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“Intergovernmental fiscal relations in Latin Americ a: regional disparities and fiscal
sustainability”

1. Introduction

In the last two decades, many Latin American gowvemmis have embarked upon reform
processes which modify the degree of power anddbgonsibilities granted to different
levels of government. Though these kinds of refoares collectively characterized as
‘decentralization’, they have followed differenttpa in different countries.

In Latin America, preexisting institutional, econiamand social features have
strongly influenced both the design and the resaftgshe different decentralization
processes. These features include: high institatidveterogeneity; unequal personal
income distribution; unequal regional distributiaf income; high specialization in
natural resources; high density of urban populatiamd the high importance of informal
economy. The impact of said features is evidemublic policy. For example, excessive
territorial heterogeneity in the supply of goodsd aservices, such as infrastructure,
education, health, and social assistance, can mal#icult to achieve national equity
objectives. In some countries, the assignment\@maes from natural resources raises a
number of issues, from political economy to madab#ization, and often generates
rivalries between the constituent units of the saaten.

This paper analyzes the intergovernmental fisdatioss in Latin America, with
special attention to the relationship between thaseictural characteristics and
macroeconomic factors, such as solvency problengh tiolatility and pro-cyclical
behavior, that have characterized regional fisaallcp. Further, it argues that the
structural characteristics of Latin America cousdriand the volatile performance of
macrofiscal policy have created the following diteanr despite the need for the central
government to play a critical role in coordinatidimere is a lack of tools and resources to
meet this obligation. Consequently, there is argfmecessity to redefine the role of the
central government. From a multilevel governangereach, more emphasis should be
placed on the Central Government's coordinatiore.roAccordingly, a successful
decentralization process should have an institatibmework based on three pillars:

1. a distribution of responsibilities among the vasdavels of government and a
system of intergovernmental transfer, within a awstble macroeconomic
environment;

2. a public sector management system endowed with mbeu of common
principles, rules, and procedures, which is complated by a set of mechanisms
for the coordination of aspects of public expendifisuch as sectorial policies
and political accountability;

3. a set of procedures, principles and institutionsessary to achieve macrofiscal
coordination in the public sector as a whole.



In Latin America, macro fiscal volatility, publiestor size, and low taxation have
limited the capability of central government tofilllthese objectives. Consequently,
central governments are not currently capable lfifling the basics roles of coordinator:
to coordinate macro fiscal policy, to compensatéednces, and to articulate sectorial
policies.

In this document we present data about the stralcttharacteristics and the
common features of the macrofiscal policies tha mlevant to the analysis of the
intergovernmental relations. Then, the analysis bafth the decentralization of
expenditure responsibilities and the assignmentofresponsibilities between levels of
government will permit a discussion about the d&edimation policies and the role of
the central government in the region.

2. Structural Characteristics of the Region

This paper will show that the characteristics oé tihecentralization process and the
resulting system of intergovernmental relations eiach country vary considerably.
However, despite this heterogeneity, there is aumgroof common structural
characteristics, present in a greater or less@mnéxin all of the countries of the region.
In particular, we want to highlight that these coomfeatures create serious challenges
for central governments trying to adequately prevahd coordinate public goods and
services.

2.1. Inequality of income distribution

In terms of personal income distribution, Latin Ama’s level of inequality is
substantially higher than in other regions of therld:

Figure 1: Gini coefficients for groups of countries 1997/2004
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One noteworthy characteristic of inequality in tlegion is the proportion of
income held by the highest percentile (richest 10%jhereas the differences between
the intermediate percentiles are less pronounded gap between the highest income
earners and the rest is significant. In Europeamties, the income of the tenth decile is
20% to 30% greater than the ninth decile. HowewelLatin America, this difference is
typically 100% greater, and in some cases, clas200%.

Figure 2: Structure of income distribution by deciles
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This has important consequences for public finaraoes$ increases the need of
redistributive public policies, not only on the exyliture side but also on the tax system.
Countries of the region need to enhance progresakeystems in order to strength the
“capacity to pay” principle.

2.2. Regional inequality within the country

Regional inequality is of particular importance wtmnsidering how to design and fund
decentralization policy. In Latin America, unlikeher regions in the world, there are
significant differences in the level of developméetween regions within an individual

country. The gap in per capita output betweenhibest and lowest jurisdictions for a
sub-group of countries in the region illustrates thisparity. The ratio between the GDP
per capita of the richest province in Argentinaar{ta Cruz) is more than eight times the
GDP per capita of the poorest province (Formoda)the case of Mexico the difference



between the GDP per capita of Mexico DF and Chiapds2 times and in the case of
Brazil 5.5 time$.

Figure 3 shows the relationship between this irndicand the GDP per capita for
European and Latin American countries. With theegtion of smaller Central American
countries and Uruguay ( a country with better iathes of equity and strong unitary
government), the gap between rich and poor juriggis is extreme and much higher
than any European case. This indicates the compledfi a decentralized policy
providing adequate, effective and equitable pubéicvices. Simply, this means that the
poorest regions do not have a sufficient tax basabtain the necessary fiscal resources
to finance local expenditure. In a decentralizadirenment, the different subnational
governments have varying degrees of capacity tnfie those services (in many cases,
infrastructure, health and education) that have loleeentralized.

Figure 3: Comparison of the per capita GDP betweethe highest and lowest income
jurisdictions in Latin American and Caribbean countries and European Countries
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2 Unfortunately, the indicator used is not ideal] ahows the difficulties inherent in the nationed@unts of countries
in the region. Not all countries have regional prcicdata (very few have income estimates), sortbnodologies are
varied and of varying reliability. Moreover, in éacase, the jurisdictional units on which the clltians are based
both vary and depend on the institutional orgaiomat



2.3. High urbanization

The region’s high percentage of urban populationtile case of Uruguay, Argentina,
Chile and Brazil exceeding 80%) must be considevedn designing public policies.

This is especially relevant when determining altmoa of these policies between
different governmental levels. The challenges @ioban and rural areas are very
different. The provision of public services for alareas is more demanding of fiscal
resources. Additionally, in some countries of tegion, the population is concentrated
in only a very few municipalities. For example, Angentina, Brazil, Colombia and

Honduras, more than half the population is conthines% of the municipalities.

Table 1: Urban Population, 2003
(Percentage of total population)

Region % of Urban

Population
Latin America and the Caribbean 77
Caribbean 64
Central America 69
South America 81
North America 80
Europe 73
Oceania 73
Arab States 55
Africa 39
Asia 39

Source: UN Population Fund

2.4. Informal sector

Latin America has both the greatest income ineguahd the largest informal economy
in the world. Figure 4 shows Latin American cowsdrihave the largest informal
economies in relation to GDP, reaching an averdgé3a!%. OECD countries on the
other hand, have the lowest informal economy, whedches an average of 16.3% of
GDP.



Figure 4: The informal economy in the world - Average 2002/2003
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Since 1990, the informal economy has been growingjliregions of the world. As can
be seen in Table 2, Latin America is no exception.

