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Federalism and territorial equality: a contradiction in terms?’

Federalismo e igualdade territorial: uma contradic® em termos?

Fédéralisme et égalité territoriale: une contradicion entre les termes?

Marta Arretche

ABSTRACT

The study explores the relationship between fetkenadnd territorial inequality, taking Brazil agth
object of analysis. The conclusion is that ther tisade-off between territorial inequality redoatiand
the full autonomy of local governments. The cenialernment's redistributive role seems to be a
condition for reducing revenue inequality betwegnsgictions, and so reducing inequality in citigen
access to public services requires the centralrgavent to perform redistributive and regulatoryerol
On the other hand, local autonomy pushes towaqLiziéy. Hence, federal regulation and local
autonomy are combined in a given polity, the remiritls to be bound inequality.
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RESUME

Dans ce travail, on examine les relations entrérilsme et inégalité territoriale, le Brésil éthoibjet
d'étude. On conclut qu'il y a un compromis entnethuction des inégalités territoriales et la ein
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autonomie des autorités locales. Le réle redidifidu gouvernement central semble une condition
pour réduire des inégalités interjuridictionneltiesrevenu et, par conséquent, l'inégalité d'acess d
citoyens aux services publics dans le cadre datmétion. En outre, le produit de I'autonomie laga
inégalité. Donc, quand on trouve régulation fédeedlautonomie locale, le resultat le plus probabte
que l'inégalité soit controlé au-dedans de ceriaiesvalles.

Mots-clé: Etat fédératif; municipalités; politique publiqueégalité territoriale

Analysts of Brazil's contemporary political institons employ the expression, “the particular natfre
Brazilian Federalism”, when speaking about one h&f institutions that is assumed to negatively
influence the Brazilian state capacity to providéIg policy.

The adoption of a federal formula appears to bartfice of sorts, because Brazilian society doais n
reflect the ethnic or religious cleavages thatdgpy justify the adoption of consociative arrangats
(Lamounier, 1992). Additionally, the formula adogtby Brazil falls within the most decentralized
federations in the world (Stepan, 1999; Shah, 2006¢al governments are conferred excessive
autonomy and, as a result, have Ilimited incentiies horizontal cooperation. Predatory
intergovernmental relations and the absence ofduoation are typically the result of this sort of
subnational autonomy (Abrucio and Soares, 200jeiGihe veto power of local interests in federal
decision-making arenas, distributive negotiatioesdme one of the currencies in Brazilian politics.
Consequently, pork barrel politics via amendmemsthe federal budget constitute one of the
president’s first-order instruments for obtaininge tcooperation of parliamentarians (Pereira and
Mueller, 2002). Finally, just as federalism contitiéss to the fragility of parties, it might also é&dp

the weak correspondence between policies executesulbnational governments and their partisan
sponsors (Ribeiro, 2005; Satyro, 2008; Sakurai920M short, current Brazilian federal institutgon
compromise the efficiency and effectiveness of Binazilian State. Among other inconsistencies, the
standing institutional arrangement should weaken ahility of the Brazilian State to guarantee the
rights of citizens.

This article explores the above interpretationsictvished light on the operation of Brazilian p@i
and indeed, the State itself. | argue, howevet, tthese interpretations disregard two equally ratev
factors for the adoption and functioning of Brazifederalism, namely, regional cleavages and the
relationships between the central and subnatiomamments.

The interpretation that Brazil's subnational goveemts possess excessive autonomy is based on
empirical evidence pointing to the comparativelgvated share of total public spending appropriated
by subnational governments. In addition, the intigdion is based on the extensiveness of submétion
competencies in policy-making as the status of gipalities in the federation.

The inference that Brazilian political life is damated by particularist negotiations is, in turnsdxhon
propositions that relate to the impact of electonéds on the behavior of parliamentarians.

In sum, the autonomy of subnational governmentsed@éctoral rules produce perverse incentives that
affect the calculations of local governing offigand parliamentarians. The result, in turn, is tha
territorial and social integration of the Brazili&tate is compromised — compromising the primary
function of a modern nation-state.

This article argues that an analysis of territoimqualities, as well as an examination of refaio
between the federal and subnational governmentsjidqes a more precise interpretation of the



motivations leading to the adoption of a federairfola in Brazil — and its ultimate results. Desyite
inexistence of religious or ethnic cleavages, Braas historically been divided among poor and rich
jurisdictions. These income cleavages among thatcga constituent units can explain the choice for
a State that can “maintain the Union,” and avoid tlsruptive risks associated with a majoritarian
formula, as per the classic formulation of Lijphait984). Guaranteeing an equilibrium in
representatioof andwithin rich and poor jurisdictions historically figuregd a central component of
the design of Brazil’s polity.

The second analytical premise centers on Braz#igral-local relations. The decentralized way ofvho
Brazil's policies are implemented is compatible hwihe centralization of authority. Comparative
studies reveal that local/intermediate/state gaweca can be strongly affected by central-local
relations (Obingeet al, 2005, Sellers e Lidstrom, 2007; Razin, 2007)hsihat the political priorities

of subnational governments can be forcefully a#dcby the structure of incentives coming from
higher levels of government (Arretche, 200@)n adequate analysis of these relations, in temyires
identifying two distinct dimensions of authorityolgy formulation, and the implementation of public
policies. As Pierson (1995:451) proposed, "fedsyatems superimpose the question of ‘who should
do it?' over the question of 'what is to be done?”

In the Brazilian case, distinguishing who is in rgeaof policy formulation and who is charge of
implementing it permits us to infer that subnatiog@aernment agendas are highly affected by federal
regulation when it comes to tax collection, theedtion of spending, and the implementation of jgubl
policies — even as they play a comparatively imgodriand unusual role in public spending, and the
provision of public services.

