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Preface

Beyond the high institutional heterogeneity that characterizes Latin
America, during the past decades the countries in the region have increas-
ingly reallocated responsibilities from central levels of government to inter-
mediate and local levels. Similarly to the rest of the world, most countries
of the region have experienced a clear trend towards increasing decentrali-
zation of spending responsibilities. These decentralization processes have
occurred in both federal countries as well as in unitary and/or centralized
countries, however, through different institutional and legal instruments.
Therefore, sub-national governments participate more and more actively in
the management of a substantial part of the public budget.

Despite the potential advantages frequently referred to in order to justify
these reallocations, it is important to note that these decentralization
processes and their results have not been uniform. The systems of inter-
governmental relations and their impact in terms of efficiency and equity
in the provision of decentralized goods and services (health, education and
infrastructure) continue to be very heterogeneous.

Evidently the expected benefits of decentralization must be evaluated
with a view of the conditions in which the reform processes are orches-
trated. Thereby it is essential to recognize a series of specific characteristics
of Latin America: high inequality in income distribution, high level of
urbanization, territorial inequality within countries, and limits to public
policy imposed by low levels of taxation both at the central and the sub-
national government level. Moreover the development of decentralization
processes together with the recovery and strengthening of democratic
institutions must be stressed. In addition, in several countries of the region
the strategic importance of natural resources has made the allocation
and distribution of revenues and royalties from these sectors to become
one of the most active part of the decentralization process and realloca-
tion of functions. Hence it becomes very important to check whether and
how local institutions have worked in these contexts and to see how their
actions can be improved.

The rapid devolution of spending responsibilities was not mirrored on
the revenue side. As is well documented in this volume, this asymmetry
between revenues and expenditure in decentralization is quite common

ix



X Decentralization and reform in Latin America

around the world, but it is especially relevant in Latin America, reflecting
a number of economic, political and institutional factors that affect the
process and its outcomes.

In order to address the impact of the decentralization process in the
region, the Economic Commission for Latin America and the Caribbean
(ECLAC), with the financial support of Deutsche Gesellschaft fiir
Internationale Zusammenarbeit (GIZ) GmbH and the Federal Ministry
for Economic Cooperation and Development (BMZ), has carried out two
projects on decentralization and governance. As part of these projects
a series of seminars and workshops were held with fiscal authorities
and experts to evaluate the state of intergovernmental relations in Latin
America and the impact of the reassignment process in terms of equity
and macro fiscal sustainability.

As a result of these multiple activities ECLAC and GIZ present this
volume with the purpose to contribute to the knowledge about the decen-
tralization process in the region, emphasizing the intergovernmental
relations systems and the public policies implemented to reduce multiple
forms of inequality in the region. We consider that the topics analyzed in
this book have a strong importance for the debate about public policies in
Latin America.

The objective of this book requires the consideration of various sub-
jects, ranging from those linked to the relationship between economic
development and decentralization to those related to the macroeconomic
impact of the reassignment of functions and the resulting system of inter-
governmental relationships. Furthermore, the book addresses social and
infrastructure spending, social cohesion, and financing of sub-national
expenditure,

Decentralization remains one of the biggest challenges in the region,
presenting as many opportunities as risks. As described in this volume,
the process involves many multidimensional factors that require a con-
stant effort to learn and rethink the kind of interventions needed to take
advantage of the opportunities and overcome the challenges.

We are sure that Decentralization and Reform in Latin America:
Improving Intergovernmental Relations will be of interest to the many
scholars and practitioners working in this field and will serve to stimulate
debate on the governance of intergovernmental relations in Latin America.

Alicia Bdarcena
Executive Secretary, ECLAC
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1. Introduction: approaching
recent transformations of
intergovernmental relations from
multiple profiles

Giorgio Brosio and Juan Pablo Jiménez

1 SPECIFICITIES OF THE EVOLUTION OF
DECENTRALIZED ARRANGEMENTS IN LATIN
AMERICA

In most Latin American countries, since colonial independence, the
shaping of intergovernmental relations has been a crucial component of
the debate on the institutional structure of government and constitutional
design. In the region, political reform and federalization/decentralization
intersect in the political and intellectual debate with an intensity that,
possibly, is not observable in other continents.

This is not widely recognized outside Latin America (LA), possibly
because the offences by authoritarian rulers and regimes to the federal and
decentralized arrangements have been more prominent than the peculiar
characteristics and the innovations introduced to them by democratic
governments.

There are common characteristics of the decentralization processes
worldwide that are worth analyzing from a general and not just a Latin
American perspective. At the same time, Latin American countries
show some specificities that trace their roots, as to be expected, to the
original features of the constitutional and political institutions of the
continent.

Decentralization reform has been rapid and intense over the past three
decades. Like the rest of the world, most countries in LA have expe-
rienced a clear trend towards increasing decentralization of spending
responsibilities. As a result, subnational spending rose sharply between
1985 and 2010, both as a ratio to GDP and as a share of overall public
sector spending. Subnational governments (SNGs) are managing a much
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larger share of the public sector budget than they did before, although it
is not as large as that prevailing in most industrial countries. SNG man-
agement is also more active, since most heads of the executive are selected
by popular vote due to political decentralization. Following Treisman
(2002), LA has one of the highest levels of electoral, that is, political,
decentralization.

Decentralization has been especially prominent in health and education
expenditures. These two sectors on average account for approximately 40
percent of total subnational spending in the region. In countries such as
Argentina, Bolivia (Plurinational State of), Brazil, and Colombia, SNGs
are responsible for over 70 percent of total public spending on education,
and for 50 percent or more on health. This fact highlights the social impli-
cations of a substantial portion of subnational spending in many Latin
American countries.

The rapid devolution of spending responsibilities was not mirrored on
the revenue side. With the exception of Brazil and, to a much lesser extent,
Argentina, Bolivia (Plurinational State of) and Colombia, subnational
own revenues in LA account for small, and broadly constant over time,
shares of total tax revenues, and for less than 2 percent of GDP, giving rise
to large vertical imbalances.

2 ASYMMETRY BETWEEN DEVOLUTION OF
EXPENDITURE AND DEVOLUTION OF TAXING
RESPONSIBILITIES

It is well documented in the relevant literature that this asymmetric trend
in decentralization is quite common around the world, but it is especially
relevant in LA, and reflects a number of factors (see Ambrosanio and
Bordignon, 2006; Ter Minassian and Fedelino, 2010; Gémez Sabaini and
Jiménez, ch. 6 in this volume).

First, political economy incentives for both the central government
(CG) and most SNGs tend to work in favor of revenue centralization: CGs
prefer to maintain control of most revenue bases, and to provide resources
to SNGs through transfers and, for their part, SNGs tend to prefer avoid-
ing the political costs of raising resources from their own constituents, and
blaming the CG for any shortfall of such resources.

Second, the scope for decentralization of taxing powers is also con-
strained by economic factors, most notably the higher mobility of goods
and factors of production within than outside a national territory. This
tends to limit subnational tax handles mainly to property taxes.

Third, with taxing capacities typically being unequally distributed
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Figure 1.1  Transfer ratio (average 2000-2006) (% of GDP)

across the national territory (especially in resource-rich countries), signifi-
cant vertical imbalances need to be maintained between levels of govern-
ment, to facilitate horizontal redistribution through equalization-type
transfers.

In that sense, the growing vertical imbalance is covered by intergovern-
mental transfers. One important characteristic of LA is the importance of
these transfers, which amount to an average of 21 percent — almost double
the OECD average (11 percent) (Figure 1.1).

An additional characteristic of the intergovernmental transfer system in
LA is the significance of revenue-sharing mechanisms and poorly designed
equalization transfer programs (see ch. 9 in this volume).

Finally, subnational tax administrations generally (albeit not always)
are less effective than national ones. This is especially evident in LA in the
administration of local property taxes, with outdated cadastres (property
registers) and infrequent reassessments of property values. As a result,
the ratio of property taxes to GDP is equivalent to approximately 20
percent of the corresponding ratio in OECD countries (Gémez Sabaini
and Jiménez, ch. 6 and Sepulveda and Martinez-Vazquez, ch. 7 in this
volume).

These stylized facts are the results of a long process of reforms during
the last three decades that have attracted a lot of analytical attention and
have been the focus of considerable academic and expert research in most
countries.
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3 STAGES OF DECENTRALIZATION REFORMS
AND THEIR RATIONALE

In the first period (until the mid-1990s) the leading idea was that decen-
tralization would stimulate more-efficient provision of public goods, and
would improve democratic and popular participation and thus account-
ability. We are referring, in particular, to the constitutional reform in
Brazil (1988), to the Coparticipation Law in Argentina (1988), to the
decentralization of the health and education law in Argentina (1994) and
to the constitutional reform of Colombia (1991).
According to Rezende and Veloso (ch. 8 in this volume) this wave

which gained impetus in the late 1980s, was accompanied by a widespread
defense of the virtues of familiarizing governments with their constituencies,
so as to improve efficiency in managing public resources, achieve efficacy by
adjusting the provision of public services to local priorities, and allowing for
the accountability of the governmental authorities. This should also enhance
democracy following the demise of authoritarian regimes in some parts of Latin
America.

To a large extent the normative theory of fiscal federalism was the
intellectual support of these reforms.

At the same time the World Bank — the international organization most
active in the support of those reforms — emphasized in a 1988 report:

Decentralization promotes efficiency by allowing a close correspondence
between public services and individual preferences, favoring responsibility and
equity through a clear relationship between service benefits and costs. This
is the justification for the establishment of provincial and local governments
sensitive to the wishes of its citizens, and not simply instruments of the central
government. (World Bank, 1988, pp. 182-3; see also 1993, pp. 12-13)

Starting from the mid-1990s, and related to some events such as the
default in Minas Gerais (Brazil) and the fiscal crisis of Argentina, the
process was reoriented. Some governments, experts and international
organizations started to worry about the extent of decentralization, and
particularly about the increase of subnational debt. The reforms of those
days were oriented towards coordinating and controlling subnational
borrowing. Most of the fiscal responsibility laws of the region! were
formulated in those years to control subnational borrowing.

Questions also started to emerge about the effectiveness of decentraliza-
tion. In the World Development Report (1997), the World Bank pointed
out that decentralization generates significant benefits in different parts
of the world, including LA. In particular, it can improve the quality of
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governance and achieve a better representation of citizens. Competition
between provinces, cities and localities can spur the development of more-
effective policies and programs. However, the World Bank acknowledges
three big potential pitfalls of decentralization: greater inequality, macro
instability and submission of local governments to interest groups. The
existence of such dangers, then, shows that the role of central govern-
ments is vital for the preservation of development: ‘The problem is finding
the appropriate division of responsibilities between the central and other
levels of government’ (ibid., p. 13).

4 PECULIARITIES OF LATIN AMERICAN
SOCIETIES AND THEIR CONSTRAINTS ON
DECENTRALIZATION

As mentioned above, the crucial sectors affected by decentralization have
been health, education and basic infrastructure. These sectors impact
directly on living conditions, particularly of the poor, and have submitted
the merits of decentralization to a crucial test. There are some peculiarities
of Latin American societies, such as the high inequality in income distri-
bution and territorial disparities which could be considered as a limit or
as a justification for the disappointing results noted in some countries.
Hence, it becomes very important to check whether and how local institu-
tions have worked in these contexts and to see how their actions can be
improved.

As a response to this need, there is a growing branch of the literature
that studies the effectiveness of decentralization in terms of service provi-
sion. Part of this literature refers specifically to LA (Faguet, 2004; Faguet
and Sanchez, 2006). Latin American countries are also included in large
sectional studies that analyze the outcomes of decentralization across the
world (Robalino et al., 2001; Arze del Granado et al., 2005). According
to this literature, there is evidence that substantiates the claims made by
the theory that decentralization improves governance by ensuring better
preference-matching and allocation efficiency. These findings are partially
contradicted by the observation of an increase of poverty and inequality
in some Latin American countries in the last part of the 1990s. To a great
extent these results have to be assigned to the economic and financial
crisis of the end of the decade. They have also impacted on decentralized
arrangements. In some countries the need to give a quick response to the
deteriorated conditions of the poorest segments of the population has
induced the government to introduce new social programs that channel
resources directly from the center in a targeted way (Progresa in Mexico;
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Bolsa Familia in Brazil; and the Jefas and Jefes Program in Argentina,
among others) (Diaz-Cayeros and Magaloni, 2009).

Institutional changes for social policies are in line with the concomitant
and important changes in the economic literature on fiscal federalism
with the advent of the so-called ‘second generation’. This new literature
(Lockwood, 2006, Rodden, 2006; Weingast, 2006) follows the typical
political economy approach by replacing the benevolent government
assumptions with the more realistic one of self-serving officials and politi-
cians, and stresses the critical role of institutions in determining the effects
of centralized or decentralized government.

5 GROWING MACRO-FINANCIAL CONCERNS
ASSOCIATED WITH DECENTRALIZATION

A growing branch of this recent political economy-based literature focuses
on fiscal management. This is not by chance. An increasing number
of SNG fiscal crises have ended in most cases with the CG bailout of
defaulted units. Macroeconomic policy also constitutes an area where the
incentive-based approach to local governance finds an ideal ground for
application. Since local governments have little electoral responsibility for
macroeconomic performance and since fiscal sovereignty has been con-
centrated in the hands of the CG, intergovernmental fiscal relations have
become a political game where local governments tend to overspend and
then ask the CG for financial help once they have exhausted their borrow-
ing capacity. On the other hand, the CG tries to abstain from intervention,
but with a limited credibility deriving from its increased fiscal sovereignty.
Quite paradoxically, but not too much in the microeconomic sphere,
political incentives increase the efficiency of decentralized government by
stimulating competition, while in the macroeconomic sphere they may
complicate fiscal and monetary management.

To improve the macroeconomic performance of local governments,
the bulk of the literature points to the importance of fiscal institutions,
particularly to reliance on taxation instead of CG transfers. While
higher reliance on taxation improves local accountability and hence
has a positive, microeconomic, impact on the behavior of SNGs, from
a macroeconomic point view things may look different. A high level of
fiscal decentralization reached in some countries in the Latin American
region is often considered as a factor of fiscal fragility and of amplifica-
tion of macroeconomic shocks. At the same time, one has to consider that
these problems do not necessarily originate in decentralization per se, but
rather in underestimation of the need to insert coordination mechanisms
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within the system of intergovernmental relations and of increasing SNG
reliance on own taxes.

All these evolutions suggest the need to give new and more emphasis
to a wide-spectrum analysis of the working of subnational governance.
Studies should range from the empirical analysis of the effective outcomes
of decentralization, to the impact of decentralization reforms on equity
and poverty and to the macro-financial consequences of devolution of
powers and finance.

6 OVERVIEW OF THE VOLUME

The aim of the initial seminar that gave birth to the present volume was
exactly in line with the exigencies mentioned above. The key issue is not to
evaluate the pros and cons of decentralization, but to assess the working
of decentralized arrangements and institutions with a view to suggest-
ing corrections and reforms where they are not working according to
expectations.

Consideration has been given here to a large set of issues, ranging from
the impact of decentralization on social cohesion, to the observable link
between decentralization and spending for the social sectors and infra-
structure and to the financing of subnational spending responsibilities
through taxes, transfers and debt. Special consideration must also be given
to macro-financial issues and fiscal rules in view of their relevance in the
Latin American context. Additionally, in several countries in the region,
the intergovernmental allocation of revenue from natural resources has
become one of the most debated issues of the processes of decentralization,
bringing the need for careful and multifaceted analysis.

The first topic discussed in this volume is the link between constitutional
reform and decentralization. Gargarella and Arballo (ch. 2) describe
the context in which constitutional issues have been debated in LA. The
authors provide an overview of the present scenario as defined in the
latest constitutional reforms in the region, taking into account generally
established trends and those just emerging in the area of political and fiscal
decentralization. They distinguish between the main federal models that
have prevailed in LA and point to a recent process of convergence between
them. However, convergence is still limited and refers more to formal than
to substantial issues, however important. The authors point out that many
crucial issues, such as revenue assignment, are omitted from constitutional
texts. This is a reasonable strategy in view of the rapid and changing
responses that states have to give to the fast evolution of their socioeco-
nomic and political context impacting on intergovernmental relations. On
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the other hand, this strategy also reflects an uneasiness in making critical
choices and may be a source of uncertainty and instability.

Cetrangolo and Goldschmit (ch. 3) take a critical look at decentraliza-
tion policies in LA that may have had an adverse impact in terms of social
cohesion. Based on the existing literature, they evaluate the effects on
social cohesion of public policies on decentralization and contemplate the
types of reforms needed to achieve greater social cohesion within a decen-
tralized policy environment. Their analysis highlights the importance of
taking into account the complex web of interrelated policy objectives, and
focuses on a new wave of reforms based on the redefinition of the relevant
sector policies. The discussion begins with a brief overview of the way in
which decentralization has taken place in LA, the inroads that have been
made and the reasons why these processes have been undertaken. The
chapter then addresses the tensions and constraints in terms of greater
social cohesion that are associated with these reforms, given their effects
on fiscal correspondence and solvency. After exploring a few options for
easing these tensions, the authors evaluate their impact and provide a
number of policy recommendations.

Afonso, Dain, Almeida, Castro and Faveret (ch. 4) focus on the issue
of social policies. They examine the evolution and the assignment of social
spending in LA, focusing on the perspectives and the main approaches in
the current debate on the decentralization of social spending in the region
and on the potentiality of fiscal decentralization as an instrument to foster
social spending. They note a general increase in social spending in the
region and a less general attempt to provide social services on a universal
basis. Differences between individual countries are still important and are
dominated to a large extent by the level of economic development.

De Mello (ch. 5) analyzes investment in infrastructure — a crucial com-
ponent of subnational spending - and provides empirical evidence on the
effects of decentralization on investment with reference to a panel of coun-
tries for which data on this investment are available. The analysis suggests
that decentralization discourages Latin American SNGs from investing
(acquiring fixed assets) and that lower subnational spending on invest-
ment is associated with lower economy-wide gross fixed capital formation.
This finding challenges some congclusions of the existing literature stress-
ing the positive impact of decentralization on investment expenditure.
According to de Mello, Latin American countries will therefore need to
face the double challenge of having to revisit the current arrangements for
decentralized provision that discourage SNG investment, while making
the most of decentralization as a policy lever to raise private investment.

Gomez Sabaini and Jiménez (ch. 6) examine the assignment of revenue
to SNGs and illustrate the main characteristics of financing systems, such
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as vertical imbalance and the prevalence of coparticipation schemes. They
analyze the working of SNG financing systems, giving particular attention
to the distinct components of subnational own resources. The authors
also examine the range of borrowing options available to lower levels of
government, as a complement to the ‘above-the-line’ revenues. The study
of specific cases is designed to spotlight the different own-revenue options
open to these jurisdictions (intermediate and/or local governments) —
despite the predominance of CG transfers — as well as the main courses of
action that could be taken to strengthen subnational financial autonomy.

In their first contribution to this volume, Sepulveda and Martinez-
Vazquez (ch. 7) focus on the property tax, the most important source
of own revenues for local governments around the world. An increasing
number of countries that have recently embarked on a decentraliza-
tion process also look to the property tax as the main vehicle to provide
their SNGs with revenue autonomy. In the case of LA, in particular, the
property tax continues to be a predominant policy concern among policy
makers. However, with very few exceptions, Latin American countries
have not been able to develop revenue-productive property tax systems.
The region has been identified in the economics literature generally as one
with relatively low general tax effort, and with a level of tax performance
that is even lower than other developing and transition countries. The
issues of low effort and revenue performance are especially acute and chal-
lenging in the case of the property tax. The authors analyze the causes of
the poor tax performance of the property tax in LA and identify policies
that could help with the current impasse

Intergovernmental transfers are the focus of two distinct chapters.
Rezende and Veloso’s contribution (ch. 8) illustrates the main character-
istics exhibited by the transfer regimes of eight Latin American countries,
highlighting the changes provoked by reactions to the economic crisis of
the 1990s and pointing out their main flaws. They point to the need to
improve the efficiency and equity content of the present transfers system
and advance a number of propositions concerning the reform of these
systems with a view to removing their flaws and making them compatible
with both microeconomic and macroeconomic concerns. More specifi-
cally, transfer systems have to be more equitable and efficient. At the same
time, they have to be flexible to accommodate changes in fiscal policies
that can be necessitated by the short-term evolution of macroeconomic
conditions.

In their second contribution to this volume, Martinez-Vazquez and
Sepulveda (ch. 9) focus on the equalization impact on and the capacity
to stimulate own revenue in the present transfer system in nine Latin
American countries. Their analysis shows that on both counts substantial
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improvements are needed. Countries in LA might achieve great benefits
by reducing their reliance on revenue-sharing schemes and improving the
design of equalization transfer programs, with a view to reducing fiscal
disparities, and at the same time providing SNGs with the right incentives
to expand own revenues and to develop their own tax collection capacity.

Brosio and Jiménez (ch. 10) analyze the allocation of rents from non-
renewable natural resources, hydrocarbons and minerals, among levels
of government in LA. This is a crucial issue not only from the point of
view of ensuring good governance at the subnational level, but also from
the necessity of avoiding political conflict and strains on national unity.
Bearing that in mind, the authors first explore the issues connected to the
sharing of rents from natural resources among levels of government. This
analytical, but policy-oriented section provides a number of policy indica-
tions on how to share the rents that are based on the economic theory of
factor production remuneration. Second, the authors analyze empirically
the issue of intergovernmental sharing in eight Latin American countries
endowed with oil, gas and minerals,

The decentralization of spending responsibilities has created growing
challenges for macro-fiscal management. On the one hand, it has become
more important and more difficult to ensure that SNGs do not accumu-
late unsustainable debts; on the other, the traditional fiscal federalism’s
view that short-term macroeconomic stabilization should be the exclusive
purview of the CG is becoming increasingly unrealistic.

Jiménez and Ter-Minassian (ch. 11) contribute to this debate on how
fiscal decentralization affects macroeconomic management in the main
Latin American countries and on the selection of reforms in the existing
intergovernmental fiscal systems of those countries that could help to
strengthen their fiscal sustainability, minimize the risk of pro-cyclicality at
all levels of government, and create ‘fiscal space’ for active countercyclical
responses to economic shocks.

Grembi and Manoel (ch. 12) provide a critical review of the fiscal rules
at the subnational level for Argentina, Brazil, Colombia, and Mexico.
Innovating on this topic, they provide disaggregated evidence for a sample
of countries. This evidence allows some elements to be addressed that
deserve further investigation. For instance, in some cases there seems to
be no difference between those SNGs that did adopt fiscal rules and those
that did not adopt them, whereas in other cases the imposition of the rules
from the CG appears to generate compliance, but not change in the fiscal
outcomes. Whether the ineffectiveness of the rules is due to their character-
istics rather than a weak definition of the decentralization system remains
an open issue. Although it is not possible to evaluate the causal impact of
the introduction of fiscal rules at the subnational level in the countries of
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reference, the analysis of descriptive statistics shows that a unique indicator
of compliance might be a misleading indicator of fiscal rules at that level.

Finally, Ahmad (ch. 13) analyzes the intergovernmental reforms in LA,
establishing some stimulating links with ‘Asian transplants’ and focusing
on the role played by international and donor agencies. The chapter dis-
tinguishes, in particular, between the normative and the political economy
approaches to decentralization, and suggests how excessive reliance on the
former had led to inconsistencies in the formulation of policy recommen-
dations by international organizations and the donor community. The
chapter also refers to the main recent developments in theoretical litera-
ture, singling out the steps that are needed to ensure that the objectives of
constitutional reforms are met efficiently.

The editors are confident that the topics analyzed in this book and the
issues they raise will have an important impact on the political, social
and intellectual life in LA, and contribute to the debate on the reform of
intergovernmental relations systems.

NOTE

1. Usually accompanied by a subnational restructuring debt (Argentina, Brazil and
Colombia).
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2. Federalism and fiscal federalism:
the emergence and distortion of
the centro-federalist constitutional
model in its political and fiscal
manifestations

Roberto Gargarella and Gustavo Arballo

1 INTRODUCTION

The question of federalism in general, and of fiscal federalism in particular,
has been a central theme of Latin American constitutional history from its
beginnings. Placing the issue in the context of Latin American constitu-
tional history can help us recognize that the debate over federalism and
the duties of the national state has been a feature of constitutionalism
since its inception, and involves different ways of designing constitutional
arrangements. This has always been a central point of a dispute that is
still far from being resolved, whether in theoretical or in practical terms.
The dispute, in turn, reflects differing views as to how best to assemble the
various pieces of the constitutional puzzle.

In other words: the still-unresolved debate over the scope of federalism
and its arrangements is not merely the result of the relative ‘backwardness’
of our societies, a shortage of resources, recurrent economic crises, or the
failure to consolidate and strengthen our institutions. The debate over
federalism is in fact part of a broader dispute, also unresolved, over the
constitutional model that should guide the organization of our societies.

Section 2 describes the context in which constitutional issues have been
debated and settled in Latin America (LA). We consider here some specific
points of constitutional topology that involve the regulatory and fiscal
powers of states and how they have been correlated with conflicting politi-
cal and legal concepts, generating instability and pressures for change.

Section 3 provides an overview of the most recent scenario, as defined in
the latest constitutional reforms in the region, taking into account gener-
ally established trends and those just emerging in the area of political and
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fiscal decentralization. Finally, in Section 4 we attempt to place in context
the conclusions of the comparative study, and we identify some prob-
lems, uncertainties and challenges relating to constitutional tensions and
changes in LA regarding issues that have an impact on fiscal federalism.

2 THE CONSTITUTIONAL ASSEMBLY ERA:
THE RISE OF THE CENTRO-FEDERALIST
CONSTITUTIONAL MODEL

In this section we look at the different constitutional models that have
existed in LA since its origins, and consider their stances in relation to the
federalist—centralist debate.

As a first step, to take account of the contents of these different under-
takings, we must recognize that a constitution — basically any known
constitution — comprises two main parts, which in turn involve various
ramifications and subdivisions. The two parts of any constitution involve
the organization of government (normally, into three branches: executive,
legislative and judicial), and the organization of rights (which includes a
‘bill of rights’ accompanied by guidelines or norms and indications as to
the extent and scope of those rights).

Since the time of independence, Latin American history has known at
least three, very different models or proposals for organizing these differ-
ent parts of the constitution. Each of those models included, crucially,
specific references for dealing with the question of federalism. The three
main constitutional concepts that we can recognize from the earliest days
of independence are (to use a terminology common to historical studies
of that period) those associated with conservatism, republicanism, and
liberalism.

The first model, the conservative one, was of decisive importance
in the region’s constitutional history, and (with some exceptions) was
clearly the most hostile to ideals of federalism. That stance has consist-
ently been translated into constitutions that, regarding organization of
power, have centralized authority politically and territorially and have
made rights dependent on a concept that was politically elitist and morally
perfectionist.!

The radical or republican constitutional stance can be defined by its
commitment to majority rule and its populist take on rights. The ideal of
radicalism was ‘self-government’ which, in terms of constitutional design,
was normally expressed through adoption of an organization based on the
premise of ‘popular sovereignty’, together with a system of rights placed at
the service of, and dependent on, the political majority. In contrast to the
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centralist and authoritarian tenets of conservatism, the radicals tended to
defend federal ideals and a more dispersed power structure.

Finally, constitutional liberalism can be described as a stance concerned
with maximizing the scope of individual liberty. It has sought to differenti-
ate itself both from conservatism and from republicanism. Its proposal to
confront the twin evils of tyranny and anarchy must be read in this sense:
it seeks to guard both against the abuses of concentrated authority and
against the predictable excesses of unfettered majority rule. Normally, lib-
eralism has viewed federalism as a natural consequence of its commitment
to the ideals of individual autonomy and freedom of choice.

The Conservative Constitutional Model

The conservative model was present in LA from the very first post-
revolutionary years. It sought to concentrate political power in a few
hands, so as to facilitate the swift reconstruction of society. These ideas
were based on an elitist conception of politics, according to which it was
neither helpful nor desirable to involve the bulk of the population in
debating and deciding the great public issues that society had to resolve:
that responsibility, it was assumed, should lie in the hands of the most
iltustrious minority of the community. Consistent with that approach,
conservative constitutions were distinguished essentially by the presence
of very strong executive branches, endowed with exceptional powers that
could be called into play in situations of ‘internal or external crisis’.> The
battle waged by conservatives on behalf of centralism was undoubtedly
one of the most important contests of the nineteenth century. At least in
its declaration, the anti-federalist cause always occupied a central place
among the conservatives’ political initiatives, and was one of the principles
invoked to justify their most violent acts.

In Chile, the conservatives claimed that the federalist constitution of
1828 had thrown the country into chaos and anarchy, and that the rudder
had to be tilted sharply away from decentralization. As Andrés Bello
(1997) saw it, the 1828 Constitution had granted so much power to local
authorities that it had converted the executive into a toothless body.? The
1833 Constitution, then, seemed especially designed to repair that source
of weakness.

The struggle against federalism also occupied pride of place among
the proposals of Mexican conservatism during the entire period under
review here. Lucas Alaman spoke of federalism as ‘the most powerful and
destructive instrument imaginable’ (Stevens, 1991: 31-2). In Argentina, all
the significant constitutional documents issued during the first half of the
century were clearly centralist (in particular the constitutions of 1819 and
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1826). It was not until 1853, with approval of the new constitution follow-
ing the overthrow of Juan Manuel de Rosas, that the country adopted its
federal form of government.

In Venezuela, the 1830 Constitution, through which José Antonio Paez
controlled power for decades, established a ‘centro-federalist’ form of
government that represented a reaction to the federalist spirit of the 1811
Constitution. The cause of centralism, present throughout the century
and responsible for bloody battles during that time, found constitutional
expression again during the government of General José Tadeo Monagas
in the 1857 document. That constitution, the most centralist in history,
and also the shortest-lived, was replaced in 1858 by another that was more
open to federalism. Yet the seeds of the ‘federal war” had been sown, and
would end up exploding in that same year, whereupon debate over feder-
alism was put back on the negotiating table, in the midst of a frightening
and violent situation.

The Alternative: The Republican Constitutional Model

In sharp contrast to the conservative model, the republican constitutional
model made little practical headway in the Americas. However, it did
become a significant point of reference in political debates of the time. For
some, the republican model was an ideal to be pursued, while for many
others it was the most serious institutional threat, to be firmly resisted.

In the United States the radical republican model found support among
some opponents of the federal constitution of 1787. The stance of those
critics was finally defeated — both in the Constitutional Convention and
in intellectual debate of the day — but it remained an important influence
to the point where it can still explain some of the peculiar institutional
arrangements that were finally incorporated into the US Constitution. In
LA, republicanism had less of an institutional impact: it was never clearly
distilled into any concrete constitutional arrangements in that region. Yet,
some claim to see traces of that ideal model in the radicalized phraseol-
ogy of the region’s first constitutions: note the classic radical slogans of
the ‘sovereignty of the people’, the ‘popular will’, the ‘social contract’,
‘equality’, ‘universal principles’, and the ‘rights of man’ which marked
constitutional texts and debates in Chile, Nueva Granada, Venezuela and
the Banda Oriental between 1811 and 1812. Toward the middle of the
century, from 1848 onward, there was a certain resurgence of collectivism
in the region, but in most cases it remained an ephemeral movement with
relatively little influence.

To describe republican constitutionalism we may say that its basic objec-
tive is to achieve a self-governing community. It holds that the community
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itself must define its objectives and the means for achieving them. Thus,
it is not surprising that one of the principal cries raised by republicans
throughout the continent was to federalize the new nations, by deconcen-
trating political power and decentralizing territorial organization.

In fact, republicans in their great majority were inclined to promote a
federal type of government. This promised better representation and better
protection for the interests of the citizenry. Thus the federalist cause quickly
became one of the main sources of conflict throughout the Americas —in the
US, because (according to its critics) federalist extremism meant keeping
the country disorganized and allowing rights to be trampled, and in LA
(again, according to the critics of federalism) because it not only threatened
the rights of the minorities but also conspired against the consolidation of
independence (which apparently required a concentrated and firm author-
ity). Radicals such as Ezequiel Zamora in Venezuela, Lorenzo de Zavala
in Mexico, or José Gervasio Artigas in the Banda Oriental were staunch
defenders of the federalist cause, which they saw as a magic solution to the
problems afflicting their respective communities. Zamora believed that the
Federation had the power to remedy all the ilis of the country. His faith in
the virtues of federalism was boundless. That system, he added, would not
merely resolve such problems but ‘make them impossible’.

The Liberal Constitutional Model

The liberal constitutional model can be seen as a direct reaction to the
constitutional ideals described above. Liberalism held that the state must
above all respect the rights of individuals and consequently the most basic
convictions and interests of each person. In this respect, the state must not
undertake to defend any particular religion, philosophy or political ideol-
ogy. As the first constitutional liberalists maintained, a ‘wall of separation
between Church and state’ must be erected to prevent the state’s capture,
for example, by the defenders of any particular religion. Those who took
this stance considered that the state must remain neutral in the face of the
different conceptions of the public good adopted by the citizens: a state
that subsidized a given religion or that prevented the partisans of a given
ideology from expressing themselves was considered a non-neutral state,
a state that wrongly took sides with certain ideals of the good. In its pro-
claimed neutrality, individualistic liberalism thus stood in direct contrast
to the two alternative conceptions examined above: all individuals must
be free to choose their own way forward in life, even if this conflicted with
the values traditionally held by their community (as perfectionism would
maintain) or the values defended by a circumstantial majority or required
as a way of upholding that majority will (as populism might argue).
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Just as in questions of ‘personal ethics’, individualism insists that each
person is the master of his/her own destiny and that, when it comes to
organizing the community’s political life, each society must in principle
govern itself as its own members decide. Now of course on this point
again, liberalism differs sharply from alternative conceptions such as
those examined above. Against the threats inherent in the concentration
of power championed by conservatives, and the predictable risks of del-
egating power to the majority, liberals proposed an extensive system of
institutional controls and restrictions on absolute power. Typically, the
liberals proclaimed the need not only to divide and deconcentrate power
but also to establish a system of ‘checks and balances’. Neither majorities
nor minorities (represented — if only in theory — in the executive branch or
in the Senate) should be given the power to oppress its opponents: both
groups must have power, so that they would find themselves mutually
constrained.

This is the reason why the majority of liberal constitutions included
‘countermajoritarian’ mechanisms such as a bicameral legislature, presi-
dential veto power and judicial review of constitutionality, that is, mecha-
nisms designed to constrain the power of the majority (a power that was
seen as a threat to social peace and order). We may cite as examples many
of the principal liberal constitutions proclaimed in the region during
those years: Chile (1828), Colombia (1853), or Peru (1823, 1834, 1856 and
1860).

In this respect, and from its beginnings, liberalism has deemed state
interventionism unacceptable, for it sees in such intervention a serious
threat, an undesirable and unjustified intrusion that can only distort the
free will of the citizens.

Fusion Constitutionalism and the Creation of Centro-federalist Republics

After decades of bloody confrontations that afflicted all of LA during the
founding years of constitutional states, a majority of countries began to
consolidate their constitutional structures and to give a more stable and
definitive profile to their organization. Of the three models discussed, only
two were of much importance: conservatism and liberalism. Thus, the
extraordinary succession of constitutions that the region witnessed during
its founding essentially involved oscillation between constitutions that
concentrated political and territorial authority and enshrined a certain
concept of the common good (conservative constitutions) and constitu-
tions adopted in reaction to those conservative’ constitutions and that
sought to impose limits on them, preserving greater space for personal
and social freedom. From this combination, as we shall see, emerged
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constitutions that were neither openly federalist nor strictly centralist but
rather ‘centro-federalist’ in nature.

In the face of those alternatives, the radical republican movement,
which made some headway in the original constitutional debates in the
US, never won many converts in LA, and it was promptly displaced by
the other two alternatives. In fact, from the middle of the century, and
after the ‘battle to the death’ that they waged for so long, liberals and
conservatives tended to reconcile their positions around the negotiating
table, from which they thought about renewed constitutional solutions
for their respective countries. In Argentina, the federal convention of 1853
brought together confirmed unitary and federal proponents determined
to adopt common rules. Something similar happened in Mexico, with the
Constituent Assembly of 1857. In Chile, the harsh conservative constitu-
tionalism championed and protected by Diego Portales following adop-
tion of the 1833 Constitution began to lose force and become more liberal
towards the end of the nineteenth century. In Colombia, the process was
reversed, but it had a similar outcome. In the last case, it was extreme
liberalism dominant in the second half of the century, which ceded power
to a gradual resurgence of conservatism that was finally victorious with
the 1886 Constitution. In Ecuador there was a gradual merge between
conservative and liberal forces, in a process that can be appreciated in
the wording of the successive constitutions of 1878, 1884, 1897 and 1906.
Similar movements occurred in Peru and Venezuela, especially after the
era of the ‘federal war’.

The ‘fusion’ constitutionalism that tended to emerge in the region, then,
combined things that at the time seemed irreconcilable, that is, features of
liberal constitutionalism with other distinctive conservative initiatives. We
can identify three specific features of that process of convergence:

1. A distribution of powers skewed in favor of the executive branch The
first consequence of this process of armistice and constitutional
pact between liberals and conservatives can be seen in the structure
of governmental power design. Under pressure from conservative
forces, the liberals agreed to set aside the purer ideal of ‘checks and
balances’, which called for maintaining strict equilibrium between the
three branches of government — executive, legislative and judicial — by
giving each equivalent powers of oversight and veto over the others.
Instead, a system of ‘weighted checks and balances’ was adopted,
where the executive power became primus inter pares, thus putting at
risk the entire structure of government and posing the threat (which
repeatedly materialized over the course of the region’s history) of
growing presidential primacy. Typically, the new constitutions that
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emerged from this fusion process gave the executive branch capaci-
ties and powers that had been specifically denied it in the traditional
checks and balances systems. Among those additional powers we
may cite, for example, the right of the president to declare a state of
siege and to restrict freedoms in those extreme situations; the power
to appoint and remove members of the government at will; powers
of legislative initiative; and (decisively for purposes of this chapter)
powers of federal intervention.

Tolerant and religious states One of the clearest examples of the
‘constitutional fusion’ between liberals and conservatives that tended
to dominate from the mid-nineteenth century in LA is what was rec-
ognized in the moral sphere. Liberal constitutionalism had hoisted
moral neutrality as one of its main banners. At the constitutional
level, that neutrality implied, above all, adherence to the principle
of religious tolerance. Following the liberal-conservative pact, that
principle tended to give way to different principles, which expressed
this process of negotiation between the two currents. The examples
of the Argentine constitution of 1853 and the Mexican one of 1857
are certainly different, but both illustrate clearly the implications of
this new posture. In the Argentine case, the constitution enshrined
religious tolerance in its most important article on rights — Article
14 — while in Article 2 it affirmed a special state commitment to the
Catholic religion (declaring, with intentional ambiguity, that ‘the
state shall sustain’ a Catholic, apostolic, Roman religion). Meanwhile
in Mexico, reflecting the difficulty in finding a formula satisfactory to
both sides, the 1857 Constitution chose to remain silent on religion.
Although different, both negotiated formulas show the extent to
which liberals and conservatives were able to pool their efforts and
secure approval of a common constitutional text.

Centro-federalist republics The last expression of the ‘convergence
constitutionalism’ we are speaking of is obviously the most important
for purposes of this chapter, and it relates to the question of federal-
ism. As we shall see, conservatives and liberals tended to support
directly opposing positions on this point: conservatives proclaimed
the need to concentrate national power territorially in order to enforce
their ideas of ‘morality and order’, while the liberals, on the contrary,
insisted that the different regions must be free to organize themselves
with as much autonomy as possible. The new constitutions prepared
under the influence of these two groups came to reflect negotiated
formulas that implied the establishment of centro-federalist arrange-
ments. The new constitutions explicitly affirmed federalist commit-
ments that were soon contradicted or set aside, in practice and in the
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wording of constitutions, with the growing clout of the respective
capital cities. In turn, the dynamics imposed by the new organization
of power, which as we shall see often gave the president authority to
intervene in wayward provinces, ended by vitiating everything that
had been proclaimed about federalism.

The Dispute over State Regulations and Its Impact on Federalism

In the context of the new Latin American societies, federalism appeared as
a protective shield against abuse of the authority concentrated in the state.
To this ‘negative’ justification another ‘positive’ one was added, marked
by the virtues inherent in collective self-government. Under the idea that
federalism represents the best possible form in which each community can
become master of its own destiny, decentralization should therefore be a
way of upholding the commitment to the ideal of ‘popular sovereignty’,
extending and affirming the democratic nature of society.

These two defenses of federalism were in due course challenged by
another proposal, of conservative origin, that advocated the imposition
of a distinctly centralist logic on new societies. Conservatives insisted that
order was a prerequisite for social existence, especially in societies that
were still inchoate and torn — as it was said — by centrifugal and anarchic
tendencies. Hence conservatism viewed federalism with great mistrust,
and called for a state that could ‘take the reins’ of national organization.

During the heyday of liberalism the federal solution appeared syn-
onymous with abstinence on the part of the state: respect for autonomy
must mean, then, a limited federal state, one that refrained from action,
one that chose not to regulate collective life, one that did not impose its
authority against the will of individual parties to the social contract. As if
in a continuum, local authority was obliged to respect individual decisions
and choices, just as the national authority had to refrain from imposing its
authority on the states or provinces, and even abstain from interfering in
or regulating interstate commerce.

