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ABSTRACT

In this paper we describe the ways in which finanail illusion (FI) in public accounting
can be created by misreporting actual expenditurerad revenues. We test the effects of
FI, due to the absence of sound financial capital glicies, on current public
expenditure increases and on the future sustainalfy of local public services. We
relate these features to the lack of incentives amgst public managers for accurate
financial reporting when short term electoral interests prevail. For both agents
(politicians and managers) Fl increases the budgeta managerial slack, these being
arguments in their utility functions, although running against public accountability.

Our hypothesis is tested for Spain using a sampld 42 municipalities with population
above 20,000 for the financial years 1993-2001. Vieild this unique database on the
Catalan Audit Office Reports in a way that budgetscan be linked to other local social
and economic variables in order to test our assumjans.

The results confirm, although with high disparity practices, that there is a statistical
relationship between FI and high current expenditue, net assets variation and
managerial slackness. Mechanisms for Fl creation k& to do, among other factors,
with overvaluing revenues and underestimating costsnadequate provision for bad
debts and lack of appropriate capital funding eithe for replacement or for financing
new equipment.
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INTRODUCTION

In most OECD countries over recent decades, comraitaccounting information systems
have been superseded by systems that exploit rfewmiation technologies. The potential
for better budget reporting has improved greatlge(d. Heller, 2003). The aim of
improving public accountability through better imfmation is indeed at the core of new
public management (Lopez et al. 2003). However, lemgntation depends on the
incentives of managers and politicians, and thargsmuch less clear in this arena.

Under related models of bureaucratic behaviourfaual illusion (Niskanen, 1973)it is
plausible to assume that lack of transparencyris teestay. As it helps to hide inefficiency,
poor financial reporting may favour managerial klagainst the public interest.

Although the above assumptions may be extendedhbcpadministration in general, our
interest here is to test some particular propassticelated to the creation of financial
illusion (FI) at the local public sector level. Msgn et al. (1992) have shown that this is an
appropriate field of analysis given the great dsitgrin existing practices.

Thus, we deal with the effects of FI on local polidudgets and the absence of incentives
amongst public managers for a better financial rinftion system to improve the
management of public assets, in a sample of 42laataunicipalitieé over the period
1993-2001. Data are taken from tBendicatura de Comptes de Catalunftae Catalan
Audit Office) for actual settled expenditure andewues.

In the first section of the paper we build the aotof FI by referring the common grounds
of the theory of fiscal illusion. In section 2 wenstruct an Fl index, specifically related to
the levels of under-reporting of the actual co$tpublic services. This refers to the delay
in payments to creditors (in relation to cash-basstbuntancy criteria), lack of accounting
for depreciation costs, upgrading of existing emept, and absence of provision of
financial reserves for doubtful public credits. Alese factors help to create an illusive
‘cash surplus’ that feeds public expenditure andhagarial slack. In other words, these
accounting practices, which serve to hide spendiegds, help to create the financial
illusion that additional more visible expenditure still possible. This goes against the
sustainability of public services in the long tetdowever, the short, and not the long, term
is the main concern of politicians. In this respélaey may easily collude with managers
for purposes of expenditure increases. In sectiare orrelate these accounting practices
to the level and growth of municipal expenditurep@r capita and on a percentage basis,
and by adjusting the revenue raising ability inesrtb approach the sustainability of local
services. The ‘sustainability’ criterion is calcdd as the difference between estimated
capital needs and observed accumulated capitalnuege plus the margins to raise
additional taxes. Finally we conjecture on how tsitsiation favours local politicians and
public managers and we conclude that in orderlialamce the present situation we need to

1 A recent survey can be found in A. Rodriguez an8ukrezHacienda Publica Espafiola64 (1/2003),
‘Organizaciones burocréticas e ineficiencia X: Wexsion de modelos’, pp 83-109.

2 1n order to homogenise our sample, given the giispiarity in size and budgets of Spanish locahaities,
we have taken data only for those with populatiwinsver 20,000.



reinforce rules and provide incentives from an erimk-basis public accountability policy
point of view.

I. ON FINANCIAL ILLUSION

The topic of financial illusion and its relevanae public management has traditionally
been discussed in the context of the theory oéfigltision and public expenditure growth.
For this purpose, three broad strategies can supdrto manipulate the preferences of the
citizen (median voter). First, political actors amgreaucrats may try to show that the tax
price of public sector services appears to be latwan it actually is (Miller and Moe,
1983). Second, they may find it desirable to fosker idea that the median voter is in
receipt of larger real income increases as a reduthx/expenditure decisions (Miller,
1977). Third, politicians and bureaucrats can gbtetm alter the preferences of the voters to
raise the absolute value of the marginal rate bsstwtion between public supplied goods
and the rest (Cullis and Jones, 1998).

