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PROLOGUE

In November 201,/the Collegeof Regional Development and Banking InstitiitédAMBIS
organized the ¢t International Conference from the cydiscal Dialogwith around 100
participants.

The topic of tHiscabdecenraliZaton anaeffextivenass of ieégional and local
authoritiesintheEG. The conference was hel dRegiomiler t he
Developmenbf the Czech Republic. The conference was attended not only by academics but

also practitioners and policy makers.

Among the keynote speakers weref. John HudsorfUniversity of Bath, United Kingdoin
prof. Ma r(Magej Bél Univiersitl, &lovak Republico r o f . Ar (Umiversitis - me z
of Seville, Spaip Ms . VDra K dAnayst? ih ICoeeh§ Credit Buregu and
representatives from the Minigtof Interior, Ministry of Finance and Union of Towns and
Municipalities of the Czech Republic.

Thepapers presented during the conference showed various aspects of public finataids and
conditions for active participation of domestic and foreign attead

Conference details are available at the web site of the conferemoevaidi.cz.

Boj ka Hamer n2k
College of Regional Development
and Banking Institute AMBIS
Prague, Czech Republic


http://www.fidi.cz/

FISCAL ATTITUDES, PREFERENCES AND POLICIES ACROSS THE
REGIONS OF THE EU

Marta Orviska, John Hudson

Abstract

We examine whether there is evidence for preference differences between regions to support
the concept of fiscal federalism. We do this by using Eurobarometertalatpecifically

examine the heterogeneity of fiscal preferences and policy concerns in different regions within
the EU, with a specific focus on the Czech and Slovak Republics. We find no evidence to
support the Tiebout mechanism. However, we do find ttite are preference differences
between regions. The data also supports the hypothesis that regions are more homogenous than
countries in terms of their policy preferences. In addition, regional characteristics, such as the
regional level education, unemp y ment and poverty tend to inf
a region. All of this provides a rational for fiscal federalism. However, there are also very
substantial differences within regions and fiscal federalism is largely irrelevant for this. We
havethe rich versus the poor, the city dweller versus the village dweller and, in particular and
increasingly, the old versus the young. Ideally we would want fiscal federalism based not on
spatial considerations, but on sedemographic ones, with each idiéable sociceconomic

group having its own government. That of course is not possible.

This work was supported by the Slovak Research and Development Agency under the contract
No. APVV 150322.

Keywords:Fiscal preferences, fiscal federalism, Tieboutdthesis, age divide
JEL ClassificationH31, E61, J18

INTRODUCTION

In this paper we focus, not on the supply side rational for giving power to the regions, but the
demand side rationale. The supply side rationale is based on the hypothesis that tlae closer
government is to the firms and citizens in the region, the more efficiently it can deliver goods
and services to meet those needs. The demand side is based on the idea that if the people in
different regions are different, then a regional or local gowent can best meet their specific
preferences. Thus Oates (1999) wrote that decentralized levels of government have their raison
d'etre in the provision of goods and services whose consumption is limited to their own
jurisdictions. The basic argument &t the efficient level of output of a "local” public good is

likely to vary across jurisdictions as a result of both differences in preferences and cost
differentials. To maximize overall social welfare thus requires that local outputs vary
accordingly. Hnce an important part of the rationale for fiscal federalism is this heterogeneity
of preferences between different regions.

We examine whether there is evidence for preference differences between regions to back up
this argument for fiscal federalism. Véee also looking for evidence for the Tiebout (1956)
mechanism. We do this specifically by using Eurobarometer data to specifically examine the
heterogeneity of fiscal preferences and policy concerns in different regions within the EU.
Using regression atysis, we also analyse the relative impact of regional variables and
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individual socieeconomic characteristics in influencing people's policy preferences and
concerns. In doing this we look at both the EU as a whole as well as the Czech Republic and
the Sovak Republic. As far as we are aware there are relatively few precedents for this type of
analysis.

The paper proceeds as follows. In the next section we analyse certain general fiscal issues in
the context of fiscal federalism and the Tiebout hypothéale then turn to more specific
concerns. In a regression analysis we then look at the determinants of such attitudes and
concerns focusing on the relative importance of individual and regional characteristics. Finally,
we conclude the paper.

1. THEORY OF FISCAL FEDERALISM

The theory of fiscal federalism was originally developed by Gesbwain American economist
Richard Musgrave in 1959. He argued that federal government systems have the ability to solve
many of the issues local governments face (Musgre®89)1 Musgrave further argued that
federal governments should give money to states, who can distribute it locally as needed and as
they deem best. The United States government relies on fiscal federalism. In the United States,
there exists a complex andghly bureaucratic relationship between states and the federal
government to fund roads, schools, and health care. Regional governments may also raise their
own taxes. The countries of the EU vary in the degree to which fiscal federalism is practiced.
In Gamany the federal fiscal system allows a substantial redistribution of income between
states and is also a mechanism to stabilise asymmetric shocks to state incomes (Hepp and
Hagen, 2011).

Part of the rational for fiscal federalism is that different regidiffer in what they want and
resources they have. Regional governments are in the best position to meet these differing
needs. In a related argument, Tiebout (1956) argued that if there are differences in the policies
of different regions, people will ave to one that has policies which are most in line with their
own preferences. The two processes reinforce each other. Fiscal federalism allows regional
governments to follow different policies based on the needs of their regions. The Tiebout
hypothesishien supposes people move to those regions whose policies most closely align with
their own views. Thus an initial small difference in policy preferences will become accentuated
over time and policy differences between different regions will become mareiproed.

In this paper we will examine the case for both fiscal federalism and the Tiebout hypothesis.
We will examine the evidence for two hypotheses. Firstly, that policy preferences differ
between regions and secondly that the attitudes of older pampl®more homogenous than

those of younger people within specific reasons. If the Tiebout hypothesis is true, then we would
expect to see such reduced heterogeneity amongst older people within different regions as they
will have had more time to move tceih preferred location than younger people.

2. HETEROGENEITY OF POL ICY PREFERENCES

We use Eurobarometer 87.3 Data. This is based on a survey carried out in May 2017 of
approximately 1000 people in each EU country. The description and the coding of all the
independent variables can be found in the Appendix. The variables includessonmmie
demographic variables. They include gender, age, education, location and personal prosperity.
In addition to variables pertaining to the individual, we will also beuuholg variables
pertaining, in general, to the NUTS2 region in which the individual lives. Included in these are



regional prosperity, unemployment and education levels. To begin with, we focus on the
responses to the following attitudinal questions:

(i) Measures to reduce the public deficit and debt (in our country) cannot be delayed, (ii)
Measures to reduce the public deficit and debt in are not a priority in our country, (iii) The
private sector is better placed than the public sector to create newngkis)aPublic money

should be used to stimulate private sector investment in the EU. These are general questions
and not specifically related to regions, but they allow us to examine how attitudes in regions
compare to those in the country as a whole.fisoel federalism to be valid, attitudes should

vary between regions. For the Tiebout hypothesis to be valid they need to be more homogenous
within regions than the country as a whole, and to be more homogenous for the old within a
region than the young.

The basic responses to these questions are shown in table 1. They show that a majority of people
are of the view that reducing the debt cannot be delayed, but somewhat paradoxically are more
evenly divided on whether it is a current priority. Most algopsut the capitalist view that the

private sector is better at stimulating jobs, but again that public money should be used to
stimulate private investment. People in the Czech and Slovak Republics tend to follow broadly
similar views as to the rest of ti#&J. However, they tend less to the view that reducing the
debt is a current priority and more to the view that the private sector is better at stimulating
jobs. On the latter, of course, both countries have somewhat lower pubtitsdéfan some
othercountries.