Table 2: Size of the informal economy in Latin Ameica
As Percentage of GDP (according to DYMIMIC and Currency Demand Methods)

Country 1990/91 1994/95 | 1999/2000| 2001/02 | 2002/03
Argentina 22.1 24.8 25.4 27.1 28.9
Bolivia 55.4 60.4 67.1 68.1 68.3
Brasil 325 36.4 39.8 40.9 42.3
Chile 13.6 16.4 19.8 20.3 20.9
Colombia 334 36.2 39.1 41.3 43.4
Costa Rica 22.0 24.2 26.2 27 27.8
R. Dominicana 28.4 30.4 32.1 334 34.1
Ecuador 28.9 31.4 34.4 35.1 36.7
El Salvador 46.3 47.1 48.3
Guatemala 41.4 45.9 515 51.9 52.4
Haiti 55.4 57.1 58.6
Honduras 40.7 44.3 49.6 50.8 51.6
Jamaica 31.4 33.2 36.4 37.8 38.9
México 24.1 27.1 30.1 31.8 33.2
Nicaragua 40.1 43.2 45.2 46.9 48.2
Panama 51.4 58.2 64.1 65.1 65.3
Paraguay 274 29.2 314
Pert 47.1 52.3 59.9 60.3 60.9
Puerto Rico 28.4 29.4 30.7
Uruguay 41.3 45.3 51.1 51.4 51.9
Venezuela 27.4 30.4 33.6 35.1 36.7
Unweighted Average 34.2 37.7 41.1 42.2 43.4

Source: Schneider (2004 y 2006)



These high levels of informality have important lroations for public policies
impacting both fiscal expenditures and revenue lBakening fiscal revenues and
increasing tax evasion.

2.5. Institutional heterogeneity

Both federal and unitary institutional organizafbstructures can be found in the region.
Countries such as Argentina, Brazil, Mexico and &frela have a federal structure,
whereas the others are characterized by a morarymitganization. However, under the
umbrella of these two broad categories, there dferent types of federal and unitary

organization. This obviously amplifies the comptgxf the region.

Federal organizational structures tend to coincidth the largest territorial
countries. In Mexico and Argentina, federalism eged as a way to unite states that had
previously enjoyed autonomy. In Brazil, on theestihand, this type of organization
emerged from the center. Despite these differennemach case, federalism is a legacy
of the colonial organization. Venezuela has a falderganization structure that also
arose from the center, but it seems to be more madrthan real.

The remaining cases can be differentiated from moealitional unitary
organization like Uruguay, or cases such as Colamhich is a decentralized unitary
republic, with territorial autonomy.

Additionally, the temporal dynamics must be consdethe unitary governments
were not always unitary, nor were the federal abvagleral. This is reflected, in part, in
the varying Constitutions written in different cdues throughout the nineteenth century.
For example, in Colombia the Constitutions of 185358 and 1863 defined the state as
federal, while the 1821, 1830, 1832, 1843 and 188@stitutions defined it as unitary. In
Mexico, the first federal constitution of 1824 wkmdlowed by several attempts, both
federal and unitary, until the final ratificatioffederalism in the constitution of 1857.

3. Basic features of fiscal policy: problems of solvary and volatility

On a consolidated basis (i.e. adding the centraéigoment to subnational governments),
all of the aforementioned characteristics have sstaed different policies. Policies

such as those related to income redistributiomitdeial compensation, and inclusion of
the informal sector for example, have been very ateting of public resources. The
problem is that several times these policies haaehed the limit of the lack of fiscal

solvency of the public sectors in Latin America.

Solvency problems are related to the difficulty es@nced by the region’s
governments in financing goods and services pravidg their public sectors in a



sustainable way. As an illustration of this con¢daon the 19 countries in the ECLAC

database, only 66 of the 349 overall fiscal balanmeserved from 1990 to 2008 were
positive. If these indicators are disaggregatedidgade, the 1990-1994 period included
22 positive overall fiscal balances, whereas texee only nine between 1995 and 1999,
5 between 2000 and 2004, and 30 in the 2005-20f8dbd=xtending the time coverage

to 1950-2007 (figure 5), only 198 of 1058 obsemasi show overall fiscal surpluses,
which is less than 20% of the total.

Figure 5: Latin America and the Caribbean: Fiscal revenue and expenditure, 1950-
2007.(Percentages of gross domestic product)
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Solvency problems are related to the difficulty eldccollecting taxes in the
region. Furthermore, it is necessary to emphasiaethe revenue collected by countries
in the region has been paltry, both in comparismother regions of the planet and in
relation to their needs or relative to their lesktevelopment.

If one compares the situation in Latin America watther regions, it is evident
that, in aggregate terms, the tax burden is vewy #&nd that there is a significant
dependence on indirect taxes. Moreover, these diajproportionately on the most
disadvantaged strata of the population. As showigare 6, the average tax burden for
Latin America accounts for 18.2% of GDP in the oegiof which 54% is indirect
taxation.



Figure 6: Tax burden and structure compared betweemegions
(As percentage of gross domestic product)
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Viewed in disaggregated terms, the tax burden rg uaeeven across countries.
Figure 7 illustrates the level of tax revenues psraentage of GDP in 2007.

Figure 7: Latin America (19 countries): tax burden,2007
(Percentages of GDP)
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In terms of the relation between tax burden anélle¥ development, Figure 8

shows that only five of 19 Latin American countriegve a tax compatible with their
level of development. In the other 14 countribs,tax burden is below what it should be
based on their per capita GDP.

Figure 8: Latin America and the Caribbean: Tax Burden compared to GDP per
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Source: J.P. Jimenez and A. Podesta, "Taxation Eapdty: Challenges for Latin America", Santiago Gaile,
Economic Commission for Latin America and the Clagitin (ECLAC), 2008, unpublished.

In addition to problems related to solvency andharsdens, the high volatility of

tax revenues is another factor affecting fiscaliqylin the region. Measured by its
standard deviation, the average volatility is altitbsee times higher than in developed
countries. This has important consequences in dedar the public sector’'s capacity to
play a stabilizing role. Additionally, the excessivolatility of tax revenue mainly
affects the most vulnerable segments of the populats it creates fluctuations in social
spending.
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Figure 9: Latin America and developed countries: Vatility of income tax
(Standard Deviation)

25.0
Latin America Developed countries

20.0 4

15.0 4

10.0 -
5.0 - 4.5
0.0 - |HH||H

T = > © ®© > = > o= — c cc > > ~
2882828535853 2g8RNE 828286 E0c8sSES8E
T2 0.2 ST ® S = £ © 2 =2 © 8 s EE2S5
S = o @ = x 0 P8 I8 SIS cEGQS B S 2
NSO QS c S8 =28 EDF0OZImE O9gGgECES DG S SEE8SD
v3gg MUSTES=902g B= 96 HI8sgT~ = ST 8D5cIILo
R SfESSES58 5 o ©O°LE 45 23 2T <R

(]

P4

Fuente: R. Lopez Monti, “Real volatility and cyaldiscal policy in Latin America and developed otries”, Santiago
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Strongly related to the low burden and highly wvitgataxation, it should be
mention that Latin America has traditionally beekey source of natural resources for
the world. Consequently, commodities representgaifstant share of total exports for
the region. Table 3 shows the commodities that wteal for more than 10% of the
exports from their respective countries in 2007.
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Table 3: Latin America and the Caribbean: Countriesdependent on exports of
commodities, 200{Percentages of total exports of the country coremr

Commodity

Over 50% of total

Between 20% and 49% of total

exports

Between 10% and 19% of
total exports

Energy goods
Crude oil and oil products

Natural gas

Venezuela (92.55), 2006
Ecuador (59.26)

