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Municipal finance
must be reformed to
address Lebanon’s
socio-economic crisis

Sami Atallah, Raneem Baassiri, and Jana Harb

Executive Summary

Without any further delay, the Lebanese government must
rise up to the challenges of an unprecedented humanitarian
crisis. The substantial population shock resulting from the
massive influx of Syrian refugees has placed the already
weak local service delivery system under immense pressure
today. Due to administrative and fiscal constraints,
municipalities are unable to serve the increasing demands
of their growing constituencies, let alone invest in local
economic development.

The municipal finance system is fraught with many
shortcomings and gaps. The Independent Municipal Fund
(IMF) is based on unfair distributional criteria that lead
to an improper allocation of resources. Furthermore, the
disbursement of the funds is non-transparent and most
often not on time. The local taxation system is
characterized by low tax collection rates, lack of a
diversified portfolio of revenues and accumulated unpaid
taxes. Furthermore, municipalities are underutilizing
much-needed complementary fiscal resources that could
fill the investment gaps.

This policy brief calls for setting more equitable
distribution criteria for the IMF as well as improving
timeliness of and transparency in the disbursement of
funds. The local taxation system ought to be revised and
steps must be taken in order to improve the municipalities’
capacities to administer and collect taxes. The government
must reconsider the decision to prohibit municipalities from
taking out loans and must consider and encourage the
role of the private sector in investing in local economic
development in joint cooperation with the municipalities.
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Introduction

A recent World Bank report! on the costs of the Syrian crisis on Lebanon has
depicted the tragic performance of the Lebanese economy. The report finds
that over the period 2012-2014, GDP could be reduced by almost 3% each
year. In addition to the 1 million Lebanese currently living below the poverty
line, the crisis might result in an additional 170,000 falling under the poverty
line. Furthermore, the unemployment rate may be pushed to 20% particularly
hurting the unskilled youth, while the economy is failing to create new jobs
to absorb the increasing labor supply. The massive influx of Syrian refugees has
challenged the already acutely weak and strained infrastructure. This has been
most visible at the local level, where a growing population with increased demands
has placed the local service delivery system under immense pressure today.
The report estimates that at least $340 million will be required over the period
2012-2014 to meet the stabilization needs in the water supply and sanitation
sector. At least $310 million will be needed to reinstate the electricity service
to its pre-crisis level. Similar significantly large investments will be required
to achieve stabilization in
the transport and solid waste
under immense pressure and management sectors by

investments in local economic end-20%4.

development are insufficient nee?i?pf;f pf?;ptde::ﬁ;it:,
the Lebanese central government has not risen up to the challenge. On the
contrary, capital spending as a percentage of GDP has been declining over
the years to reach around 1.7% in 2013 down from 3.2% in 2003. In light of
an overwhelming shock combined with weak public finances, the Lebanese
government must tap on all resources in order to serve the mounting demands
for public goods and services as well as provide local economic development.

In principle, local governments are an important and even more effective
engine for development at the locality level. This is largely because they are
closer to their constituency and as a result they know better its concerns and
needs and are more incentivised and committed to invest in development
projects. The reality, however, is a very grim one. Investments in local economic
development are insufficient, with the share of local government spending in
central government spending (excluding debt) registering only 6% in Lebanon
in 2008 (latest available year) compared to an average of 27% in the rest of
the world (for the latest available years).?