The legitimacy of federal regulation, in turn, ltesep roots in the Brazilian nation-state formatibime
principle that a central government be endowed whth instruments to legislate and supervise the
actions of subnational governments finds its basisonly in the idea of nationhood, but also in the
distrust of local political elites.

To explore these questions, this article examineottputs of public policies. The study takes Bsaz
municipalities as its unit of analyidn line with international standards (Banting08p, the policies
that guarantee income remain the central goverrismergponsibility (social security, social assis&n
and unemployment insurance), whereas service-fdcys®icies are implemented by territorial
governments. However, unlike most federations, da&rvices such as health, education, urban
infrastructure, housing, and sanitation are theamesibility of municipal governments as well as
municipalities are not creatures of states.

The second part of the analysis consists of idgntfthe effects of central-local relations on the
supply of municipal services. First, assuming tinanicipalities are unequal on their capacity tceali
revenues, it is possible to evaluate the rediditibuole of higher-level governments before aneéraf
the “treatment” produced by the former interventilins therefore possible to draw a link betwelea t
effects of a reduction in inequality among munitigs and the fiscal and taxing schemes of the
Brazilian federation. Second, assuming that Brazilnunicipalities are similar as providers of pabli
services, the existence of differently regulateticpes permits an exploration of the effects ofdeal
regulation on the spending of local governments.

In summary, central-local relations are a primanglgtical variable. Their effects on the decisiafis
municipal governments, as well as the inequalitp@agnjurisdictions, allows us to test the propositio
that current Brazilian federal institutions havdetierious effects on the provision of public seegc
The analysis covers the period 1996 to 2006, ame$ @s its source the Database of Municipal
Information from theCentro de Estudos da Metrépdltbe Center for Metropolitan Studies).



The article advances evidence to show that the iUnancentrates regulatory authority in order to
create institutional mechanisms that help reduccepinequality. However, local governments'
authority tends to produce divergences on the imphgation of their own public policies.
Consequently, federal states that combine cenddlauthority and the political autonomy of local
governments tend to restrict levels of territoriaéquality. This result can be explained by two
apparently contradictory tendencies: the regulatofg of the central government operates toward
uniformity, whereas local governance operates tdveivergence. This interaction implies inequality
among jurisdictions, but it tends to vary withirrteén intervals. Within this context, the most pabke
outcome is bounded place-inequality.

This article is organized into four sections, irdiéidn to the introduction and conclusion. The tfirs
section summarizes the main institutional theooiesederalism and territorial inequality. The seton
section explores the origins of centralized pdditiguthority within the context of Brazilian fedksan,
highlighting important aspects of Brazil's formatias a nation-state. The third section describes ta
and fiscal rules the redistributive impact of tf@ns. In the fourth section, the federal regulatain
local government spending is examined, as welisasfiect on territorial inequality.

THE EXPECTATIONS OF EXISTING THEORIES

Institutional theories permit us to expect distiresults in federal states in relation to the didsirity

of policies among territorial jurisdictions. One thie most influential argues that federalism ingplie
inequality, since “[...] uniformity is antitheticaio federalism. [...], there is no escape from a
compelling truth: federalism and equality of resilhnot coexist{Wildavsky, 1984:57-68).

This result might be explained by a foundationatitutional mechanism: federal states allow for
divergence among constituent units. The possibdftdiscord, in turn, creates mechanisms that favor
policy differentiation. Once jurisdictions discorthe inevitable result will be some form of policy

inequality.

The theory of public choice has developed a manlehh ideal federation, drawing from the influehtia
article of Charles Tiebout (1956). According tosttheory, efficient and responsible local governtsien
will promote competition for taxpayers who posséster-jurisdictional mobility. Based on this
premise, Weingast (1995) and Buchanan (1995) pempas ideal State model, in whi¢ policy
decision-making authority and the implementatiopaliciesought to be highly decentralized; and, (ii)
the redistributive role of the central governméraidd be strictly limited.

According to this Tieboutian viewpoint, it is nogalistic to expect that central governments can
efficiently undertake redistributive functions. Bibutive policies are not able to produce a remunct

in territorial inequalities because they inevitatdpd to degrade into pork barrel politics. Thabisay
that local spending will reflect the clientilistioterests of powerful coalitions in the central ideam-
making arenas.

The theoretical propositions of this school pemsitto expect two possible outcomes in federal state
The first refers to the probable results in theefatnational redistributive policies. Within thaentext,
transfers will be directed toward the districts pmwerful political elites with the greatest regibna
power. These will not necessarily be the neediesticts. As a result, redistributive policies wilbt
obtain redistributive results.

A second expectation stipulates that in federaltecxda there will be strong competition among
jurisdictions, whereby citizens and businesseséwoith their feet” (Tiebout, 1956). This situatien

believed to lead to a “race to the bottom” in ré&thsitive policies, because the dominant stratefyy o
local governments is to free themselves from ther po order to attract richer firms and citizens



(Peterson, 1995). Therefore, in none of the passbenarios do federal states produce a reduction i
territorial inequality.

Finally, a third school argues that federal statesnot antithetical to the reduction of inequaditgong
jurisdictions. By contrast, these theorists holdtthederalism can create institutions to efficigntl
reduce inequalities, as exemplified by the welldstd case of Germany. However, this result requires
centralized decision making authority. “Substantedistribution can be effectively achieved only at
the national level” (Obinger, Leibfried and Castl2805:352).

They continue, “[it is] the specificity of the cealt framework and the strength of interregional
redistribution [that] set the structural underpimgs of the balance between social citizenship and
regional diversity’(Banting e Corbett, 2002:22)

Therefore, in federal states that centralize tmeigation of policies then implemented by subnadion
units, units which benefit from a system of intengdictional transfers of wealth, it is possibte t
encounter reductions in territorial inequalitiescArding to this theory, therefore, the regulatang
redistributive roles of the central government tluie mechanisms needed to obtain cooperation among
jurisdictions.

