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ABSTRACT

The major goal of this paper is to give an overview on the most important issues
regarding intergovernmental fiscal relations, potentials and limitations for financing
of local development in Croatia.

The first section will give a general background for analysis of intergovernmental
fiscal relations. In order to achieve this, the present model of financing of the local
and regional self-government units, the number and size of local and regional
governments and distribution of functions and revenue sources among levels of
government in Croatia will be presented.

The second part of the paper consists of a detailed explanation of potential sources
for financing local development projects (local budget; local borrowing for capital
purposes through loans from financial institutions and other credit institutions or
through capital market; public-private partnerships, external support and aid;
extrabudgetary resources; transfers from the state budget for the implementation of
sate policy to promote local development and national and regional programs and
projects, and other sources.

The third part of the paper gives explanations of limitations at local level of
government in financing local development projects. There are several factors that
are recognized as major obstaclesto local development financing.

The last section summarizes our analysis and offers several recommendations that
will lead to improvement of financing local devel opment.
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1. Introduction

This paper gives an overview on the most importassues regarding
intergovernmental fiscal relations and exploresrtile of local level of government

in financing local development in Croatia.

Local governments everywhere share the problemnaflequate financing. The
structure of expenditures in local budgets everyeishows that current expenditures
tend to prevail. For economic development reasbestructure of expenditures need
to be completely different. Most local authoritee® unprepared or unable to take on
increased responsibilities for fund raising for mmmic development. On major

problem is a lack of investment capital.

The second section of this paper gives explanawbmsesent model of financing of
local self-government units, basic composition ofal government revenues and
expenditures and an assessment of the strengths waaknesses of local
governments’ system of finances. The third parthef paper consists of a detailed
explanation of potential sources for financing loda@velopment projects. The fourth
part of the paper gives explanations of limitati@islocal level of government in
financing local development projects. The lastisackummarizes our analysis and
offers several recommendations that will lead tgriovement of financing local

development in Croatia.

2. Present model of financing of the local self-govement units

2.1 Structure of local government revenues and expendites

Croatia has today @avo-tier system of sub-national government. Municipalities, towns
and cities represent the local level of government aadnties represent the regional
level of governmentThe City of Zagreb has status of a local and regional level of

government.

Following the latest amendments, the territory ofodfia consists o0f426
municipalities and 123 towns (cities) at local level, the City of Zagreb and 20

counties at regional level, which makes a total of 570 sakienal units.



There are several important laws that are the lbgsis of local government finance
systenm. The Law on Local and Regional Self-GovernmengFRaing defines sources
for financing of the operations of municipalitigsyns (cities) and counties, various
types of taxation, distribution of funds among thikéerent levels, tax base, taxpayers,

rates, as well as calculations and forms of taxysat.

Local and regional self-government unit realise®nele through:
OWnN SOUr Ces,

shared taxes,

grants from the state and county budget,

equalisation transfers for decentralised functions, and

shared revenues, and

O oo g o o

borrowing.

Local governments’own sources include income from local governments’ own
property, from county, city or municipal taxes (SE&ble 1), from fines, fees, and

charges.

Croatian law outlines thdistribution of shared revenues between the state and local
authorities. Local self-government units are egtitto the revenue froghared taxes
and fees collected within their area, at a peregnstipulated by the law. Shared taxes

are income tax, profit tax, and tax on real edtaiesactions (see Table 2 and 3).

The income realised througihcome tax is distributed in a manner that it distinguishes
whether municipality or city finances or not decahised functions in selected public
services including education, health care, socilfare and fire-protection and with
respect to the special area that a local governnoeiit belongs to. A distinct
distribution of income tax is provided for the Cdf/Zagreb (47%).

>The Law on State Budget, the Law on Local and RejiGelf-Government Financing, the Law on
Execution of the State Budget, the Decree on the&léVlof Calculation of Equalization Grants for
Decentralized Functions, the Decree on Budget Acting, the Rules on Budget Accounting and
Chart of Accounts, the Rules on Financial ReporimBudget Accounting. In addition, the local units
also have to abide by other special regulationisrégulate various areas of public spending.



Table 1 Local and regional self-governments’ taxes

Municipal, town and city taxes County taxes
surtax on income tax tax on inheritance and gifts
consumption tax tax on motor vehicles
tax on vacation homes tax on boats and vessels
tax on idle lands tax on gambling machines

tax on unused commercial real estate
tax on unused building plots

tax on firm or name

tax on the use of public surfaces

Source: Author's systematisation

A new distribution of income tax among the stateinmipalities, cities and counties
was made at the end of 2002, whereby the sharéhef shared tax revenues (profit
tax and tax on real estate transactions) remaleedame as in the previous year. The
share of income tax for municipalities and citiesoainted to 34% increased by the
scope of activities taken over by the units (2.9%re for primary education and 1%
for public fire brigades). The share of the stateldet in income tax after changes
amounted 25.6%, whereas the state has fully cegesthare of income tax to areas of
special state concern, mountainous areas and sstaatifinance capital projects. The
state cedes its share of income tax (25.6%) to cipadities and cities on islands, that
concluded an agreement on the financing capitajept® of joint interest for the
development of islands. Those were mainly watemplu@and physical planning

projects, and upgrading of transport infrastructure

The major change in revenue sources for municipaldnd counties is the possibility
of introducing new municipal and city taxes, aslvesl the possibility of introducing
different levels of surtax on tax on income ‘tadepending on the size of the

municipality.

