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Abstract This paper analyzes the causes of legal political rent extraction by using a
direct measure of it, namely, local top politicians’ wages. In particular, we investigate
whether local politicians’ incentives to extract rents by setting their own wages are
influenced by the degree of political competition and voter information. We use a sample
of the largest Spanish municipalities over the years 2008—-2010. The results indicate that
weaker political competition and lesser voter information are related to more rent
extraction. In an additional analysis, we show that higher wages do not ensure better
financial management. These findings confirm that when politicians can set their own
salaries, higher wages do not mean better management, but they are just political rents.

Keywords Political rents - Politicians’ wages - Local governments

JEL Classification D72 - H1 - H7

1 Introduction

In the modern economics literature, the public choice school was the originator of the view
that politicians, like everyone else, pursue chiefly their own interests (Hillman 2013).
Therefore, what motivates actors in the public sector is not the interests of the public at
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large, but enhancing their own welfare, measured in votes, money, power, or whatever
(McChesney 1997). Politicians are in positions that allow them to divert public funds into
their own pockets, getting rents illegally, i.e., engaging in corrupt activities, or legally, i.e.,
setting their own wages (Svaleryd and Vlachos 2009).

The ways in which politicians can gain rents illegally have been analyzed widely in
recent years, with the focus mainly on the determinants of corruption. Recent empirical
studies show that as the levels of democracy, political competition and press freedom rise,
corruption falls (see e.g., Besley and Burgess 2002; Adsera et al. 2003; Brunetti and Weder
2003; Alt and Lassen 2008). However, few empirical studies have focused on the deter-
minants of legal political rents (Di Tella and Fisman 2002), and most of these do not use
direct measures of those rents (Svaleryd and Vlachos 2009). The majority of the previous
literature has used tax rates, public employment and wages, growth-promoting policies,
and politician quality as measures of legal rents (see e.g., Besley and Case 2003). Nev-
ertheless, as Svaleryd and Vlachos (2009) state, these variables are not related to rents, per
se, but rather to bureaucratic slack and inefficiencies.

This paper aims to examine the causes of legal political rent extraction. Specifically, we
investigate whether local politicians’ incentives to extract rents by setting their own wages
are influenced by the degree of political competition and voter information. Therefore, the
paper extends the existing literature on the causes of legal political rent extraction by using
a direct measure of it, namely, local top politicians’ wages.

Using a sample of the largest Spanish municipalities for 2008-2010, we find that
political competition and voter information reduce the amount of rent extracted in the form
of top politicians’ wages.

In addition, we analyze, to the best of our knowledge for the first time, the impact of
politicians’ wages on financial management in a context in which politicians can fix their
own wage (Spanish local governments). Our estimates indicate that higher wages do not
ensure a better financial management.

The paper is structured as follows. Section 2 reviews the literature on political rents.
Section 3 describes the Spanish municipal sector. Section 4 provides details of the sample,
econometric model and variables. Section 5 presents the empirical results and the addi-
tional analysis relating to the effect of wages on the quality of top politicians’ financial
management practices. Section 6 concludes.

2 Literature

The search for rents, defined as rewards in excess of opportunity cost or not consistent with
competitive market returns, is an ancient issue (Congleton et al. 2008). The modern rent
seeking literature, initially developed by Tullock (1967), Krueger (1974) and Posner
(1975), is focused on the interaction between the government and private parties. The
former has a monopoly on defining, distributing and enforcing property rights by issuing
regulations or imposing taxes and tariffs. Since these activities usually imply the creation
(or redistribution) of rents, private parties have incentives to influence public policies in
ways that promote their own interests. Private parties use resources to gain access to
artificially created rents. Such investments do not create value but merely redistribute
existing wealth; they are wasted from society’s point of view. Under this approach, private
parties. are seen as private rent seekers who influence the creation and assignment of rents
arising from political decisions, whereas politicians serve only as passive brokers of the
transfers.
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In a latter work, McChesney (1997) questions the role attributed to politicians in rent
seeking theory. He considers them not mere brokers among competing private parties, but
independent actors with their own claims. This conceptual reversal of roles allows one to
consider other ways, apart from rent creation, that politicians can gain personally.
McChesney develops a rent-extraction theory wherein politicians extort payments from
private parties by making threats to expropriate wealth. Therefore, whereas in rent seeking
theory politicians accept payments to create political favors in the form of rents, rent
extraction theory assumes that politicians accept payments to avoid actions that would
diminish existing private rents.

