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1. Introduction

Whereas the last decades of the 20th century brought about a large wave of fiscal decentralization in countries around the
world, we observe in the last few years a move on the opposite direction. Currently, central governments tend to intervene
and constraint the behavior of local governments in developed and developing countries. There is a growing body of evidence
showing such a trend in developed economies like England (Turner and Whitman, 2005), Germany (Rodden, 2006), Italy
(Bordignon, 2013), and the U.S. (Inman, 2003), and in a large number of developing countries like Argentina (Webb, 2003),
Brazil (Rodden, 2006), China (Yee, 2012), Hungary (Wetzel and Papp, 2003), India (McCarten, 2003), and Russia (Zhuravskaya,
2010), just to name a few examples. The recent global downturn strengthened the move towards further centralization and ad-
ministrative subordination of local authorities in Europe and the U.S. (Viver Pi-Sunyer and Martin, 2013).

The move to centralization takes different forms across countries. For example, Putin started centralizing Russia's local govern-
ments as soon as he assumed power. He cancelled regional elections for governors in 2005. Since then, Russia's president person-
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ally appoints professional representatives of the central government as governors and heads of regional legislatures (Zhuravskaya,
2010). There are also examples with less intrusive methods of centralization. As stated in Wetzel and Papp (2003), Hungary put in
place legislation to regulate local governments that declare themselves insolvent or in bankruptcy. Accordingly, the law states that
localities in dire financial situations are solely responsible to pay their debts. In addition, the central government names a financial
trustee to monitor the functioning of the municipality and to ensure that an emergency budget is implemented. Argentina's case
provides a more moderate example. According to Webb (2003), the Argentinean federal government made available a program of
debt relief or debt rescheduling to provinces, contingent on the provinces implementing reform programs.

The original drive for decentralization posited that lower level governments tend to make more efficient decisions over local
public revenues and expenditures for a number of reasons. First, due to inter-jurisdictional competition, local politicians have a
strong incentive to provide better services to attract more residents (Tiebout, 1956; Besley and Case, 1995). In addition, local pol-
iticians are more attune with the preferences of the local population and better informed of their needs and capabilities. Finally,
individuals may be able to sort themselves across localities based on their preferences and the characteristics of each locality
(Oates, 1972). Hence, the argument goes, when local politicians serve their constituency, transferring decision-making to the
local level should lead to policies that better reflect the residents’ needs and preferences, and may also increase efficiency if
inter-jurisdictional externalities and economies of scale are not too severe.

Paradoxically, it turns out that local politicians' willingness to cater exclusively to their constituencies became one of the main
problems of decentralization. In their drive to satisfy their electorate, local politicians face strong incentives to engage in oppor-
tunistic behavior, whereby they shift part of the financial burden associated with local provision of services to higher levels (Klor,
2006). That is, when the central government tends to bailout localities in financial distress, localities that repeatedly deviate from
balanced budget constraints are able to extract transfers from others, more financially responsible localities. Hence, a common-
pool practice behind the financing of local expenditures creates strong incentives for local officials to overspend. This is known
in the literature as the soft-budget constraint problem following the seminal work of Kornai (1979).*

The central government has a direct way of dealing with soft-budget constraint problems. This includes developing an insti-
tutional setting that imposes the right incentives on local governments such as a credible no-bailout policy. In most countries,
however, central governments are unable to commit to a no-bailout policy for political reasons (Quian and Roland, 1998). In
these cases, central governments tend to resort to hierarchical oversight and regulation to reign on localities’ spending and impose
on them hard budget constraints. These types of interventions, also called administrative subordination, often consist of centrally
appointing local officials rather than electing them.

This paper studies whether administrative subordination is an effective tool to cope with soft-budget constraint problems
without affecting the local provision of public goods. For these purposes we focus on a major centralization program implemented
in Israel in 2004. According to this program, the central government in Israel uses three types of interventions on local govern-
ments. They consist of imposing different degrees of administrative subordination of local politicians to the central government.
Within the framework of this program, the central government is entitled to (i) appoint an accountant that has to approve
every expenditure of the municipality and reports directly to the central government; (ii) impose a recovery program specifically
tailored for each municipality that specifies, among other things, tax collection targets and number of employees that need to be
fired; and (iii) dismiss the mayor and members of the municipal council and replace them by a summoned board as the only au-
thority of the municipality. Since their inception, these programs were instituted in more than half of Israel's municipalities in
order to curtail their deficits and expenditures.

Despite the widespread use of hierarchical oversight and administrative subordination in Israel and elsewhere there is not, to
the best of our knowledge, definite empirical evidence testing the effectiveness of hierarchical oversight on solving the soft-
budget constraint problem. Some researchers claim that hierarchical administrative controls are effective in imposing a hard bud-
get constraint in decentralized OECD countries like Canada (Bird and Tassonyi, 2003) and Norway (Rattsg, 2003). Others argue
that this approach does not seem to be effective in developing countries like Argentina (Webb, 2003), India (McCarten, 2003),
and Russia (Zhuravskaya, 2010). The studies above base their conclusions on a descriptive approach, and do not present system-
atic empirical evidence trying to estimate the causal effect of hierarchical subordination on the outcomes of interest. The evidence
is not conclusive either when looking at cross-countries analyses. Enikolopov and Zhuravskaya (2007) show that administrative
subordination does not lead to better economic outcomes using a sample of 75 developing countries. Rodden (2002) finds that
restrictions imposed on subnational governments by the central government lead to better fiscal performances using a similar
sample of 43 developing countries.

This paper focuses on the widespread use of hierarchical oversight and administrative subordination in Israel since 2004 to
analyze their effects on municipalities’ fiscal performance and their provision of public goods. The analysis is based on an original
detailed panel data set containing all the relevant characteristics of the municipalities between 2000 and 2010. This allows us to
control for municipality fixed effects and aggregate years effects, thus identifying the effects of central intervention on the varia-
tion of outcome variables of interest across municipalities over time.

4 Kornai's (1979) contribution started a large and growing literature analyzing the causes and consequences of soft-budget constraints. See Kornai et al. (2003) for a
theoretical analysis of soft-budget constraints and a review of the related literature not only covering the framework of local governments, but including applications
related to the banking system, other private firms, and nonprofit organizations, just to name a few. See Prud’homme (1995) and Tanzi (1996) for early warnings on the
risks associated with fiscal decentralization due to the existence of soft-budget constraints. Pettersson-Lidbom (2010) and Bordignon and Turati (2009) present empir-
ical evidence on the consequences of soft-budget constraints based on Swedish localities and Italian regions, respectively.
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The results of the analysis show that the administrative subordination of local politicians has had a significant effect on mu-
nicipalities’ fiscal performance. Focusing on the entire sample of municipalities we find that centralization has a substantial impact
on several key fiscal outcomes such as the municipality's deficit, debt, total expenditures, total wage bill and local tax collection.
There is a reasonable concern, however, that these results are spurious, most likely caused by time varying unobservable differ-
ences between treated and untreated municipalities (in addition, the pre-treatment trends for municipalities’ deficit and debt are
not parallel). We perform several analyses to alleviate these concerns. First, in the spirit of a regression discontinuity approach, we
base our analysis only on municipalities in the neighborhood of the predetermined threshold for intervention. This gives us a sam-
ple of similar municipalities in terms of their observable pre-treatment characteristics. These estimations confirm the conclusions
reached when looking at the entire sample of municipalities. While the effects of intervention are not immediate on municipal-
ities' deficit and debt, every additional year under central intervention causes a significant decrease of 1.9 percent on total expen-
ditures (mostly due to a decrease on total salary payments). Given that the average duration of intervention for intervened
municipalities equals 5 years, these magnitudes imply an overall decrease of 9.5 percent on total expenditures. The fiscal improve-
ments of municipalities under intervention do not seem to have a significant effect on their residents’ welfare, at least when mea-
sured by their residents’ educational achievements, out-migration, and the number of car accidents (Ben-Bassat et al,, 2013).

We decompose the effects of intervention between the different types of administrative subordination enacted by the central
government. The analysis shows that all of the significant effects are due to the appointment of an accountant that reports directly
to the central government. The only significant effect of a recovery program is a substantial increase of transfers from the central
government. Hence, our analysis concludes that the effects of central intervention on municipalities' fiscal performance can be
achieved under limited intervention, which is more desirable than more intrusive forms of centralization of local governments.