Distribution of shared revenue sources betweerstdite and sub-national government
has changed. The most significant change is in diséribution of income tax
revenues, with a larger part of income tax revegniag to local government units. A

special part of income tax revenue is reservedctmering expenditures regarding

*The rate of surtax on income tax: municipalitiesyrfevy up to 10%, towns with a population below
30,000 inhabitants may levy a surtax of up to 12%es with over 30,000 inhabitants may levy a
surtax of up to 15%, and the City of Zagreb may lsurtax of up to 30%.



decentralised functions in primarily and secondaducation, health care, social
welfare and fire protection (see Table 2). Foalgovernment units that do not have
enough resources for financing decentralised fonstithere has been established

equalisation grants for decentralised functions.

Described changes in financing the system of lacal regional government have
focused on one major objective — the transfer spoasibilities in providing part of
public services to the local and regional level ahthe same time securing revenues

for financing the transferred responsibilities.

All amendments to the Law on Local and Regionalf-Selvernment Financing
resulted in increase of share of public revenudeaé¢o the municipalities, cities and
counties. The share of unconsolidated revenuescaf bnd regional self-government
units in GDP increased from 5.6% in 2000 to 7.49003.

On the basis of available data for the fiscal Y333, the share of local and regional
budget revenues in consolidated general governimaget revenues totalled 9.40%
and 4.67% of the GDP. Data shows that higher ppatiion of local and regional self-
government in consolidated general government kuegd more efficient public

sector as two major goals of the decentralizatimegss have not been achieved.yet

A share in the distribution of revenue frguofit tax for municipalities, towns and
cities is 20%, for counties 10%, and for the sT&1#6.

A share in the distribution of revenue fromax on real estate transactions for
municipalities, towns and cities is 60%, and fa dtate 40%.

“The share of revenues of local and regional govemnin the total amount of revenues of the
consolidated general government in Croatia in campa with other transition countries is much
lower. While in Croatia the share of total revenbgdocal government is 9.40%, the share of revenue
in other countries is: 20.8% in the Czech Repuld,7% in Hungary, 28.8% in Poland, 22.1% in
Estonia, 25.0% in Latvia and 22.8% in LithuaniagEdnd Yilmaz, 2002).



Regardinggrants, transfers or subventions, a system of financing community needs

has been designed in such a way that grants adesa$ely as funds to support local

self-government units with poor fiscal capatity

Equalisation grants for decentralised functions are ensured from the state budget to

cover public expenses in the area of primary acdrsgary education, social welfare,

and health care and fire protection, which aresfiemed to local and regional self-

government units.

Table 2 Distribution of shared taxes
Shared taxes Central government Counties Municipalities, towns and cities
budget

Income tax 25.6% 10% + 34% +
share of income tax for | additional share of income tax fqr additional share of income tax fq
equalisation fund 21% decentralised functions 9.4% decentralised functions 2.9%

Profit tax 70% 10% 20%

Tax on real estate 40% - 60%

transactions

Source: Author’s systematisation

Table 3 Additional share of income tax for decentrbsed functions
Function Additional share of income tax, %
Education
primary 2.9
secondary 2.0
Health care
health care institutions 2.5
Social welfare
social welfare centres 0.4
home for elderly people 1.6
Fire protection
public fire brigades 1.0

Source: Author’'s systematisation

Shared revenues of the state, municipality and city is the reverfnoen agreed annual

concession fees for pumping mineral and thermaéwvaind for the use of water for

the public water supply.

Apart from the a fore mentioned taxes and grawisallself-government units have

numerous other revenues introduced on the basspexial acts and/or decisions of

®See more details on grant system and equalizatEmtsyin Croatia in Jurlina Alibegav{2004).
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representative bodies, suchcharges and fees, which are contained and stated in the

non-tax revenues of their budget.

Viewed as a wholesurrent revenue account for the major share in total revenues of

municipalities, cities and counties. The shareapital revenues amounted to 4.6% in
2003. The share ajrants amounted to 14.6% in 2003. The shardasfrevenues in

total revenues was 56% (see Table 4). The lardese sof the tax income of sub-

national government units is collected from thershia thedistribution of revenues

from shared taxes (income tax and surtax on income&and profit tax). It together

account for approximately 50.5% of total revenu2003.