In more general terms, Puviani (1903) developeterint notions of illusion, the most
common being that of getting individuals to ‘feelogl about themselvesFiscal illusion is
therefore frown on complex revenue structures andtle more visible benefits of
expenditure. An additional important factor may that debt finance can result in
individuals failing to realise that when debt isued their income is affected to the tune of
the present discounted value of future tax liabaft

However, testing for Fl has proved to be a ratherendlifficult task. Oates (1988) suggests
that although several ‘illusions’ are plausiblepublic management, the empirical support
for them is not overwhelming. Moreover, given rewverendogeneity, competing plausible
hypotheses may exist alongside some rather ‘adtheoties.

Our paper seeks to contribute to this arena byiaffeevidence of the reasons for Fl and its
effects in the provision of local public servicade relate FlI to the absence of sound
financial and economic information on the partafdl politicians and public managers. In
this respect, FI undoubtedly disguises lack of dpamency. We cannot, however,
disentangle whether FI is the cause or the efféahisreporting information for public
accountability, since no causality test can be tetbdn either event, both scenarios allow
for increasing public expenditure at the cost obrpmanagement of public assets, which
affects the financial sustainability of serviceshe future.

IIl. HYPOTHESIS BUILDING

This paper is grounded on the following evidenaspite (i) the development of powerful
new technological information systems, (ii) greatencern about the economic and social

% There is probably no need to expand this argunfantiani wrote hisTeoria della lllusione Finanziarian
1903!
* A good summary of this can be found in the comesling chapter of Cullis and Jones (1998).



consequences of public intervention in modern s$ese and (iii) the acceptance in
democracy of greater social accountability of puilelkpenditure, incentives to implement
accurate financial reporting methods for publicteeactivity seem to be absent in the
public management field.

Our hypotheses to explain why this happens ar¢ il

The absence of incentives for more accurate finaraireporting

1. Public managers in Spain have several reasonavéad improving budgetary or
managerial information, given the way in which treg paid (which is not performance-
related) and appointed (many of them being pollicdependent). In this context, any
better information reporting may create counterpobide racheteffects: evidence of good
performance may be used against managers’ interagitier than to their benefit, and may
also cause political embarrassment. Since publicagers in Spain are nowadays more
political than customer oriented, risk aversion &abur would go against innovation in
information systems and transparency.

2. At the institutional level, the reasons for fiolans not requesting better financial
information are related to:

0] the greater risk of losing marginal (discretoy) expenditure, given the existing
asymmetries and budget rigiditles

(i) the pitfalls derived from changes in accoumarpractices, and hence from a
potential misinterpretation of the data under momnservative accountancy
practices.

All this is reflected in the lack of identificationf the actual unit costs of service provision,
price variance in input purchases (as a result ifferdnt tendering methods and
procurement policies), output performance varigp(lilue to changes in the organisation of
the production function) and final outcome assesgsnéderived from several forms of
public control).

3. Lack of accurate information on the financiadl @tonomic situation has greater costs in
the long term than in the short term, and the dagethe more relevant for political
purposes. Poor financial reporting may jeopardigedbility to maintain service provision
in the medium and long term by endangering itsasngbility over time, precisely when
these services will need to be adjusted to newistances. However, this is not usually
the main political concern.

We will measure this lack of responsibility in bedary accountancy on public expenditure
variations, once we account for other relevantaldeis in the estimation.

® Proving that you are ‘a good guy’ and then takinglice of the available marginal resources prawvdse
more difficult than losing a portion of actual resces already spent due to the fact you are idedtds a
‘bad guy’.



The financial illusion hypothesis

In this paper Fl is based on the following premises

(i)

(ii)

From a public choice point of view, local patians seek to satisfy the greatest
possible amount of citizens’ demands, since thikety to win voters’ support, and
to avoid an increase in taxation (or at least tqpbeceived as doing so). Citizens
are, in general, more concerned with the presemt thith the future effects of
policies. Transparency would require increased emess of the long-term
consequences of new budget initiatives with regsovdthe key sources of
expenditure pressure and of the limits to increpgie tax burdeh

The benefits of FI for managers are that sherm sustainability of public services
is not in question and marginal expenditure ina@eage possible. In fact, generally
speaking, reducing costs in an underhanded way doesegatively affect the

results (the profit and loss account), and lengigstt to the fiction of a (constant)
net balance of the existing local assets. In anlditFl helps to moderate local price
increases in public services.

