Hacienda Publica Espaiola/Review of Public Economics

Manuscript 2284

Centrality and Capital Costs in Urban Areas: Policy Watch for
Spain
Maria Cadaval Sampedro MCS

Alberto Vaquero Garcia AVG

Follow this and additional works at: https://services.bepress.com/hpe


https://services.bepress.com/hpe
https://services.bepress.com/hpe?utm_source=services.bepress.com%2Fhpe%2Fvol1%2Fiss1%2F1&utm_medium=PDF&utm_campaign=PDFCoverPages

Centrality and Capital Costs in Urban Areas: Policy Watch for Spain”

MARIA CADAVAL SAMPEDRO™
University of Santiago de Compostela
ALBERTO VAQUERO GARCIA™

University of Vigo

Abstract
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benefits are debatable although the literature proposes a set of answers. Some of these options
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benefits of centrality and it also provides a policy watch of economic policy measures that have
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1. Introduction

The theory of fiscal federalism is embedded in the view of public finance and
emphasises the importance of transfers in addressing vertical and horizontal imbalances.
According to the theory of fiscal federalism, Samuelson (1954, 1955) described the nature of
public goods, while Musgrave (1939, 1959) added the conception of the multilevel state and
the role of the public sector under conditions of market failure. This conceptualisation was
completed by Tiebout’s vote theory (1956) and Buchanan’s public goods club theory (1965),
with the roles of the private and public sectors. In the absence of externalities and economies
of scale, decentralisation allows better adaptation of public policies to local preferences and
needs (Oates, 1972, 2005), but in reality, expenditure spillover effects are a widespread feature
of many services provided by local governments.

Local public goods are not pure in that they are subject to the effects of geographical
overflows, frequent in the urban economy. The benefits of some activities may exceed the limit
of the level of provision of competence; thus, the level of provision is insufficient or suboptimal.
Thus, it is often discussed that there is an additional burden on the municipality that owns the
centrality equipment, which, in the absence of adequate equalisation mechanisms, is
“exploited” by foreign users of its goods and services (Blankart and Borck, 2005).

More traditional studies assume that in an urban environment there are negative
externalities and spillover effects like those of congestion costs, solid waste management,
mobility costs, incomplete information, concentration of social problems, etc. Costs will be
higher if more productive activities are replaced by administrative activities of lower

productivity and loss of tax revenue through the application of tax exemptions.? In the absence

2 For example, public buildings are exempt from municipal property taxes. Central cities and especially capital
cities are home to many such buildings, which are not subject to the tax burden that is levied on private buildings
and facilities.



of a compensation mechanism, the set of interdependencies external to the price system implies
the non-independence of different functions of preference, in such a way that “gaps” are created
between benefits and private costs and their correlatives of a public nature, which can lead to
suboptimal decision-making (Bruegmann, 2005; Hamidi and Ewing, 2014; Hamidi et al.,
2015).

Many theses defend the practice of central cities that sustain the suburban habitant who
occupies its streets, demands its services, and then moves outside the city limits to a residential
property that is not taxed to pay for these public services (Caramés and Cadaval, 2008).
However, not everything is negative for the central cities. The fact of attracting residents from
other nearby localities generates positive effects that should be considered to establish a cost—
benefit analysis adjusted to reality. Agglomeration economies encourage innovation and the
creation of new business initiatives, thereby fostering the development of RandD activities, an
issue vital for economic development. In addition, the existence of these agglomeration
economies can reduce the cost of goods and services generated by the city for both residents
and non-residents, as long as they are services capable of taking advantage of economies of
scale (Gill and Goh, 2010; Giuliano et al., 2019; Ladd and Bradbury, 1988).

The cost and benefits of spatial use are difficult to measure and to mitigate; most papers
propose a set of solutions (Cox and Utt, 2004; Glaeser and Gottlieb, 2009; Hortas and Solé,
2010; Kahn, 2010; Kahn and Walsh, 2015; Litman, 2003). Some of these options are a different
financing system for central cities, transfers from other levels of government, or the payment
of a certain amount from the non-central areas to the central area. The question is whether
peripheral areas are interested in such agreements. While most economic studies raise the need
for some form of agreement, these tend to consider only the additional costs incurred by non-

residents in exploiting local public goods and services but not the benefits they generate. This



leads to an asymmetric distribution of the burden of providing services and suboptimal
allocation.

Advocates of compensatory transfers of centrality cost argue their necessity because
central cities finance public goods and services that benefit not only residents but all those who
use these cities (Hortas and Salinas, 2014; Slack, 2010). Consequently, the debate focuses on
the need for compensation and the amount of it (Rosenthal and Strange, 2020; Strange, 2001).
Despite the relevance of the above, there are hardly any recent works on this subject, and the
few references are old. In this sense, this study is the first to carry out a complete analysis of
the works that try to approximate the calculation of the cost of centrality of cities.