Own tax revenues of sub-national budgets amount to only 2.5% of the total tax

revenues of towns, municipalities and counties.

Table 4 Total revenues and grants of sub-nationalumigets, in 000 HRK
and %
Revenues 2002 2003
I. Total revenues and grants 9.595.090 100.0 10388 100.0
I.A. Total revenues 8.328.336 86.8 9.008.108 §5.4
I.A.l Current revenues 7.830.809 81.6 8.527.776 80.8
- Tax revenues 5.477.189 57.1 5.906.130 56.0
Income tax and surtax 3.863.377 40.3 .083.336 38.7
Profit tax 1.055.01) 11)0 1.244.040 81
Property tax 329.418 3.4 315.914 3.0
Sales tax and other taxes 229.326 2.4 262.839 2.5
- Non-tax revenues 2.353.6/71 24.5 26/ 24.8
I.A.ll Capital revenues 497.527 52 480.332 1.6
I.B. Grants 1.266.754 132 1.546.7p2 11.6

Source: Ministry of Finance, 2004. Annual Reporttloé Ministry of Finance for 2002-2003 Year.

Zagreb: Ministry of Finance. Available from:
[http://www.mfin.hr/godisnjak]

Note: Data refers on 53 local government unitsq@@nties, the City of Zagreb and 32 big cities).

Non-tax revenues of all sub-national budgets amount to 24.8% ofttital revenues

and grants. If non-tax revenues are added to the @x revenues and capital

®Since the amendments to Law on Local and Regioak#Government Financing in 2001 extended
the possibility of the introduction of surtax orcaime tax to all municipalities and cities, untiétand
of 2003, the number of local self-government umitsch introduced of surtax on income tax increased

to 198 municipalities and cities.



revenues, the share is considerably higher anduatedor 31.9% of total sub-

national budget.

In the structure of total expenditures of local aedional self-government units,
current expenditures amounted 72.8%. The largest share of total expenedi is

accounted for expenditures for the purchase of ggamd services, transfers and labor

expenditures. (see Table 5)

Table 5 Sub-national budget expenditures, by econdmclassification, in %
Expenditures 2002 2003

I. Total expenditure and lending minus 8.770.288 100.¢G 10.458.376 10Q.0
repayment

Il. Total expenditures 8.680.768 99.0 10.296.246 8.5

I1l. Current expenditures 6.863.830 78.3 7.617.598 72.8
1. Wages and employer contributions 1.900.678 1.72 2.001.555 19.1
2. Material expenditures 3.270.6b8 37.3 3.564. 34.0
3. Financial expenditures 111.6p0 1.3 75.639 710
4. Subsidies and other current transfers 1880, 18.0 1.989.036 190

IV. Capital expenditures 1.816.938 20.7 2.678.648 25.6

V. Lending minus repayments 89.520 1.0 162.130 1.6
Overall deficit/surplus 824.802 9|4 96.5P3 D.9

Source: Ministry of Finance, 2004. Annual Reporttloé Ministry of Finance for 2002-2003 Year.

Zagreb: Ministry of Finance. Available from:
[http://www.mfin.hr/godisnjak]

Note: Data refers on 53 local government unitsq@@nties, the City of Zagreb and 32 big cities).

2.2.

The problems of financing municipalities, townsdarounties are complex and call

The strengths and weaknesses of local goveramt finance

for continual monitoring and analysis, constanuatipent, and proposals for further

research.

Two major issues that affected the overall inteegomental finance need to be point

out. First, changes in administrative and terrélodrganization and second, frequent

changes of laws.

Constant changes in administrative and territa#dtup of Croatian territory on local

and regional level have led to the impossibilityevaluation of the new solutions of

the overall intergovernmental finance system.



The existing organization of local and regionalf-gelvernment is not efficient in
terms of fiscal capacity, which is indicated by tte#a obtained from budget analyses.
Abolishing the autonomy of local self-governmentitsirand merging them with
neighboring municipalities and towns, or any othkange, which would affect the
present territorial organization, is not a solutighich would be currently supported.
Before such a radical change is carried out, thstieg possibility of connecting
municipalities, towns, and counties should be usedorder to implement

development projects, which cannot be financedviddally.

Laws that determine various aspects of intergovernial finance have been modified
quite frequently and such frequent changes hawe afected many areas regarding
local and regional financing. Such practices creamiech uncertainty regarding

possibilities to forecast in long-run revenues amgenditures at local and regional

level.