Table 1i Basic data on Attitudes to Fiscal Matters

Reducing public debt not to Reducing public debt not a
be delayed priority now
Al Czech R | Slovak R Al Czech R | Slovak R
EU EU
% % % % % %
Totally agree 31.33 33.33 28.26 14.76 9.5 10.83
Tend to agree 40.82 46.35 44.47 32.14 26.93 28.05
Tend to disagree | 11.83 11.24 8.1 25.82 36.83 23.21
Totally disagree 4.21 2.76 3.36 14.52 17.62 16.25
Dondt Kn| 11.8 6.31 15.81 12.76 9.11 21.66
Private sector better to Public money should be used
create jobs to stimulate private investment
Totally agree 22.84 33.33 28.26 18.63 10.08 15.93
Tend to agree 41.52 46.35 44.47 39.95 41.5 38.81
Tend to disagree | 17.52 11.24 8.1 19.05 29.94 19.16
Totally disagree 5.74 2.76 3.36 8.62 8.1 6.35
Donét Kn| 12.38 6.31 15.81 14 10.38 19.75

Source: Derived from Eurobarometer 87.3 (2017)

The data also supports the hypothesis that regions are more homogenous than countries in terms
of their views on these issues. Thus on delaying the debt, for 62% of regions the average
standard deviation in the region was less than in the country as a. Woolthe regions, the
average standard deviation was 0.766. In the countries as a whole the average standard deviation



was 0.806. This suggests that on the deficit there is more agreement within the regions of a
country than within the country as a wholéis is consistent with a demand side rationale for

fiscal federalism. Figure 1 further illustrates this by showing for all regions the difference
bet ween the regionds standard deviation and
indicates thathe regional standard deviation is less than the country standard deviation. A
positive value indicates the opposite. Most values are negative, but there are a few very large
positive ones indicating that, that particular region has a very large standattbdeand hence
substantial differences in policy attitudes. Table 2 summarizes the standard deviations for all
four questions. In every case the average regional standard deviation is less than that for the
country as a whole, and this is alscase fo a majority of regions.

Figure 1i The difference between regional and country standard deviations on delaying
public debt

The difference between regional and country standard deviations

o T T T T T
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Table 2i Comparing regional and National Standard deviations (SDs) on Attitudinal

Questions
Average Average % of regions where SI
Regional SD Couwntry SD smaller than in country
Public debt| 0.766 0.806 62.0%
reduce now
Public debt not § 0.897 0.942 62.4%
priority
Private  sectol 0.800 0.832 59.2%
best for creating
jobs
Government 0.817 0.864 62.4%
should stimulate
investment

Source: Derived from Eurobarometer 87.3 (2017)

But not only is there more agreement within regions, there is agreement around different means
as can be seen in Table 3. We focus on the regions of the Czech and Slovak Republics. For the
first issue thenighest average response is for Prague. A value of 2.067 is an average response
between tend to agree that the debt reduction should not be delayed and tend to disagree, but
much nearer the first option. The other regions are more in agreement thatidetooneshould

not be delayed. In Slovakia it is again the capital, Bratislava, which is most sceptical about the
need for debt reduction. Most in favour is Eastern Slovakia. Howewmesther issues, other
regions are outliers. People in different regions have different preferences and hence once more
there is a case for regional governance.
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Table 3i Regional Attitudes in the Z2ch and Slovak Republics

Delay reduction public | Public debt not a priority | Private sector Investmen] Public money stimulate
debt for jobs Investment

Czech Republic Mean | Std. dev| Obs | Mean | Std.dev | Obs | Mean | Std.dev | Obs | Mean | Std. dev | Obs

Praha 2.067 | 0.751 | 45 | 2.552 0.862 58 | 2.079 0.796 101 | 2.297 0.769 101
Stredni Cechy 1875 | 0.833 | 56 | 2.814 0.824 43 | 2.253 0.800 99 | 2.394 0.753 99
Jihozapad 1948 | 0.926 | 58 | 3.020 0.812 51 | 2.234 0.886 107 | 2.485 0.873 103
Severozapad 1.746 0.682 67 | 2.757 0.919 74 | 2.163 0.755 135 | 2.353 0.821 136
Severovychod 1.680 | 0.587 | 50 | 2.345 0.985 55 | 2.090 0.866 100 | 2.175 0.785 103
Jihovychod 1852 | 0.635 | 81 | 2.779 0.803 86 | 2.360 0.771 161 | 2.391 0.750 156
Stredni Morava 1.600 | 0.639 | 50 | 2.625 0.952 40 | 2.167 0.916 84 | 2.412 0.863 85

Moravskoslezsko 1.824 0.845 68 2.577 0.977 52 | 2.355 0.788 124 | 2.677 0.771 124

Czech Republic 1.823 0.751 | 475 | 2.688 0.902 459 | 2.225 0.819 911 | 2.402 0.804 907

Slovak Republic

Bratislavsky kraj 2.081 0.836 62 | 2.614 0.901 57 | 2.164 0.830 128 | 2.446 0.894 121

Zapadne Slovenskq 1.915 | 0.846 | 142 | 2.638 0.960 149 | 2.133 0.831 293 | 2.143 0.808 280

Stredne Slovensko| 1.852 0.653 108 | 2.762 0.904 105 | 2.153 0.773 215 | 2.263 0.786 209

Vychodne 1.605 0.604 | 114 | 2.234 1.020 94 | 2.072 0.852 235 | 2.066 0.892 211
Slovensko

Slovak Republic 1.840 0.753 | 426 | 2.573 0.969 405 | 2.126 0.822 871 | 2.199 0.846 821

Source: Derived from Eurobarometer 87.3 (2017)
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Thus there is demand side evidence for fiscal federalism. Is there also evidence for the Tiebout
Hypothesis? If this is to be valid then the views of older people within regions should show
much less variation than those of the young. Older people aresap have moved to areas

which are more in line with their own views. Hence they should be broadly in agreement with
other older people in the same region. The young may not yet have moved in this way. However
Table 4 shows little evidence for this. @a issue are the old substantially more in agreement
within regions than are the young. There is
perhaps we should not be surprised at that. People choose where to live partly out of path
dependence, they Bvand carry on living where they were born, or because of reasons linked

to employment, or the quality of the environment, e.g. close to mountains or the sea.

These are all issues linked to fiscal policy at the national level, rather than fiscal and other
policies at the regional level. It may be that if we were to examine attitudes more related to
local issues we would find more evidence in favour of Tieboohdtheless, we would still
imagine fiscal conservatives to move to areas where the regional government is fiscally
conservative if there is truth in the Tiebout hypothesis, and hence toughiovour analysis.

Table 4i Attitude Heterogeneity amongst tiéd and the Young

All population Over 50 years

Average Average Average Average

Regional SD | Country SD | Regional SD | Country SD
Public debt reduce now | o 766 0.806 0.754 0.799
Public debt not a priority | 0.897 0.942 0.885 0.946
Private - sector best g ; o 0.832 0.797 0.833
creating jobs
Government shoulg
stimulate investment 0.817 0.864 0.831 0.875

Source: Derived from Eurobarometer 87.3 (2017)

3. POLICY PRIORITIES

We now turn to policies and issues, at least some of which, are more closely dec¢ided at
regional level. We focus on the perceived most important current policy issues. The question

asked O6épersonally what are the two most i mp
options included (i) cri me, riingipncestinflagon/the unt r y
cost of living, (iv) taxation, (v) unemployment, (vi) terrorism, (vii) housing, (viii) their

househol dbdés financi al position, (i x) i mmi gr
education system, (xii) the environmentin@te and energy issues, (xiii) pensions, (Xiv)

wor king conditions and (xv) Iliving condition
not recorded, 6noned and 6dondt knows?o. On ¢

was agreed upon by JP6 of the respondents. Within the country, the figure was less at 33.8%.
In 64.4% of regions this proportion in the region was higher than that in the country. This
indicates more agreement on the most important issue within the average region than the
country as a whole, and once more provides support for fiscal federalism.
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In Figure 2 we show the difference between a region and its country on the most important
iIssue. Hence if in the region 38% agree on the most important issue and in the couripit is 3
then this figure is +3% (or 0.03). Hence a positive value indicates more agreement on the most
important issue in the region than the country; a negative value indicates the reverse. For
example, in the country the most important issue may be prid® @nd in a particular region

it may be unemployment (0.35). This is then the difference {0.83) we analyse. Note, as
above, in general there is agreement between the region and the country on the most important
iIssue, e.g. crime. But this does not &aw be the case. It can be seen in Figure 2 that in most
regions the agreement level is higher than in the country. Once more this provides support for
fiscal federalism.