The aim of this study focuses on three elements: (a) reviewing the main studies, from
both a theoretical and a practical perspective, on the cost of municipal centrality; (b) grouping
the different tools used to offset centrality costs according to their taxonomy; and (c) carrying
out a policy watch exercise on the main public actions implemented in Spain to alleviate the
cost of centrality.

Following this introduction, the second section carries out a survey of the representative
literature. In the third section, a policy watch is conducted of the actions carried out, with

descriptions of the measures implemented in Spain. Finally, conclusions will be presented.

2. Centrality Cost: Literature Review
The traditional issues of centrality cost argued that central cities sustain the suburban
inhabitant who occupies its streets, demands its services, and then moves outside the
administrative boundaries without paying for these utilities. Non-resident visitors use the
services that the city offers to its residents without paying any amount for their use, and this is
usually identified with overflow costs in municipal services in addition to costs relating to the

concentration of social problems and other factors arising from the high population density.



However, on some occasions, this thesis is nuanced and complemented with the benefits
derived from centrality.

Some authors have argued theoretically that central cities are exploited by those who
benefit from city-produced public goods without contributing to their payment. The existence
of externalities creates a divergence between private and social costs of production and the
private and social benefits of consumption (Boskin, 1973; Brainard and Dolbear, 1967; Gordon,
1983; Oates, 1972; Pauly, 1970). This kind of public spillover could lead to the underprovision
of public goods in the city (Neenan, 1970). The academic literature in the 1970s and 1980s
emphasised the equity and altruism of the suburbs to the central cities; the most recent research
has explored this in the interest of the suburbs (Haughwout and Inman, 2002; Voith, 1993,
2002) and found positive correlations between city and suburban pairs, while Strange (2001)
determined that the benefits of agglomeration decay over distance.

Other authors, however, argue that the level of spending of central cities depends, in
many cases, on the size of the population living in the agglomeration, which often increases
operating expenses, but this does not always involve exploitation. In some countries, the income
disparity between the central city and the periphery is such that some authors identify this reality
as redistributive. This is evidenced by studies such as that of Hawkins and Thrke (1999), which
have found that central cities not only bear costs but also benefit from the compensatory effects
of surrounding areas.

For the most part, empirical works assume the existence of centrality costs and try to
measure or quantify their effects, as well as to propose solutions to compensate for this problem.
These papers summarise the reasons why the centrality of a city might influence the provision
and spending: cities provide a range of specialised services in accordance with their dimension,
and due to their importance as a central place, greater use is made of these cities’ public services

by those living outside. A city’s level of spending is associated with its spatial function as a



central place (Agnew, 2014; Sharpe and Newton, 1984). The effects of a city’s centrality seem
evident in the higher cost required to provide physical and welfare services. The fundamental
question is: In what way should this status be recognised?

Below we carry out a policy watch of the main works to investigate the following
issues: (a) whether there is evidence of the existence of centrality costs; (b) if so, to what extent
taxes or transfers between different levels of government are able to mitigate their effects; and
(c) an examination of the different metropolitan experiences that are applied in the main cities
of the world.

The first empirical studies calculated, with descriptive techniques, the benefits and costs
of the non-resident population in central cities. The results were different depending on the
methodology used. While Margolis (1957) and Neenan (1970) found centrality costs, Davies
(1965), Vincent (1971), and Smith (1972) estimated that benefits generated by suburban
residents outweigh the cost and generate an effect in favour of the central city. Initially, such
studies were conducted for cities and metropolitan areas of the United States, with conflicting
outcomes, and later studies were extended to other central cities.

In this context, the financing of large cities and metropolitan areas is more difficult than
the financing of other cities and municipalities because of the socio-economic characteristics
that they present. We find a group of methodologically more elaborate studies that have
determined the existence of centrality costs and proposed policies to mitigate them. Greene et
al. (1974, 1976) presented one of the first studies on the additional costs and revenues that
visitors bring to the city of Washington, DC. These researchers focused on fiscal and tax
incidence of the local and federal governments in the Washington, DC, metropolitan area and
concluded that there was horizontal fiscal inequality. They argued that the suburban relationship
between the city centre and the city is exploitative because commuters use the city services but

pay most of their local taxes to the local governments in which they reside. The cost of



providing public services in central cities is not offset by the additional revenue that visitors
cause, directly or indirectly, in the municipality.

Some papers, as we have advanced, introduce an alternative view of centrality cost and
instead appreciate benefits related to centrality. Thus, they have considered that it is possible to
have agglomeration economies, which increase economic activity as more infrastructure makes
a city more attractive, causing people and businesses to move into these municipalities. Should
this occur, municipal tax collection is likely to increase, mainly because of the increase in
property taxes, economic activities, special taxes, and contributions linked to the increased
residence of both individuals and businesses (Altshuler and Goodspeed, 2002). Sacher's (1993)
study shed light on the large economics literature that maintains that suburban areas fiscally
exploit central cities when estimating the distribution of local taxes and expenditures in
Washington, DC, and its Virginia and Maryland suburban jurisdictions. The results of the
analysis do not show that the suburbs exploit the central city, although wealthy suburban
residents may in a sense be exploiting their urban counterparts.

