapter 6.

While the expenditure plans and budgets at the local government level should
pursue the strategic objectives and outcomes contained in MKUKUTA, it is
the responsibility of the central government to modify its funding mechanisms
for local government expenditures (i.e., the transfer system and the local
government budget guidelines) to achieve consistency with the new policy
environment. As such, the central government needs to make sure that
adequate funds are allocated to LGAs so as to deliver responsibilities which
are also priorities of the MKUKUTA. This should start at the formulation at
the Budget Frame. The formulation of the Budget Frame should take into
account not only the impact of spending by central government ministries,
departments and agencies on poverty reduction, but should also recognize that
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local government grants will also be used in order to achieve poverty
reduction targets. The integrating of MKUKUTA into the transfer system is
further discussed in Chapter 4.

2.4  Challenges and the Way Forward

Although the assignment of expenditure responsibilities to the local
government level is considered generally sound, there are nonetheless a
number of challenges with local government expenditures in Tanzania. The
Local Government Fiscal Review 2004 identified a number of ongoing
challenges in regard to the overall framework for local government
expenditures, including:

= The system of local government finance should be integrated into the
national fiscal processes) in order to assure that there are comprehensive
linkages between the nation’s public finances and the local government
sector. The public finance systems in which local government finances
should be integrated include the national budget formulation process, as
enhanced by the Public Expenditure Review (PER) process, the medium-
term expenditure framework (MTEF), as well as MKUKUTA.

= The assignment of expenditure responsibilities should be clarified in some
areas, on one hand, to prevent unfunded mandates from arising, and on the
other hand, to prevent duplicative claims of responsibility from occurring.
This clarification should include the recognition of the multi-dimensional
nature of expenditure assignments and the clarification of expenditure
responsibilities of lower-level local government authorities.

= The degree of budget autonomy that local governments have should be
enhanced over time. Local governments are constrained in their decision
making by the historically earmarked nature of their budgetary funding. In
practice, PO-PSM and line ministries still have excessive control over
local staffing decisions.

Although these concerns were identified last year as challenges in the way
forward, only limited progress has been made in resolving these issues. In
addition, the evolving policy framework in Tanzania is raising additional
themes that pose additional challenges as the public sector moves forward in
achieving a sound, decentralised structure. These new challenges that should
be taken on board include the following:

= As a sound and comprehensive framework for local government finance
framework is gradually being put in place and completed in Tanzania,
there is an increasing need to pay attention to the non-fiscal dimensions of
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the decentralisation reforms which closely relate to local government
expenditures. After all, fiscal decentralisation is only one component of
decentralisation, and fiscal decentralisation reforms are bound to fail
unless accompanied by appropriate reforms in political decentralisation
and administrative decentralisation. While appropriate financing
mechanisms for local governments are a precondition for sound local
government reform, improve local government service delivery will not
materialize through sound funding mechanisms alone. Improved local
planning and budgeting practices, as well as increased administrative
control by local authorities over local service delivery and local
government staff will be required to achieve improved local service
delivery.

= The successful implementation of Primary Education Development
Program is creating a need to expand the opportunities for secondary
education in Tanzania in order to absorb the school leavers that
successfully completed Standard 7. In addition to the immediate question
whether local governments should be encouraged to spend on secondary
school infrastructure, the broader question should be posed whether
secondary education should be a service provided by the central
government (through MOEC) or whether the provision of secondary
education is a service that can be efficiently and effectively provided by
local government authorities in the coming years? Further consideration of
the processes involved in the delivery of secondary education in Tanzania
would be needed to determine whether (de)centralized provision of
secondary education is consistent with the subsidiarity principle. The
success of the local governments in delivering primary education under
PEDP —along with the high degree of satisfaction with primary education
provided at the local government level-* would suggests that local
governments should most likely play an important role in the provision of
secondary education.

= A final area of concern with respect to the evolution of local government
expenditures in Tanzania is the sustainability of the current rate with
which local capital infrastructure is expected to develop. There is a need to
carefully consider the balance between recurrent and development
resources provided to the local government level to assure a sustainable
balance between recurrent expenditures and capital expenditures at the
local government level.

* When asked in a survey, more than two-thirds (70.1%) of respondents indicated that they are
satisfied with the local provision of primary education.
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'?‘ Chapter 3

/ Local Government Revenues

Recent years have witnessed a gradual decline in the role of local government
revenues in the system of local government finance in Tanzania. However,
increasing recognition is being given in Tanzania to the fact that local
revenues form not only an important part of a sound local government revenue
system, but are also a critical element of a sound national tax structure. As a
result, the Government is preparing to transform the current local government
revenue structure to assure that local government revenues are structured and
collected in a way that is both efficient and fair. Such a transformation would
reverse the decline of local government revenues and assure that local
revenues play a sound and effective role in the local government finance
system.

3.1 Status of Local Government Revenues in Tanzania

Until recently, the Local Government Finance Act (1982) provided local
government authorities with substantial discretion to raise own revenues
through the imposition of local taxes and non-tax revenue sources from
residents and businesses within their area of jurisdiction. While the adequacy
and yield of local revenue collections have always been limited by
shortcomings in local revenue structures and local revenue administration, the
recent rationalization of local revenues has put additional downward pressure
on local revenue collections.

In 2003 and 2004, the Ministry of Finance pursued a series of restrictions on
the revenue autonomy of local government authorities, primarily concerned
with the efficiency and equity effects of local government revenues. In June
2003 the Minister of Finance announced the abolition of the Development
Levy as well as a number of minor local revenue sources (so-called nuisance
taxes), while also limiting the local rate-setting discretion for other local
revenue sources. Until its abolition, the Development Levy had been the main
source of local revenue for rural local authorities in Tanzania. In 2004, the
government imposed further measures aimed at improving business
environment and removing impediments in business undertakings. While these
reforms reduced license fee collections at both central and local government
levels, the reforms particularly impacted local government revenue collections
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by virtually eliminating local business license revenues. Hitherto, business
licenses had been among the most important revenue categories for urban
local authorities.

The most fundamental change in the local revenue legislation that resulted
from the recent reforms was that while prior to 2003 each local government
authority was generally allowed to define its own revenue structure (including
determining their own tax bases and tax rates), subsequent to June 2003 local
authorities were only authorized to collect revenues from a specified list of
local revenue sources. In essence, Tanzania moved from a permissive (or
“open list”) approach to local government taxation to a restrictive (or “closed
list”) approach. Box 3.1 presents the current list of permitted local government
revenues sources.

Box 3.1
List of Revenue Sources for Local Government (2005)

Taxes on property Other Taxes on the Use of Goods,
e Property rates Permission to Use Goods
e Forest produce license fees
Taxes on Goods and Services e Building materials extraction
e Crop cess (maximum 5% of farm license fee
gate price) e Hunting licenses fees
e Forest produce cess e Muzzle loading guns license fees

e Scaffolding/Hoarding permit fees
Taxes on Specific Services

e Guest house levy Turnover Taxes

e Service levy
Business and Professional Licenses

e Commercial fishing license fee Entrepreneurial and Property Income

e Intoxicating liquor license fee e Dividends

e Private health facility license fee e  Other Domestic Property Income

e Taxi license fee e Interest

e Plying (transportation) permit e Land rent

fees
e Other business licenses fees Other Local Revenue Sources
e Administrative Fees and Charges

Motor Vehicles, Other Equipment and e Fines, Penalties and Forfeitures
Ferry Licenses

e Vehicle license fees “Local Governments are not allowed to

o Fishing vessel license fees levy any taxes, levies or fees which are

not on this list.”
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While there was widespread agreement within the Government that the system
of local taxes and revenues was generally inefficient, inequitable and poorly
administered, there was not a broad consensus on the steps that needed to be
taken to achieve a sound system of local revenues. Concerned with the
reduction of revenue autonomy and the revenue shortfalls facing a majority of
the LGAs following the recent tax rationalization measures, PO-RALG and
the Ministry of Finance jointly commissioned a study in November 2004 to
broadly analyze the entire system of local government finances and to
consider the role of local own source revenues in that system in particular.

The Local Government Financing Framework study —which was completed in
June 2005- puts forward that a sound local government revenue system in
Tanzania is not only an important component of a viable system of
intergovernmental fiscal relations, but is also a critical element of a sound
national tax structure (see Box 3.2). As a result, the study recommends
transforming the current system of local government revenues into an
efficient, equitable, and well-administered local revenue system.

Box 3.2
The importance of local government revenues in Tanzania

Local government revenues have been identified as the weakest element in
Tanzania’s system of intergovernmental fiscal relations. Since the local government
revenue framework is inadequate and given that the revenue yield from local
revenues is relatively minor, some critics have suggested that it might in fact be easier
to eliminate all local government revenues altogether and rebuild a local revenue
system in due course when the administrative capacity at the local level has been
significantly strengthened. In the context of the Government’s policy of
decentralisation by devolution, as well as in the context of sound tax policies and
from a sound tax administration point of view, the answer to this question is a
resounding “No.”

Local government revenues are an important dimension of local government finances.
Local government revenues are an important component of any sound system of
intergovernmental fiscal relations for at least two key reasons: accountability and
autonomy. Compared to other less developed economies, revenue decentralisation in
Tanzania is extremely low, meaning that local authorities in Tanzania have much less
control over own revenues (in terms of yield) than in other developing countries.
Experiences in Tanzania as well as international practices show that local government
officials become less responsive to their communities, less accountable, and in fact
more corrupt when local officials are mostly funded by intergovernmental transfers.

Control over own revenue sources is also important for local governments to be
responsive to local demands in an efficient manner. This is especially true in the
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urban areas, which have the highest demand for local infrastructure and services, but
where local governments are also most capable to collect own source revenues.
Eliminating revenue autonomy would most likely cause a significant reduction in the
financial resources available for urban public services (especially Dar es Salaam),
which is the engine behind economic growth in Tanzania.

Local government revenues are an important part of a sound tax strategy. In addition
to the importance to the decentralisation framework, local revenues also play an
important role in the country’s tax policy. As in any country, tax policy and tax
administration are a difficult challenge in Tanzania —no matter at which level of
government. At 13.3 percent, Tanzania’s national revenue performance (as measured
by the ratio of public revenue collections over GDP) is among the lowest in Africa.
This is true despite the significant technical assistance and capacity building that has
been provided to the Tanzania Revenue Authority over the past decade.

With its low degree of national revenue performance as a contributing factor, the
Government of Tanzania is increasingly concerned about the high dependence on
foreign financing of its budget. As such, the Government is rightly pursuing a fiscal
strategy that seeks to increase its own revenue performance without compromising
economic efficiency in order to decrease its long run reliance on donor contributions.
Although local government revenues only provide a relatively minor contribution (3-
5%) to the national revenue pie, local revenue sources should not be readily dismissed
as easily replaceable by central government taxes.

In order to improve economic efficiency, a good tax system needs broad tax bases
and low rates. Revenue centralization would mean putting greater pressure on the
relatively narrow bases that are already taxed by the centre in order to assure revenue
neutrality. As such, reducing local revenue autonomy would thus carry the risk of
reducing the economic efficiency of the overall tax system.

The problems with local revenue administration are fixable. Since Tanzania is
pursuing an efficient tax system that aims to collect revenues from broad tax bases

and low tax rates, one component of assuring breadth in the tax system is to widen the
tax base to include property taxes and taxes on small taxpayers (especially small
businesses) as an integral part of the tax strategy. However, from an administrative
perspective, the central government is not well-positioned to collect either of these
taxes; in contrast, these revenue instruments are good local revenue sources -given
the right design of the local revenue structure. The problems with local tax
administration that are currently impeding local government revenue collections
should be considered fixable. Local revenue administration could be significantly
improved by reducing the overall fragmentation of the local revenue system; by
standardizing and harmonizing individual local government revenue instruments
across LGAs; and by strengthening the capacity of local officials in charge of revenue
administration.
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The main elements of the recommended transformation of the local
government revenue system include the follow steps:

1.