Traditional rent seeking and rent extraction approaches built upon by public choice
economists Tullock (1967) and McChesney (1997), have in common that politicians
need the active collaboration of private parties to obtain economic benefits. In contrast,
if the assumptions of political agency models are taken into account, politicians can get
rents from private parties (or citizens) even without their awareness. In these models,
an agency problem exists between politicians and the voters. Voters, the principals,
elect a politician, the agent, who in turn governs the voters (Barro 1973; Ferejohn
1986). The interests of politicians and voters are not perfectly aligned, so the decision-
making authority delegated to politicians gives them an advantage in achieving their
goals. In a reformulation of this theory, Persson et al. (1997) model this political
agency problem as one of rent extraction. Voters pay taxes to fund public goods that
are provided by politicians with uncertain costs. Given that politicians know these
costs, they take advantage of this asymmetry of information by extracting rents from
the tax collected for personal benefit, which reduces the funds available for supplying
public goods. Therefore, voters’ utility decreases as the amount of rents extracted
increases (Alt and Lassen 2003). Both approaches (rent extraction and political agency
costs) have in common the fact that politicians are portrayed as active actors. In the
former model, however, politicians need to identify and secure the active collaboration
of private parties to extract rents from them. In the latter model, politicians appropriate
rents out of the taxes previously collected from private parties (or citizens), even
without their awareness.

Therefore, a major problem in every political system is that politicians in office may use
their power to pursue their own interests, rather than those of the citizens. Although all of
the ways of obtaining political rents can be seen as unethical, only some of them actually
are illegal. Traditional rent seeking theory commonly makes a distinction between (legal)
lobbying and unlawful public corruption as forms of rent seeking. One of the key differ-
ences between these activities appears to relate to the way in which politicians are influ-
enced. If they offer to accept (or demand) bribes, this clearly represents a case of using
public office for personal gain. If, on the other hand, influence is sought by, for instance,
donating funds to finance political campaigns, neither the rent seekers nor the benefitting
politicians would be seen as engaging in corruption (Lambsdorff 2002). In this respect,
there is a large theoretical and empirical literature on campaign finance policy (see e.g.,
Potters et al. 1997; Prat 2002; Coate 2004; Houser and Stratmann 2008). The assumption
underlying most of these studies is that campaign contributions are used in electoral races
to provide information to citizens, but that candidates obtain contributions by promising
political favors.

Many recent studies explore several determinants of corruption. Goel and Rich (1989)
were the first to_provide an_empirical analysis of the factors affecting bribe-taking by
public officials. Among these are included the probability of being convicted, severity of
punishments, government salary relative to private sector income, the “demonstration
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effect” and the unemployment rate.' Subsequently, other works have analyzed the effects
of other factors on corruption: industrial policy (Ades and Di Tella 1997), government size
(Goel and Nelson 1998), abundance of natural resources (Leite and Weidmann 1999),
political context (Treisman 2000), electoral rules (Persson et al. 2003), political compe-
tition (Alt and Lassen 2008), press freedom (Besley and Burgess 2002; Adsera et al. 2003;
Brunetti and Weder 2003), level of democracy (Besley and Burgess 2002; Adsera et al.
2003) and fiscal decentralization (Arikan 2004). Many of the above studies were conducted
at national level, given the limited availability of surveys needed to build corruption
indices at other levels of government. To tackle this issue, Picci (2005) used data on Italian
regions and presented a new measure of corruption based on the difference between the
amounts of physically existing public facilities and the amounts of money paid by gov-
ernment to build them. According to him, the proposed measure may be useful for ana-
lyzing variations in the causes of corruption at the subnational level.

