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ABSTRACT

The aim of this study was to compare the Repreeatdax System and macro basis
of revenue allocation in Kenya, in relation to dqeaion systems. The study sought to
address the following research question, do theesgmtative tax system and macro
basis of revenue allocation ensure equity in tladier of resources in Kenya. The
population of the study comprised of all the 142gdwundred and forty two) local

authorities in Kenya.

The study used descriptive design and a censusotheffescriptive survey design was
preferred because it enables the researcher toilakeglce area of research and explain
the collected data in order to properly investighie differences and similarities. The
study used secondary data for the last 10 yeargedeirom the financial records of the
142 local authorities in Kenya. Secondary data ngpdrtant in establishing the

relationship between the dependent and the indepp¢ndriables.

The results of the study indicate that the macrdehperforms better the variations in
funds allocated to counties than the representédivesystem. The results alo show that
population carried the highest weight in explainfagtors that affect funds allocated to
local authorities with an index of 60%. Other fastavhich included land area, equal
share, fiscal discipline and poverty level had erption weight of 31%, 27%, 26% and

14% respectively.

Xi



The findings indicate that, the relationship betwedl the variables (that is, poverty
level, equal share, land area, fiscal disciplim&l population as well as funds allocated
to local authorities) with each other is signifitat 95% confidence level. The study
revealed that, for equalization transfers to cougdyernment, population within a
particular county is the main consideration givhatt the higher the population, the
more cost of maintenance of infrastructure givem [diter's rate of usage. Given the
large jurisdiction to the local authorities the mam amount allocated to such county

will be far much higher.
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CHAPTER ONE

INTRODUCTION

1.1 Background to the study

Equalization is one of the primary fiscal arrangataebetween the federal government
and the counties. Equalization systems are typicdiksigned to make aggregate
treatment by government equal across sub natianadjctions. This is typically done, at
least in part, by equalizing potential governmeetenue by somehow transferring
revenues across jurisdictions so that they canrcaffamilar levels of expenditure at
similar tax rates. The amounts necessary to traaséetypically calculated on the basis

of tax rates and Representative Tax System (RT&db@oadway and Shah, 2007).

Macro basis approach is whereby a single indicatnoch as personal consumption of
state output is used to measure the potentiall fisaygacity of states. The macro basis
approach may be better suited for federations, sschhose in developing countries,
whose public accounting systems make it difficudt dapply the representative tax

approach and are forced to rely on something sinfjj#édson, 1996).

The representative tax system approach is the loae equalizes the ability to raise
revenues based on the actual practices of statéseirfederation. Because the RTS
measures fiscal capacity based on the actual tstersg states use, it implicitly takes

account of differences in the ability to raise mawe from different revenue sources. The



system is relatively complicated one, however, agltks on judgments for choosing

representative tax bases when states adopt véeyaiif policies (Wilson, 1996).

One of the key features of the equalization progisits redistributive role with respect
to both fiscal and economic disparities. Accordindghe equalization program attempts
to analyze the redistributive effectiveness of¢heent Equalization program and its two
alternatives; formulas based on macro-economiofacnd on fiscal needs. The macro
approach to Equalization “measures provinces fisaphbilities without reference to the
actual tax system of the provinces but instead; #te determined on the basis of macro
measures of income or production from which taxes paid (Courchene, 1982).
Equalization payments under the macroeconomic agpraare calculated using the
formula presented by Courchene in his book “Eqa#ibn payments: past, present and

future”

1.1.1 Theoretical Background

Barro (2002) view a macro base as a simpler apprttaequalization, unencumbered by
some of the problems of the RTS (such as the ratebase tax-back). For Barro (2002),
simplicity is a goal in itself, and the best basene that best approximates the current
equalization results. Boothe and Hermanutz (1998), example look at three
possibilities; provincial Gross Domestic ProductD@), personal income by province,
and an adjusted personal income in which modificetiare made from inventories,

provincial transfers to individuals and federaldsyaid, settling on the last.



Usher (2002) notes that even in counties with sifgated accounts, the measurement of
bases is not always straightforward. This meanstb@aRTS approach is not as different
from the macro approach as theory might have ithtnCanadian system, for example
about 45 percent of equalization payments are ttijrdzased on personal income

taxation. Personal income is also used as the foaseveral other tax sources, because

the true base is hard to measure.

The objective of equalization is to reduce diffeesnin the ability of state governments
to provide public services, if not eliminate theliogether. These differences depend not
only on the ability to raise revenues but also o needs and costs of providing public
services. Since much of the state spending is B Ipaiblic services to citizens, such as
education, health and social services, needs fdtiqservices will depend on the
demographic makeup of the population by age, dkdhlth status, and so on (Dafflon,

2004).

One of the main criticisms of the RTS approach am&tlian has been its complexity and
hence lack of transparency. This has been a maptivation for suggesting the use of
some macro measure as the base, although someeomé#asures suggested as
alternatives are themselves quite complicated. anada, where provinces have wide
taxation powers, 37 provincial revenue sourcesraleded in the calculations. For many
of these sources, provinces differ in the exacndefn used in tax collection. Provinces
may, for example, exempt different items, suchhaklien’s clothing from sales taxation.

Taxes may be per unit or based on value. This m#daatsbases, for the purpose of



calculating equalization, must be standardizedsscpsovinces through negotiation. The
resulting “notion” bases may not correspond to dage actually used, and revenues
assumed in a province may not correspond to aotwahues. The inclusion of property
taxation, where the base is market value, has mpiedeparticular problems, as not
everyone agrees that high property prices repreaenincrease in fiscal capacity

(Boadway and Shah, 2007).

Codification of equalization schemes is essentiseftablishing arrangements that foster
the stability and sustainability of public budgetghin a multi-government framework.
Codification also enhances the transparency of &g relations and facilitates budget
preparation and execution. Most equalization sclsdmage evolved in response to ad hoc
political necessities and claims. Once entrencltbd, rules tend to be stubbornly
defended, chiefly by government that would lose wuder a new scheme. The ad hoc
nature of shocks to a transfer scheme, indifferemgedonor governments, and the
military of beneficiaries render major revision dfansfer arrangements almost
impossible. Two types of equalization schemes amlibtinguished; interregional and

interpersonal (Spahn, 2004).

Courchene (1984) has analysed the macroeconomimagp to equalization. In his

words, the macro approach is a sharp contrast yoalarnative because “it measures
provincial fiscal capacities without reference be tactual tax system of the province to
the actual tax system of the provinces using thasmes of income or production from

which the taxes are paid”. Currently, many problesome from using RTS; therefore



Courchene (1984) proposes to use the macro-appeamtie resolution. Unfortunately,
with all its mathematical simplicity, the cons agsted with the first of all, if any
revisions in the measure of provincial GDP wergal® place, it would directly affect the
formula. Secondly, concerns may arise regardingiieeof the GDP macro base defined
as the net of indirect taxes as a replacementeofatk base. Finally, the statement from a
background paper of the Departure of France, Cemel{1984) outlines that “the macro
base does not relate to the real world of what that provinces actually tax, but rather to

what they have available to tax.

1.1.2 Contextual Background of Revenue AllocatiomiKenya

Commission of Revenue Allocation (CRA) as set ugaurArticle 215 of the constitution

of Kenya is the only institution with a legal matelao provide revenue sharing
recommendations to parliament. CRA’s core mandstéoirecommend the basis for
equitable sharing of revenue raised nationally betwthe national and the county
governments; and sharing of revenue among the g@avernments. CRA has based its
calculations on vertical and horizontal sharingedtions. Vertical allocation is share
between the national and county governments isdbaisehe cost of functions of the two
levels of governments. Horizontal allocation is #t&re of revenue among the county

governments.

The Commission on Revenue Allocation (CRA) in Kenya its proposal has
recommended that county governments should recaitetal of Kshs. 203 billion

representing 33 percent of the national total reeenThe commission on Revenue



Allocation says that in case parliament approvesdhproposals, the allocation formula
below will be employed for the first three finarcygars under the devolved governance
structures.

