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I. - INTRODUCTION

The assumption of competencies by Autonomous Regions (hereafter: “Regions”) in Spain has been very swift, particularly with respect to public expenditure. In fact, the structure of public expenditure in the country is quite unique by international comparison, given that the percentage controlled by the central government is lower than in other countries with a long-standing federal tradition – such as the United States or Germany. If we add to this the fact that the level of public spending (as a percentage of the total) by local administrations is low, we see that fundamental responsibility for public expenditures rests with the Regions. To wit, if we exclude debt interest repayments and social security, the Regions control more expenditure than both the State and local authorities combined.
What has become known as the “second generation” theory of fiscal federalism (Oates, 2005, 2008)  incorporates aspects of the theory of public choice to explain not only the behaviour of sub-national governments but also some results that would appear to contradict the predictions of the traditional theory of fiscal federalism; for instance, the fact that further decentralisation can result, in some cases, in increased levels of public expenditure and/or regulation.

II. - REGIONAL ECONOMIC POLICY: A PUBLIC CHOICE APPROACH

If the utility functions maximised by politicians are the same at every level of government, constraints faced in the pursuit of their objectives, however, can be very different. This naturally affects their behaviour. It is, therefore, important to specify if the subjects of our study – policy decision-makers and the public administrations in Spanish Regions – face different institutional constraints that may explain their behaviour. It is common in Spain, for example, to affirm that politicians in several regions stray further away from basic economic and financial principles than those at a national level. One hears complaints about the public deficit of some regions, about how some excessively regulate certain activities and how numerous public sector firms remain, at times when the State is closing down or privatising many companies in its own possession. If this is the case, and if there is no reason to believe that preferences can change depending on whether or not one is running a central or regional administration, there must be specific factors that explain these differences. 

There are certain arguments that may be employed to explain the tendency of some towards greater regulation and public sector intervention in the economy.

One can examine the first of these questions from the perspective of a politician in government, who as a rational agent attempts to remain in power. To do so he identifies the electoral costs and benefits of his decisions. Policies that imply increasing public spending – offering new services, inaugurating new public works or creating public sector employment – have, in general, positive electoral benefits for politicians that pursue these measures. Policies that include raising taxes in order to obtain the necessary finance for this measures, however, are electoral costly. In other words, voters are myopic in terms of supporting measures that increase public spending and look unfavourably upon those policies that provide the necessary funding to achieve these measures. In the case of the Autonomous Regions this myopic vision of policies is amplified for a least two reasons. The division of functions between the central and regional government ensures that latter is responsible for spending on social areas (particularly health and education). This means that a specific increase in spending on these services will be of greater electoral benefit for the ruling party at the regional level than at the national level of government. 

The second reason is related to the peculiar nature of financing  Regions in Spain. The fact that the participation of state funds is of fundamental importance for the financing of Regions increases the problem of myopia among the electorate. The regional government undertakes its spending, but the electoral costs are borne at a national level. 

The State is completely responsible for the regulation of some revenue streams, e.g., value-added tax. In others, such as the personal income tax, regional governments enjoy certain legislative powers to augment or reduce income based on variations in the tax rate. In the majority of cases, however, regional governments limit themselves to offering tax deductions to voters and do not touch the personal income tax rate. 

It is not surprising that the strategy chosen by politicians in Autonomous Regions is centred more on increasing their share of national taxes rather than developing their own taxes or diminishing the tax burden set by national Government, where they have the ability to do so.

There are several factors that induce politicians at a regional level to legislate on numerous matters, in an attempt to control the economy to an even greater extent than at a national level. On the one hand, this is an affirmation of power in a relatively young system. Many politicians appear to think that their Autonomous Region would be of less relevance than their neighbour if they were to accept State regulation in certain areas instead of having their own laws. In many cases the means assumes more importance than the ends: it is not as much about pursuing different goals but preferring regional over State laws as a means to realise these goals. One can readily cite many examples of this behaviour. Let us confine ourselves to one example here. Consider regional laws related to professional associations, which in substance are very similar to State law, but are considered advances in self-governance by the corresponding regions. 

