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This article makes use of a unique database that allows, for the first time, calculating in a
precise way the amounts of discretionary transfers from the Brazilian Federal government to
municipalities in the period from 1997 to 2012. The new database is used to test the “strategic
partisan transfers hypothesis”, which states that mayors from the same party as the president
receive higher federal transfers than those from different parties, if the corresponding municipality
is situated in a state where the governor is not aligned with the president. In general, the
econometric analysis strongly supports the strategic partisan transfers hypothesis. Furthermore,
it supports the hypothesis that there is a biannual political transfers cycle in Brazil due to the
country’s staggered electoral system with elections every other year.
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I. Introduction

Intergovernmental fiscal transfers constitute a vital instrument in a fiscal federation.
Their normative goals are straightforward: reduce the fiscal imbalances across
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jurisdictions, thereby ensuring that all citizens have access to basic standards of
public goods and services provision; solve externalities related to public goods
spillovers, thereby increasing the efficiency of providing pubic goods and services;
improve the overall tax system; and support local macroeconomic stabilization.! In
practice, intergovernmental transfers are redistributions that benefit unequally
different jurisdictions and may, hence, have different effects on local citizens’
support to the federal government.

The literature on distributive politics aims to understand how political incumbents
design intergovernmental transfers, when they care not only about the transfers’
normative goals, but also about their political effect. Traditionally, there are basically
two competing views on the political use of intergovernmental transfers. Consider
a model of electoral competition where each candidate’s platform is the
intergovernmental fiscal transfer scheme to be implemented if that candidate wins.
The “core voter” view of Cox and McCubbins (1986) suggests that a (risk-averse)
candidate will propose higher transfers to the jurisdictions where he holds strong
political support. Conversely, the “swing voter” view of Lindbeck and Weibull
(1987) suggests that the candidate’s platform will propose to benefit jurisdictions
where there are relatively high numbers of undecided voters, who would be more
sensitive to the benefits of those transfers.

Cox and McCubbins (1986)’s “core voter” view has a very clear implication for
fiscal federation. Indeed, if we measure political support in a local jurisdiction
(municipality) by the fact that the local incumbent (mayor) belongs to the same party
as the higher-level incumbent (President, state governor), then, those local jurisdictions
should receive more intergovernmental transfers. This implication of the “core voter”
hypothesis is called here the “traditional partisan transfers hypothesis” (TPTH).

There is significant empirical support for the traditional partisan transfers
hypothesis. For the United States, for example, Wright (1974) found evidence that
the distribution of resources during the New Deal period favored regions in which
the President’s party received higher votes. The recent literature also finds evidence
pointing in that direction. Ansolabehere and Snyder (2006) analyze transfers from
U.S. state governments to their respective counties from 1957 to 1997 and find that
“the governing parties skew the distribution of funds in favor of areas that provide
them with the strongest electoral support”. For Russia, Popov (2004) uses cross-
section data and finds evidence that net transfers increased with pro-Yeltsin’s vote
in the period 1995 to 2001 while Jarocinska (2010) confirms these results for the

I See, on the subject, Musgrave (1959), Oates (1999), Shah (1995) or Bugarin, Bugarin and Pires (2010).
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period 1995 to 1999 using panel data. Similar results are established for Mexico in
Kraemer (1997), for India in Khemani (2003, 2007), for Spain in Sollé-Ollé and
Sorribas-Navarro (2008), and for the first 14 years of the return to democracy in
Portugal in Veiga and Pinho (2007).

For the specific case of Brazil, Ferreira and Bugarin (2005) is the first article to
examine the role of political alignment between municipality mayors and state governors
in voluntary transfers. Using a panel of state discretionary transfers to municipalities
from 1998 to 2003, the paper finds evidence that a municipality receives significantly
higher discretionary transfers from the state government when the mayor belongs to
the governor’s party. Next, Ferreira and Bugarin (2007) uses a panel from 1998 to
2004 consisting of overall discretionary transfers from the state and the federal
government and find evidence that transfers increase when the mayor belongs to the
same party as the president or when the mayor belongs to a party in the coalition that
supported the state governor (but does not belong to the state governor’s party). In
addition, both Ferreira and Bugarin (2005) and (2007) find evidence of a shorter, two-
year political cycle in overall transfers, probably due to the fact that there are (staggered)
elections every other year in Brazil. Brollo and Tommaso (2012) use a panel data of
discretionary federal transfers directed to infrastructure projects exclusively and find
evidence that “politically aligned municipalities receive more infrastructure transfers
in the last two years of the mayoral mandate”. Sakurai and Theodoro (2014) use a
“Triple-Difference” econometric approach to a panel for the period 1998-2008 and
conclude that “political alignment exerts little influence on the level of Current transfers,
but positive and significant effect on Capital transfers”. Finally, Bugarin and Ubrig
(2013) extend the empirical study of Ferreira and Bugarin (2007) to the period 1997
to 2008, and find increases in overall transfers to municipalities associated with all
types of political alignment, i.e., when the mayor belongs to the party of the president
or the state governor’s party, or when he belongs to another party in the coalition that
supported the president or the governor.

Apart from Brollo and Tommaso (2012), which uses only infrastructure transfers
from the federal government, all the previously cited evidence for Brazil is based
on imperfect proxies of discretionary transfers.? The imperfection is due to the fact
that the aggregated data on transfers made available until recently by the National

2 For example, Bugarin and Ubrig (2014) use “Other current transfers from the Union” and “Other current transfers
from the State” for current discretionary transfers and “Other capital transfers from the Union and the State” for capital
discretionary transfers. Sakurai and Theodoro (2014), on the other hand, use the same variables for current transfers

but use “Capital transfers from the Union” and “Capital transfers from the State” for capital transfers.
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Treasury Secretariat STN (Secretaria do Tesouro Nacional) did not distinguish
properly the different types of mandatory and discretionary transfers. However, a
task force created by the Brazilian federal government in 2014 was able to precisely
identify discretionary transfers and, in 2015, made available a new, accurate database
of federal discretionary transfers to the municipalities, as described in detail in
section II. The new database, in turn, allows for an accurate study of the effects of
political alignment on overall federal discretionary transfers. This is the general
goal of the present article.

