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1.- Introduction

In most countries, local governments are imporpdayers in the provision of public services
that have a strong impact on community’s qualitylifef. They use to be responsible for
refuse collection and recycling, water delivery aeverage, street lighting and maintenance,
public transportation, capital improvement congiarg police, planning and land use regula-
ions, and recreational and cultural facilities anograms. In some places, they are also invol-
ed in the provision of education, health and sosglices. Many scholars and international
organizations currently advocate the benefits & pnovision of these services by sub-
national governments (see, e.g., the contributionBrosio et al, 2009). Particularly, local
govern-ments are said to be more accountable armd negponsive to local demands and
needs (e.g., Seabright, 1995; Faguet, 2004). Hawthere is less agreement as to how these
local servi-ces should be funded. Traditional ag¥irom ‘fiscal federalism’ scholars (see, e.g.,
Oates, 1972) recommends relying primarily on propexes and user charges, but the U.S.
experience with the imposition of property tax liations has demonstrated the problems
associated with this approach (e.g., Doweesl, 1998; Bradbury, 2001). And yet, other
major taxes (e.g., income taxes) are often inapt@pgiven either the size of local govern-
ments or its inability to cope with cyclical fluettions in revenue (as the recent California
crisis demonstrates). The solution in the endtiseeithe decentralization of minor and ineffi-
cient taxes or grant financing. In these circumstan general (non-earmarked) intergovern-
mental transfers serve to attenuate the ineffiegsnof local tax systems and (may) help
smooth spending and tax policy (Sala-i-Martin aadlts, 1992, von Hagen and Eichengreen,
1996). Besides this stabilization function, gengrahnts are often used to equalize differences
in fiscal capacity and/or spending needs, ensuragidents in different localities enjoy

similar levels of public services (Le Grand, 1976).

Yet these prescriptions are based on the implreitnise that the functional domains of
different layers of government are clearly delieeafThis need not be the case in practice, for
several reasons. First, sometimes constitutiondaamsl are ambiguous regarding which layer
of government has some concrete responsibilitiesoi®d, different layers of government
might be assigned responsibilities regarding différaspects of a policy (e.g., upper layers
legislating and lower layers executing the policyhird, the complexities of many social
problems cause policies of different layers to beridependent. Fourth, in some policy
domains, layers of government differ in knowledgppertise and administrative capacity. So,

in cases where policies of different layers ardlyeatertwined, effective solution to social



problems require inter-governmental co-operati&arinarked) grants are a crucial ingredient
of such co-operation policies. Under this view,neamked grants are not an imposition of
upper layers but the result of an agreement betvagsrs in order to best solve social
problems. Of course, in the real world earmarked grantsumed also as a control device,
probably reflecting lack of confidence by the @tship on the above mentioned virtues of
decentralization. In fact, some authors have régemirned about the effects over service

quality of local government corruption (see, eShah, 2006).

However, recent studies also emphasize the pdriggamt financing. First, grants can
create a moral-hazard problem, with local goverrisjesware that intergovernmental grants
insure against budget shocks, pursuing overly rigtijcies (Persson and Tabellini, 1997).
This problem is often associated to (earmarkedréi®nary grants (e.g., disaster relief, see
Wildasin, 2009) but some authors also claim is gme# the case of (general) equalization
transfers (see, e.g., Buettner, 20083cond, grants might soften the local budget caimstr
(e.g., Wildasin, 1997; Rodden, 2000; Inman, 20@igating incentives to run up excessive
local deficits expected to be covered by futurentgaAlso here, examples refer to discretion-
nary grants but also to equalization (Rodden, 2000jrd, grant financing may diffuse
accountability (Rodden, 2000; Joanis, 2009) andtefogent-seeking and clientelism
(Weingast, 2009; Weingast al, 2007), thus eroding the very benefits gainechfepending
decentralization. Funding with general grants reduihe price of local services and so the
efforts of citizens in controlling local governmsn(Peralta, 2005). At the same time, local
politicians argue that bad quality of serviceshe fault of upper layers not providing an
adequate amount of funds. Funding with earmarkaasfers seems even more problematic,
since these grants restrict the spending autondnigcal governments, facilitating blame-
shifting to upper-layers (Devarajahal, 2009). Also, depending on its concrete desigeseh
transfers could be more prone to manipulation detefore more affected by clientelism
(Solé-Ollé and Sorribas, 2008).

With its virtues and perils, any final evaluatioh grant financing has to be country
specific, with the system depending on the paricdetails of the whole local government
financing system (see, e.g., Roddsral., 2003). This being the case, in this paper we will
perform a preliminary evaluation for the Spaniskecdocusing on the local government layer.
The paper is organized as follows. In section Zovewvide a brief description of the organiza-

tion of local governments in Spain, describing bmbponsibilities and funding system. In

! See Brousseau and Marciano (2007), for an methgiball analysis of intergovernmental contracting.



section 3, we concentrate on the transfer systesgribing the main general and earmarked
grants received by Spanish municipalities (whiathe main local government). In section 4
we assess the performance of Spanish grants asgdalihe following aspects: (i) Equaliza-
tion power, (ii) Role in Fiscal adjustment, (iiiffécts on Inter-governmental co-operation,

and (iv) Use for Rent-seeking and Clientelist pggs
2.- Spanish local governments: a brief introduction

2.1.- Organization of Spanish Local Governments

How big they areBpanish Local Governments are of a modest siz&0B%, they represen-
ted just 18.4% of Total Spending (Current+Capitay) Spanish Public Administration,
pensions aside. This number is just 13.1% is oskeices attention to Municipalities, the main
player of this layer of government. This shareasyvsimilar to the one of European federal
countries like Germany or Austria (Bosch and Esp@886), but is lower than in federal
countries where education is a local function (65, Switzerland and Canada) or than in
unitary countries, which do not have regional goweents (e.g., France, UK, and the Scandi-
navian countries). This share has remained relgtstable during all the democratic period,
with some modest grow since mid 90’s. Figure 19this variable for the years 1992-2006, a
period that follows the main local financial laneéssection 2.3. below). The local spending
increased from a 15.8% in 1992 to the aforementidi®4% in 2006. However, this contrast
with the sharp increase in the spending share digpmal governments (the so-called Autono-
mous Communities, AC’s from now on) whose sharavgrem 21.1% to 30.9%, as a result
of the Transfer of Education and Health to somthefAC'’s that still did not have théniThe
figure also plots (left axis) the ratio of Local tocal + Regional spending which, as a result
of these developments, has decreased from 42.9%.886. Figure 2 plots the local share of
Capital spending; note here that Local Governmargsmain players in this respect, with a
share which in 2006 amounted to 27% of public espending and 77% of capital spending
made by sub-central governments. During the pet@@2-2006, the share in total capital
spending has increased both for Local Governmerdda AC'’s, although the share of AC’s
in sub-central capital spending has also increaski since the last round of responsibility
transfers.

(Figures 1 and 2 about here)

% Following a Constitutional prevision, some AC'sassed these important spending responsibilitieg ea
in the 80’s, while others had to wait to a 1992tgmtween the two main political parties which a#al
for the its extension to the remaining ones (sdé-8dé, 2007).



The explanation for the (relatively) small sizeSpganish Local Governments rests on
the reduced list responsibilities by Spanish L&&galernments, which are limited to the tradi-
tional functions performed elsewhere by this layer not to other services consuming more
resources, as education, health or social serwdaish in Spain are in the hands of regional
government (see Solé-Ollé, 2007). Keeping this indnthe evolution and performance of
Spanish Local Governments during this period haslmpiite positive. In some sense, what
has happened is that the Spanish central-to-relgme@entralization process has been so
intense during the 1980’s and 1990’s which has wiescwhat happened in the local sector.
Actually, when the regional decentralization pracessprobably arriving to an end, voices are
that demand a second wave of decentralization ttsarcal governments.