In other cases, however, legislation is the result of specific goals designed to support the preferences of specific social and economic interests. In these cases, the increased proximity of interest groups to the seat of power proffered by Autonomous Regions raises the benefits to a politician who acts according to said interests, given that he and his efforts are more easily identifiable. Moreover, and by the same logic, a strategy opposed to interest groups is now more costly. For example, small businesses in certain regions enjoy greater means to influence regional governments than sum of small businesses as a whole over national government.

There is, nevertheless, an argument that may suede regional level politicians not to heed to these types of pressure. This is based on the fact that voters possibly will be better informed of the actions of regional politicians than those at a national level. Both the physical distance between voters and national government as well as the costs of obtaining information related to specific policy influence the aforementioned. There is, however, an important factor that acts contrary to voter interests – and in favour of politicians – related to information: Some regional governments – generally with a high level of interventionism – enjoy substantial control over the media in their region. Not only may regional television stations directly depend on regional governments, but some regional governments exercise tighter control over the press than would be possible at a national level. It is then hardly surprising that residents of certain Autonomous Regions turn to external sources for local and regional news. 

Summing up, in reality it would appear that increased proximity between the electorate and policy-makers is more important from the perspective of the ability to influence policy decisions than from the perspective of offering a platform to better control politicians based on information generation. The regional politicians’ tendency towards higher levels of regulation is, therefore, enforced.
III. - COSTS AND BENEFITS OF DECENTRALISATION

The result of this expansive process of economic decentralisation in Spain has both positive and negative aspects. I have already mentioned some negative factors – public sector spending by regional governments has substantially increased, and with it intervention by regional governments in the economy. This has led businesspersons and economists alike to voice concerns over the dangers of disruptions to market unity.
There is little doubt that this is a subject of immense importance. Every economist knows well the basic idea put forth by Adam Smith that the division of labour is a function of market size. Accordingly, a large market allows for greater efficiency and welfare. And there can be little doubt that certain regulations and practices by regional governments are aimed at dividing up the market. If, as we have seen, Regions control the greatest share of public expenditure, then they can exert enormous power over firms when it comes to negotiations, and can impose terms which have little to do with economic efficiency. The result of this is a non-cooperative game, in which the pursuit of individual benefits results in losses for society as a whole.

Nevertheless, one must also be mindful of the positive benefits of decentralisation. Clearly, not all measures taken by Regions affect market unity. 

One of the things we have learned in recent years in Spain is that fiscal competition between Regions works. This is very positive – not only for those regional governments interested in designing strategies favourable to those living in their Region, but also to those Regions that never would have applied such measures. If Regions such as Madrid and Valencia had not reformed their taxes on inherence or gifts, others – albeit more in a more timid fashion –would not have applied these measures. Similarly, if Madrid had not begun to eliminate capital gains tax, we would not hear similar proposals in other Regions. 

Fiscal competition favours taxpayers because it allows different political entities the chance to offer citizens and firms alternative models of regulation, as well as different models of revenue collecting and public sector spending. It is the famous idea of allowing people to “vote with their feet” – deciding which region or State offers the policy that best satisfies their personal preference. The majority of citizens in a specific region can accordingly opt for a system with a higher tax burden, in return for a better supply of public services. Or, alternatively, they can opt for a system in which the tax burden is low and the supply of public services is inferior.

Public expenditure, in a federal model, should reflect the fiscal burden placed upon taxpayers at each sub-national level of government. And this means, necessarily, that neither taxes nor expenditure can be the same everywhere. In Spain it is often argued that every citizen should dispose of equal levels of public service, independent of the Region in which they live. This, however, runs contrary to the basic principles of fiscal federalism, wherein one has the possibility of choosing between diverse combinations of public expenditure and revenue available in autonomously designed levels of sub-national government. The idea that everyone should pay the same level of taxes and receive the same level of services in every Region would violate the principle of fiscal autonomy in Spain.

IV. - CRITICISMS OF FISCAL COMPETITION
The idea that nations and regions should compete based on fiscal and/or regulatory competition is heavily debated. There is debate on the merits of competition at a global level, among groups of states that are highly integrated – such as the European Union – and in countries with high levels of decentralisation, such as the United States or Spain. 
For those who are opposed to this form of competition, the principal argument is that it would lead to a “race to the bottom,” both in terms of taxation revenue as well as the regulation of different sectors of the economy. It is argued, for example, that if taxes are not coordinated – in a market with free movement of factors of production, as is the case in Spain – then countries and regions will not have the ability to obtain sufficient revenue for the delivery of those public goods and services for which they are responsible. Similarly, to attract investment – it is argued – governments will reduce economic regulation to a sub-optimal level.  