There are several mechanisms behind the impact of appointed accountants found in our study. First, centrally appointed ac-
counts have veto power over the municipalities’ expenses. In addition, appointed accountants play a crucial role by providing re-
liable information on municipalities’ performance to the Interior Ministry. Based on this information, the central government in
Israel tends to condition the transfer of funds in return for fiscal discipline. For example, Baskaran et al. (2015) show that centrally
appointed accountants prevent Israeli municipalities from incurring in political budget cycles (i.e., increasing their deficits during
electoral years).

Unlike appointed accountants and summoned committees, which were completely determined by the Interior Ministry, the
institution of a recovery plan was, to a certain extent, the result of negotiations between local elected officials and the Interior
Ministry. That discretion, together with asymmetric information (for municipalities without a centrally appointed accountant)
seems to allow some municipalities to deviate from predetermined fiscal targets set by the Interior Ministry. This ultimately un-
dermines the impact of recovery programs when implemented without the added supervision of an appointed accountant. Relat-
ed studies find similar results in other contexts (see, e.g., Dietrichson and Ellegard, 2015).

Summarizing, the analysis shows that the program may have affected the municipalities’ expectations of receiving funds from
the central government without paying a political cost. Therefore, the intervention program effectively curbed the incentives of
local politicians to overspend, giving the central government an effective tool to cope with municipalities’ soft-budget constraint
problem.

2. Institutional and fiscal background

Over the last two decades, the fiscal performance of Israel's municipalities has been characterized by repeated crises, which
resulted in severe service interruptions both at the local and national level. Usually, the central government intervened and solved
the conflict by bailing-out municipalities in financial difficulties. For example, the central government covered the municipalities’
deficits in 1989, 1992, 1994-1995, 1996 and 1997. Although these transfers from the central government were able to temporarily
solve the financial problems of Israeli municipalities, they de-facto imposed a system of soft budgets constraints. Accordingly, the
central government would come to the rescue of municipalities unable to cover their deficits.”

The lack of commitment of the central government not to bail out troubled municipalities was evident until the mid 1990s.
The repeated bailouts had a pervasive effect not only on the incentives of municipalities’ mayors. Even voters understood the pre-
vailing incentives that mayors faced and tended to reward at the polls mayors that increased local expenditures and deficits be-
fore the elections (Rosenberg, 1992).6

After repeated bailouts and transfers during the 1990s, the central government reached the conclusion that one of the main
causes for the constant fiscal failure of municipalities was the central governments’ behavior and the pernicious incentives that
behavior created. In part to solve the problem created by the soft budget constraints, and in part because of the economic impact
of the global economic crisis and the Second Palestinian uprising, the central government substantially lowered its transfers to

5 According to Kornai et al. (2003), a sub-central government has a soft budget constraint when it issues debt to cover its deficits with the expectation of receiving
funds or grants from the central government. This definition is widely used in the related literature (see, e.g., Sorribas-Navarro, 2011). Note that our analysis does not
directly measure the effects of the new policy on soft-budget constraint considerations because we don’t directly measure the expectations of sub-central governments
regarding future bailouts. We take the pervasive incentives created by soft-budget constraints as given and show that the policy change brought about a decrease in
spending. This is only suggestive evidence of a change on expectations of future bailouts.

6 See also the results of Brender (2003), who claims that the electorate did not punish fiscally irresponsible mayors in the local elections of 1989 and 1993. Brender
(2003) shows, however, that as a consequence of the enforcement of audit and financial reporting of localities’ budgets enacted in 1994, the electorate voted out of office
fiscally irresponsible mayors in the local elections of 1998.
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municipalities between 2001 and 2003. As a consequence, a large number of municipalities suffered a severe economic crisis, their
debts and deficits ballooned and the quality of services they provided deteriorated (Ben-Bassat and Dahan, 2009).

Unwilling to increase its transfers to municipalities and bail them out, the Israeli central government decided in 2003 to imple-
ment several new measures regarding its dealings with local governments. The main objective of these measures was to restore
the budget discipline of local governments. These measures consisted on different types of central intervention on local governments
to ensure that municipalities do not deviate from pre-determined fiscal objectives. As stated above, since 2004 the central govern-
ment in Israel uses three types of policies of administrative subordination of local governments. In an increasing order of centraliza-
tion, these policies consist on (i) the appointment of an accountant; (ii) the imposition of a recovery program, and/or (iii) dismissing
the mayor and members of the local council while imposing a summoned board as the main authority of the municipality.”

The level of intrusiveness of the central government, and the corresponding damage to local democratic institutions, gradually
increases as we move from an intervention of type (i) to an intervention of type (iii). The first type of intervention, the appoint-
ment of an accountant that reports directly to the Interior Ministry, is meant to provide the central government with direct con-
trol over a municipality's expenditures. The appointed accountant has to approve in advance every expense of the municipality,
including the hiring of new employees. In some municipalities, the appointed accountant (or a different functionary under the
accountant's responsibility) is also in charge of collecting local property taxes.

The second type of intervention consists of the formulation of a recovery program for the municipality under intervention. While
in the past municipalities that received “recovery payments” from the central government to cover their deficits were said to be in a
“recovery program,” there were no clear guidelines or objectives to be fulfilled under this program. This situation drastically changed
with the new program that the government approved in 2003 and started in 2004. As of 2004 the typical recovery program includes a
carrot and a stick. It is clearly specified in a municipality's recovery program that it must achieve a balanced budget within a certain
period of time. In addition, the program details the types of expenditures that must be cut, the number of workers that must be fired in
each area (e.g. education and welfare), and the expected increase in local tax collection. As part of the agreement between the central
government and the municipality, the Interior Ministry rewards municipalities that meet the recovery program's targets with trans-
fers that equal half of their short-term debt (50% as a grant and the remainder 50% as a loan).

The final type of intervention is the imposition of a summoned board. This is the most severe measure of administrative sub-
ordination taken to deal with the fiscal crisis of some municipalities. The central government replaces by decree the municipality's
elected officials (the mayor and the members of the local council) by a summoned committee. Once in place, all roles and respon-
sibilities are transferred from the elected mayor to the appointed committee. The committee then governs the municipality up
until the next local election, which is usually three years after the appointment of the committee. In some cases, under the dis-
cretion of the central government, a committee may be appointed to two terms of three years each.

In short, the centralization program of 2004 introduced two main changes to the previous practice used for the central funding
of municipalities in Israel. The first main change is that from 2004 onwards the government's recovery payments to municipalities
are conditional on the municipality achieving pre-determined fiscal goals. The second main change implemented in 2004 is the
introduction of clear rules determining the criteria used to intervene in municipalities, and the type of administrative subordina-
tion chosen for municipalities under intervention. During the previous regime the Interior Ministry had the authorization (but not
the duty) to intervene when locally elected officials did not administer the municipality's budget in a responsible manner, where
“responsible manner” was stated in vague terms and left to the eye of the beholder. The plan implemented in 2004 does not lon-
ger rely on vague definitions and interpretations. Instead, the new rules use clear definitions on objective and measurable out-
comes to determine the type of intervention required on each municipality. These criteria are outlined in Table 1.

Accordingly, the Interior Ministry appoints an accountant to municipalities whose current deficit as a share of their total rev-
enue is above 10 percent and whose short-term debt is above 15 percent of total revenue. In addition, for the central government
to be able to appoint an accountant it has to be the case that the municipality underperforms with respect to its local tax collec-
tion. The exact thresholds for underperforming regarding tax collection vary according to municipalities socio-economic index.®

For municipalities in a worse fiscal situation the Interior Ministry may impose on them a specially tailored recovery program. Such a
program is prepared for municipalities whose short-term debt is above 17.5 percent of its total revenue. Recovery programs were also
restricted to municipalities that were entitled to (unconditional) equalization grants and with more than 4000 residents.? In addition
to a recovery program, the Interior Ministry appoints an accountant to some municipalities if it considers that they are not going to prop-
erly execute the requirements outlined in their recovery program. Indeed, during the period at issue many municipalities are under both
types of intervention: they have an accountant appointed by the Interior Ministry and are under a recovery program.

7 In addition to these types of intervention, in 2003 the central government imposed the amalgamation of 27 localities into 13 localities and regional councils. The
main objective of this policy was to take advantage of economies of scale in the provision of local public services. See Reingewertz (2012) for an analysis on the effects
of this policy on the amalgamated localities’ fiscal performance.