Figure 2- The difference between regions and their country on the most imp@dast i

The difference between regional and country most important issues

O T T T T

-2 0 2 4 .6
Difference

In Table 5 we once more focus on the regions in the Czech and Slovak Republics. There is
general agreement that rising prices/inflation is the most important issue. But more so in Prague,
the Northeast and Central Bohemia than the rest of the countryumfbssally in the Czech
Republic agreement on the most important issue is less in most regions than in the country as a
whole. This is not so in most countries and in Slovakia there is approximately an even split.

People can also be divided along seetonomic characteristics. In Table 6 we show these
differences. They are substantial. Women are much more concerned about health than men.
And the poor are much more concerned about unemployment than the rich. But the biggest
divide is between the young attie old. The former are more concerned with working and
living conditions than the old, and the old are much more concerned with health and pensions
than the young.
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Table 5i Most Important Issues in the Regions of the Czauih Slovak Republics

Taxation | Crime | Unemployment| Inflation | Economy| Housing| Finan Immi- Health Education | Environment| Pensions| Working Living

Czech Rep. ces gration conditions| conditions
Praha 0.116 0.071 0.036 0.482 0.027 0.107 0.259 0.071 0.125 0.071 0.299 0.143 0.107 0.098
Stredni Cechy 0.070 0.080 0.030 0.460 0.100 0.120 0.150 0.060 0.170 0.070 0.080 0.130 0.130 0.080
Jihozapad 0.102 0.076 0.042 0.373 0.059 0.085 0.153 0.085 0.161 0.102 0.025 0.102 0.102 0.042
Severozapad 0.054 0.014 0.041 0.351 0.041 0.088 0.236 0.034 0.277 0.054 0.014 0.216 0.054 0.101
Severovychod 0.104 0.017 0.043 0.487 0.017 0.078 0.157 0.035 0.183 0.078 0.026 0.104 0.070 0.061
Jihovychod 0.054 0.048 0.016 0.409 0.027 0.129 0.188 0.032 0.215 0.054 0.048 0.215 0.113 0.097
StredniMorava 0.085 0.009 0.028 0.340 0.085 0.085 0.142 0.047 0.160 0.047 0.085 0.160 0.094 0.085

0.055 0.047 0.063 0.378 0.024 0.142 0.150 0.071 0.134 0.031 0.071 0.205 0.055 0.165
Moravskoslezsko
All Country 0.077 0.044 0.037 0.407 0.044 0.106 0.182 0.052 0.184 0.062 0.053 0.166 0.090 0.093
Slovak Rep.

0.082 0.015 0.030 0.537 0.164 0.045 0.209 0.037 0.201 0.045 0.015 0.164 0.127 0.090
Bratislavsky kraj
Zapadne 0.056 0.051 0.068 0.352 0.039 0.051 0.141 0.023 0.242 0.079 0.045 0.203 0.093 0.093
Slovensko
Stredne 0.042 0.030 0.101 0.506 0.051 0.042 0.152 0.025 0.228 0.042 0.055 0.169 0.089 0.068
Slovensko
Vychodne 0.051 0.057 0.131 0.330 0.040 0.067 0.182 0.013 0.279 0.030 0.020 0.226 0.104 0.064
Slovensko
All Country 0.055 0.043 0.089 0.406 0.059 0.053 0.164 0.022 0.244 0.052 0.036 0.196 0.100 0.078

Source: Derived from Eurobarometer 87.3 (2017), all views apart from terrorism which was not a major concern.
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Table 6/ Most Important Issues across SeEiconomic Characteristics

Issue Villag | Tow | City | Unemploy | Rich | Poor | Mal | Femal | Youn | Middl | Old
e n ed e e g e
Aged
Crime 0.046 | 0.05 | 0.05 | 0.031 0.06 | 0.03 | 0.05 | 0.049 | 0.044 | 0.047 | 0.06
6 7 1 2 8 2
Prices 0.318 | 0.29 | 0.28 | 0.25 0.27 | 0.33 | 0.28 | 0.311 | 0.304 | 0.324 | 0.27
3 3 2 7 2 8
Economy 0.08 | 0.08 | 0.10 | 0.073 0.08 | 0.07 | 0.09 | 0.08 | 0.092 | 0.104 | 0.07
4 5 4 7 8 5
Unemployme| 0.101 | 0.1 | 0.1 | 0.552 0.06 | 0.24 |0.1 |0.1 0.135 | 0.123 | 0.06
nt 4 9 8
Terrorism 0.037 | 0.04 | 0.03 | 0.023 0.04 | 0.01 | 0.04 | 0.038 | 0.039 | 0.038 | 0.04
7 4 8 7 3 2
Housing 0.049 | 0.05 | 0.08 | 0.07 0.05 | 0.05 | 0.06 | 0.059 | 0.114 | 0.064 | 0.03
6 2 7 3 3 3
Finances 0.154 | 0.15 | 0.17 | 0.283 0.09 | 0.37 | 0.15 | 0.165 | 0.155 | 0.194 | 0.13
4 7 7 4
Immigration | 0.051 | 0.05 | 0.05 | 0.032 0.05 | 0.02 | 0.05 | 0.045 | 0.049 | 0.048 | 0.05
2 9 9 5
Health 0.215 | 0.21 | 0.21 | 0.128 0.23 1 0.15 | 0.18 | 0.234 | 0.111 | 0.176 | 0.29
5 3 8 9 9
Education 0.084 | 0.07 | 0.09 | 0.038 0.09 | 0.04 | 0.07 | 0.086 | 0.166 | 0.1 0.03
4 3 2 1 8 1
Environment | 0.066 | 0.06 | 0.07 | 0.025 0.08 | 0.01 | 0.07 | 0.064 | 0.069 | 0.067 | 0.06
8 8 7 3 8
Pensions 0.178 | 0.17 | 0.14 | 0.052 0.17 | 0.17 | 0.15 | 0.176 | 0.027 | 0.064 | 0.30
3 9 3 4 8 8
Working 0.093 | 0.07 | 0.08 | 0.103 0.07 | 0.10 | 0.08 | 0.084 | 0.133 | 0.122 | 0.03
Conditions 6 9 4 7 7 6
Living 0.096 | 0.08 | 0.09 | 0.117 0.07 | 0.12 | 0.09 | 0.091 | 0.114 | 0.098 | 0.07
Conditions 4 8 8 1 3 7
Source: Derived from Eurobarometer 87.3 (2017)
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4. REGRESSION ANALYSIS
Table 7i Regression resulfsr the Attitudinal Analysis