In the US and in much of the Western world, however, the anti-statism
era came to an end with the Great Depression of the 1930s and the adop-
tion of national reconstruction programs based on intense economic activ-
ism by the state. The New Deal in the US represents perhaps the zenith,
visible and very influential, of that trend. It was upheld by the courts (but
not without a prolonged political battle in which President Franklin D.
Roosevelt intervened actively) through a series of landmark rulings that
included the famous Butler case and a number of others such as West
Coast Hotel Co. v. Parrish (300 US 379, 1937); United Status v. Carolene
Products (304 US 144, 1938); Williamson v. Lee Optical of Oklahoma (348
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US 483, 1955); and Ferguson v. Skrupta (372 US 726, 1963). This tendency
then spread swiftly and decisively through all of LA, as can be seen in the
growth of the new regulator state, accompanied by social movements,
court decisions and doctrinal papers welcoming the (perhaps tardy) arrival
of state salvation.

Just as the anti-statism era had its roots and its theoretical underpin-
nings in liberal theory, the New Deal era found its backing in a differ-
ent constitutional tradition, which has less to do with the conservative
Hamiltonian tradition (a tradition that was to some extent authoritarian,
and consistently hostile to any notions of social rights) than with the
old republican tradition which defended federalism, but in ways and for
reasons that were very different from those of liberalism (Sandel, 1996).
In this case, federalism was not promoted because of what it might do for
personal choices and contractual relations among individuals. Rather,
federalism was recognized as an appropriate way to honor commitments
of another kind, related to democracy and local self-government, and
which in particular included welfare measures that could offer basic social
guarantees for all the nation’s inhabitants.

Within this scheme, local states or provinces gain the authority to regu-
late the political and economic life of their respective societics, just as the
national state recovers the power to regulate the basic aspects of national
life. This latter point, in particular, constitutes a new and decisive factor,
and is perhaps one of the most characteristic features of the twentieth
century: that new century is one in which there is an extraordinary increase
in regulation and in spending by the federal government, accompanied
by a concomitant decrease in the powers of local governments. In this
renewed world of state interventionism, national governments recover
their full capacity to take action, and to back that action through an
increase in federal resources derived from higher taxes levied across the
country (Hetherington, 1958; McCloskey, 1962).

3 THE ERA OF REFORMS: ADAPTATIONS AND
ADJUSTMENTS IN THE CENTRO-FEDERALIST
CONSTITUTIONAL MODEL

It was the ‘fusion’ phenomenon described above that gave rise to most of
the constitutions of modern LA. We have also seen that regional consti-
tutionalism, while more firmly rooted, continued to undergo successive
modifications in the early twentieth century, and indeed it is still open to
changes in the present day.

The liberal-conservative constitutionalism forged in the nineteenth
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century underwent profound reforms at the beginning of the twentieth.
Those reforms represented a deliberate attempt to incorporate into con-
stitutions some of the features of the republican constitutionalism that
had been drastically circumscribed in its initial days. The first wave of
reforms came during the social crisis of the 1930s, and can be consid-
ered a political response to a new surge of social radicalism, as a way
of avoiding what was happening in Europe with the spread of socialist
ideology and demands. These constitutional reforms followed in succes-
sion after adoption of the Mexican constitution issued in 1917 during
the Revolution, and the 1919 Constitution of the Weimar Republic. This
period also saw the creation of the International Labour Organization
and the steady growth of the so-called welfare state and Keynesian
£Conomics.

In the Western Hemisphere, the first constitutions to incorporate social
demands of this kind were — together with that of Mexico in 1917 — those of
Brazil in 1937, Bolivia in 1938, Cuba in 1940, Ecuador in 1945, Argentina
in 1949, and Costa Rica in the same year. Those documents variously
enshrined workers’ rights and provisions governing working conditions;
social safety-nets; government commitments in the areas of housing,
health and education; protection of the family; the right to paid down-time
and vacations; the rights of children and the elderly; labor union rights;
the right to strike, collective bargaining agreements; protection against
arbitrary dismissal; unemployment insurance; and other matters.

The second major wave of reforms came towards the end of the twenti-
eth century, and once again involved many of the region’s constitutions.
Ecuador saw reforms in 1978; Chile and Peru in 1989; Colombia in 1991;
Paraguay in 1992; Peru and Bolivia in 1993; Argentina, Guatemala and
Nicaragua in 1994. These reforms had many objectives, among which two
stand out in particular: the first was to take up again some of the causes
that radicalism had championed in its day (for example, fostering political
participation); the second was restore to constitutions (especially by re-
establishing the system of checks and balances) some of the liberalism that
had been stripped away by the dictatorships of the 1970s.

The constitutionalism that emerged in the nineteenth century, then,
underwent significant adjustments in the twentieth. Among the many
things that have not been done, and which the old republican constitu-
tionalism in particular is still demanding, is to make changes that will
strengthen the federal character of Latin American countries. Reforms
of this kind were postponed for decades, and they were not on the list of
priorities that the reformers pursued from the beginning of the twentieth
century. Yet it is clear that in recent decades the region has experienced
renewed pressures to move on to new federalist and regionalist horizons.
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The Context and Meaning of the Latest Constitutional Reforms in the
Region

These recent changes constitute a new framework for decentralization.
A survey of the landscape shows that the last round of constitutional
reforms has tended to ‘localize’ public management and establish greater
scope for political autonomy at the subnational levels, giving them the
powers or prerogatives needed to support their new institutional profiles.
The ‘centro-federalist’ model implies various arrangements for the vertical
distribution of powers that, it has been suggested, will appear redefined in
the new profile of some of the region’s constitutions. These reforms are of
a mixed nature: while in constitutional terms they include variations or
nuances in the centralist paradigm, they also represent, in part, an accept-
ance or recognition of pre-existing practices of decentralization at the sub-
constitutional level. Thus we now find various mechanisms or principles
intended to compensate for existing inequalities between the local subunits
and to secure equal degrees of economic development and the equal award
of rights. We must also consider that many of these tensions have not been
translated into constitutional reforms, and thus remain unresolved.

It must be recognized, of course, that constitutional ambitions may be
quite different from the actual outcome with respect to the powers consti-
tuted in practice — a country may decentralize itself while its constitution
remains unchanged, or it may keep its centralized structure intact despite
the reforms enshrined in its constitution. We can in fact identify trends
in judicial interpretation that we may call ‘counter-original’ in various
federal systems. In Canada and India, where the original intent of consti-
tutional arrangements was to limit subnational powers, jurisprudence has
over time interpreted them more generously, at the expense of the central
power (Hueglin and Fenna, 2006: 284). But as most federal systems origi-
nally had the inverse thrust (a ‘limited’ central power), it is understandable
that the judicial bias has in effect been a centralizing one (Shapiro, 1981:
55; Bdzera, 1993: 1).

In this section we offer a schematic survey of these alternatives, cover-
ing the period of relatively ‘contemporary’ constitutional reforms in the
region, that is, the last 30 years.

Again from the legal viewpoint, and although this is not the objec-
tive of our comparative survey, we should note that many principles not
specifically set forth in national constitutions can have an impact on the
dynamics of the public finances. These include the various approaches to
protecting national assets, provisions for social advancement or protec-
tion, rules governing state intervention in the economy, standards and
guidelines for the provision and delivery of government services such as
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education and health care, and the type and scope of the pension system,
which can have a decisive impact on the national accounts.

To these cautionary notes we must add that the macroeconomic regula-
tory variables in each country (exchange rate, monetary authority, trade
policy, external debt and so on) are the legal preserve of central govern-
ments and that decisions taken in these arcas (and of course the conse-
quences of those decisions) will have a non-neutral impact on the public
finances of local states or provinces (for example, an increase in a country’s
sovereign risk premium can preclude access to public borrowing by a sub-
national entity, even though it is legally entitled to resort to such financing).

The Latest Cycle of Reforms: Political Decentralization versus Fiscal
Decentralization

We shall now look at a cross-section of constitutions in the region in order
to appreciate the specific forms of decentralization that emerge from their
wording. The comparison will involve three issues: (a) the extent to which
constitutions resemble each other; (b) how they have evolved in the last 30
years (a period that embraces the latest round of reforms for consolidating
democracy in LA); and (c) how political decentralization correlates with
fiscal decentralization, the most decisive interface in arrangements for the
vertical distribution of powers.

This last paragraph requires some additional explanation. The politi-
cal and functional responsibilities normally assigned to a state or a ter-
ritorial subdivision can in practice be negated or severely limited unless
guaranteed provision is made to cover the costs inherent in those respon-
sibilities, either through raising direct revenue or through transfers. In this
respect, the taxing power and the spending power cannot be considered
in isolation: they must be examined in relation to the flow of tasks and
responsibilities assigned to each territorial unit.

It is from this viewpoint that we have sought to survey constitutional law
in 12 countries and to structure two indices to compare across the region,
with a schematic and numerical weighting restricted to certain character-
istics of the constitutions of a specific set of countries (Argentina, Bolivia,
Brazil, Chile, Colombia, Ecuador, Guatemala, Mexico, Paraguay, Peru,
Uruguay and Venezuela*). These indices relate to two separate dimensions
of constitutional decentralization:

e political decentralization, where we group together all constitutional
arrangements that per se imply greater powers of self-government
for local bodies; and

e fiscal decentralization, where we consider all constitutional
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provisions concerning fiscal self-management by local bodies, in
terms of providing them with resources and decision-making power
over revenues and expenditures.

In the course of this exercise we shall look for trends to see how consti-
tutions have evolved in recent decades, bearing in mind the succession of
reforms and amendments. Taking the year 1980 as the baseline — a plau-
sible one for defining ‘recent’ changes — we shall identify from the survey
tables those items that in each case were the subject of pro-decentralization
changes, and this will allow us to plumb the meaning of the legislative
changes of the last three decades.

In computing these items, and recognizing that there may be headings
where the survey fell short, we shall accept an intermediate possibility: the
rule will assign one point for each characteristic that appears fully devel-
oped and plausibly operational, and half a point for each item the consti-
tutional specification of which is relative, conditioned or restricted. The
resulting score will have a maximum of 12 points, and it will be standard-
ized to a scale that is more intuitive for the reader, running from 0 to 100.

Of course, the resulting scores in each dimension of decentralization
are merely indicative, and they do not take account of terminological or
programmatic changes that are not apparent with the items used for the
comparison. In any case, we believe that they will provide a general idea of
the most relevant points for demonstrating the spectrum of configurations
of fiscal federalism.

Political Decentralization

In measuring the degree of constitutionally ordained political decentraliza-
tion we shall look at the structure of local government in terms of the ‘classic’
branches (executive and legislative) that are constitutionally recognized at
that level. We shall then examine the possibility of a second-tier constituent
power (allowing state or provincial governments to adopt local constitu-
tions), and that of the municipal government level, with degrees of autonomy.

For weighting ‘local responsibilities” we have defined two levels: ‘Level
I’ covers shared or concurrent responsibilities, under which local govern-
ments can legislate at their discretion and assume responsibility for certain
basic public services (but excluding those that are ‘national’ in nature or
scale), while ‘Level II” relates to regulatory, land-use planning and devel-
opment matters that concern subnational territorial jurisdictions and their
administrative structures.’

The resulting scores for political decentralization, by country and item,
appear in Table 2.1, ranked against a ‘perfect score’ of 100.
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Table 2.1 Political decentralization in 12 Latin American countries

Country Local powers Local responsibilities Political
decentralization score
Executive  Legislative Constituent Municipal Level I Level I 1980 2010
Brazil ° ° ° ° ° ° 100 100
Argentina . o . . . . 92 92
Colombia o o ° 0 ° 58 58
Ecuador ° e} ° e} ° 67 67
Mexico * ° ° ° o) ° 92 92
Uruguay ° o 0 0 ° 50 58
Bolivia (Plurinational ° o ° o . 67 67
State of)
Venezuela (Bolivarian o 0 ° . o ° 75 75
Republic of)
Chile m) e} ] o 17 33
Paraguay ° ° 33 33
Peru ¢ e} ° e} ° 58 58
Guatemala ° ° 33 33

Note: Ttems that appeared in constitutions in force in 1980 and that have not subsequently been significantly amended are indicated as circles
(with ‘e’ for items of full specification and ‘o’ for items of limited specification). Items that have undergone amendments since 1980 are indicated as
squares (with ‘@’ for items of full specification and ‘0’ for items of limited specification).

Source: Comparative constitutional survey conducted for this research by the authors.
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Fiscal Decentralization

In our examination of fiscal decentralization we take into account six
attributes. Three correspond to basic issues of fiscal management: budget
(the capacity of local governments to decide their own expenditures and
investments), taxes (local government powers to establish taxes of any
kind), and contributions (local government powers to exact payments
to cover the cost of public works and services). The right of local states
or provinces to levy royalties and fees for the exploitation of natural
resources within their territory we treat as a separate item. These items
together cover the spectrum of resources within local jurisdiction.

When it comes to resources from other jurisdictions, the analysis is
divided into two aspects. Under ‘coparticipation’ we examine the constitu-
tional provisions whereby local governments are entitled to regular funds
from the federal state for inclusion in their budget. Under distributional
guidelines we consider whether, regardless of any coparticipation right,
the constitution establishes the amounts or concepts either as primary
guidelines (the way in which resources are distributed between the federal
government and the subnational level as a whole) or secondary guidelines
(for distributing resources among various subnational governments).

The resulting scores for fiscal decentralization, by country and item,
appear in Table 2.2, ranked against a ‘perfect score’ of 100.

These data allow us to compare the constitutional configuration of 1980
with that of 2010, based on the respective scores for political and economic
decentralization according to each country’s constitution. The ‘before and
after’ comparison can be represented as shown in Figure 2.1.

The shaded area in each figure indicates the ‘gain’ in decentralization
resulting from post-1980 constitutional reforms in LA. The dotted area
shows the ‘initial’ decentralization status in our base year, 1980. As will be
seen, in some cases there have been no reforms, or those that were intro-
duced did not entail a greater degree of decentralization according to our
weighting scheme.

With respect to the degree of ‘political’ decentralization, the changes
do not appear to be very significant. Nevertheless, the parameters for
four countries (Brazil, Argentina, Colombia and Ecuador) reveal a sharp
swing towards fiscal decentralization. In a sense, these countries appear
to be reversing the previous imbalance: constitutions that combined high
degrees of political decentralization with very limited fiscal decentraliza-
tion. That was of course possible under a sort of minimal state model
where local services did not go beyond policing, but it no longer works in
the case of subnational entities coping with responsibilities for managing,
promoting and delivering social services. We may say that in a system
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Table 2.2  Fiscal decentralization in 12 Latin American countries

Country Local resources Transferred resources Score
Own budget Taxes Contributions NR royalties/ Coparticipation Distributional 1980 2010
fees guidelines
Brazil ° O ° ] ® ° 75 92
Argentina ° o ° ] ] o 42 83
Colombia e 0 ° ] ] 42 75
Ecuador . o o ! = L] 33 75
Mexico ° o] . o 50 50
Uruguay ° o ® o 50 50
Bolivia (Plurinational ° o] ® O 42 50
State of)
Venezuela (Bolivarian ° o] . o 50 50
Republic of)
Chile ° o o O 33 42
Paraguay ° o) o 0 33 42
Peru o e 0 25 33
Guatemala ° o 25 25

Note: Ttems that appeared in constitutions in force in 1980 and that have not subsequently been significantly amended are indicated as circles
(with ‘e’ for items of full specification and ‘0’ for items of limited specification). Items that have undergone amendments since 1980 are indicated as
squares (with ‘w’ for items of full specification and ‘©’ for items of limited specification).

Source: Comparative constitutional survey conducted for this research by the authors.
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where the state was largely defined as an administrator of ‘negative liber-
ties” the division of responsibilities was an easier matter than it is in a state
where the constitution requires it to be more attentive and proactive on
behalf of positive freedoms.

If we speak of a reversal or a rectification, we must admit that it has
been modest. The taxation powers of local governments are still condi-
tioned and subordinate: they are confined to a narrow range of taxes and
tariffs of little significance in comparison to the resources that the national
state can raise through its taxing powers.

This requires federal compensation, invariably involving a one-way
flow of transfers from the central government to subnational governments
which depend on these funds to cover current expenditures in their basic
budgets. This is a central feature of the new normative systems which, at
the subconstitutional level, must concern them with distribution in a much
greater degree of detail than did the constitution writers of the nineteenth
century (who confined themselves to a simple division of taxation sources).

Distribution is usually regulated through two distinct channels: regular,
fixed-rate transfers that become a direct part of the local unit’s assets,
without conditions, and systems involving decentralization agencies and
programs under which resources are assigned to specific objectives and
in amounts that depend on the economic situation. These channels are
not mutually exclusive, and they allow for hybrid distribution systems
combining major ‘fixed’ components with lesser ‘variable’ or ‘ad hoc’
components in each fiscal year. It is easy enough to see that this solution
can generate other problems such as vertical fiscal imbalances when local
entities are encouraged to share in spending without having to contribute
any of their own resources.

Contradictory Tendencies

It has rightly been said that federal systems must be compared with
caution (Watts, 1999: 1), and the same care must be taken in intertemporal
comparisons of the kind presented above. What is clear is that subnational
institutional arrangements in federal systems have varied and continue
to vary in many ways: in the characteristics and importance of their eco-
nomic and social structures, in the number of local subunits, and in their
relative asymmetry in terms of size, resources, or constitutional status.
There are certainly no definitive equations or static systems when it comes
to the vertical distribution of powers (nor of course in Montesquieu’s
classical, tripartite ‘horizontal’ division of powers).

At the beginning of this chapter we spoke of two critical periods in the
intertwined development of federalism and of the state — both of them
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occurred in the twentieth century. The first was the liberal, federalist and
anti-statist movement that prevailed in the early decades of the century
and, to a lesser extent, until the Great Depression of the 1930s. The second
took the opposite direction, turning its back on liberalism, championing
state intervention, and constraining the federalist model in vogue until
then.

These two movements found their reflection in legal arrangements and
in the evolution of jurisprudence in the region. In particular, as we saw
in Section 2, constitutions tended to track these conflicting tendencies.
Thus, the ‘fusion’ constitutions that carried over from the nineteenth into
the early twentieth century — the product of nation states that had little
administrative capacity and were normally dependent on agricultural
exports; states that were closely tied to the international market and were
committed to an economic doctrine very close to liberalism but stripped of
any meaningful social commitment. The constitutions promulgated after
the mid-twentieth century, on the other hand, reflected a new state: activ-
ist, powerful, determined to regulate the economic life of new societies,
socially aware, and decidedly interventionist.

The last decades of the twentieth century as well as the first years of the
twenty-first once again present us with a shifting panorama. The 1990s, in
particular, were symptomatic of a trend that had been gestating for many
years. The welfare state inherited from the New Deal, the massive, activ-
ist, socially committed state that was to promote economic progress and
social equity, was in crisis. The state seemed to have become bloated and
alarmingly inefficient, it was the target of constant accusations of corrup-
tion and, worse, it was having ever more trouble in coping with steadily
growing and proliferating social costs. In response to these many unmis-
takable signs that the welfare state was exhausted and in need of renewal,
the entire hemisphere seems to have been swept by a new wave of anti-
statist sentiment. Once again, at the beginning of the century, the state was
held guilty of causing the very ills it was supposed to remedy.

As in the early years of the nineteenth century, federalism was the
inspiration for various constitutional schemes, based on rationales that
were in many cases contradictory. For example, the devolution of respon-
sibilities, which can in principle be seen as a move to local empowerment,
could also be understood as a way of alleviating cyclical pressures on the
national public accounts. ‘Transferring’ responsibility can be a subterfuge
for abandoning or hollowing out a social policy, a regulation or a public
service, when it is obvious that the ‘transferee’ will not have the means
to implement it. This explains why in so many cases, regardless of the
country’s constitutional framework, the central government has devolved
responsibilities by fiat, at its own initiative, rather than in response to
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subnational entities’ demands for greater powers. In these circumstances,
‘localizing’ constitutional reforms deserve careful reading.

The new tasks of the state generate two-way flows, involving principles
of subsidiarity and a ‘pro-local’ bias, while at the same time establish-
ing general frameworks of a centralizing thrust, the implementation of
which will be defined by agencies or authorities of the national govern-
ment. There is indeed a tendency to superimpose levels of responsibility,
leaving certain fields open to concurrent and simultancous action by dif-
ferent levels of government. In this juxtaposition we can identify a broad
range of variants: the exercise of a responsibility can be simultaneous and
coordinated; simultaneous but conflictual; local with central obstruction;
central with local obstruction; or it can be simultaneously neglected by all
levels of government.

As reforms have strayed from their course, and in light of the obvious
dispersal in current Latin American constitutionalism, we find that there
is a relatively broad spectrum of potential configurations for the vertical
distribution of powers within a state. This is not a new phenomenon, but
is rather part of the matrix of American constitutionalism, for we saw
carlier how the nineteenth and twentieth centuries gave rise to undertak-
ings that involved centro-federalist arrangements. There is a perceptible
change here: while some solutions were conceived in terms of a rigid com-
partmentalization of exclusive powers (meaning that the ‘national’ and the
‘subnational’ spheres are mutually exclusive), the new constitutional rules
accept and encourage the overlapping of powers and responsibilities and
the ‘mutltilevel’ delivery of public goods, where the core problems involve
coordination and financing.

There is also a constant tendency to give constitutional recognition to
municipal autonomy, and to go so far as a model with three nominally
independent levels of government. This adds a new factor to the dynamics
of public management, policies and taxation. While the concept of munici-
pal autonomy predates the latest wave of reforms, new importance is now
being given to this once-neglected level of self-government, as a result
of a conjunction of circumstances: swelling urban populations, the new
problems and issues — environment, transportation, quality of life — that
arise as cities reach megalopolis dimensions, and the need to tailor policies
and programs in response to very specific and pressing local community
demands which the central government could never satisfy.

The arguments for reform, then, go beyond considerations of political
philosophy and offer a justification of decentralization in terms of effi-
ciency, a favorite criterion of economic theory for rationalizing the benefits
of local self-government: the presumption is that the lower levels of juris-
diction are better placed to identify and deliver public goods and services
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where the benefits are regionally confined (Musgrave and Musgrave, 1989:
445-55), because governments at this level have more information and
greater incentives to manage local public goods in keeping with the needs
and preferences of their voters (Stiglitz, 1995: 732).

There have also been attempts (either in constitutions or in legislation)
to establish other institutional arrangements such as ‘regionalization’ (a
grouping of provinces or states) or ‘micro-regions’ embracing neighboring
municipalities. In practice, however, the results of these ‘new’ forms of
decentralization have been modest.

Lastly — in a departure from strictly constitutional analysis — we may
note the emerging influence of various trading blocs (Mercado Comin del
Sur, MERCOSUR, the Andean Community, Alianza Bolivariana para
los Pueblos de Nuestra América - Tratado de libre comercio de los pueblos,
ALBA-TCP), which should in due course lead to legislative and tax har-
monization among the countries of each bloc and which could place some
constraints on local powers of legislation, regulation or taxation as they
affect the circulation of goods and services.

Interpretation Challenges

It is useful to assess the implications of the reforms described above and
to understand the meaning of the new constitutional consensus. Here we
should recall the candid but considered observation of Chief Justice John
Marshall, who reminded us that ‘it is a constitution we are expounding’.®
This cautioning, issued in the course of a seminal case involving the divi-
sion of powers at a time when the jurisprudence of the US Supreme Court
was first taking shape, provides us with some important points of reference
with respect to rigidity, vagueness and hierarchy of source.

The hierarchical rank of the constitutional source means that its rules
must be the fulcrum of political debates (beyond the will of ephemeral
electoral majorities), and also the touchstone for a contingent judicializa-
tion of tax policies. At this juncture, jurisprudence must surely take special
care and precautions if it is not to stray into dysfunctional solutions: when
called upon to interpret the constitution, judges will be obliged to hear
and decide cases not only on the basis of the rules and conventions of
juridical interpretation (arguments a simili, a contrario, a fortiori, among
others) but bearing in mind as well the complex articulations and deriva-
tions of the vertical division of state power in its history and in its political
philosophy.

Constitutional rules are also rigid, and any change in them requires
a special procedure. Some constitutions in the region, such as that of
Argentina, can be amended only by a convention convened for that
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purpose. There are other models, such as that of Brazil, where partial
reforms can be enacted as legislation, with a qualified majority. Other
countries — Venezuela, for example — provide that amendments must be
approved by popular referendum. Of Latin American federal systems,
only Mexico’s follows the US model whereby constitutional amendments
must be ratified by the component states of the Union. Some of these pro-
cedures may be combined as successive steps in the amendment process,
which is in fact an extremely complex mechanism. Marshall indeed argued
that this rigidity demanded a careful reading, bearing in mind that ‘a con-
stitution [is} intended to endure for ages to come, and, consequently, to be
adapted to the various crises of human affairs’.

Furthermore, as noted earlier, a constitution’s rigidity is offset to a
certain extent by a degree of functional ambiguity or vagueness in its
provisions. In the Mc¢Culloch case, Marshall pointed out that

A constitution, to contain an accurate detail of all the subdivisions of which its
great powers will admit, and of all the means by which they may be carried into
execution, would partake of the prolixity of a legal code, and could scarcely
be embraced by the human mind. . . . Its nature . . . requires that only its great
outlines should be marked, its important objects designated, and the minor
ingredients which compose those objects be deduced from the nature of the
objects themselves.”

In the area of concern to us, ambiguity is accompanied by a program-
matic or generalizing thrust: the practical empowerment of local entities
is usually subject to organic laws of intermediate rigidity, the details of
which are not spelled out in the constitution. In particular, we find that
constitutional provisions relating to fiscal federalism are ‘soft’ law, and
also ‘blank’ law: they set out rather vague criteria, the application of which
depends on laws of subconstitutional rank, and when they establish pro-
hibitive or imperative principles they leave the way open to ‘exceptions’ of
uncertain scope and unpredictable shape. We must recognize that when it
comes to coparticipation and distribution, this is natural enough: indeed,
it would be unworkable to enshrine in the constitution a rigid model of
distribution, detailing figures, floors and shares, for that model will surety
have to change in response to circumstances.

In looking at issues of decentralization and fiscal federalism in light of
these four points (hierarchy, rigidity, ambiguity and generality), we must
recall that constitutional provisions in many countries do not constitute
an endpoint — as they were perhaps in the founding stage of nation states,
some of which were in the throes of choosing between the extreme options
of union or secession — but rather a starting point that must be understood
in the context of institutional history and political philosophy.
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4 CONCLUSIONS

The revival of the federalist cause tells us much about the current state
of constitutionalism in the region. That revival speaks not only of a still-
unfinished agenda of republican reforms: it reminds us, above all, that
Latin American constitutionalism is still in an unstable situation, and
that there are glaring institutional deficits to be made up and too many
demands still unattended. In this context, the question of federalism seems
to be gaining in priority within the collective interests that inevitably lead
to demands for constitutional reform. This region-wide phenomenon has
many causes: among them are growing doubts about the excessive powers
that the executive branch still wields and the ever louder voices of groups
and communities that were once completely overlooked (and that today,
thanks in part to the constitutional status they have won, are again aware
of their rights and the justice of their demands).

There is no doubt that the confrontation between opposing models of
constitutional organization is still unresolved. In any case, Latin American
constitutionalism seems far from having achieved its stasis point. From a
‘territorial’ viewpoint, the situation reveals a paradoxical state of affairs.
As it was in the beginning, the federalist banner is again being raised by
two powerful movements that champion the ideal but that do so with
contradictory ambitions.

One of those movements, part of a long history of anti-statist strug-
gle, seems poised to spearhead a battle against the welfare state inherited
from the mid-twentieth century, and is being led by subnational states
and provinces determined to limit the powers of the federal govern-
ment once and for all. At the same time, however, we see a movement
pointed in the opposite direction, one that is not hostile to the old
welfare state but furthermore insists on its renewal and expansion. In
this case, demands for federalism are being made in the name of ever
more firmly entrenched rights, normally of a multiethnic and multina-
tional kind. Thus, the first movement is hostile and resistant to constitu-
tional reforms of a social nature such as those advanced throughout the
twentieth century, while the second champions those reforms, draws its
sustenance from them and demands that they be expanded rather than
limited.

NOTES

1. A perfectionist moral stance holds that what is good for each individual is independent
of what that individual may think about the matter.
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2. In this respect, good examples may be found in the constitutions of Chile 1823 and 1833,
Peru 1839 and 1860, Ecuador 1860, and Colombia 1843 and 1886.

3. Bello suggested further that in this situation the intendencias (municipal governments)
committed all kinds of outrages and excesses against which the national government was
powerless. The fate of individuals was thus hostage to the good will of the local authori-
ties of the day (1997: 258).

4. We decided to focus on these 12 particularly representative nations, in the expectation
that the resulting sample would be sufficiently robust for scrutinizing trends and patterns
of decentralization and fiscal federalism. The reference materials used for the survey were
obtained from the Georgetown University Political Database of the Americas. Unless
indicated otherwise, the legal references refer to current constitutional provisions in each
country.

5. Normally, the powers we have defined as first-tier (greater) also imply second-tier powers
(lesser), but not vice versa. On the other hand, depending on the level of constitutional
specification, each of these items may be identified as being of lesser (‘limited’) or greater
(‘full’) relative development, assigning them a point or a half point as explained earlier.

6. Supreme Court of the United States, McCulloch v. State of Maryland, 17 US 316 (1819).
7. Ibid.
REFERENCES

Bdzera, A. (1993), ‘Comparative analysis of federal high courts: a political theory
of judicial review’, Canadian Journal of Political Science, 26 (1), 1-29.

Bello, A. (1997), Selected Writings, Oxford: Oxford University Press.

Hetherington, J.A.C. (1958), ‘State economic regulation and substantive due
process of law’, Northwest University Law Review, 53, 226-51.

Hueglin, T. and A. Fenna (2006), Comparative Federalism, Toronto: Broadview.

McCloskey, R.G. (1962), ‘Economic due process of law and the Supreme Court’,
Supreme Court Review, 34.

Musgrave, R.A. and P.B. Musgrave (1989), Public Finance in Theory and Practice,
5th edn, New York: McGraw-Hill.

Sandal, M. (1996), Democracy’s Discontent: America in Search of a Public
Philosophy, Cambridge, MA: Belknap Press.

Shapiro, M. (1981), Courts: A Comparative Political Analysis, Chicago, IL:
University of Chicago Press.

Stevens, D.F. (1991), Origins of Instability in Early Republican Mexico, Durham,
NC: Duke University Press.

Stiglitz, Joseph. E. (1995), La Economia del Sector Publico, 2nd edn, Barcelona:
Antoni Bosch.

Watts, R.L. (1999), Comparing Federal Systems, 2nd edn, Ontario: Queen’s
University Press.



3. Fiscal decentralization: increasing
social cohesion among widely
disparate territorial units

Oscar Cetrangolo and Ariela Goldschmit

1 INTRODUCTION

Latin America is a heterogeneous region marked by a high degree of
inequality and wide disparities that are also found at the country level.
While it is known to be the region with the sharpest income inequalities,
it is also subject to serious imbalances in terms of territorial development.
Decentralization of the public sector’s delivery of various goods and serv-
ices has been carried out in differing ways from one country to the next,
and it is therefore quite probable that the process has heightened some
of the region’s pre-existing differences, heterogeneities or inequalities.
There are, nonetheless, a number of cross-cutting issues, similarities and
shared features that provide a basis for an analysis of these processes at
the regional level.

Decentralization has posed a new kind of challenge for societies that
wish to plot a course towards a genuine equality of rights. The countries
that are at the forefront of this effort must therefore take steps to meet the
public policy challenges involved in ensuring equal economic, social and
cultural rights for all their citizens and in achieving convergence among the
different territorial units in which social expenditure has been decentral-
ized. In order for them to do so, they must understand the importance of
rebuilding the sense of society, of belonging and of commitment to shared
societal objectives. That is an essential component of any cohesive society
that embraces the principle of shared responsibilities (Hopenhayn, 2007).

A renewed appreciation of the importance of social cohesion within the
framework of the region’s agenda for public policy reform is associated
with an effort to move away from one-dimensional approaches which
seek to encapsulate a country’s degree of socioeconomic integration in
a single key comprehensive indicator — an approach that can result in
piecemeal sectoral policy recommendations (Vaitsos, 2001). Instead, it can

38
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be argued, as Hopenhayn has done, that this somewhat vaguely defined
concept can encompass the broader issues of poverty, social exclusion and
governance (Hopenhayn, 2007).

Based on the assumption that the concept of social cohesion can lend
itself to a variety of interpretations, the EUROsociAL program has
attempted to frame a practical, operational definition:

Social cohesion is an attribute of societies that entails equality of opportunities
such that the people can exercise their fundamental rights and ensure their well-
being, free of discrimination of any sort and with respect for diversity. From an
individual perspective, it means that people feel that they are part of a commu-
nity, participate actively in various spheres of decision-making and are capable
of exercising active citizenship. Social cohesion also involves the development
of public policies and mechanisms for fostering solidarity among individuals,
collectives, territories and generations. (ECLAC/EUROsociAL, 2007, p. 5)

Particular attention should be devoted to this definition’s emphasis on
public policies as mechanisms for promoting solidarity among different
territorial units. The concept of social cohesion encompasses the idea of
progress towards the full enjoyment of people’s rights as citizens rather
than under conditions of social vulnerability. The feeling of belonging, of
being a member of a given society, is thus founded upon the idea that each
person is ‘an equal’ in terms of the rights that he or she enjoys by virtue of
being part of the same society. In Latin America, territorial disparities are
a major obstacle to the development of a feeling of belonging to a single
nation; the challenge to be met by the more fiscally decentralized countries
is therefore to ensure that reforms lead to greater, rather than less, territo-
rial equality. As will be seen in the following discussion, the decentraliza-
tion of public services in Latin America has not always been conducted in
a way that achieves this very important objective.

This study will take a critical look at decentralization policies in Latin
America that may have had an adverse impact in terms of social cohe-
sion. It will not attempt to develop a new conceptual definition of social
cohesion but will rather, based on the existing formulations (as discussed
above), assess the effects on social cohesion of public policies on decen-
tralization and contemplate the types of reforms needed to achieve greater
social cohesion within a decentralized policy environment.

The fact that should be borne in mind is that the theoretical rationale
for decentralization involves the need to boost the efficiency of resource
allocation. Nevertheless, as public policies have a strong impact on the
level of social equity, this process has created tensions that, in many cases,
have placed an additional constraint on efforts to achieve macroeconomic
stabilization. At the same time, the distributive and macroeconomic
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stabilization functions that are usually associated with central govern-
ments’ public policy objectives have begun to become a factor for sub-
national governments. For some, this is reason enough for subnational
governments to take on a role in pursuing stabilization by establishing
fiscal rules that will counter the macroeconomic effects of decentralization.
For others, however, the answer is to focus entirely on resolving distribu-
tive problems through transfers to households and territorial units.

Central government policies can certainly have differentiated impacts
on each territorial unit when necessary, provided that they are based on an
approach that is aligned with the policies applying to the national economy
as a whole (Musgrave, 1999). This analysis will highlight the importance of
taking the complex web of interrelated policy objectives into account and,
from that perspective, will focus on a new wave of reforms based on the
redefinition of the relevant sectoral policies as a means of achieving greater
social cohesion in the countries of the region.

In order to develop this line of reasoning, the discussion will begin with
a brief overview of the way in which decentralization has taken place in
Latin America, the inroads that have been made and the reasons why these
processes have been undertaken. It will then turn to the tensions and con-
straints in terms of greater social cohesion that are associated with these
reforms, given their effects on fiscal correspondence and solvency. After
exploring the options for easing these tensions, their impacts on social
cohesion will then be evaluated and a number of policy recommendations
will be made.

2 DECENTRALIZATION PROCESSES IN THE
REGION

Does decentralization lead to increased social cohesion? Is decentralized
service delivery at the local level a more efficient and equitable way of
meeting the population’s needs and, therefore, does it contribute to greater
cohesion at the territorial level? Do decentralization policies offer a way
of improving distribution and access to basic social services for the entire
population?

Unfortunately, there is no single answer to all of these questions in the
countries of the region. The diverse nature of the different decentralization
processes hinders their analysis at the regional level, as it is impossible to
talk about a single, uniform decentralization process for the entire region.
Instead, decentralization has taken place in different ways in each country
and territorial unit. The dynamics have differed, as have the advances
and setbacks, and the process has been driven by differing reasons and
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rationales (some of which depart from the relevant theoretical prescrip-
tions). Different sectors have been involved, and the extent of decentrali-
zation has also differed in each case, as has, in consequence, the outcome.

Clearly, given the different vantage points from which decentralization
processes have been viewed, there have been a wide range of expecta-
tions as to their potential for strengthening development, galvanizing
democratic processes, improving social equity, increasing the efficiency
of public expenditure or moving towards a more cohesive society. The
challenge, then, is to arrive at a balanced view that takes into account the
specific conditions of each case. The idea is to find pragmatic approaches
for improving the state’s delivery of goods and services and thus increase
the population’s well-being, ensure that people enjoy equal rights and
foster a sense of belonging to society. Clearly, then, in order to build social
cohesion, different types of policies will be called for in each case.

As noted by Musgrave, the fiscal arrangements of each country, insofar
as they relate to its federal organization, are basically a reflection of the
imperatives of its political and geographic structure (Musgrave, 1999).
No general definitions of fiscal federalism can therefore be established.
In any given case of the transfer of public services to subnational govern-
ments, the first step is to ask what type of decentralization process is being
considered, which public service is involved, to what level of jurisdiction
the transfer is being made.! Clearly, one inevitable question concerns the
way in which the relevant country’s institutional structure is organized.
In order to shed some light on these questions, a series of considerations
will now be examined that will be of assistance in understanding what
decentralization entails in Latin America.

First, decentralization in the region is influenced by the existence of
a wide array of institutional structures. A distinction has to be drawn
between countries with federal systems (Argentina, Brazil, Mexico and
Venezuela (Bolivarian Republic of)) and those that have adopted unitary
systems of government. In addition, there are different types of federal and
unitary structures, which further complicate the construction of a typol-
ogy. The extent to which the various decentralization processes have taken
these types of case-specific conditions into consideration must therefore be
examined.

Many of the countries with federal structures are among the largest
in size and exhibit sharp internal disparities. There are two types of
situation. On the one hand, there are countries, such as Argentina and
Mexico, in which federalism is a way of keeping previously autonomous
states united. On the other, there are those, such as Brazil, in which it
was the central authority that opted for a federal system. In all three of
these cases, however, federalism is a legacy of the organizational structure
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that existed during colonial times. Venezuela (Bolivarian Republic of)
is a different case, since, although federalism was chosen by the central
authority, it exists more in name than in fact (Fernandez Salgado, 2006).
Among the countries with unitary systems, a distinction should be drawn
between countries that have the more traditional type of system (for
example, Uruguay) and those that are organized as a unitary but decen-
tralized republic composed of autonomous territorial units (for example,
Colombia).

Temporal dynamics are also a factor, as the unitary systems were not
always unitary and the federal systems were not always federal. This is
reflected, in part, in the many different constitutions framed by various
countries during the nineteenth century. For example, Colombia’s consti-
tutions of 1853, 1858 and 1863 defined the state as having a federal system,
whereas those of 1821, 1830, 1832, 1843 and 1886 defined the system of
government as unitary (see Rodriguez Rodriguez, 2001, p. 11). In Mexico,
the first federal constitution of 1824 was followed by a number of alternat-
ing attempts to establish unitary and federal systems of government before
the federalist option was definitively endorsed in the constitution of 1857
(Fernandez Salgado, 2006).

A second factor, partially linked to the first, is that the role of the munic-
ipalities is different in each country. In Brazil, the municipalities have been
recognized as politically, administratively and financially autonomous
governmental units of the national state ever since the constitutional
reform of 1988, whereas Argentina leaves the determination of the munici-
palities’ normative framework up to each province, and, consequently,
there are 23 different possible structures.

The clearly distinct characteristics of local governments in Latin
America have a bearing on the differing functions that they can perform.
Undoubtedly, service delivery capacity and efficiency is not the same
when a small government with few resources and capabilities is in charge
as when a larger government with a greater financial, administrative and
management capacity is. In some cases, the necessary scale for the provi-
sion of some public services may exceed that of a given locality. Large
metropolitan areas and major cities probably operate on a big enough
economic, human and institutional scale to undertake such activities in
a fairly autonomous fashion and to operate efficiently and successfully.
Smaller local or rural units, however, need to band together and to secure
technical assistance and cooperation from others in order to put such
Initiatives into practice (ECLAC, 2009).

