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Summary

Whether the results of fiscal transfers have positive or negative implications
depends upon the incentives that transfer systems create for both central
and local governments. The complexity and ambiguity of the relationship
between fiscal transfers and tax revenues of local governments is one of the
main causes why research projects, even in the same country, come to dif-
ferent results. This investigation is seriously questioning the often stated
substitution effect based only on an analysis of aggregated data and finally
rejects in the qualitative part of this research (using survey techniques) a
substitution effect in the majority of the assessed municipalities.

While most theories are modeling governments as tax-maximizers (Levia-
than) or as being prone to fiscal laziness, this investigation shows that
mayors react to a whole set of incentives. Most mayors react rational and
rather pragmatically in respect to the incentives and constraints which are
established by the particular context of a municipality, the central govern-
ment and their own personality/identity/interests. While the yield on prop-
erty tax in Peru is low, there are no signs that increases in transfers have
had, on average, a negative impact on their revenue generation. On an indi-
vidual basis there exist mayors who are revenue maximizers, others who are
substituting revenues and others who show apathy. Many engage in prop-
erty tax.

While rural or small municipalities have limited potential, property taxes
are the main revenue sources for the Peruvian urban municipalities, rising
on average 10 % during the last five years. The property tax in Peru ac-
counts for less than 0.2 % of GDP, which compared to the Latin American
average, is extremely low. In 2002, property tax was collecting nationwide
about 10 % of the overall budget of local governments. In 2006, the share
was closer to 6 % due to windfall transfers. The property tax can enhance
accountability at the local level and has important impacts on urban spatial
development. It is also important considering that most charges or transfers
are earmarked such that property tax yields can cover discretionary fi-
nances. The intergovernmental fiscal transfers can be described as a pat-
chwork of political liabilities of the past rather than connected with tho-
rough compensation or service improvement functions. The fiscal base of



local governments in Peru remains small for the municipalities and the in-
centive structure to enhance property tax revenues is far from optimal. The
central government and sector institutions, which are in the Peruvian insti-
tutional design of the property tax responsible for the enablement environ-
ment, can reinforce local tax efforts. In the past the central government
permanently changed the rules of the game, giving municipalities reduced
predictability of policy choices. There are no relevant signs that a stronger
property tax is captured by Peruvian interest groups.

Since the central government has responsibility for tax regulation and partly
valuation there has been little debate about financial issues on the local po-
litical agenda. Most council members are therefore not familiar with tax
issues. If the central government did not set the tax rate and valuation then
there would probably be a more vigorous public debate and an electorate
that was better informed about local politics. Elected mayors (as political
and administrative leaders) are not counterbalanced and held in check by
an active council and/or by vigorous local political parties. Local politics are
concentrated on the mayor, electoral rules, the institutional design and po-
litical culture - all of which are not helpful in increasing the degree of influ-
ence that citizens and associations have upon collective decision-making at
the local level. The many alternations between democracy and autocracy
have not been helpful in building strong institutions at the local level.

Property tax revenues react slowly and the institutional context matters be-
cause an effective tax system as a public good can only be created if actors
have long time horizons. The property tax has a substantial revenue poten-
tial, however, since municipalities are going through a transfer bonanza, it is
especially difficult to make a plea for increasing their own revenue base.
Local governments should be the proponents of property tax reform, but
they have, in Peru, little policy clout because the municipal associations are
dispersed and there exists little relevant information concerning important
local policy issues.
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“L’art de lever 'impdt, consiste a plumer l'oie
de fagon a obtenir le plus grand nombre de plumes,
avec le moins de criaillements possible”

Jean-Baptiste Colbert (1619-1683)'

1 Introduction
1.1 General Introduction into the Research Subject

Throughout history, cities have been synonymous with modernization,
economic development, social progress and cultural innovation. Rapid ur-
banization seriously challenges the viability and productivity of cities, espe-
cially in developing countries. The biggest challenge to municipal govern-
ments in Peru and elsewhere is the development and maintenance of urban
infrastructure and the provision of urban services.> Local governments
across the world are struggling to raise the revenue to supply these services
and to undertake the necessary infrastructure development. The fiscal gap
between financial resources and municipal expenditure needs is widening as

urban populations expand (Lohse 2003: 4).

While enhancing local financial management capacity is a cornerstone of
any effective decentralization process, it is often assumed that intermediate
and local governments do a poor job of managing the few resources they
control. It is argued that property tax (as the main local tax) is under-
exploited and that local administration lacks managerial capacity. Further-
more, user charges are set at levels which are not sufficient to cover costs.
These arguments are not as compelling as they may first appear — or at least
they need to be disaggregated and seen in more detail - as this research
work tries to show.

1 This remarkable metaphor translated means: “The art of taxation consists of plucking the
goose so as to obtain the most feathers with the least hissing.” Under the contemporary
paradigm of tax policy, Colbert’s geese should barely hiss at all, cf. Johnston, 2002.

2 These services differ from country to country and from one local authority to the
other but they can be broadly categorized into water provision, solid waste disposal,
local security, planning, physical infrastructure provision and maintenance (roads,
drainage), sewage, health facilities, education, etc.
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Throughout the centuries, land and real property taxation has taken many
forms. Land has been taxed on the basis of area, foot frontage, and agricul-
tural rent generated. Real property has been taxed on the basis of the num-
ber of windows, chimneys, balconies, property rents, and estimated proper-
ty values among other things. In the history of this tax, different forms of
distortions arose: most famously the construction of long, narrow lots to
elude tax paid on foot frontage and building with windows being bricked up
or subsequently built with a small number of large windows as to avoid tax-
ing a greater number of windows (cf. Arnott & Petrova, 2006: 2). The prop-
erty tax can be differentiated from other taxes by virtue of its visibility. Visi-
bility acts as a constraint on the ability to raise the tax; in contrast to income
tax, for instance, the property tax is not withheld at source so taxpayers tend
to be more aware of how much they pay (cf. Slack 2001: 269).

The property tax is the single most important local tax in developing coun-
tries. Internationally, over 130 countries have some form of tax on property,
albeit the relative importance varies substantial across countries (Bell 1999:
2). Property taxes are normally used to charge for the generalized benefits of
public services provided by local authorities. Unlike the transfers that to
some extent dominate municipal revenues, property tax may promote
broader objectives of local accountability and of efficiency, linking the pro-
vision of municipal services more closely to their financing (function as a
benefit tax).

Dillinger (1991: 35) notes that the underlying rationale for property tax
is to confront taxpayers with the cost of municipal services they consume in
the pursuit of the efficiency objective. Others have argued, however, that the
property tax is a distortionary tax on capital, borne primarily by owners of
capital.

Property tax is regarded as a relatively stable revenue source, especially
when compared to other potential local tax sources like wage or turnover
taxes. Moreover, property tax is the only direct tax which is paid by a broad
sector of the population (even part of the informal sector). Because the tax
base is immobile, local governments can easily predict revenue yields from
year to year. Small jurisdictions face potentially higher administrative costs
per unit of revenue raised than large ones. Therefore, the local tax system as
a whole is constrained by the ability of the small jurisdictions to administer
taxes (cf. Spahn, 1995: 8). From a public policy point of view, the property
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tax is such an interesting subject for scholarly research because of the inher-
ent tension local governments face: having property taxes being, on one
hand, an essential source of local finance and, on the other hand, having to
balance frequently competing and complex policy issues related to the tax.

Internationally it seems as the move to fiscal decentralization drives the in-
tensity of use of the property tax (Bahl, 2007: 8). Peru has joined this move
and is embarking on an ambitious decentralization process. The experience
of other Latin American countries that have pursued rapid decentralization
is showing that haste, without an appropriate intergovernmental transfer
framework and institutional development, can lead to a waste of resources,
a worsening of the provision of public services and increased macro-
economic instability. The challenge is to provide the right incentives while
maintaining fiscal discipline. Although there are now many decentralized
and decentralizing developing countries, the average expenditure share of
sub-national governments in total government spending is considerably less
than in developed countries.

The political process of decentralization is until now an often neglected re-
search issue and has yet to be explored sufficiently in academic literature
thus far produced. The countries embracing and adapting decentralization
processes have had diverse motives and followed even more diverse ap-
proaches. The reasons for rethinking fiscal arrangements are manifold and
the importance of each factor is country specific (see Shah, 2004: 3; cf. Table

N°1 in the Annex: Motives for Decentralization). Shah argues that the

quest for right balance, i.e. appropriate division of powers among different

levels of government, is not always the primary reason for implementing
decentralization. Instead various political and economic events have often
triggered such an interest.

Shah (2004: 4-5) following Eaton (2001: 101-127) suggests the follow-
ing possible political motivations for decentralization:

1. “Decentralization might be a voluntary choice of politicians — it can
increase political stability and economic growth in a way that compen-
sates politicians for any loss of power they may experience in the short
run.”

2. “Decentralization may result from political pressures exerted by sub-
national politicians. If sub-national politicians can influence the politi-
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cal careers of their representatives in the national assembly, these legis-
lators may be coerced into supporting decentralization (according to
Willis et al, 1999). In Brazil, the return to democracy in the 1980s set
the stage for fiscal decentralization when governors regained political
influence.”

3. “Decentralization may reflect short-term gains for politicians, as politi-
cians may discount future gains heavily. When the government is di-
vided, the party in control of the legislature may promote decentraliza-
tion as a way to constrain the executive branch. Experiences of Argenti-
na and the Philippines suggest that political struggles over the control of
revenues and expenditures may have less to do with substantive debates
over development strategy than with short-term and highly dynamic
political calculations.”

The idealized model of representative democracy in local government
suggests that, through regular, free and competitive elections, citizens make
known their needs and priorities. The mayors they elect then formulate
strategies, make key decisions and prioritize expenditure choices through
formal policy and budgetary processes, with officials (who are politically
neutral) advising them and implementing the decisions. Mayors are held in
check by the local council.

The reality is generally rather different. Whilst local elections in Peru
are held regularly, and are generally free and fair, issues are highly aggre-
gated, with candidates rarely presenting clear manifestos or choices. This
means that local needs, priorities and choices are not identified through the
electoral process in sufficient detail for the purposes of planning and budg-
eting. Peruvian local governments are generally acknowledged as a particu-
larly weak administration level. With the exception of a short period be-
tween 1963-68, mayors have only been elected by their citizens since 1980;
and in the past twenty years they have had to face major negative impacts,
with the most serious examples being - the economic crisis under the
APRA government (1985-1990) and then the hyper-centralism under the
following president Fujimori (1990-2000). In general, local governments in
Peru have in the past experienced a highly constrained fiscal environment.

Good local governance is an essential part of a functioning public sector,
but underlying poor standards in Peru, however, are political liabilities from

14



the autocratic Fujimori regime (1990-2000). Having neglected municipali-
ties or even having been more interested in poor governance on the local
level, his government created parallel deconcentrated specialized agencies
(FONCODES, PETT, COFOPRI, PROVIAS, PRONAA etc.) which were
providing essential local services (partly with financing from international
institutions). The central state government was increasingly taking over
public services, traditionally provided and paid for by local governments.

Since 2002 property tax in Peru has reappeared on the political agenda, ex-
emplified in the “Carta de Intencién” to the IMF for the years 2002-2003
which addresses the need to strengthen the property tax system.’ The then
finance minister (which later on became Prime Minister) Pedro Pablo Kuc-
zynski was well aware that the local revenue collection had to be improved.*
The programmatic policy-based loans DECSAL and DECDPL (Decentrali-
zation and Competitiveness Loans) of the World Bank (co financed by the
German Development Bank KfW) are also triggering increased property tax

revenues for provincial municipalities.

Taking into account income levels and other relevant factors, Latin Ameri-
cans pay less tax than one would expect on the basis of comparisons with
other regions of the world (Lledo, Moore & Schneider, 2004: 1). While it is
often assumed that tax policy in developing countries is dominated by pow-
erful interest groups (eg. Boekh & Gonzales, 1999: 53-76), the Peruvian
government has exhibited considerable capacity to initiate, design and im-
plement tax reforms pressed by urgent financial needs. Recently, VAT was
raised to 19 %, a tax on financial transactions was introduced (against the
IMF technical opinion, the tax is now phasing out), a minimal tax on corpo-
rate assets was introduced and, most challenging of all, a new royalty on
mining enterprises. The latter tax policy seems to counter the given argu-
ment, because the policy change challenges the most powerful Peruvian
lobby - mining.

The Peruvian state will have to cope in the coming years with a big defi-
cit in infrastructure (the ratio public investment/public budget is at the
moment at the bottom end); already high excise and value added taxes leave

3 http://www.mef.gob.pe/propuesta/ESPEC/cartafmi/CI_FMI2002_2003.pdf (30.1.2005).
4 Kuczynski, Pedro Pablo. Interview in RPP, Enfoque de los Sabados, 22.1.2005.
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little room to increase more if not by formalization or economic growth.
Moreover, Peru will have to address the fiscal impact of trade liberalization
(an additional effort to raise revenue through domestic taxes as a means of
offsetting tariff losses). Under these fiscal constrains the central government
will be all too glad to have the local governments shoulder a part of the fis-
cal burden.

The regional governments have been until now, of little interest for scientif-
ic investigations due to their continually reduced responsibilities, reduced
fiscal role and heavy dependence on fiscal transfer for which they mostly
have no allocation choice.

Peru is a lower middle income country with 27 million inhabitants (in the
first Peruvian census in 1940 there were 7 million). According to the latest
statistics of the Instituto Nacional de Estadistica e Informatica--INEI (2006)
half of the population is still living in poverty, and almost 20 % in extreme
poverty. Peru is going through a rapid urbanisation process, in 2005 the
(INEI) estimated that 72.7 % of the population lived in urban areas. Peru is
a presidential republic with a 120-member unicameral legislature and a
strong executive (unitary state). Throughout its history autocracy and de-
mocracy have frequently alternated. Mordn (2006: 5) notes that “politics in
Peru have always been a volatile undertaking, since gaining independence
in 1821, the country has had 13 constitutions, at least 26 successful coups
and 108 different governments, only 19 of which were elected and only nine
completed their terms. While oligarchic power remained entrenched until
well into the twentieth century, governance has often been tumultuous and
the armed forces have repeatedly intervened to resolve elite disputes and
quell social protest. During the last quarter of a century this volatility has
continued, with two constitutions, three complete regime changes, at least
four overhauls of the electoral rules and three sweeping turnovers in the
party system and prevailing political leadership. Until well into the twenti-
eth century, Peruvian politics was also an exclusive undertaking in which
the majority of the public did not participate. The colonial legacy of vio-
lence and racism, combined with the erratic history of primary export-led
development and a high concentration of wealth, reinforced patterns of
economic inequality and social exclusion that were matched in the political
sphere. Through the 1960s, large sectors of the population - especially the
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rural and indigenous poor — were denied even basic citizenship rights. De-
mocracy with universal suffrage was first introduced in 1980.” Parties are
fragmented and often only build up on a short term pre-election period,
then again falling into oblivion. Loosely formed movements and parties are
increasingly mistrusted by the population, consequently an unprecedented
number of independent candidates emerge in elections (cf. Economist Intel-
ligence Unit, 2005).

In the following chapter the theoretical framework is elaborated on. Theo-
ries on local fiscal policy and decision making are discussed. The economic
and political context is then analyzed in the following chapters. While this
investigation directs its attention mainly to municipalities some insights are

also made concerning the overall fiscal decentralization process.

This research combines quantitative and qualitative research instruments.
The quantitative part consists of an assessment of the impacts of transfers
on local revenues. In the academic literature, two main rival explanations
stand out. The first one has its roots in the assumption that increases in
transfers will have a negative impact on revenue generation at the local level
and actually substitute local governments’ tax efforts. The second explana-
tion suggests that tax collection is not reduced and increases in transfers are
in fact giving local governments the incentive to raise expenditure beyond
the pure amount of the given transfer (increases in transfers tend to stimu-
late revenue generating).

The qualitative part analyses how mayors make their decision concern-
ing their handling of the property tax in their jurisdiction. Several compet-
ing models try to theorize local government behavior. The theoretical
model to explain the “performance” of the property tax and the decision
making process by local politicians is based on an adaptation of the Protec-
tion-Motivation-Theory (PMT).

1.2 Elaboration of the Research Design
Remmer & Wibbels (2000: 28) argue that “during the 1980s, scholarly re-
search on Latin American politics revolved around two major topics: demo-

cratic transitions and the political economy of stabilization and adjust-
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ment.” The projections of both these research concerns into the 1990s led to
an explosion of literature on decentralization. “For those converging on the
topic from the study of democratization, central emphasis has been placed
on the expansion of democratic legitimacy and participation to sub national
levels of government. Students of stabilization and adjustment, on the other
hand, have been analyzing decentralization in relationship to the drive to
shrink the state and increase economic efficiency. Both strands of research
reflect the growing strength of state and local governments in Latin America”,
(cf. Remmer & Wibbels, 2000: 28)

Specifically, this investigation seeks to show which role property tax is play-
ing at the sub national level. It will be assessing if Peruvian municipalities
show a substitution effect of their own tax revenues through fiscal transfers.
By fiscal effort is meant the effectiveness of a given municipality in exploit-
ing its sources of revenues relative to its expenditure level. Furthermore, it
will be modeling how local leaders act concerning the given legal framework
of property tax, and how local leaders make their decisions and which fac-
tors (incentives) are influencing their decision to tax or not to tax their citi-
zens more heavily. Moreover, it will be analyzing to what extent a perceived
and often stated public and political resistance toward property taxation are
affecting the behavior/decision of mayors.

Besides taxes, Peruvian citizens are paying fees at the local level for public

parks, local security (not in all municipalities), waste collection and wa-

ter/sewage. In the past the fiscal transfers were earmarked for investment, so
probably it is difficult for Peruvians to detect what they are actually financ-
ing with their property tax bill

The preliminary theoretical assertions were further elaborated and
tested in qualitative interviews at the beginning of the investigation. The
resulting research design was structured principally around the following
hypotheses:

1. Even if academics and policy makers in Peru have a generalized suspi-
cion that local governments react with fiscal laziness to the fiscal trans-
fers, the hypothesis of this investigation is that these transfers did not
have a direct negative impact on their revenue collection at the local
level. It is often stated that mayors who are more devoted to populism
than to long term goals might try to avoid the collection of taxes due to
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the political costs involved, so that the poor fiscal performance might
also reflect the local government’s greater vulnerability to local political
pressure — “a case of political responsiveness acting in the guise of tech-
nical incompetence” - as Dillinger (1991: 29) notes.

The full potential use of the property tax is constrained by various fac-
tors on different levels of government. Because political culture is favor-
ing a top-down model of decision making without much built in feed-
back mechanism from municipalities, a given potential to enhance local
revenues is wasted.

Mayors are making decisions concerning property tax mostly on their
own. The investigation posits a model of local government which con-
centrates on the principal executive officer. While this investigation po-
sits a local governance model highly concentrated on leadership, local
performance can partly be attributed to specific contextual circums-
tances. It is argued that the election results do not play a dominant role
in the performance of property tax.

Mayors are reacting in a specific manner concerning property tax to
given incentives and deterrents. Mayors are not trying to avoid property
tax collection but rather are reacting to inappropriate incentives.

It is assumed that only urban municipalities have a considerable tax
base concerning property tax, and that this group of municipalities will
show the best performance and innovative management measures to
enhance revenues.

As a by-product the investigation contributes to the further develop-
ment of decision and local public finance theory. It is argued that the
Protection Motivation Theory, which was adapted for this purpose and
slightly modified, can be usefully applied in behavior public policy ana-
lyses.

Concerning the politics, polity and policies of local governments in Peru,

there exists a large research deficit: municipalities are only slowly evolving

from a level of total scientific neglect to one becoming an important subject

of investigations. The current academic literature focuses more on the cen-

tral government. The same is true concerning the literature on fiscal fede-

ralism. This literature needs to explore further the political and institutional

variables shaping the behavior of politicians and the interrelations between

tiers of government.
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Mayors are severely questioned for their handling of local issues. Nor-
mally, it is an on going argument that mayors do a bad administration job
and relevant property taxes are widely inefficient, but no qualitative assess-
ment has been made until know. The problem of collecting the data could
indeed be responsible for this lack of assessment.

The theoretical implications of this investigation are of high importance
outside the Peruvian context. Public policy literature has shown until now
few investigations concerning empirical research projects on supposed sub-
stitution effect through fiscal transfers. The constraints on municipal tax
collection are an important subject not normally dealt with. And, the results
on how mayors function in developing countries and how and why they set
their policies are important research goals.

This study does not assess the existence of a preference for better local
service delivery inside the local citizenship or if the citizens would be ready
to pay their share for increased or better public services.

1.3 Methodology

In the first part, this investigation uses a quantitative assessment concerning
the relationship between own fiscal revenues and transfers. A qualitative
part is then used to specify the research results and to also focus further on
particular research assertions.

The quantitative assessment concerning property tax revenues uses data
from the Peruvian Contaduria General de la Republica, the MEF and the
CND which had to be processed to use it. Eventually, inconsistencies be-
tween the data managed by these three institutions had to be cleared. Disag-
gregated data of property taxes at the municipal level before 2001 is not
available; therefore this investigation concentrates principally on the years
after data was registered.

In the qualitative investigation, preliminary interviews were held with
mayors and specialists selected at random. The results were used to sharpen
and specify the research design.

In the selection of the sample for the qualitative analysis and subsequent
interviews only municipalities with annual property tax revenues above
300,000 Soles (93,000 US $) in the fiscal year 2005 were considered, this group
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of 166 municipalities is together responsible for 430 Million Soles which repre-
sents 93.2 % of the national revenue of the property tax. The sample size in this
study is considerable. In the quantitative part, 36 mayors participated; these
municipalities represent about 20 % of the entire Peruvian population.

While municipalities with substantial property tax receipts are mainly ur-
ban settlements, from a theoretical point of view, it made sense to integrate
into the investigation some rural municipalities even if those have a sup-
posed low tax potential. Local governments of small rural districts, as were
observable in the data and confirmed by selected interviews, have hardly
any revenue out of property tax. In some rural districts the concept of prop-
erty tax is not even accepted and confronts with more traditional ways of
communal work; citizens of these communities would participate in public
work but no money transfer would happen.

Three rural municipalities (La Matanza, Monsefu and Tucume), se-
lected at random, with much lower property tax revenues were included
into the sample to complement findings also for this type of municipality.

The selection was made by random. The only additional parameter used
was the spatial concentration of the population (73 % at the coast, 22 % in
the mountain region and 5 % in the Amazonas basin; cf. INEI 2005), the
selection of the municipalities follows this distribution. Lima was not ex-
cluded from this investigation, which is in some ways a special case in itself
(not considering Lima would then leave us with a population of roughly
18 million inhabitants for about 1,800 municipalities, meaning that the
average Peruvian municipality has a population of about 10,000). Concern-
ing the metropolitan province of Lima seven municipalities were selected,
depending on their level of consolidation and population volume.

The metropolitan municipality is, in regards to our investigation, a spe-
cial case because it administers the property tax for the older inner town
district but has other important revenue sources different from other towns.
During the time of the interviews a few selected municipalities were inter-
changed with others, mainly because of the availability of their authorities.
The interviews were held during the first and second semester of 2006.

The last municipal administration period was of special interest to this

investigation, which started in January 2003 and ended in December 2006,
financial data of individual cities were compared with the years before.
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Surveys in groups were attempted (used were gatherings of mayors) but
this technique proved to be ineffective because of the inherent dynamic of
these events (it was difficult for them to separate time for the question-
naire), also it seemed that the atmosphere in these events was not particular
helpful, which finally means that for the purpose of this investigation a per-
sonal displacing and interlocution, which was indeed a huge effort, was nec-
essary.

The interviews were carefully prepared concerning the specific local
context, budget allocation and revenue distribution (detailed fiscal informa-
tion for the last five budget years were assessed prior to interviews, see An-
nex). Interviews were held in a private atmosphere without the presence of
other municipal employees to reduce biased information. The Likert scale
was experimentally used in the preliminary phase of the interviews, but then
discarded mainly because mayors apparently felt uneasy with this instru-
ment. It was evaluated if it would make sense to send mayors the semi-
structured question guide prior to interviews so that they could prepare
themselves for the discussion. This attempt was equally discarded for two
reasons: a) because mayors did not normally find time to prepare them-
selves, and b) it could result in biased information.

The interviews were therefore semi-structured taking into account that
it would have been a difficult task, or at least unsuitable to ask mayors to
give responses concerning scales. The problem of biased information in the
open interview technique was greatly reduced because the interviews were
all held by the same person (no intermediation). Mayors were confronted
with the structure of their local budgets and were asked to explain the in-
volved logic and goals. It was especially assessed the property tax, transfers
and user charges. In some municipalities the transfers they received from
local savings banks were included.

Furthermore, using privileged access to information sources (the inves-
tigation was backed by the Instituto de Investigacion y Capacitacion Mu-
nicipal, Peru & the Lincoln Institute of Land Policy, USA) a recurrent inter-
view technique was feasible (mayors were asked several times about the
same subject, if necessary). The results were then cross-checked with other
municipal finance officers and experts (triangulation).

The municipalities were pooled for the sample in regards to their prop-
erty tax bill and with comparable indices of urbanization grade and eco-

nomic development.
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The interview responses of the mayors were modeled on typical pat-
terns of decision taking. The results were found to match the predictions of
the research hypothesis. And, the results systematically improve theoretical
insights into the inherent incentive structure of local public finance and de-
cision making in developing countries.
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“Si c’est la raison qui fait Thomme,
C’est le sentiment qui le conduit”

Jean-Jacques Rousseau (1712-1778)

2 Theoretical Context

In chapter 2.1, the relevant theories concerning this investigation on local
fiscal policy and fiscal decentralization are elaborated on and are followed
in chapter 2.2 by a description of the state of the art of theories and academ-
ic research on the often stipulated substitution effect. In chapter 2.3, theo-
ries on decision making are presented which are then briefly assessed con-
cerning their mode of use and usefulness to this investigation.

2.1 Theoretical Background of Fiscal Decentralization
and Local Public Finances

Following Bird (1999: 1) the “theory of fiscal federalism” was originally de-
veloped by Musgrave (1959) and Oates (1972), and addresses the division of
public-sector functions and finances among multiple layers of government
(King 1984). Bird (1999:1) notes that much of the literature of fiscal federal-
ism consists of relatively unrelated treatments of such issues as the “decen-
tralization theorem” (Oates 1991), models for the assignment of powers
(McLure 1993), discussions of intergovernmental spillovers and intergo-
vernmental grants (Break 1980), fiscal mobility and migration (Wildasin
1991), and vertical fiscal imbalance and dependence (Hunter 1977). Bird
continues that initially, stabilization and distribution were considered to be
essentially “central” functions, with the only role for “subnational” (state
and local) governments arising in the allocative sphere. From this perspec-
tive, the main analytical task of fiscal federalism is to define the appropriate
functions and finances of subnational governments as efficiently as possible.
Most empirical research has focused on the fiscal behavior of states, rather
than local municipalities.

The vertical and horizontal fiscal imbalances which are inherent in public
finance systems all over the world are therefore an important element of
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research for “fiscal federalism.” The limited tax power and size of expendi-
ture responsibilities make it, in most cases, impossible for local govern-
ments to face the resulting fiscal gap without the help of intergovernmental
transfers. Transfers from higher-level governments are also an appropriate
way to finance those local government functions which have regional or
national spillover benefits. Moreover, central governments often justify
grant financing of local services as part of a policy of regional equalization
of standards of living (Bahl, 1992: 478).

Policy options of local governments are reduced in many developing
countries (eg.: they have minimal legal competency or they have little possi-
bility to take credit — often they are not allowed to do so or they lack the
appropriate financial institutions etc.). Negative experience in other devel-
oping countries with high debt of subnational governments, most notably
in Brazil and Argentina, introduced different mechanisms of creating debt
ceilings: direct control which is most common in developing countries, co-
operative approach, legal approach or market based through rating agencies
(cf. Djafari, 2001: pp. 173-186).

In most countries transfers represent the main source of revenue for lo-
cal governments. Intergovernmental fiscal transfers finance almost 2/3 of
subnational expenditures in developing countries and transition economies
and about a third in OECD countries (29 percent in the Nordic countries,
46 percent in non-Nordic Europe). Shah (2006: 3) notes that “beyond the
pure expenditures they finance, these transfers create incentives and ac-
countability mechanisms that affect the fiscal management, efficiency and
equity of public service provision and government accountability to citizens
in a decentralized environment.” The appropriate level of transfers among
governments in a country is often determined by appealing to notions of
fairness and equity (cf. Bird & Smart, 2002). If financing comes largely from
intergovernmental grants, it might be (if not distributed by transparent
formulas) that decisions concerning the range and level of local public ser-
vices will likely become the result of negotiations between local and higher-
level authorities. Moreno (2003: 1) argues that the expected benefits from
decentralization might not emerge if the intergovernmental fiscal system
creates wrong incentives in the local policymaking process.

The nomenclature of intergovernmental transfers may vary, especially as
the purpose of these transfers is often not clear or mixed. Spahn (2004) dis-
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tinguishes three types of transfers according to different purposes: (i) gener-

al transfers; (ii) specific transfers; (iii) special transfers. Shah (2006) propos-

es to broadly classify fiscal transfers into two categories: general-purpose

(unconditional) and specific-purpose (conditional or earmarked) transfers.

Bird & Smart (2002: 899ff) argue that intergovernmental fiscal transfers

are neither inherently good nor inherently bad. What matters are their ef-

fects on such policy objectives as allocative efficiency, distributional equity,

and macroeconomic stability. He categorizes four policy objectives of fiscal

transfers:

Closing the fiscal gap. Vertical fiscal balance is achieved by transfers,
ensuring that revenues and expenditures of each level of government
are approximately equal - even if such fiscal gaps might be closed by
transferring revenue-raising power to local governments or by reducing
local expenditure responsibility. In some countries in Latin American
the experience was to transfer first financial resources which than were
followed by negotiating the expenditure function (Campbell & Fubhr,
2004: 13). Based on academic insights, Bird & Smart (2002: 901ff.) give
strong advice that a transfer system should be recognized as balanced
when revenues and expenditure for the richest local government are
even. Remaining fiscal gaps for the poorer local governments should
then be addressed as part of the horizontal fiscal balance within one lev-
el of government rather than between different levels of government.
Equalization. Horizontal fiscal balance, or equalization as it is usually
called, is controversial because different countries have very different
preferences in this respect and because it is a concept with many differ-
ent interpretations. To avoid problems of moral hazards it is recom-
mended to equalize the capacity of local governments to provide a cer-
tain level of public services or the actual performance of this level of
service by local governments. Under capacity equalization the aim is to
provide each local government with sufficient funds (self-generating
revenues plus transfers) to deliver a centrally-predetermined level of
services (differentials in the cost of providing services may or may not
be taken into account). Transfers are based on a measure of each juris-
diction’s potential revenue-raising capacity (such as assessed values for
property taxes or measured tax bases for other taxes) and not on actual
revenues.

Some other rationale of equalization transfers (by which the main Peru-
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vian transfer scheme FONCOMUN is driven) is to provide sufficient
resources to enable all local governments, even the smallest and poorest,
to provide a basic package of local services.

e Pricing externalities. Local services may spill over to other jurisdictions;
nevertheless, a central government may wish to use its budgetary re-
sources to attain given standards of expenditure on certain services pro-
vided by local governments. Conditional transfers may induce local
governments to provide that level of service, but local governments may
differ in responsiveness concerning their policy preferences.

e The political dimension of transfers. Bird advocates that achieving po-
litical objectives by transfers should be recognized as a reality, so it may
be politically feasible to transfer amounts to unneeding jurisdictions or

economically non-viable local governments.

Sometimes local governments receive inadequate signals from intergo-
vernmental transfer systems. In some countries for example, the amount of
transfers received depends upon the size of the local budget deficit or na-
tional funding is only available for infrastructure investment but transfers
are not allowed to be used for operation or maintenance, creating problems
of moral hazards.

Bird & Smart (2002: 903ff.) note that “a grant system can also create poor
incentives for local governments to raise their own revenues. This effect is
most obvious in a revenue-pooling system, such as that used in Germany,
Russia and other countries, in which a given share of locally-collected taxes
is distributed among all local governments. In such a system, local govern-
ments receive only a fraction of the revenue collected in their own jurisdic-
tions, with the rest being distributed to other governments, usually through
an equalization formula... Since the cost of local taxation is higher than the
benefit to the local treasury, the marginal cost of public funds appears artifi-
cially high to the local government.” Intergovernmental transfers should
thus set the incentives right and should be structured in a way to make local
governments more accountable and provide more scope for local innova-
tion. Bird argues that a properly designed transfer system can still achieve a
fully accountable local government, even if transfers finance 90 percent of
local expenditures (Bird & Smart, 2002: 899ft.).
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The design of transfers should give local governments some degree of stabil-
ity and central governments some flexibility, so that the transfers are best
based at a fixed percentage of all central taxes. Sharing specific taxes is less
desirable because experience shows that it gives central governments over
time an incentive to increase those taxes which they do not have to share.
On the other hand, windfall revenues of a specific tax might also have the
unwelcomed side effect of ballooning subnational budgets (unsustainable in
the long run when windfall earnings drop) by transferring too much money.

Fiscal theory recommends that a transfer system should distribute funds on
the basis of a transparent and not overly complex formula. The essential
ingredients of most formula based general transfer programs (as opposed to
matching grants which are specifically intended to finance narrowly-
defined projects and activities) are needs (in praxis often proxied by popula-
tion) and capacity (cf. Bird & Smart, 2002: 18ft.).

Their own revenues plus transfers would, in theory, provide each local
government with sufficient resources to deliver a minimum or predeter-
mined level of services, depending on policy objectives. Capacity-based
transfers would not create disincentives to fiscal efforts, because transfers
are based on measures of potential capacity rather than actual revenues.
Bird & Smart (2001) note that relatively few developing countries include
explicit capacity measures in their formulas and that they are more com-
monly found in developed countries. For example, in Spain, 25 percent of
local transfers are allocated in accordance with local tax collections and 70
percent on population. Denmark and Sweden, like Canada and Australia,
explicitly calculate local transfers on the assumption that the average “na-
tional” local tax rate is applied. Thus, this creates an incentive to levy at least
average taxes since those localities that levy above them are not penalized
while those that levy below them are not rewarded. “This approach makes
sense only if local governments have the ability to vary local tax rates, at
least within limits. The absence of enough local autonomy with respect to
local taxes combined with data difficulties probably explains the relatively
few examples of transfer programs incorporating explicit capacity measures
in developing countries” (Bird & Smart, 2001: 19).

Concerning the question if it is suitable to incorporate a fiscal effort
into distributive formulas, Bird & Smart argued against this because the
measurement would need complex data and would unduly penalize poorer
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areas (the need for equalization in the first place is that fiscal capacity of
poor areas is too low, not that their tax rates are too low). It seems hard to
justify imposing an additional penalty on poor localities in a transfer pro-
gram that, given the shortage of resources in developing countries, will
almost inevitably fall short of fully equalizing fiscal capacity. “On the other
hand, experience in a number of countries suggests that introducing an ef-
fort parameter into the fiscal transfer formula may often give more to
poorer areas — thereby to increase the redistributive effect of transfers -
because poorer areas, once their much smaller fiscal capacity is taken into
account, often levy relatively higher taxes than their richer neighbors” (Bird &
Smart, 2001: 20).

Traditional analyses of the appropriate degree of decentralization (Tiebout
1956; Oates 1972) have emphasized the role of local governments in provid-
ing differentiated public goods in response to heterogeneous preferences. In
the literature on decentralization, this is regarded as essential to enhance
local accountability. Therefore, most economist and political scientists insist
on mayor reliance for local taxes. The basic argument relies on a fundamen-
tal link between tax and expenditure decisions: local governments must
weigh the benefits of proposed public measures against their costs.”

The theoretical discussion of local public finance that has taken place in
the context of the Tiebout model is turning around the hypothesis (pub-
lished in 1956 in an article titled “A Pure Theory of Local Expenditures”)
that argues that consumer mobility and interjurisdictional competition
leads to efficient provision of local services. Tiebout proposed an alternative
to the political process for determining the demand for local public goods.
Households would reveal their preferences by choosing their residence
among local governments. People would “vote with their feet” (not Tie-
bout’s term) instead of the ballot box, choosing the desired level of services
among the many local governments. In a Tiebout world, perfect knowledge
and costless mobility provide a demand revealing mechanism; competition
among local jurisdictions assures that the suppliers of local services behave
as profit-maximizing entrepreneurs and homogeneity of tastes in each ju-

5 Therefore the “European Charter of Local Self-Government” of the Council of Eu-
rope stipulates e.g. that at least a part of the financial resources of local authorities
should derive from local taxes and charges of which, within the limits of statute, local
governments should have the power to determine the rate.
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risdiction circumvents the public choices. Local governments compete to
attract residents just as firms in the market-place compete to enlarge or re-
tain their clientele (cf. Chaudry-Shah, 1988: 210). In the Tiebout model in-
dividuals select a jurisdiction that provides exactly the level of output of the
public goods that they wish to consume and are willing to pay for it. In do-
ing so, they reveal their preferences for local public goods and generate a
Pareto-efficient outcome in the public sector (Oates, 2006: 3). Moreover, the
model states that the location decision of individuals may not be con-
strained by anything other than fiscal variables (costless mobility is re-
quired, no constrains for employment, transaction costs of settling down
somewhere else etc.).

Another strand of literature is discussing the nature of the public good
envisioned in the Tiebout model. Concerning Oates (2006) these are not
pure public goods because they are subject to congestion (cf. pure public
goods: which a person can consume without reducing the consumption of
anybody else, consumption is said to be “non-rival”). Oates (2006: 6) notes
that the Tiebout model is “building on the inherent assumption that i.e.
doubling the size of the group requires exactly a doubling of inputs in order
to maintain the level of consumption unchanged.”

A voluminous literature has emerged which seeks to evaluate Tiebout’s
claim, Wallace Oates was one of the first and probably the most influential
academic to popularize the Tiebout model. While Tiebout’s hypothesis was
the touchstone for the economic analysis of local government, Oates gave
the theory empirical content and brought the idea into the realm of public
economics by arguing that property values should reflect the relative desir-
ability of its tax-services package. This essentially means a capitalization of
these factors (Fischel, 2006). Even if this theory has provoked much contro-
versy and debate, especially because it’s basic conclusions are made under
very restrictive or unrealistic assumptions, it has offered important insights
for public policy debates on the assignment of taxes and services and the
design of equalization grants (cf. Chaudry-Shah, 1988 giving a review of
related research and theoretical works; and cf. Bardhan, 2002).

While normative arguments established a presumption in favor of the
decentralized provision of public goods, these theories were challenged by
some other academics. Most noted are the interventions by Prud’homme
(1995) and Tanzi (1996 & 2002) which pointed out that imperfections in
local democracy can induce local politicians to increase local taxes and fees,
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and may inflate local public spending. They are cautiously arguing that if
the incentive framework is not well structured, the scope for microeco-
nomic efficiency gains and even such goals as macroeconomic stability
might be undermined.

Tanzi is recommending that in some cases alternatives to decentraliza-
tion should be considered and might be preferable, these consist in his
opinion by improving current policies as a first-best option and/or reducing
the role of the state by privatization of former public activities.

Most scholarly attention in this context has been concentrated on discuss-
ing the issue of the maintenance of fiscal discipline. There is a danger in that
the opportunistic behavior of subnational entities may expand their ex-
penditures without eventually facing the full cost. In certain circumstances
regional or local governments may be tempted to exploit the “fiscal com-
mons” by effectively shifting the burdens of local or regional programs onto
the higher-level government as a whole (Oates, 2005). This happened, for
example, in Argentina and Brazil’s financial crisis in the late 90s which was
triggered by state-level defaults on debt payments — demonstrating the need
for institutional mechanisms that control borrowing by state and local gov-
ernments (cf. Rodden, 2003. Ter-Minassian, 1997).

The budget constraints in these cases have been too soft, so that local
policy makers might try to test the central government’s commitment by
getting them to bail them out. The claim that a central government does not
come to fiscal rescue is challenged in praxis (questioning this statement as
credible). First, central governments care about the welfare of the citizenry
(either for altruistic reasons or in order to be re-elected), so a severe failure of
a given local government presumably has negative spillovers on other juris-
dictions and probably many central governments would react with a bail-out
package. Second, mayors would probably shift blame for a fiscal crisis onto
the central government, so that political survival instinct of central incum-
bents may act in favour of intervening. Third, this is further complicated by
the potentially important insurance role of the central government (Oates,
2006). Local governments under fiscal distress caused by external shocks
will receive, in most cases, help from upper-tiers of government.

It can be observed that the history of intergovernmental fiscal relations mat-
ters too. Robert Inman (2003) argues that the reason why the record of the
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USA is a clean sheet with respect to strategic bail-outs is because the federal
government explicitly rejected efforts by several federal states in the 19"
century to obtain fiscal assistance (a wave of defaults occurred then as a re-
sult of poorly conceived public investment in transportation and banking
projects). This refusal then created an institutional setting in which future
bail-outs would be increasingly improbable (Oates, 2006: 23).

Also, if the central government provides local public goods this does not, in
practise, rule out susceptibility and awareness to local conditions. And, the
central government should also be able to obtain the needed information on
local costs to function and local preferences to provide Pareto-efficient ser-
vices in each of these jurisdictions (cf. Oates, 2006). Prud’homme (1995:
208) notes that higher-level governments might be able to differentiate the
services they provide, just as private enterprises operating on a national or
international scale do. Even if no formal electoral mechanism exists to en-
sure adaptation to local needs, there might be other mechanisms, equally
efficient (or as inefficient) such as the will to serve, deconcentration (or, the
redistribution of decision making authority), pricing mechanisms, and sur-
vey devices.

Moreover, central governments may even reap the fruits of economies
of scale. Actual studies of economies of scale in the various local public ser-
vices are scarce, but the prevailing view is that there are few local public ser-
vices for which economies of scale imply nationwide supply. Depending on
the sector and approach these economies of scale may vary: eg. the con-
struction of overhead facilities is better underdone by the central govern-
ment, but these economies of scale are less important in local management
and maintenance of these facilities. As Bardhan notes (2002: 190): “Simi-
larly, in primary education, while the local government may run the day-to-
day functioning of schools, the upper-tier government can have the econo-
mies of scale in designing curricula and prescribing and enforcing mini-
mum quality standards.” Prud’homme (1995: 209) argued that “for most
local public services, the provision in a given city is independent of the pro-
vision in other cities and therefore, the welfare losses attributable to econo-
mies of scale that would result from decentralization are probably minimal.”

The postulated efficiency gains may — under the background of constraints
typical for developing countries — not offer the same impetus for fiscal de-
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centralization as in industrial countries. Taken all together, the reasoning
for centralized versus decentralized provision of public goods can become,
therefore, much more complex when local governments’ limitations and
centralized capacities are characterized in a more thoughtful way.

Prevailing theories on local government finance and fiscal decentralization
posit that sub national governments determine, to a large part, the level of
services provided and raise a substantial portion of the revenues to pay for
them. Strengthening local taxes as a source of funding local spending is a
basic tool. Most tax experts suggest therefore a bigger role for property tax -
as the main local tax (which also might enhance accountability and democ-
ratic control), even if this tax is believed to be unpopular and difficult to
reform (cf. Heady 2002; Shah 1999; or Ahmad et al. 1998). Others assume
that the conventional case for property taxes is to some extent flawed and
might be linked to the reluctance of central governments to provide sub
national governments access to more lucrative sales or income taxes (Bird
2000).

A somehow more “practical” approach show some urban economists -
most forcefully the late nobelist William Vickrey (in: Solow & Vickrey
1971) — who argue in favour of user charges whenever possible at marginal
cost pricing combined with an important role for the property tax. The lat-
ter is to cover services where marginal costs are below average costs and also
to finance services not suitable for marginal cost pricing, the fiscal gap left
over should then be filled by intergovernmental transfers.

In most literature, governments are traditionally assumed to be either bene-
volent or maximizing revenue. It is assumed that benevolent policy makers
are basing their policies on ethical principles and values without explicit self
interest, trying to raise the welfare of the whole constituency. The median
voter or benevolent policy maker model posits that elected officials act on
behalf of their constituents by taking the preferences of the median voter or
a set of decisive resident/voters into account in making expenditure and
revenue decisions. The benevolent policy maker does not need to be con-
strained or restricted because he will give the resident/voters exactly what
they desire. If this theory approximates reality, limitations on the fiscal be-
haviour of local government officials might actually reduce efficiency and
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make everyone worse off if elected officials have to alter their behavior in an
attempt to circumvent the restrictions (McGuire, 2003).°

A very different view on decentralization was theorized by public choice
literature (Brennan & Buchanan 1980; McLure 1986, Giersch 1993) with
their famous “Leviathan” hypothesis. Geoffrey Brennan and James Bucha-
nan were depicting governments as a Leviathan which seeks to exploit the
citizenry through excessive rates of taxation; governments intrinsically want
to maximize revenue. Under this model, local government officials are more
interested in their own welfare which increases with the size of the budget
(or more concretely with the number of support staff members, wage levels,
the quality of the furniture and office space, etc.). The resulting level of ex-
penditures and taxes is likely to be higher than desired by the resident/
voters. It is argued that the constraint posed by the need to be re-elected is
not strong enough to rein in wasteful or undesirable spending because vot-
ers find it difficult to monitor the behavior and evaluate the decisions of
local officials. Brennan & Buchanan theorized that total government intru-
sion into the economy would be smaller, to the extent in which taxes and
expenditures were more decentralized because individuals and firms were
mobile. Thus, fiscal decentralization forces governments to engage in tax
competition, destroying Leviathan’s monopoly on taxation and bringing
government spending closer to the preferences of citizens.”

Fiscal decentralization is seen as a mechanism for constraining the ex-
pansionary tendencies of government. Competition among decentralized
governments, much like competition in the private sector, can limit the ca-
pacities of a monopolist, in this case a monopolistic central government, to
increase its control over the economy’s resources (cf. Oates, 2005).

This hypothesis was the subject of several empirical analyses, though
fiscal decentralization has been linked to lower government spending in
some case studies, cross-national studies have been unable to demonstrate

6 Even if benevolent policy making is a much stated assumption, it is astonishing how
little academic research really assesses this statement, — it seems as if the benevolent
stance has a hard time.

7 In reality, the rational choice theories stated here were never doctrinaire so as not to
consider some “irrational” behavior inside their approaches, e.g. Buchanan theorizes
the so called “fiscal illusion” as some irrational appraisal of the human kind inside
his theoretical works; cf. further down.
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the hypothesized relationship. Indeed Wallace Oates (1985) has declared
Leviathan a “mythical beast.” More recently, Ernesto Stein (1999) demon-
strated that fiscal decentralization is actually associated with larger govern-
ments in Latin America.

Rodden, 2003 pointed out that it is not fiscal decentralization per se that
matters, but what form it takes. He is arguing in his paper that decentraliza-
tion is associated with smaller governments only if state and local govern-
ments have wide-ranging authorities to set the tax base and rate, especially
on mobile assets; on the other hand, subnational governments which fund a
greater portion of public expenditures through intergovernmental transfer
increase the size of the overall public budget (and as mentioned it gives
them the opportunity for “raiding the fiscal commons”).