However, most authors (Chernick, 2002; Chernick and Tkachera, 2002; Greene et al.,
1976; Ladd and Yinger, 1989, Ladd et al., 1991) have pointed out that the costs borne by the
central city are not compensated for by the additional revenues generated by non-residents.
Thus, Ladd and Yinger (1989) examined the determinants of major cities in the US, concluding
that the fiscal health of these cities had worsened since the 1970s. They identified and measured
the impact of these broad national trends and drew on data from 86 major cities with an analysis
of urban fiscal conditions, calling for federal and state urban policies that would provide
assistance to the neediest central cities. In the same vein, Ladd et al. (1991) conducted an
analysis of the incidence of state compensation to local governments in Minnesota, with the
result showing that it is necessary to increase economic endowments to big cities for the

services that they provide even to non-residents.



Murdoch et al. (1993)* showed strong interactions between 85 municipalities in the Los Angeles
metropolitan area for local expenditures and indicated that the provision of public services by
the central local government is insufficient for the user population and causes an overflow
effect. Greene and Reschovsky (1994) showed that peripheral municipalities near the large
cities of Wisconsin are overcompensated for the services they provide, while those considered
as central cities have a deficit between what they provide and what they receive. Chernick
(2002) made an estimate of the costs caused by commuters to Washington, DC, concluding that
the inability to recover this excessive cost is largely due to capital costs. Chernick and Tkachera
(2002) studied the case of New York and suggested that the city should impose a tax on
commuters. At the state level, Baicker (2005) estimated the extent to which state spending is
influenced by spending in neighbouring states, examining several neighbouring metrics to
better identify the channels of interstate spillovers and determining the need for trade-offs.
Bradbury and Zhao (2009) determined the existence of a fiscal gap in certain local
governments in Massachusetts, considering not only the resident population but also those that
use public services and infrastructure but do not reside in these cities. Chernick and Reschovsky
(2013), analysing the revenues and expenditures of 112 major central cities in the US, pointed
out that the effects of the Great Recession were more intense than in smaller cities. In a later
work, Chernick and Reschovsky (2020) indicated that the tax differences are maintained.

4 often lead to inefficient taxes, and this has

There is ample evidence that “fiscal games
been demonstrated by a number of papers (e.g., Altshuler and Goodspeed, 2002; Besley and

Case, 1995; Besley and Coate, 2003; Brett and Pinske, 2000; Brueckner, 2003, 20075,

* In this study, there was a clear spillover effect for park and garden spending by the municipalities of the Los
Angeles area from an expenditure equation that included the influence of spending on neighbouring cities.

4 When tax bases are mobile, a policy action chosen by a jurisdiction affects the budget constraints of another
jurisdiction, through a policy-driven flow of resources between jurisdictions, leading to strategic interactions in
local fiscal choices. These fiscal games typically give rise to inefficient taxation (Wilson, 1999).

5 In both studies, Brueckner pointed out that the urban control of a municipality presents strong dependence on the
behaviour of this variable in the neighbouring municipalities, which shows a certain “mirror effect” in the
municipal urban policy.



Haughwout, 1999; Heyndels and Vuchelen, 1998). Research studies by Case et al. (1993),
Figlio et al. (1999), Figlio and O’Sullivan (2002), Baicker (2001), and Redoano (2007) are the
most representative studies that have found negative externalities, especially in social spending
(Foucalt et al., 2007).

Recently, some studies have indicated that from what has happened with the COVID-
19 pandemic, urban dynamics may be changing. In a world where residents seek more space,
telework can reduce the saturation of public services offered by large cities, reducing their high
pressure. However, the effect is unclear because the investigations analysing this possibility
seem to point to two effects. On the one hand, some businesses might move to the periphery,
where they would have more space and lower prices. On the other hand, certain jobs, especially
the best paid ones, would be concentrated in the most productive cities- It is still too early to
assess the effect of these changes in work practices with real data. The final impact will largely
depend on the type of work performed, as it is clear that the possibilities for teleworking are
not the same for all sectors and economic activities (Brueckner et al., 2021; Delventhal et al.,

2022; Kwon, 2021; Ouazad, 2020).

2.1. Spanish Experience

Empirical studies on the cost of centrality in Spain are scarce. Most refer to a specific
type of centrality cost, related to status as capital, which implies that a certain municipality that
is administrative capital suffers a substitution of productive activities for less productive
activities that, in addition, enjoy tax benefits. This often translates into increased spending on
security planning and civil protection and the maintenance of parks and gardens or historical
heritage buildings and monuments. Identifying and quantifying capital costs has been the

subject of several works, some of which have proposed possible compensation solutions.