Who are theydn addition to the 17 AC’s, the Spanish Constitati@cognizes two
different types of Local Governments: Municipakti@yuntamientosand Upper-Municipal
Governments Diputaciones, Cabildosand Consell3. Municipalities Ayuntamientos are
huge in number (see Table 1) and are the main I@tayer, concentrating most
responsibilities and spending (see Table 2). TheFelODiputacioneswith a jurisdiction over
a Provincia which is also the district used for central l&gise elections. There are 50
Provinciasin Spain, but in 10 of them the jurisdiction c@pends exactly with that of one
AC, so theDiputacion has been amalgamated with the government of the Thié main
responsibility ofDiputacioness to provide assistance to Municipalities, a talslo performed
by AC’s (exclusively where there are Bgputacionesand concurrently where there are). This
is also a responsibility o€abildos (in the Canary Islands) andonsells(in the Balearic
Islandg, which are the parallel t®iputacionesin island AC’'s. There are 10 of these
governments, one for each island, which also perfather tasks delegated by the
corresponding AC. Table 3 illustrates the differeature of Municipalities and the other
Local Governments; note thBiputaciones(and to lesser exte@abildosandConsell$ are
‘transfer-giving’ governments, the share of tramsfen spending raising to 30-40%
(depending on the concrete government and spenygay, quite high compared to the 10%
of Municipalities.

(Tables 1, 2 and 3 about here)

% Another relevant difference between Municipalites the other Local Governments rests on the rdetho
of election of governing bodies. Representativeghat Municipal Council are directly elected, with
elections held simultaneously in all the countrergvfour years; elected representatives vote tberthe
Major, which chooses the executive among the reptatives. The representatives to the governingesod
of Provinces and Islands are chosen indirectlyyguitfie results of the Municipal elections belongimghe
jurisdiction of this upper layer of government.



In addition to these three ‘constitutional’ locabvgrnments, the basic law which
regulates the organization of Local Governmenhisy(Reguladora de Bases de Regimen
Local, 1985) allows AC’s and Municipalities to creatéeat Local Governments (see Table 1).
Counties Comarca$ are Upper-Municipal Governments created in a f&@'s which
perform tasks delegated by the AC. Metropolitantiestare in theory possible but they have
not been developed in practice, due to the hgsblitAC’s . Local governments can engage
in co-operative agreements, creating an Upper-Mpalibody (the so-calleflancomunidayl
in order to provide specific services. There arenpf of them, but some of them are not
operative. Finally, Local governments are able ¢éecdncentrate responsibilities to Lower-
local entities, which are high in number but irkglet in practice.

Municipal size.Municipalities concentrate most of the respongibgi and spending of
Spanish Local Governments, and given its electiethod, have a higher political legitimacy.
However, most of them are too small to be ablertwide public services in an effective and
efficient manner. As Table 4 shows, nearly 85% pé&r8sh municipalities have less than
5,000 inhabitants, and 95% have less than 20,0d@dbitants, proportions which are similar to

the ones in Germany and are only lower than indgam Austria, amongst EU countries.
(Table 4 about here)

As a result of this, the smallest municipalitiessdalifficulties in keeping the local
administration running, and the vast majority aérthcould not manage effectively some of
the responsibilities which could be candidates & decentralized from the AC (e.g.,
education). Moreover, local fragmentation appedss @ urban areas, making municipal
jurisdictions very economically un-functional. lhese places, high labor and residential
mobility generates all sorts of inter-jurisdictidrspillovers from local policies (Solé-Ollé,
2006). Both types of problems (diseconomies ofeseald spillovers) could be addressed by
amalgamating municipalities, but in Spain thisim@y anathema. It is true, however, that

the small size of Spanish municipalities allowsaldaterests to be represented effectively.

Municipal regulation.Contrary to what happen in federal countries, Sgramunicipa-
lites are not the ‘creatures’ of the AC’s. Accargithe Constitution, the most relevant
competences regarding organization, responsilsildied funding of municipalities (and other
local governments) belong to the Spanish centraégonent. In practice, AC’s are only able
to regulate minor aspects as, e.g., municipal aanadgions, metropolitan and county govern-

ments, and financial control. This does not seemg genvenient, since (as we will see below)



local responsibilities use to conflict with the A3nes. The main opportunities for delegation
of new responsibilities to the municipalities (or finy other form of intergovernmental co-
operation) involve these two layers of governm@&sspite of this, in the event an AC would
initiate a major decentralization project (e.guyeation), she would be severely constrained in
the type of funding mechanisms she could design, (ocal taxes and general equalization
grants are regulated by the central governmenihgbierced to focus on earmarked grants.
Also, with more than 8,000 thousand municipalitig® central government finds difficult to
adequate the organizational design to the pedidiamf different types of municipalities. The
reason for this situation is municipal fear to oegil intromission; municipal political elites
seem to prefer to manage a very autono-mous (biit f8wv responsibilities and poorly
funded) government than a bigger and more efficbggainization subject to the supervision
of the AC.

2.2.- Responsibilities and revenues of Spanish ampalities

Municipal responsibilitiesThe basic law which regulates the organizatiohadfal Govern-
ments in Spainley Reguladora de Bases de Régimen L.d&@85) differentiates among two
different kinds of municipal responsibilities. Ohet one hand, there are the so-called
‘Compulsory responsibilities’ (art. 26), which tmeunicipality is obliged to provide to its
residents and which grow in number with populatsire, as illustrated in Table 5 below.

Note that these are very traditional responsibgitassumed by local governments elsewhere.
(Table 5 about here)

Second, the so-called ‘Own responsibilities’, wharle areas in which the municipality
is allowed to intervene inasmuch the AC has nos@ads specific law limiting local action.
So, these are cases of concurrent responsibilitiesome cases (e.g., local police, kindergar-
tens, elderly care, recycling) municipalities haween providing the service quite autono-
mously till the AC has passed a law. In otherss difficult to constraint local action with a
regional law, so in practice both layers are penfag the task (e.g., culture and sports). Lack
of clarity blurs accountability, the two layersgifvernment (i.e., municipality and AC) enga-
ging in a permanent blame-shifting game. Municipegi use to argue that proximity to
citizens forces them to provide services which thie competence of AC’s, who do not
provide any funding to cope with these burdens. él@v, having a low level of resources,
municipalities use to make interventions of higlalgy but low coverage. Then they claim

that they do a good job, but that the service aatrbe extended to all the needed population



because the AC does not provide the funds. So,pain$ conflicts over responsibilities

translate to conflicts over funding. Studies consaised by the Spanish Federation of Muni-
cipalities (FEMP) estimated that spending in tijsetof responsibilities to amount to around
30% of all non-financial spending (see Vilalta, ZR0This number is actually used by the
FEMP to lobby the central government for more gehdéunds. Although the claim is

legitimate, the number is probably over-estimateidce not all this spending is due to
unfunded mandates, a great share being caused dmyglisg in areas which are not the
exclusive competence of the AC and where the AC desded not to intervene yet. In
addition to this, the solution is not to provide mm@entral funds to the municipalities, but to
reach a co-operative arrangement between the AGhendunicipalities regarding the best
way to provide and fund each service. Earmarkedtgrand inter-governmental contracts

could play an important role here.