The first step in the reform of the local tax system should be to clarify
the terminology and classification that is used for local revenue
sources. The interest of clarifying these concepts lies in making the
system easier to understand for taxpayers and local government
officials alike, thereby contributing to greater legitimacy of the local
government revenue system.

As a second step in transforming the local revenue system, local
revenue autonomy should be pursued within the context of a “closed
list” of local taxes in order to achieve a standardized, more efficient
framework for local taxation, while still assuring as local revenue
autonomy and flexibility. The existence of a “closed list” would ensure
the overall legitimacy of the local government revenue system and
would prevent onerous local taxes from re-emerging. Yet, the closed
list approach would at the same time provides local governments with
the discretion to change local tax rates (within centrally established
limits) while providing LGAs with some flexibility by allowing them
to select from various different options of how to administer local
taxes.

As a third step, the Local Government Finance Study recommends the
transformation of numerous small local business taxes and levies into a
single Unified Local Business (ULB) Tax. This ULB tax would absorb
(eliminate) the following current local taxes: the Service Levy, taxes
on agricultural production (including the crop cess and the forest
produce cess), business income taxes for minor settlements, fees on
extractive production, and any other local taxes on productive
activities. As such, the ULB tax is envisioned to be a broad-based
presumptive tax on business income based on gross turnover. For
smaller businesses or businesses that cannot produce turnover
information the local government will assess fixed charges on a
presumptive basis according to a centrally legislated schedule that will
allow variations by type, size, and location of the business. Given that
the introduction of the ULB tax would be a major reform of the local
tax system, the transformation of the current business taxes into a ULB
tax should take place in various steps.

Fourth, the property tax has been identified by many previous studies
as one of the local taxes in Tanzania that has not lived up to its revenue
potential. Numerous improvements should be made to the structure and
administration of the property tax over time, across all facets of the tax,
including improvements to the valuation, assessment, administration,
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collection, and enforcement of the property tax. Additionally, while the
Land Rent should ultimately be fully integrated into the property tax, it
is recommended that Land Rent collections are shifted either
exclusively to the local government level or (perhaps more politically
viable) shifted from the current 80/20 sharing in favour of the central
government to 20/80 in favour of local governments. The Ministry of
Lands would have to be compensated from central budget resources for
its corresponding loss in revenues.

5. Finally, it is recommended that the administration of local revenues is
guided by a detailed set of nationally standardized local revenue
administration guidelines in order to promote a legitimate local
government revenue system, provide a stable local business
environment, and minimize the compliance burden faced by local
taxpayers. For each local tax, these guidelines should provide a clear
definition of the taxpayer and the tax base; the valuation of the tax
base; the administrative procedures in collecting the revenue (including
the tax forms to be used); as well as any enforcement and appeals
procedures. Standardization of local tax administration will also enable
central government officials to more systematically monitor the
collection of local government revenues and to assist in building local
government tax administration capacity. Significant capacity will have
to be built at the central government level to guide local government
taxation, while the rolling out of the new local revenue system should
incorporate extensive capacity building support for local revenue
administration officials.

3.2 Trends in Local Government Own Revenues

As a result of the recent policy reforms, local authorities’ own source revenues
make up only a small and declining percentage of their total financial
resources. Table 1.1 (in Chapter 1) presents the composition of local
government finances by type of funding, noting that local own revenue
sources only contribute 10 percent of local government finances, down from
20 percent in 2001/02.

Table 3.1 reveals the same downward trend in local revenues collections;
revenue collections declined from over TShs. 57 billion in 2002 to slightly
under TShs. 43 billion in FY 2004/05. It should be noted that on July 1, 2004,
the local government budget cycle was synchronized with the central
government budget cycle; prior to this date, local government revenues were
reported on the calendar year. Due to the transition, January — June 2004
forms a separate 6-month reporting period.
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Table 3.1
Total local government revenue collections by source, 2002 — 2004/05
(Actual collections, in TShs. millions)

2002 2003  June 2004 2004/05
Development Levy 11,368.7 3,205.4 0.0 0.0
Property tax 3,547.9 3,134.7 2,447.0 4,208.1
Agricultural cesses 9,251.3 9,017.5 3,609.1 11,375.5
Service Levy 9,260.7 7,786.6 4,587.8 10,681.8
Land Rent 567.1 654.6 148.0 571.9
Licenses and fees 11,648.2 12,134.1 3,117.7 5,462.7
Charges 5,525.9 5,179.2 2,210.8 6,338.0
Other revenues 6,570.3 7,231.6 1,535.6 4,233.6
Total Revenues 57,740.2 48,343.6 17,656.0 42,8714

Source: Computed based on PO-RALG data.

Table 3.2 provides a perspective on the size of local government revenues by
expressing the amounts in per capita terms. The total resource availability
from own revenues at the local level declined from about TShs. 1,700 per
local resident in 2002 to TShs. 1,200 per capita in FY 2004/05. To the extent
that own source revenues are expected to fund local priorities outside the
concurrent areas of responsibility and provide local authorities with a degree
of revenue autonomy, these revenues are glaringly inadequate.

Table 3.2
Total local government revenue collections by source, 2002 — 2004/05
(Actual collections, in TShs. per capita)

2002 2003  June 2004 2004/05
Development Levy 339.8 93.1 0.0 0.0
Property tax 106.0 91.0 69.1 118.8
Agricultural cesses 276.5 261.9 101.9 321.1
Service Levy 276.8 226.1 129.5 301.5
Land Rent 16.9 19.0 4.2 16.1
Licenses and fees 348.1 352.4 88.0 154.2
Charges 165.1 150.4 62.4 178.9
Other revenues 196.4 210.0 433 119.5
Total Revenues 1,725.6 1,404.0 498.3 1,210.0

Source: Computed based on PO-RALG data.
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Table 3.3 presents local revenue collections as a percent of total own source
revenue collections; as such, the table highlights the categories of revenues
affected most by the rationalization of local government revenues. The
Development Levy was the most productive revenue sources for local
authorities; prior to its abolition in 2002, the Development Levy yielded
around 20 percent of local own source revenues. Likewise, the sharp drop in
licenses and fees reflects the virtual elimination of local business licenses in
2004. Although agriculture cesses and the Service Levy experienced only
minimal revenue increases in nominal terms since 2002, their relatively
importance has grown significantly as a result of the attrition of other local
revenue sources. Also striking is the fact that property taxes (even when
combined with the Land Rent) only contribute 11 percent of local government
revenues. Non-tax revenues —including miscellaneous revenue sources-
account for almost 40 percent of local revenues.

Table 3.3
Total local government revenue collections by source, 2002 — 2004/05
(Actual collections, as percent of total)

2002 2003  June 2004 2004/05
Development Levy 19.7 6.6 0.0 0.0
Property tax 6.1 6.5 13.9 9.8
Agricultural cesses 16.0 18.7 20.4 26.5
Service Levy 16.0 16.1 26.0 24.9
Land Rent 1.0 1.4 0.8 1.3
Licenses and fees 20.2 25.1 17.7 12.7
Charges 9.6 10.7 12.5 14.8
Other revenues 11.4 15.0 8.7 9.9
Total Revenues 100.0 100.0 100.0 100.0

Source: Computed based on PO-RALG data.

The average and percentage amounts reflected in the Tables 3.1 through 3.3
hide substantial variations in the importance of specific revenue sources to
different types of councils or individual councils (see Table 3.4). For instance,
there are distinct differences in the tax capacity of urban areas (and thus, urban
residents) versus rural residents. In 2004, an average rural resident paid about
TShs. 600 per person in local revenues, while urban residents paid over TShs.
2,500 in local taxes and revenues per person. Interestingly enough, the
rationalization and harmonization have done little to reduce the variations in
revenue capacity between different local government authorities; in fact,
variations in local revenue collections appear to be increasing slightly. While
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all LGAs have been impacted by the local revenue reforms, local authorities
with limited revenue potential appear to have been hit disproportionately hard.
It further appears that wealthier local governments have been able to stave off
some of the negative impact of the revenue reforms by shifting some of their
collection efforts towards the remaining local revenue sources.

Table 3.4
Descriptive statistics for local government revenue collections,
2002 — 2004/05
(Actual per capita collections)

2002 2003  June 2004 2004/05
Average 1,599.2 1,355.1 474.6 1,160.2
Standard Deviation 1,493.2 1,341.2 606.6 1,276.7
Coefficient of Variation 0.934 0.990 1.278 1.100
Minimum 218.7 55.3 39.8 53.3
Maximum 11,186.9 9,970.6 3,776.4 8,609.8

Note: Excludes DSM City Council.
Source: Computed based on PO-RALG data.

3.3 Local Government Revenues and MKUKUTA

The impact of local taxation and revenue collection is perhaps not as direct as
in the case of local government expenditures. Nonetheless, public revenues
(including local government revenues) play an important role in Tanzania’s
National Strategy for Growth and Reduction of Poverty (MKUKUTA).

Perhaps most importantly, public revenue collections are the main source of
funding for public expenditures not only at the central government level, but
indirectly —through the transfer system- at the local government level as well.
In order for the public sector to increase its pro-poor public expenditures,
there is a need to improve the country’s revenue performance. As such, the
Government is striving to aggressively accelerate domestic revenue
mobilization through further tax reforms, improvement in tax administration
and collection and clamp down on tax evasion (NSGPR 2005; 70). If local
government revenues can be collected without unduly distorting economic
activities, these revenue sources should be vigorously pursued as a funding
source for the provision of local public services and the development of
Tanzania’s local economic infrastructure.
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A more direct policy issue related to local taxation is the impact of local
revenues on fiscal inequalities. In some African countries local taxation is
found to be regressive in the sense that these taxes require lower-income
taxpayers to pay a greater percentage of their income in tax than upper-income
taxpayers.” Although a recent World Bank study in Tanzania found that
wealthier taxpayers pay a substantial larger amount in local revenues, it is
unclear from the preliminary results whether local revenues in Tanzania are
actually progressive, proportional or regressive.’

In reality, taxation and revenue systems are often not a good policy tool to
pursue income redistribution. MKUKUTA recognizes this by stating that “the
tax system can establish equity; but too high or harsh tax levels and methods
will act as disincentive to growth” (NSGRP 2005; 29). The proposed
transformation of the local government revenue system hopes to reduce the
compliance costs for local revenues and reduce the negative incentives that
result from a highly fragmented tax system by combining several smaller
taxes into two broad-based local taxes (a broad-based property tax and the
Unified Local Business tax).

Furthermore, public finance theory suggests that local governments are not
well-positioned to engage in redistribution from own revenue sources. As
such, we should not expect local governments to engage in explicit income
redistribution from own resources. In other words, the incidence of local
revenues, although important, must not determine the choice of local taxes.
Identifying a particular local revenue source as coming more than
proportionally from the poor should not put it necessarily in a “must-not-do”
list. The reason is that those particular sources of revenues may have
significant effects on the efficiency of public service provision with important
secondary effects on poverty reduction (as in the case for example of water
local charges) or on the ability to undertake public expenditures with also
positive significant effects on poverty reduction. As such, the impact of taxes
on poverty should not be viewed in isolation from the entire tax system of the
country, the impact of services provided with these funds, and other benefits
of local taxation.

Finally, if structured appropriately, local taxation can play an important role in
assuring good governance (MKUKUTA Cluster III) by empowering
communities and enhancing the accountability of local government officials.
Residents who provide tax revenues to a government have a better chance of

> For instance, see DFID/Uganda. 2004 “Rural taxation in Uganda: implications for growth,
income distribution, local government revenue and poverty reduction.”

® See: “Local Government Taxation Reform in Tanzania: A Poverty and Social Impact
Analysis (PSIA)”, a World Bank Research Study undertaken by the Overseas Development
Group and REPOA (2005).
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being listened to by that government; this is especially true at the local level.
Local control over some own revenue instruments can serve as an important
accountability mechanism for local government officials, as local taxpayers
will have a strong interest in assuring that local officials use local tax
resources wisely. Without any local revenue autonomy, local government
officials are able to ignore local residents and may be beholden to the interests
of the central government or to their own interests.