In contrast to the above studies focusing on how politicians get rents illegally (i.e.,
engaging in corrupt activities), there is little empirical research on legal sources of rents, with
the exception of the vast literature on campaign finance, as mentioned previously. Some
studies used tax rates, public employment and wages, growth-promoting policies, and
politician quality as measures for legal rents (see e.g., Besley and Case 2003). Svaleryd and
Vlachos (2009), however, question the use of these variables as measures of legal rents since
they are more closely associated to slack and inefficiencies in the public sector than to rents,
per se. Taking as their basis the definition of political rents from Persson and Tabellini
(2000), the authors use public funding of political parties and top politicians’ salaries as
direct measures of rent extracted by incumbents.” In this respect, Svaleryd and Vlachos
(2009) argue that top politicians’ wages, which are determined by politicians themselves,
can be considered as a way of estimating political rents. In fact Peichl et al. (2013), using a
sample of German members of parliaments, find that the average politician earns substan-
tially more than the average voter holding executive positions in the private sector. They
conclude that this wage premium can be interpreted as rent extraction as long as the members
of parliaments in Germany fix their own salary. This suggests that politicians may extract
rents from being in office in contexts where they can decide themselves on the level of office
remuneration (Peichl et al. 2013). Similarly, Di Tella and Fisman (2002) find evidence
supporting the idea that politicians’ wages are partly set by rent extraction motives. In a
recent study, Vaubel (2013) finds that net salaries at the European Commision are much
higher than comparable salaries in the central governments of selected members states. This
author points out that, for example, the European Court of Justice decided that the Council’s
determination to limit the wage rise for EU public servants to 1.89 % was invalid and that
wages had to increase by 3.7 % as suggested by the Commission. Therefore, the members of
the European Court of Justice increased their own wages.

The incentives for politicians to extract rents by setting their own wages are shaped
mainly by two factors: the levels of political competition and voter information. According
to Wittman (1989), with perfect political competition and well-informed voters, rents are
usually driven down to zero. In this vein, Svaleryd and Vlachos (2009) analyze theoreti-
cally and empirically the effects of political competition and voter information on rents.

! The “demonstration effect” is used to describe the impact that the actions of some individuals have on the
behavior of a given individual. As for corruption, it refers to the fact that the levels of corruption in a place
may induce neighbors to get involved in corruption as well.

2 Persson and Tabellini (2000) state that rents are monetary transfers in the form of salaries for top
politicians and public funding of political parties.
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They develop a model in which stronger political competition and more voter information
keep rent extraction at bay. Incumbents care only about rents and remaining in power.
However, the larger is the share of informed voters and the stronger is political competition,
the more likely it is that voters will respond to evidence of rent extraction. Therefore, this
situation keeps rents low since voters punish the incumbent by reducing their chances of
reelection. Svaleryd and Vlachos’ results support this theory, given that they find that more
vigorous political competition and improved voter information reduce the level of rents
extracted in the setting top politicians’ wages. Di Tella and Fisman (2002) also investigate
whether political competition plays a role in disciplining politicians’ rent extraction
activities. In particular, they analyze the relationship between political competition and
gubernatorial wages in US states. These authors find that as political competition increases,
the ability of politicians to extract rents by setting higher wages declines.

3 The institutional framework

The Spanish public sector is divided into three levels: the national state, 17 regional
governments and 8,116 municipalities. The relation between them is based upon compe-
tencies, not hierarchy. Each municipality has a municipal council, a mayor and a municipal
government. The municipal council is the deliberative branch, whereas the municipal
government holds executive power, headed by the mayor as chief executive.

Local elections in Spain are based on closed party lists and municipal council members are
elected on a proportional basis. Thus, the mayor is elected by the members of the municipal
council; he/she is responsible for appointing the officials of the municipal government from
among the municipal council members. Obviously, the mayor selects the officials of the
municipal government from the members of the party or parties that support him/her.

The Spanish Constitution lays down two basic principles with regard to local governments:
financial autonomy and financial self-sufficiency. The former constitutional provision means
that local governments can make their own decisions on collecting revenue and how to spend it.
The latter provision aims to ensure that all municipalities have the resources necessary to
exercise their competences. Local governments’ finances rely on the following revenue sour-
ces: income from self-owned assets, local taxes, surcharges on regional government taxes,
shares in state and regional governments’ taxes, subsidies, public fees and fares, credit trans-
actions, fines and other monetary sanctions. Municipalities are allowed to raise local taxes and
charge tariffs for the services they provide. In fact, Spanish local governments enjoy a high
degree of tax autonomy compared with other countries (Giuriato and Gastaldi 2009).