The empirical literature on partisan transfers typically considers two levels
of government, either the federal and state governments or the federal and local
governments or again the state and local governments. Therefore, that literature
misses a very important aspect of a federal system, namely, the fact that there
usually are three levels of nested governments, the federal, the state and the local.
As far as we know, Garofalo (2015) is the first research that tries to bring together
all three levels of government and reaches a new, a priori unexpected result.
Indeed, that paper finds that the federal government will direct more transfers to
politically aligned local districts that are in non-aligned states than those in aligned
states. The underlying rationale is straightforward: state governors transfer more
efficiently funds to their districts than the federal government. If the state governor
is aligned with the president, then he has similar preferences over transfers;
therefore, the president prefers to make transfers to the state government and
delegate to the governor the distribution within his state. Conversely, the president
prefers to bypass unaligned governors and directly transfer federal funds to aligned
districts because the unaligned governor will not redistribute federal resources
according to the president’s preferences. By allowing to distinguish between
aligned local governments in aligned states from those in unaligned states, Garofalo
(2015) highlights a deeper form of partisan transfers, that we call here the “strategic
partisan transfer hypothesis” (SPTH), which consists of biasing transfers to aligned
local governments only where these transfers will be more advantageous, i.e.,
where the aligned municipality belongs to a non-aligned state. That paper finds
supporting evidence for the U.S. The present article tests that highly strategic
form of partisan transfers in a fully three-level of government federation, Brazil,
where there are fully constituted elected governments at all three levels: the
federal, the state and the municipal levels.

The econometric analysis uses a panel from 1997 to 2012 and its main finding
is that there is clear evidence that direct political alignment between the mayor and
the president increases federal transfers to a municipality, most significantly when
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the municipality belongs to a non-aligned state. Additionally, the econometric study
confirms the biannual cycle hypothesis for federal voluntary transfers in Brazil first
highlighted in Ferreira and Bugarin (2005).

The remaining of the article is organized as follows. Section II briefly describes
the new database on voluntary transfers in Brazil. Section III presents the variables
used in the econometric model and their expected signs. Section IV, the core section
of the paper, presents the econometric strategy and its findings. Section V briefly
discusses several robustness checks (that are detailed in the Online Appendix) and
Section VI concludes the paper.

II. Voluntary transfers in Brazil: a new database

On May 16, 2012 the Brazilian Information Access Law (IAL) came into force.
The IAL established open access to government information as the rule and secrecy
as the exceptional situation.? The Brazilian IAL is very comprehensive and effective
and huge amounts of information became available through the Internet including,
for example, every Federal government public servant’s wage.* In 2015, the
international NGO International Budget Partnership classified Brazil in 6th position
worldwide, ahead of advanced economies such as France, the United Kingdom and
Germany, in terms of budget transparency, in their Open Budget Survey.’

In accordance to the TAL, the Brazilian Union’s General Comptroller GCU
(Controladoria Geral da Unido) made public the detailed list of all “Convénios”
(grant contracts) between the Federal government and the municipalities since
January 1, 1996.5 That list consists of over 467 thousand contracts not categorized
as to which type of federal transfers each contract belongs to.

In parallel, given the multitude of different classes of federal transfers available,
the Federal government created an inter-ministerial task force aimed at clearly
defining and categorizing the different types of transfers. High ranked specialists
from the National Treasury Secretariat (STN, Ministry of Finance), the Secretariat
of the Federal Budget (SOF, Ministry of Planning), the Secretariat of Logistics and

3 For additional information on the Brazilian Information Access Law, in Portuguese: http://www.acessoainformacao.gov.br/
perguntas-frequentes/aspectos-gerais-da-lei#1

4 For the Executive civil servants’ branch, all one needs to do is to access http://www.portaldatransparencia.gov.br/
servidores/Servidor-ListaServidores.asp and type in the civil servant’s name.

5 http://www.internationalbudget.org/, retrieved on January 23, 2016.

6 The complete database is available here: http://www.portaldatransparencia.gov.br/downloads/snapshot.asp?

c=Convenios#get.
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Information Technology (SLTI, Ministry of Planning) and the Union’s General
Comptroller (CGU) composed the task force, which worked from June to November
2014.

The task force produced a general classification of all federal government
transfers, first into two categories, mandatory versus discretionary, then into two
sub-categories of mandatory transfers and four sub-categories of discretionary
transfers. Table 1 below presents the detailed classification.’

Table 1. Classification of the Brazilian Federal government fiscal transfers according to their legal
characteristics

Category Type Description

Constitutional Required by the Federal Constitutions, regulated by law, made
automatically to Members of the Federation (States and
Municipalities).
Mandatory

Legal Required by specific law and specific regulation, made to Members of
the Federation and non-profit private organizations.

To civil society Direct resources to non-profit civil society organizations in the form of
organizations subsidy, support or contribution for achieving public interest goals.
Require a contract.

Voluntary Direct resources to Members of the Federation in the form of
cooperation grants, support or financial assistance that are not
required by the Constitution neither specific law and are not directed to
the National Public Health System (SUS). Require a contract and, in
general, matching local funds.

Discretionary

By delegation Direct resources to Members of the Federation or Public Consortia
aiming at delegating the implementation of public project or actions
under the exclusive responsibility of the recipients. Require a contract.

Specific Direct resources in specific cases where the beneficiary is not required
to comply with fiscal requisites. They are usually related to government
programs. Require a contract and the budgetary execution in
discretionary, in spite of the fact that some may be defined as
mandatory or automatic transfers by law.