Fiscal empowerment of local governments in a way that brings government
truly closer to the people may provide direct benefits to the poor, by
strengthening their voice, representation and basic freedoms. Of course, in
order to empower people, unsatisfactory local tax practices —in particular,
coercive tax collection methods- should be brought to an end. As such, the
proposed introduction of a nationally standardized regulatory framework for
local revenue collections —and other efforts to improve the quality of local tax
administration- should be considered fully in line with MKUKUTA.

3.4 Challenges and the Way Forward

The local revenue reforms of 2003-04 were basically inspired by the two
sound objectives, notably (1) reducing the administration costs and
compliance costs faced by local taxpayers and, (2) rationalizing the system of
local government revenues by getting rid of “nuisance taxes.” This latter
category of local taxes was roughly defined as local revenue sources with
noticeable compliance costs, or local revenue sources which raised limited
revenues compared to the cost of collecting them.

While the premise and direction of these reforms were generally sound, there
are two general issues that have been now repeatedly raised regarding these
reforms. First, and most importantly, the reform did not substitute the
abolished taxes with sound local revenue sources which provide local
authorities with the same degree of revenue autonomy. Thus, although local
governments were held harmless for the lost revenues through transfers,
empowerment and accountability at the local level were likely decreased. An
important theme for the future local government financing strategy is how best
to address this issue and restore local revenue autonomy to an adequate level.
Second, although there was a clear need for the simplification and
rationalization of the local tax system, the selection of some of the local taxes
and fees for elimination was not always a fortunate one. The revenue sources
currently available to LGAs continue to provide them with a highly
fragmented set of local revenue sources.

There is also a lack of a clear linkage in the revenue policy formulation
process between the central government and local government. The fact that
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local government revenues are integral part of domestic revenues requires a
harmonization of budget processes particularly in revenue policy formulation.
The lack of systematic data on local revenues further adversely affects the
planning and budget process. There is no clear system in place for monitoring
and reporting local government revenues collections.

As such, deliberate measures should be taken to rationalize and harmonize
revenue assignment between the central government and local governments
with a view to enhancing the local authorities’ revenues and to cover the
revenue loss which resulted from the abolition of local taxes. There is a need
to review the current local government tax structure with a view to simplifying
and combining the fragmented local taxes and levies into a smaller number
which can be administered efficiently and enhance compliance. In
implementing these measures, the Government should take into account the
recommendation contained in the Local Government Financing Framework
Study (June 2005).

Further, the assignment of revenue should take into account the asymmetry in
revenue potential among the various urban and rural authorities and the
possibility of local taxes collection by TRA or other agents to minimize
administration and compliance costs. For their part, local authorities should be
encouraged to establish mechanisms for stakeholder consultation in their areas
of jurisdiction. More closely involving local taxpayers in identifying local
spending priorities and in the implementation of local tax administration
reform should result in a more legitimate local revenue system that will
improve tax collections and efficiency, while reducing compliance costs and
evasion.
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' Chapter 4
/’/‘ Local Government Grants

Transfers form the main source of funding for local service delivery and
capital development at the local governments in Tanzania. In fact, the transfer
system plays an increasingly important role at the local level. For the latest
fiscal year, transfers provide exactly 90 percent of resources to the local level
(Table 1.1). In addition to playing a critical role in local government finance,
the intergovernmental transfer system in Tanzania also form a substantial part
of the central government budget, as almost one quarter (23.8 percent) of the
recurrent budget resources are devolved to the local government level through
the so-called regional votes in the budget (Votes 70-89 and 95).

In the past, local government transfers (traditionally known as local
government allocations) were made in a highly discretionary manner, resulting
in a non-transparent and uneven allocation of resources across local
government authorities.

Yet, the government is determined to fully implement a formula-based system
of block grants. The government’s Policy Paper on Local Government Reform
(1998) emphasises the transfer of resources to local government authorities
commensurate with functional responsibilities assigned to LGAs. Since 2004
the system of grants allocations to local governments has been improved to
conform to a more rational, objective and formula-based system to address
problems of equity and transparency in resource allocation across local
government authorities.

4.1  An Update on the System of Intergovernmental Grants

The study on Tanzania’s local government financing framework that was
conducted in the previous year concluded that the various dimensions of the
current transfer system are generally sound and are rapidly evolving towards
providing a firm backbone for Tanzania’s system of local government finance.
The study concluded that transfer mechanism should be structured to provide
four different types of intergovernmental transfers to the local government
level, notably:
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1. A set of recurrent sectoral block grants for priority sectors, including
primary education; local health services; agriculture extension and
livestock; water supply; and local roads.

2. A General-Purpose Grant (combining the current administration grant and

the existing Compensation Grant/GPG).

A Local Government Capital Development Grant system

4. Where appropriate, ministerial subventions should be provided in a
transparent manner for delegated functions

98]

Formula-based recurrent sectoral block grants

The steps that have been taken by the government to reform the
intergovernmental transfer system are considered as one of the major
successes of the local government reform policy. A system of formula-based
recurrent sectoral block grants allocation was adopted by cabinet February
2004. In FY 2004/05, the formula-based allocation system was applied to
sectoral recurrent transfers for education and health. In FY 2005/06, the
formula-based system was extended to the remaining national priority sectors
including agriculture, roads, and water. In addition to the sectoral recurrent
grants, local governments also receive additional recurrent transfers for local
administration, as well as a compensation grant provided in compensation for
local revenue sources abolished in 2003 and 2004. This compensation grant is
now referred to as the General-Purpose (discretionary) Grant.

Each of the sectoral block grant formulas was proposed by a sector-led block
grant team and reviewed and approved by the Coordinating Block Grant
Implementation Team (Box 4.1). As discussed in Section 4.4, adherence to the
formulas during the implementation of the formula-based grant system is still
imperfect and requires greater commitment and coordination by the central
government.

For the 2005/06 fiscal year, approximately TShs. 484.2 billion is allocated to
local governments in the central government’s recurrent budget, of which
approximately TShs. 420 billion is allocated as formula-based sectoral grants.
Total recurrent grants constitute almost one-quarter of the central government
recurrent expenditures. In turn, the education and health sector block grants
absorb s have been allocated more than three-quarters (79 percent) of total
recurrent grants. Table 4.1 shows recurrent budget allocation for the five
sectoral sectors as well as non-sectoral grants (the GPG and the local
administration grant) for FY 2005/06.
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Box 4.1
Formula-based sector block grants:
Allocation formulas for FY 2005/06

Sector Block Grant Allocation Formula

Primary Education Number of school-aged children: 100%
(Earmarked amount for special schools)

Health Population: 70%

Number of poor residents: 10%
District medical vehicle route: 10%
Under-five mortality: 10%

Agriculture Extension Number of villages: 60%
Rural population: 20%
Rainfall index: 20%

Water Equal shares: 10%
Number of unserved rural residents: 90%
Local Roads Road network length: 75%

Land area (capped): 15%
Number of poor residents: 10%

General Purpose Grant Fixed lump sum: 10 %

(proposed for FY 2006/07) Total number of villages: 10 %

Total population: 50 %

Total number of rural residents: 30 %

Table 4.1
Aggregate Budgeted Local Government Allocations by sector, FY 2005/06
Pct. of CG

TShs. Percent of  recurrent Percent of

million total expend. GDP
Education 307,321.6 63.47 14.95 2.40
Health 75,324.7 15.56 3.66 0.59
Agriculture 18,305.1 3.78 0.89 0.14
Roads 5,981.0 1.24 0.29 0.05
Water 13,030.5 2.69 0.63 0.10
GPG & Local Admin. 64,242.5 13.27 3.13 0.50
Total 484,205.3 100.00 23.56 3.78

Source: Computed based on Ministry of Finance and PO-P&P data.

Local Government Fiscal Review 2005 45




Local Government Capital Development Grant (LG CDG) system

In addition to the introduction of formula-based recurrent grants, the
government has commenced the move towards devolution of the Development
Budget through the introduction of a formula-based system of Local
Government Capital Development Grants. The basic features of LGCDG
system is described in greater detail in the Local Government Fiscal Review
2004 (Box 4.3), and is further elaborated in the system’s administrative
documents and manuals.” In addition to LG CDG, there are a number of
(typically donor-funded) sectoral programs which provide resources for
sector-specific capital development at the local level. For instance, PEDP has
a separate window for the funding of classroom construction and
rehabilitation.

The LG CDG system provides Capital Development and Capacity Building
Grants to LGAs that meet certain performance based minimum conditions. In
FY 2004/05, 25 councils out of 47 assessed received Capital Development
Grants under the system; 66 out of 113 are expected to receive them in
2005/06. All 113 councils assessed are expected to receive Capacity Building
Grants during FY 2005/06. Box 4.2 discusses the local expenditures planned
with these initial grant disbursements.

Once the LG CDG system is fully rolled out to all districts, the total size of the
capital development grant provided under the system will be approximately
TShs. 55 billion per year based on a per capita estimate of $1.50. This stands
in contrast to sectoral grants of approximately TShs. 400 billion and
unconditional grants (GPG and Administration Grant) of roughly 60 billion for
FY 2005/06. Although this seems like a limited amount, it needs to be kept in
mind that until now, local governments basically did not receive any
systematic or discretionary capital development funding. In addition, there is a
serious concern among policy experts, that local governments should have
adequate recurrent resources (from own resources or transfers) to maintain and
operate the capital infrastructure that is being put in place.

The formula-based LG CDG is intended for the delivery of general purpose
development funding to LGAs. Once fully rolled out, the government would
like to extend the capital financing system into a comprehensive system of
formula—based Capital Development Grant system, which will incorporate all
capital funding sources provided to the local government level, including
donor funded area-based programmes as well as sector-specific capital
development programmes provided to LGAs.

7 The implementation of the Local Government Capital Development Grant system is guided
by the Implementation and Operational Manual, Planning guidelines for Villages and Mitaa,
and a Manual for Assessing Eligible Local Government Authorities.
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In addition to the formula-based CDG, local authorities receive additional
capital development resources through donor funded programmes such as the
Tanzania Social Action Fund (TASAF II), which aims its funding mainly at
the village/mtaa level through the National Village Fund.

Box 4.2
First experiences with the
Local Government Capital Development Grant system

During FY 2004/05, 11 urban Councils and 14 District Councils qualified for LG
CDG Capital Grants. A total of TSh. 5.8 billion was allocated on a formula-basis.
However, total capital spending under the LG CDG system was about Tshs. 6.6
billion, the difference being local contribution. Through participatory planning
processes at the village/mtaa and district levels, 544 separate capital projects were
identified. The chart below indicates the distribution of these resources to local
capital projects as decided by the respective local authorities.

3% 19%

0%

37%

5% —

10%

15% 11%

O Education | Health O Roads O Water
B Sanitation O Tree Planting m Ag. & Industry O Other

The chart provides an indication of local government capital development priorities.
The largest share of CDG resources (37%) are spent within the education sector.
While a majority of these resources are spent on primary schools (classrooms, teacher
houses, desks, etc.), approximately 40 percent of education resources are actually
spent on secondary education projects. While education and health are clearly local
priorities —accounting for almost half of CDG expenditures-, local authorities also
allocate substantial resources towards local economic infrastructure, including local
roads (15%), water (10%), sanitation (5%), and agriculture (3%).

Source: Based on PO-RALG/PEM Consult, “Analysis of Local Government
Development Grant Expenditures for FY 2004/05”.
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Transfers from ministerial budgets, donor-financed activities, and other
parallel funding mechanisms

In addition to the formula-based sectoral transfers from the central
government, local government authorities receive additional recurrent
resources outside the sectoral grant mechanism. Such sources of funding
include transfers within ministerial budgets intended to fund responsibilities
that are delegated by central government ministries to the local government
level (but not “devolved”).