Municipal revenuesSpanish municipalities obtain a substantial slefnevenues from
own sources (nearly 3/5 of non-financial revenwseg Table 6) but transfers also play an
important role (2/5 of non-financial revenues).altdition to this, approximately 3/5 of own
revenues come from local taxes, 1/5 from user @saand prices and 1/5 from revenues
generated by local assets. The main local taxei$tioperty tax, which generates approxima-
tely %2 of local tax revenues. This is a tax paidiosm assessed value of land plots and struc-
tures owned both by residents and business; assessperformed by an agency of the cen-
tral government, but the proportional tax ratehesen by the municipal council. The other
taxes are the Vehicle takr{puesto sobre Vehiculos de Traccién Mecani¢aM), the Cons-
truction tax (mpuesto sobre Construcciones, Instalaciones y &BE0), the local Business
tax (mpuesto sobre Actividades EconomjciesE) and the Land transactions tdrmpuesto
sobre Incremento del Valor de los Terrenos de Nd¢za UrbanallVTNU); the first two of

these taxes generate aproximatly 15% of tax reveaaeh, and the last two, 10% efach

(Table 6 about here)

* The Vehicle tax is a tax paid by residents owrdngehicle and the tax base depends on a combinaftion
potency and age. The Construction tax is paid bgtthe owners of a construction being undertakehait
time in the jurisdiction of the municipality andethare charged a proportional tax on the projdnigget.
The Business tax is a presumption tax charged Idirrak (individual or societies) doing businesstie
municipality; the tax rate is proportional and thg base is estimated from objective parametersa(sa;
electricity power, number of workers, and sectoadtfvity). The Land transactions tax is paid by Heller
of a land plot (empty or build-up); the tax ratepi@portional and the tax base is estimated baseithe
assessed value of the property and the numberaos$ gince buying.



A few comments are in order. First, in all theseetathe local council can choose the
tax rate, but subject to minimum and maximum targaet by the central legislation. Both
tax freedom and these limits were established bynthain law regulating municipal finances
(Ley Reguladora de las Hacienda Localapproved 1988 but applied 1990). That law fixed
the same minimum tax rates for all the municipaditibut allowed the maximum tax rates to
grow with population size, with the argument thegger municipalities have more compul-
sory responsibilities. A late reform of this law2002 set the maximum tax rate to be equal
for all the municipalities. Second, during the yefllowing this law, Spanish municipalities
have been quite active in using tax autonomy, dougpghe political cost which these
decisions entail (see Solé-Ollé, 2003). Third, ri@n tax change occurred during this period
was the reform of the Business tax in 2000, whibbliahed the tax for all the individual
firms and for societies with sales lower than ondlion euro. This reform reduced the
number of tax returns by 90% and business tax @by 50%. Fourth, all these taxes are
very rudimentary, its calculation being based omyweugh parameters. They are often
accused of being unfair and are not very popufathé case of the Property tax, the main
problem is related to the political costs of pamiorg value reassessments; because of this
difficulty, reassessments are delayed many yeadstlais worsens the fairness of the tax,
making more difficult its use. Fifth, some of théages are quite volatile, providing conside-
rable extra revenues during booms, but few fundshduecessions. This is the case of the
two taxes tied to the building industry, namely @@nstruction tax and the Land transactions

tax. Moreover, most of the Asset revenues areralsped to the building industty
2.- Transfersto local governmentsin Spain: basic facts

2.1. Some recent trends

How important are the¥/In 2006, Total transfers to Local Governmentsasgnted a 32% of
non-financial revenues and this number was evehehifpr Municipalities (37.3%). In the

case of Current transfers, the numbers are sin®hf% and 34.2, for all Local Governments

® In particular, Spanish municipalities obtaine®@06 nearly 3,000 million euro by selling part lné tand
plots that the developers are obliged to cededddbal council. They also obtained nearly 1,300ioni
euro from Charges to developers. This added td @0 million of the two above mentioned taxes, esak
a total of 8,394 millions of euro, which is a 20%w0@n revenues and 33% of tax revenues, even ekuged
the revenues provided by the Property tax (7.394om). These volatile revenues are justified asdes to
fund the investment costs associated to urban sigrgrin fact, in 2006 these revenues were abfertd a
70% of all local capital spending. With these rawen actually vanishing due to the real state c¢risis
municipal capital spending will drop abruptly. Somanicipalities which channeled part of these reses!

to the current budget could face even strongeicdiffes.



and Municipalities, respectively. We can retain ithea that grants represent approximately
1/3 of local revenues. This number is amongst tveest of the EU, is similar to that of
Denmark, France or Germany, and only Sweden, AustriFinland have a grant share subs-
tantially lower (Bosch and Espasa, 2006). Capjpeinsling is funded in a similar proportion

by Capital transfers: 29.3 and 33.1% in the cadsooél Governments and Municipalities.
(Figure 3 about here)

Figure 3 illustrates the evolution of the share Taftal transfers in Non-financial
revenues for the period 1985-2006 for the aggregatleocal Governments. This share has
been relatively stable, fluctuating from a minimom31% in 2005 to a maximum of 38% in
1987. The figure also shows the share of Currantsters on Current revenues which shows a
similar stable trend. Besides this stability, itpessible to appreciate some changes. The
period 1985-88, previous to the enactment of thmeal financial actl(ey Reguladora de
Haciendas Locales1988) shows a lot of instability. During the digls, the upcoming
socialist government in Madrid tried to fix the emous funding problems of Municipalities,
which were working under the same financial framedwthat pre-democratic local govern-
ments. The initial strategy of the central governtneonsisting of giving more tax autonomy
found some problems (i.e., opposition of the Caomtstinal court) and was retarded till the
enactment of the aforementioned law in 1988. Ao will be explained below, the main
unconditional transfer was not tied to the evoluixd central revenues until that moment. The
period following the enactment of the law saw ayvkigh increase in transfers to Local
Governments, probably reflecting the commitmenthefcentral government with the project.
After the new local Business tax was applied in2l38e share of transfers begun to drop,
due to the extra revenues provided by this taxtanthie effect of the use of tax autonomy.
This drop in the share of transfers on revenuesiraoed until the reform of the Business tax.
As explained above, this reform reduced businessei@enues by 50%. This loss, however,
was compensated with an additional transfer byéméral government in the following years,
probably causing an increase in the share of teansFinally, the last period coincides with
the real estate boom, which produced an abrupeaser in some taxes and in asset-related

revenues, which grew much more than tran&fers

® As we will explain below, some transfers as, ethe main unconditional transfer received by
municipalities, are tied to the growth of centralvgrnment’'s revenues. Central taxes (i.e., incoeme t
VAT, excises) use to be much more sensitive to @ein grow than local taxes, but less than taxeged|
to the building sector (e.g., Construction tax, d &ransaction tax, in the case of Local Governmearid
Wealth tax and Gift and Death tax, in the case ©fsh



Where do they come fr@Table 7 illustrates which are layers of governnpeaviding
these transfers. We can say that, for the aggregatecal Governments, Current transfers
are provided basically by the Central governmeidt.880) and to a lower extent from AC’s
(25.5%) anDiputaciones(10%). Capital transfers come mainly from AC’s.&%) but also
from Diputaciones(15.3%), the central government (12.2%) and o#gents (21%) as, for
example, the EU. These proportions are very sinidaiMunicipalities, but not for the other
Local Governments. Most current transfers receibgdiputacionesare provided by the
Central government (84.6%), and Capital transferthis layer come in similar proportions
form the AC, the central government and other agdntthe case dfabildosandConsells
most capital grants come from AC’s, although alslessantial Current grants are provided by

the Central government.
(Table 7 about here)

Which kind of transfefs Most Current transfers are non-earmarked. Nedklgurrent
transfers coming from the Central government aréhf kind. For example, in 2006, the
Central government assigned approximately 10,00Bomieuro in grants to Municipalities.
Of these, the 92.2% corresponded to the main uriwonal transfer received by this layer, a
Revenue sharing grant call@rticipacion en los Tributos del EstadBTE). The remaining
amount included the compensation for the abolitbthe Business tax (6.7%), a compensa-
tion for local tax revenue lost due to fiscal béisemandated by the central government
(0.5%), and a special grant that subsidized pubdiosportation in big cities (0.6%). Most
current transfers from the AC’s are earmarked. &tas transfers with open calls appearing
sometimes regularly (same moment each year) buetsmes not. The overall amount of
funds is allocated yearly during the budget pro@ssto access this money the municipality
should apply first. Most AC’s also have some nonveaked current transfers in the form of
Revenue sharing grants or special grants to ensoume types of municipalities receive
enough funds. However, since responsibilities akiergeneral local funding system rests on
the hands of the central government, AC’s usemptravide a substantial amount of funds to
these prograns

(Figure 4 about here)

" For example, the Unconditional grant provided tanigipalities by the AC of Cataluny&gns de
Cooperacio Local de Cataluny&CLC) amounted in 2006 to just a 4% of the fureteived by Catalan
municipalities from the Central revenue sharingig(Rarticipacién en los Tributos del Estad®TE).