However, this sort of commitment will only be pdssiin federal states with fragile regional idaest
That is to say, those in which the nation coincitstorially with the State. In the thinking otei
Rokkan, this presupposes that citizens start froooramon belief that they are part of one national
community.

Reducing territorial inequalities implies a heavice. This tends to be a zero-sum game in which the
federal government gains the authority to regulateer levels of government, and these, in turnd fin
their decision-making authority necessarily limited

Note how the expectations of public choice thearg historical neo-institutionalism are compatible.
Both share the idea that there is a trade-off betvwedistribution — or the reduction of territorial
inequalities — and the centralization of politieathority.

ORIGINS OF CENTRALIZATION: THE FORMATION OF THE NAT ION-STATE

In some federations, the process of the natioe-dtaimation was accompanied by a commitment
distinguished by homogeneous national rules. Ssithe case of Germany (Manow, 2005) and Austria
(Obinger, 2005). The process of nation-state folonaih Brazil concentrated decision-making power
in the central government, in addition to regulatand spending power. In democratic periods, splidl
instituted normative orientations tended to givghler priority to homogenous national policies than
regional demands for autonomy. Inequality amongsglictions to perform governing functions gave
rise to the centralization of the authority on texi planning, and even on policy implementation.
Similarly, authoritarian regimes (1930-34; 1937-45d 1964-85) suppressed the autonomy of
subnational units for extended periods.

In effect, the centralization of the Union occuridhe end of the First Republic (1891-1930).€5lit
feared what would befall the nation given the irazagy of the provinces and peripheries to undertake
governing functions in the social (Hochman, 2006)d aeconomic realms (Oliveira, 1977;
Schwartzman, 1982) Beginning in the 1930s, the central governmestiaed a central role in the
planning and financing of economic activity, whigtesupposed the centralization of political autiyori
(Draibe, 1985; Nunes, 1997; Sikkink, 1993; Souzy6). The centralization of tax collection
permitted the Brazilian developmentalist state tlmcate considerable revenues to the goal of



diminishing regional inequalities. This economienative was accompanied by federal initiatives to
supervise federal policies at the subnational |&&galetche, 2006).

The federal supervision of subnational governmewmas also justified by the conditions of local
politics, namely, the pervasiveness of corruptiod elientilism (Leal, 1949). The authoritarian mgle

of the 1920s provided a justification for the auttawian regime installed in the 1930s. They didogo
claiming that the political autonomy of the statepresented an instrument by which backwards
regional oligarchies manipulated and exploited rgnoelectors. The danger was that these oligaschie
were able to impede the initiatives of a modermgzaentral government (Mota, 1982). Combating
corruption and local-level patronage also figurednmnently among the justifications for the
suppression of regional autonomy by the militargimee that took power in 1964 (Carvalho, 2001).
Finally, legislation that regulated the financessobnational governments beginning in the mid 1990s
was justified in the Chamber of Deputies through ¢taim that policies of great importance could not
be left in the hands of local politicians (Arretc2807, 2009).

Therefore, far from a Tieboutian vision, the notithrat federal supervision of local politics can
efficiently protect citizens against backwards,rapt elites is deeply embedded in Brazilian history
Currently, this vision is shared among progressiites, even those who favor decentralization & th
implementation of public policies (Almeida, 2005).

However, homogeneous national rules do not nedbssaply equal results. Instead, different factors
explain persistent social and regional inequaliiiesBrazil. First, economic advances have been
concentrated in the South and Southeast regions #sult, subnational governments' taxable bases
vary a lot. In spite of the fact that national stdbutive policies do aim at reducing revenue-iray
among jurisdictions, their outcomes are limitedtbg high levels of inequality on subnational self-
generated revenues. Therefore, rather than futlyaiag territorial inequality, redistributive pales
have indeed only alleviated it.

Social policies in Brazil, by their turn, were mdeke according to values inspired by conservative

welfare regimes since their very inception in tf880s (Draibe, 1989, Esping-Andersen, 1990). Not
surprisingly, these policies have fundamentallydoiced status differences among different categories
of citizens. The rights of citizens were unequaltyributed in accordance with their position in the

workplace. The result is that policies awarded aldeenefits relative to the worker power in the job

market. In a context of high unemployment and ineanmequality, these entitlement rules reinforced

exclusion and segregation instead of reducing secomomic inequalities.

In response to the challenges of territorial ind¢ign, the Brazilian nation-state formation tended
toward centralization (Almond and Powell, 1978)igliHrates of economic growth were accompanied
by inequalities in the geographic and social distion of wealth, which mostly lay in the South and
Southeast. Additionally, unemployment and infortyalin the workplace — combined with
Bismarckian social rights — implied that multitudesnained disenfranchised from social assistance.
Finally, to compensate for this unequal participatin the benefits of the welfare system, the raspo

of the developmentalist state was to substituteabaghts for political and civic rights, dividing
citizens along corporatist lines (Santos, 1979yvé@lao, 2001).

Current policies that aim to reduce territorial qoelities are the result of a combination of this
centralizing tendency, with fiscal and politicalfaens approved during the recent period of
democracy, from 1988 to the present. The Bismancl@atures of policies introduced during the era of
President Getulio Vargas and the military regimeehfound compensation in a trend towards de-
commodification® the universalization of health and education, asl vas a non-contributive
component in the social security system. To theesand, the federal government expanded regulation
and supervision over subnational governments beginm the 1990s. The goal was to prioritize



spending on health and education, as well as torerfiscal discipline — among other ends. In shert,
solid tradition of federal regulation was once agamnployed to implement compensatory policies that
would address social and geographic inequalities.

Brazil's experience shows that — apart from a gandentity of belonging to a national community
(the concept of nationhood) — distrust in the wdlhess of local elites to implement and respect the
rights of citizens can serve as powerful sourceatovcentralizing political authority, even in feder
states. Under these circumstances, even progresdites favorably disposed to the local
implementation of public policies prefer that tlegléral government regulate the way in which these
policies are implemented. The idea is to tie thedseof governors and mayors who, it is assumed, are
eager to convert federal resources into consemjatrrupt, and clientilistic policies.