The items of the balance sheet accounts that gféatest potential for under-valuation are
those that are related to delaying payments toitoredand an insufficient provision for
asset replacement and doubtful debts. This is dubet fact that the former are expenses
that affect third parties, with little political @ssure since they are regular creditors of the
administration who are not willing to risk theimprgation, and to the apparent lack of clear-
cut criteria for interpreting the treatment of dapiassets in public accounting systems.
Moreover, to date external auditing has been mad®alsory in none of the cases studied:
auditing is random, and expected sanctions forrfiaiallowed unsound practices are low.

Specifically, we will estimate the FI derived fraire lack of correct depreciation of assets
and from the absence of reserves for doubtful ddélytsalculating the difference between
the official recorded expenses and those which evaabult under ‘sound’ accounting

principles, generally accepted both by the prisdetor and by other agents in the public
sector.

The consequences of Fl for efficient public managesmt

® An excellent review of this issue can be foundHiller (2003). This includes, among other measuiethe
assessment of accrued liabilities in the balan@etsh(ii) the tax or primary balance gap (on stetha
scenarios), (iii) net debt measures, (iv) fiscahegational imbalance measures, and (iv) the risighted
assessments of the government’s assets and legilit



The relationship between management accountingstategic behaviour of organisations
has been throughly analysed in the literature (&pl&h, 1971; R. Cooper and R. Kaplan,
1988; R. Chenhall and D. Morris, 1986).

As a result of the observations mentioned abowegeipected negative consequences of Fl
are:

0] Implicit financial costs are greater than thes®wn in local public accounts. In the
past, it has been observed (E. Garcia, 1999) dugdtered costs are lower than they
would be if providers were paid as due with no geland appropriate provisions
were made for bad debts. European Union legislatesiablishes a maximum
period for paying public administration creditoM/e will take this benchmark
(three months in a first period, two months theesafas a measure of the difference
between the theoretical financial costs relategaging creditors on time and the
larger one due to existing delays.

(i)  The future sustainability of local service pision may be at risk as a consequence
of the level of current expenditure. Capital assetst guarantee the continuity of
the service over time. This is eroded by an unsadepteciation policy that does
not correctly account for capital utilisation. Byllbwing this practice, we either a)
apparently reduce costs in the short term (incnga&il and allowing additional
spending programmes) at the expense of riskingndilah bankruptcy in the future,
or b) issue debt to guarantee capital and thusisustiblic services (hence reducing
financial margins for discretionary spending ofuhé generations). Moreover,
sustainability requires a minimum financial surpldsr adapting public
organisations to changing economic environments,rext merely sufficient capital
to ‘stand still®,

In order to estimate this factor we alternativeiycalate: a) the potential revenue surplus
that a municipality has for financing in the evehtadditional expenditure other than that
required to strike an economic balance. This maultdrom increasing taxes (if the ratio

of the local authority, say, is below the samplerage) and from the elasticity of local

fiscal revenues from current taxed activity; andh® revenue raising margins from issuing
new debt, given current levels and existing linnitas.

Both factors seek to measure the capability tonftesthe revenue gap for new investment,
in addition to the accumulated municipal savingsl aentral (and European) capital
transfers. They provide an approximation of théedénce between estimated capital needs
and observed accumulated capital revenues plugxiséing capacity to raise additional
taxes and debt.

The sample

" In Spain, through the 923/1985 Bill for Public Aihistration Contracting.
8 Surplus may result from public regulation or fragiopting what could be defined as ‘sound econ@mit
financial management practices’ in this field.



We test our hypotheses on the effects of FI onnfird management using data from
Catalan municipalities over the period 1993-200ith & comparable database provided by
the Audit Office.

In order to homogenise our sample, given the digparpopulation size and budget levels,
we have taken data only for those municipalitiethywbpulations of over 20,000. These are
considered to be local authorities with sufficiesgpability to run the required new
information systems. Given the available data, wallly selected 42 Catalan municipalities
(see appendix one).

The financial reporting system

Poor financial and economic reporting has traddlynraised significant problems in
public management. For example, Hendriksen (198d)Riahi (1992) refer to the cases of
the textile and railways industries in theé"i@entury, when large profits were unduly paid
to shareholders. Profits were defined as the diffee between revenue flows and cash
payments, without considering capital depreciatidhis brought short-term profits for
speculators and final bankruptcy for the remairaaget holders.

Similarly, the long-term financial viability of plib services depends on holding real
assets. This requires the existence of a balangeiibegium in order a) to keep physical
capital in operation (Luder, 1993), b) to implemeaystemic preventive procedures for
quality assurance of the services (Pallot, 1994) @nto carry out those repairs needed to
maintain the productive capacity of investment goog to the time of their replacement, in
order to finance equally good or better equipménthis is not the case, issuing debt or
selling assets to finance the required equipmenttlae ultimate effects of these unsound
accounting practices. As Anthony (1980) points aubn-profit organisations cannot
identify the absence of profit targets with neghgaccountancy in risking the sustainability
of the activities of the organisation as a whole.

