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(18) Cf. J. M. Buchanan, “Federalism and Fiscal Equity,” American Economic Review, Sep. 1950,
pp. 583—99. Cf. R. A. Musgrave, The Theory of Public Finance , 1959, p. 182.
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(19) M. O. Clement, “Interstate Fiscal Equity and Federal Grants-in-Aids,” The Southern Economic
Journal, Apr. 1963, pp. 280—1.

(20) Cf. J. P. Shelton “How to Keep Local Expenditures under Control,” California Local Finance,
1960, pp. 105—7.
Az v o] HEEe Migd Md MEs #HEd el s gk Cf. C. M. Tiebout, “An
Economic Theory of Fiscal Decentralization,” Public Finances: Needs Sources and Utilization,
National Bureau of Economic Research, 1961, pp. 85—7. pp. 90—1.
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(21) Cf. J. P. Shelton, op. cit., p. 105.
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* M. O, Clement, “Interstale Fiscal Equity and Federal Grants-In-Aid: An Empirical Method and
Its Application, Fiscal 1952,” The Southern Economic Journal, April 1963, p. 285.
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DiReEs] TaRa 4 97 %ol 2y #E Aajsgstel. Cf. Clement, op. cit., p. 287 .

(27) G. Colm, “Theory of Public Expenditures,” Annals of the American Academy of Political
and Social Sciences, Jan. 1936, pp. 1—11, Cf. C. M. Tiehout, op. cit., p. 86.

(28) Clement, op cit., p. 287.
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{Summary)
" The Operatibn of Government Grants System
and the Interprovincial Fiscal Equity

Byung-Kwon Cha*

- The relative financial positions of local governments are affected favorably or
adversely by the national. government policies exercised over local governments,
althougH local governments are self-ﬁﬁaﬁcing and economically independent
units provided by the statutes.

It is not only division of governmental functions and taxing power between
national government and local governments, but also the grants and the debt
policy of the national government that influence the level of revenues and
expenditures of local governments.

Under the present financial system, the principal sources of local government
revenues are the local taxes. Most of local governments, however, cannot
derive sufficient revenues from such sources to meet their financial needs.
Further, the difference of interprovincial tax burdens and the quantity of public
services provided per resident owing to undue division of taxing power, lack of
correlation between expenditures and revenues and unequal revenue sources at
the same level of local governments make the problem more complicated.

It is, therefore, not surprising that the relative importance of government
grants in the revenue structure of local governments has grown recently in
Korea, too. Such a fact accounts in considerable measure for the development of
grants system in order to improve the insufficient aspects of performance of the
local tax system and to bring the level of public services of local governments
up to a minimum standard.

Accordingly, it is logical to observe the interprovincial fiscal equity in order to

* The author is associate professor of public finance, College of Commerce, Scoul National University.

He is also research member of the Institute of Economic Research, Seoul National University.



examine the way and direction of grants distribution among provinces as well as
local tax burdens.

I. Operation of the Equalization Grant and the Conditional Grants

In the fiscal year 1963, the various local governments received government
grants, a total sum of 15 billion won, or 50 per cent of the total net revenue;
approximately 6 billion won was paid to assist the general administration, of
which 2 billion won was the equalization grants and 4 billion won was the
conditional grants, and 9 billion won, for education grants.

The equalization grant, which accounted for 30.9 per cent of a total net revenue
raised in the sector of general administration of local governments in 1963, consists
of the normal block grant and the special grant in Korea. In 1963, the normal
block grants amounted to 2 billion won and the special grants, 132 million won.

The former is apportioned to various level of local governments for each year
in proportion to the amount of financial deficit calculated on the basis of estimated
financial needs and estimated local tax revenues. The latter, however, is paid
to local governments to meet the financial requirements due to casualty and so
on.

In 1963, the sources of fund of equalization block grant was fixed on the
several national tax revenues; 40 per cent of the business tax revenue, the admission
tax revenue and the electricity and gas tax revenue, respectively, and 85 per
cent of unfiltered and filtered wines tax revenues. On the other hand the
maximum amount of the special grant was fixed on 10 per cent of the normal
grants financed by the revenues of the business tax, admission tax and the
electricityand gas tax. ‘

The grants for the special services(the conditional grants) totalled 13 billion
won in 1963; of which education grants accounted for 9 billion won.

Thus the relative importance of conditional grants in the net revenue of local
governments (except education sector) came up to 10.4 per cent and that of

education grants in the net revenue of the education sector reached 81.2 per



cent, respectively.

The breakdown of the conditional grants by sections is shown in more detail
as follows:

The conditional grants paid to local governments for general services amounted
approximately 4 billion won in 1963. They were based broadly upon the ac-
ceptance of the fact that many of the services supplied by local governments
were national in character, and simultaneously they intended to encourage
local governments to afford special services.

The most important grants for general administration, conditional, were those
paid to local governments by the Ministry of Agriculture. Their relative
importance in the total amount of grants paid to local governments exceeded
60 per cent, and their kinds were various. However, the amount of grant differed
considerably: the grant for seed improvement was nothing but 750 thousand won,
but the grant for .erosion construction, 900 million won.

The next important one was grants for public works paid by the Ministry of
Construction. Most of them were grants for capital formation. It amounted one
billion won, 30 per cent of the total amount of grants paid to local governments
for general services.