In the studies by Bosch and Solé-Oll¢ (2005) and Solé-Oll¢ (2006), the centrality cost
was estimated that 3,000 municipalities throughout Spain (all with a population of more than
1,000) are subject to the impact of non-residents on municipal public services,® noting that
congestion externalities are relevant to justify this spending differential. Bosch et al. (2010)
showed that there were significant costs that greatly conditioned the per capita local expenditure
of major Spanish cities. The authors noted that these factors were directly related to the
overflow effect of central cities, approximating this variable by the number of tourists and the
relevance of the tourism sector and by capital costs, measuring their impact through the
importance of employment and the remuneration of public employees at the local level. In
addition, it was noted that there was no positive relationship between expenditure and
population size; on the contrary, there were significant differences between municipalities with
the same population, indicating that there were other factors that determined their spending
needs. As for the costs of overflowing municipal services, they were caused by a high flow of
non-residents to central cities for travel, education, shopping, administrative activities, or
leisure.

In particular, the capital costs of Santiago de Compostela were examined in a
benchmark study (Caramés and Cadaval, 2008) that found that the capital regime for Santiago
de Compostela should involve a subsidy for extraordinary expenses of €6 million per year
(lower than the estimate made by Bosch et al. [2010]), including the opportunity cost,
congestion costs, safety costs at public events per capita, costs related to the development and
use of the autonomous community’s own language, and costs of heritage restoration and
maintenance and tourism promotion. The benefit that administrative capital implies did not
compensate for the cost of centrality that it generated, which is greater than the income that

could be obtained from the economic activity (Cadaval, 2011).

¢ The methodology was based on estimating the impact of non-residents on the cost of local services through
their effects on municipal spending.
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The work of Solé-Ollé and Polo-Otero (2008) also focused on the analysis of capital
costs. The authors estimated the compensation that should be received by the municipality of
Santa Cruz de Tenerife to compensate for the cost of the shared capital of the Canary Islands.
They considered the costs of spillover effects, costs relating to the concentration of social
problems, other factors, and insufficient financial resources. For the overflow costs, it was
assumed that the population located 30 km from Santa Cruz produced additional costs, applying
a methodology like that of Solé-Oll¢ (2006, 2011). It was found that the amount to be
compensated would depend on the method of calculation of these costs, allowing for a
sensitivity analysis, enabling three results: €3.1 million, €9.8 million, and €11.2 million. In a
rough sense, which does not strictly correspond to the calculation of centrality costs but is
related to the provision of local services in the municipalities with the largest size, it is clear
from the studies of Hortas and Sol¢é (2010), Hortas (2014), and Hortas and Salinas (2014) that
a greater degree of urbanisation has a decisive impact on a higher cost for providing municipal
services.

Finally, we point out three recent investigations that carried out this type of comparative
exercise outside the US: Turley et al. (2015) for Ireland, Slack et al. (2015) for the province of
Ontario in Canada, and Yan and Reschovsky (2021) for the province of Zhejiang in China. In
these three cases, the results were similar, so intergovernmental transfers favour those cities
with a smaller population, and the post-transfer fiscal position is weaker in larger cities than in
smaller towns and rural areas. Table 1 shows the main empirical contributions of centrality

costs.
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Table 1

PRINCIPAL CONTRIBUTIONS OF CENTRALITY COST

Authors

Field of study

Conclusions

Neenan (1970)

Detroit and selected suburban
municipalities

This work estimated the exploitation of Detroit by suburban municipalities and developed an empirical model of
citizens’ willingness to pay for locally provided goods and services and estimates of net fiscal flows between
Detroit and its suburbs.

Greene et al. (1976)

Metropolitan area of
Washington

The analysis concluded that there was notable horizontal fiscal inequality across the Washington metropolitan
area.

Ladd and Yinger
(1989)

86 large American central city
governments

The authors offered an analysis of urban fiscal conditions and called for new state and federal urban policies that
would direct assistance to the neediest cities, especially assistance to central cities.

Ladd et al. (1991)

Local governments in
Minnesota

The study measured the fiscal conditions of local governments in Minnesota as part of an evaluation of local
government assistance grants in that state.

Murdoch et al. (1993)

Local government in Los
Angeles

The authors applied cross-section data to estimates of spatially autoregressive empirical models to explain local
expenditures and showed that benefits of a public good provided by one community can spill over to members
of other communities and that the community should be recompensed.

Greene and
Reschovsky (1994)

Municipal governments with
populations over 2500 in the
state of Wisconsin

The researchers drew up an equation that measured the difference in financing needs between the different
municipalities, with different results between central and peripheral municipalities. The former had positive
needs and the latter negative.