In the Spanish context, as of July 1990, the Rided ocal Administration Accountancy
(ICAL) defined a new information system for budggtand financial statements in order
to build a set of economic indicators for bettemagement of public assets. These changes
were supposed to be in place in 1992 but the fat®mplete reporting is very low even
today particularly among small size local authest(see Table 1).

In principle, accountancy practices in Spain stibw for the coexistence of the principles
of accrual accounting (based on the day the rigineteive revenues is acquired and debts
are incurred) and the cash criterion (based ord#lyethey are actually paid). Once one of
the systems is chosen, consistency is requiredjdsgite the norm, this principle is not yet
entirely guaranteed.



In Catalonia, as in other parts of the Spanistestatal administrations were required to
implement the new Public Accounting Regime, sethftay several regulatiofisat the time
of presenting the Annual Accounts and the Intefadit. Its level of implementation by
local authorities is shown in Table 1, accordingsie and year with regard to the actual

budget settlement, financial surplus, balance stwegfprofit and loss account.

Table 1 Description of the contents of financial ngorting by size of local authorities

L. authorities > 20,000 citizens Between 5,000 and 20,000 citizens L. authorities < 5,000 citizens
1992| 1993| 1995| 1998| 2001 | | 1992| 1993| 1995| 1998| 2001| | 1992| 1993| 1995| 1998| 2001
Number of local42 |42 | 43 | 45 | 49 103 | 103 | 114| 114| 115 |797 | 798 | 787| 787| 782
authorities
% of local authorities
having fulfilled the)
requisites:
Budget in equilibrium | 98 | 98 100 100 100|91 |95 |93 | 98 | 99 54 | 68 76 | 82 77
Carryover budget = ne©95 | 100 | 100| 100( 100 (89 |90 |91 | 96 | 97 52 | 67 76 | 82 78
recognised revenues |—
net recognised debts |+
cash
Providing a profit and83 | 88 100 | 100| 96 82 |91 |88 | 94 | 98 52 | 67 76 | 81 76
loss account
Exhibiting a balancg88 |90 | 98 100| 100/ (81 |91 |88 | 94 | 97 52 | 67 76 | 82 77
sheet

Source: Based on data supplied bySidicatura de Comptes de Catalunya

Note that the level of financial reporting increasath size and that it increases over the
years too (100% of municipalities with a populatadr20,000 or over in 1998 and 2001).

For the group of larger municipalities (Barcelongy@ouncil was excluded in order not to
distort our comparisons), Table 2 shows the degfeEl in the overall current budget
revenues. Financial illusion is proxied by the eliéince between what is allocated to
spending on capital replacement and what shouldalteated according to sounder
common practices such as those derived from prizeteuntancy. FI in Table 2 is the

difference between what is actually allocated tensiing on capital replacement and what
should be allocated according to sounder commoctipes. This decreases over time but
the coefficient of variation as a measure of disjper (the percentage ratio between the
standard deviation and the average value) shoWsigfh values among observations. FI

‘potential’ gives the maximum amount of FI if obsed practices were applied to all public

capital (this is, nothing were founded for equiptremewal).

Table 2 The financial illusion factor as a share obudgetary current revenues

1993 | 1994 | 1995 1996 199y 1998 1999 2000 2001
Fl (financial illusion) | 16.3 | 17.3| 14.6) 144 119 .81(11.0 |11.0 | 10.0

° In particular, ICAL Rule 416 and 230, amongst oshe
9 Plan General de Contabilidad. See for a compardiwopean survey O Amat and J Blakes ‘Contabilidad
Europea’ AECA Monografias 1996



Coefficient of variatior66 51 53 53 55 61 54 51 52

FI potential 90% | 91% | 82%| 77% 74% 73% T73% 74 73%

Source: Own calculations based on data suppli¢bdsyindicatura de Comptes de Catalunya
Municipalities with more than 20,000 inhabitantst(imcluding Barcelona).

As is shown in Table 2, the FI coefficient is alwagqual or greater that 10%, diminishing
over time, but with a large internal coefficient\ariation. Moreover, it can be seen that
the ratio between actual and potential fiscal ilnsdecreases over time: from 90% to
around 70% for the last years of the series. Tahdéers some additional information on
the number of municipalities and the level of Fsf than 5%, between 5 and 15%, and
more than 15%).

