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Editorial: Fiscal Crisis and the Reform of Local Government

The current economic crisis is having a considerable impact on
public finances. In many countries, the first reaction to the crisis
was to conduct countercyclical fiscal policies. As a result of the
combined impact of automatic stabilisers and fiscal stimulus
packages, government deficits have reached very high levels. The
duration and extent of the crisis has led the markets to consider
that this situation is unsustainable in certain countries, making it
difficult for them to obtain funding through issuing debt. While the
European economy s still in need of fiscal stimulus, it is true that in
the countries in question, fiscal adjustment is unavoidable.

Although the fiscal adjustment is starting to take on a large scale,
there is an impression that decisions are improvised and being made
without any kind of measured analysis. This is most likely due to the
need to make decisions which are easy to implement and which
have a rapid impact. It is well known that fiscal adjustments tend to
focus on reductions in public investment, cuts in the salaries of civil
servants (and other policies aimed at containing the wage bill) and
linear cuts in current expenditure. This type of adjustment has the
effect of reducing the delivery of essential services to citizens, while
continuing to budget for services which are probably unnecessary.
Perhaps it is time, therefore, to reconsider in depth how and on
what public money is spent. The elimination of certain services, the
privatisation of others, and the introduction of new management
techniques are alternatives which should, on the spending side, be
considered at this time.

This debate needs to take place at all levels of government.
In the case of local governments - the level of government
focused on by this year's report - there are two aspects that are
particularly important. Firstly, it is necessary to address a possible
reorganisation of local governments. Some countries (e.g. Greece,
[taly) have already decided on or are considering the reduction of
the number of municipalities and/or the elimination of entire levels
of government. Obviously, the proposed solutions are somewhat
simplistic. The elimination of one level of government does not
necessarily equate to a saving of the whole of its budget, since the
civil servants and/or services are usually just re-assigned to other
levels of government. Furthermore, we must disregard the fact that
these reforms might be an attempt to use the current crisis to
promote a re-centralisation of power, something which was already
desired by some quarters before the crisis. Some of this already
seems to be happening in Spain. And vet, it is true that the crisis
provides an opportunity to reconsider the need for different levels
of government at ‘zero base'. For this reason, the main theme of
the Report on Fiscal Federalism by the IEB, included in the Forum
section, is the Reorganization of Local Government.

Secondly, there is the question of the local funding system, which
is important for at least two different reasons. The first is that the
municipal funding system is partly responsible for the fiscal crisis

being experienced by municipalities. Indeed, in Spain, the high
growth of revenue arising from the housing boom created the false
impression that municipalities would always be able to finance levels
of spending that are clearly unsustainable at the moment. Moreover,
over the recent years, income coming from the municipal funding
system has become increasingly more linked to the economic
cycle, something that has proven to be a problem during the crisis.
It should be borne in mind that local governments are even more
vulnerable to the economic crisis than other levels of government,
given their greater difficulty in accessing credit markets, their lower
ability to obtain substantial increases in revenue by raising taxes,
and the fact that they are the level of government which is closest
to citizens and, therefore, the level with the greatest difficulty in
avoiding the social demands generated by the crisis. This means
that they need a funding system that provides them with greater
economic stability and protection against events of this nature.
Secondly, because the high inflow of revenue experienced during
the economic boom allowed avoidance of the need to reform the
Spanish municipal funding system in order to solve its structural
deficiencies.

Reorganization of Local Government

The various contributions included in the Forum section under
the title Reorganisation of Local Government discuss issues such
as the need to reduce the number of municipalities, the role
of intermunicipal cooperation, and the role of metropolitan
governments. The paper by Antti Moisio, a researcher from the
Government Institute of Economic Research (VATT) in Helsinki,
reviews the different methods for municipal cooperation used in the
Nordic countries. Guy Gilbert, from the Ecole Normal Supérieure
de Cachan, focuses on the same issue using the example of France.
The contribution by Germa Bel, Professor of Economics at the
University of Barcelona, focuses on the Spanish case. The paper
by Enid Slack, from the University of Toronto, discusses the role of
supra-governmental institutions in a metropolitan environment and
the peculiarities of local funding in these cases.

The paper by Antti Moisio illustrates how, in the Nordic countries,
the merger of municipalities has been carried out since many
years ago (e.g. Sweden in the 1960s and 70s), with more recent
experiences also taking place (e.g. in 2007, Denmark reduced the
number of municipalities from 271 to 98). These mergers were
mandatory in some cases (e.g. Sweden) and voluntary but strongly
encouraged by the central government in others (e.g. Finland). In
general, these countries also make a very intensive use of various
forms of voluntary cooperation between municipalities in order to
exploit economies of scale, although these cooperative efforts were
reduced as they started to opt for the merger of municipalities. In
these countries, experts generally do not question the fact that
intermunicipal cooperation helps to improve the scale of the
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delivery of services, but point to a possible problem regarding the
decreased ability of citizens to influence these policies.This problem,
in turn, would be responsible for the failure of policies to adapt to
local needs and the opacity of political accountability regarding the
operation of the service. Finland is the country that still makes
the most intensive use of cooperation, using a variety of formulas,
and even applying them to services such as health, education and
social services. The reasons for this phenomenon are the small
size of municipalities in Finland and the absence of any additional
level of government between municipal and central governments.
However, even in Finland this model is being challenged due to the
high transaction costs that it generates, as well as the coordination
problems, and their effects on the abovementioned dilution of
political accountability. Currently, a reform is underway that will
force municipalities to opt either for a merger or for cooperative
arrangements, using strong financial incentives.

According to Guy Gilbert, France is a country with a highly
fragmented municipal map (about 35000 municipalities), in
which attempts to merge municipalities have failed repeatedly
since the early 20th century. In the last decade, the participation
of municipalities in different types of partnership arrangements
has been successfully achieved. There are currently around 2600
voluntary municipal partnerships, which jointly provide municipal
services and in some cases finance them with local business taxes,
which were previously controlled by the municipalities. The key
to the success of these partnerships lies in the major transfers
assigned to them by the central government and the flexibility of the
formulas available, since the municipalities themselves can choose
among different ones, including the possibility of transferring more
or fewer municipal responsibilities and whether or not to share the
income generated by the business tax. However, the evaluation in
terms of cost savings appears to be less optimistic. Some studies
cited by the author suggest that, for every EUR 100 of additional
expenditure incurred by the new entity, municipalities only reduce
their spending by EUR 5 to EUR 5. It is possible that some of
this difference is simply due to the greater revenues from business
tax receipts, which are now centralised, driven by the decrease of
tax competition among municipalities. However, what is most likely
is that municipalities have transferred few responsibilities to these
partnerships and that these have used the additional resources
transferred to them to duplicate expenses.

Based on a review of the literature on the subject, Germa Bel
warns us that the merger of municipalities does not always succeed
in reducing costs, for two reasons. Firstly, because there are not
many services in which economies of scale are relevant. And
secondly, because, in many cases, the merger generates an upward
convergence in the quality of services provided in the different
municipalities which have merged, therefore increasing rather
than decreasing spending. The author also argues that municipal
cooperation often leads to cost reductions in the provision of

certain services (waste and water), especially when the service is
provided by a second tier of local government, for example, the
comarca. In his paper, he presents evidence that this has been true
in the cases of Aragdn and Catalonia. It seems that, in these cases,
a better level of service will eventually offset the initially higher
coordination costs. It should be taken into account, however, that
the paper considers the effect of cooperation on the costs of
providing certain services, but does not account for the effects
of this cooperation on administration costs which are not directly
attributable to these services. Therefore, although it may be true
that the intervention of a supra-municipal government contributes
to a better management of some services, the mere existence of
this body involves added costs that might be excessive.

Each of these studies focuses on a very specific area and their
results are difficult to generalise for the Spanish case. However,
from these contributions, some interesting reflections can be made
on the key issues to be discussed in a debate on the reorganisation
of local government in Spain (and perhaps in other countries too),
namely: (i) Merger of municipalities, (i) Strengthening of municipal
cooperation, (iii) Removal of supra-municipal levels of government
and (iv) Cooperation in the metropolitan area.

(i) Merger of Municipalities

The merger of municipdlities is an essential ingredient of any process
to strengthen local governments:

Countries with strong local governments that manage key services
for citizens have municipalities of a considerable size and, in recent
decades, have undertaken (and continue to undertake) reforms
that have reduced the number of municipalities. The aim of some
of these reforms is to achieve municipalities with a minimum size of
around 20,000 inhabitants. In the Spanish case, to reach a minimum
size of 5,000 inhabitants would already be quite an achievement,
since 85% of the municipalities have fewer than 5,000 inhabitants.

Although the ability to generate cost reductions in the provision
of certain mandatory municipal services through mergers of
municipalities is limited, the merger of municipalities may have an
impact on other equally important aspects:

— The merger of municipalities should allow for a reduction in
administration costs, while also ensuring a better administrative
capacity to the municipalities. The vast majority of Spanish
municipalities are not feasible in administrative terms.

— The merger of municipalities would facilitate the implementation
of a reform of municipal funding, by reducing the dependence
of the municipalities on higher levels of government, thereby
improving the fiscal accountability of municipalities in the eyes
of their citizens.
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— In the case of investment funding, the merger could contribute
to improving the efficiency of municipal investment policies,
reducing the dependence of small municipalities on capital
transfers and administrative support from higher levels of
government and contributing to avoiding duplication in the
provision of facilities.

—This measure would also facilitate the financial control of
municipalities, an issue which is currently impossible given their
size and number. Moreover; it would facilitate the design of
policies tailored to the needs of different municipalities (e.g. fiscal
stimulus, financial assistance in extreme situations, etc.).

The merger of municipalities reduces the potential for influence by
citizens (especially those living in smaller municipalities) on municipal
policies. This requires monitoring the reform of the improvement
in citizen participation systems in public policy-making in order to
ensure that citizens of a particular group (in this case one of the
municipalities merged) have the capacity to express opinions and
influence decisions that affect them directly.

(ii) Strengthening of Intermunicipal Cooperation

Intermunicipal cooperation is an imperfect substitute for the mergers
of municipadlities:

In cases where the merger of municipalities is not feasible - or in the
case of services where there is still potential for cooperation despite
the merger - intermunicipal cooperation needs to be strengthened.

Cooperation through a supra-municipal level of government seems
to have worked better in certain areas so far; but this is probably
due to the fact that the incentives for voluntary cooperation and
its regulation have been inadequate. Cooperation through supra-
municipal governments is expensive and creates a duplication of
administrative costs. Supra-municipal governments are not well suited
to the needs of intermunicipal cooperation that exist in various parts
of Spain.Forthis reason, either a more asymmetric structure for supra-
municipal governments needs to be designed or those governments
need to be replaced by more flexible institutions, similar to those
voluntary partnerships which exist in countries like France and
Finland. The proper operation of municipalities partnerships can be
achieved through appropriate financial incentives and an institutional
model that facilitates decision-making.

However, it should be noted that, even if these problems can be
overcome, these institutions will have a deficit in terms of their
accountability to citizens. This, however, also occurs today with
the various supra-municipal governments, in view of the indirect
election procedure that is used. The only way to ensure a
reasonable degree of accountability is, therefore, to reach a size
of municipality that allows for the reduction of these forms of
intermunicipal cooperation.

(iii) Removal of Supra-municipal Levels of
Government

Duplication of administrative costs is especially noticeable when there
is more than one supra-municipal level.

In the Spanish case, and without prejudging the efficiency with
which each of these individual supra-municipal governments
operates (i.e.), it is clear that there is a certain potential to simplify
the administrative structure. Nevertheless, the whole territory
should not be treated uniformly. Urban areas are not the same
as rural areas; in the former, the management structure can surely
be further simplified with fewer overlapping levels of government,
while in rural areas, the existence of supra-municipal administrative
structures is more necessary for the proper provision of certain

public services.
(iv) Cooperation in the Metropolitan Area
The metropolitan areas of large cities require a specific solution:

Since the administrative divisions of local governments rarely
coincide with the boundaries of the metropolitan area, it is
necessary to coordinate the provision of services and sharing
of costs at a metropolitan level, either establishing partnerships
between metropolitan municipalities or creating metropolitan
authorities. The two largest cities in Spain, Madrid and Barcelona,
have historically dealt with the metropolitan phenomenon in
a different way. Madrid has lacked metropolitan institutions,
although probably because the autonomous community of Madrid
undertook this role, given that about 85% of the population of
the region resides in the metropolitan area. Conversely, Barcelona
has handled the metropolitan phenomenon with the creation
of metropolitan governments. In this case, it is obvious that a
simplification of administrative organisation in the metropolitan
area seems necessary, for example, by eliminating other levels
of government, such as the comarca, which in other parts of the
country, however, might make more sense.

Financing Local Government

The report has three contributions regarding local finance,
prepared respectively by Professor Maite Vilalta, from the University
of Barcelona and the IEB, Francisco Pedraja and José Manuel
Cordero, from the University of Extremadura, and Enid Slack, from
the University of Toronto. The first two contributions are aimed at
assessing the performance of the Spanish municipal financing system
and identifying the areas to be reformed. The third contribution
provides the criteria for the design of a municipal financing system
in a metropolitan environment.

The current financing model for Spanish municipalities is based on
Law 39/1988, regulating local finance and its subsequent reform
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(Law 51/2002, of 27th December). This is a model built on two
fundamental pillars: taxes and an unconditional grant provided by
the central government. The paper by Professor Vilalta proposes
the amendment of some aspects of the current tax figures at
municipal level, with the basic objective of introducing efficiency,
flexibility and transparency.The most important changes in taxation
proposed are as follows:

— In relation to the IBI (the municipal property tax) it would be
advisable to improve the land assessment, using market value as
a reference, and to establish mandatory updates for these values
with the aim of ensuring that the updating intervals do not exceed
a certain period of time.

— With respect to the IAE (the tax on business activities),and given
the difficult economic justification for its current configuration,
two options can be considered: either by cancelling it, offsetting
the loss of resources, or reforming it so that the amount to be
paid is actually related to business performance.

— In relation to the tax on motor vehicles it is proposed that
should be
configuration, so that the fee payable is related to the level of

environmental variables introduced in  their

pollutant emissions.

— In the case of the two optional taxes, it is under consideration
to extend the payment of the ICIO (the tax on building works)
beyond those cases in which a license is required, and to modify
the calculation of the tax base for the Tax on the Increase in
Value of Urban Land, so that the increase in value which is taxed
is real and not an estimate which, as is currently happening, has
little connection with reality.

— In relation to the municipal share on the IRPF (the personal
income tax), the possibility has been suggested of extending
such participation to all municipalities and not just those with
more than 75,000 inhabitants as the case is at present.

The paper by Vilalta also proposes to amend the vertical and
horizontal equity in local financing. To improve vertical equity, the
author proposes to clarify the scope of municipal responsibilities,
that is, to identify the core responsibilities of local governments, and
based on this framework, to quantify the level of resources needed
to meet the expenses arising from the performance of their duties.
The increase in resources can only come either from the taxes,
the unconditional grant received from the central government, or
both. The author also proposes to achieve horizontal equity by
transforming the current Municipal Share of Central Government
Taxes and the Supplementary Fund by means of a truly equalising
grant, by defining the needs indices and the fiscal capacity to be
taken.

As a matter of fact, the paper by Pedraja and Cordero focuses
precisely on the general transfers from the Central Government
to the municipalities (the Municipal Share of Central Government
Taxes and the Supplementary Fund).The authors suggest a possible
reform in accordance with the teachings of the theory on fiscal
federalism and of comparative experience. The consequences of
the proposed alternatives are evaluated using a simulation exercise
in which it is guaranteed that no municipality will lose resources
with the change of system (the rule of status quo).

Given the nature of the Spanish local scene, dominated by a
large number of small municipalities (85% of the total have fewer
than 5,000 inhabitants and the median size is fewer than 600),
Pedraja and Cordero propose to differentiate the transfer systems
according to population size, distinguishing between large and small
municipalities.

In the case of small municipalities, their responsibilities would be
restricted to basic services and their financing would be carried out
through a very simple tax system consisting of the current mandatory
taxes and charges, as well as a system of unconditional transfers of
a fixed per capita amount. In contrast, larger municipalities would
add to their basic responsibilities other services of a more personal
and even social nature, which would be financed with the current
taxes (duly reformed) and charges, as well as a system of tax shares
on broad-based tax figures with the possibility of territorialisation,
such as the IRPF. As for the lock-in mechanism of regular financing,
transfers need to be based on a distributive formula that could also
be equalising in the case of transfers of personal responsibilities.
Thus, population size would be the indicator of need, trying for
the weighting coefficients to converge in order to reduce the
differences that have been favouring larger municipalities thus far.
Moreover, a true indicator of capacity should be introduced, which
incorporates, in addition to the tax bases of the main recurring
tax figures, those corresponding to territorialised shares (especially
the IRPF) and which, unlike what is happening today, would grant
greater resources to those with a lower capacity.

Finally, the contribution by Enid Slack, from the University of
Toronto, addresses the issue of the financing of large cities and
metropolitan areas. Local government spending is generally higher
in large metropolitan areas than in other municipalities, so it is
logical to consider differential financing. Financing models tend to
be different in large metropolitan areas, thus reflecting both the
different nature of the services being provided and the greater
capacity for collecting tax revenues. For example, to the extent
that cities are financed with revenues from property taxes, the
larger and most densely populated cities enjoy a higher per capita
tax base than smaller cities or rural areas, which is due to generally
higher property values.
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Accordingto Slack,property taxis appropriate for local governments,
but given its relative inelasticity, high visibility and potential for
political conflict, it is not sufficient to meet the increasingly stringent
demands exerted on governments in metropolitan areas.Therefore,
it would be better for metropolitan governments to have access to
a mix of taxes, which would provide stability (through property
tax) as well as elasticity (through taxes on income, consumption or
business activity). Subsidies granted to large cities and metropolitan
areas should also include transfers to compensate for services
with spillover effects beyond the city limits. Lastly, Slack emphasises
public-private partnerships as a method to be considered for the
financing of metropolitan infrastructure.

From the above contributions, some of the basic guidelines to be
taken into account in the reform of local financing can be noted:

(i) To properly address the reform of local financing, it is basic to
clarify the scope of local responsibilities, so as to identify the
spending needs to be financed.

(i) The IBI must remain the basic tax at a local level, but a major
overhaul of the system is needed to update land assessments.

(iii) Together with the property tax there must also be taxes which
relate to business activity, thus providing the system with more
flexibility and elasticity. This is more relevant in the case of
larger cities and municipalities. In addition, this could also be
justified by the importance that personal services have in those
municipalities.

(iv) Itis necessary to establish fiscal equalisation grants systems, with
appropriate indicators of expenditure needs and fiscal capacity.

(v) It also seems necessary for the local finance model to distinguish
between small and large municipalities, thus providing large cities
in metropolitan areas with a certain special financing.

In short, although the current crisis is a real threat to the
sustainability of local services as we have known them in recent
years; it is also a good opportunity for a thorough reform of the
local government system, which contributes to some short-term
budgetary savings while improving their efficiency in the long term.
The political difficulties associated with the introduction of some
of these reforms (e.g. merger of municipalities, elimination of some
levels of government, and even changes in the rules governing the
distribution of transfers) are not negligible, but they can be offset by
the current public demand.

Nuria Bosch & Albert Solé-Ollé
Editors

Institut d’Economia de Barcelona (IEB)
Barcelona, February 2012
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Local Services: Size, Scale and Governance

Germa Bel
GiM-IREA
Universitat de Barcelona

I. Introduction

The existence of economies of scale characterizes many
publicly provided goods. When these goods are provided at
local government level, a problem that may arise is the size of
the jurisdiction may be sub-optimal for their adequate provision.
Therefore, a first eminently functional problem is the optimal
geographical scale of the service. Cities do not often coincide with
the optimal level from the point of view of production; the low
population level in a territory is identified as a particular disadvantage.

The problem of optimal jurisdiction can also arise in the absence
of economies of scale, when the service is defined by economies
of density. This usually occurs in services that involve networks. In
this case, the crucial elements are the dispersion of the population
inside the territory and geographical contiguity in urban areas, which
allow network connection and the achievement of economies of
density.

Problems of optimal jurisdiction deriving
from the existence of economies of scale
or economies of density pose key

challenges  for  economic

analysis and public policy.
On the one hand
we need to analyse
formulas that allow
the  achievement
of economies
of scale and/or
economies of density
and exploit network
externalities

in order to provide the service more efficiently and effectively. On the
other hand, using formulas of aggregation or coordination in service
provision introduces governance problems deriving from transaction costs
and the dissociation between representation and control which
occurs within government bodies of derived level

In the next section, we discuss theoretical and conceptual issues related
to the various afternatives for reorganizing services in order to achieve
economies of scale and density, both for service provision (inter-
municipal cooperation) and service production (private production
and hybrid-type formulas). After establishing our theoretical framework
and our hypothesis, we analyse the experience of cooperation
between Spanish municipalities in the solid waste service. Finally, we
present the main conclusions drawn from the analysis.

2.0Organizational Forms for the Use of Increasing
Returns in the Production of Local Services:
Theoretical and Conceptual Framework

The analysis of the optimal size of the municipality as an appropriate
unit of scale for the provision of services has been a key feature of
economic literature. Studies have shown that phenomena such as
population size and its spatial dispersion determine the realization
of economies of scale and density at the local level. The existence
of economies of scale is many times taken as given, and this
assumption has been implicit in major reforms pushing for service
reorganization at the local level.

“A comprehensive, radical reform
aimed at achieving economies of
scale is territorial consolidation,

which involves the merging of
several municipal jurisdictions”

A comprehensive, radical reform aimed at achieving economies
of scale is territorial consolidation, which involves the merging of
several municipal jurisdictions, so that all the services provided
separately by each of the pre-existing bodies are now provided in
an aggregate and combined way. The merging of municipalities can
be done (1) on the initiative of supra-local authorities (an initiative
that may simply be imposed or may be encouraged by the use of
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incentives), or (2) on a voluntary basis by local governments. The
latter is a formula that has had little success in the past, although
relatively ambitious plans have been implemented in countries such
as the Netherlands, where between 1996 and 2006 the number
of municipalities was reduced from 625 to 458, mostly due to the
merger of the smaller units (Bel, Dijkgraaf, Fageda and Gradus,
2010). Elsewhere, however, the results have been far more modest:
in Switzerland, although significant supra-municipal incentives were
also offered for the consolidation of municipalities, and although the
average size of Swiss municipalities is less than 3,000 inhabitants,
between 1990 and 2006 only 350 of the almost 3,100 that existed
at the beginning of the period disappeared (Soguel, 2007).

Martinez-Vazquez and Gémez Reino (2009) identify two factors
that can explain such limited success: (I) the merger does not
allow the reduction of costs, at least in the short term, and (2) the
number of services that offer real potential for the realization of
economies of scale is limited. Indeed, in several cases an increase
in the quantity and quality of the services has been observed,
rather than a rise in efficiency. Some studies have mentioned the
lack of an empirical basis for asserting the realization of efficiencies
through consolidation: see Bish (2001) for the US and Canada,
and Groes (2005) for Denmark. Nelson (2002) provides more
mixed results for Sweden. For that same country a recent study
by Tyrefors Hinnerich (2009) has found that — facing a move to
impose of compulsory consolidation by the central government
— municipalities react by substantially increasing their debt before
the consolidation takes place, thus jeopardizing the economic
performance of the consolidation in the long term. In the case of
Spain, Fluvia Rigall-i-Torrent and Garriga (2008) found that, more
than the population itself, what increases the local service deficit
was the dispersion in different population centers, and that this
dispersion is not resolved by municipal consolidation.

“In the case of Spain, more than
the population itself, what increases
the local service deficit was the
dispersion in different population
centres”

Consolidation also faces opposition from the communities affected.
This would explain the limited progress of metropolitan consolidation
in the US and the need to place more emphasis on metropolitan
governance than on consolidation (Matkin and Frederickson, 2009).
In a recent theoretical development, Dur and Staal (2008) show that
consolidation offers incentives to populations of more populous
centers to exploit less populated ones. The inhabitants of less
populated centers have incentives to oppose consolidation (unless
its character is reversible, which means that the cost of secession

is non-existent or irrelevant). Voluntary cooperation is a reversible
alternative to local consolidation; this is why it has been better
received by local governments and has the greatest potential for
improving efficiency in the provision of local services.

2.1 Privatization of the Service to Allow
Production to Achieve Economies of Scale

A first functional problem is the optimal geographic scale of the
service. Cities do not often coincide with the optimal scale from
the point of view of production. Therefore, with a sufficient level
of competition, external firms have advantages over internal units
run by government bodies. Among the advantages of scale that
external companies have are: (1) Fixed costs can be distributed
among various geographical units, (2) Contractors may offer a
larger scheme of incentives to their workers, such as a management
position in another city, (3) Contractors may claim property rights
on innovations, while the local government has few incentives to do
so due to the low compensation.

For all these reasons, the generation of economies of scale through
outsourcing can create high welfare gains. If in the market in
question the global demand exceeds the local demand, companies
participating in the public tender can offer a price even lower than
the average cost, in an attempt to obtain 100% of the market.

2.2 Privatization and Transaction Costs

Outsourcing services involves many challenges. In practice, many of
the problems that must be addressed reduce the desirability of ex-
ante competition (due to the contract). The contract becomes the
agent of a game between governments and businesses, assuming
that firms have access to all the information on production
costs. Therefore, rent-seeking behaviors are likely to appear as a
consequence of the contract decision.

The main problem for the government stems from the fact that it
is impossible to predict all future eventualities; that is, some of the
information is incomplete and asymmetrical. This is a scenario of
incomplete contracts. Taking advantage of this lack of information,
companies can make risky bids during the auction process, and then,
once it has won the contract, it may request a renegotiation arguing
that random cost shocks have appeared.The renegotiation can also
be used in later stages of the contract period to interpose barriers
to future auctions involving some kind of capture of the regulator.

On the other hand, if the production of the service requires the
company to incur significant sunk costs, the company becomes
the captive of the contract, and the government can implement
an opportunistic policy to expropriate rents. So we can say that
the actual market structure is a bilateral monopoly as a result
of the opportunistic behavior and the characteristics of the cost
functions.
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Given the problems related to outsourcing, transaction costs play
a particularly important role. Focusing on transaction costs shifts
the choice between making or buying, regarding the provision
of public services. Transaction costs include both administrative
costs and costs derived from incomplete contracts since it is not
possible to draw up contracts that provide for all eventualities that
may arise. These costs are important. In fact, one disadvantage of
the public production of local services is the excessive attention
to bureaucratic procedures; these drawbacks do not seem to
disappear with outsourcing, but merely take different forms.

In practice, most recent studies of the factors that explain local
governments' decisions to privatize focus on the role of transaction
costs. Brown et al (2008) and Bel and Fageda (2008) find that
production is outsourced more frequently to services with low
transaction costs; that is, services with low asset specificity and
whose results are easily measurable'.

2.3 Intermunicipal Cooperation as a Formula
for Achieving Increasing Returns

In general, for many services, satisfaction with the results achieved
through the privatization of local services in order to generate
economies of scale and improve social welfare falls below the
expectations that were created when the recent privatization
policies were gathering momentum, that is during the 80s and
the early 90s (Bel and Warner, 2008; Bel, Fageda y Warner, 2010).
There are some important factors of a general nature that explain
this phenomenon, such as the competition for the contract and
the trend towards concentration in the private market of public
services producers (Bel and Fageda, 201 I).

In addition to the general problems, there are some important
issues that particularly concern small-sized municipalities. On
the one hand, the transaction costs that they bear as a result of
privatization may outweigh the potential benefits of privatization
(Bel and Miralles, 2003). On the other hand, the availability of
private providers is lower in smaller towns and in areas with lower
population levels, which are precisely the places where there is
potential for greater economies of scale (Warner and Hefetz,
2003; Bel and Fageda, 2008), and this lower availability of private
providers is associated with a lower likelihood of privatization
(Lamothe, Lamothe and Feiock, 2008). These factors may explain
why, contrary to expectations, the frequency of privatization in
towns with smaller populations is lower than in towns with larger
populations, as shown by Bel and Miralles (2003) and Bel (2006)
for Spain, and Warner (2006) for the US%

" Bel and Fageda (2007, 2009) provide reviews of the empirical studies that
analyze the factors that explain privatization.

2 This result may not occur in countries where municipalities have higher
populations and where there are few municipalities with small populations
— for example the Netherlands (Bel, Dijkgraaf, Fageda and Gradus, 2010).

Consequently, in recent years, reforms other than privatization in
the organization of services are becoming more common. Among
them, inter-municipal cooperation stands out. This kind of reform
acquires its fullest significance in the field of achieving economies
of scale or density.

Unlike privatization, which operates on the production area of the
service (organization of the production factors for the completion
of the service), inte~municipal cooperation acts at the level of
service provision, i.e. in the definition of the territorial jurisdiction
in which an authority is responsible for service production (which,
in practice, can be carried out through public, mixed or private
organizational forms). Thus, the aim of inter-municipal cooperation
is to place under a responsible authority (whose governance

“Satisfaction with the results
achieved through the privatization
of local services in order to
generate economies of scale and
improve social welfare falls below
the expectations”

characteristics may vary) a greater volume of output or a
higher concentration than would be achieved separately by the
municipalities involved in the cooperation.

In some countries inter-municipal cooperation always resutlts in
the preservation of public production, for institutional reasons;
examples are the Netherlands (Bel, Dijkgraaf, Fageda and Gradus,
2010) and Norway (Sérensen, 2007). This is also frequently the
case in the US, where inter-municipal cooperation often results
in contracting other local governments (Warner and Bel, 2008),
although it should be noted that there are other forms of
cooperation as well between municipalities of an informal type
or joint production. However, in other countries, like Spain, inter-
municipal cooperation is fully compatible with the privatization of
service production (Bel, 2006; Bel and Fageda, 2008).

Inter-municipal cooperation offers the potential of achieving
economies of scale or density subject to lower, albeit non-negligible,
transaction costs. On the one hand, because it sometimes occurs in
the context of multifunctional supra-municipal entities (such as the
Spanish comarcas — administrative divisions comprising a number
of municipalities), in which coordination costs are shared between
several services. In addition, this type of institution facilitates the
generation of information and trust-sharing networks that can foster
cooperation among local governments (Carr, LeRoux and Shrestha,
2009). However, governance arrangements for cooperation are
sometimes materialized in multi-government agencies, which
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Table I. Provision, production, governance, economies of scale / density, and costs of transaction and coordination

Form of Form of Form of production Remarks
provision governance
Private Public Joint
Municipality Singular Privatization Public production does  Joint production does  With municipal
government allows economies not allow economies  not allow economies  provision privatization
of scale. Higher of scale. Lower of scale. Lower is the only way to
transaction costs. transaction costs. transaction costs achieve economies of
and higher costs of scale. Transaction costs
coordination problem.
Consolidation  Singular Economies of Economies of scale Economies of scale Consolidation causes
government scale / density / density achieved. / density achieved. economies of scale.
achieved. Technical efficiency Lower transaction Public-private dilemma
Technical versus transaction costs versus increased  based on technical
efficiency versus costs. costs of coordination.  efficiency versus
transaction costs. transaction costs.
Inter-municipal  Singular Economies of Economies of scale Economies of scale Cooperation to achieve
cooperation government scale / density / density achieved. / density achieved. economies of scale /
achieved. Technical efficiency Lower transaction density. Public-private
Lower costs of versus transaction costs versus increased  dilemma based on
transaction. costs. costs of coordination.  technical efficiency
versus transaction costs.
Multi- Economies of Economies of scale Economies of scale Cooperation
government scale / density / density achieved. / density achieved. generates economies

achieved. Lower
transaction costs
and higher costs
of coordination.

Technical efficiency
versus transaction
costs.

Lower transaction
costs versus greater
coordination costs

of scale / density.
Public-private dilemma
based on technical
efficiency versus
transaction costs and
coordination costs.

Note: Technical Efficiency: Potential improvement of productive efficiency with private enterprise.
Transaction costs: Relationship costs (regulation) between the government and private enterprise.
Coordination costs: Relationship costs within multi-government bodies (public-public in intergovernmental cooperation; public-private joint ventures).

Source: Own elaboration.

may lead to a significant increase in coordination costs. On the
other hand, if inte-municipal cooperation is accompanied by the
privatization of the service, the transaction costs associated with
recruiting are shared by all the cooperating municipalities.

2.4 Some Hypotheses on the Reforms for
Achieving Economies of Scale and Density

This review of the theoretical and conceptual frameworks regarding
returns to scale and the organizational reforms to promote them
suggests a number of hypotheses. Table | summarizes different
combinations of institutional forms for service provision and
organizational forms for service production.

3. Inter-municipal Cooperation in Spain

In this section we present a case study to illustrate the design
and operation of the organizational reforms that aim to achieve

economies of scale. The case of Spain is particularly interesting in
this regard®. On the one hand, the average population of Spanish
municipalities is below 5,500 inhabitants, and in some regions such
as Aragon, the average size is significantly lower than the Spanish
average.Thus, there is potential to implement cooperation in order
to realize economies of scale.

In this context, special attention is given to the cases of Catalonia
and Aragon, which are characterized by having institutionalized
organizations such as comarca, local, and intermediate level between
the municipality and the province. For both regions, available data
allows obtaining empirical evidence on the relationship between
cooperation and service costs. The evidence will be presented
below, and evaluated later:

® Highly detailed empirical information about the extent of intermunicipal
cooperation in Spain and the relationship between privatization and coo-
peration can be found in Bel (2006, pp. 223-226).
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3.1 Cooperation and Solid Waste Service
Costs in Catalonia

The comarcas were institutionalized in Cataloniain 1987.The services
they provide are the result of regional government decentralization
or voluntary delegation by the municipal governments. Funding
for the comarcas comes from the regional government in the
case of decentralized services and from municipalities in the case
of municipally-owned services which have been devolved to the
region, as is often the case with solid waste disposal. The comarca’s
governing agency is the Council, which is elected indirectly from
the results of local elections in the municipalities located within the
district. This Council elects a President from among its members
who, in turn, appoints the governing commission.

Inter-municipal cooperation has been encouraged by the action
of these councils, which have significantly expanded their activities
in areas such as school transportation, tourism promotion, and
environmental policies such as those related to the collection,
transport and treatment of solid waste, which provides the focus
of our study.

A survey carried out by the University of Barcelona on solid waste
services for Catalan municipalities interviewing more than [,000
people provided detailed information on costs, volume of waste
and other characteristic features of the service and the environment
in the year 2000. Data from 186 municipalities were used to
compare the costs of solid waste services, distinguishing between
municipalities based on the presence or absence of inter-municipal
cooperation.Table | shows an average cost comparison (euros per
ton). Throughout Catalonia, the average cost in municipalities that
cooperate is 19% below the average in municipalities that do not
cooperate; the difference is statistically significant at 1%.

The average cost differences are not significant in the cities with
population over 20,000 inhabitants, due to the dilution of the
economies of scale which start at this size. Since larger municipalities

operate at an optimum scale, inter-municipal cooperation cannot
be expected to generate cost reductions. In fact, in a very large
city, Barcelona, the city is split into four service areas in order to
introduce competition by comparison and to promote innovation
(Bel and Warner, 2009).

In the least populated municipalities, cooperation is closely related
to lower average costs. In the group of municipalities with fewer
than 20,000 inhabitants the average cost is 20% lower if cooperation
exists. If we only compare municipalities under 10,000 inhabitants,
the average cost is 22% lower in the ones that cooperate, which
suggests an increase in the magnitude of exploitation of the
economies of scale as the population decreases. In both cases the
differences are statistically significant at |%.

“Throughout Catalonia, the
average cost in municipalities
that cooperate in solid waste

service is 19% below the average
in municipalities that do not
cooperate”

Obviously, comparing means only offers clues about the existence
of significant differences within costs depending on cooperation.
The existence of lower costs has also been contrasted for the same
sample of municipalities by multivariate analysis. From the estimation
of the corresponding cost equations (Bel and Costas, 2006:16), a
negative relation is observed, significant at | 9%, between cooperation
and the costs for the entire sample, and also for the subsamples
with fewer than 20,000 and fewer than 10,000 inhabitants. For
the subsample of municipalities with more than 20,000 people, a
negative sign is obtained for the relationship between cooperation
and costs, but the coefficient is not significantly different from zero.

Table 2. Average costs according to the presence or absence of inter-municipal cooperation
Catalonia 2000. Municipalities with more than 1000 inhabitants

Inter-municipal Production
cooperation at local level
Population Municipalities Average cost (euro/tone) Average cost (euro/tone) t-student
Total n=186 54.13 n=66 6721 n=120 -5.096%#*
More than 20000 n=39 7342 n=4 70.00 n=35 0473
Less than 20000 n=147 53.01 n=62 65.96 n=85 426 |k
Less than 10000 n=121 53.19 n=59 68.09 n=62 -4.033%%*

Note: student t":(***) significant at | per cent.
Source: Bel and Costas (2006:15).
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3.2 Cooperation and Solid Waste Service
Costs in Aragon

The institutionalization of the comarcas in Aragon is much more
recent than in Catalonia. It is covered by two laws passed by
the Parliament of Aragdn in 1993 and 1996, and by subsequent
legislation. Their organizational characteristics and competencies
are very similar to those of the regions of Catalonia, as are their
sources of funding. As in Catalonia, inter-municipal cooperation has
been stimulated by the action of the councils of the comarcas, and
also through the establishment of incentives at regional level.