Source: Brazil. National Treasury Secretariat (2015).

7 The task force’s Report was completed on May 18,2015 and can be retrieved from: http://www.tesouro.fazenda.gov.br/
documents/10180/333563/pge_relatorio_class_transf.pdf. The subsequent Technical Note was signed on July 7,2015
and can be retrieved here: http://www.tesouro.fazenda.gov.br/documents/10180/333563/pge_NT14_2015.pdf
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The classification in Table 1 is the first comprehensive and accurate classification
of Federal discretionary fiscal transfers in Brazil. It shows how complex the concepts
of mandatory and voluntary fiscal transfers are in a country where certain categories
of transfers may be defined as mandatory or automatic by law and still be subject
to discretion, such as the “Specific” transfers category.

Once the task force completed its mission, the National Treasury Secretariat
had a framework for classifying federal government fiscal transfers. Then, Roberto
Mendes Altavilla Luttner and the team of COINT, the General Department of
Intergovernmental Fiscal Transfers of STN were able to precisely pinpoint all
contracts that referred to discretionary fiscal transfers from the Union to the Brazilian
municipalities from 1997 to 2012. Sergio Ricardo de Brito Gadelha and Roberto
Mendes Altavilla Luttner kindly made the resulting database available to the authors
of the present study.

Next, we aggregated all contract data by municipality and by year to form the
most precise database on federal transfers to Brazilian municipalities to date. The
corresponding variables are discussed in the following section.

III. The variables used in the econometric model and the testable
hypotheses

A. The dependent variable

The main dependent variable is the total amount of discretionary fiscal transfers
from the federal government to each Brazilian municipality from 1997 to 2012 that
was constructed as discussed in the previous section. There are two ways to measure
these transfers. First, one can compute the amounts agreed in the grant’s contracts.
Second, one can compute the amounts that were actually transferred. Figure 1
presents the total per year transfers according to the grant contracts and the actual
transfers in constant 2012 Brazilian reals. The average amount was about R$7.24
(US$3.30) billions and about R$6.47 (US$3.7) billions for the contracted transfers
and the actual transfers, respectively.?

It is very important to stress here that the yearly amounts in the database do not
necessarily reflect the actual transfers even in the “actual transfers” series. This is
a consequence of the fact that the database presents the contracted and realized

8 Average 2012 US$-R$ exchange rate: US$1=R$1.96, retrieved in January 23, 2016 from http://200.189.102.61/
SIEE/dashboard/ExchangeRate.
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Figure 1. Contracted and actual aggregated federal discretionary fiscal transfers to Brazilian
municipalities from 1997 to 2012, in billions of 2012 Brazilian reals (R$)
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amounts for the entire contract. However, given the yearly character of the federal
budget, most of the contracts last one year and one should expect reduced losses in
assigning the entire contracted amount to the year the contract was signed. Naturally,
no such concern arises when we use the contracted series.

Note that the amounts are very similar and remain essentially identical in 8
out of the 16 years, and changed only slightly in another 6 years. Only during the
final two years of the sample, 2011 and 2012, can we notice a more significant
difference between the two series, when the nation started suffering the effects
of the unsustainable fiscal policy of the previous years: fiscal deficits and rising
inflation.’

It is worth discussing the economic significance of discretionary transfers in
Brazil. According to Bremaeker (2011), 81% of Brazilian municipalities have the
unconditional constitutional mandatory transfers FPM (“Fundo de Participagdo dos

9 The 2004-2008 was a period of high growth and growing export surpluses for Brazil. In February 21, 2008 Brazil
became an international lender after centuries of being a borrower and, when the international financial crisis struck
in 2008, Brazil had significant amounts of international reserves. The government decided, then, to implement a strong

anti-cyclical fiscal policy and in 2010 the country’s GDP grew by a record 7.5% rate.
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Figure 2. Contracted and actual aggregated federal discretionary fiscal transfers to Brazilian
municipalities from 1997 to 2012 as a percentage of FPM mandatory transfers
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Municipios™) as their main source of income. Figure 2 presents the graphs of
discretionary transfers as a percentage of FPM.!° On average, contracted discretionary
transfers corresponded to almost 15% of FPM whereas actual transfers corresponded
to over 13% of FPM in the period. These percentages indicate that discretionary
transfers are, on average, an economically important source of income for the
municipalities. If it is confirmed that transfers are not equally distributed over all
municipalities, then the transfers may actually be highly significant for the privileged
municipalities. Indeed, this appears to be the case, since about one-fifth of observations
in our database correspond to zero transfers.

We believe that, in order to focus on the tactical aspect of transfers, the most
appropriate variable to use in the present study is the original amounts agreed in
the grant contracts. Indeed, these are the amounts that politicians widely use in their
electoral campaigns. Therefore, that will be our main dependent variable. However,
the robustness check presented in section V shows that the results remain essentially
unchanged when we use instead the actual transfers as dependent variable.

10 The FPM data were collected from the Brazilian Treasury Secretariat database FINBRA (“Finangas do Brasil”,

Brazilian Public Finances) available at http://www.tesouro.fazenda.gov.br/pt/finbra-financas-municipais.
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Figure 1 shows a quite erratic behavior of the transfers series and, although there
is an average increase when we compare the first half (1997-2004) with the second
half (2005-2012) of 0.7 billions of reals, the variables do not seem to have a trend
component.'" However, we will use mandatory transfers and local taxes as explanatory
variables and these variable appear to have a trend. Therefore, in order to avoid
spurious correlations, we divide the dependent variable by yearly national GDP.
We decided to use nation-wise GDP figures rather than local GDP for two reasons.
First, we wish to assess the evidence of tactical transfers from the Federal government;
therefore, it is the Federal government’s income that affects its transfer capabilities.
Hence, national GDP must be used as a normalizer.'? Second, the Brazilian Institute
of Geography and Statistics (IBGE) started producing reliable local GDP estimates
only in 1999. Although there are estimates by IPEA available for the year 1996 and
an interpolation could be performed, the different methodologies used do not make
the IPEA estimates compatible with the IBGE ones.