NATIONAL POLICIES TO REDUCE TERRITORIAL INEQUALITIE S

As previously discussed, an adequate interpretati@iecentralization requires a conceptual disitmct
between responsibility fopolicy-makingand the authority fopolicy decision-makingThis implies
avoiding a frequently employed analytical inferendeducing the latter from empirical evidence about
the former. To a large extent, the proposition rég@ the autonomy of subnational governments in
Brazil is compromised by the conflation of these twoncepts.

Fleshing-out this analytical distinction allows farconsiderably more accurate interpretation of the
Brazilian federation and the dynamics of implemagtdecentralized policies. Given the historical
processes summarized in the previous sectiongpitldhoe clear that the central government possesses
considerable tools to regulate subnational govemsneTheir taxing and spending decisions — at both
the state and municipal level — are significanilyited by national legislation. Furthermore, the
provision of public services and the allocatiorspénding are strong influenced by federal legshati
and supervision. The result is that, although dturesit units are politically autonomous and have
responsibility for tax collection and policy implemtation, their decision-making autonomy cannot be
adequately interpreted if we ignore how subnatioagéndas are affected by federal regulation.
Therefore, any analysis of the territorial inequedi affecting Brazilian citizens requires an
examination of national policies.

National Policies to Reduce Revenue Inequality

Homogenous federal rules govern the tax authorityBr@zil’s constituent units. Local and state
governments are not authorized to freely collecésaeven if their citizens accept to pay them.kénl

a Tieboutian world, municipal governments are axitied to tax only urban property, services and the
transfer of property. They are forbidden to tax ather taxable basis. Therefore, the taxation aityho
of municipal governments in Brazil is limited tofuéng their own tax rates.

The revenue streams of municipal government doudsl however, constitutionally mandated
transfers. The distribution of these transfersogegned by multiple criteria. The rules that reggiltne
transfers of the Municipal Participation Fund (Fande Participagdo dos Municipios) exhibit a
redistributive imperative, although their effectiess is highly controversi@lCurrently, this Fund
consists of 23.5 percent of federal revenues fromtaxes: income tax, and the Tax on Industrialized
Products (Imposto sobre Produtos Industrializadbe). percent is distributed among capital cities] a
90 percent among the remaining ones, such that malitidual disbursement is calculated by a
formula that is inversely proportional to the paidn and revenues per capita of each respectite st
(Afonso and Araujo, 2006). In practice, this forablas been frozen since 1989 (Rezende, 2006).

Constitutionally mandated transfers at the statelleperate by the principle of tax rebate. Tlsat i
states are required to award their municipaliti®gp@rcent of the total revenue collected from tha T



on the Circulation of Goods and Services (Impostbres a Circulagdo de Mercadorias e Servigos,
ICMS). They must also distribute 50 percent of Tla& on Motor Vehicle Ownership (Imposto sobre a
Propriedade de Veiculos Automotores, IPVA) to theunicipalities. Seventy-five per cent of the

amount to be distributed must be calculated acogrtti revenues collected in each jurisdiction.

Finally, a fourth component of municipal revenuesnes from universal conditional transfers. These
transfers became universal on the early 1990s emdreerefore, a more recent tool employed to reduc
revenue-based territorial inequalities. They ar® atompulsory earmarked to specific policies. In
health care, they became universal in £2@®n the completion of subnational adhesion td_thiéied
Health System (Sistema Unico de Saude), initiated990. These transfers are earmarked to cover
from basic health care to hospitalization. They ameversal in the sense that all municipalitiest tha
fulfill the requisite criteria established by the&ational Norms of the Ministry of Health (Normas
Operacionais do Ministério da Saude) are eligibleeceive them. They are also universal because
virtually 100 percent of Brazil’'s municipalities tgal to follow the rules of the Unified Health Syste

With regards to education, earmarked transfersianeersal because all subnational governments are
obliged, by the Federal Constitution, to deposit@cent of their own tax revenues and federal
transfers in an audited account whose redistribubiccurs across each state. For each state-lewél fu
revenues are distributed according to the numbsloté offered.

Figure 1 presents the impact of each revenue sonnsrinicipal budgets. If Brazilian municipalities
were to rely only upon their self-generated taxtemion, their average budget would add up to al tot
of around R$ 100 per capita. Constitutional trarssfe from the federal and state governments to
municipalities — represent a significant increaseesources for municipal coffers. During the perio
1996 to 2006, these levels increased to close t8M$per capita in 2006, but as early as 1996 these
funds were by far the main source of revenue fonimipal governments. For their part, universal
conditional transfers have had an additional pasitnpact. These have grown significantly sincerthe
introduction in 1988, and elevated average revehoesred around R$ 1000 by 2006.



Figure 1 - Municipality Revenue by source (average)
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Source Center for Metropolitan Studies' Municipal Infaation Database.

As illustrated by Figure 1, the remaining transfease had minimal budgetary impact. This indicator
is mostly irrelevant, because it reveals that thpact of negotiated transfers on municipal revernsies
marginal. In short, it tells us little relative tioe other indicators that provide data on transfers

Therefore, it is clear that a significant part ofimtipal revenues lies outside the realm of pdlltic
bargaining, because their distribution is mandatemstitutionally. Hence, although negotiated
transfers possess some relevance for politicaltreggms between the president and parliamentagrians
their ultimate impact on municipal resources is miless relevant than assumed. Mayors receive
resources from the central government independetitedr political affiliation or political behavior
Although additional resources may be welcome, thmply of local public services does not depend on
political relations, whether they be partisan aliwdual.