Academics are still ambiguous over the outcome of tax competition on
tax rates, public expenditures and welfare. Concerning the favorable norma-
tive implications of the Leviathan view of fiscal competition, Oates (2005:
355) notes that these “contrast sharply with some later treatments of this
issue. There is now a large literature that contends that active fiscal compe-
tition among jurisdictions can itself result in distorted levels and patterns of
economic activity” (cf. Wilson 1999, Wellisch 2000, Oates 2002, Winner,
2005).8

In this respect, research linked to the New Institutional Economics (NIE) is
relevant to this investigation for two reasons: first, NIE is modeling political
institutions with explicit attention to the incentives they embody (cf. Pic-
ciotto and Wiesner, 1998) and secondly, because NIE is giving much more
emphasis on studying the behavioral nature of human beings concerning
economic development (Simon 1985). NIE departs from mainstream neoc-
lassical economics and has the benefit of focusing on the social and legal
norms and rules that underlie economic activity. Although no single, un-
iversally accepted set of definitions has been developed (Williamson, 2000
refers to NIE as a boiling cauldron of ideas, with many institutional research
programs with competing ideas in progress), most scholars doing research
under the NIE methodological principles and criteria follow Douglass

8 The implications are of no little concern in light of economic and political integra-
tion of Europe. Several member-countries fear a race to the bottom and consequently
argue in favor of the harmonization of fiscal and regulatory policies inside the EU.
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North’s (1991) demarcation between institutions and organizations. Institu-
tions are the “rules of the game”, consisting of both the formal legal rules
and the informal social norms that govern individual behavior and struc-
ture social interactions (institutional frameworks). Organizations, by con-
trast, are those groups of people and the governance arrangements they
create to coordinate their team action against other teams performing also
as organizations.

Oates (2005: 349-373) gives in a recent research paper an academic over-
view about the state of the art of fiscal federalism theory: he is acknowledg-
ing the emergence of a second-generation theory which draws on work of
public choice and political economy that focuses on political processes and
the behaviour of political agents “under a setting of asymmetric informa-
tion, where some participants have knowledge of such things as preferences,
cost functions, effort or knowledge that is not available to other partici-
pants” (cf. Oates 2005: 356). The basic focus of this new approach is based
on the incentives that the institutions embody and the resulting behaviour
they induce from utility-maximizing participants.

Specifically, concerning the property tax it should be noted that it is the sin-
gle most important local tax in developing countries. Internationally, most
countries have some form of tax on property, even if the relative importance
varies substantially from one country to another. However, property tax
yields in developing countries are significantly lower than in other more
developed countries (some countries can raise significant revenue from
property taxes) relative to domestic revenues and compared to gross devel-
opment product. In terms of their overall contribution to local budgets,
property taxes sometimes play a more important part in developing coun-
tries, as subnational governments in developed countries often have access
to other revenue sources. The property tax yields on average are (un-
weighted) 4 % of tax revenues in OECD countries and 2 % for transitional
countries.” In Latin American countries property taxes have been poorly
developed (cf. Piza 1999: 363ff.). With the exception of Argentina, hardly

9 1In 1965 the average for OECD countries was still 8 %, meaning that property tax has
declined in relative importance. The UK, USA, Korea and Japan all yield over 10 %
of overall tax revenue from property taxes.
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any country has considerable revenues out of this tax (see: Table N° 1). The
property tax in Peru is less than 0.2 % of GDP. This is extremely low, even
compared to the Latin American average.

Table N° 1: Property Tax in Latin America

Fiscal Year % of GDP
Argentina 2004 1,45
Bolivia 2000 0,09
Brazil 2005 0,52
Chile 2006 0,37
Columbia 2005 0,65
Ecuador 2003 0,59
Guatemala 2004 0,27
Mexico 2006 0,21
Peru 2006 0,16

Source: Database of the Lincoln Institute of Land Policy
http://www.lincolninst.edu/subcenters/PTLA/en/data.asp (March 2007)

Most academics have argued that the property tax is a benefit tax as it is
usually used to charge for the generalized benefits of public services pro-
vided by local authorities. This would mean that local differentials in the tax
rates simply reflect differentials in the level of services. The underlying ra-
tionale for property tax is to confront taxpayers with the cost of municipal
services they consume in the pursuit of efficient objectives (Dillinger 1991:
2f.). “Others have argued that the property tax is a distortionary tax on
capital, borne primarily by owners of capital” notes Slack (2001: 270).
Regarded as a relatively stable revenue source, especially when com-
pared to other potential local tax sources like wage or turnover taxes, prop-
erty tax is the only direct tax which is paid by a broad sector of the popula-
tion (even part of the informal sector).”” Local Governments can predict
income over the long term. This also protects local democracy allowing long
term planning and secure funding for vital services. Moreover, it is also
noteworthy that the tax comes with minimal distortion of private allocation
processes (Oates, 1996). One inherent principal characteristic is that the

10 Local administration has a better chance of bringing the population into the system
than would administration imposed on them from the distant national capital which
may help create a compliance tradition (Mikesell 2003).
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GDP elasticity of the property tax in general has been close to the same for
decades. Property values generally respond more slowly to annual changes
in economic activity than do incomes, and even when values do rise rapidly
few jurisdictions — and almost none in emerging economies — update prop-
erty values for taxation purposes on an annual basis (Slack, 2006).

Property tax administration is often a mixed system where valuation, collec-
tion and setting of tax rates are shared between different layers of govern-
ment. Property tax systems range from: a) Central Valuation, Central Col-
lection, b) Central Valuation, Local Collection, ¢) Local Valuation, Local
Collection and d) Local Valuation, Central Collection. In some countries
valuation is distinguished between large cities (justify technical expertise)
and smaller jurisdictions where this service is provided by the central gov-
ernment. In theory “a cooperative division of functions should combine
local autonomy and familiarity with local conditions and central technical
skills” argue Martinez-Vasquez & Timofeev (2005: 37). In Peru the property
tax administration is shared between the central and local governments, the
first setting rates and valuation while the latter afterwards applies the pa-
rameters and collects the tax.

Under property assessment is understood the valuation of the tax base
which can take different forms. Normally, it is principally divided between
the market value and the rental value assessment. Three methods are used
to estimate this (following closely Slack, 2001: 272ff.): (1) The comparable
sales approach involves looking at valid sales of properties that are similar
to the property being appraised. It is used when the market is active and
similar properties are being sold. The value is defined as the price that
would be struck between a willing buyer and a willing seller in a commercial
transaction. (2) The depreciated cost approach values the property by esti-
mating the value of the land as if it were vacant, and adding the cost of re-
placing the buildings and other improvements to that value. The cost ap-
proach is used when the property is relatively new, there are no comparable
sales and improvements are relatively unique. It is also used to assess indus-
trial properties. (3) Under the income approach, the potential gross rental
income is estimated by what the property could produce, deducted by oper-
ating expenditures. The resulting annual net operating income is converted
to a capital value using a capitalization rate. This approach is used mainly
for income-producing properties. Under the rental value assessment ap-
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proach, property values are determined according to their current use. The
use of rental value eliminates any increases in property values due to poten-
tial future use and speculation.

It is widely assumed that property tax is unpopular. Oates (2001: 23ff.) iden-
tifies four main sources of dissatisfaction with the property tax: first, be-
cause the property tax is visible (which differentiates property tax from oth-
er taxes by virtue). Local residents receive explicit tax bills; the visibility
contributes to an awareness of the costs of local public goods, and is from a
decision-making perspective, a desirable feature. Secondly, because of ineq-
uities in assessment practices (differences in tax burdens across jurisdictions
and even among different properties within a jurisdiction). Thirdly, the im-
perfect association between the income of property owners (ability to pay)
and tax liabilities. And lastly, fiscal disparities across jurisdictions may it be
by historical evolution or deliberate policy.

A big part of the academic literature on property tax concentrates on the
United States where property tax, to a large extent, financed local govern-
ments throughout its history. Apparently, the public’s unhappiness with the
property tax spurred a series of property tax revolts in the late 1970s and
early 1980s. The revolts led to significant limitations on local governments’
ability to raise property tax revenue. Nowadays, about 44 federal states re-
strict property taxation in some way; these limitations apply to rates, as-
sessment increases and the total amount of revenue that can be collected
from the tax. These restrictions have seriously curtailed both revenue collec-
tion and the ability to rely more heavily on the tax in the future.

Therefore, recent studies in the USA center much of their attention on
the discussion if property tax limits restrain local expenditure. Some evi-
dence seems to lend support to the Leviathan model of local government
(Cutler et al. 1997; Downes 1996; Dye, 1997; Poterba 1995).

Oates (2001) points out that the limitations on tax rates or the growth
in revenues (most famously, Proposition 13 in California), have under-
mined to some degree the role of local property taxation in encouraging
efficient budgetary decisions. Figlio & O’Sullivan (1997) and Mullins &
Joyce (1996) show that property tax limits have in fact resulted in reduced
reliance on local property taxation with state government typically under-
writing an enlarged share of local budgets through intergovernmental
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grants and greater reliance on fees and charges. In extreme cases like that of
California, rigid tax limitation measures have effectively cut the link be-
tween local spending and tax revenues.

Citrin (1979) investigated the citizens’ perception and found out that
Proposition 13 was largely a revolt against taxes and not against the provid-
ing of services. And, moreover, that their decisions were based on complex
self-interested cost-benefit assessments. Other investigations verified many
of Citrin’s findings that voters supported tax limits principally in order to
increase control of local services (cf. Courant, Gramlich & Rubinfeldt, 1980;
Sheffrin, 1998).

Glaeser (1996) and Hoxby (1999) emphasize that local residential property
taxation has advantageous incentive effects on the local bureaucrats (educa-
tion in the USA is principally a county responsibility). The incentive me-
chanism is assumed to work through capitalization of school quality into
housing prices. A district that offers high education quality faces increased
demand thereafter on housing because it is regarded as an attractive school
district. This is accompanied with a rise in the housing prices, yielding in-
creased revenue to the school district that utilizes residential property taxa-
tion as a local income source. Therefore local property tax gives the local
bureaucrats/leaders stronger incentives to maintain a high quality education
system. Local property taxation may also have beneficial incentive effects on
residents in the school district (Fiva et al., 2005). Residents in school dis-
tricts with high property taxation may be more likely to monitor public ex-
penditure because they receive a greater return from government efficiency
because of the capitalization mechanism.

Rattse and Fiva (2005) show that in the Norwegian experience local choice
on property taxation reflects fiscal competition and political fragmentation
and that local governments choose with a big majority the maximum rate of
two given intervals of tax rates. Another recent research work on Norway
suggests that property taxation has incentive effects and can contribute to
lower costs in the public sector (Borge & Rattsg, 2003). Blom-Hansen,
Monkerud and Serensen (2004) investigated the impact of party ideology
on property taxation and user charges in Denmark and Norway, showing a
different approach by leftist and conservative governments.
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Another branch of the academic literature on property tax tests the
‘yardstick competition” hypothesis by looking at the effects of property tax
increases at the local level on the incumbents’ vote. The results suggest that
property tax increases, at the municipality level, have a non-negligible im-
pact on voting behavior or how local decisions concerning property tax is
influenced by fiscal competition and political control problems. Thus, this
supports with the results the thesis of existence of strategic interactions at
the local government level (cf. Fiva & Rattsg, 2005 concerning a Norwegian
case study; Bosch & Solé, 2004 for an empirical Spanish assessment; Bor-
dignona et al., 2003 for Italian municipalities; and Brueckner & Saavedra,
2005 for municipalities in the Boston Area in the USA).

Property tax has important impacts on urban spatial development; often a
connection between the property tax and urban sprawl is investigated. Bru-
eckner and Hyun-A (2003) argue, in the case of the USA, that the tax has a
depressing effect on property improvements which reduces the population
density and finally spurres inefficient spatial expansion of cities. A specia-
lized research institution, the Lincoln Institute of Land Policy, is arguing in
favor of a land tax (without considering the buildings on it) because of the
related far reaching policy goal (which is to purposely shape urban devel-
opment patterns). In principle, land property taxes have, at least potentially,
two distinct roles in emerging and developed economies: the first is as a
source of local revenues and the second is as a tool to affect land use (Slack
& Bird, 2006). With low levels of property tax, municipalities are missing
out an important instrument for planning.

It should be noted that most theoretical models and case studies are
based on the experience of rich countries and there exists a much thinner
understanding of the causes and consequences for the developing world.

Some special features having to do with the imperfect market/governance

structures typically associated with developing countries needs to be re-

ferenced:

e Bahl and Linn (1992: 423) already point out in their classic book on ur-
ban public finance in developing countries that existing theories con-
front assumptions which do not exist for industrializing countries: there
are limits on the amount of services that local governments are capable

of delivering, constraints on the revenues structure, constraints caused
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by weak tax administrations and the inability of citizens to reveal their
preferences for the provision of public goods and tax levels.

There is hardly any competition between Peruvian municipalities on
any ground. Municipalities have up to now lived in a quite isolated fa-
shion - something that is slowly changing as the repetition of successful
innovation by some municipalities is showing, as well as improved in-
vestigation and publicity on the best practices of municipalities. Com-
petitive pressures, for the moment, can hardly act as a disciplining force
between Peruvian local governments, mostly because competition for
mobile residents are absent and consequently the theoretical assump-
tion that “public goods will match residents’ demands” more accurately
is flawed (Oates, 1972).

Tax payers all over the world do not seem to be the best informed
clients. And, it is particularly noteworthy that in the Peruvian case
sometimes not even so-called specialists were not up to date with the
specific calculation of property tax bills — let alone the normal citizenry.
As Rodden and Rose-Ackerman 997) have pointed out, even in a west-
ern democracy, electoral competition does not necessarily punish local
leaders who fail to respond to exit threats of mobile asset owners and
are instead more responsive to coalition building and the ‘voice’ of well-
organized lobbies. The disciplining effect — caused by property taxation
driven by monitoring from taxpayers who want to keep themselves up
to date on what the money is used for - is largely absent in the Peruvian
case.

In theory the property tax might favor revenue collection (Glaeser,
1996) because if local governments maximize their revenues, property
taxes will provide incentives for adequate amenity provision, which in-
fluence property values. This is only partly true in the Peruvian case,
first, because a central institution (CONATA) is mainly setting the val-
ue of property, and second, this institution apparently does not reassess
the value of property because of improved service provision.

Local fiscal theory by Tiebout etc. posits a potential mobility of the citi-
zenry, choosing their residential reallocation by consideration of the
housing, education, the labor market and the taxes they have to pay for
them. If this argument is critical concerning the application on devel-
oped countries, then in the Peruvian case it should be noted right from
the beginning of this investigation that local tax policy is surely not re-
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sponsible for the moving from one place to another. The fiscal competi-
tion of local governments as the disciplining force on local politicians
that in theory would be an important effect (as a tool which is limiting
rent seeking), is absent. If at all, the citizenry expresses their case
through tax strikes (difficult to assess in a developing country context if
the strike is caused by dissatisfaction or financial incapacity because fi-
nancial means are one of the biggest constraints).

Interest groups in developed countries are normally better organized
and the citizens especially have a stronger voice in their local govern-
ment. The interest groups are consequently supposed to take stronger
advantage of privileged information. The citizens who have a stronger
relationship with the local government might lobby against higher
property taxes (eventually also in favor). In Peru, the Chamber of
Commerce in Lima is, in general, arguing against a raise in valuation of
properties in the metropolis, which is supported by some of the media
(might be placed). But, in general, there is little media coverage and the
political pressure can best be described as low key.

Mayors are more dominant in developing countries; presidential tradi-
tion and paternalistic political culture make it less easy for civil society,
local civil service or the local council members to shape the political
agenda.

In developed countries there exists a professional civil service which
sometimes has a particular work ethos. The OECD local government
experience suggests a fairly straightforward division of roles between
elected members who, it is argued, are responsible for community lea-
dership, and officers who should provide corporate leadership of the lo-
cal authority organization. Even if in practice, however, executive
members frequently find themselves involved in decisions relating to
the management and delivery of services (cf. Enticott et al. 2005). By
contrast in developing countries lots of local officers get into the city
hall by being hired by the mayor. Frequent changes are quite common
in Peru and a professional service at the local government instances is
mostly unknown. All this indicates a far bigger role for the principal au-
thority.
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2.2 Substitution of Municipal Revenues Through
Intergovernmental Transfers

It is a common place in fiscal decentralization literature to consider the ex-
istence of a relationship between transfers and fiscal effort, but there is still
no conclusive consensus regarding its direction or magnitude (cf. Aragon,
2005: 3).

In the literature, different rival explanations of the impacts of transfers
on the local tax effort stand out (cf. Burki, 1999). The first one has its roots
in the assumption that increases in transfer will have a negative impact on
revenue generation at the local level and actually substitute local govern-
ments’ tax efforts (‘fiscal laziness’).!" It is argued that the main reason for
this effect is that municipal officers will seek to avoid the political and ad-
ministrative costs of tax collection. Also, local governments would not in-
ternalize costs of taxes collected to finance transfers and it would be optimal
for them to substitute local taxation with transfers (Peterson 1997: 10). The
second explanation, generally referred to as the “flypaper effect’ (dubbed so
by Arthur Okun), suggests that ‘money sticks where it hits’. According to
this explanation, tax collection is not reduced and actually increases with
transfers. It encourages local governments to raise expenditure close to and
sometimes beyond the pure amount of the given transfer.’> Some studies
have found that the share of grants in local revenues has an expansionary
effect, both on the size of the local public sector (Shadbegian 1999) and on
the entire public sector (Stein 1998). A research paper by Hines and Thaler
(1995) lists some of the most commonly cited studies concerning the flypa-
per effect. Although the studies were done with a variety of approaches and
data sets, the results tend to support that spending is stimulated by non-
matching grants. A local government which receives a grant is able to in-
crease expenditures without raising taxes. The third explanation suggests
that transfers actually increase their own local revenues (stimulative effect
of grants).

11 Tax effort is understood in this paper as only the tax revenues collected by the muni-
cipalities and user charges — while an important subject — are only alluded briefly.

12 Partly due to involved maintenance costs, administration and investment prepara-
tion.
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Anyway, the lack of data and the ambiguity of the relationship between in-

tergovernmental transfers and tax effort make evidence of studies on both

developing and industrialized countries up to now far from robust and sen-

sitive to time frames and used models (cf. Raich, 2002: 2).

The results of some recent studies in different countries about this issue do

not show a homogeneous picture concerning evidence of a decrease in local

fiscal effort linked to increased transfers. The most important are:

1.

Mexico. A study undertaken by Raich (2002) which is using quantita-
tive information of all 217 municipalities located in the federal state
Estado de Puebla of Mexico argues that the impact of the Fund for Mu-
nicipal Social Infrastructure (FAISM) on the local tax effort was nega-
tive. The FAISM was created in 1997 after the opposition took, for the
first time in history, control of the federal Congress and is allocated, in a
first step, from the federal government to the states using a formula
based on poverty levels and equity. States are required to transfer the
FAISM to their municipalities based on the same criteria or alternative-
ly by using a formula made up of employed population below twice the
minimum wage, percentage of illiterate, drainage and electricity. Mu-
nicipal governments are allowed to spend this money only to finance a
set of projects related to basic social infrastructure. Mexican munici-
palities do not have legal authority to modify property tax bases and
rates, since this is a prerogative of state legislatures. Mexican munici-
palities are heavily dependent on fiscal transfers. Nevertheless, Raich
notes that the tax effort/laziness behaviour of all the categories of mu-
nicipalities can’t be fully explained by prevailing fiscal theories. Specifi-
cally, while the FAISM negatively affects the tax effort of the small and
medium size municipalities with low and medium levels of welfare, the
big and more developed municipalities do not reduce their tax effort.
Despite the significance of this study for Mexico, Raich acknowledges
that the results of this investigation might be generated by multiple
causes and that the variations in tax collection are caused by far more
reasons than the creation of the FAISM. He highlights also in his con-
cluding remarks that it is assumed in his paper, but which in reality is
demonstrating an important limitation, that “local governments behave
like perfectly informed rational actors that readily adjust their financial
policies to maximize their benefits and minimize their costs (by substi-
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tuting own-source revenues with grants). However, in reality, munici-
palities — at least rural and semi-urban ones, like most of Puebla’s - do
not have full information about their different sources of revenues nor
have the planning capacity to behave like rational actors.”

A second investigation by Moreno (2003) describes the main features of
the fiscal federalist arrangement in Mexico and comes to a similar con-
clusion affirming the existence of a substitution effect by analyzing data
of all Mexican municipalities and by differentiating between condi-
tional and unconditional transfers. Moreno shows that local govern-
ments’ own tax revenues grew steadily during the 1989-1994 period,
but with a dramatic decrease related to the peso crisis of 1995. Although
the national economy recovered rapidly after 1995, local tax revenues
remained almost static until 2000. Moreno compares local tax revenues
with regional GDP and discovers a high heterogeneity between munici-
palities located in federal states with similar GDP. On the other hand it
is argued that revenue-sharing transfers are not reducing the fiscal
effort.

Both research works do not consider the whereabouts of the property
tax and therefore miss a complementary qualitative explanation. More-
no and Raich are reasoning for themselves that local policymakers do
consider other factors in their taxing and expenditure decisions and
that this type of information would certainly improve the knowledge of
the performance of local governments.

Colombia. The decentralization process in Colombia which started cau-
tiously in 1968 then accelerated and since 1986 subnational government
spending has increased dramatically. The subnational governments
have assumed greater control of health and education programs and
other local services. Also, an increasing fraction of national revenues
have been earmarked for transfer to lower-level governments. An inves-
tigation by Cadena Orddnez (2002) addresses the relation between
transfers and self-generated municipal revenues in a time series for the
fiscal years 1984-2000. Transfers were responsible in 1984 for about
25 % of overall municipal revenues and in 2000 for half of the local gov-
ernments’ budgets. It is shown that transfers and own revenues rise
hand in hand over the years, especially since the implementation of the
new Constitution in 1991 which gave mayors enhanced autonomy.
Overall, revenues were rising fast. Columbian local governments prin-
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cipally raise their own revenues through a business tax and property
taxes. The latter are levied on the basis of a nationally administered ca-
dastral assessment system in all municipalities except for Bogota, Cali,
and those in the department of Antioquia, all of which maintain their
own assessment systems. Municipalities are given some autonomy as
minimum and maximum rates are specified in national legislation:
most interestingly the majority of municipalities have chosen rates near
the bottom of the permissible range (see Leibovich, 2002). Cadena Or-
dofiez can’t detect a substitution effect; rather she argues that local gov-
ernments demonstrate a fiscal effort. It is argued that the tax effort dif-
fers corresponding to demographic and socioeconomic factors of a
given municipality and concerning, in particular property tax, rural
municipalities were exercising a pronounced tax effort. In regards to the
local business tax, the most populated municipalities have shown the
best performance.

Another study (Sdnchez; Smart & Zapata, 2003) examines fiscal data for
a large number of Colombian municipalities for approximately the
same time period between 1985 and 1999. They show that the fiscal ca-
pacities of Colombian municipalities differ substantially, which is a ma-
jor challenge in designing an effective system of decentralization. While
national transfers are large relative to local revenues and are allocated in
part on an equal per-capita basis, transfers have a substantial equalizing
effect on the ability of local governments to deliver comparable levels of
local service (however, important horizontal imbalances persist among
municipalities). The researchers detect some evidence that transfer
growth has discouraged the tax effort of the municipalities. The study
acknowledges, nevertheless, that despite the attenuation of tax effort,
transfers have had a pronounced effect on local program expenditures.
It is argued that most of the additional funds have been allocated by lo-
cal governments to direct program spending, rather than administrative
costs.

Turkey. An investigation by Isa Sagbas (2004) on the intergovernmental
transfers in Turkey assesses two competing theories which are used to
explain the source of the flypaper effect: fiscal illusion and the bureau-
cratic model. She claims that the bureaucratic model, in which local
managers cause excessive spending, could better explain the source of
the flypaper effect. Local politicians have significant discretion over the
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spending side of the budget. The unconditional nature of revenue shar-
ing also provides significant discretion. Since politicians set the budget-
ary agenda, the outcome will be excessive spending. Sagbas gives evi-
dence that the fiscal illusion theory cannot explain the flypaper effect. It
is argued that there could be no misperception of voters about revenue
sharing because there is no trade-off between local taxes and revenue
sharing. Voters cannot affect the level of revenue sharing and local tax
rates in Turkey. For this reason, the fiscal illusion argument is found to
be rather weak as a source of the flypaper effect. The investigation de-
tects no substitution effect, rather the opposite: lump sum transfers
have a stimulative effect on the level of public expenditures. In addition,
it is found that municipalities with a higher flypaper effect make more
effort concerning raising revenues. Based on this finding, it is argued
that if the flypaper effect is found, local governments spend more than
they receive and thereby increase ways to increase revenue.

Concerning Peru, there exist three competing investigations: Alvarado
(2003) and Aragon (2005) claiming a substitution effect, while a work-
ing paper by Rabanal et al. (2006) commissioned by the Peruvian Fi-
nance Minister shows that the majority of municipalities react with
their own fiscal effort. These three investigations demonstrate some
common flaws which will be discussed in more detail in Chapter 6.2.
Czech and Slovak Republics. This is an example of the transition from
central planning to market democracy countries; if not a direct investi-
gation concerning if there exists a substitution effect in these two re-
publics but rather a more qualitative assessment of the recent experi-
ence of fiscal decentralization (comparing the property tax inherent
moral hazard). The authors argue that sparse revenue transfers in the
Slovak Republic, and as a result greater fiscal need at the local level,
were addressed through higher yields of the property tax. On the oppo-
site end, in the Czech Republic the property tax remains largely sym-
bolic and the municipalities are receiving more fiscal transfers (Bryson
& Cornia, 2003). Furthermore, the study gives some insights by com-
paring a locally administered property tax (Slovak Republic) with a cen-
trally administered one (Czech Republic). It is noted that for transition-
ing countries, a big practical problem in the beginning was the difficulty
of establishing market-oriented property values in the absence of a
functioning real estate market.
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Costa Rica. This research paper of the IADB (Hall 2002) investigates the
inter-relations between the central government and the municipalities
in Costa Rica. It examines episodes in which the central government
has bailed out the local governments from their fiscal obligations. Em-
pirical and descriptive methods are employed to show how discretio-
nary grants relate to the degree of fiscal discipline of the municipality to
produce hidden bailouts. Political, demographic and economic va-
riables explain the allocation of these discretionary transfers. They illu-
strate the effects of the high concentration of decision-making in the
central government on the municipalities’ fiscal performance. The mu-
nicipalities play a limited role and their function largely depends upon
the central government. Using panel data from 1982-1997 in 81 can-
tons, it is argued that the fiscal effort of the local governments is re-
duced by the presence of discretionary grants. According to their em-
pirical results the local governments finance local expenses with these
discretionary transfers. As expected from the transfer design, variables
such as the political affiliation of the local administration have signifi-
cant effects on the resources received by the municipalities.

A general theoretical model was developed by Besfamille and San-
guinetti (2004) where several dimensions of the tax policy are endoge-
nously determined, namely the investment in resources to improve the
efficiency of the tax administration, the property tax schedule and the
audit policy. The model is based on the assumption that instead of in-
vesting in reforming their tax administration, the local authorities can
also lobby the central government to obtain discretionary transfers.
This decision depends upon the ability of the local government to nego-
tiate with the central government (which eg. depends on the political
representation of the region in the Congress). Besfamille argues that
when the federal budget for such transfers converges to zero, the region
adopts a more efficient fiscal behavior. They note that regions with
comparative advantages in lobbying the federal government or with a
high degree of divided government will seldom engage in improving the
local tax administration. The model developed by them gives opportu-
nity to question it at different stages. First discretionary transfers are
not so common. In reality, formula based grants are much more used.
The creation of the formula is often based on some political/social/
economical goals but this should be not misinterpreted as a result of
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lobbying by local governments. Local governments also might try both
enhancing their own revenues and lobbying for focalized investment/
transfers.

2.3 Theories on Decision Making

It could be reasonably argued that theories on fiscal policy are ultimately
based/constructed on theories at a more personal and less abstracted level.
The same antagonism (benevolent/revenue maximizer) can be found con-
cerning decision theories: the dominant model of decision-making in eco-
nomics and political science is the rational choice theory. In rational choice
theory, individuals make decisions that maximize their individual utility
despite given constraints on resources and information. Critics of the ra-
tional choice model have long questioned the ability (or even inclination) of
decision makers to maximize their utility at all. Simon popularized the ar-
gument that while individuals are “intendedly rational” they use a series of
“premises” to make decisions — much like decision heuristics. People do
pursue goals, Simon argued, but they pursue goals with a “bounded ratio-
nality” (Simon 1997). Bounded rationality is sensitive to limitations im-
posed by the cognitive constitutions of decision-makers. Some researchers
even accuse rational choice model of being unrealistic (cf. Engel, 2007: 3-
22) given the severe cognitive limitations of the human mind. Analyzing
only consciously controlled decision-making would ignore a second mental
apparatus based on “intuition.”*?

It was often argued that the flexibility of the rational choice model can
confirm any hypothesis because one can fabricate any possible set of prefer-
ences. There would be nothing that could negate a rational choice model as
long as one could simply tinker with the information and utility function -
any outcome could potentially be “rational.”

Public choice theory views institutions as seeking to maximize organ-
izational utility. While this is normally recognized as the orthodox theory to
explain aggregate behavior, the assumptions of comprehensive rational

13 The Max Planck Institute for Research on Collective Goods in Bonn recently set up a
research group with the aim to improve the understanding of the interaction be-
tween deliberate and intuitive processes in decision-making.
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choice break down when individual behaviors are examined. Therefore, the
theory views individuals like mayors as limited rational actors who satisfy
rather than maximize their utility. Public choice theories are based on the
logic of consequences where behaviors and decisions are based on a process
of identifying the preferred outcome amongst identified alternatives (March
& Olsen, 1989). The logic of consequences assumes financial managers or
mayors and government institutions to be rational or directed toward an
identified outcome. The traditions of orthodox and prevailing theories are
manifested in works that emphasize the importance of economic efficiency
for efficiency sake (Buchanan, 1967), policy decisions for the purpose of
maintaining political power (Downs, 1960; Wildavsky, 1964) and public
choice type arguments of bureaucratic self-protection and budget maximi-
zation (Niskanen, 1971). Under the prevailing theory, mayors view property
tax as a factor in a political and economic cost/benefit analysis (cf. Matkin,
2004).

A politician’s behavior is arguably not only dependent on his/her own mo-
tivation, but also on the ‘political culture’ (eg.: his beliefs about other politi-
cians’ motivations and behavior, patterns of social values etc). Beniers &
Dur (2007: 29-54) state that political culture may therefore be self-
reinforcing. They argue that politicians may have stronger incentives to be-
have opportunistically if other politicians are more likely to behave oppor-
tunistically. Likewise it is argued that politicians’ incentives to behave op-
portunistically are stronger in more polarized political environments, that
is, in environments where politicians differ more in their perception of the
public interest. The reason is that in more polarized political environments,
staying in office is more rewarding as it keeps politicians with sharply dif-
ferent policy preferences out of power.

Some academics, who have theorized lately on local governance (eg. Faguet,
2003), have argued that good local performance is linked to an integrative
approach of civil society, business and administration. This view seems to
be too optimistic (eg. in the Peruvian context, what is most important is the
leadership function of the mayor). A recent research paper on Columbia
(Merat, 2004) even argues that there is very little debate between local ad-
ministrations and municipal councils regarding their fiscal policy choices
and no consultation process that engages administrators, councilors or citi-
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zens (this is surprising because local governments in Columbia have a far
greater say concerning rates and tax bases than in Peru). *

One of the rational choice approaches is the bureaucratic politics theory
which examines how political advice inside organizations presented in vari-
ous contexts influences choice. The bureaucratic politics theory stresses the
motivation by the relevant officials in the government bureaucracy to pro-
tect or promote their own agency’s special interests (in competition with
other agencies) as a major motivating factor in shaping the timing and the
content of government decisions. Each bureau (or other governmental sub-
division) continually strives to maximize its budget and its authorized man-
power, as well as to protect or extend its operating autonomy and discretion
in decision-making in the area of its assigned responsibilities. This theory is
often used for analysis in the upper tiers of a government; to a lesser extent
it is applied in a local context. One recent investigation reveals for Portu-
guese municipalities the existence of opportunistic behavior of local gov-
ernments. Expenditure increases in the pre-election period, especially on
items that are highly visible to the electorate (cf. Veiga, 2007: 45-64). Simi-
larly, mayors might order that in pre-election period tax obligations are
treated in a different way.

Another example is the Poliheuristic theory (Mintz, 2004) which states that
it is bridging the gap between cognitive and rational theories of decision
making. Poliheuristic theory postulates a two-stage decision process. During
the first stage, the set of possible options is reduced by applying a “non
compensatory principle” to eliminate any alternative with an unacceptable
return on a critical, typically political, decision dimension. Once the choice
set has been reduced to alternatives that are acceptable to the decision mak-
er, the process moves to a second stage, during which the decision maker
uses more analytic processingin an attempt to minimize risks and maximize
benefits.

Using the analytical framework of principal-agent relations would sug-
gest that lower-tier Peruvian governments interact with higher tiers in stra-
tegic interaction as well as with the citizenry. While it is right that sub na-

14 Quoting Merat 2004, the rate of property tax rate may be fixed between 0.1 % and
1.6 % of the fiscal values.
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tional governments are dependent on transfers from the centre, hardly any
evidence exists to suggest that inter-governmental fiscal decisions are the
outcome of politically driven negotiations. The theory would posit that be-
cause local governments have access to information about local conditions
and face a cost advantage in production of local public goods, they can use
their information to a strategic advantage in order to extract higher trans-
fers from the central authority.

The theories stated above do not seem to be of much use in the Peruvian case
because the local bureaucracy is weak and if it has its own interests (which
obviously exist), these should not be confounded with having a big impact on
policy making. The Poliheuristic theory seems not to make a real difference
(the first stage assessment seems a bit obvious). Using a game theory
approach would show limited results because local leaders do not interact
directly with upper tiers of the government (adapting processes — like e.g.
increased transfers because mayors are lobbying hard for - are, at best, very
slow or do not happen in the Peruvian context). This still leaves open rela-
tions between citizenry (principal) and mayor (agent), but this also looks like
a somewhat artificial construction given the limited participation/infor-
mation of the citizenry. Moreover, the general critics on game theory apply.

Resuming, the empirical investigations on local fiscal policy (property tax)
or decision theories look somewhat hollow under the context of a develop-
ing country (but not only then). In general the assumptions taken do not
apply to the Peruvian case. The predominant economic literature is handi-
capped or limits itself by concentrating mostly on verifying empiric models,
without considering mayors as political actors who are acting in regards to a
set of complex incentives including not only self-interests but also an overall
public benefit. Many philosophers, political scientists, psychologists, and
economists have criticized the narrow description of individuals as being
concerned exclusively with utility maximization. This investigation is in
agreement with the basic assumption of Gary Becker as stated in his Nobel
lecture on The Economic Approach: “Individuals maximize utility as they
perceive it, whether they are selfish, altruistic, loyal, spiteful or masochistic”,
(Becker 1993: 386). But this investigation goes one step further, pointing
out that utility may be in most cases a construction of these and other com-
ponents.

53



Preliminary interviews rapidly showed that the assumptions of the above
described theories (mainly belonging to the rational choice branch) were
falling far short concerning the more complex structures and interconnec-
tions under which a given mayor was making his decisions. The contrasting
views of benevolent governments or revenue-maximisers should be articu-
lated in a more realistic approach. This investigation posits that policy mak-
ers are potentially revenue-maximisers but also seek to optimize welfare of
their citizens (one reason but not the sole reason is surely that mayors are
concerned with their reelection).

The serious constraints on applying a dominant economic theory on a de-
veloping country makes a more sophisticated theoretical model more suita-
ble. Given the dominant position of the mayor in the Peruvian context (cf.
chapter 4.2 and 4.3; as an example which might be standing for the developing
world?!) who is very much the sole person who makes decisions (analyzing
a still very paternalistic policy style), a much more individualized approach
is more useful. Also, operationalizing the insides that local fiscal policy
theory has to overcome the artificial construction of benevolent against rev-
enue maximizing authorities. Humphrey (2000) and Harrison et al. (2005)
are pointing into the same direction, answering to the prolifery of theoreti-
cal approaches and models by arguing that it may be inappropriate to
search for a single model of choice under uncertainty because behavior is
sufficiently heterogeneous that it cannot be described by a single theory.

A model which is drawing on psychological and organisational theories was
developed by Kaufman (1991) to understand decision-making in local gov-
ernments. It is argued that each decision has an informational ingredient
and is considered in an organizational and environmental context. The
starting point for understanding decision-making according to Kaufman’s
model is the decision-maker her/himself, or more specifically the personali-
ty, intelligence, knowledge and values of the decision-maker. People make
decisions, and a person’s particular psychological make-up will influence
the way they make decisions. In particular, people’s values shape decision-
making (cf. Scott et al. 2004: 2ft.).

The theoretical model chosen to explain in the qualitative part the perfor-
mance of the property tax through decisions undertaken by local politicians
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is based on an adaptation of the Protection-Motivation-Theory (PMT),
which is normally used to explain human behavior under risk/uncertainty.
While PMT was originally developed to explain the effect of risk/uncer-
tainty concerning health attitudes and behavior (Rogers, 1975), the theory
was fast applied to a diverse array of topics. The PMT concept can involve
any risk/uncertainty for which there is an effective response that can be car-
ried out (Floyd, Prentice-Dunn & Rogers, 2000), even if the topics studied
in PMT literature are still mostly found in health and environmental issues
(eg. Menzel/Scarpa, 2005). Some research projects utilizing the PMT were
undertaken in developing countries (eg. Scarpa et al. 2005; Willis 1997; Kal-
jee et al. 2005).

PMT can be described as an alternative approach but still belongs inside the
rational choice theory. PMT is based on two appraisal strings (risk and cop-
ing appraisal) and argues that decisions are not based on choosing the
“best” outcome, but are based on various cognitive appraisals. Individuals
balance competing assessments: a decision is to be seen in a complex ap-
praisal system where utility expectations are meeting values, norms, self-
efficacy, institutional history, political and social expectations.

While the PMT model of appraisal from a psychological perspective is
based on the concept of “agents” and their subjective assessment of a threat-
ening or uncertain situation, the theoretical model developed here is opera-
tional in a broader context, not only in risk impact or would be impacts.
This investigation posits and consequently argues that a structure consisting
of 1) problem appraisal 2) incentive appraisal and 3) constraint appraisal is
modeling a more adequate picture about how decisions are effectively taken."
The output of the coping strategy using the PMT is an intention of ac-
tion/inaction which then meets actual barriers (constraints) which finally
determine the choice (action) undertaken, in this research the constraint
appraisal is internalized into one component of the coping strategy as indi-
viduals do not first define an intention of action which then meets the con-
straints but rather the appraisal of constraints (actual and future ones) is an

15 The differentiation in problem, incentive and constraint appraisal seems also to bet-
ter capture the academic terminology of public policy literature, rather than the more
psychological slang of the PMT which uses risk and coping appraisal.
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integrated element of any appraisal (saves the humans valuable energy, cf.
Graph N° 1).

Graph N° 1: Theoretical Model (Problem, Incentive and Constraint Appraisal)
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This research operates with the following structure of cognitive modules:

1. Risk/Problem Appraisal

The appraisal of a perceived risk/problem is the result of the assessment of
several sub-constructs. These include the severity (degree of) and the vulne-
rability (understood in this research as political vulnerability) components
of a problem. Mentzel and Scarpa (2005: 5) point out that “in earlier appli-
cations of PMT these sub-constructs were combined in a multiplicative fa-
shion (Beck et al. 1981). This assumption was later empirically rejected, so it
was then often assumed that the relations between these sub-constructs
were additives” (Wolf, Gregory and Stephan 1986). The approach of Ment-
zel and Scarpa (2005) breaks away from this restrictive functional relation-
ship. The appraisal string of “assessed risk or problem” is understood in the
political context of Peruvian local governments as the potential Damocles’
sword hanging over local politicians: they have to respond, on the one hand,
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to high recurrent expenditure and major infrastructure needs for their con-
stituency, and on the other hand, have to handle the involved financial
stress local governments face across Peru, struggling to raise revenue to
finance those public services. Increased demands by citizens for more, and
better, public services; the ever-rising costs of providing services; and pres-
sure for contracting additional municipal employees: all of this makes it
possible to define this panorama as a risk/uncertainty which is latent and
which is observable in the Peruvian municipal context and might increase
with time.'®

Moreover, mayors are confronted with losing support not only concern-
ing the next election, but Peruvian mayors can also be withdrawn if more
than half of the citizenry votes in a impeachment process against them: this
is no small concern - in 2004 in about 50 municipalities and in 2005 in
about 15 municipalities (often several elected officials were tried to be
ousted at once) the citizenry tried to dethrone local politicians.

2. Incentive appraisal

The incentive appraisal is again the result of the assessment of several sub-
constructs. These include an emotional component of the problem: the self-
definition or identity as being a mayor of a Peruvian city and positive or
negative aspects of facing or not-facing the identified problem (peer ap-
proval, personal pleasure, programmatic goals of his management etc.).

The second component is made up of an appraisal of the response and
self efficacy: the belief that an action is able to avert or reduce a problem and
the self-considered effectiveness in removing or reducing a possible prob-
lem (perceived ability to conduct and successfully enact action).

3. Constraint Appraisal
The constraint appraisal consists of an assessment of the associated costs
(response costs) which in our case is made up of inconvenience or admi-

16 Some might argue that the difference associated by using the PMT at the political
stage is that political risk/uncertainty is probably not having, in the perceived ac-
knowledgement of the local politician, such a strong reaction (e.g. as having major
natural disaster) and consequently might not make the PMT viable in the particular
political circumstances. But, it could be responded to these arguments that the differ-
ence between some creeping risk assessment like smoking or climate change are also
slow moving challenges and therefore do not exclude the PMT.
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nistrative cost, political cost etc. The institutional constraint component
assesses the projected barriers and alternatives concerning the problem
solving. While the incentive appraisal is more of an internal assessment the
constraint appraisal focuses more on the external aspects.

Having elaborated the theoretical background for this research the follow-
ing chapter describes the economic framework conditions of the past years.
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3. Economic Framework Conditions and Analysis
of the Peruvian Budget

To understand the context under which local governments act the following
chapter gives a picture of the macroeconomic framework conditions:

Contemporary economic history of Peru shows a continuing swing be-
tween boom and bust times (cf. the volatile GDP, Graph N° 2). Peru belongs
to the group of lower middle income countries with an average GDP of
US$2,540 per capita in real terms (2005). Since 2002 Peru can look back on
a solid track record of economic growth and macroeconomic stability, GDP
grew above 5 percent in each of those years. Growth had been led by ex-
ports, which rose 26 percent annually on average in 2002-2006. Although
this increase was driven in good measure by the boom in commodity prices,
particularly helped by high mineral prices on the international markets,
non-traditional exports have grown rapidly as well.

In 2006 GDP was growing at 8.7 %, the dynamic of the internal demand
which expanded 10.6 %, due to higher private consumption and an upswing
in private investment (increasing at 6.5 % and 20.2 % respectively). Private
consumption is fuelled by a bigger purchasing capacity, an increase in the
workforce (approximately rising by 10 % in enterprises with more than 10
employees), enhanced access to credit (credit for consumption offered by
banks increased by 31 %) and high influx of external remittances (they rose
from US$1,440 million in 2005 to US$1,825 million in 2006).

While Peru’s macroeconomic performance has been impressive and
among the best in Latin America in the past few years, poverty remains
stubbornly high. The 4 year long recession between 1997 and 2001 and the
extra costs incurred in the transition period after autocratic rule had a nega-
tive impact (poverty rates had returned to the levels of the mid 1990s). In
the country as a whole, 50 % still live in conditions of poverty and 20 % in
extreme poverty, with poverty concentrated in the highlands (Sierra) and
the Amazon basin (Selva). The Peruvian poverty reduction strategies are
complementing economic growth by targeting the poorest families with
social and nutritional programs. For the moment a large number of social
assistance programs have made it complicated to monitor them properly
and have weakened their effectiveness. Many of the resources channeled
through these programs did not reach the intended recipients.
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Graph N° 2: Annual Increase in GDP in the last twenty years
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In the last few years, it has been possible to reduce the deficit of the public
sector permanently from 2.2 % of the GDP in 2002 to 1.9 % in 2003, 1.4 %
in 2004 and 0.6 % in 2005. In 2006 Peru had the first fiscal surplus in 9 years
(+1.4 %). The reduction of the fiscal deficit stands in accordance with the
IMF Stand-By Arrangements (for the periods of 2002-2004, 2004-2006 and
2006-2008); therefore the IMF attested and is still attesting Peru with an
overall responsible budget.

The public expenditure of the regional and central level for the year
2006 was about 50 billion Soles (roughly US$16 billion). Fiscal maneuver is
limited due to the high proportion of recurrent expenditure (mainly salaries
and pensions) and service of public debt (see Graph N° 3). The budget was
harmed by several promises made by the then president, Toledo. During his
election campaign, the teachers were especially promised a doubling of their
salaries until 2006. Financial means out of privatizations or concessions
processes which were planned to finance a bigger part of the budget were
reduced substantially in 2002. This is because the region of Arequipa initi-
ated a powerful campaigning against the privatization of two regional en-
ergy production facilities. Despite this, the Peruvian government is again
slowly bringing privatization onto the political agenda.
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Graph N°3: Central Government Budget 2006
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The Peruvian government has in the last year completed the legal frame-
work of fiscal policy. Different laws and regulations, especially the “Ley de
Responsabilidad Fiscal y Transparencia (LRFT)” and the “Ley de Equili-
brium Financiero del Presupuesto del Sector Publico” set important indica-
tors concerning the maximum level of debt and under which preconditions
a higher deficit is allowed."”

3.1 Revenues of the Central State

It was possible to raise the tax ratio from the beginning of the nineties from
a very low level (10.8 %) until the start of a recession and the introduction
of various tax exemptions in the final years of the then populistic Fujimori
to 14.2 % in 1997. As a direct consequence the tax ratio went down two per-
cent. Since the fiscal year 2003, it has been possible to raise it step by step
again (see Graph N° 4). In 2006 the tax ratio reached its highest level in con-
temporary Peruvian history with 14.9 %.

17 The law “Ley de Responsabilidad Fiscal y Transparencia” is establishing a step by
step reduction of the budget deficit, institutionalizing a stabilization fund, laying
down the exemptions under which a consolidation of the budget could be postponed
(international crisis and recession) and offering rules about transparency in regards
to budget and control mechanisms.
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Graph N° 4: Tax ratio (in % of GDP)
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Concerning the tax revenues in 2006 the VAT with 7 % of GDP is the most
important, followed by income tax with 6 % of GDP. The excise tax (Im-
puesto Selectivo al Consumo), which is mainly made up of the taxing of oil
derivates, car imports, alcohol and cigarettes is responsible for 1.3 % of the
GDP, tariffs for 0.9 % of GDP and different smaller taxes for 1.1 % of the
GDP. Besides taxing, the state had revenues (credit, charges etc.) of around
2.4 % of GDP, which signified a participation of 17.2 % in 2006 (without
considering tax payments made in excess) or 52.7 billion Soles of the Peru-
vian GDP. The ratio of income tax to total GDP was closer to 4 % before the
actual windfall earning of the extractive industry sector had shown its im-
pact (indicates a regressive structure of tax policy).