Table 3 Number of local authorities (> 20,000 inhaltants) and level of FI (%
estimated level on current revenues)

% FI on budgeted current revenues 1993 1995 199801 2
Number ofmunicipalities with < 5% lewv(2 5 7 7
of FI

Number of municipalities with between20 17 21 27
and 15% level of FI
Number of municipalities with > 15% le\y20 20 14 8
of FI
Source: Own calculations based on data suppli¢bdsyindicatura de Comptes de Catalunya

Another way of under-reporting financial costs teate financial illusion is shown in Table
4. Figures reflect the average delay in paymentsoigstanding credits among local
authorities. The terms are well above the benchethatitree months for the period 1993-95
and two months thereaftér although the delay decreases over time with rialevariation
increasing along the period.

Table 4 Average delay for outstanding credits (days

1993 [1995 | 1998 | 2001
Days (*) 239 220 176 142

Coefficient of variation 58.2 | 57.8 | 67.2| 76.9
Source: Own calculations based on data suppligddfyindicatura de Comptes de Catalunya
(*) Municipalities larger than 20,000.

The estimated financial costs of these delays, wethby the different term constraint of
wages and other types of payments, are estimat€ahle 5. The financial cost of this form
of short-term debt is therefore estimated as 4% day the period 1993-95 and 30 days
thereafter. Most of this cost is not only a ‘so@pportunity cost’ but an extra financial cost

' The 923/1985 Bill for The State Contracting , B®Tt47, and thel3/1995 Bill for The Public
Administration Contracting, section 100.



paid by the administration, once we plausibly asstimat there exists an implicit surcharge
from providers on the prices charged for thoseipulpplies with delayed payment.

Table 5 Estimated financial cost due to credit outanding (in euros per capita)

1993 | 1995 | 1998 | 2001
Local authorities (*) 16.3 | 168 | 6.2 5.4

Coefficient of variation 89.1 | 91.3| 1074 126/
Interest rate considered 9.00% | 9.00%| 4.00% 4.08%

Source: Own calculations based on data suppligddfyindicatura de Comptes de Catalunya
(*) Among those Municipalities larger than 20,000

It is not possible however a direct test of thist €5 approach to Fl since it is not clear
whether the incremental costs for delay are alrégadided in the total bill, as a part
therefore of (future) current expenditure. In additthis a more limited source of Fl since
the margin for delay is narrower than for capiegiasitiort*.

Therefore, we test in the following section theset§ of Fl (its share on total revenues) on
the level and rate of growth of public per capixpenditure and on the values of the net
assets. We adjust the estimation for a set of iexdegnt variables, such as the revenue and
debt issuing possibilities, net operating resultal acarryover financial surplus. We
hypothesize that other things equal, higher FI imiply higher current public spending on
per capita terms.

[ll. TESTING AND RESULTS

We will test in this section the effects of FI¢n local per capita spending (ii) on variations
of net assets and (iii) on apparently improvinghhegetary managerial performance.

- The impact of Fl on public expenditure

Table 6 explores the impact ffiancial illusion on higher expendituté We adjust the
estimation for the level of cash surplus as a peagge of current revenues with one year
lag (the carryover effect) and the importance eidis doubtful to be effective in raising
revenues. This variable is a proxy for pure fisitlalsion as a way of overestimating
revenue capabilities. As commented earlier onmh&tenance of these provisions helps to
increase the revenues of municipalities and inergees capita expenditure. The results
show that an increase in one per cent pointshenshare of FI on total revenues by not
fully accounting for capital costs increases onrage per year one thousand four hundred
pesetas (around 9€). By carrying over cash surplfisen one year (as a percentage too of
current revenues) to the other the impact is alopstthird of the former. The signs are as

2 Here we consider the basic interest rate of ThekRd Spain up to 1996. Since thereafter, MIBORe&ry
13 The correlation between delay (days) and per aspiending is 0.1155 being not statistically sigait.
Moreover this variable is significantly correlat@505) with FI per capita terms.

14 On absolute terms FI per capita on average repibetween 60 and 70 euros a year.
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expected in all cases and the statistical sigmfiea is high. Uncertain credits
overestimating revenues have a positive impacirtaacreasing local expenditure although
with a lower significance level (95%). Estimatiotith fixed effects is clearly appropriate
according to the Hausman test.

Table 6. Fixed Effects regression statistics

Expenditure per inhabitant Coefficient t-statistics
Constant 83.08071*** 25.18
FI (per inhabitant) 1.435224*** 5.47
Estimated % carryover 0.5092584*** 6.86

budget divided by budgeted
current revenues (year n-1)

Uncertain credits per 0.4207065** 1.96
inhabitant

Observations 336
Determination coefficient 0.0389
F-statistic 24.65
Hausman Specification Test 48.97

*** Shows significance with a 99% confidence lev&t; Shows significance with a 95% confidence level;
Source: Own calculations based on data suppli¢bdsyindicatura de Comptes de Catalunya

We consider in Table 7 the impact of the formernaldes on current rather than on total

current expenditure; this is, not accounting fovesstment and capital transfers. The
assumption here is that financial illusion has eatgr role in current rather on capital

spending. What we observe in our results is that does not seem to be the case, by
looking at the FI parameter values. The estimasedrpeter for Fl is around half of table 6.