The Effect on Revenue-Based Territorial Inequality

Most statistical analyses on the impact of constihal transfers do not distinguish between federal
state transfers. One exception is Biderman (20@86) disaggregated them and demonstrated that
federal transfers are progressive whereas statsférs, regressive. In effect, taking central-local
relations seriously requires this analytical diion. As previously observed, the allocation cégh
transfers is governed by multiple criteria.



Figure2
Revenue Inequality by source
Brazilian Municipalities - 1996-2006
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Source Center for Metropolitan Studies' Municipal Infaation Database

Figure 2 disaggregates the different revenue sseafrBrazilian municipalities and presents their
respective Gini coefficients. Results are calcadater self-generated tax-collection itself and for
additional sources of revenue. The indicators foezemeasure the impact of each type of transfer on
revenue territorial inequality in relation to sginerated tax collection.

In this way, if Brazil’'s municipalities were to couonly on the resources derived from their own tax
collection, Gini Coefficients suggest that theiesging capacity would be highly unequal (close to
0.550 in 2006, and declining throughout the datéesg If Brazil's municipalities were only to coun
on state-level transfers -- namely, from ICMS aRWA), in addition to their own self-generated tax
revenues, they would be less unequal, since thisntee source reduces the Gini coefficient to
approximately 0.450 (although it was only 0.50thatbeginning of the data series). Put differeritig,
tax collection of municipalities, added to statansfers, in large part reflects the disparities in
economic activity across Brazil’'s municipalitiesyen that state transfers operate as rebates.

Federal transfers reduce a lot self-generated teveémequality. Their entry into municipal coffers
reduces the Gini coefficient by close to 0.300,leding all other sources of transfers. That is, if
Brazilian municipalities could only count on theiwn tax revenues and on the revenues of the
Municipal Participation Fund, their revenue inedfyalvould be cut by half. Note that the data
presented in Figure 1 indicates that federal teassdre a main components of municipal revenues.

The Fund for the Maintenance and Development ofcB&ducation and the Advancement of Teaching
and the Unified Health System’s 96 Basic Operatiddarm were actually implemented in 1998,
which explains why universal conditional transfeegan in this year. Their redistributive impact dav
been significant. If they were the only transfernmcipalities had access to, besides municipal self-
generated tax collection, their effect on the réidacof revenue inequality would be similar to the
Municipal Participation Fund. Beginning in 2003¢e$le policies began to have a more significant
impact than all other resources that had previobiegn marshaled towards reducing revenue inequality
among jurisdictions. In isolation, these policies aurely the most redistributive, because in 20@6
transfers of the Unified Health System and the Fiandhe Maintenance and Development of Basic



Education and the Advancement of Teaching redubedGini coefficient to 0.220. However, it is
important to note that their global impact on mipat revenues is rather limited (refer to Figure 1)

Negotiated transfers had an important effect oruciedy revenue inequality, particularly after they
were initiated in 2003. Contrary to the expectatiai public choice theory, these transfers do not
appear to reinforce or reproduce inequality derifrech the wealth of each jurisdiction — even ifithe
redistributive effect is more limited than the canda impact of the Municipal Participation Funde th
Unified Health System, and the Fund for the Maiatere and Development of Basic Education and the
Advancement of Teaching.

Finally, municipal revenue sources altogether hareund a Gini coefficient of 0.280. Instead of an
outcome associated with tax competition, Brazikgdl rules clearly reduce revenue inequality among
municipalities. Whichever of the federal transfers take — the Municipal Participation Fund or the
Unified Health System and the Fund for the Mainte®sand Development of Basic Education and the
Advancement of Teaching — and the same for negatiinsfers, the data confirms the proposition
that the poorest jurisdictions are those that nimstefit from the redistributive role of transfers.
Moreover, revenue inequality reduction is not asded with political negotiations to form coaliti®n

in support of presidential legislative initiativekstead, distributive mechanisms work in highly
predictable ways; after all, they are governeddrystitutional and infra-constitutional rules.

National Policies Governing the Regulation and Supeision of Spending

Rules regimenting the spending of Brazil's submal@overnments constitute a central component of
federal policies governing decentralization. Theates limit the decision-making autonomy of
constituent units in relation to the allocatiortlodir resources.

As previously discussed, these rules do not reptes@ew component of the federal regulations that
govern subnational entities. In effect, “bindingihstituent units to desired spending behaviorautino
constitutional imperatives was a feature of theGL@#nstitution, and served to link a small amount o
revenues to developmentalist goals. More recetttly,Calmon Amendment and the Constitution of
1988 earmarked subnational revenues to educatioetthe, 2006).

Therefore, the novelty of earmarking subnationgdeexlitures, beginning in the mid 1990s, refers to
the policy areas that federal regulation is adémse. At least 40 percent of municipal revenuestmu
be allogated to the areas of health care and @dncat25 percent for educatifrand 15 percent for
health?

With regards to urban development, such as urb&mastnucture, housing, public transport, and
sanitation, the influence of federal regulationmisch more limited. Although municipal governments
receive transfers to implement these policies, they neither universal nor regular. Furthermore,
spending in these areas is not constitutionallgmened. In other words, subnational governments
enjoy considerable autonomy in implementing thesies.

It is therefore possible to distinguish two typéslecentralized policies:

0] regulated those in which federal legislation and supervisionit the decision-
making autonomy of subnational governments, esfaipy spending levels and
standards for policy implementation.

(i) non-regulated those in which policy-making is associated witlia@momy in policy
decision-making
In this study, regulated policies apply to publdueation and health care, whereas non-regulated
policies are urban development (housing and unbfrastructure), and public transport.



It is important to note, however, that this analgtidistinction is not an attribute of public pglidut
rather an attribute of central-local relations thmturn affects the decision-making autonomy o th
government level in charge of implementation. Asypothetical situation, a constitutional mandate
that municipalities spend one percent of their nes on public housing would be considered a
regulated policy. Similarly, a federal policy thateates regular and universal transfers for
transportation policies in metropolitan centersnd aarmarks municipal budgets to this end — would
imply federal regulation for relevant municipalgie

It is therefore central regulation that convertsnanicipal policy into a regulated one. Given the
characteristics of Brazilian federalism, the podisybexists to regulate subnational budgets in arga
of public policy.