Table 3.1 offers an overview of the regional situation but does not
provide a full picture of the wide range of situations that exist. The fact
that only some countries have intermediate levels of government (state or
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Table 3.1 Number of subnational governments in selected cases
Country Population Federal Unitary Average
(thousands) States Municipality Dept. Municipality mgﬁil 5 :lri ty

Brazil 183,910 27 5,508 33,390
Mexico 105,700 32 2,446 43,213
Colombia 44,920 32 1,099 40,874
Argentina 33,370 24 2,150 17,847
Peru 27,560 25 1,836 15,011
Venezuela 26,280 24 335 78,448

(Bolivarian

Republic of)
Chile 16,170 13 341 47,419
Ecuador 13,040 21 205 63,610
Guatemala 12,290 22 331 37,130
Bolivia 9,010 9 311 28,971

(Plurinational

State of)
Dominican 8,410 28 153 54,967

Republic
Honduras 7,050 19 298 23,658
Paraguay 6,020 17 224 26,875
Nicaragua 5,380 15 152 35,395
Costa Rica 4,250 7 81 52,469
Panama 3,180 9 75 42,400
Uruguay 3,440 19 181,053
Jamaica 2,640 14 188,571
Guyana 883 6 147,167
Suriname 450 10 45,000
Total 518,953 107 10,439 217 5,155 33,279
Sources: Prepared by the authors, on the basis of International Monetary Fund (IMF),

International Financial Statistics, Washington, DC, February 2006, and Government
Finance Statistics Yearbook, 2005, Washington, DC, 2005; Inter-American Development
Bank (IDB), Making Decentralization Work in Latin America and the Caribbean. A
Background Paper for the Sub-National Development Strategy, Washington, DC, 1997; and
Cetrangolo (2007b).

provincial governments) is worth dwelling on for a moment, since, within
the realm of theory, the extent of the powers that this level of government
should have with respect to public expenditure is not clearly defined. In
most cases, the theory of fiscal federalism regards decentralization as
the result of a choice between centralized service delivery or delivery by
local governments and then weighs its impact on efficiency. However, the
existence of intermediate governments of a size which, a priori, does not
correspond to the scale of public service systems merits some analysis,



44 Decentralization and reform in Latin America

Table 3.2 Concentration of the population, by municipality (selected
countries)

Country Total number of  Municipalities in Percentage of
municipalities which 50% of the  municipalities accounting
population resides  for 50% of the population

Argentina 2,150 78 3.63
Brazil 5,508 224 4.07
Chile 342 36 10.53
Colombia 1,099 53 4.82
Guatemala 331 54 16.31
Honduras 298 20 6.71
Mexico 2,446 99 4.05
Nicaragua 152 23 15.13
Peru 1,836 85 4.63
Uruguay 19 2 10.53

Sources: Prepared by the authors, on the basis of International Monetary Fund (IMF),
International Financial Statistics, Washington, DC, February 2006, and Government
Finance Statistics Yearbook, 2005, Washington, DC, 2005; and Cetrangolo (2007b).

taking into consideration institutional, historical, political and geographi-
cal factors.

A third element is that the average size of the region’s municipalities
(measured by population) is the net result of the figures for capital cities
that perform administrative and service activities on an enormous scale,
other major industrial cities (for example, Sdo Paulo in Brazil, Rosario
in Argentina), and a wide array of medium-sized towns and small villages
located in remote rural areas. Since the size and the sociodemographic
and geographic features of a given territory have specific implications that
need to be considered when designing and implementing public policies,
flexible solutions have to be devised that can be adapted to each type of
government. In many cases, this is no easy task. In particular, the develop-
ment of public policy solutions for specific groups within the population
(scattered rural population groups, ones that include a larger percentage
of indigenous peoples or multilingual populations, for example) is a for-
midable challenge, especially in the case of education and health policies.

In order to flesh out this picture, Table 3.2 shows population concentra-
tion indicators for selected countries that reflect the number and percent-
age of municipalities in which half of the population lives. As may be seen
from the table, in Argentina, Brazil, Colombia, Mexico and Peru, half
of the population is concentrated in less than 5 percent of each of those
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countries’ municipalities. This concentration of the population and the
countries’ uneven settlement patterns go hand in hand with marked imbal-
ances in opportunities for securing material well-being (ECLAC, 2010).
Policy makers should take this situation very much into account when
designing policies aimed at improving social cohesion. It is particularly
important to remember that the average cost of providing a given service
will differ across subnational governments and that some have greater
financial and management capacities than others, as well as sources of
revenue from the development of natural resources. Situations of this sort
can give rise to attempts to achieve territorial autonomy or emancipa-
tion that, in turn, exacerbate inequities within a given country and thus
undermine its social cohesion.

Before bringing this brief overview of decentralization processes in the
region to a close, it should be noted that no single pattern for these processes
in Latin America can be identified. It should also be said, however, that this
situation is not unique to this region. Many different concepts are gener-
ally subsumed under the term ‘decentralization’, and the decentralization
of a public service must be distinguished from its deconcentration, which
simply involves the transfer of bureaucratic functions from the central
government to local governments. Decentralization can also be a purely
administrative process that gives local governments some autonomy, or
it can be a policy-based one whereby full policy-making and regulatory
powers are transferred to subnational governments. Another consideration
is that, while decentralization processes are widespread in the region, they
have not been expanded upon at an even pace. In effect, as has been scen,
diversity has been the hallmark of Latin American decentralization.

3 INROADS AND MOTIVATING FORCES

Above and beyond any theoretical considerations, the widely varying
motivating forces behind fiscal decentralization processes in the region
have translated into significant but extremely uneven advances across
countries and spheres of government. The spectrum goes from situations
in which decentralization is a core component of political reform (Bolivia
(Plurinational State of), Colombia, Peru) to those in which sectoral
reforms predominate (Chile) and, in the extreme, situations in which fiscal
and financial considerations are the sole motivation (Argentina).

Di Gropello and Cominetti (1998) have observed that fiscal concerns
were the main motivation for the first generation of reforms, which were
launched under undemocratic political systems (Argentina, Brazil, Chile),
whereas the reforms undertaken during the second half of the 1980s and
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the 1990s were driven by the need to demonstrate the legitimacy of newly
installed democratic governments and were therefore more politically
motivated. Efficiency-seeking reforms in the services sector, on the other
hand, were not seen until the late 1990s.

An analysis of the financial ties between different levels of government
shows that the motivating forces behind the first-generation processes in
Argentina and Brazil (both with federal systems) can be interpreted as
extreme and diametrically opposed cases. In Argentina, the decentraliza-
tion of health, basic education and other social services was designed by
the central government as a means of appropriating resources from the
provinces by altering the distribution of functions between levels of govern-
ment without recognizing specific budget items (see Carciofi et al., 1996;
Cetrangolo and Bisang, 1997). This can therefore be regarded as the para-
digm of decentralization processes in which the sole aim is the achievement
of fiscal sustainability, without regard for the effects on social cohesion.
In Brazil, on the other hand, decentralization involved a political process
whereby resources were transferred to subnational governments as a way of
putting an end to the centralized management style of the dictatorship and
thereby promoting the development of democracy (see Afonso, 2003, p. 38).

The first-generation reforms in Chile were of a different sort, although
the motivating forces bear some similarities to the case of Argentina. A
decentralization process was carried out in the early 1980s by the undemo-
cratic government of the time primarily for political and fiscal reasons
(application of the neoliberal model, the aim of downsizing the state and
as a means of bolstering the privatization policy), and it combined modifi-
cations in the way services were organized at the microeconomic level with
the introduction of funding mechanisms related to demand subsidies (see -
Di Gropello and Cominetti, 1998, p. 51).

In the terms established by the traditional classification of state func-
tions (Musgrave and Musgrave, 1992) it can be argued that the advocacy
of decentralization processes is based on their potential advantages from
the standpoint of resource allocation. However, in Argentina the chief
policy objective of the decentralization of social services was clearly macr-
oeconomic stabilization. In Chile, the redefinition of sectoral policies was a
concern, as was a closer correlation with improvements in resource alloca-
tion. Equity was not a consideration in either case, even though the items
of expenditure that were being decentralized were those of social func-
tions. In any event, it is generally accepted that these examples cannot be
fully understood without reference to the political circumstances existing
in these countries during the second half of the 1970s and the early 1980s.

Generally speaking, the differences between these cases notwithstand-
ing, decentralization processes were originally carried forward by the
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Figure 3.1 Introduction of elected posts at the local level

central government, whether for fiscal or political reasons. The case of
Brazil, however, is the exception and displays certain aspects that are
extremely interesting in terms of the present analysis. In Brazil, the pres-
ence of a sizable health-care reform movement that was seeking to expand
coverage and gradually build a greater component of solidarity into the
system paved the way for a model of decentralization that was to accom-
pany the transition to democracy and that was ultimately crystallized in
the constitution of 1988.2

On the contrary, the predominant motivating forces for the second-
generation reforms were associated with political considerations and
institutional reforms that were being pursued as part of the transition to
democracy. These processes initially focused on the political arena, and
specifically on the creation of representative democracies at the local level.
During the 1980s and 1990s, ¢lectoral reforms were approved in a majority
of the countries. They included the introduction of elections for the post
of intendant at the local level and, to a lesser extent, for governorships,
thereby breaking with a longstanding tradition in Latin America and
the Caribbean whereby local authorities were designated by the central
government (Daughters and Harper, 2007).

As illustrated in Figure 3.1, the region has made a great deal of
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headway in terms of the election of local authorities, although in some
cases (Argentina, Uruguay) elected posts already existed at subnational
levels of government (during those periods, of course, when constitutional
rights were respected). In other cases, however, significant changes have
occurred, such as, for example, the introduction of mayoral elections in
Peru and Colombia in 1998.

Lastly, some features of what could be referred to as a ‘third wave of
reforms’ can be discerned. In the past few years, a debate has begun to take
shape and some steps have been taken towards reformulating decentrali-
zation policies in ways that take into account their impact on social and
territorial cohesion. Some aspects of reforms instituted in certain countries
(for example, Colombia and Mexico) could be pointing in this direction.
This will be discussed in greater depth in Section 5.

An overview of the motivating forces for decentralization processes in
the region confirm the observation that the reasons that have prompted
countries to decentralize given utilities or services vary and have not
always corresponded to recommendations that have solid theoretical
foundations. The countries have also had enormous difficulty in determin-
ing what might be characterized as the ‘optimum extent of decentraliza-
tion’. For the most part, the position of each country is the result of a
sequence of institutional reforms. Peru, with quite specific dynamics of its
own that have led it to go back and forth on this issue, is an interesting
example.’?

Within the diverse range of situations that exist in the region, the moti-
vating forces for the different decentralization processes have been one of
the determinants of the paths they have followed. In cases where fiscal con-
siderations of the central government have been the sole motivating force,
pre-existing inequalities may have been heightened when local govern-
ments were left to rely on their own financial and management capacities
for the administration of social services. In the absence of a coordinated
approach, decentralization may not have resulted in the increased equity
and social cohesion that, in theory, these reforms are supposed to produce
and that, in fact, they have brought about in more developed countries.
This question will be examined further in Section 5.

Against this varied backdrop, decentralization processes in the coun-
tries of the region have advanced to differing degrees, independently of
each nation’s level of economic development. Table 3.3 provides an indi-
cation of those advances based on the ratio of subnational government
expenditure to the total expenditure of the consolidated public sector.*

This indicator shows that economic and human levels of development
bear no clear relationship with the inroads made by decentralization. If
there is any one variable that helps to account for the greater or lesser
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Table 3.3  Advances in decentralization, by group of countries

Group of countries Level of decentralization
(subnational public expenditure as a percentage of the total)
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Note:  HDI is the Human Development Index ranking.

Sources: Prepared by the authors, on the basis of data from ECLAC, UNDP, and
Cetrangolo (2007b).

extent of decentralization, it is the size of the territory concerned. The
larger its territory, the more likely a country is to have adopted a federal
system and to have decentralized the execution of public expenditure to a
greater extent. Figure 3.2 illustrates that relationship in the region.

The countries that have decentralized their social services the most have
been the larger countries with federal systems and some of the sharpest
territorial inequalities (Brazil, Mexico and, to a lesser extent, Argentina).
This would seem to indicate that decentralization policies are an inevitable
consequence of the demands associated with governing large territories,
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Figure 3.2 Degree of decentralization in the countries of Latin America
and the Caribbean ( public expenditure by subnational
governments as a percentage of the total)
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rather than the outcome of a policy decision. There are also other coun-
tries with medium-sized territories (for example, Colombia and Peru) with
unitary systems of government that have decentralized to the extent that
the ratio of subnational expenditure to the total is quite high relative to
other countries in the region and other smaller or island territories (for
example, most of the Central American countries), which have decentral-
ized very little. In contrast, an examination of the situation in Europe
shows that there is no significant correlation with the size of national ter-
ritories there. Decentralization therefore appears to be an option for all
the European governments, with some countries having a high percentage
of subnational expenditure (for example, Spain and Sweden) and others
having a low ratio (for example, Greece).

4 DECENTRALIZATION AND SOCIAL COHESION:
TENSIONS AND CONSTRAINTS STEMMING
FROM CONSIDERATIONS OF SOLVENCY AND
FISCAL CO-RESPONSIBILITY

As discussed in the preceding section, decentralization processes in the
region have been quite diverse. Unfortunately, however, studies that
would serve as a basis for assessing their impact on income distribution
and social cohesion are not available, The wide array of factors that con-
tribute to territorial inequalities, the fact that decentralization is relatively
recent and the lead time involved in this type of reform make it difficult
to arrive at a conclusive analysis.> However, it is possible to suggest that
many of the distributive improvements that were expected to result from
the transfer of responsibility for providing basic social services to local
governments have not materialized. This topic will be explored further
later on. The region continues to exhibit a high degree of inequality, and
ensuring equitable access to basic social services for a large part of the
population remains a challenge. In some cases, territorial inequalities may
even have increased as a result of decentralization, and the absence of
sufficient financial and management capacity at the local level has acted
as a serious constraint on efforts to achieve the delivery of decentralized
services on an autonomous basis.

Does this mean that the approach taken to decentralization has been
flawed and that the countries of the region will need to change their course
in this respect? What organizational constraints on the decentralized
delivery of public services have not been taken into account?

As has been pointed out, the wide range of economic, social, political
and institutional circumstances that exist in the countries of the region
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delimit the scope and potential of decentralization processes and therefore
give rise to a policy dilemma regarding the objective of increased social
cohesion. Solutions that do not take into account the particular features of
each location are out of the question, and this fact has served as the basis
for a well-developed line of argument in favor of decentralization policies
and efforts to bring decision making closer to the local level. However,
this diverse range of situations also raises the usual doubts as to whether
the institutional and financial capacity to address issues of social cohe-
sion exists at the local level. This points to one of the trade-offs between
decentralization and social cohesion that is associated with the existence of
striking disparities in different production sectors within the region. In this
context, territorial disparities are seen as constraints on efforts to achieve
equality. This is the result of the direct impact of inequality and, indirectly,
of the uneven financial capacity of subnational units as a consequence of
the distribution of the tax base.

While efforts have been made to accelerate the economic develop-
ment of the underprivileged areas as a way of achieving greater ter-
ritorial cohesion, they have never been as effective as their counterpart
initiatives in Europe. The extent of the disparities and the existence of
significant unmet public policy demands throughout the region have
prevented these initiatives from being more successful than they would
otherwise have been (this question will be examined in greater detail in
a later section). In addition, the recent literature on the dynamics of the
development of production, competitiveness and territorial concerns
indicates that the global economy is now returning to a focus on the
role of subnational and local production systems. The need to take
the geographical proximity of small and medium-sized enterprises into
consideration can generate external economies and foster an ‘indus-
trial atmosphere’ at the local level (Boscherini and Poma, 2000, Poma,
2000). The implication is that, in the absence of active counterbalanc-
ing policies, the development of the production sector will exhibit an
endogenous tendency to replicate and exacerbate existing inequalities.
Beyond these initial observations, however, the question of development
policies designed to reduce disparities in the production sector will not
be examined in this analysis.

Another issue to be addressed in the discussion and analysis of decen-
tralization processes in the region involves their effects on fiscal accounts.
In many cases, the transfer of responsibilities to subnational levels of
government has not been accompanied by a transfer of the corresponding
budget allocations. This has had a serious impact on the financial situ-
ation of local governments, often sparking a great deal of fiscal tension
between different levels of government and, in some cases, heightening
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local governments’ funding requirements. In addition, as noted earlier,
when there is greater local autonomy, richer areas tend to resist funding
public policies in poorer areas, which runs counter to the objective of
greater social cohesion. The resulting tensions may lead to problems of
fiscal insolvency. Thus, although efforts have been made to decentralize
many different sectors to varying degrees, the results reflect the strengths
and weaknesses of each country and, in particular, the associated funding
mechanisms.

The following subsection will introduce an often neglected issue that has
a substantive bearing on the achievement of decentralization policy objec-
tives. The geographical distribution of the tax base in each case makes it
very difficult to meet the fiscal co-responsibility targets that many of the
decentralization processes now under way require.

Territorial Disparities

The nature of equity problems within national territories should be a
key factor for addressing decentralization processes and their financing
in Latin America. Although indicators of personal income distribution
are assumed to bear some relation to territorial features, the analysis
here focuses on territorial aspects. Accordingly, Figure 3.3 maps the
divides between highest and lowest per capita output among subnational
jurisdictions for a group of countries.

This indicator is seen to differ substantially between European and
Latin American countries. With the exception of the smaller Central
American countries and Uruguay (which has a markedly unitary system
of organization and better equity indicators), Latin America shows
larger gaps between rich and poor jurisdictions than any European
country. The per capita output of Argentina’s richest province (Santa
Cruz), for example, is 7.9 times that of its poorest (Formosa). In
Colombia, the per capita output of Casanare is 7.7 times that of Chocd,
and in Brazil the per capita output ratio between the Federal District
and Maranhdo is 6.9. The average ratio for European countries is 1.8.
Without considering these differences, it would be difficult to improve
social cohesion and advance towards a new agenda of reforms aimed at
framing equal rights for the entire Latin American population. It is yet
more cumbersome to equalize rights in the context of decentralized poli-
cies, since the poorest regions are precisely the ones with the smallest tax
base for funding local public spending priorities, such as infrastructure,
health and education.

Unbalanced regional development leads to concentration of tax bases
in a few territories within the countries, inevitably impeding full fiscal
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Figure 3.3 Gaps in regional per capita GDP in Latin America and Furope

co-responsibility and preventing the deployment of virtuous decentraliza-
tion processes in the terms proposed by the theory, as will be seen later.
This does not mean that decentralization is an obstacle to social cohesion,
but it does flag tensions which must be considered, as well as the need to
establish ways to coordinate sectoral policies, including compensatory
mechanisms for more disadvantaged regions (as will be discussed in the
following sections).

Figure 3.4 shows how the degree of decentralization relates to territorial
inequality, measured by the output ratio between extreme regions.
Whereas in Europe decentralization shows up as a variable independ-
ent of regional inequality (which is, in any event, not particularly large),
in Latin America the decentralization option is heavily associated with
regional disparity: the more decentralized countries show greater territo-
rial inequality. As discussed earlier, this reflects the fact that both degree
of territorial disparity and level of fiscal decentralization are directly
related to the size of the country. This tells us nothing about the dynamics
of territorial disparities and decentralization, which it remains for subse-
quent rescarch to explore further. Little speculation has been ventured on
this subject given the absence of suitable indicators and the multitude of
factors that can account for territorial inequalities.”
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Figure 3.4  Gaps in regional per capita GDP and decentralization in Latin
America and Europe

5 DECENTRALIZATION AND THE TENSIONS
THAT PREVENT GREATER SOCIAL COHESION

The decentralization process does not lead unerringly towards greater
social cohesion. On the contrary, it runs up against a number of tensions
which public policy must address. Having established that decentraliza-
tion is not a single or uniform process in the region, it would be absurd to
propose a single solution to the tensions it generates. It has been consist-
ently argued here that, since the realities in the countries are very differ-
ent, the proposed responses must line up with the situation in each one.
Nevertheless, some general criteria may be offered on the basis of past
experience and of the structural conditions prevailing in the region.
Taxation system flaws generate unmet demands for public policy action,
which cannot be resolved by simply shifting responsibilities to a different
level of government. At the same time, two barriers prevent the principle
of fiscal co-responsibility from operating properly: the large proportion of
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tax payments going to central government and, of particular interest here,
the great disparities between territories and within countries regarding
their development level. Fiscal transfer systems must therefore perform a
twofold function. First, they must right the vertical imbalances between
the income and expenditure of different levels of government and the
concentration of tax revenues in the central administration. Second, they
must redistribute resources between territories in order to resolve horizon-
tal imbalances and thereby provide equality of rights (Ahmad and Craig,
1997). The more decentralized the government functions vis-a-vis redis-
tributive objectives (health and education, for example) the greater the
role transfers should play. This section will bring some of the arguments
raised earlier to bear upon transfer systems, social policies and their links
with efforts to build greater social cohesion.

Difficulties Arising from Extreme Territorial Disparities

Given the way in which decentralization processes are implemented,
their impact on social cohesion can hardly be assessed without consider-
ing financial transfer schemes between levels of government. In theory,
decentralization processes operate under different modalities depend-
ing on the purpose for which they are created. Leveling transfers (those
aimed at reducing disparities between different states’ financial capaci-
ties to provide public goods and carry out other subnational functions)
generally take the form of unconditional schemes. The relative size of
these transfers indicates the local governments’ degree of autonomy and,
at the same time, defines the decentralization modality through which
subnational governments may receive higher levels of financing without
changing their decision-making powers. This is particularly important in
federal countries, whose subnational governments are more autonomous.
From the macroeconomic point of view, the problem with these systems
is that they make endogenous transfers to increases in tax collection and
therefore introduce a heavily pro-cyclical element into subnational spend-
ing. Political scientists, moreover, argue that resource transfer systems
encourage the development of clientelist networks within subnational
governments (Lardone, 2004) and erode incentives to collect taxes of their
own, thus replicating the rent-seeking situations common in states whose
financing comes from natural resources (Gervasoni, 2010).

A number of case studies conducted in the Latin American countries®
served as a basis on which to attempt a classification of transfer systems:

® Revenue sharing between the national level and intermediate govern-
ment levels This occurs in federal countries such as Argentina,



Fiscal decentralization 57

where there is no system of automatic transfers to municipal
governments.

® Revenue sharing between the national level and different subnational
government levels In Brazil, transfers are made to both states and
municipalities.

® Revenue sharing between intermediate and municipal government
levels These are particularly important where central govern-
ments do not make direct transfers to local governments, such as in
Argentina.

® Systems that include revenues from natural resources In Mexico
and Peru, for example, the distribution includes resources that are
not specifically tax based (mining, hydrocarbons, forestry).

® Systems with exceptions In Honduras, municipalities which benefit
from port activity are excluded from certain transfers, as a way of
promoting resource leveling.

e Horizontal revenue sharing  An example is the Municipal Common
Fund (FCM) of Chile.

® Revenue sharing with entities other than subnational govern-
ments  These usually arise in the context of efforts to overcome
fiscal constraints. For example, resources are shared with a number
of bodies in Argentina and with universities in Bolivia (Plurinational
State of).

® Sharing of funds from non-tax sources For example, the distribu-
tion of funds arising from debt relief arrangements between Bolivia
(Plurinational State of) and the International Monetary Fund
(IMF).

The various transfer modalities arise from the countries’ different efforts
to level the provision of public goods and services throughout their terri-
tories. There are serious barriers to the achievement of that aim, however.
The greatest one, as seen before, is the sheer magnitude of the dispari-
ties. This is not to say that transfers do not have a leveling effect; rather,
their effect is only partial. In countries with large territorial development
disparities, the impact of leveling transfers is limited by the developed
regions’ willingness to cede resources. It could be said that these regions
choose (through the decision-making mechanisms in each case) how much
internal social cohesion to forgo in the interest of greater cohesion nation-
wide. Often, shortcomings in territorial cohesion, combined with a degree
of factor mobility, encourage migration to the more developed regions.
Although this may reduce some gaps, it also makes the latter regions less
willing to transfer resources to increase territorial cohesion countrywide.

A second factor (which is related but has traits that set it apart) derives
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from the fact that the demand for greater equity and social cohesion
requires public policies that cannot be financed across the board, making
regional redistribution an incomplete solution. The problem is not only
a financial one: management and administrative capabilities and other
types of capacities are also highly uneven. This is why the resource transfer
systems developed are not independent of decentralized sectoral policies.

The role of sectoral policies in transfer systems is apparent from a review
of resource distribution criteria. At one extreme is Argentina, which since
1988 has operated a system of fixed ratios defined not by explicit ter-
ritorial criteria, but by criteria for allocation between funds for specific
purposes (Cetrangolo and Jiménez, 2004). Mexico, conversely, combines
indicators on population distribution and tax collection from the different
regions. Guatemala uses a slightly more complex scheme, with different
distribution segments being allocated in equal parts, by population, by
per capita income, by the number of villages and hamlets, and by inverse
proportion to municipal per capita income. Peru maintains a Municipal
Compensation Fund (FONCOMUN) which distributes resources from
different taxes between provincial and district municipalities according
to a large array of indicators, while also differentiating between rural and
urban municipalities. Honduras has a much simpler system, in which dis-
tribution is based on two criteria: equal parts and number of inhabitants.
In contrast, some schemes, in the context of what is referred to as the ‘third
wave of decentralizing reforms’ afford more attention to the objectives of
decentralized sectoral policies and their impact on social cohesion, as will
be seen below. First, however, a short discussion on social cohesion in
Latin America follows.

How Does Decentralization Relate to Social Cohesion?

It is no simple matter to assess social cohesion in each country. It is dif-
ficult indeed to reduce social cohesion to a single dimension or to express
it as a synthetic indicator. On the contrary, the essence of social cohesion
is the balance between the behavior and performance of a society and that
of its economy overall. Thus, cohesion can hardly ensue from any policy
in isolation, however sweeping. Instead, it must reflect the different types
of inequity, capacities, access to opportunities conditions and exclusion
from them and, in general, the economic, social and cultural rights of all
a country’s citizens.

Decentralization processes in Latin America and the Caribbean
often take as reference the experience of developed countries, especially
European countries and Canada. Latin American countries have certain
traits that affect the dynamics of decentralization and that set them apart
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from the rest of the world. One of the main difficulties with the design of
public policies in the region has been the fact that it has been treated as
homogeneous, with a tendency to apply certain prescriptions regardless of
the specific traits of each territory. This has emerged strongly in the debate
on the virtues and difficulties of decentralization. In other words, while
the whole region does have some shared characteristics, the particularities
and heterogeneities of each country and territory must also be recognized.

The differences between Latin America and the developed world are
of particular interest for the issues addressed here. To analyze them, a
number of indicators were borrowed from the System of Indicators for
Monitoring Social Cohesion in Latin America (ECLAC/EUROsociAL,
2007): distance, institutional inclusion-exclusion mechanisms and sense
of belonging.

The distance component includes the outcomes, or visible expressions,
of the operation of inclusion—exclusion mechanisms and refers to the
material conditions of the groups and communities excluded from partici-
pation in life-sustaining social activities, the exercise of their fundamental
rights and access to resources and opportunities needed for the develop-
ment of their potential. The dimensions of the component considered here
include indicators of poverty, education and health, which are found to
be closely tied to services heavily affected by decentralization processes.
Although the indicators used for poverty and health are the usual ones
(population below the poverty line and child mortality), the indicator
used for education is enrolment in preschool education, since this variable
clearly differentiates the cases studied and reflects recent efforts to expand
the coverage of education systems at earlier ages.

Institutional inclusion—exclusion mechanisms refer to those actions
carried out by various institutional actors that may have an effect upon the
structure of opportunities, the accumulation of advantages and disadvan-
tages, and processes and outcomes of inclusion—exclusion. The different
dimensions of these institutional mechanisms operate through the demo-
cratic system and the rule of law (fighting corruption, equity in the admin-
istration of justice and human security policies), policies and markets. The
indicator used in this case was the Freedom House index.?

Lastly, the sense of belonging component includes all those psychoso-
cial and cultural expressions that show the degrees of people’s linkages
and identification with society as a whole and the groups that comprise
it. These bonds form the basic glue that keeps society together and, at the
same time, they influence the ways in which different actors respond to the
specific modalities of inclusion—exclusion. The dimensions of the sense of
belonging component are multiculturalism and non-discrimination, social
capital (informal social networks, confidence and participation), prosocial
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Figure 3.5 Indicators of social cohesion and decentralization in Latin
America and Europe

values and solidarity, future expectations and prospects of social mobility,
and sense of integration and social affiliation. Owing to the lack of compa-
rable information for these areas, no indicator was calculated for sense of
belonging at this initial point. This is not to deny, however, that the sense
of belonging to a single nation among the inhabitants of different territo-
ries is important for the considerations set forth here.

Taking as a reference developed countries of Europe,!® and the different
dimensions identified, by comparison, Latin America shows worse indica-
tors, on average, for democracy, poverty, child mortality and education.
This indicates lower levels of well-being and draws attention to the need
for public policies for increasing equity. Although the democracies of the
Latin American countries have come a long way in procedural aspects,
basically in the electoral sphere,!! they remain more weakly developed
than those of European countries. Conversely, with regard to decentrali-
zation, if the ratio of public spending managed by subnational govern-
ment to total public spending in each country is taken as an indicator, the
average level in both regions masks such large internal differences that it is
hard to say which is more decentralized. Figure 3.5 summarizes the infor-
mation on the selected indicators and helps form a picture of the concept
of social cohesion and degree of decentralization.
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Figure 3.6 Group A: close to the regional average

The heterogeneity of situations within the region is illustrated with graphic
representations of these indicators for several Latin American countries,
classified in five groups:

Cases closest to the regional average (A) Peru is the country
closest to the regional average, whereas Brazil shows a greater
degree of decentralization and Mexico has a particularly high rate
of enrolment in preschool education (Figure 3.6).

Lowest level of decentralization and poorest social cohesion indi-
cators (B) This refers to the Central American countries sur-
veyed (Guatemala, Honduras and Nicaragua) which are smaller
and have a lower level of development (explaining their lesser
decentralization) (Figure 3.7).

Low level of decentralization and high level of social cohesion
(C) Uruguay and Chile are two countries with a unitary organi-
zation and a long history of public policies aimed at improving
social cohesion, although there are marked differences between the
two. These are the cases closest to the European reference group
(Figure 3.8).

High level of decentralization and good social cohesion indicators
(D) Argentina is the example of a federal country with a relatively
high level of human development in the region. This case also comes
close to the situation in the European countries (Figure 3.9).
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Figure 3.7 Group B: low level of both decentralization and social cohesion
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Figure 3.8 Group C: low level of decentralization and high level of social
cohesion
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Figure 3.9 Groups D and E: high level of decentralization and different
levels of social cohesion (high in Group D and low in Group E)

® High level of decentralization and poor social cohesion indicators
(E) Colombia (Figure 3.9).

This information would seem to indicate that no clear relation exists
between the different indicators examined and the depth of fiscal decen-
tralization. In any event, the different degrees of decentralization coexist
with a broad range of structural situations in which it is difficult to estab-
lish any clear causality. In Latin America, at least, the choice of decentrali-
zation must be assessed in the light of each country’s policies regarding its
territorial disparities. This leads to a debate on the role of central govern-
ment and compensatory sectoral policies, which will be discussed in the
following subsection.

Towards Greater Social Cohesion with Decentralized Public Policies

The previous subsection showed that decentralization does not explain the
greater or lesser degree of social cohesion in the Latin American countries.
If the aim of public policies is to achieve socially more cohesive societies
on the basis of equal rights, then the decentralized organization of public
policies must be viewed as forming the spokes of sectoral policies, which
must, in turn, be redefined bearing in mind two constraints. First, the
problems set out here concerning territorial disparities. Second, the fact
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that social policy formulation is undergoing deep reform in the region,
especially after the exhaustion of the old welfare state model. Although
this subject falls outside the analysis undertaken here, some elements of
that debate have an impact on decentralization in light of sectoral policy
reformulation and must be considered accordingly.

The most recent reforms to decentralization processes have taken into
account — more or less across the board and some more explicitly than
others — the demands imposed by the particular rationale of each secto-
ral policy. The process of decentralization itself has handed down major
lessons in this regard. In some sectors, the decision to decentralize has
been taken following an analysis of technical, economic and institutional
operation, identifying alternatives for redistributing territorial compe-
tences and responsibilities according to the different phases and segments
of the process (planning, regulation, financing, operation, scaling, and so
on), but in others this has not happened (ECLAC, 2009).

Many of the reforms have conditionalities built into transfers between
different levels of government. By itself, however, conditionality offers
no guarantee of strengthening sectoral policy: it is increasingly clear that
the specific operating rationale and different components and dimen-
sions of policies, as well as the most desirable distribution of territorial
competences and responsibilities, must be carefully thought out in order
to improve the impact of public policies and enhance their efficiency. The
transfer system that accompanies the decentralization of a service must,
in short, be part of the reform itself — not a way of compensating for its
effects. It is, therefore, very important to control the sequence in which
processes occur.'? In practice, the experience of the region has not been
particularly encouraging in this regard.

6 CONCLUDING REMARKS

The brief account of the different types of transfers between levels of gov-
ernment and their conditionalities is intended to provide a final link in the
argument for the need to redress the region’s failures in terms of territorial
imbalances and their impact on equality of rights and social cohesion. The
point here is that if these problems are to be effectively tackled, decen-
tralization should not be the main concern of public policy reform efforts.
Instead, given the need for policies to improve income distribution (among
other demands), social policies should be redefined with a heavy emphasis
on the role to be played by central governments. In this approach to the
problem, decentralization should be viewed only as an institutional con-
sideration or a means of organization used to enhance sectoral policy. The
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same goes for transfer schemes, which must be incorporated into sectoral
policy design.
For example,

A strategy to achieve equality in education must give priority to expanding
the coverage of preschool education and lengthening the school day in public
schools, improving secondary completion rates in socio-economic sectors with
lower achievement levels . . . and reducing the learning and knowledge gaps
built up over the education cycle. (ECLAC, 2010, p. 207)

This requires a redefinition of the functions of school and of the educa-
tion system overall, in which the decentralization and resource transfer
involved cannot be treated as separate policies.

Conversely, with regard to health system reform, the region must
combat fragmentation and ensure broad and egalitarian access to health
services, providing the population with explicit guarantees regardless of
income level and area of residence. To make this possible, as well as coor-
dinating the public and social security subsectors (and properly regulating
provision by the private sector), countries must set up health-care net-
works in which subnational territories (whether the system is decentralized
or not) are in communication with each other and tightly interconnected.
Here, each level of government has different responsibilities and the catch-
ment areas of particular health facilities may not coincide with political
jurisdictions or with school catchment areas.

These tasks in the areas of health and education are just some examples
in which decentralization is only part of the problem that needs to be
solved to improve social cohesion. Unlike many discussions on decentrali-
zation, this chapter has argued that particular attention must be afforded
to the role placed by the national level of government. This is the level
which must take measures to compensate for differences between regions,
ensure basic thresholds for the provision of certain services and coordi-
nate public policies which have a shared axis, albeit with greater or lesser
degrees of decentralization. Lack of social cohesion almost always leads
to the degradation of human and social rights, the breakage of essential
social links and the impoverishment not only of the individual but also of
the relations which define social place and identity.

The only way of optimizing the role of conditional transfers between
levels of government is to take into account the design of each sectoral
policy. Transfers must be consistent with policies implemented at the sec-
toral level. This is especially true in view of the productive and territorial
inequalities typical of the region’s countries, the different management and
human resource capacities of each government and the competing tensions
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imposed on the fiscal accounts by different public policy objectives. The
action of transfers alone cannot possibly resolve all these difficulties.

Where these tensions exist, the heart of the matter in social policy
decentralization is finding a formula to make the different objectives
compatible, and it cannot be assumed that all these objectives will neces-
sarily be met simultaneously. Unless care is taken in the design of such
reforms and depending on the nature of the tensions in each case, the
solution may create additional fiscal pressures and the increased demand
for fiscal resources may generate new tensions or fuel existing ones. This
would seem to be the ideal place for a discussion of the combined impacts
on social cohesion and fiscal sustainability. It might be said that if social
cohesion depends on the existence of a shared aim in which the different
members of a democratic society feel included, then fiscal coherence is
necessary to make the aim sustainable.

Lastly, it is important not to treat the map of responsibilities of the dif-
ferent government levels as an inalterable template of reform decisions.
Throughout history, public policies have had to assume new demands
which have required periodic reviews of the distribution of functions and
resources. Latin America itself offers notable examples of this. [llustrations
have been given here of the need to support health and education reforms
in decentralized systems. It might well be recalled that in the nineteenth
century health care was not considered a major function of the state, as it
certainly was by the end of the twentieth, following on from innovations
that would impact greatly on the population’s health and well-being. It
was not until the mid-twentieth century that the development of ‘local
health systems’ began to be debated. Later, with the emergence of social
security, the need for new infrastructures and - to cite an example which
had no small impact on the public accounts — the obligation to meet
increasing debt liabilities, new functions arose which often came to rest by
default on central government initially, with the discussion on how best
to assign them between different levels of government starting only later.

Today, new issues must be placed on the table. New schemes of con-
ditional transfers to low-income families draw attention to the role of
local governments, although their impact on equity is such that they must
certainly be financed centrally. Mexico and Brazil offer examples in this
area. In e-government, new technologies are being incorporated into gov-
ernment administration, with an impact on transparency (digital cities),
efficiency (public procurement) and solvency (tax administration), and this
seems to be developed in a higher degree in the most advanced regions,
which is worsening territorial gaps. Something similar has occurred with
experiences of local productive development, in which successful cases
occur frequently in the most advantaged regions. These matters are
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particularly interesting insofar as they have the potential to become part
of the solution or part of the problem as regards territorial inequalities,
and they have a great bearing on possibilities of improving social cohe-
sion. In all this, it must not be forgotten that the challenges Latin America
faces in closing gaps and reducing inequality must be tackled in systemic
and multidimensional ways that allow for action on different fronts of
development.

NOTES

10.

‘Economic theory offers limited guidance for assigning expenditure responsibilities
among different levels of government’ (Ahmad and Craig, 1997, p. 25).

An interesting analysis of these reforms can be found in Falleti (2009, ch. 2).

In 1979, a decentralization effort started in support of democracy: elections of munici-
pal officials were reinstated, and new areas of responsibility and authority were estab-
lished. In the late 1980s, however, this process lost credibility and, during the 1990s,
with the return of a centralist government, the regional governorships were eliminated
and the municipalities” autonomy was restricted. Then, in 2001, decentralization began
to gain momentum once again (Flores, 2005).

A number of different decentralization indicators have been tried out in recent years.
The one used here is the most suitable for the focus in this analysis. For a discussion
of alternative indicators, see ILPES-ECLAC (2007) and ECLAC (2010, chapter IV).
Besides these limitations, it should be noted that, for example, in Argentina (one of the
first countries to decentralize education and health services), the further decentraliza-
tion of public sector expenditure has been associated with a deterioration in equality
indicators (ECLAC, 2008).

The indicator used is unfortunately not ideal, due to difficulties arising from the national
accounts of the Latin American countries. Not all the countries keep data on subna-
tional output (very few calculate subnational revenues), they use differing methodologies
with varying degrees of reliability, and the jurisdictions for which calculations are per-
formed are also highly diverse and depend on the institutional organization in each case.
Nevertheless, Shankar and Shah (2008, p. 169) offer a classification of countries by
degree of convergence in regional income. They find Brazil, a highly decentralized
country, to be one of the most divergent. Mexico is in an intermediate position and
Chile (which has a low degree of decentralization) is classified as convergent in terms of
territorial income.

In particular, those conducted by the Sustainable Development and Human Settlements
Division of ECLAC in the framework of the project ‘Urban poverty: an action-oriented
strategy for urban governments and institutions in Latin America and the Caribbean’
(see Cetrangolo, 2007a).

The democracy index prepared by Freedom House summarizes average ratings gained
by countries in an expert assessment of 10 political rights questions and 15 civil liberties
questions. The assessment of political rights looks at three categories: electoral process
(3 questions); political pluralism and participation (4); and functioning of government
(3). The assessment of civil liberties includes four categories: freedom of expression
and belief (4); associational and organizational rights (4); rule of law (4); and personal
autonomy and individual rights (4). The inverse of the index is graphed for illustrative
purposes. For details on the survey methodology, see http://www.freedomhouse.org.
This refers to EU15, that is, Austria, Belgium, Denmark, Finland, France, Germany,
Greece, Ireland, Italy, Luxembourg, the Netherlands, Portugal, Spain, Sweden and the
United Kingdom.
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11.  According to UNDP (2004) electoral democracy refers to the existence of free, competi-
tive and institutionalized elections and rules and procedures for forming and running
a government, as the essential components of democracy and those which comprise its
most basic sphere. But democracy is not limited to this realm either in terms of its reach
or range of action.

12. Falleti (2004) notes that the shift in the balance of power between government levels
is highly dependent on the sequence in which administrative, fiscal and political
decentralization is carried out.
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4. Reflections on two decades of
social-spending decentralization
José Roberto Afonso, Sulamis Dain,

Vivian Almeida, Kleber Castro and
Ana Cecilia Faveret

1 INTRODUCTION

The literature on federalism often evokes an association between rede-
mocratization and decentralization, in which the consolidation of democ-
racy is associated with a strengthening of federalism and a trend towards
administrative, political and fiscal decentralization (Souza, 1999). The
fact that this is driven by the need to provide resources and supply better-
quality public services, makes analysis of the distribution of social spend-
ing highly relevant. Accordingly, the aim of this chapter is to analyze the
trend of social spending in Latin America.!

Several Latin American countries have been pursuing an intensive
process of fiscal decentralization over the last two decades; and, at the
same time, almost the entire region has made changes to its social poli-
cies. These two processes reflect, first, the desire to generate allocation
efficiency gains, which have an impact on expanding the decision-making,
fiscal, and financial autonomy of local governments; and, second, the
desire to strengthen democracy. The latter has had repercussions on social
policy actions and services, generating broader coverage and higher mon-
etary benefits, together with improved access, expansion of coverage, and
the decentralization of jurisdictions and resources for service provision.