In order to control for population size, we also divide the transfers variable by
local population, i.e., in per capita terms. Finally, since national GDP is much higher
than transfers, we multiplied the resulting variable by 10'?,i.e., we computed GDP
in trillions of Brazilian reals. Therefore, our dependent variable is municipality
yearly contracted discretionary transfers divided by national GDP (in trillions of
reals) and by local population. Table 2 below presents the summary statistics of the
dependent variable. It shows that an average municipality was expected to receive
18 reals of discretionary transfers per capita per trillions of Brazilian GDP per year.
Note that in 2012 Brazilian GDP was about 4.7 trillion reals, which corresponds to
about 85 reals per capita. Also note the spread of the differences among municipality,
with some receiving O transfers (about 20% of the sample observations), others
receiving over 100 reals per capita per national GDP (about 3% of the sample) and
some receiving transfers above 2000 reals per capita per national GDP. About 0.4%
of the observations correspond to above 1000 reals per capita per national GDP in
transfers.

Figure 3 presents the average annual values of the normalized discretionary
contracted transfers dependent variable.

11 Dickey-Fuller tests do not provide reliable estimates when the time series is short, like here. We are grateful to an
anonymous referee for pointing out the stationarity issue.
12'We also used the simple per capita, non-normalized transfers, and used GDP as an explanatory variable and obtained

similar results. See section V and the Online Appendix.
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Table 2. Summary statistics of the dependent variable: Contracted discretionary transfers per capita
per national GDP (GDP in trillions of Brazilian reals)

Number of observations Mean Standard deviation Minimum Maximum

88720 18.202 35.888 0 2101.718

Source: Authors’ calculations.

Figure 3. Per capita, per national GDP, average contracted discretionary federal fiscal transfers to
Brazilian municipalities from 1997 to 2012 (GDP in trillions of reals)
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B. The explanatory variables
The explanatory variables can be classified in four categories, as explained below.
The partisan identification variables

These are the main variables we use to test the partisan transfers hypothesis.

Mayor-President-Only. A dummy variable that takes value 1 if the mayor of the
municipality and the president belong to the same party, but the state governor
belongs to a different party. If transfers are technical and aimed at maximizing
welfare (the “welfare maximization hypothesis”, WMH), then we expect to find a
statistically insignificant effect of that variable. Conversely, both the traditional
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partisan transfer hypothesis (TPTH) and the strategic partisan transfers hypothesis
(SPTH) suggest a positive, significant sign for this variable.
Mayor-Governor-President. A dummy variable that takes value 1 if the Mayor of
the municipality, the Governor of the State in which the municipality is located,
and the President are aligned, i.e., all three belong to the same party. There are here
three conflicting theories that could be used to predict the sign of this variable. The
WMH suggests no explanatory role for that variable. The TPTH suggests a positive
sign, statistically identical to the sign of Mayor-President-Only variable. Finally,
the SPTH suggests either an insignificant role or a reduced, positive role.
Mayor-President’s Coalition. A dummy variable that takes value 1 if the mayor’s
party belong to the coalition of parties that supported the president in its electoral
campaign, other than the president’s party. The TPTH also suggests a positive sign
for this variable. However, one must note party coalitions at the different levels of
government in Brazil are essentially independent. Two parties may be part of the
same coalition for the presidential elections and belong to opposing coalitions for
state government or yet for mayor elections. Therefore, we cannot separate this
variable in two, the way we did for the previous variables. This fact suggests that
this variable may be insignificant.

The President’s ideological party bias

During the period 1999-2012 two very different parties held the country’s presidency,
the Social Democratic Party PSDB (Partido da Social Democracia Brasileira, from
1994 to 2002) and the Labor Party PT (Partido dos Trabalhadores). Cesar Zucco,
Jr. and Timothy Powell have an active research agenda aimed at estimating Brazilian
political parties’ ideology based on surveys of federal legislators, from 1990 to
2013. Parties’ ideological positions are dynamic and classified from 0 to 10 where
0 corresponds to extreme left and 10 to extreme right.!* Table AS in the Online
Appendix presents the estimates for the survey years in addition to interpolated
estimates for the years in between, according to Lopez, Bugarin and Bugarin (2015),
from 1997 to 2013. The lowest (leftist) ideology belongs to the Brazilian Communist
Party PCdoP (Partido Comunista do Brasil) in 1997: 1.53; the highest (rightist)
ideology pertains to the Democratic Social PDS (Partido Democratico Social) and
the Popular PP (Partido Popular) parties, also in 1997: 7.09. Note that there is a
Downsian-like dynamic movement towards convergence throughout the years: the

13 See Zucco Jr (2011, 2014) and Zucco Jr. and Powell (2009).
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highest polarization measured as the difference between lowest and highest ideologies
i8 5.56 in 1997 and reduces to 4.69 in 2013. The PSDB’s ideology in 2012 is estimated
at 5.07 whereas the PT’s ideology that same year is estimated at 2.95. In general,
the PSDB is viewed as a center-right party whereas the PT is viewed as a leftist
party.

In order to test for an effect of the president’s ideological party bias on the
transfers, we proceed as follows. First, we assign an ideology to every municipality
according to the mayor’s party. This is the input variable Ideology. Note that several
municipal parties are not represented in the federal legislature, therefore, a significant
amount of missing data composes this variable (about 19 thousand observations
out of about 89 thousand observations).

Next, we composed with the years each party held the National presidency to
produce the ideological variables.