10



Figure 4 illustrates the trend followed by the ghaf these non-earmarked transfers
over current transfers during the period 1992-200& grey line shows the plot for the entire
Local Government sector and the black line the fotMunicipalities. The share is very
stable over the period. However, in both casebdatih more markedly in the first one), the
share of unconditional grants grow slightly tiletlend of the century and then decreases, a
trend which is very similar to the one identifiegldorecent OECD report (OECD, 2009). One
possible explanation of the growth in the first gdsiod might be the increased amount of
funds provided by the central government aroundetiectment and application of the main
municipal financial law. The explanation for thegdrexperienced more recently is less clear,
but it might be due to the use of earmarked grdatdund the delegation of some
responsibilities from the AC’s to the local sectbhere are no data to assess the validity of
this claim, but we can find some examples of (dogsilimited quantitative relevance. For
example, during that period, the AC of the Baledslands created the new island govern-
ments, calledConsells Insularsand transferred some responsibilities to themclwhvere
funded with earmarked (non-matching) grants of mount equivalent to the past cost of the
services transferred to each island. It is notrcleawever, that this explanation is really
relevant, since in Spain it is quite common to gfeecific grants only as a temporary device to
fund the transferred services. After some yealshate specific grants are usually amalgam-
mated in one unconditional grant. This is precisefyat that AC did at the end of the pefiod
Other examples can be found in the decentralizatiosocial services in some AC’s. For
example, as a result of a popular initiative in @etalan parliament, the government of this
AC was forced to start a program to increase suabatly the supply of kindergarten. The AC
decided to rely on the Municipalities (which wehe tmain actor involved in the provision of
these services up to that moment) for provisionding 1/3 of the (standard) cost of each of

student with an earmarked grant.
(Figure 5 about here)

All Capital grants, independently of the layer afvgrnment allocating them, are

earmarked. No general funds to pay for facilitiesl anfrastructure are provided in Spain,

® This procedure has been applied during all themtealization process to the AC’s during the 1980id
1990's. All the responsibilities transferred duritige first half of the 1980’s were initially fundeuith
earmarked grants covering the previous cost o$éneice. All these grants were amalgamated in 11986

a unigue Revenue sharing grant with equalizatiapgnties. Similarly, other responsibilities decalited
after-wards to some AC'’s were first funded by eak®ed grants and consolidated into the general grant
once received by all AC'’s.
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although current funds can be saved for this p&h@iven their high degree of conditiona-
lity, the share of Capital transfers on Total tfansis also informative of the relative weight
of earmarked grants. Capital transfers represemppdoximately the 20% of grants in 2006.
As Figure 5 shows, this share increased abruptilgeaend of the 1980’s (from 13% to 20%,
probably due to the arrival of EU funds) and thierctbiated during the rest of the period to
reach again this value at the end. This impressiaorroborated by looking at the share of
Capital transfers over Capital spending, which @&®oeased abruptly at the beginning (from
14% to 32%) and then decreased slightly. In ang,dae lesson of this figure is that the share
of earmarked transfers reflects most of the tinfeth® introduction of new programs which
are different in nature rather than being the tesiuan explicit decision to change one grant

for another.

2.2. Revenue-sharing grant

The main unconditional grant received by Spanisiioipalities is a Revenue sharing grant
calledParticipacion en los Tributos del EstadBTE). This grant was created soon after the
arrival of the new democratic councils in 1979 éatilvith a different name;ondo Nacional
de Cooperacion MunicipagFNCM). During the eighties, the amount of funévated to this
program was decided yearly during the budget psoddswever, from the very beginning,
the grant was universal, automatic and allocatedfdsynula. The 1988 financial law
recognized these principles and tied the size ®fftind to the evolution of central revenues.
With this purpose, the amount of money is set e¥ary years and then this quantity is
actualized every year using the rate of growthenital taxes. To that quantity, an amount for
Barcelona and Madrid (and also for the municipaditbelonging to the metropolitan area of
Barcelona) was subtracted. Then, an allocation dtaris applied for the other municipaliteis.
This formula suffered two reforms during the perizd1999 and 2003. Table 8 below shows
the structure of the formula in each of these pisrid’he formula used is a polynomial one,

with 3-4 variables (depending on the period) andytats adding to 100%.
(Table 8 about here)

The main variable used is Weighted Resident pojumatvith weighs growing accor-
ding to population size. Before 1999, these weiglgre 1 for residents in municipalities with
less than 5,000 inhabitants, steeply growing tB52for residents in cities with more than Y2
million inhabitants. This means that the populatiand allocated nearly three times more

® We provide more details on the workings of thesatg in section 2.3 below.
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funds (per capita) to big cities than to small neypalities. The rationale behind this formula-
tion are spending responsibilities (and/other ne®dsosts) increasing with size. As we will
discuss below (see section 3.1), empirical evidexuggest this is not really the case. Follo-
wing the recommendation of an expert working grthip weight was (slightly) reduced to
2.8 in 1999-2002. Note that after 2002 the uppeighteis 1.4 for the 50,000 to 100,000
population bracket. This does not mean that thélpno has been solved, but is due to the
fact that bigger municipalities are no longer dligifor this transfer. Since 2003 municipa-
lities >75.000 residents and Tourism municipalites funded with a share of revenues from
the Income Tax, VAT and Excises on Tobacco and Adtoplus a lump sum fund=¢ndo
Complementario de FinanciacipirCF), computed as the difference between PTEtaxd

sharing revenues in the base year, growing yedtlyeentral revenues.

The second variable used is Fiscal effort, compaiedhe Ratio between Local Tax
Revenues from the three main taxes (Property, \eBidBusiness) and Potential Local Tax
Revenues (those obtained if applying the maximumnréges allowed by the 1af). The
weight of this variable was 25% before 1999, bus weduced to 14% in 1999-2002 and to
12.5% after 2002. The alleged reason was the |la&kfectiveness in increasing municipal
reliance on taxes. The third variable, with a 12\Ww&eght, is and Inverse of Fiscal Capacity
and was introduced in 2002 after the recommendatminan expert working group that
warned against the lack of equalization power efdghant. This variable has been computed
as the inverse of the ratio of Local Tax revenuarsgapita coming from the three main taxes,
on Average Local Tax revenues per capita of theesponding population size bracket.
However, as we will show in section 3.1, both thealt weight given to this variable and the
way it is computed, make its equalization powdl eéiry low. Finally, the last variable is the
number of public school units, with a 5% weightdref1999. Municipalities are responsible
for providing land plots to build public schoolsdafor the maintenance of the infrastructure,
so there is some basis for this variable. Howeseme experts alleged that this is a minor
source of spending needs, compared to other irdegele.g., poverty, immigration, disper-

sion), so its removal seems also justified.

The operation of this formula generates a very tagree of dispersion in per capita

revenues from this transfer, at least for munidijgsl of a similar size. Of course, bigger

1% Recall that before 2003 maximum tax rates greva witpulation size, meaning that two municipalities
of different size but with same per capita tax bamed same tax rates (same per capita tax revewiles)
have different values of this variable, the smaltese making a higher Fiscal Effort, because itdnaggher
maximum tax rate.
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municipalities obtain more per capita resources Basch and Solé-Ollé, 2005). Also, becau-
se of the Fiscal Effort variable, before 2003, &edause of the Inverse of Fiscal Capacity
afrterwards, tax base rich municipalities obtaiigfgly) lower per capita transfers. We defer

a complete evaluation of the equalization poweah grant till section 3.1.

