International Scientific Journal Innovative Economics and Management

E-ISSN:2449-2604 editor@iem.ge Vol 11 No3.2024

l (]

Ekaterine Shainidze

E-mail: ekaterine.shainidze@bsu.edu.ge

Associate Professor, Batumi Shota Rustaveli State University
Georgia, Batumi

ORCID ID: 0000-0002-3612-1790

Vazha Verulidze

E-mail: vazha.verulidze@bsu.edu.ge

Professor, Batumi Shota Rustaveli State University
Georgia, Batumi

ORCID ID: 0000-0003-1752-8955

PROBLEMS OF DISTRIBUTION OF TAX REVENUES BETWEEN
BUDGETS OF DIFFERENT LEVELS IN GEORGIA

Abstract: The main source of mobilization of budgetary funds is tax revenues. One of the important
levers of the state in ensuring the socio-economic development of the country is the fair distribution of
tax revenues between budgets of different levels, since fiscal independence is an essential factor in
coping with the challenges facing autonomous republics and municipalities. The correct selection of
the mechanism for distributing tax revenues between budgets of different levels is crucial in this
process.

In Georgia, as in other developing countries, a large share of tax revenues comes from indirect taxes.
According to the Budget Code of Georgia, excise and import taxes are fully transferred to the state
budget, while 19% of the funds mobilized in the form of VAT go to the budgets of municipalities, and
the remaining 81% to the state budget. According to the Tax Code of Georgia, only one local
(property) tax is imposed in the country. The source of tax revenues of the autonomous republic is only
the income tax paid by taxable entities registered in the territory of the autonomous republics. Despite
certain legislative changes, under the existing model of tax revenue distribution, the degree of
dependence of local budgets on transfers from the state budget is high.

In addition to the above, the types of taxes established by tax legislation (only general-state and local)
are compatible with unitary states and include only a two-level budget, while the state structure
envisaged by the Constitution of Georgia corresponds to a three-level government.

Thus, in order to effectively fulfill the tasks facing municipalities, it is crucial to increase their fiscal
independence, which is possible by strengthening the tax regulatory function and developing a proper
mechanism for distributing tax revenues.

Keywords: Tax revenues, fiscal independence, tax revenue redistribution.
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228



International Scientific Journal Innovative Economics and Management

E-ISSN:2449-2604 editor@iem.ge Vol 11 No3.2024

l (]

925099069 Jsobodg

E-mail: ekaterine.shainidze@bsu.edu.ge
sbeaoM98rcmo 3HRIbG0, dsowydol Jmods
Obosg39¢0b bsbgerdfoger «9boggblbodgdo
bsgs039¢02, Bs0900.

ORCID ID: 0000-0002-3612-1790

3525 3962900

E-mail: vazha.verulidze@bsu.edu.ge
36R9bM0, 850079800b Ja00s Hyborsggarol
bsbgemdfoger #960390bodgdo
bsgsr39¢002, Bs0)0o0.

ORCID ID: 0000-0003-1752-8955

Usg9005Usbaem 893mLisgangdol Lbgswalibgs mbols d0vyxgEgol dmmols
39035650¢9d0l 30Mdegdgd0 LsgdsMomggermdo

38bA®s51H0:  bsdorxadhm  bsbb&gdol  mdocrobgbols  «9domsgtgbo  fystrer  bsgsosbsbscom
J900b530m9805.  439960L  Leagosereyi- 3200680037900 835630005(980L  #9DEw9639¢903500
bsbgardpogeals 9609600 Jbodz69¢mm3560 89039090 bb3s@sbbzs mbol 8owyxcgh90b TmEol
bsgssbsbsor dgdmbsgengdol bsdstorerosbo 3ssbsfoengdss, Hs0pgbsoss s3¢9berdorito

O3B0 3980Ls @5  G9605035¢709gAIB0L  Hobsdy  sOlgdricr  3s0mph393980056
35b5G3¢75298¢ns0  5GOUYBODO  RsFHMGO  ROLISCIBHO 000 30098¢PBss.  Sbodbryem
360pgbdo  3osdpy39d0s  bbgsosbbgzs  ombols  8ooyxgdgdb  Feamol  bsgssbsbsom
J900b53¢m980L 3505630m980L 894560 bdol bperatrso G966935.