In some countries, decentralization was seen as a way to resolve insti-
tutional problems caused by a loss of resources and the ability of federal
governments to finance social policies and restructure service provision,
while at the same time adapting to the growing importance of local areas
in federative resource sharing and autonomous governance.

Besides this, the desire to increase equity and allocation efficiency has
inspired numerous attempts to organize the providers and financiers of
services, with a view to improving the balance and match between supply
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and demand. Moves have also been made to restrict the scope of decen-
tralized social policies, which, in many cases, become associated with poli-
cies to reduce poverty and guarantee minimum benefit packages for the
destitute. In that context, a thorough review of the concept of universalism
is unfolding, as universal health and education policies tend to give way to
targeted policies.

Neither decentralization nor social policy reforms have followed the
same model in all countries, since the problems, needs and previous insti-
tutional history, along with concepts and values, are different in each
society. Nonetheless, it is possible to analyze social policy decentraliza-
tion in selected Latin American countries by focusing on specific issues,
such as: (a) an evaluation of the relation between social expenditure and
fiscal policy; (b) a review of the impact of social policy decentralization
on poverty and income distribution; and lastly, (¢) an attempt to identify
trends in the impacts of decentralization, specifically on policies such as
health, education and social assistance.

The complexity of social policy decentralization processes is reflected in
the diversity of approaches to the topic. In an attempt to clarify the dis-
tribution of social spending and the behavior of the corresponding invest-
ments in Latin American countries, this chapter is organized as follows.
Section 2 outlines perspectives and approaches in the current debate on
social-spending decentralization in the region. Section 3 discusses the
rationale of fiscal decentralization and its relation to social spending, in a
methodological approach. Section 4 looks at the global context. Section 5
analyzes the trend of social spending in Latin America, both total and by
sector. Section 6 characterizes and evaluates the public policies of selected
countries. Finally, Section 7 sets out the main conclusions of the study.

2 THE CURRENT DEBATE: PERSPECTIVES AND
APPROACHES

There are numerous arguments to justify the existence of decentralization.
First, the fiscal perspective of decentralization focuses on the transfer or
devolution of the federal government’s taxation and spending powers
to subnational governments (Ter-Minassian, 1997; de Mello, 2000).
Motivations for decentralization include allocation efficiency gains and
cost reduction (economic, administrative, and managerial), in which
decentralization is seen as a response by the various levels of government
(principal-agent) to incentives for efficient and cost-effective service deliv-
ery (de Mello, 2004).2 This devolution depends on the circumstances and
specific design of the policies in question. Thus, central government should
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remain at the forefront of redistributive policies and provide intergovern-
mental transfers to mitigate differences in average income levels between
subnational units, instead of granting tax breaks and transfers to individu-
als (McLure and Martinez-Vazquez, 2000, in de Mello, 2004).

These observations give rise to a distinction between classical social
protection policies, of the social insurance and assistance type, which pay
monetary benefits and thus do not require decentralization; and those
involving actions and services of varying complexity requiring universal
coverage, such as health and education, which are suited to decentraliza-
tion and burden sharing between the different spheres of government.

Other authors stress efficiency, decision-making transparency, and
sensitivity to demand (Shah, 1998), along with greater representation and
social participation. To some extent, countries that have recently emerged
from dictatorships, such as Brazil, have clearly perceived a link between
centralization with authoritarianism, or, conversely, between decentrali-
zation and redemocratization (Dain and Vianna, 1989).

Analysts have identified various forms of decentralization formats
giving different degrees of autonomy to local entities, such as deconcen-
tration, devolution and non-centralization (Finot, 1998). This is true both
for federative experiences (Watts, 1996), and for unitary states (de Mello,
2004).

Privatization, when part of processes to separate the provision and pro-
duction of public policy services, and public regulation, also encompasses
the decentralization trend considered here (Medici, 2005) and character-
izes the ‘non-state public’ sphere (Afonso, 2007). Box 4.1 examines public
and private services in Brazil’s single health system.

In addition, the decentralization process requires knowledge of the
diversity of institutional frameworks currently prevailing in the continent,
along with differences in economic and social conditions; the existence of
state bureaucracies able to formulate and implement policies at the local
government levels; and, in the case of federations, the capacity to mobilize
internally generated tax revenues, in addition to transfers received from
higher levels of government. Analysts aware of these differences have
highlighted the difficulty of evaluating decentralization processes, both
from the standpoint of using efficiency and efficacy indicators, and in
terms of the equity of outcomes. They also draw attention to the complex
configuration of cause-and-effect relations, in the framework of an analy-
sis of decentralization confined to intergovernmental fiscal relations (de
Mello, 2004).

Despite the logical possibility of constructing a system of decentrali-
zation indicators, many of the results achieved stem from policy design
rather than from the level of decentralization, and its repercussions on
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BOX 4.1 PUBLIC AND PRIVATE SERVICES IN
BRAZIL’'S SINGLE HEALTH SYSTEM

In Brazil, the process of building a single and decentralized
command structure for health policy over the last decade has
strengthened its state dimension, since funding was transferred
to subnational governments endowed with a network of publicly
owned services. At the same time, however, it involved service
production by the private network. This shows that it is possible
to combine public funding, universal access and improved man-
agement with autonomous provision of services, whether state or
private, or both (Dain, 2000).

In countries that have opted to outsource health services,
both the public and private sectors have operated management
mechanisms that are typical of competition, such as the adoption
of incentive systems or performance-based contracting. These
performance-inducing mechanisms have been applied both to
the services provided and to human resource policy (ibid.).

A recent trend in the intensification of decentralization patterns
for many countries, some of them in Latin America, involves
significant change in federative systems, with clear rules on the
distribution of tax and spending powers, and substantial gains in
autonomy for local governments (Afonso and Lobo, 1996).

Although the federative system is predominantly based on the
relationship between federal and state governments, municipal
authorities have also gained ground in recent years, either as
executors of public policies via the delegation and deconcentra-
tion of state power, or by being defined as federative entities, with
full autonomy.

The dilemmas and conflicts are manifold. First and foremost,
they are exacerbated where fiscal and management autonomy
is combined with a hierarchical decentralization of services, the
organization of networks and role differences between local
governments based on population size and infrastructure endow-
ments.

Brazil's single health system provides a good example of this,
where the ability to take action depends on a complex vertical
and horizontal interaction between political actors and managers.
Excessive municipalization, to the detriment of command and
control exercised at the state government level, as is the case in
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Canada and Spain, makes the process of reaching agreement
between government entities in Brazil more difficult and complex;
and it makes federal incentives to adhere to national and univer-
sal policies less effective (Dain, 2007).

The challenge of responding to the tension between the objec-
tives of social cohesion and conserving fiscal sustainability
(Cetrangolo, 2007) results in various solutions being adopted by
each of the countries analyzed. From the social cohesion stand-
point, inequality, heterogeneity and fragmentation, more than
poventy, increase the difficulty of engaging various ‘clienteles’
around common goals (Dain, 2007).

reducing aggregate expenditure (ibid.). Thus, the emphasis on evaluating
the decentralization of specific sector policies is justified (Cetrangolo and
Gatto, 2009), as an integral part of the analytical framework underlying
decentralization processes. Given the diversity of possible responses to the
pattern of reforms described above, several questions can be posed:

1.

2.

Is it possible to identify a unique set of advantages and disadvantages
associated with processes and levels of public service decentralization?
Do such advantages and disadvantages vary with the nature of the
policies, such that decentralization is advisable where geography is the
central pillar of the organization of actions and services?

From a comparative standpoint, apart from measuring the degree
of decentralization or a range of countries through indicators, what
other analytical elements should be considered within the princi-
ple of comparability? What elements, if considered, make national
experiences comparable?

Is a corollary of public policy decentralization the strengthening of
local government power and decision-making autonomy, thus tending
to strengthen and create federative structures? Alternatively, could
decentralization be reduced to merely a technical-administrative, and
therefore, ‘de-politicized’ requirement?

Might the political and fiscal model of federative intergovernmen-
tal relations be better suited, than unitary states, to the adoption of
new systems for financing and delivering autonomous, efficient and
effective services?

None of these questions has an easy answer; and each requires a set

of highly complex specifications. Nonetheless, based on these questions,
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the study of decentralization clearly extends beyond its technical-func-
tional and fiscal dimensions. To respond, albeit incompletely, to the
numerous issues raised by the topic, the next section will consider the
logical framework of the study, in an attempt to explicate the rationale of
decentralization processes.

3 METHODOLOGICAL CONSIDERATIONS

Thus far we have considered possible relations between decentralization
and federalism and, almost as a corollary, concentration and the unitary
state. To explain the relations between these mechanisms, this section will
present the underlying rationale of fiscal decentralization and its relation
to social public spending.? Accordingly, Figure 4.1 secks to schematize
that interface between fiscal decentralization, federalism (not necessarily)
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Figure 4.1  Fiscal and social-spending decentralization
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and social policies, in which one impacts the other. This draws heavily
on a similar scheme presented by Jorge Martinez-Vazquez and Cristian
Sepulveda, in a presentation entitled ‘The consequences of fiscal decen-
tralization on poverty and inequality’, given at the international confer-
ence on ‘The Political and Economic Consequences of Decentralization’,
held in Santiago de Compostela, Spain, in November 2009,

Figure 4.1 shows that the approach adopted is grounded in national
fiscal and tax policy, intergovernmental fiscal relations (distribution of
taxation powers, revenue sharing and the distribution of government
responsibilities), national expenditure policies and their subnational coun-
terparts, with the respective incentives for decentralization. These dimen-
sions are conditioned by the institutional framework, with its political and
infrastructural determinants, and macroeconomic and social policies as a
backdrop.

A conceptual reference respects the distribution of powers to imple-
ment social policies between spheres of government (less so in terms of
policy formulation) and, consequently, responsibility for implement-
ing public expenditure in the social area. It cannot be overstated that,
given its nature, expenditure that has national externalities should be the
preserve of central government. This is typical of benefits such as social
insurance or assistance (unemployment insurance, income transfers for
poor families, and support for children, the elderly, and the disabled), the
entitlement to which should be guaranteed equally for all inhabitants of
the different parts of national territory; just as the monetary amount also
needs to be paid equally to all beneficiaries, to avoid triggering migrations
to gain advantages from the benefit.

Another case involves actions and service provision that can be trans-
ferred to government units that are closer to the beneficiary population,
such as education and health; or typically local actions, such as housing
and organization, where subnational government units can be held
accountable for their implementation.

That distinction is also reflected in methods of financing. Social expen-
ditures financed through specific contributions (typical of social insur-
ance) also tend to be organized and commanded by central government,
since payroll taxation through contributions is an exclusive competency
of that sphere (even in the specific case of Brazil, where contributions also
impinge on invoicing and profits, it is also the preserve of the federal gov-
ernment). Note that, despite attempting to copy the welfare state based on
the European-style ‘labor society’, Latin America suffers from a structural
deficiency: lower contributory coverage which, in most countries in the
region, worsened further between 1990 and 2002 (Jiménez, 2006b).

Universal programs, such as education and health, tend to be financed
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out of the budget as a whole and, as such, are more likely to be candidates
for decentralization. In this case, as many programs have been transferred
to intermediate and local governments over the last two decades in Latin
America, it has also been common to assign part of the new or additional
resources transferred from the central government to those programs.
This usually requires intermediate government spheres (when these exist)
and local ones, to use a percentage of what they raise directly (in taxes, for
example), and a percentage of what they receive in revenue sharing from
higher levels of government, to finance an area as a whole (such as main-
tenance of the education or health system, as a form of block grants), or
even specific programs (such as when a specific portion is reserved for basic
or secondary education, or for hospital attendance or health surveillance).

Another way to differentiate the decentralization of social spending not
only encompasses the action or social service that was allocated to subna-
tional governments, but also includes how these are financed. Note that
Latin American social-spending decentralization processes have usually
been accompanied by some of these possibilities* — transfer of power to
raise taxes directly; an increase in freely usable transfers, generally arising
from regular and pre-established sharing in national or regional tax rev-
enues; the ad hoc granting of negotiated transfers, with limited periodic-
ity and objectives, and even financing, targeted on investment projects.
Nonetheless, no evidence has been found of a relation between the degree
of decentralization and the stage of economic development and social
welfare (Cetrangolo, 2007).

Another key consideration for this study concerns methodological
aspects of decentralized social public spending statistics, the analysis of
which is severely limited by the difficulty of obtaining consistent and up-
to-date statistics on same variables for different countries.

While this problem has to be faced even in a simple international com-
parison, it is more serious in the Latin American case, since the region
does not have a common statistical system or base, particularly for public
finances — unlike the European Union, which constitutes a common bloc,
or even in the case of the OECD, which obtains standardized data from
its members. Regarding global statistics from multilateral organizations,
however, these barely manage to break down general government spend-
ing by sphere of government, still less cross-reference with their functions
and programs. The same type of limitation applies to ECLAC, despite its
huge and growing effort to better monitor and report on the situation of
the region.’

Although there is no consistent and comparable statistical base, it should
always be remembered that social public spending as a whole encom-
passes different concepts with very different rationales; and differentiated



78 Decentralization and reform in Latin America

standards can be found even within each expenditure category. Education
is the best example of how such diversity can be expressed in the federa-
tive division of tasks, since it is common for the public school network
providing basic education to belong to local governments, often at the
intermediate level, while the public university network is directly operated
by central government.

Having raised these methodological issues, our next step, with a
continent-wide focus, is to relate the trend of social spending in Latin
America to the rationale of decentralization and resource distribution,
and then analyze social policies at the sectoral level.

4 THE GLOBAL CONTEXT

Despite the succession of international economic crises that have buffeted
the world since the early 1990s, Latin American countries have maintained
a respectable growth trend in social public spending, which rose from a
level of 12.4 percent of GDP in 1990 to around 17.9 percent in 2007. Apart
from increasing significantly, social public spending outpaced GDP in the
region in proportional terms. As noted by Castro et al. (2003), more than
a simple indicator analysis, the trend of social public spending expresses
a (albeit imprecise and approximate) way of measuring public action in
the social areas, which ultimately aims to promote the population’s well-
being. To be precise, when we compare public expenditure between dif-
ferent countries and different points in time, we are really comparing the
actions taken by governments in each country to promote the quality of
life of their inhabitants.

The trend prevailing at the beginning and end of the 1990s — in which
the variation in social public spending became decoupled from GDP
growth — was restored in the late 2000s.

Another way to analyze the evolution and verify the growth trend of
social public spending is to evaluate this indicator in per capita terms.

On average, Latin American public spending in the social sectors
amounted to roughly US$318 per person in 1990-91, and had risen to
US$812 per person by 2008 (at constant 2000 prices) — roughly 150 percent
growth over the period. Even countries with social spending already
above the Latin American average, such as Argentina, Uruguay, Cuba
and Brazil, posted significant growth over the last few years, maintaining
their positions as the largest welfare states in Latin America. Despite the
substantial increase in both absolute and per capita terms, the perform-
ance of social public spending is harder to identify when considering total
public expenditure. Despite rapid growth between 1990 and 2007, social
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public spending remained virtually unchanged relatively at just under 30
percent of GDP.® Given the erratic performance of total expenditure and
the regularity of growth in social spending, the ratio between these two
items (social public spending/total public spending) rose substantially
between the start of the 1990s and 2007. While in the first year of the series
the social area accounted for 44 percent of total public spending, by 2007
the proportion had risen to 61 percent.

Another mode of analysis is by comparison with other regions. Initially,
the region as a whole can be compared with other world blocs (Clements
et al., 2007) using data for 2004, which show general government spend-
ing at 12.7 percent of GDP in the social area in Latin America, above
the equivalent figure for emerging Asia (8.4 percent) and Mid-North
Africa (9.1 percent), but lower than in Eastern Europe (22.8 percent) and
way below the 32.6 percent average among OECD member countries.”
Breaking down expenditure by segment, social protection was the key
component for defining the size of total expenditure and the difference
between regions — Latin American countries (5.4 percent of GDP) spent
more than Asian and African nations, but just one-third of the average
level in rich countries. In relation to the latter, the gap was smaller in the
case of education — expenditure in Latin American countries (4.2 percent)
was two-thirds of the OECD level; but it was wider in the health sector,
where expenditure in the region (2.6 percent) is less than 40 percent what
rich countries spend.

By breaking down Latin American expenditure by country, it is possible
to attempt a comparison against long-term average spending, taking a
restrictive definition and using OECD statistics.® Figures 4.2 and 4.3 show
social public spending by the countries of the region in 2005 and 2008.
The figures evaluate the recent trend of social public spending in Latin
America in 2005 and 2008, using the OECD average to 2005 (20.6 percent
of GDP) as a benchmark. Expenditure in the region displays huge disper-
sion. Apart from the special case of Cuba, the Southern Cone countries
tend to spend more in the social area than other Latin and Caribbean
countries, although Costa Rica and the Plurinational State of Bolivia seem
to be exceptions. Even using a stricter concept and a long-term average
for the OECD, spending in most countries is far below the level in rich
countries. Moreover, in the case of those with higher spending levels (the
Southern Cone) the distance from the level of rich-country spending is
less, but the gap is still enormous considering other results of the provision
of basic social services, or even human development indicators.

Nonetheless, the importance of social public spending for increasing the
population’s well-being cannot be denied. Characterized by high levels of
poverty and social inequality, Latin American countries increasingly need
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Figure 4.2 Latin America and the Caribbean: social public spending
compared to the OECD, 2005 (% of GDP)
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Figure 4.3 Latin America and the Caribbean: social public spending
compared to the OECD, 2008 (% of GDP)
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Source: ECLAC (2010a).

Figure 4.4 Latin America and the Caribbean (21 countries). trend of social
public spending by sector, 199011991 and 2008 (% of GDP)

investments in the social area to promote human development; and in that
context, the trend of social spending in the region raises a natural ques-
tion: which sectors have gained most with the increases in social public
spending? To answer, a figure extracted from ‘Social Panorama of Latin
America 2009’ (ECLAC, 2009) will again be used.

Most of the growth of social public spending in Latin America during
the period under analysis was based on targeted programs, such as welfare
and social security assistance, as shown in Figure 4.4. Between 1990 and
2007, Latin American social public spending grew by 5.2 percentage
points of GDP, with 2.6 percentage points arising exclusively from social
security and the rest from education (1.4 percentage points) and health
(0.7 percentage points).

A short-term analysis (1996-2005) shows that targeting remains quite
intense, since social security and welfare are the main drivers of the growth
of social public spending in the period.

Despite representing considerable progress in terms of public policies,
the growth of expenditure on social security shows, on the one hand, a
targeted effort to meet specific needs, such as social assistance; and, on the
other, investments in services that involve the taxpayer directly, such as
social insurance. Compared to expenses that are often universal services in
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the countries of the region, such as health and education, there is a consid-
erable mismatch between investments in these sectors. This does not mean
that investments in social security are not important, because they generate
social progress by guaranteeing rights for people who, for various reasons,
do not participate in formal labor market mechanisms (retirement, dis-
ability, among others). What we want to show is that the universal services
that largely underpin equal opportunities, such as health and education,
have grown less than social security in terms of public spending.

5 THE SECTOR CONTEXT

Although Latin America encompasses a group of countries with similar
cultural, ethnic, political, social and economic characteristics, differences
in systems of government across the subcontinent, and particularly the
distribution of resources, are striking. Thus, to take better account of the
differences between federative countries and unitary states pursuing a
decentralization process, the study will consider selected social policies for
Argentina, Brazil and Mexico (federations), on the one hand, and Chile
and Colombia (unitary states, engaged in significant decentralization
processes), on the other.

Before starting this comparative section, a number of disclaimers
should be made. As emphasized throughout the chapter, the process
of comparing social expenditure, and even its conceptualization, is not
a trivial matter. To the extent that social spending can be considered a
measure of government efforts to provide well-being to their populations,
an initial exercise involves e¢valuating the real needs of each population.
For example, education, which is considered to be a universal expense
aimed at reducing inequalities, could require widely differing efforts from
country to country. This is because, with different levels (early childhood
education, primary and secondary school, and higher education), there
are different returns for individuals. A society that mainly invests in higher
education, while neglecting basic education, is actually making individual
opportunities less equal instead of reducing inequities. This discussion
can be extended to expenditure on health, social insurance, social security
and all other elements of social public spending. In this chapter, however,
we shall confine ourselves to the trend of indicators and the aggregate
analyses of social spending.

To perform this comparison, public expenditure will be analyzed in seg-
ments, using the rationale presented in Figure 4.4. Initially, total expendi-
ture and its evolution in the selected countries will be shown, including
per capita spending, and then the various sectors of the social area that
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comprise social public spending will be analyzed separately. These are: (i)
social security and assistance; (ii) health; (iii) education; and (iv) housing
and other. The last three segments are those in which decentralization is
occurring most rapidly in Latin America, as in the rest of the world; this
chapter will present the analysis through boxes that individually highlight
the most significant characteristics of that process and note key experi-
ences in a number of countries of the region. As Brazil is the country that
has made most progress in decentralization, the state of the art in terms
of size of social expenditure and its federative division is presented next
(Box 4.2).

Social Spending

Except for Chile, the five selected countries and the Latin American
average displayed a rising trend in social spending as a percentage of
GDP between 1990 and 2007. Considering the Chilean case in slightly
more detail, there was a slow growth of social spending starting in 1996,
which was reversed in 2003, such that by the end of the series, the level of
social public spending was at the same level as at the start. In the other
four countries social spending grew to a greater or lesser degree. Brazil led
the way with social public spending almost 25 percent of GDP in 2007, 10
GDP percentage points more than at the start of the 1990s. (Figure 4.5.)

Mexico and Colombia show very similar results in a point-to-point com-
parison, with spending of just over S percent of GDP in 1990, trending up
to roughly 10 percent in 2007. The difference in the two is in their growth
paths: while Colombia promoted very intensive spending growth in the
first six years before stabilizing, Mexico grew more steadily throughout the
series, but growth was more restrained and regular. The case of Argentina
also deserves comment. Despite being the country with the second-largest
spending and also having progressed in terms of expenditure growth, its
social spending grew more slowly than that of its neighboring countries.
Throughout the series there were fluctuations in social spending, which in
2006 and 2007 were well above 20 percent of GDP. Nonetheless, this was
not enough to lose its status as the country with the largest expenditure in
the area in percentage of GDP.

When the focus of the analysis shifts from percentage of GDP to per
capita spending, the results of the countries are mutually very similar,
except in the case of Argentina. Unlike what happened in the case of
total spending, this country shows the most steeply rising trend of the
five selected countries. Whereas in 1990, average spending per person was
more than US$1,000 (at 2000 prices), in 2007 it had surpassed US$2,000
(in 2000 prices) despite the sharp fall that occurred in 2002-03. GDP
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BOX 4.2 DECENTRALIZATION OF BRAZILIAN
PUBLIC SPENDING IN 2009

Brazil is a federation, in fact and by law, and that gives its decen-
tralization experience particular relevance — it was motivated
much more by political decisions taken during the drafting of the
1988 Constitution, which marked the country’s return to democ-
racy and promoted a vigorous decentralization of tax revenue,
particularly towards local governments. This means that the
decentralization process was not mainly the result of a deliber-
ate plan, but was imposed by the loss of federal government tax
revenue, which required its reduction in general government. But
a decade and a half ago, general government returned to active
social policies. Initially, it adopted deliberate decentralization
processes, in terms of basic education and the national health
system. Recently, it has prioritized consolidating income transfer
programs and expanding social insurance schemes.

Publication of the national consolidation of balance shests for all
governments to 2009" makes it possible to produce an up-to-date
and detailed table of the state of the art, regarding both the size of
the country’s public expenditure and its degree of federative division
— from the standpoint of the government that actually incurred the
expense, but not necessarily the entity that financed it (estimates
were made to provide the breakdown by government function).

In 2009, the level of primary and social public spending
reached significant fevels in Brazil, close to those of the advanced
economies.

Total general government primary expenditure amounted to 37
percent of GDP (if interest and debt service are incfuded, it would
approach 40 percent), just half of which is executed by the federal
government, 30 percent by state governments, and 20 percent by
the municipal governments.

According to the same accounts consolidation, expenditure
on social programs would amount to 24.7 percent of GDP using
a broader definition of social spending. Its relative importance is
even greater when one considers that it accounts for two-thirds
of general government primary expenditure, and represents
around US$2,300 per inhabitant. lis level of decentralization is
not far from the global standard: federal government executed 52
percent of expenditure, with 27 percent being executed by state
governments and 20 percent by municipal governments.
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Consolidated government in 2009: expenditure by function and
federative division (direct execution)

Expenditure/ % of % of function Amount Share
functions GDP

Total Union States Municipalities Total R$/hab %

Total
= Fiscai 36.99 495 30.2 20.3 6,071 100
Pension 11.45 80.5 156 3.9 100 1,879 31.0
saving
Assistance 1.33 751 7.7 17.2 100 219 3.6
Labor 0.98 94.1 3.4 2.6 100 160 2.6
= protection 13.76 81.0 14.0 51 100 2,258 37.2
Education 454 184 38.2 43.4 100 744 12.3
Health 3.73 153 35.9 48.8 100 613 10.1
Sanitation 0.32 03 307 69.0 100 53 0.9
Housing 0.15 0.6 406 58.8 100 25 0.4
= universal 8.75 16.1 37.0 46.9 100 1,436 23.6
Safety/ 1.47 13.0 828 4.2 100 241 4.0
security
Related (*) 0.71 241 48.3 29.7 100 116 1.9
= Social 2468 523 27.2 20.6 100 4,051 66.7
= other 2.48 39.3 50.6 10.1 100 407 6.7
authorities
= others 9.82 452 326 22.2 100 1,612 26.6

Note: *Environmental management, culture, sports and leisure, citizens’ rights.

Source: Prepared by the author on the basis of the 2009 balance sheet
consolidation, published by the Treasury, 3 August 2010.

Those aggregate results conceal quite varied sizes, both in terms
of the nature, and (particularly) in relation to the responsibility of
each sphere of government.

A breakdown of social spending by type shows that, in rela-
tion to GDP in 2009 13.8 percent was accounted for by social
protection functions, 8.7 percent by universal services, and 2.2
percent by related programs (such as public safety, leisure, sport,
culture). Excluding the last category, under the stricter definition
and possibly better for the purposes of international comparison,
social spending is on the order of 22.5 percent of GDP (in line
with the ECLAC statistics mentioned above). A compatrison of the
other two shows that targeted programs absorb nearly 1.6 times
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more resources than those considered universal, and it is pre-
cisely those that are essentially centralized.?

The social protection bloc is led by social insurance (11.5
percent of GDP) which alone absorbs 31.0 percent of Brazilian
primary expenditure. As would be expected, 81.0 percent of
expenditure is undertaken by the central government, because
that level includes the general regime of retirement and pensions,
including workers from the private sector (the subnational share
of expenditure is explained by the income paid to retired civil
servants, and pensioners). Labor (1.0 percent of GDP) includes
unemployment insurance among other programs, and for that
reason displays the highest level of centralization (94 percent)
among social spending. Social assistance has expanded (1.2
percent of GDP), and central government accounts for three-
quarters of this, following the consolidation and expansion of the
Bolsa Familia income transfer program.

Universal programs consist mainly of education (4.5 percent
of GDP) and health (3.7 percent) because public expenditure
on sanitation and housing is very low (0.32 and 0.15 percent,
respectively). Decentralization predominates here. Although the
federal universities are the largest in the country, the large
public basic education network which is increasingly decentral-
ized implies that municipalities account for 43 percent of social
spending on education, followed by 38 percent by the states, and
just 18 percent by the federal government. In the health sector,
although the central level provides most of the financing, expendi-
ture is increasingly decided on by other spheres of government;
and, surprisingly, local government alone accounts for half of
all spending, compared to 38 percent at the state level, and 15
percent at the federal level. The municipal predominance is also
significant in the small amount spent on sanitation and housing,
with virtually no expenditure executed by the federal government
(although it finances part of that spending).

Although Brazil has a volume of non-social public spending, by
the government as a whole, way above the level in other Latin
American countries, the federative composition of that spending
is not very different from the pattern seen in the other countries.

Social protection is expenditure made mainly by the central
sphere of government, especially if there is no special pension
regime for civil servants, as there is in the Brazilian case but not
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in many other countries. A degree of decentralization is expected
only in the case of social assistance when it involves actions
(such as shelter for the homeless) that have lost ground in rela-
tion to the benefits of income transfer programs.

In a totally different federative scenario, expenses on so-called
universal or structural programs, such as education, health, low-
income housing and sanitation, tend to be decentralized, with an
intensity that is greater to the extent that the country is organized
as a federation — in other words, a unitary state that opted for an
intensive program of fiscal decentralization. The major difference
between Brazil and other decentralized Latin American countries
is possibly the importance of municipal governments, which is
growing and already a majority in that case.® In the other coun-
tries, the intermediate government spheres must predominate
- see the discussion of the role of municipalities in the region’s
social policies in Cetrangolo (2006).

Notes:

1. The balance sheets of all government entities are consolidated by the
Ministry of Finance and published on the National Treasury portal at: hitp://
www.tesouro.fazenda.gov.br/hp/est_consol_geral.asp. It is important to note
that publication merely presents a summary of the amountis reported by
its balance sheet, without any critical evaluation. For the purposes of this
analysis, intergovernmental transfers were eliminated. This means that
the standpoint of this calculation is that of the government responsible for
direct expenditure execution, for which reason only the expenses actually
undertaken by that government level are calculated (moreover, such trans-
fers recorded as expenditure when granted amounted to 8.4% of GDP, but
revenue actually collected was 8.1%).

2. The priority for expenditure on protection in relation to universal services
can also be seen in terms of the trend in Brazil. It is interesting to note that,
in comparison, a similar survey based on the consolidation of government
balance sheets for 2004 found an increase of 1.04 percentage points of GDP
in expenditure on the three functions identified as social protection (pensions,
assistance and labor five years ago spent 11.07%, 0.65% and 1% of GDP,
respectively), compared to an increase of just 0.53 percentage points of GDP
in the group encompassing the four so-called universal functions (education,
health, sanitation and housing spent 4.36%, 3.46%, 0.30%, and 0.12% of
GDP, respectively).

3. Comparing the federative division of by Brazilian consolidated government
expenditure in 2009 with that of 2004, there is a clear increase in the local
share in the two main universal programs: health, which jumped from 41% to
49% of national expenditure, and education from 35% to 43%, in both cases,
compared to reduction in the share of the federal and state levels.

Source: Prepared by the author.
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Figure 4.5 Latin America ( selected countries and Latin America and the
Caribbean): social public spending (%% of GDP)

per capita spending in relation to other countries should be highlighted.
Compared, for example, to Brazil, the country with the second highest
level of per capita spending, Argentina has almost double Brazil’s level of
social spending per capita. More accentuated still, is the distance in rela-
tion to the continental average.

In terms of the rate of growth of per capita social spending, the other
four countries all behaved very similarly to the Latin American average.
Only Brazil displayed a slightly faster growth at the end of the series. In
terms of the volume of spending through time, Brazil and Colombia stand
out for opposite reasons. Brazil, despite being close to the average, always
had its per capita social spending above the Latin American average,
reaching a level of roughly US$1,000 (at 2000 prices) in 2007. In contrast,
Colombia displayed a level clearly below the continent average through-
out the time series, barely surpassing US$500 per capita (at 2000 prices).

The next step is to analyze the trend of social spending separately for
each sector mentioned at the start of this section. Before that, however,
it is worth noting, in relation to the purpose of this analysis, that the
performance of social spending as a whole was matched by increases in
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the level of expenditure undertaken by subnational governments in the
region. Jiménez (2006a) compared spending by subnational governments
as a proportion of GDP from the second half of the 1980s until the first
half of the first decade of the twenty-first century; apart from Brazil, he
found increases in seven countries of the region (Argentina, Bolivia, Chile,
Colombia, Costa Rica, Mexico and Paraguay) - led by a 3.5 percent of
GDP increase in the case of Argentina and also Mexico.

Although there is a lack of disaggregated and consistent data that
would make it possible to prepare a matrix cross-referencing expenditure
by nature and function and government program, there is evidence (to be
discussed below, by expenditure blocs) that the greater presence of sub-
national spheres in Latin American governments over the last few years
has been associated with better provision of social services. Nonetheless,
if the progress in social spending and decentralization, in themselves, can
be seen as positive from the standpoint of democratization of the region
and traditional federalism ideas, by bringing service provision closer to the
most benefited community, this could also pose new problems if the trans-
fer of responsibility for spending to subnational levels of government were
not matched in terms of financing capacity. If such a mismatch existed, it
would not be long before problems of jurisdiction, efficiency and macr-
oeconomic stability started to appear. There is thus a very full agenda of
issues to be addressed by evaluations of the decentralization process in
the region, for which, at least for those that can be done in the regional or
continental sphere, the lack of a consistent and up-to-date statistical base
needs to be overcome. This is a problem that cannot be overstated in this
study.

Social Security and Assistance

As noted above, the expansion of social public spending in Latin America
has been based on targeted social programs. Except for Chile, the analysis
by country does not address this thesis. Brazil and Colombia, in par-
ticular, show very significant growth of spending on social security and
assistance (which are typically targeted social expenses) throughout the
1990s and 2000s. Brazil, which in 1990 spent just over 8 percent of GDP
on this type of social expenditure, in 2007 was close to 13 percent of GDP.
Colombia posted even stronger growth, from around 2 percent of GDP at
the start of the series to nearly 7 percent of GDP in 2007 — more than trip-
ling expenditure on this type of policy. It is also worth noting that Brazil
became the leader in this type of expenditure among the selected countries.
In the mid-1990s, Brazilian expenditure on social security surpassed that
of Argentina, and this trend has been maintained.
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Mexico is the leading country in this sample. At the start of the series it
had virtually no social security expenditure, but by the second half of the
2000s, its expenditure was around 2 percent of GDP. In Argentina, despite
some growth in this type of targeted expenditure, the trend increase was
very small, and can be better described as stability rather than growth.
Chile alone reduced its targeted spending, reaching a level of just below 6
percent of GDP in 2007, compared to nearly 8 percent of GDP at the start
of the 1990s.

In brief, on average, targeted social spending in Latin America and
the Caribbean rose from around 5 percent of GDP at the start of the
time series to nearly 8 percent by the end of the period (2006-07). This
movement probably should also cause expenditure on security and social
welfare to increase their weight on the budgets of the region’s govern-
ments, reversing the gap seen from the structure of spending in advanced
economies. Between 1970 and 2000, de Mello (2004) noted that this group
consumed just 22 percent of central government expenditure, less than 5
percent of intermediate expenditure and under 3 percent of local expendi-
ture, whereas the same proportion was significantly higher on average in
the OECD (34, 13 and 15 percent by the respective government spheres).
This also means that if this is a typically centralized form of expenditure,
the tendency is more accentuated in Latin America than in the more
advanced economies.

This gap between regions should have diminished after the turn of
the century. There is no doubt that the most dynamic components of
the recent trend of social spending in the region were social security
and poverty reduction. In this case, it is worth noting that conditional
transfer programs are now reaching significant proportions in some coun-
tries. According to Jiménez (2006a), the beneficiaries-to-population ratio
reached 25 percent in Mexico (Oportunidades), 16 percent in Brazil (Bolsa
Familia), 9 percent in Jamaica (Avance) and 4 percent in Colombia, with
expenditure levels of around 0.3 percentage points of GDP in these four
countries. Box 4.3 examines new issues that are arising for the federative
organization of the region, in relation to a specific arrangement used by
the formulation and execution of those new programs within the federal
and local government spheres, which excludes the intermediate level, with
the Brazilian case the most clear-cut example of this process.

Health
Along with expenditure on social security and assistance, public health

expenditure, characterized as universal, has also grown since the early
1990s, but in a significantly smaller proportion. As an average for the
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BOX 4.3 POVERTY REDUCTION AND
FEDERALISM REVISITED

As a response to the structural problem of poverty and the
adverse circumstances faced by emerging economies at the turn
of the century, several initiatives were undertaken to create and
expand income transfer programs.

In Latin America, the motivations were different, and so were
the time periods; often more than one program was created in the
same country and then consolidated; conditionality was a very
common element, but the point that was always common was the
design of the policy and implementation of expenditure directed
by the central sphere of government. While the initiatives were
welcome and, in principle, successful in reducing poverty, new
issues were raised for the federative or decentralization debate
because the relation between decentralization and the impact
of public policies, particularly policy to reduce poverty and social
inequalities was not always directly visible (Martinez-Vazquez
and Sepulveda, 2009).

Here, again, the Brazilian case is emblematic.! The federal
government rapidly became the main financier and direct execu-
tor of such programs, particularly after consolidating several of
them in the Bolsa Familia program. This led to a direct relation
with beneficiaries (apart from that achieved within the general
social insurance regime, in which local governments played a
secondary role of maintaining cadastres (property registers) and
monitoring the supported families, whereas state governments
had no function — either coordination or evaluation.

In other countries, however, this change may have been even
more radical than in Brazil and is causing changes in the fed-
erative pattern and even in the organization of states. The vast
majority of federations follow a classical model formed by the
union of member states; local government is a creation of each
state. Thus, in these federative countries, in principle, central
government does not deal directly with the local sphere. Brazil
has always been an exception to that rule, however.

Progress with income transfer programs, particularly in a
region with chronic poverty and inequality such as Latin America,
is raising new challenges and important issues for federalism
and fiscal decentralization that have not yet been analyzed and
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responded to in the necessary depth. The basic issue is: what
are the repercussions of the creation and expansion of social
income transfer programs by central governments, for intergov-
ernmental relations and for the federative division of resources
and expenditure?

The challenge of making public services more efficient
and effective requires greater attention to social policies — as
Cetrangolo (2006, p. 25) warns, ‘When social programs involve
local governments it is necessary to combat cronyism, generate
adequate information and establish compensatory financing’.

Intergovernmental relations need to be rethought — in particu-
lar owing to the trend of central government to relate directly to
the lower spheres of government, producing or even dispensing
with interference from the intermediate level of government. The
greatest concemn is that such assistance programs lack integra-
tion with other social and regional development public policies,
to make it possible to address the structural issue; and, in the
medium or long term, with the acceleration of growth and job
creation, welfare benefits could be reduced.

Note: 1. For a detailed analysis of this issue, see Afonso (2007).

continent, expenditure in this sector rose from 3 to 3.5 percent of GDP in
1990 and 2007.

Brazil is the country with the greatest growth in public health expendi-
ture: in 2007, it reached a level of just over 4.5 percent of GDP, close to
the Argentine level, whereas in 1990 it was slightly over 3 percent of GDP.
Chile and Argentina, despite having different levels of health expendi-
ture, displayed a relatively constant trend, of roughly 1 percent of GDP
between one point in time and the other: whereas health expenditure in
Chile rose from just under 2 percent of GDP to 3 percent, Argentina grew
from just over 4 percent of GDP to around 5 percent.

Public health expenditure in Colombia and Mexico was atypical. In the
first case, there was significant growth from 1990 to 1999, rising from 1 to
3 percent of GDP. Nonetheless, the subsequent period until 2003, saw a
sharp fall to the level of 2 percent of GDP, before stabilizing at that level.
In the second case, expenditure initially fell until 1997 (from 3 to nearly 2
percent of GDP), before slowly recovering to regain the initial level of 3
percent in 2007.

The decentralization of health and education expenditure is a typical
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and well-established feature of the most advanced federative experiences
in South America. Jiménez (2006a) reported that, in 2003, the subnational
governments’ shares of national expenditure in these two areas was 59
percent in Argentina, 52 percent in Bolivia (Plurinational State of), 50
percent in Brazil and 48 percent in Colombia (in the last two countries, only
municipalities were counted). In a review of the composition of expenditure
by nature in each of the three spheres of government in 1970 and 2000,
de Mello (2004) showed that health accounted for 70 percent of federal
expenditure in Latin American countries, compared to 9 percent among
OECD governments, whereas the opposite was true of other government
levels (at the intermediate government levels 14 percent compared to 90
percent, and in local government 8 percent compared to 11 percent, respec-
tively). In other words, if the structure of expenditure in wealthy countries
was taken as a paradigm, it would be possible to predict that health will lose
ground in the central government budget in Latin America, while increas-
ing its size among subnational governments. Box 4.4 discusses a number
of characteristics of this process in the region, based on a literature review.

Education

Public expenditure on education is the only category, among the four
types of social expenditure being analyzed, in which all five countries have
made progress in the 1990-2007 period, despite highly fluctuating paths in
some cases — particularly Brazil and Colombia.

Between 1990 and 2007, Argentina is the country that spent most public
funds on education, rising from just over 3.5 percent of GDP in the first
year of the series to just over 5 percent in the final year. These figures are
very similar to those reported by Brazil, where expenditure was slightly
lower than in Argentina in the respective years. Nonetheless, public
expenditure on education throughout the 1990s was much more volatile in
Brazil than in Argentina. Up to 2001, expenditure in Brazil rose and fell
successively, before restabilizing. In the Argentine case, there was steady
growth until 2003, when there was a fall, before resuming regular growth
once again. The behavior of education expenditure in Argentina is similar
to the Latin American average compared to Brazil, since it is characterized
by a very smooth series without sudden changes.