Few local government units are capable to managendially their development

needs in the advanced manner, using the projecidbudlanning methods and
elaborating long-term benefit studies on the Idice@ncing strategies. About one third
of local government units in Croatia can not comement expenditures with current
revenues, while basic responsibilities to be fimahare equal for all local government
units. That increases the local and regional gowent units' dependence on the
central government transfers to provide the mamgatervices, or even results in not
fulfilling the mandatory services at all assumirgsanctions will apply. This means
that financing of local development projects inufet will depend on available

revenues from the state budget.

3. Sources for financing local development projects

Local governments everywhere share the problemnafidquate financing. The
structure of expenditures in local budgets everyelshows that current expenditures
tend to prevail. For economic development reasoestructure of expenditures need
to be completely different.



The lack of public funds is the predominant reaorinvolvement private financial
sector in provision local and regional investmemd aevelopment projects. Besides
the lack of public funds, there are several otkasons for involvement private sector
in financing development project:

O increasing local and regional needs,

O inadequate structure of local and regional revenues

0 size of local and regional development projects, an
U

limitations regarding borrowing at local and regiblevel.

There are several potential sources for financowall development projects. In the

following section they are explained.
3.1Local and regional budget

The Law on Local Self-Government Financing andlther on State Budget governs
the drafting, adoption, execution, balancing andoreéng of local and regional

budgets, transfers between sub-national and cegava@rnment.

The total revenues and grants to municipalitiggg<iand counties in 2003 amounted
to HRK 10.6 billion. In the structure of total rewees, the outturn of current revenues
accounted for the biggest share. In 2003 capitadmees were collected at HRK 480
million, but their share in total revenues accodnfer only 5%. Since capital

revenues are collected from the sale of assetsatbahostly in the ownership of cities
and municipalities and to a lesser extent in th@eyship of counties, their share in

budgets of cities and municipalities was highewah.

Capital expenditures in 2003 were financed not drdyn capital revenues, but also
from the outturn of current revenues, transferredtilized funds from the previous

year, and receipts from borrowing.
The biggest share in total capital expenditure94q#8r 2002 and 75% for 2003)

accounted for expenditures for acquisition of fixethterial assets (communal

infrastructure, school and health institutions tunall objects, pre-school institutions,

10



business zones, business buildings, reconstruatimhconstruction of roads, sports
and recreation centers, etc.).

Capital transfers accounted for 19% of transfer®ial capital expenditures for 2003
and grew by 4% in comparison with 2002. They wemnhy earmarked for non-
profit organizations for non-economy investment @nocurement of equipment and

companies owned by local units for procurement afamal assets.

3.2Local borrowing for capital purposes

There are two ways of local borrowing for capitafgoses:
O through loans from financial institutions and otbedit institutions, and

O through capital market (issuing of securities anthitipal bonds).

3.2.1. Loans

The most revolutionary change effected by relayiveéw legislation in transition

countries was to give local and regional governsigrawer to contract medium or
long-term loans for public investment of local st or to refinance the local public
debt. Previously, such investments were financddlysdrom own revenues and

central budget transfers, which created difficgltdue to delays in approving and
transferring funds from the central budget to Idoatigets. All loans contracted by
local and regional authorities are part of totablpuudebt in a country. However, such
loans are not the responsibility of the centralegament, and they must be paid from

the incomes with which they were guaranteed byl land regional authorities.

Local and regional authorities can contract intetoans with government guarantee

and with the approval of the Ministry of Finance.

The situation in Croatia is more and less the sasni the most transition countries.
In the absence of capital revenues, and with a t@eweet the needs financing a
capital projects, local and regional self-governtmarmits were given the opportunity
to borrow in line with the provisions of the Buddetw on the Execution of the State

Budget and the Instructions of the Minister of FFioa.
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According the Law on the Execution of the State dgiidfor 2002 and 2003, the
counties, cities, and municipalities may borrowyoim the domestic money and
capital market and contractors performing capitajgzts that are financed from their
budget. This is confirmed by the representativeybeith the preliminary approval of

the Government.

For the first time for 2003 restrictive measuregeavprescribed by the decisions on
the execution of the budget which ensure that fheraiing revenues and revenues
from sale of material assets are the same or hipaerthe operating expenditures and
expenditures for acquisition of material assetd, that the Croatian Government may
issue approvals for borrowing of local and regios@lf-government units, no more
than 2% of total planned expenditures of all lcmadl regional self-government units

reported in the financial report.

In addition, the municipalities, cities, and coestimay issue guarantees for
borrowing to a public institution or company whdsander and majority owner they
are. The guarantee mentioned above is includedtimoannual borrowing of the
respective unit. The annual liability for loans,agantees, and other outstanding
commitments (arrears) may account for no more 2@ of the own properties of

units with approval of the State Audit Office ahe tMinistry of Finance.

Local borrowing is authorized by budget legislati&mort-term borrowing has aimed
to cover cash flow irregularities and must be rdpaithin the same fiscal year.
Long-term borrowing has aimed to finance capitatestment expenditures in

accordance with criteria to be specified and dabtlme incurred domestically.