County Equitable Share Formula

Ca=Y (Pi + PVi +Ai+BSi+FDi)

Where

Ca = County Equitable Revenue Share

P = County’s Share of Population Component
PV = County's Share of Poverty Component

A = County’'s Share of Land Area Component
BS = County's Equal Share Component

FD = County’s Share of Fiscal Discipline Gmment

County Revenue Share; is a dependent variableclégtR02 and 203 of Constitution of
Kenya (CoK, 2010) provide for the equitable shand5% of revenue raised nationally
between county governments.

County’'s Share of Population Component; is an ieddpnt variable. The population
parameter was selected due to the fact that the observices in any given area depend
on the population size.

County’s Share of Poverty Component; is an indepenhdariable. The poverty threatens
every poor Kenyan irrespective of their location.sAnsible government will adopt
policies that institutionalize pro-poor programsad at getting the rich to supplement

the course for the poor.



County’s Share of Land Area Component; is an inddpat variable. The land parameter
is based on the fact that the cost of service églidepends on the size of a county and
the formula proposes to allocate an equal amoueath square Kilometre of land. Land

size and terrain have a direct relationship with¢bst of providing the public goods.

County’s Equal Share Component; is an independamiaiMe. Decentralizing and
equalizing development across the country can lbeewaed by capacity to deliver
services to the under-developed and rural areas. géps in operating systems and
processes of counties vary and should be addrdsgezbmmitting enough financial
resources. The weight should equally be appliggutan place systems and processes to
address shortfall in skills necessary for the cesnto effectively deliver on their

mandate.

County’'s Share of Fiscal Discipline Component; is iadependent variable. Fiscal
discipline was identified as a parameter that wduldd financial performance incentive
mechanisms that would ensure proper financial mamagt and the exploitation of

revenue potential.



Table 1.1 Commission of Revenue Allocation (KENYA)

Parameters Percentage of sharing
1. Population 47.6
2. Equal share 21.6
3. Poverty 17.9
4, Land Area 8.3
5. Fiscal Discipline 3
6. ‘Others’ 1.6
Total 100

Source: Commission of Revenue Allocation Monthly Reort (July 2012)

Parliament will have to approve two funding Biltee Division of Revenue Bill which

deals with sharing of revenues between the natiandl county governments and the
county Allocation of Revenue Bill which relates hte sharing of revenue among the
countries, at least two months before the end o éiaancial year. The Commission of
Revenue Allocation also recommended that the Ezptédn Fund which translates into
0.5 percent of the total revenue of the nationalegoment should be disbursed from the
financial year 2013/ 2014 at which time it is exeelcthat the county governments will

be functioning.

1.2 Statement of the Problem

Wilson (1996) suggests that rather than using #pgesentative tax base to calculate

transfers, some more “macro” measures, such asngralv per capita GNP, could, or



should, be used. He further explores the argumtamtsand against this alternative
approach and discusses what the best basis tonusaldulating equalization transfer
might be. Wilson (1996), again examines whetherRbpresentative Tax System (RTS)
or macro bases better satisfies the theoretic#figations for equalization systems and
whether, even if the RTS is theoretically bettemacro system could approximate the

system in a simpler and less costly manner.

It is important to examine the different types wtler-governmental transfers to be clear
about what equalization is meant, and not meadbtdEqualization is not meant to deal
with vertical equity, the transfer from rich to pomdividuals (Boadway, 2002). It is
meant to ensure horizontal equity, the principbg thke individuals are treated equally by
the government wherever they live. Therefore thusls seeks to find out, the comparison
between representative tax system and macro basisgiialization systems in Kenya,
and whether equity in transfer of resources idyfaccomplished. In several transition
economies, local governments are given a shareaxs#st collected by the Central
government. Such sharing is common in all of thenfer Soviet republics as well as in
Hungry, Poland, the Russian Federation, and Ukranteere some or all of personal

income tax is shared.

Part of the reason for this sharing can be founthen growing revenue requirements
associated with fiscal decentralization. In the s Federation, the central government
now shares all its personal income tax a portion/Afl, and a portion of corporate

income tax with the oblasts. In Romania local gowegnts have a claim on both profit



and dividend taxes levied by the central governnoeniocally owned enterprises (Bird,

Ebel, and Wallich, 1995).

Canada uses macro bases variables to determinkzatjoa though the RTS is still used
to define the base. Australia has a body in theenahtommonwealth grants commission
which regulates the equalization. Their systemudet “needs” and “costs” differences
in the formula. South Africa’s equalization systethe provincial equitable sharing
system depends on needs, as provincial own-soavenues are small. One component

of these needs is calculated on the basis of datdmacro bases variable.

Otieno (2009) studied the influence of local auttyotransfer fund (LATF) on the
sustainability of local authorities in Kenya, andgsed out the case of Siaya County
Council and Siaya Municipal Council in Siaya Couritgcal authorities play a critical
role in the development process and public serdelerery in Kenya, as observed by
Mitullah (2005), in her research entitled “managatnaf resources by local authorities:
the case of local authority transfer fund in Kenysfitullah (2005) again observed that
resource allocation method for revenue, workforaed aequipment for specific
assignments provides local authorities with a decisnodel for matching assignments
with available financial resources, in an optimayw In other words will ascertain
whether the system is appropriate for equitablemae allocation and transfer to the
Kenyan citizens. There has been no study carrigdirolKenya on the comparison
between representative tax system and macro basisgbialization systems in Kenya.

Therefore this necessitates a study to fill thestexgy knowledge gap. The study seeks to

10



address the following research question. Do theesgmtative tax system and macro

basis of revenue allocation ensure equity in thedier of resources in Kenya?

1.3 Objective of the Study

To compare the Representative Tax System and nimsis of revenue allocation in

Kenya.

1.4 Value of the Study

The study will benefit the Commission of Revenudogdtion in arriving at a formula
which will enable it fulfill its core business ofl@cating revenue to the 47 counties in
Kenya. This study will be useful to academiciand aaholars interested in the issues of
tax system, funds distribution and allocation, atfter related equality issues. The study
will be beneficial to the government since it wille able to formulate policies,
procedures, guidelines on the equalization of fearieg resources using the

representative tax system (RTS) and macro basis.
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CHAPTER TWO

LITERATURE REVIEW

2.1 Introduction

This chapter presents discussions that form thkgoaand of this study. It starts with 2.2
which give the theoretical literature of the study3 which explain the empirical
evidence of previous studies in this area of st@¥,gives the determinants of revenue

allocation, and finally 2.5 which is a summary dission of the study.

2.2 Theoretical Literature

The discussion of macro bases has been in thextafteountries with well — developed
lower-level government tax systems. These provinaksystems are seen as leading to
differences in net fiscal benefits across like wlials in different provinces. The
guestion is whether some macroeconomic variablerdttan the RTS might be a better
basis for equalization to eliminate these diffeemadn many countries the lower — level
government tax base is very limited. Provincial ggovments may be constitutionally
assigned few tax sources, resulting in large figagls and transfers from the central

government to all provinces (Smart, 2002).

Explicit representative tax system capacity eqa#ibn grants are common in industrial
countries but rare in developing countries. Instezghtral government authorities in
developing countries have adopted a variety of @@ dystems to address differences in

local fiscal resources while attempting to preseagpropriate incentives for local fiscal

12



effort (Boadway and Shah, 2007). Any good transfetem, should distribute funds on
the basis of a formula. Discretionary or negotidtagisfers are always undesirable. The
essential ingredients of most formulas for generahsfer program (as opposed to
matching grants, which are specifically intendedit@ance narrowing defined projects

and activities) are needs, capacity and efforts.

Macro bases indicators face measurement issuesufAarmd Vaillancourt, 2001). In
addition they serve the objective of redistributi@iher than equalization; instead of
equalizing the capacity to provide comparable kel public services at comparable
levels of taxation. They attempt to equalize pepiteanational income within sub

national governments.