Solé-Ol1& (2001)

Municipalities of the province
of Barcelona > 5000 inhabitants

The study found that commuters had a clear impact on spending for four local public spending policies: citizen
security and civil protection, culture and sport, housing and urban planning, and community welfare. Each daily

(excluding the city of visitor generated a cost for these areas of 23%, 113%, 96%, and 75%, respectively. In addition, tourism generated
Barcelona) some cost overruns in municipal budgets, especially in spending on citizen security and community welfare.
Chernick and Tkachera | New York Using a data panel, the authors estimated that each commuter coming to New York would imply an increase in
(2002) annual expenditure. The study did not include additional tax benefits, only centrality cost.
Baicker (2005) United States (state level) The analysis estimated the extent to which state spending was influenced by the spending of neighbouring states

and showed that each dollar of state spending caused spending in neighbouring states to increase by almost 90
cents.
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Bosch and Solé-Ollé
(2005); Solé-Ol1e
(2006)

3000 municipalities throughout
Spain (all with a population of
more than 1000)

Individual residents within a radius of 30 km generated 9.4% of the municipal expenditure generated by a
resident; this percentage increased to 24% for municipalities located in large urban conurbations, reaching 4%
for the central cities.

In addition, residents on the periphery benefitted almost as much as residents of local public services; this effect
was much less in non-urban municipalities and zero for large cities, precisely because the opposite occurred.
This forced the central cities to act as “leaders”, providing services that the smaller municipalities could not
provide.

Solé-Ollé and Polo
(2008)

Municipality of Santa Cruz de
Tenerife

The authors considered the costs of spillover effects, costs of concentration of social problems, other factors, and
insufficient financial resources. For the overflow costs, it was assumed that the population located 30 km from
Santa Cruz would produce additional costs, applying a methodology like that of Solé-Oll¢ (2006).

Bradbury and Zhao
(2009)

Municipal governments in the
state of Massachusetts

This study developed new measures of revenue capacity and costs for Massachusetts cities and towns. The
authors quantified the fiscal gap on local government with attention to different centrality costs.

Bosch et al. (2010)

Spanish large municipalities,
more than 75000 inhabitants

The authors estimated an equation for spending needs and fiscal capacity, which allowed them to determine how
the centrality characteristics of the largest municipalities in Spain increased the spending needs and, at the same
time, how they positively affected their fiscal capacity. Capital, however, generated only costs, increasing
spending needs.

Hortas and Solé (2010) | 2500 Spanish municipalities The estimations derived from the expenditure indicated that low-density development patterns led to greater
provision costs for local public services.

Chernick and 112 large central cities in the The authors used data on the financing of the nation’s largest central cities to forecast the impact of the recession

Reschovsky (2013) United States (1997-2008) and the housing crisis on central city expenditures. They predicted that real per capita spending in the average
central city would be reduced and that spending cuts would be substantially greater.

Hortas (2014) 4000 Spanish municipalities This paper, using a panel vector autoregressive model, estimated the net fiscal impact of urban sprawl and

determined that sprawl considerably increased demand for new infrastructure and that the capital deficit
generated by infrastructure was covered by intergovernmental transfers. These findings revealed a moral hazard
problem for local governments, in which inordinate intergovernmental transfers and development revenues
encouraged excessive urban sprawl.

Hortas and Salinas
(2014)

6169 Spanish municipalities
(2007-2008)

According to the results obtained, the larger municipal size implied more costs to provide services such as
social services, cleaning, etc.

Turley et al. (2015)

Irish local government

The work studied and evaluated the Irish system of overhead subsidies to local governments through the
estimation of local deficits at this level of Irish administration. The authors determined the need to establish some
compensation for the big cities. The cities that hold the capital must receive intergovernmental tax transfers to
compensate for this excess of expenditure that is borne by the big cities’ and municipalities’ capital, and this
must be taken into account when designing the municipal public budgets.

Slack et al. (2015)

30 largest municipalities in
Ontario, Canada

The authors calculated fiscal gap measures (the difference between expenditure need and fiscal capacity) and
discussed the implications for the fiscal health of the largest Ontario municipalities. The municipalities of the
Greater Toronto Area showed better fiscal health than most of the other municipalities.
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Chernick and
Reschovsky (2020)

148 major cities in the United
States

The authors pointed out that there are significant differences in both spending needs and fiscal capacity between
cities. The existence of important differences in spending needs and in fiscal capacity between cities was verified
from several models. Over the period studied, the fiscal gap in large cities increased over time.

Yan and Reschovsky
(2021)

Municipal governments in
Zhejiang Province, China

This paper quantified the fiscal gap between the spending needs of local governments and the collection capacity
of these governments in Zhejiang Province, China. Tax differentials were reduced once intergovernmental

transfers were received.

Source: Authors’ elaboration based on the references indicated.
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3. Policy Watch

The governance of metropolitan affairs and capital costs has emerged as a crucial issue
in many countries. The academic debate shows a bias towards categories and descriptions based
on North American and, to a lesser degree, West European or South American experiences
(Pierre, 1999; Rojas et al., 2008). Discussions about the existence of centrality costs, economic
efficiency, and the fiscal challenges inherent in central jurisdictions have gone through several
solutions that have been applied in practice individually or jointly in the form of annexations,
supra-municipal governments, or aid to centralities.