Gov Gov
Delay debt Dr?cl))rti i stimulate ([j)stlg?y Dr?grti i stimulate
P y Investment P y Investment
old -0.01601 | -0.1015" | -0.02842 0.007602 | -0.1085" -0.02177
(0.42) (2.82) (1.08) (0.20) (2.96) (0.82)
Youn 0.05109 -0.0288 | 0.004808 | 0.0562 -0.03618 | 0.006078
9 (1.76) (1.05) (0.24) (1.92) (1.29) (0.31)
Male 0.000729 | 0.0313 -0.1021 0.001589 | 0.04059 -0.1027
(0.03) (1.47) (6.61) (0.07) (1.87) (6.58)
Village -0.1161 0.08405" | 0.05304 -0.05982 | 0.08916° | 0.04814
9 (4.02) (3.09) (2.61) (1.79) (2.80) (2.06)
Town -0.06908 | 0.01733 | 0.01155 -0.01593 | 0.01967 0.02027
(2.51) (0.66) (0.61) (0.51) (0.66) (0.94)
Log of -0.07448 | -0.04351 | 0.06551 -0.06031 | -0.0128 0.06438
education (1.60) (0.97) (2.00) (1.26) (0.28) (1.95)
Professional 0.02587 -0.02497 | -0.01394 0.02897 | -0.0281 -0.01046
management (0.74) (0.74) (0.57) (0.81) (0.82) (0.42)
semiskilled -0.09868 | -0.1118" | -0.009931 | -0.09337 | -0.1046" 0.01542
(2.45) (2.88) (0.35) (2.26) (2.66) (0.54)
unskilled -0.104 0.03142 | 0.02574 -0.1101 | 0.03324 0.02558
(1.65) (0.50) (0.60) (1.73) (0.52) (0.59)
Farmer 0.2642 0.01028 | -0.1329 0.2561 0.001265 | -0.06636
(1.65) (0.07) (1.29) (1.55) (0.01) (0.64)
Housenerson -0.0582 -0.00653 | 0.01562 -0.05505 | -0.00896 | 0.01999
P (1.05) (0.13) (0.41) (0.98) (0.18) (0.52)
Unemoloved -0.03334 | -0.04947 | -0.006852 | -0.02366 | -0.04711 | -0.004847
ploy (0.66) (1.07) (0.21) 0.47) | (1.00) (0.15)
Retired -0.05829 | 0.04943 | 0.07124 -0.06853 | 0.05287 0.06981
(1.39) (1.22) (2.43) (1.61) (1.28) (2.36)
Prosperity -0.131" 0.02372 | -0.07889" | -0.1406" | 0.0144 -0.07923
(5.18) (0.98) (4.50) (5.48) (0.59) (4.49)
Regional Variables
Education 0.05731 -0.162" 0.2421°
(0.87) (2.59) (5.23)
Unemployment | -1.098" -1.328" -0.1202
(3.22) (4.08) (0.53)
Prosperit 0.1664 -0.3125" | 0.2187"
perty (1.93) (3.65) (3.75)
Observations 10785 10857 21293 10785 10857 21293
Log Likelhd. -11985 -14133 -26027 -11751 -13870 -25650
X2 429.7 593.5 1424 880.5 1215 2237
Note: Regressions estimated by ordered probit, with standard eoroested for heteroscedasticity. **/* denotes

significance at the 1%/5% level of significance. Country dummy variables included in the regression but not

shown.
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We begin the regression analysis by once more focusing on general fiscal attitudes. We include
both regional variables and so@oconomicsd e mogr aphi c character.i
attitudes determined solely by their own personal situation or do regional factors influence their
attitudes? If the latter, then once more it emphasises the impoxamegional factors in
influencing attitudes and provides a further rationale for fiscal federalism. Table 7 shows the
results, focusing on the three attitudes most closely related to fiscal issues. People in villages
tend to be more of the view that debta priority, whilst semskilled workers are less of this

view. People in villages tend to be relatively hostile to governments stimulating the economy.
The old are not that different to the young on these issues. Regional variables are important.
Highly educated regions are more sceptical of governments stimulating the investment, but tend
to think paying the debt is less of a priority than others. The latter is also true for poor regions
and regions with high unemployment. The regional variables acalagdd directly from the

data, as we know which region each person comes from and hence we can identify the views
of others in the region. The final three columns allow for each region to be unique by including
regional dummy variables, but still the smeiconomic variables are significant.

However, when we look at the most important issue in the second set of regressions, this
changes a little. The results, for selected issues are shown in Table 8. Age groups are very
important in determining attitudes to the most important issues, partychkalth, finances,
pensions and education. This is true even if we include a dummy variable for each liegion
allowing for each region to be different. Other variables which affect attitudes include education

T educated people prioritise educatasan issue and are less concerned with penshmisg
unemployed and prosperity. There are also some differences with respect to location with
people outside the large towns and cities, particularly in rural areas, more concerned with
inflation and thecost of living. Again regionally defined variables are significant, although
slightly less so than before.

Thus both socio economic characteristics and regional characteristics impact on attitudes to
general questions such as the public debt and on gmlore relevant to the individual such

as crime, pensions and health. The significance of the latter indicates that two people with
identical characteristics will have different fiscal preferences and policy concerns if they live
in different regions withsubstantially different regional characteristics. Once more this
provides a justification for fiscal federalism.

However, in many respects today the big divide is between the different groups of society rather
than different regions within a country. i§hhas probably always been the case, but the
divisions between the age groups, and particularly the old versus the rest and the old versus the
young, are particularly important now. This is because the old make up a large and increasing
proportion of thgpopulation. That an increasingly elderly population tends to soak up resources
without contributing to current GDP has long been realised. But the potential for policy conflict
between old and young has received less attention. And this conflict becotaptafip

stronger and more important as the old become a more important part of the population.
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Table 81 Regression results for the Most Important Policy Issues

Crime Health Unempl. Prices Finances| Pension | Education
old 0.0584 | 0.1841 -0.2907" -0.09809" | -0.2181" 0.6477 -0.3976"
(1.29) (5.81) (6.22) (3.27) (5.99) (18.83) (8.53)
Young -0.06249 | -0.2881" 0.05133 -0.00792 | -0.1338" | -0.4685 0.2811"
(1.56) (10.20) (1.62) (0.33) (4.89) (11.40) (9.58)
Male 0.05001 | -0.1823" 0.03549 | -0.04671 | -0.01428 | -0.03637 | -0.09794
(1.77) (9.42) (1.37) (2.58) (0.68) (1.68) (3.73)
Village -0.09506 | -0.00249| -0.03655 0.1288" -0.03471| 0.05999 -0.0051
(2.50) (0.10) (1.08) (5.45) (1.26) (2.10) (0.15)
Town -0.04315 | -0.02937| 0.01257 | 0.07634" | -0.01882| 0.01904 | -0.08237
(1.27) (1.24) (0.40) (3.41) (0.74) (0.72) (2.58)
Log of -0.07856 | -0.03963| -0.02891 | -0.07415 | -0.1004 | -0.2554 0.4025"
education (1.39) (1.04) (0.53) (2.02) (2.35) (6.09) (6.73)
Professional | -0.0428 | -0.02764| -0.2325 -0.1504" | -0.04929| 0.1356 0.1832
management| (0.91) (0.85) (4.72) (5.05) (1.40) (3.36) (5.35)
semiskilled 0.03459 | -0.03868| 0.01873 0.07643 | -0.04082| -0.02677 | -0.2712"
(0.65) (1.03) (0.39) (2.35) (1.07) (0.58) (5.47)
unskilled 0.1108 | -0.06352| 0.2962 -0.09452 | 0.1391 -0.03521 | -0.2297
(1.36) (1.11) (4.61) (1.84) (2.52) (0.50) (2.99)
Farmer -0.1953 | 0.01349 | 0.3771 -0.05754 | -0.01329| -0.05757 -0.2972
(0.88) (0.11) (2.75) (0.51) (0.10) (0.40) (1.40)
Houseperson| 0.1128 | 0.01491 | 0.3873 -0.03286 | 0.1224 0.06823 -0.1212
(1.63) (0.31) (6.88) (0.76) (2.46) (1.24) (1.96)
Unemployed | -0.1084 | -0.168" 1.497" -0.3342" | 0.2661 -0.2336" -0.4819
(1.59) (3.82) (37.55) (8.69) (6.80) (4.08) (7.83)
Retired 0.03747 | 0.1956 0.06586 | -0.07206 | -0.01142| 0.4161 -0.3071
(0.74) (5.51) (1.26) (2.14) (0.28) (10.64) (6.02)
Prosperity 0.1691" | 0.09528 | -0.2294" -0.08964" | -0.5871" | -0.08187 0.1026"
(4.90) (4.20) (8.00) (4.41) (25.25) (3.32) (3.37)
Regional Variables
Education 0.01735 | -0.186" -0.117 0.01074 | -0.00643| -0.1377 -0.2192
(0.19) (3.06) (1.51) (0.20) (0.10) (2.05) (2.68)
Unemployme| 0.9548 0.291 1.677 0.03648 0.1937 -0.08245 0.5614
nt (2.22) (0.98) (4.62) (0.14) (0.63) (0.25) (1.40)
Prosperity -0.3665" | -0.0147 0.165 -0.2517" 0.03004 | 0.09451 0.01473
(3.24) (0.19) (1.69) (3.70) (0.38) (1.09) (0.14)
Observations| 24598 24598 24598 24598 24598 24598 24598
Log Likelhd. -4841 -11926 -6096 -13972 -9806 -9358 -5910
X2 436.6 1985 3107 1864 1818 3135 1284
44 44 44 44 44 44 44
9772 23942 12281 28033 19701 18807 11910

Note: Regressions estimated by probit, with standard errors corrected for heteroscedasticity. **/* denotes
significance at the 1%/5% level of significance. Country dummy variables included in the regression but not
shown.