One important tool for securing finances for the provision of services and
local development is the intergovernmental grant system, referred to in
Lebanon as the Independent Municipal Fund (IMF). However, there exist many
gaps in the implementation of an effective and equitable intergovernmental
grant system in Lebanon. The share of these transfers in GDP was equivalent
to only 0.6% in 2011, compared to an average share of 1.8% in Arab countries,
3% in developing countries and 5.4% in industrialized countries (for the latest
available years).? Furthermore, the local taxation system is tainted with
inefficiencies with tax collection running well below its potential productive
capacity. Given these gaps and given the importance of investing in local
development projects that create employment opportunities for local residents
and stimulate local production, the need to reform the IMF, upgrade the
revenue mobilization mechanism of the municipalities and secure other
sources of funds to finance investments arises now more than ever.
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For the purpose of this policy brief, interviews were conducted with ten
municipal council presidents as well as key experts in the field. Furthermore,
on December 19, 2013, LCPS held a closed roundtable discussion with government
officials, municipal council presidents, legal experts and individuals from the
private sector to discuss the role of municipalities in supporting local economic
development as well as possible financing avenues. These two activities aimed
to reflect the municipalities’ perspectives on key problems and gaps in the
municipal finance system, as well as to solicit preliminary recommendations
for reform.

Constrained Municipal Finance System

Municipalities in Lebanon have a vast number of responsibilities to deliver on
in terms of service provision and local development. According to Article 49 of
the Municipal Law (Decree-Law 118 of 1977), any work having a public character
or utility within the area of the municipality falls under the jurisdiction of
the Municipal Council. Challenges in financing these fall under three broad
categories: gaps in the intergovernmental grant system, inefficiencies in the
local taxation system, and under-provision of complementary fiscal resources.

Transfer system: unpredictable disbursements and unfair distribution
criteria

One of the key problems in the municipal finance system is the lack of
independence of the IMF, whereby disbursement of funds is currently left at

the discretion of the central . . oype
government through a joint Municipalities are not aware of how

decree between the Ministry the central government manages their

of Interior and Municipalities
(MoIM) and the Ministry of shares of IMF funds

Finance. Municipalities in general are weary of the multiple authorities that
manage their funds, and there is a cross-cutting sentiment that the money
of municipalities should not go to the central government in the first place.

Another common problem is the lack of transparency of the IMF. Munici-
palities are not aware of how the central government manages their promised
funds and on what criteria deductions are made since data on revenue sources
of the IMF are not publicly available. Municipal council presidents questioned
whether more is owed to them than the announced figures.

Furthermore, municipalities are particularly frustrated with the authority
that the central government has regarding deductions from their accounts. The
central government has been deducting significant funds from the IMF to
cover expenditures elsewhere that may or may not benefit municipalities, such
as the ‘Sukleen bill’, the civil defence, public school registration fees, etc..
This is further complicated by the fact that such decisions are not transparent
or participatory, most often taking municipalities by surprise.

Both municipalities and policy experts criticized the distribution formula of
the IMF as unfair because it leads to an improper allocation of resources. Firstly,
the formula is currently based on the registered population as opposed to the
resident population, which does not reflect the reality on the ground when
it comes to service provision. While the majority of the registered population
emigrated either outside of Lebanon or to cities, several municipalities host
increasing numbers of unregistered residents that are entitled as citizens to
municipal services but are unaccounted for in the distribution of the IMF. On
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the other hand, several other municipalities have a registered population that
exceeds the resident one. In this case, the IMF is distributing funds based on a
population record that surpasses the actual one living under the municipality’s
jurisdiction. Secondly, the formula is based on direct revenues collected by the
municipality. Since direct revenues come predominantly from property-related
taxes, then urban or touristic municipal areas are at an advantage compared
to their rural or agricultural counterparts and receive a larger share of the
IMF. Moreover, the direct revenues correspond to the total amount collected and
do not take into account the tax collection rate. Basically, a large municipality
will be rewarded even if its collection rate is low. As a result, municipalities
do not have an incentive to adopt a more efficient tax collection strategy.
Ensuring that the poorest municipalities receive fair assistance and filling

« s . . the gaps between the rich
The current redistribution policy %> = "o i

adopts a distortive pIroxy for the level highly important. One of the
of development, namely the size measures currently being

o o . taken to ‘level the playing
of the mun1c1pa11ty field’ between rich and poor

municipalities is the development fund transfer that allocates 10% of the IMF
funds (net of all deductions) to small municipalities (those with a municipal
council size equal to 9 or 12). This ‘redistribution’ policy does not reflect the
real needs of municipalities on the ground because it adopts the size of
a municipality as a proxy for its level of development. This is not always
the case since there are many small municipalities that enjoy a high level of
development; meanwhile there are many large municipalities that suffer from
a low level of development.