Barbados (31.18) 2006

Colombia (26.77), 2006

Santa Lucia (21.62), 2006
Trinidad and Tobago (42.32), 2006

Bolivia (Plurin. St. of) (40.75), 2006
Trinidad and Tobago (34.15), 2006

Argentina (11.09), 2006
Bahamas (18.33), 2006
Belice (16.17), 2006
Mexico (15.54)
Jamaica (14.69)

Mineral goods
Coal

Copper

Gold

Zinc

Peru (36.12)

Colombia (11.08)

Peru (14.87)*
Bolivia (13.39), 2006

Agricultural goods
Coffee

Honduras (20.91)

Nicaragua (17.25)

Bananas Dominica (21.27) 2006 Panama (10.12)
Saint Vincent and the Grenadines Santa Lucia (18.95), 2006
(29.29), 2006
Soya Paraguay (30.22), 2006 Argentina (13.55), 2006
Suger Belice (18.23), 2006
Rice Saint Vincent and the

Grenadines (9.88), 2006
Bahamas (18.26), 2006
Belice (15.45), 2006
Panama (10.18)
Beef (cattle and meat) Nicaragua (12.06)
Paraguay (21.49), 2006
Source: Own compilation based on Tromben and Jimép@06), Comtrade (United Nations) and Banco Gérte
Reserva Peru

Crustaceans and molluscs

Such resources are distributed unevenly within \&ergicountry, exacerbating
differences in wealth between regions. In additian, Jiménez and Tromben (2006)
emphasize, those countries whose production steiglconcentrated in natural products
often face fiscal policy challenges resulting diledrom the inherent characteristics of
such goods. For example, price unpredictability aolatility (as expressed dramatically
in recent months) complicates tax policy, by makihgdifficult to determine the
appropriate and sustainable levels of expendithed tan be assumed by the public
sector. Moreover, insofar as they constitute nenewable resources (ex: energy,
mineral etc.), it is necessary to incorporate agrsitions of equity across generations
into the design of fiscal policy.

The fiscal balance of Latin America and the Cardsb&ave been much more
variable than those of the countries in the Orgation for Economic Co-operation and
Development (OECD), whether measured as a pereemb&DP, as a share of total
fiscal resources, or in relation to the size of ttmmestic financial system (Gavin,
Hausmann and others, 1996; Alesina and Tabell@@52 This high volatility is a feature
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both of overall fiscal balances and of revenues exyenditure separately (Jiménez and
Tromben, 2006).

This high degree of volatility is associated witle third feature of fiscal policy in
the region: its relation to the economic cycle. 8alzauthors have demonstrated that the
fiscal policy of Latin America and the CaribbearsHeehaved in a way which can be
described as procyclical: public spending expanadsupturns and declines during
recessions, whereas public accounts in the OECIitaes have shown the opposite
tendency’

4. The process of reallocation of functions between Jels of government in
Latin America

4.1. Some conceptual issues needed for the evaluatioh laatin American
decentralization

Over the past few years, various reforms to thameation of public policies have been
discussed and implemented. They have affectednidggesand scope of state intervention
and, in particular, the actions of the welfareestat each country. Reforms such as the
decentralization of the process of provisioning dp@nd services from the central to
subnational governments should be understood dsopainis wave of reforms. These
trends have been quite widespread, covering botblolged and developing countries as
well as both unitary and federal types of politioeganization.

Even if there is consensus among fiscal experttherndominant importance of
political factors in the processes of decentralirgtin general, the advantages and
disadvantages of further decentralization in bb#hprovisioning as well as the financing
of public expenditure have been analyzed in thd fi¢ fiscal federalism. Different kinds
of questions have generally been included withmittea of decentralization. First, one
should not confuse the decentralization of pubéicvise with its deconcentration, i.e.
merely delegating bureaucratic functions from thental government to local
governments. Second, decentralization may be ahtyirastrative and financial, which
implies relative autonomy for local governments; ibrmay assume a character of
political decentralization if there is an integitahnsfer of normative power to local
governments.

The specific characteristics of each of the sesvitteat are subject to these
processes are very important when defining strasegdther aspects to be taken into
account include the degree of urbanization of $pcighich has important implications
in terms of unit costs of services.

% For more details see Bello y Jiménez (2008)

14



For example, the public provision of education msdd on the well-known
arguments of distributional impact and socialesbn, including those benefits related
to national integration that arise from having &dreeducated population. Government
intervention provides for a service with more umfiocharacteristics: this uniformity can
be seen as a cost in terms of efficiency — thosst maapable do not receive as much
education as they could receive - which shoulddygrasted with the benefits of greater
equality of opportunity to succeed for those whwehao resources for education. In this
way, education policy occupies a central role i@ @&stablishment and consolidation of
the democratic system. That is why access to soase bevel of education is now
considered a right and an obligation of citizenshiprinciple that in almost all countries
in the region has achieved constitutional status.

Given the above arguments, the public provisiobadic education (like social
programs with distributional impact) should respdodthe dictates of national policy.
Full decentralization, without even the minimumriedjents of coordination, would lead
to an excessive fragmentation of the patterns @fipion. In turn, local governments can
have an uneven idea about what is an adequatespmovinanced with their own public
funds. Ultimately, the need to achieve a more efplat society is a goal that exceeds the
powers of local governments and should be a ndtmorecern. That is why it is accepted
that any decentralized design that impacts the igimv of social services must
incorporate further criteria for coordination arat the achievement of minimum levels
of education for all people. This is independdrboation or cost.

The decentralization of health services and otlbenponents of social spending,
in essence, must be assessed with similar argumdatgever, the existence of social
health insurance, more or less developed in acnoedavith each case, is required to
follow specific consideration, depending on the enoentralized organization of these
schemes.

In Latin America, the discussion about the meritsd adisadvantages of
decentralizing the public sector has historicalei influenced by ideas related to the
historical development of the region. In one pecsipe, there are authors that understand
that the centralism that has historically charazger Latin American countries is due to
the region’s colonial heritage and this heritage tr@ated barriers to the development of
certain regions and caused uneven regional deveopnDecentralization, according to
this perspective, is a necessary reform to imptbeesituation of inequality in the region.
A second perspective sees the decentralizationun€tibns from central to local
governments as a policy reform that must be sustainrhey allege that it both relieves
the central government of responsabilities and enmportantly, brings decisions closer
to beneficiaries; consequently, the efficiencyrdgérventions improves.
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Great expectations have been placed on the pdteatiadecentralization
processes. It is seen as the vehicle for strengitedevelopment, energizing the
democratic process, improving equity, improvingicéicy in public spending, and/or
limiting the uncontrolled growth of public spendiridditionally, it should be noted that
much of the discussion is colored by the fact that the theory does not come with a set
of universally applicable instructions. By contratste theory of fiscal federalism is has
adopted a subsidiary role for the historical ingtinal elements that mark the parameters
of its recommendations.

The challenge is, however, to achieve a balancsdipo that takes into account
the particular circumstances of each case andttsi@ad pragmatic answers. Moreover,
one that encourages the search for solutions #metvdl improve the provision of goods
and services from the State so as to achieve ths¢ significant results for the welfare of
citizens.

In this sense, we should emphasize regional disgmras an aspect often
neglected or not treated with the importance iedess. Both the high degree of personal
inequality and the high degree of disparity in oegil production within each country
impose serious limits on the operation and finag®h decentralized services. Further,
this limitation necessitates an important centaleggnmental role in order to coordinate
and compensate for the disparities between regionsubnational jurisdictions in the
public service delivery.