A survey carried out in 2003 by the Universities of Barcelona
and Zaragoza concerning solid waste services in Aragonese
municipalities with more than 1,000 inhabitants provided detailed
information on costs and other singular characteristics of the
service and the environment. Data from 56 municipalities, many
of which were very small, were used to compare solid waste
services, differentiating between them on the basis of the presence
or absence of intermunicipal cooperation. Table 3 shows average
cost comparisons (Euros per capita)’. Overall, the average cost in
cooperating municipalities is 25% less than the average of their non-
cooperating counterparts; the difference is statistically significant at
10%.

The sample available for Aragon does not allow specific calculations
for municipalities with more than 20,000 inhabitants, since there are
only three of them. And there is no need to repeat the calculations
for municipalities with fewer than 20,000, since their composition is
almost the same as that of the total sample. However, an additional
disaggregation can be made of the municipalities with fewer than
5000 inhabitants, given the size of the sample of small municipalities.
Results for municipalities with fewer than 10,000 and with fewer
5000 inhabitants indicate that costs are always lower with inter-
municipal cooperation, although the t statistic indicates very low
confidence levels for these differences. Undoubtedly, the low

number of small communities that do not cooperate undermines
the statistical robustness of the average contrast.

That is why it is important — as in the case of Catalonia — to
take into account that the significant differences observed
have been contrasted in a multivariate environment. From the
corresponding estimated cost equations (Bel and Mur, 2009)
a negative and significant relationship is obtained at 5% for the
subsample of municipalities under 10,000 inhabitants, and at 10%
for municipalities with fewer than 5000. In the case of the whole set
of municipalities, the relationship between costs and cooperation
is also negative, although not significant. In summary, the study of
the Aragon region also indicates the existence of lower costs in
the case of cooperation especially among smaller municipalities,
according to the combined results of the comparison of means and
the parametric analysis for the total costs of the service.

“The solid waste service in
Spain shows very high degrees of
intermunicipal cooperation”

3.3 Cooperation in the Spanish Solid Waste
Service: Evaluation and Lessons Learned

The solid waste service in Spain shows very high degrees of inter-
municipal cooperation, even though there are significant regional
disparities. The activism of provincial agencies in regions such as
Andalusia or Castile-La Mancha, and the existence of intermediate
bodies at comarca level in Catalonia and Aragon regions induce high
levels of cooperation.

The evidence available for Catalonia and Aragon indicates that
municipal cooperation is associated with lower costs for the service,

Table 3.Average costs depending on the presence or absence of inter-municipal cooperation
Aragon 2003. Municipalities of more than 1000 inhabitants

Inter-municipal Production

cooperation at local level
Population Municipalities Average cost (euro/inhabitant) Average cost (euro/inhabitant) t-student
Total n=56 19,88 n=45 2642 n=11 -1L791%
Fewer than 10,000 n=47 19,40 n=42 2581 n=5 -LIH3
Fewer than 5000 n=4I 19,20 n=37 2585 n=4 -0,905

Note: t-student :(*) significant at 10 per cent.
Source: Author’s own data.

* In this case they are expressed by Euros/inhabitant, due to the lack of
information about the waste volume.
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especially in the case of smaller municipalities, which take advantage
of economies of scale through this mechanism. One factor that
may explain the existence of lower costs is the small average size
of the municipalities in both regions. In Catalonia, the average size in
2003 was 7,087 inhabitants, a figure that falls to 5,12 | if we exclude
Barcelona the regional capital. In Aragon the average size is even
smaller: 1,685 inhabitants, and only 604 if the capital, Zaragoza, is
excluded.

These results are very different from those reported in Norway,
where Sgrensen (2007) found that inter-municipal cooperation in
solid waste is associated with higher costs. In Norway the average
size of municipalities is considerably larger (over 10,300 inhabitants)
so the scope for achieving economies of scale through cooperation
is more limited. In Spain, studies on the economies of scale in this
service provide a very striking result: the largest economies of scale
are found in the work by Bel and Fageda (2010) in Galicia, where
cooperation is virtually nonexistent.

Bel and Costas (2006) found significant economies of scale
(although of limited dimension) in Catalonia, a region with a
significant degree of inter-municipal cooperation between local and
private production. At the other extreme, the study by Bel and Mur

‘““Municipal cooperation is
associated with lower costs for the
service, especially in the case of
smaller municipalities wich take
advantage of economies of scale
through this mecanism”

(2009) for Aragon shows the absence of economies of scale for
the municipalities in the region, a fact which can be explained by the
intense degree of aggregation through cooperation — almost 90%
— between small municipalities in Aragon. These results suggest that
economies of scale are achieved as the practice of cooperation
spreads more intensely among small municipalities.

Another important factor, this time of an institutional nature, is
the existence of governments at the level of the comarca which
implement inter~municipal cooperation through an individual
government formula which is very different from the multi-
governmental bodies that appear in the case of intermunicipal
cooperation in countries such as Norway and the Netherlands.
Governments at comarca level in Aragon and Catalonia, as
individual governments, can reduce coordination costs while also
decreasing transaction costs, since these costs are distributed
among the different services that councils cooperatively provide to
municipalities.An additional factor, in governance, is that the decision
formula for governments at comarca level — although still indirect

and of derived nature — confers a higher degree of accountability
and social control than the multi-governance formulas that govern
municipal cooperation in other countries.

Finally, the positive effect of intermunicipal cooperation in terms
of costs can be reinforced by the fact that cooperation in Spain is
compatible with privatization.This gives cooperating local governments
a wider menu of potential options for improving the service.

4. Conclusions

This analysis of inte~municipal cooperation of solid waste reveals
that it is a fairly widespread mechanism in Spain, where it is fully
compatible with the privatization of the service. The empirical
evidence available for the regions of Catalonia and Aragon shows
that cooperating municipalities face lower service costs than
their non-cooperating counterparts, as borne out by both the
comparison of means and the multivariate analysis. According to
the economic theory and empirical evidence on economies of
scale, the most populous municipalities (in our analysis starting from
20,000 people) do not benefit from inter-municipal cooperation
in terms of cost. In contrast, small municipalities obtain cost
improvements, which are more intense the lower their population.

Our results suggest that intermunicipal cooperation achieves
economies of scale. Two factors seem crucial in obtaining this
outcome.The first is the involvement of small municipalities, whose
size allows them to develop economies of scale. Second, in the
two cases analyzed in detail (Aragon and Catalonia) cooperation
between local governments is overseen by individual-type rather
than multi-type governments which are elected, albeit indirectly.
This may stimulate the supervision of companies / units that
produce the (public or private) service, limit political interference,
and limit the costs of coordination that are necessarily involved in
cooperation.

From our analysis of the Spanish case, both at national level and
for some of its regions, it seems clear that cooperation incentives
between municipalities in the field of solid waste can improve the
provision of the service and also achieve more favorable cost ratios
for municipalities that engage in cooperation. The de facto existence
of economies of scale, along with the design of government
agencies for cooperation that do not involve a considerable
increase in coordination costs are necessary conditions for achieving
improvements in both effectiveness and efficiency.

Overall, the evidence suggests that effective implementation
of increasing returns in local services requires (1) the existence
of economies of scale or density to exploit, and (2) adequate
institutions governing cooperation are adequate. It will also help
to keep an open and flexible mind towards the contributions that
competition for services and private sector cooperation can bring.
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Municipal Partnerships:The Experience of the Nordic Countries

Antti Moisio
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I. Introduction

Denmark, Finland, Sweden and Norway form a group of Nordic
countries where the degree of decentralisation is high in the sense that
local governments are the main providers of health, education and
social services. Also, the tax raising powers of the local governments
are considerable in these countries. But although the basic fiscal
framework in the Nordic countries is similar; there are also some
important differences. A major difference is that Sweden, Norway
and Denmark have a two tier system of local government, whereas
Finland relies on one tier (the municipalities). As a result, municipal
cooperation and other partnership arrangements are especially
important in Finland compared to its three Nordic neighbours.

Municipal cooperation can help to address problems of fragmented
local government structures. Benefit spillovers of local public
services, lack of economies of scale and problems in service
delivery coordination are usually mentioned as examples of such
problems (see for example Slack 1997, Slack and Bird 2004, Slack
2007, Shah 2010). In Finland, these topics seem to be emphasised
not just because of the single tier of local government or wide
ranging tasks of municipalities, but also because the municipalities

are relatively small and because
of a

political ~ agreement

major municipal reform
has not been reached. In
this framework, municipal
cooperation has been
the main policy tool to
address the questions
of scale, externalities and

coordination in Finland.

This paper describes and discusses municipal cooperation and
other partnership arrangements in Denmark, Finland, Sweden and
Norway, with focus on Finland. The paper is organised as follows.
Chapter two gives a brief general description and comparison of
the local government sectors in the Nordic countries. Chapter
three discusses how municipal cooperation differs between
the four Nordic countries. Chapter four focuses on the Finnish
experience of the local government cooperation and partnership
arrangements. Chapter five concludes the paper with a summary
of findings.

2.A ShortDescription ofthe Local Government
in the Nordic Countries

The main difference between the local government sectors in the
four Nordic countries is that in Denmark, Norway and Sweden the
local government is formed by two fiscal tiers, the counties and the
municipalities, whereas in Finland there is just a single tier of local
government, the municipalities (Table 1).

Danish local government was radically reformed in 2007 so that
the number of municipalities was reduced from 271 into 98 by
municipal mergers. At the same time, the number of counties was
reduced from fifteen to five. The major tasks of Danish municipalities
comprise social services, primary schools and employment services.
The counties concentrate on health care services (Table 2). Municipal
financing in Denmark is mostly based on a local income tax but
municipalities also receive grants from the central government and
collect user fees (Figure 1). Danish counties are mostly financed by

“Danish local government was
radically reformed in 2007 so
that the number of municipalities
was reduced from 271 into 98 by
municipal mergers”

central government block grants, but are also financed to a limited
extent by the municipalities. In 2007, the counties lost their taxation
rights. The status of the county level is currently subject to severe
criticism in Denmark. It is possible that the county level will be
abolished and new organisations will be founded to take care of the
health care services (Blom-Hansen, 2010).
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Table I. Sub-national government structure in the Nordic countries (2010 situation)

Intermediate level Local level
Denmark 5 counties 98 municipalities
Finland - 342 municipalities
Norway |9 counties 430 municipalities
Sweden 20 counties 290 municipalities

Source: Moisio 2010.

Table 2.The main public services in the Nordic countries and the level of government responsible for them

Denmark Finland Norway Sweden
Hospitals Counties Joint municipal Central government Counties
authorities
Primary health care Counties Municipalities/ joint Municipalities Counties
municipal authorities
Welfare & social services Municipalities Municipalities/ joint Municipalities Municipalities
municipal authorities
Primary education Municipalities Municipalities Municipalities Municipalities
Upper secondary Private/self-organised Municipalities/ joint Counties Counties
education municipal authorities
Regional development Counties Municipalities/ joint Counties Municipalities

municipal authorities

Source: Moisio (2010), Swedish Ministry of Finance (2005).

Figure |. The main components of local government financing in Denmark, Finland, Norway and Sweden
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Figure 2. Structure of local government expenditures by function (2006)*
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In Finland, there were 336 municipalities at the beginning of
201 I. During the past ten years, the number of municipalities has
reduced by about one fourth through voluntary mergers. Finnish
municipalities are responsible for providing social welfare, health
care services and most education and culture services. Municipalities
also provide the basic environment and technical infrastructure
services at the local level. Municipal revenues consist mostly of local
income tax, property tax, a share of corporate income tax, block
grants and user fees. In order to cope with their demanding tasks,
the smallest municipalities, in particular; have sought partnerships
and cooperative arrangements with other municipalities and the
private sector. The most common form of municipal cooperation
is the so- called joint municipal authority, but also so- called host
municipality arrangements have been formed.

In Norway there are |9 counties and 430 municipalities. There have
been only a few municipal mergers during past years. An important
reform was carried out in 2002, when the central government
took over the hospital services from the counties. Since then, the
discussion about the status of the counties has been ongoing in
Norway. At the moment it seems that further reforms are unlikely,
as the central government is reluctant to take more service
responsibility and municipalities are regarded as too weak to take
the service responsibility from the county level (Borge, 2010).
Norwegian municipalities are responsible for day care, primary and
lower secondary education, care for the elderly, primary health
care, and social services (mainly social assistance and child custody,
social assistance). In addition, municipal services include culture and
leisure (libraries, cinemas, sports facilities, etc), infrastructure (roads,
water, sewage and garbage collection), planning (including land use
planning), industry, and housing. Municipal revenues comprise local

M Health care © Education M Social welfare ¥ Other

income tax, property tax, user charges, block grants and earmarked
grants. The main task for counties is upper secondary education
(general and vocational), accounting for more than half of the
total county budgets. Counties also provide transport (roads and
public transport), dental health, cufture (libraries, museums, sports
facilities, etc), and regional development (planning and business
development). The counties are mostly financed by central
government grants and own income tax revenues.

“In Finland, the number of
municipalities has been reduced
by about a quarter. In Norway,
there are 19 counties and 430
municipalities, and Swedish
local government comprises 290
municipalities and 21 counties”

Swedish local government comprises 290 municipalities and 21
counties (Dahlberg, 2010).There have been no municipal mergers
during recent years in Sweden. The main municipal tasks are
education (pre- and primary schooling, secondary education),
child care, social care (including care for the elderly and welfare
assistance), local planning, waste management, water and sewage.
Municipalities also provide culture, recreational activities, housing
and energy services. The main task of the counties is health and
medical care. Additionally, the counties provide dental care for the
children and young people under 20 years old. The division of
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tasks between municipalities, counties and the central government
has not changed much during past years. The main revenue source
for the municipalities is the local income tax, whilst the remainder
comes from block grants and user fees. The counties are also
financed mostly by income tax revenue, but also receive grants
from the central government and collect user fees.

Compared to the average of OECD-24 countries, local
governments in the Nordic countries seem to concentrate on
providing redistributive merit goods: social welfare, health and
education (Figure 2). In this way, the Nordic municipalities have an
important role as the implementing agencies of the welfare state. In
the other OECD countries local government emphasis is on local
public goods, such as local roads and bridges, parks and recreation,
libraries and fire suppression.

3. Municipal Partnerships in Denmark, Norway
and Sweden

Denmark has a long experience in inter-municipal cooperative
arrangements. Before the big municipal and county reform in 2007,
an average Danish municipality participated in approximately 30
cooperative arrangements (Vammalle and Charbit 2010). In 2004,
however, the Danish Commission on Structural Reform stated
that municipal cooperation can diminish the tailoring of services
to local needs, reduce citizen influence, and make responsibility less
clear: As a result, in 2007 the Danish central government chose
to impose a municipal merging policy, where each municipality
was to reach a threshold size of 20,000 inhabitants by municipal
merger. This reduced the number of municipalities from 271 to 98.
At the same time, Denmark created 5 regions which are mainly
responsible for health services. Since the reform, the importance

of municipal cooperation has diminished, but it is still commonly
practiced especially among the ICT centres and the so-called job-
centres. Most municipalities are also members of inte~municipal
waste management companies (Table 3).

“In 2007, the Danish central
government imposed a municipal
merging policy, which reduced the
number of municipalities from 271

to 98”

A recent survey performed among Norwegian municipalities
(Ministry of Local Government and Regional Development 2006)
shows that on average there are about fourteen cooperative
agreements per municipality. Although obviously a very common
phenomenon in  Norway, intermunicipal cooperation s
mostly seen in administration, health care and cultural services.
Nevertheless, municipal cooperation does exist in other services,
such as child care, fire departments, planning, etc. But although
the number of agreements is high, it seems that municipalities
engage in cooperation usually in specialised tasks such as ICT
(administration) or emergency wards (health care) (Borge
2010). As in many other countries, in Norway the proponents
of municipal independence and small municipal size argue for
cooperation and those who support the municipal mergers and
bigger municipal size, tend to resist it. According to the critics
of municipal cooperation in Norway, cooperation cannot solve
important questions like the efficiency and quality of local public

services. Inter-municipal cooperation may also weaken political

Table 3. Municipal and county level cooperation in the four Nordic countries: main tasks for each country

Denmark Finland

Norway Sweden

Municipal cooperation

Health care, education,
waste, regional
development

Tasks Electricity, waste, heat
supply

Waste, fire protection, water Rescue services, education

supplies, sewage

Organisation  Municipal agreements Joint authority

Separate public bodies, or "host
municipality" arrangement

Municipal federation
assembly, joint committees

Financing Participant fees Participant fees

Discretionary grants, participant
fees

Participant fees

County level cooperation

Tasks - _

Public transportation, business
development, international affairs

Regional development

Organisation - -

Executive committees Joint committees

Financing - -

Participant fees Participant fees

Source: Moisio (2010), Swedish Ministry of Finance (2005), Ministry of Local Government and Regional Development (2006), Damgaard (2002).
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control of local service provision. For example, Borge (2010)
argues that during the present division of tasks between the fiscal
tiers of government in Norway, cooperation cannot be regarded as
a serious alternative to municipal mergers.

In Sweden, inter-municipal cooperation and cooperation between
county councils is organised in local federations, joint committees
or joint enterprises. According to inventories performed in Sweden
in 2000 and 2002, all local authorities (both municipalities and
counties) take part in some form of cooperative arrangements.
Although there was a sharp drop in the number of inte~municipal
cooperative arrangements as a consequence of the merger reforms
in 1960s and 1970s, the number of inter-municipal cooperation is
again rising, and is being stimulated by the introduction of new
legal forms for cooperation. In 2005, there were approximately 80
local federations, mainly for rescue services and education services.
Joint enterprises are usually organised as limited companies and
there are presently around 1700 local government enterprises that
operate in housing provision, property management and energy
services. Joint committees are yet another form of cooperation
between several municipalities or county councils. Since 2003,
municipalities and county councils have also been allowed to form
local government cooperation bodies that can take over functions
from the state and be responsible for regional development issues.
Municipalities and county councils are increasingly cooperating in
networks with business and organisations and with universities and
other higher education institutions (Swedish Ministry of Finance,
2005).

“In Sweden, all local authorities
(both municipalities and counties)
take part in some form of
cooperative arrangements”

4. Municipal Partnerships in Finland

Finnish municipalities are involved in extensive inter-municipal
cooperation and other partnership arrangements.The cooperation
covers many different tasks, but the emphasis is on important
public services such as health care, social welfare and education.
In this respect Finnish local government seems to clearly differ
from the other Nordic and OECD countries. The motivation
for the intemunicipal cooperation in Finland comes not just
from the single tier of local government, but also from the wide
responsibilities, small population size and the often challenging
operating environment of the Finnish municipalities. As a result,
Finnish municipalities participate in numerous voluntary and partly
obligatory cooperative coalitions and partnership arrangements.

The most important forms of cooperation comprise the joint
municipal authorities, host municipality arrangements, joint offices
or appointments and contractual cooperation.These are described
and discussed in this chapten.

4.1 Joint Municipal Authorities

The joint authority is the traditional form of municipal cooperation
in Finland. Joint authorities are set up by two or more municipalities
mainly for tasks that require a larger population base than the small
municipalities can have alone. Membership in a joint authority is
voluntary except for hospital services and regional councils, where
each municipality is obliged by law to belong. From the legal aspect,
the joint authorities are independent public entities governed by
municipal legislation. Nevertheless, joint municipal authorities are
solely financed by member municipalities' as joint authorities have
no taxation rights and they are not recipients of State grants. The
decision makers in joint authorities are not directly elected but
instead nominated by the member municipalities.

“Joint authorities are set up by
two or more municipalities mainly
for tasks that require a larger
population base than the small
municipalities can have alone”

At the beginning of 2011 there were altogether |84 joint
authorities in Finland. The number of joint authorities has
diminished during the past few years due to municipal mergers.
The most important joint authorities include specialised health
care (20 hospital districts), basic health care (38 health centre
joint authorities), care of the disabled (I3 joint authorities),
education (43 joint authorities) and regional cooperation (19
regional councils).

For decades, the joint municipal authority arrangements have
enabled the small municipalities to operate without need to
seek municipal mergers. Also, in part, the joint authorities have
helped the municipalities to solve the problems of benefit
spillovers, economies of scale and equity of service provision.

However, decision-making in joint authorities has received
some criticism from the researchers (Moisio 2010). At present,
the joint authorities are run by boards whose members are
not directly elected but instead nominated by the member
municipalities. According to the critics, this can lead to
situations where the decisions do not adequately reflect the
voter preferences. Also, in the present situation, it may be

' Some joint authorities are allowed to collect user fees.



IEB’S REPORT ON FISCAL FEDERALISM

difficult for the voters to know which decision-maker to hold
responsible for the quality and costs of the services: the civil
servants in the joint authorities or the politicians in the home
municipality. In addition, an unwelcome shift in power from
elected politicians in municipalities to professionals who run
the joint authorities may occur. All this can result in higher than
optimal costs and inefficiency of service delivery. In Finland,
the problem of increasing professionalism has been raised
concerning especially the hospital districts, where the member
municipalities feel that they do not have enough power to
affect the spending. Although the joint authorities running
hospitals are fully dependent on municipalities buying their
services, the municipalities pay hospitals according to actual
usage at full cost pricing.

4.2 Kainuu-region Experiment as a Special
Case of Joint Authority

To find new ways to organise public services in the remote areas in
Finland, the central government launched an experimental regional
level authority for cooperation and decision-making in the Kainuu
region in 2005. The experiment is to last until 2012. Kainuu region
is located in remote Eastern Finland and comprises 9 municipalities.
The experimental regional level authority is in charge of 60 per
cent of all municipal tasks in the region, including health care, social
services (except child day-care), secondary schooling and planning.
The Kainuu regional authority is governed by an elected council, but
the financing of the Kainuu regional authority comes solely from the
nine member municipalities. Each municipality pays 60.1 per cent of
their revenue (tax revenue and grants) to the regional authority.
Kainuu regional authority differs from the traditional Finnish joint
authorities mainly with its elected council, its extensive list of tasks
and its fixed budget financing. The early evaluation reports claim
that the Kainuu experiment has been successful in cutting costs and
improving efficiency. However, as the experiment is still ongoing, the
final results of the experiment are still to be seen.There is clearly a
need for more empirical evidence on the effects of the experiment,
before any conclusions about the suitability of the model for wider
use in Finland can be made.

4.3 Contractual Cooperation

Small municipalities in particular have often set up joint municipal
offices. In this case, the cooperation is organised as a client-
producer model, in which one municipality manages some tasks on
behalf of the other municipalities. This is called a "“host municipality
model”. The clients are municipal governments and the producers
are the host municipalities. By organising the services in this way, the
goal is to obtain a decentralised, network-based operations model.
These arrangements are less bureaucratic than the joint authorities
and it is very easy for the municipalities to cease the cooperation
if they wish.

Contractual co-operation, like the host municipality model is
common in tasks such as waste management, water supply, rescue
services, building inspection, consumer and debt counselling, and
education. Most contractual cooperation is voluntary, but some
contracts are statutory, such as co-operation agreements on
rescue services, and contracts for building and maintaining regional
emergency dispatch centres.

4.4 Public Utilities and Companies
Other forms of municipal partnerships include the 150 municipally

owned public utilities and 1300 public limited companies (whose
main owner is a municipality). Limited companies, cooperative

“It has been claimed that decision-
making in joint authorities causes
problems of transparency and
accountability”

societies and foundations offer the municipalities and the private
sector a possibility to combine public and private capital to
implement projects and service systems. For instance, local
authorities have established joint waste management companies
and urban development and enterprise service companies as well
as health care companies.

4.5 The Metropolitan Area Cooperation in the
Capital City Area

A special case of municipal partnership in Finland is the cooperation
among the capital region municipalities. The cooperation
between The City of Helsinki (the capital city of Finland) and the
neighbouring thirteen municipalities focuses particularly on land
use, social housing, environment and transport issues. Decisions on
the details of the cooperation are made under an annual action
plan. At present, there are two main bodies of capital city area
cooperation. First, the Helsinki Metropolitan Area Advisory Board
consists of leading elected officials in the cities of Helsinki, Vantaa,
Espoo and Kauniainen. The activities of the Advisory Board are
based on decisions made by the city councils of the cities involved.
[tems on the agenda are prepared at mayors’ meetings, and a joint
work plan is adopted every year. The second cooperative body
for the whole Helsinki region is the Helsinki Region Cooperation
Assembly that came into force on | October 2005. The Assembly
consists of the leading elected officials of the fourteen municipalities
in the Helsinki region.
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4.6 Ongoing Reform Concerning Municipal
Organisation in Finland: The Structural
Reform Project (PARAS)

A local government restructuring project was launched in 2005
by central government. The main goal of the project is to create
bigger municipalities or enhanced cooperation of municipalities.
The project aims to achieve economies of scale and sound capacity
in the municipalities to provide services. Larger municipalities
and intensified municipal cooperation are expected to help the
municipalities to cope with growing demand for the health care
and elderly care services due to the aging population (Moisio et
al. 2010a).

As a follow-up to the restructuring project, the Structural Reform
Act was enacted in 2006. According to this Act, municipalities are
obliged to prepare plans to reach the pre-determined minimum
population bases for different activities defined in the Act. In
primary health care and associated social services, municipalities
should reach a population base of at least 20,000, and in vocational
basic education a population base of 50,000.1n 2010, only a quarter
of health centres had a population base of more than 20,000.
Some flexibility is allowed based on archipelago environments, long
distances and language and cultural rights. Municipalities have been
free to decide whether they reach the minimum population bases
with mergers or with enhanced cooperation. In cases where a new
partnership area is formed, a new joint municipal body must also
be established for the management of the relevant tasks.

Asformunicipal mergers,the central government goal has promoted
mergers with a special merger grant policy. The programme has
been effective in that since the beginning of 2005 the number of
municipalities has decreased by 96 (as of January Ist 201 1).

“In Finland, as a result of a special
merger grant policy, the number of
municipalities has fallen by 96

For those municipalities that have not been willing to merge, the
remaining option has been enhanced inter-municipal cooperation
to reach the required minimum population bases. As a result,
municipalities have been quite innovative in presenting new service
provision models. In health care and welfare services, there will be
some 67 new cooperative areas by the end of year 2013. These
new cooperative arrangements are partly new and partly replace
some previous cooperation areas, whose catchment areas have
been smaller than 20 000 inhabitants.

The biggest urban regions — ie. the four local authorities in the
Helsinki Metropolitan Area as well as |6 other cities in the other

parts of Finland with their neighbouring municipalities (altogether
102 municipalities) — had to draw up cooperation plans by 3|
August 2007.These plans have to deal with land use, housing and
transportation, and use of services across municipal boundaries.

The Ministry of Social Affairs and Health has criticised the new
cooperative arrangements in health care and social and welfare
services. The criticism is based on equity concerns and possible
problems in coordination of health and welfare structures.
According to the Ministry, the cooperative areas in primary
health care do not always match the hospital district areas which
could cause problems in operating the services. Also, some of
the municipalities plan to produce part of the social and welfare
services themselves and part through cooperation, which may also
add to the complexity of service structures.

5.Summary

Nordic countries rely heavily on local governments for their public
service provision, and they are among the most decentralised
countries in the world. But despite the many similarities, there are
also some important differences in local government structure,
financing and tasks between the four countries. The main
differences are related to the number of fiscal tiers and to the
importance of intermunicipal cooperation. In Sweden, Norway
and Denmark, inter-municipal cooperation concentrates on local
public services such as sewage systems, rescue services, waste
management and water supply. In Finland, municipal cooperation
covers these services but also more importantly the redistributive
services that the central government has delegated to municipalities
(health care, social welfare and education). Therefore, in Finland,
the joint municipal authorities and other forms of inte-municipal
cooperation have effectively replaced the “missing” regional
government tier that exists in other Nordic countries.

“In Sweden, Norway and Denmark,
inter-municipal cooperation
concentrates on local public

services such as sewage systems,
rescue services, waste management
and water supply”

In Denmark and Sweden, the municipal cooperative arrangements
have gradually lost their importance as the comprehensive
municipal reforms have enlarged the municipal size in these
countries. Norway is presently considering a reform on the division
of tasks between the government tiers, but increased municipal
cooperation seems not to be on the political agenda. This is
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despite that fact that the number of municipalities in Norway is
comparatively high.

This paper has concentrated on describing the Finnish inter
municipal cooperation. It seems clear that the Finnish system of
voluntary inter-municipal cooperation has been successful in
retaining the local autonomy of small municipalities. In addition, with
municipal cooperation, the municipalities have been able to achieve
economies of scale and to address service spillovers. Voluntary
inter-municipal cooperation has also been a very flexible solution
as it has enabled the municipalities to approach these issues on
a service by service basis. From the more critical perspective,
the decision-making in joint authorities has been claimed to be
problematic from the transparency and accountability viewpoint,
and these arrangements may not have been very successful in
implementing voter preferences in policy decisions.
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Beyond Inter-Municipal Partnerships Towards Two-Tiers Municipalities:

The Case of France

Guy Gilbert
Ecole Normale Supérieure de Cachan

According to widespread (and longstanding) «clichés», France is
both a highly centralized country and a country where reforms are
extremely hard to achieve. The success of recent reforms towards
more integrated inte-municipal organizations suggests quite the
opposite to the two *clichés” mentioned here above.

First, France is definitively a decentralized country, more
decentralized than often quoted. The French local governments
enjoy large amount of tax autonomy, as compared with the large
majority of other unitary countries. Even before (2003) the “fiscal
autonomy” was introduced in the Constitution (art 72.2 section
3), this local autonomy has long been strongly protected by the
Parliament (especially but not exclusively by the upper chamber,
the Senate). Second, this autonomy applied to a highly fragmented
map of municipalities (36,600 municipalities). The combination of
local tax autonomy and territorial fragmentation led to large fiscal
inequalities among municipalities which make it impossible for all
the local governments (especially the smaller in terms of population,
or the poorest ones) to provide to their constituents a wide range
of local public services at affordable tax prices. In order to reduce
these inequalities, two types of public policies were introduced. The
first one is a top-down one; the fiscal equalization policy (Gilbert-
2005)
to be rather efficient in

Guengant, appears

terms of reduction of
the fiscal inequalities
among municipalities
The second one is
bottom-up  oriented
and consists in en-
couraging cooperation
and partnerships bet-
ween municipalities.

Beginning as soon as the end of the nineteen century, the incentives
to create “inte~municipal structures of cooperation” have long been
the substitutes to the failure in the repeated attempts in reducing
the number of municipalities. As a result, they were more than ...
17,000 of such inter-municipal cooperation structures at the end of
the late 90's. The trend towards the creation of more and more
intemunicipal structures suddenly (and unexpectedly) ends in 1999,
as the Chevenement Law was passed. Since that time, the move
towards the reduction of the number of inter-municipal structures
and the emergence of one new type of cooperation structure
accelerated in a dramatic way. As a result, the quasi-totality of French
municipalities are at present members of some 2,600 inter-municipal
structures (“‘établissements de coopération intercommunale”, or
EPCI) which provide for public services on a mutual basis and jointly
set some tax rates in lieu of the municipalities. Therefore, a decisive
step seems to have been made towards the generalization to the
whole country of a kind of “two-tiers municipal government” (which
already existed in France but only in Paris, Marseilles and Lyon),
as a possible prelude to the future amalgamation of the French
municipalities. And, surprisingly enough, this reform has taken place
without tears.

“The incentives to create
“inter-municipal structures of
cooperation’ have long been the
substitutes to the failure in the
repeated attempts in reducing the
number of municipalities”

This unexpected sharp move addresses several issues. Firstly,
how this reform has taken place, under which circumstances?
Secondly, to what extent could we argue that this reform is a step
beyond former inter-municipal partnerships and towards two-
tiered municipalities? Is that a move from an "associative model”
of inter-municipal relations to a “federative” one, implying the
effective devolution of responsibilities and taxing powers from
the municipal level to the inter~municipal one? s that the prelude
to the amalgamation of the 36,000 municipalities into somewhat
3,500 larger local governments, or somewhat else? Thirdly, is the
present state of the fragmentation of the French territory fiscally
sustainable? Finally, are the recent reform of local taxation (which
took place in 2010) and the project of reform of local governments
announced by the French government compatible with this
reorganization of powers within these “two-tiered municipalities™?
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The paper is structured in the following way. A first section is
devoted to the historical background of the move towards more
intensive intermunicipal cooperation structures in France. A
second section focuses on the institutional forms of inter-municipal
cooperation structures. The third section concentrates on the
fiscal mechanisms of the most widespread form of inter-municipal
cooperation, the UBT (“uniform business tax”) regime (TPU for
“Taxe Professionnelle Unique”). A fourth section deals with the
fiscal consequences of these inter~municipal arrangements on the
aggregate tax level and on the aggregate public expenditures at
the local level; in other words are municipal public services/taxes
and inter-municipal ones complements or substitutes? A final
section raises the issues of the future of the mechanisms of inter
municipal cooperation, facing on the one hand the consequences
of the reform of local taxation introduced in France in 2010, and
on the other hand the possible reform of the organization of local
governments announced by the French central government.

I. Historical Background and Evolution Over
Time

The recent history of inte~municipal partnerships in France rests
on two key points.

First, the impulse given in the late 90's to one specific formula,
inspired by a federal-type model, in which the municipalities choose
to “recentralize” (to operate a devolution) to an upperlevel of
municipal government (the “communauté’ level) some of their taxing
and spending powers. This new framework for the intermunicipal
relations is definitively beyond that of “inter-municipal partnerships”
which relies on mutual agreements and which cannot be viewed as
a"'second tier of municipal government”. It differs also, substantially,
with the former inte-municipal structures, the “syndicates of local
governments” which were inspired by an “associative model”, and
which have long been the favorite tool used by the municipalities.
This “associative” model consisted in letting the municipalities freely
create a “syndicate” (a single purpose - that is a single service such
as water services- syndicate or a multi-purpose syndicate) in order
to provide jointly the public services related to one or several
responsibilities, and for the financing of which they freely transfer
to the inter-municipal structure fiscal the relevant fiscal resources.

The "federal-type model” was represented by the “districts” created
in 1959 and by the “Communautés urbaines” created in 1966.
There are two major differences between “associative-typed” and
“federal-typed” “communautés”. The first is that in the associative-
typed structures all the responsibilities transferred to the upper
tier are optional, and in the federal-typed one some of them are
compulsorily transferred. The second difference deals with the way
the tax rates are set at the “communauté "level; in the associative
case, the tax rates are piled up, the municipalities vote their own
tax rates, and the “communauté” adds its own rates on the same

tax bases. In the latter case, the major tax field (the local business
tax) is transferred to the upper level, which sets in lieu of the
municipalities a unique tax rate applying to all the municipalities
involved, the municipalities setting separately the rates of the other
taxes such as the taxes on residents or on improved and non
improved land.

The second key point is, whatever the formula chosen for the
inter-municipal cooperation structures, the municipalities remain
the basis of the pyramid. By no means, at least in the present
time, does the development of inter-municipal structures imply
the removal of municipalities as such. Even in the “federalist”
model, the municipalities remain in place, but their spending and
taxing powers are shared with an upper tier of government,
within the territorial boundaries of the “communauté”. In 1999,
(uly 13th) the “Chevénement Act” set the present basis of the
institutions of the inter-municipal cooperation. It introduces
a new type of inter-municipal institutions, the “‘communautés
d'agglomérations” (CA) (which replaced the “communautés
de villes” created... 7 years before) for smaller-population
agglomerations which population is agglomerated among several
neighbouring municipalities. Besides the CAs, remain the “urban
communities” (CU, for “communautés urbaines”) for larger
agglomerations in terms of population, and the “communautés
de communes” for rural municipalities. The 1999 Law provided
also for three sets of institutions specific to each of these three
types of “communautés”.

“In the late 1990s, France
promoted a formula in which the
municipalities chose to recentralize
some of their taxing and spending
powers to an upper-level municipal
government”

The new inter-municipal structures created by the “Chevénement”
1999 Act are inspired by a'federative” view. The municipalities
choosing to join a ‘communauté” (whatever type it is ) choose to
transfer some responsibilities to the upper level, the “community”,
but also to transfer the setting of the tax rate on the major local
tax source, a local tax on business (“Taxe professionnelle”). The
incentive given to municipalities to join these new CA, CU or CC,
or to move from “associative” structures to “federative” ones, was
basically a fiscal one; opting for this formula, they were entitled to a
substantially higher unconditional grant per capita from the central
government than the municipalities choosing to set their tax rates
independently of those of their neighbours.

The reaction of the French municipalities to the Chevénement Act
has been unexpectedly sharp.
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Table |I. Number of EPCI, and population, France, 1972-2010

1972 1992 1995 2000 2004 2010
“federative inter-municipal CU (1) 9 9 12 12 14 16
structures” N
(EPCI with own taxation) CAR) - - - 50 155 8|
SAN (3) - 9 9 9 6 5
CC - - 756 | 533 2286 2 409
districts (5) 95 214 241 - - -
Total - - | 102* | 845 246 2611
number of municipalities - - 11516 21 347 31428 34774
regrouped in “federative”
inter-municipal structures (9)
population regrouped (millions - - 24.6 37.1 50.7 579
inh.)
number of municipalities SIVU (6) 9289 14596 14490 NA NA 10789
regrouped in "associative” SIVOM (7) | 243 2478 2298 NA NA | 395
inter-municipal structures”(10)
Syndicats mixtes (8) NA NA I 107 NA NA 3194
Total number of “syndicates” 10532 17074 17895 NA NA 15378

Notes:
1) “communautés urbaines”.
2) “comunautés d’agglomération”.