Moreover, a number of important tasks are decided upon and carried out at the muni-
cipal level. Spanish local governments decide upon town planning, since they can classify
land for urban development with little or no consultation. Land development decisions are,
therefore, under the control of local politicians, so there is a serious risk that they might
accept bribes from real estate developers in exchange for rezoning their lands. According
to Jiménez et al. (2012), cases of corruption increased dramatically during the last housing
boom. In this sense, a recent article on Spanish corruption in the New York Times reads as
follows: “The concentration of power in the hands of regional and municipal officials and
their ties to the local savings banks created ideal conditions for corruption in the con-
struction boom years” (“Small-Town Mayor’s Millions as Exhibit A on Graft in Spain”,
New York Times, May_4th, 2013).

Spanish laws also permit local politicians to extract rents legally, by allowing them to set
their own salaries. Spanish laws establish that municipalities, apart from providing some
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Table 1 Aggregate number of

salaries (in €) paid to all top Population level Max. Min. SD

liticians ding t la-

B ey ccorcing O POPHA 75 000 972.473.18 25497028  223,141.22
75,001-100,000 1,395,849.92 26733744  259,142.53
100,001-200,000  3,798,596.70  153,549.19  607,941.30
200,001-500,000  3,562,992.14  688,595.70  670,189.26

>500,000

16,992,778.24

2,603,384.00 5,

117,997.27

obligatory basic services according to their population, can decide on their own revenues and
where to spend them, as we said above. Each year, the municipal government submits a
budget for approval by the municipal council. In this respect, the top politicians’ wage has its
own separate line item in the municipal budget. Top politicians are defined as the members
of the municipal council who comprise the municipal government and they are responsible
for elaborating the municipal budget; accordingly, they are able to determine their own
salary in the budget. The budget must be approved as minimum by a simple majority of the
municipal council. Although the council has the power to reject this budget, it will be passed
when the ruling party or parties govern in majority. In these cases, top local politicians are
totally free to set their own salaries. If the ruling party or parties govern in minority, they
need the support of one or more opposition parties to pass the budget, and hence the amount
allocated to top politicians’ wage. Consequently, decisions on top politicians’ wages are up
to local authorities and the differences across municipalities bear witness to this. For
instance, some municipalities spend around 13 % of their annual non-financial budget on for
top politicians’ wages, while others devote a much smaller percentage (the 2010 average
budget share was 1.5 %). Moreover, as Table 1 shows, top politicians’ salaries vary widely
for municipalities of the same population. For example, the aggregate average of the salaries
paid to all top politicians in municipalities with more than 500,000 inhabitants ranged from
2,603,384.00 euros to 16,992,778.24 euros in 2010. Therefore, since Spanish local author-
ities have autonomy in wage setting, salaries may be used to divert municipal resources for
their own personal gain (i.e., political rents).

The Spanish law on the local electoral system states that the number of seats in the
council depends on municipal population. Specifically, the number of council seats is
determined on the scale shown in Table 2.

Table 2 Number of seats in the

. . . Number of seats
council by municipal population

in the council

Number of inhabitants

<100 3

101-250 5

251-1,000 7

1,001-2,000 9

2,001-5,000 11
5,001-10,000 13
10,001-20,000 17
20,001-50,000 21
50,001-100,000 23

>100,001 One seat more

per 100,000 inhabitants
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Since municipal government members (top politicians), have to be chosen from among
the individuals who have seats on the municipal council, which is limited by population, it
is not possible that differences in rents received by top politicians merely are the result of a
larger group of potential rent recipients.

4 Methodology
4.1 Sample

The sample consists of the 100 largest Spanish municipalities from 2008 through 2010. No
municipal elections were held in this three-year period. The population of the munici-
palities in the sample ranges between 35,241 and 3,273,049 inhabitants.