Chile and Mexico are two other countries displaying a very smooth
curve of public education expenditure, implying a steady rate of growth
through time. Both countries start from a level of expenditure close to
2.5 percent of GDP at the beginning of the 1990s. Mexican expenditure
grew rapidly until 1995, before stabilizing around 4 percent of GDP. In
contrast, Chile’s expenditure grew slowly but steadily until 2003, when it
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BOX 4.4 HEALTH AND DECENTRALIZATION IN
LATIN AMERICA

To a greater or lesser extent, each of the five countries selected
to represent Latin America in this analysis displays a developed
process of decentralization in its respective health system.
This characteristic could be projected for the other Latin
American countries and be classified as a common feature.
This explanatory box reviews a number of Latin American
health systems.

Argentina

From the standpoint of intergovernmental relations and decen-
tralization, the Argentine health system has changed little since
the 1990s.! According to Uga and Santos (2007), ‘although
the Ministry of Health is the top authority, the provinces have
autonomy to formulate and implement public health policies
and are also responsible for service provision. In that system,
the municipalities are responsible for implementing the pro-
grams and services within their jurisdictions, but municipal
autonomy and responsibility are defined by each province.
Under these conditions, the 1990s reform basically affected the
social security and health system ... and did not greatly alter
the federative system in terms of inter-governmental relations’
(Uga and Santos, 2007, p. 542). Changes to the already highly
decentralized system were marginal, as shown in the following
table:

Number of public sector establishments, by level of dependency,
1980-1995

Year National Provincial  Municipal Other official  Total
dependency
1980 51 3,507 903 187 4,648
(1.1%) (75.5%) (19.4%) (4.0%) (100%})
1995 16 4,628 2003 324 6,971
(0.2%) (66.4%) (28.7%) (4.6%) (100%)

Source: Belmartino et al. (2001).




Reflections on two decades of social spending

In simplified terms, the health actions of the Argentine public
sector can be described as municipalities being responsible for
basic health care for the population, with their actions being
undertaken independently. Central government operates in the
provinces through Health Ministry delegations supported by
other agencies. The Ministry of Health and Social Assistance has
decentralized agencies, which strengthens the network nature of
the country’s public health system (Piola and Cavalcante, 2004).

Colombia

The Colombian public health system has become more decen-
tralized since the early 1990s, as a result of the regular transfer of
central government powers to the municipalities, which now regu-
late the private and public agencies that participate in the system.
Note that along with the transfer of competencies to regional gov-
ernments, the 1990s reform also promoted a downsizing of the
state’s role in providing health services (privatization). A system
was created ‘of private insurance, financed by public and private
funds, and consisting of private health insurance companies -
Entidades Promotoras de Salud (EPS) — and private and public
health service providers — Instituciones Prestadoras de Servicios
de Salud (IPS) (public hospitals reorganized under the legal form
of State social enterprises with private management tools)’ (Uga
and Santos, 2007, p. 538).

One of the principles governing the Colombian health system
since then has been public financing of private insurance for
low-income population groups. In other words, there is targeting
within the country’s public health system, because only the target
public has its expenses financed by the public sector. Even health
expenditure, which, in principle, is a universal type of expense,
involves means testing with access limited to specific population
groups. Thus, as in most Latin American countries, social spend-
ing in Colombia is predominantly targeted; this aspect of health
expenditure strengthens this situation even further.

Chile

The Chilean health system was decentralized earlier, starting in
2000, during the government of Ricardo Lagos: ‘The Ministry of
Health started to play a more regulatory role, leaving the health
supervisors (Superintendencias) to undertake direct actions and
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monitor private and public actions. To streamline the system
and health units, mechanisms for decentralizing powers to the
regional authorities and self-management of hospitals will be
introduced in the ministry’s work system’ (Biasoto, 2006, p. 291).

Mexico

As in the Colombian case, Mexico also developed a health
system with a high level of targeting. As part of the fiscal adjust-
ment imposed on developing countries in the 1990s, the Mexican
government prioritized ‘specialization in the medical sphere in
terms of public health, the aim of which was to ascertain the
population’s needs and meet demand by ensuring equilibrium
between those needs and resources’ (Almeida and Pégo, 2002,
cited by Ugé and Santos, 2007).

According to Merino (2003), ‘two decentralization processes
can be distinguished in Mexico. The first occurred during the
1980s in an attempt to decentralize the management of health
service delivery. In that process, the management of several
hospitals and other health services was transferred, and insur-
ance and health institutions were integrated at the local level.
Nonetheless, this process was identified with a deconcentra-
tion of functions rather than a decentralization process, since
no policy formulation responsibility was transferred to the local
level. The second decentralization process began in 1996, when
it was presented as one of the key strategies of the health sector
reform program of 1995-2000. The central pillar of that program
consisted of reversing the excessive centralism of the health
system and, consequently, the apparently inefficient resource
allocation decisions: failure to specify the responsibilities of each
level of government, excessive bureaucracy and inertia in deci-
sions regarding the destination of expenditure between the states
(Merino, 2003)’ (Ugéd and Santos, 2007, p. 540).

Brazil

According to data obtained by Afonso and Castro (2010), public
health expenditure in Brazil has featured two contrasting trends
since the introduction of the 1988 Constitution: first, from 1988 to
1997, greater centralization, with the Union accounting for one-fifth
of expenditure in 1988, and one-half in 1997; second, from 1990
to 2008, greater decentralization, with subnational governments
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raising their share of expenditure from just over 55 percent in
1998 to roughly 71.5 percent in 2008. A detailed explanation of
the Brazilian health system is provided in Box 4.1.

Note: 1. One of the explanations for this process is the decentralization of health
services in Argentina that occurred in 1978.

attained the level of 4 percent of GDP. Since then, expenditure declined
until the end of the series, when education expenditure amounted to just
over 3 percent of GDP.

Lastly, public expenditure on education in Colombia displayed slow
growth in a point-to-point comparison: from 2.5 percent of GDP to
roughly 3 percent, with rapid growth until 1998/99, followed by a
subsequent decline, also rapid, until the end of the series.

While education expenditure was highly sensitive to the business cycle, it
was also essentially decentralized, alongside health, as noted above — at the
start of this decade, nearly half of expenditure was made by subnational gov-
ernments in Argentina, Bolivia, Brazil and Colombia, according to Jiménez
(2006a). But unlike the pattern described for health, if the structure of public
expenditure in the advanced economies was a paradigm for Latin American
countries, the recommendation would be to slightly expand further the
municipalization of education but greatly reduce the space that the sector
occupies in budgets at the intermediate government level and, in particular,
the central level. This is because, according to de Mello (2004), between 1970
and 2000, education accounted for 17 percent of local expenditure in Latin
American countries, compared to 19 percent in the OECD, while accounting
for 26 percent in central government expenditure compared to 8 percent, and
36 percent of expenditure by intermediate government entities compared to
26 percent. A brief evaluation of that process based on specific bibliographic
references on the subject is presented in Box 4.5.

Despite higher spending by all countries in the education sector (also
a universal expense), the increase was less intensive than that of targeted
expenditure such as social security. It is interesting to note that invest-
ments in health and education, which are a priori defensible as universal
social-welfare-enhancing expenses, also have potential complementarities,
particularly in federative and decentralized countries. In other words, as
noted by de Mello and Pisu (2009), actions targeted on policy initiatives
in the education area (health and welfare assistance), which seek com-
plementarity in health care (education), can be made more effective by
government action to promote social development.
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BOX 4.5 EDUCATION AND DECENTRALIZATION
IN LATIN AMERICA

Most Latin American countries currently have a decentralized
education system. Di Gropello (1997) shows, for the five countries
analyzed here (Argentina, Brazil, Chile, Colombia and Mexico),
the periods in which there were changes in the responsibilities
attributed to the different spheres of government. Chilean munici-
palities started to manage primary schools in 1981, whereas in
Colombia the 1991 constitution made municipalities responsible
for schools’ physical infrastructure.

The Argentine education system started its decentralization
process following the military dictatorship period, which began
the process of transferring certain responsibilities to the provinces
(Krawczyk and Rosar, 1999). According to Barreyro (2003), the
decentralization process gathered pace under the Menem gov-
ermnment (1989-99) when school administration passed directly
to the country’s 24 provinces.! 1978 and 1992 can be considered
key years for the transfer of management responsibility from the
central government to the provinces, in the case of primary and
secondary schools, respectively (Di Gropello, 1997), even though
the initial attempts at decentralization occurred during the govern-
ment of Arturo Frondizi (1958-62) (Falleti, 2004). Furthermore,
1994 can be seen as a landmark year, because it was then that
the Federal Education Act was signed, in which the central gov-
ernment undertook to transfer resources to the provinces to help
finance education.

An interesting feature in the recent history of Argentine edu-
cational policies is the emergence of targeting within education
expenses, which have typically been classified as universal.
Throughout the 1990s, the Argentine government adopted pro-
grams that directed resources towards specific schools, leaving
the others without those benefits. The funds in question could be
used to buy materials, books and equipment; undertake works
to repair and expand school facilities; award study scholarships;
and finance specific pedagogical guidance (Barreyro, 2003). As
the volume of targeted social spending in Argentina already out-
weighed its universal expenses, this feature of educational policy
made targeting even more important in determining the country’s
social policies. '
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In Mexico, the process began in 1992, when the states took over
responsibility for primary schools. Apart from operational responsi-
bility, the federal government also transferred financial resources,
students, and human resources (teachers) to the states. Mexico's
educational decentralization is criticized for making state gover-
nors mere educational administrators, without power to promote
an improvement in educational services (Mizrahi, 2004).

in Brazil, the educational decentralization process intensified
following the 1988 Constitution, and became a system char-
acterized by high levels of fragmentation and broad autonomy
for federal entities in educational management (Draibe, 2002).
Afonso and Castro (2010) use the official statistics of the Brazilian
public sector to show that the states and, mainly, municipali-
ties, have increased their share of public education expenditure
since 1988. Whereas subnational governments accounted for 58
percent of total public sector education spending in 1988, this
proportion had risen to 85.5 percent by 2008.

Note: 1. Dussel et al. (1998) argue that, although the provinces directly manage
Argentine schools, there has been a vigorous recentralization of the educational
system on four fronts: the establishment of common basic educational contents;
evaluation of the education system; teacher training; and the implementation of
compensatory policies. In that way, the authors suggest that the decentralization
process in Argentina was merely apparent and, in reality, the central government
under Menem did not give up control of the country’s education policies.

Urban Development

The final point to be addressed in relation to public spending in other
social areas, particularly housing, stands out from the rest because it dis-
plays two different behavior patterns in the two decades under analysis.
Whereas in the 1990s, Latin American countries kept their spending in the
sector virtually stable (there was even a slight decline), in the 2000s there
was a positive change of direction, with rapid growth until 2007, by which
time it reached a level of roughly 17 percent of GDP. This dynamic can be
clearly seen in the individual cases of Mexico and Argentina. In Mexico,
housing expenditure was just under 1 percent of GDP in 1990, rising to
just over 1 percent of GDP in 1999, and ending the series (2007) above 2
percent of GDP. In Argentina, expenditure started at 1.6 percent of GDP,
dropped to 1.5 percent of GDP in 1999, before reaching nearly 2 percent
of GDP in 2007,
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The cases of Brazil and Colombia are opposites in terms of housing
expenditure. These countries start from very different levels at the begin-
ning of the series: Brazil with just under 1.5 percent of GDP, and Colombia
with 0.5 percent. By the end of the 1990s, the roles reverse, with Brazil
spending around 0.5 percent of GDP and Colombia spending 1 percent.
Since then, the situation has reversed once again, with Brazil increasing its
expenditure and Colombia reducing it. Brazil and Colombia reached the
end of the series with public expenditure on housing of 1.7 and 0.5 percent
of GDP, respectively.

Housing expenditure in Chile remained stable at roughly 0.25 percent of
GDP throughout the series. Compared to other types of social spending,
this category is relatively small and it has not grown significantly over the
last two decades.

6 TARGETING VERSUS UNIVERSALIZATION:
WHAT WORKS IN LATIN AMERICA?

Considering the share of each of the four functions discussed above
(welfare and social security assistance, health, education and housing) in
each country’s social spending, a profile of the social policy bias adopted
in each country can be identified; also an attempt can be made to find a
pattern that characterizes the contemporary Latin American welfare state.

As shown in Figure 4.6, besides from Mexico, expenditure on social
security and welfare assistance predominates in the countries analyzed in
the 200607 period. When the more highly targeted housing expenditure is
included, targeted policies clearly dominate (to the detriment of universal
ones) in Argentina, Brazil and Colombia. This relation is almost identical
in Chile, but more favorable to universalization in Mexico, owing to the
high proportion of education expenditure in that country.

Despite not reporting on the trend of the targeting/universalization
relation, the results shown in Figure 4.6 show the current position of
Latin American countries in terms of social policies. Although it presents
two very important sectors characterized by universal service provision
— health and education — it is targeted social policies ~ social security
(or insurance) and welfare assistance - that absorb the largest volumes
of social spending, thus demonstrating a clear tendency towards public
expenditure targeting. In other words, there is a clear preference for
policies that require some type of means-testing to target a specific public,
rather than policies that cover everyone regardless of the characteristics of
the population in question.

Box 4.6 discusses the controversies in Brazil.
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Source:  ECLAC (2009).

Figure 4.6 Latin America (selected countries): per capita social spending,
2006/2007 (dollars at 2000 prices)

7 FINAL COMMENTS

This chapter has put forward a number of conclusions that are worth
highlighting. It described the functioning and rationale of the distribution
of public funds for the social area in Latin America, explaining the ration-
ale of fiscal decentralization and how it relates to social spending. Several
issues were raised in this context, such as the need for the decentralization
process. The rationale of the functioning of the distribution of expenditure
makes it possible to infer and analyze the quality and targeting of such
expenditure in the region.

As noted throughout the text, despite the economic crises that buffeted
Latin America, particularly in the 1990s, social spending has maintained a
growth trend over the last 20 years. In terms of both total expenditure and
per capita spending, Latin American countries have shown a rising trend
in investment in the social area. This result, however, warrants special
attention.

In the global analysis for the group of all countries comprising Latin
America, the increase in social spending is concentrated in the social
security and welfare assistance sector, which attains a level of roughly 7
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BOX 4.6 CONTROVERSIES IN THE BRAZILIAN
DEBATE

The polemics surrounding universalization versus targeting have
become involved in the tax reform debate in Brazil, and warrant a
critical review of the two extreme points of view.

A predominant idea among Brazilians who defend the country’s
social policies is that all that matters in financing this segment is
an arrangement that channels ever-larger amounts of resources
to the sectors in question. Accordingly, a social-type tax reform
would, at least, leave untouched the current system of earmark-
ing resources for social spending; and, ideally, it would increase
such funding sources still further. This would be the ‘progressive’
school of thought, which focuses the issue of social policy financ-
ing on a single point — more resources are needed to finance
actions which should be universal (Serra, 2002). This argu-
ment, which marked the preparation of the 1988 Constitution,
when the overall Brazilian tax burden was around 22 percent of
GDP, continues to be repeated in exactly the same form, over
two decades later, and despite the tax burden having jumped to
over 35 percent of GDP, most of which is explained by the social
contributions that were created (financial profit and transactions)
or increased (revenues and wages) during the period. Another,
‘neoliberal’, current of opinion focuses on the efficiency of spend-
ing in the social area, and advocates increased targeting of public
action so as to reduce the total amount of resources needed for
the area (Ministério da Fazenda, 2003; and Neri, 2003). The criti-
cism of universal services aims to gain space in a limited social
expenditure budget. The issue of financing, to some extent, will
continue to be a matter of size: targeting social policies to achieve
less social and total public spending.

An alternative, equidistant between the two extreme points of
view, argues that quality also should be considered and even
prioritized. This does not mean ignoring quantity, but it needs to
be reconciled with better quality in the way it is financed and also
spent. As pointed out by Ocampo (2008), a challenge to achieve
a better balance between universalization and targeting is to
strengthen the tax system and make it more progressive, even
increasing direct taxation. This is curious because the following
questions are rarely asked, on the revenue side for example:
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‘From where and how are the public funds to be channeled into
social spending obtained?’ or, ‘What are the economic and social
impacts of taxes assigned to the social area?’. On the expendi-
ture side, from time to time other questions are raised, such as:
‘What do we spend public funds on and how?’ or, ‘What is the
cost per beneficiary, and what is the return?’. But, these two
types of question are seldom asked together: ‘Where do the
public funds channeled into the social area come from and where
do they end up?’. Put more simply: ‘Who pays and who receives
public funds?’. Studies on the distribution of taxes and expendi-
ture between families by income category are rare in Brazil, as
also in the rest of the Southern Cone, although studies have been
conducted in a number of countries in the Andean Community
(Barreix et al., 2007).

Source: Prepared by author.

percent of GDP. Education and health expenditure currently account for
just over 2 percent of GDP.

For a separate evaluation of expenditure by each country, see ECLAC’s
‘Social Panorama of Latin America, 2009’ (November 2009). In classify-
ing the matrices of social protection in the region, countries are divided
into groups that weight the level of expenditure and coverage (see pp.
39-40), as follows:

® Group I: Countries with universal regimes.
® Group 2: Countries with dual regimes.
e Group 3: Countries with so-called ‘family’ regimes.

Using this division, despite a number of differences, the divergence
between expenditure on social security and expenditure on education and
health seems to be a trend, as can be seen in Table 4.1. Public spending
on social security and welfare assistance virtually doubles health expendi-
ture, except in group 3 countries; and social security expenses generally
also outweigh education expenses. In the latter case, group 3 is again the
exception, with education expenditure surpassing social security.

One of the conclusions is that, as health and education are sectors with
decentralized expenditure, the inherent characteristics of providing social
welfare and insurance services result in these services being targeted. Apart
from that, all but a few countries have designed social insurance services in
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Table 4.1 Latin America ( country groups): social expenditure indicators around 2007 (country group averages)

Group of countries Social public Social public  Social public spending Social public Social public
spending per spending as a in welfare and spending in health spending in
capita (in dollars)®>  percentage of social security asa  care as a percentage education as a
GDPs percentage of GDP? of GDP2 percentage of GDP?
Group 1: Argentina, 1,102 17.7 7.9 3.9 45

Brazil, Chile, Costa
Rica, Panama and
Uruguay
Group 2: Colombia, 638 13.0 49 2.2 43
Mexico and Venezuela
(Bolivarian Republic
of)
Group 3: Ecuador, 178 10.2 2.6 2.3 4.1
El Salvador, Bolivia
(Plurinational State of),
Guatemala, Honduras,
Nicaragua, Paraguay,
Peru and Dominican
Republic

Notes:
2 In dollars at 2000 prices data for 2006-07. Simple average of each group of countries.
b In dollars at 2000 prices data for 2006-07. Simple average of each group of countries. Does not include Nicaragua.

Source:  ECLAC (2009).
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the form of individual insurance schemes, where the taxpayer finances his
or her future pension. Accordingly, despite guaranteeing a fundamental
workers’ right in situations of unemployment, social insurance is not a
universal expense, nor does it affect the whole population equally, as in the
case of universal services.

Another point highlighted in this chapter is that, beyond a descriptive
analysis and measurement of indicators, the data provided by the analy-
sis of the distribution of social spending yield an important finding. The
amounts in question can be used to infer the design of public policies in
the region.

By concentrating social spending on social security, Latin American
countries end up designing public policies that are more targeted than
universal. Although most countries offer universal health and education
services, most investments in highly targeted services ultimately display
a clear preference for policies that require some type of means-testing, to
target a specific public rather than policies that cover everyone regardless
of their characteristics.

In terms of social policies in Latin American countries, an intensifica-
tion of decentralization is currently coinciding with greater pressure from
social movements and changes in intergovernmental relations, which
combine with those stemming from the government’s federative practices.
Changes such as these, which expand participation by society and local
government mechanisms — whether in unitary states or in federations —
affect the formulation, management and financing of public policies.

The juxtaposition between the various movements described does not
mean that they are similarly motivated, however. Various combinations
of the main vectors of change can be seen in public policies, not only in
the central countries, but also in the less developed nations including Latin
American ones. Those combinations end up generating significant changes
in public policy design.

The first line of change relates to reforms of the state and social protec-
tion systems, which alter the public-private relation, diversify forms of
financing and the scope of social protection in the context of the macr-
oeconomic adjustments and stabilization policies initiated in the 1970s in
both central and peripheral countries. Those reforms have repercussions
in the coverage and amount of monetary benefits, and also in the extension
and quality of the provision of public services.

The second line of change concerns the association between redemoc-
ratization and decentralization. In Latin America, the reforms discussed
above are juxtaposed with the redemocratization of the continent, which
largely involves the decentralization of political power and tax revenues,
and devolution of administrative autonomy to subnational governments,
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particularly municipalities. At the same time, there is a recognition of the
population’s civil rights, and incorporation of social movements in the
formulation, control and execution of public policies, which is essential for
strengthening social cohesion. Furthermore, globalization has been stimu-
lating the organization of supranational federations, as shown by the crea-
tion of the European Union, as a way to maintain political, economic and
social cohesion between nations. Solutions are also sought to problems
relating to rising costs, insufficient coverage, inefficient management and
dissatisfied clienteles, which strengthen the need for reforms and promote
their effectiveness. Those changes, in turn, alter financing patterns, forms
of regulating supply (level, quality and the geographical distribution of
services, for example), together with strategies for management and pur-
chase of services. This route map, which is frequently, but not exclusively,
associated with decentralization, includes separation between service
financing and provision, and has privatization as its end point.

The analysis of comparative studies does not seem to offer a single
answer to the momentum of change seen in many countries. In other
countries, not only were socioeconomic indicators very different at the
outset, there were also differences in political processes, administrative
structures, resource availability (public and private) and service supply
networks. These specific features explain the variety of results obtained.
In a comparative study involving 12 federations, Watts (1996) notes that,
also in practice, there is no single and permanent model of the central
government-subnational government relation in countries that adopt
federalism. Oscillation between centralization and decentralization is
intrinsic to federative systems and can be seen in the path followed by the
countries, he explains. That author also highlights the difficulty of measur-
ing degrees of centralization versus decentralization, since there are many
possible arrangements in the legislative, administrative, and fiscal spheres,
as well as in constitutional rules and in the characteristics of the decision-
making process, which display different levels of dependency, political
influence and fiscal control between the various spheres of government.

Despite such differences, several aspects are common to all cases. There
has been decentralization of political and administrative power, and also
of resources, both in federative structures and in unitary states. Although
there is an a priori association between federalism and decentralization, a
comparison between countries shows that even in unitary states, the shifts
that have occurred have not been limited to a mere deconcentration of
management and use of resources, but genuine decentralization has been
taking root.

A final comment concerns the limitations faced in undertaking this
analysis. There is no doubt that the structural changes undertaken in the
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region in the last few years — ranging from fiscal decentralization to an
active stance in formulating and executing social policies and culminating
in conditional income transfer programs — require a significant redesign
and improvement in the collection of expenditure data, in terms of both
coverage and disaggregation,

NOTES

1. The concept of ‘social spending’ is not simple to define. The main focus of this study,
Latin America, has been displaying a rising trend in social spending, specifically
education, health, social security and social assistance; yet the measurement of such
expenditure can vary substantially from one country to another. As noted by ECLAC,
the calculation of social expenditure in 15 out of the 21 countries considers only central
government or the budgetary central government (in other words, it includes only
amounts approved in the budget law); two other countries include general government
(encompassing all levels of public administration); while three countries also include
public enterprises. Only one country includes the entire public sector in the calculation
(ECLAC, 2010a).

2. Asnoted by de Mello (2004, p. 4), ‘“The consideration of the principal-agent nature of
decentralized service delivery has highlighted a finer distinction between delegation and
decentralization. Delegation is preferred when subnational governments are best suited
as agents of the center and when clear incentives for efficiency gains can be put in place’.

3. For a detailed discussion on the fiscal decentralization relation and impact on public pol-
icies, see Martinez-Vazquez and Sepulveda (2009). See also United Nations (2010) which
finds an ambiguous impact of fiscal decentralization on poverty. Another key study
of the relation between fiscal decentralization and social cohesion is von Haldenwang
(2008), who attempts to show that promoting social inclusion and equity requires a favo-
rable fiscal environment, including characteristics such as horizontal and vertical equi-
ties, and a fiscal decentralization regime based on the principles of market conservation,
fiscal equivalence and accountability.

4. When constructing indicators for the 1980-97 period de Mello (2004) found reason-
able decentralization indicators for Latin America — for example, tax autonomy was
49 5%, compared to 41.4% in the OECD; and vertical imbalances were 28.4% compared
to 40.4%, respectively. The situation was different in terms of expenditure, however:
subnational expenditure of 3.3% of GDP in Latin America compared to 14.7% in the
OECD, resulting in relative weights in total expenditure of 15.0% compared to 31.0%,
respectively.

5. ECLAC’s mission includes providing information on the economic and social situation
of the region through official documents. For that purpose, the organization regularly
compiles data on social spending in Latin America and the Caribbean, which is officially
reported through specific documents and/or electronic media. An example is the ‘Social
Panorama of Latin America’ (ECLAC, 2005, 2009, 2010b) which, apart from reporting
on the trend of social spending, periodically includes a relevant topic on social issues in
the region, highlighting the actions taken by Latin American countries in relation to that
topic. For example, monetary transfers and the downward trend of poverty and income
inequality indicators are the special topic of the 2009 document (ECLAC, 2009).

6. As Figure 4.2 shows, despite fluctuations in the trend of public social spending, the
average is maintained over the period.

7. The Organisation for European Economic Co-operation (OEEC) was set up in 1948 to
support the Marshall Plan to rebuild member countries after the Second World War. In
1961, it became the Organization for Economic Cooperation and Development (OECD),
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and it currently encompasses 31 countries which produce over half of the wealth of
the entire planet. These are countries with a high human development index (HDI) a,
high level of income per capita (except Mexico and Turkey, which are considered high-
middle-income countries) and a high level of socioeconomic development.

8. The data used for this comparison were taken from the OECD’s ‘Social Expenditure
Database (SOCXY’, available at: http://stats.oecd.org/Index.aspx?datasetcode=SOCX_
AGG. (accessed 13 October 2010). This database encompasses the 30 OECD coun-
tries for the 1980-2005 period. The main social policy areas are: the elderly, social
security (including social assistance and insurance, health, family, active labor market
policies, unemployment, housing and other social policy arecas). Given the greater
economic and social development of this bloc, a comparison of indicators reflects an
attempt to lay down a reference point for promotion, in other words, the closer Latin
American indicators are to those of the OECD, the better the provision of resources
to society.
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5. Fiscal decentralization and public
investment

Luiz de Mello*

1 INTRODUCTION

Latin America’s investment-to-GDP ratio is low by international compar-
ison. Although it has trended upwards in recent years, the region’s average
share of gross fixed capital formation in GDP — the national accounts’
standard gauge of investment activity — is somewhat lower than that of the
high-income countries in the OECD area and much lower than that of the
fast-growing emerging Asian economies, such as China and India.! Latin
American governments also invest relatively little by emerging-market and
developing country standards, a feature of Latin American public finances
that can be attributed to macroeconomic volatility in the 1980s and 1990s
and subsequently fiscal duress. The private sector accounts for the bulk
of investment, but its participation in infrastructure development and
upgrading is held back by institutional and regulatory constraints.

At the same time, the state of existing infrastructure in most Latin
American countries suggests that spending on operations and mainte-
nance is equally low. The region fares relatively poorly in international
comparisons on the basis of a host of indicators of infrastructure quality
and in terms of surveys of business sentiment. Arguably, a combination
of low investment and poor infrastructure quality is holding back growth.
In addition, access to infrastructure is unequal among the different social
groups, which acts as a drag on social development.

Decentralization poses challenges for the delivery and financing of
investment by the government. Many countries in Latin America have
embarked on ambitious decentralization programs, often driven by a
return to democratic rule in the 1980s, which have devolved a number
of expenditure functions, including investment, and revenue sources to
the subnational layers of government. Public finance theory nevertheless
highlights important difficulties associated with the decentralization of
public investment. In particular, subnational governments are discour-
aged from financing investments whose benefits are likely to spill over
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across jurisdictional borders and whose sunk costs are too high for sub-
national budgets, especially in the presence of constraints on subnational
borrowing. Many Latin American countries have failed to put in place
arrangements for joint financing and service delivery across and within
the different levels of administration that could address these difficulties.
To shed light on the link between decentralization and investment in
Latin America, this chapter discusses trends in gross (fixed) capital forma-
tion and government spending on investment programs. The chapter also
provides some empirical evidence on the effects of decentralization on
investment based on a panel of countries for which data on investment are
available from the World Bank’s World Development Indicators (WDI)
and the International Monetary Fund’s Government Finance Statistics
(GFS) databases since the late 1990s. The empirical analysis suggests that
decentralization discourages Latin American subnational governments
from investing (acquiring fixed assets) and that lower subnational spending
on investment is associated with lower economy-wide gross fixed capital
formation. Latin American countries will therefore need to face a double
challenge of revisiting the current arrangements for decentralized provi-
sion that discourage subnational government investment, while making
the most of decentralization as a policy lever to raise private investment.
The chapter is structured as follows. Section 2 reviews trends in invest-
ment spending in Latin America and compares and contrasts these trends
with those of OECD countries and emerging-market peers. Section 3 reviews
the arguments for and against the decentralization of investment func-
tions. Section 4 presents the empirical analysis. Section S discusses the main
empirical findings and draws lessons for Latin America. Section 6 concludes.

2 HOW DOES LATIN AMERICA COMPARE WITH
OECD COUNTRIES AND EMERGING-MARKET
PEERS?

Trends in Investment

Latin American and Caribbean countries invest relatively little by interna-
tional comparison. Gross fixed capital formation accounted for less than 20
percent of GDP on average in Latin America from the early 1980s until the
mid-2000s, when it began to rise gradually to close to 22 percent of GDP
in 2008 (Figure 5.1). Except for brief periods since 1970, this ratio has been
persistently lower than the average of the high-income countries in the
OECD area, as well as that of the fast-growing Asian countries, including
China and India. To some extent, comparatively low investment-to-GDP
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Figure 5.1 Investment trends. international comparisons, 1960-2008

ratios reflect the macroeconomic turmoil faced by most of the larger
economies in Latin America in the 1980s and early 1990s, characterized
by erratic growth and high inflation, which has discouraged investment,
especially in infrastructure projects.? An economic boom during 2003-08
has been accompanied by rising investment-to-GDP ratios.

Investment is financed predominantly by the private sector in Latin
America and the Caribbean. Government-financed investment accounted
for about 4.4 percent of GDP on average during 2000-08 in the Latin
American countries for which information is available from the IMF’s
World Economic Outlook database (Figure 5.2).> Much as in the case
of private investment, government spending also trended downward in
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Figure 5.2 Composition of investment across countries, 1980-2008

relation to GDP from the carly 1980s until the 2000s. To some extent falling
government investment during the 1990s reflects macroeconomic and fiscal
adjustment, which often took a toll on capital expenditure, as well as a
change in the composition of total investment away from public sources
due to increased private sector participation, including through the privati-
zation of public enterprises in many of the largest economies in the region.*

Information is not readily available on a cross-country comparable
basis on the sectoral composition of gross fixed capital formation between
infrastructure and non-infrastructure investment. Data on government
outlays on operations and maintenance of the infrastructure stock are also
difficuit to come by. It nevertheless appears on the basis of outcome indi-
cators that an additional side-effect of fiscal duress in the 1990s has been a
neglect of basic infrastructures.

The Quality of Infrastructure

Latin America fares poorly in international comparisons of conventional
indicators of infrastructure quality. In particular, there are important
deficiencies in areas that have a bearing on social development, such
as water and sanitation, which affect the health status of the popu-
lation (Table 5.1). Investment deficiencies may therefore compromise
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Table 5.1 Infrastructure quality indicators: Latin America and OECD, 1989-2008

Latin America OECD
Mean Median No. Mean Median No.
Countries Countries

Telecommunications

Lines (per 100 population) 23.0 21.0 33 40.8 41.6 29

Internet subscriptions (per 100 population) 9.3 53 33 22.9 23.6 29

Telephone subscriptions (per 100 population) 110.8 109.8 31 150.4 152.6 29

Cell phone subscriptions (per 100 population) 87.7 91.9 31 109.6 110.4 29

Computer at home (per 100 population) 4.6 2.8 5 499 42.6 4

TV (2007) 96.7 96.7 2 97.6 98.3 6
Transport

Rail (million tons of goods per km) 39,140.6 6,672.5 10 148,118.3  12,039.0 24

Rail (million passengers per km) 36,910.9 313.0 7 23,465.8 6,759.0 27

Road density (km of road per sq. km of land area) 1354 71.7 3 118.8 115.3 16

Paved roads (% of total) 47.7 38.2 3 734 79.3 15
Water and sanitation (1970-2008)

Improved water source (% of population with access) 86.8 91.0 24 99.1 100.0 23

Improved sanitation facilities (% of pop. with access) 74.7 80.0 24 99.0 100.0 20
Electricity (1970-2008)

Value lost due to outages (% of sales) 4.1 2.8 18 1.0 0.0 6

Transmission and distribution losses (% of output) 15.6 14.2 21 7.9 7.5 29

Source:  World Bank (World Development Indicators).
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longer-term development targets. This is important because there has
been considerable progress over the years in many areas, but a number of
countries in Latin America and the Caribbean remain far from the targets
set out in the Millennium Development Goals.

In addition, access to infrastructure is fairly unequally distributed in
the region, and arca-wide averages mask important differences in access
across social groups. Based on evidence for eight Latin American coun-
tries, Marchionni and Gliizmann (2010) show that, in some cases, access
is extremely concentrated in the upper-income quintiles. For example, in
Peru only | percent of households from the poorest quintile have a fixed
phone line, against almost 70 percent of households from the richest quin-
tile. In the case of access to water/sanitation and gas, however, there does
not appear to be a strong bias in access across income groups, at least as
far as measured on the basis of household expenditure.

Poor infrastructure may hinder economic growth. It is difficult to gauge
the effect of investment in general, and infrastructure in particular, on
long-term output growth. Causality often runs in the opposite direction,
so that growth tends to drive investment, rather than the converse.’ But,
while empirical evidence is by and large inconclusive in this area, it is fair
to argue that efforts to improve infrastructure would also yield a growth
dividend to the extent that it promotes productivity gains and reduces
production costs.

3 THE ROLE OF SUBNATIONAL GOVERNMENTS

There are a number of constraints to the full decentralization of public
investment functions to subnational governments, especially in the area
of infrastructure development and upgrading. First, the sunk costs asso-
ciated with public investment are often too high to be fully financed by
subnational budgets, whose revenue mobilization and borrowing capacity
is lower than that of higher levels of administration. Second, subnational
governments may be small; it is therefore difficult for them to make the
most of economies of scale and network effects in provision, which tend to
be large in the case of investment programs, especially for infrastructure
services. Third, public investment projects often create externality effects,
because the benefits they create would also likely accrue to neighboring
jurisdictions, whereas the costs of provision would need to be internalized
by the providing jurisdiction.

As a result of these constraints, it is often argued that subnational gov-
ernments may — and they often do - carry out public investment projects,
although financing should be provided at least in part by the center. Joint
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financing would allow for dealing with the effects of externalities and econ-
omies of scale, which would otherwise discourage subnational provision,
and for mobilizing the necessary funds that would otherwise overwhelm
subnational budgets.

Financing

Many Latin American countries rely on the earmarking of revenue to
finance public investment. This is the case of all levels of administra-
tion, not only among subnational jurisdictions. In Brazil, revenue from
the excise tax on fuels is earmarked for transport, including capital and
recurrent spending. In Peru, local governments can only spend funds
from the canon and sobrecanon royalty from natural resources on capital
investments. Earmarking is extended to shared revenue in some countries,
as is the case of Nicaragua and Paraguay, for example, where a percent-
age of shared revenue is earmarked for investment in infrastructure. In
Guatemala, one-eighth of VAT revenues is earmarked for infrastructure
in social and basic services, while a share of the tax on motor vehicle
registration is earmarked for maintenance and improvements of roads.
In Costa Rica, recent legislation provides for the possibility of increasing
transfers to the local governments to assume new competencies, including
infrastructure development. In some cases, revenue earmarking is also
used as a regional development tool, by favoring investment in economi-
cally disadvantaged regions. This is the case, for example, of Ecuador,
where a conditional capital investment grant is targeted to the Amazon
region. In Mexico, at least 20 percent of the investment grants (Fondo
de Compensacion) from the federal government must be assigned to the
poorest 10 states and used by the municipalities of those states.

A reliance on revenue earmarking to finance investment is, in contrast
with the experience of most OECD countries, where investment projects
carried out by subnational governments are often financed through block,
conditional or matching grants from higher levels of government. Among
Latin American countries, this is also the case of Chile where financing tends
to be provided in the form of central government grants. While recognizing
that different grants serve different purposes, there is a trend among several
OECD countries towards increased flexibility in the grant system, especially
in those countries where current arrangements are administratively cum-
bersome and where local government autonomy is curtailed by restrictive
conditionality. The main disadvantage of revenue earmarkingis that it com-
plicates expenditure management and discourages efforts to improve the
cost-effectiveness of government expenditures, because policy makers are
unable to reallocate scarce budgetary resources to cost-effective activities.
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In some cases, financing arrangements focus on investment projects
and neglect to provide assistance for the recurrent costs of operations and
maintenance to jurisdictions that may be unable or unwilling to finance
those associated expenditures. For example, Peru attempted to decentral-
ize much of its road network to provincial and municipal governments
but then failed to provide financing for the associated recurrent expendi-
tures (Gutman, 1999). This resulted in a widespread deterioration of the
network and, ultimately, recentralization (Humplick and Moini-Araghi,
1996; Burki et al., 1999). In Brazil, federal assistance is now provided
to those states that have accepted responsibility for maintaining federal
roads in their jurisdictions.

The presence of strict regulatory restrictions on subnational borrowing
to finance investment programs also distinguishes Latin America from
the OECD area, where borrowing is allowed in most countries subject to
a golden rule (that is, long-term borrowing is allowed to finance capital
expenditure only). Efforts to curtail subnational profligacy, to align
subnational fiscal policies with overall macroeconomic objectives and to
consolidate fiscal adjustment at all levels of administration are the main
reasons for the introduction of tight controls on subnational borrowing
in many countries in Latin America. But arrangements vary across coun-
tries. In most cases, subnational governments are not allowed to borrow
abroad, whereas in those countries where foreign financing is permitted,
central government approval is required. Local government borrowing
is banned in Chile, Dominican Republic, Ecuador and El Salvador, for
example. In other countries, administrative constraints apply, as in the
case of required approval by higher levels of government and/or the leg-
islature (for example, Nicaragua). More-flexible arrangements, whereby
subnational borrowing is subject to prudential requirements based on debt
service parameters, are in place in Argentina, Bolivia, Brazil, Colombia,
Ecuador, Mexico and Peru, for example.b

Dealing with Economies of Scale and Externalities

Conditionality is often introduced in intergovernmental transfer systems
to deal with externalities in subnational government provision. Earmarked
or matching grants can be used to ensure that at least part of the costs and
benefits of provision can be fully internalized by local residents. This is the
case when the share of delivery costs, that exceeds the benefits of provi-
sion that can be internalized by local residents, can be compensated by
the donor to the service provider. Of course, in practice, the design of such
grants is complicated by the fact that externalities are not directly observ-
able. Matching grants may therefore exceed the level required for mitigating
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the disincentives for provision arising from cross-border spillovers. These
grants may also be complex to administer. Another difficulty associated with
matching grants is that they may be underutilized in poorer jurisdictions,
where support from higher levels of administration is most needed, because
these jurisdictions may be unable to match the volume of resources avail-
able to them. As discussed above, revenue earmarking is the most common
arrangement for financing investment in Latin America, and experience with
matching grants is considerably more limited. Conditional grants are also
less common in Latin America than in other parts of the world.

[n addition to intergovernmental transfers and grants, horizontal
arrangements can be put in place to internalize benefits that straddle juris-
dictional borders and reduce provision costs by maximizing economies of
scale. Experience with such cross-border joint ventures is, nevertheless,
rather limited in Latin America, in contrast with a number of OECD
countries, especially in Europe, where various arrangements are in place,
especially for transport, urban waste management, water supply, fire
fighting and hospital administration. Norway also has an interesting expe-
rience with joint ownership of power plants, which allows neighboring
jurisdictions to cut costs in providing energy services. In Latin America,
the Brazilian experience with intermunicipal consortia in the area of
hospital administration is rather rare in the region.

International Comparisons

Institutional settings vary a great deal, involving different degrees of sub-
national participation in the design and financing of investment projects.
As a result, conventional decentralization indicators, such as the share
of subnational capital expenditure in total public investment, can be
misleading to the extent that subnational autonomy is not taken into con-
sideration. In addition, internationally comparable data are very difficult
to come by, even for very crude measures of infrastructure expenditure
decentralization and the associated financial flows across levels of admin-
istration, including capital transfers. Despite these caveats, the IMF’s
GFS data on the acquisition of fixed assets across the different levels
of administration allow for a comparison of the composition of public
investment in Latin America and the OECD area. Ideally, because of
greater consistency between private and public investment and among the
different levels of administration, the national accounts would be a more
appropriate source of data than budgetary sources.