This may be due to the fact that overtime FI effeextend to both capital and current

spending, once capital needs are considered anthlcpnsfers are used. At any rate it

seems that uncertain credits by overestimatingmes® (fiscal illusion) play a greater role

than financial illusion. The signs are as expeateal cases and the statistical significance
is high. Estimation with fixed effects is cleadppropriate according to the Hausman test
too.

Table 7. Fixed Effects regression statistics

Current expenditure per Coefficient t-statistics
inhabitant (net of
investment and capital

transfers)

Constant 79.71903*** 21.63
FI (per inhabitant) 0.6376039** 2.17

Estimated % carryover 0.2365235*** 2.85
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budget divided by budgeted
current revenues (year n-1)

Uncertain credits per 1.418156*** 5.90
inhabitant

Observations 336
Determination coefficient 0.0659
F-statistic 17.27
Hausman Specification Test 14.76

*** Shows significance with a 99% confidence lev&t; Shows significance with a 95% confidence level;
Shows significance with a 95% confidence level.
Source: Own calculations based on data suppligtid$indicatura de Comptes de Catalunya

-The sustainability problem in absence of adequegital financing provisions:
The net asset value problem

A second main area of hypothesis testing deals wWith way that financial illusion
expenditure affects the capability to produce pulservices due to the lack of asset
renewal. This may be due to unsound accountingtipescrelated to depreciation and
reserves, as mentioned above.

Table 8 describes the variation in the observedtyfioance composition as a % of current
local revenues, as reflected in the ‘profit ancdéss account.

Table 8. Explanatory variables for the variation in equity as a percentage of current
revenues from the profit and loss account (*)

1994 1995 1996 | 1997 199§ 1999 2000 2001

Estimated variation {13.9 13.6 4.6 23.6 18.0 15.9 11.2 18.7
assets (A) as a %

CR

As a result of (in %)

EOR 2.1 1.8 -0.8 | 5.2 5.1 -39 | -28| -33
ECG 3.1 2.2 4.1 2.0 5.3 2.9 2.4 4.3
EOR + ECG 5.2 4.0 3.3 7.2 104 -10{ -04 1.0
EER 8.7 9.6 1.3 164 | 7.6 169 116 17.7

Source: Own calculations based on data suppli¢ddsyindicatura de Comptes de Catalunya

FI: financial illusion; CR: current revenues (frahme ‘profit and losses’ account); EOR: estimateérafing
result; ECG: estimated capital grants; EER: estchaitraordinary results.

(*) Average from 42 local authorities.

Changes in net assets (A) are the result of prbbits current operating activities (EOR),

plus capital grants (ECG), plus the result from rmnrent (extraordinary) operating
activities (EER). For instance, for year 2001, Aresents 18,7% of annual revenues,
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coming from ordinary losses ( —3,3% of current raes), capital grants ( 4,3 % of current
revenues) and extraordinary profits (17,7% of aurrevenues).

In general, it can be observed that for the pefi®84-2001, changes in net assets have
been possible thanks to EER and ECG (extraordin@sylts and capital grants). Both
sources are however uncertain, having to do with cwrent activity profits and voluntary
transfers from third party payers (State, Europ&bmon...). The current results from
operating activities (ordinary revenues and expenes) have represented a low —and even
a negative- contribution in order to finance neita.

FI has allowed indeed for an overestimation onassetS’. Most of the EER come from
land and construction activities some of the ma@venue sources of the Spanish
Municipalities (and particularly in Catalonia, givehe importance of the tourist sector
activities). However this is very a limited souffoe financing A. Once net asset variations
will depend exclusively on EOR and ECG, FI will @egnhce the non sustainability of some
public services, due to lack of capital, for albske Municipalities having spend above what
would have allowed sounder accountancy criteria.

Our calculations show indeed that the weight ofdsimated FI as a % of current revenues
(table 2) diminishes over the period studied, anth@ same time the estimated net losses
under more accurate accountancy of total operatgsplts and capital grants have
increased in the last three years.

As discussed above, the maintenance of a particubatel for service provision depends,
other things equal, on the equity value (net wooththe organisation. This in turn depends
on the economic results of its activity and ondkailability of external capital grants. This

capability also has to do not only with the effittg of the provision (see Pina and Torres,
2002) but with existing safeguards for capital equent and some other dynamic social
constraints (such as non-discriminatory accessteices, equality of opportunities, due

procedures, etc.).