The Effects of Regulated Policies on Spending

The concept of regulation advanced in this studgrseto an upper-level government authority to
establish the rules policies implemented by subnati governments as well as its authority to
supervise them. As Brazil’'s municipalities are ¢daged “equal units” as providers of public sergice
it is possible to examine the effect of federalutagjon — its presence or absence — on their spgndi
behavior.

Two interconnected effects — however different A b@ examined. The first refers to discordance
among jurisdictions, and the second to territoii@quality. The extent to which subnational
governments discord among themselvesyigra visthe federal government, can be measured by the
priority conferred to each policy area. It can baleated byevels of spendingnequality in spending,

in turn, refers to the distance between a hypataksituation — in which all jurisdictions would ea

the same spending per capita — and actual levgterotapita spending. This can be measured by the
Gini coefficient.

Figure 3 presents a box-plot that illustrates vemmin the share of health on total spending tboa
Brazil municipalities from 2002 to 2006.As may be observed, the priority assigned to healt
spending is comparatively high among Brazilian mipalities; the percentage varies between 10 and
30 percent of total spending. Almost half of Brazihunicipalities are very close to the median, chhi
hovers around 20 percent of total municipal buddgdtsvever, if we consider all municipalities, we
may note that there is a substantial degree ofodismice. Including the outliers, one fourth of
municipalities spend ten percentage points abore@terage. The other half spend comparativel littl
on health; in effect, they tend to spend less thiaat is mandated by the Constitutitn.



Figure 3
Share of health care spending on total spending
Brazilian Municipalities - 2002-2006
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Source Center for Metropolitan Studies' Municipal Infoation Database.

The box-plot in Figure 4 illustrates the same data, refers to spending on education. For half of
Brazil's municipalities, variation in spending mittes in this area hovers around an median vafue o
25 percent, which indicates that they obey cortstital rules. The interval in variation for all
municipalities falls between 10 and 50 percentavdltspending. In this particular policy, we find a
behavior similar to that which is encountered iblpuhealth spending, although the internal vaoiati

is larger. In general, Brazil's municipalities cenhigh priority to education.



Figure 4
Share of education spending on total spending
Brazilian Municipalities - 2002-2006
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Source Center for Metropolitan Studies' Municipal Infaation Database.

Figure 5 presents the same data in housing ana @wiending. The results indicate that spending in
this area receives low priority in the budgetargisiens of municipalities. Twenty-five percent of
municipalities allocated between zero and five eetof their spending to these policy domains. Note
that the variation hovers around a median of apprately ten percent of total spending — a lower
outlay than is observed in regulated policies.Umsthe data indicate that housing policies ancmrb
infrastructure receive less priority from municig@vernments.



Figure 5
Share of urban development spending on total spenuy
Brazilian Municipalities - 2002-2006
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Figure 6
Share of public transportation spending on total spnding
Brazilian Municipalities - 2002-2006
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Finally, Figure 6 presents the same informationspanding for public transport. This policy clearly
receives low priority among all municipalities. ténds to reflect behavior that is considerably
homogeneous; that is to say that there is a coratemt around the median, below five percent.
Twenty five percent of municipalities applied cldsezero in this policy, indicating a virtual absen
of priority in this area of public spending. Obsethat a group of outliers gave high spending fiyior
to this area.

In sum, the spending priorities of Brazil's munmpies illustrate a clear pattern. Regulated petic
receive high priority in municipal expenses, wherean-regulated areas do not. This behavior i@not
random result; it can be explained by central-leetdtionships and by the convergence produced as a
result of federal legislation and supervision.

On the other hand, we cannot ignore variation e ghority accorded to different policies, in and o
themselves. Despite regulation, there are munitigskthat discord with the priorities of others.

This brings us to the issue of inequality. Figurpr&sents Gini coefficients on municipal spendimg i
each one of the policies previously examifiedom 1996 to 2008° As illustrated by the data,
regulated and non-regulated policies exhibit ctiiferent patterns: horizontal inequality in regeld
policies is much smaller than is the case with rexulated ones.



Figure 7
Spending Inequality by Policy area
Brazilian Municipalities- 1996-2006
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Spending in public education and culture presdmsstmallest Gini coefficient — and as early as 1996
(0.304). The introduction of the Fund for the Maimance and Development of Basic Education and
the Advancement of Teaching reduced inequalitypi@nsling: from 0.266 in 1998 to 0.232 in 2006.
Conversely, public health and sanitation evincera &efficient that is considerably higher thanath

is observed in the case of spending on public ddwcaand culture (0.399) in 1996. The
implementation of the Ministry of Health’'s Operatad Norms in 1996-98 implied a reduction in the
inequality of spending, to 0.345, in 1998. Additdly, the introduction of the constitutional
amendment 29/2000 marked a point of inflection e Gini, which fell to 0.293 in 2001. The
trajectory trended downwards, until the last ydahe data series: 0.259 in 2006.

The coefficients of regulated policies remaineddzly identical beginning in 2004, when conditibna
transfers and federal earmarking of subnationadmaes were fully incorporated into public healtkd an
education policies. This outcome means that cergmallatory mechanisms produced similar results on
the horizontal spending inequality in health andicadion. In effect, both policies are affected by
similar regulatory mechanisms: earmarking of subnat revenues and earmarked conditional
transfers.

The same can be said about non-regulated spendingoan housing, infrastructure, and transport.
These areas present higher levels of spending atigguThe Gini coefficient for urban housing and

infrastructure was high at the beginning of theadsgries (0.474) and it remained consistently high
throughout the period. In 2006, the Gini coeffitievas 0.432. With regards to public transport, the
horizontal inequality of spending also trended uplsa with a 15 percent increase in the Gini
coefficient, from 0.572 in 1996 to 0.663 in 2006.