PT ideological bias. Equals the variable Ideology in the years 2003 to 2012 and 0
otherwise. We expect that variable to have a negative sign, i.e., the more towards
the right leans the party of the mayor, the less transfers it will receive from the PT-
executive.

PSDB ideological bias. Equals the variable Ideology in the years 1997 to 2002 and
0 otherwise. We expect that variable to have a positive sign, i.e., the more towards
the right leans the party of the mayor, the more transfers it will receive from the
PSDB-executive.

The political cycle variables

Ferreira and Bugarin (2005, 2007) build a political economy model of local elections
in a fiscal federation in the presence of partisan transfers and study the effect of
such transfers on the political cycle. These papers find evidence that, in Brazil, there
is a biannual political cycle in transfers. The authors interpret their findings as
consequence of the fact that elections are staggered in Brazil. Indeed, if, at time =0
there are presidential and state governor elections for a four-year term, then at /=2
there are municipal elections, also for a four-year term. Therefore, there are elections
in Brazil every other year. Consequently, partisan transfers may increase every other
(electoral) year. In order to test that hypothesis, we include two specific time
dummies, as follows.

Presidential election year. A dummy variable that takes value 1 in presidential
election years, i.e., in 1998, 2002, 2006 and 2010. If Ferreira and Bugarin (2005,
2007) are correct, then we should expect a positive sign for this variable.
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Municipal election year. A dummy variable that takes value 1 in municipal election
years, i.e., in 2000, 2004, 2008 and 2012. Again, if Ferreira and Bugarin (2005,
2007) are correct, then we should expect a positive sign also for this variable.

Fiscal variables

We include two local fiscal variables. For the sake of compatibility, we also consider
these variables in per capita, per national GDP terms. All fiscal data are obtained from
the Brazilian National Treasury Secretariat, STN. The variables are discussed below.
Mandatory transfers. Table 1 in section II shows that there are two categories of
mandatory transfers in Brazil, the Constitutional and the legal ones. Although one
may argue that legal transfers may be endogenous, it is a well-established fact that
the “Municipalities’ Participation Fund”’, FPM (Fundo de Participagdo dos Municipios)
is a dynamically stable, clearly defined, rule-based Constitutional fund. Its present
form has been defined when the country adopted the democratic constitution in
1988 and depends basically on the population size of the municipality, for the great
part of the cities. The Appendix presents the details of the formula, to show that
there is little room for endogeneity. This is the proxy we adopt for mandatory
transfers. For the sake of robustness check, section V runs the same regression using
the FPM as the dependent variable and shows no economically significant effect
of the political identification variables on FPM.!* Considering that the main criterion
for mandatory transfers is population, there is no ex-ante expectation as to what
could be the effect of this variable on discretionary transfers.

Local taxes. There are four major sources of local income generation in Brazilian
municipalities. The most important one is the urban property tax IPTU. The other
two are also property taxes: the ITR is the rural property tax and the ITBI is the tax
for property ownership transfer. Finally, there is the local tax on services ISS. A
graphic analysis shows that, when divided by population and by national GDP only
the ISS may display some sort on nonstationarity.'’ Therefore, we selected the sum
of the property-related taxes IPTU, ITR and ITBI as the proxy for local taxation.
For the sake of robustness check, we also present the corresponding results for just
the IPTU and for the sum of all four taxation categories in section V. All local taxes’
data come from the Brazilian Treasury Secretariat database FINBRA (“Financas

14 Brollo and Nannicini (2012) also performed a similar test and reached the same conclusion that FPM is exogenous
for their study of discretionary transfers for infrastructure works.

15 Detailed graphs not included for the sake of space, but available upon request to the authors.
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do Brasil”, Brazilian Public Finances) available at http://www.tesouro .fazenda.gov.br/
pt/finbra-financas-municipais.

Note that, differently from the mandatory transfers proxy, there is room here to
expect endogeneity of this variable. Indeed, there may be other omitted variables
that affect both taxation and discretionary transfers. For example, the quality of
local public servants may allow the municipality to generate higher amounts of tax
revenues, due to the superior quality of local tax administration, and, at the same
time, these high-quality public servants may be more effective in performing the
administrative procedures necessary to receive federal government grants. To cope
with this problem, we instrument local taxation using neighboring municipalities’
local taxes, following the methodology presented in Levitt and Snyder (1997).16

It is not clear what is the effect of local taxation on discretionary transfers. On
the one hand, higher per capita local tax collection may reflect a better-qualified
local civil service, which, as discussed above, may lead to higher discretionary
transfers. This is the “local competence effect”. On the other hand, higher per capita
local tax collection may also reflect a richer municipality, which may reduce its
likelihood of receiving grants aimed at the poorer municipalities. This is the
“redistributive effect”. Therefore, the effect of local taxation on discretionary transfers
may be indeterminate.

Socio-economic and demographic variables

In order to control for time varying local characteristics, we included the following
control variables.

Hliteracy rate. The percentage, in the scale 0 to 100, of illiterates in the municipality.
Unemployment rate. We also use the scale 0 to 100 for the municipality unemployment
rate.

Gini. The Gini coefficient of the municipality, in the scale O to 1.

All three variables were obtained from Brazilian Institute of Geography and
Statistics” IBGE) Census data, which are realized roughly every 10 years. There
were censuses conducted in 1991, 2000 and 2010. Therefore, we interpolate the
data obtained from these censuses to create the variables.

We expect that the higher the illiteracy rate, the higher the unemployment rate
and the higher the Gini coefficient, the more federal support the municipality will
need. Therefore, the higher the amount of discretionary transfers it will receive.

16 We are grateful to an anonymous referee for pointing out the endogeneity issue.
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Working age population. The working age population of the municipality, in
thousands of people. This variable was also constructed from IBGE’s censuses data.
Population. The municipality’s population, in thousands of citizens. This variable
corresponds to Brazilian IBGE’s estimates.