This debate can be better understood using two basic models. 

The first consists of a non-cooperative game in which countries aim to collect the largest possible revenue to finance certain public services. (The same model could be applied to sub-national governments). We make two assumptions:

1. Taxpayers can change their fiscal residence at a low cost

2. There is no superior governing body that fixes rules of behaviour or guarantees compliance with contracts made between fiscal authorities

If both tax authorities have the option of fixing their tax rate either high or low; and different tax rates have the effect of moving tax payers to the country with lower tax rates, then tax revenues can be presented as the following (the first number of each box represents potential revenue in Country A and the second in Country B):

Figure 1: Fiscal revenue in a non-cooperative game
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Given the assumptions of the model, the best result for both fiscal authorities would be the upper left hand corner, in which both maintain high taxes and enjoy a tax return of 10 each. The equilibrium of this game, however, is the lower right hand corner, in which both charge low taxes and enjoy a return of 7. The reason for countries adopting the strategy of lower taxation in this model is that if one country charges high taxes the other will always charge low taxes to enjoy a return of 12. 

Now let us analyse the role of the public sector in the allocation of scarce resources, and the attempt to maximise social welfare. This model takes as its starting point an idea common to the literature: the supply of goods and services by the State has a two-fold effect on social welfare. On the one hand, public expenditure on goods and services raises citizen welfare. On the other, revenue collection by the State to finance these services reduces social welfare because it decreases citizens’ disposable income. 

The marginal social benefits of public expenditure are decreasing – so that as basic needs are being covered by public expenditure investment there is a diminishing utility to citizen. The marginal social costs of taxation however are increasing, because every additional unit of revenue diminishes the percentage of disposable income available to taxpayers. The State will maximise social welfare at the point where the marginal social benefit of public spending is equal to the marginal social cost of raising taxation.

This may be shown graphically in different forms. One of the most common is that presented in Figure 2



Figure 2- Social costs and benefits of public expenditure


According to this model, a country should increase public expenditure to the optimal level PE2. Any reduction of public expenditure below this level will result in a lower level of social welfare, given that the benefits to increased taxation are greater than the costs. Any increase above PE2 will also be sub-optimal, given that costs of increased taxation will exceed the benefits. If we  assume that a country finds itself at PE2,  faced with fiscal competition, it will see its tax revenues drop  (as predicted by Figure 1). This will then oblige it to reduce its level of public expenditure to, for instance, PE1. Given that for society PE2 is superior to PE1, social welfare decreases.

If we consider the implications of both Figure 1 and Figure 2 together, we arrive at the conclusion that fiscal competition reduces social welfare. To wit, this is often the result found in the literature.

But this result is not founded on a solid base, given that it takes for granted that governments – when determining public expenditure – are always located at PE2, the optimal level for society. This assumption, however, depends on at least two conditions:

a) Government is capable of determining PE2;

b) Even if this is the case, the government is interested in fixing public expenditure at this point. In the language of public choice, this requires that a government behaves like a “benevolent despot” and try to maximise social welfare – however one defines this concept.

Neither of these two conditions is credible satisfied, however. Indeed, there are many reasons why governments tend to elevate public spending as part of strategy to support interest groups. As has been shown in the theory of public choice, the current structure of democratic systems tends to push public expenditure not to its social optimal, but to the point where it most favours the interests of government. 

Let us assume that this point is PE3 in Figure 2. If fiscal competition reduces public spending, then in line with earlier analysis the result will be a shift in the level of public expenditure from PE3 to PE2. As a result this will increase social welfare.

Summing up, the basic argument against fiscal competition, despite its apparent soundness, is hard to accept when we question the belief that governments are actually acting in the public interest. Moreover, the model can also provide a basis to defend the notion that reducing taxation can increase social welfare. 