Even if the main goal of the tax policy is to raise the tax ratio in the me-
dium term to 17 % of GDP it will still be substantially below the Latin
American average which was about 21 % in 2000. The main mechanism to
get to this point is, according to the government, by widening the tax base.
On the other hand a fiscal gap in August 2003 made it necessary to raise the
VAT by one percent (originally foreseen to be reduced in 2005 and now
postponed) and which finally countered widening the tax base. The tax on
fiscal transactions was introduced in March 2004 (taxing with 0.01 % of the
transaction values, now reduced to 0.008 % and expected to be reduced
again in 2008) which besides generating revenue was meant to bring more
tax payers into the system.
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A special tax on salaries (Impuesto Extraordinario de Solidaridad), with
the negative impact of making the formal sector employees more expensive
was reduced from 5 % (2001) to 1.7 % in 2003 and was abolished totally in
November 2004. Also worth mentioning are the sectoral and geographically
concentrated tax exemptions which conforming to an investigation by the
tax agency SUNAT is estimated to have a cost of about 3.2 billion Soles or
1.35 % of GDP. The government lead by Toledo did not have the political
profile or was not really trying to reduce these tax breaks which partly come
with well-known and unwelcomed or dubious results.”® The Garcia gov-
ernment seemed to be more inclined to reduce these tax exemptions until
some pressure by benefitting regional governments or interested parties
against some out phasing had changed the central stance (the government is
now trying to buy political support by promising that abolition of tax ex-
emption will be accompanied by major infrastructure projects).

A recent study of Peru concludes that 54 large taxpayers account for
more than 40 per cent of total tax revenue from internal sources (that is,
excluding trade taxes), partly because large companies assist the revenue
authority, SUNAT, in collecting VAT and consumption taxes (Mostajo,
2004). The SUNAT has shown to concentrate in the past on these large tax-
payers and is less prone to move to less rewarding sectors or parts of the
economy (cf. Durand, 2002: 34).

3.2 Public Expenditure

Peru is with a consolidated public sector expenditure of below 20 % far
away from the average size of the Latin American government which is
closer to 28 % of GDP. There are, however, very wide differences across
countries in this respect. Government size ranges from 12 % of GDP in
Guatemala and Haiti to numbers in excess of 40 % of GDP in Belize, Guya-
na, Nicaragua and Suriname (IMF, 2006).

18 The reduction of regional and sectoral tax exemptions were even triggers in the poli-
cy matrix of the policy development loan DECSAL of the World Bank. During the
assessment in the appraisal mission in July 2004 it was visible that the Peruvian Con-
gress was unwilling to rubberstamp regional regulations which were proposing to
discard some of the tax exonerations.
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Public expenditure in Peru rose annually above 5 % in the years from
2003 to 2007 (in 2006 expenditure raised by more than 10 % compared to
the previous budget), despite this expansive character the government was
able to reduce the fiscal deficit. Total expenditure without debt payments
for the fiscal year 2006 were around 39.8 billion Soles.” The budget of the
executive branch was grouped around the sixteen ministries: the education
sector participated in 2006 with 4.1 billion Soles, the justice sector with 0.85
billion Soles, defense with 3.2 billion Soles, interior with 3.7 billion Soles,
health with 2.5 billion Soles, transport and communication with 1.5 billion
Soles, agriculture with 0.9 billion Soles, women and social development
with 1.2 billion Soles, construction and basic sanitation with 0.73 billion
Soles, and foreign relations 0.47 billion Soles. Additionally, payments for
professionals in the health and education sector were included in the budget
allocation of regional governments which amounted for around 10 billion
Soles. The transfers to the local governments amounted to 5.5 billion Soles.

The consolidation of the budget implicated in the last years a reduction of
public investment with the negative consequences of harming future growth
potential. While total investment of the public sector in 1999 was still 4.8 %
of GDP, this went down in 2002 to 2.8 % of GDP and since then has not
recovered (see Table N°2).

Through the ongoing transfer from some infrastructure projects to the
regional and local level the public investment ratio at the central stage is
negatively affected. The low investment spending contrasts sharply with a
huge infrastructural gap: public roads, schools, sanitation, hospitals and
other kinds of sectors need urgent investment. Partly explained by this huge
deficit in infrastructure, it should be noted that in Peru exists a general per-
ception that recurrent expenditure is in itself bad and correspondingly in-
vestment spending per se good. The low public investment ratio is acknowl-
edged by policy makers as an utmost important problem to be addressed in
the coming years. Private sector investment was somehow lackard concern-
ing the actual booming economy. Although spending increased recently in
2006 by an impressive 2.5 %.

19 The Peruvian currency Sol has almost become stable since 2000, lately gaining some
value against the US$ (S/. 3.15 ~ US$1 in 2007).
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Table N° 2: Private and Public Investment Spending

Year Investment Spending Public Investment Investment of Private
(% of GDP) ( % of GDP) Sector ( % of GDP)
1990 16,5 3.2 13,2
1991 17,3 3,5 13,8
1992 17,3 41 13,2
1993 19,3 4,6 14,7
1994 22,2 4,8 174
1995 24,8 4,7 20,1
1996 22,8 43 18,6
1997 24,1 4,4 19,7
1998 23,6 4,5 19,1
1999 211 4,8 16,3
2000 20,2 4,0 16,2
2001 18,7 3.1 15,6
2002 18,9 2,8 16,1
2003 18,8 2,8 16,0
2004 18,9 2,8 16,2
2005 18,6 29 15,7
2006 21,0 2,8 18,2
Source: BCRP
3.3 Debt

Total debt of the Peruvian public sector in 2003 was still 46.4 % of the GDP.
Since then the debt profile has improved significantly: in absolute terms the
debt in 2006 was about US$30 billion, which was only a slight increase to
the previous years (some rise in absolute terms may also be caused by the
strengthening of the Euro).

In 2006 external and internal liabilities together were 32.6 % of the
GDP: the ratio of external debt to GDP was 23.5 % (2006) and internal debt
had a significantly lower ratio of 9.1 % of the GDP. The MEF is trying to
reduce external debt by substituting it with more domestic credit. A big
chunk (74 %) of the debt payments has to be served in the coming 10 years.
57 % of the external debt is in US$ and 46 % of the debt has a variable inter-
est rate. To international finance organizations, Peru owed around US $ 7.9
billion in 2006 (especially IDAB and IBRD with US $ 3.6 billion and US $ 2.6
billion respectively) and the debt to the Club of Paris sank to US $ 5.6 billion.
While it is foreseen that the absolute debt will rise slightly in the years to
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come, the ratio of overall debt to GDP is predicted to descend from 32.6 %
(2006) to 24.2 % (2010), cf. Table N° 3. This favourable projection of the
MEF is based on the assumption that GDP will continue to grow until 2010
by 7 %, after that an increase in GDP will reduce to a longer term average of
5 %, inflation will stay at 1.8 %, interest rates for public debt will be on aver-
age 5.9 % and the primary budget surplus will be around 1.2 %.

Table N° 3: Public Debt of the Peruvian state (in % to GDP, 2007-2010 projected)

2006 2007 2008 2009 2010
External debt 23.5 20.9 18.8 17.5 15.9
Internal debt 9.1 8.5 8.7 8.5 8.3
Total debt 32.6 29.4 27.5 26 24.2

Source: MEF, MMM 2006.

Prospectively, higher revenues for the Peruvian budget have to come out of
a widening of the tax base and economic development. VAT and income
tax already are at a relatively high level and it seems that there is little space
for a further increase. Structural problems like the high share of the infor-
mal sector in economic activities and a reduced tax culture are priorities to
increase the tax ratio in a sustainable manner.

Additionally, some Free-Trade Agreements (FTA) which are currently
in negotiation (eg. with the EU, the FT A with the USA was approved by the
US Congress in late 2007) will reduce import duties. The main goal of Peru-
vian fiscal policy - to reduce step by step the debt situation of the public
sector and to increase public investment — seems to be feasible; the MEF
foresees in a rather conservative projection on a 5 year horizon that the debt
ratio will be reduced significantly. The external debt service (interests and
principal) is rising from the actual US$4.3 billion to US$6.7 billion (2007),
after that the debt service is supposed to stabilize in the following years at
around US$4 billion.

In respect to the consolidation of the debt profile, it has to be men-
tioned that beyond general political risk, the danger of higher interests and
a worsening of the exchange rate seem to be remote. To reduce the risk the
MEEF will take advantage in the coming years to take on increasingly debt
via the internal credit market. The substantial burden of high debt pay-
ments in the coming years will counter the MEF by restructuring the debt
service and taking advantage of new credits with longer grace and repay-
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ment periods. The fiscal position of Peru is vulnerable to a drop in the in-
ternational commodity prices, in particular minerals. These risks are miti-
gated by growing non-traditional exports as well as a broadening of export
markets. The disciplined fiscal performance in the past several years has
greatly reduced country risk and lowered interest rate spreads. Until now
the new government hasn’t attempted to placate the opposition with in-
creased spending.
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Les Grecs, jadis, demandaient au sage Solon:

“Quelle est la meilleure constitution? ”

Et ce dernier répondait:

“Dites-moi, d’abord, pour quel peuple et pour quelle époque?”

Charles de Gaulle, Discours de Bayeux, 16. juin 1946

4, The Decentralization Process in Peru

Peru is a latecomer in the worldwide move towards more decentralized
government (several unsuccessful attempts have been made in the past) and
it still belongs to the most centralistic orientated countries in the Latin
American category. Only in 2002 did it start the recent decentralization
process by dismantling the Ministry of the Presidency, developing the legal
framework, electing regional governments on the basis of the existing de-
partments (which might merge in a second move towards macro-regions)
and transferring some projects to the regional and local level. The hyper
centralism of the Fujimori regime (1990-2000) was highly adverse and
harmful to local institutional development. The transitional government
until 2001 and the new democratic regime which took over power in mid
2001 reinstalled some of the municipal responsibilities (formerly disman-
tled by the Fujimori regime).

National government motivations as highlighted in the chapter “General
Introduction” may often have less to do in improving efficiency, equity and
accountability of local governance but more to do with short run political
and bureaucratic imperatives. In the Peruvian case, the political discourse in
favor of decentralization is characterized by the following mixture of argu-
ments — decentralization is instrumental for democratization, that decentra-
lization is part of a broader state modernization process (see Graph N° 5,
Modernisation of the Public Sector), that it is increasing the accountability
of local governments (citizens exert greater effort in monitoring govern-
ment agencies when they are more local, and hence decentralization in-
creases accountability by bringing the government closer to the people) and
that it helps to tailor services better to local preferences, and so reduce the
cost of their delivery and increase their quality. It can be noted that these
are more or less the same motives as in other countries. A special feature of
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the Peruvian decentralization process is that most emphasis is given to re-
gional development. It is expected, or it is one main goal, that regional
economies will benefit from the process (poverty concentrates outside the
metropolitan area and economic development outside the center was in the
past lackluster). Moreover, it is highly probable that because opposition pol-
iticians and mayors had to feel the hyper concentration of the Fujimori
area, they were more interested in changing the power structures of the Pe-
ruvian state (the same reason was important in the case of France, when the
Socialists in the Fifth Republic were for many years trapped in the local
councils, once they won the election in June 1981 they started the decentra-
lization process — as mentioned on various occasions by the mastermind

behind this process, the then interior minister Gaston Defferre).

Graph N° 5: Modernisation of the Public Sector”
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The original sequencing of the actual decentralization process was foresee-
ing larger transfers of competences during the Toledo government. In fact,
the results in the Peruvian case look in reality less ambitious when com-
pared to the experience in most other countries.

20 Graphic based on Fuhr, 1999.
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The concentration in Peru on Lima can be seen as a product of a historical
process, a specific economic model of development and public policies
which favored consciously/unconsciously centralization (e. g. exports con-
centrated for a long time on Guano extraction on the coast, mineral extrac-
tion in the Sierra and on importing products from colonial Spain).

One third of the Peruvian population today live in the Lima metropoli-
tan area which was founded in 1535 as the capital of the Spanish Viceroy-
alty, displacing Cusco as the former center of the pre-colonial civilization.
Astonishing is the fast urbanization and concentration. In 1871, Lima only
had 100,000 inhabitants and other Peruvian cities had similar numbers of
inhabitants. The “Instituto Metropolitano de Planificacién” expects that the
total population of the metropolitan area will rise in the next 15 years to 12
Million.

The economy is concentrated in an even more dominant way (Lima ac-
counts for 43 % of GDP and 75 % of industrial production), as are higher
education, cultural facilities, credit allocation, the tax revenues (about 90 %
of all taxes are collected in Lima*, the remaining 10 % of tax collection
shows heavy regional disparities) and state institutions.

The regional government level consists of 25 departments; the third
administrative level consists of the local level and is made up of 194 provin-
cial and 1,637 district municipalities, the sectoral and geographic compe-
tences of these two levels of local administration do not work without inter-
ferences and are laden with problems because the allocation of clear respon-
sibilities is missing. During the centuries the state was structured around
and controlled through a web of dependencies: in the departments through
the “prefects”, in the provinces though the “sub-prefects”, in the districts
through the “gobernador” and in smaller villages through the “teniente
gobernador.”

Institutional and legal design

The legal and institutional design of the decentralization process is well ad-
vanced. The Presidencia de Consejos de Ministros (Council of Ministers) is
responsible for state modernization. At the end of 2002 the Consejo Na-

21 The tax receipt of Lima reflects only partly the bigger economic activities but results
also in the fact that bigger companies which are operating outside Lima nevertheless
often have their tax home in the capital, cf. Chapter 5 on the Intergovernmental Fis-
cal Transfer System.
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cional de Decentralizacion (CND) was created, which was formally the
leading institution to promote and oversee the decentralization process. The
CND supervisory board consisted of representatives from the regional and
local government level and members of the executive branch (the last one
had a majority). Nevertheless, the CND was institutionally very weak and
politicized, and, in fact, the MEF was the central institution which led and
designed (similar to the experience in other Latin American countries) the
decentralization process. The serious split between the MEF and the CND
about who was steering the whole process was finally ended when in Janu-
ary 2007 the CND was absorbed by the PCM. **

Sub national governments have to go through an accreditation process
if they want to receive transfers of functions; the law “Ley de Acreditacion”
lays down the criteria: mostly consisting of formal requirements rather than
a qualitative evaluation concerning the institutional capacity to handle one
particular competence. Around 35 % of sub national governments are, up to
now (end 2006), accredited to receive one or another transfer of function.

The recent decentralization process is based on three basic principles,
acknowledged in the various laws on decentralization. One, the process is to
be undertaken in a gradual way and is to be integrated as part of a larger
project of state modernization in general. Two, it is taken for granted and
being by the way a specific goal that this decentralization should go hand in
hand with an improved regional competitiveness. Three, the decentraliza-
tion process should not put extra pressure on the fiscal policy and no extra
spending should be involved.

The legal design of the decentralization is laid down mainly in the laws
“Ley de Bases de la Descentralizacién”, “Ley Organica de los Gobiernos
Regionales” and the “Ley Organica de los Gobiernos Locales”. The fiscal
rules for the sub national government level are given by the “Ley de Descen-
tralizacion Fiscal”, the “Ley de Responsabilidad Fiscal y Transparencia” and

22 One important reason for the conflict was the Intergovernmental Investment Fund,
called FIDE, which formally should have received 30 % of the revenues out of priva-
tizing public entities and should provide cofinancing to subnational investment
projects. In the law which created the FIDE it was foreseen that this fund would be
administered by the CND (effectively seen by the CND as their most important in-
strument), apparently the MEF blocked the operation of this fund. The FIDE was re-
named in October 2007 into FONIPREL, now under the administration of the MEF
and still awaits to start operation.
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the “Ley de Tributacién Municipal” which design the intergovernmental
fiscal framework and determine which taxes and other revenues regional
and local governments can exploit, furthermore these laws are trying to
counter excessive sub national borrowing by institutionalizing different
debt ceilings.

While the regional governments were only constituted in January 2003* -
only one department was won by the then government party “Peru Possible” -
the local governments can look back on a somewhat longer institutional
legacy. Since 1965 (apart from an interruption by the military regime from
1968-1980) they have elected mayors and have been responsible for the
provision of different services at the local level. The regional governments
will probably possess, for some time to come, very limited functions. It is
still being discussed whether in the future they will be assigned responsibili-
ty for education and health.

The expectation of the population towards these newly created regional
governments was in the beginning very high (partly due to the public dis-
course of regional politicians themselves), but rapidly changed due to the
serious constraints through mismanagement and corruption of some re-
gional presidents.

Despite being one of the most important issues on the Peruvian devel-
opment agenda, decentralization has hardly taken off.

4.1 Historical Development of the Decentralization Process

Peru embarked, as already mentioned, several times in its republican history
on a decentralisation process, but never with lasting impacts. The centralist
tendency in Peru has persisted despite a long tradition of debate on the im-
portance of the devolution of political authority from the central state to
sub national levels of government. Decentralization has been a political is-
sue for decades, but actual devolution has been scarce (Planas 1998, Zas Fris
Burga 1998).

23 The new regional governments were created on the former CTARs (deconcentrated
administrative entities of the former Ministry of President), receiving principally the
same infrastructure, the same human resources and budget.
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In the first moments of the Republic, meaning after the year 1821, there
was even a tendency towards federalism in order to reconcile regional cau-
dillos but which finally, due to the absolute institutional instability, did not
prosper. The first Constitution of 1823, inspired by liberal ideas, still gave
local and regional governments a strong role. The following avalanche of
successive constitutions (1826, 1828, 1834, 1839, 1856, 1860 and 1867)
flickered from side to side, giving more responsibilities to sub national gov-
ernments or reducing them. Under the first civil president of Peru, Manuel
Pardo, municipalities were structured around a new basic law, transferring
education, health, civil registry, public infrastructure works and some other
functions to them.

During a financial crisis which occurred in 1874 which was then fol-
lowed by the war against Chile (1879-1883), power was again centralized.
The first steps to strengthen the sub national level were undertaken in the
late 19" century when the Municipal Law of 1892 defined that local authori-
ties should be elected. The Fiscal Decentralization Law from 1886 estab-
lished that departments had autonomous budgets and revenues. This effort
had little sustainability as under the following president fiscal centralization
returned. Under the presidency of Augusto Leguia (1919-1930), there was
again a new intention to decentralize: the new constitution created three
regional parliaments, one in the North, one in the South and one in the
Center which acted like a second chamber, less for legal approvals but more
for legal initiatives. After five years of this experiment, and in the context of
an ever more autocratic style of the then President, this decentralization
process was again stopped. The new budget law (Ley orgdnica de presu-
puesto) ensured central government control over departmental budgets
(Planas 1998) and, furthermore, the mandates of mayors and local councils
were annulled (the election of local authorities was abolished). The nomina-
tion of local authorities by the executive became a habit for a long period.

In the beginning of the last century important intellectuals like Victor Raul
de la Torre, José Carlos Mariategui and Manuel Gonzales Prada were start-
ing to criticize the nature of Peruvian centralization and the poor integra-
tion of the hinterland. For most of them a decentralization process was al-
ways linked at the same time to a new spatial geographic distribution of
newly created regions.
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In what would foreshadow the lack of decentralizing right through to the
end of the twentieth century, Leguia’s civilian successors ignored the provi-
sions of the 1933 Constitution, which stipulated that new local councils
were to be established (Tyler 2004).

This tendency held through right up until the 1990s, when descentrali-
zacion appeared on most political platforms, including that of Alberto
Fujimori, but was not followed through with a meaningful devolution of
power.

Interestingly, although some regional cleavages have been evident since in-
dependence, politics generally has not been polarized between Lima and the
provinces, or between regions. Peru also never fought a civil war over the
question of local or regional autonomy. “Most other countries in the Amer-
icas “resolved” the federalist question in part through civil war. Such wars
occurred in Mexico, Venezuela, Colombia, Bolivia, Argentina, and Brazil, as
well as the United States and parts of Central America”, notes Tyler 2004:
47.

During a short period of time, in the first government of Fernando Be-
latinde 1963-1968, two elections of local authorities were held. This was
interrupted in the following years by the military regime, coinciding with a
stronger impetus for centralized planning (Munoz 2005). Municipalities
under the military regime were mere local administrations with reduced
revenues and functions. The first government of Belaunde had transferred
to the municipalities some competences formerly administrated by the cen-
tral state (urban planning, regularization of property etc.) which were then
blocked and then reversed by the military regime. The election of mayors
was abolished and functionally assigned to the Ministry of Interior.

The Constitution of 1979, created by an elected constitutional assembly (as
a byproduct of the institutional crisis at the end of the military regime) was
broadly recognized for ill designed reform and policy changes. It defined
that the Peruvian state would be representative, united and decentralized.
Asking for regionalization, the municipalities were acknowledged as consti-
tuting the local government level with economic and administrative auton-
omy in the field of local competences.
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While the second Belatinde government (1980-1985) never acted to move
competencies to the regions, as the Constitution had established, his gov-
ernment rapidly reinitiated the election of mayors and transferred again
some competences to the local level. The Belaunde government somewhat
strengthened the base of fiscal resources of the local level, creating a formula
based system that transferred slightly more (but still largely insufficient)
resources to local governments. Nevertheless, as Calderon (2001: 1-24) ar-
gued, the central state in this period of government was by far the dominant
actor, even concerning infrastructure investment at the local level. The mu-
nicipalities were still overly dependent concerning fiscal transfers. In the
search for more fiscal revenues for municipalities the government issued
Decree 184 which created a betterment levy (Tributo de Contribucion de
Mejoras).

The lack of impetus for Decentralization changed little during Alan Garcia’s
turbulent presidency (1985-1990). “During the first two years, he stalled a
process of decentralization by promoting an alternative to the proposed re-
gions: a set of “micro-regions”, similar to the prefectures, which would be
controlled from the center” (Tyler 2004: 49). As it became increasingly clear
that Garcia’s APRA party would not be a strong competitor in the 1990 na-
tional elections, his government began to push for the creation of regional
governments, probably persuaded that APRA’s considerable political base
in many regions would assure the party some political prominence at the
sub national level (Thedieck & Buller 1995, Kim 1996, O’Neill 2000). The
regional governments as an autonomous government level existed only
briefly between their creation (November 1989 until April 1990) and the
suppression of those after the coup d’état of Fujimori in 1992. The regiona-
lization was characterized through incongruence in the institutional design,
the missing of identity in the merged regions, power imbalance between
regional parliaments and executives, and a fiscal and competence transfer
that was too fast to comply with. Moreover, two big problems were that the
restructuring of the state was falling into a serious breakdown of the econ-
omy and the dangerous rise of terrorism was causing an ongoing loss of
state authority. A particularity was that during the years of the terrorism by
the Shining Path it was a common feature that local authorities did abandon
their constituency. Several mayors were murdered. And, the Shining Path
campaigned to boycott local elections.
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During the autocratic regime of Fujimori the local governments were sys-
tematically weakened: their functions were reduced little by little, parallel
institutions were created (like the social fund FONCODES with functions
formerly undertaken by the municipalities and which maintained a great
deal of discretion in targeting the funds, cf. Schady 2000) and conflict was
promoted between district and provincial municipalities.*

The January 1993 municipal elections came as a shock to Fujimori. The
weaknesses of his no-party strategy became clear, as his preferred candi-
dates fared poorly despite the president’s enduring popularity and a resur-
gent economy. Without a credible party machine, Fujimori simply had no
coattails. The result was an about-face with regard to local government. Fu-
jimori was governing without an organized social base and more in a direct
relationship between the people and the president. Whereas previously Fu-
jimori was content to eviscerate the national judiciary and the Congress, his
failure in the elections caused him to turn his centralizing attentions to the
municipal sphere. The increased sidelining of municipal competences was
also viewed as an attack aimed at Fujimori’s more potent adversaries -
“among them the popular mayors of Lima and Cusco, Ricardo Belmont and
Daniel Estrada, both of whom were attracting support outside of their re-
spective regions and thus presenting an electoral challenge to Fujimori”
notes Tyler 2004: 80.% In 1993, Peruvians narrowly approved a new consti-
tution that retained the essential presidential nature of the 1979 regime,
while reducing Congress from two chambers to one and from 240 members
to only 120, and - importantly for Fujimori - permitting immediate re-
election of the president (Moron, 2006).

Instead of increasing funding to municipal governments, Fujimori in-
troduced Decree Law 776 in 1993. This law drastically cut back transfers to
local governments. In fact, municipal budgets shrank by more than 75 % in
the year following this reform (Kay 1995). The reform “deprived municipal

24 Throughout the 90s different laws and executive decrees were cutting little by little
into the competences and resources of municipalities (cf. Blume, 1998). The mayors
of Lima who were opposed to the Fujimori regime were consequentially financially
dwarfed. The dependence of municipal governments on national financing during
the Fujimori regime was reflected in local election results.

25 Notorious were the conflicts between Fujimori and the mayors of metropolitan Lima,
first Ricardo Belmont (1990-1995) and then Alberto Andrade (1996-2002).
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governments of finances and forced them into a subservient position vis-a-
vis the central government” (Tyler 2004: 80). In addition, he eased the rules
for seeking local elections, allowing a flood of independent candidates that
made it hard for either the remnants of old political parties or nascent po-
litical parties to build a base - all along the lines of the old political strategy
of “Divide et Impera!”

Fujimori replaced the regional governments with appointed “temporary”
councils, the Consejos Transitorios de Administracion Regional (CTAR).
While provisional in theory, the CTAR in effect served as a mean towards
consolidating power in an authoritarian regime. The Ministry of the Presi-
dency, created by Garcia, was given far greater authority and scope. The
Presidency became a sort of “super-ministry” designed to coordinate the
political programs sponsored by the Fujimori regime, and served as the
principal channel of information flow between the Cabinet and the Presi-
dent. Fujimori dominated the vertical relationships within the state, and
increasingly conferred responsibilities to members of the armed services
and intelligence community (cf. Tyler 2004: 50).

During the transition government of Valentin Paniagua and during the
presidential election campaign in 2001 decentralization was a dominant
subject. The newly elected president Toledo announced in his government
program that the decentralization process would play a fundamental role in
his administration. Once elected, Toledo began to show that his pre-
electoral promises were not only slogans, but it also included far reaching
compromises. Under his government the legal design for the decentraliza-
tion process was laid down.

While the Toledo administration claimed to have enacted a far reaching
decentralization process, the actually transferred new responsibilities or
financial means to municipalities looked somewhat more modest: the func-
tional transfer was limited, only minor responsibilities were transferred in
the implementation of small infrastructure projects (formerly administered
by FONCODES) to district municipalities, an additional basic food pro-
gram called PRONAA and a rural road program called Provias-rural (both
to provincial municipalities). Fiscal transfers were rising sharply (see fol-
lowing chapters) but mainly as the result of a fixed share of VAT and corpo-
rate income tax transferred to the sub national level and not because of ad-

ditional or new transfers.
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The newly transferred funds correlated to the above mentioned increase of
functions can be described as being not very substantial. The first transfer
which the local governments received in this decentralization process was
the operation of small infrastructure projects formerly administrated by the
Social Fund FONCODES. Up to now, about % of FONCODES’ projects
have been transferred together with the budget line. The sectoral ministry
MIMDES is still supervising or monitoring the municipalities which re-
ceived this transfer (they had signed obligatory management contracts).
Moreover these transfers were limited to those municipalities which were
able to pass an institutionalized accreditation process (introduced with the
aim to comply with minimum standards of service delivery and somehow
different to the experience in other countries in the region). The result was
that in reality (until end 2006) not even half of the municipalities were final-
ly transferred these responsibilities. The requirements accreditation process
range from having elaborated planning documents for the municipal devel-
opment to the establishment of a Consejo de Coordination Local (a local
participatory body) to more ambitious goals like successfully implementing
participatory budgets.

The sequencing of the decentralization process of the Toledo government
was not very opportune because at the end of this administration the stage
of no return was still not reached, so that in theory a future more centralis-
tic government would have been able to revert easily the changes - as histo-
ry has shown.

In the run-off resulting from the presidential election of May 2006, the
candidates for the second round of the presidential election for June showed
some proposals on how to increase or accelerate the devolution process.*
The run-off between Alan Garcia and Ollanta Humala (with friendly ties to
Chavez) in June 2006, was decided by a 53 % victory for Alan Garcia, mean-
ing that the APRA government got a second chance to govern after the dis-
astrous years from 1985-1990. This new opportunity for the APRA is only
partly accompanied by an institutional renovation of the party; many senior
politicians are still the same.

26 The Christian-democratic party “Unidad Nacional” did not make it, and lost out
during the final phases of the election campaign to the APRA.
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For the strengthening of the decentralization process and the municipal
level the outcome may be quite favorable. The APRA can really claim to be
the sole Peruvian party with a serious basis of local party organization in the
whole country. The founder and party ideologist Victor Radl de la Torre
always did argue in favor of a decentralist structure of the state. At the end
of 2006, Alan Garcia announced an acceleration of the transfer of compe-
tences (FONCODES, PRONAA, and PROVIAS) to the sub national level,
concerning the Decreto Supremo 068-2006-PCM these transfers which
would have concluded in 2010 will now be completed at the end of 2007.

Surprisingly the APRA did not do very well in the regional and local
election in November 2006! The political map was seriously modified: a big
part of the total 12,468 electoral offices (25 regional presidents, 25 vice-
presidents and 228 regional parliamentarians, as well as 196 provincial
mayors and 1,717 provincial council members and at the district level 1,637
mayors and 8,641 council members) were won by independent candidates
or local movements. Only three regional presidents came from an estab-
lished national party and only two regional presidents were reelected (Piura
and Lambayeque). At the local level only around 55 % of elected mayors
were backed by established parties. The fluctuation at this level of govern-
ment is also huge, less than 1/4 were reelected (13 % of provincial and 22 %
of district mayors; local councilors serving a second term is below 7 %) —
which certainly constitutes a big problem for the institutional continuity.

4.2 Functions and Structures of Peruvian Local Governments

Peruvian municipalities consist in a homogeneous institutional context?”:
the electoral rules, the timing of the elections, the formal budget rules, etc.
are identical across municipalities. On the other hand, there exists (as a pe-
culiarity compared to other countries) two types of municipalities: the pro-
vincial and the district level which together form the local government level.
The Constitution of 1979 confirmed this traditional differentiation (since
independence) between provincial and district municipalities. The structure
of the 1,831 Peruvian municipalities (194 provincial and 1,637 district

27 The only exemption consists in the 2003 law “Ley Organica de Municipalidades”
(LOM) providing frontier municipalities a special legal status.
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municipalities®) is characterized by big differences in size, the concentra-
tion of economic activity in some of them and a high fiscal heterogeneity.”
Besides the municipalities, there are more than 1,980 smaller settlements
registered (centros poblados menores). There exists between provincial and
district municipalities overlapping functions. It is estimated that 72.7 % of
Peruvians now live in urban areas (INEI 2006; cf. Table N° 14 in the Annex
concerning the biggest Peruvian agglomerations).

The greatest number of Peruvian municipalities are small and rural; out
of more than 1,600 district municipalities around 80 % have less than 9,200
inhabitants (cf. Table N°4). Many Peruvian local governments in the past
were functioning in a rather insulated manner, but through increased atten-
tion from the media, the central state, and civil society, along with new
communication technology, these days seem to be gone forever.*

Table N° 4: Population Size of district municipalities

Number of districts Inhabitants
2 % > 42000
18 % 9200-42000
80 % <9200

Source: INEI (2006)

Moreover, the geographic limitations between districts inside provinces and
between provinces are not accepted by everyone. There are more than 1,000
litigations between local authorities. It can be reasonably argued that Peru-
vian municipalities, when compared with most other Latin American coun-
tries, are especially fragmented without political voice and real representa-
tion at the central level (the various municipal associations are extremely
weak and there exists a certain level of in-fighting between some of them).

Also noteworthy, is that the already high number of small municipalities
is still rising, due to the creation of new districts — which can be correlated
with the fiscal incentive that every new district automatically receives finan-
cial resources out of the national transfer programs. (cf. Table N° 5 data on
the rapid legal constitution of new jurisdictions in the past).

28 Several districts conform one province.
29 At the regional level the Peruvian territory is divided into 25 regions.
30 In 2005 about 20 % of municipalities did not have access to telephone lines.
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Table N° 5: Constitution of districts and provinces in Peru.

Constitution of districts
before Independence 1822-1850 1851-1900 1901-1950 1951-2005
459 16 301 489 564

Constitution of province
before Independence 1822-1850 1851-1900 1901-1950 1951-2005
26 34 35 42 57

[}

Source: PCM, DNTDT

Peruvian municipalities are responsible for the provision and regulation of
different services like water/sewage (mostly through municipal owned en-
terprises), waste removal, parks and maintenance of public spaces, urban
planning (building and zoning), maintenance of local streets, permits and
control of private sector (restaurants, markets, etc.), clearance center for
conflicts (conciliation), provision of public documents (civil register) like
marriage and birth certifications, economic development etc. Some munici-
palities also feature local enterprises like slaughterhouses, local banks etc.

The LOM classifies the responsibilities as a) exclusive functions of provin-
cial municipalities, b) shared functions of provincial municipalities, c) ex-
clusive functions of district municipalities and d) shared function of district
municipalities. Nevertheless, provincial and district municipalities mostly
have the same competences. In fact, the provincial municipality often acts
as just another’ district municipality. Some local health facilities are pro-
vided for by some municipalities, but that is not the rule. The provision and
maintenance of the education infrastructure which is acknowledged in the
LOM as a shared responsibility is for the moment undertaken by the Educa-
tion Ministry (the new government under Alan Garcia has started in Janu-
ary 2007 to transfer basic education on a pilot level to municipalities).

It is observable that there is little articulation between provincial and dis-
trict municipalities. The mayor of a given provincial municipality, who was
also elected by the whole provincial constituency, gives little attention to
what is happening outside the capital district (eg. provincial investments
concentrate almost entirely on the capital district). This fact is seriously
harming governance at the local level and makes it a major issue concerning
institutional development.
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It should be acknowledged that while, as mentioned, the competences
of district and provincial mayors are pretty much the same, the latter has at
least some important tools in order to ask for better coordination. First, is
that the provincial municipality is regulating the public transport in the
whole provincial jurisdiction. Second, they have a mandate concerning pro-
vincial planning (including the district level), meaning in practice that dis-
trict municipalities need an authorization if they want to make changes in
zoning. And third, district municipalities need a similar approval concern-
ing the setting of their user charges. In practice however, provincial mu-
nicipalities often just rubberstamp these requests.

Salaries of mayors were until March 2007 entirely at the discretion of local
governments, but only after the president first reduced in 2006 salaries for
high ranking officials at the central government (in an attempt to please
public opinion, for austerity reasons or by judging that actual pay was then
excessive — the top salary allowed now is about US $ 5,000). In addition, he
made it clear that local governments had to follow suit by introducing a
range of permitted salaries for the regional and local government level re-
lated to the voting population in the respective jurisdiction (the range is
from US $ 400 to US $ 3,800). Local councilors will receive an allowance for
time indemnization (dietas) which will not be higher than 30 % of the
monthly salary of the mayor/regional president. The corresponding law was
seriously questioned by advocates of local and regional autonomy. The ef-
fect was that public sector salaries, which even before these changes were
not competitive to private sector pay, lost even more ground. Many mayors
were forced to see their salaries decreased in considerable ways. Especially
negative is that these modifications were introduced just after local officials
had assumed their new four year term (some corruption will surely be cor-
related to the fact that mayors had made their campaigns based on calcula-
tions with a different income).?!

Corruption in Peru is a big problem in the public administration in general
including local governments. Out of 179 countries Peru has a score of 3.5

31 Some reseach was done trying to correlate politicans payment and curruption. Pay-
ing politicians generously may reduce politicians’ incentives to take bribes as losing
office becomes more costly (cf. Besley, 2004).
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which ranks it 72nd in the Corruption Perceptions Index (CPI) of Transpa-
rency International.*> Some new methods like the obligatory use of the fi-
nancial software SIAF, higher transparency of public contracts through a
listing on a central web page and oversight by a central agency, disclosure of
income and assets of incumbents, increased control by the Contraloria
which is demanding and promoting accountable and responsive public ad-
ministration, have made harmful practices more difficult.

Imperfection in local democracy and accountability sometimes induces
politicians to pass the bill to the next incumbent through upcoming judicial
charges, unpaid providers, overstaffed offices etc. The Peruvian legislation
which is well aware of this problem tries to combat these ills by the obliga-
tion to create the so called “commission of transference” where the exiting
authorities are meeting their successors, but this institutional construct is
not always working as sometimes a new mayor did not find any informa-
tion or document at all in his first day in office: the outgoing mayor just
took everything with him (concerning this problem the financial software
SIAF at least will resolve the greatest flaws).

Local advisory councils, participatory development plans and participatory
budgeting were introduced in 2002 with the beginning of the decentraliza-
tion process to reduce citizen apathy and engage all stakeholders in identify-
ing development needs and setting priorities. Municipalities are now ob-
liged to use participatory budgeting (Presupuesto Participativo) for a share
of their expenditure assignment. Nevertheless, even with some negative im-
plications already known and broadly discussed in literature (like atomiza-
tion of the expenditure assignment and capture by organized groups), parti-
cipatory budgeting comes with the benefit that more citizens are involved
with local policy issues and the process of participatory budgeting is streng-
thening local capacity in the organized and unorganized citizenry.

While in the past the central government was responsible for the biggest
chunk of public investment, this has changed lately in favor of the local level
through strongly increased transfers from the CANON and FONCOMUN.*

32 CPI Score relates to perceptions of the degree of corruption as seen by business people
and country analysts, and ranges between 10 (highly clean) and 0 (highly corrupt).

33 The Canon is a territorial fiscal tax which is benefiting only regions or local govern-
ments in which natural resources are being exploited (fish, minerals, oil, wood).
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At the central level, investment as a share of expenditure has continually
diminished in recent years. Already before the actual windfall transfers/
revenues at the local level investment represented 1,320 million soles (2003),
around 33 % of the total municipal expenditure. This situated the munici-
palities in percentage terms of total expenditure of the state entities with the
highest share of investment (helped by the different legal obligations to use
transfers for investment). While with the reduction of conditionality, trans-
fers could be used increasingly for recurrent expenditure (induced by the
latest legal changes), local politicians understand that their political success
depends on public works (“obras”).

The functional distribution of the municipal expenditure is concen-
trated with 44.4 % on administration and planning, followed by 16.2 % on
social assistance, 13.9 % on health and related issues, 11.9 % on transport
and 5.4 % on housing/urban development.

4.3 Typology of Local Government in Peru

Svara (1990) distinguishes between mayor-council forms of government
and council-manager forms. Mouritzen and Svara (2002) offer for local
governments a typology of executive forms, which can serve to illustrate the
specific governance form in Peruvian municipalities: municipality gover-
nance is either characterized by having a strong mayor, a committee leader,
a collective or a council manager. Furthermore, they provide in their cross-
national analysis of ‘leadership” of local governments a detailed picture of
the roles of mayors and the way they interface with their Chief Executive
Ofticers (CEOs). This research, as well as showing that overlapping leader-
ship roles between senior politicians and CEOs is the norm, categorizes dif-
ferent ways of pairing the leadership roles: 1) CEO as dependent political
agent, 2) CEO as dependent professional agent, 3) CEO as interdependent
and 4) CEO as independent.

Most Peruvian municipalities be they rural or urban, function with the
same institutional model with a mayor supported by a CEO (the equivalent
to “City manager” is called “Gerente General” in Peru) which is appointed
by the mayor and often changed by him again during the administration
term (high fluctuation): eg. individual officers or the CEO are sacked by a
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disgruntled mayor as a response to popular protest or by changing priori-
ties. The average span of municipal functionaries in office is low (the same
can be said about ministers at the central stage with an average span of
about 14 months). Department directors of bigger cities normally have a bit
more autonomy (even in Peru!), because they are supposed to be well-
trained experts. Nevertheless, it can be argued that Peruvian municipalities
are very much presidentially orientated, helped greatly by the election mod-
us (for details concerning election results of interviewed mayors see chapter
7.1.10). Like in other Latin American countries, the mayor has a far bigger
portion of power than the local council members put together (Nickson,
1995: 691t.).

Traditionally, Peruvian mayors were using patronage for keeping followers
in line (jobs in the local bureaucracy, contracts for local enterprises etc.). An
incoming mayor was in the past and still is often sacking most of the per-
sonnel to make place for own supporters - this is a habit which is widely
expected by municipal employees, citizens and probably most by his cam-
paign supporters.

The first municipal elections after the military regime were held in 1980 and
since then nine ballots have taken place. Until 1998 municipal election oc-
curred every three years, the Constitution of 1993 extended the period of
the local mandate from three to four years (1998 and 2002), the elected au-
thorities in November 2006 are again serving for four years. There is no
term limit for local government officials. The electoral modus of local gov-
ernments is given by the Ley de Elecciones Mununicipales N°14669 from
September 1963. The law stipulates a semi-direct election of the mayor
through closed lists. The first candidate on the list obtaining the most votes
becomes the mayor.

Peruvian municipalities have a parliamentary system which benefits the
winning party greatly, giving it at least the majority plus one seat in the local
parliament (in most municipality councils this share is closer to a 2/3 ma-
jority). The mayor is a member of the municipal council, in fact he is pre-
siding the council. Municipal governments are elected with a minimum of
20 % of the votes emitted, with the result that a broad representation is not
given, due to the fact that most mayors are in fact elected with little more
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than 20 % (this election modus is partly to blame for the fragmentation of
the party landscape).** Until July 2004 the mayor himself benefited in the
local council in cases of parity with a double voting right. This legal disposi-
tion was changed after some discontent against apparently corrupt local
authorities in remote areas (actually one mayor was burnt, the second one
was stoned!).

Given this structure it is small wonder that the council members of the
opposition have minimal powers and little oversight capacity.’ It is inter-
esting that municipal elections are obligatory; citizens are fined a hefty
amount - in relation to average income - if they don’t vote. While prior to
1995, local council members were not allowed to exercise executive or ad-
ministrative functions inside the municipality, this was changed by Law
26483 in 2003, increasing the discretional capacity of the mayor.

Guillermo O’Donnell (1994) coined the phrase “delegative democracy” to
refer to the powerful status of contemporary Latin American presidents.
The basic premise of a delegative democracy is that once an individual is
elected president he/she is “thereby entitled to govern as he or she sees fit.”
Power falls into the hands of a single person, but, unlike authoritarianism,
the leader is still held accountable at the ballot box by the electorate. The
populace, tired of decades of corruption and complacency under an ineffec-
tual bipartisan model, chose a leader who is the epitome of the presumptive
delegative democratic model: a highly individualistic, paternalistic figure
who sits above all other institutions as “the embodiment of the nation”; eg.
in Peru this concentration of power in the Executive is only minimally re-
duced by the role the Judiciary or lower levels of governments are playing.
One of the most important legal powers of the Legislature consists in regard
to the authorization of the budget. In Peru, this is limited through the fact
that the executive presents to Congress an initial budget proposal to be ap-

34 1In 2002 the Law N° 27734 eliminated the 20 % minimum vote a mayor had to get to
be elected.

35 As already mentioned council members receive a monetary remuneration (no salary)
for their duty; these allowances, called “dietas” are far from being insignificant. In ru-
ral areas they compete favorably with other economic activities. Anecdotal evidence
suggests that mayors often use the method of withholding dietas from local counci-
lors the string of withholding their payments “dietas.” Their own party councilors
are paid first and then later on the opposition.
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proved, but the Peruvian Congress can neither create nor increase budget
lines by itself.

Moroén (2005: 40) impressively demonstrates by virtue of showing statis-
tics differentiating between 1. legislative decrees, 2. urgency decrees and 3.
laws that in the last quarter of the century the executive had a big share in
the legislature process. Of a total legislation body of 8,317 laws between
1980-2005, about 45 % were of the type of urgency decrees and about 13 %
legislative decrees, meaning that only around 40 % were effectively elabo-
rated on by the Congress.*® To what extent such decree authority is appro-
priated by presidents and how much they are delegated to them is a matter
of current debate (Carey and Shugart, 1998).

The same could be said concerning the local level (but little investigation or
reliable data exists) in which the legislature is relegated to periphery of the
policy making process and mayors (presidents) appear to rule through a
series of decrees. All things equal, however, incumbents’ institutional crea-
tions are more easily compromised by their successors because of these ex-
aggerated policy making powers, these successors are then equally free to
overturn these administrative rules and replace them with their own pre-
ferred structures (Mordn, 2005: 44ft.).

The bureaucracy of a municipality is likely to accept that power is distri-
buted unequally and that the mayor is relatively unchallenged. The Power
Distance Index (PDI) which is part of a broader model, developed on the
basis of extensive research by Hofstede (2001) that identifies four primary
dimensions on cultural differences, is in the Peruvian case quite high. This
suggests that the hierarchical governance system is endorsed by the follow-
ers as much as by the leaders (eg. part of the political culture is that profes-
sionals might tend to hold back advice to mayors because of fear of back-
firing, meetings are often concentrated on intervention of a mayor, little
delegation of power etc.).

36 The statistic is furthermore giving hindsight regarding the situation concerning spe-
cific administrations: eg. in the Toledo government (2001-2005) around 80 % of
laws came out of the parliamentary body, meaning reduced use of executives’ de-
crees; and 30 % of these laws were vetoed, hinting into the direction of a hostile rela-
tion between Congress and Presidency.
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Outside the municipal sphere there still exists important traditional
power breakers in some regions: for the rural coast and valleys they are the
so called “Juntas de Regantes” (self organized entities which manage the
always scarce water resources) and in the mountains and Amazon basin the
indigenous communities.

Bringing one more feature into the discussion to enrich the above described
basic typology: some academic effort was made concerning the legitimiza-
tion of local governance: the differentiation undertaken by Haus and Hei-
nelt (2004) draws on Scharpf (1999) to “identify three such processes of le-
gitimating; input, throughput, and output. Each aspect rests on a different
democratic precept:

a) Input-legitimating through participation. According to Scharpf (1999),
“political choices are legitimate if and because they reflect the ‘will of the
people’ — that is, if they can be derived from the authentic preferences of
the members of a community.” Input legitimating can be achieved through
demonstrating that popular consent underpins the political system.

b) Throughput-legitimating through transparency. Legitimating of a polit-
ical system is also achieved through having transparent and accountable
structures and procedures. A political system’s “social environment has
to understand how measures are taken and who is responsible for
them” (Haus and Heinelt, 2004).

c) Output-legitimating through effectiveness. Following Scharpf, “political
choices are legitimate if and because they effectively promote the com-
mon welfare of the constituency in question. A political system gene-
rates output legitimating as it promotes the common good.” (quoted
from Howard & Sweeting, 2004: 4).

Elements of each of these legitimating processes can be found in the Peru-
vian case. There exists multiple, but also limited, routes for citizens to be
involved in local governance through participatory budgeting and revoca-
tion processes of mayors and council members. Local media coverage is
existent in bigger cities, especially in the capital cities of the departments

and are more or less a reliable source of information®” and there are several

37 Some insiders argue that scandals are brought up by local media only to be dropped
later on because they received a bribe.

88



web based information tools (municipal debt, budget, transfers, accredita-
tion process) which empower the public to demand accountability (transpa-
rency) from their leaders and to have a greater awareness of how city lead-
ers are performing and what their policies are achieving (effectiveness).

In relation to throughput legitimating, the Mayors are highly visible in the
Peruvian context. Within the council and the constituency it is clear that the
executives are the key decision-makers. In the broader context, mayors are
often in the local media, explaining and defending municipal policies. Re-
cent polls have suggested that citizens are very dissatisfied with their politi-
cal institutions, especially the Parliament, regional government and the ju-
diciary. Services provided by their Local Authority get a somehow better
rate of ‘customer satisfaction’ than that of most public institutions.
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“Con la plata baila el mono”

Popular Peruvian saying

5. The Intergovernmental Fiscal Transfer System

The Peruvian Fiscal System which consisted of only two levels of govern-
ment until 2003 is becoming more complex due to the decentralization
process. In the past the Peruvian sub national government level never re-
ceived a substantial part of the public revenues. Only in 1986, with the
transfer of more own revenue generating sources, did overall participation
of municipalities in taxes improve from 1.6 % (1981-1985) to 3.8 % between
1986-1987 (Alvarado 1994). Then revenues deteriorated again with the
general disaster of public finances in the last years of the APRA government
and the following hyper-centralism of the Fujimori government.