Sometimes annexations represent one way for central cities to capture suburban tax
capacities (Rusk, 2006; Wasylenko, 2017), although on many occasions rejection and social
opposition have made this an unfeasible solution. In addition, the work indicates that cities that
have annexed their suburban areas have much stronger fiscal health than cities that have not or
could not annex. International experience shows how city mergers are heterogeneous in both
extent and the ease with which cities can annex their suburbs. Annexation occurs most
frequently in the southern and western areas of the United States, except California. In Europe,
some cities have found it difficult to annex their suburbs, and the result has been that they could
not expand their tax bases via annexation. The countries of the north of Europe have starred in
the mergers of municipalities, while in the south they have not been accepted, except some
impositions, as happened in Greece after 2008.

Even though mergers of cities and counties can reduce the cost of government, shared
service agreements between local governments or instances of metropolitan collaboration have
been more widespread and more socially accepted than the mergers of municipalities. The
governance of central cities has often led to the governance of metropolitan affairs and capital
cities as one of the crucial issues in many countries. The gap between administrative boundaries

and metropolitan territory has led to several approaches and proposals about the best form to
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govern urban agglomerations (Brenner, 2002; Lefévre, 2009; Savitch and Vogel, 2009; Tomas,
2017).

In practice, there are alternative forms of metropolitan governance. Some have been
achieved through institutional reforms and others through inter-municipal competition and
flexible agreements, all in order to pursue efficiency and competitiveness at every scale, both
local and metropolitan. While in North America metropolitan governments are institutionalised,
in Europe there is not a single model of supra-municipal governance. There is a diversity, and
according to the degree of institutionalisation,” we can distinguish at least four models of
metropolitan governance: (a) vertical coordination (with institutions that were not created to
make metropolitan areas function but that exercise such control, like Stockholm County,
Hovedstaden, etc.); (b) horizontal coordination, that is, less institutionalised models based on
voluntary cooperation between municipalities and other public and private actors (e.g., Italy,
France, Denmark, Germany, Spain); (c) metropolitan agencies (e.g., Birmingham, Barcelona);
and (d) metropolitan governments (e.g., Paris, Lisbon, London, and Stuttgart, although they do
not represent a pure model because they depend on the funding of higher authorities or share
the responsibilities with other governments) (Slack, 2016; Tomas, 2017). In some countries
models are homogeneous, while in other countries there is a variety of governance models.

Regardless of the degree or form that supra-municipal governments take, most national
governments provide some financial support to central cities to offset the cost of centrality,
especially for national capital. In general, there are four different treatments that can be seen
practised for large cities, metropolitan areas, and capital cities when institutional reforms are

not produced (Table 2):

7 In North America metropolitan governments are strictly institutionalised (second local level, with its governing
bodies and functional and institutional independence, as in strictly metropolitan areas), and in Europe there is no
single model of metropolitan governance.
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a. Cities with a different status, like a city-state (Slack, 2011). The cities have both city
and prefecture status, and as a result, they have greater taxing power than other
municipal governments (e.g., Tokyo, Berlin, Bremen, and Hamburg).

b. Different taxing powers and fees. The largest local governments, in general, have
additional revenues from additional taxing power, such as property taxes, income
taxes, income sales taxes, corporate income taxes, and others (e.g., Toronto, New
York City, and London).

c. Intergovernmental transfers. Metropolitan areas in some countries receive
government grants for specific services such as public transport, infrastructure,
security, or cultural activities (e.g., Berlin and Brussels). Although this is not always
the case, sometimes some small local governments (Berlin, Paris, Stockholm)
receive more intergovernmental transfers than do metropolitan areas (Bahl, 2010).

d. Creation of inter-municipal consortia for the provision of certain services (De Mello
and Lago-Peias, 2013), as "cold municipal mergers" in Spain and Brazil.

There is no pattern of compensatory subsidies to large cities, but some receive a significant part
of their income through subsidies. In addition, grants may or may not be conditional. Moreover,
cities that are capitals are often treated differently than other cities (Boadway and Shah, 2007)
in terms of tax transfers, infrastructure, or the offsetting of tax-exempt activities and
installations.

Practical experiences of compensation mechanisms focus on capital costs. In general,
the capitals of unitary countries are not specifically treated as capitals but may be favoured
through financing arrangements that reflect the fact that they are capitals; this is true for
London, Stockholm, and Vienna. Other cities are compensated. Washington, DC, is treated
differently to compensate for the loss of revenue from tax exemptions. Canberra has special tax

treatment with respect to “special circumstances arising from the existence of the national
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capital (Australian National Government, 1988). Berlin also receives compensation for its
capital cost, and the federal government makes additional payments to compensate for security
costs, infrastructure, and cultural activities. Brussels also receives special treatment in
compensation for capital financing. Brasilia receives a “constitutional fund for the federal
district”, which is fiscal assistance that is used for public safety, education, and health. Ottawa
is offset by local taxes lost through federal property exempt by the Canadian Government.
However, in other cases, such as Mexico City, no special tax treatment is envisaged.

