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The Role of Local Public
Finance

Prefectures and municipalities (cities, towns, and villages) are central actorsin
various administrative fields, including school education, welfare and public
health, police and fire services, and the construction of such public works as
roads and sewer age systems. They fulfill a major rolein national life.

Regarding local public finance, which is the totality of the finances of local
governments, we introduce here the state of settlement for fiscal 2001, efforts
toward financial soundness of the local public entities, and so on, with the focus
on the ordinary account.

Classification of the Accounting of Local Governments
Applied in the Settlement Account Statistics

We have adopted a uniform method in the settlement account statistics and classify accounts as
an ordinary account, which covers the general administrative sector, and other accounts. This
enables us to make a statistical comparison of local governments even though the account
classification of local governmentsis not uniform.

Accounts of Local Governments

Ordinary Account of general administrative sector

=i
ol i

. . . Etc.

Other
accounts




How large is local public finance compared with central
government finance?

Looking at the ratio of local public finance to gross domestic expenditure, we see that the ratio
of the local government sector is 13.5% , and it is about three times larger than the ratio of the
central government.

Gross Domestic Expenditure and Local Public Finance

¥121.4243 trillion
(24.2%)

Local government

¥67.6049 trillion
(13.5%)

Net export of financial
goods and services
¥3.8692 trillion
(0.8%)

Central
- government

¥23.1480 trillion
(4.6%)

" Social security fund
¥30.6714 trillion

Gross domestic
expenditure
(nominal)

¥502.6023 trillion

¥377.3087 trillion
(75.1%)



In which fields are local expenditure ratios high?

Local expenditure ratios are higher in the areas that have a close relationship with daily life,
such as public health and sanitation, school education, social education, and police and fire
services.

Shares of National and Local Governments in Main Expenditures by
Function (final expenditure base)

expenditures National ratio

Ratio of
by function

School education
expenses
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Social education

expenses, etc. ! 3-0%.I
Judicial, police, fire

service egpenses u 4-3%|

Land development =
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-

Land preservation L i i |
expenr')ses i 20% 35%
Public
expens 15.2% 37%
(except p
Htousin i
etc.

2.1% - 429,
Aaricul A% 42%
and fis 2.1% T
expens
Defense 3.2% 100%
Pension expenses il
(of public welf.'ge expenses) = M M’

General administrgltion
expenses, assembly
expenses, etc. ' - 8.5% I

25% |




Revenue

Where does the money for local government activities come

from?

1. Revenue Breakdown

Local taxes account for about one-third of the revenue of local governments, followed by the
local alocation tax, national treasury disbursements and local loans.

Revenue Breakdown (FY 2001)

General Revenue
Resour ces

Local taxes, the local
alocation tax and so on are
called general revenue
sources since their uses are
not specified. It is extreme-
ly important for local
governments to secure
general revenue resources
in order to respond to
various administrative
needs properly.

Local transfer tax Collected
as a nationa tax and transferred
to local governments. Includes
local road transfer tax, etc.

Special local grant A revenue
source with the character of a
substitute for local taxes, intro-
duced to supplement a part of
the decrease of local tax caused
by atax cut since FY 1999.

Local allocation tax An
intrinsic revenue source shared
by local governments in order to
adjust imbalances in tax revenue
among local governments and to
guarantee revenue sources so
that local governments in what-
ever region can provide a certain
level of administrative services.
Calculated as a certain ratio of
five national taxes. (See pages 8
and 9 for details.)

National treasury disburse-
ments A general name for funds
disbursed from the central
government to local govern-
ments for specified uses.

Local loan Borrowing of local
governments not redeemed
within the fiscal year.

Notes:

1. The figures here are mainly
for the ordinary account. (For
the accounts of public enter-
prises, such as water supply
and sewerage businesses,
transportation businesses, and
hospitals, see pages 18-20.)

2. The figures for each item are
rounded off under the given
unit. Therefore, they do not
necessarily add up exactly to
thetotal.

General revenue

resources
Other revenue 0 28,849.6 billion
resources (53.5%)
0 9,032.5 hillion
(16.7%)

|'I Local loans
0 6,517.1 billion Prefectures
| (12.1%) _ Total
, — 053,962.5/.
W '
~ National treasury Local transfer tax
- disbursements 0 133.0 billion
- [09,563.3 billion (0.2%)

17.7%)

Special local grants
0 235.0 billion
(0.4%)

General revenue
Other revenue

resources resources
] 11.688.4 billion 0 30,983.2 billion
(22 58.5%
(22.1%) ( 0)

! Municipalities
Local loans

1 05,356.3 billion
| (10M\00) =l

National treasury .

disbursements’ Local transfer tax

0 491.0 billion
(0.9%)

Special local grants
0 666.8 billion
Other general (1.3%)

revenue resources

[0 2,408.4 billion (4.5%)



2. Revenue Trends

Local allocation tax 17.4%
(¥14.9 trillion) | ocal loans 8.5%

National treasury (7.3 trillion)
disbursements Other revenue
13.2% (¥11.3 trillion) resources 18.0%
(¥15.4 trillion)

Nationwide
Local transfer tax 2.0%

(1.7 trillion)

Net Total ¥85.7 trillion

2.0% (¥2.0 trillion)

| 15.4% 16.7%
(¥15.6 trillion)  (¥17.0 trillion)

¥101.4 trillion

1.1% (¥1.1 trillion)

14.1% 17.1%
(¥14.1 trillion)  (¥17.0 trillion)

¥99.9 trillion

0.6% (¥¢0.6 trillion)

14.7% 17.0%
(¥15.1 trilion)  (¥17.5 trillion)

¥102.9 trillion
0.6% (x0.6 trillion) Special local grants 0.6% (0.6 trillion)

12.6% 16.5%
¥13.1 trilion)  (¥17.2 trillion)

¥104.0 trillion

0.6% (0.6 trillion) 0.9% (0.9 trillion) 11.1%
(*¥11.1 trillion)

' 15.8%
(¥15.8 trillion)

¥100.3 trillion

0.9% (0.9 trillion) 11.8%

0.6% (¥0.6 trillion) (¢11.8 trlion)

' 16.3%
(¥16.2 trillion)

¥100.0 trillion




3. Local Taxes

Local taxes consist of prefectural taxes and municipal taxes. (In the case of the special wards of
Tokyo, the Tokyo Metropolitan Government collects some municipal taxes.)