2.3. Capital grants

As said above, in Spain, all Capital Transferseeaemarked. The most important programs of
this type are in the hand of the AC’s and of Diputaciones Both layers have Local Works
Programs which purpose is to co-operate in theigiav of facilities and services which are
of municipal competence. The justification of tméervention of the higher layer of govern-
ment is related to the need to avoid spillovers laetter exploit economies of scale. These
transfers are disproportionately directed to smmalhicipalities, which expertise and technical

capability is sometimes limited.

The design of most of these programs is quite amniFirst, the overall amount of
money use to depend also on annual budget decisitheugh the planning horizon of some
programs is biannual or even by term-of-office. @&t; sometimes municipalities are alloca-
ted a minimum amount of funding they should obtawer the year and/or the planning
horizon. The aggregation of these minimum amouwés all municipalities uses to be much
lower than the overall amount of funding, givingddom of action to the grantor. Third,
municipalities should present projects in respdose regular call, published at the beginning
of that planning horizon. These projects might aghhnot be funded and, in any case, the
funds are earmarked not only to capital spendingtdahe project approved. If accepted, a
proportion of the costs of the project are covergdhe grantor; the municipality can apply
for more funding to other institutions, but the maleamount of funds obtained should be
lower than the cost of the project. Fourth, theeda used to compute the minimum
municipal transfer (if there is), to select thejpots to be funded or to choose the funding rate,
use to be published in a law and developed in #ile lost times, however, they are rather
vague. The decision of which projects have beedddrns made public, but most of the times
it is very difficult to ascertain the objective mas of the decision. The level of discretiona-
rity in the allocation of these transfers is thather high. Fifth, although sometimes the laws
and calls make explicit reference to local autonqmgall that the facilities and services
funded are a local responsibility) the AC triegdtect funds towards regional priorities. The
way the AC does that is by setting selection dataccording to the type of project presented

or by channelling a proportion of funds to speqgdiograms related to its own policies.
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To understand better these programs it could biiluedescribe in more detail two of
them. | chose the two Local Work Plans execute@atalunya, one of the Spanish AC’s. The
first one is the so-called Unique Plan of Works &wetvices Pla Unic d’Obres i Servejs
PUOSC), is managed by the AC’s government, andvidlvery closely the above descrip-
tion. The second one is the so-called Barcelonavdlét of Quality Municipalities Xarxa
Barcelona Municipis de QualitatXBMQ), managed by th®iputacion de Barcelonaand
designed (at least in theory) differently than ttiadal programs, according to inter-govern-
mental contracting principles. These two programs @ncurrent, so the municipalities
belonging to the province of Barcelona can applipdth. The Local Works PlanPlanes de
Obras Localepof Diputacioneswvere the most important programs until some A@sted to
claim that they have the legal responsibility obmbnating and managing all the funds
devoted to that purpose in its jurisdiction. In &ahya, the AC passed a law in 1987 unifying
all the Local Public Works Plans in the region,dmgling either to the AC or to each of the
four Diputaciones The new unified plan (i.e, the PUOSC), was funtigdthe resources
previously devoted bPiputacionesto that purpose, by the money the AC started ¢eive
from the Central government, and with additions imrirom the general budget of the AC.
However, the stronge®iputacion of Barcelonadecided not to participate in the new pro-
gram, waiting for the opinion of the Constitutior@@durt on the AC’s taking of this response-
bility. The sentence was delayed since 1998, aadCiburt decided that the AC’s can in fact
run this type of program, but thBiputacionesare able to continue funding co-operation with
Local Governments with the condition of startingrand-new program. This was one of the
reasons that led tHaiputaciénof Barcelonao switch to a different approach.

A Traditional Grant Program: Catalunya’®UOSC. That program is funded with
money coming fronDiputaciones (actually, only those that decide to participai®) the AC.
Nowadays, the planning horizon is a five-year pkriout funding is allocated bi-annually.
The allocation of the PUOSC proceeds in stepst Birall, the amount of money budgeted
for a given year is divided in different progranmtBe most important being the General
Program, but the law allowing also for other Sgeqgirograms. The law allows reserving a
15% of funds to be allocated to programs coverireggeographic jurisdictions of tiiputa-
cionesor the CountiesGomarca$, and 10% to emergency relief. In addition to ,tkisme of
the funds are also allocated to programs thatatetiee priorities of the AC government.

(Table 9 about here)
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Second, as illustrated in Table 9, there is a pgrallocation of the General Program by
county Comarcg, which uses some objective criteria indicatedthmy law as, for example,
number of residents or number of municipalitieghl§ amount is not covered by the projects
presented by the municipalities of that county, ékeess of funds is lost. The criteria used in
this step, as defined by the law, are very vaghe. dpen call use to fix the criteria with more
clarity'’. Third, there is a Minimum Transfer for each mipadity, which is the minimum
aggregate amount of funds it can get during tharphey period from all the funded projects.
Of course, in order to obtain this minimum the neipality has to present enough projects
which fulfill some minimal formal prerequisites ge.written technical project, own money to
match the transfer). These minimum transfers ampcated as a fixed amount plus a per
capita one. Of course these minimum transfers doemrbaust the budget of the transfer
program. Fourth, the municipality must present getg to the County governmer@dnsell
Comarca) which will write an assessment report used by Al@s government to take a
decision. In this report, each project is evaluaisohg the criteria stated in the call, which
should follow those fixed by law (and presented @ble 9). There are three main groups of
criteria: (i) Type of project, (ii) Municipality’'sraits, and (iii) Actual level of provision. Inside
the first two groups, there are many specific dateNote, however, that the way they are
defined by the law is too vague to ensure objegtivi their application. In some of the calls
(e.g., 2000-03) the criteria set by the law arendi@ed into more concrete terms, and a
maximum number of points to be obtained during e¢laluation are assigned to each of
them. However, in more recent calls (e.g., 2004-07 &&Q2), the articles containing the
selection criteria refer directly to the law. Filyalalso the funding rate of each project
depends on a set of criteria and, similarly to wdzatl above, they are more or less concretely

specified depending on the call.

Inter-governmental contracting: Barcelon&BMQ. During the period 1988-1999, the

Diputacion de Barcelonaian its own program of Capital Transfers, callédnPof Coope-

" For example, in the calls for the period 2000-B8 tounty allocation (CoA) was calculated with a
formula using: number of municipalities with lesmh 20,000 residents (N-20), number of municipeiti
with more than 20,000 residents (N+20), and pomnan municipalities with less than 20,000 resigen
(P-20). The exact formula was: CoA = 8,750 x (N-238,750 x (N+20) + 1.5 x (P-20), where the wesght
are measured ipesetas Note that the three criteria are included in @ but, at the same time, the
number of criteria provided by the law is much wide

2 For example, the 2000-03 call gives a maximum Of pbints to projects related to Compulsory
responsibilities, 5 to Supramunicipal projectsp4tojects that are Complementary of AC’s policie$o
Urgent projects, 8 to municipalities with high Fs&ffort, and 2 to 10 points decreasing with pagioh
size (Decree 74/2000, of the Call of the PUOSC 2B 0Generalitat de Catalunya). Note that, evehim
case, there is enough room for subjective inteaficat.
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ration with Local AdministrationsRla de Cooperacié amb I’Administracidocal, PCAL).
This plan was implemented using a Traditional GfRardggram and was very similar to the
PUOSC of the AC administration. Obliged to closs ffrogram and start a bran-new one, the
Diputacion de Barcelonadecided to use a different organization model.etasn Inter-
governmental contracting. Table 10 summarizes thm whfferences between the two models.
On the one hand, the Traditional Grant model: ismed towards the design of the bureau-
cratic procedure to used to award and manage dhsfér, the relationship between actors is
hierarchical, decision-making is unilateral, thadkiof aid received is only financial, and the
working system is based on several fragmented amogr On the other hand, the Inter-
governmental contracting model: is oriented towdhgsaccomplishment of goals established
in the contract, the relationship between actorsased on equality and collaboration, deci-
sion-making is bilateral and bargained (since ttuppsal for collaboration originates in local
entities), the municipality can receive differeimids of aid (financial but also technical advi-

ce, since the intervention is integral), and thekivg system is transversal.
(Table 10 about here)