3) “Syndicats d’agglomération nouvelle”, a structure tailored to the development of expanding ou new urban zones.

4) “Communautés de communes”.

7) «Syndicats intercommunaux a vocation mutiplen (muti- purpose units).

8) «Syndicats mixtes” (“syndicate” composed of local governments belonging to different tiers of government ex; a municipality and a “département”).
9) “federative” structure: inter-municipal structure with (large) compulsory responsibilities and own taxation (at least, a unique tax rate on local business taxation).
10) “associative” inter-municipal structure; inter-municipal structure with few (or none) compulsory responsibilities and none or additional taxation.

(
(
(
(
(5) “Districts”.
(
(
(
(
(

)
)
)
)
)
6) «Syndicats intercommunaux a vocation unique (single purpose units).
)
)
)
0

* including 4 “communautés de villes”.

Source: Ministry of Interior, DGCL, Les collectivités locales en chiffres, 2010 edition, table 10.1, Paris.

As shown inTable |, the number of these "“federative” inter~municipal
structures doubled from 1995 to 2010. At the beginning of 2010,
2,611 “communautés” regroup 34,774 municipalities (out of 36,682
municipalities on total in France) and 89 % of the total population. In
the mean time, the number of“associative” EPCI declines by more than
2,500 (15,3%). However; on average, a French municipality is member
of several inter-communal structures, mainly in rural areas where the
associative forms of inter-municipal structures still dominates.

On average, federative structures cover around 22,200 inhabitants
and 3,3 municipalities.

The 13 Communautés urbaines regroup 380 municipalities and
12,6% of the total population of France in federation-type
structures, and only 33 municipalities and less than 0, 1% of the total
population in “associative” structures (i.e. with additive taxation);

the 181 Communautés d'agglomérations, which must by law be of
the “federative type” regroup 3107 municipalities and 38,9% of the
total population; the number of SAN (Syndicats d'agglomération
Nouvelle) is negligible both in terms of municipalities and population
regrouped (because almost all the SAN'S created before 1999
moved to CA or CU); less than half of the Communautés de
communes (CC) chose the federative regime of taxation, and
55% the option of additive taxation, regrouping altogether around
89,8% of the municipalities and 59% of the total population.

Overall,the"federative” structures regroup 51 % of the municipalities
and 80% of the population. The proportion of “federative EPC|
increased in almost all the regions; in 20 out of the 22 French
regions, the population regrouped in such EPCI is above 90% of
the total population, (and 95% in |7 regions), except in the lle-de-
France region.
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In 2010, more than 4 inhabitants over 5 of France live in a
municipality which has transferred to an “upper municipal level”
key responsibilities and key taxing choices. This type of «two-
tiers municipal government» dominates in urban areas where
the geographical concentration of economic activity and the
metropolitan spillover effects make it desirable to internalize the
externalities with transfer of responsibilities and tax decisions
relative to businesses to the upper level; by contrast, only half of
the municipalities in rural areas choose the same two-tiers model,
the remaining half opting for a more traditional system of “piling
up” responsibilities and taxes.

2. Two Models of Inter-municipal Structures

According to the “associative model’, some municipalities
(neighbouring or not) freely creates a “syndicate of communes”
(SM). A simple majority vote by the councilors in each of the
municipal assemblies concerned is sufficient for the SM to be
created, the responsibility (ies) to be transferred to the syndicate,
the committee to be composed, and the rules relative to the
financing sources to be set. The “communauté assembly” elects a
president who is the chief executive of the syndicate.

This model has proofed to be rather flexible. Almost all the municipal
responsibilities could be transferred to the syndicate (except for the
responsibilities linked to police and civil protection). Conversely, the
SMis subject to three constraints. First, the law makes it easier for
a municipality to join a syndicate of municipalities, than to withdraw
from it. Second, the financing of the syndicate depends exclusively
on the budgetary contributions of the municipalities. The syndicate
has no taxing power, which remains exclusively in the hands of the
municipalities. It is also not entitled to grants-in-aid from the central
government. However, the syndicate has the possibility to propose
to the municipalities to convert the budgetary contributions
into “tax contributions”; if all the municipal assemblies agree, the
syndicate sets additional tax rates on the tax bases ratable at the
municipal tier'. This is the “piling up” tax mechanism. Thirdly, all the
decisions of the SM on important matters are in the hands of the
municipal assemblies. The SM activity is thus placed under the tight
control of municipal assemblies.

" Up to 2010, the four main taxes at the local level were the “taxe pro-
fessionnelle” levied on businesses (see below) and three taxes (mainly) on
inhabitants (a land tax, a property tax (excluding productive equipments),
and a tax on residents. The rates of the four taxes are freely set by the
local jurisdictions under the constraints that i) the increase in the tax rate
on businesses cannot exceed that of the taxes on residents, and ii) that the
TP rate on a particular company cannot exceed on total 3,5% of its value
added. The three tiers of local governments are entitled to levy taxes on
these tax bases except the regions which cannot levy the residential tax.
Thus, all tax local rates are piled up among these tiers of governments.

The two ancestors of the “federative model'; are the "districts” and
the “Communautés urbaines’.

The district was introduced in 1959 (and disappeared in 2000), as
it was supposed to be better suited than the existing SM to the
development of urban areas.

“In 2010, more than 4 inhabitants
over 5 of France live in a
municipality which has transferred
to an “upper municipal level” key
reponsabilities and key taxing
choices”

The “"Communautés urbaines” were introduced in 1966 in the
case of neighboring municipalities (population over 50,000)
forming a metropolitan area with a total population over 200,000
inhabitants (500,000 since 1999). The creation is subject to the
majority vote of at least 2/3 of the relevant municipal assemblies
(and compulsorily this of the central city which population is
above half of the total population) representing at least one half
of the total population. The internal structures of the executive
branch are rather similar to these of the SM. But CU'’s sharply
differ from the districts in terms of responsibilities and taxation.
The major part of responsibilities are compulsorily recentralized
to the CU level, including economic development, land and town
planning, social housing, schools (building and maintenance), fire
protection, urban transportation, water and sewage, cemeteries,
slaughter houses, public markets, refuse collection, roads and park
places. Additional responsibilities could be added to this list. Part of
these responsibilities could be decentralized to the municipalities
if their impact is limited to the territory of the municipality. The
fiscal resources of the CU, consist of additional taxation + grants-
in-aid. The CUs created before 1999, can now (since 1999) choose
either additional taxation or “uniform own taxation” (see below);
the new ones have to opt for “uniform business taxation”.

2.1 “Communautés d’Agglomération” with
“Uniform Business Taxation” (UBT)

Since 1999, the “communauté d'agglomération” (CA) is the
new type of intermunicipal structure that has been introduced;
it is presently widely used by urban municipalities. It internal
organization is basically the same as in the other inte~municipal
structures. Their compulsory responsibilities are quite large
(see table 3) but narrower than the responsibilities of the
Communautés urbaines. The major point is that the CAs (and the
newly created CUs since 1999) cannot choose additional taxation.
They are placed under the regime of “uniform business taxation”.
In addition, they receive grants-in-aid from the central government
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with a substantial bonus. This “bonus” in grant-in-aid (proportional
to the extent of the amount of TP receipts transferred to the upper
tier with respect to total tax receipts —the Coefficient d'Intégration
fiscale- or CIF) has proofed to be a major incentive for the urban
municipalities to create such CAs.

The “communautés de communes” (CCs) and the CUs created
before 1999 can opt for this uniform business tax regime.

2.2 Compulsory Responsibilities and the Role
of Inter-communal Interest

Within an inter-municipal structure, the sharing of responsibilities
between the municipal tier and the inte~municipal one depends on
the law which lists the “compulsory responsibilities”.

[t does not mean that a municipality cannot develop activities
related to these responsibilities. The delineation between what is
under the responsibility of the intermunicipal structure and what

remains under the responsibility of the municipality depends on
what is of “intermunicipal interest” and what is of “municipal
interest”. The definition of the “inter~municipal interest” is left
to the municipal assemblies in the associative inter-municipal
structures and directly to the inter-municipal assembly in the
federative structures; but even in the latter case, the interpretation
of the inter-municipal interest is placed is under the indirect control
of the representatives of the municipal assemblies. De facto, from
one inter-municipal structure to another; the same policy or the
same equipment could be defined either of “municipal interest” or
of “intermunicipal interest”. The usual criteria used for delineate
inte-municipal interest is to look at the geographical externalities
expected from the effects of the policy measure; but, even in that
case, if the policy measure orthe responsibility is viewed as strategic
by the upper-tier, is could well be defined as inter-municipal insofar
as the representatives of the municipal assemblies agree.... As
a result, the number and the effective extent of the responsibilities
transferred to the «upper tien of inter-municipal governments are
placed under the control of the municipdlities.

Table 2. Compulsory responsibilities (1) for inter-municipal structures, France

Type of inter-municipal structures

Compulsory responsibilities (1)

Communautés urbaines

* land and construction planning;

* economic development: (zoning, implementation and
management of economic areas ...)

Housing; programming, social housing...

urban development planning

buildings and equipments in social, cultural and sports
environment

Communautés d'agglomération

land and construction planning (1) ;
economic  development(l):  (zoning,
management of economic areas ...)
Housing (1); programming, social housing, housing for disabled. ..
urban development planning (1)

three (at least) of the following responsibilities : roads, water,
sewer, sports and culture (only buildings and equipments),
environment

implementation  and

Communautés de communes

land planning

economic development

one (at least) of the following options(roads, social housing, collect
and treatment of garbage, sports and culture (only buildings and
equipments)

Syndicats (SIVU, SIVOM....)

none

Notes: (1) The compulsory responsibilities of the inter-municipal structures are exerted in lieu of the municipalities only for those of ‘inter-municipal interest”, the delineation
between inter-municipal interest and municipal interest, being under the control of municipalities.

Source: various sources, Ministry of interior, DGCL.
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3.The Fiscal Interactions Between Municipalities
and Upper-Tier Intermunicipal Structures
under the Uniform Business Tax

The UBT regime organizes a “double fiscal swap” between the
municipalities and the upper tier The first swap is an “expenditure
swap”, as some responsibilities (and related expenditures) are
transferred from the municipalities to the upper tier The second
swap is a tax one. In the (usual) case of the transformation of a
previous multi-municipal structure with piled-up taxation into a
CA with the same municipalities, the former upper tier benefitted
from tax receipts both on businesses and on residents. But in the
new UBT regime, the TP is transferred in totality to the upper tier;
and conversely, the 3 taxes on residents’ are transferred to the
municipalities. In other words, under the UBT regime, the upper tier
benefits from a unique source of tax revenues, the TP receipts; and
the municipalities benefit from the receipts of the 3 other local taxes®.

“Under the Uniform Business
Tax regime, the upper tier
benefits from a single source of
tax revenues, the TP receipts, and
municipalities benefit from the
receipts of the three other local
taxes”

The fundamentals of this UBT regime are quite simple. But the
fiscal flows entailed by the UBT between the upper tier and the
municipalities are rather complex.

Stage |:“Compensation Grant” and ‘‘Solidarity
Grant” to the Municipalities under the UBT
Regime

As the upper-tier assembly (Conseil de Communauté) decides to
transfer responsibilities from the municipalities to the upper tier; this
implies the transfer of some properties, immovables, equipments,
and municipal employees to the upper tier. The expenditure needs
(EN) related to this transfer are evaluated jointly by an Evaluation
commission composed of representatives of the upper level and of
the municipalities. In the meantime, the fiscal consequences of the
““tax swap" are evaluated. The foregone receipts in municipal local
business tax are evaluated for each municipality and balanced with
the increment in residents taxes transferred to the municipalities.

2 Including the property tax on the residential immovables of the busi-
nesses.

® Except under a special case which makes it possible to a CA to opt for
an additional tax regime.

All these swaps are evaluated at the tax rates set at the date of
the transfer of taxes.

The balance is calculated, for each municipality, between the
“expenditure needs” transferred to the upper tier and the net
loss (or surplus) in tax receipts. Each municipality receives a
compensation grant equal to the net amount above (negative
compensation grants are possible). The amount of this compensation
grant is fixed in nominal terms and never indexed or revised, except
in the case new responsibilities and equipments are transferred
to the upper level (or vice versa).This compensation grant is a
compulsory expenditure for the upper tier of the inter-municipal
structure.

In addition to the compensation grant, the municipalities are
eligible for a‘solidarity grant” from the upper tier; which is financed
through a Solidarity Fund. But, even if the French law lists a set
of criteria to be used for that purpose, neither the weighting of
these criteria in the distribution formula of the solidarity grant, nor
even a minimum amount are set by law. De facto, in some CAs,
the Solidarity Fund is nil or negligible. But in others, the DSC is
extremely redistributive.

“In addition to the compensation
grant, the municipalities are eligible
for a “solidarity grant” from
the upper tier, which is financed
through a Solidarity Fund”

Stage 2: Setting of the TP Tax Rate and
Municipal Tax Rates under the UBT Regime

Before joining the CA, the TP rates were set by the municipal
assemblies at their will. De facto, the TP rates were usually
quite different from one municipality to another, depending on
the location of tax bases (i.e. depending on the location of
economic activities), depending also on the expenditures needs
and on the tax preferences of the municipalities. Within a CA,
the assembly has to choose a unique TP rate applying all over
the CA perimeter, as a target, and make the municipal TP rates
gradually converge towards this target level unique TP rate. The
CA assembly decides at what time horizon this convergence
process will end (with a maximum of |2 years). Consequently,
the TP rates remain different from one municipality to another,
but less and less, up to the last year of the convergence process
where the TP rate is the same in all the municipalities. In
addition, the setting of the TP rate by the upper-tier assembly
is made under various constraints. These constraints limit the
possibility for the CA to increase too rapidly the TP rate with
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respect to the previous situation, and to unduly transfer the tax
burden from the residents to businesses.

Thus, the TP rate is set by the upper-tier assembly in order
to balance the benefits of the increments (or suffers of the
reduction) in the tax base of the TP, and from any increase in the
TP rate, with its three categories of expenditures; two of them
are compulsory but fixed in nominal terms, the Compensation
grant to the municipalities, and the Solidarity fund; the last one
is discretionary, the extra expenditures over these operated
before the CA by the municipalities relative to the responsibilities
transferred to the upper tier The UBT is thus not a sharing
process of the TP receipts, but a sharing process of the increments
in TP receipts. The more, the TP receipts increase, the more the
upper tier can spend.

“Within a CA, the assembly has to
choose a unique TP rate applying all
over the CA perimeter, and make
the municipal TP rates gradually
converge towards this target level
unique TP rate”

Fiscal Interactions between the Upper Level
and the Municipalities under the UBT Regime

The UBT regime makes the fiscal behavior of the upper tier
interact with those of the municipalities in various ways.

The first interaction is the direct consequence of the capping of the
TP rate at the upper level. As the cap depends on the level of the tax
rates on residents voted by the municipal assemblies, the municipal
assemblies could influence the setting of the TP rate at the upper
level in two ways; through the vote of their representatives at the
upper-tier assembly, and through the constraint above. Conversely,
the setting of the TP rate at the upper level indirectly caps the level
of the municipal rates on residents via the Solidarity grant. In this
context, two tax strategies are possible. If the upper tier chooses
a high TP rate, it becomes the hostage of the municipalities which
can harden the tax constraint on the upper tier with low rates on
residents. Conversely, the upper tier can choose a low TP rate, in
order to escape the threat of the municipalities but at the expense
of lower tax receipts.

The second and third interactions are more straightforward. They
are channeled through the Compensation grant or the Solidarity
grant. The larger these grants are, the more the fiscal resources
of the municipalities are, and thus the less the rates on taxes on
residents could be.

4. The Fiscal Consequences of the Rise in
Federative Two-Tier Inter-Municipal Structures

Several reasons explain the unexpected success in the development
of federative inter-municipal structures.

The first one is simply pragmatism. The variety of types of inter-
municipal structures provided by the French law is large and
any municipality can find easily the best solution according to its
situation and its preferences. The second reason is that, even in
the case of the most “federative” institutional formulas for inter-
municipal structures, the municipalities keep large discretionary
powers. In terms of tax rate setting, they directly control the rates
on the taxes on residents and the rate on the tax on immovables of
businesses, and indirectly on the level and the rate of convergence
of the TP rate. They can also influence the choice of the amount
and distribution formula of the solidarity grant benefitting them
and, to a lesser extent, the amount of the compensation grant. In
terms of distribution of responsibilities between themselves and the
upper tier, the municipalities control the interpretation of the “inter-
municipal interest”, more directly in associative structures, indirectly
in federative ones. In other words, both in terms of taxation and
in terms of responsibilities, the French law provides a substantial
protection to the municipal interests.

The third reason is just the opposite for the municipdlities which
seek a larger rooms for maneuver at the upper level. The new forms
of inter-municipal structures provide a larger scope of compulsory
responsibilities and larger fiscal resources.

Two incentives, two “carrots” played an additional and major role
in the context of the fiscal relations between the central state and
the local governments in the late nineties and the beginning of the
present decade.

The first “carrot” is related to the TP First, the move towards a
unique TP rate at the upper tier among the municipalities inside a
metropolitan perimeter lessened the threat for each municipality
of the consequences of interrmunicipal tax competition. Second,
the enlargement of the TP base to the metropolitan territory is
equivalent to an insurance mechanism, diversifying and spreading the
risks among the municipalities and protecting them from a decrease
in the part of the tax base located on its territory. Third, the UBT is
a “community restricted to the increments in TP base, and only to these
increments”. So, the risk taken by the municipalities is quite small.
These rather defensive arguments were decisive in a context where
the threats upon the future of the TP were growing. In other words,
the wealthiest municipalities in terms of TP receipts were keen to join
UBT structures ...which ensured them to enjoy for years, even in
nominal terms, the amount of TP receipts the years before!

The last “carrot”, decisive also, was simply that the participation of a
municipality in a federative inte~municipality structure entitled the inter-
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municipality for a substantial per capita block grant (DGF) received
from the central government. Compared with a similar municipality
choosing not to enter in such a UBT interrmunicipal structure, the
bonus in DGF was around 40%. As everybody expected (rightly!) that
this bonus will decrease over time, and that, in any case, the bonus
would be financed out of a reduction in the block grant received by
the other municipalities, the expected "‘sum of the game’’ was positive
for the municipalities joining federative structures.

And, finally, as the amount of the DGF per capita was proportional
to the category of intermunicipal structure (i.e. the number of
the responsibilities transferred) and to the CIF, the incentive for a
municipality to join a “federative” UBT structure was even stronger.
As an example, the block grant ranges from 20 € per capita in
the “associative” inter-municipal structures to 60 € in the more
federative ones.

The incentives given to the municipalities to join federative inter-
municipal structures entail a cost for the public finances. Some
costs are charged to the central government (i.e. the taxpayer of
central government taxes), others to the local taxpayer.

The first one is the amount of the surplus in block grant received.
As compared with the block grant received by the municipalities
the block grant received by the UBT interrmunicipal structures
has increased quite faster in the early 2000's (by more than 20%
a year on average over five years) than the DGF benefitting to
the municipalities only. After this period, as it has been correctly
expected by the municipalities, the “bonus’ in block grant tends to
reduce in relative terms. As a result, the “cost” of the bonus for the
public finances is progressively internalized, at the expense of the
less integrated municipalities.

Does the Rise of Inter-Municipal Structures
Result in Larger Public Expenditures or
Heavier Taxes at the Local Level?

The economic literature provides no a priori answer to these
questions. The effects of the membership of a municipality to an
intermunicipal structure on the municipal spendings or on the
setting of the municipal tax rate, depend on various factors which
work in opposite directions.

Some of them rely on the potential gains of joining such an inter-
municipal structure. The gains for a given municipality could be i)
to get a substantial increase in the per capita block grant received
from the central government (see here above) and from the
upper-municipal level which can increase the rate of business taxes
more than it would have been the case under the pressure of
inter-municipality tax competition; ii) to benefit from public goods
at cheaper prices (due to economies of scale) or to have access
to a larger range of public services (“Zoo-effect”), or simply to
enjoy spillover effects; iii) as a result, the coordinated policies of the

two-tier municipality attracts new residents and businesses, favors
economic development and increases the tax capacity.

Onthe opposite, one can argue that adopting a two-tier municipality
induces additional expenditures and raises inefficiencies in
taxation. First, the intermunicipal structure favors the widening
of the range of local public goods (the Oates “zoo-effect”). New
managerial capacities, new financing sources make it possible
to provide public services which were not provided by isolated
municipalities. Second, a two-tier municipality entails additional
costs of administration. As a result, the two-tier inter-municipal
structure would have a likely negative impact on economic activity
(Brennan and Buchanan (1980).

To date, no empirical results based on French data are provided
which could rigorously support one of these opposite views of the
impact of inter-municipal organization on the economic growth of
the locality. Two exceptions, on slightly different topics, are Gilbert,
Guengant and Leprince (2008) and Carbonnier (2008). Gilbert,
Guengant and Leprince (2008) look at the effect of (equalizing)
grants on economic activity within inter-municipal structures.

The issue of the influence of intemunicipal structures on the spending
behavior of municipal governments has received more attention,
even if the number of papers is small as compared with the larger
number of studies related to the vertical interactions between
the upper tiers of governments. The early exception is Leprince
(2001) and the most relevant paper to date is Leprince —Guengant
(2007). All of them are inspired by median voter models which try
to measure the reciprocal effects of the municipal expenditures
on the upper-tier expenditures and of the upper-tier expenditures
on the municipal expenditures. None are fully combined models
in which the fiscal choices of both tiers of municipal governments
are simultaneously explained.

The spending model is derived from the “conditional demand
model” of Turnbull and Djoundourian (1993) and Aronsson et
al (2000), and tailored to the institutional features of the French
inter-municipal structures.

As shown on Table 3, an increase of 100 euros in municipal
expenditures reduces the spendings of the uppertier inter
municipal structure by only 40 euros in the case of CUs or
CAs, and by 55 euros if the inter-municipal structure is a CC.
However, this is not the consequence of the fact the public
goods are substitutes at the two municipal tiers of government.
This is due to an income effect. An increase in the municipal
expenditures raises the municipal tax receipts on residents
only because tax on business are transferred to the upper tier,
it thus reduces the "“tax integration ratio, and consequently it
lessens the grant-in-aid received by the uppertier government.
Eventually, the income effect lessens the demand and thus the
expenses of the upper tier.
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Table 3.The effect of an increase in municipal expenditures on the municipal upper-tier spendings

Type of effect

Effect of the municipal upper-tier municipal expenditures
on the municipal spendings

CUs+CAs CGCs

Direct effect -3,46€ -13,64€
Indirect effect Grant-setting effect -042€ -19,54€
(via the grants-in-aid) : :

“Tax Integration ratio (CIF)” -35,16€ -21,78€

effect
Total effect -39,04 -54,96
Average municipal upper-tier expediture (€ per capita) 363,15 182,87
Average municipal expediture (€ per capita) 688,73 55394
Grants-in-aid (€ per capita) 169,17 58,99
“Tax Integration ratio (CIF)"” 0,312 0312

Source: Guengant and Leprince (2007).

Table 4.The effect of an increase in municipal upper-tier expenditures on the municipal spendings

Type of municipaly

Effect of the municipal upper-tier municipal expenditures
on the municipal spendings

All municipalities -9,32€
Municipalities with population less than 500 inh. -9,58€
Municipalities with population 500-50.000 inh. -9,78€
Municipalities with population over 50.000 inh. -14,07€

Average municipal (upper-municipal tier) expediture (€ per
capita), population less than 500 inh.

158,65 (645,51)

Average municipal (upper-municipal) expediture (€ per capita),
population 500-50.000 inh.

234,55 (833,85)

Average municipal (upper-municipal) expediture (€ per capita),
population over 50.000 inh.

299,85 (1.204,68)

Average municipal (upper-municipal) expediture (€ per capita),

24391 (905,33)

Source: Guengant and Leprince (2007).

Conversely, as shown on Table 4 an increase of |00€ in the upper-
tier expenditures reduces the spendings of the municipalities
by only 9 euros on average and a bit more (15 euros ) for the
municipalities with a larger population.

On total, these results would suggest that i) the municipal upper
tier public goods are weak substitutes to the municipal public goods;
the expenditures are partially «piling up» and the piling-up effect is
asymmetrical ii) this could be the consequence of any «zoo effect», or
the consequence of poor economies of scale, or of some improvements
in the quality of the local public good provided, or of wasteful two-
tiers municipal administration. It could be also the consequence of the”

permissivity” of two-tiers tax systems which allow to pile up the tax
rates without a direct consent of the local tax payer

5.Which Perspectives?

From the one hand, the recent story of territorial reform in
France seems to be successful. The map of local governments has
changed over the last decade more than ....in the past century.The
move towards more federative municipal structures seems to be
irreversible. In urban areas (at least 85 % of the total population of
France), the municipal two-tiered structures are better equipped
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to provide a wide range of performing local public services. As a
confirmation, a reform of the local governments is now prepared
and might come to discussion to Parliament in the near future,
which might consolidate the two-tiers structure of the urban
municipalities (with reference to Paris, Marseilles, Lyon present

structures).

From the other hand, dark clouds are accumulating in the sky as for
the near future.

Firstly, the consequences of the fiscal behavior of the two-tier
municipal structures are no longer fiscally or politically sustainable.
The generalization of two-tier municipal structures fuels the
increase of overall public expenditures and overall tax burden,
which are presently very high in France. The setting of increasing
tax rates by upper-tier assemblies whose members are not directly
elected is more and more questionable on political grounds.

“The municipal upper-tier public
goods are weak subtitutes to
the municipal public goods; the
expenditures are partially “piling
up’’ and the piling-up effect is
asymmetrical”’

Secondly, the 2010 reform of the local taxation will be detrimental
to the municipal upper tier structures on the whole; it will be
benefiting the wealthiest and the less federative ones,and worsening
the situation of the others. The removal of the local business tax
and its replacement by a tax on the improved and non-improved
land and by a value added tax (at a uniform rate) will impact
in a very uneven way the finances of the municipal upper tiers,
benefitting mainly...to the less integrated two-tiered structures.
This is not the result of any deliberate intention of the government.
[t is the mechanical effect of a reform which concentrates only on
the cut on local business tax rates and did not anticipate correctly
its impact on the finances of the local governments (Gilbert, 2010).

Lastly, the announcement of the non-indexing for the next 3 years
of the overall amount of grants-in-aid from the central government
will harden the budget constraint on local governments.
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According to economic theory, the major role assigned to local
governments is to provide goods and services to residents within
a particular geographic area who are willing to pay for them'. If the
benefits of particular services are confined to local jurisdictions (the
actions of one municipality have no effect on other municipalities),
efficiency is enhanced because the mix and level of services can
vary according to local preferences. Local officials are in a better
position to respond to local tastes and preferences than are central
government officials. This theory of the role of local governments,
however, does not distinguish among different types of local
governments — large metropolitan governments, intermediate-
sized cities, or towns and villages.Yet, they are different.

Large cities and metropolitan areas are different than smaller urban
or rural municipalities for the obvious reason that they have a much
larger population?. But, they are also different because they have a
higher concentration of population and a population that is more
heterogeneous in terms of social and economic circumstances.
Moreover, large cities are the economic engines of their country
— they are important generators of employment, wealth, and
productivity growth. In the emerging global “knowledge-based
economy,’ innovation is the key to

prosperity and most innovation

occurs in cities

large

and metropolitan
areas where people
can  enjoy the
benefits
proximity,

of close
known
as  agglomeration
economies (Slack et
al, 2003). Large cities

“Large cities and metropolitan
areas can have greater fiscal
autonomy, both in terms of greater
responsibility for local services
and greater ability to levy their
own taxes and collect their own
revenues”’

also serve as regional hubs for people from adjacent communities
who come to work, shop, and use public services that are not
available in their own communities.

From a municipal finance perspective, the unique characteristics
of large cities and metropolitan areas have implications for
the magnitude and complexity of the expenditures that local
governments in those areas are required to make on municipal
services as well as their ability to pay for services. Large cities and
metropolitan areas can have greater fiscal autonomy than other
urban or rural areas, both in terms of greater responsibility for local
services and greater ability to levy their own taxes and collect their
own revenues (Bird, 1984).Yet, in few countries, do large cities and
metropolitan areas receive any different treatment than any other
municipality from senior governments (Bahl, 2010).

* An earlier version of this paper was presented at the 6th Symposium
on Fiscal Federalism: Financing Local Governments, Barcelona, June 14-15,
2010. I am grateful to Richard Bird for comments on an earlier draft of
this paper.

' The literature on fiscal federalism assigns three roles to government: stabi-
lization, income redistribution, and resource allocation. Stabilization policy
is generally not considered to be an appropriate function of local govern-
ments because they do not have access to monetary policy and because
capital and labour flow freely across local jurisdictions. In the case of re-
distribution, local efforts to address income disparities will likely result in
the movement of high-income groups to low-tax areas and low-income
groups to high-tax areas. Nevertheless, local governments do engage in
redistribution through the act of taxing and spending. See (Bird & Slack,
1993, p. 16).

2 Studies of metropolitan areas use different terms to describe them.These
include, for example, metropolitan cities, metropolitan regions, city-regions,
and urban regions. Generally, these terms refer to cities with a large urban
core plus adjacent urban and rural areas that are integrated socially and
economically with the core. See (Stren & Cameron, 2005) for a discussion
of how the various terms are applied in different parts of the world.
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Municipal finance in metropolitan areas is further complicated by
the existence of a multiplicity of local governments that provide
services and raise revenues within a larger region. Because the
political boundaries of individual local governments rarely coincide
with the boundaries of the economic region®, there is a need to
coordinate service delivery and share the costs on a region-wide
basis. This problem is exacerbated by overlapping special purpose
districts which are responsible for delivering specific services, such as
water or electricity,and whose boundaries may not be coterminous
with either local or regional governments. Although finance and
governance are closely intertwined, the issue of governance of
metropolitan areas is not discussed further in this paper *

This paper explores the financing of services and infrastructure in
large cities and metropolitan areas by posing a series of questions:
Do large cities spend more than smaller cities? Do larger cities have
greater fiscal capacity? Are large cities treated differently than other
cities! What are the appropriate revenue sources for large cities?

|I.Do Large Cities Spend More?

Local government expenditures are generally higher in large
metropolitan areas than other municipalities (Chernick &
Reschovsky, 2006) and (Freire, 2001). A high concentration of
people means more specialized police services; higher densities
mean more specialized training and equipment for fire fighters.
A high concentration of poverty and special needs within large
metropolitan areas requires higher expenditures on social services,
social housing, and public health. Moreover, large cities compete on
the international stage and, to be competitive, they need to provide
services such as parks, recreational facilities, and cultural institutions
in addition to the “hard” services such as transportation, water and
sewers. People from outside the metropolitan area make use of the
cultural facilities (as well as social and medical services) but may not
contribute directly to the support of those facilities®. Smaller cities,
on the other hand, may not have a public transit system because
the urban densities are not sufficient for a transit system to be
economically viable. Cultural facilities (such as opera houses or art
galleries) are unlikely to be provided in smaller urban areas because
these facilities require a minimum size to make provision possible.

3There are exceptions, such as Cape Town, where the Municipal Demarca-
tion Board sets the geographic boundary of the city to coincide with the
economic region.

*For a discussion of metropolitan governance, see (Slack, 2007) and (Bird
& Slack, 2007).

5 Although they do not pay property taxes to the municipality, they may pay
indirectly through municipal parking charges, taxes on restaurant meals,
etc. They also pay taxes to other levels of government that may find their
way back to the municipality in the form of intergovernmental transfers.

Net expenditures per capita in London, for example, were 48
percent above the average for England in 2008-09. Expenditures
were higher on transport (147 percent above the average), there
should be a closing bracket around (97 percent above the average)
(UK. Department of Communities and Local Government, 2010).
Part of the explanation for higher expenditures results from
differences in ethnic diversity (one in four Londoners is from an
ethnic minority), income disparities (London has the second highest
unemployment rate among England’s regions) and of course its role
as a global city in terms of finance and business services (Office of
the Prime Minister; 2003).

Not only are local government expenditures higher in large
metropolitan areas but they are particularly high in the central
cities compared to the suburbs. Municipal per capita spending in
the City of Toronto in 2008 was 50 percent higher than in both
the GreaterToronto Area and the province (Kitchen, 2010). Higher
overall expenditures are largely explained by higher expenditures
on social services, fire and police protection, and transit. Municipal
per capita expenditures in the core city of Zurich exceed those in
suburbs by more than double (Kubler & Rochat, 2010). In particular,
expenditures are higher for culture, security, social welfare, traffic,
and health.

Notwithstanding the need to make larger expenditures, particularly
in central cities, there may be opportunities to benefit from lower
expenditures per capita for metropolitan services to the extent
that local governments can take advantage of economies of scale
in service provision®. Empirical evidence on the existence of
economies of scale is mixed, however, depending on the service
in question and the units of measurement (e.g. jurisdiction size
or size of the facility) (Hermann et al, 1999) and (Fox & Gurley,
2006). Economies of scale can generally be found for central
administrative and governance functions and for services with large
capital inputs such as public transportation and water and sewage
systems (Chernick & Reschovsky, 2006) but it is less clear that there
are economies of scale for other services such as education’. The
literature also suggests that it is possible that cities can become too
large to deliver services efficiently and diseconomies of scale can
set in.

¢ Cost differences are not the same as spending differences. Spending diffe-
rences include differences in costs (based on factors beyond the control
of the local government), local preferences for public services, and waste
or inefficiency.

7Many measurement problems have been identified in such cost studies.
For example, population is commonly used as a proxy for output and
expenditures as a proxy for costs. But population is not a good measure
of output: two municipalities with the same population might have very
different outputs for a particular service because of demographic diffe-
rences. Expenditures are not a good measure of costs, in part because
the pattern of expenditures may reflect differences in local government
wealth. That is, the local government fiscal base is likely to be correlated
with population size (Hermann, Horvéth, Péteri, & Ungvari, 1999, p. 36),
so that larger expenditures do not necessarily mean that costs are higher.

&)
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2. Do Larger Cities Have Greater Fiscal
Capacity?

As with expenditures, revenue patterns tend to be different in large
metropolitan regions, reflecting both the different nature and level
of services they provide and their greater ability to levy taxes. To
the extent that cities rely on property tax revenues, for example,
larger more densely populated cities have a larger per capita tax
base than smaller cities or rural areas because of generally higher
property values. Since commercial and industrial properties are
almost always taxed at a higher rate than residential properties (Bird
& Slack, 2004), large cities with a high proportion of commercial
and industrial properties have greater ability to levy property taxes.
Moreover, the existence of agglomeration economies in large
cities implies that more of the taxes on commercial and industrial
properties come from economic rents. This means that one dollar
of commercial assessment in a large city has more tax capacity than
one dollar of commercial assessment in a smaller municipality.

Large cities and metropolitan areas also have greater ability
to levy income and sales taxes because of the higher level of
economic activity that they experience. Sales taxes generate
significant revenues for those large cities that attract people from
neighbouring municipalities who come to shop or work. Indeed,
sales taxes are one way to capture the benefits that commuters
and visitors enjoy from using services in the municipality. Factors
are less mobile in large geographic areas making it easier to levy
taxes over the broader region with less likelihood that people will
cross the municipal boundary to shop, for example.

“Large cities and metropolitan
areas also have greater ability to
levy income and sales taxes because
of the higher level of economic
activity that they experience”

Local revenues in central cities also tend to be higher than in the
suburbs. In the case of Toronto, for example, per capita revenues
are more than 50 percent higher in the city than in the suburbs,
comparable to the difference in expenditures noted above
(Kitchen, 2010). Per capita property taxes are somewhat higher
than in the suburbs as are user fees. Provincial conditional transfers
are higher in the city, reflecting a major cost sharing program for
social welfare. Finally, Toronto is permitted to levy additional taxes
that are not available to the suburban municipalities but these taxes
do not bring in much additional revenue.

3. Are Large Cities and Metropolitan Areas
Treated Differently?

Special financial arrangements for large metropolitan areas can be
grouped under three broad areas: city-state status, special taxing
powers, and special intergovernmental transfers (Bahl, 2010).Tokyo
is an example of a city-state where the metropolitan government
has both city and prefecture (state) status and, as a result, has
greater taxing powers than other municipal governments in Japan.
The German structure gives broader responsibilities to “city-states”
(Berlin, Bremen, and Hamburg). In addition to their Land (state)
responsibilities such as education, security, and social policy, city-
states perform the functions a local government (transportation,
housing, daycare, etc.) (Zimmermann, 2009, p. 110). City-states
also collect the same revenues as state governments and local
governments (see the example of Berlin in Table I).

“Special arrangements for large
metropolitan areas can be grouped
under three broad areas: city-
state status, special taxing powers,
and special intergovernmental
transfers”

In some countries, large cities have been granted additional taxing
powers: Toronto relies heavily on property taxes but can also levy
other taxes such as a vehicle registration fee, a land transfer tax, and
a billboard tax (see Table ). New York City levies a wider range
of taxes than other US cities and, in particular; corporate income
and business taxes (see Table ). Yet, London levies only a local
residential property tax (council tax).