Local borrowing limits are defined annually in tBéate Budget Act, which leads to

the risk that the framework for borrowing will evelin an unpredictable manner.

3.2.2. Municipal bonds

Municipal bonds are securities issued by a staify, ©r local government.

Municipalities issue bonds to raise capital forith#ay-to-day activities and for

12



specific projects that they might be undertakingu@lly pertaining to development of
local infrastructure such as roads, sewerage, tadspetc). Interests on municipal

bonds are generally exempt from federal, statel@ral taxes.

Capital gains however are taxable. Given the taiaga they offer, municipal bonds
are often bought by people who have large tax mgd&ields on municipal bonds
are often lower than corporate or treasury bonds eomparable maturities, because
of the important advantage of not being taxed & fidderal level. In general,
municipal bonds are considered safer than corpb@tes, since a municipality is far

less likely to go bankrupt than a company.

Some municipal bonds can also be insured by outsiéacies. These companies will
promise to pay the interest and principal if theuesr defaults. Both issuers and
bondholders can carry this insurance, though al@ddr would need to have a large

stake to get the coverage.

There are two common types of municipal bonds: ggnebligation and revenue.
General obligation bonds are unsecured municipal bonds that are simply dxhdky
the full faith and credit of the municipality. Geally, these bonds have maturities of
at least 10 years and are paid off with funds ftares or other feefRevenue bonds
are used to fund projects that will eventually teesevenue directly, such as a toll
road or lease payments for a new building. Themegs from the projects are used to
pay off the bonds. In some cases the issuer i®lligated to pay interest unless a

certain amount of revenue is generated.

In the US municipal bonds usually come in USD 5,p@0values and usually require
a minimum investment of USD 25,000 in order to gdke best price.

(http://www.investorwords.com/3162/municipal_borichl)

There are only several examples of issuing munidipads to raise capital for local

development project in Croafia

"The Istria county was the first example of locahtiassuer in Croatia. Recently the City of Zadar
issues municipal bonds to raise funds for spedifieelopment projects.
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3.3. Privatization

Privatization means the repurchasing of all of angany's outstanding stock (the
shares of a corporation's that have been issuedrnith the hands of the public) by
employees or a private investor. As a result ohsaie initiative, the company stops
being publicly traded. Sometimes, the company niigive to take on significant debt
to finance the change in ownership structure. Canggsamight want to go private in

order to restructure their businesses (when theltiat the process might affect their
stock prices poorly in the short run). They miglsbavant to go private to avoid the

expense and regulations associated with remairgtegllon a stock exchange.

Privatization means also the process of moving feogovernment-controlled system

to a privately run, for-profit system.

The aim of introducing of private sector in prowidi public services is to provide
additional revenues for financing public prograros different public services. The
concept of privatization includes participation pfivate sector in construction,
ownership, organization and supplying of public vesrs. The concept of
privatization can be applied to different kindsirdfastructural projects (for example,

water supply, wastewater and solid waste, puldiegportation, etc.).

The private sector has several advantages in pnovigublic services into
comparison with the public sector. The most imparta that it may ensure resources
for social, economic and developmental needs ailloommunity without additional
financial effort for the local community. This meathat the local government with
the help of the private sector will receive additibrevenues for public services, and

use of limited local revenues for financing othablic needs.

In Croatia the privatization process of companié®se majority owner or founder is

sub-national government unit has been started tigéen

8Debate on the process of privatization of commamal other companies owned by the City of Zagreb
has started several years ago. But the City ofetagr owner or founder more than 20 companies.

14



3.4. Public-private partnership

A public-private partnership (PPP) is a partnerdbgtween the public and private
sector for the purpose of delivering a project envige traditionally provided by the
public sector. PPP recognizes that both the p@gator and the private sector have
certain advantages relative to the other in thdopmance of specific tasks. By
allowing each sector to do what it does best, pud#irvices and infrastructure can be

provided in the most economically efficient manner.

There are several models of PPP with their vamatiand combinations may be

arrived at the local authority for undertaking astructure projects:

Build-and-Transfer (BT): A contractual arrangement whereby the developer
undertakes the financing and construction of argivdrastructure or development
facility and after its completion hands it overth® government, government agency
or the local authority. The government, governmagéncy or the local authority
would reimburse the total project investment, amhasis of an agreed schedule. This
arrangement may be employed in the constructionany infrastructure or
development projects, including critical faciliieshich for security or strategic
reasons, must be operated directly by the goverhmegovernment agency or the
local authority.

Build-Lease-and-Transfer (BLT): A contractual arrangement whereby a developer
undertakes to finance and construct infrastrucpngect and upon its completion
hands it over to the government or government agesrcthe local authority
concerned on a lease arrangement for a fixed peaifder which ownership of the
facility is automatically transferred to the goverent or government agency or the

local authority concerned.