Composition of Revenue from Prefectural Taxes (FY 2001 settlement)

Other taxes
¥119.4 billion (0.7%)

Prefectural tobacco tax
¥276.8 billion (1.8%)

Automobile acquisition tax
¥449.6 billion (2.9%) \
Real property -

acquisition tax \
¥537.5 billion (3.5%) ;

On Interests
¥1,176.4 billion (7.6%)

Prefectural
residents tax

¥4,382.4 billion
(28.2%)

Light'oil delivery tax
¥1,190.5 billion

Total

¥15,530.3 Corporate
billion | ¥836.7 billion
(5.4%)

Enterprise tax
¥4,328.2 billion
(27.9%)

Individual
¥226.4 billion (1.5%)

Composition of Revenue from Municipal Taxes (FY 2001 settlement)

Other taxes
¥509.6 billion (2.5%)

Municipal tobacco tax
¥850.9 hillion (4.3%) \
City planning tax \
¥1,320.2 billion (6.6%) -\

Municipal
residents tax

¥8,184.6 billion
(40.9%)




Among prefectural taxes, the ratios of the two corporate taxes (corporate business tax and
corporate prefectural residents tax) are high. Among municipal taxes, the ratios of the fixed asset
tax and individual municipal residents tax are high.

The two corporate taxes are impacted by the business cycle, so the tax revenue from prefectural
taxesisless stable.

On the other hand, municipal tax revenue has been relatively stable, although it has been on a
downward trend since fiscal 1998.

Prefectural Taxes Trend

¥ trillion
18-
6 16.1835 155850 15.5303 tilion
- a0 9478 }5'3195
14 -
12 -
10-
(41.7) 3481 (36.6) 3531 (34.0) (29.3) (27.0) (26.6) (27.9%) Enterprise
25.1 26.4% Corporate tax
6- 27.5
: 25.4
4 - 53 77777777 5.4% | Corporate
: gé 8.3 Interest Prefectural
Figures in parentheses 2~ (23.8) 24.8) (28.9) (28.2%) FESItdentS
are the component ratios 16.9 15.3 Individual BRe
of the business tax and
prefectural residents tax. 0

Fy1991 Fy1996 Fy1997 Fy1998 Fy1999 Fy2000 Fy2001

Municipal Taxes Trend

¥ trillion
22 - 21.2077
20.502<24“{,,.»:'7:2;5'7'7:'_*~~,\7 19.9614 20.01.85 trillion
20- 188892 63§ e n125%Q Othertaes
g 33 77777 6.6 6_6%' City planning tax
18 - s 43 43% Municipal tobacco tax
16 -
14 - 41.6 44.1
34.7 43.0 45.6 45.3 45.70 | Fixed asset tax
12 -
10 B w
g. 170 11.9
13.1 11.1
,,,,,,,,,,,,,, 10.1 10.9 10.9 Corporate
6 B | B L TSR T
Municipal
4- (53.4) (44.4) (45.8) (42.8) (40.9) (41.2) (40.9%) residents
i tax
36.4 31.3 33.8 31.7 30.8 30.3 [T

Figures in parentheses o _
are the component ratio
of the municipal residents
tax. 0

Fy1991 Fy1996 Fy1997 Fy1998 Fy1999 Fy2000 Fy2001



4. Local Allocation Tax

The local alocation tax isan intrinsic local revenue source aimed at adjusting imbalances in the
revenue sources of local governments and ensuring revenue so that local governments can
provide a standard level of administrative services and make basic public investment for people
in whatever region. In order to maintain the autonomy of local governments, the local
governments themselves are free to decide how the local alocation tax is used, in the same way
that they do on the use of the local taxes that they collect by themselves.

From the perspective of local autonomy, essentially it would be the ideal for each local
government itself to secure the revenue sources necessary for administrative activities through
local taxes collected from their residents. However, there are regional imbalances in tax revenue,
and many local governments are unable to secure the necessary tax revenue. Therefore, the
central government collects financial sources that should really be local tax revenue through
national taxation and reallocates them as the local allocation tax to local governments where
financial sources are insufficient.

Determination of total amount

The total amount of the local allocation tax is determined on the basis of certain ratios of five
national taxes (32% for income tax, corporate tax and liquor tax, 29.5% for consumption tax and
25% for tobacco tax [revised to 35.8% for the time being for corporate tax from fiscal 2000])
and on the basis of estimates of standard revenue and expenditure of local public finance as a
whole.

Method of calculation of ordinary local allocation tax for each local
government
The ordinary local allocation tax for each local government is calculated by the following

mechanism:

Unit cost
X
Measured unit
number /amount
(national census, etc.)

X
Adjustment coefficient
(scale modification, etc.)

Regular allocation
tax amount

Notes:

1. Standard financial requirements are calculated as the financial requirements of each local government based on rational and appropriate
standards. It is a duty to include the local share of the nationa treasury projects, such as compulsory education, public assistance and
public works, in calculating the standard financial requirements. From fiscal 2001 to fiscal 2003, part of the standard financial
requirements is being transferred to special deficit-financing bonds (extraordinary financial countermeasures bonds) under Article 5 of the
Local Finance Law.

2. Normal local tax revenue neither includes non-statutory ordinary taxes and non-statutory special purpose taxes taxed independently by the
local government nor excess tax that exceeds the standard tax rate stipulated in the Local Tax Law. From fiscal 2003 the calculation rate
for both the prefectural portion and the municipal portion is 75%.



As aresult of the financial adjustment, the ratio of general revenue resources to total revenue
does not differ greatly among municipalities regardless of population, etc.