We use data on these municipalities since they are the only ones included in a database
on municipal transparency created by the organization “Transparency International Spain”
(TI-Spain). This information is crucial for our study, given that it is used to measure one of
the key variables (the level of voter information). Furthermore, the panel data also includes
financial, political and demographic variables. The municipal financial data were taken
from the Spanish Ministry of the Treasury. We obtained political information from the
Spanish Home Office. The Spanish National Statistics Institute, the Klein Institute and the
Economic Annual of “La Caixa” provided the information needed to construct the socio-
economic and demographic variables.

It is important to note that this sample offers two clear advantages. First, this sample
period allows us to analyze the extraction of legal rents in a post-housing boom context, in
which rent extraction from corruption is less pervasive. According to Jiménez (2009), the
Spanish town-planning model and the extraordinary last building boom were the main
sources of local political corruption in Spain. Therefore, it is not surprising that, after the
bursting of the Spanish housing bubble at the beginning of 2008, corruption scandals were
markedly fewer. It seems that the opportunity for politicians to gain rents through cor-
ruption has diminished with the ending of the housing market crisis, so we consider it to be
interesting to analyze the causes of legal rent extraction, when corruption is a less feasible
option. Second, in Spanish local governments, top politicians’ wages are self-determined,
which allows us to use these wages as a measure of legal rent extraction. This is because, as
discussed later in more detail, top politicians’ wages are a good measure of legal political
rents when top politicians can set their own salaries (Svaleryd and Vlachos 2009). The
autonomy of Spanish local authorities in the form of wage setting can be easily seen from
Table 3. For instance, whereas in one municipality citizens paid only 0.86 euros per year
and per capita to top politicians, in other municipalities citizens spend annually 29.26 euros
per capita annually on top politicians’ wages (see the minimum and maximum of the
variable Politicians wages in Table 3, respectively).

4.2 Econometric model

The main aim of our empirical analysis is to assess the causes of legal political rent
extraction. For this purpose, we use the top politicians’ wages (Politicians wages) as a
measure of legal rent extraction. This measure was chosen because, according to Persson
and_Tabellini_(2000), top. politicians’_salaries and public funding of political parties lit-
erally are rents. In fact, Di Tella and Fisman (2002) show that politicians’ salaries are
partly set by rent extraction motives. Svaleryd and Vlachos (2009) employ the two direct
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measures of rent extraction proposed by Persson and Tabellini (2000) in an empirical study
of Swedish local governments. They argue that top politicians’ wages and financial support
for political parties are good measures of rents extracted by Swedish local governments,
given that those two outcomes are determined by the elected representatives themselves in
the budget after a vote in the local council. The same scenario plays out in Spain.’
Financial support for political parties cannot be used in our analysis since no such data are
available in Spain. We therefore estimate the following OLS regression with top politi-
cians’ wages (Politicians wages) as the dependent variable:

Politicians wages;; = o + 7y, Municipal wage;, + y,Political competition;,
+ y3Voter information;, + B;Xjis + i, (1)

where i indicates municipalities, o is the constant of the equation, y;, 72, y3 and f; are the
parameters to be estimated, Xj;, is the vector of control variables and ¢, is the error term.

First of all, it should be noted that this empirical model would be misspecified if the
Municipal wage variable had not been entered on the right-hand side. Obviously, not all of
the full salaries of top politicians can be considered as political rents. For instance, if the
amount earned by a top politician is similar to the one that could be earned in an analogous
private job, we cannot state that the politician is involved in rent extraction activities. In
contrast, if the top politician’s salary exceeds the wage paid in a similar private job position,
this wage premium can be seen as a political rent. Since our dependent variable is defined as
a top politicians’ wage, we need to include on the right side of the model a variable that
allows us to control for the part of the salary that cannot be considered as a rent. The latter
variable should be measured as the income that politicians could have earned in their next-
best job as an executive in the private sector. However, because of data availability, we use
the average wage in the municipality in euros per capita (Municipal wage) as a proxy for
politicians’ opportunity costs.* The inclusion of the variable Municipal wage as an inde-
pendent variable prevents our empirical model from being a misspecified estimation of the
causes of legal rents extraction. Without entering this variable, our model would serve only
to estimate the determinants of top politicians’ wages, but not the causes of legal rent
extraction through salary setting. A positive and significant coefficient on this variable (y;)
would provide empirical evidence in favor of political rent extraction.