bsgs®o39¢cnmdo, Hogemmg bb3s 3563000569850 29969000, bsgsosbsbsom  G98mbszengbol
OO oo Geaol 55306553060 3ssbsbs@gdYy. bsfstozgameml bsborxgder 3mog/bob
05bsbOsq, sg0bobs @5 003m@HHOb gssbsbsgbo beryarso Bso®mopbyds bsbgerdpogm
80299500, bogerer  ©Eg-b  bsboor  8mdocrobgdeiemo  bsblmgbol  19%  Jdogds®o9ds

J29603035¢7039H900L 80X 9H98T0, ©3bsthgbo 8l% j0 - bsbgerdpogze  Borixaddo.
Usgs@oz9¢meals bsgssbobsom  30009/b0b  025b65bdsqo, 939956500 ©opgbigderyeros  dbeagrero
9IP00 508030 (J26960b) 3505b5bSO. 93¢9MbT0IHO B9b3w9bm0 0L bsgssbsbscom
J900bs3¢m900L  fygstrealb 30  dboagrema  s3¢9berdonyo  H9b3der03980L  AIHOGHMH0sYY
980U®0%98-9¢m0 L8930 MB0YIAIBOL Joger gssbocro bsdgdmbszerm gssbsbsoo
ps6dmsagbl.  dorbgsgso  35G339:9¢00  bsbosool  bs3s6060098¢rer 330701989800y,
bsgssbobso 90mbsgargdob 3ssbspocngdol stlindremo Gergerols 30689800, Gsmseros
3@ZO8(030 B0 IAIO0L bsbgcrdfoge Borxgdol &EsblbgRg98bg 0sdm3009829¢ngd0l
bstobbo.

3305  s@bodbrycmols, bsgssbsbsorr  356068098¢m8000  ©spgbgdrycro  gossbsbsgdol
bsbggdo  (Obererem  bosg®hooer-bsbgendfonmad®moz0 @5  s@30rmd(030) 095369850005
29603520 deafymdol  bsbgerdpoanmgbolsozol s dmogsgl dboagerem  mGo  mbols
80993, Osdob  Geags  Uosfs®mz9emels  3066dod 30000 3s035¢rol)obgdeyer

229



International Scientific Journal Innovative Economics and Management

E-ISSN:2449-2604 editor@iem.ge Vol 11 No3.2024

l (]

bsbgardpoamgbeog erfymbsl bsdo ocrbols d0s639¢mBs dggbsbsdgds.

s0gbso,  G9bo0o3s¢r0dgHgo0b  pobsdy  sGLgdryero  sdmpsbgdol  9R99H0sbs
dbsbeaemgbers 90b60d369¢m3569b05 350 bsGOML Gs000 R0L35¢r2)H0 ST 300098¢7 2y,
3G 353bsbsYdolL  Js639871cr0989¢m0  BoIbgz00l  3sderog®gdoms s bogoobsbsom
d900bsgem980b 3ssbspocngdols bemco 894560 b8ob dgd-ydsg98000 sol Ggbsdengdgcro.

U53256002 body3900. Usgsosbsbscoer d9gdmbszengdo, 30L35¢0w9(50 ©s0029300098¢78s,
bsgsqsbobsom dgdembogengdol 3ssbsfom9ds.

JEL gemsbogozsgos: H2, HE1, K34, E62

INTRODUCTION AND LITERATURE REVIEW

The economic development of the country significantly depends on the correct
determination of the main directions of the budgetary and tax policy. When using this lever, it
is necessary to consider the selection of a fair mechanism for distributing the main source of
budget revenues, tax revenues between budgets of different levels, which will ensure the
fiscal independence of the relevant level of government and effective coping with existing
challenges.

Inefficient distribution of tax revenues can lead to:

a) strengthening of regional development inequalities;

b) slowing down of economic growth;

¢) increasing bureaucratic costs;

d) reducing the quality of state services.

Financial independence of regions and local governments is necessary in order to:

- promote the economic development and innovative activities of local governments and
regions;

- reduce dependence on central government transfers;

- make it possible to ensure financial stability.

