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Abstract

In the Brazilian federdist system there is a wide range of government activities, especidly
within the dlocative function, that are carried out by decentralized levels of government. The
financing of Brazilian municipdities is heavily dependent on an inter-governmentd transfer system, as
the principa sources of tax revenue are unable to achieve a baanced level of revenue to cope with
their expenditures.

The am of this article is to analyze if the condtitutiond trandfers didtribution criteria have
atained their digributive objectives, reducing horizontal disparities. The results tend to indicate that
despite the diminishing of digparities, the revenue differentid is ill very high, not only intra-regiondly,
but aso inter-regiondly. This makes us to wonder about the necessity of reformulation of the
digribution criteria or the dternative posshilities of state intervention on this matter. From the point
of view of regiond anayss, the “regions of government” classfication was used, which is the closest
to economic regions than other types of officid classfication or regiondization.

Introduction

Brazlian municpdities include the urban and the rural areas and they are the “locus’ of action
of public and private sectors. The public action &t the loca leve is derived from the federd, state and
local governments. The divison of tasks and sources of revenue for each of them may be andyzed
from the federalism framework point of view. The Brazilian federdist system isformed of 27 dates, a
Federd Didrict and municipdities, which have a large politicd and financid autonomy and are
responsible for agreat ded of the dlocative function.

The am of this paper is to andyze the efficiency of the condtitutiond trandfer system to
municipaities, especidly the Fundo de Participacdo dos Municipios - FPM  and the Quota- parte do
ICMS — QPM-ICMS. We will concentrate the analysis in the State of S&o Paulo that represents
20% of the totd population of Brazil, 36% of GNP and 35% of exports. There are 645
municipaities in S Paulo State as of 1998, which are grouped in 43 regions of public planning, the
so-caled “Regions of Government”. The capitd of Sdo Paulo State is the municipdity of Sdo Paulo,
where there are around 9.600.000 inhabitants, gpproximately 30% of the tota population of the
State and 30% of the state production. The region nearby Sao Paulo municipdity, induding four
others municipdities (Santo André, Sdo Bernardo do Campo, S&o Caetano and Diadema), cdled
“Greater Sdo0 Paulo”, represents 36% of the state population and 37% of the state production,
indicating the huge concentration of people and production in this group of municipdities.
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The question of the efficacy of these trandfers is highly important as we have pointed out thet
the dlocative tasks of the Brazilian government are greetly decentrdized and there is no sign that the
tax reform presently discussed at the Congress will touch such atheme.

The aticle is organized as follow: Pat 1 treats the role of Brazilian municipdities in a
decentraized federdist system, including some theoreticd, higtorica and ingtitutiond aspects of the
question. The fiscal structure that emerged from the 1988 Condtitution is emphasi zed.

Part 2 presents the most important fiscd transfers to municipdities— FPM and QPM-ICMSS,
showing tharsrules of digtribution.

Part 3 shows an andysis of the digperson of the locd public revenue anong municipditiesin
“regions of government” and in population groups, the digtribution criteria of FPM and QPM-ICM S
to municipdities. Here we andyze if the trandfers do reduce the dispersion of local public revenue.

1. Therole of Brazilian municipalitiesin a decentralized federalist system

Therole of Brazilian municipdity in the federdist sysem has changed during the last decades,
according to the pendular movement of centraization and decentraization observed in the recent
economic and politica history of Brazil. To define precisaly the desired role and degree of political-
economic autonomy of sub-nationd levels of government is a hard task, and it depends on the
criteria used in the andyss. Despite this, there are sme models and concepts that describe the
nature of the decentrdization in afederative system.

A fird reason for decentrdization is the question of proximity between the suppliers and
demanders of public services, that must make increase consgderably the control upon the quaity and
the quantity of them. A second reason for decentraization is that a low level of government treats
the socid, economic and environmental disparities better than a centrd agency as usudly locd
authorities know better loca characteridtics. Finaly, a third reason that must be remembered is the
exigence of an adequate Size in the supply of public services, for example, a school that may offer a
good sarvice to a specific local population.

We must remember that there are some public services whose benefits overflow the
municipdities space limits, such as environmenta controls and public safety. In this case, the regiona
supply aspect is determinant of public action. If economics of scae are present, there is a strong
incentive for aregiond or sate supply of the service.