8 Every municipality in Israel is ranked by its socio-economic status according to a scale from 1 (the lowest status) to 10 (the highest status). The rank is based on the
municipalities residents’ standard of living (income per capita, average age of car, share of new cars), education level (share of residents that completed their matric-
ulation, share of students), demographic composition (median age, dependency ratio, share of families with four children or more), employment (unemployment rate,
share of workers earning salaries at or below the minimum wage, share of workers who earn more than twice the average wage), and welfare benefits (recipients of
unemployment benefits, income support and old age income support).

9 A municipality is entitled to an equalization grant if the minimum expenditure required to provide basic local services is higher than the municipality's potential
revenue. In 2007, 231 out of 252 localities received equalization grants. The size of the minimum expenditures, and as a result the amount of the grant, depends on
several of the locality’s characteristics. The grants increase with population size, with demographic dependency ratio, and with type of locality (regional councils receive
higher grants). These grants decrease with the localities' socio-economic status. Up until 2007, localities in priority areas received higher equalization grants but the
Supreme Court stopped this practice by declaring it illegal.
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Table 1
Criteria for Inclusion of Municipalities on Intervention Program.

Local Tax Collection (by
Socio-Economic Index)

Current Deficit (as a share of Total Revenue) Short Term Debt (as a share of Total Revenue)
1-4 5-7 8—10
Type of Intervention:
- Accountant Over 10% Over 15% 50% 55% 60%
- Recovery Program Between 17.5% and 50% - - -
- Summoned Board Over 15% Over 30% 40% 50% 60%

Notes: Information obtained from the Israeli Ministry of Interior.

- The rates of tax collection specified in the table regarding the imposition of an accountant refer to collection of water and local property taxes.

- The rates of tax collection specified in the table regarding the imposition of a summoned board refer to local property taxes. In addition, a summoned board is
imposed if the collection of water bills is below 70%.

- The central government can impose a summoned board also if the local budget has not been approved at the local council within three months after the begin-
ning of the fiscal year.

- When the short-term debt as a share of total revenue of a municipality exceeds 50% the municipality is forced to restructure its debt in the framework of an
agreement with its creditors.

Table 2
Number of Local Governments under Central Intervention (by Type of Intervention), 2004-2010.
2004 2005 2006 2007 2008 2009 2010

Accountant 30 38 51 76 75 73 72
Recovery Program 113 107 70 73 50 30 15
Summoned Boards 0 4 9 25 27 25 25
Localities under intervention 115 109 90 99 85 82 80
Duration of Intervention:
— 1year 115 5 4 3 1 2 3
— 2 years 104 8 7 1 0 2
— 3 years 78 19 6 4 1
— 4 years 70 15 6 2
— 5 years 62 12 6
— 6 years 58 11
— 7 years 55

Note: There were not any interventions between 2000 and 2003. During the years 2004—2010 there were in Israel 193 municipalities. Notice that some munic-
ipalities may have more than one type of intervention at any given year.

A municipality has to be even under a direr fiscal situation for a summoned board to be imposed. Summoned boards are im-
posed on municipalities whose current deficit is over 15 percent of their total revenue, whose short-term debt is over 30 percent
of their total revenue, and whose tax collection rates are below the thresholds specified in Table 1. In addition, the ministry of
interior must dismiss a municipality's elected bodies and impose a summoned board when its council has not approved the
municipality's budget within three months after the beginning of the fiscal year.'®

3. Data

For the purposes of our analysis we use data on central intervention and on economic and demographic characteristics of mu-
nicipalities in Israel between 2000 and 2010. The data on central interventions come directly from the Interior Ministry. The data
on economic and demographic characteristics of the municipalities come from the Israeli Central Bureau of Statistics (ICBS). Yet,
the actual source of these data is also the Interior Ministry, which aggregates the municipalities’ financial reports after their ap-
proval and submits them to the ICBS.

19 Summoned boards were sparingly imposed since the creation of Israel in 1948. Before the intervention program of 2004, this type of intervention was almost ex-
clusively used in cases where the municipality's mayor was removed from office and under criminal investigation on accusations of corrupt behavior. There were 6 mu-
nicipalities intervened by a summoned board between 1990 and 1999. Four municipalities were under this type of intervention between 2000 and 2003. Removing
these municipalities from the analysis does not affect any of the results of this paper.
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Table 3
Summary Statistics on Municipalities’ Outcomes of Interest—Entire Sample.
2000—2003 2004—2010 Treated Minus Control
Intervened Intervened
during Not Intervened during Not Intervened
2004-2010 during 2004-2010  2004-2010 during 2004-2010  2000-2003 2004-2010 Diffs-in-Diffs
(1) (2) (3) (4) (5) (6) (7)
Outcomes of Interest
A. Final Goals
- Deficit (NIS per capita) 545 118 342 74 42668  *** 268.14  *** —158.55 ***
(546) (208) (598) (291) [38.20] [36.07] [38.58]
- Short Term Debt as a 0.285 0.113 0.340 0.105 0.172 %0235 . 0.064 o
share of Total Revenue
(0.233) (0.158) (0.320) (0.140) [0.027] [0.025] [0.025]
- Total Economic 4324 4741 4314 5160 —417.08 ** —845.85 *** —42878 ***
Expenditures (NIS per
capita)
(1463) (1121) (1250) (1439) [190.56] [200.30] [101.48]

B. Fiscal Instruments
- Total Salary Payments 1859 1914 1710 1924 —54.49 —213.48 ** —158.99 ***
(NIS per capita)

(585) (542) (529) (619) [84.69] [88.79] [41.52]
- Share of Local Property 0.405 0.645 0.379 0.607 —0.240 ** —0.228 ** 0.011
Taxes Collected
(0.242) (0.212) (0.221) (0.215) [0.034] [0.033] [0.012]
- Recovery Payments (NIS 110 15 223 8 95.24 21574 120,51 o
per Capita)
(224) (61) (355) (44) [13.84] [19.29] [18.02]
- Equalization Grants (NIS 1275 906 948 621 368.48  *** 327.63 *** —40.85
per capita)
(801) (815) (601) (624) [128.64] [100.17] [67.07]
C. Control Variables of
Interest
- Population Size (in 234 46.5 26.5 50.4 —23.069 ** —23.878 ** —0.809
thousands)
(62) (72) (68) (76) [10.75] [11.490] [1.006]
- Socio-Economic Status 4102 5.992 4.148 6.100 —1.889 ** —1.952 ** —0.063
(2.040) (2.327) (1.994) (2.274) [0.348] [0.339] [0.057]
- Share of Largest Party in ~ 0.288 0.381 0.287 0.355 —0.093 ** —0.069 *** 0.025
Municipal Council
(0.147) (0.207) (0.144) (0.175) [0.029] [0.023] [0.021]

Notes: Data from ICBS. The numbers on each cell are the means of the respective variable listed on the left column. Standard deviations appear in parentheses in
columns (1) to (4). Standard errors appear in brackets in columns (5), (6) and (7). *, **, and *** represent statistical significance at 10%, 5%, and 1% levels.

3.1. Data on extent and types of municipalities’ administrative subordination

Table 2 depicts the data on the type and extent of central intervention on localities. The table reports all interventions in mu-
nicipalities (cities with more than 20,000 residents) and local councils (usually smaller towns) in Israel from the beginning of the
intervention program in 2004 until 2010."" The table shows that the move from a regime with a lot of discretion to one with clear
and objective rules resulted in a substantial increase in the number of municipalities under intervention. For example, we see that
in 2004, the first year of the new program, almost 60 percent of the localities were under intervention, an overwhelming majority
of them under a recovery program. This shows the commitment of the central government to implementing the reform intended
to generate a hard budget constraint on the municipalities, mostly at the cost of the administrative subordination of the munic-
ipalities' fiscal powers to the central government. The appointment of an accountant in 30 municipalities in 2004 also highlights
the lack of confidence that the central government had on the municipalities' ability (or willingness) to reach the goals of the re-
covery program by themselves.

1 There is a third form of local government in Israel called regional council. Regional councils are responsible for governing a number of settlements spread across
rural areas. We leave regional councils out of the analysis because they have a different political system than municipalities. That said, adding them to the analysis does
not change any of our conclusions. While we usually refer in the text to municipalities, we always include in the analysis municipalities and local councils.
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The extent of municipalities being intervened in 2004 signifies a substantial break with the policy implemented in previous
years. Looking at the progression of intervention over time shows only smaller adjustments together with a lot of persistence
of the different programs being used. That is, a substantial majority of municipalities intervened in 2004 continue to be intervened
between 2005 and 2010. Once intervened, an average municipality remains under intervention for 4.97 years. Fifty-five munici-
palities are under intervention for the entire period at issue. The type of intervention chosen by the central government slightly
changes over time. We observe a substantial increase on the use of summoned boards and centrally appointed accountants since
2007 mostly at the expense of recovery programs. The number of summoned boards appointed in 2007-2008 is unprecedented,
and is larger than the number of appointed summoned boards in the previous five decades combined.