Three approaches are used to measure the caphgiby@nment units. One is based on
macroeconomic figures, such as GNP or nationalngecalculated per government unit
and per capita. The other two approaches are defieen the tax system. One is based
on the total taxable resources (TTR). The othéased on an RTS for an approximation
of taxable capacity. None of these models is exefnpi criticism and factual

weaknesses (Difflon, 2004).

Transfers are based on a measure of each jurmuictpotential revenue — raising
capacity such as assessed values for property texrasasured tab bases for other taxes.
If all governments choose the target tax rate, cipdifference are fully equalized and

all jurisdictions have the same (per capita) fisesburces of course, if local government

13



can directly or indirectly manipulate the proxies €apacity used in the transfer formula,
capacity equalization may induce undesirable ineestefforts. Indeed, Smart (1998) has
argued that capacity equalization may drive loaglrates higher than is desirable from a
national point of view. Measured tax bases will grally decrease as tax rates rise for
instance, as higher taxes are capitalized in ptpp@lues and economic activity moves
to other jurisdiction (or more lightly taxed tramtans). Consequently, local

governments that raise their tax rates above tigettavill see their tax bases depressed

and their transfers rise.

Proposals for specific macro basis measures vapertding partly on the perceived
problem with the RTS approach. In general, the psafs are variants of measures of the
aggregate resources available to residents ofiarrelleasuring this exactly needs to be
traded off against simplicity, as the complexity toe RTS approach is one of the
criticisms leveled against it. Barro (2002) suggtdsit a correct measure would be
provincial GNP modified to take into account tayasd to, and subsidies received from,
the federal government and the ability of the pmoei to raise tax revenue for non-
residents by exporting taxes. Others such as Sfg@@2) and Boothe and Hermanutz
(1991), propose simpler measures, such as proVi@E®. These considerations strongly
suggest the use of an equalization formula theased on potential tax revenues relative

to some measures of average potential.

Barro (2002) proposes macro bases as measurescaf fiapacity, by using GNP, or a

modification of GNP, as the base on which to cataitransfers. He argues that the best

14



measure of provincial GDP or provincial GDP modifi® take into account transfers to
and from the federal government and the possilofitgaining access to further resources
by exporting taxes. Barro (2002) argues that whetthepend these overall resources on
private or public consumption is a political deaisiand that only the overall level should

thus be considered.

An active debate is under way over horizontal figgualization. The literature on the
design of equalization transfer distinguishes betwerevenue equalization and
expenditure, or needs equalization. The combinadfdooth is often referred to as need—
capacity gap equalization. The distinction betwebiffierences in needs, costs and
expenditures, or the need — capacity gap, is tanfevident and presents a great deal of
conceptual and technical difficulties. Moreoversheategories do not inform whether
transfers for the purpose of equalization shoulchbezontal equalization. In order to
implement equalization should be horizontal or ieatt(Ahmad and Craig, 1997). The
needs — capacity gap refers to the residual betweesnue capacity and expenditure

needs of sub national governments.

Usher (1995) stresses two other related argumeéintst. is the point that under some
circumstances, the RTS approach requires the @manéfrevenues from poor provinces,
as measured by GNP per capita as the base folatalguequalization would ensure that
this could not happen. In Malaysia, for example, tiwo states on the island of Borneo,
Sabah and Sarawak, have the largest share of guatralesource rents, one of the few

revenue sources allocated to the states. In batessthowever, average income is well

15



below the Malaysian average- equalization of stgieernment revenues in this case
would require transfers from the poor, at leastmeesmsured by average income, to the

rich.

2.3 Empirical Evidence

2.3.1 Empirical Evidence on Revenue —Sharing Formas

In most transition economies, tax sharing is dam¢he basis of some indicators of origin
or accrual (Bird, Ebel, and Wallich 1995). In sisyfstems, the objective of tax sharing is
merely to offset vertical fiscal imbalances. Cehtax powers use tax sharing to provide
subnational governments ensured sources of revemti@n the framework of

harmonized taxes. This sharing may be required usecasubnational capacity to
administer taxes is lacking, or it may be a deblbem@ttempt to minimize disharmony in

the tax system arising from the subnational leviegés.

Some countries have a tax-rental arrangement ichwtiie central government collects
the provincial tax and distributes the proceedsttms basis of origin. An important

example of the tax-rental arrangement was therlgasfi the power to levy income tax by
the states to the commonwealth government in Astduring World War Il. The

arrangement continued even after the war. Thesstateeived an income tax entitlement
grant that was eventually merged with the geneatg given to offset fiscal disabilities
on the basis of the estimate of revenue capacity erpenditure need by the

Commonwealth Grants Commission (Mathews and Grel@8l7).

16



The revenue-sharing systems in India and Pakistaived from a common system
developed before partition under the Governmerihdia Act, 1939. In both countries,
the constitution provides for tax sharing and ficmmommissions determine the shares
provincial governments receive. In Pakistan thestiution of 1973 mandates sharing of
the major taxes collected by the central governmiEme excise duty and royalty on gas,
the surcharge on gas, the royalty on crude oil,@ofits from hydroelectricity are shared
among the provinces on the basis of origin. Revdrare income taxes, sales tax, export
duties on cotton, and excise duties on sugar dngctm are shared by the federal (62.5
percent) and provincial (37.5 percent) governmeReszenues are distributed among the
provinces based on population. The scheme of taxrghis determined by the National

Finance Commission, which has a checkered histingl, 1998).

In India tax sharing is used extensively, not awlyoffset vertical fiscal imbalance but
also to deal with horizontal imbalances. The dsition and allocation of tax revenues is
determined by the Finance Commission, which, oeryears, has included a variety of
factors capturing backwardness, cost disabilitg, m@ed—with varying weights assigned
to them-in the distribution formula. The most recda2th) Finance Commission
recommended that the states receive 30.5 percetiteofax revenue collected by the
central government between 2005 and 2010. The ghateindividual states receive
depends on five factors: population (25 percengivgj distance from the state with the
highest per capita GDP (50 percent), area (10 pBtdex effort (7.5 percent), and fiscal
discipline (7.5 percent). These factors represememue and cost disabilities as well as

expenditure needs.

17



Revenue-sharing systems are intended to providepamtent revenue sources to
subnational governments by minimizing tax dishargn@nd distortions. When the
revenue share is distributed entirely on the baisaccrual, the system is meant merely to
offset vertical fiscal imbalance. Such a systenusgssfiscal autonomy to the extent that
it provides an independent revenue source, reirmioyancy over time if the ratio that
is shared is not reduced, and minimizes distortlpnavoiding tax competition. In some
countries, such as Pakistan, the bulk of revenaeirgh is based on population (Shah
1998). Population is a basic “need” factor thatdfistem takes into account, and it helps
ensure per capita equality. Other cost and revelmabilities are not considered under

this design.

The Indian system takes into account a number efl rad performance factors in the
tax devolution formula. This design has led to salveroblems. First, in trying to contain
the overall level of transfers, the finance cominiss have, over the years, increased the
complexity of the formula by including capacity anded variables. The Eighth and
Ninth Finance Commissions took into account theisg of per capita state GDP and the
distance from the state with the highest per cap#®. Second, the choice of variables
and the weights assigned reflect the judgmenth®fcommission and are not based on
any objective considerations. Third, weighing npiéi variables has often caused the
effects of one variable to offset the effects obther. The measures of tax effort, for
example, were positively related to per capitaes@DP. Earlier commissions took both
accrual and backwardness into account in distmiguthcome tax. Inclusion of various

backwardness variables in the devolution factorsbycessive commissions created an
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incentive for the states to minimize their own mentions to reduce backwardness.
Fourth, to provide an incentive for states to adoptctive family planning agenda, the
commissions were directed to use 1971 populatioa wherever population was used in
the devolution formula. This factor penalized stateith high population growth

attributable to migration from other states.