In short, there is a clear pattern of spending uiaéity among Brazil’'s municipalities. In the areafs
health and education — regulated policies — thquakty in spending is much reduced, whereas non-
regulated policy domains reflect significant dispes in per capita spending.

What mechanisms can explain this result? Note ttheatGini coefficients of regulated policies have
values that approximate municipal revenues. Theualty of spending for regulated policies,
therefore, is the result of a combination of théisibutive outcome of federal transfers with caht

led regulation on spending — which puts conditiongevenues, earmarking them to selected policies.
The absence of federal regulation therefore imgligher inequality in spending among jurisdictions.

It ought to be reiterated that this is not a randesult, nor an expression of chaotic behaviortelns,

it can be explained by central regulation employetbind” local governments to specific policies. |
consists of earmarking municipal revenues with dpenfunctions and supervising them by means of
Brazil's auditor general (Tribunais de Contas). &eawe place-inequality, by its turn, is reduced hy t
redistributive role performed by federal transfier.theoretical terms, reducing territorial inequali
presupposes that the central government is sinedtasly advancing regulatory and redistributive
measures.

The data presented above indicate that, despitedimeergence effect produced by federal regulation,
there is considerable variation in how municipalgomments accord their spending prioritiegen for
regulated policieslt means that the autonomy of local governments ¢heir own policies operates
toward variation. In theoretical terms, the pos#ibof discord, derived from the autonomy of local
governments, operates in the sense of territoreduality.

The combination of these two dimensions, thathse, ¢entralization of authority combined with the
possibility of discord is a central characterigtidhe Brazilian federalism. Federal regulatiorei@tes

in the sense of producing centripetal results. Bgtrast, the autonomy of local governments tends
towards inequality. It is the combinatory effedtbmth that best explains central-local relations i
Brazilian federalism. Therefore, an adequate imetgbion of “the particular nature of Brazilian
federalism” must take into account these two dinmss In the presence of both (that is, in regualate
policies), territorial inequality is bounded. Inetlabsence of such regulation, the chances thalicy po
will assume priority are small; hence, spendingjuadity will be much larger.

CONCLUSIONS

The evidence presented in this paper does notrootifie expectation that Brazilian federalism can be
aptly described as devoid of coordination. If oeddral institutions produced, in effect, a Tiebauti
world in which each jurisdiction advanced a strgtbgsed on competition — derived from full tax and
public policy autonomy — the expected result wdugda “race to the bottom” in public spending. Each
jurisdiction would try to get rid itself of the pp@and attracting wealthy taxpayers, both citizend a
businesses. Instead, the results show priority pending in public health and education, which
primarily benefit the poor. The explanatory meckanfor this observed behavior is the regulation and
supervision of the central government.

Similarly, in a federalism characterized by pratorcompetition, high inequality in revenues among
jurisdictions would be the most likely result. Bt the Brazilian case, the central government has
assumed a role in which it reduces the inequafitgwenues among jurisdictions.

These results confirm the proposition that there irade-off between the reduction of territorial
inequalities and the full autonomy of local goveamhcompetencies. The centralization of revenues
appear to provide a mechanism to reduce intergiational inequalities in revenues. In the absevice
transfers, the capacity of Brazil's municipalities provide public services would be highly unequal.



Furthermore, federal regulation appears to be dition for “binding” independent subnational units
to a nationwide national goal. The pattern of sjp@pdmong local governments — that is, high pryorit
and low inequality in regulated policies as welllaw priority and high inequality in non-regulated
policies — clearly demonstrates the impact of fablergulation on the decisions of local governments

This is not necessarily a zero-sum game, howewaeh kvel of government undertakes different roles.
While the central government commits local govemtsdo certain policies — through its regulatory
powers — and thus avoids a race to the bottom inliguhealth and education spending, local
governments maintain authority over the implemeéoabf policies. Hence, their political autonomy
permits for the possibility of discord. As a reselen under the imperative of federal regulatibare

is space for decision-making on the part of lo@alegnments. In this way, instead of a zero-sum game
the combination of federal regulation and the gmbtsi of discord on the part of Brazil’s constitute
units implies limited inter-jurisdictional discor@his is to say that the extent of discord tend&do
constrained by federal regulation, while the poaténfor discord explains differences among
jurisdictions. Federal regulation operates in afarm sense, whereas local autonomy operates in a
variable fashion.

Given these conditions — the simultaneous presehdederal regulation and local autonomy — the
inequality among jurisdictions tends to be circunitsd. It tends to vary within intervals. In the
presence of these two conditions, bounded temitorequality tends to be the most probable outcome

The impact of federal regulation is one of the osasbehind the absence of any relationship between
subnational governments' spending pattern and risapartisan affiliation. Rather than being the
expression of a programmatic fragility of Brazipslitical parties, this result reflects the fachthhe
subnational expenditure decisions are affectedenyral regulation. Independent of local median vote
preferences, federal legislation constrains howarsayse their revenues. Given that these budgets ar
fixed, the effects of this regulation affect notlyothe spending on regulated policy, but also the
resources available for non-regulated policy spamdi

In effect, the absence of a relationship betweemding levels and local partisan preferences is the
expected result of federal regulation. If politicalalitions favorable to spending on public heaitial
education — which benefit the poorest — were predant among Brazilian jurisdictions, there would
be no reason for federal regulation to obligate aneyand municipalities to allocate revenues toghes
policies. It is precisely the belief that this sgey would not command priority from local politégis
that lies at the origin of these policies. Therefdiederal regulation seeks to protect predetemnine
policies, regardless of the number of voters whpyséerences prioritize this type of policy spending