In a previous paper, Garcia (1998) showed thatnduthe period 1992-95 for local

authorities below 5,000 inhabitants, if we adogeéplacement criteria for public facilities
similar to that for private ones, the level of urflending would have varied from 40% to

90% with respect to the observed one. The absdrae appropriate depreciation policy is
related to the discussion on how capital grantsilshbe computed in local public sector
balance sheets. Table 9 offers a range of possitadgpretations on how to consider capital
grants. They affect the net worth of an organisatger time and thus have intertemporal
and intergenerational effects (Henke, 1987; GASIB9).

Table 9. Different approaches to computing capitagrants (CG)

CG CG as... | Explanation Use of capital grant

100 % CGs are considered a sprhe CG only finance the growth of the
Capital |A equity |of intergenerationdlequipment or its upgrading
grants contribution

15 For instance EOR in 2001 (under FI) shows up aevaf —3,3% + 9,7% = +6,4%, and therefore the net
asset variation as a % of current revenues appears+28,4% (18,7% + 9,7%).
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<100% |CG are only partiallyThe CG are partially applied to the renewal of

A equity |considered existing equipment and partially to new
intergenerational equipment
contribution

no The CG are consideredihe CG only finance the renewal of existing

Aequity |entirely as  operatingequipment
revenue of the period

As Table 9 shows, the first option consists of wajucapital grants as the ‘ownership’ of
all generations of society. According to this wdyttanking, replacement costs should be
self-financed and these grants should be devoteahgooving the quality of the services.
The second alternative considers that since gdertse from tax financed at some general
level (say at the State or European Union levey tire also partly paid by local taxpayers.
Therefore, full self-finance of replacement costaot justifiable and we need to financially
blend the two (new and existing) capital componentsrdly, it may also be considered
that there is a correspondence between what taspéipance locally and the share they
receive from the overall central grants. This wadduire that the full amount of the grant
be considered as current revenue for the purposemitaining the net assets of the present
administration.

In practice, financial liabilities and capital gtartommonly finance equipment renewal. If
the financial resources related to depreciationrgdsa are devoted to the reduction of
existing financial liabilities, the intergeneratanequilibrium is better preserved. Thus,
accumulated funds could be used to lessen the toefoince capital by issuing net debt
and the existing margin can then be used to findimeaeplacement investment whenever
required.

In Table 10 we explore the capacity for deliverpuplic services at an appropriate quality
level in our sample and over time. Using the fanst third criteria for valuing capital grants

we detect major differences, with an increasing @agr the years: the ratio between rows 1
and 3 changes from less that 10% to 30% (with a 6B&mhge over the period 1994-2001).
The conclusion is sensitive to whether or not wamise capital grants under existing
assets.

Table 10 Share of capital grants in total equity caposition (euros per capita)

Local authorities (*) 19941995 | 19961997199819992000200Variation
2001-
1994

Per capita value of equities (1) 418 460 480 533 @242 |828| 975 557

ACG per capita (2) 22| 45| 73 103 145 174 200 238 216

Equity minus AC(per capita (3)| 396 415| 407 430 480 568 629 37 341

Source: Own calculations based on data suppliedhbySindicatura de Comptes de CatalunyaCG:
accumulated capital grants
(*) Local authorities with over 20,000 inhabitaféscluding Barcelona).
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Finally, economic sustainability is estimated byiadicator of the margin at the revenue
disposal of each local administration to react @gfaichanges causing expenditure
increases, by adjusting their local tax levels®dverage of similar authoritiasri, Table
11). It plays a role of safeguard in case of exttmary expenditure needs.

Table 11. Estimated average level of the ‘sustaindity margin’ index ( /smj) as a share
of current revenues

1994 [ 1995| 1996 1997| 1998 1999 2000 2001
Average 53 [ 49 | 34| 99 11.8 1.8 4.5 0.6
Coefficient of variation 7.6 9.8 8.3 12.0 10.9 12.013.6 13.8

Source: Own calculations based on data suppligtid$indicatura de Comptes de Catalunya

Ism comes from adding current revenues other tramsters of each municipality and it is comparedht®
same revenue items for average municipalities ugs (20.000 - 50.000; 50.000 -100.000; 100.000 -
500.000 inhabitants)

We observe a rather low margin for tax increasesb@ow average levels, but with an
important (increasing) coefficient of variation.

Table 12 Fixed Effects regression statistics

Net assets (A) as a % of Coefficient t-statistic
current revenues

Constant 172.7152*** 26.70
Fl as a % of current -2.513424*** -5.61
revenues
ism -0.6417517** -2.44
Observations 336
Determination coefficient 0.0045
F-statistic 16.96

*** Shows significance with a 99% confidence lev&t; Shows significance with a 95% confidence level;
Shows significance with a 90% confidence level.
Source: Own calculations based on data supplied by the Sindicatura de Comptes de Catalunya.