If it is assumed that much of the merit of decdigaéion depends on fiscal
correspondence, the existence of strong regionatlyative disparities suggest the
difficulty in making compatible a completely deceatized provision with overall
efficient and equitable results in terms of pubjpcovision. Therefore, in this
environment, a balanced operation of an intergavental relations system will depend
on the strong role that central governments playdefining policies and compensating
for of regional differences.

Even when Central Governments have the financiabueees required for
compensation, the aforementioned disparities atiict substantially the availability of
human resources and, in general, the managemeatittap between jurisdictions.

In particular, it is crucial to recognize that whirese problems exist, the basic
dilemma of decentralization of social policies asfind a formula for the compatibility
between the objectives of the decentralizationcygodind redistribution. However, it
should not be assumed that both groups’ objectivas necessarily be fulfilled
simultaneously. This requires establishing medrasifor coordination and cooperation
between different levels of government and its rfitiag. This is the case for Latin
American countries.
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4.2.Latin America experience with reallocation of functons

The diversity and heterogeneity of situations i® thallmark of the process of
decentralizing public services in the region. Tinterogeneity refers to aspects ranging
from institutional characteristics of the countritisat have been discussed in previous
sections- to the relevant elements of the subratigovernments. These may include the
various motivations, institutional frameworks, dgmas of the process, stakeholders and
degrees of autonomy of subnational governments.

Different motivations have led countries to undestareassignment of
responsibilities processes. These include casesewdexentralization is at the heart of
policy reforms (Bolivia, Colombia, Peru), where thecess is dominated by sectorial
reforms (Chile), and in extreme situations, wheis motivated exclusively by fiscal and
financial consideration(Argentina).

According to Di Gropello and Cominetti (1998), thes a predominance of fiscal
motivations in the "first generation” of decentzalion reforms under non-democratic
political contexts (Argentina, Chile, Brazil). Lateeforms implemented during the
second half of the eighties and nineties wereipally motivated and driven by the need
to legitimize the new democratic governments. Rafo aimed at improving the
efficiency of the services, however, were put affiLthe late nineties.

When analyzing the reforms to intergovernmentaatrehs in Argentina and
Brazil, the motivations for those processes cannberpreted as extreme and opposite
cases. In Argentina, decentralization of healtlsidaducation, and other social services
was designed by the central government to appreppeovincial resources in order to
alter the balance of responsibilities between kwélgovernment without recognition of
specific financial transfer. Accordingly, the Argeman case can be regarded as the
paradigm for a process that looks only at fiscatainability without worrying about its
impact on efficiency and equity. Brazil, howeveresents a political process where the
transfer of resources to subnational governments savavay to end the centralized
management of the dictatorship and promote theldewrent of democracy.

Although perhaps similar to the Argentinean casderms of motivation, the
Chilean case may be, in some sense, considerethlspédte process was accelerated in
the early eighties by the military government folifical and fiscal reasons principally,
(decentralization as privatization and public seatduction). The process combined
modifications in the micro organization of servicasd the introduction of financing
modalities related to demand subsidies.

Related to this, some aspects of the dynamicseoptbcesses must be taken into
account. In general, despite differences betweerc#ises, the processes were originally
prompted by the central government, no matteraf/tivere political or fiscal motivated.
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In Brazil, however, the political option in favof decentralization was included in the
Constitution drafted in 1988.

The shifting political winds in Peru have greatlyfeated the process of
decentralization in the country. In 1979, in suppaf the democratic process, the
process began. This restored the election of npali@uthorities and established new
responsibilities and powers. In the late eightlesyever, the process lost favor, and
during the nineties, with a return to a centrallyclined government, regional
governments were abolished and the autonomy of cipatities restricted. After 2001,
once again, the decentralization impulse reemerged.

Across the region, the reallocation of respongibgito subnational governments
has initiated a sharp increase in public spendirtheasubnational level. This increased
expenditure has been funneled into education aafthevhich comprises a significant
amount of subnational expenditure of the most deakred countries in the region (see
Gropello and Cominetti 1998; Cetrangolo 2007).

Table 4: Expenditures of Subnational Governments
(As percentages of GDP)
1985-1990 1991-1995 1996-2000 2001-2007

ARGENTINA 8.7 11.0 11.9 12.5
BOLIVIA 2.8 5.7 7.0 8.9
BRAZIL 14.4 17.3 13.9 12.9
CHILE 2.3 2.3 3.0 2.9
COLOMBIA* 5.2 5.0 7.3 8.0
COSTARICA 0.8 0.6 0.7 0.8
ECUADOR 1.8 2.2 3.8
MEXICO** 3.7 4.0 55 7.2
PARAGUAY 0.4 0.3 0.3 0.4
PERU 1.8 2.0 2.3

* Average 1985-1990 belongs to 1986-1990
** Average 2001-2007 belongs to 2001-2006
Source: ECLAC
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Figure 10: Health and Education
Expenditures of Subnational Governments
(As percentages of total expenditure on this function and as percentages of total
subnational expenditure)

As percentages of total subnational expenditure
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However, the crises in the late nineties and gaaly of this decade resulted in a
partial reallocation of functions to the central’goyment. This policy shift was reflected
characterized by two functions: to coordinate thecr problems arising from the high
indebtedness of subnational governments (a themehwhtill be addressed in greater
detail in the next chapter) and to design progréansonfront poverty and serve those
most vulnerable to the crisis. The central goveanits were largely responsible for
funding these anti-poverty initiatives.

Typical central governmental programs designeditbess poverty are those that
aim to directly transfer income to needy househol@gamples include the Chile
Solidario program, the Argentinean Plan Jefes yaslefle Hogar Desocupado
implemented as a response to the economic crig®@t, and the Colombian Desarrollo
de Zonas Deprimidas y de Conflicto.

In addition, recognizing the importance of employtnand national and social
cohesion, central governments devised programs owfrant unemployment. The
Programa Manos a la Obra promoted both job creatr@hcommunity participation in
Argentina.  Others central government led initiesivincluded the Programa de
Erradicacion del Trabajo Infantil (PETI) in Brasihd the Programa de Empleo y
Capacitacion Laboral in Colombia.

Certain central government initiatives tried to eothe shortcomings of local
policies. They include the distribution of goodsnmgbementary to decentralized
functions, such as programs to distribute book$Brazil, and drugs in Brazil and
Argentina (Programa Remedying). Another programreltiee central governments acted
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to complement the local governments was the Beawziél Fondo de Mantenimiento y
Desarrollo de la Ensefianza Fundamental y Valodnaciel Magisterio (FUNDEF),
which insured a minimum expenditure per pupil i@ fublic school network.

In other cases, the need for compensation is sddyesupporting local capacity
instead of decentralization processes. One exarfgqaled in Honduras, is the initiative
Descentralizacion Fiscal y Gestién Financiera Mipaicand the Descentralizacion de los
Servicios Publicos. The federal government has laimntitatives linked to welfare
programs. For instance, the Programa de Emergéiadtacional in Argentina works
with labor cooperatives formed by beneficiariestltd Plan Jefes y Jefas de Hogares
Desocupados.

Ultimately, under emergency situation the reallmcabf roles required a partial
redefinition of the role of the central governmemither as coordinator of the
decentralized sectoral policies or as a supplieresi anti-poverty programs.