Including capacity and need variables as critarradx devolution makes the tax-sharing
scheme work as a substitute for block grants. giets, such tax sharing tries to offset
fiscal disabilities and attempts to resolve bothizumtal and vertical fiscal imbalances.

Some important differences exist, however.

First, as long as it is possible to measure thabilisy, unconditional grants to offset
revenue and cost disabilities can be targeted @opttovinces with the disability. In
contrast, tax devolution based on general indisatsr received by all provinces,

according to the values of the variables they cefle

Second, the share in taxes increases over timendem on their buoyancy with respect
to incomes and prices. In contrast, unless theyexspécitly linked to price changes or a
growth rate is explicitly factored in, grants aret mesponsive to changes in prices and
incomes. This could be important when the intergovental transfer formula is decided
once every five years. Not surprisingly, in theiepdsitions before the finance
commissions, the states in India have argued farger volume of transfers through tax

devolution than through grants.
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Third, grants can be designed to affect aggregstalfperformance in states. In contrast,
tax devolution affects only the economic varialdbssen for distribution. If any of the

variables is within the control of the states, fhistor could result in the moral hazard.

2.3.2 Empirical Evidence on RTS and Macro Basis

Most case studies presented in Shah (1996), Ahd®R@i7§, and Farber and Otto (2003),
equalization of the expenditure needs of sub natignvernments or local governments
is vertical. At first sight, only Australia and Dmiark seem to be ex captions in horizontal
equalization. In order to implement equalizatioagyams, policy makers at higher levels
of government require accurate measures of thalfandition of lower — level units.
Such measures are needed to determine whetherritlespaustify action and to design

the appropriate equalizing formula (Ladd, 1999).

Recent research on using macro bases variablestéondne equalization has been on
Canada, although even there the RTS is still usedkfine the base. There are several
reasons for this interest. First, Canada has alyhigveloped equalization system. The
provinces have extensive tax powers, they diffgnificantly in the make-up of their tax
bases, some provinces have large resources revemge,average incomes differ
significantly across provinces. These factors Hadeo a long concern with equalization,
going back to the 1930s; resulting in a comprehenBTS- based set of arrangements

(Boothe and Hermanutz, 1999).
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The entitlements calculated on the bases of the &Itbneeds requirements determine
not the actual amount of transfers, as in the Ganaslystem, but the “relativities”. The

federal government sets an overall transfer amoamd, these relativities are used to
allocate the amount among the states. Like the @anaystem, the Australian system

uses the RTS approach to calculate equalizatiotteenénts, at least on the revenue side.

Variables other than state tax rates and basestdotae formula, however in calculating
needs. These calculations reflect costs and denfectdrs for each of expenditure
components. The Australian system therefore braadé®e information used in
calculating equalization entitlements beyond thia dsed under the RTS, but it does not
use macro variables of the type proposed in Carsaath, as provincial GDP (Courchene,

1995).

The Australian system differs from the Canadiariesysin several ways. First, and most
important, is the existence of the commonwealtmigr&ommission. This commission
acts as an arbiter between the states and theafegerernment and handles much of the
administration and allocation of federal — statangs. The Australia system includes
“needs” and “costs” differences in the formula, tbatetermined by the commission.
Second, relative to their expenditure responsiedjtstates in Australia have smaller tax
bases than do Canadian provinces. This result stades facing fiscal gaps with the
federal government and thus in the federal goveminteansferring fund to all states full
equalization occurs without any need to have ricdtates transfer directly to poorer

states (Courchene, 1984).
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South Africa’s equalization system, the provindijuitable sharing system, depends
completely on needs, as provincial own-source regerare small. Less than 3 percent of
provincial expenditure is financed from own-soureeenues. As with other needs-based
approaches, transfers are determined by a varfetlemographic and other variables.
One component of these needs is calculated on dbes lof a standard macro bases
variable; the share national remuneration of emgdgyearned by employees within the
province. Changing this measure to provincial GD#3 Ibeen proposed. The South
African system is based on seven needs componests, weighted according to the
component’s importance in the past. The seven coeme are education (41 percent),
health (19 percent), welfare (18 percent), a basimaponent (7 percent) an institutional
component (5 percent), and a backlog componenei@pt). The needs requirements for
each province for each component are calculatedsanuned to arrive at the provincial
share of the grant. The provinces are then fredldaate their revenues, including these

transfers, as they choose (Financial and Fiscahussion, 2004).

The method of equalization also differs across @og. Australia, Canada and Germany
equalize per capita fiscal capacity using the regmeative tax system; Switzerland uses
macro tax bases. It devotes 19 percent of equaizéihancing to cost equalization using

eight factors; population size, area, populationsity, population older than 80, number
of large cities, number of foreign adults residmtmore than 10 years, unemployment,
and number of people requesting social assistainoe the Canton. In Germany actual

rather than potential revenues are used in thdsalatons, as both actual and potential

revenues are the same due to the uniformity ot gt bases and tax rates through
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federal legislation. China uses potential revenaldsough they equal actual revenues
when there is uniformity of tax bases and tax raaesmandated by central government

legislation in China (Boadway and Shah, 2007).

Serious concerns have been raised about the gHaeBs of the intergovernmental
transfer system in India, and studies have linkaues of these problems to the way in
which its legal architecture has evolved. The imeatent of several agencies in the
intergovernmental transfer system has been criicias inefficient and wasteful. In a
leading study of Indian fiscal federalism, Rao &wdgh (2000) find “some evidence to
support the hypothesis that states with greateitiqgadl and economic influence or
importance receive higher per capita transfersis hlas been facilitated by a reduction in
the percentage of fiscal transfers determined basedbjective factors in favour of

increased discretion.

Khemani (2003) confirms that political bodies witthaonstitutional authority, such as
the planning commission, have a tendency to awamdd based on political
considerations (such as party affiliation of thatetgovernment’'s ruling party or
coalition). With respect to central ministry grankhemani (2003) finds that “national
politicians indeed pursue disaggregated targetingdividual districts to serve particular
political objectives”. Constitutional rules thattelamine intergovernmental transfers, it is

concluded, to indeed make a difference.
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Mitullah (2005), observed that resource allocatmeathod for revenue, workforce and
equipments for specific assignments provides lac#horities with a decision model for
matching assignments with available financial reses, in an optimal way. Local
authorities play a critical role in the developmenbcess and public service delivery in
Kenya, as observed by Mitullah (2005), in her redeaentitled “management of

resources by local authorities: the case of log#iaity transfer fund in Kenya”.

2.4 Determinants of Revenue Allocation

Designing horizontal revenue equalization and alion is quite crucial. The first is the
measure of the local governments’ financial capaaidicators. The second is the
insertion of the individual local governments’ iodiors into a suitable equalization
formula. In practice, such an abundance of measamdsformulas exist that technical
explanations and comparisons of selected schemagee huge analytical effort (Faber
and Otter, 2003). Best practice analyses are h@tast, because each system is tailored
to the needs and circumstances at the particidée stganization under scrutiny and to

national diversity.

Transfers are based on a measure of each jurmdEfpotential revenue-raising capacity
(such as assessed values for property taxes ounseasx bases for other taxes) and not
on actual revenues. If revenue capacity is measacedrately, often not an easy task,
such transfers or allocations will create no dismie for local governments to raise

revenues, because at the margin the local governstiéirbears full fiscal responsibility
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for expenditure and taxing decisions, essentibijcause transfers are lump sum

(inframarginal) in nature (Smart, 1998).

Revenue-sharing systems are intended to providepamtent revenue sources to
subnational governments by minimizing tax dishargn@nd distortions. When the
revenue share is distributed entirely on the baisaccrual, the system is meant merely to
offset vertical fiscal imbalance. Such a systenusgssfiscal autonomy to the extent that
it provides an independent revenue source, reiirfmioyancy over time if the ratio that
is shared is not reduced, and minimizes distortionsvoiding tax competition (Shah,

1998).