While the most important transfer programs (FONCOMUN, CANON) in
Peru are semi-conditional and mainly linked to the obligation to invest in
infrastructure and formula driven (allocation is considering equalization
criteria: poverty, degree of urbanization, child mortality and population size
in the case of the FONCOMUN, and geographic location of natural re-
source exploitation in the case of the CANON); this is not the case for the
assignment of specialized but rather smaller programs like FONCODES or
PRONAA. The allocation formulas of the FONCOMUN and CANON were
changed repeatedly in the last few years (the same was happening with the
expenditure restriction coming with these transfers, formerly earmarked
only for investment), but apparently no political engineering seems to be
behind these rearrangements.

Some minor transfer programs called “Renta de Aduanas”, “Regalias Min-
eras” and the FOCAM are also conditional and formula driven. The basic food
program which is channelled through the municipalities, called “Vaso de
Leche” which lately received lots of bad press (eg. Alcazar, 2003; Flores, 2005)
is a product of historic assignments and concentrates on rural municipalities.*®

38 The basic food program Vaso de Leche is channeled through the fiscal coffers of the
municipalities, but they pass these transfers to grass root organizations in the form of
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As mentioned some municipalities (those which are accredited, meaning
they fulfil certain imposed requirements) are receiving transfers to imple-
ment small infrastructure projects formerly administrated by the Social
Fund FONCODES as a first step in the ongoing decentralization process.

Departments and Regionalization

The recently created regional governments have practically no own reve-
nues and finance their budget almost entirely through intergovernmental
transfers. Regional governments together had a budget of 9,969 Million
Soles in 2005 (the whole central government was around 40,000 Million
Soles). The budget of the regional governments is earmarked for a big part
to pay salaries of the health and education sectors; in average this adds up to
73 %, therefore regional governments received in 2005 a regular assignment
of 8,279 Million Soles. In fact, the former transfer scheme in which the sala-
ries of teachers and health personal were channeled through the CTARs was
passed to the elected regional governments. Add to this pension payments
and their own administration costs and it is little wonder that regional in-
vestment was until recently only a 10 % part of the entire regional budget
execution, also meaning that their discretionary spending potential was very
restricted.

Additional transfers’ schemes in 2005 were 1.137 Million Soles. The
regional compensation fund (FONCOR), consisting of a budget line and
further sharing 30 % of the privatization revenues, is accounting for about
37 %. Some geographically concentrated regional governments, especially
regions with mineral or petroleum exploitation, receive extra revenues from
the Canon or other special transfers which are responsible for the other
63 %.

Up to now the functional transfers to the regional governments were
mostly limited to the big special infrastructure projects formerly adminis-
trated by the Instituto Nacional de Desarrollo (INADE); these projects are
mainly linked to irrigation and are chronically underfinanced.

One self declared goal of Peruvian policy is the consolidation of macro-
regions, based on the integration (fusion) of two or more actual existing

Clubs de Madres or directly to the benefiting society members. This program has a
yearly budget of something over US$100 Million.
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regions.” The macro-regions would share tax revenues out of existing taxes,
no new taxes or surcharges on existing taxes would be introduced.

The Law on Fiscal Decentralization came into force in February 2004
and it differentiates between two phases in this process. In the first phase
the regional governments will get funding out of transfers and the regional
compensation fund (FONCOR). The law foresees that in the second phase
the regional governments would benefit with 50 % of determined taxes
which are collected in their jurisdictions — but linked to the condition that
the actual existing regions will merge (excluding Lima and partly Callao of
this policy choice).* If needed this tax share system will be complemented
by supplementary transfers. To get into the second phase a government ap-
proval (MEF after coordination with the then CND) would be formally re-
quired.

Actual Tax Collection and Expenditure Structure

Tax collection is highly concentrated in Lima; around 90 % of tax revenues
are collected there (88 % of domestic taxes and 87 % of taxes on interna-
tional trade, see Graph N° 6). Most big companies have registered their tax
home in Lima, even if their operation might be located mostly outside of the

metropolitan area.*!

Graph N° 6: Spatial distribution of Peruvian tax collection in 2005 (in Mill. Soles)

Domestic Taxes Taxes on International Trade
Lima 24.734 10.066
Total Peru 28.040 11.682

Source: SUNAT

39 To make it more comprehensive: “departments” are acknowledged in this investiga-
tion as “regions”, two or more regions can merge into “macro-regions” (even if the
terminus legal is just “region” as well).

40 In a much discussed first draft version of the Law of Fiscal Decentralization, later on
discarded, it was foreseen that the regional governments will benefit from 30 % of the
regional collected VAT and ISC; and once integrated in macroregions this share
would go up to 60 % (also excluding Lima and Callao).

41 This concentration on Lima is only partly explained by company/personal prefe-
rences but is rather a consequence of the past when transferring your fiscal home to
Lima was linked to an incentive. Eg.: your business would be in the province belong-
ing to the group of big tax contributors meaning that you were more suspect to tax
assessment by the regional branch of SUNAT, so it was advisable to move your tax
home to Lima.
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As all over the world, the Peruvian tax revenues consist mainly of VAT, in-
come taxes, excise taxes and tariffs. VAT is contributing with 40 % to total
internal tax revenues, (see Graph N° 7).

Concerning the regional tax collection no tendency is observable (tax
revenues are going up and down) and in some regions the cost for collecting
taxes are higher than the yield! In several Departments tax revenues did not
rise in the last 9 years (1997-2006), in most others it improved only slightly,
with Lima being the big exception (see Annex: Table N°2: Regional Tax
Collection).

Graph N° 7: Internal Tax Revenues of the Central Government in 2005 (in Mill. Soles)*
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Source: SUNAT

The prospective fiscal system after the creation of macro-regions
Macro-regions would benefit from a 50 %-share of internal taxes collected
in the merged macro-regions (meaning excise taxes and VAT out of exter-
nal trade are not included): value added tax (without considering the 2 %
surcharge “Impuesto de Promociéon Municipal” which is going into the
Municipal Compensation Fund), excise taxes (Impuesto Selectivo al Con-
sumo) and income tax for the first, second, fourth and fifth categories (ex-
cluding corporate tax payers).*

42 Revenues (taxes and tariffs) out of the international trade were in 2005 around 11.6
billion Soles.

43 The obligation to pay income tax is divided into five categories and some special
regimen (no domiciliados, Regularizacion, Régimen Especial del Impuesto a la Renta
and Otras Rentas). Special regimes are for around 20 % of income tax collection out-
side Lima responsible. A substantial amount of income tax from corporate tax payers
is transferred to the sub national governments in the form of the CANON (actually
consisting of a 50 % share of income tax).
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The Corporate Income tax represented 5,315 Million Soles in 2005 or
47 % of overall income tax respectively. In the same year income tax outside
of Lima and Callao was below 2,000 Million Soles, excluding from this
amount corporate income tax (meaning taking account only of the 1st, 2nd,
4th and 5th categories) the regional collected income tax was not signifi-
cant. This translates into the statement that the tax sharing would appar-
ently involve only sources which are not the most important.

The actual structure of the tax collection based on where an individual or
firm has registered his/her tax home mispresents regional economic activi-
ties so that the LDF specified that the tax sharing system would be based on
a methodology which is going to take into account “the real regional pro-
duced tax amount”. The actual methodology is overestimating the impor-
tance of the Lima Metropolitan where almost 90 % of the taxes are collected
due to most enterprises having their fiscal home in Lima, while the GDP of
Lima represents about 54 %. The methodology for the calculation once the
regions are merged will be elaborated by the SUNAT but until now little
information has been forthcoming.

Normally, the best reference concerning how the regions participate in
the national tax revenues is the regional GDP. This macroeconomic ap-
proach using regional GDP as a proxy was discarded, apparently because of
the lack of valid data. The SUNAT therefore favored a methodology based
on microeconomic data. The impact for the prospective macro-regions
would be the following: Tax share revenues for merged macro-regions
would increase substantially but would stay below expenditures, so that the
regional budgets will still be dependent on fiscal transfers.

Regional presidents were preparing regional integration in 2005 on an
evolving legal process (especially the content of the regulation of the FDL
was unsure). That the tax share design of the Fiscal Decentralization Law
would be paralleled by expenditure responsibilities was poorly communi-
cated and/or understood: Regional presidents mainly assumed that the
share of central taxes would be extra cash for discretionary spending and
would not be paralleled by transfers of responsibilities (windfall extra earn-
ings were expected). Once the “bitter” reality became apparent, regional
presidents reacted with deception and outrage.
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Somehow surprisingly the intention to conform macro-regions was much
faster than foreseen: five integration processes institutionalized themselves
in 2005, with the explicit goal to merge into a macro-region. 16 out of 25
departments were involved in an integration process.*

An attempt to kick start the process of regionalization was tried by the
use of incentives, given by the FDL and the Ley de Incentivos a la Inte-
gracion y Conformacién de Regiones (LIICR): a) projects presented by
macro-regions would get priority consideration for funding out of the In-
tergovernmental Fund for Decentralization (FIDE) and external financing
b) tax sharing arrangements c) Enterprises registered in a macro-region
would get a 20 % bonus in public bidding processes. Additional to these
incentives, President Toledo announced in his state of the nation speech in
July 2005 to give 210 Million Soles (the equivalent of about 1 % of VAT) to
newly created regions in the years from 2006 to 2009 as an extra transfer,

earmarked for investment.

Some of these incentives would have had a rather questionable impact and
there were serious doubts whether these incentives were strong enough or
even the right ones to create macro-regions and, moreover, if the popula-
tion finally would favor an integration process.*

44 a) Apurimac and Cusco; b) Ayacucho, Huancavelica and Ica; ¢) Lambayeque, Piura

and Tumbes; d) Arequipa, Puno and Tacna; e) Prov. of Lima, Ancash, Junin, Pasco
and Huanuco.
For some time c) seemed as the most advanced integration process (forcefully
pushed by Yehude Simon, regional president of Lambayeque). Further on in the
process, more and more regional politicians were reluctant. In the case of Cajamarca
the principal reason for that reluctance was the transfers of the “Canon minero”
which due to the existence of several mining enterprises in its territory gets a lot of it
(the regional government Cajamarca got 73 Million Soles in 2005 and is projected to
increase even more). In a new created macro region, the canon transfers would go to
the whole region. The regional governments of Amazonas and Tumbes fear that they
would be sidelined by their bigger partners (part of the negative experience from the
planed regionalization in 1989/90).

45 It is supposed that any integration process would work only if regional governments

would campaign for it. In fact they have to favor to dissolve themselves, a most po-
werful disincentive for any burocracy.
A somehow smaller problem is the regional exemption concerning IGV and ISC in
the Loreto, Amazonas, Ucayali, etc. (given under “Ley de Promocion a la Amazonia”
and which abolition was somehow stopped in the Congress). The tax sharing as
mentioned in the FDL would not give an extra incentive to these regions to integrate
into macro regions.
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The outcome of the referendum, held in October 2005, was very nega-
tive concerning any integration process and has caused a delay for any fur-
ther referendum. The vote in favor only got about 25 % of the vote, discard-
ing with a wide margin any regionalization. Only in the department of Are-
quipa did a majority favor a merger with their neighbors. The limited au-
thority of regional governments had to be also taken into consideration. In
fact, about half of the regional presidents were questioned in the period
2002 to 2006 for corruption/mismanagement while two regional presidents
had to actually resign.*®

The incentive structure did not really convince or counteract given re-
gional identities and political interests. The arguments used by interested
parties during the campaigning to favor macro-regions were to some extent
flawed. The biggest incentive which apparently was the tax sharing design
wouldn’t have made the regional governments’ discretionary expenditure
bigger, due to the fact that it would be offset by additional responsibilities
(like salaries for teachers and health personnel). The high fiscal transfers out
of the CANON were counterproductive in some departments and the fiscal
incentives to merge were flawed. The then unpopular President Toledo
campaigned with little force, while bilateral donors were giving cash and
advice, surprisingly favoring unanimously for macro-regionalization.

The next opportunity for the integration of regions will be in 2009/10,
meaning that at least for the moment there will be a serious imbalance be-
tween own resources of regional governments and expenditures. Prospec-
tively, the role of the MEF as the final voice to authorize revenue sharing
and transfer expenditure responsibilities in case of the creation of macrore-
gions will be put under immense pressure. The metropolitan area is, as
mentioned, excluded from any tax sharing arrangement (the actual design
applied in Lima would involve real money), leaving it to Lima to live with
the not very attractive tax base for municipalities. It might be good advice to
look for some improvements here.

Transfers to Municipalities
In a qualitative different stage (or shape) are the local governments which
can auto-generate revenues through taxes and user charges and get addi-

46 Due to the election modus most regional presidents were — similar to local govern-
ments — elected by less than 1/3 of total votes.
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tional transfers through FONCOMUN, the Canon and special allocations
from the basic food program “Vaso de Leche.” Some municipalities having
a harbor in their jurisdiction get a share of the collected tariffs (“Renta de
Aduana”). This last transfer principally benefits the metropolitan port of
Callao; the total transfers in 2006 were about 126 Million Soles.

The two major national transfer programs are nevertheless the FON-
COMUN and the Canon (consisting of 50 % of the corporate income tax of
enterprises exploiting natural resources like oil, fish, wood or minerals).
From the Canon the only municipalities that are benefiting are the ones in
regions where the exploitation of natural resources is geographically situ-
ated, meaning that it is concentrated in some regions/municipalities. In the
Peruvian case transfers to municipalities were until now not as volatile as
Peterson (1997) describes as a principal characteristic of intergovernmental
transfers, but rather due to the fact that in the past local governments had
small assignments and are only recently receiving substantive transfers
(when mineral prices fall the Canon will rapidly reduce itself as a result).

The composition of the FONCOMUN is based on three taxes: a 2 % sur-
charge on the Peruvian VAT, called “Impuesto de Promocion Municipal”
(contributing in 2005 to about 94 % of the Foncomun), a tax on petrol “Im-
puesto al Rodaje” levying 8 % on the petrol price (6.1 %); and, thirdly, a tax
on recreational boats (0.13 %). The aim of FONCOMUN is to secure the
functionality of all municipalities in Peru and is therefore distributed with
compensation and equity goals. The transfers are allocated based on a for-
mula: Distribution is happening in two steps: in the first step the total
amount is distributed to the 194 provincial municipalities in accordance
with an index of a) population and b) infant mortality. In the second step
the amount is then distributed within each province: in the case of Lima and
Callao between the two provincial municipalities (20 %) and district mu-
nicipalities (80 %) based on an allocation formula based on population, lack
of basic infrastructure, electricity and sanitation, quality of housing and ra-
tio of illiteracy. In the rest of the country the share between provin-
cial/district municipalities is the same (20 % / 80 %) but the allocation be-

tween districts is based solely on population (rural population is weighted
twofold).
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Legal changes (Decree Law 776: Ley de Tributaciéon Municipal) in the mid
90s adjusted the focus of the main transfer scheme, the FONCOMUN, from
one based solely on population to one based on population and poverty.
Also important was the elimination of a fixed share of 30 % of the FON-
COMUN for the metropolitan municipality of Lima, the remaining 70 %
was then distributed between the rest of municipalities. The result of this
legal change was that the share received by the metropolitan municipalities
(before it was well over half of the overall transfer) was seriously reduced.

The reduction of the many taxes by the Decree Law 776 has to be seen un-
der the background of a wider process of restructuring and streamlining of
the national tax code and the tax agency (SUNAT) in the first half of the
90s. It was undertaken during the change of the prevailing economic model
of the state interventionist Alan Garcia to the liberal Fujimori government.
Some political engineering was obvious: while the Metropolitan Municipali-
ty of Lima has seen its revenues reduced by about 80 % (Alvarado 1994), the
municipalities of the departments of Huancavelica, Cuzco, Apurimac, Puno
and Ayacucho have benefitted hugely, increasing their transfers out of the
FONCOMUN by more than 100 % (Araoz y Urrunaga, 1996).

Relatively new are the minor transfer schemes “Regalias Mineras”,
which is not a tax but rather a concept of indemnization for the exploitation
of non renewable natural resources. The Regalia is calculated with up to 3 %
of the value produced/extracted, not the utility generated. Moreover, the
amount paid is deductible from the Corporate Income Tax). And, FOCAM
(Fondo de Desarrollo Socioeconémico de Camisea) which is constituted by
a 25 % share of the part the government receives from the gas exploitation
in Camisea (a Peruvian mega project). In 2006, the regalias mineras made
309 million Soles and mainly benefited municipalities and regional gov-
ernments in the departments of Moquegua, Tacna and Puno. The FOCAM
made up to 76 million Soles and is targeted on municipalities in the de-
partments of Ica, Ayacucho and Huancavelica (for a complete list of trans-
fers schemes and money involved, see Annex Graph N° 14). The FOCAM is
breaking away from the old habit (which is to benefit only the areas of di-
rect extraction), and is introducing a new broader concept of area of influ-
ence, meaning in practice that this transfer is distributed to more local gov-

ernments within Peru.
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In the past there existed the legal obligation to use the total amount of
FONCOMUN transfers for investments (earmarked for investment purpos-
es). This was first reduced to 70 % and in 2003 it was totally abolished.
Within the accreditation process municipalities are again obliged to use
50 % of the FONCOMUN transfers for investments (municipalities who get
the minimum transfer of about 25,000 Soles/month are exempted).

The earmarking of the two main transfer programs FONCOMUN and
Canon for infrastructure investment in the past (it was not allowed to use
these transfers for operation or maintenance expenditures) might have ef-
fectively caused a perverse incentive. Already highly stressed local budgets
had to take maintenance/operation expenditure out of their own revenues
which might have created problems of moral hazards. Local governments in
Peru are known to put relatively little effort into maintaining existing infra-
structure. The MEF have taken account of this and made the use of these

transfer schemes more flexible.

Investment spending has been rising impressively during the last few years,
linked to the conditional transfer out of the Canon which has to be used
100 % for infrastructure, see Table N° 6.

Table N° 6: Investment spending of Local Governments

Year Revenues of Local Governments Investment Spending of Local Governments
(in Million S/.) (in % GDP) (in Million S/.) (in % GDP)
1994 1700 1.7 649 0.7
1995 2157 1.8 866 0.7
1996 2534 1.8 1102 0.8
1997 3149 2.0 1409 0.9
1998 3485 2.1 1448 0.9
1999 3329 1.9 1397 0.8
2000 3624 1.9 1525 0.8
2001 3692 2.0 1502 0.8
2002 4113 2.1 1534 0.8
2003 4631 2.2 1670 0.8
2004 5375 2.3 1998 0.8
2005 6457 2.5 2224 0.8
2006 7863 2.6 3090 1.0

Source: BCRP

The FONCOMUN was legally supposed (Ley de Tributacién Municipal) to
be distributed in the future (normally from 2006) while considering in the
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formula a) municipal own resource mobilization and b) prioritisation of
public investment, a legal disposition which still waits to be enacted. The
legal disposition was introduced by the MEEF itself in February 2004 when
the Congress passed legislative power to the executive concerning tax issues.
MEF officials are now apparently uneasy with how to make this scheme
work without complicating the allocation formula too much.

One reason for the postponement can be found in the formula of the
FONCOMUN which until recently was based on population and infant
mortality and is now progressively substituted by Unsatisfied Basic Needs
(Necesidades Basicas Insatisfechas). It is highly possible that mayors and
municipal officers do not even understand now, how these indices are com-
posed (to illustrate that: a given municipality receives a share of 0.00015132
another one 0.00008354 and a third 0.00006683 of the overall amount).?

Fiscal transfers have been rising fast lately: in the last five years the FON-
COMUN has increased on an annual basis by over 7.8 %, parallel to the im-
pressive increases in the collection of VAT by the SUNAT (see Annex: Fig-
ure 1: FONCOMUN 1997-2006). Due to the bonanza on the international
mineral and petroleum markets the Canon, since 2004, has participated
with an increasing percentage of the overall transfers. In 2006 the total
amount increased to about 2,103 million Soles - almost bypassing for the
first time the transfers channelled through FONCOMUN. Before this the
FONCOMUN was generally financing the main chunk of the transfers to
local governments: eg. in 2003 the ratio Canon to FONCOMUN was still
about 1/10. Through the geographically concentrated windfall revenues,
horizontal fiscal imbalances (with high standard deviations at the municipal
level) are increasingly becoming a concern (cf. Ahmad and Garcia-Escribano,
2006: 121.).

47 Concerning the formulation of the indicator for the investment expenditure the ef-
fects of the transfers of the Canon, FOCAM and Regalias should be taken into ac-
count. If these transfers were included in the calculation then this would unduly ben-
efit those municipalities which receive these transfers. In addition, the undergoing
change in the formula system of the FONCOMUN, data problems at the municipal
level and the question “how big should be the financial incentive?” makes it difficult
to implement this policy change.
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All together transfers together have increased in the last thirteen years from
US $ 400 million (or 1,1 billion Soles) in 1995 to around US $ 3,2 billion (or
9,7 billion Soles) in 2008 and constitute by far the largest financial revenue
for municipalities.*® In 2006, the overall transfer of about US $ 2 billion
(around 5,6 billion Soles) were coming from the following sources: a) share of
tariffs (Renta de Aduanas) 126 million Soles b) FOCAM and Regalias 385 mil-
lion Soles ¢) FONCOMUN 2,389 million Soles and d) the various Canons
2,103 million Soles (cf. Graph N° 8, Transfers to the local governments). This
translates to an average transfer per capita of about US $ 65. In the 80’s, the
total amount of transfers was at a very inferior level of US $ 2 to 3 per capita.

Inside the overall amount of transfers the FONCOMUN was responsible, in
2006, for about 43 %, the different Canons for 38 % (with strong regional
concentration: e.g. the “Canon Petrolero” is benefiting only the municipali-
ties of the departments Loreto, Piura, Tumbes and Ucayali - and “Canon
Minero” alone represents with 1,309 million Soles about 23 % of the transfers
and concentrates on Ancash, Arequipa, Cajamarca, Moquegua and Puno).

Graph N° 8: Transfers to the local governments (2006), altogether about
5,560 million Soles*

REGALIAS
MINERAS
6%

FONCOMUN
43%

Source: MEF

The Table N°7 shows that there exists high interregional disparities and
while certain transfers are distributed with the goal to compensate poorer

48 Conforming to the apparently non-binding “6th Disposicion Complementaria” of
the Ley Organica de Municipalidades the transfers to the local government level
should be raised until the year 2009 to 12 % of the public sector budget.

49 Including the partly transferred budget from projects of the FONCODES (73 Million
Soles) and the basic food program “Vaso de Leche” with a volume of about 363 Mil-
lion Soles.
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regions, the overall amount of fiscal transfers does not stand in relation to
the poverty rates in the departments. Some departments receive up to eight
times the average transfer amount/per capita.

A comparison at the disaggregated municipal level shows even stronger
imbalances: for the moment the intergovernmental fiscal transfers can be
described as a patchwork of political liabilities of the past rather than con-
nected with thorough compensation or improved services.

Table N° 7: Fiscal Transfers to local governments in relation to population and poverty
rate

Departamento
Transfers 2005 Population O transfer/pop. Poverty rate®

AMAZONAS 51,765,557 389,700 133 60.9
ANCASH 153,739,842 1,039,415 148 55.3
APURIMAC 67,840,822 418,882 162 65.9
AREQUIPA 135,260,567 1,140,810 119 40.9
AYACUCHO 89,616,559 619,338 145 64.9
CAJAMARCA 349,686,961 1,359,023 257 74.2
Cusco 395,380,205 1,171,503 337 59.2
HUANCAVELICA 122,136,117 447,054 273 84.4
HUANUCO 82,394,923 730,871 113 77.6
ICA 62,661,972 665,592 94 29.2
JUNIN 134,054,399 1,091,619 123 52.6
LA LIBERTAD 112,038,730 1,539,774 73 48.2
LAMBAYEQUE 69,919,654 1,091,535 64 46.7
LIMA 348,062,229 7,819,436 45 37.1
LORETO 189,824,383 884,144 215 62.7
MADRE DE DIOS 11,049,631 92,024 120 20.4
MOQUEGUA 187,268,181 159,306 1,176 37.2
PASCO 54,715,182 266,764 205 61.6
PIURA 292,831,521 1,630,772 180 60.9
CALLAO 120,373,958 810,568 149 ~

PUNO 259,083,238 1,245,508 208 79.2
SAN MARTIN 62,971,413 669,973 94 57.1
TACNA 196,788,014 274,496 717 26.7
TUMBES 50,428,892 191,713 263 21.6
UCAYALI 80,860,165 402,445 201 55.8
Total 3,680,753,117 26,152,265 141 51.6

Source: SIGOD (CND) and INEI 2005, INEI 2004

50 Under the measure ‘Poverty Rate’, the INEI understands the overall poverty (“Inciden-
cia de la Pobreza”); a human being living in “extreme poverty” is considered to be una-
ble to cover a basket of basic alimentation products; and as ‘poverty’ someone who
can’t satisfy basic needs (this measurement is broader: e.g. services are also included).
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The MEF is aware of the fiscal imbalances and is eager to modify some of
the biggest flaws, but being conscious that it maybe politically unfeasible, it
has chosen an approach of trying to smooth things out. In the draft law of
the “Ley de Equlibrio Financiero 2007” the MEF wanted to change the dis-
tribution criteria of the Canon, reducing the amount to 40 % of the corpo-
rate tax share of natural resources exploiting enterprises and using this 10 %
to fill up the Regional Compensation Fund. In 2005, the MEF wanted to
create a Fund to balance high periods of high transfers with those of lower
years — however, change management is, as it seems, not a stronghold of the
MEEF because no political deal or dialogue has been sought with the main
stakeholders in the political stage. Both initiatives of the MEF were finally
dropped.
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6. Analysis of the Financial System
at the Local Government Level

Overall revenues show a rather favourable evolution for Peruvian munici-
palities. Local government revenue rose from 3.772 million Soles in 2000 to
8.200 Soles in 2005, this was especially due to higher transfers and in some
extent to bigger local revenues. The increase in discretionary budget alloca-
tion was somewhat smaller because a big portion of the increased revenues
were earmarked. Nevertheless, these increases were not usually linked to an
equivalent increase in expenditure responsibilities as one might think ap-
propriate in the broader context of a decentralization process.

Their own revenues consist of user charges (waste removal, local secu-
rity and park maintenance), local taxes (property and property transaction
tax, vehicle tax, gambling), fines, fees and rent.

User charges are principally applied to park maintenance, garbage col-
lection and local security in some cities. The water distribution and sewage
is undertaken in the forty-five biggest urban agglomerations by the so called
“Empresas Prestadoras de Servicio de Saneamiento-EPS” which are owned
by the municipalities. Their budgets are due to their status as public owned
enterprises and are not considered in municipal revenue or expenditure
accounts. It is generally acknowledged that water charges, but also the other
user charges, do not even cover the operational costs.

Municipalities in Peru can raise taxes on property, on property transac-
tions (called “alcabala”, 3 % of transaction values), on vehicles no older than
three years (taxing 1 % of value, received by the provincial municipality)®',
public gatherings like concerts, movies etc. and gambling.

Peruvian municipalities furthermore have the possibility to recuperate
infrastructure investment by applying a charge on the benefiting citizenry
(the so called “Contribucién Especial de Obras Publicas”). In the past some
actions were taken to use this instrument but generally with little success.

51 This in itself is quite a negative incentive, punishing less environmental damaging
cars.
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6.1 Property Tax Evaluation

In 1962, Law 13689 authorized that the provincial municipalities were able
to receive property tax, designating 50 % of the revenues to the district mu-
nicipalities. Finally, in 1965, law 15248 gave the provincial municipalities
the power to administrate and collect property tax, until then a private enti-
ty, the Caja de Depositos y Consignaciones was in charge of this responsi-
bility.>?

In 1985, a law (called Ley de Financiamiento N° 24030) brought impor-
tant changes; most important was the creation of a surcharge of 1 % on the
Peruvian VAT to finance a formula based transfer system, replacing to a big
extent the discretional transfers which were until then the common prac-
tice. This tax reform made it also possible to improve property tax by rais-
ing rates and adjusting tax scales and, furthermore, introducing a tax on idle
land.”® The property transaction tax was reduced from 6 % to 3 % to entice

private investment.

The actual local tax law is regulated by Legislative Decree N° 776 which
came into force in 1994. It described the nation’s rationalization behind the
municipal tax structure with the double aim of reducing tax complexity and
raising revenues. The law streamlined the local tax system by eliminating
some of the then existing different taxes (reducing the number of taxes from
about 15 to 6, of which some were more costly to administer than the reve-
nue actually collected. The impact of the legal changes introduced by this
decree was that urban cities, especially Metropolitan Lima (which was then
in the hands of the opposition) lost out to rural areas (Alvarado 1994). The
tax on idle land was part of the abolished levies. The transaction tax on
properties which was before collected by provincial municipalities was giv-
en to the district level.

52 This entity was also in charge of the national taxes and was managed by the Peruvian
banks (sic!). The government of Fernando Belaunde abolished the Caja de Depositos
in his first month, and in its place, created the public Banco de la Nacion. Peruvian
Bankers were not too happy about this.

53 The latter one did not have important impacts on policy changes concerning the aim
of this tax.
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The property tax in Peru accounts for less than 0.2 % of GDP, which is even
compared to the Latin American average, is extremely low. In 2002 property
tax was collecting nationwide about 10 % of the overall budget of local gov-
ernments, in 2006 the share was closer to 6 % due to windfall transfers.>

As already mentioned the property tax administration in Peru is shared be-
tween central and local governments, the former setting rates and valuation,
the latter afterwards applying the parameters and collecting the tax. The
identification of taxable properties is based on the principles of “self as-
sessment” (the so called “autoavalto principles”). The taxpayers are le-
gally responsible for providing all relevant data regarding properties — but
in practice the municipalities determine the value of a property by using the
official index provided nationwide by the “Consejo Nacional de Tasacién”
(CONATA).

Peru is essentially using a depreciated cost approach for assessment, the
value of a property consists of the sum of the value of the land and the
building assigned per square meter. A range of different parameters are ap-
plied (there are about 70 parameters: standardized exterior and interior
components like construction materials, floor materials used, bathrooms,
doors, age of the property, electrical and water connections ...).”> Buildings
are depreciated on their base value. Each year unit values are reassessed; the
new tables of unit values are published in the official Gazette (El Peruano).

Local governments are applying progressive tax rates on property values
(cf. Table N° 8) fixed by the Municipal Tax Code.”® In fact, the property tax
therefore increases theoretically the overall vertical equity of the tax system
as the national tax system is relying more on regressive VAT.

54 For comparison: according to the U.S. Census Bureau Government Division, proper-
ty tax revenue in the USA in 2002-2003 comprised of 45.9 % of local government
general revenues from own sources and 27.5 % of total local government general rev-
enue — down from 48.2 % and 30.1 % respectively in 1992-1993.

55 Other countries were showing favorable results when they introduced a simplified
valuation methodology.

56 Before 1994 there were seven tax rates: 0,20 %; 0,30 %; 0,40 %; 0,50 %; 0,60 %; 0,80 %
and 1,00 % (cf. law N° 26173).
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Table N° 8: Scales of property tax

Scales of property valuation (AUTOAVALUO) Tax rate

Until S/. 15 UIT 0.20 %
Between 15 UIT and 60 UIT 0.60 %
More than 60 UIT 1.00 %
Minimum Amount which might be established by the municipality 0.6 % of one UIT

One UIT (Unidad Impositiva Tributaria) is in 2005 the equivalent of 3300 Soles (roughly
US $ 1000).

As in most countries, some taxable properties are exempt by law like public
institutions, charities, property related to education activities, churches, in-
ternational organizations etc. Pensioners receive a hefty tax reduction of 50
UITs if they can show that they actually use the property for themselves and
(recently introduced in 2002) do not have a monthly income of over one
UIT. There are various cases where exempted properties are being used for
revenue generating activities: eg. the Catholic Church is renting a property
in Cusco for a luxury hotel, public schools and public institutions are re-
ceiving income by renting land or property, and pensioners are renting out
spaces.

The exonerations in Peru are a serious problem, in some districts of
Lima, like Pueblo Libre almost 30 % of all property is exempt, especially the
exoneration of the elderly (while some relief might make sense) are having
seriously negative impacts on the property tax collection.”” One additional
limitation of the property tax is that it is levied on the district level and no
information exchange between municipalities is happening. A big property
owner may have an incentive to circumvent higher property tax bills by dis-
tributing property in different districts (constituting one important reason
in favour of a central administration of the property tax).

Property tax on agricultural land is flawed with limited tax yields in rural
areas. The value of land is differentiated by CONATA according to its pro-
ductive potential (quality of the soil and access/form of irrigation). The
maximum value is about 12,000 Soles (~US$3,500) but goes down to a min-

57 First the elderly receive a deduction of 50 UITs on their tax bill and only those who
receive a pension above 1 UIT have to pay at all, hardly any pensioners are paying
anything.
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imum of 33 Soles or US $ 10 (sic!). Moreover, rural properties receive a spe-
cial deduction of 50 % of their valuation (cf. attempts to raise rural property
tax Garzon & Vasquez, 2004).

To illustrate the national property tax scenario one should start with the
assumption that half of the population is living in poverty and mostly do
not pay property tax at all, leaving a population of 13 million as potential
contributors living in around 3 million properties (habitational units). If it
is considered that one fifth are exempted (mainly pensioners) and that the
private sector handles a bigger share of the property tax bill, we still have
more than 2 million properties which paid around 400 million Soles in
2005, meaning every property is paying around 200 Soles each a year (the
equivalent of US $ 67).

Total tax revenues for Peruvian municipalities are quite low. Graph N°9
shows that for Peruvian municipalities taxes were only 12 % of total reve-
nues in the fiscal years 2000-2002, the following two years the percentage
was closer to 10 % because of the windfall transfers. Within the overall tax
revenue of local governments, the property tax was by far the most impor-
tant which was responsible in 2005 for about % of all taxes levied; property
transaction tax levies being about 10 % and vehicle tax about 9 %. Taxes on
public gatherings and gambling made up 7 % together. It is noteworthy that
the revenue from user charges (mostly local security, garbage collection,
maintenance of parks) was 13 % (2003) to 16 % (2005) of total revenue
which is higher than that from taxes.”®

58 It is still an open question if local governments were more capable of improving the
yields of user charges because the legal framework provided the local governments
with more discretion over those tariffs compared to taxes. In the past the rate of a
particular user charge was linked to the valuation of the property and not by the
use/cost of the service provided.. This meant that increases for the fees were linked to
an overall increase of the property value, but in this case it is not offset by the parallel
raising of the UITs (see further down). The Constitutional Court in mid 2004 chal-
lenged this practice: municipalities are obliged to take into account the cost of servic-
es from the end of 2005 (now property valuation might be only one of several para-
meters).
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Graph N° 9: Classification of Revenue sources of Local Governments (in S/. million)>’
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Source: Contaduria Publica de la Naciéon, MEF and SUNAT. Data processed (Revenue
classification of the Contaduria modified as the Canon is subsumized in this Graph more
correctly as a transfer scheme)

About 40 % of total local revenue for the years 2000-2002 came from trans-
fers (Canon, FONCOMUN, tariffs and the food program), for the following
years it was closer to 50-55 %. Without considering the Metropolitan area
this ratio is even higher, meaning that own revenues in the province were
on average more reduced than at the metropolitan level (Carranza/Tuesta
2003: 33ff.). The vertical fiscal imbalance of local governments in Peru is,
compared to the OECD standard, very high (the exception is the Mexican
federation where municipalities receive on average 90 % of their total reve-
nues from intergovernmental transfers (cf. Giugale & Webb, 2000; OECD
2006).%°

While the revenues of local governments during 2000 to 2002 were rising at
an average rate of 4 %, there was a huge increase from 2003 to 2005 with a
20.5 % increase in total revenues (transfers were the cause) and the revenue
from local taxes was also rising at an impressive 13.5 %.

59 Statistical data is not available for all local governments, the ratio included is anyway
close to 90 %.

60 The vertical fiscal imbalance (VFI) is defined as the total amount of transfers by the
central state to total sub-national revenue. International comparisons are mainly
based on the database of the Government Finance Statistics (GFS), which has been
published annually by the IMF since 1970, but which contain certain weaknesses. On
the revenue side, the GFS does not distinguish whether taxes are collected via shared
taxes, piggybacked taxes, or locally determined “own-source" taxes, nor what propor-
tion of intergovernmental transfers are conditional, as opposed to general-purpose
transfers (cf. Torgler & Schaltegger, 2005).
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Recent research projects have shown that property tax is correlated to the
degree of urbanization of Peruvian municipalities (cf. Aguilar & Morales
2005; Alvarado 2003): the average of the municipalities with an urbaniza-
tion degree of more than 75 % had own revenues several times higher than
rural municipalities.

The Table N°9 shows the revenue sources and expenditure classifica-
tion for all local governments for the budget year 2004. Rising balances of
payments are a result of windfall transfers and corresponding problems to
execute infrastructure projects. During the local election process at the end
of 2006 and the installation of new local governments in the first month of
2007 execution was severely halted.

Table N° 9: Local governments’ revenue sources and expenditure classification 2004,
in Millions of Soles)

CANON 828,907 || CANON 631,441
Fiscal year 2004 705,968||Work force and social security 17,375
Goods and services 15,331
Other recurrent expenditure 7,020
Investment spending 581,308
Balance fiscal year 2003 122,939]|Debt payment 9,383
SHARE OF IMPORT TARIFFS (Aduanas) 122,870|| SHARE OF IMPORT TARIFFS 101,152
Fiscal year 2004 107,959||Work force and social security 26,033
Pension payments 3,859
Goods and services 19,588
Balance fiscal year 2003 14,911]|Other recurrent expenditure 3,118
Investment spending 43,390
FONCOMUN 1,836,473 || FONCOMUN 1,652,293
Work force and social security 327,648,
Pension payments 43,823
Fiscal year 2004 1,729,074||Goods and services 254,325
Other recurrent expenditure 88,537
Investment spending 696,071
Balance fiscal year 2003 106,414||Debt payment 241,890
LOCAL TAXES 671,616 || LOCAL TAXES 591,815
Work force and social security 174,022
Taxes 631,990]|Pension payments 64,888
Goods and services 194,648
Other recurrent expenditure 59,155
Investment spending 52,673
Balance fiscal year 2003 39,223]|Debt payment 46,429
OTHER REVENUES 1,662,930 || OTHER REVENUES 1,524,157
User charges 885,832||Work force and social security 331,672
Sale of property 56,219]| Pension payments 62,201
Service charges 149,445||Goods and services 789,146
Property rent 164,957||Other recurrent expenditure 138,313
Fees and rent 229,709]|Investment spending 186,325
Balance fiscal year 2003 129,556|| Debt payment 16,501
CREDIT OPERATION (INTERNAL) 229,762 || CREDIT OPERATION (INTERNAL) 191,658
Credit (internal) 163,091||Other recurrent expenditure 2,655
Balance fiscal year 2003 66,391]|Investment spending 144,196
Debt repayment 40,860
DONATIONS AND TRANSFERS 208,904 || DONATIONS AND TRANSFERS 136,451
Donations 24,759||Work force and social security 3,216
Balance fiscal year 2003 1,944||Pension payments 100,937
Transfers 113,738||Goods and services 11,771
Balance fiscal year 2003 68,242]|Other recurrent expenditure 1,102
Investment spending 98,566
ORDINARY TRANSFERS (Vaso de Leche, 939,554|| ORDINARY TRANSFERS 906,702
PRONAA etc.) Goods and services 377,213
Transfer 932,009]|Other recurrent expenditure 283,766
Balance fiscal year 2003 7,470]|Investment spending 243,084
TOTAL REVENUES 6,502,483 || TOTAL EXPENDITURE 5,737,137

Source: Contadura, Data processed and simplified
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Credit is 3 to 4 % of the revenues, which is still not substantial (for concerns
about this see World Bank, 2004). There have been until now no bailouts of
debt laden local governments. Different recent laws in the context of the
decentralization process have reinforced the former soft budget constraint -
at least in theory because apparently there does not appear to exist a real
monitoring of the central state. The LOM which chronologically is the old-
est law in this respect, ordered that debt for interests and amortizations
should be below 30 % of overall revenues. The two other relevant laws (LDF
& LRTF) define the criteria of the debt limit not in a uniform way but agree
at some point to set the redline when debt is i) equal or more than 100 % of
the recurrent revenues, ii) when interest payments can’t be higher than 25 %
of recurrent revenues, and iii) when short term liabilities can’t be higher
than 1/12 of overall revenues (including transfers). Some crude statistics
point out that many municipalities actually breach these legal standards.
Often municipalities tend to owe considerable amounts to local providers or
pension funds, although seldom is this debt registered. Suing local govern-
ments is, moreover, a difficult business: due payments for liabilities are
capped at a maximum of 5 % of the budget for all public entities!

In addition, many municipalities encounter lots of judicial trials, all too
often related in increasing the local fiscal burden. These negative impacts
are not addressed in the Peruvian debt statistics mostly because of a lack of
information.

All together, outstanding debt of local governments at the end of 2006 was
about US $ 656 Million (December 2006) and overdue payments were US $
271 Million (which might be one indicator for difficulties to repay).®' Ac-
cording to the information available, some 1,579 municipalities had some
debt and the average debt shows huge standard deviations (debt is in 85
cases above US $ 1 million). Most municipalities owe money principally to
SUNAT, ONP/AFP (pension), ESSALUD (health insurance) for not com-
plying with tax obligations (income tax for municipal employees/hired con-
sultants and the extraordinary solidarity tax), and social insurance pay-
ments for employees and/or fines. The biggest chunk of debt is owed to the
AFP’s with US $ 255 Million, followed by ESSALUD with US $ 113 Million,

61 Source MEF: Preliminary Information taken from the Portal de Deuda de los
Gobiernos Regionales y Locales.
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PREBAM (program to supply equipment like bulldozers, tractors etc.) with
US $ 95 Million, SUNAT with US $ 78 Million and ONP with US $ 49 Million.

Overall, municipal debt is not recognized to have an impact on macro-
economics, but some districts in metropolitan Lima, like La Victoria, which
has debts of US $ 29 million, San Martin de Porres with US $ 26 million and
the provincial municipalities of Chimbote with US $ 27 million and Chi-
clayo with US $ 34 million are serious candidates for bail outs (debt was
passed on from past mayors to incumbents). Based on relatively poor data it
seems as that municipal indebtedness is rising. Peruvian commercial banks
are only minimally involved, lending around US $ 25 million to mainly five
metropolitan municipalities. Until now there does not exist a debt market
for municipal bonds, but the Metropolitan Municipality of Lima is creating
the first Peruvian municipality bonds in the market with a face value of up
to 250 million Soles (financing a big urban infrastructure project). The pub-
lic Banco de la Nacion earned in the past and is still earning some handsome
profits by giving credits to local governments, especially if one considers
that transfers are channeled through this same bank which have been taken
as collateral so that the risk of debt default is greatly reduced. In general,
banks seem to be cautious to lend to local governments or are ousted by the
competing Banco de la Nacion.

6.2 Substitution Effect

As mentioned in the introduction, some evidence suggests that a substitu-
tion effect is/was widespread in local governments in Columbia, Guatemala,
Bolivia, Ecuador and Venezuela amongst others (Peterson 1997; Cadena
2002; Sanchez et al. 2002). Concerning Peru, it can be referred to three rele-
vant investigations: Alvarado (2003) and Aragon (2005) claiming a substitu-
tion effect while a working paper by Rabanal et al. (2006) commissioned by
the Peruvian Finance Minister, shows that the majority of municipalities
react with their own fiscal efforts. These three investigations demonstrate
common flaws which will be discussed here in more detail:

Alvarado (2003), stating a substitution effect for the years from 1994 to
2000, argues that for any given unit of received transfers the municipalities
reduce their investment expenditures from their own revenues by 37 %.
And, at the same time they redirect these into recurrent expenditures. The
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investigation states that the property tax is more proclive to be reduced than
user charges as a result of increased transfers. However, Alvarado does not
take into account that investment is accompanied necessarily by increases
in recurrent expenditure (let it be for maintenance, operation or even the
preparation of investment projects). Due to the fact that during the time-
frame used in this research project transfers were predominantly ear-
marked, municipalities reacted by shifting their own revenues (property
taxes) into recurrent expenditures. Moreover, the negative effects of the ero-
sion of the property tax base in the 90’s were taking its toll (which was ne-
glected in this investigation). In the end, this investigation deserves merit
for showing the high dependency of local governments regarding fiscal
transfers and for using explanatory variables like density, urbanisation
grade, poverty and population, and thereby demonstrating effectively the
huge heterogeneity of Peruvian municipalities.

The second investigation by Aragén (2005) is using mainly the same data
(taxes, transfers and debt) for the years 2000 and 2001 and comes to similar
results repeating the same flaws. The model developed by him suggests that
the relationship between fiscal transfers and fiscal effort is negative, but that
the effect of transfers on local effort decreases with the level of per capita
expenditure of the local government. The reduction of fiscal effort is higher
among local governments with lower levels of expenditure. As long as the
expenditure level increases, the effect tends to disappear. Aragon suggests
the inclusion of conditions in the transfer assignment scheme. He states that
allocating a certain proportion of transfers based on local fiscal effort indi-
cators might increase effort and local tax collection. There is reasonable evi-
dence that the research results are not consistent because it does not take
into account legal changes and that an assumed negative relationship is the
result of the model used.

The results of Rabanal et al. (2006) show that the central government trans-
fers are an important tool for enhancing the tax collection of the subna-
tional governments for the years 1999-2004. However, it is argued that re-
sults differ depending on the kind of transfer. In particular, the subnational
governments that receive transfers for the extraction of natural resources
related to mineral products and petroleum apparently show some compla-
cency in the collection of their own taxes. It can be stated that the explana-
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tory variables chosen by Rabanal et al. in their model are biased (eg.: the
variable “regional GDP” appears not to be very adequate because property
tax is not directly linked to this indicator and the regional GDP is taken
from 1994 data is perceived as unreliable; he variable transfers per capita is
misleading as the Canon is only distributed, in part, on a per capita basis;
different legal changes impacting on distribution of transfers are not inte-
grated in their model (see further down)).

These three investigations have a commonality in that they do not take into
account evident public policy issues of the whereabouts of the property tax.
Their reliability is further reduced because these investigations use local
taxes in an aggregated manner, meaning that they do not differentiate be-
tween property transaction tax, property tax and vehicle tax. No effort was
undertaken to ask the principal party (the local government) about the rela-
tionship between transfers and their own revenues.

After demonstrating some of the principal flaws of previous studies, this
investigation did not try to develop another mathematical model between
fiscal transfers and local own revenues because there are serious concerns
about the appropriateness of a quantitative model in a context of frequent
policy changes (allocation formulas, conditionality, etc.). All this theoreti-
cally directly impacts the relationship between fiscal transfers — own reve-
nue generation (see Box N°1 for an overview; the most important legal
changes are explained in more detail further down).

Box N° 1: Legal changes during the last years concerning structure of transfers and
property tax

1. Law 27616 of December 2001 improved the finances of local govern-
ments by reinstalling the obligation that notaries had to - before reg-
istering a transaction of property — make sure that the respective
property taxes were paid.

2. Law N° 27616 (year 2002) regulated that every municipality will get a
minimum monthly assignment out of the FONCOMUN of 8 UITs/
month (around 25,600 Soles).