Since the dependent variable has already been divided by population, it is not
clear what the effect of these demographics variables on the discretionary transfers
will be. Regarding the total municipal population, on the one hand we could argue
that bigger municipalities have more political clout; therefore, they would be able
to increase their share in per capita transfers. On the other hand, one might argue
that bigger municipalities have gains of scale and scope in producing public goods;
therefore, they would need lower amounts of per capita discretionary transfers.
Table 3 presents the summary statistics of the independent variables and their
expected effect on the dependent variable, under the strategic partisan transfers
hypothesis. Note that, due to the use of interpolation for the variables Illiteracy rate,
unemployment rate and Working age population, a few interpolated values appeared
negative and were, thereby, recoded to zero. This explains why the minimum for
these variables appears as zero.

IV. The econometric evidence
A. The models and the econometric strategy

We will present regression results for six (nested) models, starting with the simplest
model and including more variables successively, as described below. All models
include a constant term. Model 1 uses only our main political identification variables:
Mayor-President-Only, Mayor-Governor-President and Mayor-President’s Coalition.
Model 2 includes the additional year dummy variables. Model 3 adds party ideological
bias variables PT ideological bias and PSDB ideological bias. Model 4 adds the
political cycle variables Presidential election year and Municipal election year.
Model 5 includes the remaining control variables, i.e., the local fiscal variables
Mandatory transfers and Local taxes and the socio-economic-demographic variables
Llliteracy rate, Unemployment rate, Gin coefficient, Working age population and
(municipal) Population. Finally, Model 6 uses the same variables as Model 5, but
instruments the Local taxes variable by neighboring municipalities’ local taxes.
Table 3 below summarizes the 6 models.

In order to determine what econometric model to use we applied a series of tests
to Model 5. First, we ran a Wald test to determine whether we should use year
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Table 4. Summary of explanatory variables used in the econometric models

Variables Model 1 Model 2 Model3 ~ Model4  Model 5  Model 6
Mayor-President-Only X X X X X X
Mayor-Governor-President X X X X X X
Mayor-President's Coalition X X X X X X

PT ideological bias X X X X
PSDB ideological bias X X X X
Presidential election year X X X
Municipal election year X X X
Per capita Local Tax (IPTU+ X X (instru-
ITR+ITBI) per national GDP mented)
Per capita Mandatory transfers X X
per national GDP

llliteracy rate (%) X X
Gini coefficient (0,1) X X
Unemployment rate (%) X X
Working age population (1000) X X
Population (1000) X X
Year Dummies X X X X X

Source: Authors’ calculations.

dummy variables. The statistic was F(13,59706) = 154.14 with Prob > F = 0.0000.
Therefore, we concluded that dummy years improve the model’s fit. Next, we ran
a (Chow) F-test to determine whether a fixed-effects panel regression best fits the
data rather than a simple POLS regression. The resulting statistic was F(5497,
59706) = 3.44 with Prob > F = 0.0000. Therefore, we concluded for the superiority
of the fixed-effects model. We also performed a Breusch-Pagan Lagrange multiplier
(LM) to test the POLS model against the random-effects panel model. The resulting
statistic was x2(01) = 8815.24 with Prob > »2 =0.0000. Therefore, we rejected the
null hypothesis that variances across entities is zero and concluded for the superiority
of the random-effects model.

Therefore, both the fixed-effects and the random-effects panel models perform
better than the POLS model. Given the nature of data, we firmly expected the
fixed effects model to be preferable, because of the specificities of each municipality.
To confirm that expectation we ran a Hausman test to compare these panel models.
The resulting statistic was x*(27) = 653.24 with Prob > x?=0.0000. Furthermore,
we also run an over-identification test that yielded a Sargan-Hansen statistic
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x*(27) = 638.78 with Prob > x?>=0.0000. Both tests confirmed the fixed effects
model’s superiority.

Next, we analyzed the issue of endogeneity of the Local taxes variable. We
performed a Davidson-MacKinnon test of exogeneity using the neighboring
municipalities’ local taxes as instruments and obtained the statistic F(1,59718)=5.95
with Prob > F = 0.0147. Therefore, the null hypothesis of exogeneity is not rejected
at 1%, suggesting that there is no evidence of endogeneity. However, the null hypothesis
is rejected at the 5% significance level. Therefore, we present the results of the I'V-
regressions in Model 6.

Finally, we also run a Modified Wald test for groupwise heteroskedasticity in
fixed effect regression models, which yielded the statistic x2(5498) = 1.0 x 10*
with Prob > x?=0.0000, showing strong evidence of heteroskedasticity. Therefore,
we used robust estimations in all regressions.

B. The main econometric results

Table 5 presents the estimates of the regressions. The table shows very consistent
results as we increase the number of variables from Model 1 to 6. The main political
identification variable Mayor-President-Only is significant at 1% in all regressions.
For the sake of space, we will discuss in detail only Model 6. Note that there are
only two noticeable differences between the estimates of Model 5 and 6: the
coefficients of the political cycle variables are more pronounced in Model 6 and
the Gini coefficient is significant at 5%. All the remaining estimates are essentially
the same for both models.