The key independent variables in our model are Political competition and Voter
information, which capture the effects of the level of political competition and voter
information on the amount of rent extraction, respectively. The former is a dummy variable
that takes a value of one if the percentage of votes cast for the ruling party is less than
50 %, and zero otherwise. A municipal transparency index is used as a proxy of the level of
voter information. Voter information measures the information about local politics pro-
vided to citizens. The organization “Transparency International Spain” (TI-Spain) has
published this indicator for all municipalities of our sample annually since 2008. This
index ranges from zero to 100, where the greater the score, the higher the degree of voter
information. According to Svaleryd and Vlachos (2009), both stronger political competi-
tion and more voter information reduce the level of rent extraction. Consequently, the
coefficients on Political competition and Voter information (y, and y3) are expected to be
negative.

3 See Sect. 3. Since top politicians enjoy greater freedom to determinate their own salaries when they
governsinymajority-than,when; they-governsinsminority, we tackle this issue in our model by controlling for
the degree of political competition in the municipal council.

4 See in this respect, Peichl et al. (2013).
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4.3 Control variables

In order to isolate the effect of our variables of interest (Political competition and Voter
information), it is necessary to control for the effects of other factors on political rents.
Among the control variables, we consider the mayor’s political ideology by including the
variable Political ideology. This is a dummy variable that takes a value of one if the mayor
belongs to a right-wing party.® As Svaleryd and Vlachos (2009) state, this variable allows
us to determine whether or not rent extraction varies according to political ideology.

We also control for sex of the mayor by entering the dummy variable Mayor gender,
that is equal to one if the mayor is a woman. In this regard, some authors suggest that the
incumbents’ gender influences his/her political preferences and therefore their policy
outcomes. For instance, Ferreira and Gyourko (2011) examine, in a sample of US cities,
the effect of gender on policy outcomes. They find, though, that the level of municipal
expenditure and its composition, including the budget share for salaries, do not depend on
the mayor’s gender.

Economic level controls for the municipality’s level of economic development, gauged
as municipal income per capita in euros. According to Svaleryd and Vlachos (2009), a
positive impact of income on incumbents’ wages is expected. They state that rents are
monetary transfers in the form of wages for top politicians. Therefore, rent extraction
becomes much easier when more resources are available to extract. In fact, Di Tella and
Fisman (2002), using a sample of US states, find a strong positive relation between
gubernatorial wages and state income, which is a possible variant of Wagner’s familiar law.

We also consider the population density of the municipality (Population density). If
higher population density leads to economies of scale in the provision of public goods
(Pettersson-Lidbom 2001), then rent extraction would be easier since there would be more
resources to extract as the average costs of public good provision decline. Consequently,
we would expect top politicians’ wages to be higher in more densely populated cities.
However, the contrary effect would be expected in the presence of diseconomies of scale.

Finally, we include the level of taxes (Taxes) as control variable, since higher taxes are
needed to finance politicians’ wage increases (Besley 2004).

Table 3 summarizes the variables and basic statistics.

5 Results

Table 4 presents the results of the OLS regression.

As expected, the greater the average wage in the municipality (Municipal wage), the
higher are the top politicians’ wages (Politicians wages), everything else equal. This
supports the existence of a wage premium, which represents the political rents to which we
have referred. This result is in line with Peichl et al. 2013, who find that the average
member of German parliaments earns more than the average voter and of citizens holding
executive positions in the private sector and, moreover, that this wage premium can be seen
as a form of political rent extraction. As local top Spanish politicians do, members of
parliaments in Germany fix their own salaries. This finding suggests that politicians may
extract rents in contexts where they can decide themselves the level of remuneration from
positions of public trust (Peichl et al. 2013).