3. Valuation adjustment was partly offset by the annual raising of the
UIT, which in the years between 2000 and 2006 increased on an an-
nual basis by 2.5 % to 3 %.
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4. Earmarking of FONCOMUN for investment was reduced in 1997 to
80 % (Ley N°26891), in 1999 to 70 % (Ley N° 27082) and since
budget year 2003 (Ley N° 27630) comes without any earmarking.

In July 2004, the Law of Accreditation (Ley N° 28273) regulated that
only those local governments will be certified - the certification is
linked to transfers of responsibilities and resources — which are using
at least 50 % of the transfers out of the FONCOMUN for investment.
Decreto Legislativo 776 wanted to set an incentive beginning in Janu-
ary 2006 for the municipalities concerning the allocation formula of
the FONCOMUN. The incentive is linked to self-generation of reve-
nues and an emphasis on investment in the local budget. This article
is still not enacted.

5. The allocation formula of the FONCOMUN, which until recently was
based on population and infant mortality based on the census in
1993, has been progressively substituted by an index of “Unsatisfied
Basic Needs” which impacts individual allocation quota.

6. Financial engineering by municipalities was widespread while trans-
fers out of the FONCOMUN were still earmarked (eg. recurrent ex-
penditure was registered as investment)

7. The laws N° 28077 (September 2003) and N° 28322 (August 2004)
modified in a substantial manner the allocation formula of the Canon.

8. The earmarking of the Canon was reduced since the budget year
2006, as a response to a low execution of local investment; the MEF
allowed 20 % of this transfer to be used in maintenance and feasibility
studies related to investment.

9. Since 2003 pensioners only receive property tax reductions (of 50
UITs) if they do not have a monthly income of over one UIT.

10. Higher investment spending comes hand in hand with higher recur-
rent expenditure: eg. costs related to the preparation of investment
project and maintenance are subsumised under the header of recur-
rent expenditure.

11. Constitutional Court in the middle of 2005 challenged the given praxis
that user charges were linked to the valuation of property, as a result reve-
nues out of user charges dropped considerably (see footnote N° 73).%

62 Not directly linked to transfer or property tax but also eating into municipal own
revenue generation eg.: is Law N°27963 (May 2003) which reduces revenues out of
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Therefore this investigation limit itself by rather analysing the state of the
art of fiscal transfers and own revenues in a quantitative manner and argu-
ing that a qualitative assessment is necessary to investigate from closer by
the supposed substitution effect.

To demonstrate the effect fiscal transfers have in the case of Peruvian
local own revenues this quantitative analysis is considering ca. 1,600 of the
1,832 municipalities based on the information given by the Contaduria
General de la Republica; those municipalities that are not included are not
complying with the legal obligation to deliver information on budget alloca-
tion to the Contaduria or the latter one was unable to process the data. The
missing 200 municipalities, which are about 10 % of the total number, be-
long mostly to the group of small, rural types; also some provincial munici-
palities do not supply information or supply this information with inconsis-
tencies. Out of this group only 1,223 municipalities had any revenue from
the property tax (meaning more than 350 municipalities had no property
tax at all).

Property tax rose hand in hand with transfers growing by an average of
10 % over the last five years. Total property tax nationwide rose from 308
million Soles (2001) to 333 million Soles (2002) to 367 million Soles (2003),
to 408 million Soles (2004), to 461 million Soles (2005), indicating somehow
against a supposed substitution effect (see Table N° 10).

Table N° 10: Local Tax Structure (in Mio. Soles)

Year Property tax Vehicle tax Property transaction tax
2005 461 55,2 97,5
2004 408 61,5 63,9
2003 367 53,0 55,6
2002 333 31,0 55,5
2001 308 25,4 n.n.

Source: Contaduria

Property tax constitutes about 8 % of total municipal revenues. The prop-
erty tax collected by all provincial municipalities was together 111.5 million
Soles (2003) and of all district municipalities 255 million Soles (2003). Not
taking into account the metropolitan area (the two provinces Lima/Callao

the property transaction tax by introducing a tax-free allowance of 10 UIT per trans-
action. Decreto Supremo 033-2001-MTC (2001) is reducing revenues from fines
generated by traffic infractions, etc.

116



and 45 districts), the provincial municipalities were able to collect only
about 78 million Soles in 2003 and the district municipalities about 61 mil-
lion Soles (there are roughly 10 times more districts than provinces) or the
equivalent of 38 % of the total property tax collected. Even if property tax
outside the metropolitan area is not very substantial, it was possible to in-
crease collections from 119 million Soles (2001), 130 million Soles (2002),
139 million Soles (2003), and 157 million Soles (2004) to 172 million Soles
(2005).

It can be stated that the property tax is yielding very little considering
the vast territory of some 1,700 districts and provinces outside of Metro-
politan Lima with a tax collection of about 139 million Soles in 2003
(US $ 40 million in all). While property tax collection is highly concentrated
in the metropolitan area, their picture is not very favourable either: the
greater metropolitan area of Lima, with around 8 million inhabitants, was
only able to collect around 227 million Soles in property tax (ca. US $ 70
million) in 2003.%°

Within the group of district municipalities, 25 % are collecting less than 200
Soles per year (sic!). Half of the district municipalities have revenues from
property tax of less than 2,000 Soles per year; and 75 % of municipalities
raise less than 25,000 Soles/year which is the monthly minimum transferred
from the FONCOMUN to each district.

Within provincial municipalities 50 % are collecting less than 55,000
Soles and only 12 % of the provincial municipalities are collecting more
than 1 million Soles. Data indicates that property tax is highly correlated
with urban settlements: in the case of the biggest municipalities, property
tax has a share of total revenues as high as over 20 %, this share gets smaller
for more rural municipalities, which have almost no revenue from property
taxes. The standard deviation for all municipalities is 1,872,577 Soles, which
is very high and clearly shows the dispersion between the municipalities.
The average revenue is 377,278 Soles but the great part of municipalities
does not reach this level. Some municipalities like San Isidro, Surco or
Miraflores collect over 20 million Soles in property taxes.

63 Metropolitan benchmarking would be a helpful exercise and interesting research
project.

117



From the property transaction tax districts were able in 2003 to levy
S/. 32.1 million (without Lima Metropolitan S/. 13.2 million), provinces S/.
23.5 million (without Lima Metropolitan S/. 15.5 million) and from the ve-
hicle tax S/. 53 million (but highly concentrated on the provincial Govern-
ment of Lima and to a lesser extent Callao, without those two provinces the
revenue for the rest of the provinces is only S/. 5.4 million). The property
transaction tax is even more concentrated than the property tax (the mu-
nicipalities which do not have any revenue from this tax is very high). If
provinces have an established provincial development fund, 50 % of the
property transaction tax collected by districts should go into this fund, but
in reality districts seldom comply with this legal obligation.

A big issue which is not addressed in previous research projects is related to
the erosion of the tax base. CONATA, which is functionally part of the
Ministry of Housing (Vivienda) and is operating without decentralised of-
fices, is the organization technically responsible for assigning countrywide
valuations of buildings and land parcels in the form of an extensive geo-
graphical based index (for the urban areas about 1,629 square km are in-
cluded into this index, 629 square km alone for Lima/Callao). These valua-
tions are then applied by the municipalities. The budget of CONATA for
2003 was about 4.3 million Soles (about 1 million Soles were self collected
through additional service providing) having a legally fixed share of 3/1000
of the collected property tax — however, not all municipalities are complying
with the due payment; some municipalities owe debts from several years,
therefore CONATA was looking for extra income by providing services.

In the 1990s, CONATA struggled and failed (induced probably by a
hostile hypercentralisation) to keep the adjustment at least even with infla-
tion (see Graph N° 10).

In the last years CONATA was trying to increase the valuation progres-
sively close to inflation. There was an ill designed attempt to adjust the
valuations considerably in 2003, meaning for some properties that the tax
would have risen by more than 20 %. After some pressure from the media
and from organized lobbies (the Chamber of Commerce in Lima),
CONATA modified this to a much more moderate increase.”* Nevertheless,

64 Concerning change management of the property tax, Slack (2001: 279) notes that
from a public choice perspective, the losers from a change in policy tend to be very
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in 2003 the adjustment was not based on a unique rate for all property. In

fact, the rise was higher for valuable properties, and outside Lima the aver-

age rate was apparently reduced by 16.7 %. Overall adjustment for 2004 was

about 4 %, which was close to the inflation rate of 3.5 %.

Graph N° 10: Average Adjustment of Property Valuation in Comparison to Inflation
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Up to now CONATA has elaborated about 360 district maps with property
rates (these are seldom updated annually, e.g. theoretically investment in

infrastructure or services should translate into a valuation increase) for a

total of 194 provincial and 1,637 district municipalities, concentrating on

the municipalities with the biggest potential tax base.®> A ratio of 30 % to
60 % of the appraised value by CONATA to the real market value can be
cautiously quoted as reflecting the facts (although no systematic evidence to

back up this estimate is available), offering a big upward potential.®® There

65

66

vocal (even if they are the minority) because they value their losses more than the
gainers (even if they are the majority) value their gains. This problem is not unique
to property taxation, but it is particularly significant because of the visibility of this
tax.

As a self introduced incentive CONATA is giving preferences by updating those
maps of the municipalities that are complying with the transfer of the share of 3/1000
of the property tax. However, it seems as that some local governments didn’t show
very much interest in the technical work of CONATA limiting their interest in ap-
plying the given indexes.

For example the most expensive spot in Lima are the square meters the Hotel Mar-
riott is standing on which is valued by CONATA at ca. US $ 170 the m?, the residen-
tial areas behind it are around US $ 80 (actually these residential areas sell for
US $ 600). Market values are based on actual sale transaction data. Sales values are
widely believed to be “adjusted” downwards before being reported.
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are no estimates of the market value of the property tax base in individual
municipalities or for the nation as a whole. Revenues from property tax are
rising faster than the adjustment by CONATA, meaning there are less tax
arrears and the ratio of properties subject to paying tax has increased.

It is most important to mention that adjustment was partly offset by the
annual raising of the UIT, which in the years between 2000 and 2006 in-
creased on an annual basis by 2.5 % to 3 %, meaning that the ranges of
property tax which municipalities have to apply are also rising too (for ex-
ample: while the maximum scale of property tax of 1 % is applied on prop-
erties worth over 174,000 Soles in 2000, in 2006 this rose to 204,000 Soles,
cf. Graph N°11). CONATA is also providing municipalities with figures
concerning the depreciation on properties, which in turn is also eating into
potential revenues.

Graph N° 11: Value of the Unidad Impositiva Tributaria (UIT) en Soles
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Other impacts are linked to legal changes in the allocation formula of the
transfers: Law 27616 of 2002, restated in 2003 by a ministerial resolution,
regulates that every municipality should get a “minimum assignment” of 8
UITs/month, which totals 25,600 Soles for the benefit of poor rural munici-
palities, at the same time reducing the share that urban areas receive. Due to
the high number of municipalities in the territory (1,832), about 1/3 of the
total FONCOMUN is transferred as a “minimum assignment”. Every mu-
nicipality receives at least 300,000 Soles, which is a large amount compared
to the very low revenue from property tax: for those 25 % of district mu-
nicipalities with a property tax yield below US $ 60 a year and those 50 %
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below a yield of US $ 600 the minimum transfer, there is little incentive to
raise own revenues from taxes due to these abysmal differences.

Moreover, while there used to exist in the beginning a legal obligation
to spend the transferred amounts out of FONCOMUN in investment,
adapting to reality, the percentage was reduced in 1997 to 80 % (Ley
N° 26891) and in 1999 to 70 % (Ley N° 27082), since budget year 2003 the
expenditure allocation is at the discretion of the municipality (the transfers
from Canon had at this time still be invested to 100 % in infrastructure).

It is highly likely that this is in fact another disincentive because it is
freeing local governments from the need to raise property taxes as a source
for discretionary financing. In July 2004 the Law of Accreditation (Ley
del Sistema de Acreditacion de los Gobiernos Regionales y Locales, Ley
N° 28273) set that only those local governments will be certified - the certi-
fication is linked to transfers of responsibilities and resources — which are
using at least 50 % of the transfers out of the FONCOMUN for investment.
This, in practice, will work as a legal restriction due the high interest of local
governments to get this certification. Municipalities with only the mini-

mum transfer are exempted from this condition.

The article 87 of the Decreto Legislativo 776 foresaw from January 2006 an
incentive for the municipalities concerning the transfer distribution of the
FONCOMUN, the incentive is linked to the self-generation of revenues and
emphasis on investment in the local budget. This article is still not enacted.

The laws N°28077 (September 2003) and N°28322 (August 2004)
modified in a substantial manner the allocation formula of the Canon, hav-
ing deep impacts on individual municipal budgets. Further on, the earmark-
ing of the Canon was reduced in the budget year 2006, as a response to a
low execution of local investment. The MEF allowed 20 % of this transfer to
be used in maintenance and feasibility studies related to investment.

Own revenues were positively impacted by reinstalling the obligation that
notaries had to — before registering a transaction of property — make sure
that the respective property taxes were paid (Law 27616 of December 2001).
Very favourable was that the property transaction tax was fixed by the same
law as the percentage of the value of the commercial transaction and not the
mostly lower indexed value of Conata. The property transaction tax was
levied in the month after the transaction was legally endorsed, so that the
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legal changes are highly correlated with increased tax collection. Whereas in
2001 the property transaction tax for the provincial municipalities was
around 7 million Soles, this jumped in 2002 and 2003 to three times that
level.

It should be taken into account that Peruvian municipalities have poorly
maintained property records. Lots of municipalities - officially responsible
for the local cadastre — do not possess records and are apparently unwilling
to spend resources and effort on this. According to the National Registry of
Municipalities (source INEI) there are 367 municipalities with a cadastre,
and lots of these are not up to date (also due to a high ratio of transac-
tions).”” There is no precise information available concerning the coverage
ratio which measures the amount of actual property that is included in tax
records (often called cadastral records). And, there is still no legal obligation
to register property (related costs may work as a barrier: the registration fee
of the SUNARP amounts to 3/1000 of the transaction, plus lawyer and no-
tary costs; below 45,000 Soles a reduced fee is paid) - a legal disposition in
the law of 2004 which creates a national cadastre was discussed and later
discarded.

As in many other Latin American municipalities there have been to
date no connections between the property and the fiscal cadastres. Law
N° 28294 of July 2004 has created an Integrated National Cadastre System
which will connect during time with the national register of property. The
self-set goal is to have by 2011 a fully functional national system of cadastre.®®
There are also problems concerning interchange of information between

67 Nevertheless, the municipalities were obliged to spend in the last few years three
percent of the collected property tax in a cadastre, a legal obligation which many
municipalities didn’t follow. The amount of this earmarked share was raised to five
percent by the amended Ley de Tributaciéon Municipal in 2004 (in the early 90s this
share was even 10 %), dictating the creation of a District Cadastre Fund (“Fondo de
Apoyo al Plan Catastral Distrital”) in every provincial municipality for the period
2005-2006. Municipalities are arguing that the cost for employees, office etc. can be
subsumised under this header. Impacts will to a big part depend on the will of the
central government to oversee this legal obligation.

68 Related to the cadastre exists the very challenging issue to find solutions to the many
litigations regarding boundaries of districts, provinces and even regions. According
to the Direccidon Nacional Técnica de Demarcacion Territorial (DNTDT) there are
about 320 registered territorial conflicts but the real number is supposed to be as
high as 1,500.
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the National Property Register entity (SUNARP) and Municipalities. Two
special projects PETT, registering of rural property, and COFOPRI, regis-
tering of urban property, (the former is financed by IADB, the latter by the
WB) haven’t had much contact with municipalities.

A supposed substitution effect may also be seen in regards to revenue
sources that were substituted relative to the structure of the expenditure
classification. But based on the aggregated data there seems to be little sup-
port for this argument.

Using the fact that municipal budgets use a double registering format based
on the financial software (SIAF) which makes it feasible to track expendi-
ture assignments in relation to revenue sources, a follow-up can be made
about what expenditure was budgeted by a specific revenue source (cf.
Graph N° 17 in chapter 6.1).

The data is processed and a generic group of “local taxes” is used as a
proxy for property tax as there is no more disaggregated data available. The
data base does not differentiate between property tax, vehicle tax and prop-
erty transaction tax. This proxy is as close to reality as the vehicle tax and
transaction tax are highly concentrated in some municipalities, therefore
the information is not biased in a substantial manner. Also, generic groups
used in Peru are sometimes not consistent with international standards (eg.
the Canon transfer is classified as revenue out of rent but essentially it is a
transfer scheme).

The distribution of expenditures has maintained over the years a certain
relational rigity with recurrent expenditures of between 56 % and 62 %, in-
vestment 30 % to 35 % and the remaining part for debt payments of 5 % to
8 %. Even in the last two years of windfall revenues (2004 and 2005) invest-
ment spending gained only slow ground and is now closer to 40 %, cf.
Graph N° 12.
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Graph N° 12: Expenditures of Local Governments
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In the following chapter it is looked at in more detail for what expenditure
the principal revenue sources (differentiating between local taxes, Canon,
FONCOMUN, other revenues) were finally used - even if it should be taken
for granted that money is fungible and some financial engineering at the
local level is a given praxis.

Local taxes are used traditionally for recurrent expenditure. Tax revenues
are used to pay for wages, pension schemes and especially for municipality
employees who work under contract (municipalities normally are hesitant
to enlist employees as regular staff and favor enrolment based on short-
term contracts). Nevertheless, local taxes financed in the budget year 2005
about 100 Million Soles of investment and around 40 Million Soles were
budgeted for debt repayment. And, this tendency is rising (see Graph
N° 13). Municipalities should have been able to use other revenue sources
(fiscal transfers) for these expenditures. Advocates of the substitution effect
would have expected that the municipalities would have been able to reduce
their tax collection by the same amount/margin as the fiscal transfers.
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Graph N° 13: Expenditures out of Local Taxes (in thousand Soles)
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The Canon is spent almost entirely for investment. The investment expen-
ditures are rising fast but always stay far behind the revenues as municipali-
ties encounter management problems in identifying, preparing and execut-
ing investment projects (see Graph N° 14). Surprisingly, in the past, some
Canon revenues were used - if not in a substantial way - for legally forbid-
den recurrent expenditures and debt payments. The same can be said con-
cerning the share of import tariffs were municipalities were using more
than half of it for recurrent expenditures in the fiscal year 2004, effectively
demonstrating little respect for legal obligations (or not to be the most pru-
dent concerning the classification of expenditures), but which could have
easily ended in legal retortions as mayors are often prosecuted after com-
pleting their term.
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Graph N° 14: Expenditures out of the Canon transfers (in thousand Soles)
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Other revenues which consist of fines, fees, services provided and mainly
user charges for waste removal, park maintenance and local security are
used primarily for recurrent expenditures (cost of the workforce, service
contracts etc.). Also, in 2004 and 2005 about 200 Million Soles went into
investment spending, see Graph N° 15.

Graph N° 15: Expenditures out of other revenues (user charges, fines etc.)
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If at all, the substitution effect can be detected in relation to the FON-
COMUN where it seems that rising funds go hand in hand with increases of
recurrent expenditures (Graph N° 16).

126



As mentioned, until December 2001 only 30 % was allowed to be used
for recurrent expenditures, but since January 2003 the use of the FON-
COMUN has been at the discretion of the municipalities. One reason for
this reduction was an adaptation to reality: most rural municipalities (if not
also receiving funds from the Canon transfer) live essentially from the
FONCOMUN and, most importantly, they have almost no other revenue
sources to pay for recurrent expenditures.

Probably linked to this liberalization was that the municipalities used
more of the FONCOMUN for recurrent expenditures, while investment
stayed steady it should be noted that expenditures for debt repayment were
less in the first year following this change.

Graph N° 16: Expenditures out of the FONCOMUN (in thousands of Soles)

1,000

£00 —

_— e —

600 =

400 #______________J/

200

0

1999 2000 2001 2002 2003 2004 2005

= Recurrent Spending = nvestment Spending Debt Repayment

Source: Contaduria

However, it should be noted that maintenance costs of infrastructure are
subsumized as recurrent expenditures and that local governments have had
to shoulder increasing project preparation costs with discretionary revenue
sources such as FONCOMUN. Plus, local taxes, like the windfall transfers
out of the Canon, were not allowed to be used for maintenance nor project
preparation. As a consequence of this fiscal stress, not unnoticed by policy
makers, the budget law of 2006 allowed 20 % of the Canon transfer to be
used for maintenance and 1 % for preparatory studies which translates to
260 Million Soles. In 2005, the funds for recurrent expenditures out of the
FONCOMUN topped the amount spent in investments (related to raising
windfall earning of the Canon!). One additional problem is that local gov-
ernments were acknowledged to use widely accounting engineering, to
make budgets respond to legal obligations. The removal of earmarking
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might have made it just feasible to register expenditures where they really
belonged.

Looking in more detail at the recurrent expenditures financed by the
FONCOMUN, the picture does not confirm an extraordinary increase in a
particular sub item. For the four fiscal years until 2003 the structure of the re-
current expenditures did not modify much. In the budget year 2003, there is
a noticeable jump covering all four sub items a) Work force and social security
b) Pension payments c¢) Goods and services d) Other items (see Table N° 11).

Table N° 11: Detailed expenditure out of the FONCOMUN

1999 2000 2001 2002 2003 2004 2005
Recurrent Spending (total) 294945 | 335,470 | 345,108 | 376,857 | 634,015 | 714,332 | 865,349
a) Work force and social security 141,062 | 150,552 | 162,749 | 185,380 | 287,935 | 327,648 | 384,516
b) Pension payments 11,064 | 31,783 | 30,993 | 30,886| 57,016| 43,823 47,772
¢) Goods and services 131,266 | 124,635| 116,655| 116,138 | 218,811 | 254,325 | 328,017
d) Other 11,574 | 28,501 34,711 44,454 | 70,253 | 88,537 | 105,043

Source: Contaduria

Using more FONCOMUN for recurrent expenditures does not necessary
mean that this equals the stated substitution effect, but essentially should be
interpreted as what it is: an overall increase in salaries and social security
(formalization of workforce), pension payments, and goods and services.
But, from the point of view of this investigation it should be taken on neu-
tral ground.

6.3 Conclusions

The quantitative data available seems to show little sustention to affirm
positively a substitution effect over the last five years. While the yield on
property tax is low, there are no signs that increases in transfers have had,
on average, a negative impact so far. The expenditure structure has mainly
stayed the same over the years. Municipalities were using FONCOMUN
transfers to increase recurrent expenditures (might include maintenance
costs and expenditure linked to project preparation or execution etc.) but
with no negative impact on exercising a fiscal effort. Property tax has been
rising slowly, hindered by a paulatine erosion of the tax base and various

128



institutional constraints at the central and local level as well as by line min-
istries/entities.

Due to the many legal changes, all with supposed big impacts on the in-
centive structure, a mathematical model seems unfeasible, the relationship
between transfers and property tax will be further investigated in the quali-
tative part of this research project.

The fiscal base of local governments in Peru remains small for the munici-
palities and this is for many various reasons. These include insufficient local
capacity for revenue generation in the majority of municipalities, restricted
revenue bases, excessive central control over values and rates, and limited
incentives from the central government (cf. Campbell & Fuhr 2004). Mu-
nicipal revenues are dominated by central resources. It is noteworthy that in
general few developing or transitional countries are currently giving local
governments sufficient discretion — or responsibility — with respect to prop-
erty taxes.

It also should be noted that the nature of the property tax makes in-
creases in revenues a long term effort, similar to the much discussed broad-
ening of the tax base at the national level. Nevertheless there exists in Peru a
large unused potential for increased property tax collection.

For the time being it might be objectionable but understandable behaviour
for local authorities in Peru not to engage considerable resources into the
enforcement of property taxes because bases are narrow and have modest
yield prospects. The tax base has eroded in the past due to the double connec-
tion with: a) the valuation set by CONATA which was offset even by moder-
ate inflation and b) the indexing of the progressive property tax rates to the
fast increasing UITs. More or less passively accepting whatever revenue hap-
pened to come in might have been the most reasonable approach for most
municipalities, but this statement is challenged by the quantitative data.

Up to now the revenue from property tax is at 8 % of total local revenue,
quite low in itself and is at the bottom end when compared with yields rela-
tive to the GDP internationally. Peru should therefore give serious thought
to raising more revenues out of the property tax, especially in view of the
difficulties of raising other local revenues. The property tax can enhance
accountability at the local level and is also important considering that most
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charges or transfers are earmarked such that property tax yields can cover
discretionary finances.

Property tax revenues are highly concentrated in urban areas and espe-
cially the metropolitan area (high heterogeneity of municipalities). It is no
surprise that the geographical areas of the mountain highlands and the
Amazonian basin have on average much lower revenues from property
taxes (correlating with the higher incidence of poverty). Rural properties
might not have big potential; in fact, these are often taxed at a marginal rate
or even excluded (informality in semi-urban and rural areas).

Although the blocking of a stronger role for property taxes by vested inter-
ests in the current system is not detectable, the situation might better be
described as that of relative indifference from the various institutions.
While the legal changes in the Decreto Legislativo 776, introduced in 2002
and 2004, potentially improve the tax revenue of the municipalities by (1)
eliminating some exemptions, (2) obligating notaries to verify the payments
of local taxes before the registering of a new owner and (3) creating the Dis-
trict Cadastre Fund, and (4) modifying the allocation formula (local mu-
nicipal revenue collection is be made one parameter of the transfer index).

It is important to mention that in praxis, whether the point (3) or (4)
are implemented, it demonstrates little zeal for enacting improvements.
There is still plenty of scope for reform and further steps are necessary to
increase the significance of the property tax.

The institution responsible for the valuation of property, CONATA, has
made some attempts to increase rates (with up to now little success). Mod-
ern techniques of valuation like the manual mass valuation approach, and
use of CAMA (computer assisted mass appraisal) techniques are still not
used in Peru, but have shown that they can produce more equitable, up-to-
date values in a transparent, cost effective, timely and sustainable manner.*
Some mayors argued in the survey (cf. chapter 7) that CONATA isn’t al-
ways valuating on technical grounds, but rather respond sometimes to par-
ticular interests of a given enterprise, for example.

69 A change of calculations of the assessed value from a multi based index to a more
simplified valuation method based on m? and area index have shown in some cities
good results, e.g. Santa Cruz in Bolivia (Rojas 2004).
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For some time, the MEF was experimenting in several municipalities with a
cadastre module linked to the SIAF-GL which essentially was a datasheet
regarding property tax collection (no georeferential maps were to be used).
Apparently this module was showing very favourable results, but this pilot
was surprisingly ended in 2007 without extending the software to other
municipalities.

Deterrents at the local level must also be addressed. Given the inherent
political liabilities of the property tax, sustained improvement is unlikely as
long as more politically attractive means of increasing resources are avail-
able. The reduction of earmarking of the principal transfer scheme FON-
COMUN might be the wrong route and could be counterproductive for
their own resource mobilization.

Given the reduced policy options for municipalities, the central gov-
ernment is responsible for enabling conditions (promoting and facilitating
revenues from property taxes). Municipalities are limited in their financial
and normative means to react responsibly to local priorities. Because mu-
nicipalities have only a restricted voice at the central level it is observable
how the central government institutions are constantly changing the rules
of the game, sometimes with dramatic impacts (Canon, Foncomun distri-

bution and use, regulation concerning fines etc.).”

70 The last legal surprise came in 2004 when the distribution of the Canon was changed
considerably in the middle of the budget year, benefiting some and harming others.
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“Les institutions communales sont a la liberté ce

que les écoles primaires sont a la science; ...

Sans institutions communales une nation peut se donner un gouvernement libre,
mais elle n’a pas Uesprit de la liberté.”

Alexis de Tocqueville: De la Démocratie en Amérique. Paris 1848.

7. Quantitative and Qualitative Analysis of a Set of
Peruvian Municipalities Concerning their Fiscal Effort

The importance of the motivation of local politicians regarding decision
making is self-evident: since moral hazard and adverse selection problems
in political decision making abound, politicians’ motivation matters for pol-
icy choices. These choices depend on whether politicians care about the pri-
vate rents from office (opportunism), represent the interest of a particular
group of voters (partisanship) or base their decisions on broader public in-
terests (cf. Beniers & Dur, 2007).

This chapter is going to analyze if mayors exercise a fiscal effort and on
what parameters they base their decisions. It is assumed that mayors have
interests in increased revenues from property taxes which can be used as a
source for discretionary spending. But, if tax pressure is too high (or cor-
ruption is visible) local voters may recall the mandate or vote in the next
election for somebody else. Mayors might also think that the potential for
property tax is small and not worth bothering their citizens for.

As already stated, the theoretical model used in this investigation focuses
very much on the mayor. Regarding interest groups, it has been noted that
in this sample local business chambers were not involved because they are
not a main actor (the reason might be due to the fact that often in the prov-
inces the chambers are assemblies made up of smaller businesses and that
bigger corporations do not use local chambers as a platform). It can be
stated as well that the organised and unorganised civil society hardly par-
ticipates in the discussion of the property tax.”! The bureaucracy has also a

71 The participation of the civil society in Peru and other Andean countries may often
take the form of mobilization or protest in an ad hoc way rather than by formal insti-
tutionalized channels.
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reduced influence since financial officers are low ranked and predominantly
give only technical input. In this context of weak actors, the mayor is the
dominant policy maker.

In theory, if taxpayers perceive that their interests (preferences) are properly
represented in political institutions and they receive an increased supply of
or qualitative performing public goods, their willingness to contribute in-
creases (voice option). Conversely, a municipality in which corruption is
rampant is one in which citizens have little trust in authority and thus a low
incentive to cooperate. The most important element (and restriction) in the
political process of disciplining and selecting politicians is the information
that voters have when they cast their ballot.

A more encompassing and legitimate state may be essential precondi-
tions for a more adequate tax system in developing countries. Societal insti-
tutions in this sense might be seen as an indicator of the extent to which
citizens feel they have a meaningful voice in influencing the state. At the
same time, however, the level of taxation can also be expected to be related
to the availability of what may be called the ‘exit option’ of just dropping
out of paying local taxes or user charges (at the national level this exit op-
tion would refer mainly to the informal economy).

De Mello (2004) provided evidence, in a cross-country sample of develop-
ing and developed countries, that the assignment of revenue sources to low-
er levels of government can be associated positively with social capital and
governance. He argues that to the extent that social capital development
boosts participation of the citizenry in the policy-making process and em-
powers the poor through political participation, fiscal decentralization may
be an integral part of poverty reduction and healthy development strategies.
The author recognizes that the statistical association between social capital
and fiscal decentralization can be affected by reverse causality. Decentraliza-
tion is found to be a determinant of social capital, but it is also likely to be
affected by it.

Contrary to the above stated reasoning for social capital, state institutions
are perceived by Peruvians often as simply negative, they do not expect very
much from their politicians, congressmen, judges, mayors etc. Even if the
local level of government is trusted more than most central institutions
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(based in the surveys), there exists from a large part of the population a gen-
eral perception that mayors rob what they can and try to make the most
money possible during their term (this is often even expected because can-
didates have to invest heavy sums for the election campaign and some
mayors might want to recover this investment).”?

Property tax is a complex issue and citizens are apparently not sufficiently
familiar with the relevant implications and trade-offs (cf. Serensen, 2002
even argues this in the case of the Norwegian property tax). Several studies
on public finances point out that citizens who pay property taxes are unde-
restimating the cost for services provided to them (in the literature known
as “fiscal illusion”, (e.g. Buchanan 1967; Sausgruber & Tyron 2005): to the
extent that tax payers consistently misinterpret how much they really pay
for public services/public goods, which might end in demanding ‘too much’
public expenditure). And, according to the widely discussed “Mill hypothe-
sis”, the tax burden from indirect taxation is underestimated because indi-
rect taxes are less “visible” than direct taxes (Mill 1994).

Local governments in Peru have no choice concerning tax rate settings.
Moreover, the property valuation is framed into a given index provided by
CONATA. Mayors do not collect directly more property tax through im-
proved service provisions and, only indirectly, if CONATA transmits these
improvements in the value of the land and the building (something that
normally should not be taken for granted). This investigation concentrates
through which incentives/disincentives the local choice is affected. As mu-
nicipalities have the means to actualize property values, the tax register and
reduce the tax arrears.

It is obvious that at the local level exist serious shortfalls concerning the ca-
pacity and technical expertise of administrations to handle the property tax.
The tax collection ratio, which measures the share of property tax levy
(property tax bills sent to taxpayers) compared to that which is actually paid

72 There is little information of how big the financial investment is for a Peruvian elec-
tion. Some insiders indicate that a candidate for a position of a mayor has to spend
somewhere between US $ 10,000 and US $ 25,000, for a seat in the parliament about
U S$ 45,000 without a party and around US $ 30,000 with a known party backing
him. These sums are made up of gifts, organization of events, propaganda etc.
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is below 50 % for most municipalities (the same is valid for charges). In the
following years overdue payments bring the payments close to 90 %, mean-
ing that about 10 % of the property tax is not collected. The annual tax am-
nesty is a given praxis in many municipalities and widely expected by tax-
payers. Overdue taxpayers are normally not financially punished (no fines,
no interest rates), so that it is tempting for those who still pay in a timely
manner to postpone their payments. Poor performance and little local au-
thority means that citizens perceive local taxes as the least urgent financial
obligation. Local administrations tend to be characterized by apparent in-
competence, high turnover, non-merit based selection of professionals (it is
still all too common that an incoming mayor changes a large part of the
municipal personnel), and salaries that are not competitive enough (com-
pared to the private sector) to attract qualified staff. Tax enforcement does
not only have an administrative cost but it may also have a political price, so
that some mayors who are more devoted to popularism than to long term
goals might try to avoid the collection of taxes. Finally, poor performance
also reflects a local government’s greater vulnerability to local political pres-
sure — “a case of political responsiveness acting in the guise of technical in-
competence” (as noted Dillinger 1991: 30).

7.1 Classification of Municipalities regarding Fiscal Revenues

As mentioned in the methodological chapter this investigation concentrates
principally on municipalities with annual tax revenues above 300,000 Soles
(93,000 US $). To be able to compare property tax revenues between the 36
selected sample municipalities (for geographic location see map in the An-
nex: Figure N°2 and N°3), the property tax revenue is used as a proxy
(baseline 2005) divided by the number of habitational and commercial units
(Vivienda particular y establecimientos) in the respective municipality,
which finally gives us the property tax collected per habitational/comm-
ercial unit (see Table N° 13 in the Annex). The source of information for
the number of habitational units in a given district is taken from the Census
of 2005 which has detailed information. Similarly, it is possible to compare
fiscal transfers by correlating those to the population of each municipality,
which gives us a fiscal transfer/per capita as the result (cf. Table N° 12).
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Table N° 12: Property tax per habitational unit and fiscal transfers per capita in 2005

(in Soles)
MUNICIPALITIES Property tax per Transfers per capita Only Transfers of
habitational/ FONCOMUN and Vaso
commercial unit de Leche per capita
Abancay 22 92 89
Arequipa 451 144 133
Barios del Inca 39 662 88
Cajamarca 61 408 97
Callao 227 122 44
Canete 83 102 81
Chiclayo 114 72 72
Chincha 80 91 87
Coronel Portillo
(Pucallpa) 27 175 113
Cusco 90 157 107
Ferrenafe 37 138 138
Huamanga (Ayacucho) 39 55 47
Huancayo 133 145 141
Huaraz 64 198 105
Ica 69 87 70
llo 187 422 57
Imperial 42 60 43
La Matanza 10 176 97
Lima 343 203 202
Mariscal Nieto 25 522 40
(Moquegua)
Maynas (lquitos) 84 195 135
Monsefu 9 57 57
Pisco 63 83 71
Piura 106 125 124
Leoncio Prado
(Tingo Maria) 35 71 71
San Isidro 1265 1 11
San Juan de Miraflores 65 52 51
Santa (Chimbote) 113 79 57
Santiago de Surco 347 13 13
Tacna 117 103 33
Talara 107 293 63
Trujillo 153 55 53
Tacume 4 85 85
Tumbes 35 158 87
Ventanilla 23 182 59
Villa El Salvador 55 63 61

Source: Contaduria General de la Republica; SIGOD; INEI 2006.
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The table shows that there exist big differences between the municipalities
not only concerning the revenues out of the property tax (the range goes
from 4 to 1265 Soles) but also concerning the fiscal transfers which have a
population criteria in its distribution (FONCOMUN and Vaso de Leche)
with a range from 11 to 202 Soles/per capita. Taking overall transfers into
account, this dispersion rises strongly (11 to 662 Soles/per capita). These
statements are not affected by other local taxes, because the property trans-
action tax and the vehicle tax are both strongly concentrated in Lima/
Callao.

The result for each municipality is visually demonstrated in the scatter
diagram Graph N° 17 and allows classifying groups of municipalities with
similar fiscal features. The small Andean municipality of Bafios del Inca in
Cajamarca receives 662 Soles for each citizen as fiscal transfer, whilst hav-
ing a property tax bill of only 39 Soles per habitational unit. On the other
extreme, we have the district of San Isidro (harboring the financial center
of the country) with a property tax bill of 1,265 Soles per habitational unit
and only 11 Soles in transfers. A basic typology of four groups can thus be
made:

a) Municipalities which are able to register high property tax revenues per
habitational unit, but receive low fiscal transfers (eg. Surco, San Isidro)

b) Municipalities which receive high fiscal transfers, but show low reve-
nues out of the property tax (eg. Bafios del Inca, Moquegua, Cajamarca
and Talara)

c) Municipalities with important property tax revenues and also significa-
tive fiscal transfers (eg. Lima, Arequipa and Ilo)

d) Municipalities with low property tax revenues and low fiscal transfers

(eg. Leoncio Prado, Huamanga, Imperial, Monsefu)
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Graph N° 17: Total Transfers per capita in relation to property tax per habitational
unit (2005)
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This classification does not automatically translate in detecting in a given
municipality a fiscal effort or fiscal laziness, which will be shown in the fol-
lowing qualitative assessment: The theoretical model used in this investiga-
tion permits us to address and analyse policy issues on a more individual
basis. While most municipalities have their special characteristics and may-
ors react to these and the political culture that goes with them, it was possi-
ble to abstract a set of typical patterns for mayors.

The semi-structured interviews of the sample were processed and compared
with detailed financial data of the respective municipalities. Several ways of
presenting the information were plausible. It would have been possible to
differentiate only between a) rural municipalities, b) municipalities with
high transfers, ¢) urban municipalities and d) municipalities with SATs.
However, to illustrate the research results in a more purposeful manner and
as a pure reflection of the high heterogeneity, a mapping was undertaken
which further differentiates the municipalities into eight principal types. An
elementary rating consisting of four grades (very strong/very high, strong/
high, neutral and low/negative) was used. As already mentioned in the me-
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thodical part, this investigation uses an adapted version of the PMT theory
— the general remark applies here that what ever model used here is the
simplification of the more complex municipal or personal reality.

The three appraisal strings (problem, incentive and constraint) are then as-
sessed in the coping strategy (cf. the illustration of the model in Graph
N°2). The combination of the several appraisal strings result in different
outcomes/patterns: there might be a fiscal effort exercised without having
the actual need (low severity); or the intention to engage in property tax
collection is focused on rational problem solving; or fatalism when a mayor
is aware of a problem but is not able to improve collection or does not want
to try because constraints are strong; or finally, wishful thinking if a mayor
does not have a problem with actual property tax revenues or is not able to
see a problem in reduced revenues. It is argued that mayors make their de-
cision based on their personality, with regard to the particular context of
their municipalities and incentives/constraints from the outside.

The inherent ratings undertaken in this section have to be understood
in the context of the particular purpose of this investigation and it should be
acknowledged that putting emphasis on other policy areas might result in
different outcomes. A schematic overview is depicted in Table N° 14.

Further detailed financial data for each municipality in the survey can
be found in the Annex.

7.1.1 Type 1: Well Advanced, Consolidated Metropolitan Municipalities
These municipalities, unlike others, do not have to master serious shortfalls
in basic infrastructure because they are well consolidated as older metro-
politan areas. These districts were previous residential areas which benefit-
ted by the move out of the inner Lima city centre of services and financial
institutions.

Property Tax Revenues 2001-2005 (in Soles)

Municipality Prov. | Dist. 2001 2002 2003 2004 2005
San Isidro X 15,677,781 17,410,701 | 21,034,788 | 22,619,954 | 25,172,008
Santiago de Surco X 17,259,162 | 21,281,819 | 24,102,283 | 27,363,064 | 26,394,298
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Risk/Problem Appraisal

Severity: The property tax is the main revenue source; these municipalities
get little from fiscal transfers (11 Soles per capita in the case of San Isidro
and 13 Soles in the case of Surco), meaning that fiscal transfers contribute to
less than 4 % of the municipal budget. Therefore these municipalities have
to essentially be financially self sufficient. The property tax finances current
expenditures (an important item is wages), discretionary finances, mainte-
nance and participate also in investment expenditure. The municipal ser-
vices are cost or almost cost recovering (receiving some subsidies).

San Isidro collected about 1,265 Soles per habitational/commercial unit
in 2005 (this impressive amount is biased on the fact that this district is the
financial centre of the country with lots of banks and enterprises paying
high amounts) and Surco 347 Soles per unit. In both districts the property
tax rose throughout the years; former municipal administrations had al-
ready started (budget years 2001 and 2002) to raise property tax collection
and this trend continued up from 2003 with the new administration. On
average the revenues of property tax were raised by 10 % per year. These
municipalities survive predominantly from the property tax revenues and it
is no wonder that mayors express that they perceive the issue of property
tax as very important. Therefore, the severity is very high.

Political Vulnerability: Mayors of these types of municipalities are as-
sessed predominantly on the quality of services the municipality is provid-
ing. The constituency consists of middle and high-class urban areas, citizens
are more likely than in other districts to be people with influence. Interest-
ingly, there was an intent in the past to make these better-off citizens con-
tribute financially (by a betterment levy) to major infrastructure projects
which were directly benefiting them. This experiment failed in the 90’s
(Calderon 2001). Citizens in poorer neighbourhoods were more likely to
accept and contribute financially (for bigger infrastructural needs) and were
not as fast to respond with lawsuits (partly because they were unable to af-
ford it) or political pressure. Residential areas are also primarily against
densification (construction of multi-family buildings), which can result in
extra revenues for the municipality through building licences and more tax-
payers. Therefore, the political vulnerability is neutral to strong.
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Incentive Appraisal

Self-definition/Identity: These mayors orientate their policies around pro-
viding services and try to be in constant dialogue with their citizenry. May-
ors are more inclined than their peers to be inclusive and transparent in
their management model. Mayors of the districts of Metropolitan Lima
were relatively well paid professionals with salaries of about 5 to 6 thousand
dollars.”” The mayors in our sample were not questioned concerning their
management. They identify themselves as being responsive and reform ori-
entated managers. Therefore they possess a rather strong impetus for mod-
ern types of public management.

Response and Self-efficacy: As stated, citizens are likely to be affluent
in Surco and San Isidro (middle and high class). Mayors argue that citizens
are rather eager to comply with financial obligations. The municipalities are
working hard on reducing tax arrears, which is not such a big problem as in
other municipalities. The local public administration is well established and
compared to other municipalities, the staff is professionally well prepared
and the tax office is user-friendly. These municipalities are able to manage

the fiscal stress in this given context; therefore the response and self-efficacy
is high.

Constraints Appraisal
Response costs: The tax assessment by the municipal financial cadastre is
functioning well, tax offices are well staffed, have modernized computer
systems (financial software administers revenues) and the tax database is
actualized in a permanent manner. In the future, increased revenues out of
the property tax will have to come more and more by increasing urban den-
sity (which increases the number of tax payers) and ,prospectively, by in-
creasing rates or valuations (as property tax is perceived to have reached a
level where further increases will be harder to obtain). Response costs are
for the moment rather low.

Institutional constraints: A big problem is seen in the valuation given
by CONATA. Both mayors were negotiating with CONATA about a reas-
sessment of the property valuation, but without much success. Increases in

73 An executive decree reduced salaries for mayors in April 2007, as part of an attempt,
seen by some political analysts as highly populist, to reduce the public sector wage
bill.
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user charges are not identified by mayors as an alternative to property tax
for two reasons. First, user charges are connected to the service provided
and potential financial gains are not allowed to be used for other destina-
tions and also most services are already cost recovering. Second, the Consti-
tutional Court in mid 2005 challenged the given praxis that user charges
were linked to the valuation of property, since then user charges have to be
calculated on the real cost for providing these services and the valuation of
property may be of only one parameter.”* Both municipalities are comply-
ing with the legal obligation to transfer CONATA 0.3 % of the property tax
revenues and use five percent for the development and maintenance of the
cadastre (municipalities subsumize administrative costs as part of expendi-
ture related to the cadastre). The exonerations given by the Tax Code are
identified in these districts as effectively limiting the property tax potential.
The institutional constraints are recognised by these mayors as a big prob-

lem.

Synthesis: These district municipalities of the central metropolitan area
demonstrate an important fiscal effort and show a permanent assessment
and actualization of property values. Mayors correctly perceive that their
municipalities are heavily dependent on the property tax because they re-
ceive only minimal fiscal transfers. The FONCOMUN distribution formula
is not advantageous to them because the basic infrastructure gap is relatively
low. But later on, the financial needs for upscale and qualitative far-reaching
infrastructure are significant (eg. most district streets have potholes). These
municipalities have well functioning sophisticated cadastres for fiscal and
planning use. Mayors only have the property tax to raise revenues. Their
identity of modern public administrators is supportive to their fiscal effort.
They have the professional clout to argue with the CONATA for a reas-
sessment of valuation and as interviews showed they are trying to coordi-

74 This decision in mid 2005 of the Constitutional Court proved to have very unfavora-
ble consequences. After the legal verdict municipal revenues from user charges
dropped substantially because citizens questioned the legality of their bill for user
charges. Municipalities were asked to recalculate the price of their user charges in the
middle of a budget year. Through this decision user charges were actually made
more regressive (to the disliking of municipalities) because while user charges were
linked before to the value of a property (more valuable properties paid higher user
charges), now these were calculated on the real costs involved.
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nate reassessments with CONATA. Interestingly, the principal tax officer of
San Isidro even argued in favour of a raise in the tax rates to increase reve-
nues (in the whole survey almost everybody else was arguing to maintain
the current tax rates).

7.1.2 Type 2: Metropolitan Municipalities in Process of Consolidation
The second type consists of metropolitan municipalities which are still in
the process of urban development and consolidation on the periphery of
Lima, which generally had their origins as “pueblos jovenes” (urban settle-
ments created in the last half century).

Property Tax Revenues 2001-2005

Municipality Prov. | Dist. 2001 2002 2003 2004 2005
San Juan de Miraflores X 2,841,762 | 2,520,278 | 2,759,496 | 4,014,331 | 4,619,346
Ventanilla X 1,407,776 | 1,340,982 | 1,872,489 | 1,864,960 | 2,054,055
Villa El Salvador X 2,354,554 | 2,491,351 | 3,492,177 | 3,813,778 | 4,321,249

Risk/Problem Appraisal
Severity: The mayors of these districts have to master serious shortfalls in
basic infrastructure. Municipal services have to be subsidized and need to
be improved. The lack of financial funds is the main problem for these rap-
idly urbanising areas. The municipalities inside this group have until now
reduced property tax revenues between 23 and 65 Soles per habita-
tional/commercial unit; the regular transfers are (in the range of 51 to 61
Soles per year/capita) also not very substantial compared to their enormous
financial needs. The tax arrears out of the property tax in these three dis-
tricts are between 25 to 40 % (up to 80 % in unconsolidated urban settle-
ments). All together there exists a huge financial gap; therefore, the severity
is very strong.
Political Vulnerability: Citizens are urgently requesting more public in-
vestment and, therefore, mayors are assessed regarding their ability to im-
prove basic infrastructure. The interviews showed that mayors know that
their re-election chances depend very much on their performance in this
particular policy area.