Another key problem with the IMF is the delay in the disbursement of
funds. Unpredictable and delayed transfers as well as regular and most often
unfair deductions have rendered the municipalities unable to foresee their
revenues and as a result accurately plan their budgets.

Local taxes: low collection rates and overdependence on property-
related fees

Municipalities in Lebanon suffer from low tax collection rates as well as lack
a diversified portfolio of revenues. In addition, there exist many discrepancies
between the municipalities. Some municipalities collect less than 50% of taxes
whereas others collect over 80%. Moreover, despite the fact that municipalities
have a legal right to collect 36 different taxes and fees, in reality however,

. 85% of collected taxes come
85% of collected taxes come from just 3  from just 3 sources: the rental

sources: the rental value fee, the sewage 2ue e the sewage fee, and
the building permits fee.

fee, and the building permits fee several of these 36 fees are
not collected because their
cost of administration far outweighs the revenue they generate. The poor tax

4 collection performance could be attributed to several factors ranging from
Ministry of Interior and s : : :

Municipalities, ICMA weak administrative capacity, inadequate human resources and IT systems,
‘Municipal Finance Studies lack of payment mentality in the constituency, lack of legal enforcement
Program: Final Strategic options, and lack of a proper assessment of the fee rates, among many others.*

Framework’, First Municipal . e e qegs
Infrastructure Project, These constraints render municipalities unable to collect fees, track non-

April 2011. compliance and take the necessary punitive measures.
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Property tax has the potential to generate significant revenue for local
governments. In Canada and the USA, for instance, local revenues from
property tax can be as high as 4% of GDP, compared to 0.6% in developing
and transitional countries. In Lebanon on the other hand, the municipal revenue
from the rental value fee, which is the biggest source of direct local revenue,

was equivalent to only 0.016% of GDP in 2005.> Additionally, the rental value 5
fee is currently an estimated value which allows for its manipulation and thus Ministry of Interior and
.. . . . Municipalities, ICMA.
further constrains its efficient collection. ‘Municipal Finance Studies
Beyond the limited administrative capacity for collection, municipal council Program: Final Strategic

. - . F k' First Municipal
presidents highlighted the problem of accumulated unpaid taxes. Many Iﬁgggircturg;rojg&mlpa

municipalities hesitate in taking punitive measures because they believe that April 2011.
the cost will outweigh the revenue, or out of consideration for the poor economic

conditions of their constituency or to serve the political motives of the municipal

council members in being re-elected by the constituency. Forcing a citizen to

pay millions in overdue taxes is an unpopular decision that municipalities

avoid. Some municipalities even offer reductions or pardons depending on

the case. This case by case follow-up, however, requires a lot more time and

effort by staff members that are already strained.

Untapped fiscal resources for local development

Major fiscal resources are needed for the Lebanese municipalities to be able to
provide better services and to invest in local economic development. Reforming
the IMF and local taxation system is a necessary but not sufficient criterion for
investing in development projects. There was a uniform agreement among the
municipal council presidents . .
that even when a high tax Reform1.ng the IMF and local taxation
collection rate is achieved, system 1S 4 necessary but not

revenues from taxes will not gy ffjcjent criterion for investing in

be enough to cover the .
municipality’s budget. Some local economic development

believe it will barely be enough to cover salaries and operational costs.
Furthermore, even if the share of intergovernmental transfers in GDP rises as
a result of the proposed reforms, it will still lag far behind the average share in
developing and industrialized countries. Additionally, even if the IMF revenues
allocated to the municipalities significantly increase, the increase of funds
available for investing in local development will not be as significant since
only 10% of IMF funds allocated for small municipalities are assigned to de-
velopment projects (Decree 10234 of 2013). Hence, there is a need to provide
municipalities in Lebanon with complementary fiscal resources.