A recent study of local governments in the US. found that the
largest local governments raise just over 60 percent of their general
revenues from own sources compared to less than 60 percent for
all other local governments (Chernick et al., 2010)8. Governments in
the largest U.S. cities rely much less heavily on property taxes than
do local governments in the smaller municipalities: the property
tax represents only 56 percent of tax revenue for the large cities
compared to 77 percent for the smaller cities. The larger cities rely
more heavily on the general sales tax, the individual income tax,
selective sales taxes, and the corporate income tax compared with
local governments in smaller municipalities.

8The authors used a concept which they refer to as “constructed” city
governments for the largest local governments in the U.S. They compiled
a measure of total taxes and other revenues paid by taxpayers for each
large city by including revenues collected by the municipal government and
the overlapping portion of the independent school districts and county
governments.
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Table 1. Local Taxes in Four Cities

Berlin Toronto

New York

London

Land taxes and tax shares: Local taxes:

Share of corporate income tax  Property tax

Share of capital income tax Land transfer tax

Real estate transfer tax Vehicle registration tax
Motor vehicle tax (repealed in 201 1)
Inheritance tax Billboard tax

Tax on betting and lotteries

Fire protection tax

Beer tax

Land plus local shares:
Personal income tax
Business tax

Local taxes:
Real estate tax
Entertainment tax
Dog tax

Second home tax

Local taxes:
General property tax

Local taxes:
Council tax (residential

General sales tax

Personal income tax
General corporation tax
Commercial occupancy tax
Banking corporation tax
Utility tax

Unincorporated business tax
Real property transfer tax
Mortgage recording tax
Tax audit revenues
Cigarette tax

Hotel tax

property tax)

Source: Taxes in New York: http://home2.nyc.gov/html/dof/html/business/business_tax_types.shtml. Taxes in Berlin is Zimmermann, H. (2009). Berlin, Germany. In E. Slack, &
R.Chattopadhyay, finance and Governance of (apital (ities in Federal Systems (pp. 102-125). Montreal: McGill-Queen’s University Press.

Although one might expect that large metropolitan governments
depend less heavily on intergovernmental transfers, the reality is
mixed. Metropolitan areas in some countries do not rely as much
on intergovernmental transfers as smaller local governments — for
example, Stockholm, Paris, Madrid, and Lausanne (Bahl, 2010). Core
municipalities in metropolitan areas in Eastern Europe, however,do rely
heavily on intergovernmental transfers (Bahl, 2010). For some capital
cities (for example, Berlin, Bern, and Brussels), the federal government
provides grants for specific services such as transportation, parks
or cultural facilities. In most capital cities, however, little additional
compensation is provided (Slack & Chattopadhyay, 2009).

4.What are the Appropriate Revenue Sources
for Large Cities?

In general, the revenue sources that are available to large cities and
metropolitan areas should reflect the expenditure responsibilities
that they are required to undertake: “local authorities’ financial
resources shall be commensurate with the responsibilities provided
for by the constitution and the law” (European Charter of Local
Self-Government (Article 9, Paragraph 2)). Moreover, metropolitan
areas should also be as self-sufficient as possible. This section
reviews some funding options.

4.1 User Charges

Local governments should, wherever possible, charge directly
for services (Bird, 2001). Appropriately designed user fees allow
residents and businesses to know how much they are paying for the
services they receive from local governments.When proper prices
are charged, governments can make efficient decisions about how

much to provide and citizens can make efficient decisions about
how much to consume. User charges are especially appropriate
for services such as water and public transit where benefits are
confined largely to individual consumers.

Charges are especially important in large metropolitan areas
because they not only result in more efficient use of services but
also encourage more efficient land use. If marginal cost pricing
is used, higher fees are charged to consumers who are far away
from existing services and hence more costly to serve, and lower
fees are charged to consumers who are closer. Uniform pricing
of urban services, while often politically appealing, is inherently
economically inefficient. Under-pricing and distortions in water
and sewer pricing can result in severe locational distortions, for
example. An additional important benefit of more appropriate
pricing of urban services is to reduce pressure on urban finances
indirectly by reducing the apparent need for more investment in
under-priced infrastructure.

A common reaction to suggestions to increase reliance on user
charge financing is that the results are simply too regressive to
contemplate. In reality, almost the opposite is true in large urban
areas: those who benefit most from under-pricing services are
those who make the most use of them, and the poor are not
well-represented in this group (Bird & Miller, 1989). Relatively
simple pricing systems such as low initial ‘life-line” charges for
the first block of service use can often deal adequately with any
remaining perceived inequity from introducing more adequate
pricing systems’.

? For extensive discussions of local user charges, see (Bird & Tsiopoulos,
1997).
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4.2 Taxes

The traditional theory of fiscal federalism prescribes a very limited
tax base for local governments. The only good taxes are said to be
those that are easy to administer locally, that are imposed mainly
on local residents, and that do not raise problems of harmonization
or competition either horizontally (between local governments) or
vertically (between local and central governments). The following
sets out some tax options.

““Taxes on business may be partially
exported to residents of other
jurisdictions who are consumers of
the products or services produced
in those properties”

Property Tax

The property tax is appropriate for financing local services for at
least two reasons. First, real property is immovable: it cannot move
away when it is taxed. Second, there is a connection between the
types of services funded at the local level and the benefit to property
values.To the extent that the property tax approximates the benefits
received from local services, it is like a benefit tax. Residential property
taxes are particularly appropriate to fund local governments because
they are borne by local residents'®©. Those who enjoy the benefits of
local services are required to pay for them.

The non-residential portion of the property tax — generally
the most important part of the tax in many countries — is less
appropriate for financing local government expenditures, however
(Slack, 2010) and (Bird et al, 2010). Because taxes on business
may be partially exported to residents of other jurisdictions who
are consumers of the products or services produced in those
properties, there is less accountability with this tax -- those bearing
the burden of the tax are not the same as those enjoying the
benefits. To the extent such taxes exceed the benefits received
by business from local government activities and are exported to
residents of other jurisdictions, restrictions may be needed such
as a maximum rate or at least a requirement that a uniform rate
be levied on residential and non-residential property. As noted
earlier, however, the existence of agglomeration economies means
that larger cities have rents they can exploit to some extent both
by taxing non-residential property more heavily than residential
property and much more heavily than non-residential property in
smaller places.

19 For a more accurate and more detailed discussion of property tax inci-
dence, see (Bird & Slack, 1993).

Despite their many virtues as a source of local revenues, property
taxes restrict revenue flexibility because no country seems to be
able to raise more than 10 percent of total tax revenues from
the property tax (OECD, 2006). That is partly because the tax
is relatively costly and difficult to administer properly, and these
problems are exacerbated as the size of the tax burden increases.
Moreover, in most countries even a well-administered local
property tax cannot finance major social expenditures (education,
health, social assistance). Local governments financed primarily by
property taxes must either confine their activities essentially to
providing such local services as street cleaning and refuse removal
or remain heavily dependent on transfers from senior levels of
government. Finally, property tax revenues respond less quickly to
changes in the economy than taxes on income or sales because
economic growth is not capitalized fully into real estate investment
and land ownership. Moreover, in many countries, even if property
values do increase, assessed values are not updated on a regular
basis (Bird & Slack, 2004).

Income Tax

A strong case can be made for a local income tax to supplement
property taxes for large metropolitan areas. Even within the
largest metropolitan areas, however, it is probably desirable to
‘piggyback’ onto higher-level income taxes (that is, to levy the tax
as a supplement to a central or provincial/state income tax) rather
than to impose independent local taxes.

‘“To the extent that large
metropolitan areas are required to
provide social services, an income tax
is a more appropriate revenue source
than a property tax because it is more
closely related to ability to pay”

A metropolitan income tax can be justified on the grounds
that governments in large metropolitan areas are increasingly
being called upon to address issues of poverty, crime, land use
planning, regional transportation, and other region-wide needs
(Nowlan, 1994).To the extent that large metropolitan areas are
required to provide social services, an income tax is a more
appropriate revenue source than a property tax because it is
more closely related to ability to pay. Furthermore, since mobility
across jurisdictions in response to tax differentials is less the
larger the geographic area, large metropolitan areas are more
able than other local governments to take advantage of income
taxes. A quite different justification for income taxes for large
metropolitan areas might be on benefit grounds. Since the



IEB’S REPORT ON FISCAL FEDERALISM

residential property tax is tied to the consumption of housing
rather than the consumption of public goods even this portion of
the property tax is a benefit tax only to the extent that housing
consumption and local goods consumption are highly correlated
across different households (Thirsk, 1982). In large metropolitan
areas with a heterogeneous population, however, in all likelihood
income is more highly correlated with consumption of public
services than it is with property value.

Because income taxes increase or decrease in response to changes
in wages and salaries, revenues respond immediately to changes in
the economy.The responsiveness of income taxes to changes in the
local economy provides an advantage for cities that levy income
taxes in an economic boom, but it may become a problem in an
economic downturn.

Sales Tax

General sales taxes are generally levied by state/provincial
governments but some local jurisdictions in the US levy a retail
sales tax (Due & Mikesell, 1994). As long as municipal services are
funded only from property taxes imposed on local residents, some
users might escape paying taxes for services consumed. Broadening
the local tax base to include sales would help to address some of
the externalities in municipal services (where some beneficiaries of
services, such as commuters and visitors, do not pay for them), would
give municipalities greater flexibility and breadth in determining their
own tax structure, and would allow municipalities to benefit from
growth in the economy. A sales tax is also preferred to an income tax
because, unlike the income tax, it does not tax savings.

‘“Broadening the local tax base
to include sales would help to
address some of the externalities
in municipal services, since some
beneficiaries do not pay for them”

Nevertheless, evasion problems can erode the tax base as well
as being economically distorting. Large rate differentials between
neighbouring jurisdictions are unlikely to be sustainable over long
periods of time. Piggybacking onto the central or provincial/state tax
system with an additional city “‘piggyback”’ sales tax of | or 2 percent,
however, would avoid many of the problems associated with a local
sales tax, including high administrative and compliance costs.

Selective Sales Taxes

Taxes on automobiles such as fuel taxes, vehicle registration levies,
parking fees, and tolls on major roads both discourage road use

and produce revenues. The most important tax on automobiles
from a revenue perspective is the fuel tax, which is also the
simplest and cheapest from an administrative perspective. Fuel
taxes can generally be levied at the regional level. Moreover,
different regions could impose taxes at different rates if they
chose to do so since they would probably not be able to differ
much from the rates imposed by their neighbours, given the
mobility of the tax base. Cities that levy a fuel tax generally
piggyback onto state/provincial fuel taxes, principally because
the administrative costs of levying their own taxes would be
prohibitive. The revenues generated from these taxes are often
earmarked for local roads and transit services.

If automotive taxation is intended to price either the use of publicly
provided services or externalities (congestion and pollution),
however, fuel taxes are at best a crude instrument. Tolls and an
appropriate set of annual automobile and driver license fees are
preferable. For example, vehicle fees might be based on such
features as age and engine size (older and larger cars generally
contribute more to pollution), location of the vehicle (cars in cities
add more to pollution and to congestion), and axle weight (heavier
vehicles do exponentially more damage to roads and require roads
that are more costly to build). Road tolls and congestion charges
have been used successfully, for example, in Singapore and London.

Business Tax

Many countries have regional and local business taxes in the form
of corporate income taxes, capital taxes, non-residential property
taxes, transit taxes (octroi), license fees (patente), and various
forms of industry and commerce taxes (Bird, 2003). Most of these
taxes would not score highly on most reasonable criteria. Few are
equitable. Aimost none are neutral. Most accentuate the disparities
between localities, giving most to those who have most -- though
this may of course make them especially attractive to metropolitan
areas. Most also lend themselves to tax exporting, thereby violating

“If automotive taxation is intended
to price either the use of publicly
provided services or externalities

(congestion and pollution), then
tolls and automobile and driver
licence fees are preferable”

the correspondence principle that those who pay should be those
who benefit. The tax tends to be costly to administer.

Nonetheless, local governments generally impose taxes on local
business.Such taxes are popular with officials and citizens for several
reasons. They often produce substantial revenue and are more
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responsive to economic growth than property taxes. Moreover, in
many countries, local governments have more discretion over the
rate, base, and application of such taxes than of any other form of
taxation. Since no one is quite sure of the incidence of such taxes,
it is easy to claim that they are paid by someone other than local
residents, which makes them politically palatable.

There is a good economic case for local business taxation as a
form of generalized benefit tax. Specific public services benefiting
specific businesses should be paid for by appropriate user charges
but where user charges are not feasible, some form of broadly-
based, general levy on business activity may be warranted. This
argument suggests that a broadly based levy neutral to factor mix,
such as a tax on value added, is likely the best form of local business
tax (Bird, 2003). Such a tax exists in ftaly (Bordignon, Gianni, &
Panteghini, 2001), was adopted in 2004 in Japan, came into effect in
2010 in France, and was recently proposed in South Africa.

4.3 Intergovernmental Transfers

As noted earlier; large cities and metropolitan areas have greater
ability to levy and collect their own revenues than smaller cities.
They have less need to rely on grants from senior levels of
government as a result. Grants to large cities and metropolitan
areas should thus probably be less on a per capita basis than
grants to smaller and rural municipalities. There will still be cases,
however, where some intergovernmental transfers are needed
for large cities and metropolitan areas where they are providing
services where the benefits spill over municipal boundaries (Slack,
2007). In large metropolitan areas some externalities can be
internalized within the jurisdiction if boundaries are extended to
include all of the users of the service. Nonetheless, for services

“Specific public services benefiting
specific businesses should be paid
for via appropriate user charges.

If this is not possible, a general
levy on business activity may be
warranted”

that generate externalities beyond the borders of the metropolitan
area — for example, services that clearly contribute to international
competitiveness -- some transfers may still be appropriate.

On the whole, in both principle and practice transfers are less
important for large metropolitan areas than for other local
governments. Indeed, in countries with wide regional economic
disparities, there seems to be no reason why the wealthiest regions
(including large metropolitan areas) should not be able to raise and
spend most of their budgets themselves — although even they seem

likely to remain to some extent transfer-dependent when it comes
to financing education and health. To achieve this goal, however,
and to reduce their present dependence on intergovernmental
transfers, not only do large metropolitan areas need an appropriate
governing structure, but they also as a rule need more and different
revenue sources than other local governments.

4.4 Financing Infrastructure

Municipal infrastructure is essential to the economic, social, and
environmental health of cities. Cities not only have to provide
roads, transit, water, sewers, and other "“hard” services, they also
have to provide “soft” services that enhance the quality of life
in their communities such as parks, libraries, social housing, and
recreational facilities. Metropolitan infrastructure should generally
be financed locally, and often by borrowing. Other ways to pay
for infrastructure include development charges and public-private
partnerships.

Borrowing

Borrowing is an appropriate way to pay for capital expenditures.
Where the benefits of a capital investment (for example, the
construction of a water treatment plant) are enjoyed over a long
period of time, say 25 vears, it is both fair and efficient to pay
for the project at least in part by borrowing so that the stream
of benefits matches the stream of costs through the payment of
debt charges. On the whole, large metropolitan areas tend to have
greater access to bond markets than smaller municipalities and
generally pay lower servicing costs.

Borrowing allows a municipality to enjoy the immediate benefit
from the capital improvement, which is not always possible when
relying on current revenues (taxes and user fees) which are usually
not sufficient to fund large expenditures on a*pay-as-you-go basis.”
The pattern of capital expenditures is lumpy and this means that
a municipality may find it needs substantial funds to finance an
infrastructure project one year and then the need declines for a
few years. Borrowing allows municipalities to avoid large yearto-
year fluctuations in tax rates.

The main disadvantage of borrowing from a municipal perspective
is that potential revenues are dedicated to debt repayment and
are thus not available for other uses. When the costs are spread

“The main disadvantage of
borrowing from a municipal
perspective is that potential
revenues are dedicated to debt
repayment and are thus not
available for other uses”
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over time, a significant portion of local budgets becomes a fixed
obligation and debt charges can constrain local fiscal flexibility.
A municipality with low debt has more flexibility to respond to
unanticipated future events.

Development Charges

A development charge is a one-time levy imposed on developers
to finance growth-related capital costs associated with new
development (or, in some cases, redevelopment). These charges
are levied for works constructed by the municipality, and the funds
collected are used to pay for the infrastructure made necessary by
the development. The rationale for charging developers for such
costs is that ““growth should pay for itself” and not be a burden on
existing taxpayers''.

Who ultimately pays development charges — the new buyer
developers, or pre-development landowners — depends largely
upon the demand and supply conditions in the market for new
housing (Slack & Bird, 1991). Over the long term, however, it seems
likely that most charges imposed for new housing developments
are borne by buyers. If properly implemented, such development
charges can act, in effect, as a form of marginal cost pricing and hence
induce more efficient development patterns and discourage urban
sprawl (Slack, 2002).To do so, charges have to be differentiated by
location to reflect the different infrastructure costs.

Public-Private Partnerships

Public-private partnerships (known as P3s) are partnerships
between a government body and a private sector party whereby
the private sector provides infrastructure or services that have
traditionally been delivered by the public sector. P3s do not
necessarily mean full privatization; the government body retains
ownership of the assets and sets the policies and level of service.
P3s are widely used in the US. and Europe, prompted by an
interest in improving the efficiency and effectiveness of local public
service delivery.

One of the main advantages of partnerships is that, by relieving
municipalities of the financial responsibility for up-front capital

'"Many other levies are sometimes imposed on developers: land dedica-
tions that require the developer to set aside land for roadways, other
public works, school sites, or for environmental reasons; parkland dedica-
tions that require a portion of the land used for development to be set
aside for parkland or that a cash payment in lieu of parkland be made;
density bonusing, under which developers are granted higher densities
than permitted in return for meeting conditions such as providing day
care, preserving an historic building etc.; connection fees to permit de-
velopers to buy into existing capacity of water and sewer facilities; and
overssizing provisions (sometimes called front-end financing) that require
developers to provide more infrastructure than is strictly required for
their development.

costs, they enable infrastructure to be built at times when
government funding is constrained (Tassonyi, 1997). Since many
municipalities do not like to borrow or are unable to borrow, P3s
are one way to get facilities built without the municipality incurring
debt. The operation of facilities and programs by private operators

“By relieving municipalities of the
financial responsibility for up-
front capital costs, partnerships
enable infrastructure to be built at
times when government funding is
constrained”

also reduces municipal operating expenditures and may enable
additional sources of revenue to be collected. Ancillary uses such
as retail can be accommodated within facilities to provide another
source of revenue. Finally, the public sector can draw on private
sector experience and skill.

There are, nevertheless, potential risks associated with public-
private partnerships (Tassonyi, 1997). For the private sector; there
are risks that the regulatory framework could change and cause
delays in the project. For the public sector, there is the risk that
the nature of the public services provided will not be what the
public wants. The success of a partnership depends on how the
contractual arrangements are structured and how the risks are
shared.

4.5 Concluding Comments

Large cities and metropolitan areas are often not treated any
differently than smaller cities and towns ... but they should be.
Metropolitan regions can and should be essentially self-financing
through user fees and taxes. Proper pricing through user fees will
result in an efficient allocation of resources. The property tax is a
good tax for local government but, given that it is relatively inelastic,
highly visible, and politically contentious, it will not be sufficient to
fund the increasing demands on governments in metropolitan areas.
Access to a portfolio of taxes would provide stability (through the
property tax) and elasticity (through income, sales, or business
taxes). Grants to large cities and metropolitan areas should probably
be less on a per capita basis than grants to smaller municipalities
but may still include transfers for health and education and other
services where the benefits spill over municipal boundaries. Finally,
metropolitan governments should use a combination of borrowing,
development charges, and public-private partnerships to finance
infrastructure.
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Financing the Scottish Government

Rob Ball

University of Stirling

I. Introduction

The financing of the Scottish Government has to be understood
in the light of devolution in the UK. Up until recently the UK was
a highly politically centralized state, although Scotland, Wales and
Northern Ireland had substantial administrative devolution. Devol-
ved parliaments were set up in Scotland and Wales in 1999 and
Northern Ireland in 2000.

The schemes of devolution, however, were not identical and,
critically, only the Scottish Parliament was given tax raising powers
(this issue was included in the Scottish referendum on devolution).
Underthe devolution bill, the UK Government remained responsible
for defence and foreign policy, macroeconomic policy, employment
legislation and social security whilst the Scottish Parliament took
responsibility for nearly everything else.Thus, it can be seen that the
Scottish Parliament had responsibility for a wide range of services
(housing, education, health, local government, etc.) but, as we shall
see, little responsibility for raising funding for them.

2. Funding the Scottish Parliament

Devolved territories may have several sources of funding; grants
from national taxation, transfers from other devolved territories,
taxation and charges. We will consider first grants from the UK
government. Such grants currently provide over 85% of the funding
of the Scottish Parliament. Such a high proportion of grant funding,
of course, leads to considerable vertical fiscal imbalance and
concerns about financial accountability.

Grant Funding

The mechanism for allocating grant funding to Scotland dates
back many years before devolution and is called the “Barnett

Formula”. In the late 1970’s the UK had considerable financial
problems and cash limits for public spending were being
introduced. The, then, administratively devolved Scottish Office
was able to negotiate additional allocations to their grant,
arguing special needs such as population sparsity in the remote
areas and poor housing in the central areas, (Trench 2007). Joel
Barnett, then a Treasury minister, tried to block further attempts
to negotiate special deals by introducing a formula-based
allocation (Barnett formula). The principle of this mechanism
was that future increases or decreases in grant per head for
services in Scotland (and the other devolved territories) would
be the same as those for equivalent services in England. The
mechanism was retained after devolution and is still in place
today (2011).

It should be noted that this grant is provided as a “block grant”
and, therefore, can be spent by the Scottish Government on any
legitimate purpose. Although the grant per head in Scotland was
significantly higher than that in England in the base year, it might be
thought that continuously adding grants per head identical to those
in England would result in convergence. This has not occurred for a
number of reasons; not taking account of the reduction in Scottish
population, treatment of inflation and measures devised to by-pass
the formula (Muscatelli, 2008). Devolution, however, makes using
such by-passes much more difficult, therefore potential for future
convergence may exist.

Tax Raising Powers

There was a substantial majority in the devolution referendum
for the Scottish Government to have tax raising powers, but
in practice the powers provided seem derisory. The Scottish
Government were given the Scottish Variable Rate Income Tax
(so called tartan tax). This allows the Scottish Government to
raise or lower income tax by up to three pence in the pound.
It has been estimated (Scotland Bill Committee — first report
201 1) that the full 3 pence would yield about £1.2 billion in tax
year 201 1/12 — about 4% of the Scottish budget of around £30b.
This power has never been used and, owing to failure to keep the
appropriate database current, cannot be used in the immediate
future.

The only other tax raising powers are business rates and Council
Tax which are used to support local government expenditure.
Each of these taxes raises around £2b per year The Scottish
Government has the power to vary the business rate and influence
the level of Council Tax.
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Table |. Spending supported by devolved taxes

TAX CURRENT

SCOTLAND BILL

Amount (m)

Proportion of
Scottish spending %

Amount (m) Proportion of

Scottish spending %

Scottish Variable Rate 0 0 Abolished

Income Tax* 0 0 4,500 [5.1
Landfill Tax* 0 0 75 0.3
Stamp duty land Tax* 0 0 555 1.9
Business rates 2,068 6.9 2,068 6.9
Council Tax 1,857 6.2 1,857 6.2
Total devolved tax revenue 3925 [3.1 9,055 303

*New taxation.
Source: Adapted from Scotland Bill Committee-first report.

Other forms of Finance

There are no transfers between devolved territories in the UK
system. The Scottish Government has various charges such as
bridge tolls, costs of medicines and university fees available to it.
Recently it has tended to abolish such charges.

3. Proposed Changes to the Funding of the
Scottish Parliament

There has been a widely held view both in the Scottish Parliament
and elsewhere that the taxation powers available to the Scottish
Parliament were inadequate. The Commission on Scottish
Devolution (called the Calman Commission after its Chair) was
set up by the UK government and Scottish Parliament in 2008 to
review the working of devolution as a whole. Improving the financial

accountability of the Scottish Parliament was one of its objectives.

In the Commission Report (2009), “Serving Scotland Better”, a
number of changes to the financing of the Scottish Government was
proposed. Most of these were accepted by the British Government
and incorporated in the Scotland Bill (H.M Government, 201 1).
The Scottish Parliament will have to accept the Bill for it to become
law. The main proposals are:

Scottish Income Tax — First, the current Scottish Variable Rate of
income tax would be abolished. Then, it is proposed to reduce all
income tax rates in Scotland by 10p in the pound. This would be
accompanied by a commensurate reduction in the Scottish Block
Grant based on Barnett. The Scottish Parliament would be required
each year to set a new Scottish Income Tax rate. Obviously if
they opted for a |0p rate then an individual's tax bill would be

the same as before. There would, nevertheless, be a significant
transfer in funding from grant to taxation. The Scottish rate would
apply to income from earnings and pensions but not to savings
and dividends. Around 44% of the income tax paid by Scottish
taxpayers would accrue to the Scottish Government under these
proposals. It is calculated that a Scottish income tax rate of |0p
in the pound applied to earnings and pensions in 201 1/12 would
raise around £4.4b.

Stamp Duty Land Tax is payable on the purchase or transfer of
property or land in the UK above a certain threshold. As property
provides an immobile tax base, this tax is highly suited for devolution.
It is estimated that this tax might raise £555m per year.

Landfill tax is a tax on the disposal of waste. Its aim is to encourage
production of less waste and recovery of value through recycling
and composting. It applies to all waste disposed of at a licensed
landfill site. It is estimated that this tax might raise around £75m
per year.

If this legislation is passed we get the following figures for the
spending of the Scottish Government supported by devolved taxes
(Table 1)

It is felt that an increase of the level of taxes raised by the Scottish
Parliament to cover over 30% of spending would help to increase
accountability. The Calman Commission proposed further taxes
which were not accepted by the UK Government. One is the
aggregates levy which is a tax on the commercial extraction in the
UK of rock, sand and gravel. The other was air passenger duty which
is a tax on passengers departing from a UK airport. However,
together these taxes would have covered less than 1% of Scottish
spending.

(15
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Borrowing Powers

The Scotland Bill proposes the availability of additional borrowing
to cover both capital and shortfalls on current expenditure. The
new financial system involves more risk in terms of tax receipts
so therefore the Scottish Government has been given the power
to borrow up to £200 million in a year where there is a shortfall.
Cumulative borrowing for this purpose will be limited to £500m.
In terms of the capital budget there would be a limit on the
outstanding debt of £2.2b and borrowing limited to 10% of the
Scottish Capital Budget.

4. Current Issues for Debate

The Barnett formula — Even though under these new proposals the
tax raising powers of the Scottish Government are substantially
increased, 70% of its finance would still come from grant through
Barnett. This raises a number of controversial issues. One is that
apart from the population element there is no linkage to needs.
Another is that seems bizarre from a perspective of devolution that
changes in one territory (England) affects the funding of others.
There are also issues about whether an expenditure is classified as
UK or England. If it is classified as UK, no Barnett consequentials are
payable. There is currently a dispute about certain regeneration
expenditure associated with the London Olympics.

Risk Associated with the Taxation Changes

The main issue here is the risk that income tax will decline in
relative importance as a tax and the possibility that the tax will
not raise as much finance as expected. The block grant is to be
reduced by a commensurate amount and there are concerns that
this could result in a disproportionate reduction.

Desire for Financial Autonomy

The current Scottish National Party controlled Scottish Government
has expressed a desire for full financial autonomy. This would
require all the services delivered by the Scottish Parliament to be
financed by taxes raised in Scotland. This would involve devolution
of a much wider range of tax raising powers including oil revenues.
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In 2009, a new financing model for the Autonomous Communities'
came into force. In July 2011, the results for this first year, 2009,
were disclosed. The aim of this paper is to analyse this data and
verify whether the main objective sought by the 2009 model, which
was to improve horizontal equity at a territorial level between
Autonomous Communities, was achieved.

I. Overall Data

Table | shows the amount of resources that the 2009 regional
financing system allocated to each Autonomous Community. The
total amount allocated was 91,911 million Euros. The Community
with a greater volume of resources was Catalonia, with 17,20
million, followed by Andalusia, (15,992 million), and Madrid (13,748
million.)

However, any comparison between the Communities needs to be
made without accounting for the cost of the responsibilities which
are specific to them. Therefore, the third column in Table | shows
the amount of resources received by the Autonomous Communities
without considering the cost of their specific responsibilities. This
column allows us to estimate the per capita resources for each
Community. This calculation is based on the adjusted population,
which is the population weighted according to variables representing
regional spending needs? and the de jure population.

The table ranks the Communities from highest to lowest per capita
resources according to the adjusted population. Following this
calculation, the Community with the greatest resources is Cantabria
(2,376 Euros per capita), amounting to 8% above the average (2,012
Euros per capita). It is followed, by some distance, by: La Rioja (with
an index over the average equal to 100 of 109.4), Madrid (108.6),
Extremadura (105.3), Asturias (104.9), Aragén (104.8), Castilla y
Ledn (104.6), Catalonia (103.6) and Galicia (101.1). The per capita
resources according to the adjusted population for the remaining
Communities are below the average: the Balearic Islands (with an
index below the average equal to 100 of 99.4), Murcia (96.3), Castilla-
La Mancha (96.2), the Valencian Community (94.6), Andalusia (93.8)
and the Canary Islands (84.3).

The Community ranking according to the per capita resources
calculated on the de jure population varies. In some cases there are
significant differences between the adjusted and de jure populations.
Among the cases in which the adjusted population has less weight
than the de jure population are: Madrid, whose resources per capita
based on the de jure population is only 2.29% above the average, while
the adjusted population is 8.6%; and Catalonia, with 2.3% based on
the de jure population compared to 3.6% for the adjusted population.
The opposite is true in the case of, amongst others: Extremadura,
with resources of | 1.6% above the average based on the de jure
population and 5.3% for the adjusted population; Aragdn, 10.3%
vs. 4.8%; Castilla y Ledn, 12.2% vs. 4.6%; and Castilla-La Mancha,
whose resources are |.6% above the average based on the de jure
population and 3.8% below the average for the adjusted population.

Table 2 shows the increase in resources resulting from the new model
in 2009 for all the Autonomous Communities. In total, the Central
Government provided 9,198 million Euros in additional resources’.
Of these, 3,961 million were for Convergence Funds, which we will
refer to later on; another 4,900 million was distributed among all the
Autonomous Communities in accordance with the following criteria
and weightings: adjusted population increase from 1999 to 2009
(73.55%); adjusted population 2009 (12.3%); potentially dependent

' Fora detailed description of the model see Bosch (2010a), Bosch (2010b),
Lépez Laborda (2010), Ruiz-Huerta & Garcia (2010) and Lago (2010).

2 The proxies for expenditure needs and their weights are: de jure po-
pulation (with a weighting of 30%), the equivalent protected population
distributed in seven age segments (38%), population over 65 years of age
(8.5%), population between 0 and 16 years of age (20.5%), surface area
(1.8%), dispersion (0.6%) and insularity (3.0%).As shown, the variable with
the most weight in the need indicator is population, with a weight of 97%.
Hence, this indicator is referred to as adjusted population.

® In 2010 the Government provided around 2,400 million Euros more.
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Table |I.Autonomous community resources in 2009

Total Specific Total Resources Homogeneous Responsibilities
resources Responsibilities
Million € Million € Million € €/pc. Rate €/pc. Rate
() (2) 3)="(1)"(2) (Adj.Pop) (Adj.Pop) (JurePop) (Jure Pop)
Cantabria 1.472 75 1.397 2376 1181 2.371 1178
La Rioja 749 32 717 2201 1094 2229 110,8
Madrid 13.748 614 [3.134 2.185 108,6 2,056 102,2
Extremadura 2480 4 2476 2,119 1053 2246 (NS
Asturias 2418 42 2376 2112 104,9 2.189 108,8
Aragén 3.035 50 2.985 2,109 1048 2219 1103
Castilla y Ledn 5796 8 5.788 2.105 104,6 2258 1122
Catalonia 17201 1.807 15.394 2.084 103,6 2.059 102,3
Galicia 6215 180 6.035 2034 01,1 2.158 107,3
Balearic Islands 2250 62 2.188 1.999 994 1.997 993
Murcia 2.755 Il 2.744 1.937 96,3 1.897 94,3
Castilla-La Mancha ~ 4.260 7 4.253 1.935 96,2 2.043 1016
Valencian C. 9.702 190 9512 1.903 94,6 1.867 92,8
Andalusia 15992 570 15422 1.888 938 1.857 923
Canary Islands 3.838 143 3.695 1.697 84,3 1.756 87,3
Total 91911 3794 88.117 2012 100,0 2012 100,0
Source: Spanish Ministry of Economy and Finance and author’s own calculations.
Table 2. Increase of resources under the new regional financing model
Million € € Per capita
Adj. Pop. Jure Pop.
Balearic Islands 532 486 486
Valencian Community 1413 283 277
Madrid 641 273 257
Catalonia 1986 269 266
Murcia 362 256 250
Canary Islands 371 |70 176
Galicia 486 164 174
Castilla-La Mancha 335 152 161
Castilla y Ledn 385 140 150
La Rioja 45 138 140
Extremadura 159 136 144
Andalusia 1088 133 131
Asturias 145 129 134
Aragén 178 126 132
Cantabria 71 121 120
Total 9198 210 210

Source: Spanish Ministry of Economy and Finance and author’s own calculations.
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population (9.8%); and recognised dependent population (2.5%);
another 50 million was distributed between Communities with a
population dispersion above the average (Galicia, Asturias, Cantabria
and Castilla y Ledn); a further 50 million was distributed between
those Communities with a population density below average (La
Rioja, Aragdn, Castilla-La Mancha, Extremadura and Castilla y Ledn);
finally, 237 million was distributed for linguistic normalisation policies,
with Catalonia, Galicia, the Valencian Community and the Balearic
Islands being the beneficiaries.

In absolute terms, the Community that experienced the most
significant increase in resources was Catalonia, with [,.986 million
Euros, followed by Madrid (1,641 million), the Valencian Community
(1,413 million) and Andalusia (1,088 million). In terms of Euros
per capita, the table lists the Communities in decreasing order by
increase in resources based on the adjusted population. According
to this criterion, the Balearic Islands are the first on the list, with 486
Euros; they are followed by the Valencian Community (283 Euros),
Madrid (273 Euros) and Catalonia (269 Euros). The last places are
taken by Asturias (129 Euros), Aragdn (126 Euros) and Cantabria
(121 Euros).

2. Horizontal Equity in the 2009 Regional
Financing Model

A major problem with the financing system prior to that approved
in 2009 was the absence of an explicit fiscal equalization criterion.
The territorial redistribution gave arbitrary results as well as over-
equalization, in the sense that, after equalization, those Communities
with greater fiscal capacity ended up with fewer resources per
capita than those with lower fiscal capacity.

Fiscal equalization must bring the per capita resources of different
Communities closer to the average. We can distinguish between
partial and full equalization. In the case of partial equalization, those
Communities with resources above the average per capita prior to
equalization will remain above the average after equalization, but
will have lost resources. Those territories which have resources per
capita below the average before equalization will have increased
resources after equalization and will be closer to the average. In
the case of full equalization, all Communities must be within the
average values.

Table 3 shows the results offered by the previous financing model,
approved in 2001, from the first year of implementation in 2002,
until 2009. Although the model was no longer applied in 2009, the
results it would have had are known, as these were considered as
the status quo at the time of designing the new model.The table also
provides the results of the new model for 2009. The Autonomous
Communities are ranked, in descending order; according to their
fiscal or tax capacity, as measured by the resources provided by
their taxes. Tax revenues are calculated without taking into account

the Autonomous Communities’ use of their regulatory powers. This
concept is known as “normative tax” revenue. The resource data is
presented in rates over the average equal to 100, based on the de
jure population.

The 2001 model shows how the Communities with the highest
fiscal capacity, namely Madrid, the Balearic Islands and Catalonia
during the 2002-2009 period stood below average, although
Madrid and Catalonia did reach the average in 2009. Meanwhile,
Communities such as Extremadura and Castilla-La Mancha, with
the lowest fiscal capacity, enjoyed substantially above average
resources per capita throughout this period. There was, therefore,
an over-equalization.

However this reversal of positions did not always occur.For example,
Aragdn, with a fiscal capacity well above the average (13% above),
did not lose positions after equalization. Other notable cases are
those of Murcia and the Valencian Community, with a fiscal capacity
below the average but higher than Extremadura, whose resources
per capita fell substantially below the average after equalization, in
contrast with the positions gained by Extremadura. In conclusion,
arbitrary results are obtained in the absence of an explicit basis for
fiscal equalization.

Has the new model solved this problem? The answer is no,
although it has produced a convergence of all Communities
towards the average, and has reduced the standard deviation. The
standard deviation is now 8.05, while under the previous system it
had never been so low, having reached [4.58 in 2008. Also, those
Communities suffering from over-equalization (Madrid, the Balearic
Islands and Catalonia) are now within the average (the Balearic
Islands) or above it (Madrid and Catalonia). But still, there are
arbitrary situations. For example, Cantabria and La Rioja, with fiscal
capacities above the average, still gain positions after equalization.
And the cases of Murcia and the Valencian Community are also
noteworthy, as they are still losing positions under this system.

3. Basic Features of the 2009 Regional
Financing Model

An analysis of the basic elements that explain how the 2009 regional
financing model works will allow us to see why arbitrary results can
still be observed. To this end, Table 4 shows the different phases of
the model. The data is expressed in rates over the average equal to
100, based on the adjusted population.