Due to the rapid urbanization through the migration process, the citi-
zenry in these districts are more likely to be rather new in Lima (often their
homes were built on illegal land possessions). And, their social cultural
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background is very different to the well-off districts of the type N° 1. To il-
lustrate the particular political culture it might be helpful to refer to the
municipal building of Villa El Salvador where some frescos of these land
possessions in the 60’s might be seen. These possessions created the district
in the first place: citizens are shown with arms in the air, challenging au-
thorities, making their voices and needs heard.

Also, citizens may ask for personal assistance/aid from the mayor (mu-
nicipality) in certain situations (eg. a funeral, sickness, ...). Therefore, the
political vulnerability is rather high.

Incentive Appraisal

Self-definition/Identity: Mayors of these districts are burdened with the
many problems of the urbanization process. They see their main role in the
delivery of more/new public infrastructure and trying to create and improve
urban services. They act responsively with their identity as mayor very
much analogous to the principal wishes and needs of the citizenry.

Response and Self-efficacy: Mayors are aware of the limited fiscal base
for property tax in these districts, but they believe that citizens are willing to
have property taxes increased. In the last few years new user charges were
introduced in the districts of Ventanilla and San Juan de Miraflores con-
cerning local security and public parks (Villa El Salvador has only recently
introduced a user charge for local security, but for a few years it has had a
user charge for public parks). Moreover, citizens of these semi-informal
urban areas are (as characterized by the mayors) as astonishingly prone to
paying their property tax because they receive, in turn, a kind of legal rec-
ognition for their property. Still, the mayors are well aware of the fiscal re-
strictions their citizens live in.

The management of the property tax is relatively weak and reduces the
self-efficacy: The administration, which can use the mayor to fulfil its goals,
is not as professional as it would be hoped for. And, as it was observable in
Villa El Salvador and San Juan de Miraflores, it sometimes even lacks basic
computer hardware. It is also important to note that the actualization of the
property data isn’t managed on a regular basis. Response and Self-efficacy is
low to strong.
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Constraints Appraisal

Response costs: The political cost to exercise fiscal pressure on their citizens
is not seen as a main problem. Mayors argue that paying property tax is a
legal obligation. Also due to the fact that CONATA is providing the valua-
tion — they can feel or present themselves as mere administrators. Mayors
also judge the benefits of improving public infrastructure or services as very
important. Normally, they do not seem to recognize that there might be a
big political cost in asking for due payments.

Through improving tax culture, assessing property values and reducing
tax arrears the municipalities are trying to collect more property tax. May-
ors have hardly any other option than to improve property tax revenues
hand in hand with the collection of user charges. The potential tax base is
increasing through the urban consolidation process that makes it feasible to
increase revenues year for year. The administrative cost of introducing a
better cadastre might be high but mayors are for the moment content with
relatively homemade databases as a fiscal cadastre. The response cost is
rather low.

Institutional constraints: The valuation given by CONATA is seen as a
big problem. Mayors believe that assessed values compared to marked
prices are between 30 to 100 % behind. In the interviews given, mayors
mentioned that they looked for contact with this institution concerning re-
assessments but their solicitation was not received. The mayor of Ven-
tanilla, as part of a selective assessment, is trying to make the huge facilities
of an oil refinery inside the jurisdiction of his district pay more, but
CONATA, which has to raise the valuation, is not following suit. The mu-
nicipality was presenting this case to the Fiscal Court, but it is perceived by
the municipality that the Court will favor the interests of the refinery.

Property tax exonerations for the pensioners in these districts, with the
exception of San Juan de Miraflores due to their recent institutional nature,
are of no big concern.

The municipalities are only partly complying with the legal obligations
to transfer CONATA 0.3 % of the property tax revenues and to use five per-
cent for the development and maintenance of the cadastre. Institutional
constraints are perceived by mayors as hindering an increase in property

tax.
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Synthesis: These municipalities generally had their origins in the so called
pueblos jovenes (or informal urban settlements which are situated on the
outskirts of the metropolitan area), since then they are in the process of
consolidating themselves. Property tax does not generate big revenues but
even these reduced revenues are very important for these municipalities.
These districts still lack basic infrastructure and therefore receive relatively
more fiscal transfers out of the FONCOMUN than their more developed
neighbouring districts.

As part of the department of Callao, where all municipalities receive a
share of the tariffs collected in the main harbour situated in this area, the
district of Ventanilla has considerable revenues out of transfers (182 Soles
per capita), but as mentioned, the mayor still perceives the fiscal gap as
huge.

The mayors of these districts showed a continuous fiscal effort and they
argued that while the tax potential is only rising slowly the necessity to in-
crease revenues is so huge that literally every Sol counts. All municipalities
assessed inside this group were able to show considerable increases in the
revenues out of the property tax during the last few years. Mayors are put-
ting a lot of emphasis in cultivating a tax culture and educating their citi-
zenry about concepts of the property tax. These mayors were conscientious
of the involved trade-off, trying to give incentives to their citizenry by pri-
oritising public infrastructure works in sectors which complied with their
tax obligations and, by the like, giving discounts for punctual payments.
Their fiscal cadastres are incomplete and partial. In general, mayors men-
tioned preferring to exercise fiscal pressure on commercial or more devel-
oped areas in their jurisdiction (selective assessment).

The mayors of these districts pursue annual revenue increases, but are
also aware that they can hardly shoulder the enormous infrastructural in-
vestments in their jurisdiction out of the financial means they have. Conse-
quently they are betting (and trying to lobby) on the financing of basic in-
frastructure by line ministries as the only alternative to close the financial

gap-

7.1.3 Type 3: Regional Centre, Modern Management Structures

These municipalities are capitals of departments and were already consti-
tuted as provinces in the 19" century. They are less consolidated than their
equivalents in Lima, but they have started to become once again increasingly

146



powerful regional centers of economic development. Ica, which is a regional
centre a few hundred kilometres south of Lima, and Trujillo, a few hundred
kilometres north, are watching a boom of export led growth, principally in
the agricultural sector (grapes, asparagus, paprika etc.).

Property Tax Revenues 2001-2005

Municipality Prov. | Dist. 2001 2002 2003 2004 2005
Huancayo X 2,735,938 3,431,827 2,802,574 3,234,098 3,504,453
Ica X 951,334 n.n. 1,433,877 2,220,563 2,127,370
Piura X 4,928,686 5,667,923 5,880,250 5,863,814 6,100,549
Trujillo X 7,726,386 8,217,429 9,011,060 9,216,524 10,179,607

Risk/Problem Appraisal

Severity: These mayors have to master serious shortfalls in basic infrastruc-
ture. Municipal services have to be subsidized to be improved. Also, they
have inherited a rigid budget structure, which is characterized by high ad-
ministrative and provisional costs. Property tax does generate relatively im-
portant revenues for these municipalities. These municipalities receive fiscal
transfers of relative importance but financial needs are far bigger. The se-
verity is therefore very strong.

Political Vulnerability: Mayors do not seem to be confronted with a
high political vulnerability as they are recognized as leaders in their jurisdic-
tions. Citizens ask just as strongly for infrastructure projects as in other
municipalities. Mayors mentioned they perceive a stronger rejection toward
user charges than towards property taxes. The political vulnerability is
rather low.

Until 2003, Ica was for years a struggling municipality with very poor
public services, the administration 2003-2006 has been acknowledged with
improving these conditions.”

Incentive Appraisal

Self-definition/Identity: The mayors interviewed demonstrated skills as
capable managers and are result orientated (to a lesser extent in Piura).
They gave the impression that they wanted not only to be remembered as
passing by the municipal chair but were personally interested in increasing

75 The backing of the citizenry was high. This mayor who campaigned in 2002 on an
independent ticket was not looking for reelection at the end of 2006.
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the performance of their municipality.”® These mayors were also open to
discussing (and actually were trying) contracting out municipal services as a
possible way to enhance the quality of the services provided and reduce
municipal liabilities (privatising is in Peru as in other LAC one of the more
controversial and contentious issues). Their self definition is very suppor-
tive of reform.

Response and Self-efficacy: Mayors are well aware of the relatively re-
duced fiscal revenue base of their jurisdictions. Relative to the infrastructure
gap which these municipalities face, the municipal revenues are far from
satisfactory. Anyway, the strategy these mayors are undertaking consist of
improving the financial management by increasing the cost recovery of user
charges (reduce the need to subsidise them), raise the property tax revenues
at the same time, favour private sector participation in local infrastructure
investment and lobby for expenditure allocation by line ministries. These
mayors can count on very important extra revenues out of the utilities made
by the municipal owned saving banks (CMACs), another important innova-
tion concerning municipal finances. Municipalities can withdraw up to
50 % of the annual utilities (in a trade-off between increasing capital stock
and municipal investment needs). In the case of Huancayo, the CMAC
transferred about 1.2 million Soles in 2005 and around 3.2 million Soles in
2006 to the municipality which are amounts comparable with their property
tax.

The self-efficacy was increased in the case of these municipalities by a
very interesting innovation: the creation of semi-autonomous tax agencies
(SATs). For a more extensive discussion see Chapter 7.2.1). Mayors were
well aware that the traditionally staffed municipal tax offices (low paid, bu-
reaucratic, non-transparent, poorly qualified ...) were part of the problem.
Through this management innovation these mayors greatly enhanced their
self-efficacy by finally handing the responsibility over to the CEO of the
SATs and paralleling this with powerful self-financing incentives. More-
over, they got rid of the political and administrative puzzle of being de-
pendent on poor administrative organs and low paid public employees.
Therefore the response efficacy can be rated as very high.

76 By chance or coincidence, the mayors of Trujillo and Huancayo were given credit for
their administration. The former was elected as regional president of the department
La Libertad. The latter is now heading the management of the huge and problematic
National Security System.
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Constraints Appraisal
Response costs: For these mayors the public policy chosen by creating SATs
had several implications. The mayors were translating the administration of
local taxes, fines and user charges to the SATs but still institutionally over-
saw the SAT management (the CEO is named and sacked by the mayor).
The administrative costs of the SATSs (cf. Table N° 8), which are 5 to 10 %,
are reducing the net revenues of the municipalities but when compared
with the administrative cost of a line municipal tax office are still not too
unfavourable. Mayors offered former employees of the tax offices the
chance to be assessed in a competitive exam or to be taken over by other
municipal departments. The response costs were high at the very moment
of the creation of the SAT’s, but now seem to be rather neutral.
Institutional constraints: The mayors declare that their self-efficacy is
constrained by the restricted policy options concerning valuation and tax
rates. The CEOs of the SATs were noted to have asked unsuccessfully in
reiterated ways for reassessments by CONATA. The exonerations of pen-
sioners are also somehow limiting the self-efficacy, as an estimated 20-30 %
of households get a waiver. Sub-valuation is estimated to be 30-50 % of the
commercial values. The mayor of Huancayo has also argued for giving mu-
nicipalities the possibility to increase tax rates to improve autonomy. May-
ors and CEOs of the SATs perceive that they are constrained in a similar
way.

Synthesis: These provincial municipalities are important regional centres
and demonstrate a rigorous fiscal effort concerning the property tax and
also concerning user charges because of the profound fiscal needs they have.
The basic infrastructure gap and the subsidizing of municipal services make
property tax an utmost important revenue base. It seems that these munici-
palities were able to manage the fiscal strain in a given context rather well.
Compared to the better-off metropolitan districts they still lack much basic
infrastructure and therefore receive relatively more fiscal transfers out of
the FONCOMUN. Property tax does generate relatively important revenues
for these municipalities but it is still far away from being able to close the
infrastructure gap. The fiscal transfers are not unimportant: in the case of
Trujillo around the same amount is received in transfers as all the taxes the
municipality is collecting together (fiscal transfers are 55 Soles per capita).
Meanwhile Huancayo receives — with 145 Soles per capita — almost triple in
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fiscal transfers. Ica is actually collecting with 69 Soles per habitational unit
relatively little in property tax, but this is explained by the fact that this mu-
nicipality was known for many years as particularly mismanaged (waste in
the streets, interruptions in the providing of drinking water, corruption
etc.). Ica’s property taxes under the entrepreneurial minded mayor (2003-
2006) were increasing year to year but, at the same time the mayor was
mindful of the collective memory of his citizens.

These mayors are very much management orientated, reform minded
and possess important skills as communicators. The mayors of these types
of municipalities were pursuing a management reform, eg. by creating
semi-autonomous tax agencies, mainly because they were aware of the par-
ticular weak municipal administrations. The municipalities were also at the
forefront with another financing mechanism which consists of creating
municipal owned local savings banks (share of utilities are almost as impor-
tant as property tax in the case of Huancayo).

While the property tax of 133 Soles per habitational/commercial unit in
the case of Huancayo, 103 Soles in the case of Piura and 153 Soles in the
case of Trujillo are considerable revenues for Peruvian municipalities, may-
ors and the CEO of the SATs mention that there still exists a big potential
for further increases but they are limited by different institutional con-
straints (cf. Box N° 2: Institutional Constraints).

All of the SAT’s put much emphasis on cultivating a tax culture and be-
ing tough on outstanding payments, which is known in Peru as “cobranza
coactiva.” The constitution of an SAT may be taken as a strong signal alone
concerning the will to exercise a fiscal effort, as it means for a given mayor
to engage in significant public sector reform which might be unpopular to
his citizenry and administration (this is especially true in the case of Trujillo
where the mayor introduced a SAT as early as 1997).

The SAT’s do not receive extra political alignments by mayors but
rather are asked by them to comply with the tax collection conforming to
the law. SAT’s can manage their tax and user charge assessment in an inde-
pendent way, but the fixed share of the collected revenues is an important
incentive. The fiscal cadastres of the SAT’s are comparable with those of
metropolitan districts like San Isidro or Surco (permanently actualized).
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7.1.4 Type 4: Municipalities with Adverse Identity Incentives which
Result in Little or no Important Tax Pressure

This group is formed by municipalities with little or no important tax pres-
sure and with important or relatively important fiscal transfers. A few
mayors state that increases in property tax are pursued, but in reality, local
public policies show a different picture.

Property Tax Revenues 2001-2005

Municipality Prov. | Dist. 2001 2002 2003 2004 2005
Arequipa X 5,920,406 | 7,389,370 | 7,570,212 | 7,515,142 | 7,710,847
Cafete X 874,061 773,702 941,088 939,789 998,039
Cusco X 2,351,129 | 2,050,227 | 2,542,869 | 2,354,086 | 2,548,237
Imperial X 334,269 339,894 331,084 403,379 361,000
Maynas (lquitos) X 2,702,949 | 2,781,247 | 1,838,950 | 2,140,349 | 2,668,703
Rupa Rupa (Tingo Maria) X 595,322 544,503 525,676 655,609 481,489

Risk/Problem Appraisal

Severity: Some municipalities in this group have important revenues out of
some unique source. Arequipa has extra revenues out of the local savings
bank (revenues are about the same amount as property taxes) However, it
has been negatively affected by a modification of the national tax code
which changed the allocation formula and allowed one mining enterprise
situated in the region to use accelerated investment write-offs, which re-
sulted in reduced Canon transfers. Cafiete is benefitting greatly by the prop-
erty transaction tax Alcabala, as one district (called Asia) inside this prov-
ince has been chosen as the new favourite summer residence for the upper
class society of Lima. The provincial municipality receives the sprinkling of
tax revenues out of many property transactions and this tax collects more
than the property tax. Cusco, as an international tourism centre, collects
about 4 Million Soles a year as a tourism charge which is about 50 % more
than the very low property tax.

Nevertheless municipalities still have far stronger financial necessities,
which can only be covered partly by these extra revenues. The basic infra-
structure gap is as evident as in other municipalities; municipal services
have to be subsidized and are in need to be improved. Mayors have ac-
knowledged in the interviews that the severity is high.

Political Vulnerability: The political vulnerability in these municipali-
ties does not differ much from the average Peruvian municipality. Citizens
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ask chiefly for public investment by the municipalities. In Cusco and Are-
quipa, which are important traditional centres and are more consolidated in
their urban development, the mayors are also more active in areas like regu-
lating the inner city traffic, formalizing businesses and city planning. The
political vulnerability is strong.

Incentive Appraisal
Self-definition/Identity: Most of the mayors of this group had all made the
decision to campaign for re-election later on in the year when these inter-
views were held. They were, obviously, not big reformers nor output orien-
tated managers. In their understanding they wanted to implement public in-
frastructure, but without harming voting citizens too much or at all. The de-
livery of public services for them was important, but not at any price. They
were rather trying to satisfy needs. Therefore, it can be assumed that their
self-definition or identity is not particularly helpful to exercise a fiscal effort.
Response and Self-efficacy: The interviewed mayors are heading mu-
nicipal administrations which are riddled by low performance. In not one of
these municipalities was a constructive far reaching public management
reform implemented. Mayors declared that they were somewhat innocent as
they had to live with overstaffed and poor professional capacities which they
inherited from former administrations. The mayors are aware of a poor re-

sponse efficacy and some of them help themselves with fatalism.

Constraints Appraisal

Response costs: The response costs are high as municipalities inside this
group show a low performance concerning their tax administration and
lack a proper cadastre. The mayors of the municipalities of Arequipa,
Cusco, Iquitos, Tingo Maria and Cafete are avoiding a perceived political
cost of collecting more property tax.

The actual tax revenue is low compared to the tax base and the com-
mercial activities in these regional centres. In the fiscal year 2005, Cusco
collected only 90 Soles in property tax/per person, Iquitos 84 Soles and
Cariete 83 Soles. The fiscal transfers for these municipalities are in the range
between 102 Soles (Caiete) and 195 Soles (Iquitos). A high response cost
seems to negatively influence a decision to exercise a tax effort.

Institutional constraints: The valuation given by CONATA is seen as a
serious problem only in the case of the municipality of Imperial, where the
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valuation is apparently only 20 % of commercial values (the mayor men-
tioned that his municipality has no possibility in influencing valuation). The
other mayors do not detect institutional constraints but rather argue that
they are constrained by the low fiscal compliance by tax payers.

Synthesis: These provincial municipalities demonstrate a certain fiscal laziness
concerning the property tax. This observation can also be made concerning
user charges. Compared to the three types of municipalities described be-
fore, this group differs the most concerning the incentive appraisal. Mayors
seem, due to their self-definition, not to be sufficiently eager to ask for more
tax money because it is evident that the tax base would permit higher tax
returns. The perceived political cost of exercising a fiscal pressure is not
seen as sufficiently rewarding under the context that the municipalities may
have more or less important revenues out of other sources (eg.: local saving
banks in the case of Arequipa, Iquitos and Cusco; the Canon in the case of
Iquitos; the property transaction tax in the case of Cafete; and a special
charge on tourism in the case of Cusco).

Some mayors just might not be willing to make any decisions at all con-
cerning fiscal effort; — they have inherited a poor functioning property tax
regime and just continue with it, demonstrating apathy.

Arequipa which shows high property tax revenues per habitational unit
at 451 Soles (in our sample only San Isidro is collecting more) still has more
potential (their regional GDP is the highest in Peru after Lima, far exceeding
that of other regions and the urban area of Arequipa is very prosperous).
The municipality also transferred into its accounts twice the amount from
its savings bank than it did from what it received from property tax in 2006.

Nevertheless, the mayor of Arequipa was interested in creating a SAT in
his jurisdiction, he even contracted the services of another SAT to give
technical assistance in the implementation period, but after protests by the
local media and population he moved back from this policy, which might
indicate that this mayor wished to exercise a stronger fiscal pressure, but
was viewing his actual tax administration as of little help (response costs
and self-efficacy is low). This mayor also started to charge his citizens from
the fiscal year 2005 onwards for local security that was always delivered but
not charged for.

Iquitos and Tingo Maria, as emerging municipalities in the Amazons
basin, have some special features concerning political culture, identity of
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mayors, etc. which can be taken as representative for other municipalities in
this geographical region. Both mayors showed no real interest in exercising
fiscal pressure.

7.1.5 Type 5: Municipalities with High Response Costs or Low Response
Efficacy

Most municipalities in this group’” do not have a cadastre as a tool to im-
prove property tax and the tax administration is not very professionally
orientated. Nevertheless, the mayors have stated a dedicated interest to im-
prove property tax revenues.

Property Tax Revenues 2001-2005

Municipality Prov. | Dist. 2001 2002 2003 2004 2005
Abancay X 212,650 284,641 317,972 348,362 328,283
Chincha X 681,513 816,320 885,508 | 1,114,425 1,139,467
Huamanga (Ayacucho) X 581,817 731,470 864,702 899,956 992,577
Ferrefafe X 193,318 201,168 424,435 299,824 n. n.
Huaraz X 837,779 485,403 628,438 786,266 941,147
Mariscal Nieto (Moquegua) X 251,195 295,958 491,260 360,610 476,903
Santa (Chimbote) X 4,262,940 | 4,298,371 | 3,603,010 | 5,109,502 | 5,523,384
Tumbes X 387,808 595,663 766,859 811,519 868,563

Risk/Problem Appraisal

Severity: The municipalities representing this type are located primarily in
the Sierra (rather poor) or are secondary centres on the coast. The fiscal
need is very high, as services are subsidized, recurrent expenditure is raising
and the infrastructure is in a dire state. The severity is therefore very strong.
In the case of Moquegua and Huaraz (relatively poorly developed cities but
situated in booming mining regions), the fiscal stress has been greatly re-
duced from 2005 onwards, when windfall transfers greatly enhanced the
municipal budgets within one year. In some municipalities the revenues out
of the user charge for waste removal was higher than that for property tax.
In Moquegua, the only municipal service which is charged is that of waste
removal. It should be noted that a serious earthquake demolished much of

77 Moquegua and Huaraz would have been able to subsumise also inside the group “big
fiscal transfers” but because the poor response and self-efficacy is more dominant, it
made more sense to discuss them inside this group.
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the infrastructure and housing sector of Moquegua a few years ago. Overall,
the severity goes from high to neutral.

Political Vulnerability: It can be deduced that mayors of these munici-
palities are vulnerable relative to the political culture of these relatively un-
complicated municipalities. Citizens are as prone, as in any of the other cit-
ies, to ask for infrastructure improvements and to a lesser extent for im-
provements in municipal services. The political vulnerability is comparable
to most municipalities: predominantly it is characterized as strong. A spe-
cial case is Ayacucho, where the population suffered considerably during
the period of terrorism (it was birth place and center of the Shining Path)
and the mayor is aware of sudden outbursts of citizens’ displeasure.

Incentive Appraisal

Self-definition/Identity: These mayors are heading local societies that can
be described as still rather traditional. The mayors mentioned that they are
aware of the principal expectation of their citizenry and their demands for
the delivery of improved public infrastructure. Mayors of these municipali-
ties can’t be characterized as big modernizers, they are trying to reach their
goals inside the given limitations of their local administration. Their man-
agement model is traditional and mayors are responsive to the preferences
of their citizens.

The only exception inside this group might be found in the mayor of

Ferrefiafe, he was trying to modernize this rather rural municipality by try-
ing to create a cadastre, a SAT and by outsourcing services.”
Response and Self-efficacy: The municipal administrations are weak and
no cadastre exists. The self-efficacy is low because the tax base is very small
(in some municipalities of this type the local population is very poor) and
tax arrears are high. Mayors do not believe that the property tax is able to
get them out of the infrastructure deficit but have little other means. There-
fore the response and self-efficacy is low or negative.

78  After the presidential election in mid 2006 he was named agricultural Minister. Un-
der his more traditional successor, who stepped in, the reform impetus slowed down
or even rolled back.
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Constraints Appraisal

Response costs: The costs for enhancing revenues compare unfavourably in
relation to revenue prospects. Even with modern cadastre, updating of val-
ues and a reduction of tax arrears, the extra revenues the municipalities can
expect are comparatively modest. The municipal staff would require a
whole process of capacity development to make employees more competi-
tive.

Institutional constraints: The valuation is not up to date but efforts to
get in touch with CONATA are non-existent. In the case of Moquegua, the
revenues are also negatively affected by tax exonerations. Constraints are
not identified or perceived as a given and mayors do not search (or perceive
that they are without) means to improve the institutional context.

Synthesis: In these municipalities the property tax generates relatively re-
duced revenues (25 to 80 Soles per habitational unit with Chimbote at 113
Soles doing fairly better). Nevertheless, property tax is an important source
to finance the local budget. The principal difference to other municipalities
consist in i) that the response and self-efficacy is low, having a negative im-
pact on the incentive appraisal and ii) that the response cost due to the par-
ticular municipal context are perceived as high. Mayors are exercising a fis-
cal effort but are limited principally through a low fiscal base and low per-
formance of the municipal administration. Constraints are not perceived as
a big problem because missing fiscal base and low administrative capacities
are predominant.

Huamanga (Ayacucho), as an example for other municipalities in this
group, is situated in one of the poorest Peruvian regions with a very high
incidence of poverty, but ironically, receives relatively low fiscal transfers.
The mayor is aware of a political cost but has been trying nevertheless to
raise property tax little by little because he urgently needs more revenues
(apparently balancing between applying a fiscal effort and avoiding the of-
ten stated political cost).

7.1.6 Type 6: Big Fiscal Transfers
Municipalities inside this group may be characterized principally by receiv-
ing huge amounts of transfers which results in a particular appraisal struc-

ture.
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Property Tax Revenues 2001-2005

Municipality Prov. | Dist. 2001 2002 2003 2004 2005
Bafos del Inca X 208,000 n.n. 233,063 250,629 367,814
Cajamarca X 1,231,902 1,297,967 1,219,412 3,280,658 2,456,805
llo X 1,338,239 1,876,134 2,324,919 2,372,093 3,567,870
Tacna X 2,168,406 1,927,692 2,132,525 1,883,447 3,687,602
Talara X 1,629,580 1,816,738 1,701,099 1,837,406 2,216,614

Risk/Problem Appraisal

Severity: Different to other municipalities these municipalities receive
windfall transfers, linked to the extractive industry boom, from the national
tax sharing system. The origins of these transfers have been existent for
many years, but the huge amounts of revenue which municipalities receive
have in fact never been seen before in the Peruvian municipal context. All
the same, these municipalities which have received important transfers dur-
ing the last few years are still working on closing the shortfalls in basic in-
frastructure. The municipal services are being subsidized by the FON-
COMUN transfers or by the property tax. The municipalities in this group
show a different budget structure. They have no need to collect property tax
for investment (increasingly during the past three years and for the years to
come) and they are legally allowed to dispose of more resources from the
FONCOMUN transfer in recurrent expenditures, so that it could be argued
that at the moment there is no need at all to exercise a fiscal effort concern-
ing property tax or user charges. The severity is therefore low.

Political Vulnerability: Mayors of this type of municipality have to
demonstrate the ability to use high transfers for investment in basic infra-
structure and regional development and are questioned for their apparent
incompetence to accelerate investment. Mayors are trying to calm citizens
down by buying them off with an atomization of small infrastructure pro-
jects (participatory budgeting is also partly responsible for the prioritisation
of small infrastructure projects). Through the high influx of transfers the
media, mining companies and central governmental are also watching
closely the on municipalities’ performance. The political vulnerability is
high.

Incentive Appraisal

Self-definition/Identity: The mayors interviewed in this group can best be
described as rather traditional politicians with some management flaws,
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who were only partly able to cope with the big and sudden influx of money
in a reasonable way. It is logical for them that delivering public infrastruc-
ture comes first as the municipal bank accounts are rising faster than money
can be invested. Asked for reasons to look for increased revenues by prop-
erty tax (even if there is no financial need) they answered that they were
conscious that the hay day of huge transfers are not permanent and that in
future their municipalities need more of their own revenues. Moreover, it
was mentioned that the citizens have to comply with their legal obligations.
The management approach of the mayor of Talara can be described as po-
pulist, the municipality is seen by him as providing work opportunities for
its citizens.”” Therefore, the identity is neutral to strong.

Response and Self-efficacy: All mayors interviewed in this group are
working on ways to collect more property tax. In the case of Cajamarca the
mayor was doing so by institutionalizing an SAT. The response efficacy
from the rural Andean municipality Bafios del Inca is particularly low. The
property tax collection in the past was not very important, but because land
and property values were rising very fast, the mayor was able to see a case
for taxing property. It was seen that these mayors lack planning capacities
(or inducing their administration) to scale up investment projects (hassling
with legal rules concerning contracting, preinvestment studies, execution
and supervision of projects). The response and self-efficacy is reduced
through a weak and overstaffed municipal administration and the lack of a
sophisticated finance cadastre.

Constraints Appraisal

Response costs: The tax potential in these five municipalities is immense.
Much money is pouring in through fiscal transfers with big impacts on land
and property prices. Even agricultural land in Cajamarca is sometimes now
valued US$100.000/ha leaving these municipalities with big margins to in-
crease their property tax bill year for year. A missing cadastre restrains the
tax potential in Bafios, while the other municipalities possess basic fiscal
cadastres. The often stated political cost is acknowledged by mayors but
they are totally convinced in the case of Ilo and Cajamarca that the effort is
worthwhile or that they even have the duty. In the case of Bafios, the mayor
argued the same but with far less emphasis (due to the much lesser tax po-

79 He was reelected with his approach at the end of 2006.

158



tential). Upgrading the fiscal cadastre and the performance of local admin-
istration implicate relatively high response costs but with big potential to
enhance property tax revenues.

Institutional Constraints: The valuation given by CONATA is seen as
a principal problem as commercial values far outstrip obsolete assessed val-
ues. Interestingly, the mayor of Talara is using a selective strategy to make a
dominant oil refinery in his district pay (they never used to pay) but is
rather forgiving with the normal citizen. The oil refinery owes several years
of property tax, according to the municipality, and is apparently not an easy
target (The municipality and oil refinery have been fighting their case for
several years in the central fiscal court). In his effort to make the refinery
pay additionally because out-dated valuation, the Fiscal Court was per-
ceived by the mayor as arbitrary (ruling in favor of the enterprise, similar to
that what the mayor of Ventanilla claimed).

Synthesis: Property tax does not generate inside this group large revenues
but even these reduced revenues are important for the municipalities. It is
most striking that the leading politicians of municipalities which actually
receive windfall earnings (Canon transfers), are trying to collect more prop-
erty tax as they are aware that this bounty won’t last forever. They know
that the distribution modus might be changed (as in the past has happened
various times), that mining enterprises might close business after depleted
natural resources or that prices might fall to pre-boom levels. The property
tax potential is also rising hand in hand with increasing land and house
prices. Even in the case of Bafios del Inca which had in the past a reduced
tax base, the mayor was exercising fiscal pressure to collect more property
tax. However, this fiscal effort has to be seen as an action with moderate
intensity: the main concern of the municipalities like Cajamarca, Ilo and
Banos del Inca is how they actually spend these enormous transfers in infra-
structure projects. The mayors are under very intensive pressure and scru-
tiny by citizens and institutions to show fast and reasonable disbursement,
but they are confronting serious problems in different areas of their local
administration to comply with these expectations.

An interesting option taken by the mayor of Talara shows him using a
selective fiscal effort in his coping strategy. The mayor of Talara mentioned
that in his opinion it does not make sense to tax poor citizens when the po-
tential is far bigger to tax the oil refinery. Apparently, in the case of Talara
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and also with other municipalities, it shows that the presence of a totally
dominant business (mining enterprises, refinery etc.) does not lead to a cap-
ture of local politics.

Tacna which receives very high transfers, is trying, with some success,
to improve property tax revenues through the actualization of the property
valuation by a more or less concerted action with CONATA, and moreover,
the municipality is thinking about installing an SAT.

7.1.7 Type 7: Rural Municipalities

In this sample were included these rural municipalities primarily for com-
parison reasons and to extrapolate from these results to the great number of
small rural districts. Property tax revenues are not significant and only pro-

duce a minimal share in overall revenues.

Property Tax Revenues 2001-1005

Municipality Prov. Dist. 2001 2002 2003 2004 2005
La Matanza X 2,768 19,240 13,337 4,633 29,099
Monsefu X 76,035 | 192,46580 74,130 66,752 n.n.
Tucume X 10,726 18,088 25,780 10,198 19,187

Risk/Problem Appraisal

Severity: The rural municipalities in this sample have a huge deficit in basic
infrastructure. User charges are at low levels and concentrate, if at all, on
charging for waste removal. The severity is very strong.

Political Vulnerability: The political vulnerability in this group of mu-
nicipalities is not as marked as in other municipalities. This is probably due
to the fact that the citizens do not expect great things from their municipali-
ties. Civil society in these remote areas is particular weak or non-existent.
On the other hand, citizens request public infrastructure improvements.
The political vulnerability is neutral to high.

Incentive Appraisal

Self-definition/Identity: These municipalities have traditional mayors who,
of course, try to deliver public infrastructure which every citizen is asking
for. Mayors are often relatively low ranking professionals and are well be-

80 The property tax revenue for this year is biased because included a scheme, “work for
tax debt,” which was registered as revenue.

160



hind in absorbing all the normative changes introduced at the municipal
level.

On the other hand, they are particularly prone in overselling some
achievements like the inauguration of some public infrastructure, the even-
tual visit of an ambassador or national politician. The interviewed mayors
were aware of the restrictions they face in virtually every field. Being a
mayor in a rural town is often the best-paid job around and the representa-
tives of this group are neither managers nor reformers. Implementing a per-
forming public management culture is not part of their political agenda;
they rather look on to staying in their post. Therefore, the motivation for
change is relatively low.

Response and Self-efficacy: These municipalities have a very low fiscal
base and even with a maximum effort their revenues would still be very low.
These mayors have hardly any possibility to raise revenues in a substantial
manner. Moreover, in these municipalities prevails a poor underpaid ad-
ministration and, therefore, the response and self efficacy is low to negative.

Constraints Appraisal
Response costs: The response cost is high regarding the perceived utility.
Cadastres are until now non-existent and would require an important in-
vestment. Local tax payers are hesitant to pay. The local tax culture would
require substantial improvements.

Institutional constraints: Mayors do no perceive that they are re-
stricted by institutional constraints.

Synthesis: Property tax in these municipalities is between 4-10 Soles per
habitational unit, which is mostly insignificant and the involved administra-
tion costs are probably higher than the return. Revenues out of property tax
are also erratic; they have gone up and down during the last five years. It
seems as if the taxpayers pay when they want to do which is sometimes cor-
related to the fact that before selling a property or taking on a mortgage the
commercial banks ask for the due payment of the property tax. While the
mayor of La Matanza had tried to exercise some fiscal effort, even contract-
ing a private firm to collect tax money, he fell back into apathy after meagre
results. The other mayors did not even try to improve tax collection. The
mayor of Monsefu mentioned that in his municipality property tax is not
enforced so as in order not to lose political support.
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These rural municipalities also receive per capita more transfers out of
the FONCOMUN than their more urban peers. The tax base, while not very
favourable, would nevertheless allow a rise in the property tax revenues. But
mayors and citizens alike accept an equilibrium on a very low basis.

7.1.8 Type 8: Contested Municipalities
These municipalities’ main characterizations may be as contested jurisdic-
tions and for showing serious problems of governance.

Property Tax Revenues 2001-2005

Municipality Prov. | Dist. 2001 2002 2003 2004 2005
Chiclayo X 5,251,249 | 5,854,079 | 3,847,544 | 5323963 | 6,616,245
Coronel Portillo (Pucallpa) X 1,348,279 n.n. | 1.376.474 | 1,523,693 | 1,272,539
Pisco X n.n | 1,130,982 730,026 847,624 n.n.

Risk/Problem Appraisal

Severity: The above mentioned municipalities have seen their population
severely increase during the last few years. Pucallpa is receiving important
transfers, which with 175 Soles per capita are almost double the amounts
transferred to Pisco and Chiclayo. Basic infrastructure is the most impor-
tant item on the agenda of every politician inside these types of municipali-
ties. Municipal services are deficit prone and receive subsidies. In the case of
Pucallpa municipal services are not even provided in the whole jurisdiction
but only in the inner areas of the municipality. The severity is, therefore,
perceived as very strong.

Political Vulnerability: Mayors have had to face judicial trials and/or
were questioned by a significant part of his citizenry for the handling of
municipal business. In the case of Pucallpa, the mayor was accused by one
part of the population for being involved in the killing of a critical journal-
ist. Pucallpa is also a special case because until a few years ago it was the
centre of drug related businesses (and still has an important share in it).
Correspondingly, in this particular place, every move had to be carefully
assessed in regard to its impacts. Moreover, the political culture in the
Amazon basin is also different: municipalities can probably be best de-
scribed as emerging entities. It might be worth noting that the mayor Luis
Valdez won, notwithstanding this questioning, with a comfortable majority
of 36 % of valid votes in his re-election in November 2006, thus being one of
the few mayors who have won a second term.
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In the case of Pisco and Chiclayo at the date of the creation of the SAT,
which can be used as a proxy for a demonstrated fiscal effort, the political
vulnerability was still comparative to other median Peruvian municipalities,
but later on things rapidly deteriorated. In the case of the municipality of
Pisco, the mayor was ousted in 2005 and the following party member in the
election list was totally unprepared to be the new mayor. The whole process
and the period until the election in November 2006 was characterized by
incompetent governance, conflicts, corruption, etc.

In the case of Chiclayo, a regional centre with rampant economic
growth, the mayor had demonstrated serious flaws concerning leadership
and was finally ousted by a “tragic” judicial split at the end 2005 between
two central state organizations, the Jurado Nacional de Elecciones and the
Constitutional Court. The former had withdrawn the then mayor Castillo’s
legal credentials for exercising this duty, the latter challenged this verdict.
His successor and former deputy, José Barrueto Sanchez, had taken over in-
between and was unwilling to leave again. After many woes between party
gang members, the municipal building was burnt down in June of 2006. The
executive declared Chiclayo under emergency rule and took over. The new-
ly elected mayor of Chiclayo inherited a file of about 1,000 lawsuits against
the municipality and a huge pile of debt.

The political vulnerability, as the facts above show, was very high and
resulted in the removal of two mayors.

Incentive Appraisal
Self-definition/Identity: In Chiclayo and Pisco, the mayors can be de-
scribed as autocratic mayors but with some special personal features which
probably were responsible for the governance disasters in the first place. Both
have proved to be rather exclusive, alienating allies and adversaries alike.
Their particular style of government was concentrated on themselves, with
little respect for municipal institutions. Their technical and political manage-
ment was weak and they were unable/unwilling to build municipal capacities,
but in their political discourse they expressed a wish to do so. Concerning
decision finding/making the personal attitude of these mayors are particular
prone to be self-reliant. The mayors of this group might be best described as
traditional but with impetus for change if they perceive it as useful.
Response and Self-efficacy: These municipalities have a relatively good
fiscal base, which they are only partially using. The municipal administra-
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tion is very weak because of long periods of bad management from these
and former mayors. The autocratic organization of these municipalities (the
mayor does not leave his administration any decision power) and perma-
nent changes of key personal end up in low incentives for management and
policy reform inside the administration.

In Pisco and Chiclayo, the mayors were trying to bypass inherent flaws
in the municipal administration by the creation of a SAT, enhancing greatly
the response and self-efficacy. The constant quarrels the mayors were in-
volved in, reporting in media, questioning by opposition etc. affected nega-
tively the performance of the SATs, finally reducing the response and self-
efficacy.

Constraints Appraisal

Response costs: The response cost is, compared to lesser developed mu-
nicipalities, relatively low. The tax potential should be significant in all three
municipalities. In the case of Pisco and Chiclayo, the mayors were trying, by
installing SATs, to invest in tax and user charge collection. The commission
charged by the SATs and the trade-off with former employees in the tax
area have had their cost, but apparently mayors were willing to see it
through.

Institutional Constraints: The CEOs of the SATs of Chiclayo and
Pisco identify the valuation given by CONATA as a principal problem as
commercial values are far higher than assessed values. They also challenge
the appropriateness of the legal instruments given to municipalities in case
of outstanding debt, arguing that the mechanism of “cobranza coactiva”
compares unfavorably with the far more forceful legal possibilities of the
SUNAT. The municipality of Pucallpa identified no vital institutional con-
straints.

Synthesis: Property tax revenues are low: Pucallpa collected in the fiscal
year 2005 only 27 Soles as property tax per habitational unit compared to
114 Soles in the case of Chiclayo and 63 in the case of Pisco. Pisco and Chi-
clayo, both installed under the leadership of their mayors an SAT, which
might be granted as a demonstration of their willingness to exercise fiscal
pressure. Mayors were not afraid of losing political support (maybe they
were not afraid because they never had a broad based support). In the case
of Pisco, the successor of the mayor was unable or unwilling to support the
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SAT, which finally resulted in a virtual divorce between the SAT and the
municipality. The SAT in Pisco was abolished by the new mayor in 2007.
On the other hand, the SAT in Chiclayo was able to perform rather well un-
til the burning of the municipal building. Of course, after this event prop-
erty tax and other revenues collapsed. Two conclusions might be taken:
First, the semi-autonomous tax agencies can’t perform in a negative context
of poor local governance. Second, it seems obvious that citizens are with-
holding tax payments in cases of contested governance structures. Inside
these type of municipalities with contested leadership a differentiation can
be made between - on the one hand, Chiclayo and Pisco where the princi-
pal authority was willing to exercise a fiscal effort, but due to the particular
circumstances this was only partly reflected in the property tax revenues; on
the other hand, the mayor of Pucallpa who has neither shown interest in the
property tax nor was responsive to fiscal needs, due to a particular mix of
incentives and constraints. In the contested municipalities of Chiclayo and
Pisco the citizenry punished mayors by voting them out of office or asking
the central state to intervene. Contrary to this can be seen the case of Pu-
callpa where a mayor, who was highly contested by some but popular with
others, won the re-election by a big margin.

7.1.9 Lima and Callao as Separate Cases

Lima and Callao are cases so particular that by an individual analysis no
demonstrative effect or enhanced knowledge should be interrelated. There-
fore, this investigation is limiting itself to a brief illustration of their differ-
ences compared to other Peruvian municipalities.

Lima possesses a special legal status with particular functions and re-
sponsibilities for the Metropolitan capital (made up of 42 independent dis-
tricts). It is not only a municipality but also a department (region) and a
normal district municipality (which is the tax base of the property tax) for
the inner circle of Metropolitan Lima. Because of these characteristics, Lima
receives additional revenues or transfers.

El Callao also has a special status as a “Constitutional Province” and is
the largest and most important port in Peru. Callao is part of the Lima Met-
ropolitan Area as the municipalities have grown together. As part of the
decentralization process promoted by President Alejandro Toledo in 2002,
the Callao Region was created which is geographically identical with the
municipal province of Callao (which consists of six districts).
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Property Tax Revenues 2001-2005

Municipality | Prov. | Dist. 2001 2002 2003 2004 2005
Callao X 11,948,961 12,746,093 14,020,422 | 16,074,536 | 19,965,265
Lima X 14,780,148 | 17,774,171 19,384,152 | 22,161,494 | 27,124,674

Risk/Problem Appraisal

Severity: The infrastructure gap in the jurisdictions of Callao and Lima is
evident. Municipal services are still not cost recovering. The fiscal transfers
are not unimportant: in the case of Lima they amount to 203 Soles per capi-
ta and in the case of Callao 122 Soles. Lima has other important revenues
out of the property transaction and vehicle tax (which are assessed diffe-
rently to the property tax in the whole metropolitan territory), out of the
metropolitan savings bank and, most importantly, from toll charges on
heavily-used roads. Lima has, relative to the gigantic metropolitan tasks it
envisages, a relatively small budget (815 Million Soles in 2005); Callao rece-
ives high transfers from a share of import tariffs and had total revenues of
128 Million Soles in 2005. Municipal employees in Callao receive 18 salaries
a year, these payments are a heavy burden for the municipality. The proper-
ty tax is financing principally recurrent expenditure.

Property tax does generate relatively important revenues for these mu-
nicipalities. The severity of the financial stress in both municipalities is
strong principally because of the high investment needs.

Political Vulnerability: Visibility in the case of Lima and Callao is very
high through media coverage. Normally every step is scrutinized by the me-
dia and this is due to the fact that both mayors of Callao and Lima are po-
litical hopefuls and always serious contenders for highflying public offices.
The political vulnerability is very high.

Incentive Appraisal

Self-definition/Identity: The mayors of Lima and Callao demonstrate impres-
sive communication skills and are result-orientated. In Lima, the mayor is ac-
knowledged as a capable manager but criticized by some insiders as having the
tendency to concentrate power and decisions into his own hands (little inclu-
sive). The mayors of Callao and Lima are best described as modernizers and
political engineers. Their self definition/identity is very supportive to reform.
The mayor of Lima was re-elected by a wide margin at the end of 2006 and
the mayor of Callao was elected as regional president of the Callao Region.
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Response-and Self-efficacy: Both mayors were prone to reform the lo-
cal public administration from inside but were also outsourcing local ser-
vices via concessions. Similar to other mayors they are aware of the inherent
flaws of their local administrations and try to bypass these limitations by the
creation of specialized municipal enterprises to administer a particular pol-
icy area (in the case of Callao, the Fondo Municipal de Inversiones del Callao
which is financing and executing public investment projects and Eslimp
which is the municipal enterprise for waste removal; the municipality of
Lima has several enterprises: Empresa Administradora de Peaje, Fondo
Metropolitano de Inversiones, Instituto Metropolitano Protransporte de Lima,
Empresa Municipal Inmobiliaria de Lima etc.).

In Lima, the property tax is raised only in the inner historic centre
which unfortunately is in bad shape and, moreover, contains a lot of gov-
ernment buildings which are exonerated of payment. The self-efficacy in the
municipality of Lima is especially high through the effective work of an SAT
(it was the first one, created in 1994). In the case of Callao, the mayor is
stalled in his response efficacy through a relatively meager performing ad-

ministration.

Constraints Appraisal

Response costs: The response costs were high at the very moment of the
creation of the SATs but now seem to be rather neutral. Lima has a well-
functioning cadastre and Callao would have to update in a more regular
basis. The mayor and the SAT argue that the tax base would allow far higher
revenues.

Institutional constraints: The CEO of the SAT in Lima and the mayor of
Callao declared that their response-efficacy is constrained by the restricted pol-
icy options concerning valuation and tax rates. The SAT in Lima has made
several attempts to negotiate a reassessment of property values with CONATA
(subvaluation is estimated to be around 50 %). About 30 % of properties are
exonerated because they belong to central state agencies or pensioners.

In Callao, the last reassessment of property values by CONATA was
undertaken in 2002 and the chief of the tax department estimated that the
valuation was 50 %-70 % below the market value. About 20 % of the prop-
erties inside this municipality district were owned by pensioners.

The mayor and CEO of the SAT perceive that they have relevant con-

straints.
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Synthesis: These municipalities demonstrate a rigorous fiscal effort con-
cerning the property tax and also concerning user charges. Both municipali-
ties have to counter a huge infrastructure gap, relative to the expectations
citizens and the media have, and the municipal revenues are far below ne-
cessity. Property tax is a very important source for recurrent expenditures.
The property tax collection is 343 Soles per habitational unit in the case of
Lima and in the case of Callao 227 Soles which is more than transfers. Nev-
ertheless, in Lima because of other revenue sources the property tax contri-
butes only around 5 % to the overall budget.

The existing SAT in Lima was the first of its kind (created in 1994) and
demonstrates a strong fiscal effort. Even as close as last year the SAT re-
ceived a lot of bad press concerning the harsh handling of people with late
payments. The mayor of Callao was thinking about installing a SAT in his
jurisdiction as well. The fiscal effort is clearly demonstrated in the munici-
pality of Callao. The relatively broad based support of the mayor in the citi-
zenry did not hold him back to ask for more tax money and he successfully
ran for the position of regional president for Callao in 2006.