3.2. Municipalities' fiscal and socio-economic data

We study the effect of intervention on all available variables measuring the fiscal situation of municipalities, their expenditures and
their ability to collect revenues. These include different measures of the localities’ debt, deficit and expenditures on services, as well as
their efficiency in terms of collecting local property taxes and water bills.'? The analysis also looks at the impact of the centralization
program on the amount of recovery payments and equalization grants that the central government transfers to the municipalities.

Table 3 presents summary statistics for the main variables of interest. The table tabulates the municipalities according to
whether or not a municipality is ever under intervention between 2004 and 2010. The table shows separate summary statistics
for the two groups of municipalities for the period before the beginning of the intervention program (2000 to 2003) and the pe-
riod after the beginning of the intervention program (2004 to 2010).

The table shows some of the preexistent differences between municipalities that were later on under intervention and municipal-
ities that were never intervened. As expected, municipalities that are later on under intervention have substantially higher deficits
and short-term debt than municipalities not intervened. The main objective of the intervention program was to eliminate these dif-
ferences. Therefore, we label these two variables together with total economic expenditures the “final goals” of the program.

The intervention plan designed by the Interior Ministry attempted to achieve its final goals by affecting municipalities’ expen-
ditures, tax collection, recovery payments and equalization grants. Panel B in the table shows that before the intervention pro-
gram, municipalities that were never intervened collected a higher share of their available property taxes and received less
money from the central government. Panel C of the table presents the available control variables. This panel shows that munic-
ipalities under intervention between 2004-2010 are, before the intervention program, less populated, and have a lower socio-
economic status and a more fractionalized political environment, as shown by their lower share of the largest party in the
local council, in comparison to the rest of the municipalities.'®

We now switch our attention to the years 2004 to 2010, the period after the beginning of the intervention program. The table
shows that municipalities under intervention still have higher deficit and short-term debt than municipalities not under interven-
tion. We observe, however, a substantial change in municipalities’ expenditures. Accordingly, municipalities under intervention
have significantly lower expenditures compared to the rest of the municipalities.

To obtain a preliminary measure of the effects of intervention we include in this table the difference-in-differences of the av-
erage variables of interest. That is, we calculate the differences for each outcome of interest between the averages before and after
the program of the differences between municipalities under intervention and the rest of the municipalities. These statistics ap-
pear in column (7). This column shows that (i) the deficit per capita of municipalities under intervention relative to the rest of
the municipalities decreased by 29 percent after the beginning of the program; (ii) treated municipalities’ short-term debt as a
share of total revenue, however, increased by 22 percent; (iii) total expenditures per capita of municipalities under intervention
(relative to the rest of municipalities) decreases after the beginning of the program by 9.9 percent, mostly due to decreases in
salary payments; and (iv) there is a substantial increase in transfers from the central government to localities under intervention
mostly in the form of recovery payments. All these effects are statistically different from zero at the 1% level.

4. Empirical framework

There are several caveats regarding the preliminary conclusions based on Table 3. First of all, they only show unconditional
changes on the outcomes of interest. Below, we use a multivariate regression approach to address this issue. Secondly, Table 3
makes evident that treated and untreated municipalities are substantially different in terms of their observables before the treat-
ment (except for total salary payments, the rest of the variables are statistically significant at least at the 5% level). Therefore, it
seems safe to assume that there are significant differences between treated and untreated municipalities also in terms of their
unobservable characteristics. This raises an inference problem since central intervention is correlated with the municipalities’
characteristics. We address this issue below by concentrating exclusively on a more homogenous group of municipalities. In par-
ticular, we also perform all of our estimations restricting the sample of municipalities to those whose short-term debt as a share
of their total revenue was in 2003 between 10% and 25%. That is, given that municipalities with short-term debt as a share of total
revenue above 17.5% are included in the recovery program, our discontinuity sample concentrates on municipalities within 7.5
percentage points of this threshold, and compares those treated to those that were not treated. There are 52 localities in the

12 We also include water bills collection as an output of interest because in Israel municipalities are responsible for the provision of water to their residents.
13 Related studies have shown that, especially among Arab localities, the level of political fragmentation has a significant effect on municipalities' debt (Reingewertz,
2010) and on the political participation of their residents (Ben-Bassat and Dahan, 2012).
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Fig. 1. Final Goals of the Intervention Program.Note: The figures depict, for every outcome of interest, the mean of the respective variable for municipalities inter-
vened in 2004-2010 and the remainder municipalities for every year in the time period at issue.

range at issue, 27 of them were intervened in 2004 and the remainder 25 localities were not. As would be evident below, using
alternative bandwidths (instead of 7.5 percentage points) delivers similar results.

A final concern is that comparing municipalities’ performance before and after the implementation of the intervention pro-
gram may mask differing pre-existing trends and substantial changes that occur gradually over time. Figs. 1 and 2 address this
possibility. The figures depict, for every outcome of interest, the mean of the different variables for municipalities intervened in
2004-2010 and for the remainder municipalities for every year in the time period at issue. Fig. 1 focuses on the program's
final goals. The figure depicts the gradual worsening fiscal situation of the treated municipalities during the years 2000-2003, be-
fore the beginning of the program. The figure also shows the gradual but slow relative improvement of the fiscal situation of
treated municipalities after the program started. Importantly, however, note that after the beginning of the program, treated mu-
nicipalities still have higher debt and deficit and lower expenditures than the rest of the municipalities.

Fig. 2 repeats the analysis of Fig. 1 but concentrating on the fiscal tools available to improve the municipalities’ fiscal situation.
Overall, Fig. 2 depicts a similar pattern to that of Fig. 1. That is, a worsening of treated municipalities’ situation until 2003, mainly
due to a substantial decrease in recovery payments, and a sharp turn of the slope beginning in 2004 accompanied by a gradual
increase of tax revenues and transfers of treated municipalities vis-a-vis untreated municipalities.

While the figures present suggestive evidence that trends before intervention are parallel across the different outcomes, we
directly test for this in Table 4. Table 4 presents the estimation of the following model,

6
Yi = +6,+ > &_;x (Everintervened); + u;, (1)
=4

where Y is the outcome variable of interest, a list of which appears in Table 3; &, is a fixed effect for each year in the sample; g is
a municipality fixed effect; (Ever Intervened); is a dummy variable equal to one for municipalities ever under intervention between
2004 and 2010 and zero otherwise Table 4.
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Fig. 2. Fiscal Instruments. Note: The figures depict, for every outcome of interest, the mean of the respective variable for municipalities intervened in 2004-2010
and the remainder municipalities for every year in the time period at issue.

The results in Table 4 show that the assumption of equal trends hold for municipalities total expenditures per capita, total sal-
ary payments per capita, local property taxes collected per capita, and equalization grants per capita.'* We observe differing
trends for only three variables. Yet, out of those variables, for two of them the results show that intervention is associated
with a reversal of the pre-existing trend. Whereas the effect of leads for municipalities' deficit per capita is positive (the coeffi-
cients’ sum is 411.65), the effect for lags is negative (the coefficients’ sum equals —399.68). That is, the deficit per capita of mu-
nicipalities that were later on intervened was increasing vis-a-vis the rest of the municipalities before the intervention program,
and decreased after the program. Hence, the effect of the program is not due to different pre-existing trends for treated and un-
treated municipalities. Similarly, intervened municipalities received before the intervention program less recovery payments vis-a-
vis the rest of the municipalities, and more payments after the program started.

Given the patterns observed in Figs. 1 and 2 and Table 4, we implement an empirical framework that pays particular attention
to the gradual effect of the intervention program on the outcomes of interest. The adopted specification allows us to examine how
central intervention affects the performance of municipalities taking into account that the effects of intervention may persist even
after intervention ends, as suggested by the results in Table 4. Our preferred specification is given by:

Y;. = a(Intervention); ,_, + B(Years of Intervention);,_; + X, P + & + p; + Uy, (2)

where Yj, is the outcome variable of interest, a list of which appears in Table 3; (Intervention);, ; is a dummy variable that equals
one if municipality i is under central intervention in year t-1 and zero otherwise. We use the lag of this variable because, as shown
in Table 4 and Figs. 1 and 2, the effects of intervention are not realized immediately. In addition, our empirical framework also
estimates the effects of the number of years under intervention. This effect is captured by the variable (Years of Intervention);,.
1. 1° This specification allows for the effects of intervention to persist beyond the intervention period, which is in line with the

4 Note that the regression for expenditures per capita omits one of the year interactions with interventions because of collinearity. This occurs only for this variable
because it is the variable with the highest number of missing values.