The effective distribution of tax revenues in regions with different fiscal capacities
maximizes the use of resources and promotes economic development, which is reflected in the
proper provision of services, while the lack of definition of fiscal decentralization priorities
hinders the economic development of the region.

In some countries, a formula has been developed for the distribution of tax revenues,
which takes into account a number of factors, including population size, poverty level,
economic development indicators, etc. However, after a certain period of time, it is adjusted.

In less developed regions, a different approach is necessary and the use of horizontal
equalization (between regions) along with vertical (between levels of government) is
necessary. The selected proportion of tax revenue distribution should be able to provide each
level of the budget with adequate financial resources to perform their functions.

Germany’s budget system not only applies vertical, but also horizontal equalization of
income. The highest taxes in Germany are credited to budgets of all levels of the budget
system in accordance with regulated standards, this provides the nation with necessary finance
resources to fulfill the obligations of all levels of government.

Tax income via federal budget is re-distributed from more developed to less developed
territories. This way, in Germany a vertical and horizontal equalization is performed, with the
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most important aspect — the tax potential equalization of territories via system of horizontal
transfers. The main instrument of the vertical equalization is the re-distribution of income
from VAT between federal and total budget of federation entities (LLIAPOHOBA, 2022).

For the past two decades, international donors have praised efforts towards fiscal
decentralization as one of the key policy prescriptions to address issues related to poor public
service provision and poverty in Africa.

However, most LGAs are still financially weak and rely excessively on support from the
central government to finance their budgets (Masaki, 2018).

The majority of Eastern European countries use mixed methods of financial
equalization, which are based on both fiscal potential and budgetary needs of the territory,
usually based on population (Ivanenko et al.,2021).

The policy implication is that tax and transfer reforms should be designed within an
array of complementary policy instruments to address equity and efficiency objectives, taking
into account country-specific context, constraints and social preferences (Causa, O., &
Hermansen, M. (2017).

Transfers are of particular importance in the process of regional equalization, since they
contribute to the development of infrastructure, reduce migration flows from poor to rich
regions, and compensate for financial inequality between regions, which cannot be achieved
only through the effective distribution of tax revenues.

The existence of transfers is especially important for regions with an underdeveloped
economy and a weak tax base, which cannot provide adequate revenues even in the case of tax
redistribution. Transfers can provide targeted support for a specific direction, ultimately
compensating for the shortcomings of the equalization achieved through the distribution of tax
revenues.

In European countries, the local revenue ratio is approximately 50-70%, which is
important for their financial independence.

Methodology

The research process used methods of analyzing and evaluating normative documents,
reports published by various agencies, and statistical information. Statistical information
reflected in budget execution reports was analyzed and relevant conclusions were drawn.

Research Results

In Georgia, there are three levels of government: central, regional and local, and
accordingly, three levels of budgets are presented, the revenue part of which includes both tax
and non-tax revenues and transfers. Tax revenues include only two levels of taxes - general
state and local.

A large share of tax revenues comes from indirect taxes. According to the Budget Code
of Georgia, excise and import taxes are fully transferred to the state budget, while 19% of the
funds mobilized in the form of VAT go to the budgets of municipalities, and the remaining
81% - to the state budget. According to the Tax Code of Georgia, only one local (property) tax
is imposed in the country. The source of tax revenues of the autonomous republic is only the
income tax paid by taxable entities registered in the territory of the autonomous republics
(table 1).
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Table 1. Distribution of taxes between the republican budget of the state of Georgia,
the budgets of autonomous republics of Abkhazia and Adjara and municipal budgets,
according to percentages

Republican budgets of the
Autonomous Republics of
Abkhazia and Adjara

State Budget of
Georgia

Municipal

Type of tax Budgets

1 Income tax:

Income tax, except for
income tax paid by taxable
11 entities registered in the 100%

territory of autonomous
republics
Income tax paid by taxable
entities registered in the
territory of autonomous
republics

Profit tax 100%
Property tax 100%

100%

N

w

SN

Value Added Tax 81% 19%

Excise 100%
6 Import tax 100%

Source: Budget Code of Georgia

It is noteworthy that until 2018, the Budget Code of Georgia provided for the issuance
of equalization transfers to the budgets of municipalities. However, with the amendment
N4017 of December 14, 2018 to the Budget Code of Georgia, the equalization transfer
mechanism was abolished and it was actually replaced by the introduction of VAT
distribution. The goal of this amendment was fiscal decentralization and ensuring greater
independence of municipalities.