Ratio of General Revenue Resources to Total Revenue for
Municipalities

(%)

Ratio of general

revenue resources

to total revenue
64.1 64.7

59.8

Local
allocation
tax

Major Core Special Medium Small Town Town
- - - - - or or
city city city city city village village
population population
over 10,000 under 10,000

Note:

A “magor city” isacity that has received designation under Article 252-19-1 of the Loca Autonomy Law. A “core city” isacity that has received
designation under Article 252-22-1 of the Local Autonomy Law. A “specid city” isacity that has received designation under Article 252-26-3-1 of
the Local Autonomy Law. A “medium city” is a city other than the major cities, core cities, and specia cities that had a population in its
administrative area as of March 31, 2002, of 100,000 persons or over according to the national census report of 2000. A “small city” isacity witha
population of less than 100,000 persons under the same conditions.



Expenditure

What is revenue being expended for?

1. Expenses by Function

When expenditure is classified by function, we see that a lot of revenue is expended for such
items as civil engineering expenses, education expenses, and public welfare expenses. In
prefectures it is expended for education expenses, civil engineering expenses, and debt servicing
in that order. In municipalities it is expended for public welfare expenses, civil engineering
expenses, and general affairs expensesin that order.
Civil engineering works expenses: Expenses for the construction and improvement of public facilities,
such as roads, housing and parks.
Education expenses: Expenses for school education, social education, etc.
Welfare expenses: Expenses for the construction and operation of welfare facilities for children, the
elderly, the mentally and physically disabled, etc. and for the implementation of public assistance, etc.
Public debt payment: Expenses for the payment of principal, interest, etc. on debts.
General administration expenses: Expenses for retirement alowances (excluding those covered by
police expenses and education expenses), fund reserves, taxation, etc.

Composition of Expenditure by Function (FY 2001)

Unit: ¥100 million

Other expenses

Public debt
payments

Education
expenses

Civil engineering
work expenses

Commerce and
industry expenses

Agriculture, forestry
and fishery expenses

Public hygiene and
sanitation expenses

Welfare expenses

General administration
expenses




Welfare expenses and public debt payments have been increasing in recent years.

Trends in Expenditures by Function (ordinary account net total)
Unit: Ratio with FY 1991 as 100.

unit: 0 100 million

106,470
90,315
24,385
23,682
1B
1111
20,850
51,360
48,207

191,011

174,864
Ga,q07

B34, 0ES

Of which, socie
Of which, elder
Of which, chilc

Of which, san




What are expenses for?

2. Expenses by Char acter

Classified by character, expenses can be divided into "obligatory expenses' (personnel expenses,
maintenance and relief expenses and public debt payments), which are obligatory and difficult to
cut down spontaneously; "investment expenses,” including ordinary construction expenses, etc.;
and "other expenses."

Expenditure by Character (FY 2001)

Obligatory expenses
0 23,732.0 billion
(44.8%)

Other expenses

0 16,185.4 billion
(30.6%)

Total
D 52,922. 2 /

b|II|0n .
Publlc debt

payments  /
0 6,489.8 billiod"

Prefectures )

Maintenance and
relief expenses

construction expenses 0 1,444.3 billion

0 4,823.9 billion (9.1%) (2.7%)
Investment expenses
0 13,004.8 billion Subsidized ordinary

construction expenses

0,
(24.6%) [ 6,526.6 billion (12.3%)

Obligatory expenses
022,518.0 billion
(43.8%)

Other expenses

0 17,645.0 billion

(E1-200) Municipalities \
Total

0 51,405.9,

Maintenance and

3 ‘-,_B » relief expenses
T B e [5,030.3 billion
\ 0 6,447.2 billiony/ (9.8%)

'_ (12.5%)
Unsubsidized ordinary N ;
construction expenses

0 6,612.9 billion (12.9%)

Investment expenses

0 11,242.9 billion (21.9%) Subsidized ordinary

construction expenses
0 3,921.0 billion
(7.6%)




Trends in Expenditures by Character

Public debt payments

¥6.8 trillion (8.1%)
1 i Maintenance and Ordinary construction expenses
“atlonw“'e relief expenses ¥24.5 trillion (29.3%)

¥4.4 trillion (5.2%) Subgci;ﬂgterﬂ gt{g:pary

expenses ¥8.8 trillion
(10.5%)

Unsubsidized ordinary construction
expenses ¥14.7 trillion (17.5%)

Other expenses
¥23.8 trillion (28.5%)

Obligatory expenses ¥34.6 trillion (41.2%) Investment expenses ¥25.4 trillion (30.3%)

¥5.8 trillion (5.8%)

¥16.7 trillion
(16.9%) ¥26.7 trillion
(26.9%)

¥99.0 trillion

¥6.2 trillion (6.3%)

¥15.5 trillion
(15.8%) ¥26.0 trillion
(26.7%)

¥6.5 trillion (6.5%)

10.9 trillio
(10.8%) ¥14.6 trillion

(14.6%) ¥26.8 trillion

(26.8%)

¥100.2 trillion

¥6.9 trillion (6.8%)

¥12.9 trillion
0,

(12.7%) ¥29.1 trillion

(28.6%)

Maintenance and
relief expenses

Expenses which in-
clude child welfare
expenses, public assis-
tance expenses, etc.,
aimed at assisting the
needy, children, the
elderly, mentally and

¥6.1 trillion (6.2%)

¥27.9 trillion

physically disabled,
etc., as a part of the
socia security system.

Ordinary construc-
tion expenses
Expenses necessary
for the construction of
socia capital, such as
roads, bridges, parks,
schools, etc.

¥6.5 trillion (6.6%)

¥28.3 trillion
(29.1%)

¥97.4 trillion




Flexibility of the Financial
Structure

How can local finance respond to the demand toward local
governments?

In addition to revenue sources allocated to obligatory expenses required every year, it is
necessary for local governments to secure revenue sources for measures to respond properly to
social and economic trends and changes in the demand of the residents. The extent to which
these revenue sources can be secured is called the flexibility of the financial structure.