15 The actual construction of this variable is as follows. Suppose municipality i is under intervention between 2004 and 2006 and in 2008 and 2009. For this munic-
ipality, (Years of Intervention);,.; equals zero until 2005, equals 1 in 2005, 2 in 2006, 2007 and 2008, 3 in 2009 and 4 in 2010. The persistence of intervention over time
makes this variable highly correlated with years at the municipality level. This precludes us from including municipality specific linear time trends in model (2).
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Table 4
Testing for Equality of trends before Intervention—Entire Sample.
Log
Log Short Term Debt as  Log Total Log Total Salary  Log Local Property Log Recovery Equalization
Deficit per Share of Total Expenditures Payments per Taxes Collected per ~ Payments per  Grants per
Capita Revenue per Capita Capita Capita Capita Capita
Intervention x 2001 22.10 0.0462*** 147.8 13.01 0.0110 —59.49** 71.89
(52.10) (0.0174) (96.63) (18.72) (0.00925) (27.56) (44.84)
Intervention x 2002 67.25 0.0972*** 12.27 0.00707 —101.4"* 92.74*
(56.81) (0.0280) (28.69) (0.0111) (34.45) (53.12)
Intervention x 2003 3223 0.240"* —59.17 2.722 —0.00657 —111.0"** —25.29
(67.66) (0.0339) (109.4) (30.29) (0.0124) (28.08) (65.56)
Intervention x 2004 203.7***  0.257"* —144.1 —46.27 —0.00478 114.2"* —93.42
(64.10) (0.0358) (116.0) (40.06) (0.0138) (33.04) (81.74)
Intervention x 2005 107.3* 0.244** —155.4 —127.5%** 0.00535 77.82* —12.95
(60.94) (0.0416) (109.5) (47.19) (0.0144) (41.10) (88.24)
Intervention x 2006 —101.3 0.197*** —275.1** —155.3*** 0.0105 89.72%* 67.07
(81.88) (0.0402) (122.3) (53.50) (0.0143) (39.42) (84.58)
Intervention x 2007 —123.6"  0.157"** —498.4** —138.1%** 0.0156 82.85** 36.47
(58.64) (0.0410) (198.8) (52.73) (0.0153) (39.73) (88.51)
Intervention x 2008 —45.78 0.119"* —582.5%** —187.2%** 0.0166 119.0** 2239
(85.02) (0.0412) (173.1) (55.76) (0.0166) (49.08) (94.84)
Intervention x 2009 —205.7*** 0.0846* —461.8*** —208.1*** 0.0249 —33.73 —11.99
(67.97) (0.0432) (153.5) (62.34) (0.0166) (38.18) (111.5)
Intervention x 2010 —234.3*** 0.0586 —645.9%** —205.3*** 0.0325 —82.17* —53.38
(63.00) (0.0716) (150.2) (74.54) (0.0232) (30.95) (126.1)
P-value of Total Effect of 0.0054 0.0000 0.6103 0.6802 0.6887 0.0015 0.3508

Intervention on leads
(2001-2003)
P-value of Total Effect of 0.2066 0.0000 0.0013 0.0024 0.2770 0.0903 0.9412
Intervention on lags
(2004-2010)
Number of observations 2072 1862 1816 2083 2079 2112 1894

Each column presents the results of a separate panel regression model. All regressions control for years and municipalities fixed effects.
" indicates statistically significant at 10% level.
" indicates statistically significant at 5% level.
" indicates statistically significant at 1% level.

evidence presented in Table 4 showing that most of the effects of intervention are realized after 2007, even though several of in-
tervened municipalities are not longer under intervention during those particular years.'® X;..; is a vector of time-varying munic-
ipality characteristics (listed in Table 3);'7 &, is a fixed effect for each year in the sample to control for aggregate trends in the
economic and political situation of Israel; y; is a municipality fixed effect; and «, 3 and the vector & are unknown parameters
that need to be estimated. Unobserved determinants of the municipalities’ performances are captured by the error term, ;.

The goal of the proposed econometric specification on model (2) is to identify the joint impact of o and 3. We are interested
on the immediate effect of intervention as well as on the protracted effect of intervention over time. Based on model (2), the im-
mediate effect of intervention is equal to (a+p3), whereas the gradual effect of intervention over time equals 3.

To address the identification concerns mentioned above, we estimate model (2) for all the municipalities, and subsequently
only for a selected sample of municipalities in the neighborhood of the cutoff of intervention, which have similar pre-
treatment characteristics. The sections below discuss all the estimations in detail.

16 This is the main reason we choose specification (2) above. Estimating an alternative standard difference-in-differences specification delivers very similar results
(available from the author upon request).

17" Note that regression (2) instruments the covariates with their lagged values to eliminate possible endogeneity in panel regressions.

18 We cluster the standard errors at the municipality level. Therefore, they are robust to any type of serial correlation within clusters and heteroscedasticity of un-
known type (Bertrand et al., 2004). In principle, it could be possible for standard errors to be correlated also at higher levels of government. Israel, however, is not di-
vided into provinces or states and therefore does not have a higher level of local government over municipalities. That is, the only local level is the municipality and the
only higher level over municipalities is the national government.
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Table 5
The Effect of Central Intervention on Municipalities' Fiscal Goals—Entire Sample.
Log Deficit per
Capita Short Term Debt as Share of Total Revenue Log Total Expenditures per Capita
- Intervention 0.4083 0.0362 —0.0097
[0.360] [0.046] [0.013]
- Years of Intervention —0.240** —0.0195 —0.0198***
[0.11] [0.014] [0.004]
- Population Size (natural log) —0.3364 0.0071 —0.2860*
[0.715] [0.070] [0.135]
- Socio-Economic Status —0.050 0.0074 —0.0118
[0.22] [0.017] [0.011]
-Log Average Salary (from previous year) —0.024 —0.0551 0.0964
[1.63] [0.168] [0.085]
-Share of Largest Party in Municipal Council —1.0044 0.0436 —0.0250
[0.822] [0.056] [0.036]
P-value of Total Effect of Intervention 0.5581 0.6221 0.0081
Number of observations 1185 1449 1569

Each column presents the results of a separate panel regression model. All regressions include years and municipalities fixed effects. * indicates statistically signif-
icant at 10% level.

" indicates statistically significant at 5% level.

" indicates statistically significant at 1% level.

5. Results

Table 5 shows the effect of central intervention on municipalities’ main outcomes of interest based on the estimation of model
(2). Before discussing the results, we need to keep in mind that they are based on the entire sample of municipalities, and that the
estimation does not differentiate between different types of hierarchical subordination. Therefore, the results may be affected by
possible spurious correlations caused by ignoring the fact that treated municipalities are not randomly selected.

With this caveat in mind, the results seem to suggest that central intervention is an effective tool to lower municipalities’ def-
icit and expenditures (consistent with the results in Table 4). We observe that the intervention of a municipality has a statistically
significant protracted effect on their deficit. The coefficient shows that every year of intervention is associated with a 24 percent
decrease in a municipality's deficit. The results also highlight that the effects on expenditures are statistically significant both im-
mediately and protracted over time. According to the estimated coefficients, the administrative subordination of municipalities
brings about an immediate decrease of 2.9 percent in their expenditures per capita. Moreover, every additional year under inter-
vention is associated with a reduction of 1.98 percent in expenditures. However, Table 5 also shows that the central intervention
of municipalities does not have a statistically significant effect on their short-term debt. Although the immediate effect of inter-
vention is positive, this is probably due to previous financial commitments of intervened municipalities. That said, the results sug-
gest that every additional year of administrative subordination is associated with a decrease in municipalities’ short-term debt,
though these effects are not precisely estimated.'

Table 6 shows the impact of central intervention on some of the fiscal variables that the central government uses as a tool
while trying to reach the fiscal goals behind the program of administrative subordination. The results of these estimations suggest
that central intervention is an effective policy to affect fiscal tools in the desired direction. It seems that every year under inter-
vention brings about a significant decrease in salary payments, an increase in local tax collection, and an increase in equalization
grants received from the central government.°

While giving us a first view at the effects of central intervention, the estimates presented in Tables 5 and 6 and the top panel
of A1 may be spurious for the reasons already mentioned above. The sub-sections below address the identification concerns.