However, there are some services that are relatively heterogeneous and may be offered
either by the locdl, the sate, the regiond or the central government, depending on its complexity and
scope. Thisisthe case of hedth service, which may vary from a smple home care system to hedth
centers or even a highly complex hospital system. In the same way, basic education could be held by
the locd levd, the intermediate or high school by the date level and graduation by federd
government, even though other structures of public education are possible.

The movement of centrdization and decentraization of fiscd federdism may be andyzed,
aso, by the liberd idedl of reduction of the state Size, as usudly the lower levels of government tend
to be less paliticaly and financidly powerful than a highly centraized Sate. The dispersion of palitica
and financial power would be desirable for the crestion and increase of some degree of competition
among the various locd governments in the sense that better services and efficient tax collection
would attract new inhabitants from other neighborhoods.



Although this gpproach has a good gpped as it looks for a reproduction indgde of the public
sector of what is the most relevant festure in the market — the competition ided, we may criticize it
because the pulverization of resources, including political power, may lead to an increase of the locd
governments activities, in terms of quantity and variety of public services, as the population pressure
is more present.>

From the recent higtorical point of view, Brazilian municipaism was a tendency againg the
power of the states in the Old Republic (1889-1930). The 30'sare the moment of increasein local
power, a process aided by the centra government. The recognition of the political and adminigrative
role of municipdities, as wel as its difficulties, dready appeared in the 1946 Conditution that
crested a system of regular inter-governmentd finandial transfers from the federd income tax to the
local governments. Brazil was, at that time, arurd country and therefore, in the case of the financia
transfers to municipdities, those amounts should be used in rurd aress The fast growth of
indugtridization and urbanization in the 50's led to increasing demands on loca governments. Even
in the dictatoria period starting in 1964 and ending in 1984, Brazilian municipdities had to ded with
increasing demand and supply of public services, especidly in socid areas. The decentrdization was
intengfied during the 70's and 80's due to definitive change of the country from arura to an urban
one.

The Conditution of 1988 just consolidated this tendency, increasing the percentages of
federa funds destined to the congtitutional share funds. The Fundo de Participacdo dos Municipios -
FPM increased from 17% to 22,5% as a percentage of the federal Income Tax (IR) and the Tax on
Indugtridized Products (IP1). Moreover, the participation of municipdities in the state tax - Imposto
sobre Circulacdo de Mercadorias e Servicos - ICMS, increased from 20% to 25%. Table 1
represents the fiscd sructure of Brazilian federdist system and table 2 shows the evolution of the
percentage of Income Tax and |PI destined to FPM.

According to table 1, the Taxes on Foreign Trade (I and IE), Income (IR), Industridized
Products (IPl), Financia Operations (IOF) and Land Property (ITR) beong to the federa
government, whereas states have an Vaue Added Tax on the Circulation of Goods and some
Services (ICMYS), Motorized Vehicles (IPVA) and on Property Inheritance (ITBI “causa-mortis’).
Municipdities have a Tax on Donations or Sde and Purchase of Property (ITBI “inter-vivas’), on
Urban Property (IPTU) and on Services (1SS).*

® Oates (1999) suggests that this model of competition inside the government sector may be appropriate
for the American society, where there is a high level of population mobility, but not for Europe.

* The 1988 Constitution has created the possibility of the Union to collect a Tax on Large Assets, but
both of them are not in use as they still need infra-constitutional regulation.



Tablel
Brazilian Fiscal Structure— 1998
Taxes
Union States Municipalities
-Importation (1) -Circulation of Products and Services -Urban Property (IPTU)
(IcMs)

-Exportation (IE)
-Income (IR)

-Industrialized Products (1PI)
-Rural Land Property (ITR)
-Financial Operations (I0F)
-Extraordinary Taxes (1)

-On Large Assets (1)

-Property of Motorized Vehicles (IPVA)
-Inheritance of Property
(ITBI-causa mortis)

-Income Tax on Capital Gains (1)

-Services (1SS)

- Donation, Purchase and
Sale of Property (ITBI-
inter-vivos)

Constitutional Transfers

From Union to States

-Fundo de Participago dos Estados (FPE)

=21,5%of (IR+IPI)
-IPI-Exportation = 10% of Tax on

Industrialized Products (1PI)

From Union to Municipalities

-Fundo de Participagdo dos Municipios (FPM )

= 22,5% of (IR+IP1)

-50% of Tax on Rural Land Property (ITR)

From Statesto Municipalities

-25% of Tax on Circulation of Products and

Services (QPM -ICMS)

-50% of Tax on Motorized Vehicles (IPVA)

-25% of |PI-Exportation Received by
states

Notes: (1) not in use.