Build-Operate-and-Transfer (BOT): A contractual arrangement whereby the
Developer undertakes the construction, includim@rcing, of a given infrastructure
facility, and the operation and maintenance therddfe developer operates the

facility over a fixed term during which he is alled to a charge facility users

15



appropriate tolls, fees, rentals and charges nmexking those proposed in the bid or
as negotiated and incorporated in the contrachédle the recovery of investment in
the project. The developer transfers the facildytihe government or government
agency or the local authority concerned at the enthe fixed term that shall be
specified in the concession agreement. This shadlude a supply-and-operate
situation which is a contractual arrangement whetble supplier of equipment and
machinery for a given infrastructure facility, ihe interest of the government,
government agency or the local authority so reguioperates the facility providing
in the process technology transfer and trainingdeernment, government agency or

the local authority nominated individuals.

Build-Transfer-and-Operate (BTO): A contractual arrangement whereby the
government or government agency or the local aitthocontracts out an
infrastructure facility to a developer to constrube facility on a turn-key basis,
assuming cost overruns, delays and specified pedioce risks. Once the facility is
commissioned satisfactorily, the developer is gitrenright to operate the facility and
collect user levies under a concession agreemdm.tifle of the facilities always
vests with the government, government agency or ltdwal authority in this

arrangement.

Contract-Add-and-Operate (CAO : A contractual arrangement whereby the developer
adds to an existing infrastructure facility which rents from the government,
government agency or the local authority and operahe expanded project and
collects user levies, to recover the investment aveagreed franchise period. There
may or may not be a transfer arrangement with cetathe added facility provided
by the developer.

Develop-Operate-and-Transfer (DOT): A contractual arrangement whereby favorable
conditions external to a new infrastructure projghtch is to be built by a developer
are integrated into the BOT arrangement by givinat tentity the right to develop
adjoining property and thus, enjoy some of the fitntihe investment creates such as

higher property or rent values.
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Rehabilitate-Operate-and-Transfer (ROT): A contractual arrangement whereby and
existing facility is handed over to the privatetsec¢o refurbish, operate (collect user
levies in operation period to recover the investthemd maintain for a franchise
period, at the expiry of which the facility is tech over to the government or
government agency or the local authority. The tésmalso used to describe the
purchase of an existing facility from abroad, intpuay, refurbishing, erecting and

consuming it within the host country.

Rehabilitate-Own-and-Operate (ROO): A contractual arrangement whereby an
existing facility is handed over to the operatorefurbish and operate with no time
limitation imposed on ownership. As long as therapm is not in violation of its

franchise, it can continue to operate the facditgl collect user levies in perpetuity.

Design-Build (DB): The private sector designs and builds infrastmectio meet
public sector performance specifications, oftenddiixed price, so the risk of cost
overruns is transferred to the private sector. fv@m not consider DB's to be within

the spectrum of PPP's).

Operation & Maintenance Contract (O & M): A private operator, under contract,
operates a publicly owned asset for a specifieu.t€wnership of the asset remains

with the public entity.

Design-Build-Finance-Operate (DBFO): The private sector designs, finances and
constructs a new facility under a long-term leasel operates the facility during the
term of the lease. The private partner transfezsnéw facility to the public sector at

the end of the lease term.

Build-Own-Operate (BOO): The private sector finances, builds, owns and aipera
facility or service in perpetuity. The public cormhts are stated in the original

agreement and through on-going regulatory authority

Build-Own-Operate-Transfer (BOOT): A private entity receives a franchise to
finance, design, build and operate a facility (&amatharge user fees) for a specified

period, after which ownership is transferred bacthe public sector.
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Buy-Build-Operate (BBO): Transfer of a public asset to a private or quasihp
entity usually under contract that the assets arbet upgraded and operated for a
specified period of time. Public control is exeedighrough the contract at the time of

transfer.

Operation License: A private operator receives a license or rightegerate a public

service, usually for a specified term. This is oftesed in IT projects.

Finance Only: A private entity, usually a financial services quany, funds a project

directly or uses various mechanisms such as atkmglease or bond issue.

There are several interested partners in PPP. Erespublic (especially consumers),
building contractors, operators, maintenance sesyi@and suppliers, loan capital

providers, investors and insurances.

Public-private partnership holds the promise ofeasing the supply of infrastructure
projects and other services without overburdeningpantry’s public finances. An
inflow of private capital and management can e@smlf constraints on infrastructure

investment and boost efficiency.

But PPP should be treated with great care. It indyneans certain that they will be
more efficient than traditional public investmelREP can be used to move investment
off budget and debt off the government balance tsheleile the government still
bears most of the risk and faces potentially laaggs that will eventually be borne by

taxpayers.