Table 11 describes the organization of the XBMQe Tirst step consists in setting the
goals of the program, and the instrument here & @eneral Contract, calleBrotocol
Generalin Spain. This document is very general and itgetbgment will require, first, that
the municipality signs 1 and then a further development in the form of ac8iz contract
(Conveni Especif)jc The second step consists in the implementaticro-@peration between
the two layers, and the instruments are: (i) thedderegistry (where each municipality has to
submit all the projects for which demands co-openatfrom the Diputacion), (i) the
Contracting forum oMesa de Negociacjavhere both layers sit and bargain over the contai
of the contract, (iii) the Pre-agreements registriyich includes all the political compromises
arrived at with different municipalities, (iv) thiectivities registry, which includes a list of all
the projects to be implemented during the progrdmiszon (here is 4 years, which coincides
exactly with the term-of-office of both the munialflies and theDiputacién, (v) and the
Specific contract, which translate into a legaligging document the political agreements
arrived at before.

(Table 11 about here)

3 For the period 2004-08, 311 municipalities andta@86 Local Governments and other Local entities
(e.g., Public societies, Consortia) have signedPtistocol GeneraXBMQ.
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To my view, the main virtue of this new model isthhe relationship between the two
layers of government is less bureaucratic. Thisvadl both the needs of the municipality and
the policy preferences of tHeiputacionto be better satisfied. Note that in the Tradgion
Grant model, the upper layer tries to influencetype of projects implemented through the
allocation of funds to specific programs and thitotige criteria set for the selection of pro-
jects. The municipality has no voice in this pra;eand the only means of funding the most
needed projects is to look at the call and try dapa the project to the criteria set by the
grantor. Sometimes this means that municipalitresd@manding funds for projects their citi-
zens do not consider a priority or that they chathgedesign of the project only to please the
grantor. A more effective strategy for both the mipality and theDiputaciéon would be
simply to sit on a table, communicate their goalsd then arrive (or not) at an agreement
regarding which projects to implement and by whiekans. This is precisely what XBMQ
does. Of course this is more time consuming, satdbe beginning of the term-of-office, the
Diputacidonorganizes meeting with each of the Local Goverrtsiander his jurisdiction.

3.- Transfersto local governments:. a preliminary assessment

This section will perform a preliminary assessmeinthe virtues and perils of transfers to
Spanish Local Governments. We will focus on thdous elements identified in the intro-
duction, asking: (i) Do these transfers serve iacfice to equalize differences in spending
needs and/or fiscal capacity and so, do they metpuaranteeing equal access to local public
facilities and services across the country; (ii) ighrole do they play in the adjustment of
local budget to different sorts of unforeseen fistecks? If this is the case, do they induce a
bad financial management, fostering excessive spgrahd deficit?; (ii) Do they help in
improving the effectiveness and efficiency of paldpending, helping to overcome the inter-
governmental co-ordination problems derived fronil®gers, lack of scale economies or
inappropriate local administrative capacity?; @\re these transfers affected by rent-seeking

efforts of local politicians and by clientelism?.

3.1.- Equalization power

Needs equalizationBesides resident population, there are other npalictraits that

influence the spending needed to ensure a givext tdservice provision. Among these, we
could cite: (i) the number of potential users (espcio-demographic groups, non-resident
population, daily visitors, or employment) or othariables defining the scale of the service

(e.g., land area); (ii) variables influencing uaitsts, as for example, population size, disper-
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sion, and wages; (iii) the level of responsik@kti As explained in section 2.2, the main
unconditional transfer (PTE) does take into accowedds differences by including resident
weights rising with population size. However, andastigation by Bosch and Solé-Ollé (2005)
showed that actual per capita needs have a prdlfiieh is very different than the one implicit

in the weights used in the formula. The estimated gapita needs-to-population profile is
shown in Figure 6. Note that per capita needs ¢itbp,000 inhabitants and then increase
until 50,000, reaching a maximum of 1.17, and staysstant for higher sizes. This pattern is
different that the one implicit in the PTE weightghich increase from the beginning and are
very high for medium, and specially for very bigies (with a maximum of 2.8 after 1999).

So the PTE seems to be biased against very smaltipalities and in favor of the big ones.

(Figure 6 about here)

Contrary to what happens in the case of curremisfeas, capital transfers flow dispropor-
tionately to small municipalities. Of course thiskes sense given the fixed costs of many
capital projects, and there does not seem to lokeree that the bias towards small municipal-
lities goes beyond the degree of scale diseconoonbssrved. In Table 12 we present the
results of estimating two equations explaining bodipital transfers per capita and capital
spending per capita Note that the inverse of resident population sadistically significant
determinant of both transfers and spending, arttlesvariable which has more explanatory
power in the case of spending. Comparing the tiivetcolumns we realize that the coefficient
of this variable is much higher in the case of tpspending than in the case of capital
transfers, which can be interpreted as a signalthiese transfers only compensate for part of

the scale diseconomies of small municipalities.

But what about other needs elements not relatpdpalation size? As explained above,
the PTE does not take them into account. Howeveenapirical investigation performed by
Solé-0Ollé (2001) shows that spending needs depengisctice of a great variety of factors,
which explain a substantial share of the variatiorspending. In particular, aspects as the
number of daily visitors, tourists, employees, igrants and poor people, and the dispersion

of population have a very strong effect in somendpey categories. We must conclude,

“ The table has been taken from a report commissitiyethe Diputacién de Barcelona, evaluating the
appropriateness of minimum municipal transfersaaputed for the XBMQ (see Solé-Ollé and Sorribas,
2007)..

!> Spending needs factors and Fiscal capacity andsTees explain roughly a 45% of cross-sectional
spending variation each, the remainder being exgthby political and institutional traits. Thessuks
where obtained from a cross-sectional regressioougent spending versus needs, resources and other
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therefore, that Spanish non-earmarked grants agemeral not sensitive to specific needs
factors. This is not difficult to understand, sirtbe formula is allocated to more than 8,000
municipalities and the diversity of situations &y high. In fact, there is no single variable in
the analysis by Solé-Ollé (2001) which accountsafopnsiderable proportion of the variation

in spending.

What about capital transfers? Do they take int@actdifferences in other need factors,
aside from population size? If one looks at the Mipalities’ traits used for the selection of
capital projects (recall the example of Table 9va)ponly the Number of towns appear as an
additional needs variable. However, sometimes thesespecific programs devoted to some
type of municipalities with special neéfisOne could argue that even without formal criteria
the grantor is sensitive to projects which munitijgs justify are really needed because
actual facilities are clearly insufficient. In ampase, the only needs variables (aside from
inverse of population) found in the study by Sol&@nd Sorribas (2007) wefgrowth in
Population and Housesnd Growth in Employmen{see Table 12). None of the level
variables (measured in 1999) which were found gsifstant needs factors in Solé-Ollé
(2001) for the case of current spending, were stiedilly significant in the case of capital
spending. The interpretation given to that findiegthat there were not big infrastructure
disparities at the beginning of the period analy@ed, 2000-04), but that the enormous urban
expansion experimented made the existing capitatkstinsufficient. Therefore, the
conclusion is that there is little evidence thatita transfers are actually allocated according
to specific needs factors, aside from the new delsaelated to urban growth. And it is not
clear at all that upper layers of governments shpaly a part of the costs of urban expansion,
since this could foster even more the natural tecgleto overexpansion of Spanish

municipalities (Solé-Ollé and Viladecans, 2007).