The new financing system is provided with an equalization mechanism
that substantially changes the existing mechanism of the previous
model. This mechanism consists of the so-called Essential Public
Services Fund, and its aim is that all the Autonomous Communities
may provide a similar level of essential services of the welfare state
(education, health and social services), with a similar fiscal effort.
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Table 3. Resources and fiscal capacity of the Autonomous Communities (rate over the average based on de jure

population)
Tax Resources under the 2001 model Resources 2009
Revenue model
2009 2002 2003 2004 2005 2006 2007 2008 2009 2009
Madrid 137 90 87 87 88 89 94 93 100 102
Balearic Islands 122 83 85 85 83 8l 77 77 84 99
Catalonia 19 99 96 96 95 94 95 96 100 102
Cantabria 13 120 16 16 118 17 18 17 125 118
Aragdn 113 11 15 15 I14 16 109 15 16 10
Asturias 103 10 13 13 I14 13 112 117 I14 109
La Rioja 102 I14 19 19 117 17 15 118 16 Il
Castilla y Ledn 99 I14 18 18 19 19 13 120 17 12
gi:gigl » 93 90 9l 9l 9l 90 90 87 88 93
Galicia 88 11 112 13 |14 |14 110 15 10 107
Castilla-La Mancha 85 106 I'10 109 10 109 101 106 104 102
Murcia 84 88 92 91 91 91 92 89 91 94
Andalusia 80 101 101 101 101 102 104 100 96 92
Extremadura 74 120 123 123 124 125 120 124 117 12
Canary Islands 46 100 97 96 95 96 93 94 88 87
Total 100 100 100 100 100 100 100 100 100 100
Standard Deviation 1232 13,10 1320 1362 1399 12,51 1482 12,68 8,05
Ratio Max/Min 1,20 1,20 1,20 1,21 1,20 [,10 [,19 1,27 1,03

Source: Spanish Ministry of Economy and Finance and author's own calculations.

The calculation of the equalization subsidy or Essential Public Services
Fund is performed as follows. First, the Fund is globally allocated 75%
of the regulatory tax revenue of the Autonomous Communities, as
well as a contribution from the Central Government. This 75% is
meant to represent the weight of welfare state spending in relation to
total regional spending. Secondly, the Fund's resources are distributed
among the Autonomous Communities according to their adjusted
population, which, as mentioned, includes a series of proxies for their
spending needs. Third, we calculate the Fund for each Autonomous
Community (FG), which is the difference between expenditure
needs (NG) and 75% of their “normative” tax revenue or fiscal
capacity (CF).

FG, = NG, - 75% CF,

Public Fund for
Autonomous Community can be positive or negative, depending

Therefore, the Essential Services each
on whether it receives or contributes resources. Also, the Fund
is totally equalized, since all Autonomous Communities enjoy the
same resources to provide for the basic services of the welfare

state. Table 4 shows the Fund equalization results in column 2,

where it is noted that all the Autonomous Communities have the
same resources.

The description of the Essential Public Services Fund calculation
shows that only 75% of the “normative” tax revenue is equalized.
Consequently, 25% is not equalized. This means that the amount
to be received by each Autonomous Community for this block of
resources is directly related to its fiscal capacity. In addition, if we
equalize 75% of “normative” tax revenue and we do not equalize
the remaining 25%, the effect is that, globally, the equalization is
partial, since it is the same to equalize 75% of resources at |00% as
it is to equalize 100% of resources at 75%.

Column 3 of Table 4 provides the results of the equalized resources
plus 25% of unequalized taxes. If we compare this with the first
column, which shows how each Community would rank if resources
were not equalized, we can see how there has been an equalization
process: the Communities which, based on their tax revenues were
above the average, lose resources and approach the average, while
the Communities which, based on their tax resources were below
the average, gain resources and also converge towards the average.

1
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Table 4. Operation mechanism of the 2009 regional financing model (rate over the average based on adjusted

population) (2009)

Tax Revenue Resources after ) (U] )

Equalizing + 25% Tax + 25% Tax + 25% Tax

Essential Fund resources resources resources

m “+ Global "+ Global
Sufficiency Fund  Sufficiency Fund
“+ Convergency

Funds
Madrid 1459 100 11,0 107,1 108,6
Balearic Islands 1217 100 105,2 88,5 99,4
Catalonia 120,7 100 105,0 01,9 103,6
Cantabria 1129 100 103,0 1222 18,1
Aragdn 107,7 100 101,8 108,6 104,8
La Rioja 100,7 100 100, 14,5 109,4
Asturias 99,8 100 99,9 105,7 104,9
Valencian 94,5 100 987 924 94,6
Community

Castilla y Ledn 92,3 100 98,1 105,6 104,6
Murcia 86,2 100 96,7 953 96,3
Galicia 83,2 100 96,0 01,6 01,1
Andalusia 81,1 100 95,5 96,3 93,8
Castilla-La Mancha 80,7 100 95,4 98,9 96,2
Extremadura 69,6 100 92,7 105,7 105,4
Canary Islands 447 100 86,8 86,6 843
Total 100,0 100 100,0 100,0 100,0
Standard deviation 2431 5383 953 8,03
Ratio max/min 3,26 1,28 [,38 1,40

Source: Spanish Ministry of Economy and Finance and author’s own calculations.

However, the equalization process does not in any case alter the
relative positions of the different Autonomous Communities,
as the relative positions remain the same both before and after
equalization.

However, the model does not end here, as there are other funds to
be distributed among the Autonomous Communities. One of them
is the Global Sufficiency Fund. Its purpose is that no Autonomous
Community should lose with the previous equalization process and
that all should experience a gain under the new model. Therefore,
the Fund ensures the “status quo” of 2009, i.e., the results of the
former model in 2009, plus the portion of the additional resources
granted by the central government (5,237 million) to which each
Community is entitled. This amount is known as “revised status
quo” (SQR).Thus, the Global Sufficiency Fund for each Community

(FSG) is the "revised status quo” of 2009 (SQR) minus the
“normative’ tax (CF) and minus the Essential Public Services Fund
(FG).The result of the Global Sufficiency Fund may be positive or
negative.

FSG, = SQR - CF - FG

Column 4 of Table 4 shows the results in relative terms of adding
the Global Sufficiency Fund to the previous partial equalization
process. The first thing we see is that the relative positions of the
different Communities change and the ranking existing before
equalization is no longer maintained. Also, the dispersion of results
between regions increases. The standard deviation increases from
5.83 10 9.53.
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The model is completed with two Convergence Funds:
the Competitiveness Fund and the Cooperation Fund. The
Competitiveness Fund's objective is to narrow the differences
in per capita resources across regions. The Communities which
benefit from this fund are those whose per capita resources, in
homogeneous terms’ (tax revenue, Essential Public Services Fund
and Sufficiency Fund) is below the average, or whose per capita
resources rate is less than the per capita fiscal capacity rate. The
term per capita refers to the concept of adjusted population. This
Fund was created to compensate those regions that were either
disadvantaged or poorly treated by the over-equalization under
the former model. The amount was EUR 2,761 million and the
following regions benefitted from this fund: Catalonia (937 million),
Murcia (101 million), the Valencian Community (634 million), the
Balearic Islands (327 million) and Madrid (762 million).

The second of the Convergence Funds is the so-called Cooperation
Fund. Its aim is to achieve regional development and to promote
growth and regional convergence in terms of income. It amounted
to 1,200 million Euros and benefitted the following regions:
Galicia (243 million), Andalusia (309 million), Asturias (91 million),
Cantabria (16 million), Murcia (50 million), Aragén (33 million),
Castilla-La Mancha (76 million), the Canary Islands (69 million),
Extremadura (103 million) and Castilla y Ledn (210 million).

Column 5 of Table 4 shows the outcome of the model, after adding
the Convergence Funds to the resources provided by the model
through the mechanisms described above.The Convergence Funds
to some extent amend the dispersion introduced by the Global
Sufficiency Fund, as the standard deviation decreases from 9.53
to 8.03 and there is an improvement of the relative positions of
Madrid, the Balearic Islands, Catalonia, the Valencian Community
and Murcia, i.e., the Competitiveness Fund beneficiaries.

5. Conclusion

In terms of horizontal equity, the 2009 regional financing system has
failed to fully address the deficiencies of that adopted in 2001.This
is due to the consolidation of the status quo of the 2001 model,
which is included in the Global Sufficiency Fund of the new model.
This Fund should have been designed so that its development would
lead to obtaining a distributive pattern that was more consistent
with that defined under the 2009 model, always ensuring that no
Autonomous Community would lose resources in absolute terms.

The equity basis of the new system is the result of fully equalizing
75% of tax revenues raised by the regional governments, which
is achieved through the Essential Public Services Fund, leaving the
remaining 25% unequalized. The consolidation of the status quo
of the former model through the Global Sufficiency Fund leads

* Resources intended to finance specific responsibilities are excluded.

us away from this criterion. Thus, the Convergence Funds had to
be designed to improve the distributive pattern created by the
Global Sufficiency Fund, which made the system more complex. It
also does not seem plausible that the dynamics of the new model
should lead to that equity pattern.
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Perspectives on a New Economic Agreement for Catalonia
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I. Introduction

The Spanish process of devolution initiated with the Constitution
of 1978 had its roots in the need for recognition of cultural
distinctive communities such as the Basque, the Catalan and the
Galician after a repressive dictatorship. However, the institutional
design chosen for decentralization was not that of devolution of
powers to national communities but rather the generalization of
autonomy to all regions regardless of their initial claims and identity
differences. Overall, seventeen regions, from small wine producer
regions such as La Rioja to historical nationalities such as Catalonia
or the Basque Country, were granted the status of autonomous
communities, with executive and legislative powers.

As a decentralized state, two options of fiscal decentralization
were available. On the one hand, Spain could have chosen a
system of shared fiscal sovereignty in the light of classic theories
of federalism (Riker; 1964) where two or more national units
come together and have full powers on the taxes that each one
of them collects. Besides they agree on the payment of the central
government common charges or they delegate some powers
of taxation to the center to provide common public goods like
defense or diplomacy.

On the other hand, a top down decentralization might involve a
“decentralizing unitarian” fiscal model (Trias Fargas, 1985) where
the central government collects taxes and makes transfers to
finance the needs of the sub-central unities.

The fiscal decentralization model chosen by Spain is asymmetric:
there are two regimes, the “foral”’ regime and the common regime.
Under the “foral” regime, the Basque Country and Navarre are

governed by an Economic Agreement (“Concierto” or*‘Convenio”)
which gives them the power to collect and manage the entire tax
system. The contribution of the Basque Country to the central
government to cover common expenditures is called the “cupo’;
and that of Navarre, the “cuota”. Hence these autonomous
communities have fiscal sovereignty.

The “common” regime regulates the tax system of the other
fifteen autonomous communities and is basically a decentralized
unitarian model which has evolved over time, characterized by
high expenditure decentralization but low fiscal sovereignty in the
revenues. Tax sharing and transfers are the keystones of this model.

Under the “‘common” regime an important process of inter
regional redistribution has taken place over time. It has led to an
unsatisfactory situation for Catalonia which runs a structural fiscal
deficit larger than 8% of its GDP This led to the proposal by the
Catalan Parliament of a reform of the Catalan Statute of Autonomy
in 2005 to obtain a new financing system. The project of reform
included a system similar to the Basque “Concierto”, but the
Spanish Parliament amended considerably the original project and
maintained Catalonia in the “common” regime. The new Statute
of Autonomy was approved in a Referendum by the Catalan
population in June 2006. It led to the reform of the whole Spanish
regional financing system in July 2009. This reform ameliorated
partly the financing of the Catalan government although it had not
led to a reduction in the Catalan fiscal deficit.

In June 2010 the Constitutional Court issued a decision on the
Catalan statute, which had been opposed by the opposition party
in Spain, the Partido Popular, and other autonomous communities.
The decision overturned an article on partial equalization which
linked Catalan resources to its fiscal effort.

In November 2010, the nationalist coalition Convergencia i
Unid won the elections to the Catalan Parliament and now runs
the Catalan government. Its main programmatic point in the
Election was the proposal of a new financial agreement with
the Spanish government in the line of the “Concierto”. This
demand has received support of two other parties, Esquerra
Republicana de Catalunya and Iniciativa per Catalunya-Verds,
and will be posed to the new government in Spain after the
General Elections of 201 1. The objective of this proposal is to
gain fiscal sovereignty and reduce the dependence on a system
where the center keeps the right to act unilaterally and where
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Table I. Criteria for the distribution of the Essential Public Services Fund

2009 Reform

2001 Reform

Population 30% 50,78%
Surface 1,8% 2,27%
Dispersion 0,6% 0,65%
Insularity 0,6% 0,54%
Population 0-16 205% e
Population > 65 8,5% 12,07%
Equivalent protected population 38% 3257%

Source: Ministerio de Economia y Hacienda (2011).

a low-income coalition is established firmly, and keeps the status
quo in each negotiation.

2.The 2009 Reform of Regional Financing in Spain

In June 2009 after a year of bilateral and multilateral negotiations,
the central government issued the proposal for the reform of
regional financing in Spain. It was converted into a law, the LOFCA
(Ley Orgdnica de Financiacion de las Comunidades Auténomas), and
approved by the Spanish Parliament in December 2009.

As previous reforms, the 2009 reform increased tax revenue
sharing and kept the status quo, preventing any region from
worsening revenues. All regions increased their revenues thanks to
the additional funds contributed by the central government (9.198
million € in 2009). The reform increased the regional share of the
personal income tax and the VAT up to 50 percent and that of the
excise taxes up to 58 percent. The tax sharing system does not
include collection and regulation powers.

The equalization fund, formerly called Sufficiency Fund, was split
into two new funds:The Essential Public Services Fund, a horizontal
transfer, whose purpose is to guarantee the same resources per
adjusted capita to all regions for the provision of health, education
and social services; and the global sufficiency fund, whose purpose
is to guarantee the status quo clause.

The criteria defined for the distribution of the essential public
services fund is described inTable I. Population is weighted by other
variables intended to measure differences in the cost of providing
public services across the regions. In the case of Catalonia, weighted
population (16,8%) is lower than real population (17%); while in
regions as Extremadura or Castile-Leon, traditionally favored by the
system, the opposite occurs.

Table 2. Regional fiscal capacity before equalization

Regional fiscal
capacity before

equalization Spain = 100
(euros per capita)

|.Madrid 2.380,9 1374
2.Balearic Islands 2.129,1 22,8
3.Catalonia 2.063,9 19,1
4.Cantabria 1.9757 14,0
5.Aragon 1.961,0 13,1
6.Asturias 1.794.9 103,6
7.La Rioja 1.766,2 1019
8.Castile-Leon 1.7273 99,7
9.Valencia [.575,5 90,9
10.Galicia 1.529,2 88,2
| | Castile-La Mancha 1.494,2 86,2
[2.Murcia 1.477,5 852
| 3.Andalusia 1.3932 804
| 4.Extremadura 12937 74,6
I5.Canary Islands 781,8 45,1
Total 1.733,3 100,0

Source: Ministerio de Economia y Hacienda (2011).
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Table 3. Regional fiscal capacity after equalization

Regional fiscal
capacity before

equalization Spain = 100
(euros per capita)

I. Cantabria 2.371,1 1'17,8%
2. Castile-Leon 2.2577 112,2%
3. Extremadura 22464 I'11,6%
4.La Rioja 22286 110,8%
5.Aragon 22183 110,2%
6. Asturias 2.189,6 108,8%
7. Galicia 2.158,5 107,3%
8. Catalonia 2.059,2 102,3%
9. Madrid 2.056,5 102,2%
10.Castle-LaMancha 2.043,6 101,6%
1. Balearic Islands 1.997,8 99,3%
12. Murcia 1.897,1 94,3%
I3.Valencia 1.867,1 92,8%
[4. Andalusia 1.857,4 92,3%
I5. Canary Islands [.756,0 87,3%
Total 2.012,2 100,0%

Source: Ministerio de Economia y Hacienda (2011).

The main novelty of this reform was the creation of two new funds.
The so called convergence funds were meant to compensate two
very different kind of regions: the cooperation fund the poorest or
less dense regions; and the competitiveness fund the regions that
would obtain less than average revenues per adjusted capita after
the application of the redistribution system.

The gains obtained by Catalonia in 2009, the first year of the
reform, amounted to 1986 million €, i.e. 0.96% of Catalan
GDP. Of these, 937 million € were obtained through the
competitiveness fund. The Catalan government receives now
funds slightly over average but its order in the ranking after
equalization is still not maintained. Tables 2 and 3 show regional
fiscal capacity before and after equalization in 2009.The Spanish
regional financing system overequalizes. Catalonia ranks third
in regional fiscal capacity (taxes transferred or shared) before
equalization and eighth after equalization. In fact, the correlation
coefficient between the two variables (fiscal capacity before and
after equalization) is only 0.44.

3. A New Economic Agreement for Catalonia?

Although the new regional financing system has ameliorated the
finances of the Catalan government, many problems remain. First of
all, quantitatively the gains have been limited when compared with
the fiscal deficit supported by Catalonia. Recent estimates by the
Catalan government show that the structural fiscal deficit in 2009 is
still larger than 8% of Catalan GDP and has not decreased with the
new regional financing system.Table 4 shows the historical series of
Catalan fiscal deficit by the cash-flow approach.Two estimates are
given:the primary measure of the fiscal balance, and the neutralized
measure that eliminates the effects of the economic cycle. Fiscal
Catalan deficit has increased over time and is on average around
8% of Catalan GDP a figure considerably large by international
standards.
Secondly, several principles that ought to inspire regional
redistribution are still violated by the Spanish regional redistribution
system.For instance, a principle that links efficiency and equity states
that no fiscal balance should surpass the difference in the relative
participation in terms of income and its relative participation in
terms of population (as upper and lower bounds). Estimates made
public by the Catalan government indicate that the percentage
of central government revenues collected in Catalonia in 2009
amount to 19.25% of central government revenues, while the
percentage of central government expenditure in Catalonia was
14.14%. Catalonia's population was |6.04% of Spanish population
and Catalan's GDP was 18.7% of Spanish GDP This principle is
clearly violated as central government expenditure in Catalonia is
even inferior to Catalan's population weight.

Thirdly, many problems are linked to the absence of effective
powers in the collection of taxes. Central government collects
directly 85% of the taxes included in the regional financing system.
They are transferred to the Catalan government through advances
and two years later the settlement is made. This situation provokes
uncertainty on the effective income that the Catalan government
would have to finance its budget. Collection forecasts were
overvalued in 2008 and 2009, hence Catalan's government should
give back 2478 milion € to the Central government. Moreover, in
the recent past, the central government has managed arbitrarily
his power in deciding on the advances to the autonomous
communities. For instance, in 2009 and 2010 advances on the
competitiveness fund were made while in 2011 the government
decided not to advance this fund.

Finally, one has to bear in mind that self-government is a matter of
sovereignty or at least shared sovereignty. In this respect, it is clear
that without the capacity to collect taxes and control expenditure
there is no sovereignty. As Rodden (2010) remarks, the form
adopted by interregional redistribution depends crucially in the
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initial constitutional bargain of the federation. The constitutional
bargain in Spain in the late 70's was conditioned by fears of
authoritarianism and by the need to develop underdeveloped
regions as Andalusia or Extremadura. After thirty years, it is time to
revise this architecture. Catalonia’s exit from the common regime
would imply a loss to the regional redistribution system of only

2.440 million € (Catalonia’s contribution to equalization payments).
In the last reform, the central government brought more than
['1.000 million € to the system to guarantee that all autonomous
communities would gain with the reform. Spanish system is clearly
locked in by a low-income and small regions coalition. If this is not
broken efficiency gains are impossible.

Table 4. Catalonia’s fiscal deficit, 1986-2009

Frieldl  racgicecioo  helealial Newwained o
1986 -2.724 -7,7% -2.530 -7,1%
1987 -3.269 -8,2% -2.969 -7,4%
1988 -3.357 -7,4% -3437 -7,6%
1989 -4.641 -9,0% 4216 -8,2%
1990 -5.129 -9,0% -4.941 -8,6%
1991 -5.615 -8,9% -5.295 -8,4%
1992 -5.028 -7,4% -5.725 -8,4%
1993 -3.046 -4,4% -6.041 -8,7%
1994 -4.485 -6,0% -6.115 -8,2%
1995 -4.575 -5,6% -5.102 -6,3%
1996 -5.500 -6,4% -5.339 -6,3%
1997 -7.619 -8,5% -6.529 -7,3%
1998 -7.725 -8,1% -6.078 -6,4%
1999 -9.524 -8,7% -8.508 -7,8%
2000 -10972 -9,3% -9.191 -7,8%
2001 -11.307 -9,2% -9.266 -7,5%
Average 1986-2001 -7,7% -7,6%
2002 -12.674 -9,2% -13.694 -10,0%
2003 -12.471 -8,5% -13.046 -8,9%
2004 -13.448 -8,5% -13.617 -8,6%
2005 -16.735 -9,8% -14218 -8,4%
Average 2002-2005 -9% -9%
2009%* -16.400 -8,4%

Source: Departament d’Economia i Coneixement, Generalitat de Catalunya.

* These estimates are provisional. They were given by the Catalan ministry, Andreu-Mas Colell, to the Catalan Parliament in October 2011.
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The Spanish Tax Agency: A Necessary Reform

Maite Vilalta
Institut d’Economia de Barcelona (IEB)
Universitat de Barcelona

The current financing model of Spanish municipalities was designed
on the basis of Law 39/1988 regulating Local Finances and the
subsequent reform thereof (Law 51/2002, dated December 27.)
This model is based on two fundamental pillars: taxes and an
unconditional grant from the central government. The purpose of
this paper is to point out the main problems currently involved in
the application of this model, in addition to providing themes for
discussion on what aspects should be amended and in what way,
should the model be reformed'.

According to the fiscal federalism theory, the financing of the various
governments within a multi-level State which share responsibilities
— relating to both revenue and expenses — must be supported
by the following fundamental principles: financial autonomy, vertical
balance, horizontal equity and coordination. The financing model
of Spanish municipalities faces problems - to a greater or lesser
degree — in fulfilling these principles. Below, we outline the main
arguments supporting this statement and we also offer possible
alternatives.

l. Insufficient Financial Autonomy of Spanish
Municipalities

Governments are autonomous from a financial viewpoint if they
have the ability to reach decisions on how much, how and what
they spend on and, at the same time, on how much revenue
they obtain and how to raise this revenue. In order to achieve

' The reflections and recommendations on the changes to be brought into
the current municipal financing model included in this paper are part of
the content of the Report on the “Reform of the financing model of Spa-
nish municipalities: a proposal” drafted by a group of members of the Ins-
titut d'Economia de Barcelona - Cubel, M,; Duran, J.M,; Espasa, M.; Esteller;
A, Gispert, C.;Hortas, M.;Montolio, D. Salinas, P; Sorribas, P;Vilalta, M. (dir).

this, a large part of resources would have to come from taxation
systems regulated, managed and administered by local governments.
Therefore, to verify the degree of financial autonomy, the main
aspect to review is the weight and components of their taxes.
The current percentage of municipal income arising from taxation
systems (tax, fees, public sector charges and special contributions)
currently stands at 43.0%, as we can see in figure |.This percentage
is below the amount for 2008 (49.0%,) and the amount in 2001
before the reform (48.9%.) Councils can reach decisions on certain
elements of these taxation systems (regulatory power,) and they
also have the power to manage and administer. This data reveals
that the resources over which town councils have a certain ability
to reach decisions are less than 50%.

The taxes of Spanish municipalities are strongly related to property
and real estate activities. These are three mandatory taxes:
(property tax (IBl), business tax (IAE), tax on mechanical traction
vehicles (IVTM); and two optional taxes: tax on construction,
installations and works (ICIO), tax on the increase of value of urban
land (IVTNU).) Figure 2 shows the evolution of each of these three
taxes over the 2004-2009 period.

Figure 1. Sources of municipal revenue. Settlements
of 2001,2008 and 2009 (In percentages)

100
% W B
8.1% 1%
80 18,0%
V8% 30.9%
60 2,1%
40 164% 170%
14,6%
20
32.5% 320% 284%
0
2001 2008 2009
I Taxes I Current grants

I Fees, public sector charges
Property revenues
Disposal of real investments

I (apital grants
[ Financial revenue

Note: 2009 data are taken from the settlement forecast.
Source: Own data compiled using data from the Ministry of Economy and Finances.



IEB’S REPORT ON FISCAL FEDERALISM

In addition, municipalities with more than 75,000 inhabitants are
entitled to a share of income tax, VAT and excise duties (tobacco,
alcohol and hydrocarbons.) Moreover, municipalities classified
as tourist towns also receive a part of the excise duties on
hydrocarbons and tobacco.

As for the taxation, the main focus areas for reform would firstly
be the amendment of certain aspects of the current taxes, with the
basic target of achieving efficiency, flexibility and transparency, and
secondly adding new taxes. Some of the changes to bring in may
focus in the following directions:

Figure 2. Evolution of taxes of Spanish municipalities
(Million €)
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- In relation to Property Tax, we recommend the following: a)
improving the establishment of cadastral values using the market
value as a reference; b) establishing mandatory updates of
cadastral values so that information updating does not exceed a
certain timeframe; ) simplifying current exemptions and bonuses;
d) increasing maximum tax rates applicable thus increasing the
collection potential of this tax; e) assessing the possibility of
taxing properties devoted to business activities at higher rates
and analysing the possibility of creating a beneficial treatment for
properties used as a primary residence; f) enabling the effective
application of a surcharge on properties which are “permanently”
unoccupied.

- In relation to Business Tax and given the difficulties in economically
justifying its current status, two alternatives can be contemplated:
a) eliminating the tax and offsetting the loss of resources with
the creation of alternative taxes, instead of a grant, such as
raising Property Tax on properties used for business activities, as
suggested in the section above; b) reforming the tax to link tax
payable to business results.

As for tax on mechanical traction vehicles (IVTM): a) bringing
in environmental variables into the makeup of the tax so that
the tax payable is related to the level of contaminating emissions;
b) improving the relationship between the value of the vehicle
and the tax payable; ¢) analysing connection points, above all
in the case of vehicles used for business activities; d) assessing
the possibility of reinforcing the role of this tax in the context
of a wider reform of taxation on vehicles, which would levy
other taxes which are now managed by other governments.
For instance, a “significant” increase of IVTM tax rates could be
suggested together with the removal of tax on certain methods
of transport, following the suggestions of a European Commission
Directive (COM 2005, 261 final,) the revenue of which currently
goes to regional governments.

As for the two optional taxes: a) study whether to extend the
payment of ICIO not only in the cases where a license is required;
b) amending the basis for calculation of the rate of the IVTNU tax
so that the increase of value taxed is the real amount and not an
estimate, given that this amount is currently unrealistic. It is likely, if
this were to be carried out, the tax rate could be lower than the
rate applied today; ¢) analysing the existence of the IVTNU in a
wider context taking into account the relationship of this system
with other taxes such as the property transfer tax. A more radical
reform would involve the integration of both taxes, for instance,
by splitting the tax rate on property transfers into a regional tax
and an additional local tax established by municipalities.

- As for the share of municipalities of Income Tax: a) assessing the
possibility of extending the tax to all municipalities and not only the

SIN
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current limit of municipalities with more than 75,000 inhabitants.
There are economic arguments supporting the promotion of this
system on a local level. As councils take on more activities relating
to the provision of services linked to wellbeing and, therefore,
do not only render services relating to property, they need to
extend their tax bases beyond the scope of real estate. In fact,
the taxation of local governments in federal countries comprises
a combination of tax bases falling on real estate and others
falling on income; b) providing citizens with information on the
level of government that the tax is being paid to, that is, bringing
in mechanisms to improve visibility of the tax on a local level.
Citizens must be aware of which part of their Income Tax goes
towards their local councils. This could be achieved by bringing
in changes in the assessment of the tax; ¢) studying whether
councils could have a certain regulatory power over this tax, for
instance, whether they could decide on the tax rate applicable to
the general tax base within a range given. This regulatory power
could be limited to councils with a certain population size and it
would make sense insofar as the weight of Income Tax increased
significantly in the local tax mix.

- Other measures: on the one hand, there is also the possibility of
bringing in new taxes to the taxation of municipalities - in which
case, the difficulty involved in finding taxable events that are not
already being taxed by other authorities must be considered, and
in the case such events were found, the collection potential is
limited; On the other hand, the current use of some taxes should
be considered, and where reasonable and advisable, proposals
should be made to increase profit. In any event, some possibilities
are suggested below: a) introducing a tax (optional for councils)
on tourist overnight stays; b) reinforcing the fees and public sector
charges for certain services seeking a greater correspondence
between the cost of the service and the amount paid; c)
promoting the use of special contributions, making it easier for
citizens to pay (payment in installments, etc.); d) suggesting a
change in the current taxation of utility companies for exclusive
use of the public domain. This is currently established at 1.5%
of their income, a percentage that has not changed since the
approval of the law on local finances; e) reconsidering the special
status that the company Telefénica enjoys since 1987.

2. Vertical Imbalance: A Worsening Problem
Wi ithout any Solution Mechanisms in Sight

The distribution of responsibilities (spending needs) and the
distribution of potential resources must be carried out in such a
way that each level of government (central, intermediate and local,)
has enough resources to cover the responsibilities it has been
entrusted with. When this is the case, there is a vertical balance
situation. As a general rule, the distribution of tax bases among the
various levels of government is carried out so there is an imbalance
leaning in favour of central governments. That is to say, the level

of coverage of the spending needs of the central government
usually exceeds that of lower-level governments. In order to
resolve this problem, mechanisms for inter-government grants are
created. With the current design of municipal finances in Spain,
the mechanism that aims to allow vertical balance to be achieved
is an unconditional grant received from the central government
(the Municipal Share of State Taxes and the Supplementary
Fund.) That is, the sum of all potential resources gained from the
taxes, and this grant must allow all municipalities to cover their
expenditure needs. Firstly, we can highlight that the overall amount
of this grant has never been calculated taking into account that this
balancing target had to be fulfilled. And this is in spite of the fact
that, for instance, when the local finances were reformed in 2002,
if a computation had been carried out with this objective in mind,
the social and economic changes observed would have made it
necessary to review this amount. However, none of the above has
been accomplished.That is, there has never been an initial situation
(a base year) where the existence of a vertical balance situation
was agreed, and mechanisms to monitor and update the system,
allowing compliance with agreements reached over time, thus re-
establishing the agreements reached in the base year have never
been in place.

There are several circumstances that have motivated an increase
of the vertical imbalance against municipal governments.
Therefore, the imbalance is worsening over time and the worst
of all is that there are no mechanisms to resolve this situation.
The main reasons explaining this increase of the vertical imbalance
are: a) the introduction of changes in regulations by the central
government which involve a decrease of potential tax revenue at
municipal level (for instance, the virtual suppression of Business
Tax, the compensation of which through a grant did not suffice);
b) changes in regulations applied by the central government and
regional governments, which had brought about an increase in
expenditure liabilities of municipalities (for instance, Law 3/2006
on the promotion of personal autonomy and assistance to persons
in a dependency situation, or Law 3/2007 for the effective equality
between women and men, amongst others); c) an expansive
trend of the spending needs of municipal governments for
structural reasons. Greater proximity of councils to the needs
of citizens together with the absence of a clear and well-defined
framework for municipal responsibilities explains that councils have
progressively taken on a series of tasks the responsibility of which
is not well-defined, or where the responsibility clearly belongs
to other levels of government? Or merely the sharp increase of
population which has been experienced by some municipalities
would explain the increase of their spending needs; d) a downward
trend, due to the current economic climate, of the tax bases
collected by municipal governments. As set forth above, the
taxation of Spanish municipalities mainly comprises tax relating to
real estate activities, and this means that their collection potential

2 Mas, Salinas, Vilatta (201 I');Vilalta (201 1).



IEB’S REPORT ON FISCAL FEDERALISM

has decreased significantly over the past years, as a result of the
deep recession which has been felt sharply in the construction
industry and in property sales.

The solution to this vertical imbalance is to increase resources
possessed by municipal governments. In fact, it would be fair to
clarify the scope of their responsibilities first, that is, to recognise
own core responsibilities of municipal governments and, on that
basis, to quantify the volume of resources required to assist in
spending needs relating to compliance with such responsibilities.
The increase of resources can only come from the taxes or
from the unconditional grant received from either the central
government or both of these sources. Therefore, the purpose is
to agree upon, like in the last regional financing agreement (2009),
the additional increase of resources that must be injected into the
municipal financing model for town councils to be able to face
their spending needs. Obviously, no one is oblivious to the fact
that this would be difficult to quantify, but this is not an excuse
to fail to address the problem. There is no doubt that proposals
can be made on the computation of this amount from a technical
point of view, but it is noteworthy that this aspect, like many
other aspects of a financing model is a decision to be reached in
the political arena. That is, ultimately, there must be a consensus
among the relevant institutional bodies which culminates in the
establishment of resources to be granted by the Spanish State
for the fulfilment of the responsibilities previously assigned to the
municipalities.

3. Equity in the Collection of Resources by
Spanish Municipalities: No Target Equals no
Solution.

Given that the relative position of governments that are part of
the same level of government, in our case the municipal level, is
different both in terms of fiscal capacity and in terms of spending
needs, there is a problem that must be resolved if inequity is to
be avoided. The most commonly used mechanism to reach equity
of resources within the different levels of government consists of
the creation of equalisation grants. The purpose of these grants is
to achieve that all governments have a volume of resources which
is the same or similar, per unit of needs, whichever their fiscal
capacity and involving the same tax effort. Under the current
model of municipal financing, the mechanism that should fulfil
this target would be the unconditional grant from the central
government. As stated above, the overall volume of this grant
should allow for a vertical balance to be reached. Therefore, the
distribution of this volume of resources among municipalities
should be carried out as to allow compliance with the equity
target. The distribution of this grant should involve the removal
(total equalisation) or the reduction (partial equalisation) of
the differences between existing resources, initially, in terms of
potential tax revenue. Several studies show that this grant does

not fulfil this target’. Therefore, it can be stated that this is a
dysfunction of one of the key elements defining the financing
model of Spanish municipalities.

The main cause underlying this dysfunction is the absence of a
definition of the equity criterion to be fulfilled. A grant has been
created with a different distribution system for municipalities
with less than 75,000 inhabitants (Municipal Distribution of
State Taxes®) and for those exceeding 75000 inhabitants
(Supplementary Fund®) which is not, under any circumstances, the
result of a pre-defined and agreed upon target. Therefore, the
significant differences in the volume of resources actually collected
by the purse of Spanish town councils are firstly due to the fact
that no attempt has been made to resolve this issue. Although
this is the main problem, the analysis of the formula used for the
distribution of the grant also includes elements that contribute
to explain the causes underlying the failure to achieve a suitable
equalisation of municipal resources. These are the following: a) an
absence of motivation of the variables and weightings used for
the computation of the needs indicator and the fiscal capacity
of Spanish municipal governments; b) the non-existence of
mechanisms to update and adjust the grant; c) insufficient basis for
the index selected to compute the development of the volume
of the grant (ITE.)

The solution to this failure of compliance of the equity principle
among the resources of municipal governments involves the
definition, firstly, of the criterion to be reached. For instance, in the
last agreement on regional financing, the following equity criterion
was defined: all regional governments must have the same level of
resources per inhabitant (adjusted population index) in order to
be able to render the basic services provided by the welfare state,
with the same tax effort. This is specifically achieved through
the guarantee fund for basic public services and translates into
a total equalisation of 75% of regional resources (the weight of
education, health and social services spending in relation to overall
regional spending.) The final result is that of a partial equalisation.

In the case of municipalities, this would involve defining, firstly, the
degree of equalisation to be achieved. A reasonable percentage,
given the type of services rendered by municipalities would
range between 55% and 60%. As in the case of the current

w

Castells, A,; Esteller; A;Vilalta, M. (2003).
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In this case the distribution is made using a formula which considers the
following variables and weightings: 75% depending on the population of
the municipality weighted by coefficients increasing in-line with the size of
the municipality; 12.5% depending on the average taxation effort; 12.5%
depending on the reverse of the fiscal-taxation capacity.

@

In this case, the amount received by municipalities is the result of annually
updating an initial amount which was computed and agreed for 2004,
applying as the development index the growth rate of State taxation
revenue (ITE).
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equalisation mechanism applicable to regional governments,
municipal equalisation could be implemented with a blend of a
horizontal and a vertical equalisation fund. In the first case, some
municipal governments would contribute resources to the fund
(the governments with a tax capacity indicator exceeding the
needs indicator,) while others would be recipients (municipalities
with a tax capacity indicator lower than the needs indicator); in
the latter; it would be granted by the State and distributed among
municipalities depending on a needs indicator.