As noted in the draft Strategic Framework for the Financing of Local
Governments in Tanzania (LGRP/GSU, 2005), earmarked ministerial transfers
or subventions are appropriate to finance central government responsibilities
that are delegated (i.e., not devolved) to the local government level as long as
these resources are clearly identified in the ministry’s budgets; the allocation
between jurisdictions is done in an objective, fair and transparent manner; and
the Ministry of Finance and PO-RALG are advised in of the detailed
distribution of the resources among LGAs through the Local Government
Fiscal Analysis & Coordinating Group.

The local government financing framework further recommends that transfers
for funding devolved local government functions should be channelled
through the sectoral block grant mechanism as opposed to the current practice
that goes around it. Below is a brief exposition to some of the parallel funds
that are outside the formula-based sectoral block grant mechanism:

(a) Road fund: Local government authorities receive a sectoral transfer for
local road maintenance transferred directly to LGAs from the treasury
based on the horizontal allocation formula within the sectoral block
grant mechanism. In addition to this transfer, local government
authorities receive 30% of the revenues from the Fuel Levy from the
Road Fund Board, also for maintenance of local roads. In the
FY?2005/06, TShs. 23 billion is estimated for local roads and will be
disbursed to LGAs through PO-RALG. This parallel funding
mechanism for local road maintenance may have negative implications
to the transparency of the local government finance system, and leads
to administrative duplication at the central government level.

(b) Drugs from the Ministry of Health: Local authorities receive these
“transfers in kind” for the provision of basic health services in their
jurisdiction. Local health care providers receive shipments of drugs
from the Ministry of Health. The major problem with such in-kind
transfers is that it is unclear whether the resources are being efficiently
and equitably distributed to local authorities. It is difficult to get a
comprehensive picture of the level and allocation mechanism of these
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resources. This is not only a problem in the Ministry of Health, but
also other sector ministries.

(©) Sectoral transfer schemes: The Common Health Basket Fund provides
local authorities with supplementary recurrent funding for health care
services while the Primary Education Development Programme
(PEDP) provides additional funding to LGAs for primary education.
These resources are provided outside the regular “regional” votes and
are therefore not necessarily integrated into the formula-based block
grant system.

The Unconditional General Purpose Grant (GPG)

As noted earlier in this chapter, LGAs receive additional recurrent transfers for
local administration and a compensation grant that was initially provided in
compensation for local revenue sources abolished in the 2003 and 2004
revenue rationalisation process. This compensation grant is now referred to as
the General Purpose Grant (GPG). The GPG was introduced in FY 2003/04
with a total pool of approximately TShs. 24 billion. In 2005/06, the total pool
for the GPG is budgeted at approximately TShs. 40 billions.

To some extent, the introduction of the current Compensation Grant/GPG
mitigated the problem that —prior to 2003- LGAs had not received any
unconditional resources for the funding of council operations and/or any
central government funding for local activities outside the priority sectors.
However, the incidence of the current GPG (ostensibly in proportion to
revenues lost by the rationalisations of 2003 and 2004) has been shown to be
highly erratic and (more likely than not) counter-equalising. Instead, it is
important that such unconditional funding is allocated in a transparent and
pro-poor manner, consistent with the government's policy objectives.

Proposals have been developed to combine the current GPG with the Local
Administration Grant into a single, unconditional, equalizing, formula-based
General-Purpose Grant scheme.

4.2 Trends in Local Government Transfers

There has been a sharp increase over time in the transfer resources made
available to the local government level. Table 4.2 provides the amounts of
recurrent sectoral allocations or sectoral block grants that were budgeted by
sector from 2000/01 through 2005/06. The table also shows the amount of
local government recurrent allocations (grants) expressed as a share of the
total central government recurrent budget. The figures indicate an upward
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trend in the Shilling amount of transfers from about TShs. 180 billions in FY
2000/01 to approximately TShs. 484 billions in FY 2005/06.

While we observe a drastic upward trend in the Shilling amount of sectoral
block grants, the share of recurrent grants (including the GPG) to the total
central government recurrent budget also seems to increasing —albeit more
gradually- from around 17 percent in 2000/01; and around 20 percent in
2003/04; to almost 24 percent in 2005/06. Table 4.2 is a supplemented by
Figure 4.1, which provides a graphical illustration of the increase, over time,
in local government transfers by main sector.

Table 4.2
Aggregate Budgeted Local Government Allocations by Sector,
FY 2000/01 - 2005/06

2000/01  2001/02  2002/03  2003/04  2004/05  2005/06

TShs. million
Education 129,804 137,914 170,242 202,240 245,945 307,322
Health 29.112 35,468 43,685 48,856 63,574 75,325

Other Grants 20,638 27,737 33,100 62,777 77,248 101,559
Total Grants 179,555 201,119 247,027 313,873 386,768 484,205

Percent of total

Education 72.29 68.57 68.92 64.43 63.59 63.47
Health 16.21 17.64 17.68 15.57 16.44 15.56
Other Grants 11.49 13.79 13.40 20.00 19.97 20.97

Total Grants 100.00 100.00 100.00 100.00 100.00 100.00

Percent of central recurrent spending

Education 12.74 12.30 11.44 12.55 12.64 14.95
Health 2.86 3.16 2.93 3.03 3.27 3.66
Other Grants 2.03 2.47 2.22 3.90 3.97 4.94
Total Grants 17.62 17.93 16.59 19.48 19.88 23.56

Source: Computed based on Ministry of Finance data.
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Figure 4.1
Trends in budgeted local government grants, 2000/01 — 2005/06
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The category for “Other Grants” combines national priority sectors other than
education and health (notably agriculture, local roads, and water) as well as
the GPG plus the local administration grant. The relatively big increase in the
allocation for this category in FY 2003/04 is due to the introduction of the
unconditional Compensation Grant (now called the GPG) after the local
revenue rationalisations of 2003 and 2004. In Figure 4.1, we are able to see a
substantial increase in the “Other Grants” category due to the introduction of
the General Purpose Grant (GPG).

Trends in local government grants continue to assure that the education sector
takes the largest share of sectoral block grants. However, Table 4.2 shows a
gradual decline in the relative share of education sectoral grant in total sectoral
allocations from about 72 percent in FY 2000/01; and 69 percent in FY
2002/03, to 63 percent by FY 2005/06. The relative decline of education
grants may in part be due by the fact that it already receives the lion share of
local government grants, as a result of which other priority sector may have
made relatively larger gains. The relative drop in the share of education grants
in FY 2003/04 can also be explained to a large extent by the introduction of
the GPG. In contrast, the share of the health sector grant has been fairly stable
over the years shown. It should be noted that when expressed as a percent of
the recurrent budget, all grant categories are registering gradual increases over
time.
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4.3 Local Government Transfers and the National Strategy for
Growth and Reduction of Poverty (MKUKUTA)

Since publication of the Local Government Fiscal Review 2004, the central
government has seriously pursued reforming its public finance process in line
with its new National Strategy for Growth and Reduction of Poverty
(MKUKUTA). As noted in the previous chapters of this Review, the three
main clusters of poverty reduction included in MKUKUTA are (i) promotion
of economic growth and reduction of income poverty; (ii) improvement of the
quality of life and social well being (through responsive and efficient public
services); and (iii) governance and accountability. At first glance, it may
appear that clinging to a transfer system that is based on sectoral funding
mechanisms runs contrary to the new poverty reduction strategy. But, it is
important to recognise that the introduction of the cluster-based approach
should be understood to supplement a sectoral break-down of public
expenditures, rather than replace the sectoral divisions in the budget.

The process of defining formula-based sectoral block grants is more than “just
coming up with a formula” in order to assure that the transfer system is pro-
poor within the context of MKUKUTA. The process of allocating local
government grants in a pro-poor manner affects each of the three stages of the
design of an intergovernmental transfer scheme:

1. Determining the size of the sectoral grant pool (to which the formula will
be applied) in a pro-poor manner.

2. Assuring a pro-poor, formula-based allocation of resources.

3. Use of block grant resources at the local level in a pro-poor manner.

Determining the size of each grant pool (to which the formula will be applied)
in a pro-poor manner.

The motivation behind the MKUKUTA cluster approach is the realization that
merely increasing spending in a certain “pro-poor” sector (for instance,
primary education) is not by definition pro-poor, unless the public resources
are spent on a pro-poor activity within that sector (for example, increasing
access to primary education for the poor). While the previous PRS approach
(which was exclusively sector-based) failed to recognise this fact, the new
approach recognises that it is necessary to consider whether spending within
each sector is “pro-poor” and/or “pro-growth” by determining if the spending
falls within one of three clusters of pro-poor/pro-growth activities. As
discussed in Chapter 2, all public services provided by LGAs within the five
local “priority” sectors (primary education, basic health services, and so on) in
principle continue to be critical to poverty reduction under the new cluster-
based NSGPR classification
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Since the central government’s sectoral budget priorities (i.e., determining the
size of sectoral grant pools versus the funding of MDAs) are explicitly
determined as part of the Budget Frame (before dividing grant resources
among local governments), the central government budget frame should fund
local government activities in a pro-poor manner. In other words, sectoral
transfer pools should be determined based on the cost of providing pro-poor
services provided by the LGAs, and the policy priority that the government
attaches to providing these services given its scarce resources.

Prior to FY 2004/05, the system of determining recurrent sectoral grant pools
was done in a rather discretionary manner, based mostly on incremental
increases allowed by the growth in domestic revenues and historical
allocations. During last budget year, a Strategic Budget Allocation System
(SBAS) software tool was introduced to help the budget formulation process
identify its funding priorities in line with the Clusters, Goals, and Targets
contained in MKUKUTA. Although SBAS is an important performance
budgeting tool for the budget process, the current version of SBAS is limited
to allocating budgetary resources for Other Charges to MDAs. Given that
achieving specific poverty targets within the context of MKUKUTA will often
require different types of spending by both central and local governments,
there is need to reform SBAS so that the system is able to determine the size
of sectoral grant pools in line with the major goals and targets of the poverty
reduction strategy. This would require expanding the SBAS to incorporate all
public resources in a comprehensive manner (including funding for personnel,
other charges, and capital expenditures), and to designate within SBAS
whether public resources that are allocated for achieving a target within each
sector should be provided to central government MDAs or whether these
resources should be provided to the local government level through the
transfer system. Box 5.3 demonstrates how a performance-based budget
system can be used to determine the size of transfer pools.

Assuring a pro-poor, formula-based horizontal allocation of resources

The horizontal allocation of the sectoral grant pools between local government
authorities should occur on the basis of a transparent, objective formula. The
division of transfer resources based on a sound formula-based assures that
resources are divided among local government authorities consistent with their
relative service delivery needs (and where appropriate, with the revenue
potential of local governments). This is fully consistent with the MKUKUTA
approach. As noted earlier, formula-based horizontal sectoral allocations,
which were applied to education and health sectors in FY 2004/05, were
extended to other national priority sectors (agriculture, water, and local roads)
in FY 2005/06. All sectoral allocation formulas used in Tanzania are based on
objective measures of local expenditure need (as noted in Box 4.1).
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Box 5.3
Determining the size of transfer pools (vertical allocation) consistent
with the poverty reduction strategy

Achieving specific objectives or goals in the context of MKUKUTA will often require
achieving specific targets both by central government ministries as well as by local
government authorities. In the language of performance budgeting, targets should be
“smart”: Specific, Measurable, Agreed-upon, Realistic, and Time-bound. The example
below considers the case of primary education.

Central Local Dev.
Govt Block Budget
Budget Grant (Grant)

Obijective: Achieve universal primary education
Goal: Provide a quality primary education while achieving gross enrolment ratio of
90%
Target: Develop a sound national curriculum for XX,000
primary education
Target: Staff schools with an adequate number of XX,000
qualified teachers (1:40) to assure quality primary
education for XX million pupils

Target: Provide school materials (TShs. X per pupil) XX,000
to assure quality primary education for XX million
pupil

Target: Provide teacher training to assure a pupil- XX,000
teacher ratio of 40:1 by 2010
Target: Build schools and classrooms to assure a XX,000
primary school within X km of every household by
2015

Total CC,000 | LL,000 | DD,000

While the central government is responsible for developing the national curriculum as
well as for teacher training, local governments are responsible for the provision
(delivery) of primary education. In this example, local governments should thus be
provided with a Primary Education Block Grant of TShs. LL,000. The amount of the
block grant funding combines funding requirements for personal emoluments as well as
resources for other charges. In addition, LGAs could be provided with targeted capital
grants for the development of additional classrooms.