19 Fig. 1 shows that the short-term debt of intervened municipalities remains stable in 2004 (the first year of the intervention program), and sharply decreases in every
subsequent year except for 2010.

20 The available data allow us to estimate model (2) for different subcategories of the outcomes presented in Table 6. These estimations appear in Appendix Table A.1.
This table shows that most of the decrease in municipalities’ expenditures caused by central intervention is concentrated on municipalities’ expenditures in education.
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Table 6
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The Effect of Central Intervention on Municipalities Fiscal Tools—Entire Sample.

Log Total Salary Payments Log Local Property Taxes Collected  Log Recovery Payments Log Equalization Grants
per Capita per Capita per Capita per Capita

- Intervention —0.024* 0.0393 1.9418** 0.0895
[0.014] [0.038] [0.260] [0.065]

- Years of Intervention —0.015"** 0.0162 —0.1437* 0.0720%**
[0.005] [0.014] [0.075] [0.027]

P-value of Total Effect of 0.0009 0.0574 0.0000 0.0032

Intervention
Number of observations 1621 1620 1646 1467

Each column in each panel presents the results of a separate panel regression model. All regressions control for each municipality number of residents (in logs),
socio-economic status, average salary for employees (from previous year in logs), percentage of seats of larger party and number of parties (divided by number of
legislators), as well as years and municipalities fixed effects. ** indicates statistically significant at 5% level
" indicates statistically significant at 10% level.
" indicates statistically significant at 1% level.

5.1. Using a restricted sample to account for unobserved characteristics

An important concern related to the estimation of the effect of central intervention on municipalities’ performance is that
treated and untreated municipalities may differ in terms of some of their time-varying unobservable characteristics. The evidence
presented in Table 3, which shows that treated and untreated municipalities differ regarding their observable characteristics, mag-
nifies this concern.

The analysis in this subsection alleviates this concern by focusing on a subsample of more homogenous municipalities.?! In
particular, hereby we focus on municipalities whose short-term debt as a share of their total revenue in 2003 was within 7.5 per-
centage points of the threshold used to determine their inclusion into the recovery program.?? As shown in Table 7, the munic-
ipalities in this subsample are balanced in terms of their pre-treatment observable characteristics, which leads us to believe that
they are also balanced in terms of their pre-treatment time-varying unobservable characteristics. Whereas a t-test for equality of
means of pre-treatment characteristics is statistically significant at the 5% level for all the variables listed in Table 3, this test is
statistically significant only for pre-treatment recovery payments per capita (at the 5% level) when using the sample of munici-
palities in the neighborhood of the cutoff of intervention.?®

In addition, we test whether any observable characteristic of municipalities in 2003 is able to predict being intervened on 2004
or onwards. The results appear in Table 8. This table displays the marginal coefficients of a probit regression of municipalities’ ob-
servable characteristics (measured in 2003) on being intervened in 2004 or later. The table shows that none of the municipalities’
characteristics is able to predict being intervened later on. The only exception is municipalities’ short-term debt as a share of total
revenue. This relationship is of course expected since the intervention threshold was determined based on this variable. Hence,
Tables 7 and 8 show that this subsample of municipalities is balanced and that selection is not a serious concern.

Table 9 repeats the analysis of model (2) for the subsample of municipalities. The results in this table corroborate the main
message of Tables 5 and 6. Accordingly, once we compare the effects of intervention across similar municipalities, the analysis
ratifies that continued administrative subordination causes a yearly reduction of total expenditures per capita in the order of
1.86 percent (mostly due to a decrease in total salary payments). Unlike the results of Tables 5 and 6, however, administrative
subordination does not seem to have an immediate effect on the goals of interest, but rather only a protracted one.

Table 9 also reveals that intervened municipalities enjoy an immediate increase in the amount of transfers from the central
government in the form of recovery payments. These payments amount to an increase of almost 170 percent compared to mu-
nicipalities without intervention and do not dissipate over time. Yet, despite the fact that fiscal subordination brings about an in-
crease in transfers from the central government and a decrease in expenditures, we do not observe any significant effect on
municipalities' deficit, short-term debt or long-term debt vis-a-vis the rest of the municipalities in the control group (see also
Panel B in Appendix Table A.1). As already noted above and seen in Fig. 1 and Table 4, these outcomes are more persistent
over time, which may be why the intervention program does not have a statistically significantly effect on them. Importantly,
as already mentioned above, the statistical and quantitative significance of the results is robust to other bounds beside 7.5 per-
centage points from the intervention threshold (see Appendix Table A.2).

21 Given the concerns over nonrandom sample selection into treatment and unobserved heterogeneity in response to treatment, it would be useful to test the robust-
ness of our analysis using the synthetic control method for comparative case studies developed by Abadie and Gardeazabal (2003) and Abadie et al. (2010). Unfortu-
nately we are not able to conduct that type of analysis because we only have data for 4 years before treatment.

22 We choose to present the results using the 7.5 percentage points bandwidth because it contains a large enough sample of municipalities, yet they are still very sim-
ilar in their pre-treatment characteristics. Table Appendix A2 shows that the results are the same when we use bandwidths of 5 or 10 percentage points around the
threshold.

23 We choose to implement this specification based on a restricted sample of municipalities and not a full regression discontinuity design because the probability of
entering a recovery program is not deterministic. For example, there are 13 municipalities whose short-term debt in 2003 is over 17.5% and were not included in a re-
covery program in 2004, while there are 6 municipalities with short-term debt below 17.5% in 2003 that entered a recovery program in 2004. Similar caveats apply to
opting in or out of recovery programs in subsequent years.
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Table 7
Summary Statistics on Municipalities' Outcomes of Interest—restricted sample of municipalities.
2000-2003 2004-2010 Treated Minus Control Diffs-in-Diffs
Intervened Intervened
during Not Intervened during Not Intervened
2004-2010 during 2004-2010  2004-2010 during 2004-2010  2000-2003 2004-2010
(1) (2) (3) (4) (5) (6) (7)
Outcomes of Interest
A. Final Goals
- Deficit (NIS per capita) 277 172 236 145 104.91 90.93 -13.98
(274) (196) (403) (364) [75.06] [76.77] [62.31]
- Short Term Debt as a 0.126 0.120 0.178 0.132 0.006 0.046** 0.040
share of Total Revenue (0.069) (0.057) (0.117) (0.077) [0.014] [0.020] [0.027]
- Total Economic 4149 4409 4287 4781 -260.30 -493.93 -233.64
Expenditures (NIS per (1438) (695) (1230) (1012) [295.21] [318.56] [157.45]
capita)
B. Fiscal Instruments
- Total Salary Payments 1702 1784 1593 1768 -81.89 -175.66 -93.77
(NIS per capita) (461) (387) (450) (511) [124.17] [153.10] [70.41]
- Share of Local Property 0.49 0.58 04 0.5 -0.093 -0.102 -0.009
Taxes Collected (0.270) (0.220) (0.261) (0.220) [0.074] [0.072] [0.021]
- Recovery Payments per 62 22 120 19 39.98** 101.39"*  61.41*
Capita (114) (51) (246) (82) [14.69] [29.95] [26.29]
- Equalization Grants (NIS 1203 798 887 525 405.27* 361.77* -43.50
per capita) (912) (599) (636) (463) [225.43] [166.93] [85.50]
C. Control Variables of
Interest
- Population Size (in 34.5 44.5 394 48.6 -9.957 -9.154 0.803
thousands) (109) (48) (121) (52) [22.527] [24.729] [2.569]
- Socio-Economic Status 43 5.6 44 5.8 -1.305 -1.355 -0.050
(2.446) (1.855) (2.398) (1.738) [0.841] [0.813] [0.110]
- Share of Largest Party in ~ 0.310 0.332 0.302 0.305 -0.022 -0.003 0.019
Municipal Council (0.150) (0.106) (0.131) (0.109) [0.038] [0.027] [0.027]

Notes: Data from ICBS. The numbers on each cell are the means of the respective variable listed on the left column. Standard deviations appear in parentheses in
columns (1) to (4). Standard errors appear in brackets in columns (5), (6) and (7).

" represent statistical significance at 10% levels.

" represent statistical significance at 5% levels.

™ represent statistical significance at 1% levels.