Fiscal capacity equalizationTraditionally, the main unconditional transfer @Tdid
not have a fiscal capacity equalization compon&hie only component that contributed
mildly to this end was the Fiscal Effort variab$#nce municipalities with low tax bases use
to have higher tax rates. The analysis performe8ale-Ollé (2001) for 1996 confirms this

nearly zero equalization power. The introductiorthe Inverse of Fiscal Capacity variable in

factors, using a sample of 100 municipalities fribva province of Barcelona for the year 1996 (sdé-So
Ollé, 2001, for details).

'8 For example, in the 2008-12 call of the PUOSC ehisra special program for municipalities with
sprawled housing and another one for mountain npatdites. In fact, the regression analysis in SOl&
and Sorribas (2008) finds that capital transfeestagher in municipalities with more urbanized apea
capita.
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2002 should have changed this outcome. Howeverwtight assigned to this variable is
quite low (12.5%) and the reduction in fiscal capadisparities is very low at reasonable
values of the fiscal capacity index, the reasomdpéne non-linear relationship between both
variables, which is illustrated in Figure 7. Thigure shows why in the relevant range of
values (Fiscal capacity index higher than 0.5) stepe of the function is very low (its
equalizes around the 10% of fiscal capacity disiga)i and, in any case much lower than the
100% and 50% equalization lines, which correspana typical equalization grant where
fiscal capacity enters linearly but with a negatsign’. Figure 8 illustrates this effect with
real data corres-ponding to current transfers veceby a sample of municipalities of the
province of Barcelona during the period 2000-04 simolws that the slope of the fitted line is

in fact much lower than that of a 100% fiscal catyaequalization transfer.

So, Spain’s non-earmarked transfers do not equdditevhat about the earmarked ones?
In general, capital transfers also have a verydgwalization power. The criteria used for the
selection of projects use to include both fiscglamaty and fiscal effort (see Table 9). The
analysis of Solé-Ollé and Sorribas (2008) showed ¢hpital transfers were in fact higher in
municipalities with low assessed property valuée fiax base of the property tax, which is
the main local tax in Spain) and lower the highee property tax rate, although these
variables added very little to the explanatory cayaof the equation. However, a plot of
capital transfers per capita against the FiscabCipindex (using the same database than in
Figure 8) has a positive slope, not a negative Bo#h findings can be reconciled since the
effect of fiscal effort can counteract in this c#isat of fiscal capacity, given that fiscal effort
use to be higher were fiscal capacity is lower. &bwer, the money received form capital
transfers should be matched with a local contrdsutf at least 50% of the cost (with some

exceptions, see Table 9), reducing the amouniradihg solicited by the fiscally poor.

This lack of equalization power has not been alprokin the past, given the kind of
services delivered by Spanish municipalities. Hosveware should be taken in the future
with this aspect of the transfer system if munitifgs continue to gain more relevance in the

provision of social services.

3.2.- Fiscal adjustment

How do municipalities react in front of a budgetatyock which generates an unfo-
reseen deficit? Do they adjust some of the budgetponents in order to balance the budget

Y That is Index of Transfers per capita.c=Rer capita needs inde3-Per capita Fiscal Capacity index),
wherea andp are weights that depend on the average degres aiitonomy, see Solé-Ollé (2001).
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again or do they let the deficit grow uncontrolldd@w many years are needed in order this
adjustment takes place? Does the burden of thigsedent fall entirely on own budget
instruments as, for example, spending and taxes?s@ne adjustment possible only when
higher layers of government provide more transfé#tich transfers play a more relevant
role in the adjustment? Do they respond to shodkislwaffect all the municipalities at the
same time (as the actual economic crisis), to yaiosatic shocks, or to both? Finally, does
this adjustment via transfers provide bad incestit®@ mismanage local public finances?
Recent research tries to answer these questionsy usobls employed previously by
macroeconomists (i.e., VARs and Impulse Responsetins). The work by Buettner and
Wildasin (2006) and Buettner (2007) find that b&tB and German local governments do
adjust after different types of budget shocks, thdt transfers from higher layers of
government are needed to ensure this adjustmemhade. The share of transfers in
adjustments to revenue shocks is quite modeseittB. but very high in Germany. Buettner
(2007) suggest that this is due to the role playgdiscal capacity equalization grants and
speculates that this is one of the reason Germamcipalities rely so much on the very

volatile local business tax.

A similar analysis performed by Solé-Ollé and Smas (2009) for Spain obtained some
different results. First, as in US or Germany, ldoadget do adjust after a shock, so the
authors conclude that the Spanish system of lacah€es is viable. Second, in Spain grants
do not respond to a shock in revenues, which israkd by cutting spending. This result is
consistent with the low equalization power of botinrent and capital grants (see section 3.1).
Third, the response of grants to spending shockauish higher in Spain that in the other two
countries. Fourth, the adjustment is similar in¢hee of general than for idiosyncratic shocks,
although grants are slightly more responsive tadasyncratic shock and in this case they
respond even to a revenue shock. Fourth, capitaitgrare more responsive to spending
shocks than current grants. They are also morenssge to shocks affecting small munici-
palities. Overall, the authors conclude that th#Bedinces between Spain and the other
countries are probably due to the greater relimmcearmarked capital grants in Spain. Finally,
the authors speculate that this greater reliancgramnts might have given rise to another type
of moral-hazard problem: additional infrastructaeseds generated by population growth are
funded by higher tiers of government, inducing noipalities to foster urban expansion

without considering the full fiscal consequencesheke policies.
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3.2. Inter-governmental co-operation

Spanish municipalities are quite small, meaning thast municipalities face severe
diseconomies of scales and lack administrative &mdetimes financial) capacity to provide
some facilities and services. This small municgaé, coupled with a high degree of mobility
of people and business, also generates considespltievers between close municipalities.
An unclear division of responsibilities, and/or timertwined effects of policy instruments
located at different layers, cause vertical coation problems between the municipality and
the AC. Does the actual design of Spanish transtelscal governments contribute to solve

these co-ordination problems?

Theoretically, both the AC’s and tiputaciones develop inter-governmental coopera-
tion problems which objective is to cope with theseblems. The main instruments of these
cooperation policies are the transfer programs, modt of these transfers are earmarked
capital transfers. Some of the Traditional Gramgpams use in the selection process some
criteria with this purpose. For example, the PUQS€: Table 9) takes into the account the
fact that the project is a supra-municipal oneg et the municipality is an amalgamation,
gives special attention to disaster relief and tonitipalities suffering externalities from
power plants. However, the effectiveness of thdusion of these criteria is unclear. The
other program analyzed, XBMQ, based on a modehtefigovernmental contracting, seems
better suited to deal with these co-ordination feais. Given that the projects are selected
after a process of bargaining with each municipatie grantor will probably be better able

to detect which are the projects whose benefitsspiiead more to other municipalities.