A central avenue to raising capital, which was discussed during the roundtable
of December 19, 2013, is borrowing. Previously, under the Decree-Law 118 of
1977 (Municipal Law), municipalities had the right to borrow from banks.
However, this was then amended by the Law 89/5 dated 5/1/1989 which
prohibits municipalities from taking out loans. Furthermore, under this law
the government is not allowed to act as a guarantor to the municipalities unless
a special decree is passed for that purpose.

A second discussed avenue for financing investments is joint projects between
the municipalities and the private sector. Municipalities can benefit from
their assets and employ them to enter into a partnership with the private
sector that will fund the investments. These investments will create employment
opportunities for the local residents as well as stimulate the local production.
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Furthermore, if these investments are made in revenue generating projects they
will secure a new revenue source for the municipality in the future. Despite the
emergence of disagreement over the nature of the partnership, all participants
including municipal council presidents and government officials echoed the impor-
tant role the private sector can play in investing in local development projects.

Municipalities have a legal right to establish joint projects with the private
sector, and in fact many local projects in Lebanon have been implemented
in partnership with private companies with some being very successful. For
instance, the Municipal Union of Jezzine has invested in several eco-tourism
projects in partnership with the private sector such as ‘La maison de la foret’
which has proven to be a very important revenue generating project for the
union. The municipality of El Ghbayrie has also jointly implemented several
investment projects with the private sector such as a sports stadium, a disaster
council, as well as social and health centers. These projects have created many
employment opportunities for the residents of the municipality as well as
generated local production. In addition, the law states that there are numerous
incentive mechanisms, such as tax incentives, available for the municipalities
to use in order to attract entrepreneurs to invest in the area and thus boost
the local revenues. However, due to governmental requlations, the majority
of municipalities are unaware of these incentive mechanisms, are not in a
strong position to enter into a partnership with the private sector or are unable
to employ their assets (particularly land) to enter into such contracts.

Policy Recommendations

In light of one of the gravest humanitarian emergencies of its kind in Lebanon,
the Lebanese government with the assistance of the international community
must promptly act in order to mitigate the destabilizing consequences. The
situation at the local level is already quite bleak. On top of that, municipalities
are administratively and fiscally constrained and as a result are unable to
properly and effectively deal with the situation.

The municipal finance system must be strengthened and to that end the
major challenges in the system identified in this policy brief must be addressed
by the government without any further delay. Reforming the municipal finance
system, however, should be preceded by and accompanied with enhancing
the intergovernmental dialogue. It is vital that the voice of municipalities
is captured as the debate on municipal finance progresses.

This policy brief calls for closing the abovementioned gaps in the IMF,
increasing the efficiency and revenue generation of the local taxation system
as well as facilitating the mobilization of complementary fiscal resources:

Closing the gaps in the IMF

The intergovernmental grant system in Lebanon with all its shortcomings is
failing to support the municipalities in the provision of services and local
development. Given that the IMF is the main source of revenue for several
municipalities (where it makes up 36% of municipal revenues on average
while in some smaller municipalities this figure goes up to 90%), it is critical
that policies that address these shortcomings are adopted. To increase the
efficiency and fairness of the IMF, the government must reform the disbursement
mechanism as well as redefine the distribution criteria. The recommendations
for reform fall under two sub-components:
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Towards more transparent and predicable IMF disbursements

In order to decrease the uncertainty and instability in municipal budgeting

and planning, the following policy reforms must be implemented:

m Establish a new independent institution to oversee and manage the IMF
which would be subjected to oversight by the Court of Audit.

m Disclose tax collection figures in order to make the IMF's revenue source
transparent.

m Stop all deductions especially those that are unrelated to municipalities.
In addition, provide more information on the deductions from the IMF
made in recent years and include the municipalities in this decision making
process.

m Streamline and simplify inter-ministerial procedures for the annual
disbursement of IMF funds in order to improve timeliness (consider reinstating
a ministry of municipalities for this purpose).