5.2. Differentiating by type of intervention

The previous sub-section showed that central intervention has a significant effect on total expenditures (by reducing total sal-
ary payments), on local property tax collection, and on transfers from the central government. That analysis, however, does not
distinguish between the different forms of administrative subordination implemented by the central government. This is the
focus of the current subsection.

As already discussed in Section 2, the Israeli government implemented three different types of central intervention: (i) the ap-
pointment of an accountant that reports directly to the central government; (ii) the imposition of a recovery program; and (iii)
dismissing the mayor and members of the local council while imposing a summoned board as the main authority of the munic-
ipality. Clearly, the level of central intrusiveness on local policies increases gradually as we move from an intervention of type (i),
to one of type (ii), and to one of type (iii), which not only imposes administrative subordination, but also political subordination
of the municipality to the central government. Given the stark differences across the three types of interventions, we ask our-
selves: Is a more intrusive type of intervention necessary to achieve the central government's goals or rather, these goals may
also be achieved with a more lenient form of intervention?

This subsection addresses this issue by differentiating between the effect of appointing an accountant and that of imposing a
recovery program, the two more widely used types of interventions (see Table 2).>* The results of this estimation appear in

24 We do not assess the effect of summoned boards on the outcomes of interest because there are only three municipalities with a summoned board in the relevant
neighborhood of the cutoff. Moreover, the summoned boards of these municipalities were imposed in 2007, which gives us six observations for municipalities with a
summoned board. Therefore, we do not have enough within-municipality or between-municipalities variation to ascertain whether this type of intervention has a sig-
nificant effect when implemented over a number of years. That said, controlling for this type of intervention does not affect any of the results of Table 10 (see Appendix
Table A3)
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Table 8
Testing for Selection into Intervention Program.
(1) (2) (3) (4) (5) (6) (7) (8)
Log Deficit for Capita 0.146 —0.287
(0.131) (0.218)
Short Term Debt as a Share of Total Revenue 5.313** 7.751**
(2.102) (3.370)
Log Total Expenditures Per Capita —0.405 —0.407
(0.484) (0.694)
Log Total Salary Payments per Capita —0.0460 —0.138
(0.386) (0.580)
Log Local Property Taxes Collected per Capita 0.0930 0.0982
(0.118) (0.120)
Log Recovery Payments per Capita —0.0174 0.0476
(0.0439) (0.0482)
Log Equalization Grants per Capita 0.0825 0.234
(0.117) (0.236)
Log Population Size —0.0686 —0.121 —0.108 —0.0969 —0.126 —0.0993 —0.0379 —0.156
(0.0774) (0.0744) (0.0726) (0.0727) (0.0810) (0.0705) (0.0943) (0.109)
Socio-Economic Status —0.155 —0.0473 —0.0382 —0.0807 —0.136 —0.0824 —0.0326 0.0431
(0.103) (0.0918) (0.106) (0.0935) (0.114) (0.0910) (0.0940) (0.128)
Log Average Salary 0.838 0.0329 —0.191 0.0203 0.125 —0.000887 —0.0506 0.0297
(0.921) (0.769) (0.818) (0.785) (0.778) (0.769) (0.728) (0.828)
Share of Largest Party in Municipal Council —0.459 —0.0791 —0.484 —0.407 —0.130 —0.473 —0.395 0.00503
(0.626) (0.752) (0.673) (0.676) (0.751) (0.681) (0.604) (1.118)
Number of observations 40 41 41 41 41 41 38 37

Notes: Each column presents the results of a separate probit regression. * indicates statistically significant at 10% level, *** indicates statistically significant at 1%
level.
" indicates statistically significant at 5% level.

Table 10. This table corroborates the conclusions obtained in Table 9. Central intervention affects mostly total expenditures, local
property tax collection, and transfers received as recovery payments. On top of that, Table 10 shows that most of the reduction in
expenditures and increase in tax collections are caused by the appointment of an accountant, which is the less intrusive of the

Table 9
The Effect of Central Intervention on Municipalities Final Goals and Fiscal Tools (focusing only on municipalities within 7.5 percentage points of intervention cutoff).
Fiscal Goals Fiscal Tools
Short Term Debt as  Log Total Log Total Salary Log Local Property Log Recovery Log Equalization
Log Deficit Share of Total Expenditures Payments per Taxes Collected per Payments per Grants per
per Capita Revenue per Capita Capita Capita Capita Capita
- Intervention -0.2457 0.0062 —0.0046 0.011 -0.0363 1.7018*** -0.0301
[0.767] [0.024] [0.026] [0.027] [0.053] [0.488] [0.103]
- Years of 0.1286 —0.0022 —0.0186** -0.0278"* 0.0220 0.0508 0.0624
Intervention
[0.230] [0.007] [0.008] [0.013] [0.026] [0.189] [0.040]
P-value of Total 0.8453 0.8372 0.2676 0.4279 0.7606 0.0000 0.6678
Effect of
Intervention
Number of 319 400 426 425 426 427 392
observations

Each column in each panel presents the results of a separate panel regression model. All regressions control for each municipality number of residents (in logs),
socio-economic status, average salary for employees (from previous year in logs), percentage of seats of larger party and number of parties (divided by number of
legislators), as well as years and municipalities fixed effects. * indicates statistically significant at 10% level,

" indicates statistically significant at 5% level.

™" indicates statistically significant at 1% level.
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Table 10
The Marginal Effect of Each Type of Intervention on Municipalities Outcomes of Interest—Including only municipalities within 7.5 percentage points of intervention
threshold.

Short Term Debt as Log Total Log Total Salary Log Local Property Log Recovery
Log Deficit Share of Total Expenditures per Payments per Taxes Collected per Payments per Log Equalization
per Capita Revenue Capita Capita Capita Capita Grants per Capita
Effect of 0.1859 0.0450 —0.0566* —0.0349 0.0758 0.5210 0.1104
Accoun-
tant
Interven-
tion
[0.752] [0.030] [0.030] [0.053] [0.067] [0.687] [0.066]
Effect of 0.0076 —0.0058 —0.0271** —0.0446** 0.0305 0.1809 0.0008
Years of
Accoun-
tant
Interven-
tion
[0.254] [0.011] [0.011] [0.020] [0.042] [0.218] [0.022]
Effect of —0.1317 —0.0137 —0.0209 —0.0086 —0.0207 2.1679** —0.0292
Recovery
Program
[0.619] [0.018] [0.021] [0.016] [0.048] [0.312] [0.068]
Effect of 0.0574 0.0001 0.0200 0.0160 —0.0137 —0.2923* 0.0856*
Years of
Recovery
Program
[0.272] [0.009] [0.018] [0.015] [0.038] [0.152] [0.051]
P-Valueof  0.7325 0.1035 0.0142 0.1157 0.0183 0.2381 0.0804
Effect of
Accoun-
tant
Interven-
tion
P-Valueof  0.8751 0.3889 0.9507 0.6315 0.3839 0.0000 0.2878
Effect of
Recovery
Program
Number of 319 400 426 425 426 427 392
observa-
tions

Each column presents the results of a separate panel regression model. All regressions control for each municipality number of residents (in logs), socio-economic
status, average salary for employees (from previous year in logs), percentage of seats of larger party and number of parties (divided by number of legislators), as
well as years and municipalities fixed effects. P-Value of F-Test of joint effect of interest appears in parentheses below the respective coefficient.

" indicates statistically significant at 10% level.

" indicates statistically significant at 5% level.

™ indicates statistically significant at 1% level.

three types of interventions.?® Interestingly, the imposition of a recovery program does not seem to have a significant effect on
any of the fiscal outcomes of interest even though it is accompanied by a substantial increase in recovery payments from the cen-
tral government.®

This analysis alleviates some of the concerns that selection into the program is an important factor behind our results. Where-
as some municipalities slightly below the threshold could select themselves into a recovery program, the imposition of a centrally
appointed accountant or a summoned board was completely under the jurisdiction of the Interior Ministry. The latter two forms
of intervention were based on clear and predetermined rules, and without allowing municipalities to select themselves in or out
of these programs.

25 According to the estimated coefficients, recovery programs seem to have a negative effect on property tax collection. This is the reason that the intervention pro-
gram as a whole does not have a statistically significant impact on property tax collection (see results in Tables 3 and 4 using the entire sample and Tables 7 and 9 for the
restricted sample).