In any case, another purpose of these transferddsbe to fund projects that fit better
with local demands and needs of each municipahitg it is pretty clear that the bureaucratic
procedure used to detect which are the best psofectund (in theory in order to fulfil co-
ordination purposes, as described above) interéerdt with local autonomy. A local

politician puts it this way:

“The system of grants to municipalities is disasstoThe amount contributed by
the Generalitat(i.e., the AC government) and ti@putacionesis very high. But
there are two problems. On the one hand, the elainmganf most transfers; that is,
they give you money to do something concrete theg tvant and you have to add
an important share. Sometimes, it has sense, btimean that this system has to
be completely abolished; but many times an ‘enégkt’ that never set foot on
the ground decides from her office to subsidizeghithat are of no interest or are
not a priority of the local council. And many ofetih ends up making things
simply because they are subsidized, without beeither needed nor a priority; it
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is like buying on sales (...). The worst one is théOSC, which is a joke. The
PUOSC funds municipal investments, sometimes witlerg low share; what'’s
more, they say what you have to do, and what nbatuws good and bad for you,
what you need and what you don't...” (http://blocssmikaweb.cat/sbaulida)

In general, the procedure used to select theseqisofloes not ensure that the projects
implemented are the best ones and even does nakeehgat these projects have a net payoff
to society. In theory, the use of Transfers basednter-governmental contracting, as the
XBMQ, can attenuate these problems. By sitting tfogyeand bargaining on the projects to be
funded, the grantor is better able to identify fireject which are better suited to local
demands and needs. The General contract of the XBiMKes a lot of emphasis on the goal
of making compatible the respect of local autonamith the need to coordinate policies. Of
course, one thing is discourse and the other faot$there is no enough evidence for the mo-

ment to reach a definitive conclusion regardingdifierential performance of both grants.

3.3. Rent-seeking and clientelism

The second problem is described by that localip@it as follows:

“The other problem is the ‘old-boy network’ and tipartisanship’ of grantors.
Nobody dares to touch this issue, for fear to etiterblack list, and receive less
than usually has, but the reality is that the gatériend in the right place’ and
‘of the party’ weight much than what they have teight in the awarding of
transfers” (http://blocs.mesvilaweb.cat/sbaulida)

This problem is referred exclusively to earmarkeadhsfers. There are some key facts of
the design of these transfers which facilitateditcretionary use. First, the vagueness of the
criteria used to select capital projects to fundoochoose the matching rate (Table 9), which
in some calls are detailed but in others are refeto the general principles stated in the law.
Two, a substantial amount of funds is reservedlisaster relief, for urgent interventions, and
for other discretionary actions. Third, the usemohimum transfers is not enough to avoid
this behavior, given that their aggregate amouesus be far from the overall amount of
funds. These problems might be even more acutbencase of Transfers based on Inter-
governmental contracting. These transfers are aéhaltr of a bilateral contract between the
municipality and the grantor, and thus are not cameg to the ones awarded to other muni-
cipalities. In this case, there is no selectioneda specified in the General contract. The
theory is that contracts are bargained bilaterafigl the agreement is freely accepted by the
municipality, and this should not be a priori suabjéo any constraint. But reality is that
bargaining bilaterally with each municipality givesore possibilities to the grantor to offer

more funds where they are more politically prodeeetin order to avoid excessive criticisms,
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the Diputacion de Barcelonalso calculates a minimum aggregate transfer doh enunici-
pality, but again their amount is much less thatftinds being distributed.

The literature on the political economy of granibehtion names ‘clientelism’ the
behavior described above by our local politiciane(Mgastet al., 2007). This is a situation
where a politician controlling the instruments of@r (in this case the upper layer allocating
grants) threats citizens (residents of a commun#gying that they will be punished (in this
case by receiving less transfers) if they do npipsut the municipal candidate belonging to
the same part}. There is some informal evidence that this arguri'esometimes discussed
in small municipalities during local electoral caagms. Put it in words, the idea is just: “this
guy is the candidate we prefer, but he will notdide to extract funds from the grantor

government, because it is controlled by the oposit

There is a very clear-cut empirical prediction assed to this behavior: a municipal
government aligned with the grantor upper-layes. (icontrolled by the same party or coali-
tion) should receive more transfers than a muniageaernment which is not aligned. A
recent research by Solé-Ollé and Sorribas (2008)sfhat this is indeed the case in Spain.
Aligned Spanish municipalities do receive on averd§% more per capita capital transfers
than unaligned municipalities. We have to say, h@wethat this empirical regularity is con-
sistent with other theories besides ‘clientelisfar example, aligned municipalities could
receive more transfers simply because, belongintpgacsame party, have policy preference
which are similar to those of the grantor. Therg thunicipality will be more inclined to
apply for projects and will select the type of aij that has more possibilities of being
funded. So, the unequal allocation of funds will dmply a reflection of the ideological

differences existing between parties.

Current grants are less amenable for this discratiouse. In practice, it is very difficult
that a grantor gives a special treatment to oneret& municipality. In the case of PTE, there
have been a couple of exceptions to this rule. @ities of Cadiz and Sta. Coloma de
Gramenet have a special status that makes thenvdesere funds. The reason is their low
fiscal capacity coupled with the limited land atbat impedes any future economic develop-
ment to solve this financial problem. Being thigetr what happens is that there are other

municipalities in Spain which have similar problearsd do not receive more monies. Recall

'8 This theory also provides a positive explanatibthe increase in the use of earmarked grantsi(any
case its survival): grantor governments will beic&nt to transform earmarked into non-earmarkedtgr
(or even worst, into tax decentralization) becaihé® will erode their power to punish/reward mupadt

lities (see, e.g., Weingast al.,2007).

25



that the PTE has a very low equalization powerth®formula does not solve these fiscal
capacity disparities. The special status was awlaafter rent-seeking efforts by the mayor of
Cadiz, which at that moment was aligned with tlghtrigovernment in Madrid. The same
treatment was awarded at the end to Sta. Colonfardmenet (whit a left mayor) to avoid
accusations of partisanship. The PTE formula, éikg other formula, can be manipulated to
give a preferential treatment to some groups ofiop@lities. There are suspicions that this is
what happened in Spain with big cities. Recall iigher population weight they had in the
formula since 2002; this was probably due to thaher rent-seeking capabilities. The situa-
tion was criticized by many experts and politiciarisnedium and small municipalities. But
the 2002 reform split the system in two, municipadi with more than 75.000 residents and
tourism cities being financed now by tax-sharing anlump-sum grant which is completely
detached form the one funding the smaller munitipal Although the change was revenue-
neutral in the first year and has provided mordess the same resources afterwards, the
separation of the system insured big municipaliigainst the possibility of a reform of the

formula reducing their population weights.
4.- Conclusion

Local Governments in Spain are relatively small.nMipalities, the main player of the local
system are numerous, and its responsibilities atteer limited and often concurrent with
those of the AC’s. Despite of this, local governiseare rather autonomous, with transfers
representing approximately 1/3 of revenues andnigatax powers over all local taxes. Most
current taxes are non-earmarked, and all capitaisters are earmarked project grants.
Municipalities, specially the smallest ones, arédegdependent on these transfers in order to

fund capital spending.

Overall, the Spanish local transfer system has sseaknesses. First, it is not effective
in reducing disparities related both the spendiegds and to fiscal capacity. This lack of
equalization power has not been probably entirebplematic in the past, where the services
provided where non-redistributive, but should bketainto account as the municipalities
increase its involvement with the provision of sbservices (e.g., kindergarten, elderly care).
Second, transfers play a limited role in the adjastt of local budgets to revenues shocks,
but are important to help them cover spending shioClapital transfers are important for this
purpose; since capital spending is mainly influehlog population growth, we speculate that
the involvement of higher layers of governmentacdl infrastructure funding might have

fostered urban expansion. Third, it is not cleaut fhroject transfers really help in coping with
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the co-ordination problems that affect the Spataslal sector. What it is clear is that these
projects interfere a lot with local autonomy anatecibbute to the selection of projects that are
not so valued by citizens. Fourth, there is stremigience that earmarked capital transfers are
disproportionately allocated to co-partisans, ogstloubts about the fairness of the proce-
dures used in the selection of projects. Givendlmmsiderations it would be interesting to
consider the possibility of: (i) increasing the ambof current unconditional funds to munici-
palities, (ii) increasing the equalization powertloése grants a clarifying its effects, and (iii)
limiting the amount of funds to be allocated asitahgransfers, and trying to improve the

transparency of the its allocation process.
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