1. Ordinary Balance Ratio

The ordinary balance ratio (the ratio of ordinary revenue allotted to expenses recurring every
fiscal year to the total of ordinary revenue recurring every fiscal year, centered on local taxes and
the local allocation tax, and tax-reduction supplementary bonds and extraordinary financial
countermeasures bonds [see note]) had been decreasing since fiscal 1999 because of such factors as
the decline in personnel expenses share, but it increased in fiscal 2001 because of such factors as
an increase in public debt payments.

94.2 Prefectures
91.7 91.7 90.5
Q0 <L 89.4 89.3

85.3

: _ 839 836 84
80 44444444444444444 77-4 . | S ---F B ... W.... MUHICIpa“tleS

Note:

Tax-reduction supple-
mentary bonds and
extraordinary financ-

ial countermeasures 0
bonds have been add-

ed since fiscal 2001. Fy1991 1992 1993 1994 1995 1996 1997 1998 1999 2000 2001



2. Debt Service Payment Ratio Used for Permission to | ssue L ocal Bonds

It is necessary to keep a close watch on trends in public debt payments at all times, since public
debt payments, payments of principal and interest on the debts of local governments, are
expenses especialy lacking flexibility.

The debt service payment ratio used for restricting to issue local bonds, an index that takes into
consideration the local allocation tax calculated for debt payments and indicates the actual
degree of debt payment burden, has been increasing in recent years, and the flexibility of the

financia structure has become weaker.

Trends in the Debt Service Payment Ratio Used

12.3

for Permission to Issue Local Bonds

Debt service payment

ratio used for permission
to issue local bonds

The debt service payment ratio
used for permission to issue
local bonds is an index show-
ing the ratio of local debt prin-
cipal and interest repayment
(excluding advanced redemp-
tion and the amount of general
revenue resources calculated
for this purpose that includes
the local alocation tax) to the
total of standard financial
amount (excluding the amount
of local alocation tax calculat-
ed for service payment) and
possible issue of extraordinary
financial countermeasures
bonds. This index is one of the
criteria to limit the issue of
local bonds. In principle, the
issue of local bonds relating to
general unsubsidized projects,
etc. is prohibited in the case of
local governments with a ratio
of 20% or over.

0%0 -
120"

11
1 .

3007

90
g5 8.
8.0
7.5

7.0

FY1991



Outstanding Local Government
Borrowing (Ordinary Account)

What is the state of debts in local public finance?

1. Trendsin Outstanding L ocal Government Borrowing

Outstanding local government borrowing, the debts of local governments, amounted to
approximately ¥131 trillion at the end of fiscal 2001. This figure has been increasing in recent
years because of such factors as the need to supplement tax revenue as a result of the decrease in
local tax revenue and tax cuts, the added public investment by economic-stimulus measures, and
the issue of extraordinary financial countermeasures bonds. The figure is 1.3 times larger than
total revenue and 2.3 times larger than general revenue resources, such as local taxes and local

allocation tax.
Trends in Outstanding Local S eI
Government Borrowing measures

Extraordinary
financial
countermeasures

- bonds
¥ trillion

120-
Tax revenue

supplementar
ppbonds y

Tax-reduction
supplementary
bonds, etc.

100-
Financial aid
bonds

80—

60—

Other local
bonds

40~

20—

- o o
Fy1991 1996 1997 1998 1999 2000 2001

Notes:
1. Outstanding local government borrowing excludes special fund public works bonds and special fund public investment bonds.
2. Economic-stimulus figures are estimates.

®




2. Outstanding Borrowing of L ocal Finance

In addition to the current outstanding local government bonds, there are the outstanding
borrowing of local governments including the local burden of the borrowing of specia account for
local allocation tax, and public enterprise bonds borne by the ordinary account. These
outstanding borrowings have been increasing sharply in recent years. The figure reached about
¥188 trillion at the end of fiscal 2001 and is expected to reach ¥199 trillion at the end of fiscal
2003.

Trends in Outstanding Borrowing That Should Be Shouldered by the
Ordinary Account and Ratio of Outstanding Borrowing to Gross
Domestic Product

¥ trillion

180 -
Outstanding public el
(borne by the ordin.

160 -
Outstanding borrowin
account for local alloc
(borne by the local gove

140 -

120 - Outstanding local go

bonds
(borne by the ordinar

100 -

80 -
-40
gooo
60 - _30
40_ _20
20 - -10
....................................................................................................................... 0

Fy1991 1996 1997 1998 1999 2000 2001 (EndofFY)

Notes:
1. Outstanding local government borrowing excludes special fund public works bonds and special fund public investment bonds.
2. Outstanding public enterprise bonds (borne by the ordinary account) are estimates based on settlement statistics.



Local Public Enterprises

What is the state of local public enterprises?

Local public enterprises are those that are managed directly by local governments for the
purpose of social and public benefit. They provide social infrastructure and services
indispensable for local residents and the development of the community, including water supply,
sewerage, transport and hospitals.

1. Ratio of Local Public Enterprises
Local public enterprises play amajor rolein improving the standard of living of residents.

Water-supply Sewage disposal No. of passengers No. of passengers No. of hospital
population facility population ayear ayear beds
of 123.686 of 93.26 of 4.773 of 4.894 of 1,647,000 beds
. million persons million persons billion persons billion persons
%
100 ------gf  Zg---coti R ol ool -
80 - - - - [ ooooooo oo e
60 ------ - --------- (- ---------0 L eeoeeeees e ee e B e

122.703
million persons
84.13
million persons
40 ------ P - -------- e e PO - -------- e mee s e

2.720
billion persons

20------JN - J - B ------- N - -
1.280
billion persons
238,000 beds

o ,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,
The graph shows the Water-supply Sewerage Transport Transport Hospitals
ratios of local public business business business business
enterprises to whole (including small-scale (subways) (buses)

business entities. water supply business)




2. Number of Businesses Operated by L ocal Public Enterprises

The number of businessesis 12,611. By type of business, sewerage accounts for the largest ratio,
followed in order by water supply, small-scale water supply, care services, and hospitals.

No. of businesses

FY2001

3. Scale of Financial Settlement

The total financial settlement scale is ¥21.2856 trillion. By type of business, sewerage accounts
for the largest ratio, followed in order by hospitals, water supply, residential land development,
and transport.