5. Allocation of fiscal revenues

A distinctive feature of the region is the seriqarsblem the public sectors has
financing its various activities. This restrictjcas noted above is not new, has affected
all of the activities of the region’s governmerdsd has important consequences on the
final impact of decentralized public policies.

The main source of funding for the public sectatais revenues. In each country,
tax collection is mostly concentrated in the cdrgeels of government (Figure 11). This
happens not only because of the Constitutionahdefin(s) of the powers governing each
level, but also due to the benefits of centralizglininistration of wide base taxes on
consumption, foreign trade, income, and payroll.
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Figure 11: Structure of tax revenues by level of gernment
As percentages and per centage of total GDP

100% -

80% -

60% -+

40% |

20% —

0% -

Argentina  Bolivia Brazil Chile Colombia Costa  Ecuador Mexico
Rica
@ Central @ Subnacional

Source: Economic Commission for Latin America amel €aribbean (ECLAC), based on official figures.

Note: sub-provincial governments data correspoadbké provinces in Argentina, to regional governtaén Bolivia,
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government in Costa Rica, to provincial council&tuador, and state governments in Mexico.

The tax concentration in the central governmentdsasimed greater significance
after the developments of 1) a tax on the inconfebuginesses and individuals, 2)a
centrally funded social security financed with palytaxes, 3) and especially since the
late sixties, the development of the VAT as thetbsdution to the taxation on
consumption. For subnational governments (interatediand local), they collect
primarily tax assets (land and automotive) and ame more decentralized countries,
consumption taxes, mainly through their intermexlgdvernments (Table 5) .
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Table 5: Subnational Taxes

Intermediate government

Local government

Argentina | Turnover tax, property tax, automobileNon tax revenues, services contribution
tax, stamp

Brazil VAT, fix amount on income tax, Services and property tax
consumption tax

Colombia | Excise taxes (beer, tobacco, liquor gndroperty tax, Industry and commerce tax,
gasoline) Gasoline (over rate)

Ecuador | “Alcabalas”, improvement contributions  Property,tagset tax, “alcabalas”

Mexico Automobile and partial payroll tax Property taxatpntes de giro”

Peru Automobile tax, “patentes de giro” Property tax

Venezuela Property and automobile tax

Source: Own compilation based on official legiglati

The positive trend observed in national taxes israffected in the sub-national
taxes as shown in figure 12. Rather, they have ireedalargely stagnant. Only those
related to the exploitation of nonrenewable resesirsuch as Bolivia, have increased.

Figure 12: Revenue Tax of subnational governments iselect countries in Latin
America and the Caribbean (1990-2007IRer centage of GDP
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The subnational tax par excellence has traditignbkken the property tax.
However, low collection has characterized Latin Aicen countries. Property tax
revenues have been on average about 0.4 poinke girbduct, i.e. one-fifth of what is
collected by the developed countries. The situatianes between countries. In some,
such as Ecuador, Mexico and Peru, this indicattess than 0.2% of GDP. On the other
hand, in Argentina, Bolivia, Chile, Colombia anduguay, the collection of property tax
is between 0.5 and 0.7% of the product (see tgble 6

Table 6: The property tax in three representative goups of countries and in Latin
American countries

(Percentages of GDP)
1970s 1980s 1990s 2000s*
All countries 0.77 0.73 0.75 1.04
(number of countries) (37 (49) (59) (65)
OECD countries 1.24 1.31 1.44 2.12
(number of countries) (16) (18) (16) (18)
Transition countries 0.34 0.59 0.54 0.68
(number of countries) (1) )] (20) (18)
Developing countries 0.42 0.36 0.42 0.6
(number of countries) (20) (27) (23) (29)
Latin American countries 0.40 0.40
(number of countries) (8) (10)
Argentina 0.63 0.53
Bolivia 0.65
Brazil 0.32 0.43
Chile 0.60 0.66
Colombia 0.36 0.50
Ecuador 0.12 0.13
Mexico 0.18 0.18
Paraguay 0.36 0.39
Peru 0.17
Uruguay 0.61 0.71

* The data for 2000s is for five years f

is from 2000 to 2007.

rom 20094, except to Latin American countries wheredht

Source: Bahl and Martinez-Vazquez (2008) and ECE#Q atin American countries.

The performance of the property tax revenues irpéreod under analysis showed

significant improvement in Colombia and Uruguay amdmaller increase in Brazil,
Ecuador and Paraguay. In Mexico and Peru, calecemained stagnant at very low
levels, while Argentina, Bolivia and Chile expered a decline from 2005. In contrast,
in OECD countries, the tax burden of property taxas increased considerably, from an
average of 1.44% of GDP in the nineties to 2.12%héfirst half of 2000. In countries in
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transition and developing countries, there has lzepasitive evolution of this indicator
over the same period.

Figure 13: The evolution of the property tax in Latn American countries
(Percentages of GDP)
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In the countries concerned, property taxes commmaoximately 40% of the
total taxes collected by local governments. Howgtlee relative importance of this tax
in local tax revenue varies considerably acrossntms. For example, in Bolivia,
Mexico and Peru, half or more of municipalitiesatatevenues originates from this tax,
while at the other extreme, it accounts for onlydlih the Argentinean provinces. It
represents approximately 30% in the municipalitre®razil, Colombia, and Ecuador
However, across the region, the level of collecobipredial taxes is very low. The low
collection capacity of subnational governmentsha tegion impacts revenues, and, as
will be discussed below, creates high dependendeamsfers from the central levels of
government.

* In these countries with low relative importancemdperty tax, there are other taxes at the sutmeiti
level that are more relevant. For example, in Atijg, there is a provincial turnover tax on grioeome.
In Brazil, the municipalities level a tax on seesdISS) . In Colombia, there is a tax on induatrgt
commerce, and in Ecuador Ecuadorian municipaliign total assets and “alcabalas”
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Table 7: Reliance on the property tax in Latin Amercan countries
(Percentages of subnational governments tax revenue)

1990s 2000s*

Latin American countries  36.5 41.2
(number of countries) (8) (10)

Argentina 18.5 13.8
Bolivia 59.3
Brazil 28.3 30.3
Chile 47.4 45.9
Colombia 32.2 30.4
Ecuador 38.3 32.3
Mexico 46.8 49.5
Paraguay 41.9 45.9
Peru 66.9
Uruguay 38.4 37.9

* The data for 2000s is from 2000 to 2007
Source: ECLAC

While resources taxes account on average for &@tof revenue in the region,
the total fiscal resources are complemented by litode of additional non tax revenue
resources. In several countries in the regionemaes from non-tax sources are very
important, as in the case of Panama (34.6% of t@atnues), Venezuela (38.4%),
Ecuador (36.2), Mexico (38.4), Bolivia (31.2), Raray (28.3) and Chile (26.3).

In conclusion, the tax revenues concentration endéntral government and the
development disparities between regions within eechntry made it impossible for
subnational governments to finance the provisiodemfentralized services with their own
revenues. This created a central role to the intengnmental transfers.

6. The role of central government and coordination meganisms

As has been stressed, the structural charactsrticatin American economies coupled
with the reallocation of functions require a stroogordination role by the central

government. This role was particularly evident inree key aspect: promoting

macrofiscal sustainability, addressing regionapdigies, and articulating decentralized
sectorial policies. However, recent history in tlegion shows the inherent difficulties

balancing these three objectives. The lack of gueermental coordination led to

instances in which one of the three aspects woaoidiate the others. The dominance of
the macro fiscal goal over the others was veryrdieging certain crisis episodes in the
region.