On the basis of the indicators presented in Table 5.2, there does not
appear to be much difference in the composition of investment across the
different layers of government between the Latin American and OECD
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Table 5.2  Public investment across levels of government (acquisition of fixed capital in % of GDP, accrual basis,
averages since 1995 )

General Different layers of government
government Central Middle tier Local
Investment Total Investment Total outlays Investment Totaloutlays Investment Total outlays
outlays
Latin America
Argentina 1.3 29.6 0.2 19.5 0.8 11.0 0.3 2.4
Chile 1.4 20.5 1.2 20.5 - - 0.2 2.6
Colombia 1.9 359 0.6 33.6 0.4 4.5 0.9 6.1
Mexico! - - 0.5 15.9 - 7.0 - 1.4
Peru! 24 19.0 1.2 18.3 0.4 32 0.8 2.3
Venezuela (Bolivarian - - 1.7 25.7 - - - -
Republic of)!
OECD (excluding Chile and Mexico)
Italy 0.6 47.8 -0.2 39.0 - - 0.8 15.0
Japan 1.1 37.8 - - - - - -
Spain 1.9 38.6 0.4 27.3 0.8 13.6 0.7 6.1
France 0.7 52.6 0.1 45.5 - - 0.6 10.4
United Kingdom 0.5 42.0 0.0 389 - - 0.5 12.1
Australia 0.6 345 0.1 25.3 04 13.9 0.2 2.3
Germany -0.1 46.5 0.0 30.9 0.0 13.1 0.1 7.2
Switzerland! 22 37.4 0.1 20.1 1.1 14.6 1.0 9.6
United States 1.2 36.3 0.1 21.0 - - - -
Canada! 2.3 40.7 0.3 18.7 1.0 214 1.0 7.4

Note: ! Cash basis.

Source: International Monetary Fund (Government Finance Statistics).
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countries for which information is available, at least as far as the ratio of
acquisition of fixed assets to GDP is concerned. Of course, there are limi-
tations to GFS data, including the fact that most countries do not report
investment spending for the different layers of administration in a sys-
tematic manner and that in some cases investment is carried out through
extra-budgetary funds that are not consolidated in the fiscal accounts.

4 EMPIRICAL EVIDENCE

Because of the dearth of data on subnational capital spending, it is difficult
to test empirically the extent to which indicators of fiscal decentralization
correlate with trends in subnational investment. Instead, simple invest-
ment equations can be estimated to compare the main determinants of
investment across the different layers of administration and to distin-
guish the effect of decentralization on investment in subsamples of Latin
American and other countries.

Comparison with the Literature

The theoretical literature is inconclusive on the possible effects of fiscal
decentralization on investment. The Oatesian and Musgravean tradition
of fiscal federalism places limited emphasis on the composition of public
investment across the different layers of administration. As discussed
above, public investment would be best carried out and financed by higher
levels of administration in the presence of economies of scale and spillover/
network effects, which would discourage subnational provision and result
in a suboptimal supply of public investment. The theoretical literature
also shows that horizontal tax competition, which is likely to arise from
the decentralization of revenue sources to lower levels of administration,
could result under certain conditions in suboptimal investment (Hulten
and Schwab, 1997).

By contrast, another strand of literature shows that competition among
same-level jurisdictions could affect the composition of expenditure,
leading subnational governments to overinvest in public goods that
would make their jurisdictions attractive to private investment (Keen and
Marchand, 1997). Consistent with this strand of literature, there is some
empirical evidence that decentralization is associated with higher levels of
subnational spending on infrastructure projects. The cross-country evi-
dence reported by Estache and Sinha (1995) suggests that more decentral-
ized countries, especially in the developing world, tend to spend more (total
and subnational) on infrastructure projects. Recent evidence reported by
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Kappeler and Vilila (2008) for European countries shows that decentrali-
zation tilts the composition of public investment towards more productive
projects, notably infrastructure, a finding that the authors attribute to
increased fiscal competition brought about by decentralization.

Turning to the quality of infrastructure, there does not appear to be
a strong correlation between the extent of fiscal decentralization and the
quality of services. On the basis of cross-country data, Humplick and
Estache (1995) estimate the impact of decentralization on the performance
of several infrastructure projects, including roads, electricity, and water.
Using different measures of decentralization in each sector, the authors
find that at least one performance indicator improved in each sector as a
result of decentralization. Nevertheless, the correlation between decentrali-
zation and performance was not strong in general. This finding is consist-
ent with the raw correlations between the decentralization indicator used
in this chapter (the share of central to subnational government revenue or
expenditure) and indicators of the quality of infrastructure, which are also
rather poor, although revenue decentralization is associated with a lower
density of fixed telephone lines in the Latin American subsample.

A different strand of literature has delved into the effect of decentraliza-
tion on the efficiency of investment. Evidence for Spain (Esteller and Solé,
2005) and Bolivia and Colombia (Faguet, 2004) suggest that decentraliza-
tion has made investment decisions more responsive to local preferences
and needs, which improves the composition of the capital stock among the
subnational jurisdictions.

Data

The World Bank’s WDI database contains information on investment
spending (gross fixed capital formation and gross capital formation, which
includes changes in inventories) for a variety of developing, emerging-
market and developed countries. The split between private and public
investment, and the decomposition of government spending across the
different layers of administration, which is important for assessing the
effect of various arrangements for financing expenditure in a decentral-
ized setting, are nevertheless not available in the WDI database. To some
extent, this deficiency can be remedied by using data available from the
IMF’s GFS database, which provides information on government acqui-
sition of fixed assets for the central, middle-tier and local levels of admin-
istration (excluding public enterprises and off-budget expenditures). The
GFS series are nevertheless very short, reflecting the transition to a new
methodology in 2001 and a dearth of data on subnational finances for the
vast majority of countries.
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Despite these data deficiencies, it is possible to shed some light on the
cross-country determinants of investment using information for a panel
of up to 44 countries, including at most six Latin American countries
(Argentina, Bolivia, Brazil, Chile, Colombia and Costa Rica), during the
19892008 period.

Estimation Strategy

The methodology for estimating the effects of decentralization on invest-
ment is simple: the GDP ratios of gross fixed capital formation and
government spending (central and subnational levels of administration,
separately) on the acquisition of fixed assets are regressed on an intercept,
an indicator of decentralization and a set of control variables.” To proxy
for decentralization, an indicator constructed as the ratio of central to sub-
national government (middle tier and/or local governments) total (capital
and current) revenue is included among the regressors.?

The selection of control variables is guided by the empirical literature
and data availability, and include: GDP growth (reflecting the effect of
faster growth on the demand for investment), GDP per capita (to proxy
for the affordability of investment), the share of agriculture in GDP (to
proxy for economic structure and its effect on the demand for investment,
especially infrastructure), the ratio of government spending to GDP (to
proxy for the size of government), the ratio of foreign direct investment
(FDI) to GDP (which reflects supply-side considerations and the avail-
ability of external financing for investment projects) and the urbaniza-
tion rate (reflecting density effects, which are known to affect the price of
infrastructure services provided through networks). The control variables
are lagged to deal to the extent possible with possible simultaneity. The
lagged dependent variable is also included in the regressions, because the
investment series tend to be autocorrelated.

A preliminary assessment of the data shows that the decentralization indi-
cators (expenditure or revenue) correlate poorly with the share of investment
(gross capital formation or gross fixed capital formation) in GDP at the 5
percent level of statistical significance. In the subsample of Latin American
countries, however, revenue decentralization is negatively correlated with the
shares of gross fixed capital formation and gross capital formation in GDP.
There is also a strong positive correlation between revenue decentralization
and the share in GDP of subnational government spending on fixed invest-
ment, a finding that is driven by the non-OECD and non-Latin American
countries in the sample. By contrast, in the subsample of Latin American
countries, revenue decentralization correlates strongly with central (rather
than subnational) government spending on fixed investment.
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The Baseline Results

The baseline results, reported in Table 5.3, are estimated by fixed effects.
On the basis of the Hausman test, the null hypothesis that the fixed effects
are uncorrelated with the other regressors is rejected by the data in all
specifications at classical levels of significance. As is usual in the empirical
literature, the lagged dependent variable is included among the regress-
sors, because the investment or government spending ratios are serially
correlated,? resulting in the estimation of a dynamic panel. Because it is
correlated with the fixed effects, the lagged dependent variable was instru-
mented using its own lags (two lags) as instruments, and the adequacy of
this instrumentation strategy was assessed on the basis of an overidentifi-
cation test. Due to the dearth of data on subnational government spend-
ing, the lagged dependent variable was not instrumented in the regressions
using subnational investment as the dependent variable.

The main results of the regressions are as follows. The lagged dependent
variables are positively signed and statistically significant in all models.
The estimated coeflicients (between 0.33 and 0.69) are statistically differ-
ent from unity and suggest that the impact of the regressors on invest-
ment is considerably stronger in the long term than in the short run. For
example, if revenue decentralization were to rise by 1 percent, the share
in GDP of subnational government spending on investment would fall
by 0.06 percentage points in the short term and by twice as much in the
long term. In addition, gross fixed capital formation and central govern-
ment spending on investment are unaffected by the extent of revenue
decentralization.

As for the control variables, GDP growth affects gross fixed capital
formation positively but not central or subnational government spend-
ing on investment. A country’s level of development, proxied by GDP
per capita, affects gross fixed capital formation and central government
spending on investment positively. Nevertheless, subnational govern-
ment investment seems to be lower, not higher, in wealthier countries.
A large share of agriculture in GDP is associated with higher central
government investment ratios. The size of government, proxying for the
user cost of capital, is associated with lower subnational spending on
investment, while having no discernible impact on gross fixed capital
formation and central government investment. The availability of exter-
nal financing, proxied by the ratio of FDI to GDP, does not seem to be
a powerful predictor of investment.!® The urbanization rate is positively
associated with subnational government investment, which likely reflects
the role played by lower levels of administration in the provision of
urban amenities.



9cr

Table 5.3  Decentralization and investment: regression analysis

Dependent variable:

Gross fixed capital

formation (log, % of GDP)

Government spending
on investment (central

government, % of GDP)

Government spending on
investment (subnational
goverments, % of GDP)

Lagged dependent variable

Baseline determinants
GDP growth (%)

GDP per capita (log, in PPP)
Agriculture value added (log, % of GDP)
Government spending (log, % of GDP)
Decentralization index (log)

FDI (log, % of GDP)

Urban population (log, % of population)

0.63%*
(0.063)

0.01%+*
(0.002)
0.16%*+*
(0.054)
-0.03
(0.023)
0.06
(0.034)
0.00
(0.002)
0.01
(0.004)
-0.36
(0.250)

0.69%*+
(0.062)

0.01%+*
(0.002)
0.13%*
(0.0533)
-0.03
(0.022)
0.07%*
(0.034)
0.00
(0.002)
0.00
(0.004)
-0.36
(0.243)

0.40%**
(0.129)

-0.01
(0.017)
0.91*
(0.497)

0.42%
(0.190)
~0.72
(0.494)

0.00*
(0.013)

0.00
(0.028)
0.16
(2.492)

0.4]%%*
(0.128)

0.00
(0.017)
0.90*
(0.498)

0.41+*
(0.190)
~0.62
(0.514)

0.00
(0.013)

0.00
(0.028)
-0.26
(2.506)

0.52%%*
(0.152)

0.03
(0.040)
_4.45%%*
(1.445)
~0.01
(0.352)
~1.81%*
0.771)
~0.06%*
(0.026)
0.04
(0.044)
68.62%**
(9.858)

0.33%%
(0.130)

0.03
(0.033)
2.25%
(1.268)
0.11
(0.289)
~0.69
(0.683)
0.00
(0.027)
0.00
(0.038)
39.76***

(10.011)
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Interactions with Latin America dummy

Government spending (log, % of GDP) -0.19 —0.87 —6.39%**
(0.159) (2.750) (1.440)
Decentralization index (log) —0.03%%* ~0.03 —0.12%*
(0.009) (0.122) (0.053)
Model statistics
Estimator FE FE FE FE FE FE
No. of observations 338 338 183 183 62 62
No. of cross-sectional units 39 39 29 29 9 9
R? (within) 0.68 0.70 0.29 0.83 0.7 0.82
Hausman: Prob > F (p-value) 0.00 0.00 0.05 0.10 0.00 -
Overidentification test (p-value) 0.02 0.04 0.26 0.32 - -

Nore:  All models include an intercept (not reported). Standard errors are reported in parentheses. Statistical significance at the 1, 5, and 10
percent levels is denoted respectively by (**¥), (**), and (*). The lagged dependent variable is instrumented and two lags are used as instruments

(except for the subnational government investment model).

Sources: Data available from World Bank (World Development Indicators) and IMF (Government Finance Statistics); and author’s estimations.



128 Decentralization and reform in Latin America
What about Latin America?

The subsample of Latin American countries is too small and the time series
are too short for estimating separate regressions to shed further hght on
the effects of decentralization on investment. Instead, the main variables of
interest — the size of government and the revenue decentralization indicator
— were interacted with a dummy variable identifying the subsample of
Latin American countries (that is, the dummy variable takes the value
of ‘1’ for the Latin American countries in the sample and ‘0°, otherwise).

The regression results are instructive. While the main findings are com-
parable to those of the baseline regressions for the control and the lagged
dependent variables, there appear to be significant differences between
Latin America and the other countries in the sample with regard to the
effect of revenue decentralization on investment. In particular:

® Revenue decentralization appears to discourage subnational gov-
ernment investment in Latin America but not in the other countries
in the sample. The baseline finding of a negative association between
revenue decentralization and subnational government investment is
therefore driven by Latin America. Moreover, revenue decentraliza-
tion also discourages gross fixed capital formation in Latin America,
while encouraging it in the other countries. As a result, the baseline
finding of no association between revenue decentralization and
gross fixed capital formation is also driven by Latin America.

o The size of government — measured as the ratio of government
spending to GDP — discourages subnational government investment
in Latin America, unlike the other countries in the sample, a finding
that drives the baseline result of a negative association between
the size of government and subnational government investment.
By contrast, the size of government is a good predictor of gross
fixed capital formation in the subsample of countries that excludes
Latin America. The baseline finding of no association between
government size and investment is again driven by Latin America.

5 DISCUSSION OF THE EMPIRICAL FINDINGS:
IMPLICATIONS FOR LATIN AMERICA

The empirical findings reported above suggest that there are specific
characteristics of fiscal decentralization in Latin America that impinge
on investment and distinguish the region from other parts of the world.
These characteristics may include, as discussed above, a reliance on
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revenue earmarking, the presence of strict restrictions on subnational
borrowing and limited use of intergovernmental grants and transfers to
deal with externality and economies of scale effects in the provision of
investment. Of course, there are important differences in institutional set-
tings among the Latin American countries that should not be neglected.
But, as far as the countries in the region share, albeit to different degrees,
these main characteristics, two policy challenges can be identified in light
of the empirical findings reported above. First, Latin America will need
to eliminate the distortions associated with decentralization that discour-
age subnational governments from investing and, second, the countries in
the region will need to create appropriate conditions to make the most of
decentralization as a policy lever for lifting private instrument.

Eliminating the Policy Distortions that Discourage Subnational
Governments from Investing

Removing regulatory uncertainty

The assignment of expenditure functions across the different levels of
administration is particularly complex, especially in the sectors where
investment needs tend to be large. In the case of network industries,
which include most infrastructure sectors, regulatory, oversight, financ-
ing and service delivery functions are often unbundled and assigned to
different layers of administration. This may create an overlap of man-
dates (which creates uncertainty) and incentives for cost-shifting across
the different levels of administration (which discourages governments
from investing and the private sector from participating in infrastructure
development and upgrading). International experience shows that Latin
America is not alone in having to grapple with these issues. Because it is
one of the most decentralized countries in Latin America, Brazil offers
an interesting example in the case of water and sanitation, a sector where
jurisdictional uncertainty among the municipalities, the states and the
municipal and state water companies has discouraged both private and
public investment. The key policy challenge in this area is therefore to
ensure clarity in the assignment of functions across the different levels of
administration.

Making the most of intergovernmental grants and transfers

As discussed above, most Latin American countries have yet to make
full use of intergovernmental grants and transfers to finance investment
programs and to deal with the spillover effects that would discourage
subnational investment. There is, therefore, scope for greater use of these
instruments, especially matching grants, which would have the added
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advantage of encouraging the recipient jurisdiction to mobilize comple-
mentary resources locally. Experience with horizontal arrangements that
could encourage neighboring jurisdictions to mobilize resources jointly to
finance mutually beneficial investment programs is also limited. Greater
support from higher levels of government, ranging from technical assist-
ance to financing and the establishment of a regulatory framework for such
initiatives, would therefore be welcome.,

Tackling predatory tax competition
Subnational governments’ ability to invest may be thwarted by an
erosion of their revenue base. A case in point is predatory tax com-
petition among the subnational jurisdictions to attract private (often
foreign) investment. Of course, a distinction should be made between
tax competition that is ‘desirable’, in the sense of acting to constrain an
otherwise excessive rise in the subnational tax burden, and that which
undermines subnational revenue mobilization. While plausible, this
hypothesis has yet to be validated empirically for the different coun-
tries in the region. But, as far as the Brazilian experience is concerned,
there is fairly compelling evidence of predatory tax competition in the
state-level value added tax (ICMS), whereby the states compete among
themselves in a Stackelberg manner (de Mello, 2008). In other words,
there appear to be ‘leaders’ among the states, whose moves to change
their own tax rates encourage other states to follow suit. To the extent
that the reduction in revenue brought about by tax competition leads to
underinvestment at the subnational level, revenue decentralization may
also discourage private investment and result in a reduction in gross
fixed capital formation.

There are options for encouraging salutary tax completion, while pre-
venting predatory practices. In particular:

o Where applicable, subnational government autonomy in tax matters
should be limited to setting tax rates, preferably within bounds set
nationally, rather than bases. Nevertheless, the experience of Brazil
illustrates the difficulties of achieving these objectives in a country
where subnational governments enjoy considerable autonomy in
tax matters. Although the municipalities are no longer free to set the
base of their sales tax (ISS) and can only set ISS rates within bounds
set in law, legislation has yet to be approved to unify the state-level
VAT code. Currently, changes in ICMS legislation, including those
related to tax incentives, need to be agreed unanimously by the
states, a requirement that has often been breached and resulted in
lengthy legal disputes.
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® Autonomy to grant tax expenditures, which narrow tax bases and
reduce effective tax rates, should also be curtailed. Jiménez and
Podesta (2009) estimate tax expenditures (all levels of government)
to account for 2-2.3 percent of GDP in Argentina, Brazil and Peru;
3.5 percent of GDP in Colombia; and 5-5.9 percent of GDP in Chile
and Mexico. This is all the more important because the empiri-
cal literature shows that tax incentives are weak determinants of
investment decisions by multinational enterprises.!! The deadweight
losses associated with tax expenditures are therefore high.

Creating incentives to tap underutilized revenue sources

Subnational governments’ own tax bases may be underutilized as a
result of perverse incentives brought about by decentralization. There is
a large body of empirical evidence on ‘common pool’ problems associ-
ated with reliance on shared revenue to finance subnational provision.!?
Under certain conditions, subnational governments face the incentive to
underutilize their own tax bases in favor of shared revenue, because in
doing so they can export part of the delivery costs to other jurisdictions.
These untapped revenue sources include not only local property taxes,
which tend to be underutilized in general, not only in Latin America, but
also user charges for infrastructure services. This is despite the fact that
subnational governments enjoy ample autonomy in most Latin American
countries to introduce user chargers and fees for services. The scope for
cost recovery through the introduction of user charges also varies across
sectors and subsectors. Of course, there are reasons why these revenue
sources are underutilized, including distributional and political economy
considerations, that go beyond the perverse incentives that may arise with
decentralized provision. To mitigate these problems, incentives can be
created for subnational governments to fully utilize their tax bases, not least
by rewarding tax effort in revenue-sharing arrangements.

Dealing with competing demands on subnational budgets

Decentralization has taken place in many Latin American countries at the
same time as political liberalization and the emergence of associated social
demands that have created claims on the government. A strengthening
of social safety-nets and emphasis on redistributive policies — laudable
in a continent with a notoriously skewed distribution of income — have
resulted in a sharp rise in social spending in a number of countries, includ-
ing Brazil, Chile, Colombia and Mexico. At the same time, the need to
secure long-term funding for these programs has resulted in a proliferation
of revenue earmarking and mandated spending provisions. Government
investment has therefore suffered not only due to the emergence of
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competing demands for scarce budgetary resources, especially in the
social area, but also through greater budgetary rigidity, which distorts the
composition of spending at the expense of public investment.!? Budgetary
rigidity also exacerbates the pro-cyclicality of government investment by
making capital outlays the easiest expenditure item to cut in periods of
fiscal duress. Because budgetary rigidities constrain the ability of sub-
national governments to allocate budgetary resources to programs that
may be more cost-effective than the protected ones, including possibly
investment, a comprehensive review of the existing arrangements is in order.
Such a review ~ and subsequent corrective measures — would also have the
advantage of identifying ‘hidden’ fiscal space, which could allow for hiking
cost-effective investment.

Making the Most of Decentralization to Encourage Private Investment

The results of the regressions reported above show that the deleterious
effect of revenue decentralization on subnational government investment
is not compensated in Latin America by higher central government or
private sector investment, given an overall negative impact of revenue
decentralization on gross fixed capital formation. This is disturbing,
because decentralization is found to encourage gross fixed capital forma-
tion in countries other than those in Latin America, while leaving govern-
ment spending unaffected. This suggests that, again, there may be features
of fiscal decentralization in Latin America that are detrimental to private
sector investment.

Making product market regulations more pro-investment

There is a growing body of empirical evidence on the effects of pro-
competition regulations in product markets on economic performance,
especially productivity and growth.!* Most of this literature focuses on
economy-wide regulations, rather than on variations in regulations across
the different subnational jurisdictions, which can be substantial, espe-
cially in federal countries. In some cases, there may be entry, ownership,
pricing and market structure impediments to private sector involvement
in investment programs. Cross-country comparison on the basis of the
OECD indicator of restrictiveness of regulations in network industries
shows that OECD countries have on average less burdensome regula-
tory regimes than the Latin American countries for which information is
available (Brazil, Chile and Mexico). In particular, entry restrictions are
particularly stringent in Mexico in telecommunications, electricity and gas
(Figure 5.3). Impediments are also particularly stringent in Latin America
in transport, especially rail, a sector that also tends to be fairly protected in
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OECD countries. Obstacles to private sector involvement also reflect FDI
regimes, which tend to be less pro-investment in Latin America than in the
OECD area on average (Figure 5.4).15 To the extent that sectoral regula-
tions are under the purview of subnational levels of government, as is the case
to some extent in Brazil in a number of network industries, there is scope for
removing restrictions that hold back private investment.

Avoiding costly regulatory arbitrage
Predatory tax competition among the subnational jurisdictions to attract
investment, discussed above, creates room for regulatory arbitrage by
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investors, at least as far as tax matters are concerned. But uncertainty
about other aspects of regulation, including at the sectoral level, across
the different subnational jurisdictions imposes costs on investors, which
may ultimately discourage investment. The example, noted above, of
water/sanitation in Brazil is a case in point. {t is therefore desirable to make
subnational regulations as transparent as possible.

Alternative forms of participation

Subnational governments have experimented with alternative modalities
to encourage private sector participation, including public-private part-
nerships (PPPs) and concessions. In Brazil, for example, several states
were pioneering in setting a regulatory framework for PPPs, often ahead
of the federal government. The country also has considerable experience
with concessions at the subnational level. These alternative investment
modalities require considerable technical capacity, which is in many cases
beyond subnational governments’ means. Among the key challenges to
be addressed when designing PPP contracts is the need for appropriate
risk sharing between the private sector and the government. In the case
of concessions, the level of subsidization needed to ensure adequate cost
recovery poses important design challenges. These matters are discussed in
Jiménez and Podesta (2009).

6 CONCLUSIONS

A combination of low investment and poor infrastructure begs the ques-
tion of how much Latin American countries should invest.!® The economic
literature is rather limited in this area, reflecting to a large extent a dearth
of long time series on investment spending, even in the OECD area, which
are needed for assessing the effect of investment on economic performance,
including GDP growth and social outcomes. Based on standard growth
accounting, it is possible to compute the increment in the investment-to-
GDP ratio that would be needed to lift an economy’s potential growth,
while keeping the rates of growth of other factors of production and mul-
tifactor productivity unchanged. But this mechanical computation fails to
take on board the interactions between investment and productivity and
efficiency in the use of capital, for example, as well as the trade-offs that
need to be considered for financing an increment in investment.

The empirical evidence reported in this chapter suggests that, control-
ling for other cross-country determinants of investment, there may be
specific features of fiscal decentralization in Latin America that discour-
age subnational governments from investing. Regulatory uncertainty
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in the assignment of expenditure functions across the different levels of
administration, the design of intergovernmental grants and transfers that
make it difficult to finance investment projects jointly by different spheres
of government and institutional constraints on subnational financial man-
agement, including borrowing for investment purposes, are likely to be
among the impediments to higher subnational investment in the region.
There is therefore ample room for policy reform, depending on country
conditions and institutional settings, so that decentralization may be used
as an instrument for raising productivity-enhancing investment in support
of stronger growth.

NOTES

* First presented at the Workshop on ‘Relaciones Intergubernamentales vy
Descentralizacion en América Latina’, held at ECLAC, Santiago, Chile, 25-26
November 2009. I am indebted to the Workshop participants, especially José Roberto
Afonso, Giorgio Brosio, Juan Pablo Jiménez and Teresa Ter-Minassian, as well as
Douglas Sutherland, for helpful comments and discussions, but remain solely respon-
sible for any remaining errors and omissions. The opinions and analyses presented in
this chapter are mine and do not necessarily reflect those of the OECD or its member
countries.

1. To facilitate comparison, for the purpose of this chapter, OECD-wide averages exclude
Chile and Mexico, the two Latin American countries that are also OECD members.

2. See Martner and Tromben (2005), Jiménez and Podesta (2009) and Rozas (2010) for
more information and discussion on trends in Latin America.

3. This average is consistent with that computed by Lucioni (2009) for the region based on
national accounts data.

4. Privatization has been more prevalent in sectors such as telecommunications and, to
some extent, electricity generation and gas. Other vehicles for private sector involve-
ment, including concessions, are more common in sectors such as transport (ports, air-
ports, roads and railroads), water and sanitation, and some segments of the electricity
sector (Guasch et al., 2008).

5. Empirical evidence on the direction of causality between investment and GDP growth
is by and large inconclusive. Nevertheless, recent empirical analysis based on cointegra-
tion and temporal causality techniques suggests that GDP growth tends to cause infra-
structure spending in a temporal sense, rather than the converse. Evidence based on
structural model suggests that causality in the growth-investment nexus tends to take
place via efficiency gains and a reduction of production costs (Estache and Fay, 2007).

6. See Martinez-Vazquez (2010) for more information on the different arrangements in
place in Latin America and de Mello (2010) for more information on the experience of
European countries.

7. Most of the empirical literature on the determinants of aggregate investment is based
on the estimation of growth regressions following the tradition of Barro (1991). In
this setting, investment (total or private) depends essentially on the determinants of
GDP growth, including human capital, government consumption and initial GDP.
Subsequent contributions to the literature have maintained this basic setting, while
incorporating other determinants. For example, indicators of macroeconomic uncer-
tainty, which is known to affect investment because of the presence of sunk costs in
investment projects, have also been considered in empirical literature (Aizenman and
Marion, 1993; Brunetti and Weder, 1997).
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8. The baseline results reported below are fairly robust to the use of gross capital forma-
tion as the measure of aggregate investment and the redefinition of the decentralization
indicator for expenditure, rather than revenue.

9. This is confirmed on the basis of the Wooldridge test for panel autocorrelation.

10. A related literature shows that decentralization is detrimental to FDI, For example,
Kessing et al. (2007) find a significant negative effect of the number of government
layers of host countries on the amount of inward FDI these countries receive.

11, See Jiménez and Podesta (2009) for a survey of the literature and discussions.

12, See de Mello (2000) for a review of the literature and empirical evidence,

13. See Allier (2006) and Cetrangolo et al. (2010) for an overview of budget rigidities and
fiscal space in Latin America, and Afonso et al. (2005) for the case of Brazil.

14.  See, for example, de Mello and Padoan (2010) for a review of the empirical evidence.

15.  See Kalinova et al. (2010) for more information and an update of the indicator.

16. See Fay and Yepes (2003) for estimations of investment needs in Latin America.
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6. The financing of subnational
governments™

Juan Carlos Gomez Sabaini and
Juan Pablo Jiménez

1 INTRODUCTION
Objectives of the Chapter

For most of the Latin American countries, the relationship between differ-
ent levels of government and the reassignment of their respective respon-
sibilities and financing have been of great significance to their economic,
political and institutional development. Over the past decades, the region
has undergone an intense and extensive process of decentralization, shifting
the responsibility of various public functions to different levels of govern-
ment. Although considerable time has elapsed since this process began, the
impact of these various (and not always comparable) reforms has not been
adequately evaluated, and the effectiveness of some has been doubtful.

How public services and goods are provided, and the methods to allo-
cate them among different levels of government, are central to achieving
a sound, stable intergovernmental system and a sustainable decentrali-
zation. Systems of intergovernmental fiscal relationships, and the sub-
national governments involved, employ a variety of different financing
instruments to fulfill the governments’ responsibilities. The amount of
financing and the particular combination of instruments largely determine
the success of the results.

In an attempt to address one aspect of this issue, this chapter exam-
ines the allocation of revenue to subnational governments, emphasizing
financing changes over the last several decades. Focusing on these objec-
tives, it analyzes the functioning of systems for financing subnational
governments, with particular attention given to their changing levels of
own resources. The examination of specific cases is designed to spotlight
the different self-financing options open to these jurisdictions (intermedi-
ate and/or local governments) — this despite the predominance of central
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government transfers! — as well as the main courses of action that could be
taken to strengthen them.

Country Selection and Characteristics

The process of decentralization in the region has been shaped by the
diversity of national circumstances: from differences in institutional and
democratic features to differing motivations, institutional frameworks,
procedural dynamics and sectors involved. Added to these factors are
differences in the degree of autonomy of subnational governments and
national differences in social and economic structures (Cetrangolo et al.,
2009).

Given the differing situations in the various countries, in studying public
finance at the local level, it is difficult to draw generalizations about Latin
America as a whole. Any analysis must weigh the specific circumstances
involved, as will be clear from an examination of Table 6.1, in which a set
of characteristics related to the nine countries considered in this chapter
is shown.

The first distinctive characteristic among the countries is the system of
government. Argentina, Brazil and Mexico have federal systems and inter-
mediate levels of government between the central and local governments
— ‘provinces’ in Argentina, ‘states’ in Brazil and Mexico.? The rest have
unitary or centralized systems of government. This distinction makes
for a significant difference in the taxing power of the lower levels of
government.’

The different types of federal and unitary structure further compli-
cate the analysis. In Mexico and Argentina the choice of federalism was
intended to achieve unity between previously autonomous states; in Brazil
the choice of such a structure was made by the central government. The
temporal dynamic must also be borne in mind. Neither unitary nor federal
countries have always had their current government system. This is exhib-
ited in the numerous attempts made in constructing the constitutions of
various countries throughout the nineteenth century (Cetrangolo et al.,
2009; Gargarella and Arballo, ch. 2 in this volume).

A second characteristic is the population density in each jurisdiction,
since this proves to be a significant variable in evaluating the cost of
transferring functions to local jurisdictions. The higher the population
density, the greater are the economies of scale in providing services,
especially in education, health and infrastructure, which constitute the
principal public outlays at the local level. This in turn entails a need to
capture greater resources in order to offer the same level of expenditure
per inhabitant.
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Table 6.1

Principal socioeconomic indicators for the countries analyzed

Country System of  Governmental  Estimated Population Per HDI Gini coeff. Total %  Regional
government structure population  density capita (coeff. and (estimated tax  Urban disparities
according  (people/ GDP  ranking), annual) burden pop. (gaps,
to United km?), (USS UNDP 2008 (2005) constant
Nations (2010) United PPP), (2007) (% of pesos)
Nations World GDP)
(2010) Bank
(2009)

Argentina  Federal 23 provinces, 40,666,000 15 14,559 0.866 (49th)  0.513 30.8 91.8 8.1
one (2006) (2005)
autonomous
city and 1,301
municipalities

Bolivia Unitary 9 departments, 10,031,000 9 4,426 0.729 (113th) 0.556 21.7 64.2 3.1

(Plurina- 112 provinces (2005) (2007)
tional and 327
State of) municipalities

Brazil Federal 26 states, one 195,423,000 23 10,427 0.813 (75th)  0.540 341 834 9.0
federal district (1999) (2007)
and 5,564 (current
municipalities pesos)

Chile Unitary 15 regions, 54 17,135,000 23 14,331 0.878 (44th) 0.475 19.6 86.6 4.6
provinces and (2003) (2008)

346 communes
(municipalities)
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Colombia  Unitary

Costa Rica Unitary

Ecuador Unitary

Mexico Federal

Peru Unitary

32
departments,
10 districts
and 1,096
municipalities
7 provinces,
81 cantons
(municipalities)
and 463
districts

24 provincial
councils and
221 cantons
(municipalities)
3] states, one
federal district
and 2,439
municipalities
25 regions, 25
departments,
195 provinces
and 1,832
municipalities

46,300,000

4,640,000

13,775,000

110,645,000

29,496,000

41

91

57

23

8,870

11,122

8,280

14,337

8,647

0.807 (77th)

0.854 (54th)

0.806 (80th)

0.854 (53rd)

0.806 (78th)

0.537
(2005)

0.577
(2004)

0.526
(2006)

0.490
(2002)

0.535
(2005)

15.9

214

16.5

10.4

17.4

76.6

62.6

62.8

76.5

72.6

11.0
(2007)

16.0
(2007)

12.6
(2007)

7.7
(2007)

Sources: ECLAC, United Nations, World Bank: Zapata (2007), SUBDERE (2009), Gémez Sabaini et al. (2010) and Rezende and Veloso (ch. 8

in this volume).



144 Decentralization and reform in Latin America

Third, it is important to consider each country’s per capita income
level. One obvious notion is that the greater this indicator for a
country, the greater will be the potential tax base available to finance
expenditures. However, the disparities between the region’s countries
are such that, for example, the tax burden in Brazil is nearly 3.5 times
what it is in Mexico, although per capita income is 30 percent higher in
Mexico.

The fourth characteristic is the degree of territorial inequality, which
is of particular relevance in designing and financing decentralized public
policy. In contrast to the situation in more developed regions, there
are large disparities in the degree of development between different
geographical areas within individual countries of Latin America — a cir-
cumstance that calls for heightened attention. In light of this, the present
work has examined, for a group of countries in the region, the gaps in
per capita output between the highest- and lowest-ranking subnational
jurisdictions (Cetrangolo et al., 2009). Table 6.1 (column 11) shows that
there are vast gaps between rich and poor jurisdictions, suggesting a great
difference in the tax bases of different areas within a single country. This
circumstance makes it difficult to provide public goods and services based
on decentralized expenditure and financing policies, since the poorer,
needier areas are precisely the ones that have a smaller tax base to finance
their most important local public expenditure (infrastructure, health and
education).

Fifth, two highly important social indicators must be considered: the
human development index (HDI) and the income inequality index, as
measured by the Gini coeflicient. These indicators point to the need for
strong social policies, in an effort to improve social equity and cohesion in
the region’s countries.

Sixth, the countries analyzed here have a large number of municipali-
ties and intermediate-level entities (see column 3). Except for Costa Rica,
Chile and Ecuador, which have fewer than 500 municipalities each, munic-
ipalities number in the thousands for individual countries, with over 5,000
in Brazil. The task of coordinating policies for local governments becomes
a major challenge when such a wide range of realities must be taken into
consideration.

Seventh (column 9), country-to-country differences in the national tax
burden within the region (lower in countries such as Colombia, Ecuador
and Mexico, higher in Argentina, Brazil and Bolivia (Plurinational State
of)) cause differences in the leeway that local governments have for
collecting revenue.

In short, as is evident from the information outlined in Table 6.1,
no stylized behavior can be defined for the countries as a whole; it is
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therefore difficult to draw general conclusions from an analysis of their
data.

2 CONCEPTUAL CONSIDERATIONS REGARDING
REVENUE ALLOCATION AND VERTICAL
ASYMMETRY

The last two decades witnessed a major trend towards decentralization
in Latin America. This is evident in the countries with traditional federal
systems (where certain federal government functions were transferred
to lower levels of government), in unitary countries with multiple levels
of government (where there was a major transfer of functions to local
governments) and in what have traditionally been highly centralized
unitary countries, which created new intermediate levels of government
and assigned them responsibility for formulating and implementing — or,
in some cases, merely managing — major public policies (Jiménez and
Viduela, 2004).

Reforms and the process of decentralization in the region’s countries
have tended to create a high degree of vertical asymmetry in the way that
expenditures and revenue are allocated to the different levels of govern-
ment. This imbalance is the consequence of a misalignment, or lack of
correspondence, between the vertical distribution of authorities — with
the expenditure responsibilities that accompany them — and the vertical
distribution of potential tax revenues (to fund the expenditures) between
the different levels of government.

Theory generally suggests that subnational governments should be
financed, where possible, by their own resources. Looking beyond the
theory to empirical data, however, one sees a strong vertical asymmetry,
with expenditures being more decentralized than revenue in most world
regions (OECD, 2003).

On the theoretical level, much has been written regarding the alloca-
tion of taxes between different levels of government. The quest for an
optimal allocation of resources poses questions about how to determine
which taxes are to be collected by each level of government, which level of
government should be responsible for defining the tax basis, which level
should establish tax rates and, finally, which level of government should
administer and oversee the taxes once the foregoing questions have been
answered (Ambrosanio and Bordignon, 2006).

There is, of course, no consensus or single answer to these questions.
The excellent review by Ambrosanio and Bordignon makes it clear that the
two extreme positions are based on: (1) the traditional normative theory
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of federalism (Musgrave, 1967; Qates, 1972); and (ii) a ‘public choice’
approach (Brennan and Buchanan, 1985).

According to the first of these two approaches, optimal allocation
relates to how expenditure functions are allocated between the different
levels of government. As expressed in Musgrave’s well-known definition,
public sectors are charged with three functions: allocation, redistribution
and stabilization. While the first of these is shared by all levels of govern-
ment, it is desirable for the last two to be carried out at the central level. It
follows that income taxes should be a central government function, since
they effectively serve both to redistribute income and to achieve macr-
oeconomic stability. As for the allocation function, conventional theory
recommends that, for the sake of efficiency, both the central government
and subnational governments should allocate taxes according to the prin-
ciple of benefit. First, according to this principle, local governments should
tax real estate or assets, in order to prevent fiscal competition and loss of
revenue. Second, the tax basis on which collections are made should be
uniformly distributed among the jurisdictions, in order to avoid generating
horizontal tax imbalances. Third, the taxes collected by local governments
should have relatively stable real returns, thus making it easier to formulate
expenditure plans.

In contrast with this method of addressing resource allocation, the
Brennan-Buchanan approach emphasizes the idea that taxes are used
by the government as a means of maximizing the resources appropriated
from the private sector. The positive effect of decentralizing taxes, in this
view, is based on the fact that it allows competition between different levels
of government, creating constraints on the use of taxation and, ultimately,
on the size of the public sector.

Both approaches have been criticized on a number of fronts: the tra-
ditional approach for assuming that governments are benevolent {(maxi-
mizers of social welfare) — thus ignoring the political economy at work
in the allocation of resources — and for failing to provide a satisfactory
explanation of allocation based on empirical data; the Brennan—Buchanan
approach for considering monopolistic governments that do not consider
competition between levels of government which, just as in the real world,
can introduce serious problems of distortion in the allocation of resources,
leading to tax wars that erode the tax base and reduce revenues.

Beyond these differences, the two approaches share the common feature
of being normative by nature, while neither is very effective in explaining
the real world, as will be seen below.
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3 THE PROCESS OF FISCAL DECENTRALIZATION
AND FORMS OF FUNDING

The Path to Strengthening Local Governments

The last few decades in Latin America have seen the consolidation of a
gradual but clear trend towards decentralizing public spending, from the
central government to lower levels.

According to Rezende and Veloso (ch. 8 in this volume), efforts to
accomplish decentralization occurred in two major ‘waves’. The first one
gathered strength in the closing years of the 1980s, fueled by the view that
decentralization would allow more efficient allocation of public goods to
a territorially diverse subnational citizenry, and that this would, in turn,
improve channels for citizen participation and enhance political responsi-
bility and accountability. The second wave occurred in the context of the
macro crisis of the mid-1990s. Here, the decentralizing reforms took a dif-
ferent approach. Tax coparticipation systems (in most cases unrestricted)
were not given the priority they previously enjoyed; rather, preference
was given to channeling federal resources to subnational governments for
education and health, with a strengthening of mechanisms for earmarked
transfers.

In both periods, the decentralization process primarily involved public
expenditure rather than revenue, though this varied somewhat from one
area to another. In general terms, subnational fiscal decentralization has
been most notable in Argentina and Brazil (countries with federal systems)
— as measured by either spending or revenue — followed by Colombia and
Bolivia (Plurinational State of) (among the unitary countries) (Aghén and
Edling, 1997).

Although the allocation of expenditure responsibilities to subnational
governments is important, the way in which these governments finance
the services involved remains a key concern. Three financing methods
(or combinations of the three) are used: (a) generation of own resources,
whether from taxes or from non-tax sources (royalties, municipal fees,
levies, are among the most relevant); (b) intergovernmental transfers; and
(c) borrowing.

In the strict sense, subnational own revenue is defined as consisting of
those taxes over which subnational governments have discretionary power
to determine the tax burden on citizens (see Brosio and Jiménez, ch. 10 in
this volume). This power can be exercised through three different instru-
ments: tax administration, setting tax rates and determining the tax base.