In Spain, some cities have demanded mechanisms to compensate for capital costs. On
the one hand, there is a certain compensation mechanism for large cities based on special
regulations like Law 1/2006, of 13 March, which regulates the special regime of the
municipality of Barcelona, and Law 22/2006, of 4 July on the capital city and special regime of
Madrid. However, there is no reference in either of these regulations to changes in the funding
system, since the changes that have been introduced relate to administrative and organisational
matters (Sudrez-Pandiello et al., 2008).

On the other hand, a special financial regime is recognised in the participation in the
current revenues of the nation (Participacion en los Ingresos del Estado) through an
unconditional grant. However, this exercise was carried out without objective criteria (Bosch
et al., 2010). Finally, there are also autonomous regulations that try to collect this capital. This
is the case for the city of Pamplona, with Law 16/1997, of 2 December, on the Charter of the
Capital of the City of Pamplona, and Santiago de Compostela, with Law 4/2002 of 25 June, on
the Statute of the Capital of the City of Santiago de Compostela. To this list must be added Law
23/2006, of 20 December, on the capital of Palma de Mallorca; Law 8/2007, of 13 April, on the
status of the shared capital of the cities of Las Palmas de Gran Canarias and Santa Cruz de
Tenerife; Law 2/2015, of 23 March, on the Statute of the capital of the City of Logrofio; Law

7/2015, of 31 March, regulating the Statute of the Capital of the City of Merida; and Law
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10/2017, of 30 November, on the special regime of the municipality of Zaragoza as the capital
of Aragdn. In addition, it is necessary to include the tax canon of the capital of Vitoria, as it is
the seat of the common institutions of the Autonomous Community of the Basque Country.

As an example of this strong financial dependence on the regional administration, it can
be noted that in 2020 the Balearic Government was expected to make up for €10 million from
the European Regional Development Funds, part of the €30 million it must contribute annually
to Palma de Mallorca in the application of the capital law. Furthermore, the law stresses the fact
that if this compensation was initially to be received through participation in the collection of
the autonomous communities’ own and state-ceded taxes, in the end the figure was established
at a minimum contribution of €30 million. Of this amount, about €25 million is designated to
be used for investment in projects agreed upon between the City of Palma de Mallorca and the
Government of the Balearic Islands. However, this allocation has not always been reached,
being €8.3 million in 2018 and 2019. The allocation for 2022 is estimated at €30.5 million. It
is therefore an investment that is not freely available. Furthermore, it is paradoxical that the
latest revision includes a discount in the municipal transport fare for residents of other islands
using the municipal transport service, since the objective of the rule is precisely to help cover
the cost of the use of public services by non-residents.

Although the scope and content are very different, it can be noted that in all of these
cases the recognition of the capital council as a collegiate body for communication between the
autonomous community and the city council stands out. Much remains to be done in the
financial arena; however, while the existence of a special funding system has been recognised,
its calculation and amount are not concrete. Moreover, it is wholly financially dependent, since
the compensation to be received will depend on what is determined by the autonomous

community budget law or, in its absence, the specific agreement to be approved.
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In particular, the financial allocation received by Santiago de Compostela on the basis
of the Statute of the Capital City depends on the amount that the Xunta de Galicia wishes to
establish. This item was included for the first time in the budgets of the regional government of
Galicia in 2004, setting it at €1.5 million, with a maximum allocation in 2010 (coinciding with
the Holy Year) of €3.2 million. A fixed amount of €2.3 million was provided from that year.
By way of comparison in 2022, Zaragoza received €8 million; Vitoria, as administrative seat,
obtained €10 million; Logrofio received €2.8 million; Las Palmas entered €3.3 million; Tenerife
received €2.9 million; and Pamplona got €24 million in 2019, although its status of capital was
repealed in 2022.

In short, in Spain a differentiated financing system has not been established for the
central cities, beyond the special regime enjoyed by the cities of Madrid and Barcelona, which
does not grant them a different financing system but basically refers to competence and
organisational aspects. The regulations distinguish municipalities based on their population, but
there is no institutional definition of a large city unless the institutional capital is formally
recognised. Spanish state regulations do not recognise the costs of centrality for municipalities
in general. Only a few autonomous communities have estimated and quantified the cost of
centrality, generally coinciding with the capital cost of their municipalities. This recognition is

not stable or permanent over time but varies according to regional governments.
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Table 2

SOLUTIONS REPRESENTING THE COST OF LARGE CITIES

Instrument

Experience

Application

City-state status

Tokyo, Singapore, Macao, Berlin, Bremen,
and Hamburg

This formula provides greater taxing power than other municipal governments.
City and state status confers the same revenues as local governments and other
jurisdictions like state governments.

Special taxing power

Toronto, New York, London, and
Canberra

In some countries, large cities can create specific taxes to finance their
centrality cost.