18



CONCLUSIONS

The results show little support for the Tiebout hypothesis. But there are differences between
regions and there is potential for fiscal federalism to result in better policy making. Regional
characteristics such as the regional level educatimemployment and poverty tend to

influence everyonedbds attitudes in a region.
on regional preferences, as perhaps with a
characteristics reflectaregn 6 s pr ob |l e ms , as with regional

the reason these differences provide a rational for fiscal federalism.

However, there are also very substantial differences within regions and fiscal federalism is
largely irrelevant for thiswe have the rich versus the poor, the city dweller versus the village
dweller and, in particular, the old versus the young (Fishman, 2010). The key is to reconcile the
different interest groups within countries and within regions. Ideally we would wso#l fi
federalism based not on spatial considerations, but on-deoigraphic ones, with each
identifiable socieeconomic group having its own government. That is not possible. When the
economy is prosperous these divisions are relatively easy to mahagake is getting bigger,
everyone can have a bit more. But when it is less prosperous, the battle between the different
sections of society becomes more difficult to reconcile. The risk is then that society becomes
more fractured. This is a key problerhigh both national and regional governments must focus
upon.

Of course there are limitations to our analysis. Firstig regions we have analysed do not
necessarily correspond to areas of governance. Nonetheless we would expect an overlap, and it
is this overlap which makes our search for evidence for the Tiebout hypothesis valid. Secondly,
even if there are differences between regional jurisdictions and the regions used in this paper,
the differences in regional preferences we have found provide &catgin for fiscal
federalism. But we must remember it is a justification, but not a full justification. That depends
upon supply side factors. That is the relative ability of regional and national governments to
efficiently deliver public goods to thetitizens and that is a traddf between the advantages

of being close to those citizens and economies of scale. We have added a piece to the jigsaw,
but there are other pieces to considdotzewe get the full picture.
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Appendix 1

Independent variables

Age The respondentds age i n years

Male The gender of the respondent: Male = 1; Female =0

Education Age at which the individual finished full time education

Village Coded 1 if the respondent lives in a rural area or village, wibe0

Town Coded 1 if the respondent lives in a small sized town, otherwise 0

Professional/ Senior Respondents current occupation: 1 if employed professional or senior

Manager manager, otherwise 0

Middle management Respondents current occupationf fniddle manager, otherwise 0

Skilled manual Respondents current occupation: 1 if skilled manual worker, otherwise
0

Unskilled manual  Respondents current occupation: 1 if unskilled manual worker,
otherwise 0

Farmer Respondents current occupation: farimer, otherwise 0

Driver Respondents current occupation: 1 if involves travelling, e.g. driver or
salesperson, otherwise 0

House person Respondents current occupation: 1 if house person, otherwise 0O

Unemployed Respondents current occupation: 1 if unkyed, otherwise 0

Retired Respondents current occupation: 1 if retired, otherwise 0

Prosperity Difficulties to pay bills at the end of the month during the last twelve
months.

Dependent variables defined in the text.
Source:Derived from Eurobaromet&7.3 NovembeiDecember 2014
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A COMPARISON BETWEEN DECENTRALIZATION IN SPAIN AND
COLOMBIA

Hel mut h Yesi dGahriela Antoso@- me z ,

Abstract

This analysis aims to make a comparison between the process of devolution of competences in
Colombia and Spain, focusing on the fiscal aspects of them. Regarding the first country we
describe the institutional mechanism that rules the Spanish systenmoftegtion, his quasi

federal nature and his relationship with the political process and particularly some mechanism
in a very complex system of equalization funds. In the case of a unitary country as Colombia,
we make a description of financial rulestldictate the functioning of transfer system (SGP)

and we stress the huge centralized nature of Colombian process.

Keywords: Federal Federalism, Devolution of Competences, Decentralization.
JEL Classification: H73, H71

INTRODUCTION

Either in unitary and federal schemes, the systems of decentralization pursue the equalization
of basic services for all citizen irrespective of the place they live, emphasizing tenets of equality
and justice (Buchanan 1950). Nevertheless, deep inegsi@iress regions obstruct identical
treatment for citizen living at different location of the same country.

But the posture of central government can diverge depending of unitary or federal framework.
In the former case, a bankruptcy or territories makiescentral government to bail out it, and

in the latter one, the government may press territories in order to serve the public debt (von
Hagen & Eichengreen 1996). In any case, the role of central government is in practice, an
insurer that protects agatrisritorial shocks (Sala i Marti& Sachs 1991)

According to this, our analysis compares two specific cases of devolution of competences: one
European country member of EU and full member of OCDE: Spain and by the other hand, a
Latin American country: doo mb i a . I n the first exampl e,
declare explicitly a federal state, Spain has a highly decentralized structure, while in the second
case the system of decentralization operates fully around transference from central governm

to regions (departments).

In terms of decentralization a key aspect is the issue of the distribution of tax revenues between
levels. A greater regulatory capacity in tax matters could generate a process of competition
across regions in order to retain the factors of productioggioms that offer better conditions.

That is a natural process derived from the regional divergences in terms of productivity
(Buchanan 1950). But in regard to sharing of taxes and more concretely, of devolution of
tranches in national taxes, the greatstmint is the unequal economic structure of the regions.
From that point of view, to undertake a territorial tax policy will always be problematic in
schemes with acute regional inequalities and in such circumstances, mechanism of equalization
and redistibution must be available.

Any initiative in this area goes through the problem of concentrating additional fiscal income
in dynamic regions. In fact, these efforts of devolution of taxes to territories in these conditions,
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do not provide interregionabBdarity to the scheme, but on the contrary, tend to increase the
tax revenue of the rich regions.
1. THE CASE OF SPAIN

Map 17 Spain: autonomous communities (CC.AA.)
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In the case of Spain regional inequalities are always prasdrdifferences in GDP per capita

in 17 autonomous communities (A.C) are evident. The origin of such inequalities can be found
in productive specialization, the specific location of manufacturing activity and differences in
productivity. Higher standard éving is exhibited by more industrialized regions as Catalonia,
Madrid and Basque Country. More lagged regions in GDP indicators are Extremadura and
Andalusia. In addition, two autonomous cities must be included in the system: Ceuta and
Melilla. Moreove, the fact of having archipelagos as Baleares Islands and Canarias Islands
entails for the transfer system an additional factor pressing the needs and the expenditures: the
insularity. In those cases, the geographical situation claims for additionalifunagiulation

of autonomic system.
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Map 21 Spain: regional GDP per capita 2015 (euro)
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Spain is a fairly regionalized country as a feature related to the necessity of political cohesion
linked to its regional heterogeneity. For the sake of illustration, the GDP per capita of the
Basque Country roughly doubles that of Extremadura.

Constituton of 1978 has arranged a State of Autonomies, reckoning multiple idiosyncrasies
and different dialects in its regions, so the first regional scale is constituted by Autonomous
Communities (C.A.) (NUTS 2). Several reforms have been carried on in onthantoge the
resources for funding the autonomic State.

Spain designed an Autonomic Financial Model that suffered subsequent reforms as the results
of political agreements between Government and C.A.s. In all cases regions try to defend an
flordinald  giatus quotenet that points out that situation of regions cannot be worsened when
the systensuffersany modification. In such situation Central Government has been forced to
mobilize additional quantities of money into the model.

In addition, in Spanish stam coexist two parallel regimes: Common Regimen that includes

15 C.A., and Foral Regime. The last one consist in a privileged regimen that allows to Basque
Country and Navarra to collect its taxes, manage its expenses and to give to Central Government
a ontribution for defense expenditure.