7.1.10 Election Results and its Implication on Property Tax Management
In our sample no correlation could have been established between the
election results and its implication on property tax management. Strong
hierarchical structures in (public) organisations and a long tradition and
culture of presidentialism on the central stage (which might be as strong at
the local level) might make the election result of little importance for
property tax management. Mayors might react to other incentives as shown
above.

Electoral rules, as mentioned, mean that the mayors who are elected on a
relative majority in elections (The winning list gets automatically half of
council members plus one seat and, moreover, the incomplete power shar-
ing between executive and legislature — through the fact that the mayor pre-
sides over the local council where he also has a voting right. In cases of vote
balance his vote counted for double until 2006) do effect policymakers’ be-
haviour, as they are unbounded by party coalition building.

Of our sample only 4 mayors were elected by more than 40 % of his citize-
nry, 13 mayors were elected with a participation of 30-40 % of the citizenry,
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16 mayors between 20-30 % and three mayors below 20 % (cf. Table N° 13).
Those below 20 % nevertheless possessed a majority in the local council.

It is noteworthy, the three mayors, who were elected with less than 20 % of

the electoral vote and therefore supposedly have a reduced backing for poli-

cy changes, still demonstrated improvements in property tax collection.

Out of the five mayors who were elected by more than 40 % of the elec-

torate, four were showing a remarkable fiscal effort. The mayor who got the

highest score of votes in our sample, the district Coronel Portillo (Pucallpa),

nevertheless showed fiscal laziness. His political style can be characterized

as populist and paternalistic. Plus, the municipality also possessed other

sources of revenue. This mayor was heavily questioned for his performance

in his administration period 2003-2006, but was then re-elected for a new

term.

Table N° 13: Mayors of the selected municipalities elected in 2002 by % of citizens

N° MUNICIPALITY Elected by
1 Abancay 23 %
2 Arequipa 23 %
3 Baiios del Inca 30 %
4 Cajamarca 23 %
5 Callao 31 %
6 Cafiete 22 %
7 Chiclayo 30 %
8 Chincha 28 %
9 Coronel Portillo 64 %

10 Cusco 28 %

1 Ferrenafe 33 %

12 Huamanga 15 %

13 Huancayo 24 %

14 Huaraz 23 %

15 Ica 31 %

16 llo 42 %

17 Imperial 26 %

18 La Matanza 31 %

19 Lima 40 %

20 Mariscal Nieto (Moquegua) 36 %

21 Maynas (Loreto) 28 %

22 Monsefu 32 %

23 Pisco 31 %
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N° MUNICIPALITY Elected by
24 Piura 27 %
25 Rupa Rupa 22 %
26 San Isidro 29 %
27 San Juan de Miraflores 32 %
28 Santa (Chimbote) 30 %
29 Santiago de Surco 50 %
30 Tacna 16 %
31 Talara 17 %
32 Trujillo 42 %
33 Tucume 28 %
34 Tumbes 34 %
35 Ventanilla 26 %
36 Villa El Salvador 24 %

Source: ONPE (Oficina Nacional de Procesos Electorales)

7.1.11 Conclusion

The most important statement based on the analysis of empiric data, which
argues that most municipalities in this sample exercise a fiscal effort (about
2/3 of the cases), is supported strongly by the interviews held with the may-
ors. The property tax revenues of all municipalities included in this survey
were rising from 116 Million (2001) to 176 Million Soles in 2005 or on aver-
age 10 % per fiscal year and this in spite of the mentioned institutional con-
straints (cf. Table N° 12 in the Annex for the property listing of all munici-
palities). It is obvious that the property tax is an important revenue source
in most urban cities and of little relevance in rural municipalities. The fiscal
effort differs in respect to the perceived problem, incentive and constraint
appraisal. The fiscal transfers in the majority of municipalities did not have
a negative impact on their own resource mobilization. Even the municipali-
ties which received high transfers nevertheless engaged in the use of proper-
ty tax as an important revenue tool. Moreover, mayors do not show a ten-
dency to interrelate or trade off fiscal transfers with property tax.

A systematization of the three appraisal strings (problem, incentive and
constraint) which finally results in the coping strategy (here ranging be-
tween fiscal effort and fiscal laziness) is shown in the Table N° 14. The more
threatening the mayors think the situation of local public finances are, the
more intensively they look for coping strategies. A high perception of prob-
lems (relative to low perception) energizes both adaptive and maladaptive
modes of coping. A mayor with a low impetus for change may just not
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make any decision at all concerning fiscal effort. On the other hand, a very
high constraint appraisal has a negative impact on exercising a fiscal effort.
Low response efficacy (compared to high response efficacy) may lead to
higher levels of fatalism and wishful thinking. And, correspondingly, high
self-efficacy may lead to higher intentions to perform, meaning that mayors
perceive that they are potentially well-prepared for coping (they know what
they want) and conversely less susceptible to be influenced by other factors.
Several elements are mutually reinforcing each other (positively and nega-
tively): eg. low response efficacy because of poor administration will have an
effect on response costs and even on the identity of the mayor, etc. How-
ever, the schematic depicting of the different categories undertaken here,
should be not taken as absolute; inside them there are several municipalities
which would also have been able to subsumize into another group (borders
are porous). If municipalities are responsive to local needs depends less on
the size but rather on the incentives a given mayor reacts to.

In contested municipalities, compared to normal municipalities, the iden-
tity of the mayor together with a particular political vulnerability explains
different approaches to property tax. Inside the incentive appraisal, the
identity might be very supportive for institutional change but might be ad-
versely affected by the response and self-efficacy.

Concerning the constraints appraisal it seems that out of the few mayors
who were unwilling to exercise a fiscal effort, some have inherited a poor
functioning property tax regime and were reluctant to change this apathic
behavior. Low performance of tax administration and lack of a proper ca-
dastre seem to negatively influence decisions to exercise a tax effort. Mayors
argue that they are somewhat innocent because of the overstaffed and poor
professional capacities that they inherited from former administrations.
Aware of the inherent flaws of their local administrations, some mayors, are
trying to bypass these limitations by the creation of specialized municipal
enterprises to administer a special policy area.
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The severity of the problem appraisal consists in the perceived difference
between fiscal needs and fiscal means, in most cases resulting in a situation
which might be described as fiscal stress.

One important reason for fiscal effort is that mayors are conscious that fis-
cal transfers are volatile (especially in the case of the canon transfer). Al-
most all mayors wholeheartedly agreed that fiscal needs are still far bigger
than the rising transfers (which are regionally concentrated). Moreover,
municipalities benefiting from windfall transfers have still to cover recur-
rent expenditure through their own revenue collection. Higher investment
spending is matched by an increasing need for recurrent spending (mainten-
ance costs, preparation of projects etc.). The property tax is (in difference to
the canon transfer, the special assignment for the basic food program or the
assignment for basic social infrastructure) completely free to be used for
whatever the municipal administration prioritizes, constituting the main

source for discretionary expenditure.

Peruvian citizens can participate through legal dispositions like “Participa-
tory Budgeting”, “Local Development Plan” or “Participatory Councils” in
municipal policymaking in a way that their fellow citizens in more devel-
oped countries are not able to do, but these instruments did not conduce
until now a stronger discussion of property tax in the local sphere. Mayors
perceive that citizens’ requests are concentrated on public infrastructure
which is articulated in local media, meetings or informal channels.

Hardly any mayor in this investigation argued that they did not try to exer-
cise a fiscal effort, meaning that it is perceived by mayors to be politically
correct to ask their citizens for due payment of their property tax bills and try
to enhance revenues out of broadening the tax base. Most mayors declared
that an important aim for them is to be financially more autonomous.
Mayors also demonstrate that they are responsive regarding citizen pri-
orities. In a country with a high deficit of basic infrastructure, it is small
wonder that mayors define themselves overwhelmingly over the implemen-
tation of public works. In some municipalities a fiscal pact was literally es-
tablished where mayors give, concerning their administration and expendi-
ture, detailed information to citizens and ask taxes and charges as part of a

common project.
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As already demonstrated, the political and administrative structures of local

governments in Peru are dominated by the mayor. A powerful factor is the

personality or identity of a given mayor. The personalities of most politi-
cians consist of a combination of various factors (but probably dominated
by one or another), in our sample we differentiate between:

e Populist, patronage, authoritative type: probably best exemplified by the
mayor of Chiclayo, who is a typical mix of a traditionalist and populist
politician. He was ineffective in service delivery and had a confronta-
tional style of management. When he was ousted the city had 1,000 law-
suits, bank accounts were blocked, etc. Yet, nonetheless, he created a
SAT which in itself powerfully demonstrates that he wanted to collect
more tax money.

e Reformer/modernizer with emphasis on impacts without losing politi-
cal power. These mayors might using their term as a platform to further
political ambitions. The best example is the municipality of Trujillo
which had a long serving mayor who was uncontested by his citizenry,
inclusive in his governance model, had good management skills, was
providing leadership and was open to innovations.

® Private sector, enterprise background. These mayors are output-orien-
tated and are more prone to abrupt unconventional changes (eg. case of
Ica, Ilo, Huancayo).

e Traditionalist. These mayors are ineffective in service delivery and gen-
erally do not try innovative management models (eg. case of Cusco,
Huamanga).

The fiscal court is seen by some municipalities which had cases resolved
there (not all are familiar with the fiscal court) as arbitrary, although
mayors argue that the Court is always tending to rule against municipal
interests.*!

Mayors mentioned that while the tax base of urban settlements in the
outskirts is very low, the citizens of these areas are sometimes astonishingly
prone to pay their low property tax bills because they receive, in return, a

81 The Fiscal Court has only seven chambers (salas) and the increase of cases are con-
gesting the work output as unresolved files are growing. Especially in 2005, almost
12,000 legal suits concerning municipal legalization were brought to the Fiscal Court,
which signifies in pure numbers even more cases than against the national tax agency
SUNAT.
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legal recognition of their properties After 10 years of property tax payment
an individual has the possibility to ask for a legalisation of his claim, even if
he lacks a proper property title.

The valuation given by CONATA is identified by most mayors as the prin-
cipal problem as commercial values are far higher than assessed values.
They also challenge the appropriateness of the legal instruments given to
municipalities in case of outstanding debt, arguing that the mechanism of
cobranza coactiva compares unfavorably with the far more compellingly
legal possibilities of the SUNAT.

Some of the municipalities which show no tax effort in our sample but nev-
ertheless have big fiscal needs are not exactly those which have no potential
to increase tax revenues: e.g. Cusco, Arequipa and Caflete which might all
raise property tax in a substantial way. Apparently these mayors, based on
adverse incentives, are not inclined to raise property tax, which ends up, if
at all, exercising fiscal pressure with a low intensity.

It was illustrated that municipalities of our sample react (concerning the
triple appraisal of problem, incentive and constraint) with a specific coping
strategy. The favourable treatment of residential property over commercial
and industrial properties is described in academic literature as a common
characteristic for the property tax in various countries (eg. in several mu-
nicipalities mayors have demonstrated a selective assessment strategy). Like
in the municipality of Talara, that is home to both a big oil refinery and to
an impoverished citizenry (due to a big lay off in the 90s), the mayor frankly
mentioned that business has to bear a greater burden than residential prop-
erty. Mayors can shift their attention to specific sectors and opt for selective
assessments to counter political cost. Mayors who don’t like to harm citi-
zens by taxing them, but on the other hand, need revenues urgently are
more prone to exercise a selective assessment or raise the fiscal pressure un-
til equilibrium is gained.

Apparently, in the case of Talara and other municipalities, the presence
of a totally dominant business (mining enterprises, refinery etc.) in these
districts did not lead to a capture of local politics.
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Some mayors find certain types of strategies more feasible than others,
which are based more on just individual choice, but are also dependent on
the incentive structure (political culture in a given municipality and other
external factors might be parameters inside the appraisal). Mayors over-
whelmingly prefer that the valuation is undertaken by the central govern-
ment, as they are probably unwilling to face the political fallout from raising
valuations. Local officials and politicians are mainly (with some exceptions)
fine with the fact that the central government bears the responsibility in
setting tax rates. Tax rates concerning property are perceived as suitable and
they have mainly no wish to increase it.

Mayors do not lobby the central government for extra transfers, due to
their formula based character, but they may ask for focalised investment by
central sector ministries.

Some mayors did not seem to have much knowledge concerning the
whereabouts of the property tax or broadly speaking about local finances,
arguing out of context or simply being unaware of the history. Strikingly,
even these mayors with little knowledge were nevertheless embarking on a
serious tax collection campaign.

Taking academic literature into account — which makes a point for in-
creasing user charges — normally one would expect that mayors confronted
with the erosion of the property tax base (especially with the linkage to the
fast raising UIT) and with hardly any possibility to improve values above
the given index by CONATA, would be eager to concentrate more on the
user charges. Nevertheless, the response of the mayors was surprisingly
unanimous that they prefer to tax rather than to charge. Most mayors were
arguing that this is principally due to the difference in the legal character
between these two financing sources: as the citizenry perceives a tax as a
stronger legal obligation than a charge. Some mayors pass the same argu-
ment to their constituency, hiding behind the legal obligation that they have
to collect the property tax. Important is that revenues out of charges may
not be used for other than the financing of the services while property tax
can be used to pay recurrent expenditure.

Fiscal laziness by municipalities in this sample was principally caused by a
low tax potential (adverse incentive structure) or by mayors who do not see
a problem in reducing tax revenues to pursue other policy goals. In extreme
case it could be assumed that local governments distort downward property
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tax in order to reduce the stake for tax evasion. The tax arrears differ vastly
from 5-10 % in the case of San Isidro or Lima to 60-70 % in the case of
Monseft or Talara.

The institutional history also matters, so mayors who inherited a well func-
tioning property tax administration from the former administration are
eager to preserve this.

Wishful thinking (given the nature of taxes actually managed and corre-
spondingly the high dependency of most Peruvian municipalities concern-
ing fiscal transfers) can be identified also as an important incentive: several
mayors mentioned that they want to be the owner of their own destiny and
therefore needed to be more financially autonomous (eg. Cajamarca,
Trujillo).

Imperfection in local democracy and accountability may be tempting some
local politicians by passing the bill to the next incumbent (by the way of
judicial charges, unpaid providers etc.) The Peruvian legislation, which is
well aware of this problem, tries to combat these problems by the obligation
to create a so called commission of transference where the exiting authori-
ties are meeting their successors, but this institutional construct is still in
the beginning stage. The financial software SIAF-GL at least will resolve the
greatest flaws (eg. that a new mayor sometimes did not find any informa-
tion or document at all in his first day in office because the outgoing mayor
took everything with him.)

While most of the appraisal strings can’t be influenced by the central gov-
ernment, the mayors in this sample mentioned that constraints are nega-
tively affecting the incentives for local governments regarding the exercise
of a fiscal effort. The central government which is responsible to enable the
local government can still do a lot to strengthen the incentive setting. Taken
together the (institutional) constraints appraisal show that many munici-
palities but not all are negatively affected by central government policies
(the most important being CONATA, the Fiscal Court, and tax rates).

At the first view, the problem appraisal is influenced only by the mayor
or the municipal context. However, if we remember that the MEF was
changing the conditionality of the main transfer scheme FONCOMUN in
2003, then they probably alleviated local governments in a formidable man-
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ner because they were then free to use this transfer for recurrent expendi-
tures. In praxis the impact was not as harmful for their own revenue collec-
tion, but the point here is that the policy change had an impact on the real
or perceived severity inside the problem appraisal.

The low compliance with legal obligations also stems from the lack of
effective oversight mechanisms, including the reduced institutional capacity
of the Comptroller General (with an annual budget of around US $ 50 Mil-
lion) to supervise the legality of local government spending and the actions
of municipal institutions under its control.

The central government can enhance accountability by providing better
instruments (for example the SIAF-GL database which is still not online)
and once these are available it will strengthen civil society control of local

governments.

7.2 Innovative Strategies

It can be noted that policy choices for local governments concerning prop-
erty tax are somehow limited through the given legal framework compared
with other countries. Furthermore, there is a general perception that mu-
nicipalities have undertaken varying degrees of effort to raise property tax
collection. There are specific encouraging local experiences: positive inno-
vations at the municipal stage (like the successful reduction of administra-
tive barriers in the municipality of Piura and Lima, CMACs or PPP) being
copied by other local authorities. Through the decentralization process
there will be in future even more room for increased innovation (cf. Clark,
1996 claiming this as an important by product of decentralization). “Inno-
vative strategies in resource mobilization would be expected to either im-
prove the efficient use of a local government’s current base or expand the
fiscal base of sub-national government” (cf. Campbell & Fuhr, 2004: 32).
Concerning tax incentives the municipality of Surco (Lima) has not had
a tax amnesty for 8 years; in “normal” Peruvian municipalities an amnesty
happens on an annual basis. The districts of Surco, Villa El Salvador, El
Agustino and San Borja are setting incentives (premiums, special offers in
restaurants or hotels etc.) to the citizens, who are up to date with their tax
obligations. In the last few years, these municipalities have been able to raise
the timely paid tax revenue by double-digit figures. Other municipalities are
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giving the punctual payer an incentive in the form of a tax rebate. Some
municipalities in Peru like Ilo and Villa El Salvador have introduced with
some success a scheme that allows poor tax debtors to exchange their debt
for community work. To reduce the compliance costs for taxpayers and the
collection costs for tax administration it is becoming increasingly possible
(mainly in the districts of Lima) to do your property tax payment online.
The districts of San Isidro and San Borja have been outsourcing the mainte-
nance or construction of the municipal cadastre.

In chapter 7.2.1 the creation of semi-autonomous Municipal Tax Agencies
(Servicios de Administration Tributaria — SATs) are discussed: SATs func-
tion separately from the local administrations and have several features that
enhance their autonomy, including self-financing mechanisms (retaining a
share of their gross revenues). SATs appoint and promote their employees
on merit and have pay salaries that are comparable with those in the private

sector.®?

The central government is trying through performance orientated man-
agement contracts (CARs) to enhance local management capacities. Con-
cerning the topic of this investigation, most interesting are the CARs which
enhance tax revenues and user charges at the local governmental level. In
the case of the CARs signed with the municipalities, employees theoretically
receive a monetary incentive for successfully complying with the indicators
negotiated in advance, see chapter 7.2.2.

7.2.1 Semi-Autonomous Municipal Tax Agency as a Best Practice in
Peruvian Municipalities

Most interestingly, from the point of public management, is the creation of
the semi-autonomous Municipal Tax Agencies (SATs) which can also be

82 Another older innovative instrument for resource mobilization which should be
mentioned just for complementary reasons was the creation of local saving banks
(Cajas Municipales de Ahorro y Crédito - CMACs) by municipalities in the late 80s
and the beginning of the 90s. These local banks are a real success story in Peru. Up to
now there have been twelve CMACs and with the municipalities as their only share-
holder they are now reaping the fruits. Also, utilities are partly contributing with hef-
ty sums to the local budget. Some important municipalities in our sample - like
Chiclayo and Cajamarca, did not create a CMAC until today, missing the possibility
to enhance policy opportunities in this way.
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seen as a management innovation within an adaptation process to the
changing institutional environment created by national policies (in this
case, the reduction of revenues of urban municipalities in the mid 90s and
consequently the necessity at the local stage of pursuing enhanced revenues
out of their own resource mobilization). The mayor of Trujillo explicitly
cited the negative impacts of the Local Tax Code of 1994 for his city and the
consequent reaction which was the creation of the SAT. In Metropolitan
Lima revenues were reduced then by over 30 %. The first SAT was created
in Lima in 1995.

Favourable performances shown by the three existing SATs of the provin-
cial municipalities (SATL of Lima starting in 12/1996, SATT of Trujillo
(12/1998), and SATP of Piura (12/1999)) have led to an intent to replicate
them. Recently similar agencies were installed in municipalities like Ica
(5/2003), Huancayo (10/2003), Cajamarca (2004), Chiclayo (2004), Pisco
(2005) and Ferrenafe (2005).

It seems obvious that this specific management innovation was caused, for
the first movers (SATL, SATP and SATT), by specific incentives/disin-
centives and for the municipalities which recently introduced a SAT also by
successfully copying the existing best practices. Copying the best practice is
apparently helped by party membership (Piura, Huancayo, Trujillo, Caja-
marca, Ica, Ferrenafe were all in the hands of APRA). In Arequipa, the
mayor (also APRA) tried to create an SAT but after heavy protests he
moved back. In the case of Talara (APRA as well), the ORTT (Oficina de
Recaudacion Tributaria de Talara) had already been created (the ORTT was
basically an SAT, but with a different name) and then abolished for political
reasons (political back-tracking as a reaction to citizen protests). It was as-
sumed before the interview was held with this municipality that one reason
for this would probably be the particular high transfers the Municipality of
Talara is receiving. But, in reality, the mayor who was re-elected at the end
of 2006 still favours an SAT but was not wishing to push it on his electorate.

The common patterns in all of these SATs are that they are separated from
the local administrations and they are granted the legal status of semi-
autonomous authorities. In the past SATs followed either one of two gov-
ernance models: the chief executive officer (CEO) model or the board of
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directors (BOD) model. In the CEO model, the mayor of the municipality
appoints the director. Under the BOD model, on the other hand, the board
is responsible for overseeing the SAT’s management but does not intervene
in the day-to-day activities. SATs are responsible for the collecting of all
their own revenues (taxes, charges and fees). They are designed with a
number of autonomy-enhancing features, including self-financing mecha-
nisms, which is derived from a share of its gross collections plus its own-
income from user fees. This share varies from 5 % for the SATL (this share
was raised to 9 % between 8/2004 and 2006) and SATT, over 6 % for SATP
and the SAT of Ica, to 10 % for the SATHuancayo. SATChiclayo was cre-
ated recently in 11/2004 and is getting an 8 % share; the now deactivated
SATPisco got 14 % (see Table N° 15).

Table N° 15: Starting dates of SATs and their Commission Charge

In operation since Commission Charge
SATL (Lima) 1996 50
SATCh (Chiclayo) 2003 800
SATHuancayo 2003 10 %
SATPisco 2005 14 %
SATlca 2003 6 %
SATT (Trujillo) 1998 50
SATCaj (Cajamarca) 2004 6 %
SATFE (Ferrenafe) 2006 10 %
SATP (Piura) 1999 6 %

A traditional tax department in a given municipality under the name of
“Direccion General de Rentas or Direccion General de Administracion Tribu-
taria” is a line department (and sometimes even only a sub-department)
and, therefore, as part of the wider municipal administration has to comply
with public sector norms. The SATs, on the other hand, are legally public
decentralised entities “Organismo Publico Descentralizado” and this en-
hances the administrative, budgetary and economic autonomy (see Annex:
Figure N° 4 and 5: Organisational structure of a typical municipality and a
SAT). The organization chart of an SAT shows a greater differentiation
concerning the services provided as a tax collector. Several functions like
the reclamation department, internal control or legal council are in tradi-
tional tax offices, if at all institutionalized, but only in an informal manner.
The more detailed structure seems to make this institution more feasible for
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bigger municipalities as SATs are, for the moment, only created in Provin-
cial municipalities.

SATs can handle operational procedures (e.g. contracting, employing,
working hours) with much more flexibility, bypassing problems of the mu-
nicipal administration. SATs select staff according to meritocratic competi-
tions and are contracted under the more flexible private sector regime. The
employees are relatively better paid than their public colleagues (the wage
structure in local administrations is severely depressed and is far from being
competitive in relation to private sector salaries). Employees are regularly
trained in technical and legal issues which are framed in a code of ethics.

Anecdotic evidence suggests that there exists some bribe taking in the
traditional tax offices concerning tax exemptions or assessment of property
tax. SATs argue that through the institutional structure, the code of ethics
for all employees and a strong internal audit unit, the inherent institutional
opportunities of corruption are heavily reduced and accountability im-
proved.

SATs are also well ahead in the modernisation of technological hardware
and software (specialised software was developed under the oversight of
SATs). The SAT Lima lately implemented one of the fastest running fibre
networks in Peru. Attention to the public is provided in modernized build-
ings with modern infrastructure, visually changing the face of traditionally
overcrampt and poorly equipped tax departments. The transaction costs are
reduced, office hours extended and payment via the Internet is feasible.

The change of attitude towards the culture of service provisions, follow-
ing new public management approaches, is a strategic paradigm developed
to break up the old system of simple legal compliance. The taxpayer, in the
SAT concept, has to be shown respect (he is complying with a duty as a citi-
zen, asking for advice or having a well-founded or unfounded reclamation)
and should be given all available facilities to get reduced compliance costs
and a well working service. Moreover, SATs handle information in a very
transparent manner, publishing an annual report and having most data on
their website. This compares very favourably with most other municipalities
where hardly any information is available at all.

In municipalities with SATs, property tax collection has been rising an-
nually well above the average increase of around 10 %. Overall collection
has been increasing even faster (fees, charges, fines). Detracting from an
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apparently strong growth performance is, however, the fact that growth has
started from an extremely low base. Some “traditional” Municipal Tax Of-
fices are not necessarily stagnet and some have had successful experiences
in Lima. They have shown that by partly using the same features as the
SATs they have increased their revenues in a similar way.

SATs are in some way copying the best practices of the Peruvian national
tax agency (SUNAT) which also functions on a semi-autonomous basis (the
tax to GDP ratio rose from nine percent in 1987 to 15 percent in 1997).
Some SATSs copy even the strategy of the SUNAT by concentrating on the
big taxpayers (selective assessing) and therefore in comparison non-
residential properties (industrial or commercial) are often over-taxed rela-
tive to benefits received.

A the central level the model of semi-autonomous revenue authorities
appears to be a trend in the last 20 years among many developing countries
in order to replace their existing tax collection agencies®> - from Latin
America (Bolivia in 1987, Argentina and Peru in 1988, Colombia in 1991,
Venezuela in 1994, Mexico in 1997, Guatemala and Guyana in 1999) to
Africa (Ghana in 1985, Uganda in 1991, Zambia in 1993, Kenya in 1995,
Tanzania in 1996, South Africa in 1997, Rwanda in 1998 and Malawi in
2000) to Southeast Asia (Singapore in 1992 and Malaysia in 1994) and even
to Europe (Spain in 1991), cf. Manasan (2003). Taliercio shows that semi-
autonomous revenue authorities have had uneven impact not only in com-
bating corruption but also the record in improving tax effort is mixed. His
paper argues that from a public management perspective autonomy can be
used to enhance bureaucratic performance in low capacity public sectors
but remarks that the issue of autonomy should not be dealt as a question of
principle.

Success should not be taken for granted, as SATs are not immune to chang-
ing priorities as is shown clearly in the deactivation (after the municipal
election in December 2006) of two SATs. SAT Pisco was deactivated in
March 2007, as a direct backlash to the municipal election. The SAT Pisco
as part of a local government with a contested political culture and with a

83 Inregard to an international comparison of semi-autonomous revenue authorities at
the national level, see Taliercio (2004).
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very bad municipal administration from 2003-2006 is probably paying the
bill. The new mayor of Ferrefafe, a small town with predominantly small
agriculture landholders and related businesses, deactivated the SATFE as
one of his first actions once in office. The new mayor, while recognizing the
success of other SATs, argued that the SATFE did not live up to its expecta-
tion, had a poor administration and that, in general, a rural town has no
need for a pricey independent tax agency. He also mentioned publicly that
every tax agency is aiming to collect more taxes, but that this was not viable
and not wanted in his province.

Clearly, having the SATs budget as a fixed percentage of actual tax col-
lections is in theory a strong incentive to enhance revenue performance and
create autonomy. In practice, it is noted that mayors were renegotiating the
commission share: eg. if revenues were increasing sharply (once the starting
investments were undertaken or just if the municipality was in need of
money). Also, the organisational chart may suffer changes if necessary: the
SAT Lima was given a board of directors in 2006, including five functionar-
ies of the Metropolitan municipality, to oversee the SAT - which can be
seen as a fake BOD. The reorganisation may be seen as the result of the
SATL getting (at the end of 2005) a lot of bad press for being in some cases
overly coercive (and also for discrediting other SATs. By installing the
board, the mayor of Lima was reducing pressure (election was imminent)
with this institutional rearrangement.

Trying to extend best practices further and as an intention to reduce fixed
costs, the SAT Lima signed two agreements to provide the tax collection for
some other metropolitan districts (the districts of Ate and La Victoria) but
this experiment failed and both municipalities are again in charge of their
own tax collection.

The experiences with the SATs are on the whole positive, but should also be
carefully compared with insights from academic literature (cf. Taliercio). A
reformed local tax institution might end up being an island of excellence
while the wider local administration still follows traditional administrative
models, as is demonstrated in the experiences of the SATCh and SATPisco
which were working in contested municipalities and which arguably had a

direct relation to revenues.
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A recently created (June 2006) association of SATs (Asociacion de Servicios
de Administraciéon Tributaria - ASAT), is working on standardising proce-
dures, serving as a platform for inter-dialogue and is trying to pursue policy
advise on the national level.

7.2.2 Performance orientated Management Contracts

Another interesting approach concerning public management reform, this
time on an initiative of the central level, has been undertaken for some years
now by the DNPP (Direccion Nacional de Presupuesto Publico) of the MEF.
Principally it is expected to enhance performance of different governmental
entities by the subscription of Management contracts (Convenios de Admi-
nistracion por Resultados).

Management contracts are a common instrument in administration re-
form. This approach was concentrated in most countries in the beginning
on the central governmental level (eg. Only in 2000 did the UK introduce a
pilot at the local government level: the so called “Local Public Service
Agreements - LPSA” are contracts between the central government and
local authorities that are intended to deliver improvements in key outcomes
for local residents. In return for a potential reward grant, the councils agree
to deliver more services or improved services; the incentive normally con-
sists of an extra donation or fiscal transfer of up to 2.5 % of the local
budget.). While international experience shows a rather favourable picture
concerning the results (eg. in the British case LPSAs are acknowledged for
being helpful in achieving across local governments measurable improve-
ments in education, transport or social services) it might be difficult from a
theoretical point of view to distinguish a system based on management con-
tracts from a purely discretionary system.

In Peru, the DNPP focussed in the past entirely on the pure financial as-
pects of the budget execution process, but was trying increasingly to relate
financial resources to efficient public policies (output instead of input ori-
entated). The overall number of signed CARs stayed during the five years of
experimenting was more or less constant. The number only increased in the
fiscal year 2006 because it included for the first time the regional govern-
ments (see Table N° 16). The sectoral division of the CARs is focused on
public services which are in an especially bad shape, namely education,
health and public security.
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The CARs which enhance tax revenues at the local governmental level and
are, therefore, relevant to the topic of this investigation, have been analyzed.
In the case of the CARs signed with the municipalities, they receive - for
successfully complying with the indicators negotiated in advance (which are
put into a formal contract) — a “Bono de Productividad”, a onetime extra
allowance. This monthly extra allowance consists of up to 25 % of the sala-
ries and has to be taken out of the potential savings of the recurrent expend-
itures. Employees directly involved inside the area of the management
reform, are legally entitled to receive at least 30 % of the overall allowance.
Saying that, the Peruvian CARs theoretically give sufficient incentives to
municipal employees to enhance performance, but they are limited in the
fact that the amount to be disbursed has to come from savings inside the

recurrent expenditures.

At the local level, management contracts were signed especially with several
municipal owned enterprises in the water/sewage sector (SEDAM Huan-
cayo, EMUSAP Abancay, EMUSAP Amazonas, EPS Chavin, EPS SEDA-
CAJ, EPS SEDAPAR and EPS Tacna). In 2006, compared to previous years,
CARs were not signed anymore with the municipal saving banks.

Table N° 16: N° of Management contracts (CARs) signed with governmental entities

2006 2005 2004 2003 2002
CARs total 86 38 42 40 44
Central Government total 50 23 16 18 16
Police stations 22 9 3 2 0
Public Hospitals 14 4 1 1 0
Public Schools/Universities 14 0 0 0 0
Regulating/Supervising agencies 0 7 7 8 7
Other 3 5 7 9
Regional Governments 26 4 0 0 0
Public Hospitals 11 4 0 0 0
Public Schools 15 0 0 0 0
Local Government 10 15 26 22 28
Provincial Municipalities 3 2 0 0 0
Municipal owned enterprises 7 9 13 12 21
Local Saving Banks (CMACs) 0 4 11 9 7
SATs 0 0 2 1 0
Source: MEF
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In the fiscal year 2005, two CARs were directly signed with the provincial
governments of Azangaro and Chucuito (both located in the Puno region),
and in 2006 a CAR was additionally signed with the municipality of Tayaca-
ja (located in the Huancavelica region). The agreements are very simple and
concentrate on only some policy areas. The indicators in the contracts re-
quire that the local administration enhances tax revenues and provide better
local services, especially:

a) in the case of Chucuito: to increase property tax and provide a better
waste removal service,

b) in the case of Azangaro: to increase waste removal, reduce the time citi-
zens need to receive legal certification out of the local cadastre and mi-
nimize the number of overdue tax payers,

c) in the case of Tayacaja: to increase cost recovery for user fees, introduce
the vehicle tax, actualize the tax base, provide better waste removal ser-
vice and actualize the provincial development plan and organization
charts of the municipality.

In the years with an active CAR, the municipalities were showing mildly
positive results concerning tax revenues, cf. Table N°17. However, these
results look somehow less impressive if compared to the years before. It
should be mentioned that the fiscal year 2006 was also an election year. It is
unclear if reduced fiscal effort in the case of the municipalities of Azangaro
and Chucuito is the result of strategic behavior of the mayor (looking for
reelection) or if citizens paid taxes in a strategic way (which in this case
would mean either that they minimized their tax payments to a leaving ad-
ministration or they were sure to benefit under the expected tax amnesty
under the next administration).

Table N° 17: Property tax collection of selected municipalities (colored in grey are
fiscal years with an active CAR)

2006 2005 2004 2003 2002 2001
Azangaro 72,427 78,005 66,021 89,712 48,882 24,926
Chucuito 47,555 56,125 44,093 54,963 37,149 n. n.
Tayacaca 243,400 14,936 131,934 54,645 147,839 n.n.

Source: Contaduria, MEF

One previous evaluation undertaken by the MEF itself (MEF, 2006) states
that important public management reforms have been initiated: eg. a con-
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ceptual change to measure output, positive impacts on process optimiza-
tion, modernization of the infrastructure, reorganization of office hours,
information campaigns, implementation of new management systems and
increased motivation of municipal employees to comply with well estab-
lished goals.

On the other hand, it seems obvious, that the DNPP only lightly moni-
tored these three CARs with the local government level (due to shortage of
human resources or low policy importance). Moreover, some theoretical
insights like that the CARs should be accompanied by accountability en-
hancing features (publication of contract, involvement of citizenry etc.) to
break constraints, did not happen in the praxis. The sequencing of the im-
plementation of the CARs was also inappropriate because it did not corre-
spond to the budget making process. Importantly, regarding employee mo-
tivation is that for not fulfilling all criteria municipalities did in fact not
have access to the productivity bonus. Mainly, they did not revise the local
development plan or implement the municipal organization charts (ROF,
MOF, CAP), which is a legal obligation but has side effects which many
municipalities are shying away from (like: employees have to be given for-
mal labor contracts). The political backing by the mayors was ambivalent: it
seems that the mayor of Azangaro was not involved very much, while the
CAR with Tayacaca was signed primarily on the initiative of the mayor. On
the technical level inside the municipalities, the CARs received support
primarily from the municipal budget office (natural counterpart of the
DNPP), while other municipal areas were sparsely integrated. In the Peru-
vian case of results-oriented contracts the central government is not provid-
ing extra funds, which is often the case in other countries.

Everything summed up, it might be reasonably argued that the local
governmental CARs, while they achieved some better performance, lacked
rigorous assistance and therefore did not reach their full potential. Interna-
tional practice shows that management contracts are a valuable instrument
to deliver improvements (cf. Sullivan & Gillanders 2005), but this only hap-
pens when local governments are given the freedom to decide how best to
deliver priority outcomes (indicators are negotiated), while the central gov-
ernment provides the enabling framework and sets the incentive structure.

The MEF recently decided to implement results-based budgeting. In the
fiscal year 2007, it started with pilots limited to the central level and to pri-
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mary education, the national identity register, nutritional programs and
maternal health sectors.*® While results-based budgeting is coming force-
fully onto the political agenda (occasionally pushed by WB and IADB), the
MEF temporarily suspended the CARs for the budget year 2007 (but is
planning to continue with an improved form of management’s contract in
the following budget year). Even under result-based budgeting, CARs will
be used as an instrument which is setting an incentive frame in public ad-
ministration reform.

84 Another intended reform was made by the Ministry of Finance by integrating into
the financial management the software system SIAF-GL that was compulsory for
municipalities, a cadastre module which was essentially a database and might raise
property tax. This module was assessed as a pilot in some municipalities between
2003-2006 and has been abandoned.
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8. Synthesis

8.1 Examination/Comparison of the Main Research
Hypothesis with Empirical Results

In this chapter the empirical results are examined/compared to the research
hypotheses elaborated in Chapter 1.2.

1) Results of previous investigations finding a substitution process may be
flawed —for the familiar reason - that correlation does not prove causality
and because the effort was not undertaken to make a qualitative assessment.
One could not sense too much reluctance of mayors to commit themselves
psychologically to a project of raising more tax money.

While property tax is very low in comparison with other countries, mu-
nicipalities have shown, on average, steady increases concerning the collec-
tion of more revenues on property tax and some municipalities have shown
impressive results. The data available does not show a substitution effect for
the last five years. The yield on property tax remains low, but there are no
signs that increases in transfers have on average had a negative impact so
far. Mostly, mayors have not shown in the survey a tendency to intercon-
nect transfers and property tax. Property tax has risen by 10 % a year since
2001 and there still exists great potential for increased property tax col-
lection.

The fiscal base of local governments in Peru remains small for the munici-
palities for various reasons. The reasons include insufficient local capacity for
revenue generation in the majority of municipalities, excessive central control
over bases and rates, and missing incentives from the central government.

For the time being it would have been considered - if not a reasonable but
understandable behaviour - for local authorities in Peru not to engage con-
siderable resources to the enforcement of property taxes because bases are
narrow and have modest yields. The tax base has eroded in the past due to
the double link to a) the valuation of property by a central governmental
entity, which was even offset by moderate inflation, and b) the indexing of
the progressive property tax rates to a fast rising reference value (UIT).
Passively accepting whatever revenue happens to come in would be
considered the most reasonable approach, but the empirical findings of this
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investigation show that even then the municipalities engage in property tax
collection.

Because Peruvian municipalities can’t raise the rate for property tax
(nor the rates for the other taxes they are administering) and because they
are not involved in the valuation, the only option left as a policy choice is to
actualize the property values beyond the annual raise in values given by
CONATA for a given square meter by a) further taxing improvements and
b) by minimizing tax evasion.

Mayors have to live up to a constrained local tax tradition: in the end of
2006 (change of administration) there were tax amnesties in around 50 % of
Metropolitan municipalities, forgiving mainly the interest payments, but
sometimes even reducing the principal (up to 30 % in the case of La Victoria),
see Annex Figure N° 6: a typical municipal note concerning Tax Amnesty).

Up to now the revenues out of property tax are, at 8 % of total local reve-
nues, quite low by themselves, and internationally, comparing yields to
GDP, at the bottom end. Measured in relation to the fast rising Peruvian
GDP, in 2007 the projected property tax collection will only be 0.15 % of the
GDP. Peru, therefore, should give serious thought to raising more revenue
out of property taxes, especially in view of the difficulties of raising other
local revenues. Some argue that for a local government setting its own tax
rate is a crucial part of local democracy. The property tax can enhance ac-
countability at the local level. And, it is also important due to the fact that
most charges or transfers are earmarked so that property tax yields can
cover discretionary finances. Recently introduced legal changes in the Mu-
nicipal Tax Code are only marginally improving the potential of property
tax revenues, but further steps are needed.

It is hard to find citizens who are well informed about the reasoning of
property tax, or that the taxes they pay represent equitable contributions to
a larger purpose and social entity with which they can positively identify (cf.
Schneider et al.: 2004 on social contracts and fiscal pacts). In this context it
is not very helpful that Peruvians do not, in general, understand their prop-

erty tax receipt.

2) Revenue performance depends not only on the degree of coercion in-
volved in tax enforcement (for sub-Saharan Africa cf. Fjeldstad & Rakner,
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2003) but also on institutional constraints. Property tax has to be seen as a
part of a fiscal system with dependencies and interactions: national laws and
regulations (Congress, MEF and sectoral ministries) are affecting municipal
revenues. Institutional constraints at the central and local level, as well as by
line ministries/entities, hindered local governments to improve and mu-
nicipalities had little policy choice to increase revenues out of property tax
due to the setting of rates and valuations at the central level. The central
government largely dominates intergovernmental fiscal relations, including
the design and implementation of local fiscal policy matters. Local represen-
tation bodies are mainly missing on the central stage and those that exist
have little bargaining power. Institutional constraints are an important rea-
son why property tax collection is not very substantial, cf. Box N° 2.

From the macroeconomic point of view, municipalities in Peru have hardly
counted in regards to revenues, transfers, expenditure, and debt. As in most
shared administration systems, low incentives from the central government
indicates that property tax probably comes last in policy preferences for the
Ministry of Finance (if not be taken into account on benevolent grounds). It
is also observable that the MEF seems not to be too familiar with the local
fiscal situation/tax code. Only recently, through windfall transfers, that mu-
nicipalities got into the flashlights.

Box N° 2: Institutional Constraints

MEEF, Sector Ministries, Congress (legal framework and regulation):

e Little interchange of views with municipalities, which in turn leads to
legal surprises for the municipalities (residual centralist approach).
Rules of the games are changed again and again. The MEF is taking
care in ensuring fiscal stability, but it was sometimes harming, while
other times strengthening, the fiscal incentives for resource mobiliza-
tion of local governments.

e The structure of transfers provides no incentives.

e There is limited interest in giving municipalities more policy choices.*

85 In most developing countries, local government autonomy is often heavily con-
strained when it comes to taxation. One explanation is simply that central authorities
are reluctant to grant such autonomy to local governments (Ebel and Taliercio 2005).
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e There is no real supervision if municipalities are complying with the
law (eg. a share of property tax is to be invested in cadastre).

e Enforcement mechanism “Cobranza coactiva” is legally given by the
central government, but is ineffective and a very slow instrument to
enforce citizens unwilling to pay, comparing unfavourably to the much
more effective enforcement mechanism of the national tax agency
(SUNAT).

e Tax base erosion by raising UIT.

Specialized Central Institutions

e SUNARP (property registry): exchange of information with munici-
palities is less than optimal.

¢ CONATA (valuation index setting): valuation does not reflect com-
mercial value, struggling to increase valuation above inflation.

e PETT and COFOPRI (land/property titling) did not show much con-
tact with municipalities.

e Tribunal Fiscal (Fiscal Court) is slow or overburdened by assessing
cases, perceived by municipalities as arbitrary.

Municipalities

¢ Low administrative performance (poor local civil service, tax amnes-
ties, bureaucracy etc.).

e (adastres are often inexistent and mostly not updated, municipalities
are not complying with the legal disposition to invest 3 % (now 5 %) of
property tax in maintenance of the cadastre.

e Some municipalities are not complying with the 3/1000 share of prop-
erty tax revenues which should get CONATA.

¢ Disincentives caused by the political cost of the property tax.

Given the inherent political liabilities of the property tax, disincentives at
the local level must also be addressed. In the Peruvian case there exists little
reason to believe that mayors have at their hands other more politically at-
tractive means of increasing resources. Mayors may lobby for extra expen-
diture by central governmental institutions which might prove a hard bar-
gain job given the prevailing policymaking process in central institutions (it
has little to show concerning bottom-up decision making or coordination).
Concerning fiscal transfers, there exist little expectation to change the allo-
cation because most are formula based, than to receive a general increase of
transfers linked to raising GDP.
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Partially freeing the main fiscal transfer FONCOMUN from earmarking
(a legal obligation to invest in infrastructure) was seen by some as going in
the wrong direction, as being counterproductive for resource mobilization.
But, it can be argued that this legal change was a matter of adapting to the
reality that small municipalities paid and are paying overwhelmingly their
expenses by using the FONCOMUN. On the other hand, while property tax
was used traditionally more for recurrent expenditures rather than invest-
ment and the citizenry therefore did not see the use of paying their bill, the
reduction of conditionality permits in theory a substitution of transfers by
property tax as a source for investment (at least for propaganda reason).

Given the reduced policy options for municipalities, the central government
is responsible for the enabling conditions (promoting and facilitating reve-
nues from property taxes). But, because municipalities have only a re-
stricted voice at the central level, it is observable how the central govern-
ment institutions are changing time after time the rules of the game (Canon,

Foncomun distribution and use, regulation concerning fines etc.).*

3) Mayors are very dominant in Peruvian local politics. The civil society and
other interest groups may be stakeholders concerning other policy issues
but do not interact concerning property tax. Since the central government
has responsibility for tax regulation and partially with valuation there has
been little debate about financial issues on the local political agenda. Most
council members are therefore not familiar with tax issues and therefore do
not intervene on the political stage (and not only in small rural municipali-
ties) reducing the whole issue more to an administrative procedure. With-
out the tax and valuation setting by the central government there would
probably be a more vigorous public debate and an electorate that was better
informed about local politics.

Elected mayors (as political and administrative leaders) are not coun-
terbalanced and held in check by an active council and/or by vigorous local
political parties. Party politics at the local level are hardly existent and it is
observable that more and more independent candidates have come to the
surface. It can be stated, following the argumentation of Moré6n (2005: 12),

86 The last legal surprise came in 2004 when the distribution of the Canon was changed
in the middle of the budget year, benefiting some whilst harming others.
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that the fragmentation of Peruvian parties is due to a series of factors, in-
cluding ideological and strategic disagreements, personality clashes of lead-
ers a succession of crises, and to the electoral rules which made the situation

WOrse.

Because the municipal council is dominated by the mayor through the fact
that the mayor presides over the local council (incomplete separation be-
tween the executive and the legislative body) where he also has a voting
right Plus, the electoral rules give the winning list automatically half of the
council members plus one seat meaning that the mayors are elected on a
relative majority and that greatly enhances their power. The mayors, some-
times with their principal tax officers or some advisors, make almost all the
important property tax decisions.

The reduced participation of civil society in policy issues has led to an insti-
tutionalization of participatory elements in local governance (combining
aspects of representative democracy with participatory democracy in an
attempt to provide legitimisation by participation, accountability and effec-
tiveness with equal weight). Some mayors inside the sample of this investi-
gation demonstrated a far more participatory approach, going beyond the
pure complying of legal obligations of participatory budgeting and installa-
tion of civil society advisory bodies. Decisions are also supposed to be made
in line with an overall policy framework that the whole constituency has
agreed on, the so-called “Planes de Desarrollo Local.”

Even concerning other issues the broader concept of local governance
(understood as the proper functioning of institutions, their acceptance by
the public and coordination with stakeholders) in Peru is still in its very be-
ginnings. Research results translate into a governance-oriented model that
is structured in a predominant hierarchical way. It is acknowledged that
Peruvian mayors do have advisers and act as part of municipal political and
institutional structures, but the decision process is concentrated clearly
upon them.

The election outcome was not a decisive reason for pursuing fiscal pres-
sure. In our sample no correlation was established between the election re-
sults and its implication on property tax management.

The visibility of the executive at the local level is generally good as citi-
zens hold the mayor accountable for all local issues. The concentration of
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power in the mayor also comes with being responsible for everything. Local
media coverage is normally given in bigger municipalities and most mayors
in our sample are scrutinised by some local press.