Intergovernment transfers

United States cities (e.g., Washington)

Berlin, Brussels, the United Kingdom
(several cities), and Bern

Spain: Barcelona and Madrid

Spain: Santiago de Compostela, Palma de
Mallorca, Las Palmas de Gran Canaria,
Santa Cruz de Tenerife, Logroio, Mérida,
Zaragoza, and Vitoria

This brings an increase in the percentage of funding of some federal transfer
programmes and, at the same time, requires the federal governments to assume
certain services that had been financed by the central administration.

These have a system of unconditional transfers to municipalities that take into
account some variables related to centrality costs.

These entities have vertical transfer mechanisms to compensate for capital
costs from the state budget.

These entities have vertical transfer mechanisms to compensate for capital
costs from autonomous communities’ budgets.

Institutional reforms: creation of
metropolitan areas

Metropolitan area of Birmingham (United
Kingdom), Metropolitan area of Stuttgart
and Hannover (Germany), Metropolitan
area of Zurich and Geneva (Switzerland),
Metropolitan area of Lisbon and Oporto
(Portugal), Metropolitan area of
Minneapolis-St Paul-Bloomington (United
States), and Metropolitan area of Montreal
and Vancouver (Canada)

There are some successful experiences in the United States, Canada, and some
European countries, but with mixed results.

There has been little success in Spain. Only the metropolitan area of Barcelona
remains, focused on the management of metropolitan transport. The main
causes of this failure are a reluctance to give up competition and financial
problems.
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Institutional reforms: municipal mergers

Institutional reforms: models of voluntary
cooperation

Inter-municipal consortia

Metropolitan area of Barcelona (Spain)
Unsuccessful experiences in Madrid,
Bilbao, and Valencia

Belgium, Denmark, Finland, Norway,
Sweden, the Netherlands, Germany, and
the United Kingdom

Greece, Georgia, Denmark, the United
Kingdom, Estonia, Finland, the
Netherlands, Portugal, Greece,
Luxembourg, Ireland,

Turkey, and Germany

Inter-municipal cooperation formulas,
including public and private entities (Italy,
France, Denmark, Germany, and Spain)

In order to achieve economies of scale, the
consortia of certain services in Spain and
Brazil are valued

Here the goal of municipal mergers is usually to reduce costs by making local
governments larger. The agenda has been one of municipal amalgams as an
instrument to reap a scale effect. In the northern part of Western Europe, the first
wave of such territorial consolidation reforms took place in the 1960s and 1970s
and was rooted in the economies of scale in relation to both industry and public
administration.

More recently, the beginning of the 21st century was a new period of territorial
amalgamation reforms in various countries of Europe.

Here there has been relative success in delivering certain types of services
together.

Consort certain services such as waste collection, waste water treatment, social
programmes, and transport (in Spain), and health care, education, urban
development, and transport (in Brazil).

Source: Authors’ elaboration
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4. Concluding Remarks

The literature on fiscal federalism has devoted much effort to identifying the costs and
benefits of central cities, with a particular focus on capital cities. One part of the literature
argues that central cities are exploited by suburban areas whose inhabitants occupy their streets,
demand their services, and do not pay taxes for these public services. However, not everything
is negative for these cities. Thus, part of the literature argues that non-residents generate positive
effects that reduce the cost of goods and services provided by central and capital cities for both
residents and commuters.

Most of the review articles assume the existence of the cost of centrality and propose
different solutions for its compensation. The solutions proposed are varied, including different
financing systems for these cities, cities with various statuses, different taxing powers and fees,
intergovernmental transfers, or the use of shared service models to make local government
efficient, such as co-operation, metropolitan governments, and, in some cases, municipal
mergers.

A review of central city governance models around the world shows that various
alternatives have been tried and tested. This policy watch exercise shows that there is no single
solution even for the same country, as has been the case in Spain, where initiatives, which have
not always had a good result, have been quite varied.

Economic but also historical, sociological, and political reasons ultimately determine
the best option. This political vigilance does not allow us to conclude that there is a model that
can be extrapolated to all cities at all times, even more so after the new economic scenario
following the COVID-19 pandemic. However, there are some examples of calculating and
quantifying centrality costs that can be extrapolated, as well as initiatives that have worked well

in specific contexts.
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Focusing on the Spanish case, the quantification of centrality and capital adequacy costs
is not very extensive, and these methods have been collected for the first time in a policy watch.
All empirical work shows a significant cost related to characteristics that largely condition local
spending per capita in the main Spanish capitals. There are significant differences in spending
between municipalities with the same population, indicating that factors other than population
determine their spending needs. In fact, when analysing the capitals, it is found that the flows
of externalities are not reciprocal and that these generate divergences between the private and
social costs of providing public services. Inevitably, this leads to cities offering sub-optimal
solutions.

Finally, it should be noted that this study, at the same time, reflects a classic theme of
great interest to the local world. In this investigation, we have found that issues of economy,
finance, administrative and constitutional law, and politics converge, so it is not easy to offer a
single recipe. Nevertheless, although we believe that a consideration of this set of elements can
be carried out only through a rigorous and correct study, it is also necessary to take into account

that not everything one wants to do can be successfully put into practice.
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