Towards more equitable distribution criteria

The policy reforms required to reflect the actual needs of municipalities,

reward those that exert an effort in collecting taxes, and close the gap between

poor and rich municipalities are:

m Revise the distribution formula and replace registered population with
resident population in order to correspond with the service-providing
responsibilities of munici-

palities to citizens.

m Revise the distribution
formula and add the tax
collection rate as a criterion
in order to increase equity
among the municipalities

The new IMF distribution criteria must
reflect the actual needs of municipalities,
reward those that exert an effort in
collecting taxes, and close the gap
between poor and rich municipalities

as well as incentivize them
to exert more effort in collecting their own taxes.

m Fix a standard minimum level of funding for all municipalities, in order to
allow poor municipalities to cover basic costs.

m Determine poorest municipalities in need of additional development
assistance by assessing and classifying municipalities according to their
development level and not size.

Several interviewed policy experts and municipal council presidents proposed
a more radical change to the IMF distribution system, mainly eliminating the
IMF all together. A proposed alternative to the IMF was the establishment of
a local development fund that would finance municipalities on a project basis.
This body would seek to empower municipalities to enhance their own revenue
as well as invest in long-term developmental projects.

Enhancing the local taxation system

Due to inefficiencies in the local taxation system and weak administrative
capacities, direct municipal revenues are low and lack diversification. Enhancing
the local taxation system is necessary because it promotes the fiscal autonomy
of municipalities and as a result improves their ability to carry out the
broad range of tasks they are entrusted with by the law. In order to raise
and diversify the direct local revenues, the following policy reforms are
recommended:
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m Fund projects to improve local capacity to administer and collect taxes and
address reasons for non-collection.

m Revise the taxation system and fix the estimated rental value fee, which
is the biggest source of local revenue, on a national level in order to stop
manipulation.

m Consider allowing “blanket pardons” on old accumulated taxes.

Mobilizing complementary fiscal resources

Lebanon falls short compared to other countries of the world when it comes

to the share of local spending in central government spending. Although
reforming the IMF and local

The participation of the private sector iaxation system will boost
in investing in local development must the local revenues and ensure

be encouraged while ensuring that

a greater degree of fiscal
autonomy, they are unlikely

municipalities fully understand the 1 cover the investment needs
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ensuing benefits and costs for municipalities. One way
to deal with the shortage of

capital is to allow municipalities to borrow funds for investment. To that end,

it is recommended that the Lebanese government implements the following

reforms:

m Assess the creditworthiness of municipalities and identify those that are
creditworthy.

m Revise the decision to prohibit municipalities from taking out loans from
the bank and consider expanding the role of the IMF to make it act as a
guarantor to the municipalities wishing to borrow from banks.

m Transform the IMF into a development fund that would provide loans to
municipalities wishing to undertake medium to long term development
projects. The Fund will still retain its current role of disbursing revenues
from the central government to the municipalities. However, in this case
municipalities can choose to borrow against their share of funds which will
serve as collateral for the IMF.

Furthermore, municipalities have a legal right to mobilize other sources
of funds but are restricted by the regulatory system instated by the MoIM.
One possible financing avenue is establishing joint projects with the private
sector. Consequently, in order to boost investments in local economic
development, and building on the existing experiences of several municipalities
with the private sector, it is recommended that the Lebanese government
implements the following policy reforms:

m Encourage the participation of the private sector in investing in local
development while ensuring that municipalities fully understand the benefits
and costs of such a scheme.

= Remove the barriers obstructing municipalities from making use of their
assets and streamline bureaucratic procedures.

m Equip municipalities with the technical and legal knowledge required for
the establishment of a fair and fitting deal with the private sector. In that
respect, it must also encourage municipalities to seek help from the Higher
Council for Privatization which provides technical aid as well as legal
consultation on collaborating with the private sector.
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