This chapter utilizes a broader definition of own resources, since a combi-
nation of all three is present in Latin America, and the necessary information
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provinces in the case of Argentina, prefectures and municipalities in the case of Bolivia
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* The data for Argentina, Colombia, Ecuador and Mexico are from ECLAC projections.

Source: ECLAC.

Figure 6.1 Changing structure of total revenues in subnational
governments (% of GDP). average for Latin America,
1997-2009

is not available in all cases. Therefore, a tax will be defined as subnational to
the extent that it is administered by the subnational government.

As shown in Figure 6.1, the total fiscal revenues of the subnational
governments have grown considerably in the last 10 years. However, this
is due primarily to increasingly important transfers from central govern-
ments, rather than to increases in own-tax resources at the intermediate
and local levels. On average, total transfers increased by 1.5 percent of
GDP between 1997 and 2009, while the growth in own resources increased
only from 2.1 to 2.7 percent of GDP.4

Table 6.2 shows the current financing structures of the subnational
governments of the countries covered in this study. The first notable point
is the difference seen in the quantity of own resources (tax and non-tax)
as a proportion of total revenue received by these levels of government.
As indicated in the table, Brazil’s states and municipalities obtain more
than half of their revenues from own resources. This is equivalent to 11.9
percent of GDP, 85 percent of which corresponds to tax revenues.
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Table 6.2  Structure of total revenues of subnational governments, 2008
(% of GDP and %% of total)

Percentage of GDP

Own resources  Transfers Other revenue  Total

Argentina 5.6 7.6 0.7 13.9
Bolivia (Plurinational. 3.9 7.4 0.5 11.8
State of)
Brazil 11.9 7.9 1.6 214
Chile 1.5 0.2 04 2.1
Colombia 2.9 4.2 0.0 7.1
Costa Rica 0.9 0.0 0.0 0.9
Ecuador 1.2 4.0 0.1 5.3
Mexico 1.5 9.1 0.8 11.4
Peru 0.8 4.8 0.4 6.0

Percentage of total

Own resources  Transfers  Other revenue  Total

Argentina 40.1 54.7 5.2 100
Bolivia (Plurinational. 33.1 62.4 4.5 100
State of)
Brazil 55.6 36.9 7.5 100
Chile 71.5 9.5 19.0 100
Colombia 41.0 59.0 0.0 100
Costa Rica 99.2 0.8 0.0 100
Ecuador 22.6 75.5 1.9 100
Mexico 12.9 79.9 7.2 100
Peru 14.1 79.4 6.5 100

Note:  Other revenue can include different forms of borrowing, investment, resources from
sales of assets, recovery of loans, or capital transfers; own resources include tax and non-tax
own revenues.

Source:  ECLAC.

In most countries, the subnational governments are highly depend-
ent on the transfer system used by the central government to provide
the required funds to finance the expenditures of these lower levels of
government (that is, providing public goods to their citizens). Central
governments in countries such as Argentina, Bolivia (Plurinational State
of), Brazil and Mexico transfer between 7.4 and 9.1 percent of GDP to
the lower levels of government. In Colombia and Peru,’ the figure is 4.8
percent, while in Ecuador it is 2.5 percent.
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Chile and Costa Rica are exceptions to the Latin American trend.
Although the revenues of subnational governments in both of these
countries are low in terms of GDP (as in nearly all of the region’s unitary
states), they are made up principally of own resources. In Costa Rica,
the process of fiscal decentralization has not yet advanced significantly.
The delegation of responsibility involved has not occurred on either the
expenditure or the taxation side. On the contrary, in Chile the prepon-
derance of own resources as the principal source of municipal revenues
has two components: permanent own resources, and revenues from the
Common Municipal Fund (Fondo Comun Municipal, or FCM). Since this
mechanism of horizontal equalization and solidarity between municipali-
ties is 97 percent reliant on the tax resources collected by these jurisdictions
themselves,® in this chapter we consider their pre-distribution influence,
that is, as a part of all available own resources, in order to better reflect
their potential for financing subnational levels of government.

Tax Revenues of Subnational Governments: Structure and Trends

As explained above, the decentralization of taxing authority to subna-
tional governments has been relatively weak in most Latin American
countries, although this varies according to the specific characteristics of
the country involved.

Figure 6.2 shows the uneven, and generally small, role of subnational
governments in total tax collections in Latin American countries. Brazil
exhibits the greater fiscal decentralization, with its states and munici-
palities accounting for 30 percent of total collections, which represent
10.1 percent of GDP. A second tier of countries includes Argentina and
Colombia, where lower levels of government account for approximately
15 percent of total collections.

In the remaining countries central governments have not significantly
decentralized tax resources. Subnational tax collections in them average
around 3 to 4 percent of the countries’ total tax revenues. Tax collections
by subnational governments in the region’s countries have remained stag-
nant during the last 10 years. This poor performance is related to weakness
in the level and structure of subnational taxation, which in turn is linked to
the tax bases available to these governments. As discussed in the sections
below, the taxes collected by intermediate and local governments are gen-
erally taxes on assets — primarily real estate and vehicles. The most decen-
tralized countries have, in addition, some general consumption taxes;
these are levied mostly by intermediate levels of government. Examples are
the Tax on Circulation of Goods and Services (Imposto sobre Circulagdo
de Mercadorias e Servigos, or ICMS) in Brazilian states, the Tax on All
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Figure 6.2 Tax revenues by level of government, 2008 (% of GDP and %
of total)

Services (Imposto sobre Servigos de Qualquer Natureza, or ISS) in Brazilian
municipalities, the tax on gross income in the Argentine provinces,
excise taxes at the departmental level in Colombia and an Industry and
Commerce Tax that is collected by Colombian municipalities.

Although the low level of collection is a problem for own taxes, given
the amount of expenditure that has to be financed by intermediate and
local governments, they have little margin for reallocating taxing powers.
What becomes clear is the difficulty that subnational governments face in
attempting to exert their existing powers of taxation. This is evident, for
example, in the low levels of revenue generated by real estate taxes in Latin
American countries.

A detailed analysts of the main features of the principal taxes presented
in Table 6.3, outlining their features in the countries being examined,
follows.

Property taxes

The most recent research, along with available statistical information,
confirms that property taxes are not significant as a percentage of GDP, or
as a percentage of all taxes collected (excluding taxes on financial transac-
tions), in any of the Latin American tax systems. Since taxes on assets are
the principal instrument used by the region’s subnational governments to
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Table 6.3 Structure of the principal taxes of subnational governments,
2008 (%% of GDP and % of total)

Percentage of GDP

Property Economic Motor Personal Others Total
activity  vehicles income

Argentina 04 3.2 0.2 0.0 0.6 4.4
Bolivia (Plurinational 0.5 0.0 02 0.0 0.2 0.9
State of)
Brazil 04 7.9 0.6 0.5 0.8 10.2
Chile 0.6 0.0 0.2 0.0 0.3 1.1
Colombia 0.5 1.3 0.0 0.0 0.7 2.5
Costa Rica 0.2 0.4 0.0 0.0 0.0 0.6
Ecuador 0.1 0.1 0.0 0.0 0.2 0.4
Mexico 0.2 0.0 0.0 0.3 0.2 0.7
Peru 0.1 0.0 0.0 0.0 0.1 0.2

Percentage of total

Property Economic Motor Personal Others Total
activity  vehicles income

Argentina 8.7 72.2 5.5 0.0 13.6 100
Bolivia (Plurinational 59.8 0.0 199 00 203 100
State of)
Brazil 3.8 78.3 5.5 4.8 7.6 100
Chile 524 0.0 174 0.0 302 100
Colombia 19.2 52.5 0.0 0.0 283 100
Costa Rica 325 66.5 0.0 0.0 1.0 100
Ecuador 329 14.2 3.4 45 451 100
Mexico 28.2 0.0 3.7 41.0 271 100
Peru 59.9 0.0 44 0.0 357 100

Source:. ECLAC.

generate own resources, they are limited to finance expenditures in areas
for which they are responsible.

At the same time, within the broad range of taxes normally imposed
on assets, the real estate or land tax is the most commonly accepted, and
is the tax most often used as a source of revenue at the lower levels of
government, although it represents only 0.1 to 0.6 percent of GDP for the
countries covered in this chapter.’

Nevertheless, the share of total subnational tax resources represented
by real estate taxes varies considerably from country to country. Thus, as
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shown in Table 6.3, the property tax provides over half of own-tax rev-
enues in countries such as Chile, Bolivia (Plurinational State of) and Peru
(although in this last country the amount obtained is small).

Chile’s Property Tax (Impuesto Territorial), which sets levels of contri-
butions for real property holdings, is the principal component of munici-
pal tax revenues.® Its rate, tax base and exemptions are established by
law. In practice, the municipalities benefit only from the revenues they
collect, while playing practically no role in setting the rates. The property
tax base is determined by the tax value of the property, as assessed by the
Internal Tax Service (Servicio de Impuestos Internos), and the rate is set
by law. This creates an assets tax with no relation to the local goods and
services whose costs must be underwritten by the municipality in which the
property is located.

In addition, 60 or 65 percent of the sums collected (a figure that varies
from one municipality to another) must be paid into the FCM, while the
remaining 40 or 35 percent goes directly to the commune’s municipality
in which the property is located (Horst, 2009). Thus, the system attempts
to incorporate distributive criteria for a tax that usually is based on the
concept of direct benefits.

Three aspects of Chile’s Property Tax are often cited. The first is its
progressive nature: there is an income stratum that is exempt, and the
scale is progressive for residential property, with allocations made through
the FCM. Second, there is a large exempt tax base, although the revenue
produced (0.6 percent of GDP) is 50 percent higher than the average for
Latin America. Thus, the amount of exempt property is probably coun-
terbalanced by higher rates than those in the other countries. Third, there
is a high cost of administering the tax, as compared with other domestic
taxes. This is due to (i) the complex process of property assessment and
the cost of maintaining real estate rolls; and (ii) a combination of rates and
exemptions that produces low levels of revenue collected.

In Bolivia (Plurinational State of), the Property Tax (Impuesto a la
Propiedad de Bienes Inmuebles) is collected by the municipalities. It has
the peculiarity that the taxpayer can determine how much to pay, based
on tables of values for similar areas, as defined by the municipalities and
approved by the central government. The sums collected are allocated
exclusively to the municipalities, although the tax is regulated by the
central government. The tax is calculated on the basis of taxpayer ‘self-
assessments’, rather than by formal tax assessments of land and buildings
and a real estate registry system, as is the case in most of the countries
(Uribe and Bejarano, 2008).

In Peru, subnational governments obtain revenue from a set of taxes
including the property tax, which falls under municipal jurisdiction. Two
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methods are used to assess property values: the tax (or ‘official’) assess-
ment based on standards and specifications defined by the National
Taxation Council, and the commercial (or ‘market’) value, which is sup-
posed to reflect inflation and actual real estate prices. The main problems
with this type of assessment are:

1. Theinformation on land area, construction footprint, and a building’s
material and condition are declared by the taxpayer. Municipalities
have few resources to update property registers with verified mnforma-
tion and, consequently, to audit the values declared by taxpayers.

2. Both the property values of the land and the unitary values of build-
ings are out of step with market values. The latter tend to be higher by
a factor of two or even three in areas with high-value residences.

Furthermore, the tax rate is cumulative and progressive, varying
between 0.2 and 1 percent according to the value of the property. Based on
2006 data from the Ministry of Economy and Finance of Peru, not only is
this tax small in relation to GDP, but its collection is concentrated in a few
municipalities. Ten municipalities (out of a sample of 1,300) account for
38.8 percent of the total collected, while the top 100 account for a fuli 86.4
percent of the national total (Gémez Sabaini et al., 2010).

Property tax revenues and collections are affected by the fact that only
a small proportion of properties are registered. In addition, there is a high
rate of delinquency in paying these taxes, while properties themselves are
greatly undervalued. There are numerous reasons for the high delinquency
rates, but the most common ones are lack of information by citizens,
and the government’s failure to disseminate information on the payment
process. In addition, there is a public perception that failure to pay carries
little risk, while there is a scarcity of information and little transparency in
how resources are used.

In the other group of countries studied, the real estate tax provides an
even lower percentage of tax revenues than in the countries mentioned
above — still an important portion, though not more than 0.2 percent of
GDP. Countries in this group include Ecuador (32.9 percent), Costa Rica
(32.5 percent) and Mexico (28.2 percent).

In Ecuador, only the National Congress is responsible for the crea-
tion, modification and elimination of all types of taxes, although the
provincial councils may establish additional taxes and set supplementary
rates. However, the real estate tax is the main source of tax revenue for
Ecuador’s cantons in both urban and rural areas. The tax basis, which is
the total value of the property, is updated every two years by the municipal
property registry office, based on the value of the land the buildings and
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their replacement value, pursuant to rulings by the Municipal Council.
Nevertheless, given the logistical problems in most of the jurisdictions, the
assessment method relies on information provided directly by the property
owner, along with data from land titles. Tax rates for urban properties
range from 0.25 to 5 percent, and the rate in rural areas is between 0.25
and 3 percent.

As mentioned above, the taxes collected by Costa Rica’s cantons are rel-
atively insignificant in relation to the national total. The principal reason
for this is that the municipalities are responsible only for administering
certain property taxes and sales taxes.® Local governments are required
to make assessments, carry out collections and demand payment of taxes
under their jurisdiction. The effective rate, 0.25 percent of the value of
the property, is set by the central government, and applies throughout
the nation.

In Mexico, each state makes independent use of the authorities that the
constitution assigns to them, including the authority to establish taxes.
The property tax is essentially a municipal tax!? and represents the second
most important source of subnational tax revenue. In 2008, it accounted
for 54 percent of municipal tax revenues and 34 percent of tax revenues
in the Federal District (Distrito Federal, or DF). Although no legal con-
straint prevents the federal government from instituting a property tax,
this type of tax is assigned to the municipalities to ensure consistency in the
tax system and to prevent double taxation. Thus, tax rolls and assessments
are the responsibility of the municipalities and of the DF, and common
criteria for taxation can only be achieved through agreements between
jurisdictions.

However, due to a failure to properly update assessments, in combi-
nation with a number of other institutional factors, property taxes have
little real ability to provide resources in Mexico. Municipalities need legal
authorization from their respective state congresses to alter land assess-
ments, and these legislative bodies have no incentive to increase the land
assessment tables, since the citizens, especially in the capital cities, view
such increases as unjustified — a situation that makes any decisions to raise
the taxes politically unpopular. In addition, the average municipality in
Mexico has little technical and administrative capacity to efficiently handle
the real estate tax, and there is a high turnover rate among the municipal
employees responsible for administering it (Alvarez Estrada, 2009).

In Argentina, Brazil and Colombia, although subnational governments
also collect the real estate tax, the tax is subordinate to other types of taxes
- such as retail sales tax and the gross income tax — that are larger revenue
sources at this level.

In Argentina, the real estate tax is the second most important source of
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tax revenue at the provincial level, although it accounts for only slightly
under one-tenth of total collections (8.7 percent).!! Moreover, 80 percent
of the funds that it generates are concentrated in five of the 24 provinces
— with the federal capital and the province of Buenos Aires together
accounting for approximately 75 percent of GDP (Gémez Sabaini, et al.,
2010).

The assessment method most commonly used in Argentina takes
account of both land and buildings, and thus reflects the value of each
property in its entirety. Another method used, specifically in the province
of Buenos Aires, is based on separate assessments of the land and the
buildings (or improvements). Different rates apply to each, with rates on
betterment being lower than rates on land. The tax rates vary from one
jurisdiction to another, and are generally a percentage of the value of the
property. According to the type of real estate involved, a single tax, or a set
of different taxes, may apply. Some cities have progressive tax scales, that
is, rates that vary with the value of the real estate. In the city of Buenos
Aires, for example, the so-called ‘territorial contribution’ has 16 different
rates, one for each value bracket. The rates range from 0.2 to 1.5 percent
of assessed value.

In December 2006, a new National Real Estate Registry Act (Law
26.209) was passed. This followed longstanding demands to modernize
aspects of the country’s property registry system. Changes included: the
creation of the new Federal Real Estate Registry Council (composed of
all of the provincial registries and that of the Autonomous City of Buenos
Aires); the granting of provincial autonomy for such purposes (under the
constitution, the provinces have powers and are permitted to make their
own laws, provided that these do not conflict with national legislation and
are consistent with the Civil Code); and the definition of parameters relat-
ing to land parcels, such as georeferenced information on the location of
the property (boundaries as defined by the legal descriptions on which they
are based, such as lineal measures, angular measures and area).

Brazil has two taxes on real estate, one for urban property, the other
for rural property. The Urban Property Tax (Imposto sobre a propriedade
predial e territorial urbana, or IPTU) is under the exclusive authority of
the municipalities and the federal district; the legal tax base therefore
depends on rules established directly by each jurisdiction. Revenues from
the IPTU!? amounted to 0.4 percent of GDP in 2008. This tax applies to
ownership or possession of real property in urban areas. The tax basis is
determined by the market value of the property, while the rates are set by
each municipality.

The tax represents only a small share (3.8 percent) of all subnational
government tax revenues. Brazil’s urban real estate tax, by contrast, is the
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second largest source of revenue for municipalities, providing approxi-
mately 26 percent of total tax revenue; it is exceeded only by the ISS,
which is discussed in the next subsection. The IPTU differs from the Rural
Property Tax (Imposto Territorial Rural, or ITR), which consists of the set
of taxes assigned to the central government under current legislation and
is applicable to rural land without improvements or buildings.

In Colombia, the Unified Land Tax, although it was originally under
departmental jurisdiction, came under municipal responsibility as of the
1991 Constitution. The constitution gave the municipalities the authority
to determine rates (within a set range), exemptions, preferential treat-
ments and specific permitted uses of revenues from the tax. As might be
expected, there can be (and in fact are) as many regulatory frameworks
for real estate taxation as there are municipalities, reflecting the particular
needs of each jurisdiction. Thus, Colombia’s land tax, which represents 0.5
percent of GDP, is levied on all real estate, both urban and rural, whether
or not it includes buildings, within the geographical boundaries of each
municipality. It is the second most important source of tax revenue at the
subnational level, accounting for 19.2 percent of the total revenues of these
jurisdictions (see Table 6.3).

The tax basis, in this case, is determined by the assessment made by
decentralized registry offices in Bogota, Antioquia, Cali and Medellin, and
by a private entity in the other departments. Property values are updated
annually by a percentage set by the central government, consisting of
between 70 and 100 percent of the consumer price index as of 1 September
of each year. However, a number of municipalities in Colombia have
experienced problems, both because of the difficulty of using market data
to update assessments and due to the intrinsic difficulties involved. They
have therefore resorted to using self-assessments of value — with the caveat
that the values reported by the taxpayer may not be less than a specified
threshold value set by the land registry authority.

Finally, tax rates must be set by municipal authorities, and must be
between 0.1 and 1.6 percent of the assessed value of the property. The rate
structure must be differentiated and progressive, varying based on socio-
economic strata and, in the case of urban areas, on how the land 1s being
used ~ factors that ultimately determine the tax value of the property in
question, Box 6.1 discusses the issue of ‘betterment levies’.

Taxes on economic activity

Unlike real estate taxes — where the differences in tax rates between juris-
dictions do not create major problems, given the constancy of the tax
base — taxes on economic activities entail greater risks if there is a lack of
tax coordination, since differences between rates in neighboring regions
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BOX 6.1 BETTERMENT LEVIES

In terms of financing urban development in Latin America,
Colombia is recognized by academics and public administrations
for its important experience in using the contribucion de valor-
izacion (Vejarano, 2008) — a property tax to subsidize a specific
public project, levied on property owners who have benefited,
or are to benefit, from the project involved. Studies in Peru also
point to increasing success in overcoming the obstacies to using
such a tax (Gamarra Huayapa, 2001), while studies in Guatemala
indicate that it, too, has had interesting experiences with this tax
in the past (Eguino et ai., 2002). Ecuador is a special case in the
region, with this tax accounting for over 20 percent of municipal
tax revenues (Pérez, 2010).

This instrument allows the state to recover some of the
increase in land value resulting from public works. Thus, the tax
functions partly as a means of recovering added value, aithough
there is a limit on what can be charged, based on the total cost of
the work carried out. The system does not allow recovery to be
based upon the increased value of the land.

Except in a very few countries, such as Chile, rules allowing for
the use of this mechanism can be found in various provisions for
subsidizing public works or improvements. However, in practice,
its application has been limited, owing in most cases to problems
relating to the scope of the levy, the criteria for applying it, and
difficulties of collecting it.

There is some consensus on the advantages of having some
system based on taxing betterment,! given the fact that such
systems can encourage citizen participation in municipal decision
making, while providing community support for projects that offer
social benefits and increase property values.

As Macédn and Merino-Manén (1976) note, however, ‘better-
ment levies tax the increased value of real estate resulting from
work carried out by the public sector, which in fact requires
certain knowledge of the value of the real estate before and
after the investment. Thus, determining the appropriate tax
contribution for betterment has the same problems involved in
taxing assets in general, although the probiems are all the more
challenging given the need to determine how much change has
occurred in the value of the assets.




Financing of subnational governments 159

Another issue is that the overlapping effect on external econo-
mies generated by public works (for example, sewerage, paving,
roads) leads to benefits that extend beyond the people directly
affected by the works, to third parties that also use them. Thus, it
is difficult to establish the scope of the taxation process, that is,
to decide whom to charge for the betterment. This has caused
practical problems in implementing such systems.

Furthermore, collecting taxes on the basis of increased value is
difficuit, and financial problems arise in attempting to do so.

For these and other reasons, studies conclude that this instru-
ment, despite the fact that it deserves consideration as a financ-
ing mechanism for municipal governments, has so far fallen short
of its expected resuilts.

Note: 1. A brief summary of the lessons emerging from the use of this method
of financing public works at the municipal level can be found in a report by Eguino
et al. (2002).

can induce taxpayers to ‘export’ consumption and production/marketing
to areas of the country with lower tax burdens (as can also happen
internationally with taxes on international trade).

In general, the countries use two different types of taxes on sales and
consumption: (a) single-stage taxes (such as the general sales tax that
consumers pay in the United States) or selective taxes on specific goods
and services; and (b) non-cumulative multiple-stage taxes, such as the
value added tax used in all Latin American countries. Less frequent, but
also present in the region at the local government level, are cumulative
or ‘cascading’ taxes that apply to each stage in the production, distribu-
tion and marketing process. These generate significant revenue with low
rates, because they tax the same item multiple times. Examples of this are
Argentina’s gross income tax and other, similar local taxes consisting of
licensing taxes or fees.

The relative ease of administering specific or selective taxes and the
possibility of using different rates for diverse regions make these measures
a good potential source of revenue for the various levels of government
involved, though the jurisdictional principle must be taken into account
in applying them.

As long as general sales or consumption taxes, as well as excise taxes,
are levied in the location where the consumer lives (the destination prin-
ciple) rather than where the goods and services are produced or provided
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(the origin principle), these taxes will not have distortionary effects on
taxpayers’ economic decisions (Larios et al., 2004).

It is clear that even when the destination principle is applied to a
product, if different jurisdictions have different tax rates there will be an
incentive to make purchases outside the buyer’s jurisdiction, thereby creat-
ing distortionary effects on resource allocation. These issues are difficult to
avoid unless the different jurisdictions and areas coordinate their tax rates.

The various technical alternatives used to solve the problem of double
taxation at the local level include several options: establishing compensa-
tory funds between jurisdictions, deferring payment of the tax at the time
of sale, and creating an integrated system involving both the central and
local governments to avoid double taxation. However, the experience of
the European Union shows that these techniques have their complexities
and technical challenges.

Among the countries studied, four stand out because they grant subna-
tional governments the exclusive power to impose certain sales taxes; in all
such cases, this becomes the main source of own-tax revenue for the lower
levels of government.

In Argentina, the primary source of tax revenue for the provinces is the
gross income tax (a small percentage of which is also allocated to certain
municipalities). In 2008, this tax accounted for 72.2 percent of provingial
revenues, or 3.2 percent of GDP. Rates differ depending on the province
and the particular activity involved. There are also differences from one
province to another in the importance of the tax (ranging from 57.7 to
86.5 percent of total tax revenues), although in all cases it serves as the
largest source of tax revenue. The gross income tax, along with being dif-
ficult to administer when interprovincial activities are involved, generates
the inefficiencies known to be associated with ‘cascading’ taxes. It distorts
the allocation of resources by changing the relative price structure, while
hurting domestic producers in the international competitive arena, among
other problems. However, this tax continues to be used on a priority basis
by the provincial governments given its high yield (it generates substan-
tial resources using a relatively low tax rate), and the fact that, at all of
its stages, it is difficult to evade. It is also favored because it allows the
provinces to obtain substantial resources autonomously.

In Brazil, sales taxes were adopted by all three levels of government,
creating difficulties for coordination across jurisdictions. In addition to
the Industrial Products Tax ({mposto sobre Productos Industrializados, or
IPI), which the federal government applies to a long list of goods, based on
a value added calculation, state governments have full power to impose a
Tax on Circulation of Goods and Services (ICMS), which is also levied on
goods and services at all stages but generally cover a tax base broader than
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that covered by the IPI. The municipalities also administer and collect the
ISS, which applies, within the geographical boundaries of each municipal-
ity, to the services specified in legislation. Each municipality has exclusive
authority to set the rate it deems appropriate, up to a maximum of 5
percent of the amount billed. Taking into account the ICMS and the 1SS,
Brazilian subnational governments raise 78.3 percent of their tax revenue
by taxing sales. This means that these taxes provide fiscal resources
equivalent to 7.9 percent of GDP, making these two taxes — particularly
the state ICMS - the fundamental and largest source of revenue for the
country’s lower levels of government.

In Colombia, 100, sales taxes on goods and services play a major role in
the overall tax revenue of subnational jurisdictions. As Table 6.3 shows,
collections of these taxes in 2008 amounted to 1.3 percent of GDP, or 52.5
percent of total subnational tax revenue. These resources at the subna-
tional level can be divided into two distinct groups. Regional governments
account for 28.9 percent of subnational tax collections, with 61.5 percent
of their revenue coming from three selective consumption taxes, on liquor,
beer and cigarcttes. For the municipalities, which account for over 70
percent of the consolidated revenues of Colombia’s territorial entities,
the main source of own-tax revenue is the Industry and Commerce Tax
(Impuesto de Industria y Comercio, or ICA), which generates more subna-
tional tax revenue than the real estate tax. The latter, according to 2008
figures, accounts for 45.2 percent of total municipal tax revenue (and 32
percent of consolidated subnational revenues).

In the case of Ecuador, licensing taxes or fees, which fall under munici-
pal authority, apply to all economic activities of a commercial or indus-
trial nature within the municipal jurisdiction. This tax accounted for 14.2
percent of subnational tax revenues in 2008, and applies to individuals or
firms operating as merchants or manufacturers in each canton, as well as
to individuals engaged in any form of economic activity.

Finally, while insignificant in GDP terms, licensing fees in Costa Rica
are the main tax levied by local governments, providing two-thirds of
their tax revenues as of 2008. In this case, the tax basis is the net taxable
income and the annual gross sales or income received by natural or juridi-
cal persons engaged in gainful activities, with the applicable rate ranging
between 0.1 and 0.2 percent.

Motor vehicle taxes

The countries of the region adopt several approaches to taxing motor
vehicles. The tax is imposed on the possession or ownership of a vehicle,
given that this constitutes, in part, an asset of the taxpayer. Another
option is to tax those who use this asset for travel on public roads (a
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vehicle registration fee). Finally, through their subnational governments,
almost all of the countries tax the transfer of vehicles from one citizen to
another.

A number of countries, using a range of alternatives for implementing
and using the motor vehicle tax, rely on it as a source of revenue for lower
levels of government, although in only a few countries does it represent
more than a minimal share of overall subnational tax revenue.

The rationale for this tax is primarily that it can be easily administered
and tracked, and that it provides an ongoing and stable source of income,
especially for subnational governments whose territories are highly urban-
ized. Moreover, information on the number of vehicles in a city is useful
for implementing environmental taxes that limit the use of cars in order to
control environmental pollution. In short, the tax can be used for purposes
beyond merely the revenue motive.

Some countries have attempted to implement a tax on vehicles as part
of a redistributive policy, although this occurs primarily at the central
government level. One method that has proved to be acceptable is to levy
a progressive tax on the purchase of new vehicles.

In Argentina, the province of San Juan has a ‘progressive’ vehicle tax.
The tax rate is 3 percent, but varies according to the automobile’s model,
age and weight. This form of taxing vehicles is administratively complex
and may penalize new vehicles that are more efficient and less poliuting
than older models. Argentina’s provinces have the power to levy taxes on
motor vehicle ownership, although some provinces have delegated this
authority to their municipalities. The relative weight of this tax as a share
of provincial tax revenues varies from jurisdiction to jurisdiction, ranging
from O percent (for example, Salta, Neuquén) to 9.8 percent (for example,
Rio Negro), with the average being 5.5 percent.

Similarly, Mexico has a Vehicle Ownership or Use Tax (Impuesto sobre
Tenencia o Uso de Vehiculos), which comes under the exclusive authority
of the states and the DF. It accounted for a mere 3.7 percent of their total
revenues in 2008.13 This system has several advantages in terms of a tax
that is collectible and equitable. The relevant tax base tends to be relatively
stable, in that the number of cars generally increases at the same rate as (or
at a higher rate than) the growth in population and income. Moreover, the
taxable property is relatively difficult to hide, and the tax burden falls on
individuals with the greatest purchasing power. In Mexico, this tax occurs
in two forms: an ownership tax and a use tax. In addition, the federal
government imposes a tax on new cars. In place since 1968, Mexico’s
Vehicle Ownership Tax, which applies to both imported and domestically
produced automobiles, charges a certain proportion of a vehicle’s market
value, which varies according to its physical characteristics, model, year of
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manufacture, price, and installed equipment. The tax rates on ownership
for each fiscal year are administered and collected by state governments,
with the resulting funds going to their treasuries. Revenue from this tax
source has been trending upward in recent years.

In Brazil, the Automaobile Ownership Tax is the second largest source of
tax revenue at the state level given the major share of subnational revenues
attributable to sales taxes (ICMS and ISS). Nevertheless, it represents only
slightly more than 5 percent of state tax revenues, or 0.6 percent of GDP
(see Table 6.3).

In Chile the automobile taxes represent a significant proportion of the
subnational tax revenues. In spite of its small share of GDP (0.2 percent),
the tax paid by automobile owners (at the time of purchase and in annual
registration fees) constitutes 17.4 percent of own-tax revenues for subna-
tional governments. The amount of the registration fee is usually based on
the schedule established for motor vehicles by the Internal Tax Service,
with different rates determined by the Municipal Revenue Law, though in
practice the rates are unrelated to the cost of road infrastructure or other
services that the municipality provides to those using its roads. While this
tax would not seem to bear any direct relation to specific municipalities
(since vehicles may use all of the country’s drivable roads, not merely those
in the municipality where the tax was paid), it is one of the main sources of
revenue for the country’s municipalities, even after taking into account the
mandatory 62.5 percent contribution to the FCM. (In 2008, these transfers
accounted for 18 percent of the FCM funds.)!¢

The motor vehicle tax administered by municipalities in Bolivia
(Plurinational State of) plays a significant role in the tax structure of
municipal governments and constitutes the second largest subnational
source of tax revenue — 19.9 percent according to the 2008 figures pre-
sented in Table 6.3. The country’s vehicle tax includes both ownership and
transfers from one taxpayer to another. Given that it is a municipal tax, it
has its weak points, for example, residents can register their vehicles in a
neighboring municipality that has lower tax rates. Departmental jurisdic-
tion over this tax would provide an advantage in this respect, and would
also allow for better administration of market-based tax assessments and
increased tax collections, particularly if departmental governments were
given the power to legislate the tax.

Other major taxes in the countries analyzed

In addition to the characteristic subnational taxes analyzed above, it is

worth mentioning some examples of taxes used by these governments to

expand the vast range of fiscal instruments employed to obtain revenue.
In Mexico, payroll taxes are a function of state governments, and
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accounted for 41 percent of subnational tax revenues in 2008 (0.3 percent
of the country’s GDP). This type of tax has both advantages and disad-
vantages. On the positive side, is easy to administer, particularly when it
involves taxing large firms, and when a large proportion of the economy is
formal. Using relatively low tax rates, it can generate significant resources
for regional governments. Its principal disadvantage is that it acts as a
barrier to job creation in the formal sector (Larios et al., 2004), and can
be a disguise for exporting taxes to other jurisdictions, since it taxes on
the basis of origin - this is based on the assumption that origin affects
production costs. However, since the bulk of the tax burden is borne by
the urban middle class in the form of personal income taxes, the payroll
tax base tends to be overused as a source of revenue for both the central
government and local governments. This overuse can incentivize infor-
mal employment and evasion of the tax system, and should therefore be
discouraged.

Also notable is Argentina’s stamp tax (Impuesto a los Sellos), which
serves as an important source of tax revenue for provincial governments.
In terms of economic efficiency, the tax — which is designed to bring
those engaged in illegal activities into the tax regime — is harmful inas-
much as it works against economic growth by increasing the tax burden.
Nevertheless, the stamp tax is the third largest source of tax revenue for
these jurisdictions, representing 7.8 percent of total revenue as of 2008, or
0.3 percent of GDP.

In Ecuador, as Table 6.3 indicates, approximately 45 percent of subna-
tional tax revenue is from sources not cited in the above paragraphs. This
is primarily because of the high revenues provided by two taxes levied at
the subnational level: the Total Assets Tax and the so-called ‘Alcabalas
Tax’, which accounts for 14.5 percent of subnational tax revenues. This
is a municipal tax levied on real estate transactions and contracts, and
applies to: (i) the transfer of ownership, for consideration, of real estate
and vessels; (ii) the creation, transfer, usufruct, use and inhabitation of
real estate; and (iii) the giving of assets to persons other than legitimate
heirs. The Municipal Tax on Total Assets accounts for 20.2 percent of
tax revenues at the subnational level. It taxes commercial, industrial
and financial activities that require that account records be maintained,
whether the activities are carried out by individuals or companies, de
facto companies, or individual businesses (domestic or foreign) domiciled
— or with offices, agencies or branches - in the canton, pursuant to the
Domestic Tax Regime Law and its Regulations. Taxation of such business
activities is based on an enterprise’s total assets.

Municipalities in Bolivia (Plurinational State of) have exclusive author-
ity over two taxes complementary to the assets-based taxes: the Municipal
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Tax on Transfers of Real Estate and Automobiles (Impuesto Municipal a
las Transferencias de Inmuebles y Vehiculos Automorores), and the Excise
Tax on Certain Alcoholic Beverages (Impuesto al Consumo Especifico a la
Chicha de Maiz). These two taxes account for 20.3 percent of subnational
tax revenues.

Chile’s subnational governments also obtain revenue from business
licenses, which are required by municipalities for all professional, trade,
industrial, commercial, artistic or other gainful secondary or tertiary
activity —~ whatever its nature or category (including liquor licenses). In
2008, this tax provided 30.2 percent of municipal tax revenues, and rep-
resented 0.3 percent of GDP. Of the three main sources of financing for
Chile’s municipalities (the real estate tax, vehicle registration and munici-
pal licenses), it is only in the case of licensing that the law prescribes a
range within which municipalities are permitted to set rates, with rates
based on the capital of the firm in question. However, those municipalities
that are obliged to contribute resources from these revenues to the FCM
must do so by charging the maximum rate. This prevents them from
undercutting the amount charged by other jurisdictions.

In Brazil, the aforementioned subnational taxes are supplemented by
taxes on the transfer of goods in all forms. Such transfer of goods is taxed
by the Inter Vivos Tax (known as ITBI), which falls under municipal
authority; the Tax on Asset Transfers due to Death [inheritances} and
Donations comes under the authority of the states and the federal district.
In 2008, revenues collected from these two taxes represented 0.2 percent
of GDP.

Non-tax Revenues: Fees and Royalties

Generally, in addition to the various taxes on which subnational govern-
ments rely to finance their expenditures, there are major non-tax revenue
sources that complement these; in some countries these sources produce
even more revenue than taxes do.

Non-tax resources at the subnational levels of government come from
a wide range of fiscal instruments and they vary among countries. These
resources include: fees for providing — and the right to use — services; use,
exploitation and dissemination royalties; profits from business activity;
yields on assets; and royalties for the exploitation of natural resources such
as hydrocarbons, though no universal criterion exists on this last point.
These instruments play the greatest role in the more heavily populated and
urbanized municipalities — one reason being the higher level of economic
activity in these areas, the other being the greater needs that must be met
to serve these populations. The benefit principle governs the application
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Figure 6.3  Own resources of subnational governments, 2008 (% of GDP
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of these measures, since it relates directly to the (actual or potential) tasks
assigned to local governments. The line between public and private serv-
ices is a fine one, and varies according to circumstance. Thus, it is often
difficult to differentiate public charges and fees from private ones.

Figure 6.3 shows the differences between the countries analyzed in
this chapter with regard to the relative weight of non-tax revenues as a
portion of total own resources of subnational governments. Two groups
of countries can be identified, each sharing common features as to how
fiscal resources are obtained. Brazil, Colombia and Argentina, though
they differ significantly in sums collected, show a clear tendency to assign
taxing authority to their decentralized entities. In these countries, own
resources consist principally of taxes. As in most of the region’s countries,
this type of financing in itself is insufficient and must be supplemented by
a system of central government transfers.

Except for Costa Rica, whose cantons’ own resources are very limited
(no more than 1 percent of GDP), non-tax revenues represent a growing
share of total revenues. One important aspect of these non-tax compo-
nents is the royalties assigned to subnational governments in whose ter-
ritories economically exploitable non-renewable natural resources are
present.

Thus, the countries that appear on the right in Figure 6.3 (Mexico,
Ecuador, Peru and Bolivia (Plurinational State of)) are precisely those in
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which the production and trade of primary commodities provide a major
source of subnational revenue. In most cases, the predominance of fiscal
resources of this type as a source of public financing for subnational gov-
ernments implies greater volatility in revenue streams (as opposed to the
relative stability of own-tax revenues), along with greater interregional
disparities, since some jurisdictions are endowed with such non-renewable
resources, while others are not.

4 CONCLUSIONS AND CHALLENGES

A system of stable fiscal relationships and a successful decentralization
process require that there be a proper system of financing, in order for
each level of government to carry out its assigned functions. However,
the amount of financing at specific levels of government is not the only
concern,; also relevant, at the subnational level, is the mix of tax and non-
tax resources, intergovernmental transfers and, in some cases, borrowing
options.

This chapter has focused primarily on own revenues, both tax and
non-tax, in the region’s most decentralized countries. The findings make
clear the need to strengthen information on subnational financing, and to
have a uniform basis on which to make reliable comparisons between the
region’s countries.

In part because of the fact that theoretical approaches provide little
guidance on the optimal allocation of revenue for each level of govern-
ment, allocation in the real world seems to be based mainly on institu-
tional history, tax administration and political wrangling between the
different levels of government.

One of the central features of intergovernmental relations in Latin
America is the high degree of vertical imbalance. The low quantitative
importance of taxes collected by local governments, compared to the
national tax burden, is the most commonly shared feature. This shows the
lack of autonomy of local governments, especially in light of information
regarding the transfer of functions over the last several years.

Also common is an inequality, between different local governments, in
sources of own revenue, with variances based on the size of the popula-
tion, the availability of natural resources within the jurisdiction, and the
extent of respective tax bases. This is the case under both unitary and
federal systems of government. In Argentina, for example, 62 percent of
the provincial taxes collected are concentrated in the city and province of
Buenos Aires; in Brazil, one-third of the states’ tax revenues are concen-
trated in S3o Paulo; in Mexico, 46 percent of the real estate tax revenues
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are collected by the DF; while in Colombia, Bogota receives 30 percent of
the total.

Although property taxes are the most appropriate instrument to capture
tax revenues at the local level, collection rates are low in all the countries.
Problems with the property registers, discrepancies between assessments
and market value, lack of automated management processes and, above
all, lack of political will to collect the tax, constitute the main challenges.

Similar problems must be faced taxing property betterments, although
these involve greater technical complexities — but not insurmountable
ones, as experience in some countries has shown.

In taxing productive activities, licenses and sales at the local level, there
are serious technical obstacles regarding the transfer of taxation to other
jurisdictions. In addition, the cumulative nature of these taxes tends to
create distortions in resource allocation. Nevertheless, in countries that
grant local governments such taxing authority, these taxes provide the
greatest revenue for local governments.

Selective consumption taxes on goods and services, based on the des-
tination principle, could be a significant, as yet underutilized, source of
additional funds. The same applies to certain taxes on assets, such as
vehicle ownership taxes.

One particular feature distinguishes Latin American countries from
other world regions with regard to the allocation of taxes among the dif-
ferent levels of government, namely, the total absence of a subnational
income tax, even in the form of surtaxes.

Another recurrent issue in the countries analyzed, though not examined
in this chapter, is the problem of weaknesses in, and poor performance
of, tax administrations. This is traceable both to a lack of capital needed
to improve the systems, and to serious problems in human resources —
whether in terms of high turnover rates or lack of professionalism. This
problem is aggravated by the reluctance of local authorities themselves
to improve the effectiveness of tax administration, given their close
relationship with local power structures.