For this mechanism to operate correctly, tax capacity and needs
indicators need to be properly defined. There are a series of
procedures to compute the indicators, both in theory and under
the comparative system. Below, we suggest a possible way to
proceed in the case of Spanish municipalities:

- Spending needs of municipalities could be defined as an
estimated expense in which each municipality would incur to
reach a certain level of results in the provision of goods and
services, which is shared by all municipalities. To estimate this level
of expenditure, a theory model could be used to assist in the
identification of the factors determining municipal expenditure.
This model must also include cost factors (for instance: the unit
price of production factors, economies of scale, size of the group
of service users, etc.,) and also demand-side factors (for instance:
level of income and preferences of citizens). This would allow
for the definition of a spending equation and, on the basis of
the econometric estimate, an indicator of spending needs for
each municipality could be estimated, and this indicator would
be based solely on cost factors and not demand-side factors.This
estimate would allow for the monitoring of the following trends:
i) the level of population where spending per inhabitant stops
decreasing; ii) the relationship between age of the population
and municipal spending per inhabitant; iii) the effect of immigrant
population on municipal spending; iv) the relationship between
built-up land and the volume of municipal spending; and V) the
impact of tourism on municipal spending.

- The tax capacity of Spanish municipalities should be determined
with an indicator which fulfils the following requirements: i) it
should include the closest approximation of the potential tax
capacity of the municipalities; ii) it should be independent from
the interventions of economic policy in the municipalities; iii)
it should be relatively easy to calculate and transparent; iv) it
should be stable over time and predictable in terms of budgetary
management; v) it should include those taxes for which official
statistics exist; vi) finally, the computation of tax capacity should
exclude resources based on the benefit principle. In this case,
both theory and the comparative system offer different ways
to proceed, either using macroeconomic variables (GDP or
municipal income) or using methods to estimate the potential of
the tax bases of the governments with resources to be equalised.
Therefore, the so-called representative tax system could be used,

and in the case of Spanish municipalities it would consist of
estimating the tax bases of municipalities. Given that, as stated
in the foregoing, the main tax system of our municipalities is
Property Tax (which involved 53.4% of total tax resources in
2008,) the tax capacity indicator could only be based on this
system. Therefore, and following the theory criteria explained,
each municipality should use cadastral urban values (all uses)
adjusted according to the standard tax rate computed between
the municipalities in which the same amount of time had elapsed
since the last generic update of cadastral values. This adjustment
would prevent the issue of the (absence of) reappraisal of
cadastral values. Noteworthy is the fact that as councils can
decide when to review the cadastral values of their municipality,
this variable is intrinsic to the municipality itself. In order to avoid
this discretionary factor; and under the verified hypothesis that
there is a greater nominal rate in municipalities where the last
cadastral review was carried out longer ago, this adjustment of
the cadastral value would be applied for the computation of the
tax capacity index for each municipality.

Once the degree of equalisation, the horizontal and/or vertical
nature of the equalisation grant and the variables used to estimate
the needs of municipal governments and their tax capacity were
agreed upon, it would be necessary to establish the mechanisms
for the updating and monitoring of the grant. That is, the base
year for the application of the equalisation mechanism should be
chosen and, subsequently, the method to apply it over time should
be specified. It would be reasonable, with the current regional
financing model, to suggest a yearly update (a re-computation) of
the indicators of needs and tax capacity used in the formula for
the calculation of the equalisation grant, in addition to a periodical
review of the grant every five years.

4. The Lack of Coordination Mechanisms: A
Defect in the Makeup of Intergovernmental
Relationships.

Having a good financing model based on the principles of public
economy theory is important, but it is also important to have a
clear and transparent framework of ground rules to allow for the
approval and application of the model. In a mutti-level State which
has agreed to share expense and tax responsibilities between
the various levels of government, there should be coordination
mechanisms ensuring that commitments are maintained and
fulfilled and, in short, that stimulate institutional loyalty.

Insofar as decisions which can be reached by one government
affect other governments there must be mechanisms enabling
the relationship between them. The framework of relationships
must be clear; it must be transparent. There are therefore some
measures which would allow for the improvement of the current
framework of relationships between municipal governments and
other governments. These are the following: a) establishing bodies
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allowing for a vertical relationship among municipal and regional
authorities and the central government; b) establishing bodies
for the horizontal relationship among municipal governments. In
this vein, a highlight are the Statutes of Autonomy of Andalusia
and Catalonia, (Articles 95 and 85, respectively,) which allow
for the creation of Local Government Councils as representative
bodies of local authorities at regional institutions, which must be
heard in the parliamentary proceedings of any legal initiatives that
have a specific impact on local authorities; ¢) creating institutions
(committees) responsible for the monitoring and supervision of
the financing model, in particular; the operation of the equalisation
mechanism; d) seeking methods to boost the participation of
municipalities and regional governments in the General Cadastre
Department (State Administration.) As mentioned above, the
main tax for Spanish municipalities is Property Tax, the tax base of
which relates directly to the cadastre. We therefore recommend
seeking cooperation methods between municipal governments
and the State to guarantee full availability of the databases to all
administrations in addition to unified information. The Statutes
of Autonomy of Andalusia and Catalonia (Articles 21 and 193,
respectively) also establish methods pointing in this direction.
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I. Introduction

This paper analyzes the current system in Spain for general
transfers from the State to municipalities, known as the PIE
(Participacion municipal en los Ingresos del Estado -Municipal
Participation in State Revenues), and it proposes a possible reform
in accordance with the teachings of the fiscal federalism theory
and the comparative experience.The implications of the proposed
alternatives are assessed through a simulation exercise in which it
is guaranteed that no municipality shall lose funding by changing
systems (status quo rule).

To this end we outline the structural elements which, according to
a theoretical-normative approach, an appropriate transfer system
should have. Then, using a historical perspective, we describe and
assess the PIE by identifying its main weaknesses and using them
to propose a series of reforms the effects of which are evaluated
through a simulation exercise.

2. General Guidelines for Designing a System
of General Transfers to Municipalities

The economic literature justifies the existence of general transfers
which are primarily —although not exclusively- equity-based. That is,
for both vertical balancing (equity between different government
levels) and horizontal balancing or equalizing (equity between
different units within the same government level, that is, the
municipalities, in this case) (Buchanan, 1950; Oates, |972; Gramlich,
1977).

According to these goals, we can outline the structural elements
of an appropriate unconditional transfer system that can guide us

in our analysis and assessment of the municipal PIE (Boadway and
Shah, 2007):

a)  Regarding the goal of vertical balancing, determining the
amount and the commitments on its development and
review, with a view to achieving a stable and flexible system
that can adapt to any changes in the economic context.

b)  Regarding horizontal balancing or equalization, the existence
of a relatively simple formula to distribute the transfer; its
design, more or less equalizing, will be determined by the type
of services provided by the municipalities.

c¢)  The above formula will distribute the transfer in accordance
with need and capacity factors. The former must be directly
related to the powers conferred and the latter must be
inversely related to municipal tax bases.

d)  Lastly, the basic decisions on these structural elements must
be kept separate from the behaviour of the units giving and
receiving the transfers.

3.The Transfer System to Municipalities
3.1. Background and Current Model

The current PIE regulation, in force since 2004, originates from
Law 51/2002, which made major reforms to the system of general
transfers to Local Entities.

The previous model (period [999-2003) comprised an unconditional
transfer; the amount of which was checked every five years, and
which evolved within the period in accordance with the nominal
Gross Domestic Product (GDP), with a guaranteed minimum
growth equal to the Consumer Price Index. Notwithstanding some
specific cases (primarily Madrid, Barcelona and their respective
metropolitan areas), the transfer was distributed in accordance with
various factors. The main part (75%) was based on the population,
and upwardly weighted with regards to the municipal size. In
addition to another need factor (school units), whose distribution
weight was very reduced (2.5%), the remainder was distributed
according to an erroneous criterion of fiscal capacity (8.5%) which
mistook capacity for revenue along with a defective calculation of
tax effort (14%).
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Table |. Municipal distribution for each model (since 2008)

Municipalities No. % Population %
Tax-share 90 I 19,985,683 434
Variables 8,022 98.9 26,172,139 56.6
TOTAL 8,112 100.0 46,157,822 100.0

Source: Prepared by the authors based on data from the Directorate General for Financial Coordination with Local Entities (DGCFEL).

The model offered some funding guarantees which, while
accounting for specific situations, limited the effectiveness of the
distribution formula; a general guarantee, the status quo rule, and a
specific guarantee consisting of a minimum transfer per capita for
municipalities with a population of less than 5,000 inhabitants.

In turn, the current transfer model provides a "‘dual” system, which
differs mainly based on municipal size. In the case of municipalities
with a population equal to or greater than 75,000 inhabitants (and
some with smaller populations that are capital cities of provinces
or autonomous communities), the general subsidy for each of
them in the base year (2004), is divided into two components:
a territorial share of different state taxes and an equalizing grant
known as Fondo Complementario de Financiacion (FCF) —
Financing Complementary Fund- (tax-share model). On the other
hand, the multi-factor distribution formula is maintained, subject to
modifications, for the other municipalities (variables model)'.

Table | shows the distribution by number of municipalities and
population for both models in 2008, the first year in which the
subjective scope of application was reviewed. Although the transfer
model only affects |.19% of the municipalities, its incidence in terms
of population is more balanced, reaching 43.4%.

The larger municipalities received in the base year (2004) a transfer
equal to the result of updating the figure for the last year of the
previous five-year period (2003) with the evolution of the state
revenues, excluding any amounts subject to be transferred to the
Autonomous Communities for income tax, value added tax and
harmonised excise duties (ITE index? on the evolution of the fiscal
revenues of the central government). The transfer in the base year

" Within the general variables model, there is a specific system for the
so-called tourist municipalities, (whose population is over 20,000 people
and whose number of second homes exceeds the number of primary
residences) which also benefit from the transfer of part of the revenues
from taxes on Hydrocarbons and Tobacco products.

2 As provided by Spanish Law 21/2001 on the financing of the autonomous
communities, the the evolution index is determined on a cash basis, so
that the state revenue estimate for the year is obtained by deducting from
the total actual revenue obtained by the State, the payments made on
account in favour of the Autonomous Communities and the final settle-
ments for the two previous years.

is divided into two parts: territorial shares and the so-called FCF.
The former consists of a certain percentage of the revenues from a
series of state taxes which are not transferred to the Autonomous
Communities: Personal Income Tax (1.6875%), value added tax
(1.7897%) and excise duties (2.0454%). In the case of Personal
Income Tax, the allocation of municipal revenue is calculated on
the basis of the net amount paid by municipality residents. The
allocation of revenue in the case of consumption taxes (general
and excise) follows a very indirect procedure: first, depending on
the weight that consumption in the municipality's autonomous
community in the overall domestic consumption and, second,
according to the weight of the municipality'’s de jure population
in relation to the autonomous community to which it belongs.
The FCF acts as an adjustment mechanism. The amount for each
municipality in the base year (2004) is calculated as the difference
between the general funding for that year and the result of the
territorial shares.

In a dynamic sense, the FCF changes in accordance with the ITE,
while the territorial share does so depending on the revenues
raised by shared taxes -either those specific to the municipality
(Personal Income Tax and Tobacco) or the overall revenues at the
country level (value added tax and other special consumption tax)-
and, in the latter case, also in accordance with the higher dynamism
of consumption in the municipality’s autonomous community in
relation to the country and of the municipal population in relation
to the autonomous community.

For the majority of the municipalities, the distribution formula is
the same, with some modifications. The general transfer is updated
with the [TE (without the minimum CPl) and the minimum
funding for municipalities with populations under 5,000 inhabitants
is eliminated, while the status quo clause related to the subsidy
received in the last year of the previous five-year period (2003) is
maintained.

The calculation of the transfer in the base year (2004) was different
for municipalities under the tax-share model to those under the
variables model. For the transfer model, the 2003 transfer was
increased by ITE2004/2003 (3.39%); for the variables model, the
global 2003 transfer was increased by said index to obtain the tax-
share for 2004, which is then divided between them. As has been
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said, all are guaranteed the 2003 transfer, a guarantee that, as we
will see, has had a significant impact on the model's results.

Once the general transfer for each year has been established, it is
divided into different parts that are distributed based on a series of
variables aiming to adapt to the municipal differences in terms of
need, capacity and effort.

Population maintains its weight (75%) in the general transfer and remains
as the only need variable. Population segments, after having removed
the higher ones to which the new transfer model is applied, adhere to
those for which the Law Regulating the Bases of Local Government
(Ley de Bases de Régimen Local) requires additional responsibilities,
upwardly revising the weighting coefficients for some segments. The
so-called fiscal capacity increases its weight until matching, at 12.5%,
that of the tax effort. Surprisingly, though, these variables were not
defined in the Amendment Act (51/2002), the content of which was
later defined in various Finance Laws. The fiscal capacity is calculated
from the tax base of the main municipal tax, the Property Tax (IBI),
while the tax effort maintains its definition as the ratio between actual
and potential revenue, and is limited to the three mandatory taxes.

3.2.Assessment

In assessing the new model, we find it interesting to initially
approach the discussion based on two key elements identified
in the theoretical part. The first is the existence of appropriate
connections between the transfer and the need and capacity
factors; the second is the adjustment of transfers according to an
appropriate evolution index.

The dual model described above does not respond equally to
these two elements. While the transfer under the tax-share model
(strictly FCF) evolves regardless of the relative need and capacity
indicators of the municipalities, the transfer under the variables
model, however, and despite its defects, distributes resources taking
into account the relative evolution of said indicators.

On the other hand, the ITE, which is used to adjust the global
transfer (in the variables model) and FCF for each municipality (in
the transfer model), has undergone remarkable changes since 2004.
Up to 2007, coinciding with the expansion period, it increased
significantly; from then until 2009, the latest year for which there are
cleared figures, it fell in line with the deep financial crisis in which
we are still immersed. Furthermore, it should be noted that the
the index’s calculation procedure itself explains that its drop and, as
a result, the decrease of resources under both systems, has been
even greater than what is reflected by the actual development of
revenue forming its original base. This, together with the optimistic
forecasts of the government when making payments on account,
has led to the well-known negative settlement amounts of the
municipalities in the last two years, whose total debt between 2008
and 2009 totalled 3,730 million.

Another factor that had a significant impact on the results obtained
by both models is the existence of a funding guarantee which only
applies to the variables model. Indeed, while such a guarantee in
the form of minimum funding equal to the transfer received in
2003 exists in the variables model case, it was not established
in the transfer model as it was considered irrelevant. For those
municipalities, it was believed that the FCF would increase thanks
to the ITE, and that the territorial share would even exceed the
growth of this index, in a way that the resources transferred to
each municipality under this system would exceed each year
those of the base year. This hypothesis was proved for the years
of economic expansion (until 2007) but disproved thereafter; the
consequences of this will be examined later.

The following is a specific assessment of each of these systems
in the light of the two factors identified, using data from the
settlements made under both systems during the 2004-2009
period as reference.

Tax-share Model

During the upswing of the cycle, the system consolidated the main
defects of the previous model, such as the exorbitant coefficient
assigned to the municipalities pertaining to the largest population
segment (2.8), which almost doubled that of the municipalities of
the segment immediately before (1.47). These differences in the
coefficients lack both legal and empirical basis (Solé and Bosch,
2005) and cannot withstand an international comparison or even a
domestic comparison at the Spanish regional level (Pedraja, 201 ).
Furthermore, the above distribution formula identified the capacity
factor with revenue, which resulted in a transfer distribution which
contradicts the provisions of the theory?.

The sustainment and consolidation of the abovementioned defects
have led to the emergence of new inequalities, as a result of the
large gap between the evolution of transfers (FCF) and any need
and capacity indicators for the municipalities. Regarding this latter
aspect, even assuming that horizontal equity is met at the start,
for it to be sustained over time —by establishing, as we do, an
evolution rate (ITE) for the transfer (FCF)— we are assuming that
both expenditure needs and fiscal capacity of all municipalities in
the system must evolve at the same rate, which at the same time
coincides with the transfer rate. This hypothesis is difficult to sustain
both for the expansive phase (up to 2007) and for the recessive
phase (up to 2009).This lack of equity, in a dynamic sense, is even
more worrying in a model that eliminated the traditional five-year
review, as the legislator considered that the new system would be
permanent.

* In the base year 2004, the transfer had a low although significant corre-
lation (0.022), but was contrary to what was expected (positive instead
of negative) as with regards to a real capacity variable as is the case of
the IBl tax base.
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Table 2. Evolution of the population and the resources transferred under the tax-share model during two periods

(2004-2007 and 2007-2009)

2004-2007 Average Max Min
Population 3.55% 24.46% -3.52%
Income Tax 39.26% 72.03% 24.95%
Set of tax shares 26.51% 42.0% 15.7%
FCF (ITE) 36.49% - -
Total resources transferred 34.61% 37.46% 30.46%
2007-2009 Average Max Min
Population 2.73% 17.22% -1.39%
Income Tax 5.22% 18.51% 13.4%
Set of tax shares -19.67% 7.31% -3447%
FCF (ITE) -41.37% - -
Total resources transferred -37.56% -32.19% -40.28%

Source: Population data are provided by the National Statistics Institute (NSI) and the remaining data by DGCFEL.

The data shown in Table 2 shows that the evolution undergone
by the population in both periods, as a proxy for expenditure
needs, and the territorial share in its global (set of tax shares) or
specific version (income tax®) as proxies for the fiscal capacity,
reflect important differences with regards to the ITE, which in
2007 increased by 36.5% over the base year and dropped by 41.4%
between 2007 and 2009.The individual cases of the municipalities
show, of course, even more significant differences, as a result of the
different evolution rates applied to the transfer components and
their uneven relative weight in each municipality.

In addition to the aforementioned problems with the ITE
calculation, it should also be noted that other problems result from
the application of new transfer percentages to the Autonomous
Communities (50% of income tax, 50% of VAT and 58% of excise
duties) under the new regional funding model in force since 2009,
which not only affect the income of the municipalities under the
transfer model via FCF due to their effect on the ITE, but also
affect the related territorial share, to which bases percentages are
applied, are also reduced. This new system not only requires the
modification of the share rates that apply to different state taxes,
but also needs to prevent its own formula for calculating the ITE
from being affected (reduced) due to discretionary government
decisions related to changes made to the regional financing system.
This is the consequence of both an underlying lack of an integrated

* As it is the most important component of the mix of tax shares and it
follows an appropriate territorialization criterion.

approach of the sub-central tax authorities and the predominance
of the regional view over the municipal view, thus causing financial
reforms in the autonomous communities to be made without
considering their impact on municipal financing.

The tax-share model must also be analysed from a static
perspective. Here, the main problem is the difficulty to achieve
an effective territorialization applying to indirect taxation, both in
general (VAT) and specific (excise duties) forms. The criteria used
—a combination of relative regional consumption with a relative
weight of the municipality population in relation to the autonomous
community— does not guarantee neither an adjusted estimate of
municipal consumption at all, nor, therefore, the benefits of tax
sharing when applied to this type of base, which are, as is well-
known, the reduction of the asymmetry that occurs between users
and taxpayers, thereby enhancing the role of taxes.

Variables Model

This model has made progress with respect to the situation prior
to reform. Mainly, the introduction of a true fiscal capacity indicator,
afthough limited to the property tax (IBl). Another positive factor is
the adjusting of the population weightings to the legal requirement
of assuming broader responsibilities.

The main shortcoming is still the presence of the tax effort
indicator in the distribution formula. Despite having limited its
calculation to compulsory taxes, it still presents strange values,
derived from the incorrect expression used in the case of the tax
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Table 3. Distribution of total resources under each model (2004 and 2009)

Municipalities 2004 2009

Resources % PIE pc Resources % PIE pc
Tax-share 4309 M € 58.7 229.80 3642 M€ 559 180.49
Variables 3030 M€ 41.3 123.96 2,870 M € 44.1 143.01
TOTAL 7339 M€ 100.0 6512 M€ 100.0

** These amounts do not reflect any compensation for the removal of the IAE.

Source: Prepared by the authors using data from the Directorate General for Financial Coordination with Local Entities (DGCFEL).

on economic activity, the IAE, (quota quotients which do not allow
to discriminate the limited municipal capacity), as well as from the
allocation of a unit value in the absence of data in the case of vehicle
tax and the use of internal weighting, which makes the index easy
to manipulate. Given the strange results produced by this indicator,
as a result of the aforementioned problems, the legislator continues
to impose limits on its values, which reflects the lack of confidence
in the indicator. Based on the foregoing, and on the discriminatory
use of this flawed indicator, which is only applied to municipalities
under the variables system, we believe that the best option would
be to eliminate it from the distribution formula.

This however becomes less important when analysing the
settlements made under this system in 2009, when the poor
performance of the ITE in comparison to the base year would
have significantly reduced the total amount received by the
municipalities, were it not for the existence of the financial
guarantee and its widespread use. This guarantee has allowed the
negative differences between the share that each municipality is
entitled to receive according to population, capacity and effort
criteria and the minimum guaranteed to be initially compensated
by the positive differences recorded by some municipalities (a
minority) and, secondly, by an additional State contribution of some
500 million Euros®. In short, in 2009 the municipalities under this
system received a transfer equal to that obtained in the final year
of the previous five-year period (2003).

The application of the financial guarantee has, as anticipated, an
advantage over the municipalities under the transfer model. In fact,
of the six municipalities (El Ejido, Gandfa, Orihuela, Pozuelo de
Alarcdn, Las Rozas de Madrid y Torrent) which switched to the tax-
share modelin 2008 —the first year in which the subjective scope
of application is amended—, four of these municipalities would have
received more funding had they remained under the variables
model.

In this sense, it is interesting to compare the percentage distribution
of the transfer and its value per inhabitant among the municipalities
under each of these systems for the base year 2004 and the last
settlement values in2009 (Table 3).As can be seen, the percentage
gain experienced by the municipalities under the variables
model amounts to three points® (four if the six municipalities
aforementioned had not switched systems), and the per capita
difference in PIE between those under the tax-share modeland
those under the variables model has been reduced by 70 €, going
from more than 100 € in 2004 to just under 40 € in 2009.

It should also be noted that about 40% of the municipalities under
the variables model receive an additional allocation outside those
provided by the model, from the Special Fund for the financing of
municipalities with a population under 20,000 inhabitants. These
funds come from the Ministry of Public Administration, whose
purpose is to close the gap between the per capita funding of
municipalities with fewer resources and the average of the rest
of municipalities. It is clear that the sustained application of the
Fund, whose financial support has been declining in recent years’is
difficult to justify, in sight of the evolution of the system.

4. System Reform Alternatives

Reforming the local funding model at a time like this, amid a deep
economic crisis and given the peculiarities of the Spanish local context,
is not an easy task, and requires a broad political consensus if it is
intended to be a lasting reform. These agreements should cover at
least three issues: |) the relative weight that should be expected from
the two main financing mechanisms (own tax areas and transfers);
2) the existence or absence of different models (either unitary, for
all municipalities, or dual, if distinguishing between large and small
municipalities); and 3) how this fits in with the regional model.

o

This additional injection of funds by the State goes unnoticed because
all the municipalities included in this variables system showed a negative
settlement value in 2009 as a result of the government's overly optimistic
forecasts discussed regarding the calculation of payments on account.

¢ The profit would be 4% if the six municipalities that changed their system
in 2008 had remained under the variables model.

7 The Fund has gone from having an allocation of 60 million Euros in 2009
to 45 million in 201 1.
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Regarding the first issue, it is necessary to properly combine
conflicting principles and incentives, such as the development
of autonomy, by establishing own tax areas based on a few, easily
manageable, local taxes with a significant ability to raise tax revenue,
and the observance of the equity principle that should be achieved
when applying the transfers.

Regarding the second point, where, given the characteristics of the
local Spanish context, which is characterised by a large number of
small municipalities (85% of the total number have less than 5,000
inhabitants and the average is less than 600), it seems appropriate to
propose some kind of differentiation in the transfer system according
to municipal population size.Many of the failures in local fiscal reforms
stem from the inability to adapt the changes to a heterogeneous
reality that combines large municipalities with other very small ones.
In that sense, it seems appropriate to propose a different transfer
system for small and large municipalities®.

The third issue —and in relation to transfers it requires the full
implementation of municipal shares of the Autonomous Community
taxes— is based on a set of guidelines which are explained in greater
detail in another paper (Pedraja and Lamb, 201 1).

Hereunder is a synopsis of a proposed differential or dual funding
system for small municipalities, whose limit could be fixed at those
with a population under 20,000 inhabitants, and larger municipalities’.

In the case of small municipalities, their responsibilities would be
restricted to basic services and their funding achieved through a very
simple tax system consisting of the current mandatory taxes and
fees, as well as a system of fixed per capita unconditional transfers.
In the absence of cost accounting, the determination of the per
capita transfer may be obtained from the relevant entries, such
as the ordinary expenditure, tax revenues and savings of a typical
municipality, after removing the extreme values obtained for the set
of municipalities in question. Such transfers may be supplemented
by others as an explicit mechanism to promote cooperation in the
provision of services, as previously mentioned.

For all the other municipalities, the core idea to govern the design of
the reform is the same as that underlying the proposal of different
systems for funding in general and transfers in particular The idea
is that the type of responsibilities and their nature, condition,
determine, as a result, their financing, i.e. the type of own tax revenue,
the scope of the transfers and even the relative importance of these
components.VWhat we say not only has a theoretical basis, but can be
also contrasted with the comparative experience'’.

Therefore, the larger municipalities would add other more personal
and even social services to these basic responsibilities, and would
be funded with current taxes suitably reformed and fees and
a share system of taxes with a broad base and the possibility of
territorialization. This possibility requires the establishment of
another relevant critical mass on which to apply the necessary tax
harmonisation rules. In the case of income tax, the harmonisation
rule seems relatively easy to determine, based on the taxpayer’s
domicile for tax purposes. Local governments could even be
granted a regulatory power to a certain extent to improve their
level of autonomy, for example, by allowing them to establish a
limited and variable surcharge on state's net quota. In the case of
taxes on consumption, tax sharing should be put in place if a true
territorialization is possible, which generally speaking at present
generally it is not.We do not believe it is necessary to increase the
number of purely local taxes, insofar as we find no unexploited bases
that would generate significant revenue with low management costs.

As for the mechanism for closing regular funding, transfers should
be based on a distribution formula, which could become equalising
should new transfers of responsibilities of a personal nature
occur in the future. The population would be the need indicator,
promoting the convergence of the weighting ratios so as to reduce
the differences that have been favouring the larger municipalities.
On the other hand, a true capacity indicator should be introduced,
incorporating, in addition to the tax bases of the main existing
taxes, also those of the new territorial shares (in particular personal
income tax) and which, unlike today, should grant more resources to
those municipalities with a lesser capacity.

The reformation of the transfer system should be implemented
so that, within a reasonable period, its objectives can be achieved
without any guarantee during the transition period, other than the
status quo rule.

Following these guidelines,hereunderis a simulation exercise assessing
different alternatives for the reformation of the model applicable to
municipalities with populations over 20,000 inhabitants''; different
scenarios are considered and the status quo cost is calculated in
each of them, although this rule, as we have seen when evaluating
the transfer model, has not always been applied to the system.

The reference for the comparison of different afternatives is the
current situation (A), corresponding to the amount obtained by
the municipalities included in this group in the last year settled
(2009) and which amounted to 3,503,106,399 EUR. Madrid and
Barcelona have been excluded, as they deserve special attention
and the amounts for IAE compensation have not been considered

& We follow, with some differences, the proposals made by Sudrez et al
(2008) and Pedraja y Sudrez (2008) in this field.

? For a detailed analysis of these proposals see Sudrez Pandiello el al. (2008).

1°The work of McMillan (2008) is illustrative in this regard.

""" As reference, the population figures used were as of | January, 2009
(INE).
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due to the specificity of its purpose. In turn, in order to use the actual
figures of transfers as reference, the funding guarantees under the
variables model is included. Lastly, the simulation merely redistributes
this global transfer between municipalities in order to evaluate the
redistributive impact of the different afternatives proposed.

The options considered are three distribution formulas with two
indicators, one for need and one for capacity. The first refers to the
population of each municipality, which are assigned different weights
depending on whether they are more or less radical in comparison
to the original option. The second is a capacity index based on the
property tax, the IBI, atthough more accurate than that currently in
force in the variables model formula. Through a regression analysis
we estimate the municipal tax revenues per capita based on the
taxable base of property tax per capita, and from this we can obtain
the corresponding fiscal capacity index'? Finally, taking into account
the problems of fiscal effort, we have removed this indicator from
the options proposed.

Proposal B: Population as a need variable maintaining the
weights for the existing segments in the previous period (1999-
2003).The weights assigned to need and capacity indicators are
the same, after eliminating the effort, in order to avoid arbitrary
decisions (population is assigned 90% and capacity 10%'%.)

Proposal C: Unlike the preceding proposal, it establishes new
weighting coefficients for the population, arranged into simpler
segments and with fewer differences between the larger towns
and the others (1.5 for municipalities with a population over
100,000 inhabitants and | for the others.)

Proposal D: adds to the above proposal a more balanced
distribution of the transfer between the need and capacity
rates, allocating the former 75% and the latter 25%.

The choice between these proposals is a political decision, although
there are also relevant technical issues to be taken into account.
On the one hand, some restrictions are obvious, such as the status
quo rule (no one loses by the change of system) and maintaining
the cost of the new system within reasonable limits. In this sense,
according to estimates, the cost of applying the status quo rule to
the various different proposals above as a percentage of the global
transfer received by this group of municipalities in 2009 would not be
too high (4.7% for option B, 9.4% for option C and 10.6% for option
D), being greater, as expected, for the alternatives proposing a more
radical change in the population weighting.

12 The results of the regression are:
[Tpc = 258,86 + 9,60*BLigIBlpc
(202) (056) R?=043

% If we eliminate the school units (2.5%) and tax effort (14%) from the for-
mula valid until 2003, 83.5% remains. As the population had a weight of
75% and a capacity of 8.5%, the new weighting of these variables would
be 89.82% (75/83,5) and 10.18% (8.5 / 83 5), respectively or simplifying
90% for the need variable (population) and 0% for the capacity variable.

Besides the cost, it is interesting to identify which municipalities
are favoured and which are disadvantaged as a result of the new
distribution in each of the alternatives proposed. Table 4 shows, in
percentages, the favoured and disadvantaged municipalities and the
status quo cost for four population segments. All distribution formulas
are beneficial for the vast majority of smaller municipalities (between
20,000 and 50,000 inhabitants), particularly, of course, the formula
giving less weight to need (D). By contrast, most municipalities in
the segment between 50,000 and 100,000 inhabitants are at a
disadvantage when applying any distribution formula, the losses in
cases C and D being more severe, as the population is assigned
weights | and |.5.

The municipalities located in the following segment (100000-
500000 inhabitants) are also clearly benefited from the introduction
of the two more radical alternatives (atternatives C and D), whereby
they are assigned a coefficient of |.5. Finally, as expected, larger
municipalities experienced significant losses when applying the
simple weighting coefficients (I and 1.5),i.e., options C and D.

Apart from identifying the cost of the different alternatives and
the benefited and disadvantaged municipalities as a result of the
potential implementation of the proposed distributional formulas,
another important aspect is that all of them would achieve, to a
greater or lesser extent, a correlation between resources and
capabilities, which, as noted, is not achieved with the current formula.
The information contained in Table 5, which reflects the Spearman'’s
rank correlation coefficient between the share rates for each of
the alternatives and the estimated capability index, shows that the
current transfer (Option A) has a low correlation and an opposite
sign to that expected with respect to the fiscal capacity variable (IF):
+0.065. On the contrary, all our proposals show an appropriately
negative correlation with the capacity, which becomes greater as
the weight of this factor in the distribution formula increases, being
significant even in option D (-0.192) .

The general transfer shall consist of two types of components in a
manner similar to the current operation of the municipal transfer system:

— A set of territorial shares that should refer to general income
bases and, where applicable, consumption bases, which should
not exceed a certain percentage of the total transfer to the
municipality in order to limit funding differences over time.

— A fund resulting from subtracting the preceding shares from the
transfer obtained in the base year

As for the evolution of each of these components, territorial share
would evolve based on the relevant revenues raised in the different
municipalities, which will differ in each case, while the fund should do so
based on a general index associated with a macroeconomic measure
(GDRP for example) or with the total revenue of the tax authority
that makes the transfer. The latter should be calculated regardless of
the changes made to the Autonomous Community financing system,
something which has not been the case with the last reform.
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The above proposal has the advantage of associating part of the
transferby means ofterritorial shares, with the economic development
of the municipality, but the disadvantage remains that the new FCFs
calculated in the base year will in the future be dissociated from
the evolving needs and capacity of the municipalities. To avoid this
problem, the distribution formula could be applied to all the FCFs in
the base year, which would evolve on a yearly basis according to the

aforementioned general index and would be distributed according
to need and capacity indicators under the selected option in the
base year adjustment, with the particularity of incorporating the new
territorial shares among the capacity factors.

Finally, as a transfer system stability factor, it should be reviewed
periodically.

Table 4. Favoured and disadvantaged municipalities and status quo cost based on municipal size

B C D
Munic. 20.000-50.000 i.
Status quo cost 21,628417 19,843,187 7,260,291
Maximum profit (%) 139.8 1714 249.2
Maximum loss (%) -209 -20.3 -139
Municipalities favoured (%) 84.3 79.6 91,9
Municipalities disadvantaged (%) 157 204 81
Munic. 50.000-100.000 i.
Status quo cost 54,604,223 80,312,868 77,007,850
Maximum profit (%) 393 347 41.1
Maximum loss (%) -50.3 -52.8 -52.1
Municipalities favoured (%) 36.3 21.3 288
Municipalities disadvantaged (%) 63.7 787 712
Munic. 100.000-500.000 i.
Status quo cost 85616818 19,943,161 36,220,222
Maximum profit (%) 34.6 64.0 59.0
Maximum loss (%) -16.4 -37.8 -42.2
Municipalities favoured (%) 135 96.2 654
Municipalities disadvantaged (%) 86.5 38 346
Munic.>500.000 i.
Status quo cost 3,786,165 209,685,970 252,134,066
Maximum profit (%) 8.9 -31.4 -38.8
Maximum loss (%) -2.3 -385 -452
Municipalities favoured (%) 50 0 0
Municipalities disadvantaged (%) 50 100 100
TOTALS
Status quo cost 165,635,623 329,785,186 372,622,429
Municipalities favoured (%) 63.6 68.5 73.6
Municipalities disadvantaged (%) 364 315 264

Source: Own elaboration.
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Table 5. Correlation between the various options and the capacity index

Option A Option B Option C Option D Capac. Ind.
Option A 1.000
Option B 0.975%* 1.000
Option C 0.973%* 0.996%* 1.000
Option D 0.929%* 0.975%* 0.990%* 1.000
Capac. Ind. 0.065 -0.029 -0.089 0.192%* 1.000

**Correlation is significant at level 0.01 (bilateral).
Source: Own elaboration.
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I. Introduction

Policy discussions on school regulation all around the world
suggest that this is an issue on which conflicts among ideologically
distant parties are bitter, now as in the past. There are at least two
important questions that are periodically discussed in the political
arena. First, what is the role that private schools should play in the
provision of education. In countries where the Roman Catholic
church is still an important actor in social life, this question basically
revolves around the role, if any, private schools run by Catholic
church should play in education, and —even more importantly—
whether these schools need to be financed with public funds or
not. The second significant question is the role local governments
should play in the provision (and, especially, funding) of education,
as opposed (or simply compared) to the role played by the Central
government. This question basically revolves around the need to
provide a common national culture to all students in a country, in
order to build up a shared sense of citizenship.

The institutional answers to these two questions are different
between two countries, like ltaly and Spain, where the Roman
Catholic church is still considered a sort of State religion. As for
private schools’ financing, in Italy, starting from the Unification in the
second half of the XIX century, there was a strong push towards
a public free-for-all education centrally provided. In Spain, after the
success of Franco in 1939, the Catholic church is still receiving a
high share of public funds. As for the role of local governments,
while in [taly Regional governments play only a very minor role,
coherently with the process of centralization and secularization, in
Spain these are important providers of funds to schools.

Taking the point of view of an economist, the two interrelated
issues of private schools’ funding and local governments funding
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of education can be observed through the lenses of incentives. In
particular, funding private schools with public funds can be seen as
a policy which reduces the incentives for private schools to provide
good education. Private funding (coming from households paying a
fee for attending school) is a standard mechanism provided by the
markets to make producers (even of education) more accountable.
Disappointed households can simply choose another school, if the
one they have chosen for the education of their children does
not perform well. Financing schools with local governments funds
is instead a policy that — according to modern fiscal federalism
literature — increases incentives for schools to provide good
education. Local politicians have more incentive to spend public
monies more efficiently, hence to better control how schools
behave, when they fund schools directly with their own revenues
as opposed to the situation where school funding is centrally
determined. Local governments’ funding is then another important
mechanism identified by the public finance literature that makes
local politicians more accountable; in turn, this influence schools’
accountability.

Given the combinations of private funds and public funds (both
from Regional and Central governments) characterizing ltaly
and Spain, it is not clear a priori how the “accountability” effects
suggested by the literature on private markets and fiscal federalism
impact on the production of education. The aim of Turati, Montolio,
and Piacenza (2011) is to explore this issue, by studying the
disciplining role of both market forces and local governments'
own resources in the provision of educational services. We exploit
two different sources of variation: on the one hand, the difference
between private and public schools, suggests that — in the presence
of standardised national tests — private schools should be more
productive than public schools, given that households pay a tariff
to access the service. On the other hand, the difference between
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schools funded with local governments’ own revenues and schools
centrally funded, suggests that — according to second generation
fiscal federalism theories (e.g, Weingast, 2009) — the former should
be more productive than the latter; given the accountability role
played by own resources for local governments. The historical
evolution of school regulation in ltaly and Spain — in particular
regarding the funding of private schools run by Roman Catholic
Church and the role of regional governments — created different
institutions in terms of both dimensions, private funding and local
governments’ funding. We take advantage of these institutional
diversities to estimate the disciplining role of different sources of
funding in the context of educational production function using
PISA data.