If PPPs are to deliver high-quality and cost-efferiservices to consumers and the
government, there must be adequate risk transfar fbe government to the private
sector. The quality of services has to be contrbctso that payments to service
providers can be linked to performance and the oiskostly contract regeneration
can be minimized. There has to be either competibioincentive-based regulations.

(Hemming and Ter-Minassian, 2005)
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In Croatia exist only several examples of PPP. kigj@f these examples relates to

concession agreement for usage of some infrastalgitojects.

3.5. External support and aid

Important source for financing of local and regibdavelopment projects in Croatia
are revenues from loans and grants received froen ititernational financial
institutions - International Bank for Reconstruati@nd Development (IBRD),
European Bank for Reconstruction and DevelopmeBR({E), Council of Europe

Development Bank (CEB), and European InvestmenkB&IB).

The IBRD provided grant for the social and econoratovery project from the funds
of the foundation of the Government of Japan. Tiheia to increase social cohesion
in the area of special state concern (war demagsssaundeveloped areas and the

islands).

The plan of activities of EBRD in Croatia involvesome activities regarding
financing infrastructure, including encouraging eoercialization, liberalization and

privatization of infrastructure services.

The CEB is going to finance infrastructure in thheas of special state concern by

new loans that are under preparation.

The EIB has mandate to finance infrastructure ptejeand private sector

development projects in Croatia.

3.6. Extrabudgetary resources

There are two major extrabudgetary resoutrt@sfinancing local and regional capital
projects. These are:
O the Fund for Regional Development, and

O the Fund for Development and Employment.

°®Revenues and expenditures of both Funds are nopattief the State Budget.
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The major activity ofthe Fund for Regional Development is stimulating uniform
regional development in whole country. Revenue cgicome from: privatization
revenues, state budget, long-term bonds, loan fiioancial institutions, bilateral

loans, donations and other revenue sources.

In 2003 a total of approximately HRK 112 million sveemitted from the Fund for
Regional Development for capital projects to theaarof local and regional self-
government units. Incentives for the developmentnainicipalities, cities and
counties are planned within the funds of severahistiies. This is mainly co-
financing of development programs in the area @iftsy agriculture, small and

medium sized enterprises, etc.

The major activity othe Fund for Development and Employment regarding local and
regional development is support to county progrdhag invest own revenues for
realization of employment programs, development erfiterpreneurship and
construction of infrastructural objects, as welha$p and support in establishment of
business centers, development centers, industmas; incubators and technological
parks. Revenue sources come from: revenue recdioed sale of state estate,

privatization revenues, state budget, and othesme® sources.

4. Limitations at local level in financing local devebpment projects

There are limitations at local level of governmémtfinancing local development
projects. There are several factors that are rezednas major obstacles to local

development financing.

The majority of small local authorities in Croatiee unprepared or unable to take on
increased responsibilities for fund raising for mammic development. This is because
that authorities do not employed administratiomftstproperly educated. In most of
that small local self-government units employedspanel are responsible for
different tasks (financial, legal, technical anties) and they do not have a chance to
make an effort for specialization in one businegssal.ocal government officials and

professionals lack know-how for assessing realfarahcial needs and therefore, the
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necessary communication and networking skills, Whigeflected many

miscalculations in the current activities and plagrof development projects.

The results of that are several important obstatdesaise revenues, especially for

taking local borrowing, for capital purposes.

In order to borrow responsibly, municipalities amties must have:

O the skills and information to budget for the cutrgrear and future years
(including both operating and capital budgets);

O the ability to understand the impact of borrowimg infrastructure both annual
debt service and annual operational and maintenexymenditures; and

O ability to identify, prioritizes and plan capitaviestment.

Municipalities and cities must be able to idengfiyd analyze technical and financial
options and show investors that they have adegumteeliable revenues to meet their

debt service obligations. (Kandeva, 2001)

Sometimes the problem is a lack of investment ahpithe problem is structure of
expenditures in local government budgets and tleel tiegat sub-national government

is responsible for covering a lot of public sergice

5. Recommendations for improvement of financing locatlevelopment

Local and regional governments everywhere shiwe problem of inadequate

financing. The main revenue source for financing local aedianal development
projects is local and regional budget. The revesogrces for capital projects are
limited. The solution for local and regional goverent is to find additional revenue

sources for development projects.

Most sub-national authorities are unprepared orblengdo take on increased
responsibilities for fund raising directed to ecomo development. One major
problem is a lack of investment capital. Severddeotproblems arise because of

inadequate knowledge of regional and local adnratisin regarding a need for
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implementatiora clear strategy of regional and local development. The strategy has a
major duty to explain the roles of major actorsaived in regional and local

development.