In a decentralised system, the central government should NOT try to set specific targets
for each local government authority. Instead, once the size of each sectoral transfer pool
has been determined, the block grant formula should be applied to determine the
distribution of the grant resources among different LGAs and the Local Government
Budget Guidelines should be relied on to guide the local use of the grant resources.
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Perhaps one of the biggest challenges placed with the central government is to assure
that the performance targets that are set in the budget (both for central ministries and
local governments) are realistic. After all, local accountability can easily be lost if the
budget sets unachievable objectives.

Source: Based on “Fighting Poverty Through Fiscal Decentralization” by Boex,
Heredia-Ortiz, Martinez-Vazquez, Timofeev, and Yao (USAID, 2005).

While it is too soon to assess the full impact of the introduction of formula-
based block grants in Tanzania, descriptive statistics for budgeted local
government allocations patterns reflect a decided improvement in the
variations in per capita grants across local government jurisdictions (Table
4.3). Although the formula-based transfer system was not introduced until
2004, increased awareness regarding the inequality of the discretionary
allocation system (which was an important concern flagged by the Joint
Government-Donor Review of the Local Government Reform Programme in
2001) may have contributed to the observed reduction in variation in local
government allocations for FY 2002/03 and FY 2003/04.

Table 4.3
Variations in budgeted local government allocations among LGAs
FY 2000/01- 2005/06

2000/01  2001/02 2002/03 2003/04 2004/05  2005/06

Average 6,563 7215 8482 10379 12,467 14,666
Std. Deviation 2493 2877 3212 3,503 4,100 4,429
Coeff. of Variation ~ 0380 0399 0379 0337 0329  0.302
Minimum 2251 2,604 3526 4838 6339 7,167
Maximum 14,650 21,054 21,573 23,578 27,238 36,150
Ratio Max/Min 6.51 8.09 6.12 4.87 430 5.04

Despite major improvements in the allocation of local government resources,
the introduction of the formula-based system has not occurred free of
challenges. Since Cabinet did not approve the formula-based transfer system
until February 2004 (in the middle of the budget preparation cycle for the FY
2004/05 budget), the implementation of formula-based grants during the first
year was inadequate, resulting in substantial variations occurring between the
formula-based allocations and the transfer amounts that were ultimately
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contained in the central government budget. Likewise, the sectoral block grant
amounts that were actually included in the government budget for FY 2005/06
deviated substantially from the formula-based ceilings that were included in
the budget guidelines issued earlier in the budget formulation process. The
sole cause for these deviations was the issuance of PE budget estimates for
local authorities which were issued by PO-PSM late in the budget formulation
cycle. These budget estimates for PE varied significantly from the PE
estimates that were already included in the local government budgets as
approved by local government councils, which had been approved by PO-
RALG and MOoF earlier in the budget formulation process. In order to assure
the personal emoluments approved by PO-PSM for local governments are
fully funded, the transfer mechanism was forced to fully hold local authorities
“harmless” for these changes in PE.

Enforcing the strict adherence to the formula-based approach (particularly
with respect to personal emoluments) is thus one of the major remaining
challenges of the implementation of the new system of intergovernmental
fiscal transfers.

Use of transfer resources at the local level

In order to assure that local government finances are used at the local level in
a pro-poor manner (in the context of MKUKUTA), local governments are
provided with guidelines and conditionalities as part of the Local Government
Budget Guidelines. In this context, the guidelines should also contain
requirements for an adequate monitoring and reporting mechanism to allow
the central government to keep local governments accountable for the use of
central government resources.

Significant improvements were made in the Local Government Budget
Guidelines for FY 2005/06 to assure consistency with the central
government’s budget guidelines. However, substantial improvements need to
be made in the reporting and monitoring of local government budgets and
accounts to assure that local government finances are allocated in a pro-poor
manner, in a way that is consistent with the structure of MKUKTA.

4.4  Challenges and the Way Forward

Progress towards a formula based system of intergovernmental transfers over
the past few years has substantially improved Tanzanian system of local
government finance. Although substantial progress has already been made,
continued progress is necessary in order to ensure that the current

8 For a more detailed discussion, see: LGRP/GSU (2005). Technical Note 2005-5: Progress
Report on the Implementation of a Formula-Based Recurrent Transfer System.
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improvements in the allocation of local government resources are consolidated
and remain sustainable.

This would, in part, require further tightening of the intergovernmental
transfer system in order to limit the ability of central government officials to
make arbitrary allocation decisions. Both vertical and horizontal allocation of
resources should be done in an objective and transparent manner consistent
with the notion of “finance should follow function”. Further streamlining and
standardisation of the intergovernmental transfer system would make the
system of local government finances easier to administer, more efficient, more
transparent, more equitable, and would reduce the opportunity for potential
corruption (both the local government level as well as the central level).

The first step in further strengthening the transfer system would be the
unequivocal commitment by the central government that formula-based grants
(as opposed to discretionary grants) should be used for the funding of
devolved functions. While the Government of Tanzania is, in principle,
committed to a formula-based grant system that is objective, fair, and results
in efficient delivery of local services, political and institutional expediency
nonetheless prevail sometimes and prevent the immediate and full
implementation of the formula-based transfer system.” Thus, there is a need,
on the part of all stakeholders to renew their commitment to the formula-based
system of local government transfers.

While the current Local Government Finance Act, 1982 (as intermittently
revised) provides an adequate legal basis for the transfer system, the Act
contains numerous duplicative provisions with respect to the transfer system
which reduce the overall clarity and transparency of the local government
finance system. The law contains many redundant clauses which provide the
minister responsible for local government with excessive discretion over the
allocation of transfers. Accordingly, the legal framework should be revised to
provide for a more carefully structured system of intergovernmental fiscal
transfers.

There is also need to continue the strengthening the institutional and
regulatory framework at the central level to better guide the allocation of
intergovernmental transfers. Although substantial progress has been made in
this regard, this area will continue to require substantial attention. The centre

® Examples of such bottlenecks and constraints include (1) the lack of operational convergence
by PO-PSM in approving local government staff posts consistent with the formula-based
system; (2) the increased practice in the FY 2005/06 budget of earmarking sectoral funds in
addition to the formula-based allocations; (3) the apparent strategic re-budgeting of sectoral
resources in ministerial budgets away from devolved sectoral functions provided by the LGA
level, towards sectoral functions directly under the responsibility of the central government
ministry.
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of gravity for a strengthened institutional framework should be the current
Coordinating Block Grant Implementation Team, which has been proposed to
be transformed into a permanent inter-ministerial Local Government Fiscal
Analysis and Coordination Group.

The current structure in which local government allocations are budgeted for
is a vestige from a centralised past and makes no sense in the current
decentralised framework. @ Now that local government allocations are
determined based on the formulas, the division of sectoral block grants over
21 regional votes hinders proper planning and reduces transparency. As such,
one of the major challenges with respect to the formula-based sectoral block
grants is to resolve how these grants should be properly included in the
national budget process, in a manner that is consistent with the existing budget
processes, including the MTEF, PER and SBAS/MKUKUTA. Rethinking the
manner in which local transfers are included in the national budget should also
address the harmonization or elimination of parallel funding mechanisms, and
the integration of sectoral capital infrastructure programs into a broader
Capital Development Grant system.

Although there appears to be broad consensus that it is ultimately the local
government that should determine the balance between PE and OC for
government services delivered at the local government level, the current
budget process still imposes separate aggregate requirements on local PE and
local OC. The extent to which the budget formulation process for transfers to
local level should be modified should be determined by an inclusive series of
discussions between involved stakeholders, which include the Ministry of
Finance, PO-RALG, the PER working group, public finance management
reform experts, and other stakeholders.

A more systematic inclusion of local government transfers in the central
government’s budget process will enable the central government to better
monitor the actual spending of transfer resources, both by more closely
monitoring of actual disbursements of PE and OC to the local government
level, as well as by analysing (self-reported) local government expenditures,
which are largely funded with transfer resources.
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'?‘ Chapter 5
/’ Local Government Borrowing

Local government borrowing is conceptually an important part of the system
of local government finance. It would be proper for local governments to
borrow so as to finance local capital projects. Capital investments produce
benefits over a longer period of time’ borrowing would allow local
governments to spread out the financial burden for their investments over a
number of years, thus providing a stronger link between the costs and benefits
of capital investment over time.

The legislative framework in Tanzania allows Local Government Authorities
to borrow funds with ministerial permission. Despite the ideal situation, local
governments do not use credit financing extensively as the only mechanism
available for Local Government Authorities to borrow is through the Local
Government Loans Board (LGLB). The ability of the LGLB to provide LGAs
with loans is limited, both because the Board is under-capitalized but also as a
result of more fundamental institutional problems. Yet, even if financial
resources for local government loans were more readily available to local
governments, a prudent financial institution would decline to lend funds to
most local governments in Tanzania since the financial ability of most local
authorities to carry and repay debt is extremely limited. This is even the case
given the ongoing decline in local revenue autonomy.

As a result, borrowing plays a minor role as source of local government
finance in Tanzania; as noted in Table 1.1, it contributes only about 0.1
percent of the resources available to local governments. Nonetheless, local
government borrowing as a source funding for local capital investments is an
increasingly important policy issue in Tanzania.

5.1 Trends in local government borrowing in Tanzania

In Tanzania, the only mechanism available for Local Government Authorities
to borrow is the Local Government Loans Board (LGLB). The LGLB is
financial intermediary for local governments which was established by the
central government in 1986 pursuant the Local Government Finance Act
(1982). The main objective of the Board is to serve as a source of capital
financing for Local Government Authorities by way of providing loans for
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capital investment. Improved local access to capital funding is intended to
stimulate economic development by supporting the implementation of
investments in the economic sector. The organization of the LGLB is
discussed in greater detail in the Local Government Fiscal Review 2004.

Trends in borrowing from the Local Government Loans Board

As indicated in Table 5.1, loan applications amounted to almost TShs. 676
million in 2004. This reflects a decline from the previous years, since loans
applications from the LGLB peaked at TShs. 1,512 in 2003. Although the
amount of loans issued in 2004 also declined considerably from the previous
year, the loan approval rate increased from 29.3 percent in 2003 to 37.1
percent in 2004/05.

Table 5.1
Lending by the Local Government Loans Board
(in TShs. million)

Year Loan Application Loans Issued Ratio
2001 153.1 50.0 32.6
2002 229.9 225.0 97.9
2003 1,512.4 442.5 29.3
June 2004 890.2 292.5 32.9
2004/05 675.9 250.5 37.1

Source: LGLB Application Schedule and Annual Financial Reports.

Trends in contributions from the Local Government Loans Board

The Local Government Loans Board is mainly capitalized by mandatory
contributions made by local governments (known Minimum Compulsory
Reserve Contributions) as well as contributions by the central government.
Since 2002, the central government has also provided regular infusions of
capital in the form of central government contributions of between TShs. 150-
200 million per annum (Table 5.2).

Repayment and Loan Recovery Trends

The loan repayment period for LGLB loans varies from a minimum of one
year to a maximum of five years. Instead of eventually writing off bad loans
(as is common practice by financial institutions), the LGLB actually tracks its
entire lending portfolio since its conception in 1986. As indicated in Table 5.3,
out of the cumulative total amount loaned since 1986, approximately TShs.
962.1 million has become due for repayment. However, by the end of FY
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2004/05 the Board had only recovered TShs. 672.6 million, representing a
cumulative loan recovery rate of about 69.9 percent.