In order to understand the marginal effect of the explanatory variables, recall
that the dependent variable is discretionary transfers per capita divided by national
GDP. Therefore, the effect of Mayor-President-Only on per capita discretionary
transfers at a certain year, in constant terms, is obtained by multiplying the estimated
coefficient by national GDP in the proper scale. The result for 2012, for example,
is 29.25. This means that, ceteris paribus, a municipality whose mayor belongs
to the same party as the president received in 2012, on average, almost 30 Brazilian
reals (over US$15) per capita above what a municipality whose mayor belong to
a different party received. That calculation can be made for each year and for
each one of the significant variables. Table 6 presents the marginal effects of the
significant independent variables on voluntary transfers, averaged over the period
1997-2012,1in 2012 US dollars. For example, the estimated yearly average benefit
for a municipality of having a mayor from the same party as the president but
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Table 6. Average marginal effects of the statistically significant independent variables on per capita
discretionary transfers in Brazil, 1997-2012, in 2012 US dollars

Mayor- PT ideological PSDB Presidential Local election llliteracy rate  Gini Population
President- bias ideological election year year

Only bias

12.14 -1.10 1.65 45.93 31.69 2.40 -24.04 -0.17

Source: Authors’ calculations.

situated in a non-aligned state over the period 1997-2012 is roughly an additional
12.14 US dollars per citizen."”

This result strongly supports the Strategic partisan transfers hypothesis, SPTH,
but is also compatible with the traditional TPTH, against the WMH. Furthermore,
the variable Mayor-Governor-President was insignificant, which means that there
is no statistically distinguishable behavior when we compare federal transfers to
aligned municipalities in aligned states with unaligned municipalities. This supports
the SPTH against the TPTH.

On the other hand, there appears to be no evidence that belonging to a party
(other than the president’s) in the presidential coalition electoral campaign would
have any effect on the transfers to that municipality. This confirms the view that
subnational coalitions are quite different from the national ones. To cite an example,
for the 2014 elections for president and state governors, the PMDB (the biggest
Brazilian party) was part of the national coalition that supported Dilma whereas
in the state of Bahia that same party supported Dilma’s opponent, Aércio Neves
(Duarte, 2014).

The party ideological bias variables are both significant at 1% and have the
expected signs. Recall that the party ideology scale is O to 10; our analysis suggests
that as a mayor’s party ideology increases one unit in that scale, i.e., goes one unit
to the right, for example, moving from ideological position 3 to 4 because of a
change of mayor, then the discretionary transfers of the PT federal government
reduce US$1.10 per capita and the discretionary transfers of the PSDB federal
government increases by US$1.65 per capita (in 2012 values). If a municipality
was to change from a mayor from DEM (the right-most party, with ideology 6.87)
to PCdoB (the left-most party, with ideology 2.31) in 2012 it would receive an
additional US$5 per capita of discretionary transfers from the PT federal government.

171t is noteworthy that Garofalo (2115) found an increase in roughly 11.50 US dollars per capita in transfers to politically

aligned counties when a state changes from being aligned with the federal government to being unaligned.
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Hypothesis tests suggest that we cannot reject the hypothesis that these two bias
variables’ coefficients are identical in absolute value.'®

There is strong support to the specific Brazilian political cycle hypothesis, i.e.,
discretionary transfers increase both during national and during local election years.
This result confirms Ferreira and Bugarin (2005, 2007) findings of a shorter, two-
year long political transfers cycle in Brazil. According to the estimates, ceteris
paribus, there is an average increase in per capita discretionary transfers of about
US$45 in presidential years and of about US$30 in municipal election years; these
estimates are statistically distinct.!” Therefore, although there is increase in
discretionary transfers in all electoral years, these transfers are about 1.5 times
higher in presidential elections years than in municipal elections years.

Neither the variable Local tax nor the variable Mandatory transfers has any significant
effect on discretionary transfers. In particular, the constitutional (mandatory) transfers
appear to be clearly designed in Brazil and not correlated with discretionary transfers,
i.e.,there does not appear to be room for partisan manipulation of mandatory transfers.
We will discuss more about the constitutional transfers in the following section.

Llliteracy appears to have the expected effect on transfers: a municipality that
has an increase of 1% in its illiteracy rate is expected to receive an additional US$2.4
per capita. Therefore, our regressions support the hypothesis that discretionary
transfers are directed to less educated municipalities. Additional research may help
explain the motivation for this fact. On the positive side, it may reflect the federal
government concern in supporting the less developed municipalities. On the negative
side, it may reflect a strategic electoral move, if it is the case that less literate voters
may be more easily influenced.

Conversely, the Gini coefficient appears to have an effect opposite to the expected
one. Indeed, the higher the Gini coefficient, i.e., the higher the inequality, the lower
the discretionary transfers. Therefore, discretionary transfers do not seem to be
directed at reducing regional inequality differences in the country, at least when
inequality is measured by the Gini coefficient. However, it is noteworthy that the
Gini variable is only significant at 5%, and only in Model 6, when the instrumental
variable method is used.

There appears to be no effect of Unemployment on discretionary transfers.
Therefore, there is no evidence that the federal government targets areas with high
unemployment.

18 42 (1) = 0.92, Prob > 2 = 0.3367.
19 42 (1) = 97.89, Prob > 52 = 0.0000.



234 JOURNAL OF APPLIED EcONOMICS

Finally, there seems to be a (small) decreasing marginal population effect on
transfers. According to our estimates, an increase in one thousand people in a
municipality’s population generates a reduction in about 17 cents of a US dollar
per capita on average. This supports the idea that there is a gain of scale in transferring
resources to bigger populations, in which case, as the population increases, the per
capita transfers are reduced. Note, however, that the effect is economically small
and it is statically significant at 1% only in Model 6 (5% in Model 5).

In summary, the econometric study shows strong support for the main strategic
partisan transfers hypothesis tested here: discretionary transfers from the federal
government to municipalities are significantly higher, both from a statistical and
an economic view point, when the municipal mayor belongs to the same party as
the president but the governor does not. Moreover, our results also support the
hypothesis that these is a biannual transfers cycle in Brazil that follows the electoral
calendar, so that discretionary transfers increase in electoral years. However, since
elections are staggered in Brazil, with local elections taking place two years after
state and national elections, we found that the cycle is heterogeneous, with transfers
1.5 times higher in national elections years.