V. - GOVERNMENTS IN COMPETITION. THE TEMPTATION OF OLIGOPOLY
Figure 1 above further allows us to interpret the problem from the perspective of imperfect competition. Faced with the possibility of fiscal  competition with other countries or regions, many governments prefer to arrive at agreements among themselves, which permit maintaining the strategy of high taxes without the risk of taxpayers fleeing to other places. Viewing the subject from another perspective, one could contend that a lack of movement of factors of production, firms or physical persons, between countries or regions is evidence of a lack of competition among tax authorities.

Stigler defines “perfect collusion” as the situation where no buyer has an incentive to voluntarily change supplier (Stigler, 1964) If one applies this notion to fiscal policy, then we can define “perfect collusion between States” as the situation where no taxpayer has an incentive to change residence for fiscal reasons. 

The advantages of collusion are obvious for fiscal authorities. Nevertheless, there is the issue of the stability of agreements, given that those who form part of the group have substantial incentives to violate the terms of an agreement. A collusive system presents two main problems: to reach and to police the agreement. An agreement on taxes seems to be quite easy to reach, since what is called in industrial organization the industry’s product structure is very simple. But to police the agreement can be quite difficult given the utility functions of politicians and the number of regions. Stigler, for instance, thinks that the costs of policing an agreement for 20 firms of equal size would probably be prohibitive. (Stigler 1966. p. 220) 
In a well known chapter of their Power to Tax Brennan and Buchanan discuss fiscal competition and the foundations of a fiscal constitution in a federal state ( Brennan and Buchanan 1980, chap 9). According to the Leviathan hypothesis tax competition in a federal system being a constraint on revenue maximizing governments limits the growth of public expenditure. Their approach presents some similarities with the industrial organization oligopoly theory since the impact of tax competition depends on the number of possible alternative jurisdictions: “the potential for fiscal exploitation varies inversely with the number of competing governmental units in the inclusive territories” (Brennan and Buchanan 1980, p. 185)  
One of the most important themes of institutional economics is precisely how to determine the conditions in which a Prisoners Dilemma, as it was presented in Figure 1, can be solved, resulting in players choosing cooperative strategies. In our case this would entail countries arriving at a cooperative solution as represented by the upper left-hand corner in Figure 1. It is important to note that, in this scenario, cooperative strategies (high taxes) favour the interests of government, not citizens, for whom a non-cooperative solution (low taxes) as represented in the lower right hand box is preferable.  

Another means to reach a cooperative solution (high taxes) is to establish a higher authority that impedes, in some manner, the pursuit of non-cooperative strategies. It is easy to encounter real life examples of this nature. In our case, there are two clear approaches taken by governments: 
· Establishing a higher fiscal authority – within central government in the case of a country or a supra-national entity for agreements between nations – to centralise power, and impede competitive strategies. 

· Letting agreements reached on fiscal policy have legal character, and the violation of these agreements be subject to litigation in courts, either of a national character, or supra-national character, such as the European Union. 

In both cases, governments could act as oligopolists without fearing that agreements would be broken. Naturally this would also result in a substantial decrease in the autonomy of governments and the disappearance of one of the fundamental elements of fiscal federalism.

VI.- TWO CASES OF FISCAL COMPETITION

In the Index of Economic Freedom in the Spanish Regions (Cabrillo et al 2009) one of the 12 indicators used to rank the Spanish Regions is taxation. This indicator is made through a series of simulations based upon a “typical” family that pays income tax, wealth tax, inheritance and donations tax, property transfer fax and stamp duty. In these taxes the regions have power to fix –totally or partially – rates and regulate other aspects of them. We will focus the analysis  on two taxes –wealth tax and inheritance and donation tax- that being before 2001 national taxes, were transferred to the regions in that year.
1.- Wealth tax

Wealth tax was introduced in the Spanish fiscal system as an “extraordinary tax” in 1977, its main goal being to become an instrument for the control of the income tax payments. Later on it became an “ordinary tax”; and since 2001 it was transferred to the  Regions, that cashed all the receipts from it and were allowed by law to change the tax rates and rules without any restrictions. In the budget law for 2008 the Region of Madrid reduced the rates and the government announced that in four years the tax would disappear from Madrid fiscal system.

