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<ABSTRACT>

The purpose of this paper is to establish the proper role of local taxation through
examination of the rationale for decentralization of government and local fiscal autonomy.
Local fiscal autonomy is justified in economics for its effect on the efficient resource allocation
and maximization of welfare of the local residents. Local self government can best respond to
and reflect the preferences of the local residents for local public goods. Local fiscal autonomy
enables the efficient mobilization of local resources to finance the supply of local public goods.

The paper also examines the role of local taxation in the context of strengthening local
fiscal autonomy. Currently all local tax bases and tax rates are determined by the central
government. It is mandatory for all local governments to adhere to the uniform local tax law
and regulation provided by the central government. It is suggested that some flexibility in the
determination of base and rate for local tax be introduced to enhance the autonomy in local
taxation.

The criteria for good local tax are also reviewed and on the basis of such criteria the
appropriate tax assignment for different levels of governments is suggested. The simplified
property tax should become the primary tax for the local government complemented by local
income tax and poll tax for tax elasticity and universal participation of residents in tax effort.
The local sales tax should be the primary tax for the regional government supplemented by
the sharing of national value added tax on the basis of derivation. The national government,
then, can continue to rely, mainly on corporate income tax, personal income tax, value added
tax, and trade related taxes.

In view of the extreme disparities in the basic economic strength and tax bases among
different regions, warning is due to the effect that any effort at tax reassignment for different
government levels must proceed with caution not to disrupt unduly the routine workings of
the local governments and maintain appropriate level of fiscal equity with the help of the local
fiscal adjustment mechanisms.
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