To assess the quality of fiscal decentralization, we studied and analyzed the budget
execution reports of the state budget, the republican budget of the Autonomous Republic of
Adjara, and the Batumi Municipality for 2018-2023.

When studying the state budget reports, we focused on the amount and structure of
financial assistance provided (table 2).
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Table 2. Financial assistance transferred from the state budget to the budgets of republican
and local self-governing units of autonomous republics (thousand GEL)

Total cash Share of
Equalizing Targeted Special Capital execution of " .
Years Total financial
transfer transfer transfer transfer state budget aid
appropriations
2018 | 705,080.00 - 248,033.00 | 276,835.40 | 1,241,707.70 12,590,181.60 10%
2019 11,764.10 | 207,533.30 | 371,161.60 590,459.00 13,469,689.00 4%
2020 12,000.00 | 214,818.60 | 439,974.80 666,793.40 16,174,636.10 4%
2021 12,000.00 | 231,031.40 | 439,171.00 682,202.40 19,807,502.50 3%
2022 13,415.00 | 385,515.20 | 537,907.30 936,837.50 20,163,012.50 5%
2023 20,485.40 | 643,846.80 | 445,308.10 | 1,109,640.30 22,350,179.40 5%

Source: Compiled by the authors based on the annual reports on the implementation of the
state budget for 2018-2023

As can be seen from the table, after the reform, the share of financial assistance in state
budget payments decreased from 10% to an average of 4%, however, this is due only to the
replacement of equalization transfers with VAT distribution, since the volume of targeted,
special and capital transfers is increasing every year.

When analyzing the budget execution reports of Batumi Municipality for 2018-2023, we
focused on the structure of its revenue part (table 3).

Table 3. Actual figures of the Batumi Municipality budget (thousand GEL)

Grants and financial Decrease in non- Total
Years Tax revenues - Other revenues financial and financial Total income
assistance payables
assets
Share 0 Share Share
Amount %) Amount Share (%) Amount %) Amount %) Amount Amount
2018 32,055.00 19.19% 81,242.10 48.64% 48,950.80 29.31% 4,779.70 2.86% 167,027.60 164,527.10
2019 80,404.60 45.36% 38,463.20 21.70% 49,551.20 27.96% 8,824.40 4.98% 177,243.40 172,591.50
2020 62,478.60 43.95% 60,777.60 42.75% 17,500.90 12.31% 1,410.40 0.99% 142,167.50 140,992.80
2021 77,736.00 39.41% 59,638.50 30.24% 43,077.00 21.84% 16,774.90 8.51% 197,226.40 178,358.60
2022 98,039.50 36.84% 87,327.80 32.1% 69,208.60 26.01% 11,558.30 4.34% 266,134.20 246,557.30
2023 102,991.50 29.99% 134,000.40 39.02% 96,372.80 28.06% 10,092.10 2.94% 343,456.80 337,641.20

Source: Compiled by the authors based on the annual reports on the implementation of the
Batumi Municipality budget for 2018-2023
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The presented information shows that after the introduction of VAT distribution, the tax
revenues of the Batumi municipality budget doubled (from 19% to an average of 40%),
however, a significant share (35-40%) of the budget revenues is occupied by financial
assistance. It is noteworthy that in the example of this municipality, its own tax revenues

provide only 40% of budget payments.

We also studied the structure of financial assistance of the mentioned municipality

(table 4).
Table 4. Types of financial assistance from the Batumi Municipality budget
Financial assistance Current grants from Grants from
. . - the budget of . .
Equalizing transfer Special transfer from the republican another self- international
Years budget oVerning entit organizations Total
g 9 Y amount
Amoun
Amount Share Amount Share Amount Share Amount Share t Share
2018 40,286.40 49.59% 3,925.30 4.83% 37,030.40 45.58% 0.00% 0.00% 81,242.10
2019 0.00% 3,931.90 1%)022 34,531.30 89.78% 0.00% 0.00% 38,463.20
2020 000% | 3457400 | 5% | 2620360 | 43.119% 0.00% 0.00% | 60,777.60
2021 0.00% 1,548.30 2.60% 57,590.20 96.57% 500 0.84% 0.00% 59,638.50
2022 0.00% 0.00% 87,302.40 99.97% 0.00% 25.4 0.03% 87,327.80
2023 0.00% 0.00% | 133824.80 | 99.87% 000% | 7> | 013% | 13400040

Source: Compiled by the authors based on the annual reports on the implementation of the
Batumi Municipality budget for 2018-2023

As the data show, the main source of financial support for the budget of Batumi
Municipality is the budget of the Autonomous Republic of Adjara.