Table 5.2
Contributions to Local Government Loans Board in 2004/2005
(In TShs. Million)

Source Amount
Central Government 200.00
Local Government Authorities Deposits 163.65
Income from Investment 40.79
Grants and/or donations -
Borrowing 200.00
Total 604.44

Source: LGLB Annual Reports.

Table 5.3
Cumulative Loans, Repayment and Recovery
(in TShs. Million)

Year Cumulative Cumulative Cumulative
Payment Due Repayment Recovery Rate
2001 714.8 310.3 43.4
2002 762.8 472.9 62.0
2003 814.9 558.1 68.5
June 2004 876.3 606.5 69.2
FY 2004/05 962.1 672.6 69.9

Source: LGLB Loan Application Schedule and Annual Financial Reports.

While the loan recovery rate’s trend suggests small annual improvements in
the performance of its portfolio, the cumulative manner in which the Board
reports its finances to some extent veils the Board’s actual performance. While
loans that were defaulted on by local authorities over a decade ago (and should
be written off) continue to depress the cumulative recovery rate, the fact that
the overall recovery rate is nearly stationary at almost 70% since 2003
suggests that even on new loan obligations that become due, local authorities
continue to default on approximately 20-25% of these obligations.
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5.2  The status of local government borrowing

As noted at the beginning of this Chapter, there is agreement among central
and local government officials alike that the Local Government Loans Board
is currently not in a position to appropriately respond to the lending needs of
Local Government Authorities in Tanzania. In addition to problems with the
capitalization of the Board’s portfolio (which is inadequate both in its size as
well as in the manner that it is funded), the Board is perceived to be lacking
adequate autonomy to fulfil its functions. To increase the efficiency and the
lending capacity of the Board, there is a need to substantially restructure its
overall organization as well as operations and lending mechanism.

In light of the current constraints faced by the LGLB, a consultancy firm was
commissioned to undertake a study and come up with the most optimal
structure for the Local Government Loans Board.'® The study —which was
completed in May 2005- recommends the following key reforms:

* Transformation of the LGLB into an autonomous Local Government
Finance Corporation

» Modifying the composition of the Board to reflect ownership of the
capital (resulting in greater autonomy and greater ownership outside
central government)

= (Capitalizing of the loans board through the issuance of shares,
supplemented by capital obtained from development partners
(including on-lending). The study envisions an initial capitalization of
TShs. 1.51 billion through the issuance of shares.

* Modifying the lending operations in line with international best
practices, including expansion of the staff to encompass 55
professional and support staff.

Subsequent to the completion of the original study, another consultancy
assignment has been commissioned to assist the Local Government Loans
Board in mobilizing capital for the proposed Local Government Finance
Company. This assignment, together with the other components of the
transformation of the LGLB, forms part of a restructuring process which is
expected to be completed by June, 2006.

In principle, the recommended transformation of the LGLB into a Local
Government Finance Corporation (LGFC) fits well within the overall policy
framework for local government finance that is currently under consideration
by the Government. Yet while the LGLB study presents an attractive picture

' PO-RALG / LGRP. Study To Determine A New Structure For The Local Government
Loans Board; May 12, 2005.
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of Loan Board’s transformation into a modern, efficient local government
lending institution, it is important to recognize that the presence of a well-
functioning financial intermediary is only once element in establishing a sound
framework for local government borrowing."'

When considering the entire local government finance system as a whole, it
becomes clear that a much more important constraint on local government
borrowing is simply the extremely limited financial ability of most local
authorities to carry and repay debt. In other words, most LGAs in Tanzania are
currently not creditworthy and —as demonstrated by the current default rate of
around 30 percent- it would simply not be prudent to lend these LGAs
additional financial resources. Unfortunately, the proposed reform of the
LGLB into a Local Government Finance Corporation fails to resolve this
much more fundamental issue that is currently preventing most local
governments from borrowing. Moving ahead with the introduction of a LGFC
without implementing appropriate safeguards could stimulate local
governments to default on their loans, which would be detrimental to the local
government finance system as a whole.

Another concern with the lending mechanism proposed by the LGLB study is
that is seems to be have been developed almost independently from other
potential sources of capital development funding. As noted in Chapters 2 and
4 of this study, the new Local Government Capital Development Grant
mechanism presents a major source for local capital development in Tanzania;
additional local capital funding is becoming available through TASAF 1I as
well as sectoral capital funding modalities. One of the worst things that could
happen for the local government finance system is for these mechanisms be
uncoordinated and to “compete” with each other. For instance, one would
wish to prevent a situation in which irresponsible local governments that fail
to qualify for the LG CDG would still be able to access capital resources
through the lending mechanism, only to default on their loan repayments. As
such, it is critical that the minimum access conditions that are applied to the
LG CDG are cross-referenced to any local government borrowing mechanism.

' See Section 6 of the Local Government Finance Framework Study (LGRP/GSU, June 2005)
for a critical review of the LGLB study.
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5.3 Challenges and the way forward

While it would not be prudent to issue loans to many poorer, rural local
authorities, there are currently numerous local government authorities in
Tanzania that would —if allowed to borrow- be in a position to demonstrate
their creditworthiness and that would be in a position to repay their loan
obligations. Yet, the current mode of operation of the LGLB does not
adequately serve the needs of these councils. As such, there is need for an
alternative or supplementary borrowing mechanism to more appropriately
accommodate the borrowing needs of local government councils. Such an
alternative borrowing mechanism would offer loans for capital developments,
especially for urban and affluent councils which are in a financial position to
meet their loan obligations.

While there widespread agreement that borrowing should be an important part
of Tanzania’s local government finance system in the long run, there is no
consensus within the Government of Tanzania that a transformation of the
LGLB into a Local Government Finance Corporation is a top priority. Yet,
policy-level consensus is important, given the need for all key stakeholders
(particularly PO-RALG and the Ministry of Finance) to sign off on reform of
the institutional framework for local government borrowing.

A compromise position is suggested by the Local Governments Financing
Framework study (LGRP/GSU, June 2005). The study suggests that in
principle the Government should move forward with some of the reforms that
are recommended by the Local Government Loans Board study, since the
overall direction of the proposals for the transformation of the Local
Government Loans Board into a Local Government Finance Corporation is
sound. However, many of the suggested improvements in the operations of the
LGLB can be accomplished without radical legislative changes, and without
major institutional changes that require large numbers of staff. Since LGAs
have access to capital funding through the LGCDG and other capital funding
sources such as TASAF, there is no major reason to rush the introduction of
these reforms. As such, a more gradual transformation of the Local
Government Loans Board would be appropriate given the performance of the
ongoing reforms in the field of local government finance.

The details of any new or reformed modalities for local government borrowing
require careful consideration. For instance, local authorities could be required
to meet the same minimum access conditions before taking out loans that they
should meet for the Capital Development Grant system. Also, LGAs that
default on any of their loans should be denied access to new loans until their
outstanding balance is repaid. Likewise, linking the borrowing framework to
the transfer system could improve the overall effectiveness of local finances
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by creating proper incentives for debt repayment. Furthermore, the borrowing
framework could be linked to the transfer system in such a way that local
authorities which default on their loan obligations would automatically be
penalized by the transfer system (for instance, by having the loan repayment
plus penalties recovered as a first charge from their unconditional grant, and/or
by losing access to the local government capital development grant), this could
go a long way in avoiding the moral hazard often encountered in local
government borrowing schemes.
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y‘ Chapter 6

/ Reporting and Monitoring of Local
Government Finances

In order for the benefits from decentralisation to materialize, local authorities
need to spend the financial resources at their disposal in accordance with the
needs and preferences of their local communities. This requires that the
planning, budgeting and accounting processes that are used by local
governments are transparent, participatory, and ensure accountability. In this
context, reliance on sound administrative practices and institutions are crucial
for the successful implementation of local government finance reforms in
Tanzania. The current chapter focuses on financial management issues at the
local level and the central government’s role in monitoring and evaluating
fiscal decentralisation reforms.

Since the overall system of local government finance comprises both the
central and local government levels, implementation of reforms may
necessitate changes at both levels of government. On one hand, there is need
to ensure that financial resources are used appropriately at the local level to
effectively fund the delivery of services and infrastructure. This requires
sound local planning, budgeting and financial management processes to be in
place to assure that local governments make the appropriate choices in
allocating their resources and accounting for these expenditures. On the other
hand, there is a need for a strong central government ability to monitor and
evaluate the implementation of fiscal decentralisation.'” This requires that the
central government is appropriately structured to monitor the different aspects
of local government finance.

Mechanisms for the reporting and monitoring of local government finances
need to be clearly defined in advance. When there are a multitude of
uncoordinated processes and channels through which the central government
relates to local governments, this will ultimately adversely impact the overall
integrity of the local government finance system. Thus, in order for the central
government to be able to coordinate local government finance issues among
the various central government stakeholders —as well as for the centre to
effectively coordinate support to the local government level- there is a need
for a clear “centre of gravity” for local government finances at the central

2 For instance, see Roy Bahl (1999). Implementation Rules for Fiscal Decentralization. ISP
Working Paper Number 99-1. Atlanta: Andrew Young School of Policy Studies, Georgia State
University
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government level. This centre of gravity has been evolving around the
Coordinating Block Grant Implementation Team, which has been proposed to
form the basis for a permanent, inter-ministerial Local Government Fiscal
Analysis (and Coordination) Group.

When considering the reporting and monitoring of local government finances,
it is important to recognize that different stakeholders understand monitoring
to mean different things, as the purposes for “monitoring” local governments
varies between different stakeholders. Objectives for monitoring local
government finances include:

= To verify that financial resources at the local government level (including
local revenues as well as intergovernmental transfers) are budgeted and
spent for their intended purpose;

= To verify that local authorities comply with national guidelines, standards,
policies and regulations;

= To determine whether local authorities have adequate capacity to manage
funds, and to identify gaps for capacity building as appropriate;

= To reward authorities according to performance;

= To improve local participation in budget decisions and to enhance the
accountability of local officials to their communities; and

= To assure that local spending is done in a cost-effective manner, and to
assess whether (both central and local) taxpayers receive value-for-money.

In fact, the reporting and monitoring framework for local government finances
should not only accommodate the monitoring requirements of different central
government ministries and agencies (and potentially donor agencies). In
addition, the reporting and monitoring framework should recognize that local
communities and local stakeholders should have an important role in
monitoring local government finances and in monitoring the delivery of local
government services.

6.1 The Institutional Framework for Monitoring Local
Government Finances in Tanzania

This section provides a brief description of the current institutional framework
for monitoring and evaluating local government finances and activities. As
noted earlier, changes at both the central and local government levels may be
needed in order to assure a sound system of monitoring and evaluation of local
government finance.

A decentralised system of government considers that the main driver for
enhanced effectiveness at the local level is the local community. As such,
central government monitoring of local government finances should not be

Local Government Fiscal Review 2005 68



aimed at placing the central government in a position to control or micro-
manage local government finances. Rather, the aim of such monitoring is to be
able to gain a much better strategic understanding of what is happening in
local governments across the country; publicize widely accurate and relevant
information about local actions, developments, achievements and failures; and
to put the central government in a position to both support and put pressure on
local authorities to comply with the requirements. As such, a solid monitoring
framework allows the relevant (central and local) stakeholders to fulfil their
respective responsibilities.

The legal framework for monitoring of local government finance

The Policy Paper on Local Government Reform (1998) identifies monitoring
as one of the major responsibilities of the central government. Others include
policy formulation, standards setting, supervision and regulation — “line
ministries will change their role and functions into becoming (1) policymaking
bodies, (2) supportive and capacity building bodies, (3) monitoring and quality
assurance bodies within the local government legislation framework, and (4)
regulating bodies (legal control and audit)”.

In addition to the Policy on Local Government Reform, further legal guidance
is provided in the National Planning Guidelines, which provides a framework
for reporting on both physical and financial performance for funds released to
local authorities. Likewise, the Public Finance Act provides regulations for
financial expenditure and accounting principles for MDAs, regions and local
authorities; the Regional Administration Act No. 19 (1997) provides the
Regional Commissioners with the mandate to monitor the overall economic
development in their respective regions.