The principd federd financia transfer to municipalities are the FPM — Fundo de Participacéo
dos Municipios (Fund of Participation of Municipdities) and 50% of the Imposto Territoria Rurd -
ITR. Municipdities receive from sates 25% of the ICMS, which is caled Quota-Part of ICMS
(QPM-ICMYS), 50% of the IPVA and 25% of the IPI-Exportation received by the states from the
Union. The most rdlevant financid transfers to municipdities are the FPM and QPM-ICMS.



Table2

Evolution of the Per centage
of IncomeTax and | Pl destined
to FPM —1968/1998

Year %
1968 10
1969 5
1980 9
1985 16
Sep 198817

Oct 1988 20

1990 21

from1993on 22,5

In spite of the decentrdization process towards the increase of the role of Brazlian
municipdities, dates and the centra government are Hill the great agents of politicd and financid
power. It must be remembered that the internd division in sub-national governments and the vertical
and horizontd interaction are a product of the utilization of some principles of fiscd federdism aswell
as, and especidly, the historical evolution of this society.

If, during the 80's there was a decentraization of palitica and financid power, there existed
smultaneoudy a superinflation process. One of the causes of inflation has been attributed to the
imbalance between increasing condtitutiond tranders to states and municipdities and the transfers of
supply of services from the centrad to the sub-national governments. It’'s certain thet the redefinition
of the fiscal revenue implies an imbaance, as the adjustment on the expenditure side does not occur
at the same speed as the transfers of revenue from centrd to locd levels of government.

The fight for fiscd gpaces within the Braalian federdist system was renewed in the 90’ swith
the Fundo Socid de Emergéncia - FSE (Social Emergency Fund), created in 1994 and renamed to
Fundo de Edtabilizacdo Fiscd - FEF (Fisca Stabilization Fund), to which were destined 20% of the
revenue collected by central government, before transferring resources.” FEF has been away of the
centra government to compensate its losses with the 1988 Tax Reform as well asthe increasein the
so-caled socid contributions, which are not shared with states and municipdlities®

® In fact, there had been no contribution to FEF in the case of the Rural Land Property Tax (ITR), neither
the IPI. Among the taxes collected by the Union and shared with states and municipalities, just 5,6% of
the Income Tax (IR) were destined to FEF up to 1999. From 2000 on, the taxes shared with states and
municipalities are no more destined to FEF, renamed as Desvinculagdo de Receitas da Unido (DRU).

® Up to now, these social contributions, that had been originally created to finance social programs, had
turned into a very broad system of financing the central government. These taxes are charged on gross
basis and not on a value-added terms, so are often criticized for reducing competitivenes of the Brazilian
goods.



2. Digtribution criteria of FPM and |CM Sto municipalities

FPM is transferred from the Union to the municipdities and, as a consequence of being
federd, its digtribution rule applies equdly to the whole country. The principle of FPM digtribution is
sad to be digributive, that is, the revenue is transferred according to the size of population.
Municipdlities are grouped in three categories for this distribution: municipdities of the Capitd, dl
municipdities of the interior and municipdities of the interior with a population of above 156.216
inhabitants. The municipdlities of the Capita receive, jointly, 10% of the FPM. Each Capitd receives
the FPM according to a composition of two indexes - the first oneis proportiona to population and
the second oneis proportiona to the inverse of the “per capital’ income.

In the second category, municipalities receive 86,4% of the FPM and, in this case, each
municipdity is classfied in a table according to populaion Sze and receives a coefficient. Table 3
shows these classes of population and their corresponding coefficients. Notice that the coefficients
increase progressively up to a population size of 156.216 inhabitants, corresponding to coefficient
4,0. The municipdities whose population exceeds 156.216 inhabitants belong to the third category,
which receives not only the financid trandfers normaly distributed to the municipdities of the interior,
but also an additiond of 3,6% of the FPM that is caled the “Reserva of FPM”. The didtribution is
meade to this group in the same way as to the Capitals — in proportion to the population size and to
theinverse of “per capita’ income (see table 4, which gives a better ideaasto FPM didtribution).