6.1. Macro fiscal coordination mechanisms macrofiscal

The recurrent macro crisis that the countries efrégion have suffered tend to have their
impact on intergovernmental relations. As descriled~anelli and Jimenez (2009),
intergovernmental fiscal relations often deterierathen the economy receives either a
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financial (sudden stop) or a commercial shock. HViige shock is financial, the
subnational governments, if they are allowed tado@y have more difficulties obtaining
credit, in a context of national transfers and stiomal revenues decreasing. This
increases their deficits or increase pressure fghen transfers. When the shock is
commercial (i.e. a fall in the terms of trade)stkends to have an immediate impact on
tax revenue and intergovernmenal transfers, whielcts the fiscal balance.

These distributional conflicts, which were severetitical in some countries of
the region in mid and late nineties (especiallyArgentina and Brazil), led several
countries to implement fiscal rules. In the cas¢hoke most decentralized countries in
the region, like Argentina, Brazil and Colombiae timitial objective of this instrument
was to coordinate, the fiscal policy (spending,iatefand debt) between levels of
government.

Table 8: Latin America and the Caribbean: Fiscal rdes currently in force

Country Imple?aetr;tatlon Coverage Type Additional rules IS‘; %3;
Balance | Argentina | 2004 Federal and | Nominal growth of Law
rule subnational | primary expenditure

must not exceed
nominal GDP growt

Brazil 2001 Federal and | Current equilibrium | Limits on wage Law

subnational | (subnational); expenditure
primary surplus (percentage of total )
(federal)
Chile 2006 Central Overall structural | Pension Reserve Law
surplus (1% of Fund (FRP)
GDP) Economic and Social
Stabilization Fund
(FEES)
Colombia | 2001 Subnational | Current equilibrium | National Coffee Fund.aw
governments (FNC)
Petroleum Saving
and Stabilization
Fund (FAEP)
Ecuador 2005 Federal and| Real growth of Oil Stabilization Law
subnational | current expenditure| Fund (FEP)
must not exceed Saving and
3.5% Contingency Fund
(FAC)
Mexico 2006 Federal and | Current equilibrium| Oil Revenues Law
subnational Stabilization Fund
(FEIP)
Peru 2003 National Deficit below 1% ofFiscal Stabilization |Law
GDP; real growth of Fund
primary expenditure
no more than 3%
per year
Venezuela| 2000 National Current equilibriump  Macroeconomic |(Law
(Bol. Rep. Stabilization Fund
of) (FEM)
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Debt Argentina | 2004 Subnational | Annual borrowing Law
rule governments | limits to ensure that
debt servicing does
not exceed 15% of
current resources

Brazil 2001 Subnational | Annual borrowing Law
governments | limits
Colombia | 1997 Subnational | Borrowing limits Law

governments | determined by
solvency and
liquidity indicators

Ecuador 2005 Federal and| Timetable for Borrowing limits for |Law
subnational | reducing debt to subnational
40% of GDP governments

(outstanding debt,
flow and guarantees)

SourceJiménez y Tromben (2007)

These macro fiscal rules (Table 8) have taken se¢¥@ms and pursued different
objectives, ranging from quantitative limits tocls balance, expenditure and debt to the
design of stabilization funds. According to Kopétisd Simansky (1998) the macrofiscal
rules must have certain characteristics. They rhastlear and transparent, appropriate
to their purposes, flexible, and supported by kesasures. However, as emphasized in
Cetrangolo (2007), these theoretical charactesistan not always occur together. In fact,
clarity and simplicity are not always compatiblettwiflexibility, which is usually
incompatible with demand. Moreover, the degreendbrcement depends heavily on the
institutional conditions of each country, espegifdiderals cases.

Fanelli and Jimenez (2009), contend only by chamoeld the fiscal balance
levels compatible with the macrofiscal policy oftleonsolidated public sector, with
those policies to offset regional disparities andse policies to articulate decentralized
sectorial provision are the same and able to refitea rule. In these circumstances, the
scarcity of funds and instruments necessitates sshgavhich objective (and therefore
the amount of the fiscal balance) is privilegedeTgrocess of establishing priorities
among objectives and allocating the use of scarsguments among different policies
requires a significant degree of coordination.

Moreover, to be successful, policy coordinationuregs that incentives for the
agents responsible for implementing the policiesirodine with the objectives. Such
alignment is difficult to achieve when decentratizzgents have very different amounts
of political power, and are able to act for theinmointerests and objectives, or can make
use of instruments that were reserved for otheaciesl When this occurs, some policies
prevail over others, leading to failures in the rcation sought by the central
government. Worse yet, when power is widely disperéack of coordination can lead to
a fiscal crisis that prevents the government fraking initiatives to stabilize the
economy, thus exacerbating the effects of the shock
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Here it is emphasized that, despite the establislea, the use of resources and
tools definedex ante do not necessarily perforex post. This depends on the ability of
the central government to coordinate policies amtmgnselves. As emphasized in
Fanelli and Jimenez (2009), there are, based sncdpability, three possible outcomes:
coordination, dominance, and crisis. In princighee coordinated result is optimal, but it
is not difficult to imagine situations where donmea would be functional. Dominance,
however, always creates a problem. Namely, it isrotinclear if the goals that end up
dominating are those reflecting the preferenceshef central executive or those of
society. The crisis case is the worst. In cridig, situation is overdetermined , while the
result of inconsistently implemented measures getermined.

Of course the larger the area of existing polidye Qreater the capacity to
coordinate policies. However, Fanelli and Jimen2200) have been pointed out that
policy space is not constant and depends on tlaiaelof the central government’s
resources, tools and goals to the three areasrthat be coordinated: the macrofiscal
policy of the public sector as a whole, the comp&y policies that address disparities,
and sectorial policies

6.2. Coordination mechanisms: intergovernmental transfes

Furthermore, as highlighted in the opening chaptbeshigh regional inequality together
with fiscal asymmetries requires a central rolecoordinating the intergovernmental
fiscal system to meet most effectively the basmmsabf public sectors. In this regard,
most of this coordination is focused on the ceng@alernment. Amongst the different
mechanisms utilized, intergovernmental transfeessacentral aspect, whether addressing
regional disparities or articulating sectoral pielsc

The combination of tax systems concentrated irhdreds of central governments
and the tendency of an increasing decentralizatibpublic spending to subnational
governments has determined varying degrees oflanba between the spending levels
and the resources of different levels of governmdimtis phenomena highlights the
growing importance of intergovernmental transfeystems being able to cover these
imbalances and ensure the financing of subnatigngérnments. Of course, the more
advanced the processes of decentralization argyréater the vertical imbalances and the
need to establish mechanisms for coordination antpensation for sectorial policies.

According to Shah (2004), intergovernmental fistrainsfers financed almost
60% of subnational expenditures in developing coemitand economies in transition.
They financed approximately one third of expenditur OECD countries. In addition to
the expenditures that the transfers finance, theyerate different incentives that the
central government might be able to exploit to dowate public policies.
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As shown in the figure below, the transfers havaagr in importance in recent

decades as the amounts distributed have growntidddily, the objectives to be reached
by these transfers have increased, which in masgscdave to be overdetermined.