Harmonizing policy is a common method used in reeenallocation. Policy
harmonization can be relevant in three areas., Figsmonization of regional tax systems
can be done in a way that does not relieve regudresccountability for choosing how
much own-source revenue to raise. For exampleyaar harmonization accompanied by
a single tax-collecting administration would redgo#lection and compliance costs while
allowing regions to choose their own tax ratessThould be particularly helpful if the
taxes in question were co-occupied by the fedemleqment. Such harmonization
would not eliminate the incentive to use tax raéssstrategic policy instruments to

compete for mobile factors of production or to estpax liabilities (Spahn, 2004).

Economic organization is an important determinantesenue transfer and allocation.

These typically involve fostering the principlesast economic distribution, namely, the
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free flow of goods, services, labour and capitabss regional boundaries. Federal grants
share some common features. The standard pringyieng the design of equalization
grants is that all regions should have the potktdi@rovide roughly comparable levels
of public services at comparable tax rates. Progidcomparable levels of service
diminishes sizable differences in net fiscal bdasedcross regions, which in turn reduces
fiscal inefficiency (fiscally induced migration) driscal inequity (un-equal treatment of

equals across regions).

These principles can be out into practice in vaxiaways, depending on the extent of
decentralization, the statistical sophisticationtlod government, and the tolerance of
voters. In practice, three kinds of elements mayinmduded in the determination of
equalization entitlements of regions. The first enl@we-raising capacity of regional
governments, an important element in federatioasdte fairly decentralized. A standard
approach to revenue equalization is the Represemtdax System (RTS), under which
equalization entitlements of regions are basecherability of a region to raise revenues

using a standard regional tax system. For the ohsevenue source i, the per capita
equalization entitlement of region j, denot@ij, under full representative tax system

treatment is
i, B .
=t _ ,

Wherefi Is a standard tax rate for revenue source i (plysthe average rate used by the

regions), 1 is region j per capita tax base for revenue soyraad B is a standard
[ |

26



per capita tax base for equalization purposes (plggbe national average per capita tax
base). Per capita entitlements are calculateddon eegion and for each revenue source
and aggregated to give total per capita equalizaittittements for all regions. Some of

these are positive and some negative (Courche®®)19

Since CRA formula is set on the last exchequer@aasobut remitted in forward years it
is expected that the actual allocated amount wilhigher each year especially since the

taxman’s collections have been increasing (WorldiBReport, 2011).

2.5 Summary

The desirability of substituting a macro base far RTS approach depends, at least
partly, on the perceived purpose of equalizatiome $tandard idea is that equalization
serves to ensure horizontal equity, that like imdiials are treated alike by the
government regardless of where they live within auntry. Most important is the

straightforward link between the use of the RTS rapgh and the purpose of

equalization.

Spahn (2004) suggests that rather than using thesentative tax base to calculate
transfers, some more “macro” measures, such asngralv per capita GNP, could, or
should, be used. He further explores the argumfartsand against this alternative
approach and discusses what the best basis tonusalaulating equalization transfer
might be. Spahn (2004) again examines whether #pedRentative Tax System (RTS) or

macro bases better satisfies the theoretical icstions for equalization systems and
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whether, even if the RTS is theoretically bettemacro system could approximate the

system in a simpler and less costly manner.

It is important to examine the different types ofergovernmental transfers to be clear
about what equalization is meant, and not meadbtdEqualization is not meant to deal
with vertical equity, the transfer from rich to poadividuals (Broadway, 2002). It is
meant to ensure horizontal equity, the principbg thke individuals are treated equally by
the governments wherever they live. Therefore thtisgdy seeks to find out the

comparison between representative tax system antbrbasis for equalizations systems.

Tax sharing is an important instrument of intergoneental transfer to harmonize the tax
system and ensure the stability and autonomy ofatidnal fiscal policy. The simplest
form of tax sharing is to piggyback on central xeuch as individual Income tax, or
allow the subnational government to levy a surchang central taxes. This method
should be used only for destination- based taxewidin-based taxes, such as corporate
income tax, are shared, complex formulas must led s distribute revenues, because
distribution on the basis of collection could résalsignificant spillover of taxes across

subnational jurisdictions.

Some countries use tax sharing as a substitutenfmonditional grants. Doing so provides
a stable and certain source of revenue to subratmgovernments, and it has built-in
buoyancy. However, when taxes are shared not meradifset vertical fiscal imbalance

but also as a substitute for equalizing grantsmitdas have to be used that include
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revenue and cost disabilities. In such cases,important to ensure that the formula is
simple and transparent and has the right incentiVas devolution with an equalizing
formula is less targeted than unconditional gratgsigned to offset revenue and cost

disabilities.

Wide differences are apparent in tax-sharing systamound the world. Tax-sharing
systems adopted in particular countries tend toadefpom the ideal because of the
historical, institutional, and political factorsathhelped create these systems. Even when
the perverse incentives created by prevailing systare recognized, systems are difficult
to change. Nevertheless, identifying a system’stsbmings and attempting to build

consensus to change the system can help reduneatiives and distortions.
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CHAPTER THREE

RESEARCH METHODOLOGY

3.1 Introduction

This chapter presents discussions that form thearee methodology for this study. It
starts with 3.2 which gives the theoretical literat of the study, 3.3 gives the target
population, 3.4 provides instruments used for dailection, 3.5 explains the data

analysis models, and finally 3.6 describes the dalidity and reliability.

3.2 Research Design

This study adopts the descriptive design and ausensethod was used. Descriptive
design is useful to measure the characteristies pdrticular population, either at a fixed
point in time, or comparatively over time (Gay, 4p0The design is considered
appropriate for the study because according to &o1(2003) the descriptive design is
concerned with describing, recording, analyzing] asporting conditions that exist or
existed. A census on the other hand is the proeedtisystematically acquiring and
recording information about the members or itema given population. This design will
give the researcher a comprehensive picture ofdhable relationship since the method

is the only means of accurately measuring and gistatistical inferences.

3.3 Target Population
Population is the entire group of individuals, egeror objects having common

characteristics (Mugenda and Mugenda, 1999). CoapdrSchindler, (2006) call it a
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population of interest from which the individualrpeipants or object from which the
measurement is taken. The target population fa ghudy entails all the 142 local

authorities in Kenya which have been in existentlie last 10 years.

3.4 Instruments for Data Collection

This study use secondary data which entail lasteHds’ data derived from the records of
the financial records of the local authorities ieriga.
Secondary data on the other hand be important timgethe relationship between the

dependent and the independent variables.

3.5 Data Analysis

3.5.1 Conceptual Models

Inferential analysis be used to reach conclusitias €xtend beyond the primary data
alone. In the past Kenya has been using representix system for equalization

systems among the local authorities. To analyzectimparison between representative
tax system and macro basis for equalization sysienk&nya, the researcher use the
data on revenue allocation among the local auikerih Kenya for the last 10 years then
apply the new macro bases model given below tdkstiawhat might have happened
during the period if the macro bases model was.used

RA =f (POP, EQS, POV, AREA, FISD)

Where:

RA is Revenue Allocation. It is the dependent vadabieasured by the amount of

money allocated to a various local authority.
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POP is the Population. This is one of our explanatmagiables measured by the number
of people giving the total population for an areaered by a particular local authority.
EQS s the equal share. This is one of our explanatanables measured by the amount
of money allocated to each authority on an equsikba

AREA is Land Area: This is one of our explanatory Valeas measuring the area within
the jurisdiction of a particular local authority KM *

FISD is the Fiscal Discipline. This is one of our exyatory variables measuring how the
different local authorities have behaved in spegdire allocated money. It be measured
by awarding scores (between 0 and 1) based on ettt authority has utilized all the
revenue allocated, whether the authority has ap@ateo the money well and whether
the authority has been innovative in using the ngdaeyenerate other resources.

POV is the poverty level. This is one of our explamateariables measured by allocation

of resources according to poverty levels to eachllauthority.