The work builds on two papers. On the one hand, Barankay and
Lockwood (2007) provide empirical evidence on the claim that
fiscal decentralisation promotes — amongst other benefits — the
productive efficiency of the delivery of government services. The
evidence is based on a data-set of Swiss cantons. The authors
first offer careful evidence that expenditure decentralisation
is a powerful proxy for factual local autonomy. Further panel
regressions on Swiss cantons supply then robust evidence that more
decentralisation is associated with higher educational attainment.
They also show that these gains lead to no adverse effects across
education types, but that male students benefited more from
educational decentralisation closing, for the Swiss case, the gender
education gap. Finally, they present evidence of the importance
of competence in government and how it can reinforce the gains
from decentralisation. Here we add to this paper by considering
tax decentralisation and not expenditure decentralisation in the
analysis of efficiency in educational spending, noting that the former
should be the real source of accountability for local governments
according to modern literature on fiscal federalism. Our aim is
to study whether Regions with more tax autonomy are more
productive in terms of education attainment.

On the other hand, West and Woessman (2010) argue that
nineteenth-century Catholic doctrine strongly opposed state
schooling. The authors show that countries with larger shares of
Catholics in 1900 (but without a Catholic state religion like Italy
or Spain) tend to have larger shares of privately operated schools
even today. They use this historical pattern as a natural experiment
to estimate the causal effect of contemporary private competition
on student achievement in cross-country student-level analyses.
Results show that larger shares of privately operated schools lead
to better student achievements in mathematics, science, and reading
and to lower total education spending, even after controlling for
current Catholic shares.We add to West and Woessmann (2010)
by showing that within countries with Catholic state religion, there
are strong differences in public and private schools depending both
on historical reasons and the degree of fiscal decentralisation. Indeed,
in ltaly, private school are only partially financed by the State and
have a minor role. The opposite occurs in Spain, where schools

run by the Roman Catholic church represent a relevant share of
total educational supply and are still now highly financed by the
State. Our aim is to study — besides the role played by regional
funding — the differential impact of public/private funding on school
accountability.

The remainder of this work — which provides a non-technical
account of the empirical findings presented in Turati, Montolio,
and Piacenza (2011) — is organized as follows. Section 2 provides
basic historical and institutional details that allow to understand
main differences in terms of the role of private schools and local
governments’ funding of schools in Italy and Spain. Section 3 supplies
a ranking of different types of schools according to accountability
effects highlighted by private markets and fiscal federalism literature.
Section 4 discusses raw data, while Section 5 presents results from
a regression analysis. Section 6 briefly concludes.

2. Italy and Spain: Historical and Institutional
Differences

While sharing a number of cultural traits characterising the
Mediterranean countries, ltaly and Spain show large institutional
differences rooted in the historical evolution of the two countries.
Limiting the analysis to schooling, one can show two important
sources of variation: on the one hand, the role of private schools;
on the other hand, the role of fiscal decentralisation and regional
funding for schools. The present day situation is the result of
different historical patterns. The ltalian school system has been
heavily influenced after the unification of the country in 1861 by the
Coppino Law promulgated in |877.This law has been introduced by
a left-wing government headed by Agostino Depretis, establishing
two basic principles: first, free-of-charge elementary schooling for
all the citizens, with municipalities responsible of maintaining and
funding schools; second, compulsory education for all, with sanctions
and fines for all the citizens not attending schools. Catholics strongly
criticised this law with a secular taste, that excluded religion from
curricula in public schools, and sent their children to private
institutions run by the Catholic Church.This compulsory free-for-all
public schooling system was further emphasised by the Republican
Constitution in 1948. Despite the contribution of different layers of
governments, decisions and funding are almost totally centralised in
ltaly. The Constitution also states that it is possible to establish and
run private schools, but without any financial burden for the State.
This is a formula that was (and still is) subject to bitter debates in the
following years. ltalian schooling system was subjected to different
reforms, but none of them changed the two fundamental principles
of a compulsory and public school centrally managed and financed.
Only in the proposed constitutional reform of 2005, schooling has
been thought as an exclusive responsibility of Regional government
like health care (that in Italy is the most important task devolved to
Regions). However, a national referendum rejected this project, so
that schooling continues to be highly centralised.
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The Spanish schooling system followed a different route, with
the implications that schools run by the Roman Catholic church
are still now highly financed by the State.The 1812 Constitution
established that schooling was the basic responsibility of the
state. However, throughout the nineteenth century, liberals and
conservatives engaged in bitter battles over educational issues
and the role of the Catholic Church. In particular, the Revolution
of 1868 and the subsequent advent of the First Republic pointed
to the importance of academic freedom and the separation of
church and state in the matters of education, while in the period
of the Bourbon Restoration (1874 - 1931) the conservatives
sought to re-establish the Catholic Church control in education,
supported by a series of Concordats with the Vatican that went
in the direction of solidifying the relationship between the State
and the Catholic Church.The new Constitution promulgated with
the advent of the Second Republic in 1931 revoked the 185]
Concordat with the Vatican — which established Catholicism as
the official state religion in Spain — and brought new important
educational reforms, including the call for free compulsory
primary education and non-religious instruction. All these
changes came to an end with the failure of the Republic and the
success of the fascist forces of General Franco at the end of the
Spanish Civil War in 1939. During subsequent years, education
in Spain was converted into the transmission of Franco's views
of Spanish Nationalism and Catholic ideology, and the power
of the Catholic Church was restored with the approval of the
1952 Concordat. This agreement had important implications for
education: Catholic religious instruction was to be mandatory in
all schools, even in the public ones; moreover, the Catholic Church
was given the right to establish their own universities. With the
democratic regime following Franco’s death (1975), some laws
were issued aiming at reducing the role of state subsidies for
education. In particular in the 1990, there was a profound reform
of the educational system (Law on the General Organization of
the Educational System — LOGSE) that tried to take into account
the new reality of Spain, which was no longer a centralized but
an increasingly decentralized state, with some regions having
competencies to legislate on education from the early eighties.
However, the issues surrounding government subsidies for
Catholic Church education had not been resolved and, at the
end of the twentieth century, the government continued (and still
continue) to subsidize private church-affiliated schools.

As for fiscal decentralisation, Italy and Spain have also followed
different patterns.Nowadays, Italy can be considered a centralized
country with regard to taxes and revenues decided by regional
governments. IMF data show that sub-central governments in
[taly (regions, provinces and municipalities) account in 2007 for
around 28% of total revenue and 27% of total spending. On
the contrary, in Spain, the arrival of the democracy brought a
Constitution in 1978 that created the Comunidades Auténomas
(CA) as an intermediate level of government that tried to

recognize the internal heterogeneity of the country. This level
of government soon took competencies closely related to the
Welfare State, such as education or health, that were before in
the hands of the central government. In 2005, IMF figures show
that in Spain 55,3% of total spending is decided by the central
government; 31,6% by regional governments, and |3,1% by local
governments.

With respect to decentralization in education, the share of funding
coming from regional governments is very different between ltaly
and Spain. In [taly, only schools belonging to the two Autonomous
Provinces of Trento and Bolzano are financed by regional funds,
while schools in the other regions are almost totally financed
by the Central government. For instance, the Provincial Law n.
5/2006 disciplined the educational system in the province of
Trento, by assigning full autonomy (including financial autonomy)
to each school. It also introduces additional tools for evaluating
at the provincial level the productivity of schools. Notice that
fiscal decentralisation results in a higher share of income devoted
to public education: the spending-to-GDP ratio was 6.2% in the
Autonomous Province of Trento in 2002, while 4.7% in ltaly. In
Spain regions such as Andalusia, Basque Country, Canary Islands,
Catalonia, Galicia and Comunidad Valenciana received the
education legislative competence between 1980 and 1983 for
primary and secondary education, and between 1985 and 1987 for
higher education. Navarra received both types of competencies in
1990.The remaining regions received the education competences
between 1995 and 2000. In 2005, IMF figures show that in Spain
4,5% of total spending devoted to education is decided by the
central government; 89,5% by regional governments, and 6,0% by
local governments.

3. Ranking Different Schools

According to historical and institutional differences between ltaly
and Spain, we basically have two important sources of variation as
for the impact on school accountability:

A. the first one is the degree of fiscal decentralisation, which is
different within ltaly, between ordinary statute regions and
autonomous provinces; and between Italy and Spain. The
degree of fiscal decentralisation is important because, as
suggested by the modern literature on fiscal federalism, the
higher the share of funding provided by local governments
to finance services to citizens, the higher their accountability,
hence the efficiency of public spending. In terms of schooling,
we should expect that more tax decentralisation will lead to
better outcomes.

B.  The second source of variation is the public/private dimension,
which is remarkably different between Spain and ltaly as for
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both the role assigned to private providers of education and
their funding. In particular, private schools in Spain (especially
escuelas concertadas) are an important actor in the national
education system and are consistently financed with public
funds, whereas private schools in ltaly (both secular and
religious schools) only play a residual role and receive a
relatively little financial support from the government. The
private nature of schools is important in terms of accountability,
especially in the presence of a nationally administered test. As
suggested by Woessman et al. (2009: 26-27), the resort to
external exams increase schools” accountability along several
dimensions, including the enhanced monitoring of teachers
and schools.This effect should be stronger the higher the share
of educational costs directly paid by citizens. However, while
external standardized exams are available in Spain, similar
evaluation exercises have not been systematically introduced
so farin [taly.

Starting from these premises, the disciplining effects stemming from
both fiscal decentralisation and market incentives provide a ranking
of different types of schools in terms of accountability:

I. At one extreme, ltalian private schools — financed mostly
with fees directly paid by households — are ‘private-
government independent’ schools. In principle, then,
market forces should strongly discipline them. However,
this argument can be displaced by the fact that — in the
absence of a national standardised test on attainment in
[taly — these schools do not need to be as productive in
terms of education as they should be in the presence of an
external exam, just providing students with a “certificate”
to enter the labour market.

Il. At the other extreme, Italian public schools in ordinary statute
regions are (almost) wholly financed and completely staffed by
the Central government.They are not subject to any evaluation
program, and enjoy a very modest degree of autonomy over
their budget. According to the theory, they should be the less
accountable type of school.

lll. In between, we have Spanish public and private schools and
Italian public schools in autonomous regions. Their degree of
accountability should increase with the share of funding coming
from the market (in the presence of nationally administered
external exams) and from local governments. Notice that
Spanish  private schools are mostly ‘private-government
dependent’ schools, but they receive an important share of
regional funding.

Having created a ranking of different types of schools according to
their accountability, we now look at PISA data to test our working
hypothesis.

4. A First Look at PISA Data

We consider the 2003 data from the OECD Programme for
International Student Assessment (PISA), a widely used survey
which takes place every three years to collect information on the
educational competencies of |5-years-old students in different
countries (OECD, 2005). The survey is conducted in more than
40 countries; the test is administered to between 4,500 to 10,000
students in each country, and results are made available also at
the school level (OECD, 2003). The 2003 wave is particularly
interesting for our purposes, since it allows us for the first time
to identify a number of different regions within each country. To
be more precise, while usually conducted at the country level, the
2003 wave makes available for Italy and Spain information on some
participating regions. In particular; we are able to identify Piemonte,
Lombardia, Veneto, Toscana as ordinary statute regions, and the
two Autonomous Provinces of Trento and Bolzano in ltaly; Castilla
y Leon, Catalonia and the Basque Countries in Spain; in both
countries, we also have a residual category of “Other Regions'.
According to institutional details discussed above, we consider all
the Spanish regions and the two Autonomous Provinces in Italy as
constituencies where school funding is decentralised.

Students’ knowledge and ability is assessed along four main domains
in PISA surveys (problem solving, mathematical literacy, reading
literacy, and scientific literacy), and “plausible values” for the student
performance in each domain are reported. The precise definition
of the four domains are provided in OECD (2003):

. Problem solving is «an individual's capacity to use cognitive
processes to confront and resolve real, cross-disciplinary situations
where the solution path is not immediately obvious and where the
literacy domains or curricular areas that might be applicable are
not within a single domain of mathematics, science or reading»;

Il.  Mathematical literacy is «an individual's capacity to identify
and understand the role that mathematics plays in the world,
to make well-founded judgements and to use and engage with
mathematics in ways that meet the needs of that individual’s life
as a constructive, concerned and reflective citizen,

. Reading literacy is «understanding, using and reflecting on
written texts, in order to achieve one’s godls, to develop one’s
knowledge and potential and to participate in society». Tasks
considered to measure students’ proficiency include retrieving
information, forming a broad general understanding on the
text, developing an interpretation, reflecting on and evaluating
the content and the form of a text;

IV. Finally, scientific literacy «is the capacity to use scientific
knowledge, to identify questions and to draw evidence-based
conclusions in order to understand and help make decisions about

I
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Table |. Public and private schools performance

Schools Nr. obs. Problem solving Math literacy Reading literacy Scientific literacy
All sample 789 442.56 446.29 448.11 449.85
Spain 383 479.29 482.11 475.78 482.09
Spain — public 199 462.62 467.33 459.92 466.71
Spain — private 175 498.50 499.35 493.84 49943
Italy 406 413.35 417.81 426.09 424.21
Italy — public 380 41246 41781 424.98 421.08
ltaly — private 25 417.74 417.37 431.79 440.65

Source: Our calculations based on PISA 2003 data.

the natural world and the changes made to it through human
activity». Scientific processes assessed include describing,
explaining and predicting scientific phenomena, understanding
scientific investigation, and interpreting scientific evidence
and conclusions. Areas of application comprise for instance
pollution, biotechnology, and weather and climate.

As can be easily understood, literacy across domains is «not so
much in terms of mastery of the school curriculum, but in terms of
knowledge and skills needed in adult life». The paper-and-pencil test
lasts two hours for each student surveyed, and different students
take different combinations of test items. Assessment is based
on the number of correct answers. However, PISA data report
(five) “plausible values” only for each student, that is — somewhat
simplifying — “plausible” scores for students’ performance given the
number of correct answers. Descriptive statistics for these “plausible
values” for all the schools sampled in the PISA exercise in Italy and
Spain are reported inTable |, distinguishing also schools along their
public/private dimension. Several interesting preliminary insights
emerge from these tables. First, Spanish schools perform better
than Italian schools along all the four domains. Taking for instance
problem solving, Spanish schools score 479.29 against 413.35
for ltalian schools (with OECD average being 500, and the best
European students in Finnish schools obtaining 547 out of 750).
This is true for public as well as for private schools. Second, the
variance characterising Spanish schools’ performance is lower than
the variance characterising scores for Italian schools. Third, private
schools in Spain performs consistently better than public schools,
while in ltaly the difference in scores between public and private
schools is sizeable only for scientific literacy. Taking again problem
solving as an example, average score for Spanish public schools is
462.62, while for Spanish private schools is 498.50. On the contrary,
[talian private schools obtain 417.74, while public schools score
412.46.

We also preliminary investigate the decentralisation issue, by
analysing the means of test scores in the four domains along the

centralization/decentralisation dimension (Table 2). Schools in
regions where their funding is largely decentralised perform better
along the four domains than schools in regions where funding is
centralised. This is not simply the reflection of results for Spain
and ltaly, as we include in the decentralised regions also the two
Autonomous Provinces of Trento and Bolzano. The differences are
sizeable: as for problem solving, average score for schools in regions
where funding is decentralised is 479.98, that drops to 411.72
for schools in regions where financing is centrally determined.
Of course, analysing raw data is misleading, since schools in
decentralised regions may obtain better results for completely
different reasons than fiscal decentralisation in itself. To properly
account for this problem, we now turn to a multivariate analysis.

5.The Multivariate Analysis

The multivariate analysis is based on a regression model including a
number of controls. Of course, the most important covariates are
those identifying the two drivers of accountability. In particular, we
identify the schools funded with a high share of regional public funds,
and the public/private nature of school institutions. We also include
in the model a variable measuring the percentage of total funding
in a typical school year coming from public funding (including
local, regional and central governments): this allows us to identify
different types of private schools, distinguishing private-dependent
schools (as those which receive a strong financial support from the
government) from private-independent ones, in order to better test
the accountability effect played by market incentives.

Besides these variables, we consider other covariates at the school
level that previous literature deems to be important determinants
of students’ performance: the total number of students enrolled
in each institution; the share of female students out of the total
number of students; the number of students per (full time
equivalent) teachers (part-time teachers has been considered
equivalent to 2 full time ones). As for teachers, we also take
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Score (PC_MATH)

Table 2. Performance of schools according to degree of decentralisation in funding

Schools

Decentralised regions
(459 schools)

Other regions
(330 schools)

Problem solving 479.98 411.72
Mathematical literacy 482.71 41628
Reading literacy 476.63 424.59
Scientific literacy 48291 422.60

Source: Our calculations based on PISA 2003 data.

Figure 1. Predicted scores for different types of schools
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Note: predicted scores computed using results in Table 8 Model | in Turati, Montolio,
Piacenza (2011).

Source: Our calculations based on PISA 2003 data.

into account the potential shortage that can hinder the capacity
of schools to provide appropriate instruction. We then consider
controls for schools' location, distinguishing among a village or a
small town with less than 15,000 inhabitants; towns from 15,000
up to 100,000 inhabitants; and cities with more than 100,000
inhabitants. Moreover, we add to the model country and regional
fixed effects.

Overall, the estimates of the multivariate models for students’
performance in the four domains suggest three main results on
important issues in educational policy. First, decentralised schools’
funding is consistently associated with a better performance with

respect to centralised funding. This is a novel result in the literature.
If we compute predicted scores for different types of schools,
taking as an example the estimated model using “plausible values”
for mathematical literacy (PV_MATH) as dependent variable,
those operating in regions where funding is decentralised
perform better, as it is apparent from Figure |.The clear ranking
is independent of the share of public funding (PUB_FUND): public
schools in the fiscally decentralised Autonomous Province of
Trento perform better than private schools in the same context;
in turn, these score are better than public and private schools
in Spain (that are statistically indistinguishable). This finding
supports theoretical predictions of second generation theories
of fiscal federalism: the higher the share of funding provided
by decentralized (regional) governments to finance services to
citizens, the higher their accountability, hence the efficiency of
public spending. Even though this results cannot be interpreted
as causal, still — in terms of policy prescriptions — one should take
into account that students’ performance is higher where schools’
funding is devolved to lower government levels.

Second, confirming the mixed evidence provided by previous
literature, the public/private nature of schools matters, but only in
Italy, where public schools outperform private ones. Moreover, given
the negative sign on the coefficient of the share of public funding,
private-independent schools perform better than private-dependent
ones. This evidence brings about two comments: first, the presence
of a nationally standardised test works as an important mechanism
to improve schools’ performances: controlling for the share of public
funding, public and private schools are not statistically different
in Spain (where such a test exists), whereas they are statistically
different in Italy (where such a test does not exist). Second, our
evidence that private-independent schools are better than private-
dependent ones supports the accountability mechanism provided
by the market. Ceteris paribus, private schools completely financed
with tuition fees directly paid by households perform better than
private schools wholly financed with government funds. Again,
while we cannot give a causal interpretation to this result, still public
funding of private schools should be accompanied with a nationally
administered standardised test, especially for this type of schools, if
not for all schools as in Spain.

&z
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Finally, the importance of regional and country dummies together
with other controls for the public/private nature of schools suggest
that institutional differences are important drivers of performance:
public schools in Italy are different institutions from public schools
in Spain, because they are not subject to any assessment exercise
conducted at the national level, and they are mostly financed and
staffed by the national government, with limited autonomy for regional
governments to effectively manage schools. At the same time, private
schools in Italy are different institutions from private schools in Spain,
both when considering private-government dependent schools (almost
absent in ltaly) and when considering private-independent schools
(almost absent in Spain). As such, any generalizations on the role of
public and private institutions in schooling should be subject to a
careful scrutiny before any policy recommendations is put forward.

6. Concluding Remarks

The analysis of school performance based on PISA 2003 data
provides interesting additions to different strands of literature.
First, by showing that decentralised schools’ funding is consistently
associated with a better performance with respect to centralised
funding, we add to the empirical literature on fiscal federalism,
providing additional supporting evidence in favour of the
accountability effect played by fiscal decentralisation on spending
efficiency claimed by the theoretical literature. When citizens
directly contribute (through local taxes) to funding a large share
of the cost of provision of a local service, in this case education,
they pay more attention on how their monies are actually spent
by local politicians. This have a disciplining role on politicians, and
— in turn — on producers of local public services. However, while
the evidence is consistent with the accountability effect, results
provided here cannot shed light on whether tax decentralisation
is the real driver of accountability, or some other forces are at
work. Additional investigation is needed to confirm the causal link
between decentralisation and efficiency.

Second, we add to the debate on schooling, in particular; on the
role that private schools should play in the provision of education.
We show that the public/private nature of schools matters, but only
in Italy, where public schools outperform private ones.VWe interpret
this evidence supporting the need for a standardised test at the
national level (available in Spain, but not yet in Italy) as an important
mechanism to improve schools' performances. Moreover, private-
independent schools perform better than private-dependent ones.
This provides support to the huge literature (both theoretical and
empirical) as old as economics on the incentive effects offered
to producers by private markets compared to government
intervention: ceteris paribus, private schools mainly financed with
tuition fees directly paid by households perform better than private
schools strongly relying on government funds. All else equal, if the
citizens bear a relevant part of the financial burden for obtaining a
given service, then they pay more attention at how the producers

(in this case schools) actually behave. Since they can punish
producers that adopt opportunistic behaviour by patronising
alternative ones, this create a powerful accountability mechanism
for education suppliers.

Finally, by showing that institutional differences are important
drivers of performance, and — in particular — that public and
private schools in Spain and ltaly are different schools, we add to
the broad new institutional economics literature. The important
issue here is that ‘public’ and ‘private’ schools in different countries
really means different ‘institutions’, because they are subject to
different regulations, and they are financed in different ways by
different layers of government. This should be taken into account
when designing educational policies aimed at improving students’
performance by simply taking available results obtained considering
different countries.
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|. Objective

The overall goal of this research paper was to construct a
theoretical model of tax competition that accounts for firm
heterogeneity in terms of mobility. More specifically, we take into
account capital heterogeneity in order to examine how firms make
location decisions in response to regions’ fiscal policies. This allows
us to address some relevant policy issues such as the merit of
preferential versus non-preferential tax regimes.

2. General Context

Many economists have considered fiscal policy within a multi-
jurisdictional setting in which two or more regions (local governments,
provinces and states, or countries) compete to attract mobile capital.
Corporate taxes, which are often referred to as taxes on capital,
discourage investment in the region, but at the same time, taxes are
needed to finance local government activities. Because of capital
mobility, regions may engage in a “race to the bottom”, which leads
to low taxes and to a lowered capacity to provide public goods and
services.! For the most part, in the existing literature, capital has
been treated in an aggregate and homogenous way. While capital
homogeneity has been helpful in the study of many questions,? capital
heterogeneity has been understudied. This research paper considers
heterogeneity in firm mobility. By examining the role of heterogeneity
in inter-jurisdictional tax competition, and the resulting implications
for fiscal choices, we are able to qualitatively determine the policy
implications of preferential versus non-preferential tax regimes.We will
layout the difference between the two forms of taxation bellow.

I. See Wilson (1986) and Zodrow and Mieszkowski (1986).

2. For example, Bucovetsky (1991) and Kanbur and Keen (1993) looked at
the impact of having asymmetrical regions, Burbidge and Myers (1994)
added population mobility, and Bucovetsky and Smart (2006) introduced
revenue equalization.

This work is important because traditional approaches to tax
competition with general homogenous capital® lack the ability
to look at firm level decisions. Recently, some economists® have
developed more disaggregated models of tax competition to
include firm level decisions, opening the door to many new topics
including the possibility that capital may be heterogeneous in some
dimensions. Scoones and Wen (2001), Burbidge, Cuff, and Leach
(2006), Baldwin and Okubo (2009a) and (2009b) all explore the
consequences of heterogeneity in either firm productivity or firm
size. The research paper focuses on another form of heterogeneity
where firms differ in their ability to move production across regions.

By constructing an original model of tax competition that accounts
for firm heterogeneity in terms of mobility, our work allow us to
study important policy questions in a way that could not be done
otherwise.

3. Heterogeneity in Mobility

Firms differ in their attachments to particular locations: capital may
be newer, less mobile or harder to sell, productivity may depend on
local fixed factors, human capital or regulations, and market size and
transportation costs may vary. Therefore, firm mobility is bound to
have important implications for tax competition since it ultimately
determines the tax base elasticity for each region. We examine
the effects of heterogeneous firm mobility on the desirability of
preferential versus non-preferential tax regimes.

4.Preferential versus Non-Preferential Tax Regimes

A controversial issue in the study of tax competition is whether
it is desirable for countries or regions to agree not to provide
preferential treatment to different forms of capital. The common
view, including the OECD?, is that without such restrictions,
countries will aggressively compete for capital that is relatively
mobile across different locations, resulting in taxes that are far below
their efficient level. By eliminating such preferential treatment, no
capital will be taxed at very low rates, because doing so would
sacrifice too much tax revenue from the relatively immobile capital.

3. Wilson (1999).

4 Boadway, Cuff and Marceau (2004a), and Burbidge and Cuff (2005) pay
attention to agglomeration effects and increasing return to scale, Boad-
way, Cuff and Marceau (2004b) introduce unemployment, Peralta et al.
(2006), and Bucovetsky and Haufer (2007a) look at the internal structure
of firms, while Ottaviano and van Ypersele (2005), Konrad (2008) and
Davies and Eckel (2010) consider external market structure.

5. See OECD (2006).
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In fact, some countries -- e.g. Canada and the US -- have signed
mutually advantageous tax treaties that would be jeopardized
if one country were to start “discriminating”. The prohibition of
asymmetric treatment of foreign and domestic firms has also been
included in treaties in the EU and the OECD.

This solution however; is not without cost: in an attempt to attract
mobile capital, governments can be expected to reduce the
common tax rate below the tax at which relatively immobile would
be taxed in the preferential case. Consequently, the common tax
rate on all capital will still be somehow inefficiently low in a non-
preferential regime.

In an important paper; Keen (2001) analyzes this tradeoff using a
model with two tax bases that exhibit different degrees of mobility
and finds that governments raise more revenue when the more
mobile tax base gets preferential treatment. On the other hand,
Haupt and Peters (2005) show that preferential regimes lead to
lower tax revenues by simply adding a preference for investing in
the home country to the Keen (2001) framework. Surprisingly,
this minor assumption changes completely the desirability of one
regime versus the othen

Attacking the issue from a slightly different angle, Janeba and Peters
(1999) show that the elimination of preferential treatment leads to
higher total tax revenues in a context where there exist multiple
arbitrary identifiable tax bases. Other papers have generalized and
extended these results, including Wilson (2005), Konrad (2007),
and Marceau et al. (2009). They all consider an environment with
two tax bases that exogenously differ in their degrees of mobility.
A general insight appears to be that if one of the two tax bases
becomes perfectly mobile, so that the region with the lowest tax
rate always attracts it, then the non-preferential regime raises
more revenue. Both Keen (2001) and Haupt and Peters (2005)
arguments in favor of preferential treatment are based on a model
where the two tax bases exhibit finite, but different, elasticities
with respect to the difference in the regions’ tax rates. Most closely
related to what we do is Janeba and Smart (2003), who offer a
more balance view on discrimination, stating conditions where
one regime is preferable to the other. The main difference is in
the definition of the tax bases. Instead of assuming exogenously
defined tax bases we look at tax bases in the original context of
Keen (2001) and Haupt and Peters (2005), where origin is the only
identifiable characteristic.

In order to answer this question, we will examine preferential
tax treatment on the basis of observable firms' attributes. The
standard view in this literature has been that governments can
distinguish between different types of capital or firms according to
their mobility characteristics.® This is in contrast to other literature
on optimal taxation, which emphasizes the difficulties involved

6. Keen (2001) and Janeba and Peters (1999) are both good examples.

in making such distinctions, since preferential treatment must be
based on observable firm characteristics that may be imperfectly
correlated with a firm's true mobility costs.” For example, Hagen,
Osmundsen, and Schjelderup (1998) consider a model where firm
mobility costs are correlated with the size of its investment, in
which case, it is optimal to impose a nonlinear tax on investment. In
reality, preferential tax regimes often consist of the foreign-owned
portion of a tax base being taxed at a lower rate that the domestic-
owned portion, a behavior that is also labeled "discrimination”.
The important point to make here is the fact that ownership is
observable, while mobility per se is not. Consequently, it may be
more practical to take the results delivered by our model, and link
them to actual policy recommendations.

Inthe current paper;we present a case for the non-preferential orthe
preferential regime that does not require either tax base elasticity
to be large, not to have intrinsic exogenous differences. Moreover,
whereas the previous literature is silent about the magnitude of
the difference in tax revenue between the two regimes, our results
suggest that the difference can be quite large. Indeed, replacing
preferential treatment with non-preferential treatment can nearly
doubles tax revenue in our basic model with symmetric regions,
and moving costs uniformly distributed. Obviously, the particular
distribution moving costs takes influences the magnitude by which
one regime dominates the other. If there are enough firms with low
moving costs preferential regimes can generate higher tax revenue
like in Keen (2001).

5. Methodology and Results

In order to examine the effects of firm mobility on the desirability
of preferential versus non-preferential tax regimes, we build a
model of tax competition with two regions competing to attract
foreign firms and retain domestic firms. Our proposed model share
many features of standard models of tax competition, however in
our model, capital will not be homogenous: firms in each region will
face a moving cost and since firms with lower moving costs find
relocating more attractive, the elasticity of any region’s tax base will
depend on the relative distribution of moving costs.

To address the merits of preferential tax regimes, we will construct
a two-region model that distinguishes between foreign and
domestic firms. Each region will be assumed to initially possess
a stock of “domestic” firms that must incur a cost to relocate.
One important result in our research paper is that there is a large
incentive to lower tax rate on foreign firms to attract at the very
least a small number of them because high taxes would already
deter foreign firms from moving to the region. This is sufficient to

7. For example, Hong and Smart (2010) assume that all firms must face
the same statutory tax rates. They analyze the use of tax havens as a
self-selection device to achieve desirable differences in effective marginal
tax rates.
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show the existence of preferential tax systems where foreign firms
are taxed more lightly than domestic firms.

A simple example illustrates the potentially large negative impact on
total tax revenue from allowing some firms to receive preferential
tax treatment. Assume two identical regions, each containing the
same number of “domestic firms”. Each firm earns the same
exogenous before-tax profits, normalized to one. This profit can
be taxed at rates up to 100%. However, each firm can move to
the other region after incurring a moving cost c. Consider the non-
preferential regime, under which all firms are taxed at the same
rate, t. In this case, 100% taxation of profits is an equilibrium if c is
sufficiently high. Each region realizes that it can almost double its tax
base by reducing its tax to a level slightly below |-c, consequently,
the lower tax rate leaves the region with less tax revenue than
before. In contrast, consider a preferential regime, where the
existing domestic firms can be taxed at a rate that differs from the
tax rate on the “foreign firms’ that the region seeks to attract. Each
region will then compete by reducing its tax on foreign firms until
the tax reduction that these firms receive by switching regions is
less than the moving cost ¢. In this way, the tax offered to foreign
firms gets bid down to zero, whereas the tax on domestic firms
is increased to ¢ so that these firms have no incentive to move.
Any higher tax rate would induce movement and no firms would
switch locations under either regime. Thus, all firms face a 100%
tax under the non-preferential regime, whereas each firm's tax
payments equal the moving cost ¢ under the preferential regime.
For high moving costs, switching from the preferential regime to
the non-preferential regime raises tax payments by almost 100%.

Clearly this is an extreme example, however it illuminates the
mechanisms that we study. Clearly, introducing heterogeneous
moving costs will result in equilibria with less than 100% taxes, since
governments will face upward-sloping supply curves for foreign
firms, with lower taxes attracting foreign firms with higher moving
costs. It will then be possible to examine how the equilibrium tax
rates depend on the implied tax-base elasticities.

Our general model still makes the distinction between foreign and
domestic firms by considering a two-region world in which each
region initially possesses a stock of “domestic firms”, which must
incur a cost to relocate to the other region, whereas the “foreign
firm” that it seeks to attract are the other region’s domestic firms.
Although both foreign and domestic firms face the same distribution
of moving costs, this does not mean that the tax elasticities of
the foreign and domestic tax bases are the same, because these
elasticities depend on how many firms of each type are located in
each region. In fact, the foreign tax base elasticity goes to infinity as
the excess of the domestic tax rate over the foreign tax rate goes
to zero. In particular, there is a large incentive to lower the tax on
foreign firms enough to attract at least a small number of foreign
firms since before the tax rates are lowered there are no current
foreign firms in the region. We thus generate a preferential tax

system where foreign firms are taxed more lightly than domestic
firms with no intrinsic difference in elasticities. Our model also allows
us to identify another negative impact associated with preferential
tax regimes. With a unique tax rate on domestic and foreign firms,
movement of firms is unidirectional; firms move from the low tax
region to the high tax region. In fact, with symmetric regions, no
firms move in equilibrium. In a preferential tax regime however,
both regions set a lower tax rate on foreign capital, and so there
exist a bidirectional movement of firms, even in the symmetric case.
Since firms move only for fiscal reasons, preferential regimes lead to
more wasteful reallocation costs.

Using this model, many extensions can be considered such as,
asymmetries between regions, measured by the number of domestic
firms. We find that the small region always sets a lower tax rate
than the larger region in the non-preferential tax regime leading
to a movement of firms from the large region to the small region.
Interestingly, when a region is significantly smaller than the other, the
difference in tax revenue between non-preferential and preferential
regimes goes down to zero. The large region always collect less tax
revenue when it faces a smaller opponent, but less capital in the
small region may lead to more tax revenue collected due to more
movement of firms mentioned above. In the preferential tax regime
however, heterogeneity in size plays no role in the determination of
the domestic, nor the foreign tax rates. Consequently, a preferential
tax regime tends to generate more tax revenues when regions are
highly heterogeneous.

The presence of perfectly-mobile firms can also be added to
this model. Intuition might suggest that their existence leads to
lower taxes, as regions compete more aggressively to attract them.
However, taxes may actually be higher in both the preferential and
non-preferential cases. Since the smaller region would attract these
mobile firms more easily, the resulting increase in its tax base implies
a lower tax base elasticity for the rest of the foreign firms, providing
it with an incentive to tax these firms at a higher rate.

6. Dynamic Tax Competition

As a future extension of our research we will undertake a dynamic
analysis, where each region recognizes that the new firms that it
attracts this period will generate tax revenue in future periods.
Under the preferential regime, this means that setting taxes on new
foreign firms at low enough rates to attract them this period will
enable the region to tax them at higher rates in future periods.
Using the assumptions from our static model about the distribution
of moving costs, the non-preferential regime may yield substantially
more revenue than the preferential regime.

The model we constructed to examine the merits of preferential
tax regimes will also be used to analyze dynamic tax competition
with mobility cost heterogeneity. We expect that a region should
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recognize that any new firms it attracts will generate tax revenue in
future periods so that under a preferential tax regime, setting taxes
on new foreign firms at low enough rates to attract them will enable
the region to tax them at higher rates in future. Consequently, we
expect that tax competition will be more problematic under such
a discriminatory system. However, our findings could be quite
different for the non-preferential regimes where more "“domestic”
firms implies a larger cost of reducing the corporate tax rate. As
shown in Marceau et al. (2010) non-preferential tax regimes can
discipline regions with more capital, and make “smaller” regions
more aggressive with their tax rates. This implies that smaller
regions will tend to attract more new capital, and over time, smaller
regions will grow, while large ones will stagnate. Accordingly, we
expect that in our model we will see a convergence in the amount
of capital, which should have a significant impact on the overall
intensity of competition for firms.

Firm mobility changes with time. A new firm with up-to-date
technology may be less willing to move for fiscal reasons than an
older firm with nearly obsolete technology. Because of this, we
will analyze the dynamic consequences of tax competition when
firm mobility changes through time. Many dynamic aspects of tax
competition remain widely unexplored. Thus far, the most popular
avenue of research has studied the relationship between tax
competition, decentralization, and growth.® More closely related to
the proposed research are Wilson (1996) and Wildasin and Wilson
(1996) who constructed dynamic models in which factors are freely
mobile when firms decide on their initial location, but then become
partially immobile once capital is installed. In Wilson (1996), the
factor is the capital owned by infinitely-lived firms, whereas an
overlapping-generations model with mobile labor is considered in
Wildasin and Wilson (1996). Both papers, however, focus solely
on preferential regimes, whereas in our proposed research we
will undertake a dynamic analysis of both preferential and non-
preferential regimes. Afthough new firms may be less inclined to
relocate (given the vintage of their installed capital), they are also
more vulnerable to future taxation. Under a preferential regime,
this implies that a government has an intertemporal problem:
setting low rates to attract new firms will enable the region to
tax them at higher rates in the future. Since preferential and non-
preferential regimes can have dramatically different long-term
effects on regions’ behavior, it is important that both be considered
in a dynamic context.