4) Mayors have their own objective functions that they seek to maximize in
a given context that provides the incentives/constraints on their behaviour.
Mayors make their decisions by rationally calculating the different appraisal
strings, resulting in the coping strategy which they perceive most conven-
ient. Decisions are weighted inside a broad band of personal and program-
matic long or short term policy goals. To take into account the welfare of
their constituents may be, depending on identity, one factor in the appraisal
string. What for one mayor might be an incentive in one municipality,
might not be very relevant for other local politicians in another munici-
pality.

The hypothesized fiscal stress for local governments is a reality: mayors
suffer from a severe shortfall in resources which is a powerful incentive to
look for increased property tax.

Mayors receive big political reward for public works as the population
mainly rates a mayor depending whether he has or has not implemented
public infrastructure. It seems logical then that mayors respond to these
given preferences by overwhelmingly mentioning that this is exactly the
policy area that is most important for them.

It is most striking that even the mayors of municipalities which receive
windfall transfers, are trying to collect more property tax as the incentives
provide a (strong) impetus for them to do so (supporting the case for deny-
ing a substitution effect, as one would at least require to find in these types
of municipalities a fiscal substitution).

5) Property tax revenues are highly concentrated on urban areas and espe-
cially the metropolitan area (high heterogeneity of municipalities). It is also
noteworthy that the geographical areas of the Sierra and the Amazon basin
have on average much lower revenues from property taxes (correlating with
the higher incidence of poverty). Rural properties might not have big reve-
nue potentials, and in fact, these are often taxed at a marginal rate or even
excluded (informality in semi-urban and rural areas). It was noted that in
several municipalities businesses bear a greater burden than residential
properties.
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It can be taken for granted that property tax is not levied at a revenues-
maximizing level. Notwithstanding the reduced policy options at the local
level there are a couple of innovative examples on how municipalities can
increase their own revenues. Most of the existing semi-autonomous tax
agencies (SATs) of the provincial municipalities show favourable perform-
ances. Several other municipalities are apparently impressed and are trying
to replicate the relative success of these SATs (mayors go through a learning
curve; innovations like the SATs or CMACs are copied but take time).

In the past, even identifying a well working innovation at the local level
was difficult because there was no media coverage, no interchange of ideas
and few policy areas where municipalities could prove that they are able to
implement far reaching resource mobilization innovations. The particular
experience of the creation of semi-autonomous tax agencies can be seen as a
result of an adaptation process in the 90s to bypass negative impacts created
by national policies.

Concerning some municipalities in our sample, it can be argued (in ac-
cordance with Campbell, 2003 in his book “The Quiet Revolution”), that the
most striking item is the reconstruction of a “contract of governance” be-
tween elected officials and the voter-taxpayers. He argues that in this recon-
struction, the contract of governance has been renewed and reinvigorated
by voter taxpayers who have shown willingness to allow local, elected lead-
ers to take actions on their behalf in areas of public life in which the same
voters show much less trust in national officials. He mentioned that in cities
all across the region, voter-taxpayers have generally agreed to new tax bur-
dens when elected officials can demonstrate through concrete improve-
ments that tax revenues are at work in visible and verifiable ways.

6) The theoretical model used here (adaptation of the PMT) can apparently
be applied successfully to describe and analyze local policies and therefore
contributes a relevant input to scientific advancement. Survey techniques
concerning the often stated substitution effect and fiscal effort were not
used prior to this investigation and the results confirm that conclusions
based solely on aggregated data do not deliver an adequate picture.

Some mayors decided to tax based less on deliberate elements than on
intuition - even the mayor of the small Andean town Bafios del Inca with
huge transfers or the mayor of rural La Matanza with effectively little to tax
where intuitively (identity) trying to exercise a tax effort. The research re-
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sults demonstrate that a combination of intuitive and deliberate elements
shape decision making.

While some changes in the appraisal structure are dependent on long-
term development, others might be addressed rather through short term
improvements. As a practical consequence, policy makers at the central
level would need to set the right type of incentives and they would have to
be more aware that local politicians react to a mix of different incentives
and constraints.

The popular assertion that people or mayors in developing countries
are assumed as being less rational might be seen under the theoretical
model elaborated in this research as a simple result of a different cognitive
approach to the inherent changing appraisal and constraint structure;
meaning that incentives are of different kinds.

8.2 Results and Perspectives

An evolving local institutional environment - as manifested in new laws,
stronger public awareness towards local administration and increased re-
sponsibilities — has come up against serious flaws - incentive structure, in-
stitutional parallelism, poor local administration performance and no real
voice for municipalities on the central stage which results in legal surprises
(residual centralist tradition). The degree of centre-state policy fluctuation
is high, the changing institutions and incentives are generating continuous
policy modifications with delayed or unwelcomed outcomes (cf. Gémez,
2003).

Whether the results of fiscal transfers have positive or negative implications
depends upon the incentives that transfer systems create for both regional
and local governments. The complexity and ambiguity of the relationship
between fiscal transfers and tax revenues is one of the main causes why re-
search sometimes, even in the same country, comes to different results. The
conclusions of this investigation are not biased by concentrating on the big-
ger municipalities. However, as it should be taken for granted that rural
municipalities in Peru have almost no tax base for applying a property tax
and these municipalities will continue - quite naturally - to be dependent
almost entirely on fiscal transfers.
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The central government has access to broad-based taxes with high revenue
potential, whereas local governments have much more modest revenue in-
struments, though the property tax does have substantial revenue potential.
Actually, it is especially difficult to make a plea for increased own revenue
when the municipalities are going through a transfer bonanza.

Property tax as the main source of own revenue generation for Peruvian
municipalities does not get altered directly by transfers. Reality lies, as usual,
somewhere in between: mayors are neither pure revenue maximizers nor
show fiscal laziness, but they try to balance the inherent incentives/con-
straints in their policy making approach. On an individual basis there exists
mayors who are revenue maximizers, others who are substituting revenues
and others who show apathy. Many engage in property tax. Importantly,
mayors do not easily relate transfers and taxes. The decision to exercise a
fiscal effort comes sometimes before a transfer or is autonomous, which
constitutes an important reason why a numeric relation between transfers

and self-generated revenue is difficult to construct.

The Peruvian government has given preference to a cautious decentraliza-
tion process rather than to a ‘big-bang’ reform. Until now the budget discip-
line was not put under hard pressure or negatively influenced by the decen-
tralization. The current decentralization process in Peru will strengthen the
position of municipalities and support local administrative capacities
through the transfers of new responsibilities and resources. Even if Peruvian
municipalities have until now not received a significant functional increase
through the decentralization process; important transfers are still to come.
Up to now only some of the municipalities have benefited by the transfer of
some projects of the food program PRONAA and of the projects (and
budgets) of the Social Fund (FONCODES), but even those are supervised
through framework contracts and central monitoring. Structural adjust-
ment at the central level is hardly dealt with: an example of this being
FONCODES laying off personnel, but the opposite in fact happened under
the Toledo government where the total number of employees did in fact

rise.¥’

87 It can be said that Peru does not differ much from the typical pattern that countries
which are embarking on decentralization often struggle with - the decisions about
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The distribution of some principal responsibilities between levels of
government are still not finished and there are overlapping responsibilities
between the provincial and district municipalities. The sectoral transfer to
the regional governments is far from being substantial and, in reality, very
little was transferred until the end of 2006. The regional level stayed the
same because these limited financial and functional transfers were far be-
hind the expectations of the population.

Several times in the republican history constitutional and/or legal provi-
sions concerning a mandatory process of devolution were ignored. Every
incoming president changed the rules of the game and the local government
level was never a substantial part of their agenda. The sequencing of decen-
tralization policies, which is an important determinant of its success, was
changed again and again.

A stronger participation of the civil society was institutionalized by the
recent decentralization process: a) in the newly created “Consejos de Coor-
dinacién” consisting of a representation of the organized civil society and
council members, which at the regional and local level act as participatory
bodies to the respective Councils b) the obligation to elaborate regional or
local development plans with the implicit participation of the population c)
the participatory elaboration of local and regional budgets (Presupuesto
Participativo). These legal obligations will improve the democracy deficit
over time even if the present reality looks somewhat hollow.

Property tax reform in Peru has to be seen from the broader back-
ground of this recently initiated decentralization process and a legacy of
weak local institutions. Underlying poor local governance, however, are
political liabilities from the autocratic Fujimori regime (1990-2000) and
other harming public policies. Peru is an important counterpoint to the sto-
ries of its neighbours. Decentralization proceeded tentatively during its
early years of democracy, but many of its decentralizing reforms were either
nullified or significantly rolled back during Fujimori’s presidency. This left
elected local governments with few fiscal resources. Most local policymakers

the essential components of decentralization. Once the legal framework is established
the real problem starts with the implementation. Line ministries show adverse reac-
tions and the sub-national governments are ill prepared to manage transfers and
functions.
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had to maintain vertical and politicized relationships within the public sec-
tor to receive a share of expenditure allocation.®®

Notwithstanding the difficult institutional context and weak incentives
to improve public sector performance during this autocratic regime, some
municipalities had already experimented with and implemented public pol-
icy reforms (effectively using the restricted scope for local initiatives).

Concerning fiscal decentralization it can be stated that this is proceeding in
a cautious and fiscally sound manner. The municipal level is at the moment
only slightly benefiting from new revenue sources through the ongoing de-
centralization process. While the revenues of the local government level
were rising strongly in the last few years, this was principally linked to the
formula transfers prior to the move to decentralize. If at all, fiscal decentra-
lization is up to now concentrated on the regional level, but has been halted
due to the negative outcome of the referendum in October 2005 not to
merge into macro-regions. Under the actual design fiscal mismatches at the
regional level (their own revenue collection is minimal in comparison to
expenditure) can be expected to continue as horizontal imbalances are sub-
stantial and will, in the case of the creation of macro regions, still subsist.*
Some regions will not merge into macro regions meaning they will depend
for a longer time horizon entirely on transfers. Revenues of tax share ar-
rangements for the macro-regions (if created) will be lower than expendi-
tures (in most cases even far lower), meaning that the revenues would still
be complemented by additional transfers. In general, the design for tax
sharing with regional governments will preserve the central government’s
fiscal management capability and it is not expected to raise tax pressure for
individual agents® - if accompanied with the transfer of expenditure re-
sponsibilities (for the moment there exists rather vague rules for the as-

88 Local governments during the autocratic Fujimori years found themselves often in
the dismal situation in which they had to bargain political support for vague or real
expectations of allocation decisions. This political maneuvering sometimes took bi-
zarre forms eg: in 2000 after the illegal re-election of Fujimori many mayors in the
department of Lambayeque which were campaigning forcefully on an anti-Fujimori
ticket, signed a public letter of support for him after the election results.

89 In the literature on fiscal decentralization it is assumed that a sharing arrangement is
preferable than a pure transfer system.

90 It might be especially tempting for the central government to raise taxes which are
not shared eg. corporate income tax.
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signments of expenditure responsibilities for the regional governments (as
mentioned in the Organic Decentralization Framework Law as shared re-
sponsibilities)). It would make more sense to tailor expenditure responsibil-
ities to conform to the administrative capacity of regional governments.

While it is a stated goal that the decentralization process is keeping neutral
fiscal balances and is assumed not to exacerbate geographical disparities, in
reality the structure of transfers in Peru have become increasingly hetero-
genic. Few of the transfers take into account population needs in a compre-
hensive manner, although different aspects are addressed in different pro-
grams. For example, FONCOMUN and FONCOR are distributed among
municipalities and regional governments respectively based on poverty in-
dicators, demography and un-met basic needs. However, the overall effects
of the individual transfers need to be assessed in an integrated framework.
In principle these transfers should contribute to the reduction of regional
inequalities (but at the moment there are some departments that are more
developed and get extra high transfers). Other automatic transfers, such as
the Canon, clearly lead to larger geographical disparities and limit the ca-
pacity of the central government to “equalize” access to public services
across areas. Some very careful consideration should be made on whether or
not these municipalities/regions should redistribute their windfall transfers
to poorer ones or if the central state should instead increase transfers to
poorer ones, so to make homogenous development of all Peruvian regions
more feasible. Actually the constraints on fiscal resources at the central level
of the Peruvian government are low, which theoretically makes it feasible to
close the urban fiscal gap through increased transfers to local governments
(giving one percent more of VAT to municipalities or regions should be
possible but would not be enough to cover the still much higher need; if the
central government is hesitant to transfer more money a local development
fund could be established instead).”’ In many countries, the establishment
of an equalization transfer system is an integral part of the design of an

91 Some financial institutions might argue in favor of financing major urban infrastruc-
tural investments through improved access to capital markets — which might be feas-
ible but has to be carefully assessed against repayment possibilities (local officials
might be tempted to take credit and leave the next administration to pay for it and,
moreover, the debt would have to be financed by local taxes or fiscal transfers).
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effective decentralization program. Best practices (from Denmark to China)
suggest that consideration should be given to a mechanism that takes into
account the differential costs of the provision of services (particularly im-
portant in a country with the extreme topography differences of Peru), as
well as the capacity to raise own-source revenues (cf. Ahmad & Garcia-
Escribano, 2006). It is important to mention that not only the transfers but
also the public expenditure in the country is highly heterogenic, primarily
caused by a multitude of patchwork historical decisions (eg. the teacher/
pupil ratio in the 25 departments is without obvious reasons very unequal
correlated with the corresponding budget assignment).

Peruvian big cities are much less dependent on transfers than smaller mu-
nicipalities or rural local governments. The smaller share out of the FON-
COMUN distribution may be justified on a number of grounds, in particu-
lar, that the cities have a greater fiscal capacity and more revenue-raising
authority, but poverty while still concentrated in rural areas is also evident
in urban areas. The fiscal gap between infrastructure needs and resources
available is becoming worse through migration.

One problem induced by the transfers, in general and especially with the
minimum transfer assigned to each municipality, is that it motivates the
creation of districts to benefit directly from central subsidies. The number
of districts in Peru has been rising fast and there are about 2,000 centros po-
blados (minor villages), all of which may aspire to upgrade to district mu-
nicipalities (which would result in an automatic share of the transfers), thus
demonstrating that fiscal incentives sometimes (if big enough) are indeed
working well at the local level. In this context it is important to recognize
the high heterogeneity of municipalities in Peru, “local government” equally
covers urban districts with more than one million inhabitants and sparsely
populated rural areas. Successful decentralization might require more dif-
ferentiated focalization.

It is an open issue how to relate in a feasible manner the transfers (FON-
COMUN but also others) to the local fiscal effort (a not enacted disposition
of the Municipal Tax Code, which normally should have required at the
beginning of the budget year 2006 municipalities with fiscal and/or invest-
ment efforts should have received extra funds, encountered technical prob-
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lems). The strengthening of local revenue collection through the introduc-
tion into the transfer scheme of some sort of incentive to sub-national enti-
ties is a subject still without a lot of investigation. Some countries like Co-
lumbia introduced a similar incentive mechanism, but so far there exists no
reliable assessment concerning international experience. Acurate statistical
databases are one of the main problems in developing countries to make
such an incentive mechanism work well.

The incentives of the intergovernmental transfer system and the central
valuation of property which face local Peruvian governments are proble-
matic. Even though there are these negative impacts, many mayors are try-
ing to make a real difference. Property tax is a stable source of revenue in
Peru and does not easily break away (people get used to paying or not to
paying it). The Peruvian property tax will primarily increase unless the tax
base erodes - (if everything is left static, the property tax bill in a given mu-
nicipal will be reduced by an average of 3 % a year). Given the reduced poli-
cy choices Peruvian mayors have concerning the property tax, the only
measures which would have an impact would be to lobby CONATA, to re-
duce tax arrears and to actualize the value of property using the given pa-
rameters (eg. a recently built third floor will have a positive impact, because
value is determined by using a square meter index and the materials used).
Anecdotic evidence suggests that in some municipalities not even this pol-
icy option is used.

This investigation shows that the relation between local tax revenues and
intergovernmental transfers should be analyzed more carefully to the extent
in which local governments control their own revenue sources. If local gov-
ernments have no control over tax bases and rates the concepts of local ac-
countability and responsiveness are restricted. Reduced revenues at the local
level might be correlated to hesitations at the central level to allow more
influence of municipalities to determine their tax rates and bases (especially
the flexibility to set rates — probably best inside a given frame - might in-
duce some tax competition).

With the reduced policy options facing municipalities no readymade
exists for extended revenue out of the property tax (permanently fighting
against base erosion and exonerations).: Mayors might, at best, endorse a
strategy where citizens have to be educated regarding the property tax and
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the benefits of local services on home values (tax capitalization). The local
tax culture has to be reinforced and sanctions have to be enforced.

Especially noteworthy is that Peruvian municipalities with windfall reve-
nues did not show the institutional capacities to manage these resources
effectively, meaning in essence they possess huge bank accounts and adapt
only slowly to new and different ways of investment. These municipalities
which were used to small infrastructure investments had to and still have to
counter a veritable shock of fiscal transfers and were not prepared concern-
ing processes, human resources, planning instruments nor mentality (tell-
ingly, bureaucrats who were used to underwriting checks of small amounts
were hesitant to do the same with - in their understanding - incredibly high
amounts with no reference of past experiences). The central level did not
provide any guidance to municipalities concerning the huge incoming
transfers and no projections of revenues were transmitted in a systematic
way to the local government level. They were rather left alone. Building-up
the institutional capacities of the local level will be one of the major chal-
lenges in the ongoing decentralization process.

Willingness of the citizen to face their fiscal obligations was not the subject

of this investigation, but it can be assumed that it is essential for local politi-

t2 and service

cians to show positive impacts through quality of investmen
delivery accompanied by reduced administrative costs. Because charges and
fees are collected for almost every service provided by the municipalities, it
is especially difficult for citizens to identify specific benefits for which they
are paying property tax. It seems to be evident that there exists, for the
normal Peruvian citizen, no association between service delivery (availabili-
ty and quality) and property tax rates. In fact, that is not only the case for

local taxes, but the same can be said concerning VAT, excise taxes and in-

92 Quality of investment in Peru is a big issue: municipalities have shown abundant
investments with little impact, little sustainability and/or cost overruns (the same can
be said about the central level). A national system for public investment (the so called
SNIP) is protecting against majors flaws and local governments until a certain level
were first exempted to go through this process, but will progressively be integrated.
Concerning administration costs, in Peru the local council members got serious
money, eg. a provincial town like Chiclayo with 15 council members (so called regi-
dores), each had an allowance of about 5,000 Soles a month, meaning almost 1 Mil-
lion Soles/year or about 18 % of property tax yields.
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come taxes at the central level. It is sometimes joked that the Peruvian for-
mal sector is paying European tax levels and is getting African standards of
services provided for by it. Citizens seem to possess little understanding of
the whereabouts of property tax.

There exists no data concerning an assessment of the cost for administering
the entire property tax, but the fees that the SATs are charging (between 4 %
and 12 %, with an average of 6 %) might give some hint. Additionally, the
cost for CONATA of 4 Million Soles or around 1 % of property tax receipts
has to be taken into account. Anyway, these costs seem to be high compared
with figures for the centralized property tax system in Chile, were the cost
was estimated at only 2.2 % (Strasma, 2000).

Underassessment of property is a common feature all over the world but a
particular liability in the developing world. It was shown that improving
property tax collection would fall short of reforming if not including the
CONATA. Providing the valuation with a central institution might not
make sense because local governments are normally in a better situation to
assess property value. However, mayors perceive CONATA in an ambiva-
lent manner: they are aware of technical shortfalls, criticize the lack of re-
sponsiveness concerning highly inaccurate out of date valuation, but rather
prefer a national agency to undertake the valuation business (for technical
reasons or as they can use it as a scapegoat!). In the recent past, CONATA
has made different attempts to increase the rates (with up to now little suc-

cess).”?

Some academics have argued that the given property tax system with its
exemptions, deductions, special treatment and tax erosion is the result of a
series of political compromises and benefits, favouring those with the most
political power. It seems more appropriate to view the Peruvian property

93 A change of calculations of the assessed value from a multi based index to a more
simplified valuation method based on m” and area index have shown good expe-
riences in some cities e.g. Santa Cruz in Bolivia (Rojas 2004). And modern tech-
niques of valuation like the manual mass valuation approach, and use of CAMA
(computer assisted mass appraisal) techniques are still not used in Peru but have
shown in other countries that they can produce more equitable, up-to-date values in
a transparent, cost effective, timely and sustainable manner
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tax system in the light of its own history with little vested interference from
interest groups but rather a general agreement to pay reduced amounts for
this tax. Rather, the investigation has been able to show that property tax is
particularly affected by the likelihood of communication bottlenecks be-
tween local and government levels. Some legal changes in the Municipal
Tax Law introduced in the last three years are potentially improving the tax
revenue of the municipalities but there is still plenty of room for reform.

The decision to tax may be taken not only as proof for fiscal stress but also it
has important implications on local governance. Mayors who ask for tax
money have to be more accountable than someone who finances his budget
entirely by transfers. Mayors get reelected by demonstrating management
capacities, improvement in service deliveries and most important of all
(at least in Peru), by implementing public infrastructure projects. Mayors
might seek equilibrium in the tax pressure, sometimes accompanied by a
selective strategy to assess eg. an industry branch or commercial properties.
The perceived unwillingness of local governments to enhance local revenues
contrasts with evidence that local citizens are charged by municipalities for
almost everything, sometimes even for registering births which normally is
exempted (some quarrels about why and if this specific service should be
exempted was resolved in 2006, again by central government intervention).

This investigation borrowed heavily from the PMT, adapted for the purpose
of this study. The model used has the advantage to introduce in the analysis
of a policy making process several appraisal strings. From the theories
looked at to guide the conceptual approach, the PMT was choosen because
it was possible to put emphasis on the fact that mayors in the Peruvian con-
text are the relevant policymakers, making decisions predominantly by
themselves (this may true for much of the developing world). PMT works
with a personal approach, justified by the prevailing local governance model
in Peruvian municipalities. The prevailing organizational culture in muni-
cipalities is best characterized for being bureaucratic and very hierarchical.
The PMT has shown itself to be an appropriate methodology to understand
local processes or decision taking. It is especially helpful that the methodol-
ogy integrates aspects of the century old twist between Rousseau (“if it is
reason that makes mankind and feeling which leads him”) and Kant (“the
ideal of pure reason”). The theoretical approach by adapting the PMT to the
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purpose of this investigation is innovative and might be applied in other
studies.

The empirical results of this investigation indicate that mayors behave in a
strategic way, well aware of the benefits and costs involved, and constrained
and encouraged by a given contextual framework. On the other hand, this
investigation revealed that there is a remarkable lack of knowledge about
technical issues of property tax amongst Peruvian mayors. An often stated
fiscal competition between municipalities is, for the given reasons, not an
issue in the Peruvian context. The performance of property tax administra-
tion depends on the appraisal of mayors, which varies enormously among
cities. The methodology used in this sample shows different patterns of
property tax management as a result of a specific mix of incentives and con-

straints.

Leaders in a developing country like Peru are apparently less constrained in
one way and more constrained in another way to make a decision than their
peers in developed countries: less constrained, because as already noted,
there is less media coverage, public perception is more wobbly (sometimes
the public even expects that their mayor is going to be corrupt!), the elec-
tion modus in Peru guarantees a wide majority for the mayor, the prevailing
political culture etc; and more constrained, because he has less autonomy
(the central government is the dominant actor), has no real representation
at the national level and has little possibility to communicate or work with
other levels of government. Despite the plethora of rules which underlie the
local government level the capacity of the central state to monitor is limited
and primarily the control mechanism is reduced to backward looking and,
not very frequent, auditing processes.

The sample used in this investigation shows that local political leaders do
attend to the wishes of their constituents. Local governments can be more
responsive and accountable than upper tiers of government to citizens’ de-
mands. This responsiveness is one reason why the system of local govern-
ments in Peru should be strengthened, as it is the crib of democracy. Moni-
toring is expected to be more intense when the services are (partly) financed
through property taxation rather than from grants from the central gov-

ernments.
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The results of this investigation support the findings of Blankart &
Borck (2005) who argue that the Leviathan model was originally proposed
as a tool for developing guidelines for a fiscal constitution and less as a posi-
tive model of government decision-making. As such, maximizing tax reve-
nue is no doubt just as an extreme a government objective as welfare maxi-
mization. Most likely, government objectives are somewhere in the middle,
thus, the government does not act without constraints, and in particular,
needs to be re-elected. Voter welfare will thus enter into the objective func-
tion of government officials.

It is shown that institutional arrangements (rules of the game) are an im-
portant factor: the structural feature of local government, the legal con-
straints imposed by central government are decisive (Clingermayer &
Feiock, 2001). In the Peruvian case, the constant change of rules and the low
or wrong incentives have been a deterrent to longer-term municipal institu-
tional building (municipalities are loosing predictability). Since rapid insti-
tutional change has been the norm rather than the exception, the horizon of
all participants are fairly short. In the past, this meant that a mayor proba-
bly did not expect to win easily a second term (correspondingly the mayor
will perceive a supposed trade-off between the public interest and electoral
prospects in a different manner). A rational thinking mayor who in the past
has seen his tax efforts eroded by CONATA, who was impacted by the
changing design of transfers and with an institutional short term orienta-
tion, may have been tended to hold back any pronounced fiscal effort.

Some incentive instruments to enhance local revenues from the central
level, like the CARs, have shown limited results until now. It is important to
note that this is due not so much because of some inherent limitation of the
CARs but more to their inappropriate handling (overstretched capacity in
the MEF, inappropriate design, communication etc.). The cadastre module
of the STAF-GL was implemented in some pilot municipalities by the MEF,
but was taken recently out of the agenda. Looking on both instruments
gives munition to the argument that the central stage might (still) be ill pre-
pared to handle - or better said — coordinate with the local level. On the
other hand the SATs, based on municipal iniative, worked well and are a
true success story which was (and is being) copied by several more munici-
palities.
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While an improved collection of municipal taxes is highly welcomed, it
might make sense to take user charges also into account (under the wider
background that a higher cost recovery of those is highly welcomed) and
not only tax revenues (leaving the municipalities the policy choice of how to
raise revenues). In the theory, it is stated that relying too much on user
charges can lead to inefficient levels of service provision and because of
their “public goods” nature some municipal services would be underpro-
vided. User charges rose strongly in some cities partly because they were not
constrained by an erosion of the tax/charge basis of a fast rising UIT (these
were not indexed to the raising UIT and municipalities were accustomed to
assess user charges as a relation to the value of a property). Some research-
ers would argue that the user charges were a hidden property tax because
their values were calculated until 2005 on the basis of property values. This
assessment shouldn’t be followed because the user charges in Peru are used
to directly finance the service provided (waste removal, maintenance of
parks/green areas and increasing local security). In Peru, user charges most-
ly do not cover the real cost of services provided, as was recognized by the
mayors in this sample. Moreover, municipalities are not allowed to use rev-
enues from this source to finance other activities. Probably as a result of
fewer constraints user charges, as measured relative to revenues, are more
important to local governments than the revenue made from taxes. It was
expected that decision makers would consequently prefer, even in rural
municipalities, user charges as a revenue source for public service, but the
responses in our sample demonstrated the opposite. Mayors replied in this
sample overwhelmingly in favour of property tax.’* The reasons for that
preference of the mayors is that the citizens are more likely to pay property
tax, the discretionary use of the property tax, and also, just as important, is
that it is a tax and not a user charge. They argue that user charges remain
what they are, a fee charged for the providing of a given service.

The wish for better services in Peru seems not to be as pronounced as nor-
mative theory and development literature state. Often citizens seem to be
happy with a low equilibrium: to receive rather inappropriate levels of ser-
vice delivery if they only have to pay a bargain for it. User charges for drink-

94 Some mayors even explained that because the quality of services was indeed so poor
in their municipality they could hardly ask their citizens’ money for it.
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ing and irrigation water may give the best clues in this respect because while
the benefit is direct and explicit, still citizens are unreliable clients, who are
used to low user charges and are resistant to pay for increases in a quality
supply. The citizenry is apparently not able/not willing to assess real cost (in
theory known as fiscal illusion).

In the Peruvian context, the commentaries made by Inman (1989) and
Serensen (2002) are of great interest. They favour a soft constraint rather
than the absolute constraint on the tax rate. While the “hard” constraint
means for local governments applying a given rate, a soft tax limit would
require particular administrative procedures or voter approval before taxes
can be raised (Pommerehne, 1978 showing this in the case of Swiss munici-
palities). With more local tax discretion, central authorities can partly free
themselves from being the scapegoat for local politicians. It would be possi-
ble to argue that local governments have their own means to deal with un-
satisfactory service supply, budget deficits and local debt.

It seems obvious that institutional design and political culture plays a
crucial role in determining the degree of influence that citizens and associa-
tions have upon collective decision-making at the local level. Peruvian insti-
tutions are quite passive, by setting the institutional incentives right they
can instead modify the way in which decisions are made and implemented.
There exist some discussions about reforming the rules of the local election
system, especially under the context of the prevailing political culture which
might be described as paternalistic and conflictive - the local parliamentary
system causes atomization of parties (building of coalitions are not needed)
and severely reduced representation of voter preferences. Into the local go-
vernance structures in Peru which concentrated in the past (and still con-
centrate) on the executive, were attempted to integrate elements of civil so-
ciety and interest groups by participatory budgeting, advisory bodies, recall
referendums, transparency modules etc.

Considering that it is normally not recommended to increase municipal
resources while the given revenue is not used satisfactorily, it should be
noted that in some selected circles it is discussed whether the small business
tax (Régimen Unico Simplificado - RUS) should go to municipalities to
enhance local revenues beyond property tax, transfers and charges. A most
important argument in its favor is that municipalities would benefit directly
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by local economic development. Another tax recommendation that is de-
rived here include a need to assess a betterment levy (taxing gains of in-
creased property value through urban development considering that the
providing of public services are being capitalized into housing prices and
market rents). This levy is in some countries successfully used as an innova-
tive finance capture at the local level and could be an option for Peruvian

urban areas.””

Peru is far away from the theory of having government services paid for at
the level of government closest to the benefiting population. A healthy
property tax system is supported by the public finance literature. Matching
consumer preferences for government services with tax sources should be-
come ever more attractive. Higher rates or actualization of property valua-
tion would also convert municipalities into “silent partners”, a conceptual
change with big impacts. Municipalities would participate eventually into
introduced urban improvements (if a betterment levy is not an option). De-
spite being a reiterated stated goal of fiscal policy to make local government
fiscally more independent, surprisingly little is actually done. While rural
municipalities will have to continue to receive transfers to finance their
budgets, at least it should be made possible for urban cities to collect -
through policy/legal changes — increased revenues of an actual unused po-
tential. The property tax should be given more room to perform its function
as a local fiscal choice. Tax policy changes are possible as the recently intro-
duced royalty on mining enterprises is powerfully demonstrating.

The dictum that ‘no one size fits all’ is especially relevant when it comes to
property taxes because the level, structure and effects of these taxes depend
both on the nature, development and distribution of property rights and on
the extent to which local governments have real decision-making power.
Experience suggests that to move forward with property tax reform one
must not only be modest with respect to the real potential for change but
also careful to get some critical details right. In some countries, property tax

95 An interesting further research work might also encompass not only the strategic
behavior of the mayor (political business cycle) but also if citizens do not pay local
taxes in a strategic way: either by reducing tax payments to a leaving administration
or in anticipation of benefitting by the expected tax amnesty under the next adminis-
tration.
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reform was part of an overall reform of local government structure and
finance. In others, it was part of a reform of the overall tax system. In others
still, property tax reform has been carried out on its own without being part
of other government initiatives. As Bird & Slack (2007: 204ff.) note “with a
highly visible tax such as the property tax, increasing taxes is not likely to
prove easy anywhere.”

Local governments should of course be the proponents of reform, but they
have in Peru reduced policy clout/bargaining power. The municipal associa-
tions are dispersed and are without investigations/information concerning
important policy issues. Municipalities have to make a big effort to make
significant inputs concerning the political agenda and the modification of
laws which involve their responsibilities. Given the actual Peruvian state of
affairs, it seems there is still a lot which can be done, even if some recent
normative changes at the subnational level are inducing gradual and pro-
gressive improvements in the incentive system. Taken all together, it can be
expected, nevertheless, that the local level in Peru will catch up and will see

a positive evolving institutional environment.
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11. Annex: Tables, Figures and Graphs

Table N° 1: Motivations for Decentralization (cf. Shah, 2004)

Motivation Couptries and/or regions
Polstical and ecoponuc tmnsformanion | Central and Easten Ewrope. Russia
Polimical enviis dise 10 ethnee conflce Bosuia-Herzegoving, Ethiopia, Yugoslavia, Nigenia, Sn

Lanka South Afnea, Plulyppemes

Polslical enases due 10 remonal conflacts

Indomests. Madagascar, Mah, Senegal Ugnla,
Mexico, Philgppanes

Enbincig parficmpation

Argentnss. Branl, Bolivia Coleanbea, Indsa, Padastan,
Phdippines

Trerest iy ELT Accession

Czzch Republic, Slovakea. Hungay, Poluxi

Polizcal mansuvenug Peru, Palistan

Fiseal cnais Russia, Indonesia, Pakistan
Improving service delivery Chile, Ugawda, Cote D Tvoire
To centralize Chuna, Turkey, European Union
Shfing deficats downvrards Eastém amd Central Europe, Russia
Shifting respeasituliny for unpopalar Afnica

sdjustment programs

Prevem roham [0 suiocracy Lanm Amenca

Presarvation of Comuxinmsst male Chusy

Globalusanes and micamaton hlost countries

revoluiton
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Table N° 2: Regional Tax Collection

REVENUES COLLECTED BY SUNAT-DOMESTIC TAXES BY POLITICAL DIVISION DEPARTMENTS: 1997-2006 (Millions of Nuevos Soles)

Total Internal Tax Collection in all
Departments

Amazonas
Ancash
Apurimac
Arequipa
Ayacucho
Cajamarca
Cusco
Huancavelica
Huanuco

lca

Junin

La Libertad
Lambayeque
Lima

Loreto

Madre de Dios
Moquegua
Pasco

Piura

Puno

San Martin
Tacna
Tumbes
Ucayali
Source: SUNAT, Nota Tributaria

TOTAL

1997

16,578

6.3
147.8
5.6
629.5
16.6
51.8
150.1
4.5
23.6
142.7
127.3
305.4
130.3
14,103.1
89.9
6.9
30.2
11.6
237.4
47.5
40.3
158.2
14.5
96.9

TOTAL

1998

17,093

7.4
109.5
6.8
605.3
18.3
60.7
135.7
4.5
31.0
123.3
145.9
309.6
124.6
14,688.0
101.2
7.9
28.9
12.4
184.3
51.2
47.2
157.2
16.6
115.2

TOTAL

1999

16,203

6.3
87.5
7.6
611.6
17.4
66.8
127.9
4.3
23.2
114.9
123.8
271.9
127.9
13,945.8
65.5
6.3
27.7
12.2
211.6
49.3
33.0
147.0
15.5
97.5

TOTAL

2000

16,867

4.2
119.4
7.6
606.3
17.2
80.6
116.9
3.7
19.8
106.8
11.7
276.5
113.5
14,612.9
63.4
5.9
29.0
13.0
250.4
40.2
29.9
126.4
8.0
103.4

TOTAL TOTAL
2001 2002
18,062 18,734
4.1 4.1
97.4 96.4
7.0 7.4
635.7 654.8
145 13.8
82.5 7.7
113.4 1127
3.9 3.9
175 16.8
104.1 1271
96.1 106.9
248.2 256.0
1133 110.0
15,821.7  16,505.0
74.0 74.9
5.9 7.4
235 25.8
14.2 11.3
312.8 261.0
50.3 50.4
29.7 30.7
86.5 70.4
10.6 10.7
94.8 104.8

TOTAL TOTAL
2003 2004
21,376 24,054
42 46
107.6 138.1
8.1 8.3
607.7 665.8
15.1 16.5
70.0 61.2
1275 147.4
4.9 52
18.1 20.6
206.4 237.9
120.0 136.8
301.7 348.9
136.8 126.2
18,908.6 21,298.9
735 81.8
7.8 10.1
245 29.8
13.6 13.7
307.7 330.9
61.6 56.6
34.7 43.6
90.9 109.5
13.3 15.6
111.4 146.2

TOTAL TOTAL
2005 2006
28,041 36,972
5.5 7.3
160.9 172.4
8.8 10.4
878.4 884.7
18.0 20.6
69.8 87.8
249.7 671.4
3.6 4.0
22.2 22.3
187.5 181.0
166.0 192.2
379.4 502.8
150.3 181.4
24,7341 32,867.2
108.8 127.2
13.0 18.0
40.1 41.8
17.0 18.7
399.2 520.9
63.5 79.1
45.4 45.2
110.5 99.1
19.1 23.2
189.8 193.3
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Figure N° 1: Transfers out of FONCOMUN (in S/. million)
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Figure N°2: List of the selected Municipalities

Departamento de Piura

1. Municipalidad Provincial de
Piura

2. Municipalidad Provincial de
Talara

3. Municipalidad Distrital de
Matanza

Departamento de Lambayeque

4, Municipalidad Provincial de
Chiclayo

5. Municipalidad Provincial de
Ferrenafe

6. Municipalidad Distrital de
Tucume

7. Municipalidad Distrital de
Monsefu

Departamento de La Libertad
8. Municipalidad Provincial de
Trujillo

Departamento de Ancash

9. Municipalidad Provincial del
Santa (Chimbote)

10.  Municipalidad Provincial de
Huaraz

Departamento de Junin
11.  Municipalidad Provincial de
Huancayo

Departamento de Arequipa
12.  Municipalidad Provincial de
Arequipa

Departamento de Huanuco
13.  Municipalidad Provincial de
Leoncio Prado (Tingo Maria)

Departamento de Cajamarca
14.  Municipalidad Provincial de
Cajamarca
15. Municipalidad Distrital de
Banos del Inca

Departamento de Ucayali
16.  Municipalidad Provincial de
Coronel Portillo (Pucallpa)

Departamento de Loreto
17.  Municipalidad Provincial de
Maynas (lquitos)

Departamento de Cusco
18.  Municipalidad Provincial del
Cusco

Departamento de Ayacucho
19.  Municipalidad Provincial de
Huamanga (Ayacucho)

Departamento de Apurimac
20.  Municipalidad Provincial de
Abancay

Departamento de Ica
21.  Municipalidad Provincial de
Ica
22.  Municipalidad Provincial
Pisco

Departamento de Lima

23.  Municipalidad Provincial de
San Vicente de Cafiete

24.  Municipalidad Distrital de
Imperial

25.  Municipalidad Provincial de
Chincha

26.  Municipalidad Distrital San
Juan Miraflores

27.  Municipalidad Distrital
Santiago de Surco

28.  Municipalidad Distrital San
Isidro

29.  Municipalidad Distrital Villa El
Salvador

30.  Municipalidad Provincial de
Lima (Metropolitana)

Departamento de Tumbes
31.  Municipalidad Provincial
Tumbes

Departamento de Moquegua
32.  Municipalidad Provincial
Mariscal Nieto (Moquegua)
33.  Municipalidad Provincial de
llo

Departamento de Tacha
34.  Municipalidad Provincial de
Tacna

Provincia Constitucional del Callao
35.  Municipalidad Provincial del
Callao
36.  Municipalidad Distrital
Ventanilla
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Figure N°3: Map or municipalities included in the survey

Escala 1: 000 000

200 200 150 100 0 50 100 200 00
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Table N°12: Property Tax Revenues in municipalities participating in this investiga-

tion
N° | MUNICIPALITY |PROV.|DIST.| 2001 2002 2003 2004 2005
1 | Abancay X 212,650 284,641 317,972 348,362 328,283
2 |Arequipa X 5,920,406 7,389,370| 7,570,212| 7,515,142| 7,710,847
3 |Bafos del Inca X 208,000 233,063 250,629 367,814
4 |Cajamarca X 1,231,902 1,297,967| 1,219,412 3,280,658| 2,456,805
5 |Callao X 11,048,961 | 12,746,093 | 14,020,422 | 16,074,536| 19,965,265
6 |Canete X 874,061 773,702 941,088 939,789 998,039
7 | Chiclayo X 5,251,249 5,854,079| 3,847,544| 5323,963| 6,616,245
g | Chincha X 681,513  816,320| 885,508 | 1,114,425| 1,139,467
Coronel Portillo X
9 | (Pucallpa) 1,348,279 1.376.474| 1,523,693| 1,272,539
10 | Cusco X 2,351,129| 2,050,227 | 2,542,869 2,354,086 2,548,237
11_| Ferrenate X 193,318|  201,168|  424,435|  299,824|  n.n.
Huamanga X
12 | (Ayacucho) 581,817 731,470 864,702 899,956 992,577
13 |Huancayo X 2,735,938 | 3,431,827| 2,802,574| 3,234,098 3,504,453
14 |Huaraz X 837,779 485,403 628,438 786,266 941,147
15 |lca X 951,334 1,433,877| 2,220563| 2,127,370
16 |llo X 1,338,239| 1,876,134 | 2,324,919| 2,372,093| 3,567,870
17 | Imperial X 334,269 339,894 331,084 403,379 361,000
18 |La Matanza X 2,768 19,240 13,337 4,633 29,099
19 |Lima X 14,780,148 | 17,774,171 | 19,384,152 | 22,161,494 | 27,124,674
Mariscal Nieto X
20 | (Moquegua) 251,195 295,958 491,260 360,610 476,903
21 | Maynas (Iquitos) X 2,702,949| 2,781,247| 1,838,950| 2,140,349 | 2,668,703
22 | Monsefd X 76,035 192,465 74,130 66,752  n.n.
23 | Pisco X n.n 1,130,982 |  730,026|  847,624|  n.n.
24 | Piura X 4,928,686 | 5,667,923| 5,880,250 5,863,814| 6,100,549
Rupa Rupa (Tingo X
25 | Maria) 595,322 544,503 525,676 655,609 481,489
26 |San lsidro X | 15677,781| 17,410,701 | 21,034,788| 22,619,954 | 25,172,008
San Juan de X
27 | Miraflores 2,841,762| 2,520,278| 2,759,496| 4,014,331| 4,619,346
og |Santa (Chimbote) X 4,262,940| 4,298371| 3,603,010| 5,109,502| 5,523,384
29 |Santiago de Surco X | 17,259,162| 21,281,819| 24,102,283 | 27,363,064 | 26,394,298
30 |Tacna X 2,168,406| 1,927,692| 2,132,525| 1,883,447 | 3,687,602
31 |Talara X 1,629,580| 1,816,738| 1,701,099| 1,837,406| 2,216,614
32 | Trujillo X 7,726,386 | 8,217,429| 9,011,060| 9,216,524 | 10,179,607
33 | Tucume X 10,726 18,088 25,780 10,198 19,187
34 | Tumbes X 387,808 595,663 766,859 811,519 868,563
35 | Ventanilla X 1,407,776| 1,340,982| 1,872,489| 1,864,960| 2,054,055
36 | Villa El Salvador X 2,354,554 | 2491,351| 3,492,177| 3,813,778| 4,321,249
Total muestra 116,064,828 | 128,603,897 | 139,827,465 | 159,587,032 | 176,835,288

Source: Contaduria
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Table N° 13: Property tax per habitational unit (in the sample of municipalities)

PROPERTY N° OF PROPERTY TAX PER

Ne MUNICIPALITY PROV. | DIST. TAX HABITATIONAL [ N°HABITATIONAL
2005 UNITS UNITS

1 |Abancay X 328,283 14,987 22
2 |Arequipa X 7,710,847 17,101 451
3 |Bafios del Inca X 367,814 9,351 39
4 |Cajamarca X 2,456,805 40,340 61
5 |Callao X 19,965,265 88,098 227
6 |Canete X 998,039 12,075 83
7 _[Chiclayo X 6,616,245 58,044 114
8 |Chincha X 1,139,467 14,287 80
9 [Coronel Portillo X 1,272,539 46,549 27
10 [Cusco X 2,548,237 28,388 90
11 |Ferrefiafe X 299,824 8,010 37
12 |Huamanga X 992,577 25,254 39
13 |Huancayo X 3,504,453 26,397 133
14 |Huaraz X 941,147 14,810 64
15 [lca X 2,127,370 30,896 69
16 |llo X 3,567,870 19,087 187
17 |Imperial X 361,000 8,677 42
18 |La Matanza X 29,099 3,015 10
19 |Lima X 27,124,674 79,118 343
20 |Mariscal Nieto (Moquegua) X 476,903 19,036 25
21 |Maynas (Loreto) X 2,668,703 31,904 84
22 |Monsefu X 66,480 7,015 9
23 |Pisco X 847,624 13,424 63
24 |Piura X 6,100,549 57,520 106
o5 [Rupa Rupa X 481,489 13,598 35
26 [San Isidro X 25,172,008 19,906 1,265
27 |San Juan de Miraflores X 4,619,346 71,384 65
o8 [Santa (Chimbote) X 5,523,384 48,868 113
29 |Santiago de Surco X 26,394,298 76,064 347
30 |Tacna X 3,687,602 31,632 117
31 |Talara X 2,216,614 20,713 107
32 |Truijillo X 10,179,607 66,521 153
33 |Tdcume X 19,187 4,283 4
34 |Tumbes X 868,563 24,797 35
35 |Ventanilla X 2,054,055 88,098 23
36 |Villa El Salvador X 4,321,249 78,427 55

Source: INEI, Contaduria

Table N° 14: Principal Peruvian urban agglomeration (in thousand inhabitants)

Metropolitan Area and
Lima and Callao 7.764 Harbour
Arequipa 861 Sierra
Trujillo 775 Coast
Chiclayo 738 Coast
Piura 642 Coast
Maynas 488 Selva
Huancayo 448 Sierra
Santa 390 Coast
Cusco 348 Sierra
Ica 297 Coast

Source: INEI, Census 2005
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Figure N° 4: Orgainsation Chart representative for an urban municipality
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Figure N°5: Orgainsation Chart representative for a SAT
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Graph N° 14: Transfers to Local Governments in fiscal year 2006

Name of transfer scheme Amount

TOTAL

5,559,212,406

CANON MINERO

1,309,784,220

REGALIA MINERA 309,123,690
FOCAM - FONDO DE DESARROLLO DE CAMISEA 76,159,891
CANON HIDROENERGETICO 95,722,587
CANON PESQUERO - IMP. A LA RENTA 22,532,869
VICTIMAS DEL TERRORISMO 3,188,542
IMPUESTOS DEROGADOS 13,654,000
PROYECTO TRANSPORTES RURALES PROVIAS 5,084,790
COMEDORES, ALIMENTOS POR TRABAJO, HOGARES Y ALBERGUES 45,159,965
FONCODES - INFRAESTRUCTURA SOCIAL Y PRODUCTIVA 73,168,812

FONCOMUN - FONDO DE COMPENSACION MUNICIPAL

2,389,112,726

RENTA DE ADUANAS 126,221,454
CANON Y SOBRECANON PETROLERO 381,932,503
CANON FORESTAL 4,900,787
CANON PESQUERO - DERECHOS DE PESCA 14,605,702
PROGRAMA DEL VASO DE LECHE 363,000,000
CASINOS 4,456,115
TRAGAMONEDAS 26,000,881
CANON GASIFERO - REGALIAS 295,402,872

Source: MEF
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Figure N° 6: A typical municipal note concerning Tax Amnesty

SUPER AMNISTIA

Coatzrgn @558 8007 cbn Perdad

CANCELA TU IMPUESTO PREDIAL
Y ARBITRIOS CON EL.

e

* Descuento de! 100% del Interés meraterio por page al contado
* Descuente del 50% dol Tetal de los Arhitries Municinales

* 80% de Descuonte on multas administrativas ytrihutarlas -
* Cancela Los Arbitries del 2006 Igual que el 2005
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Detailed Information of municipal revenues for fiscal years 2001-2006

MEF, Contaduria):
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