The regression in Table 12 shows the expectedinegagns between the financial illusion
index and the sustainability indicator, with a hgjatistical significance.

-FI for the management advantage

Finally, we assume that financial illusion is tcetimanager's advantage. To test this
requires more data than we have available (mardgeninover, financial slack, etc.).

Preliminary results using our data are shown inl§aB. They show that FI makes for an
irrelevant carryover budget or economic net prdfis), either positive or negative, at
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convenience. In this case, what it looks like aitpas result (a free disposal of the
accumulated budget surplus) for higher expendiitocesases with Fl, particularly for the
period 1999-2001.

Table 13. Managerial effects of financial illusior(FI)

Number of Local Average Fl of 1994-96 | Average Fl of 1996-98 Average FI of 1999

Authorities by % of cases benefitingo of cases benefitin@001

importance of FI (+/-) |from FI from FI % of cases benefitin
from FI

Local Authorities with Social Higher Social Higher Social Higher

FI values less or equglrestige) |expenses |prestige) |expenses |prestige) |expenses

than (%):

10 70% 80% 30% 70% 90% 70%

20 55% 75% 40% 60% 85% 55%

30 53% 73% 33% 60% 80% 56%

Source: Own calculations based on data suppligddfyindicatura de Comptes de Catalunya
FI: financial illusion; OR: operating result; FDABBee disposal of the accumulated budget surplus.
(1) Positively related to OR; (2) positively reldtem FDABS

A final observation. On the managerial side, FleBidactual operating results and real
budget surplus. This ‘free disposal funds’ increas®nagerial prestige and fuels higher
expenditure or both things together. Table 14 rdferextent of both types of links among
Municipalities. For the 1996-98 period ordinary mgi®nal results were much better than
in the past 1994-96 and for 1999-2001 (see Tablei&t it may explain a lower utilisation
of FI for managerial purposes. However, the peaggmbf municipalities in the sample tha
use FI for improving the free disposal of the acualated budget surplus is high along the
period despite a relative decrease.

IV. CONCLUSION

We conclude from our analysis that financial ilarsishows a clear positive relationship
with total local expenditure. Mechanisms for Flatren have to do with, among other
factors, delays in paying suppliers (with consegydmngher future financial costs per unit
of service), inadequate provision for bad debts thedlack of appropriate capital funding
either for replacement or for financing new investm For the latter feature, it is extremely
important to check on how capital grants are coexgburt public financial statements.

There seem to be no incentives for public managechange the situation and so improve
financial and economic reporting in public admiragbn. On the contrary, it may be the
case that incentives work in the other directioidirty information and avoiding a more

accurate reporting system and accountability taesis make overall for an easier life for
politicians and public managers, at least in thatsierm.
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On the whole the results confirm that there isatistical relationship between the financial
illusion index (as constructed in the paper) anpeexliture overruns as measured by the
delayed payment period for suppliers, as well aghbydeficit in local capital depreciation.
In this connection, the way in which capital graate computed in public balances proves
to be highly relevant. As a result of existing piraes, for most of the municipalities in our
sample, funds for guaranteeing continuity and snelality of public service provision are
seriously at risk. For most of the cases analysedind that no financial margins exist for
re-balancing the situation either by issuing nebtsleor by raising taxes in order to
guarantee the sustainability of local service powi, thereby re-establishing a sounder
capital finance.

Since it is observed that public managers andipialit's benefit from financial illusion, we
conclude that new local public regulation may netemough to change the current state of
affairs and that better incentives should be predidith regard to the way in which public
services are managed and financed.
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Appendix one: Selected 42 Catalan

municipalities

Badalona

Cornella de Llobregat

Granollers

Hospitalet del Llobregat

Manresa

Matard

Prat del Llobregat

QNGB W=

Rubi

9. Sabadell

10.Sant Boi de Llobregat

11.Sta Coloma de Gramanet

12.Cerdanyola del Vallés

13.Terrassa

14.Viladecans

15.Girona

16.LLeida

17.Reus

18.Tarragona

19.Castelldefels

20.Esplugues del LLobregat

21.Gava

22.1gualada

23.El Masnou

24.Mollet del Vallés

25.Montcada i Reixac

26.Premia de Mar

27.Ripollet

28.Sant Adria del Besos

29.Sant Cugat del Valles

30.Sant Feliu del LLobregat

31.Sant Joan Despi

32.Barbera del Vallés

33.Sant Viceng dels Horts

34.Vic

35.Vilafranca del Penedes

36.Vilanova i la Geltru

37.Blanes

38.Figueres

39.0lot

40.Salt

41.Tortosa

42.Valls
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