Others

14,871

(7.0%)
Resid
dev

212,856

0100 million

FY2001




4. M anagement Conditions

Loca public enterprises moved into the black for the first time in four years since fiscal 1997,
with a surplus of ¥170.2 billion. By type of business, water supply, industrial water supply,
electricity, and sewerage have registered a surplus, while transport and hospitals have continued
to show a deficit.

Trends in Management Conditions of Local Public Enterprises

¥100 million
5’000 .............................................................................................................................................
Others
Total surplus Sewerage business
4,399 Hospitals
e cas
. Total surplus
4’000 ................................ EIeCtrICIty3,927 ........
Transport
[0 Industrial water supply
Water supply (including small-scale water supply)
Others 2,174
Others 1,561
3’000 ......................................................................................................... .
Total balance Total surplus
Total surplus Total surplus Total surplus 2,595
2,392 2,305 2,388
Others 17
Others 242 Sewerage 604
Sewerage 406 Total surplus Sewerage 318
Sewerage 556
2,000 1',9840 1,807 " "Sewerage 324/ N " """Sewerage 799 "’
Others 15 Electricity 196 Electricity 196
| Sewerage 141 Electricity 177 m Electricity 152 W O 1,702
Electricity 197 Electricity 156 . Industrial_ | water supply Gas 5
'"dm water supply 82 Electricity 123
water supply Hﬁter Sl ﬁival
pply ly 153
1’000 ..... oo d I .ol “ee
Water supply Water supply Water supply
Water supply Water supply Surplus
Water supply 1301 1,567 1,658 1533 1,648 HCer p
1,454 1286
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0 Fv1991 96 L —~OL ! 1908 | 1999 | 2000 2001
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1423 1396 Py
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ranspor Transport Transport Transport Transport 01,598 Deficit
.... 01,696 01,690 01,712 01676 01,677 ' e
1,000 g
Transport
02,310
Hospitals
0238 . Hospitals
2,000 Hospitals -+~ GasT9 Hospitals . ; 0627
0719 Total deficit gt Hospitals Hgsg'stg's
01,031
01,937 —— ! ici
Gas [ 24 Total deficit
Total deficit Total deficit GasD19 Hospitals 02,225
02,415 02,314 ——————  Others (1136 0644
TS[Zdelefziclit Total deficit Gas 020
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012728 02,784 OthersEIZFllS
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Efforts Toward Sound
Financial Conditions

What efforts are being made toward sound local finance?

Although local public finance is certainly in an extremely severe situation, the role of the local
government, which is clarified as the comprehensive administrative entity of the region, is
becoming increasingly important. For this reason, various administrative reform efforts are being
made with the aim of making administrative organizations simpler, more efficient and more
responsible to new administrative issues.

1. Number of Public Employees

The number of local public employees has declined for eight consecutive years since 1995. The
number of employees has fallen for seven consecutive years in the general administrative sector
and 11 consecutive years in the special administrative sector and also dropped in the public
enterprise sector.

The reason for these trends is that although the number of employees has increased in some
sectors because of such factors as the improvement of welfare and medical care and disaster-
prevention measures, efforts have been made to restrain the increase of the total number of
employees by numerical targeting measures and scrap-and-build measures.

Number of Local Public Employees
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Trends in the Number of Staff in Local Governments by Sector
(Unit: Ratio with April 1, 1992, as 100)
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2. Salary Level

When the salary level of local public employees is shown on the Laspeyres Index, the average
for al local governmentsis 100.6.

Trends in the Laspeyres Index
(Trends in the Average for All Local Governments)

110 .................................................................................................................................
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Laspeyres Index

The Laspeyres Index is used to compare price levels, wage levels and so on. Here it is used to show the salary level of local public
employees when the salary level of national public employeesis taken as 100.

The main cause of the increase in the Laspeyres Index in 2002 was that some of the local governments that carried out salary cuts in fiscal
2001 had completed these measures by the time of the survey on April 1, 2002.



3. Administrative Transparency

Amid the increasing severity of local public finance, various efforts are being made to fulfill
accountability. In recent years, there has also been an increase in the number of local
governments formulating balance sheets in order to grasp the state of their assets and liabilities
in a comprehensive manner as a means of publicizing and analyzing their financial conditions.

Example of Balance Sheet (City A)

FY 2001 Ordinary Account Balance Sheet

(Assets)

1. Tangible fixed assets
(1) General administration expenses

7,849,963
(2) Welfare expenses
2,635,732
(3) Public hygiene and sanitation expenses
5,025,765
(4) Labor expenses
406,532

(5) Agriculture, forestry and fishery expenses
5,295,694
(6) Commerce and industry expenses

2,249,670
(7) Civil engineering work expenses
52,211,412
(8) Fire service expenses
561,124
(9) Education expenses
48,250,835
(10) Others
274,292
Total 124,761,019
(of which, land 42,664,316)

Total 124,761,019

2. Investment, etc.
0 10 Investment and equity funds

4,055,425
020 Loan
311,579
0 30 Funds
[0 10 Special purpose funds 7,616,199
[0 20 Land development funds 2,044,674
[0 30 Fixed-in investment 44,000
Total 9,704,873
Total 14,071,877
30 Liquid assets
0 10 Cash, deposits
0 10 Adjustment fund for finance
2,040,545
[ 20 Sinking funds
1,726,458
[ 30 Cash in yearly account
1,151,958

Total 4,918,961
0 20 Receivables

0 10 Local taxes

1,844,860

0 20 Others 728,614
Total 2,573,474

Total 7,492,435

Information relating to contract authorization

[1 101 Matters relating to the purchase of property, etc. (excluding items included in the main table)

(As of March 31, 2002; unit: ¥1,000)

(Liabilities)
1. Fixed liabilities
00 10 Local government bonds

53,400,519
0 20 Contract authorization

0 10 Purchase of property, etc. -

0 20 Guarantee of obligation or loss compensation 0

Total O

0 30 Retirement allowance reserve
6,234,735
Total 59,635,254

20 Liquid liabilities
0 10 Scheduled redemption in next fiscal year

4,074,464
[0 20 Appropriation mode in advance

0
Total 4,074,464
Total liabilities 63,709,718

(Net assets)
1. National treasury disbursements

19,187,061
2. Prefectural disbursements
5,740,513
3. General revenue sources, etc.
57,688,039
Total net assets 82,615,613

4,443,824

[J 200 Matters relating to guarantee of obligation and loss compensation (excluding items included in the main table)

[0 30 Matters relating to compensation for paid interest, etc.