26 In a related theoretical analysis, Blanchard and Shleifer (2001) claim that the central appointment of a public official leads to the improvement of a locality's per-
formance compared to the case when officials are elected in local elections. See also Enikolopov and Zhuravskaya (2007) who, based on a cross-countries analysis and
without being able to differentiate between different types of intervention, found that administrative subordination is not effective.
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6. Conclusions

This paper studies the effects of hierarchical subordination on municipalities’ fiscal performance. Our main results show that
administrative subordination is an effective tool to bring about a decrease in municipalities’ expenditures and an increase in
local tax collection, without affecting the municipalities’ provision of public goods. In addition, we show that different types of
administrative subordination do not equally promote the desired changes on municipalities’ fiscal behavior. The imposition of a
recovery program, which is especially tailored for each municipality and is supposed to incentivize local politicians into adopting
sound fiscal policies, does not have a significant effect on municipalities’ performances. On the contrary, a less intrusive (and sim-
pler to implement) program that consist of the appointment of an accountant that reports directly to the central government
causes a significant improvement in the fiscal performances of localities under intervention. We therefore conclude that an effec-
tive policy to cope with problems related to the existence of soft-budget constraints is the imposition of a relatively mild and
straightforward form of administrative subordination based on clear and predetermined rules.
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Table A.1
The effect of central intervention on other outcomes of interest.

Debt as Share  Log Debt Log Expenditures on Log Expenditures Log Salary Payments  Log Salary Payments Log Local
of Total per Education (per on Welfare (per For Education (per for Welfare (per Water Taxes
Revenue Capita Capita) Capita) Capita) Capita) Collected

Entire Sample

- Intervention 0.035 0.0812 -0.0063 -0.0391** -0.023 -0.0273 -0.0106
[0.055] [0.064] [0.019] [0.018] [0.026] [0.027] [0.092]
- Years of -0.028 -0.0398* -0.0211*** 0.0071 -0.016* 0.0014 0.0727*
Intervention [0.019] [0.020] [0.006] [0.007] [0.008] [0.010] [0.039]
P-value of Total 0.8586 0.4220 0.0826 0.0363 0.0869 0.1999 0.3700
Effect of
Intervention
Number of 1437 1443 1623 1623 1623 1616 1473

observations
Only Municipalities within 7.5 percentage points of Intervention Cutoff

- Intervention -0.014 -0.0333  0.0384 -0.0333 0.0693 -0.0749 -0.0436
[0.046] [0.070] [0.031] [0.036] [0.052] [0.066] [0.188]
- Years of 0.001 0.0158 -0.0244 0.0057 -0.0320 0.0231 0.1452
Intervention [0.018] [0.031] [0.017] [0.015] [0.022] [0.025] [0.089]
P-value of Total 0.7216 0.7618 0.5189 0.2833 0.3654 0.2323 0.4436
Effect of
Intervention
Number of 396 398 426 426 426 426 383

observations

Each column in each panel presents the results of a separate panel regression model. All regressions control for each municipality number of residents (in logs),
socio-economic status, average salary for employees (from previous year in logs), percentage of seats of larger party and number of parties (divided by number of
legislators), as well as years and municipalities fixed effects.
" indicates statistically significant at 10% level,
" indicates statistically significant at 5% level;
" indicates statistically significant at 1% level.
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Table A2
The effect of central intervention on municipalities final goals and fiscal tools.

Focusing only on municipalities within 5 percentage points of intervention cutoff

Fiscal Goals Fiscal Tools
Log Short Term Debtas  Log Total Log Total Salary Log Local Property Log Recovery Log Equalization
Deficit per Share of Total Expenditures per ~ Payments per Taxes Collected per Payments per Grants per
Capita Revenue Capita Capita Capita Capita Capita
- Intervention -0.2070 0.0070 0.0152 0.0275 -0.0769 1.5599*** 0.0243
[1.048] [0.027] [0.025] [0.030] [0.060] [0.496] [0.096]
- Years of -0.0121 -0.0048 -0.0251*** -0.0376** 0.0375 0.0902 0.0350
Intervention [0.334] [0.010] [0.0078] [0.016] [0.031] [0.1592] [0.040]
P-value of Total 0.7756 0.9182 0.6142 0.6730 0.4905 0.0003 0.4166
Effect of
Intervention
Number of 221 290 313 312 313 314 295
observations
Focusing only on municipalities within 10 percentage points of intervention cutoff
Fiscal Goals Fiscal Tools
Log Short Term Debt as  Log Total Log Total Salary Log Local Property Log Recovery Log Equalization
Deficit per Share of Total Expenditures Payments per Capita Taxes Collected per Payments per Grants per
Capita Revenue per Capita Capita Capita Capita
- Intervention 0.2097 0.0221 -0.0130 0.0008 -0.0509 1.9804*** 0.0138
[0.609] [0.021] [0.028] [0.027] [0.052] [0.439] [0.086]
- Years of -0.0380 -0.0088 -0.0211*** -0.0289** 0.0376 -0.0176 0.0301
Intervention [0.182] [0.007] [0.0079] [0.010] [0.027] [0.1509] [0.036]
P-value of Total 0.7277 0.4518 0.1389 0.1923 0.7615 0.0000 0.4821
Effect of
Intervention
Number of 394 496 515 522 522 524 483
observations

Each column in each panel presents the results of a separate panel regression model. All regressions control for each municipality number of residents (in logs),
socio-economic status, average salary for employees (from previous year in logs), percentage of seats of larger party and number of parties (divided by number of
legislators), as well as years and municipalities fixed effects. *indicates statistically significant at 10% level.

" indicates statistically significant at 5% level.

" indicates statistically significant at 1% level.

Appendix

See Appendix Table A1, Table A2, Table A3.

Table A.3
The Marginal Effect of Each Type of Intervention on Municipalities Outcomes of Interest—Including only localities within 7.5 percentage points of Intervention
Threshold.

Fiscal Goals Fiscal Tools
Log Short Term Debt as  Log Total Log Total Salary ~ Log Local Property Log Recovery Log Equalization
Deficit per Share of Total Expenditures Payments per Taxes Collected per Payments per Grants per
Capita Revenue per Capita Capita Capita Capita Capita
Effect of Accountant  0.3384 0.0451 -0.0627** -0.0439 0.0627 0.5587 0.1159
Intervention [0.640] [0.139] [0.045] [0.419] [0.263] [0.396] [0.104]
Effect of Years of -0.0392 -0.0072 -0.0252** -0.0418* 0.0340 0.1658 -0.0009
Accountant [0.869] [0.499] [0.021] [0.052] [0.349] [0.418] [0.966]
Intervention
Effect of Recovery -0.1584 -0.0165 -0.0203 -0.0075 -0.0352 2.0846%* -0.0322
Program [0.806] [0.384] [0.333] [0.625] [0.469] [0.000] [0.640]
Effect of Years of 0.0267 0.0020 0.0215 0.0181 -0.0078 -0.2879* 0.0846
Recovery Program  [0.925] [0.818] [0.249] [0.237] [0.841] [0.068] [0.102]
Effect of Summoned  0.4067 0.1135*** -0.0074 -0.0153 0.2662* 1.4715* 0.0477
Board [0.701] [0.001] [0.882] [0.758] [0.064] [0.069] [0.503]

(continued on next page)
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Table A.3 (continued)

Fiscal Goals Fiscal Tools
Log Short Term Debt as  Log Total Log Total Salary ~ Log Local Property Log Recovery Log Equalization
Deficit per Share of Total Expenditures Payments per Taxes Collected per Payments per Grants per
Capita Revenue per Capita Capita Capita Capita Capita
Effect of Years of 0.1774 -0.0531*** -0.0157* -0.0216 -0.1112 -0.2971 0.0025
Summoned Board  [0.568] [0.008] [0.077] [0.338] [0.108] [0.415] [0.962]
P-Value of Effect of ~ 0.5902 0.1159 0.0110 0.0867 0.0297 0.2137 0.0856
Accountant
Intervention
P-Value of Effect of ~ 0.7876 0.3600 0.9364 0.4801 0.2749 0.0000 0.3364
Recovery Program
P-Value of Effect of ~ 0.4879 0.0448 0.6311 0.3682 0.1284 0.1502 0.5028
Summoned Board
Number of 319 400 426 425 426 427 392
observations

Each column presents the results of a separate panel regression model. All regressions control for each locality number of residents (in logs), socio-economic status,
average salary for employees (from previous year in logs), percentage of seats of larger party and number of parties (divided by number of legislators), as well as
years and municipalities fixed effects. P-Value of F-Test of joint effect of interest appears in parentheses below the respective coefficient.
" indicates statistically significant at 10% level,
" indicates statistically significant at 5% level;
" indicates statistically significant at 1% level.
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