The existence of Foral Regime conveys inequalities due that such regions enjoy a high degree
of autonomy and their population enjoys roughly twice the quantities per inhabitant respect to
average of CC.AA.s.

The actuabkystem of funding pursues two principles that not always are attainable: territoriality
and equality. Territoriality means that the resources perceived by a region relates with its
capacity to collect taxes. Equality means, as before has been definal thgions receive

the same adjusted resources per capita. But in fact, rich and principal contributors of the system
receive less resources and has argument for complaining (Zubiri 2006).
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The Common Regime is designed to receive funds from thteees) (Vilalta, 2014):

1 Tax mix: Includes taxes with revenues fully destined to C.A. and those shared with
Central Government (50 % of IRPF, 50 % of VAT, 58% of duties levied to tobacco,
alcohol and some hydrocarbon fuels. On that theegbeen allowedome regulatory
control. This taxes correspond to 83, 9% of resources funding the Model, but if are
included only taxes that allow decision capacity percentage falls to 47,5% and to 13%
if are considered those taxastually managety C.A.

1 EqualizatonrMe c hani s m: For this mechanism was
basic public serviceso. This fund has the
same resources per capita in order to provide the basic services (education, health and
social serges)

1 Three Adjustment Funds represented by a Sufficiency fund, a Competitiveness Fund
and the Cooperation Funds. Those are funds included with the purpose to concede
greater resources to some CC.AA. The sufficient Fund gives additional resources to
CC.AA when a new criteria of necessity are applied. The competitivenessis-und
assigned only to those CC.AAwith per capita resources lower than the mean. Finally
the Cooperation tnd is exclusive for poor CC.AAwith two features: low population
growth and lowpopulation density.

I n theoretical terms when the equality tenet
designed to allow lagged regions to provide equal services in comparison with others
(Buchanan 1950).

Map 37 Spain: Income per capita each C.A. coming from autonomic financial model 2017.
(euro per c8pita)
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This kind of arrangement has attracted a broad strain of criticism from different analysts (Zubiri
2016, Vilalta 2016). Critics focus on the fact that equal CC.AA receive different quantities per
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capita and that richer regions contribute with high quastitif taxes and the system returns
them less resources. This fact may attempt againgjuigepro quotenet (Buchanan 1950)
defined in terms of that richer regions normally perform higher expenditure. Additional
complaints come from Catalonia who ass#r#d, as the richer region, confronts higher prices
levels in the provision of services.

The equalization mechanism is guided by a principle of equity because its resources are
distributed according to principle of necessity in each CC.AA.

Meanwhile thesystem applies the principle of territoriality allocating to each CC.AA. a
percentage of 25% of quantities collected by ceded (transferred) taxes. So in practice, the
mechanism of equalization is funded by the 75% of collection of ceded taxes and by
contribution of Central Government.

1.1 Macroeconomic Consistence

Table 1i Spainr Financial capacity (+) or necessity public administration

Level 2004 | 2005 | 2006 | 2007 | 200 | 2009 | 2010 | 2011 | 2012 | 2013 | 2014 | 2015 | 2016
8

Central Administration| 09 | 05 | 09 | 13 | -29 | -91 | 48 | 36 | -79 | -48 | -37 | -28 | -2,7

Autonomous 01| -03| -01] -03 | -1,7 -2 37| 51| -19 | -16 | -18 | -1,7 | -0,8

Communities (CCAA)
Local Entities o0 | 01| 01| -03|-05|-05|-07|-08| 03| 06| 05| 04| 06
Social Security 10| 11| 13| 13| 07| 07 | 02| 01| -1,0| 11| -10 | 1,2 | -1,6
00| 12 | 22| 1,9 | 44| 11 | 94 | 96 | -105| -7 6 | 53| -45

Total

Source: Banco de Espana.
NOTE: surplus in terms of National Accounts

In recent years, fiscal stances in all levels of government show the direct effect of economic
crises. We observe an evident cyclical increase in public deficit in particular, in the central
administration. From the beginning of the financial crises dedeolved to 9,1% of GDP

during 2009, maintaining high levels in subsequent years. In 2015 and 2016 the disequilibrium
has been corrected. Fiscal deterioration has affected sub regional levels also, because deficit in
CC.AA soared in 2011 to 5,1% of GDmPosving a correction in more recent years.

Some authors (Viver and Martin, 2012) see a tendency to recentralize economic decisions in
the assignation of recent fiscal adjustment dictated by Europe. The subscription of fiscal
adjustment dictated form Brsels, can be as a cut of the financial autonomy of Spanish regions.

In fact, the period imposed to apply the fiscal adjustment at overall levels of public
administration was defined since 2009 to 2013, and the commitments arranged pointed out a
reduction 6 public administration deficit in 8,5 points of GDP in a very short period.

For recent years a new act (Ley 2/2012) settled new objectives of deficit, reserving to central
government the higher part of deficit, letting to territorial authorities theebifigcal effort

(Viver and Matrtin, 2012). In percentage terms the required adjustment asked to CC.AA implies
the accomplishment of deficit relative to GDP-0f7 % in 2013 to superavit of 0,2% in 2015,

so regional governments are object of harder cmmdit of adjustment. Likewise, the
distribution of the limit to indebtedness (60% of GDP) has been distributed allowing the larger
part of debt to central government (44% of GDP).
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However from the theoretical point of viewgn Hagen & Eichengregi996) eefend the right
of central government of impose constraint on regional deficit and debt, adducing the
predominance of macroeconomic stability in the context of monetary union.

2. THE CASE OF COLOMBIA

Map 37 Departments of Colombia
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Colombia has been a unitary country with deep centralist roots. Along roughly 100 years a very
centralist constitution promulgated in 1886, guided the institutional life of country but with the
punctual appliation of sporadic reforms during XXth century. Only in 1991 an outright new
constitution was arranged between diverse political sectors, and there was included a system of
transfers of money to territories complemented with competences in public expenditu
Nonetheless, few years later the expenditure associated to reforms turned out in deep fiscal
imbalances, not only originated in the new framework of decentralization but in new public
expenditures destined to judicial institutions, security forcés, Eacing this problem,
subsequent constitutional amendments restrained the growth in public expenditure related to
decentralization scheme, as will be explained further.
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Map 41 Colombia: GDP per capita 2016 (millions of pesos)
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The distribution of wealth across departments of country is also unequal, ranging the GDP per
capita from 5,4 to 32 million of pesos in 2016. Leading the best indicators of wellbefirgiwe
Bogota, Antioquia and Valle del Cauca, as three regions with an important role in
manufacturing and services. In addition, two main oil producers appears with high indicator
also: Meta and Casanare. In these cases the importance of oil productiow gghulation

press the indicator to higher levels. Although as Auriol (2006) points out, the permanent effect
of extractive industries in territories is rather scarce, due to lack of links to local and regional
economy.

2.1  Macroeconomic Consistence

In 1991 Colombia changed its rigidly centralist constitution dating from 1886 and promulgated
a new Constitution that in the area of decentralization granted a merely administrative power to
subnational levels and a scheme of regional social expenditure wasedkearound a strongly
centralized Government transfer system, known as General System of Participation (GSP).
Discussions on decentralization in Colombia within the framework of GSP, have a marked
fiscal connotation, ignoring the integrality of the prabland overlooking the need to expand

the autonomy scheme of the subnational levels with the object of promoting their own economic
dynamics.

The original text of Constitution linked the evolution of decentralized resources with the growth
of current revenes of Central Government (CRG) which, as time passed, worried strongly to
central government. In these conditions all additional resources that government got from tax
reforms had partially a compulsory destination to decentralization framework. In énose t

the consequent reforms of government proposed to divert the evolution of decentralization

27



system from the evolution of current revenue of government. The formula proposed by
government defined an evolution of the resources to territories accordsogn additional
point to inflation, in opposite way to original constitutional formula.