The digribution of FPM has been criticized because it is not directly proportiond to
population, but depends on the classfication table that greatly benefits smal municipdities - up to
10.188 inhabitants, that receive the same amount, regardiess of having 1.000, 5.000 or 10.000
inhabitants. On the other hand, larger municipdities do not receive as much transferred revenue as
their necessities increase. Even the amount of the “Reserva’ (3,6% of the FPM) is rdaively smal if
compared to the financid necessities of bigger cities. It is worth noting that the number of smdl
municipdlities of coefficient 0,6 represents around 43% of the total municipdities in the sate of S&o
Paulo, aswe can seein table 5.

In contrast with the FPM, the QPM-ICMS is didributed from States to municipdities
according to the state rules as the ICMS is a date tax. In fact, there is a federd condtitutiond rule
that defines that the QPM-ICM S must be distributed to each municipality according to at least 75%
of the value added created locdly. The other 25% must be defined a the State leved. Therefore, the
digtribution of QPM-ICMS for municipdities follows a compensating principle: it is made to return
the fiscd revenue of ICMS collected by the State in each municipality and the variable used for the
compensation is the value added created locally.

In the State of S&o Paulo, this variable is the most important one, with aweight of 76% of the
total index of digribution. The other variables can be seen in table 6. The Structure of distribution
which follows is vdid only for Séo Paulo State municipdities.



Table3
Municipalities of Interior
Coefficients of FPM According to Population

INHABITANTS COEFFICIENT

Upto 10.188........cooiiiiiiiiiiniicieeie 0,6
10.18910 13.584.........cccveiriies 0,8
13.58510 16.980.........ccccvvrirnnnns 1,0
16.98110 23.772......ccoocviieiinen 1,2
23.773t030.564.........ccoccveiine 1,4
30.565 10 37.356........cccvvveiriiinn, 16
37.3571044.148..........cooeven 18
44.149 10 50.940........cceceierirenne 2,0
50.941t0 61.128..........ceeeiirrn 2,2
61.1291t0 71.316.........ccecveirinn 24
71.317t0 81.504.........ccoeie 2,6
81.5051t0 91.692..........ccecveerine 2,8
91.693t0 101.880.........cceevrvrnene 3,0

101.881t0 115.464...........ccoevnrnenee 3,2
115.46510 129.048...........cccovurnne 34
129.049 10 142.632.........ccvverree 3,6
142.63310 156.216..........coceevverrrnne 3.8
Above 156.216..........ccccvveiiiiiniiiniinnns 4,0

Source: Decreto- Lei n°1.881/81, art.°1.

While the FPM s trandferred from the Union to municipdities every ten days, the State

transfers the QPM-ICM S to municipalities every Tuesday.

Table4
Criteria of Distribution of FPM

MUNICIPALITIES

PARTICIPATION ON THE
TOTAL AMOUNTS
OF FPM (%)

CRITERIA OF
DISTRIBUTION

1- Capitals

10% of FPM

Proportional to population
and inversely proportiona
to per capita income

2- Municipdlities of the Interior

86,4% of FPM

Proportiona to population

3- Municipalities of the Interior
with population above 156.216
inhabitants

3,6% of FPM

Proportiona to population
and inversaly proportiona
to per capita income

Note: the municipaities of type 3 receive their norma quota, i.e., quota related to
municipalities type 2, plus that referred to the “Reserva’ (3,6% of FPM).




Table5- Sdo Paulo Municipalities
of Interior Classified by FPM range

Coefficients |Municipalities (%
0,6 279 43,3
08 53 8,2
10 47 73
12 55 8,5
14 40 6,2
16 21 33
18 2 34
20 15 23
2,2 16 25
24 10 16
2,6 16 25
28 7 11
30 5 08
32 7 11
34 9 14
3,6 3 05
38 - -
40 39 6,1
Total 644 100,0

Source; Decisao Normativa 18 — TCU, 23/12/97.