Figure 14: Transfers to subnational governments iselect Latin America and
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Latin America presents a wide variety of types minsfers between levels of

government. The following table summarizes thiedsity, ordering seventy-seven of the
systems used by countries of the region. Thesdased on four criteria: origin of the
funds, transfer mechanism, type of allocation, destination. This classification shows
that the tax systems of central governments arentam providers of funds for these
transfers and replicate procyclic character of gggtems in Latin America. However,

there

are few systems that transfer in accordanitetide changes in the costs of services

provided. It also draws attention to the large namdif transfer systems with a specific
allocation, marking the importance of central gowmeents in the financing sector.

29



Table 9: Characteristics of the transfer systems ihatin America

(77 systems analyzed)
Number
of
Systems
Origin of Funds
Percentage of national taxes 40
Lump sum 3
Variable amount (by cost of service) 5
Budget allocation 15
Other 14
Transfer Mechanism
Discretionary 29
Automatic 48
Type of allocation
Free availability 38
Sector allocation 39
Destination
Intermediate governments 37
Local governments 44

Source: Jiménez, J.P. (2006)

Taking into account the circumstances in which phecess of decentralization
developed, its outcome and central impact on sachksion depends on the forms of
financial transfers between government levels. Betbere is a ranking of the modalities
that have been detected in the region, the diffexeteria used to allocate resources, and
the use of conditionality to allocate funding pa@

1. Methods of transfer

The region presents a great diversity of pattefngamsfers between levels of
government, which makes identifying general feawemmon to the region complex.
Transfers correspond to different modalities depandn the objective.

In schematic form, it is possible to classify tlystems of transfer as follows:

» Allocation among the nation and the interim govegntnfederal countries: In the
particular case of Argentina, the law provides,tbatept for taxes on foreign trade
and payroll, 56.66% of the collection correspormlghie provinces. However, in
reality, in 2005, as a result of a number of pargéorms and emergency measures,
the provinces received under the partnership tgimes only one third of the
theoretically shared resources. There do not dxastiever, systems of automatic
transfers to municipal governments.
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» Allocation among federal and different levels of tubnational government(s): In
Brazil, these transfers, established by the Contistit, come from taxes on income
and industrialized products, reaching both statédsnaunicipalities.

» Allocation among intermediate and local levels:sTecheme is different from the
aforementioned because, as in the case of Argertweamunicipal finance is
covered by different legislation in each provinteere exist 23 different systems of
transfers between provinces and municipalities.

» Systems which include revenues derived from natessurces: In Mexico, during
1990, major changes were introduced in the basitesy of transfers and in the
General Fund of Investments. The fund distributedrag subnational governments
20% of the tax amount with a few exceptions anduded the rights to oil
extraction and mining. In Peru, in addition to @xeistribution resources included
sources such as royalty income from mining, foyesmtid hydroelectric.

» Systems with exceptions: In Honduras, the Munidipal Law establishes the
obligation of the central government to transfer 8fdudgeted revenue. In this
case, one distinctive feature is that municipalitrath port activity are excluded
from this transfer. These receive 4% of the revefiam this activity and the
customs that developed in each municipality.

* Horizontal division: In Chile the Common Municip@lnd redistributes resources
among local governments also receive funds frornraegovernment.

» Distribution incorporating different destinatiorns subnational governments: As a
result of disputes between state jurisdictions Itmle2 budget constraints, certain
institutions, in some cases, obtained specifications of a portion of the proceeds.
In this regard, the Argentinean transfer systenersffnumerous examples of
allocation of funds to finance, among others, stftacture, the insurance system and
the educational system. Bolivia, meanwhile, in addito sharing income with
municipalities and prefectures, also partially fioes autonomous universities with
these resources.

» Allocation of funds that do not come from tax rewenThese are very exceptional
cases. For example, In Bolivia, due to their fiszadtainability problems, social and
economic development was benefiting from two debtiction agreements with the
IMF. While this is a debt forgiveness designedetplsolve the fiscal and financial
problems of the country, in some cases it was dddid transfer the relief funds that
were intended to increase social spending inttdéimels of municipalities.

It must be emphasized that from the viewpoint atdl sustainability, the
majority of these transfer systems have the prolémaking endogenous transfers in
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order to augment collection revenues. They, tleeefcontribute to a high cyclical
component for sub-national spending. In contrdstre are very few cases where the
design of the transfer limit the procyclicality sibnational finances or meet the specific
characteristics of the sector policy being financed

2. Criteria for distribution

In addition to the general characterization presg@ind taking into account the
strong disparity between the regional incomes icheaountry, the possibility of
improving regional cohesion depends largely ondivainant distribution criteria of each
scheme for the transfer of resources between <obahtjurisdictions (secondary
distribution). It is understood that greater at@mto the problem demands redistributive
schemes that take into account explicit indicatdithe needs of each region.

At one extreme, Argentina introduced a system wédi coefficients without
explicit criteria in its determination. Howeven 1988 criteria for allocating the funds
allocated to any specific purpose were introdudéelxico, on the other hand, combines
indicators related to the distribution of populatiand collection in different regions.
Guatemala has a somewhat more complex schem@miltines population distribution,
in equal proportion, to the per capita income inhemunicipality, and the inverse to the
number of villages and hamlets. In Peru, thereMuaicipal Compensation Fund which
distributes tax funds among various provincial ahstrict municipalities. It uses an
extensive set of indicators that distinguishes betwthe rural and urban municipalities.
The case in Honduras is much simpler. There, thrilolition comes from combining
two criteria: equal parts and number of inhabitants

There are also systems that must be considerednsition, following the pattern
that defines the sharing indicators. This is theeaaf Colombia, which incorporates very
specific elements that link the transfer systensdotoral policies. Indeed, as a unitary
government that promotes decentralization, Colondeéines a transfer system that
allocates resources by sector. Within each sether,territorial distribution is made
taking into account the specific distribution inaticrs. For example, the share of
resources devoted to education is distributed maintording to the cost of the target
population, It is based on typologies establishethk national government that consider
the educational levels in urban and rural areaghénevent that there is a balance of
resources after determining the target populatioimds are distributed based on
population criteria, considering issues of efficgmand equity.

In this way, this complex system finances the mpaidies according to
population served. However, it incorporates a dbar" system that limits the financial
loss before reducing enroliment. This feature causden, on one hand, as temporary, but
on the other hand, as a way to incorporate a pragrealution to the rigidity of the
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indicators. In this way, certain political costsncbe prevented and the fiscal pressure
reduced. Additionally, it leaves a degree of digsore in the hands of the central
government.

3. Transfers with conditions

According to literature, intergovernmental transfetan be of two types:
conditional or non- conditional. The first are fendesignated for specific purposes. In
this case, the central power defines, in some teeydestination of the funds transferred.
When it comes to non-conditional transfers, thedfuare freely available and may be
used in accordance with the priorities of local ggownment. In turn, the conditional
transfers have two modes: in one case the retigesbligated to contribute financing,
whereas in the other, there is no obligation tocimétinds.

The conditional transfers without counterpart sageommended for subsidizing
activities that are high-priority for the centrabwgrnment but low priority for local
government. This is frequently the case when theative is ensuring a uniform level of
provision for a service. The partnership conditianansfers, on the other hand, seek to
resolve the problem of incentives that may be presethe previous alternative. These
are recommended when the objective is to compeloited government to improve the
provision of a certain service.