Table 2i Colombia- Fiscal stance of consolidated public sector (% GDP)

2008 | 2009 | 2010 | 2011 | 2012 | 2013 | 2014 | 2015 | 2016

Central Government 23 41 -3,9 -2,8 -2,3 -2,3 2.4 3,0 -4,0
Decentralized Sector 2.4 1,4 0,8 1,0 2,8 1,4 1,0 04 1,6
Social Security 1,1 1,0 1,0 11 1.4 0,3 0,5 0,4 0,8
National Level Enterprises y 0,2 0,0 0,0 01 0.3 01 0,0 -0,2 0.1
Local Level Enterprises 0.0 0.0 -0,1 0,0 0,1 0,0 01 01 -0,1
Regional and Local Goverments 11 0,4 -0,1 -0,1 15 1,2 0,4 -0,5 0,3
Central Bank (B. de 0.3 01 0,0 0,0 -0,1 -0,1 -0,1 0,0 01
FOGAFIN (Fund of Guarantee of Deposit) 0,1 0,2 0,1 0,0 0,1 0,1 0,1 0,1 0,1
Discrepance 0.2 0.2 0.2 0,1 0,1 -0,1 0.1
CONSOLIDATED PUBLIC SECTOR 01| 27| =33 -0.2 0.3 -0.9 14 -3,4 2,2

Source: CONFI$ Cierre Fiscal Anual.
1/ Ecopetrol, FAEP, Energy Sector.

If we go back to the times of promulgation of n&slombian constitution, from 1991 the
Central National Government (CNG) deficit worsened continuously. During the first decade of
present century, a set of reforms run in order to constrain the public expenditure. The problem
of the rapid growth of publid e b t particularly CNGbdés debt ,
evolution of domestic debt linked to the public expenditure and the disappearance of monetary
funding from the Central Bank (strictly limited in the new Constitution). Later, the fiscal stance
improved thanks to better collection of taxes, and in recent years the public deficit evolved
according to economic cycle of economy, which has been affected by prices of raw materials,
in particular oil.

Assertions about macroeconomic consistency predeiin the Colombian decentralization
discussion because the high correlation between decentralized transfer system and the
macroeconomic stability. So the issue of the need for fiscal adjustment has always put the
discussion in terms of a negotiationreSources for subnational entities, which relegates the
fundamental problems of model of State and the affirmation of the regional fact.

Another aspect of the Colombian process is that the solutions embodied in the different
constitutional amendments haveen transitory formulas. So, at the end of the transition period

of each amendment, the government has promoted the current formula, evolving the resources
according to points to the caused inflation and diverting the financial behavior of
decentralizatio from the Current Revenues of Government.

In such cases, for the sake of macroeconomic convenience, the government did not accept the
original constitutional formula of tiap the transfer system regarding Current Revenues of
Government. But, nor regiorn=ould accept any formula that could entail cuts in expected
resources. So, the best solution was a comprehensive formula that distributed adequately the
risks of system and that could balance macroeconomic stability and regional development.
Such politicadiscussion should be the opportunity to carry out adejoth debate on the nature

of decentralization process, on the tax autonomy, on the creation of inter territorial leveling
funds and on the tools for reinforce the institutional capacity of subaatemitories.
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Table 3i Colombia: Central Government tax collection. %PIB

2010 2011 2012 2013 2014 2015 2016
Internal taxes 9,4 10,6 11,7 12,0 12,1 12,2 11,5
Income tax 1,6 2,0 3,2 2,9 1,6 1.3 1,2
VAT 2,7 2,8 2,7 2,8 3,0 2,9 2,8
Retention VATand Income 4,1 4,3 4,3 3,9 3,9 4,1 4,0
Timbre 0,1 0,0 0,0 0,0 0,0 0,0 0,0
Bank Debit Tax 0,6 0,8 0,8 0,8 0,9 0,8 0,8
Patrimony/wealth 0,4 0,7 0,6 0,6 0,5 0,7 0,5
Consumption N.A N.A 0,0 0,2 0,2 0,2 0,2
Hidrocarbon fuels N.A N.A 0,0 0,4 0,4 0,4 0,4
CREE N.A N.A 0,0 0,4 1,6 1,3 1,1
CREE surtax N.A N.A 0,0 0,4 0,0 0,5 0,5
External Taxes 0,9 2,6 2,3 2,1 2,2 2,3 2,2
Import tariff 0,9 0,7 0,5 0,5 0,5 0,6 0,5
External VAT 1,7 1,9 1,8 1,6 1,6 1,7 1,6
Total 12,3 13,2 14,3 14,1 14,3 14,5 13,6

Source DIAN.
I n Colombia the |ionEs share of tax coll ecti

resources of more dynamic bases and higher yields: VAT and revenue taxes. In the opposite,
departments (regions) manage static taxes with unstableanasigith no normative capacity

over rates of taxes. The list of regional taxes is as follows: beer, liquor, registration, tobacco
and cigarettes, stamps, vehicles, fuels, etc. Despite the upward trend of the collection, there is
no margin to increase théeld of such departmental taxes, since these are indirect taxes.

The Colombian centralism in tax matters has led to a rather weak regional and local tax
structure, with very weak dynamics and reduced taxes, which in the end, leads to a high
dependence omansfers. On the other hand, the Spanish experience, although critical, proposed
a scheme of greater regional participation in taxes such as VAT and has established an
autonomous section, with some degree of regulatory power, in the Income Tax of Ifgividua
With regard to the destination of Colombian regional taxes, some of them already have specific
destinations, which in turn make them very inflexible to be redirected to investment or other
different purposes. So such fiscal weakness in territoriesegsna high dependence from

centr al government 6s transfers.
This argumentation can drive to a perverse circle. Admittedly, in theoretical terms, this high
dependence from transfers doesnkEt i nduce t

strengthen the yield of own taxes. Oats (1999) suggested three poiffiscébreform in
developing countries: 1) avoid perverse incentives coming from high dependence form
transfers; 2) Enhancing the access to own revenues for improve deficit. 3) Restraint the access
to debt instruments for regions.
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2.2 Colombia: SGP, Reforms and Financial Scenarios.

Constitution amendment (Legislative Act 01)

The Government has always shown its concern about the fact of having a tax system of
decentralization tied to the Current Revenues of Nation. In the words of officiahtsffthis
situation generated a very inflexible and rigid public expenditure scheme and made difficult to
undertake a fiscal adjustment process cutting expenditures that were constitutional and legally
predetermined.

So the Government presented and disalgsdore parliament Act (Acto Legislativo) 01 of

2001 that established a real growth in the transfers system according to evolution of caused
inflation, starting from a value of 10.96 billion pesos in 2001.

At that time the political discussion was conteatized in an economic environment marked

by the economic downturn of 19991(2%). In this period, the decline affected the Current
Revenues of nation, and in consequence the amount of resources transferred, because a drastic
reduction in government taxolection.

Table 4i Colombia: scenarios of evolution in transfer system.
Constitutional Amendment (AL 04/ 07)

208 |2000| 2010 [20m1e [ 2006 | 2017 | é | 2022
Former system of
transfer  linked to | Inflation .
Current Revenue of | +2.5 Average growth of Current Revenues (CRG ) in the last 4 years
Government (CRG) 1/
Constitutional . . . Average growth of Current Revenues of
Amendment Inflation + 4,0 Inflation +3,5 | Inflation+3,0 Government (CRG ) in the last 4 years
(Acto Legislativo 04
de 2007). Evolution
according to inflation | Points to | Points to . L
education: 1,3 | education:1,6 Points to education: 1,8
Sour ce: Own el aboration based on: Mi ni sterio de

1/ GDP growth above 4%, means an equivalent growtieimesources to system

As can be observed in chart 4, central government succeed to run a constitutional amendment
in which resources of transfers evolved according to inflation plus additional points. This
strategy lightened the central governméstal stance and permitted to it to capture the
resources collected by subsequent tax reforms and from efforts to combat tax evasion and
elusion. Lozano et al. (2007) estimated in 1,8% of GDP during the perioe2P082and 4,2%

of GDP during the periodd®6-2008. In these terms, the accrued fiscal saving channeled by the
reform to transfer system was roughly 6 points of GDP.

CONCLUSION

In European countries either in unitary and federal systems, the role of region is highly
recognized. Spain is a cleexample, either for its own regional vocation or for being part of a
more general trend predominant in Europe.