° The political parties at the Spanish national level also operate in local governments. There are, therefore,
two main national parties at the local level: “PSOE” (progressive) and “Partido Popular” (conservative).
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Table 4 Municipal rents

extraction Dependent variable Politicians wages
Constant 6.80 (5.42)%***
Municipal wage 0.0002 (2.07)**
Political competition —1.12 (—2.19)**
Voter information —0.02 (-2.02)**
Political ideology —0.20 (—0.39)
Mayor gender —0.91 (—1.65)*
Economic level 0.00002 (0.17)
Population density —0.0001 (—1.73)*

OLS estimation. 7-values in Taxes —0.0024 (—1.41)

brackets. Maximum VIF: 5.07 N 204

Significance: *** 1 %, ** 5 %, R? 0.12

*10 %

The negative and significant coefficients of Political competition and Voter information
indicate that weaker political competition and lesser voter information are associated with
more rent extraction levels (Politicians wages).

These findings are in line with theoretical models that associate political rents with
political agency problems. As Ferejohn (1986) posits, agency costs arise because voters and
their elected representatives do not have identical preferences. Incumbents have their own
parochial interests, which do not always maximize citizens’ welfare. Persson et al. (1997)
extend this theoretical idea by developing a model assuming that this political agency
problem leads to rent extraction: voters pay taxes to fund public goods that are provided by
incumbents. The cost of the public good provision is known by incumbents, but unknown by
voters. This information asymmetry makes it possible for incumbents to extract rents from tax
payments for their own personal benefit. Therefore, rents should be driven down to zero when
voters are well informed and political competition is perfect (Wittman 1989). This theoretical
prediction has been confirmed widely for the case of illegal political rents, i.e., corruption. For
instance, Alt and Lassen (2008) show that stronger political competition is associated with
less public corruption. Similarly, Besley and Burgess (2002), Adsera et al. (2003) and Bru-
netti and Weder (2003) find that as voter information increases, corruption decreases. The
relevance of our results thus is obvious since we show that stronger political competition and
more voter information also reduce the amount of rent extraction in the form of politicians’
wages when they are free to set their own salaries. To the best of our knowledge, only one
other study, Svaleryd and Vlachos (2009), analyzes the impact of the levels of political
competition and voter information on the incentives for politicians to extract rents legally.
Those authors also find that Swedish local politicians are more likely to engage in legal rent
extraction when political competition is weak and voter information is low.

Regarding our control variables, the mayor’s political ideology appears not to affect the
level of rent extraction: top politicians’ wages do not vary according to political ideology.
This finding also agrees with the results of Svaleryd and Vlachos (2009).

However, Mayor gender has a weak, but significant effect on Politicians wages. We
therefore conclude that if the mayor is male, rent extraction increases, other things being
the same. This, too, confirms previous literature, which argues that the incumbents’ gender
influences policy outcomes.

Economic level does not have a significant effect on Politicians wages. This result
contrasts with the findings of Di Tella and| Fisman (2002) and Svaleryd and Vlachos
(2009), which suggest that economic development has a positive effect on rent extraction.
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With regard to population density (Population density), the estimates reveal that rent
extraction is less evident in more densely populated municipalities. That finding contra-
dicts out initial prediction based on economies of scale in the provision of public goods.
Our results suggest the presence of diseconomies of scale in Spanish municipalities. If
higher population density leads to diseconomies of scale in the provision of public goods,
then rent extraction would be more difficult since there would be less resources to extract.

Finally, the coefficient of variable Taxes is not significant, which shows that, ceteris
paribus, top politicians do not raise taxes to finance their own wage increases.

In an additional empirical analysis, we examine whether top politicians’ wages affect
their financial management practices. As dependent variables, we employ five budget
indicators to evaluate local financial management: budget deficit (Deficit), savings (Sav-
ings), net savings (Net savings), deviation in tax revenues (Deviation in revenue) and
deviation in current expenditures (Deviation in expenditure). Regarding the independent
variables, we enter the top politicians’ wages (Politicians wages) and the following control
variables: political competition (Political competition), mayor’s political ideology (Polit-
ical ideology), economic level (Economic level), unemployment (Unemployment), popu-
lation density (Population density), taxes (Taxes) and transfers received by the local
governments (Transfers). See Table 5 (Appendix 1) for a complete description of the
variables included in the additional analysis.