RA = f (levies remitted to the authority)

The current CRA formula is based on the 2010/20ddbants of Kshs 203 billion of
government revenue in which population revenuegale Kshs 91 billion, equal share
Kshs 51 billion and poverty levels Kshs 41 billidmnd area has been allocated Kshs 16

billion and fiscal responsibility Kshs 4 billion (8d Bank Report, 2011).
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3.5.2 Empirical Models

The models are given as:

RA= g, + f.POP+ [,EQS+ f,POV+ f, AREA A, FISD & . (1)

RA = Bo + Ble R (2)

The regressive model presented by Equation (i)réasnue allocation as the dependent
variable which is influenced by the size of the wlagon, equal share allocated to each
local authority, the poverty level estimate wittihne jurisdiction of the authority, the
local authority geographical coverage as well asdli discipline in appropriation of the
fund to the intended use. This is one of our exglany variables measured by the
amount of money allocated to each authority on @makbasis. The strength of the
relationship between the dependent variable and itldependent variable(s) be

determined by getting the Pearson’s Correlatiotesi-be of much significance.

3.6 Data Validity and Reliability

Validity is defined as the accuracy and meaningfsdnof inferences which are based on
the research results (Mugenda and Mugenda, 20@8prding to Kothari (2004), it is the
degree to which a test measures what it purportadgasure. The research data be pre-
tested for 5 local authorities randomly selecteminfrthe population. Reliability is a
measure of the degree to which a research instiuyields constant results or data after
repeated trials (Borg and Gall, 1999). A split hedthnique be used at piloting to

determine the reliability of the secondary datarseu
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Split half technique involves splitting the staternef the test into two halves (odd and
even items), then calculating the Pearson’s cdroel@oefficient between the two halves
of the test. Reliability of an instrument is stromgen the coefficient is close to 1, while

the instrument is unreliable if the co-efficientisse to 0. A coefficient of above 0.5 was

deemed appropriate.
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CHAPTER FOUR

DATA ANALYSIS, FINDINGS AND DISCUSSION

4.1 Introduction

This chapter presents the presentation and intetpme of the analyzed data. It starts
with 4.2 which give the summary statistics of teegarch, 4.3 which explain the findings
on comparison between RTS and macro basis, 4.4 gneregression analysis results,
4.5 provides the discussions of the results andll§yimd.6 gives the summary of the

findings.

4.2 Summary Statistics

4.2.1 Macro Basis

Table 4.1 illustrates the regression coefficients the explanatory variables. The
significant level was 5% implying that, the highke significant level for an explanatory
variable, the lower the confidence level and thngsléss the variable explains changes in
the dependent variable. Results indicate that, latipua is the only explanatory variable
explaining changes in equalization transfers sigatly (gives confidence level greater

that 95% as opposed to other explanatory variables)

The researcher considered five variables to befgigntly influencing funds allocated to
local authorities which included the organizaticoverty level, equal share, land area,
fiscal discipline and population. The study revdaleat the most prevalent factor among

the five mentioned was population with beta valt®.64 while land area, equal share,
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poverty level and fiscal discipline had beta valoe 0.10, 0.09, 0.07 and 0.01

respectively.

The model can then be generated as follows:-

Y= BotPiX1+P2Xo+ BaXztPaXat PsXs+€

Y =12, 742,544 + 0.07+ 0.09% + 0.10% + 0.01% + 0.64X% + €

Table 4.1: Coefficients for macro basis

Un-standardized Standardized Correlations Collinearity]
coefficients coefficients statistics
Std. Zero-
Model B Beta Partial Part Tolerance
Error t Sig order
(Constant) 12,742,544 041 1.75| 0.002
Poverty level 0.07 0.09 047 0.78/ 0.001 0.37 0.11 0.07 0.79
Equal share 0.07 0.10 059 0.77| 0.00 0.52 0.10 0.06 0.57
Land area 0.09 0.10 0.60 0.86 0.001 0.36 0.12 0.07 0.53
Fiscal discipline 0.01 0.9 0.31 0.07| 0.003 0.31 0.01 0.01 0.55
Population 0.56 0.10 0.64 5.48 0.00 0.77 0.60 0.46 0.52

From the model, the constant value of 12,742 ,543liew that the level of funds allocated
to local authorities will be Kshs12, 742,544 wheefticients for all variable factors are
zero. The results also indicate that a change énumit of poverty level will lead to a 7%

change in funds allocated to local authoritieshi;m $ame direction.

At the same time, change in equal share, land &sea) discipline and population by 1

unit in each, will result to a positive change umds allocated to local authorities by 9%,

10%, 1% and 64% respectively. This is an indicatlwat the five independent variables
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under investigation were positively related to tependent variable (funds allocated to
local authorities). Given that, The CRA identifiachumber of parameters that were used
in the development of the recently released formatuding population size (60%),
poverty index (12%), land area (6%), basic sha@8dand fiscal discipline (2%). The
population and poverty parameters were selectedalthe fact that the costs of services
in any given area depend on the population sizethatlpoverty threatens every poor
Kenyan irrespective of their location. The landgmaeter is based on the fact that the cost
of service delivery depends on the size of a coanty the formula proposes to allocate
an equal amount to each square Kilometer of lahd.study therefore affirms population

as the most significant factor in considering raxeallocation to county governments.

4.2.2 Representative Tax System (RTS) Basis

Given that total revenue allocated to the locaharity is a function of the amount of tax

collected by the authority, the regression modellwaderived as follows:

Table 4.2: Coefficients for RTS

Un-standardized Standardized 95% confidence
coefficients coefficients interval for B

Std. Lower | Upper
Model B Beta

Error t Sig Bound | Bound
(Constant) 9,354,828 0.21 1.15 0.900 Qo1 1.24
Levy submitted to

0.15 0.11 0.06 0. 87 0.003 0.20) 0.33]

the local authority

37



Given the findings, the statistical model for RTéh de derived as:
Therefore: Y = Bo+P1X1 +€

Y = 9,354,823 + 0.1, + €
This implies that when the amount of levies rerditte the local authority is zero, the
equalization revenue amounts to Kshs.9,354,823hésame time, a change in one unit
of levies/tax to the local authority will lead tbhange in equalization amount by 0.11 as

presented in Table 4.2.

4.3 Comparison between RTS and Macro Basis

To determine the level of significance of the diffiet explanatory variables, the
researcher considered the t value(s) as well aRteboth bi-variant and multivariate
analysis level. Table 4.3 illustrates the multiggeit value for macro basis while table
4.4shows the significant level for the macro basdicates both the t value and For

each explanatory variable analyzed as a singlanari

4.3.1 Model Fitness

Adjusted R is called the coefficient of determination andsteis the proportion of the
change in Funds allocated to local authorities ifvadused by the change in explanatory

variables.
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Table 4.3: Model Fitness for Macro Basis

Model Summary
Model R R Square Adjusted R | Std. Error of the
Square Estimate
Change Statistics

R Square | F Change dfl df2 Sig. F

Change Change
1 0.79 0.62 0.587 0.39 0.62 17.80 § 54 0.00
Predictors: (Constant), Population, Poverty lekelyal share, Fiscal discipline, Land area

Table 4.3 reveals that explanatory variables usethis study explained 62% of any

change in the dependent variable (funds allocatéocal authorities) as indicated by.R

Table 4.4: Model fithess for RTS

Model Summary

Model R R Square Adjusted R Square Std. Error of the
Estimate
1 0.54 0.29 0.272 0.42

Predictors: (Constant), Levies remitted to the auitj

Findings indicate a significant F value of 17.80ileithe critical value for F at 5%

significant level was found to be 2.56. This implthat the set of explanatory variable,
which included population, poverty level, equal rehdiscal discipline and land area,
significantly explained changes in the dependentite (that is, funds allocated to local
authorities. At the same time, the significant lawvas less than 0.05 (5%) an indication

that the confidence level for the F statistics alagve 95% as illustrate by Table 4.4.
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4.3.2 Correlation Analysis