In the opposite, the financial tax and management organization in Colombia remains very
centralized as a result of a system dependent of natiecadions, and on the other hand, by

the insufficient institutional development in territories. In any case, a more aggressive
decentralized process is necessary to promote balanced regional development.

In Colombia the bulk of taxation (income tax and MAs jealously retained by the National
Government, meanwhile weaker taxes that yield precarious revenues are collected by sub
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national levels. In this context, the transfers contribute to rectify the vertical imbalances that
arise from the tax distributh scheme and to reach out a pristine equity tenet (Buchanan 1950).
Spain as a more decentralized country has advanced in this direction, giving to the autonomous
treasures the collection of some tranches of the Income Tax for Individuals and the adsignmen
of a percentage of VAT.

On the other hand, in terms of funding competences of expenditure, the Colombian General
System of Shares (SGP) has no explicit inter territorial funds that can channel resources
between regions. However, there is an implicit wfchllocation in favor of lagged regions, if

we could unravel the formula of allocation that includes criteria as poverty, population to be
served and coverage deficits. These types of funds gain importance in the regionalization
process, when the stargirpoint is an asymmetric set of regions, taking for granted that this
circumstance obstructs a balanced regional model.

In fact, our analysis demonstrated the highly negative effects that external factors have had on
fiscal stance of countries, either dyeed or developing. In Spain economic crises obligated

to assimilate a deep adjustment dictated from Brussels, and carried out across all scales of public
sector. In Colombia and other developing countries, the drop of oil prices has direct and indirect
effect on fiscal stance.

Reactions and tools used to act in case of economic crisis diverge between federal and unitary
states. In federal systems, territories are forced to attend the financial market by funding their
necessities, meanwhile in cases otanyi countries central government must bestow money to

bill out territorial debts or deficit. So centralized schemes could instigate a behavior of moral
hazard in territorial governments, when are based on high dependence from central government.
From theoutset, the distribution of tax revenues between levels in Spain, and even more in
Colombia, has turned out very unequal and has originated huge vertical imbalances. In fact, the
most powerful taxation (income, VAT, etc.) has been retained by the ceshinalistrations,

while the regions and localities administer anachronistic and static taxes and in the case of
Colombia, without normative capacity.

A Spain has taken some additional steps in favor of subnational financial autonomy, by
defining autonomic traches in the Personal Income Tax and the assignment of a percentage
of VAT, among other examples. However, the regional fiscal problem is exacerbated by
growing spending needs arising from immigration, aging, insularity, the existence of
regional language®tc., all of which are the direct and daily responsibility of governments
regional and local levels.

A Despite the declining trend of the Colombian Central National Government deficit, the
Central Level is reluctant establish a fairer vertical tax framiewor

A In general, transfer systems attempt to compensate for imbalances arising from the
asymmetric distribution of fiscal revenues between levels (Buchanan 1950). The GSP
(SGP) responds more to the typical "Income Shares" scheme, with its usual limitation
associated with its inability to generate a complete financial autonomy in the sense of
transferring very little regulatory autonomy over departmental and municipal taxes.

A At the end of the transitional period of the formula defined by Colombian Legiskative
04 of 2007, the discussion on the degree of fiscal and financial autonomy of departments
and municipalities may once again be discussed. There we find an opportunity to open a
comprehensive debate on the structure of revenues between levels thattdaoteao
boost regional development.

A Unlike Spain and other cases, Colombia's transfer system does not explicitly have a regional
redistribution fund from rich to poor regions. With the exception of the modulations implicit
in the formulas, which corrpsnd to the criteria of poverty, coverage deficit, population to
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be served, etc., there is no coherent mechanism that fulfills a redistributive function that can
reduce the huge horizontal imbalances between regions.

In Spain during the discussion of funding mechanisms, the last instance for fulfill the aspiration
of regions for more equity and for maintain the status quo situation has been the intervention of
central government with additional resources, as a refsptilitical bargain.

Central levels should be aware that, in case of not promoting a harmonious development of the
regions, the most lagged of them will continue to demand resources from the Central State to
meet financial sufficiency criteria and, in teed, will continue to depend extremely from the
General Budget of the Nation. So a centralized and regional asymmetric development model
will have a significant negative impact on macroeconomic and fiscal management and the
precariousness of regional déy@ment. This assertion has been pointed out by Von Hagen &
Eichengreen (1996) in the sense that constraint imposed to regional budget press the demands
for more central borrowing and ultimately weaken the central government fiscal stance.
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DOES MUNICIPAL SIZE IMPACT MUNICIPAL PER FORMANCE?

Juraj Nemec, Lenka Matejova, Jana Soukopova, Daniel Klimovsky

Abstract

This paper has two goals. The first one (literature review part) is to summarise the arguments

for and against a fragmented territorial structure on the local level. The secoahaly&cal

part) is to assess the reality of the-existe
governments to examine whether local government expenditures increase or decrease with
population size on the base of the Czech data. Thégdsam the literature review indicate

that the territorial fragmentation has many supporters and detractors, however, the results from

all existing analyses are inconclusive. The decision on the size of the municipality seems to be
also more a politicaksue than an economic one. The results of the analysis seem to confirm
two core facts, est abli theschstalrvels yaverdiffesent sitapesfari - o u
different local services and functions, with different minimums and the fact thatlhotal

public services and functions can be connected with economies of scale. However, the fact that
cost curves ar e Ainconclusiveo does not m e
municipalities (like in the Czech Republic) should not be somehdected.

Keywords: local seljovernment, fragmentation, economies of scale, optimum size
JEL ClassificationH77

INTRODUCTION

Local government is a fundamental part of the public administration of a democratic state. The
territorial, political, and administrative organization of local governments have different
characteristics in each country, whereas they share a common gwalvitte public services

for the quality of life of their inhabitants. After World War I, local governments were the object

of a series of reforms. These reforms were thorough, covering many aspects of the local
government system (Blo#idansen, 2009). Onef issues tackled were territorial changes. The

main aim of these changes was to make local governments larger. These reforms reflected the
enduring belief t hat Abi gger is bettero and
Opponents argued that alier local governments were more responsive to citizens. This
dispute continues today.

The issue of fragmentation versus amalgamation represents one of the most frequently
discussed issues in the theory and practice of public administration. The core problems are the
potential lower efficiency of use of the available financial resourcekinacapacities and
knowledge, the inability to manage local public affairs, a lack of finance as well as employment
opportunities for inhabitants, and a lack of technical infrastructure etc. On the other hand,
smaller may mean better local democracy, naimect public control, better participation, etc.

The goal of this paper is to summarise the arguments for and against a fragmented territorial
structure on the local level and to add to the bulk of knowledge about reality of the existence of
ieconamrhi esscal edo on t h-govelnmments (examiring Whetbea locals e | f
government expenditures increase or decrease with populatiahGeszh data).
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1. CZECH REPUBLIC AND SLOVAKIA: EXAMPLES OF THE REALLY
FRAGMENTED TERRITORI AL STRUCTURE

On Januarylst, 1993 as at the result of the friendly split of the former Czechoslovakia two
independent statésthe Czech Republic and the Slovak Republicere created. Both of them

are members of the European Union since M§y®004.

Local government reform ithe former Czechoslovakia started immediately after the 1989
regime change. Today, local and regional governments function well in both counties, but there
is still some space for future improvement to be sure.

The fundamental question for a future Czemid Slovak local government changes is
amalgamation. Graphsi13 characterise the situation (Graghand 3 use only Slovak data).

Graph 1i Average population per local government entity in the European Union
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Graph 2 Spatialdistribution of small municipalities (up to 1,000 inhabitants) in Slovakia
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Graph 3i Spatial distribution of the micrmunicipalities in Slovakia (up to 500 inhabitants)

Source: Klimovsky, 2014
After 1990, the terms decentralization and a paradigm of local autonomy were often understood

in a way that gave the right to become a separate local government to almost each settlement
unit, even if that unit was a tiny village. Attempts to create omtaai larger territorial
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