The results reveal that higher salaries are not associated with better financial manage-
ment.® These findings differ from previous studies (see e.g., Ferraz and Finan 2009; Gag-
liarducci and Nannicini 2013), which show that better paid local politicians perform better in
other countries, such as Brazil and Italy. The reason for the difference may lie in the fact that
Spanish local politicians determine their own wages, while the wages of local Brazilian and
Italian politicians are set by law based on municipal populations. Gersbach (2009) states that
policy outcomes are better with predetermined wages. According to this author, politicians
have a level of competence (high or low) which is known by themselves. The more com-
petent politicians produce a larger surplus than those who are less competent. If politicians’
wages are determined unilaterally, the more competent politicians set a wage that allows
them to capture the entire extra surplus they generate. If, on the other hand, wages are set by
law, the extra surplus that the more competent politicians generate goes to the voters
(Gersbach 2009). So the question is: why do better paid incumbents produce better outcomes
when the salary is set by law, for example, depending on the population size? Coates (1999)
states that higher salaries attract more competent politicians, resulting in an increase in the
effectiveness of government. To sum up, if top politicians’ do not set their own pay, higher
wages will foster better performance. However, in line with our results, if politicians
determine their own wages, higher wages do not ensure better financial management. These
findings confirm our previous section’s results that wages are, in fact, legal rents, as we show
that higher wages are not a cause for better financial management.

6 Conclusions

This paper analyzes the causes of legal political rent extraction, focusing primarily on the
effect of political competition and voter information. In this regard, our analysis focuses on
one of the legal forms of rent extraction, the unilateral setting of wages by top politicians.
According _to Svaleryd and_Vlachos (2009), top politicians’ wages are proxies for legal

© See Table 6 (Appendix 1) for additional analysis’ results.
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political rent extraction when politicians themselves determine their own wages, as it is the
case in Spanish local governments.

Using a sample of the 100 largest Spanish municipalities, we find that weaker political
competition and lesser voter information are associated with higher public sector salaries,
that is, more legal rent extraction. This finding is consistent with political agency models,
in which the informational asymmetry about the costs of providing public goods costs
creates incentives for incumbent politicians to extract rents. It is important to point out that
most of the empirical work on political rent extraction is based on the rents that politicians
get illegally, i.e., engaging in corrupt activities. However, since politicians are also able
legally to divert public funds to their own pockets in the form of higher salaries, we
considered it interesting to explore this form of rent extraction. In this respect, our paper,
along with Svaleryd and Vlachos (2009), is the first to deal with this issue. Both studies
provide evidence that stronger political competition and more voter information limit legal
political rent extraction. The relevance of these results is clear, since it is not only con-
firmed that, as in the case of public corruption, political competition and voter information
reduce legal political rent extraction, but that evidence also exists for this link using a
direct measure of legal rents, i.e., top politicians’ wage setting.

Nevertheless, these findings are only a first step toward an understanding of the politicians’
incentives for extracting legal rents. Future research should work along these lines by eval-
uating the long-term evolution of legal rent extraction. Furthermore, efforts should be
undertaken to investigate the relationship between illegal and legal political rent extraction in
greater detail. An important area for future studies centers on how politicians choose between
these two forms of rent extraction and should examine the factors behind their decisions, for
example, if they govern in a democratic context or the extent of autonomy they enjoy.

In addition, we investigate whether top politicians who extract more rents by raising
their own salaries are better financial managers of the public budget. We find that top
municipal politicians whose salaries are higher (by their own wage choices) are not better
managers of the public accounts under their control. Those findings contradict, at least in
the case of Spanish cities, previous empirical evidence suggesting that better paid politi-
cians perform better (Ferraz and Finan 2009; Gagliarducci and Nannicini 2013). The
difference may lie in the fact that previous studies have focused on countries where local
politicians’ wages are set by law.

One of the policy implications of our study is that it seems desirable to fix local top
politicians” wages by law as a way to prevent them from extracting rents through setting
their own wages. Certain countries, such as Brazil or Italy, already set local top politicians’
wages by law. Empirical evidence shows that those countries are on the path, since fixing
local top politicians’ wages at the national level could constrain legal rent extraction. In the
case of Spain, the government is in the process of drafting a new law that aims to set local
politicians’ salaries. According to this law, the population of the municipality will be the
main criterion for determining local politicians’ wages.
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