Table6 - Variablesand Weightsfor the QPM -ICM S
digribution in Sdo Paulo State

Vaiadle Weight %
- Vaue added * 76
- Population ! 13
- Own Fiscd Revenuet 5

- Fixed Part 2 2

- Cultivated Areat 3
- Areaused for Creation of

Electric Energy * 0,5
- AreaDegtined to

Environmenta Protection * 0,5

Sour ce: Law 8.510, Dec.29 1993.
1 - Participation of each municipality in thetotal of the State.
2—Equally distributed to all municipalities.
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Another financid transfer that must be pointed out is the |PI- Exportation which was created
by the 1988 Tax Reform to compensate states and municipdlities for the exemptions in the ICMS
fidd, determined by the federd government to improve foreign trade. It is formed by 10% of the
Federal IPI collection and is transferred proportionally to each state's exportations, with a limit of
20%. Séo Paulo State receives 20% of this transfer, 25% of which is shared with its municipalities,
using the same participation indexes and transfer system as the QPM-1ICMS.

3. Inequality in local tax revenue and intergover nmental transfers

Not only the capacity of financing of municipdities is very different according to the
population size, but aso the “per capita’ revenue is very disparate, both in intra-regiond terms as
inter-regiond.

Table A.1 show us some information on population and locd revenuein the 43 “Regions of
Government”, a Sdo Paulo State legd divison created in 1984, in order to develop a decentrdized
pattern of politica-adminigrative action.

Table A.1 represents, for each region, the data on population according to the 1991 Census
(Cal.1), the index of participation on the QPM-ICMS part of municipalities for the year of 1997
(Cdl.2), the locd tax revenue (monthly average for 1995 - Col.3), the “per capita’ loca tax revenue
for the same period (Col.4), transferred revenue received from |CM S+IPI - Exportation in the month
of July 1997 (Cal.5), these transfersin “per capita’ terms (Cal.6), the average regiond coefficient of
FPM (Coal.7), the amount of FPM received from Union in July 1997 (Col.8), the “per capita’ FPM
(Cal.9), the tota loca revenue, here defined as the sum of Col.3 plus Col.5 plus Col.8 (Col.10) and
the total revenue “per capita’ (Col.11), which was obtained by dividing Col.10 (total revenue) by
Cal.1 (population). For the 43 “Regions of Government” is shown the average of those variables, the
sandard deviation and the coefficient of variation, that is the sandard deviation divided by the
average and indicates the disperson around the average.

The coefficient of variation is a Smple way of andyzing disperson. We can consder that the
datais reatively concentrated if the coefficient of variation is smaler than 0,10 or 10%. Above that
figure, we can say thet there is a high levd of digperson around the average. In table A.1, we can
see the disperson of the severd variables in the third line of each Region of Government. For
example, in the Region of Government of Adamantina, the coefficient of variation of the locd tax
revenue is 1,28 (in Col.3) and the coefficient of variation of the “per capita’ local tax revenue is 0,65
(in Cal.4), much smdler than in the first case but consderably high. Looking at the coefficient of
variation of the totd revenue of Adamantina (Col.10), we notice that the disperson is reduced to
0,49 and in “per capita’ termsisreduced to 0,46 (Col.11).

The digperson observed through the various regions in column 3 (locd tax revenue) is quite
reasonable as each region includes a number of different “sizes’ * of municipdities and, in generd,
there is a remarkable “sze effect”, or, in other words, we can expect that larger municipalities have
higher loca tax revenue and other relevant variables, as production and circulation of goods and
sarvices. Looking a Column 4, however, we redize the high level of disperson of locd tax revenue
in “per capitd’ terms, intra or inter-regiondly, which is a result of the different economic
characteristics of local economies aswell asthe loca tax autonomy.®

" Size should be understood as population and not territorial space.
® In fact, it is very common that Brazilian municipalities use a very weak fiscal tax policy, not exploring
all possibilities of tax revenue, as a result of the increase of fiscal transfers from Union and State, a way
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However, this vaiability must be minimized by tranders of the federd and the Sate
governments, as thisis one of the reasons for their existence. We must now see the transfer system
to municipdities as an instrument of reducing inequdlities.