8. Lejour and Verbon (1997), and Hatfield (2006) show that tax competi-
tion can lower the tax on capital, increase the return to savings, and can
lead to more growth. Brueckner (2006) shows that centralization with
uniform public good provisions across regions can reduce growth by low-
ering savings. Finally, Koethenbuerger and Lockwood (2010) suggest that
productivity shocks limit tax competition, thus implying that decentraliza-
tion may reduce growth.
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Decentralization and Corruption: Issues and Data from Mexico
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I. Introduction

One of the fundamental tenets of fiscal federalism is that, absent
various sorts of externalities, decentralized governments that
rely on own-source revenues should be more fiscally efficient
than decentralized governments that rely on grant financing.'
The argument is often not formalized,? but relies on the idea that
sub-national governments, being closer to the people, are more
accountable to its citizens.Accountability to citizens is also important
in understanding the presence of corruption in government. This
suggests that the financial structure and institutions of decentralized
governments can potentially influence the degree and extent of
corrupt activity. Financial structures that make governments more
accountable should be associated with less corruption (other things
equal), while financial structures with less accountability should be
associated with more corrupt activities.

The relationship between decentralization and corruption is
particularly important in developing countries, where corruption
is a known problem. Yet the relationship between decentralized
government and corruption remains murky even though the
potential advantages of decentralization are well known (for
example, better tailoring of public expenditures to diverse
preferences as discussed in QOates, 1972). The literature to date
is divided on the relationship between decentralization and
corruption from both a theoretical and empirical perspective.

Goodspeed (2011) develops a simple model in which the use
of grants rather than locally raised taxes increases corruption.

.Grants of course also have their place in sub-national finance. There is
a large literature that develops the reasons for and efficiency of grant
finance. Sub-national governments may provide goods that have external
benefits or use taxes that have external costs. Grants that equalize tax
bases between jurisdictions can also be justified on efficiency grounds.
See for instance Oates (1972) and Boadway and Flatters (1982).

2. See Seabright (1996) for an exception.

Goodspeed (201 1) then uses a panel data set of Mexican states to
study the relationship between funding sources for Mexican states
and the level of corruption in those states. The main findings are
that sub-national poverty, a measure of the uninformed citizens
of a region, leads to greater corruption; greater use of own tax
revenues lowers corruption; and greater use of grants increases
corruption. This suggests that expenditure decentralization that is
accompanied by revenue decentralization is likely to discourage
corruption while expenditure decentralization that is funded by
grants tends to encourage corruption.

2.Theories of Corruption and Decentralization

Perhaps obviously, corruption causes distortions in an economy.
However, when an economy is already subject to distortions,
the economic theory of the second-best suggests that adding an
additional distortion may improve the allocation of resources. This
general idea has been applied to the case of corruption. In particulan
some economists and other social scientists have argued that when
the economy is over-regulated to the extent that market activities
are diminished or no longer take place, corruption can allow people
to get around the regulations. If this is the case, corruption in this
context can actually improve the allocation of resources, as argued
by Leff (1965) and Liu (1985). Empirically, however; studies find that
corruption is not helpful in an economy. For instance, Mauro (2005)
finds that corruption lowers growth.

Schleifer and Vishny (1993) examine corruption in a principal-
agent framework in some detail and find the arguments of Leff
and Liu wanting in terms of economic efficiency. They point out,
for instance, that bribes are actually much more distortionary and
costly to an economy than tax payments. This is mainly due to the
secrecy of bribes and corruption when they are illegal, which leads
to attempts to avoid detection. Once the rule of law is lost, market
economies have difficulty flourishing.

Schleifer and Vishny also have some interesting insights into
corruption at different levels of government. They point out that
centralized corruption has certain advantages with respect to
economic efficiency because a central government official is able
to internalize externalities. Decentralized corruption, on the other
hand, may lead to greater overall corruption as decentralized
authorities do not internalize the external costs of corruption.

In a similar argument, McGuire and Olson (1996) also suggest that
centralized corruption has certain advantages for the economy as
a whole. They argue that a centralized thief will have an incentive
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to limit his theft relative to a "roving bandit”. The roving bandit
has an incentive to set up a monopoly, limit his theft and “make
himself a public-good-providing king” Other arguments that
suggest decentralization will lead to greater corruption have also
been put forward. For instance, some argue that decentralized
governments may attract less qualified bureaucrats (Tanzi, 1996,
and Prud'homme, 1995).

In contrast to the above arguments suggesting that corruption
is likely to be greater at decentralized levels of government, the
primary argument for lower corruption at decentralized levels is
the ability of decentralized governments to be more accountable
to its citizens. The most formal development of this argument is
Seabright (1996).

Bardhan and Mookherjee (2000) and also in a series of other papers
suggest that uninformed voters are more susceptible to corruption.
Corruption thus depends on the degree to which voters are
informed. Under certain assumptions, decentralized politicians are
more likely to bend to the wishes of the rich elite.They are thus not
very sanguine about the consequences of decentralization, at least
in certain circumstances — under decentralization the poor may be
both more likely to be subject to bribes and less likely to obtain the
public goods that they want. The basic argument is that uninformed
voters are influenced by bribes, so politicians representing rich
elites are elected by a combination of rich informed voters, and
poor uninformed voters who vote for the rich candidate because
of bribes. While the ultimate consequences for decentralization
depend on relative parameter values, decentralized governments
may end up providing too many services to elites and not enough
to the uninformed poor, and may as well be more corrupt than
centralized governments. In addition, an interesting implication is
that the level of corruption is likely to vary across regions depending
on the degree to which voters are informed.

A further issue that influences both accountability and corruption
in decentralized governments is the question of a soft budget
constraint. This occurs when decentralized governments are
financed by grants and the central government is unable to commit
to not increase grants in the face of sub-national profligacy, as
suggested in Wildasin (1997), Inman (2003) and Goodspeed
(2002). For instance, Goodspeed shows that a politically aware
central government will find it difficult to resist increasing grants
when the political gains of doing so outweigh the political costs. The
central government may thus find itself politically trapped. Regional
governments that predict this will have incentives to overspend
for two reasons: (i) a common property problem in financing
additional grants, and (ii) a direct reduction in the opportunity cost
of spending.

The soft budget constraint literature is instructive because it
shows that it is not just centralization or decentralization per se
that matters. It is the institutions of federalism, and in this case

the structure of the financing of sub-national governments that
matter greatly. Viewed in this way, the soft budget constraint
becomes another way in which accountability can be lost under
decentralization when sub-national governments are financed by
grants. A number of case studies in Rodden, Eskeland, and Litvack
(2003) suggest that this is an important element in practice.

To understand the relationship between corruption and the
structure  of sub-national government finance, Goodspeed
(2011) develops a simple type of moral hazard model in which
regional governments are controlled by corrupt politicians. All
politicians are assumed to be corrupt in the model. This simplifies
the problem as there is therefore no selection problem of good
and bad politicians. Politicians are however constrained in their
corruption activities by the possibility of re-election. The model
builds on the work of Barro (1973) and Ferejohn (1986) and can
be extended to include both adverse selection and moral hazard,
along the lines of Besley (2006), Besley and Smart (2007), and
Hindriks and Lockwood (2009). For our purposes, the simpler
model is adequate.

Accountability is the key issue in the model. There are two
periods in the model, and in each period the cost of the public
good either high or low. Knowledge about costs varies for the
economic actors in the model, however. The regional government's
corrupt politicians know costs perfectly. The central government
cannot observe the true cost of the regional public good. To
make the contrast between the central government and regional
governments as stark as possible, we assume that regional voters
know the true cost of the public good.* Corruption comes about
in the model by corrupt regional politicians diverting tax revenue
for their own use. The difficulty is that when regional spending
is high, the central government does not know whether this is
because of truly high costs, or whether a region that experiences
low costs is pretending to be a high-cost region with corrupt
politicians taking the excess revenues.

We are interested in exploring the implications of sub-national
tax versus grant finance when corruption of this sort (diversion
of public funds for private use by regional politicians) is possible.
The interesting result is that it turns out that the structure of sub-
national finance influences the level of corruption. This happens
because of the differences in information at the different levels of
government.

We consider separately the problems faced by regional voters,
who will vote on regional taxes and borrowing, and the central
government, which will decide on grant levels. We first consider
the problem of regional voters. Corrupt politicians that face
knowledgeable voters set the marginal benefit of public spending

3. Results become more complicated, but the basic message is the same
if regional voters are less informed than the regional politicians, but more
informed than the central government.

s
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equal to marginal cost in period | in order to be re-elected in
period 2. Some corruption is tolerated because voters need to
allow some corruption to take place so the regional politician does
not abscond with all public money in period I. But the amount of
corruption is kept to a minimum, the minimum necessary to assure
that the politician will stick around for period 2 instead of taking all
public funds now.

Next consider the central government's problem. The central
government would like to optimally distribute grants to regional
governments. However, the central government suffers from an
information problem: it does not observe the true cost of the
regional public good. Hence, when it observes a high cost regional
government, it does not know whether that government is really
low cost with corrupt politicians taking the difference between high
and low cost spending, or is truly a high cost region. With respect
to low cost regions, the optimal central government grant policy
mimics the optimal tax policy of regional voters: grants should be
used to set marginal benefit of public spending in period | equal
to the marginal cost.

The result with respect to high cost regions is more complicated. For
high cost regions, optimal grants are not set equal to true marginal
costs. This results from the fact that the central government is
trying to deter low cost regions from claiming to be high cost.To do
this requires that the central government equate marginal benefits
to something higher than true costs. This implies that grants and
hence public spending are optimally lower than the first-best for
high cost regions.

Comparing the two cases, it is important to note that corruption is
higher in the case in which regional spending is financed by grants.
A low cost region that pretends to be a high cost region will obtain
additional rents in the case of grant finance. The central government
can limit the damage by reducing spending in high cost regions.
Although there are losses because the high cost region has to suffer
lower than first-best spending, the gain is that corruption is limited
and low-cost regions can maintain their relatively high spending levels.

Bringing togetherthe results yields the following testable hypotheses.
Proposition |: The more regional governments rely on own-
taxes, the lower is regional corruption.

Proposition 2:The more regional governments rely on grants, the
higher is regional corruption.

Proposition 3:The less informed are regional voters, the greater
is regional corruption.

3. Existing Empirical Evidence on
Decentralization and Corruption

On the empirical side, some papers use fiscal measures of
decentralization, such as the ratio of decentralized expenditures

to total government expenditures across countries. These papers,
such as the careful study of Fisman and Gatti (2001), generally find
that countries with a greater fiscal measure of decentralization are
associated with less corruption. (See also Huther and Shah, 1999.)
Other authors, such as Treisman (2000), use a binary variable of
whether a country is federal or not — defined mainly in political
terms — and find a positive association with corruption. More
recently, Fan, Lin, and Treisman (2009), again using cross-country
data, find that countries with a greater number of government tiers
or a greater number of public employees are associated with more
corruption, although countries with governments that constitute a
larger share of GDP are associated with less corruption.

These empirical studies suffer from certain deficiencies. First, these
are all aggregate cross-sectional country studies. It is difficult to
control for all the factors other than decentralization that affect
corruption across countries. The danger is that such studies may
attribute to decentralization a causal effect when it is really a third
factor that is correlated with decentralization that is the true causal
effect. Secondly, these studies do not study how the funding source
for decentralized governments may influence corruption.

On the first point, Bardhan (2006) surveys some within-country
studies of particular aspects of accountability that add evidence
to the debate. | will not survey these studies here, but suffice it
to say that none deals directly with the issue of the method of
finance of sub-national governments. They do however shed light
on accountability and decentralized public service delivery, literacy
rates, political competition, monitoring, media access, and unfunded
mandates. Goodspeed (201 |) adds to the within-country evidence
and appears to be the first such work on Mexico. On the second
point, Goodspeed (2011) directly addresses the question of
how funding sources for decentralized governments influence
corruption.

4. Decentralization in Mexico

Mexico is a country with 32 state governments and over 2000
municipalities. Government expenditures such as health and
education are decentralized, making Mexico about average with
respect to expenditure decentralization in the OECD (OECD 2003).

The funding of expenditures is not very decentralized in Mexico,
however. Mexican state governments finance their expenditures
mainly through grants from the central government. Approximately
90 percent of funding is through grants while only about 10 percent
comes from local sources; this makes Mexico highly centralized
among OECD countries with respect to revenue decentralization
(OECD, 2003).

Hence, Mexican states rely primarily on grants from the federal
government. These grants are generally of two sorts, a large
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unconditional grant (termed Ramo 28) and a set of conditional
grants (termed Ramo 33). The unconditional grant comprises
about 38 percent of revenues and the conditional grants about
47 percent.

The unconditional grant is primarily composed of the General
Participation Fund (and hence is sometimes called participaciones).
The conditional grants (termed aportaciones) consist primarily of
grants for education (FAEB) and health (FASSA). The education
grants constitute about two-thirds of unconditional grants and
health grants about |2 percent (OECD 2003).

The conditional grants of Ramo 33 are not designed with any
formula; the criteria seem to be somewhat arbitrary and mainly
related to the amount spent previously in the given category
(OECD 2003). Moreover, the conditional grants are comprised
of many different grants with no obvious coordination. These
problems with the conditional grants suggest that they may be
ripe for manipulation and corruption.

The unconditional Ramo 28 transfers have a formula, although the
formula has been criticized for lacking much of a rationale. For
instance, the General Participation Fund seems to give wealthier
states more unconditional grants per-capita than poorer ones.This
runs counter to the usual idea that unconditional grants should
equalize resources as in Canada for instance. The reason for this
is historical: the General Participation Fund allowed the federal
government to convince the states to voluntarily give up their own
tax systems in exchange for central government transfers. As a
practical matter, states received about what they had previously
collected. A formula is used for the distribution of this fund to the
states which involves a weight of about 45 percent on historic
quantities of tax collections, a weight of about 45 percent on
a state's population and a weight of about |0 percent on an
equalizing component.

5.Decentralization and Corruption in Mexico:
Data and Evidence

Mexico has a relatively high level of corruption among OECD
countries. As shown in Table |, Mexico has the unfortunate
distinction of ranking last among OECD countries in Transparency
International's Corruption Perception Index. Moreover, there is
substantial variation across Mexican states. For the measure that
we use in this study (the INBCG, described further below), the
least corrupt state in 2007 was Colimas at 3.1 and the most
corrupt was the State of Mexico at 18.8. (The index range is O
to 100.)

The main objective is to determine how decentralization of
different varieties impacts corruption. Corruption is difficult
to measure, but fortunately the Mexican government and

Table |.Transparency International Corruption
Perception Index for OECD Countries, 2010

Tl rank Country TI Corruption
Perception Index, 2010

I Denmark 9.3
| New Zealand 9.3
4 Finland 9.2
4 Sweden 9.2
6 Canada 89
7 Netherlands 8.8
8 Australia 8.7
8 Switzerland 8.7
10 Norway 8.6
Il Iceland 8.5
I Luxembourg 8.5
I3 Hong Kong 8.4
14 Ireland 8.0
I5 Austria 79
I5 Germany 79
7 Japan 7.8
20 United Kingdom 7.6
21 Chile 7.2
22 Belgium 7.1
22 United States 7.1
25 France 6.8
26 Estonia 6.5
27 Slovenia 6.4
30 Spain 6.1
32 Portugal 6.0
39 Korea (South) 54
41 Poland 53
53 Czech Republic 4.6
56 Turkey 44
59 Slovakia 4.3
67 Italy 39
78 Greece 35
98 Mexico 3.1

Source: Transparency International.
http://www.transparency.org/policy_research/surveys_indices/cpi/2010/in_detail
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Table 2. Grants, Taxes, and Corruption in Sub-National States in Mexico: 2001-2007

(Per-capita averages, real 2005 pesos)

Year Average Average Average Average Average Average Total
INBCG Poverty Level Own-Tax Unconditional Conditional Grants
Corruption Revenue Grants Grants per-Capita
Index Per-Capita per-Capita per-Capita
2001 747 21 145 2510 3528 6038
2003 6.86 18 161 2634 3890 6524
2005 798 23 200 2854 4354 7209
2007 7.82 - 262 3062 4864 7926

Source: Author’s Calculations.

Transparencia Mexicana have been involved in the past decade in
a project to develop a National Index of Corruption and Good
Governance (INBCG). This index is now available for 2001, 2003,
2005, and 2007. The INBCG is designed to measure corruption
in government. It is constructed using a survey of households. In
2007, 14,836 households were surveyed, with between 237 and
501 questionnaires per state. The survey asks whether a household
has had to make an under the table payment in obtaining a public
service for 35 public services (the same as in the 2005 survey).The
index measures the percent of times a bribe has had to be made
to obtain a public service.

Based on the survey, Mexico estimates that 198 million acts of
corruption occurred in obtaining public services in 2007, with total
payments of 27 billion pesos. The average payment was thus |37
pesos or about 8 percent of the income of Mexican households.

As mentioned above, one important variable in theory is
the degree to which the population is informed. Uninformed
populations are less aware of political maneuvering and thus less
able to distinguish whether a high-cost government actually has low
costs and is taking the difference in costs as rent.We use a measure
of poverty to proxy for the uninformed population. A poverty
index is available for Mexican States from CONEVAL, the National
Council of Evaluation of Social Development Policy. Unfortunately,
this measure is not available for 2007.

The main policy variables that we are interested in are the financial
statistics of the Mexican states. Hence another important set of
data are the budgets of the Mexican states. This data was obtained
from the National Statistics Institute of Mexico (INEGI), and
includes the sources of revenue of each Mexican state. For each
state, we calculated per-capita own-tax revenues, unconditional
grant revenues, conditional grant revenues, and total grant revenues
from these statistics for 2001,2003, 2005, and 2007. Nominal values
were converted to real 2005 pesos using the Mexican Consumer
Price Index.

Table 2 shows the average values across the states for each
year of these financial statistics, as well as the poverty index, and
corruption. As indicated, the average level of corruption fell from
2001 to 2003, and then rose again in 2005.The poverty measure
follows a similar pattern (its value being unavailable for 2007).The
financial variables all rose over time on average in real terms. The
greatest percentage increase over time was in own-tax revenues,
followed by conditional and then unconditional grants. However,
some states experienced larger increases in per-capita own-tax
revenues than others. What we want to know is whether the
states that experienced larger than average increases in own-tax
revenues performed better on the corruption survey than those
states that experienced smaller than average increases in own-tax
revenue. We also want to know the same for the other policy
variables. Did states that experienced larger increases in poverty
do worse on the corruption survey than states that experienced
smaller increases in poverty! Did states that experienced larger
increases in conditional grants do worse on the corruption survey
than states that experienced smaller increases in conditional grants?
Did states that experienced larger increases in unconditional grants
do worse on the corruption survey than states that experienced
smaller increases in unconditional grants?

Tables 3 and 4 illustrate the main results. For each of four main
variables (poverty, per-capita own-tax per-capita

conditional grants, and per-capita unconditional grants) plus the

revenues,

corruption index, we took the difference between the 2005 value
of the variable and the 2001 value (2005 is used rather than 2007
because the poverty index is not available in 2007). We then
computed the average change across states of each of the four
main policy variables. We then divided the Mexican states into
those that were above the average change and those that were
below. Again this was done for each of the four main variables.\We
then computed the average change in the corruption index over
the period for the two categories (above the average and below
the average) for each of the four policy variables. Tables 3 and 4
plot the results in bar charts.



IEB’S REPORT ON FISCAL FEDERALISM

Change in corruption index

Table 3. Change in corruption index (2001-2005) given
a high/low change in poverty and a high/low change

Table 4. Change in corruption index (2001-2005) given

a high/low change in unconditional and conditional
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Source: Author’s Calculations.

Table 3 plots the results for poverty and own-tax revenues.The first
bar chart is that for the fall in poverty between 2001 and 2005.The
first bar in this chart shows the average change in corruption for
states in which poverty fell by more than the average. The second
bar in this chart shows the change in corruption for states in which
poverty fell by less than the average. As is evident from the chart,
states where poverty fell the most experienced a smaller increase
in corruption. States where poverty fell the least (or increased)
experienced a greater increase in corruption. Thus, lower poverty
is associated with relatively lower corruption.

The second bar chart in Table 3 is that for the increase in own-
tax revenue between 2001 and 2005. The first bar in this chart
shows the average change in corruption for states in which own-
tax revenue rose by more than the average. The second bar in this
chart shows the change in corruption for states in which own-
tax revenue rose by less than the average. As is evident from the
chart, states where own tax revenue rose the most experienced a
smaller increase in corruption. States where own-tax revenue rose
the least experienced a greater increase in corruption. Thus, higher
own-tax revenue is associated with lower corruption.

Table 4 plots the results for unconditional and conditional grants
per-capita. The first bar chart is that for the increase in unconditional
grants between 2001 and 2005. The first bar in this chart shows

Source: Author’s Calculations.

the average change in corruption for states in which unconditional
grants rose by more than the average. The second bar in this chart
shows the change in corruption for states in which unconditional
grants rose by less than the average. As is evident from the chart,
states where unconditional grants rose the most experienced a
greater increase in corruption. States where unconditional grants
rose the least experienced a smaller increase in corruption. Thus,
higher unconditional grants are associated with higher corruption.

The second bar chart in Table 4 is that for the increase in
conditional grants per-capita between 2001 and 2005. The first
bar in this chart shows the average change in corruption for states
in which conditional grants rose by more than the average. The
second bar in this chart shows the change in corruption for states
in which conditional grants rose by less than the average. As is
evident from the chart, states where conditional grants rose the
most experienced a greater increase in corruption. States where
conditional grants rose the least experienced a smaller increase
in corruption. Thus, higher conditional grants are associated with
higher corruption.

To summarize, the data suggests that Mexican states that
experienced greater than average increases in own-tax revenues
per capita also experienced lower corruption levels. States that
experienced greater than average increases in per-capita grants,
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whether conditional or unconditional, also experienced higher
corruption levels. Finally, states that experienced greater than
average decreases in poverty levels also experienced lower
corruption levels.

6. Conclusions

Corruption and the accountability of politicians to the citizenry is an
important issue, especially in developing countries. A decentralized
form of government can potentially influence accountability but
whether it increases or decreases accountability has been debated.
A main argument in the early development of fiscal federalism was
that decentralization brings decisions closer to the people and leads
to greater accountability. This is also the implication of arguments
that suggest that competition between sub-national governments
constrains bad politicians. On the other hand, others suggest that
centralized authorities tend to internalize the externalities of
corruption, leading to less corruption by a centralized authority
than among decentralized governments.

[t has also been suggested that capture by special interests may
be greater at the local level and sub-national bureaucrats may be
less well trained, leading to less accountability by decentralized
entities.With respect to capture, corruption has been hypothesized
to depend on the degree to which voters are informed. Under
certain assumptions, decentralized politicians are more likely to
bend to the wishes of the rich elite, and uninformed voters are
influenced by bribe payments. If uninformed voters are the poor,
then corruption should be greater where poverty is greater. Thus,
the level of corruption is likely to vary across regions depending on
poverty, or the degree to which voters are uninformed.

A more nuanced argument is that the type of decentralization
matters. In particular;, the fiscal set up of a federal system of
government, possibly also including the political system, is
important for understanding the advantages and disadvantages
of decentralized government. For instance, some authors such
as Rodden et al. (2003) and Goodspeed, (2002), have stressed
the important incentive differences that exist when expenditure
decentralization is not accompanied by revenue decentralization.
This suggests that the relationship between corruption and
decentralization may be affected by the type of decentralization. It
suggests, for instance, that accountability is lower when expenditure
but not revenue is decentralized, leading to more corruption in this
type of decentralized setting.

Cross-national studies such as Fisman and Gatti (2001) use the
ratio of sub-national government expenditures to total government
expenditures. While this is a reasonable measure that has been
used extensively in the literature, it is a rather blunt measure. In
particular; it takes no account of how those expenditures are
financed. Moreover; as mentioned above, while Mexico is an
average OECD country in terms of expenditure decentralization, it

is one of the most centralized OECD countries when it comes to
the source of funding.

This paper summarizes the analysis in Goodspeed (201 1) and
presents some of the data used to examine the relationship
between corruption and the structure of government in Mexican
States from 2001 to 2007 to analyze whether and how the
structure of decentralized government promotes or inhibits good
governance. The study uses data from a project of the Mexican
government to develop a National Index of Corruption and Good
Governance.This index is available for 2001,2003, 2005, and 2007.
The evidence supports the idea that better informed citizens and more
reliance on own source revenue reduces corruption. We find that
poverty, which we interpret as measuring uninformed citizens, leads to
greater corruption as suggested by political agency models.We also find
that greater use of own tax revenues lowers corruption while greater
use of grants increases corruption. This suggests that expenditure
decentralization that is accompanied by revenue decentralization is
likely to discourage corruption while expenditure decentralization that
is funded by grants tends to encourage corruption.
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Ferran Requejo & Klaus-)iirgen Nagel (Eds.)

Federalism beyond Federations. Asymmetry and Processes of

Resymmetrisation in Europe

Ashgate Distribution Services

Within the field of federalism there are
four widespread terms: centralisation,
decentralisation, symmetry and asymmetry.
We tend to associate centralisation with
symmetry and decentralisation  with
asymmetry. However, empirical studies
contradict this idea. The book Federalism
beyond federations shows how often the
(re)"'symmetrisation” of a country is
linked to increased decentralisation, while
asymmetry is not necessarily associated
with a lower degree of decentralisation.

The book is divided into 10 sections

wherein  federalism experts present
various case studies. The 10 countries/
regions analyzed share a common
element: they all present a high degree of
political decentralisation and, at the same
time, they have a common background
of de jure asymmetries (i.e. based on
constitutional grounds), which originated
after World War Il and led to a subsequent

decentralisation.

All case studies are regions within the European continent: Belgium,
the United Kingdom, ltaly, Spain, the North Atlantic (the Faroe
Islands), Finland (the Aland Islands), Russia, the Crimean peninsula,
Portugal and Corsica. In almost all the situations analysed, there is
a tendency towards “‘resymmetrisation” which has led to success in
some cases, but not others.

The aim of this study is to determine when and why the territorial
model of these regions has experienced a “resymmetrisation”
process. At the same time, the authors identify the main
stakeholders involved in these processes, with special emphasis on

those who initiate the demands for “resymmetrisation.”

Until the 1980's, research on federalism had placed little
attention on the concept of asymmetry, which was introduced
by C.Tarlton in his historic paper of 1965. There are experts
who argue that an asymmetrical federal system is more desirable
than a uniform division of powers or permanent tensions arising
from symmetric institutional impositions in extremely pluralistic
countries. According to this, federal asymmetry would be
particularly interesting in countries whose population stands out

for its extensive cultural and/or national
differences, such as Canada, Belgium, the
United Kingdom and Spain,among others.
In contrast, another group of experts
advocates a symmetric institutional
model. They appeal to the principle
of citizen equality (i.e. the absence of
differential treatment based on territory),
which, they say, would contradict an
asymmetric federal model.

Among the topics reviewed in this
publication four elements are highlighted:
firstly, the evolution of political systems
towards decentralisation or centralisation;
secondly, the interplay between de facto
territorial asymmetries, such as differences
in language, geography, etc., and de jure
asymmetries - ie, those derived from
thirdly, the
collective right to self-government of so-

constitutional  regulations;

called minority groups based on a national,

ethnic or linguistic grounds; and, finally, the

emergence of transnational agreements, such as the European
Union.

As forthe evolution of decentralisation levels and*resymmetrisation”
processes, the experiences observed in the countries surveyed are
diverse. For example, in ltaly, the United Kingdom, Belgium and
Spain, there is growing evidence of a decentralisation process with
different impacts on their initial asymmetries. Spain and ltaly have
reduced their initial levels of asymmetry, while the UK is now more
asymmetrical as a result of the 1999 reforms. Another example
is Russia, where at first (in the 1990’s) there was an asymmetric
decentralisation, which later evolved into a re-centralisation trend.
Thus, in Russia under Putin and Medvedev, “resymmetrisation”
and re-centralisation have gone hand in hand. As for the islands
examined in this study, both in Aland Islands and Faroe Islands (the
latter enjoy self-government), asymmetry has been maintained or
even increased.

The study of the aforementioned islands is a reflection of two
situations of geographical asymmetry generated by insularity (i.e.
de facto asymmetry).In general, this type of asymmetry is perceived
as a minor threat to national unity, which may explain the fact that
there is less pressure on “‘resymmetrisation”.



IEB’S REPORT ON FISCAL FEDERALISM

Thus, the book edited by Ferran Requejo and Klaus-Jiirgen Nagel
does not only provide a mere description of the evolution of the
decentralisation and “resymmetrisation” processes undergone
in Europe, but also explores the reasons that favour them. These
causes are diverse, and their weight differs for each country
analysed.

Overall, the authors note that the national issue is important in
political debates in Spain, Flanders and Scotland. The language issue
is important in Belgium, Wales, Catalonia, South Tyrol and the Aosta
Valley. By contrast, in the remaining Italian territories, the debate
revolves around economics. As the authors have noticed, it is also
important to consider the role played by political parties. VWhere
strong regional political parties exist and they have the possibility
to govern their territory, the prospect of asymmetry tends to be
reinforced.

Finall, as mentioned previously, the book addresses another
interesting question: who are the “resymmetrisation” agents! In
most cases discussed in this work, the national parties are the main
supporters of the symmetrical model, primarily because they seek
electoral support from the majority of the population. One of the
clearest examples cited is Spain, where the two major parties tend
to defend symmetry. This is also the position adopted by the major
national parties in ltaly. In Belgium, on the other hand, the Flemish
tend to claim greater decentralisation, while more than one third
of Francophones favour a return to a united Belgium (a position
defended by only a small percentage of the inhabitants of Flanders).

In conclusion, the publication reviewed here significantly contributes
to studies on fiscal federalism, as it analyses the relationship between
decentralisation and asymmetry in the European political systems
from an innovative point of view.
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Ignacio Zubiri

The Economic Agreement between the Basque Country and Spain

Ad Concordiam

A distinctive feature of the Spanish
regional financing system is the existence
of the
agreement” (name by which the Basque

so-called “Basque economic
Country's financing system is known).
For Spanish experts on fiscal federalism,
the particularities of this system are well
known. However, for foreign experts, it can
be relatively difficult to understand how
it works because, so far, no book written
in English has focused on explaining this.
In this sense, the book written by Ignacio
Zubiri — Public Finance professor at the
University of the Basque Country — fills
this gap.

This work has two main elements: an

analysis of the distinctive features of
the Basque financing system, and the

economic implications it has had during

its establishment. In addition, it provides
a description of the historical roots of the “Basque Agreement”
(which dates back to 1876), and a comparative study that analyses
the differences between this funding system and that of the rest of
the Autonomous Communities of Spain (ACs). Since the legitimacy
of the agreement has been questioned on several occasions, the
author also discusses its consistency with European regulations.

The Basque economic agreement has two key features. The first is
fiscal autonomy. One might consider the Basque Country to be the
region with greater fiscal autonomy in the world, since the Spanish
central government does not levy any general tax on that territory.
More specifically, all taxes belong to the historical territories (the
three Basque provinces of Alava, Biscay and Gipuzkoa), which are
entitled to manage and regulate these revenues. The provincial
councils collect most of these monies, which are then distributed
among the different levels of government through a complex
transfer system.

The second feature of the “Basque Agreement” is the annual
payment of the so-called “cupo’ to the Spanish central government.
This consideration (together with the contributions of the Basques
to the social security system) is intended to cover the expenditure
incurred by the central government for the benefit of the citizens of
the Basque Country. It should be noted that 60% of public spending
in the Basque Country is undertaken by the central government,
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who provides general services (defence,
etc.) and social security. Moreover, the
amount paid is not dependent on the
taxes collected in the Basque Country.
It should also be noted that the amount
of this payment cannot be considered
an equalization transfer as such. In fact,
experts have proposed the
inclusion of the foral ACs in the Spanish
equalization mechanism as to improve the
current financing system of the Spanish

nent

several

ACs. This issue, however; is not discussed
in the book.

As for the differences between the
foral regime and the financing system
of the remaining regions of Spain (with
the exception of Navarre), they can be
summarized in two points. Firstly, the
personal income tax is significantly lower
and more progressive in the Basque
Country. Secondly, the corporate tax has a slightly lower rate and
there are greater tax incentives. This last point, as explained by the
author; is perhaps the one that created greater controversy, as,
in the past, fiscal autonomy in corporate tax allowed the Basque
Country to use this tax to stimulate economic activity in the region.

The author’s assessment of the Basque economic agreement
is positive: in his opinion, it has proven to be a “good regional
financing system that promotes efficient government and does not
create significant economic distortions.” The economic impact that
the foral system has had on employment and economic growth
is undeniable: today, the Basque Country is one of the wealthiest
regions and enjoys one of the highest living standards in Spain, and
this is largely due to its funding system. Furthermore, it is also the
autonomous community with the lowest debt level and the highest
credit ratings.

In short, Ignacio Zubiri's book will be of interest to anyone wishing
to learn about the roots, functioning and implications of the Basque
economic agreement. It will be especially useful for English-speaking
readers because, as said, it is the first handbook written in English
that addresses this topic.
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Decentralization in Developing Countries: Global Perspectives on the

Obstacles to Fiscal Devolution
Edwar Elgar

Nowadays, and during the last few decades,

“decentralisation” is a recurring topic in _—

The second type of obstacle to

decentralisation is the existence of a weak

political and economic debates. It is not
only an issue in industrialised countries
but especially relevant, at the moment, in
many developing countries in Africa, Asia
and Latin America. Such countries use
decentralisation for political or economic
reasons or in order to improve their
governance through a more efficient public
sector and greater accountability. Many
studies conclude that the institutional
context of each country and, more

specifically, a decentralised system, is
an important element in development
and economic growth processes. The
importance of this is such, that organisations
such as the World Bank have included

decentralisation reforms in the agenda for

central government, one which struggles
to organise and control sub-central
governments and other dependent bodies.
This is especially true in Laos (where
there are powerful regional governors),
Bangladesh and the Democratic Republic
of Congo. A weak central government may
also be due to political instability, which is
common in such countries.

The third group of obstacles arises from
the resistance offered by the tribal elite and
the traditional powers, something which
occurs in many parts of sub-Saharan Africa
(e.g. Burkina Faso and Sierra Leone). It is
common to encounter conflict situations
between traditional leaders and local

developing countries. Unfortunately, many
of these countries have failed to make these
decentralised governance systems effective. Which is the reason?
Addressing this major question is the aim of this interesting book
edited by Jorge Martinez-Vazquez and Francois Vaillancourt.

This publication analyses the cases of |6 countries over the
world which have made serious attempts at decentralisation and
where major obstacles have stalled or significantly hampered the
decentralisation process.

The book is divided into |5 main sections, each corresponding
to a case study. Twenty nine experts both from academia and
consultants from international organisations have contributed
to this book. Although each chapter presents a different case,
they all share a common goal: to identify the main obstacles to
the decentralisation process in each country in order to derive
recommendations for public policy makers.

In general terms, the obstacles cited throughout this book can be
divided into six groups. The first group concerns the existence
of multiple errors in the design of the decentralisation system.
This occurs prominently in Albania, South Sudan or Pakistan. An
example would be a bad allocation of expenditure responsibilities
orthe lack of legislation on this issue. In other cases, the lack of fiscal
autonomy at sub-national levels depends largely (too much so) on
intergovernmental transfers.

consistories.

Another factor that can restrain decentralisation is the impact
of history, either through culture, colonial influences or other
factors. On many occasions, very hierarchical power structures
were created and, therefore, this was hardly compatible with
a decentralised model. The trace left by history is particularly
determining in Madagascar and Cambodia.

The fifth group of obstacles relates to the reluctance of central
authorities to decentralise for fear of losing political control. It
is unlikely that a government/authority that enjoys monopoly
will support a system with greater political competition and
transparency. Of all the countries that were surveyed, this is the
main problem found in Egypt and Ethiopia. In other cases —Tanzania
and Yemen — what is really troubling is the use of decentralisation
with a single purpose: to preserve the unity of a country. Such a
limited view means that more desirable objectives such as efficiency,
equity and accountability are often not taken into account. This
usually happens in countries that present high ethnic divisions,
widespread poverty, competition for natural resources and lack
of institutions (this is mainly the situation in Tanzania, where the
country's unity takes precedence over other aspects.)

The situation in Irag, also analysed in this book, is difficult to include
in one of the six categories above. The authors who presented
this case study agree that the key aspect of decentralisation in
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Iraq is the distribution of revenues from oil and gas. The 2005 Iragqi
Constitution provides a very general framework for fiscal relations
in the country. That is why the authors believe that it is necessary
to establish general principles to regulate the management of
the oil industry, the way income from natural resources is taxed
and the distribution of revenues. An agreement in this direction
is desirable, afthough the lack of political stability, security and
consensus considerably hinders this task.

In short, as summarised by the editors, this book reflects that “the
main obstacles to effective decentralisation tend to be political or
political economy related.” Of all the obstacles put forward, there
are two especially difficult to overcome: those derived from the
history of each country and the desire to prioritise the unity of
the country over other principles when designing a decentralised
system.

In conclusion, we believe that Decentralization in Developing Countries
is a very important contribution to the literature on federalism
in less developed countries. On the one hand, the text addresses
an up-to-date topic of significant relevance: what circumstances
prevent the success of decentralisation in developing countries?
On the other hand, this work can reach a wide audience. Not only
may it be of interest to those studying public finance (and fiscal
federalism in particular) or economic development, but it should
also serve as a guide for politicians and public policy makers. It is
not a book for anyone who wants to start to study this field, but
the language used is not overly technical and this eases the reading.
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