V. Robustness check

In addition to the main econometric studies presented in section IV, we ran a series
of alternative regressions to check the robustness of our findings. These regressions
are explained in detail in the online appendix to this paper. This section briefly
discusses the extensions.

A. Per capita variables

Our main econometric study used the per capita, per GDP discretionary transfers
as the dependent variable. Alternatively, we use the per capita discretionary transfers,
rather than dividing by GDP. In that case, we also use the per capita measurements
of Local taxes and Mandatory transfers. Furthermore, we use GDP (in billions of
Brazilian reals) as an additional explanatory variable. The new regressions support
the SPTH. Indeed, the estimates are that an aligned municipality located in an
unaligned state receives an additional amount of about 7.23 US dollars per capita
when compared to nonaligned municipalities. Although Model 6 finds evidence of
political transfers to aligned municipalities in aligned states, the corresponding
amount (about 1.89 US dollars per capita) is comparably much reduced.
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B. Per GDP variables

Our main econometric study used the per capita, per GDP discretionary transfers
as the dependent variable. Alternatively, we used simply the discretionary transfers
per GDP, rather than dividing by the municipality’s population. In that case, we
also used the Local taxes and the Mandatory transfers variables divided only by
GDP. The main qualitative results are unaltered when we run the corresponding
regressions.

C. Regional effects

Encompassing an area of 8.5 million square meters, Brazil is the fifth biggest country
in world. It is also one of the most unequal societies, with a Gini coefficient above
50. It is a highly-decentralized federation with huge regional gaps. Therefore, it is
only natural to ask if the partisan transfers hypothesis is also confirmed at the
regional level.

In order to disaggregate the analysis at the regional level we first created five
regional dummy variables: NO (North), NE (North East), CO (Center West), SE
(South East), and SU (South). Then, regional partisan identification variables were
created by multiplying the original (national) Mayor-President-Only, Mayor-
Governor-President and Mayor-President’s Coalition by the regional dummies and
we reran models 5 and 6.

The regionalized regressions confirm the strategic partisan transfers hypothesis
for all regions. The regional Mayor-President-Only variables are all positive and
significant at 1%, except the CO Mayor-President-Only variable, which is positive
and significant at 5%. Three out of 5 regional Mayor-Governor-President variables
are non-significant, one is significant at 5% and negative and only one, the SU
Mayor-Governor-President is positive. Overall, the regional variables tend to support
the SPTH against the TPTH.

D. Actual transfers

We discussed in section III.A that there are basically two ways to measure discretionary
transfers from our new database. The first one, used in this paper, consists of
computing the amounts of transfers agreed upon between the federal government
and the municipalities when they signed a grant contract, a “Convénio”. We also
used the alternative way based on the amounts that are really transferred to the
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municipalities. The results we found remain essentially unchanged, corroborating
the robustness of the analysis.

E. Alternative proxies for local taxation

Our main econometric study used the sum of the three main property taxes: urban
(IPTU), rural (ITR) and ownership transfer (ITBR) as the proxy for local taxation.
However, the most relevant local tax is the urban property tax IPTU. Furthermore,
we discussed a fourth main source of local income, the tax on services, ISS. In order
to check the robustness of our results, we rerun the models first using only IPTU
as the proxy for local taxation, and then using all four main taxes, IPTU, ITR, ITBI
and ISS. We found that the original regression results are robust.

F. Mandatory transfers as a dependent variable

In order to confirm that the FPM is indeed an endogenous proxy for mandatory transfers,
we performed the following exercise: we reran our regressions using mandatory
transfers as the dependent variable. We obtained regressions that have a very reduced
power to explain mandatory transfers. Indeed, only in one of the models is there one
variable statistically significant at 1%, Local tax. All other variables are either insignificant
or have very low statistical significance. It is true that the main political variable
Mayor-President party identification appears significant at 10% in models 10 and 11
and at 5% in model 9. However, their economic significance is extremely reduced.
Indeed, by applying the same methodology we used in section IV.B for calculating
the marginal effects of explanatory variables, we conclude that throughout the period
1997-2012 the estimated marginal effect of partisan identification was economically
insignificant: according to the most favorable model, when the Mayor and the President
are members of the same party the municipality receives an extra 3 cents of a (2012)
US dollar in mandatory transfers. The authors believe that this result makes it clear
that there is no economically significant role of political identification in the
implementation of mandatory FPM constitutional transfers in Brazil.

VI. Conclusion
Until recently there was no database available for Brazil with accurate figures on

federal discretionary fiscal transfers to municipalities. The present article used a
novel database that became available in 2015 in order to precisely assess the effects
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of political alignment on transfers. Our econometric analysis first confirms that
there exists a biannual cycle for federal voluntary transfers in Brazil, a result first
pointed out in Ferreira and Bugarin (2005).

Furthermore, it finds evidence that municipalities whose mayor belongs to the
same party as the president receive on average an additional 12 US dollars per
inhabitant. However, this is true only when the municipality is in a non-aligned
state. This is a completely new result in the literature for Brazil and is in line with
what was also found recently for the U.S. in Garofalo (2015).

This phenomenon may reflect a deeper level of strategic behavior on the part of
the federal government, because it appears to take into consideration the possibility
of transferring resources directly to the state government when the governor is aligned,
and letting the governor redistribute it among their preferred (aligned) municipalities.
We call this the “Strategic partisan transfer hypothesis”, SPTH. In order to confirm
the underline rationale for this stylized fact, we also need the check the transfers from
the federal government to the states and confront with the transfers from the states to
the municipalities. This comparison is left here as a suggestion for further studies.

The present article calls attention for the need of a better regulation of discretionary
transfers to avoid the negative effects of strategic partisan transfers. Furthermore,
it suggests future research on the role of the governors as intermediaries in the
partisan transfers scheme when they belong to the same party as the president.
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