5,931,001
1,851,493




4. Examples of Administrative Reform Efforts

Loca governments are making various administrative reform efforts with the aim of achieving
sound financial conditions. The following are some of them:

Examples of Specific Efforts

Figures in parentheses show achievements so far.

e Reduction of humber of staff by about 20% (about 3,000 persons) in
the 10 years from fiscal 1999 to fiscal 2008. (In the four years from fiscal
1999 to fiscal 2002, the number of staff was reduced by 1,228 persons, or

about 8%.)
e Reduction of managerial allowance. (10% reduction in fiscal 2001 and
Prefecture 2002, ‘ . - : AF
e Implementation of revision of administrative tasks. (119 administrative
tasks were abolished or suspended in fiscal 2002.)
A e Reduction of number of staff in prefecture-related organizations by

about 20% (about 600 persons) in the nine years from fiscal 2000 to
fiscal 2008 through a revision of prefecture-related organizations. (In
the three years from fiscal 2000 to fiscal 2002, the number of staff was
reduced by 320 persons.)

e Abolition, privatization, etc. of more than 26 public facilities (about
20%) in the seven years from fiscal 2002 to fiscal 2008 through a
revision of public facilities.

e Reduction of number of staff in departments and bureaus under the
governor by about 10% (about 1,400 persons) in the 10 years from
fiscal 1997 to fiscal 2006. (The prefecture brought forward the target year
by four years and more than achieved the goal with a reduction of 1,581
persons (11.7%) in the six years from fiscal 1997 to fiscal 2002. Efforts are
being continued toward further reductions.)

e Reduction of general staff salaries, etc. in the five years from fiscal
2000 to fiscal 2004. (4% reduction for staff receiving managerial allowance;
2% reduction for general staff.)

B e Reduction of more than 10% in the number of main office bureaus,

Prefecture

departments, sections, and offices in the five years from fiscal 1997 to
fiscal 2001. (The target has already been more than achieved, with
reductions in the six years from fiscal 1997 to fiscal 2002 of 4 departments
or bureaus (28.6%) and 32 sections or offices (21.5%).)

e Curbing of the issue of new prefectural bonds to less than 10% of
independent financial sources, such as tax revenue, by fiscal 2006.
(The ratio was 23.1% in the final budget for fiscal 1996 and 14.7% in the
initial budget for fiscal 2003, a decline of 8.4 percentage points.)

e Revision of existing projects. (In fiscal 2003, 88 projects were abolished
or suspended and 1,009 projects were decreased or merged.)

Reduction of number of staff by 1,000 persons (about 5.5%) in the five
years from fiscal 2001 to fiscal 2005. (Reduction of 736 persons in the
two years from fiscal 2001 to fiscal 2002.)

Reduction of salaries for special posts. (15% reduction for mayor and
10% reduction for deputy mayor, etc. in fiscal 2002.)

Reduction of salaries for general staff. (In fiscal 2002, 5% reduction for
bureau, department, and section chiefs; 4% reduction for assistant section
chiefs and subsection chiefs; 3% reduction for other staff.)

Reorganization and merger of more than three auxiliary organizations
in the five years from fiscal 2001 to fiscal 2005.

Raising the municipal tax collection rate from 94.1% in the settlement
of fiscal 1999 to the 96% level in the fiscal 2003 settlement.
Implementation of revision of 142 administrative tasks in the five years
from fiscal 2001 to fiscal 2005. (Achieved the planned target of 80 tasks in
_— the two years from fiscal 2001 to fiscal 2002.)
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Issues of Local Finance

1. Strengthening the Administrative and Financial Base for Further
Decentralization

1 Strengthening the Financial Base of Local Governments

At atime when local government finance is suffering from a severe shortage of resources, in
order to promote further decentralization, it is necessary to make efforts toward the realization
of structural reform to increase the degree of freedom of local governments in terms of both
income and expenditure and to achieve local independence under the principle of “entrusting
to local governments what local governments can do.”

© Realization of an income structure based mainly on local taxes
Gap between expenditure scale and tax revenue of local governments

Expenditure state:local =2: 3
Tax revenue state:local =3:2
Reduce the gap as much as possible

« Revision of involvement of the central government through national
treasury subsidies, legislation, etc.

A

Further clarification of correspondence between benefit
and burden of administrative services

Promotion of administrative reform and fiscal structure
reform in the national and local governments

(eference
Distribution of Financial Resources Between the National
and Local Governments O FY 20010

National : local

58:42
O003:20

Local allocation tax, etc.

National : local

42 : 58

National treasury expenditure

Local expenditure
(net budget)

> 0 95.9 trillion 37:63
' 52 F Oo02:30

National : local




e Three-Pronged Reform

In order to promote structural reform toward local independence, it is necessary to
mutually connect financial resources, including national treasury subsidies, the local
alocation tax, and the transfer of financial resources, and to study them in a uniform
manner.

Qeference (Decided by the cabinet on June 25, 2002.)

Basic Policy on Economic and Fiscal Management and
Structural Reform, 2002 (Excerpt)

Part 4 Structural Reform in the Main Areas of Expenditure
3. National and local governments

(1) Regarding local administrative and fiscal reform, it is necessary to promote
such reform in a forceful and uniform manner. First of all, state involvement
should be reduced, and the powers and responsibilities of local governments
should be greatly expanded. Taking account also of studies and discussions
in the Committee for the Promotion of Decentralization, each minister, under
the guidance of the prime minister, with responsibility should study the
abolition or reduction of national treasury subsidy projects, including those
in the fields of welfare, education, and social capital, with the aim of
reaching a conclusion by the end of the year.