Capital projects and programs hold considerablenme® as ways to mobilize
resources to provide results at local level. Cletaategy of regional and local
development is one of the modern approaches aitoiegeate conditions for testable
and balanced development of particular regions afuatry, to reduce interterritorial
differences in employment and income and to realemgional and cross-national
cooperation and integration. Financial resourcesdgional and local development
should come from the budget but in the near futmegor financial resources should

come predominantly from other sources.

Partnership between central, regional and local governmentgogernmental

organizations, private sector and all other magors involved in regional and local
development will create useful forms of efficientdraction, such as participation of
representatives of different institutions in thdiates, initiatives, and procedural
rules for consultations on budget drafting or plagmmajor capital projects in local
areas. The existence of active network of differantors is indicative of the
awareness of the need for joint action and intétirieonal cooperation in revenue

rising for local and regional development.

Finding money to invest in infrastructure and otheublic projects without

jeopardizing fiscal stability has become a hotd¢apimany countries seeking to boost
economic growth. While looking for innovative watgsboost the private sector’s role
in providing infrastructure and other services, ynaountries are also focusing on
how to make more room for public spending. Thetltidns are occurred because of
two fiscal constraints: the overall fiscal balarased gross public debt as key fiscal
indicators used by the IMF. These two indicatorgal@sh links with short-term

macroeconomic stability and longer-term public daigtainability.

Theoretical literature suggests that the pooreionsgand local areas spend a larger
proportion of their budgets on social expenditutesjr lower revenue base means

their per capita spending on such items remainsfgigntly below that of the richer
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regions and local areas. There is evidence thastlihees of spending on social items

and on capital items are inversely related. Riaglegions and local areas use their

higher revenue capacities to finance more cappahding. Such conclusions have
several important implications:

O lower capital spending may influence slower growttpoorer regions and local
areas,

O lower economic growth means that revenues capadfipoorer regions and local
areas will continue to lag behind those of riclegions and local areas,

O in the absence of an adequate equalization sysberar revenue capacities would
doom poorer regions and local areas to inadequat&lsspending and poor
development of human capital, reinforcing the lovgeowth prospects in the
future. (Ter-Minassian, 1997)

To do their major role in coordination and promaoti@f regional and local

development, regional and local governments fduestmain challenges.

The first involves improving the quality and opésatl efficiency of local and
regional governments at the lowest cost. This iegpliaising local administration
productivity, reducing public costs (central stategional, municipal and city and
other), rendering transparency in local governnaativities, and actively involving

the community and citizens in local government.

The second trend concentrates on restructuring réh@tionship between local
governments and citizens and acknowledgement offdabe that citizens are the
customers of the local administration. The shiffafus on citizens as clients in the
public sector depends upon two principal considenat First, citizens are users of
public services provided by local authorities fohieh they pay either directly or
indirectly through the collection of fees and tax&gcond, any particular public
service has a value, price and quality that hasdoespond to the needs and
requirements of citizens in their capacity as tg®ps and users of these services.
Since citizens are clients in the public sectogytthave to be protected against

possible discrepancies in the "price-quality” clatien.
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The third trend is adjustment of local governmesmsl local administration to the
requirements and conditions of economic developneérbcal and regional areas.
Thus, it also includes the search for a reasonbhlance between the public and
private sectors on the local level and the useighfe sector methods and approaches
in local public management. Public procurement atietr forms of contracting are

tools of modern local government.

Increasing tendencies towards liberalization, thertage of funds in practically all
budgets and the process of internationalizatiorcegating new market conditions in
the infrastructure sector of transport, energy,irenmnent and communal services.
This means that public-private partnership is tgword for development at state, as
well as local and regional level. The state's adnfunction is coupled to the
operational efficiency of the private economy. Fcecshows that PPP represent a
viable and actively used project financing alteivest in cases where the project is of
sufficient size and has a high degree of self-foivag induced by cash flow and in

cases where efficiency improvements can be suadissfalized.

The Government of the Republic of Croatia starteith wthe process of
decentralization determining decentralization aes phinciple of its future work in
many areas. The Government continued to expressndsubted political will for
decentralization. However, no documents of a d=daimplementation-level nature
were adopted to determine the objectives, work tbat methods, impose concrete
tasks, define who would be responsible, proposeloies and provide the yardsticks
for performance measurement for the achievemerth@faims of decentralization
(Jurlina Alibegowé, 2004).

Finally, counties, towns and municipalities in Qraashould take advantage of the
opportunities to cooperate, particularly having nmnd the joint realization of
development projects for which individual localfsgbvernment units does not have
enough financial resources, but may benefit mugudatim the project results. There
are so many expected benefit of encouraging thparation between municipalities,
cities and counties in order to achieve commongaald to increase the revenues
necessary to finance local functions, as well atect more funds for investment in

joint capital projects, and through this, to in@esheir credit rating.
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