Some regions were however against such suppression for, at least, two reasons. First that to suppress the tax would mean a reduction in their fiscal revenues. And second, because the tax was considered relevant for income redistribution. It is true that data show that such redistribution was very small in practice, since the rich people were able to reduce substantially payments through companies and others tools; but leftist governments thought that they could not present to their voters such a reform.

One interesting case was the region of Catalonia. This region was governed by a coalition of socialists and nationalists. And its government realized from the beginning that Madrid is reform would mean that some high middle class people would prefer to become residents in Madrid and pay taxes there. Of course the Catalan government could suppress the tax as Madrid did; but its voters in the left would be strongly against such a reform. So, they asked central government to act. And the agreement was that central government would suppress the tax for the whole country, since the law allowed it to do that if regional governments were compensated for losing revenues.

So finally the tax was suppressed in Spain in 2008. And we can conclude that the main reason why Spanish citizens did not pay wealth tax from 2008 to 2010 is that one region decided to break the oligopoly and tax competition worked. In 2011, however, the tax was re-established by the national government and regions can now choose again between imposing it or not. The Region of Madrid has already decided to suppress it and a new case of tax competition may take place in the next years.
2.- Inheritance and donation tax
As the wealth tax, inheritance and donation tax was transferred to the  regions, that cash all the receipts from this tax since 2001 . From that year some regions have introduced substantial changes in it. And in 2006 six regions had almost suppress it in the cases of parents – children and spouse – spouse inheritance and donations. Tables 1 and 2 show the amounts paid in a standard case in all Spanish regions. The amount paid in the region with a higher tax is 100.

Note the effects of fiscal competition. In 2007 seven regions paid over 60% of the higher tax. But two years later only two (Extremadura and Catalonia) were over 60%. And the present Catalan government has reduced substantially this tax.
As in the case of wealth tax the regional governments oligopoly failed. And now some regions are trying to convince central government to create a new national inheritance tax.
Table 1.- Inheritance and donation tax paid in the Spanish regions in 2007
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Table 2.- Inheritance and donation tax paid in the Spanish regions in 2009
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VII.-  REGIONAL ECONOMIC POLICY IN THE ECONOMIC CRISIS 

The present economic crisis may become a time for changing ideas regarding the foundations of economic policy, both at the national and the regional levels. In fact the role of federalism in the Spanish economy and public administration is being now discussed in the country. 
There are reasons that might lead us to assume that the new circumstances would be favorable to the introduction of liberalizing reforms in economic policy. The most important is that many governments are reluctant to introduce reforms while the economy is working well, and only decide to do so when circumstances are so difficult that they are actually forced to carry them out.  And, in the current crisis, the pressures made on Spanish economic policy from various international organizations could be useful for the politicians, because they would find in them not only weighty arguments for introducing changes, but also an excuse to implement reforms that, while necessary, are rejected by a large proportion of their potential voters. They can, in effect, argue that they are applying them against their will, and thus make use of the strategy which, in public choice models, is known as the "dustbin theory," according to which an international organization takes the blame, before public opinion, for unpopular decisions and the politicians, at least partially, save face with their potential voters. 

But there are also important factors working in the opposite direction. The most obvious is the need for greater fiscal income, for which it is usual to raise the tax burden, with special emphasis on some taxes. An example would be the increase in VAT or the raising of income tax rates that both the State and some Regions have already implemented. However, most relevant to the adoption of more interventionist policies is the idea that the public sector should have greater powers to deal with the crisis, and many people who are going through serious economic difficulties might think that the solution to their personal problems necessarily passes through the government. Lower taxes and fiscal competition may be more difficult in a context of lower public expenditure and higher fees in public services.
Something new in the Spanish fiscal federalism is that, for the first time in history, a political party –the Popular Party- holds the national government and 11 of the 17 regional governments. This may give more power to the national government to reduce public expenditure and public deficit. But it also may reduce the costs of enforcing agreements between regional governments to maintain the status quo and avoid tax competition.
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 APPENDIX
INDEX OF REGIONAL ECONOMIC FREEDOM  (SPAIN 2008)
	INDEX OF ECONOMIC FREEDOM
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INDEX OF REGIONAL ECONOMIC FREEDOM- TAXES  (SPAIN 2008)
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