Besides, there were minor but numerous grants provided by the Ministry of
Home Affairs, the Ministry of National Defence, the Ministry of Finance, and
the Ministry of Public Health and Social Affairs, in relation to their activities.
In education sector, there were two kinds of grants; one is for compulsory
education, and the -6ther, for local educational services. In accordance with
the Education Act, the national government has a financial responsibility to
support the compulsory education and to assist one-half of salaries paid to public
middle and high school teachers. Further, it is. required that the national
government gives enough assistance to local governments for local educational
services.

Grants for compulsory education in 1963 amounted 8 billion won, which

constituted salaries of elementary school teachers, aid for facilities and grants



to assist the operational expenses of elementary school.

The grants to assist the operational expenses were apportioned in the same -
manner as the equalization grants. It is interesting, however, to note that in
1963 the device of central collecting and local sharing was utilized to meet the
financial requirement in this sector; 50 per cent of the admission tax revenue
was distributed on the basis of origin.

It is worth while to note that the equalization grants contributed to mitigate
the disparity of tax revenues among provinces. For instance, the raﬁge of differ-
ence in local tax revenues per entitled resident among provinces was 626 won
to 98 won, but after the equalization grants were paid it came up to 259 won to
626 won. On the other hand, the conditional grants not only encouraged capital

formation in the local government sector, but also relieved local governments
from financial difficulties.

1I. Distribution of Government Grants and Interprovincial Fiscal Equity

Government grants are useful fiscal devices to serve several purposes. It is also
desirable that operation of the grant system should contribute to equitable
ﬁscaﬂ treatment among provinces. If apportionment of government grants con-
tribute to remove the disparity of tax revenues among provinces, it will, as a
first approximation, be said that the operation of grant system is equitable.
Nevertheless, it is necessary to consider the factors of expenditure side as well
as those of revenue side in evaluating fiscal equity among provinces. The
disparity of tax revenue among provinces is well represented by difference of
taxable resources, but the different levels of public expenditure are mainly
caused by fiscal needs due to difference in the number of residents, difference in
the per unit cost of public services and difference in the amount of public ser-
vices supplied. It is, therefore, reasonable to consider all of these resources and
needs conditions as well as tax burdens and grant benefits received in evaluating
fiscal equity among provinces. Further, it is required to compare the net fiscal
surplus or gains in judging fiscal equity.

The resources conditions are usually specified by the difference of per capita



income, and the needs conditions are presented by population characters such as
- number of residents, scarcity and dispersion of population. It is, however, difficult
to calculate the net fiscal suplus or gains, because there are no available data to
make clear the real tax burdens and grants benefits received. Accordingly, it is
unavoidable to use modified approach instead of caleulating the net fiscal
surplus. First, all indicators are classified by positive or negative signs to show
their directions. Second, the direction of tax burdens and grant benefit received
are compared in relation to resources and needs conditions.

In classifying the directions of resources and needs conditions the following
method is used: if the per capita income is above the national average, the
negative(—)signs are assigned, but if it is below the national average, the
positive( - )signs are assigned. On the other hand, if the population per square
kilometer is more than the national average, the negative signs are allotted,
because its needs conditions are less severe, but if it is less than the national aver-
age, the positive signs are allocated, because the needs conditions are favor-
able, that is, unit cost per public services is relatively higher. Analogously, the
magnitudes of tax burdens and grant benefits received are classified by positive
and negative signs. But to do this, it is assumed that each province receives
grant benefits and bears the burdens in proportion to the population share.
Therefore, if the tax hurdens are in excess of the due share defined by the
relative population share, the positive signs are assigned, because its resources
conditions are favorable. And also if the grants received are below the due
share, the negative signs are assigned. ‘

In thus manner, 16 combinations of tax burdens and grant benefits received and
of resources and needs conditions are acquired, Two combinations clearly indi-
cate inequitable performance of grant operation, two others, equitable but not
unambiguous. The remaining twelve combinations do not show whether the
operation of grant system is equitable or inequitable.

According to the classifications of indicators, it is found that operation of

grant system, both in apportioning grant outlay and in distributing tax burdens,



were found equitable but not unambiguously in seven cities and provinces
inclusive of Seoul City. But in Kyong-gi Do (province) grant outlay was incon-
sistent with resources and needs conditions. And in Chungchong-buk Do and
Chulla-nam Do, grant outlay were inconsistent with resources conditions and
tax burdens were inconsistent with needs conditions. Finally, in Chulla-buk Do
grant outlay was inconsistent with needs conditions.

Except these four provinces the other cities and provinces are classified at
where the operation of grant system is consistent with equity, but it does not
mean that the grant system operate unambiguously equitable, because it is
possible that tax burdens and grant outlay might over-compensate the resources
and needs conditions, Such a performance of grant system was found in the
Kyongsang-nam Do and Che-ju Do.

In this paper the method adopted to judge the fiscal equity in relation to
grant system is to compare the directions and magnitudes of tax burdens and
grant expenditures in relation to resources and needs conditions. It is, however,
not denied that such an approach is too simple to evaluate the performance of
grant system. Further, there is a problem to specify the numerical value of needs
conditions. Nevertheless, the method adopted in this paper is the first step for

further analysis.