(2) In light of these considerations, a three-pronged study should be carried out
on the form of national treasury subsidies, the local allocation tax, and the
distribution of financial resources from taxes, including the transfer of
financial resources from taxes from the state to the regions, and a reform
draft including the desirable form of these elements and the specific reform
process to achieve this result should be compiled within the next year from
NOW.

This reform draft should aim for a reduction in the scale of national treasury
subsidies of several trillion yen during the period of “reform and outlook.”
At the same time, there should be a reform of the local alocation tax. It is
necessary to drastically rectify the current situation in which more than 90%
of local governments receive the local allocation tax. For this purpose, the
reform should entail arevision of the local allocation tax’s financial resource
guarantee functions as a whole and a reduction during the period of “reform
and outlook.”

On the other hand, it still remains necessary to rectify the differences in
financia strength among local governments. It should be discussed to what
extent and how they should be corrected and included in the above-
mentioned reform draft. Together with these reforms, with regard to those
subsidies among the national treasury subsidies to be abolished that are
deemed necessary to be continued independently by local governments, they
should be transferred to independent financial revenue sources of the local
governments after careful investigation of the necessary transfer amounts.

At present the shortage of financial resourcesin local governments amounts
to approximately ¥14 trillion. This situation should be remedied as soon as
possible through such efforts as the reduction of expenditures and the
expansion of local taxes. After that, it should be aimed to break away from
the dependence on financial resource guarantees through the local allocation
tax and to realize the true financial independence of local governments.



[J Local Taxes

In order for local governments to provide administrative services in response to local
needs with responsibility and at their own discretion, it is necessary to expand and
secure local taxes so as to build alocal tax system in which the uneven distribution of
tax sourcesis limited and the stability of tax revenueis ensured.

Qeference

Uneven Distribution of Tax Revenue in Local Taxes

Index of per capita tax revenue from the local tax revenue total, individual resident’s
tax, two corporate taxes, local consumption tax, and fixed asset tax (with the
national average as 100; FY 2001)

A fl q y
Local taxes revenue total Individual resident’s tax
Hokkaido I 81
Aomori e 69
Iwate I 70
Miyagi e 90
Akita — 69
75

Fi i 85
Ibaraki e 90
Tochigi 97
Gunma 92
Saitama e 86
Chiba 92
Tokyo 75
K 110
Niigata —— 86
Toyama 93
Ishikawa 96
Fukui 109

i 94
Nagano 93
Gifu 91

i 104
Aichi 123
Mie 93
Shiga 98
Kyoto 99
Osaka 113
Hyogo 96
N)a(r‘g S ;(73
Y Y 2001

Tottori 7 settlement amount settlement amount

Shimane =~ B 76
Okayama — FES 88

¥35.5 ¥8.4

| trillion trillion
i 83
Kagawa s 89
Ehime — 75
Kochi I 69
Fukuoka. s 86
Saga S 75
m 69
Oita (6
Miyazaki e 66
K i 67
Okinawa —— 54
Nationai Average 100
Index 0 50 100 150 200 0 50 100 150 200
Local consumption .
Two corporate taxes tax (after settlement) Fixed asset tax
Hokkaido ~ msssss 61 104
Aomori — 43
Iwate [——54
Miyagi —— 88
Akita I 57
Yamagata ~ mmssmmmmm 59
Fukushima s 77
Ibaraki —— 83
Tochigi —— 86
Gunma ——— 87
Saitama — 61
Chiba — 64
Tokyo 141
Kanagawa B 93
Niigata — 78
Toyama P 78
Ishikawa — 87
Fukui I 117
i 97
Nagano S 90
Gifu B
i 101
Aichi s 148
Mie
Shiga
Kyoto
Osaka
Hyogo
Nara
Wakayama
T?‘ttcri
Shimane FY 2001
gﬁgﬁm‘z settlement amount Semeﬂeﬁ?gﬁmm
Yara?‘uchi ¥7 1 ¥2 5
Tokushima illi T
e trillion trillion
Ehime
Kochi
Fukuoka
Saga
Nagasaki
Kumamoto
Oita
Miyazaki
Kagoshima
Okinawa 9
Nationai Average = 100
index 50 100 150 200 250 150
Notes:

1. The tax revenue from the individual resident’s tax is the total of the individual prefectural resident’s tax and the individual
municipal resident’s tax.

2. The tax revenue from the two corporate taxes is the total of the corporate prefectura resident’s tax, the corporate municipal
resident’ stax, and the corporate business tax.

3. The tax revenue from the fixed asset tax includes the prefectural part.




[J Local Allocation Tax

The local alocation tax fulfills an extremely important role in view of the fact that
there are differences in economic strength and financial strength among the regions and
that in Japan, with regard to a large part of domestic administrative affairs, local
governments are required through legislation, etc. to ensure a certain administrative
level in the regions.

On the other hand, it is necessary to remedy the large financial shortage of local
governments as soon as possible through such efforts as the reduction of expenditures
and expansion of local taxes and, after that, to break away from dependence on
financial resource guarantees through the local allocation tax and to realize the true
financial independence of local governments.

Bearing these factors in mind, from now on aso it isimportant to ensure the necessary
total local alocation tax amount.

(eference
oRegarding a large part of domestic political affairs, the state is required through
legislation, etc. to ensure a certain administrative level in the regions.

oThere are large differences in economic strength and financial strength among the
regions.

For example, the following diagram shows per capital tax amount in fiscal 2001:

Difference of
about three times

The local allocation tax fulfills an extremely important role.