Given the evidence presented, interpreting fedeeaisfers as mere pork barrel spending tends to
underestimate their nature, origins, and resultee most significant portion of federal transfers in
Brazil is marshaled to reduce territorial inequalim spending capacities. Historically, these have
assumed an important role in Brazil's formationaasation, similar to other federations, in whicke th
idea of nationhood prevailed over regional autonody early as the Constitution of 1946, inter-
governmental transfers were adopted together watistdutional rules to earmark subnational revenues
to national policy priorities. Therefore, far fropermitting local governments to freely allocate
revenues gleaned from other jurisdictions, thedagfithis arrangement aimed to limit the latitude o
local governments in deciding how national revenuwesild be prioritized. More recently, the
constitutionally mandated transfer of resourceg#etbin 1988 were accompanied by limited authority
for local governments. In the mid 1990s they insmegly guaranteed that local revenues would be
effectively allocated to policy objectives as detered by the central guidelines. Regulated policies
therefore have a different nature than the porkebathey aim to reduce the unchecked decision-
making autonomy of subnational governments. Thab isay, they are based on the belief that local
authorities would not likely allocate spending twisl programs if they were to enjoy full autonomy



over revenues and spending. It is, however, thegpéion of belonging to one national community that
justifies a reduction in inequality and, in turhetfederal policies that advance this goal.

NOTAS

1. With regards to the First Republic, see Hochm@®96). On the Constitution of 1946, see Souz@g)L90n
the democratic period from 1946-64, see Santos7)198n the constitutional assembly of 1987-88, Seeza
(1997). On the current democratic regime, see Abr{i®98) and Stepan (1999).

2. The importance of this relationship was impljcéissumed by econometric studies that measureiiibect
of transfers on municipal governmental spendingsitats (Sakurai, 2009). It was also assumed wigfands to
local elections (Ferreira e Bugarin, 2006). Thitck, however, adopts a broader perspective siiags that the
distributive policies of the central government aret the only factors affecting the decisions o€dlo
governments. Instead, this study examines the impadederal regulation over these decisions. Fader
regulation is defined as the entirety of federgidiation over the policies of constituent unitse tauthority
underlying the supervision of policies, as welttaes function of redistributing revenues among fligsons.

3. Although this study takes municipalities aseitgpirical unit of analysis, | assume that simikesuits might be
encountered if an analogous approach were takandlyzing the decisions of state governments.

4. In his study on the formation of the Italian @drman states, Daniel Zibblat (2006) demonsttiiesole of
central elite perceptions about the capacity oforeg) governments to undertake governing functionsthe
decision about authority decentralization. Bismaasid Cavour shared similar preferences with regéwds
adopting a federal formula. However, the formerfiadi regions with strong governing capabilities,ilehby
contrast, Italy evinced an administrative fragility the southern provinces that rendered a federahula
unviable.

5. The concept of decommodification refers to thpacity of social policies to guarantee citizend #reir
families an acceptable standard of living, indegenidf their insertion in the workplace (Esping-&ngen,
1990).

6. For more discussion on this issue, see Afonseagjo (2006); Pinto (2007); Prado (2001); and, &ele
(2006).

7. For an explanation regarding the logic assodiaith each one of these transfers, see Prado (20@ter 1).

8. The Operation Norm (Norma Operacional Basic#)61P998 — as with other operation norms — condition
federal transfers to adhesion to norms stipulatedhle Ministry of Health. Furthermore, the Norm 98)
reduces uncertainty regarding the flow of transfersdering their allocation more credible.

9. This brief description refers to the Fund foe taintenance and Development of Basic Schoolirdythe
Advance of Education Professionals (Fundo de Mamgdte e Desenvolvimento da Educacdo Basica e de
Valorizacdo dos Profissionais da Educacéo), apprdwe2006. This Fund substituted the Fund for the
Maintenance and Development of Basic EducationtheddAdvancement of Teaching (Fundo de Manutencao e
Desenvolvimento do Ensino Fundamental e Valorizag@doMagistério). Both originate from constitutional
amendments that condition the distribution of resesi — within states — proportionately to the sypgf
education for each level of government. For aiketanalysis, see Vazquez (2003) and Gomes (2008).

10. A time series helps avoid problems associatddlaoking at discrete points in time.

11. The Federal Constitution of 1988 determined shlhnational governments had to allocate, at a&moim, 25
percent of their tax revenues and transfers to aouc This mechanism was not an innovation of 1888
Constitution, but rather was taken from a ConstituAmendment approved in 1983.

12. The Constitutional Amendment n°® 29/2000 defiardnitial minimum level for the year 2000 of 7rpent
of municipal and state revenues to be applied &itthe- an increase of 5 percent over the amouptilstied by
the Ministry of Health in 1999. In subsequent yeanstil 2004, the percentages to be granted testand



municipalities were to be elevated to reach 12 gu@rof state revenues and 15 percent of municgadnues;
whereas the participation of the central governmagntld be corrected by the GDP nominal variation.

13. To begin the dataset in 2002 permits a disgadiien of pertinent sub-functions, which is notgibke for the
period prior to 2001 (using data from the Natiohedasury Secretary).

14. The numbers displayed in the Figure refer ®rttunicipal code, classified by the Brazilian lngg for
Geography and Statistics (Instituto Brasileiro dm@rafia e Estatistica)

15. Initiating the analysis in the year 1996 hasrniethodological aim of evaluating the impact & Ministry

of Health Operational Norm’s (96/98) introductioand ditto for the Fund for the Maintenance and
Development of Basic Education and the Advancenwnfeaching, introduced in 1998, as well as the
constitutional amendment 29/2000.

16. Until 2001, the accounting data of municipafitivas available from the National Treasury Segretad it
aggregated spending per function. A disaggregdiiosub-function only became available beginnin@@02.
To control for the trajectory of spending (a pamtime before 1998), the analysis was realizethieyfunctional
classification standard. The analysis by functidfecs the inferences only marginally, because wipal
spending in culture and sanitation are substaptiaier than spending on public health and edunatio
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