To present the problem of tax revenue distribution, it is important to assess the fiscal
independence of the autonomous republic, which we carried out based on the data of the
republican budget of the Autonomous Republic of Adjara (table 5).

The presented data demonstrate that the fiscal independence of the republican budget of
the Autonomous Republic of Adjara is quite high. 87% of revenues are generated by tax
revenues, the only source of which is income tax. It is noteworthy that this revenue provides
86% of payments, of which transfers to municipal budgets account for an average of 29%
(which has increased to 38.81% of payments by 2023).

In accordance with Part 5 of Article 1145 of the Budget Code of Georgia, the maximum
percentage increase in the forecast volume of income received by each municipality as a result
of the distribution of value-added tax in 2024 compared to the previous year was determined
at 25%. (Law on the State Budget of Georgia for 2024) https://www.mof.ge/5677).
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Table 5. Actual figures of the republican budget of the Autonomous Republic of Adjara
(thousand GEL)

Grants and Decrease in non- . .
Tax revenues financial Other income financial and In_crga_s £ . Total T_otal Includ_m_g ransfers to
. . liabilities income payables municipal budgets
. assistance financial assets
Years
A
Share Share | Amoun | Share Share | Amoun | Share Share Share
AL ey IO e | | e | e | e | AT e | AT
2018 | 245,804 | 85.10 0.00 | 15223 | 327 27814 9.63 0.00 288,841 344,399 68,720 10.95
2019 | 274,872 | 89.20 0.00 | 19,830 | 6.4 13,120 4.27 0.00 307,831 325,967 71,339 21.89
2020 | 237,233 | 8513 000 | 10,652 | 382 30,773 11.04 0.00 278,657 201,464 53,002 18.18
2021 | 273,404 | 8895 000 | 11,699 | 3381 22,258 124 0.00 307,362 328308 | 104,773 31.91
2022 | 377,682 | 8345 | 40 | 001 9,669 2.19 34,579 782 | 20,000 | 453 | 441,970 397,082 | 135132 34.04
9
2023 | 482,890 | 89.00 ‘; 005 | 22,197 | 409 37,199 6.86 0.00 542,563 532,279 | 206,374 38.81

Source: Compiled by the authors based on the annual reports on the implementation of the
republican budget of the Autonomous Republic of Adjara for 2018-2023

By 2025, the maximum percentage increase in the projected revenue of each
municipality as a result of the distribution of value-added tax compared to the previous year
will not apply to a municipality whose projected value-added tax, in the case of distribution
without restrictions, is less than 15 million GEL, in order to replenish the projected value-
added tax of this municipality up to 15 million GEL.

The aforementioned legislative amendments do not explain why the goal is to replenish
the revenues of different municipalities up to 15 million GEL under conditions when their
needs are not the same.

Finally, it should be noted that the transition from an equalization transfer system to a
value-added tax distribution system in Georgia failed to ensure the mobilization of sufficient
financial resources in the budgets of local governments, which is important for their fiscal
independence.

CONCLUSIONS

- Municipalities are highly dependent on capital transfers from the state budget,
therefore, the current level of fiscal independence cannot ensure infrastructural development;

- Following the example of the Autonomous Republic of Adjara, it is possible to
increase the fiscal independence of municipalities by introducing a mechanism for distributing
income tax;

- In the conditions of unequal tax potential of regions and local governments, it is
necessary to provide different levels of government with sufficient financial resources, which
will lay the foundation for their equal development opportunities. Therefore, for the purpose
of optimal distribution of tax revenues, it is important to select fair mechanisms for inter-
budget distribution of taxes, which, on the one hand, will increase the accountability of the
government to the local population and reduce dependence on transfers.
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