Finally, the Local Government Finance Act (1982) empowers the Minister
responsible for local government to issue instructions for better control of
financial business of LGAs (Section 42). Furthermore, Section 44 of the Act
empowers the RC to access records and inspect books of accounts of LGAs;
Section 45(1) requires that accounts of LGAs be audited internally and
externally; and Section 45(3) requires that the accounts of a village council be
audited by a public Officer or organization such as an Urban or District
council.

In view of the above legal framework, the role of the central government in
monitoring and evaluating local government activities is well established in
the policy and in law.

The role of PO-RALG in monitoring local government finances

The President’s Office — Regional Administration and Local Government
(PO-RALG) is the ministry responsible for administering local government
affairs, including the coordination and oversight of local government finance
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issues. In particular, according to Section 33 of the Local Government Finance
Act, PO-RALG is responsible for:

a. Ensuring the proper management of the finances of the local
government authority;

b. Facilitating the securing of funds for the operations of the local
government authority;

c. Promoting the timely preparation of the annual budget of the authority
and securing that the authority operates within the limits of the budget
as prepared.

With regard to the securing of funds (including intergovernmental grants) for
the operations of local government authorities, PO-RALG is mandated to play
a facilitating role in this regard; the Ministry of Finance and the sector
ministries play a leading role in the final determination of the amount of
resources available for the various local government activities. With regard to
ensuring proper budget formulation, the oversight role of PO-RALG is
executed through the issuance of budget guidelines, procedures, and
instructions on the development of the local budget (Box 6.1).

With regard to ensuring proper budget execution, PO-RALG facilitates sound
financial management at the local level through the establishment of Local
Authorities Accounting Manual and the Local Government Financial
Memorandum; the provision of technical support and capacity building
(including supporting the roll-out of the local EPICOR financial management
system); and the internal auditing of local government budgets to assure that
local budgets are implemented or executed as planned. In other words, PO-
RALG’s legislative mandate gives it a prominent role in developing,
monitoring and guiding local government finances.

Box 6.1
Local Government Budget and Accounting Procedures in Tanzania

Local governments are gradually adopting locally operated Integrated Financial
Management Systems (IFMS) for the overall management and control of local public
finances. Already 32 councils have an Epicor-based IFMS system in place; the
remaining councils are expected to be brought on the Epicor system with support
from the Local Government Reform Programme in 2005 and 2006.

The introduction of an improved framework for local government finance offers an
excellent opportunity to review and improve the local government budget and
accounting procedures in Tanzania. Some features of Tanzania’s local government
budget practices are outdated or can be improved to strengthen the system of public
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finances. For instance, the budget classification and reporting systems could be
improved in order to (a) assure a more comprehensive local budget approach, which
is (b) consistent with MKUKUTA’s cluster approach and (c) standardized to enable
the centre to monitor local government compliance with grant conditionalities.

Furthermore, the current financial management procedures support outdated financial
management principles, by effectively promoting the creation of a multitude of local
government accounts. Rather than serving as a control mechanism on local financial
accounts as intended, the presence of multiple accounts in fact gravely complicates
local budgeting and financial management, and increases the potential for non-
transparency and financial abuse.

The systematic reliance of local governments on multiple accounts stands in contrast
to the “best practice” in public sector budgeting which in principle promotes reliance
on a single account. Cash management is much simpler when relying on a single bank
account; local treasurers do not have to shift resources from one account to the other
from time to time to remedy temporary cash-flow shortfalls in specific accounts,
which makes local accounts significantly more transparent and easier to audit.

In some cases, more complex financial management systems may indeed use multiple
budget accounts, but in most cases these additional sub-accounts are used for
accounting purposes only. In this scenario, for instance, a payment of user fees for
refuse collection could flow from the single revenue account through the refuse
collection account, but the payment would be cleared through this account on the
same day, so that all sub-accounts have a zero balance at the end of each business
day. This approach would provide both the cash-flow benefits of a single revenue
account, as well as having the advantage of systematically producing bank records for
specific spending categories. However, given the advances in the introduction of
computerized accounting software, it is questionable whether this level of complexity
is even necessary for local authorities in Tanzania.

Source: Local Government Finance Framework Study (LGRP/GSU, June 2005).

The role of the Ministry of Finance in monitoring local government finances
Within the Ministry of Finance, as part of the Ministry’s responsibility to
assure the efficient allocation of public resources, the Regions and Local
Government Section of the Budget Division (led by the Assistant Budget
Commissioner for Regions and Local Governments) has the responsibility to
“monitor” (i.e., track, study, and analyze) the finances of the local government
sector in order to assure the overall integrity of the system of public finances.
The specific duties and responsibilities of this Section include:

1. To receive and analyze the Recurrent and Development Budget
for Regions and Local Government
2. To monitor and follow-up budget implementation
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3. To carry out periodic review and analysis of budget

performance

4. Preparation of necessary budget adjustments through
reallocation with supplementary estimates.

5. Sectoral Budget analysis and interaction.

6. To finalize Regional and Local Government Estimates for
Consolidation with Ministerial Estimates.

7. To appraise demands for reallocations, supplementary funds,

Civil Contingency Funds and provide recommendations.

The role of local stakeholders in monitoring local government finances

In practice, the role of local stakeholders in monitoring local finances is minor.
It would be fair to state that Tanzania does not have a strong tradition of local
participation in the local budget process. There has traditionally been only
limited participation and involvement of CBOs and local private sector
representatives in local budget preparation and in the monitoring of local
budget execution. At the same time, the national framework for local
government finances does not provide for a broadly transparent system of
local government finance that is easily monitored by local groups (see Box
6.2).

The current situation has two implications for local government finance
reforms. First, in the short run, central government (“top-down”) monitoring
of local government finances and local government officials should take on
greater prominence to cover for the limitations of local monitoring.
Accordingly, the Local Government Reform Programme Medium Term Plan
and Budget (July 2005 — June 2008) considers it crucial that local financial
information is provided to local taxpayers and other local stakeholders to
encourage community participation and accountability on the part of local
officials.

Box 6.2
Financial Transparency in LGAs in Tanzania

In 2005, REPOA conducted a study to review and analyze existing practices of
financial reporting at the district and sub-district level. The study critically reviewed
and analysed a number of aspects that affect transparency and information sharing.
These range from legal aspects to actual practices on the ground relating to
transparency. The report proposes methods for making better use of the existing tools
or information management systems for improved transparency and to support
processes for closer interaction between government and stakeholders at the local
government level.
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Specific areas considered by the report include (1) the absence of a coherent legal
framework for the financial transparency for LGAs; (2) the lack of a national policy
or regulatory framework on local financial transparency; (3) limitations in the role of
local political leaders (including local councillors) as a conduit between the local
executive and local communities; (4) weak implementation of software tools such as
Epicor (IFMS) and Plan-Rep in support of financial transparency; (5) shortcomings in
the detail, format and manner in which LGAs disclose local financial information (for
instance, on notice boards), which limits their use for local stakeholders in holding
local officials accountable; (6) demand-side constraint to transparency and local
accountability mechanisms, including at the sub-district level and within civil society.

Source: REPOA (2005), Final Report: Financial Transparency in LGAs in Tanzania
(September).

Second, the limited degree of bottom-up monitoring suggests that
communities feel limited ownership over their local governments. In response,
there is an urgent need to build capacity in civil society groups and CBOs to
engage in the monitoring of local government officials and local government
finances. On one hand, this requires sensitization of local politicians and local
officials to be more susceptible to local scrutiny. In addition, such efforts
should be complemented by continued civic education at the local level
through a variety of modalities (possibly including television and radio
programmes) aimed at creating an informed and vibrant local civil society
across Tanzania.

6.2  Existing tools for reporting and monitoring local
government finances

Monitoring and evaluation (M&E) are buzzwords in donor-driven
development, and the design of M&E can sometimes become more of a goal
in itself rather than a means to a goal. However, virtually every country in the
world monitors local government finances in one way or another. The
fundamental instrument for monitoring and reporting on local government
finances at the local level is the local budget document itself.

The annual local budget document should be transparent and well-organized to
allow monitoring by local residents and central authorities alike. Periodic (e.g.,
monthly or quarterly) budget execution reports should be made by local
treasurers to the local council as well as to central authorities, and reviews of
these reports should be performed to assure that resources are expended as
planned.
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Similar to budget procedures at the central government level, the local
executive should be held to account for executing the local budget in
accordance with its budget plan. In many cases, the local budget data required
for monitoring budget performance (in principle, at least) is available from
local government officials, although not necessarily in a standardized format.
One of the biggest obstacles in monitoring local government finance appears
to be that the central government does not —on a regular basis- put together the
relevant budget data in a manner that allows the central government to monitor
and analyze local government finance data in a comprehensive and effective
manner.

Box 6.3
Reporting and monitoring of local government finance data:
Steps involving the interchange of local government budget data

Local government budget data and other budget-related information is exchanged
between central government officials and local government officials at several stages
during budget formulation, execution, and audit:

= As part of the budget formulation process, formula-based sectoral block grant
amounts are computed by PO-RALG and MoF through the Coordinating Block
Grant Implementation Team. These figures are circulated to local councils by
PO-RALG as part of Local Government Budget Guidelines.

= Local government officials prepare their budgets; local councils approve the
budgets and forward their budgets to the RAS, in order to be forwarded to the
central government. PO-RALG and MoF Budget officers jointly review local
budget plans for consistency with transfer ceilings and other guidelines. Before
the regional budget votes are included in the national budget, MoF reports the
final budget figures to the Coordinating BGIT and includes them in the central
government’s budget proposal.

= Upon passage of the central government budget by parliament, the Budget
Department of the Ministry of Finance produces the detailed Annex to Part 3
(Regions and Local Government) of the Budget. It does so by converting the
detailed local budgets (at least, the local expenditures funded by transfers) into
budget line items that are consistent with central government budget
classifications. Despite the volume of this document, this Annex does not contain
any analytical tables that allow comparisons of one council to another. No
subsequent reports are produced that compare local budget execution to local
budget plans.

= During budget execution, the Ministry of Finance is supposed to monitor
Treasury disbursements to the local level by advertising every disbursement in
the newspapers and by reporting every disbursement on its website. However, the
last disbursement noted online was in September 2004. Other limitations of the
“monitoring” of these disbursements are that the reports are limited to OC only
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(albeit disaggregated by sector), while PE disbursed to the local level is not
included in the disbursement reports at all. Furthermore, PE is disbursed to LGAs
as a lump sum for all sectors. Without considering PE and OC disbursements for
each sector together, it is impossible to confirm that formula-based sectoral block
grant amounts are adhered to for each sector. Finally, the budget execution
reports provide no comparison of the actual disbursement to the budget plan.

=  PO-RALG accountants review local finances for selected local governments on
an individual basis during budget year.

= Regional officials are tasked with monitoring the finances with LGAs within their
jurisdiction. This often takes the form of reviewing individual LGA accounts, and
any regional monitoring is not linked to monitoring at the central government
level.

* LGRP Zonal Reform Team (ZRT) Finance experts may periodically gather self-
reported local fiscal data from councils on behalf of PO-RALG. Since 2004,
LGRP has relied on ZRT officials to create a semi-annual data set of local
government revenues.

= At the conclusion of each budget year, each LGA has its final accounts audited by
an external auditor. LGAs submit their financial audit reports to the National
Audit Office (NAO) by September 30 following the conclusion of each budget
year.

The government of Tanzania has put in place -or is in the process of putting in
place- a number of different processes and procedures as means to monitor the
decentralised local government finances, or parts thereof. To the extent that
these databases and systems are actually implemented, these systems are
completely unlinked and compete for attention and resources for their
implementation. Current initiatives include the Plan-Rep system (see Box 6.4),
the Local Government Performance System, data collection for the Poverty
Monitoring Master plan, and the Local Government M&E system (a
monitoring system intended to capture and report service delivery and socio-
economic profile data), the District Roads Maintenance System (DROMAS)
and the LGA By-Laws Database.