@ eference

State of Financial Resource Guarantees (Micro) Through
the Local Allocation Tax o Fy 20010

0100 million
0 1,000 2,000 3,000 4,000 5,000 6,000
Ordinary financial | 5 5 :
resourges etc. 627 1579 : Local taxes Local allocation tax . Other

Prefecture (02644 brlllon : :

3 .79 188 : : :
Breakdown of ordinary
flnanmal resources etc.

specific- purpose expendnures 354

(total of [0 264.4 billion)

Ordinary financial
resourges, etc. 2,123 2,303 ;
Prefecture (0 489.6 billion) 3

110 122 80

B Breakdown of ordinary !
frnanmal resources etc. 3
specific-| purpose expendnures 301
(total of [0 489.6 billion) :
123 106 44

Breakdown of ordinary

frnancral resources etc.

specific- purpose expendltures
(total of 0 551.0 billion)

ISl aeclaane Public debt payments Police expenses Education expenses Welfare expenses . Hygiene expenses
to municipalities

Civil engineering expenses aancUieAiesty) LIS LTRSS CEMTTEEe General administration expenses Other
9 g exp and fishery expenses and industry expenses P

Ordinary financial
resourges etc. 3,126 2,028

Prefecture (0551.0 blIIlon
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[J National Treasury Subsidies

In order to increase the degree of freedom of local governments and to achieve local
independence, it is necessary to promote the reorganization and rationalization of
national treasury subsidy projects.

@ eference

Basic Thinking on the Reorganization and Rationalization
of National Treasury Subsidies
(From the Plan for the Promotion of Decentralization, decided by the cabinet on May 29, 1998)

Clarification of the categories of national treasury
burden and national treasury subsidy

Local Finance Law Local Finance Law

Articles Article
10, 10-2,10-3, 34 16

Abolition or reduction in principle,
excluding the following:

e The recurring national treasury e Subsidies with the character of

O burden is limited to items for which [ state indemnity in accordance

U the state really does have an 0O with national policy; subsidies

[ obligation to bear the burden and [ with the character of substitute

O is definitely paid by the state. g financial resources for local
taxes

e Subsidies for temporary large
O financial burdens caused by
O natural disasters

e The national treasury burden
O relating to construction projects
[0 based on comprehensive plans is
O limited to key projects. e Subsidies with the character of
[ local financial resources as
O income incidental to local
0 government work

Methods of Reorganization and Rationalization

(1) Coverage by ordinary financial resources of items that have become assimilat-
ed, established, or regular features of local government work and personnel
expense subsidies

(2) Abolition and coverage by ordinary financial resources of small national
treasury subsidies (raising of small-sum subsidy standards and approval
standards)

(3) Setting of sunset dates and final periods (five years)

(4) Abalition and coverage by ordinary financial resources of subsidies with alow
subsidy rate (less than one-third) and subsidies that have passed a certain
period after their establishment

(5) Restraints on the establishment of new national treasury subsidies and thorough
penetration of the scrap-and-build principle




(@eference

National Treasury Subsidies, Burdens, Etc. for Local

Governments
(General account and special account; FY 2003 budget base)
0 Unit: O trilliond
I
t
Public works
51
Subsidies  Subsidies Subsidjes
Burden Burden Burden
10.4 06/ 29 05 35 1.6 09
Elderly Health Compulsory.
medical insurance education
treatment burden
34 23 15 1508 2.8
|
LiveIihoodJ L
protection g;_St money Burden
Long-term Subsidies
nursing care Trust money
insurance 0.1
Child protection —
expenses
—D 20.4 trillion —
A

Burden 16.8
Subsidies 3.3
Trust money 0.2




2 Promotion of Municipal Mergers

In order to promote autonomical municipal mergers by March 2005, which is the
expiration date of the Special Municipal Merger Law (Law No. 6, 1965), it is necessary
to strengthen further efforts toward merger.

e Support by the municipal merger support plan through
ministerial cooperation

Support for various projects, etc. implemented in priority merger support regions
and municipalities that merge by March 2005 (Expansion of local financial
measures, priority selection and priority investment in public work projects,
elimination of various obstacles relating to merger, €tc.)

The following effects are expected through municipal mergers:

» Improvement of convenience of residents, including an increase in the
number of accessible administrative counters, setting of elementary
and junior high school zones more comfortable for residents,
enhanced usability of the public facilities of the other municipalities,
€etc.

o Administrative services will be upgraded and diversified, and it will
become possible for small-scale municipalities to implement special
services, which they have not been able to do properly so far.

o Priority investment will become possible, and it will be possible to
construct high-grade facilities to operate as the core of the community
and to implement projects that require large-scale investment.

o It will become possible to implement city planning from a wide-area
perspective in such fields as road and public facility construction, land
use and zoning.

» Administrative and financial affairs will be made more efficient,
because it will be possible to increase efficiency in the management
sector and distribute human resources and budget more appropriately
in the required sector.

Municipal
Construction Plan

Merger Council Post-merger city Balanced City Planning
planning plan

Results of
consultations merger




2. Efforts Toward Sound Financial Conditions

In order to improve the state of local finance, which is in an extremely severe situation, it is
necessary to make efforts to increase revenue from local general revenue sources, such as local
taxes, and at the same time to make the income-expenditure gap narrower and to reduce
dependency on borrowing by making both national and local administration and finance more
streamlined and more efficient.

1 Promotion of administrative reform

Efforts toward administrative reform in local governments are making progress, as we have
seen, and it is necessary to continue to promote exhaustive administrative reform and to
restrain and prioritize expenditures through comprehensive revisions.

e Streamlining of personnel management and salaries
e Simplification and increased efficiency of organization and structure

e Revision of projects, promotion of private-sector consignment, public-
built private-management method, utilization of private finance initiative
(PFI), etc.

Private finance initiative (PFI) is a method by which the private sector takes over the construction of social infrastructure and supply of
public services previously handled by the national or local governments, etc., from design to construction and operation, making use of
the funds and know-how of the private sector.

2 Improvement of transparency

In order to respond to the increased decision-making powers and self-responsibility of
local governments as a consequence of the advance of decentralization, local
governments are required to ensure fairness in administrative procedures, improve
transparency and fulfill accountability.

e Compilation and release of balance sheets and administrative cost
statements

e Further disclosure of administrative information, sharing of information
with residents

e Introduction of public comment system

3. Response to Regional Policy |ssues

It is necessary for local governments, which are general administrative entities in their
communities, to respond positively to regional policy issues and to improve the welfare of
residents.

e Regional activation
e Promotion of development and utilization of information technology
e Protection and creation of good environment

e Promotion of general and efficient local welfare measures
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