Table 4.5: Pearson’s Correlation

CORRELATIONS
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c Funds allocated to local authorities 1.00 0.37 0.52 0.56 0.51 0.77
'% Poverty level 0.37 1.00 0.37] 0.40 0.37 0.35
©
‘5‘ Equal share 0.52 0.37 1.00 0.55 0.54 0.55]
(@]
s Land area 0.56 0.40 0.55 1.00 0.56] 0.59
2]
§ Fiscal discipline 0.51 0.37 0.54 0.56 1.00 0.59
& Population 0.77 0.35 0.55 0.59 0.59 1.00
Funds allocated to local authoritigs 1.00 0.00 0.00 0.00 0.00 0.00
= Poverty level 0.00 1.00 0.00 0.00 0.00 0.00
[}
TE Equal share 0.00 0.00 1.00 0.00 0.09 0.00]
; Land area 0.00 0.00 0.00 1.00 0.00] 0.00
2
2 Fiscal discipline 0.00 0.00 0.00 0.00 1.00 0.00
Population 0.00 0.00 0.00 0.00 0.00 1.00

To determine the degree of relationship betweerexpdanatory variables, the researcher
performed a Pearson’s correlation as illustrated Tlaple 4.5. Pearson's correlation
coefficient (r) is a measure of the strength of dissociation between the two variables.
This enabled the researcher to establish the tevelhich one variable moved together
with the other in explaining changes in funds alted to local authorities. Findings

indicate that, the relationship between all thealdes (that is, poverty level, equal share,
land area, fiscal discipline, and population asl aglfunds allocated to local authorities)
with each other is significant since the significamevel at 95% confidence level; one tail

test is less than 0.05.
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4.3.3 Analysis of Variance Results

Table 4.6: Analysis of variance (ANOVA)

pa

ANOVA(b)
Model Sum of Squares df Mean Square F Sig.
1 | Regression 13.96 5 2.79 17.80 0.00
Residual 8.47 54 0.16
Total 22.44 59
A Predictors: (Constant), Population, Poverty lekejal share, Fiscal discipline, Land aré
B Dependent Variable: Funds allocated to local aitiber

Findings indicate a significant F value of 17.80iletthe critical value for F at 5%

significant level was found to be 2.56. This implthat the set of explanatory variable,
which included population, poverty level, equal rehdiscal discipline and land area,
significantly explained changes in the dependentite (that is, funds allocated to local

authorities. At the same time, the significant lawas less than 0.05 (5%) an indication

that the confidence level for the F statistics alagve 95% as illustrate by Table 4.4.
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4.4 Regression Analysis Results

Table 4.7: Bi-variant T-Ratio and R-Square

T-Value R-Squared
Poverty level 3.06 0.14
Equal share 4.67 0.27
Land area 5.10 0.31
Fiscal discipline 452 0.26
Population 9.26 0.60

Figure 4.1: Bi-variant T-Ratio and R-Square

10

= T-Value

m R-Squared

1] u
w
(=]
=]
B
=)
~|
A
=
N
w
)

0.14 0.27 0.31 0.26

Poverty level Equal share Land area Fiscal discipline Population

Criterion of fund transfer

From Table 4.3, the value of R square was fourntokt0.62 indicating that poverty level,
equal share, land area, fiscal discipline and @ explained 62% of any change in
funds allocated to local authorities. The remain8896 could be explained by other

factors affecting funds allocated to local authesit The study, nonetheless, revealed that
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Population carried the highest weight in explainfagtors that affect funds allocated to
local authorities with an index of 60%. Other fastovhich included land area, equal
share, fiscal discipline and poverty level had arption weight of 31%, 27%, 26% and

14% respectively as shown in Table 4.7.

4.5 Discussion of Results

Highest correlation was found between populatioth famds allocated to local authorities
with coefficient factor of 0.77. Others were pogtida and equal share, funds allocated to
local authorities and land area, population and larea as well as population and fiscal
discipline with each a correlation coefficient 069, 0.56, 0.59, 0.59 respectively. Land
area and equal share were also found to be congplaighly with correlation coefficient
of 0.55 while fiscal discipline were also found lie correlating highly with land area

(0.56). Least correlation was identified betweepuation and poverty level (0.35).

RTS model as presented in Table 4.4, the R sqaad&9 which is far much lower than
that of macro (62%). This implies that Tax explaimsly 29% for any change in
equalization amount. The remaining 71% is explaibgdther factors not explained in
the model. This further indicates that the macrsidaf revenue equalization is superior
to the RTS basis given that, the equalization am@ieaptured and explained several
factors as opposed to only one factor (tax). Tiselte are consistent with Spahn (2004)
suggestion that rather than using the represest#div base to calculate transfers, some
more “macro” measures, such as provincial per a@phiP, could, or should, be used. He

further explores the arguments for and against alternative approach and discusses
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what the best basis to use in calculating equadzaransfer might be. Spahn (2004)
again examines whether the Representative Tax IBy#RIS) or macro bases better
satisfies the theoretical justifications for egmation systems and whether, even if the
RTS is theoretically better, a macro system coglpraximate the system in a simpler
and less costly manner. The study further indictitas harmonizing policy is a common

method used in revenue allocation. Policy harmdimmacan be relevant in three areas.

First, harmonization of regional tax systems cardbee in a way that does not relieve
regions of accountability for choosing how much esaurce revenue to rise. For
example, tax base harmonization accompanied byglestax-collecting administration
would reduce collection and compliance costs walllewing regions to choose their own
tax rates. This would be particularly helpful ietkaxes in question were co-occupied by
the federal government. Such harmonization wouldetiminate the incentive to use tax
rates as strategic policy instruments to competenfobile factors of production or to

export tax liabilities.

4.6 Summary

This chapter presented the data analysis, findiagd interpretation. The models
presented entailed comparison of the relationskigvéen the revenue equalization and
both the macro and RTS variables. With a coefficafrdetermination of 62%, the macro
basis of revenue equalization stood superior taR& basis, which only explains 29%

of the revenue allocation though equalization model
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CHAPTER FIVE

SUMMARY AND CONCLUSIONS

5.1 Introduction

This chapter presents the conclusions and recomatiend of the study. It starts with 5.2
which give the summary of the study, 5.3 which gittee conclusions of the study made
by the researcher, 5.4 explain the limitationshef $tudy, and finally 5.5 which gives the

recommendations to users of the research findindda further research.

5.2 Summary of the Study

From the model, the constant value of 12,742 544dlien that the level of funds allocated
to local authorities will be Kshs12, 742,544 wheefticients for all variable factors are
zero. The results also indicate that a change enumrit of poverty level will lead to a 7%
change in funds allocated to local authoritiesha same direction. At the same time,
change in equal share, land area, fiscal disci@ime population by 1 unit in each, will
result to a positive change in funds allocatedotal authorities by 9%, 10%, 1% and
64% respectively. This is an indication that theefiindependent variables under
investigation were positively related to the depsridvariable (funds allocated to local

authorities).

Given that, The CRA identified a number of paramsetéhat were used in the

development of the recently released formula inalgigopulation size (60%), poverty

index (12%), land area (6%), basic share (20%)fecd! discipline (2%). For the RTS,
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that when the amount of levies remitted to the ll@edhority is zero, the equalization
revenue amounts to Kshs.9, 354,823. At the same Bnchange in one unit of levies/tax
to the local authority will lead to change in equaion amount by 0.11. For RTS model
the R square is 0.29 which is far much lower theaat bf macro (62%). This implies that
Tax explains only 29% for any change in equalizatmnount. The remaining 71% is
explained by other factors not explained in the ebodhis further indicates that the
macro basis of revenue equalization is superioth® RTS basis given that, the
equalization amount is captured and explained sévYactors as opposed to only one

factor (tax).