Governments receiving transfers obviously prefem-oonditional, as it allows
complete flexibility in the use of funds accorditigtheir own priorities. However, these
transfers can lower local government incentive émegate resource within their own
jurisdictions. Consequently, this type of transgeonly justified when the objective is to
compensate for fiscal gaps and to improve the amelbf local residents. Similarly,
when, as a consequence of the economies of scHie ollection of one or more taxes,
it is decided to centralize the tax administrataod distribute the funds among different
jurisdictions.

Consequently, to the extent that the resourcesfeemed match the priorities
defined by the central government in response tanaomplete decentralization of
certain functions, conditional transfers are regplir

As an example of conditionality in its most genetafinition, Bolivia states that a
substancial part of resource sharing (85%) musallmeated for social or productive
investment. Similarly, in Honduras, the transfdmswdd be targeted primarily to capital
expenditures. In El Salvador, for its part, thensfar system (comprised of the Fund for
Economic and Social Development of the Municipaditand The Social Investment Fund
for Local Development) is intended to finance pectge of social and economic
infrastructure. While in Uruguay, Article 298 ofetiConstitution establishes "for the
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development of the interior of country and the iempéntation of decentralization
policies, a portion of national taxes collectedsue the Department of Montevideo."

Another subset of conditional funds are those Hpetcify transfers to a given
sector. Brazil, for example, utilizes the transfefsThe Fund for the Maintenance and
Development of Fundamental Education and Evaluaifoheachers (FUNDEF), as well
as those that finance the Unified Health SystemS)SUh Argentina, there are a variety
of automatic transfers but of conditional use. sSkhénclude The Law on Education
Financing, which  allocates tax revenues for edooali purposes.
Finally, there are financing schemes for specifiogpams. For example, local
governments oversee The Vaso de Leche program mu. P&hen determining
distribution, specific indicators related to theogmam (number of children, pregnant
mothers, elderly, children affected by TB, poveniyex ) are considered.

As mentioned earlier, the Colombian case is veecisp in the region. Its general
purpose system is regulated by Act 715 of 200dmasdated by the Constitution. This
Act divides the transfer into three main partse@)cation, which represents 58.5% of the
resources, b) health, which represents 24.5%, efrésources and c) general purpose,
which represents 17%. In each of these parts, dne dstablishes the criteria for
distributing resources among departments and npalites, as well as the conditions of
use. The fund for the general purpose mandatesfdd%afe water and basic sanitation,
7% for recreation and sport, 3% for culture andrest for a list of sectors and purposes
of expenditure such as public services, transportatagricultural development, etc..
Consequently, it appears that if desired, a locahioipality has no possibility of
reallocating resources to general education ortledh this respect, local autonomy is
very reduced, especially given the absence of desdezed tax power

Within the group of conditional transfers, theree @&ome that require local
government counterparts. This partnership usuailst®in order to put pressure on sub-
national governments to meet certain decentratimgbiolicy objectives that are defined
in decentralized sector policy by the central gawent or in some federal consensus.

In these cases, to match policy objectives of thetral government with sub-
national government policy, the transfers from teatral level are made only to the
extent that each local government demonstratesliierence to this policy by allocating
a portion of its budget. This practice enhances adhance of greater equality while
providing for the most efficient use of fiscal resces. One example is the Honduran
Social Investment Fund (FHIS). This Fund is a dé&adized institution of the
Presidency of the Republic, who has recently maglgemntralization agreements with
specific groups of municipalities. Further, th@setnerships are defined in terms of the
economic capacity of each municipality and subjedhe submission of the Municipal
Plan.

34



In Argentina, The Nacer Plan aims to reduce overatbidity and mortality of
mothers and children under 6 years through chammgiee logic of the financing model.
The central government transfers resources to tbeinres for each registered person
who does not have explicit social coverage (pubfiprivate insurance). Payments are
then made in two parts: 40% in terms of objecti@elsieved and 60% in relation to the
list of beneficiaries.

Another form of transfer that attempts to encourtdigeadoption of certain kinds
of policy innovations is the introduction of compee funds. In the Chilean case, they
are national or regional in character and admirestasectorally. Therefore, they are not
reflected in municipal budgets. Rather, resoutlaeaion criteria are defined centrally,
encouraging municipalities to submit innovativejpob proposals for financing. Relevant
examples of this type of funding are the Urban lovpment Program and Community
Facilities District and the Chile Neighborhood praxms. These are administered by the
central level of government, which is part of thaional policy for poverty eradication,
with emphasis on urban areas. In Mexico, theregsraliar mechanism for competition
through the allocation of national funds based mmovative proposals in the area of
education

An additional issue that strongly impacts the d@ff@emess and efficiency of the
system of transfers is the question of who showdrdsponsible for the design and
monitoring of the system. International experieslcews three models to be considered:

- In the first, and most common, it is the centralggament alone that designs the
system. This can have the disadvantage of biakmgystem toward a centralized
one, whereas what is sought, basically, is toifat#l decision making in a more
decentralized way.

- A second model calls for the establishment of tuglty independent body, such
as the grant commissions. The purpose of thesangssions is to design and
reform the system. In some countries, these cosioms have proved
ineffective, essentially because many of their meo@ndations, based on
technical analyses, have been ignored and not mgleed by the central
government.

- A third possibility is the use of federal agencireade up of both central and
subnational executive authorities. Policies araldisthed by consensus, which
encourages commitment by the different partiesraation of this model is the
creation of a collegial body that includes représtves not only of the central
government and the provinces but also of civil styci
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7. Conclusions and final reflections

Over the past few years, various reforms to thammgtion of public policies have been
discussed and implemented. They have affectecethestand scope of state intervention
and, in particular, the actions of the public sedto each country. The processes of
decentralization of functions in the provision afbfic goods and services from the
central to subnational governments should be utmsas part of this wave of reforms.

These trends have been quite widespread, coveritly teveloped and developing

countries. In Latin America, they have been quitg@artant and involved countries with

both unitary and federal political structures

In many cases, decentralization processes have Ilaeenompanied by a
deterioration of public finances and the provisadmpublic goods and services. This has
led some to believe that there is a necessarybetiveen the two phenomena. Others
hold that this deterioration is linked to the iaitistages of the process and tends to
disappear as the sub-national levels of governraeqtire the necessary capacity to
manage their new functions. However, opinion iswgng that these problems of
deteriorating finances and provision of public $s#s may have much less to do with the
process of decentralization and more to do withevestimations of the necessary
coordination mechanisms of the system of intergavental relations.

This paper has postulated that the structural cheniatics of Latin American
economies can be characterized by high institutibaterogeneity, and inequality in the
distribution of both personal and regional incomatl{ the consequent disparity in the
distribution of the tax base).

Further, it contends that of tasks of reallocatingctions neccesitates a strong
coordinating role of central government in threg kspects of the process: promoting
macrofiscal sustainability, compensating for thgioeal disparities, and articulation of
decentralized sectoral policies. Moreover, there as need to emphasize the
complementary relationship between these thres.role

Recent history in decentralized countries in thgioe shows the difficulties of
coordinating these three objectives. Lack of camtion led intergovernmental relations
systems to instances in which one of the objectil@gainated the others. The result was
macrofiscal sustainability was hardly maintainedt bnly at the expense of addressing
the other two concerns.

It is obvious that the larger the area of exispadcy, the greater the capacity of
central government to coordinate policies and dbjes. However, the policy space is
not invariably or necessarily associated with grefiscal slack in the public sector. This
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depends on existing resources, the instrumentsaél@i and a functioning relationship
between stated objectives.
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