Yet, the effectiveness of these systems for providing feedback for policy-
decisions surrounding local government finance is often limited. For instance,
the national Public Expenditure Review (PER) process is a government-wide
participative process that reviews public expenditure management in Tanzania
with the aim of evaluating budget performance against its policy targets.
While public expenditure reviews are currently conducted for central
government MDAs to ensure that prioritization of expenditures is in
accordance with the National Strategy for Growth and Reduction of Poverty,
there is no PER process that incorporates issues that deal with local
expenditure management. (In practice, the Local Government Fiscal Review
seeks to partially fill that gap).
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Box 6.4
PO-RALG’s New Planning and Reporting (Plan-Rep) System

The adoption of the Plan-Rep software, under the guidance of the Local Government
Reform Programme (LGRP), is expected to ease both planning and reporting of
LGAs activities. The software is currently under pilot study in a few selected districts.
Upon full dissemination, the software will facilitate easy access of information by
electronic means when connectivity is enhanced. The newly established department
of Management Information System within PO-RALG’s new organizational structure
is expected to carry forward this innovation to make Plan-Rep a success. Plan-Rep is
designed to enable all local authorities to:

e Plan using the Medium Term Expenditure Framework (MTEF)

e (alculate projected revenue from Central Government, Own sources, the
Community and Development partners

o Enter budgets for development, personal emoluments (PE) and other charges
by GFS code

¢ Enter expenditure from manual or electronic systems

¢ Enter reports on physical implementation: Fit for purpose, value for money,
judicial compliance and adherence to policy

e Produce a wide range of printouts containing useful information for various
stakeholders.

While a potentially valuable tool, Plan-Rep should not be considered a panacea. It is
important for Plan-Rep’s implementation that councils have the necessary skilled
personnel to use the software, and that the data collected are detailed and
comprehensive enough to guide policymaking at the central government as well as
fostering accountability at the local level. Further, there are councils that lack
electricity, and would thus not be in a position to use Plan-Rep. Thus, to the extent
that Plan-Rep aims to produce aggregate statistics for all local governments, the
system will have to be supplemented by manual information systems in order to
arrive at accurate national totals for key variables such as local expenditures and local
revenues. Furthermore, the implementation of a system such as Plan-Rep needs to be
accompanied by increased analysis of local government data at the central
government level. With out appropriate data analysis at the central government level,
which feeds back into policy decisions, the value of Plan-Rep’s reporting function is
greatly reduced.

The performance of M & E systems during the year 2004/05

In reality, none of the reporting and monitoring mechanisms that are in place
(actually or supposedly) seem to be functioning well. Most MDAs and
Regions have hardly undertaken any monitoring for LGAs activities, with the
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possible exception of programs that receive donor support. PO-RALG, on its
part, has undertaken monitoring for programmes under its jurisdiction like
PEDP, the Common Health Basket Fund, and the local share of the Road
Fund. Sometimes monitoring of local government finances is done in an ad
hoc manner, especially where malpractices are reported. In these instances,
probe teams are normally formed immediately to undertake inspection.

On the other hand, development partners have undertaken monitoring through
independent monitoring review teams, which potentially results in misleading
information since these reviews do not take place in a comprehensive manner.

In addition to these irregular reviews, existing government regulations require
that MDAs, Regions, and LGAs all submit progress reports to the Treasury on
a quarterly basis, half year and annually, showing physical performance and a
record of expenditures of funds received from the central government, own
sources and development partners by sector and as per formats in the National
planning guidelines. In reality, to the extent that the Budget Division at the
MoF monitors and reviews local government finances, its review is generally
limited to intergovernmental transfers.

While central government ministries have regularly submitted their reports,
LGAs and regions have hardly been preparing their reports on time. For
example, by October 2004, only 35 LGAs had submitted their reports and only
15 more authorities had submitted by December 2004 (PO-RALG PER, 2005).
LGRP has been more successful at getting local responses, but these data
reports are conducted in a non-systematic manner.

6.3 Challenges with the Current Framework for Monitoring and
Reporting Local Government Finances

There are two requirements for any monitoring and evaluation system to work
properly; first, the entity that is being monitored has to accurately report the
required data, and second, the entity that does the monitoring has to evaluate
the accuracy of the data and conducts its performance review. Thus, there are
two potential sources of problems in order for a sound M&E system for local
government finances to be implemented. First, there could be problems with
the reporting of local fiscal data by local governments. Second, there could be
shortcoming in the way that these data are monitored and evaluated by central
government officials.

Problems with local reporting of local fiscal data

It is easy to point to the difference in reporting rates between central
government ministries and LGAs and conclude that local government
financial reporting is not up to par, but —in truth- this is not a fair comparison.
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Central government ministries and agencies are able to produce their financial
reports by relying on the national Treasury system which is centrally managed
by the Ministry of Finance. Financial reporting for local governments is more
challenging, since a centrally-managed treasury system for local governments
would be incompatible with the notion of “decentralisation by devolution”. In
addition, there are several possible reasons for poor reporting of local
government finance data by LGAs.

First, there is a potential problem with reporting formats. Local governments
face numerous reporting requirements from the central government level. Yet,
there may be differences between the budget classifications that LGAs use to
prepare their own budgets and the mandated reporting requirements. In turn,
PO-RALG, MoF, and other central government stakeholder actually have
competing data reporting requirements and different required reporting
formats.

Second, local capacity problems might prevent regular reporting of local
government finances. LGAs may not have the capacity to put reports together,
or local finance officials might be overwhelmed by other budget
responsibilities and reporting requirements.

Third, there might be an incentive issue that limits the desire of local officials
to produce regular financial reports. After all, why would local governments
prepare financial reports? It is clear that no systematic analysis takes place at
the central government level, and there appears to be no penalty for a LGA
that fails to report on its local finances on a regular basis. If local government
financial reports —when provided- are scrutinized and generally receive
regional or central criticism, it might simply be more expedient for local
governments not to produce regular financial reports.

Further, the quality of the locally reported data is unclear. In principle, the
local budgeting and accounting processes in place should assure that monthly,
quarterly and annual budget reports are locally produced. However, the
accuracy of the data that is being reported by local governments (to the central
government level at least) has historically been quite debatable. A joint task
team staffed by PO-RALG and MoF could review the integrity of locally
reported revenues and expenditures, to assure that the local financial
management processes at the local government level produce financial reports
that are both accurate and relevant to the monitoring and evaluation of local
government financial performance.

Problems with monitoring and evaluation of local fiscal data

Even if accurate local government financial data would be readily available, to
the extent that the central government actually has mechanisms in place to
monitor and evaluate local government finances, these mechanisms appear not
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to meet their objectives. The inadequacies in the system could be explained by
a number of factors.

First, there is a lack -at the central government level- of a single, effective
strategic framework for the monitoring of local government finances and other
local government-level data. The absence of a unified monitoring strategy is
especially highlighted by the lack of coordination on monitoring and reporting
issues between PO-RALG and MoF; despite their respective responsibilities to
monitor local government finances, neither of the institutions actually employ
financial analysts that are specifically tasked with collecting and analyzing
local financial data.

Indeed, most of the monitoring that is currently conducted of local government
finances is conducted in an uncoordinated manner, mainly for the purpose of
satisfying specific donor-funded program requirements. To some extent, line
ministries also carry out monitoring and evaluation of programmes that fall
under their respective mandates. Yet, these monitoring exercises are often not
comprehensive enough to provide a complete and accurate picture of local
government finances, and great caution is needed to translating these results
into policy guidance.

Second, the local budget formats that are currently used are not well-suited for
their intended purpose. This is true for the presentation of the local
government budget itself, the manner in which local government finances are
generally shared with the community, as well as in the reporting of local
financial statistics to the central government level. Local budget plans are
often prepared in a highly aggregate manner; for instance, local budget plans
commonly report personnel expenditures for each sector as a single budget
item. Likewise, local budget statements presented to the public are often only
presented in a highly aggregated manner (see Box 6.2) Such a high level of
aggregation makes it virtually impossible for local communities to monitor the
effective use of local budgetary resources according to the budget plan.
Improved legislation and regulations that set specific requirements for the
publication of local government financial information (in a useable format)
could greatly enhance local accountability. This would encourage improved
monitoring of local officials by community-based organizations and citizens,
which in turn encourages “bottom-up” demands for better local financial
management.

In contrast, the statement of local revenues and expenditures that LGAs are
supposed to submit to central authorities on a quarterly basis is highly
detailed, requiring details on approximately 25 revenue items and about 100
expenditure items. However, in reality (as noted in the previous section) these
budget reports are seldom completed and provided to the central government,
so that the local financial data availability at the central government level is
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extremely limited. Yet, even in the case when these data are provided by local
authorities, the reporting format for local expenditures is not suitable for
linking local expenditures to public sector policy objectives or outcomes. In
fact, until recently, it was not possible to confirm local compliance with the
transfer conditions contained in the budget guidelines based on the available
budget data, since these conditionalities were not formulated in a manner than
was measurable with the available budget data. Instead the current local
finance reporting format is more suitable for exercising budgetary control
(e.g., limited spending on transportation, utilities, and other such items) than
for informing central policy decisions. Ironically, at the local level —where
budgetary control should properly be exercised- the prerequisite budget data is
often not available in adequate detail to properly exercise this control function.

The final shortcoming of the current monitoring and evaluation system for
local government finance is the apparent lack of policy-level demand for such
reports. With the exception of the current Review, there is currently no
mechanism in place that analyzes of local government financial statistics and
translates this data into any specific policy actions or into the broader policy
debate. As such, without a clear and specific demand for local government
financial data by the central government, there is effectively no incentive for
local authorities to spend there time and resources on the reporting of local
government finances.

6.4 The Way Forward

It is clear that in the end -regardless of the specific reasons- there is a systemic
failure of the local government finance monitoring and evaluation system.
However, recent steps give reason for optimism in the monitoring and
evaluation of local government finances.

The reporting and monitoring of local government finances has recently
improved quite drastically with the publication of Financial Statistics for
Local Government Authorities on Mainland Tanzania (PO-RALG, December
2005). Indeed, the document —which presents actual locally-reported revenue
expenditure data for all LGAs in Tanzania- forms the basis for some of the
analysis in the current Review (see Box 2.2 and Chapter 3). While this
document was produced outside the regular (non-functioning) quarterly
reporting framework, the financial reporting formats and processes used for
the preparation of this report could be used to form the basis for a transformed,
quarterly reporting system for local government finances.

An additional step required in strengthening the reporting and monitoring of
local government finances is to allocate additional resources (time, funds and
personnel) specifically for the purpose of monitoring local government
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finances. Capacity building should be done at both local and central
government levels. At the local levels, there is need for skilled personnel
capable of working with the database systems aimed at providing all
stakeholders with appropriate and timely local government finance
information. At the central level, resources should be devoted to timely
analysis of local government finance data so as to guide policymaking.

Further, a tool that holds considerable promise in facilitating the monitoring of
local government finances is the Plan-Rep system. As such, efforts should
continue apace to disseminate Plan-Rep to interested councils as a tool for
monitoring and evaluation, while recognizing that one tool may not fit all
LGAs right now.

Finally, it is critical to increasingly involve stakeholders outside the central
government in the monitoring and evaluation of local governments, including
CBOs, NGOs, and other private sector and civil society organizations. While
direct central government monitoring will, by necessity, play an important role
in local government finances in the coming years, local monitoring of local
government budgets should increasingly be emphasized as a mechanism for
empowering local communities and improving the delivery of local
government services consistent with Tanzania’s strategy of decentralisation-
by-devolution. As such, facilitating community involvement in the monitoring
of local government finance —not only through local sensitization and capacity
building, but also through putting in place the right public financial
information systems- has significant potential to enhance the bottom-up
demand for transparency and accountability at the local government level.
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