5.3 Conclusions

The study reveals that, for equalization transtersounty government, population within
a particular county is the main consideration gitleat, the higher the population, the
more the cost of maintenance of infrastructure e latter’s rate of usage. To a larger
extent, higher population within a county will alee positively related to the land area.
Given the large jurisdiction of the county govermtse as compared to the local
authorities the minimum amount allocated to eachr@owill be far much higher than
Kshs 12,742,544 (amount meant for local authojitie&’hile the guaranteed and
unconditional transfer of 15% of national revenoe €ounty governments is only a
minimum, it remains to be seen if it will be adetpugiven that county governments will

perform both decentralized government and typoehl government functions.
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Fiscal discipline was identified as a parametet thauld build financial performance

incentive mechanisms that would ensure proper @@hnmanagement and the
exploitation of revenue potential. However, as muh the formula outlines and
addresses fundamental issues, it has been wideigized for failing to factor in a

number of considerations. For instance the fornaal@s not factor in urbanization. The
fact that the Urban Areas and Cities Act 2011 ptesifor the classification of towns and
municipalities implies that such areas will nee@cal attention to ensure that they
become vibrant economic hubs. Civil Society Orgatans such as The Institute for
Social Accountability have also raised a numbeeriical issues for instance the lack of
justification and supporting facts and data whichkes it difficult to determine if the

proposed formula will support the realization otigle 43 and 203 of the Constitution.

The commission has also been criticized for puttiog much weight (60%) on the
population parameter of which data will be obtaifreein the Kenya National Bureau of
Statistics (KNBS). Law makers have also threatdnedove amendments in parliament
to re-define the parameters used by the CRA when pgitoposals are debated in
Parliament. The legislators have cautioned that gheameter based on population
threatens to increasingly marginalize the alreadygmalized regions and have called for

its reduction and instead an increase in the eshak and poverty level parameters.

5.4 Limitations of the Study

The researcher faced the challenge of time asatwitedata from the local authorities

was constraint. The researcher however, preparegffactive action plan that ensured
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proper time management. At the same time, gettiramptial data from the local authority
posed a limitation in that, the target respondéedsed disclosing what they termed as
confidential information to other parties. This wamintered by assuring confidentiality

and the intended purpose of the study.

55 Recommendations for Further Research

Given the findings the researcher recommends thewimg to the policy makers and
other stakeholders. While due regard must be giwaxisting local conditions in Kenya,
there is need for accurate assessment of revemals f@ county governments in the new
constitutional order to make certain that countyegoments meet the broad objectives of
devolved government. In addition, Effective devantand revenue allocation can only
be enhanced where there is public participatiodanision making at the county level.

The 15 percent derivation quota should be triedmndeen to work.

However, the new thinking in Kenya, as evidencedth®y disagreements over CRA’s
proposed formula, is that even if revenue allocatie tinkered with to favour the

resource-rich counties, the pervasive traditiokleptocratic political leadership shall not
eventually make proper sense of county resourcgegtative mechanisms should be
adopted by CRA to ensure reduced or minimal sqegbbler the formula, and get to
practical ways of equitable revenue allocation. réhshould also be efficient and

effective systems measuring poverty level and meegin place to maintain focus on the

mission.
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This would ensure the poverty level in a countylso significantly considered during
transfer of fund to county governments. Moreovemsparency should be evident in the
county revenue allocation commensurate to the dgegealization ratio and scheme of
transfer of funds to county governments. Key recemaations of this study are that,
further studies should be undertaken on compasothe representative tax system and
macro basis of revenue allocation to the differeminties in Kenya. Further research
should be conducted locally in order to establish impact of the revenue allocation
formula in the different counties of the countnhig assesses the effectiveness of the

adopted formula in the revenue allocation.
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APPENDIX I: LIST OF LOCAL AUTHORITIES IN KENYA

1. Baringo County Council

2. Bondo County Council

3. Bungoma County Council

4. Bungoma Municipal Council
5. Bureti County Council

6. Burnt Forest Urban Council
7. Busia County Council

8. Busia Municipal Council

9. Butere/Mumia County Council
10. Chogoria Town Council

11. City Council of Nairobi
12.County Council of Bungoma

13. County Council of Homa Bay

14.County Council of Taita Taveta

15. Eldama Ravine Town Council
16. Eldoret Municipal Council
17.Embu Municipal Council

18. Garissa County Council

19. Garissa Municipal Council
20. Garrisa Town Council
21.Gusii County Council

22.Homa Bay Municipal Council
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23.Isiolo County Council
24.1ten Town Council
25.Kabarnet Municipal Council
26.Kajiado Town Council
27.Kakamega County
28.Kandara Town Council
29.Kangundo Town Council
30.Kapenguria Municipal
31.Kapsabet Municipal
32.Karatina Municipal
33.Karuri Town Council
34.Keiyo County Council

35.Kericho Municipal Council

36.Kerogoya/Kutus Municipal Council

37.Keroka Town Council

38.Kerugoya/Kutus Town Council

39.Kiambu County Council
40.Kiambu Municipal Council
41.Kikuyu Town Council

42 . Kilifi County Council
43.Kilifi Town Council

44. Kimilili Municipal Council



45, Kipkelion Town Council
46.Kipsigis County Council
47.Kirinyaga County Council
48.Kisii Municipal Councll
49.Kisumu Municipal Council
50. Kisumu County Council
51.Kitale Municipal Council
52.Kitui Municipal Council
53.Koibatek County Council
54.Kwale County Council
55.Kwale Urban Council

56. Laikipia County Council
57.Lamu County Council

58. Limuru Municipal Council

59.Local Authorities Pension Trust

60. Local Authorities Provident Fund

61.Londiani Town Council
62.Luanda Town Council

63. Machakos Municipal Council
64. Makueni County Council

65. Makuyu Town Council
66.Malaba Town Council

67.Malindi County Council

68. Malindi Municipal Council
69. Maragua County Council
70.Maragua Town Council
71.Maralal Town Council
72.Mariakani Town Council
73.Masaku County Council
74.Maua Municipal Council
75.Mavoko Municipal Council
76.Mbeere County Council
77.Mbita Point Town Council
78.Meru (Nkubu) County Council
79.Meru County Council

80. Meru Municipal Council
81.Meru South County Council
82. Migori Municipal Council
83.Migori Town Council
84.Molo Town Council
85.Mombasa City Council
86.Mombasa Municipal Council
87.Muhoroni Town Council
88.Mumias Municipal Council
89. Municipal Council of Limuru

90. Municipal Council of Maua



91. Municipal Council of Naivasha 114. Nzoia County Council

92. Municipal Council of Thika 115. Olkejuado County Council
93.Murang’a County Council 116. Othaya Town Council

94. Murang’a Municipal Council 117. Oyugis Town Council

95. Mwingi County Council 118. Pokot County Council

96. Mwingi Town Council 119. Rachuonyo County Council
97.Nairobi City Councll 120. Ruiru Municipal Council
98. Naivasha Municipal Council 121. Rumuruti Town Council
99. Naivasha Town Council 122. Runyenjes Municipal Council
100. Nakuru County Council 123. Samburu County Council
101. Nakuru Municipal Council 124. Siaya County Council

102. Nandi County Council 125. Siaya Municipal Council
103. Nandi Hills Town Hill 126. Sotik Town Council

104. Nanyuki Municipal Council 127. Tana River County Council
105. Narok County Council 128. Taveta Town Council

106. Narok Town Council 129. Thika County Council

107. Nyahururu Municipal Council 130. Thika Municipal Council
108. Nyambene County Council 131. Town Council of Kangema
109. Nyamira County Council 132. Town Council of Kikuyu
110. Nyandarua County Council 133. Tramsara County Council
111. Nyando County Council 134. Turkana County Council
112. Nyeri County Council 135. Ugunja Town Council

113. Nyeri Municipal Council 136. Vihiga County Council
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137. Vihiga Municipal Council 141. Webuye Municipal Council
138. Voi Municipal Council 142. Yala Town Council
139. Wajir County Council

140. Wareng County Council

Source: Ministry of Local Government Management Informati®ystem Database

(2012)
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