3.1. Local revenue after transfers

In table A.1, we can see the high disperson of the amounts from the coefficient of variation
of Columns 3 (locd tax revenue), 5 (ICM S+ PI-Exportation Transfer), 8 (FPM Transfer) and 10
(Total Revenue) of the different types of municipal revenue. It is observed that the disperson of the
total revenue (Col.10) is smdler than that of the loca tax revenue, or, in other words, the transfer
system does minimize the high dispersion of local tax collection.’

On the other hand, when we look at the disperson in “per capita’ terms throughout the
regions, we observe that 25 out of 43 had a decrease of the disperson of the total revenue if
compared to local tax revenue, and in 18 out of 43 there was an increase in the disperson. This may
suggest that in “per cgpitd’  terms the didribution criteria hardly minimize the disparities anong
people within regions, even though in inter-regiond terms there is quite a good resullt.

It's suggedting that the disperson of the “per capita’ FPM is generdly higher than the
dispersion of the ICMS+IPI-Exportation, both in inter aswdl asintra-regiona terms. The fact isthat
the supposed criteria of distribution of FPM is digtributive, and the principa variable of repartition is
populaion, wheress in the case of ICMS, the principle of didribution is to compensate locd
authorities for the tax collected by other leve of government and the principa varigble used is
production. We may conclude that the compensating principle of ICMS is, perhaps, more
digributive than the digtributive practice of FPM & there is a high correlation between production
and gze of population of municipdities. On the other hand, the FPM classfication is not fair,
especidly for large municipdities, because the classfication table has a limit, i.e. the coefficient 4,0
for municipdities above 156.216 inhabitants.

Conclusion

The participation of financid transfers has become increasingly important for Brazilian
municipdities snce the 80's. In spite of the exigence of rules, i.e, financid transfers defined by
congtitutiona  regulations, which is a guarantee of rdaive sability and independence of the
municipdities in face of the centrd and state government, there is dso a problem of heterogeneity
and disparity in the S2o Paulo municipdities financing. Thet is the reason why it is possbleto find a
very wedthy loca government existing Sde by sde with a very poor one. Usudly, there are some
savicesthat are offered on a powerful locd level and that are utilized by others communities.

According to the analys's here presented, the established rules for distributing public revenue
from the Union and States to municipaities help to reduce inequdity but the Stuation of fisca

of attracting new firms to their territories and, what is the most probable cause, the desire of local
politicians to enjoy the sympathy of their constituencies.

° Just one out of 43 “Regions of Government” had an increase in the dispersion of the total revenue
compared to local tax revenue, whereas the others 42 had a decrease in it.
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inequdlity is il very high, o to reform these rules is urgent if we would like to improve the qudity
of public management. Unhappily, this problem is not focused in the present tax reform debate.

As fa as public revenue is concerned, in order to improve the financid dtuation of
municipdities in such away that will enable them to provide better services, and, at the same time,
reduce the inequdity among them, it is important to reduce the digperson of the total “per capita’
revenue. This could be achieved by a change in the trandfer’s didribution criteria, with higher
emphasis in population and with the adoption of a criterion on poverty.

In this sense, we can think of iminating the table of FPM didtribution and creating a rule of
digtribution according to population and inversely related to income for dl municipdities. Therefore,
we could eiminate the three categories of municipdities for the FPM transfers - municipdities of
capitds, interior and the Resarva. We must note that the municipality of S&o Paulo, the Capitd of
the State, plus the municipalities of the Reserva represent about 65% of this State' s population and
receive only 13% of the FPM received by the State. On the other hand, the smal municipdities of
coefficient 0,6 represent only 4% of the Stat€’'s population and receive, together, gpproximately
42% of the FPM received by the State. This dgnifies that the FPM is digtributive in terms of number
of locditiesand not number of people.

In the case of the QPM-ICMS, we should modify the conditutiona rule by reducing the
75% of value added, at minimum, to asmaler percentage and increasing the weight of population as
a parameter of digtribution. However, dl these suggestions should be discussed within a palitica
framework, where the concept of municipaity should be reviewed including specific rules as to the
minimum conditions which congtitute a municipdity, such as minimum population and capacity to
achieve its own revenue. It would be very important to adapt our fisca transfers system, but as it
has been adready said, there seems to be very little concern to this question in the present politica
debate.
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