Past experience with overindebtedness by local governments has empha-
sized the need to establish alternative criteria to avoid impacts on national
finances. The areas covered by the criteria range from coordination with
the central government to the application of quantitative guidelines as
part of fiscal responsibility legislation. Suffice it to say that the problem
of indebtedness has not been exclusively a local government problem, but
also involves action at the central level, particularly in light of the fact that
various functions have been transferred to the subnational levels without
providing the current resources needed to finance them.
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portions of this report. The authors also wish to thank José Manuel Arroyo for his
comments.

Although most Latin American countries have intergovernmental transfer systems
that are vital to financing the subnational governments, this chapter focuses on other
alternatives 1o obtain resources. For an exhaustive review concerning intergovern-
mental transfers in Latin America, see Rezende and Veloso (ch. 8 in this volume) and
Martinez-Vazquez and Sepulveda (ch. 9 in this volume).

Leaving aside Venezuela (Bolivarian Republic of), which is not included in this
analysis.

For a detailed analysis of the evolution of the constitutional organization of the
region’s countries, see Gargarella and Arballo (ch. 2 in this volume).

For a detailed analysis of the transfer systems used in each of the region’s countries, see
Jiménez and Podest4 (2009).

Data from the Ministry of Economy and Finance of Peru from the year 2006.

For a detailed analysis of the functioning, composition and distribution of this Fund,
see the SUBDERE National Municipal Information System (SINIM), Chile, available
at: hitp://www.sinim.gov.cl/desarrollo_local/selfcm.htm.

For more details on the performance of property taxes in Latin America, see Sepulveda
and Martinez-Vazquez, (ch. 7 in this volume).

Calculations of the subnational tax burden in Chile used the DIPRES (Direccion de
Presupuestos-Chile) methodology, which eliminates duplications involved in using the
FCM. Thus, adding the residual difference to the respective taxes that make up the
Fund, one can see exactly how much is collected in each operational revenue category,
although this does not track information on what each municipality receives through its
participation in the Fund.

There is also a ‘construction tax’ of 1% of the budgeted value, payable by the owner of
the building being built or remodeled.

However, as De Cesare and Lazo Marin (2008) explain, municipalities must submit
to their respective state congresses annual proposals of their rates and value-per-unit
tables for land and construction.

Some municipalities, however, may establish rates and exceptions.

For a detailed analysis of this tax, a recommended source is Bruno de Carvalho (2006).
According to disaggregated data from the National Statistical and Geographical
Institute (INEGI, 2009).

Half of the revenue from the Vehicle Transfer Tax is also transferred, on a shared basis,
to the FCM, but this accounted for only 3% of the Fund in 2008.
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7. Explaining property tax collections
in developing countries: the case of
Latin America

Cristian Sepulveda and
Jorge Martinez-Vazquez*

1 INTRODUCTION

The property tax is arguably the most important source of own revenues
for local governments around the world. Many fiscally decentralized econ-
omies as well as an increasing number of countries that have embarked
upon a decentralization process look at the property tax as the main
source of revenue autonomy for their subnational governments. This prac-
tice is well matched with policy principles. There is widespread agreement
among economists and decentralization experts that, although not entirely
perfect, the property tax possesses several characteristics that are desirable
in the context of subnational government finance.

Besides its theoretical advantages, however, in practice all is not well
with the property tax. It is difficult to implement, costly to administer, and
unpopular among taxpayers. It is well known that many countries around
the world struggle to produce any significant amounts of revenue from
this tax source. These difficulties are more prevalent among developing
countries and, particularly in Latin America, the property tax continues
to be a predominant policy concern among policy makers. With very
few exceptions, Latin American countries have not been able to develop
revenue-productive property tax systems. Moreover, Latin America has
been identified in the economic literature as a region with relatively low tax
effort (Bird et al., 2006), and with a level of tax revenue performance that
is lower than the average in developing and transition countries (Ahmad
and Brosio, 2008; Bird et al., 2008). The problems of low tax effort and
revenue performance are especially acute and challenging in the case of
the property tax.

The main objective of this chapter is to analyze the causes of the poor
tax performance of the property tax in Latin America and to identify
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policies that could help with the current impasse. Part of what we find is
conventional wisdom. The lack of financial and technical means to assem-
ble accurate, comprehensive and updated cadastres (property registers)
is clearly one of the main reasons explaining the lackluster performance
of the property tax. In fact, there is an extensive literature addressing
these issues and suggesting more feasible alternatives to the assessment of
property values. All these lessons are relevant to Latin America and they
should be internalized by policy makers. But we also arrive at less conven-
tional findings. Previous analyses of the performance of the property tax
have given much less attention to the design of the fiscal decentralization
system within which the property tax must operate. The arrangement of
fiscal incentives in the decentralization system, we contend, can also play
a crucial role in determining the extent to which the property tax is used
in practice. We argue that the realignment of fiscal incentives must be an
important part of the solution for a more effective use of the property tax
in the region.

We emphasize the mutual dependence between a sound fiscal decen-
tralization process and the successful devolution of the property tax to
local governments. In order to become a productive revenue source, the
decentralization of the property tax also requires that local authorities
be politically accountable to their communities, be endowed with a sig-
nificant degree of fiscal autonomy, face the correct incentives within the
context of central government policies, and have sufficient administrative
capacity to carry out tax and expenditure policies.

A few words on the scope of the chapter are in order. The concept of
property is a broad one, encompassing different forms of wealth over
which different taxes can be applied. In general, we can differentiate
between real or immovable property, which includes land and structures,
from personal property, consisting of those tangible and intangible assets
that are not attached to the land. In addition, taxes can be applied to the
stock of properties, their transfer, or the capital gains realized on their
sale. This chapter focuses on the annual taxation of the stock of immov-
able property, which is generally considered among the most efficient
modes of property taxation and constitutes the bulk of property tax
revenues around the world.!

In this chapter we also distinguish between the analysis of property
tax collections at the subnational level within a country and that across
countries. We explain that certain variables that are exogenous for sub-
national governments within a country, such as the legal and institutional
frameworks, are likely to be endogenously determined at the country level,
and thus they should also be considered as components of the national
tax effort. Unfortunately, the information available at the subnational
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government level is, in general, still very limited, so the econometric
analysis tends to be more informative at the international level. Moreover,
even in that case, the data available for Latin American countries are
quite incomplete, which naturally limits the validity of our results. Our
dataset consists of an unbalanced panel of nine countries with years of
observation covering the 1990-2007 period.

We suggest that the improvement of property tax collections and the
realization of effective revenue autonomy may require, paradoxically, a
more active involvement of the central government in the implementation,
administration and collection of the property tax. The central govern-
ments in the region might provide technical and financial assistance to
the less administratively developed local governments, and in some cases
might temporarily retain some responsibilities over different aspects of
this revenue source. In addition, the central government could contribute
by helping to strengthen the relationship between autonomy and account-
ability at the subnational level, and by redesigning the intergovernmen-
tal transfer systems in a way that does not provide incentives to reduce
subnational own-tax collections.

The rest of the chapter is organized as follows. In Section 2, we provide
an overview of the main characteristics and importance of the property
tax in Latin America. In Section 3 we evaluate the property tax in terms of
the desirable properties of a good subnational tax. In Section 4 we develop
an analytical framework in which we identify the determining factors of
tax collection performance of subnational governments. This analytical
framework provides a sounder basis for the comparison of perform-
ances of subnational governments within a country and across different
countries, where performance is measured on the basis of actual revenue
collections vis-a-vis the potential collections reflected by existing fiscal
capacities. In Section 5 we present the empirical analysis. The last section
concludes.

2 PROPERTY TAXATION IN LATIN AMERICA

Despite the generally accepted potential of property taxes in tax systems
all over the world, in practice they are a minor source of public revenues,
specially by comparison to other taxes also commonly used worldwide
such as income taxes, VAT or sales taxes. The property tax is especially
far from being a mainstay of the revenue system in developing and
transitional countries.

To put the performance of property taxes in Latin America into per-
spective, we compare it with the performance of other regions of the
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Table 7.1  Property tax as a share of GDP in representative groups of
countries (%)

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) 4) 20 (18)
Developing countries 0.42 0.36 042 0.60
(number of countries) (20) 27 23) 29
Latin American countries - - 0.36 0.37
(number of countries) - - ®) (10)

Note: Figures in parentheses represent the number of countries considered in each
computation.
* The data for 2000s are for five years from 2000 to 2004.

Sources: Bahl and Martinez-Vazquez (2008) and CEPAL.

world. As shown in Table 7.1, property taxes in developing and transi-
tional countries raise less revenue relative to GDP than OECD countries.
In the early 2000s property taxes in OECD countries represented 2.12
percent of GDP, while for developing countries this figure was 0.6 percent
and, for transition countries, 0.68 percent. The trend for revenues in all
three groups of countries has been slightly upwards since the 1970s. The
figures in Table 7.1 suggest that the overall performance of the property
tax in terms of GDP is associated with the level of economic development;
for example, OECD countries rely more on the property tax than do devel-
oping countries. However, that relationship is not necessarily monotonic
and Latin American countries are found to perform less well than the
average developing country.

Table 7.2 presents the measures of property tax performance for some
Latin American countries. Even though the reliance on the property tax
is low, there is still a significant degree of variation across countries. For
example, in Peru property tax revenues in recent years (2005-07) repre-
sent 0.16 percent of GDP, while in Bolivia (Plurinational State of) for
the same period that figure is about four times larger, at 0.62 percent of
GDP. There is no clear trend over time but on average the relative impor-
tance of property taxes has decreased. There are also some cases where
property tax performance has consistently increased over time, such as
in Brazil, Colombia, Ecuador and Guatemala; while in Mexico property
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Table 7.2  Reliance on the property tax as a share of GDP in Latin
American countries

1990-94  1995-99  2000-04  2005-07

Argentina 0.65 0.62 0.59 0.44
Bolivia (Plurinational State of) - - 0.69 0.62
Brazil 0.37 0.41 0.42 0.44
Chile 0.55 0.65 0.70 0.59
Colombia 0.25 0.46 0.48 0.54
Ecuador 0.10 0.13 0.13 0.14
Guatemala 0.09 0.07 0.14 0.16
Mexico 0.18 0.18 0.18 0.18
Paraguay - 0.36 0.39 ~

Peru - - 0.17 0.16
Uruguay 0.52 0.70 0.71 -

Latin American countries 0.33 0.40 0.38 0.36

Source: CEPAL.

taxes have represented 0.18 percent of GDP, without changing since the
carly 1990s.

Central to this chapter is the question of which factors may help explain
variations in the use of property taxes in Latin America. It seems quite
certain that property taxes remain the great unrealized promise for local
tax autonomy. Like in some other regions of the world, the yield of the
property tax remains lower than its potential; but in Latin America
the distance between potential and reality appears to be much larger,
and the reasons for this are multiple. In this chapter we explore several
of these, including low political will and disincentive effects of revenue
sharing and transfers, and outdated and poorly equipped tax administra-
tions. These factors would seem to translate into generous exemptions
and low tax rates, obsolete and infrequent property value assessments,
incomplete registries and cadastres and lack of willingness and means of
enforcing collections.

This lackluster performance of property taxes in Latin America and
the differences observed among countries are likely to be related to the
different arrangements for discretion on rate setting or administration of
the property tax. Some of the main institutional features in the assign-
ment and administration of the property tax across Latin American
countries are presented in Appendix Table 7A.1.2 For the most part, Latin
American countries assign the property tax to municipal governments,
although there are ‘full’ exceptions such as the case of the Dominican
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Republic where this tax remains a central tax, and ‘partial’ exceptions
where some authority over taxes remains at the central level (for example,
Brazil for rural taxes, Guatemala, and Panama) or at the provincial level
(Argentina). In most cases, municipalities are also given some authority to
change tax rates, at times within legislated limits, but here there are also
exceptions. For example, Chile does not give that authority to the munici-
palities, and the states or provinces in Mexico and Argentina also share in
that authority. For the administration of the tax, the central governments
(the provinces in the case of Argentina) are most frequently responsible for
updating the cadastre; in Costa Rica, Honduras, and Mexico the cadastre
is a municipal function. In terms of assigning the responsibility for billing
and collections there are a large variety of practices with these functions
at times exclusively assigned to the central or municipal governments and
other times shared by different levels of government. Finally, the predomi-
nant approach to the assessment of properties is market valuation.

A priori, we can theorize on the positive and negative aspects of the
assignment of specific functions vis-d-vis the revenue productivity of prop-
erty taxes. For example, the assignment of administrative functions at the
municipal level may have certain advantages, such as better information
about the properties and potentially stronger incentives to collect taxes,
but the central authorities might also have advantages, such as better-
skilled and better-remunerated officials and stronger authority to make
things happen. In the next section we explore in more depth the role of
property taxation in financing local governments and the advantages
and disadvantages of different administrative schemes. Ultimately, we
shall rely on our empirical analysis to discern the direction and statistical
significance of the effects of different administrative arrangements on tax
collections from the property tax.

3 THE ROLE OF PROPERTY TAXATION ON LOCAL
GOVERNMENT FINANCING

There is widespread agreement among economists and policy makers
about the appropriateness and convenience of assigning the property
tax to local governments, Indeed, while the theoretical normative analy-
ses developed in the economic literature suggest that the property tax
is a good source of local government revenue, in practice most of the
decentralized economies in the world have assigned, at least partially, the
responsibility over the property tax to local governments. This matching
of theory and practice, however, does not imply that the decentralization
of the property tax has always been carried out in accordance with the
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normative prescriptions developed in the economic literature. In many
cases, either because of the difficulties associated with its implementation,
or because of poorly designed incentives, the property tax has not become
a significant source of revenues.

The economic role currently assigned to property taxation has been
shaped by a vast and longstanding literature analyzing the advantages and
disadvantages of alternative tax revenue sources. In this section we briefly
describe the economic arguments used to recommend the property tax
as one of the major sources of own local government revenues. We start
by discussing the general characteristics of good tax revenue sources, in
general and at the local level, and then we briefly stress the importance of
tax revenue autonomy in a decentralized system of government.

A Preliminary Evaluation of Subnational Property Taxation

Tax policy is carried out in complex environments where institutional,
cultural, political, and economic variables interact in order to determine
not only the economic effects of certain tax instruments, but also their fea-
sibility as policy tools. In reality, there are no easy answers regarding the
desirability of one tax instrument over another, and economists usually
rely on a set of widely accepted criteria or principles in order to describe a
‘good tax’ and evaluate the appropriateness of alternative tax instruments.
Among the most commonly used principles we find the following:

e Efficiency A tax should not induce significant behavioral responses
of individuals and firms; in other words, it should not distort the
adequate allocation of resources in the economy. When taxpayers
bear their burden in accordance with the benefit they receive (that
is, when the “benefit principle’ is fulfilled) then the tax approximates
the role of a user fee and is considered as an efficient tax. Indeed,
the behavioral responses induced by (rightly set) user fees can be
interpreted as the result of a correcting incentive (similar to what
happens in private markets), because the adjustment in the behavior
of the individual or the firm is made in order to pay the correct price
of the public good.

® Fquity and fairness The principle of horizontal equity calls for (or
regards as fair) an equal treatment of taxpayers in identical condi-
tions. In contrast, the concept of vertical equity allows for several
possible arrangements in which a tax can be said to be regressive,
proportional or progressive as long as the tax burden increases in
a lower, equal or higher proportion with the ability to pay. The
ability-to-pay principle states that taxpayers with greater ability to
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pay should bear a greater tax burden, but the judgment on what is
to be considered fair is a matter to be solved by each community or
society. In any case, in order to become a good revenue source, a tax
should be considered fair by the taxpayers.

® Revenue adequacy A tax should raise a significant amount of rev-
enues relative to the costs of collection and expenditure needs of a
government. In addition, the tax base should be stable and rather
insensitive to cyclical fluctuations.

® Low costs of administration and compliance Administration costs
reduce the share of tax collections available to finance public goods
and services. Similarly, compliance costs reduce the share of taxpay-
ers’ income available for private consumption. If these costs are
relatively high then other tax revenue sources might be preferable.

® Political acceptability A tax that is not acceptable either to the tax-
payers or to a significant portion of the political class might simply
be impossible to implement. Even if it is implemented, in order to be
successful, a tax requires a high degree of cooperation of all relevant
agents and institutions. Failing to reach this cooperation might
result in low voluntary compliance, inadequate or unrealistic laws,
and deficient enforcement.

® Minimize tax avoidance and tax evasion A tax should not induce
significant, legal or illegal, efforts to elude the tax burden. Both
types of responses erode the tax base, create deviations from the tar-
geted incidence, distort the relative prices in the economy and might
aggravate problems in horizontal and vertical equity.

No tax instrument perfectly fulfills all these principles nor could it be
considered as superior to all alternative tax instruments in all conditions.
In reality, although these principles of taxation serve as a guide to describe
the characteristics of a ‘good’ tax instrument, they must be evaluated
in the specific context where a tax is implemented. A general evaluation
of the property tax, therefore, can be expected to lead to different conclu-
sions depending on its structure, whether the property tax is assigned to
the central government or to the local governments, and so on.

Table 7.3 summarizes the relative advantages and disadvantages of
assigning the property tax to the central or to the local governments.?
Local governments have an advantage in terms of economic efficiency
because their proximity to the taxpayers allows them to better fulfill the
benefit principle. Indeed, the central government is more subject to
the ‘common pool problem’, by which those who contribute to financing
the public goods (the country as a whole if the tax is assigned to the center)
are not necessarily the beneficiaries of public expenditures. In general, the
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Table 7.3  Comparative analysis of property taxation at the central and

local levels of government

Principle Property tax as a central ~ Property tax as a local
government tax government tax
Efficiency Disadvantage: the Advantage: the property

‘common pool
problem’ increases
with the size of the
government
Advantage: both vertical
and horizontal
disparities can be
addressed at a nationat
level
Advantage: less mobility
and variability at the
national level
Advantage: better
administrative and
fiscal capacity
Disadvantage: economies
of scale might not be
substantial

Equity and fairness

Revenue adequacy

Low administration
Ccosts

Low compliance

costs

Political acceptability Disadvantage: the
property tax is very

visible

Disadvantage: inflexible
terms and ‘common
good problem’
reduce willingness to
contribute

Tax compliance

tax approximates a user
fee, especially as the
Jjurisdiction size decreases

Disadvantage:
heterogeneity and different
tax bases impose unequal
conditions in different
jurisdictions

Disadvantage: revenues can
be more volatile in smaller
jurisdictions

Disadvantage:
implementation costs
might simply be
unaffordable

Advantage: first-hand
knowledge of the
taxpayers and the tax base

(Depend on the complexity of the system and the
taxpayers’ willingness to contribute)

Advantage: visibility
helps to link taxation with
public goods benefits and
increases accountability

Advantage: closer match of
taxpayers’ preferences and
better knowledge of their
ability to pay

Source:  Authors’ elaboration.

lower the size of the jurisdiction and the greater the share of the property
tax on local revenues, the greater the ability of local governments to use

property taxation as a benefit tax.

The central government seems to have a clear advantage in terms of
the ability to address the problems of horizontal and vertical equity and
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fairness. Since Musgrave (1959) the economic literature distinguishes mac-
roeconomic stability, an equitable distribution of income and the efficient
allocation of resources as the three fundamental economic objectives of
the (genecral) government, and broadly accepts that local involvement
should be restricted only (or mostly) to contribute to the objective of
allocation efficiency. The reason is that local authorities cannot consider
the macroeconomic consequences of their decisions, nor are they capable
of, or interested in, ensuring fairness in the national context. According
to this argument, local governments should not even intervene in redis-
tributive policies within their own jurisdictions, but rather might limit
themselves to avoiding worsening the distribution of income at the local
level.4 This consideration is especially relevant in Latin America, a region
where the distribution of income is among the worst in the world (Lopez
and Perry, 2008).5

Independently from the relative magnitude of property tax collections,
the fact that mobility is lower at the national level implies that the prop-
erty tax collections would be more stable for the central government. At
the local level individual taxpayers can move out as a response to exces-
sive tax rates and lower the market value of properties. Firms might also
decide to leave the jurisdiction and in that case, in addition to the property
value effect, the loss in tax collections would be greater if commercial use
is taxed more heavily than residential use.

Due to their potentially significant magnitude, the administration costs
play a crucial role in determining the ability of a government to adequately
implement and collect the property tax. In particular, the assessment of
property values is complex and requires well-prepared personnel; building
a complete cadastre is a long and expensive task. In this context the central
government usually has advantages in terms of its ability to finance and
develop comprehensive cadastres. Moreover, local authorities in develop-
ing countries usually lack the enforcement mechanisms available to central
governments, such as legal staff, the police, and other means to take
advantage of their proximity to tax officials and taxpayers.

Importantly, local property taxation might also have an advantage in
terms of the political acceptability. One payment (or a few) per year of a
relatively large amount of money makes the property tax a visible and an
unpopular revenue source. Local authorities are in a better position than
the central government to show the taxpayers the way in which property
tax revenues are used to finance public services, and therefore to justify the
tax payments as a fair price for the benefits received. If local authorities
manage to effectively match public service provision with the preferences
of the community, then the taxpayers might well feel inclined to voluntar-
ily comply with the tax law, reducing the practice of tax evasion. In this
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sense, an adequate supply of public services might provide incentives to
taxpayers to remain in the jurisdiction even if tax rates are relatively high
with respect to neighboring areas. The local authorities also have a better
knowledge of the taxpayers’ ability to pay inside the jurisdiction; thus they
might be able to better monitor and enforce compliance as well as make
proper adjustments to the local tax policy. Torgler (2005b) finds that the
size of the informal sector is an important determinant of tax compliance
in Latin America. The informal sector represents an important share of
the economy in developing countries, and in Latin America is estimated
to be around 41 percent of the GNP (Alm and Martinez-Vazquez, 2007).
The question is whether local governments can exploit their advantage of
being ‘closer’ to the constituencies in order to bring more activities into
the formal sector and encourage increased voluntary compliance. Little
research has been done on this issue.

In summary, both central and local governments have advantages and
disadvantages for administering the property tax, and it is not possible
to assert a priori which level will perform better. In practice, however,
their strengths can be combined in mixed arrangements of authority and
responsibilities. On the one hand, the visibility of the property tax, usually
considered as a disadvantage for the central government, is a key aspect of
the problem that calls for a keen participation of local authorities in rate
setting and also in the administration of the property tax. At the local level
the tax authorities might be able to use such visibility to present the prop-
erty tax as a benefit tax, enhancing political acceptability and taxpayers’
participation in local decisions, and potentially reducing non-compliance.
On the other hand, central government intervention might be helpful to
develop comprehensive cadastres, to assist in the formation of administra-
tive capacity and to provide policy parameters within which the creation
of inefficiencies can be contained.

The literature has identified a number of additional desirable features of
a ‘good local tax’.5 Among these features we count, again, the correspond-
ence between tax payments and benefits received (benefit principle), the
perception of fairness, and the stability of revenue collections. In addition,
and pondering some of the arguments provided earlier in this section,
the visibility of the tax instrument is considered as a good characteristic
of local taxation. Other desirable features that are applicable specifically
within the local context are:

® The tax base should be relatively immovable According to the
Tiebout’s (1956) hypothesis, taxpayers would ‘vote with their feet’
and efficiently reallocate themselves after considering the combina-
tion of taxes and services offered by different local governments.
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In practice, however, tax competition among subnational govern-
ments might also lead to a ‘race to the bottom’, if local governments
are forced to reduce their tax rates in order to retain the taxpayers
inside the jurisdiction. As a result, the overall amount of subnational
public expenditures may remain at a suboptimal level.” A con-
sensual, but rather conservative, position to deal with the unclear
effects of mobility in economic efficiency consists of assuming that
any fiscally induced change in taxpayers’ behavior represents a dis-
tortion of the efficient allocation of resources in the economy and
consequently reduces economic welfare. Moreover, it is clear that
a relatively immovable tax base would allow for more room in tax
policy decisions.

o The tax should be geographically neutral Taxes should not interfere
with the commercial flow of goods and services and business loca-
tion decisions across the jurisdictions. In this case we again assume
that tax-induced changes of taxpayers’ behavior should be avoided.

o Tuaxes should not be easily exported The benefit principle does not
hold if non-residents are charged for the provision of local services.
In addition, such a situation implies that the costs assumed locally
are reduced, which might also lead to overprovision of public
services.

o Significant tax revenue sources should be evenly distributed among
Jurisdictions Sizable variations in the size of the tax base create
high fiscal disparities among jurisdictions and impose undesirable
differences in the degree of revenue autonomy. In general, local gov-
ernments with more (less) revenue autonomy are also able to exert
more (less) discretion in their expenditure decisions, and this might
translate into greater (lower) ability to tailor the public service pro-
vision to the preferences of the community. Great differences in the
size of the tax base, therefore, might generate discontent and even
confusion regarding the importance of own-revenue collections and,
in general, the role of local governments in a decentralized system.

The extent to which these conditions hold, or are adhered to in practice,
is likely to vary from one tax instrument to another. In general, it seems
reasonable to expect that only some taxes, if any, will satisfy all of them.
For instance, there are few taxes that satisfy the benefit principle and are
not exportable, among which the property tax and the tax on vehicles
stand as the most typical examples. However, both of these are subject
to tax competition, which can create economic inefficiencies and erode
the tax bases. In addition, in most cases the magnitude of the tax base
varies significantly across jurisdictions, particularly between urban and
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rural areas. In this sense, we can also expect a certain degree of correlation
between the size of the tax base and the administrative capacity of the local
government, such that the initial disparitics are aggravated by the relative
difficulties in raising local revenues.

All things considered, the property tax represents a promising but still
imperfect source of own revenues at the local level. Even with significant
decentralization of the property tax, poorer local governments will likely
remain dependent on alternative sources of revenues, notably intergov-
ernmental transfers. In addition, special attention will be required to
create a tradition of taxpayers’ participation and voluntary compliance,
and to provide the right incentives for efficient levels of tax effort by local
governments.

The Importance of Tax Revenue Autonomy

The decentralization theorem (Oates, 1972) states that if the decisions
about the type and amount of public goods are allowed to be made locally,
then the level of social welfare would be greater with respect to a situa-
tion where public goods are centrally, and uniformly, determined for all
localities. The reason is simply that the local governments are better able
to tailor public goods provision to the particular needs and preferences of
each jurisdiction.?

In order to adapt the type and amount of public goods to local needs
and preferences, the local authorities require, by necessity, a certain degree
of autonomy on their expenditure decisions. But even if granted by law,
the expenditure autonomy cannot be practiced without sufficient techni-
cal and administrative capacity and the ability to discretionally increase
the amount of local revenues. The existence of effective expenditure
and revenue autonomy is widely recognized in the literature as a basic
requirement for realizing the welfare gains of fiscal decentralization.
Unfortunately, this economic prescription does not always concur, and
might even collide with, the practical drivers of decentralization. The inter-
national movement towards greater fiscal decentralization has responded
more to political forces such as the demand for deeper democratization,
the resolution of ethnic conflicts, or the failure of central governments in
securing national objectives, than to a search for greater economic efli-
ciency as portrayed in the decentralization theorem.” In many countries
the implementation of an economically efficient decentralization design,
although desirable, might well not be a priority.

According to Ahmad and Brosio (2008), one of the main factors weak-
ening the decentralization process in Latin America has been the lack of
attention given to the subnational revenue assignments. In this context, it
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does not seem too audacious to suggest that the widespread decentraliza-
tion of the property tax is partially explained by the fact that the central
authorities have several more efficient, easier to administer, and less
unpopular revenue sources under their control. Similarly, central authori-
ties are usually reluctant to devolve effective autonomy to the subnational
governments in most areas of taxation. The reason for this may be the
lack of technical and administrative capacity at the subnational level, but
it is also reasonable to presume that central authorities are not willing to
renounce their power over budgetary decisions.

In short, even though the choice of the property tax as a main source
of local own revenues seems to be correct from an economic perspective,
the assignment of this revenue source to the local governments by no
means guarantees that local governments will be able to exert expenditure
autonomy in the margin and to realize the benefits of decentralization.

4 EXPLAINING PROPERTY TAX COLLECTIONS:
AN ANALYTICAL FRAMEWORK

The amount of property tax revenues that governments are able to collect
varies widely across nations and across jurisdictions within any country,
and depends on a wide range of institutional, cultural, political and eco-
nomic factors. The problem of property tax collections (or the lack thereof)
has been extensively analyzed in the economic literature. The complexities
of the problem and data limitations, however, still impose severe restric-
tions on the empirical analyses; as a result, no conclusive answers have been
reached about the factors determining property tax collections.

In this section we develop a model of property tax collections, show
their dependency on the concept of tax effort, and explain how the design
and implementation of the fiscal decentralization process can affect
the performance of the property tax. We begin by presenting a general
model of revenue collections and then we analyze, separately, the revenue
collection problem at the subnational and national levels.

A Simple Model of Property Tax Collections

Following Bahl and Martinez-Vazquez (2008), and assuming that the
property value assessment is based on market value, the amount of
property tax collections (TC) can be defined as:*?

V MV
_TC_TL TAV TMV o

TC_TL TAV TMV MV
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where

TL :property tax liability,
TAYV : taxable assessed value,
TMYV : taxable market value,
MV :full market value.

The first term on the right-hand side, property tax collections over tax lia-
bility, corresponds to the collection ratio. In the ideal case the amount of
tax collections should be identical to the tax liabilities and this term would
be equal to one. In practice, however, either the tax authorities might fail
to properly enforce the tax law or the taxpayers might fail to comply with
it; thus the collection ratio is normally lower than one. The value of the
collection ratio can be interpreted as a measure of the observance of the
tax law and the ability of the authorities to enforce it through fines or even
jail sentences. According to Bahl and Martinez-Vazquez (2008), a normal
value for the collection ratio in developing countries is around 50 percent,
which is explained as mainly due to lax tax enforcement, and in some cases
can even be as low as 20 percent.

The second term on the right-hand side of equation (7.1), the share of tax
liabilities over taxable assessed value, is the statutory tax rate, usually set
at some value lower than 1 percent. The third term represents the assess-
ment ratio, the share of taxable assessed value on taxable market value, by
which the law establishes the share of the taxable market value over which
the tax liability is actually going to be computed. When the assessment
ratio is specified by law, then it normally takes a value between zero and
one, but if it is not specified, then its implicit value is one. The assessment
ratio is nothing more than an adjustment to the statutory tax rate and it is
used to induce acceptability of the tax system and reduce complaints about
the assessment criteria, because it gives taxpayers the impression that they
are not being taxed for the full value of their property.!! Finally, the fourth
and fifth terms on the right-hand side of equation (7.1) jointly represent
the tax base (TB) that is actually available for taxation. The fourth term is
the ratio of taxable market value over (full) market value, and summarizes
all the effects of preferential treatments, exemptions on the tax base, and
errors in assessing the true market value of the property (the last term in
the equation). Equation (7.1) can now be rewritten as:

TC
TC = TL # - TB, (7.2)
where # is the statutory tax rate ‘adjusted’ by the assessment ratio.

As explained, the collection ratio measures the degree of observance of
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the tax law, and can be different from one only in the presence of ‘distor-
tions’” imposed by the behavior of government authorities or taxpayers.
There are several possible sources of distortions that can explain a low
degree of observance of the tax law. On the government side, the tax law
can be deficiently enforced (DE) if the tax authorities are either unable
or unwilling to capture the whole revenue potential of the property tax.
We might also be in the presence of corruption (C), in which case the tax
authorities appropriate for themselves a share of the revenues collected.

On the taxpayers’ side, revenues might be lost due to tax evasion (E),
generally defined as any illegal form of taxpayers’ non-compliance.!2 The
traditional model of tax evasion explains taxpayers’ non-compliance by
considering the probability of auditing and detection, the cost of enforce-
ment and the costs of non-compliance, which can be summarized under
the concept of penalties (P).13 In the case of the property tax, however,
illegal non-compliance is limited by the very nature of the tax base. If
properties are immovable, then they cannot easily be hidden from the
tax authorities. As a result, tax evasion can take place only under certain
circumstances. For instance, the taxpayers might take advantage of the
inability or unwillingness of the tax authorities to correctly assess the value
of the property, or might also attempt to lie in order to qualify for pref-
erential treatments and exemptions. In these cases the factor explaining
tax evasion is deficient enforcement. Alternatively, corrupt tax authorities
might accept bribes for reducing taxpayers’ tax bills.

Another possible form of tax evasion consists of simply refusing to pay
the tax liabilities. This decision would be economically rational and even
become a common practice, if taxpayers perceive that the tax law is not
enforced or if the costs of tax evasion are relatively low. In contrast, if the
tax law specifies high penalties and is being properly enforced, then tax
evasion would certainly be too costly and eventually lead to the expropria-
tion of the property; thus it is less likely that the taxpayers would choose
this strategy.

The economic literature has recently incorporated the concept of tax
morale (TM) in order to account for the fact that taxpayers are usually
inclined to voluntarily comply with the tax law even in the absence of effec-
tive enforcement.!* Analyzing opinion survey data from the United States
and Turkey, Torgler et al. (2008) find that positive attitudes towards the
tax authorities and the tax system as well as trust in public officials sig-
nificantly increase tax morale, while the perception of corruption has the
opposite effect. Additionally, Torgler (2005a) shows that the willingness to
pay taxes increases with the level of direct democracy in a jurisdiction. The
evidence provided by the tax morale literature suggests, therefore, that tax
evasion also depends on the taxpayers’ perception about the behavior and
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performance of the tax authorities, and the extent to which they conform
to the preferences of the community. In our model we summarize these
determinants of tax morale with the concepts of corruption and govern-
ment responsiveness (R). Tax morale is expected to decrease (and tax
evasion to increase) with a higher perception of corruption; the opposite
would occur if the tax authorities are truthfully responsive to the prefer-
ences of the taxpayers.

Summarizing, tax evasion can be said to respond positively to deficient
enforcement and negatively to the size of penalties and tax morale, and
we can write in shorthand that E = E[DE, P, TM(C, R)]. Furthermore,
the amount of tax liabilities (7'L) can be decomposed into the observance
of the tax law, represented by tax collections 7°C, and the non-observance
of the tax law, represented by the tax revenues forgone due to deficient
enforcement DE, corruption C, and tax evasion £:

TL =TC+ DE + C+ E[DE, P, TM(C, R)]. (7.3)

Solving this equation for TC and dividing by TL, we can introduce it into
equation (7.2) to express the amount of tax collections as:

where tax collections appear to be a function of deficient enforcement, cor-
ruption, penalties of tax evasion, government responsiveness, the adjusted
statutory tax rate, and the size of the tax base. The analytical advantage
of equation (7.4) is that now tax collections are exclusively expressed as a
function of exogenous variables, which allows us to more easily identify
the factors that determine the actual amount of tax revenue collections.
The amount of taxes a government is able to collect largely depends on
policy variables that can be influenced either by the tax law or by the tax
authorities. This conclusion stresses the role of the tax laws and the respon-
sible government authorities as opposed to the role of taxpayers in explain-
ing tax collections. A government in need of rising additional revenues is
not limited to legally determining the tax rate and the tax base. In reality,
several alternative channels might serve the same purpose. For instance,
the tax law might incorporate measures to minimize and sanction corrup-
tion, set adequate levels of penalties for evasion, and restrict preferential
treatments and exemptions. Alternatively, the tax authorities might choose
to effectively enforce the tax law, improve the assessment process in order
to more accurately measure the tax base, and to deepen the involvement
of taxpayers in the public spending decisions. As De Cesare (2002, p. 11)
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points out in the context of a review of several independent experiences in
Latin America, ‘it [is] clear that the political will is the principal element for
explaining differences in the performance of property taxes’.

So far the discussion about the basic determinants of tax collections has
not distinguished between the levels of government responsible for collect-
ing the property tax. This distinction is important because different levels
of government are given different responsibilities and decision-making
powers, and also because typically they possess dissimilar levels of admin-
istrative capacity. In principle, the more discretion a subnational govern-
ment is allowed, the greater the influence it can exert on the variables
determining the amount of tax collections. In any case, equation (7.4) also
shows that even with limited power over the design of the tax policy, a
subnational government has a wide variety of channels available to alter
the amount of tax collections. Indeed, due to their proximity to the collec-
tion process and to the taxpayers, the subnational authorities could enjoy
some advantages with respect to the central government. Corruption, for
instance, might be easier to detect and correct at the local level; strength-
ening the enforcement of the law and reducing tax evasion might well be
facilitated by enhancing the taxpayers’ participation in local expenditure
decisions. Although not conclusive, the economic literature provides
some evidence suggesting that fiscal decentralization reduces the level of
corruption in a country. When authorities enjoy a significant degree of
autonomy they not only have more ability to correct the distortions that
reduce the level of tax collections, but they also are more accountable to
the community.?

Comparing Tax Collection Performance at the Subnational Level

A subnational government responsible for collecting certain taxes would
likely have some degree of discretion over several, and maybe all, of the
explanatory variables described in equation (7.4). In this context, tax
performance can be evaluated by comparing the amount of taxes col-
lected by different subnational governments under similar conditions. A
good (poor) level of performance would consist in collecting a relatively
high (low) amount of tax revenues with respect to other subnational
governments that face a comparable tax base and enjoy a similar level of
discretion.

The natural question is what amount of tax collections should be
considered as the benchmark to distinguish between good and poor per-
formance. In principle, for each level of government, the total amount
of revenues raised should be able to cover all the expenditure needs.
Therefore, in a decentralized system of government the benchmarking
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amount of tax collections can be defined, jointly for all tax instruments
available, as the share of expenditure needs that remain unfunded after
the vertical imbalance has been corrected via intergovernmental transfers.
Unfortunately, this benchmark requires a precise measure of the vertical
imbalance, which in practice is difficult to obtain. A more feasible alterna-
tive is to set the benchmark at the average effective tax rate, #, such that
any government whose effective tax rate is higher (lower) than the average
would be said to exert a relatively high (low) ‘statutory” tax effort.!®

Now we can multiply both the numerator and the denominator of the
right-hand side of equation (7.4) by £, and rewrite the equation to describe
the tax collections of any jurisdiction i as:

Ci DEl Ei[DEi) P> TM(Cp ‘R!)] [f e
7C = {1 — — - 2o 2P D IR B T 1R (75

7

Note that P and # are the only variables not determined inside the juris-
diction. In general, the tax law assigns different responsibilities to the
different levels of government, and authority over variables such as the
penaities of tax evasion might be reserved to the central government or
even be an exclusive prerogative of the congress. Because of this, the pen-
alties of tax evasion as well as any policy variables that are not under the
authority of subnational governments can be considered to be determined
exogenously.

On the right-hand side of equation (7.5), the product of the terms inside
the bracket and the ratio of adjusted statutory tax rate over the average
(benchmark) effective tax rate represents a ‘relative effective tax rate’,
which takes a value greater than, equal to or lower than one as long as
the tax rate effectively applied on the government unit 7 is greater than,
equal to or lower than the sample average. This is precisely the definition
of what the economic literature refers to as the tax effort (7F) exerted by a
particular government. Moreover, the product of the last two terms in the
equation, the average (benchmark) effective tax rate times the tax base of
the government unit i, describes the concept of fiscal capacity (FC), which
is usually defined as the amount of tax revenues that could be collected if a
given level of effort were applied to the available tax base. Equation (7.5)
can therefore be reduced to the following identity:

TC, = TE, FC, (7.6)

where the taxes collected by a government i are defined as the amount
of revenues obtained by applying the level of effort exerted by that
government to a ‘fair’ measure of its potential tax revenues.
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By expressing the amount of tax collections as a function of the level of
tax effort, equation (7.6) stresses the fact that, given the size of the avail-
able tax base, and a certain degree of fiscal autonomy, each subnational
government is largely responsible for the amount of taxes actually col-
lected within its jurisdiction. In this sense, tax effort is a choice variable
that can be altered by voluntary decisions of subnational authorities and
those of taxpayers, and therefore it can be used as a measure of tax col-
lection performance. Equation (7.6) implies that we can estimate the tax
effort of a subnational government as the ratio of its actual tax collections
over its fiscal capacity:

7E, = 1<

" FC;
In order to evaluate the performance of each subnational government
we only need to compare its tax effort with the tax effort of the other
subnational governments of the same level. Moreover, since data about
subnational revenue collections are usually available for most countries,
the main challenge lies in estimating fiscal capacity.

A correct interpretation of the concept of tax effort requires a careful
consideration of the actual degree of fiscal autonomy enjoyed in each
jurisdiction. If all subnational governments enjoy the same degree of
(significant) fiscal autonomy, then a relatively high (low) level of fiscal
effort might simply suggest that the jurisdiction’s residents are demanding
a relatively large (small) amount of subnational services. Given that the
efficiency gains of fiscal decentralization arise from tailoring the provision
of public services to the needs and preferences of each community, then
even a very low level of tax effort could be regarded as optimal. Indeed,
if the system of intergovernmental fiscal relations is properly functioning
then there would be nothing right (wrong) with a high (low) level of tax
effort, and no reward (penalty) would be justified. In practice, however,
and especially in the initial states of a fiscal decentralization reform, sub-
national fiscal autonomy might be limited by several factors. For instance,
there might not be a longstanding tradition of taxpayers’ contributions
to the public sector, and thus taxpayers might not be willing to volun-
tarily comply with the law and nor would the tax authorities be willing
to enforce it. Decentralization reform, in this sense, can actually imply
a radical cultural change for some communities. Another limitation,
very common among poor jurisdictions, is that of the lack of technical
and administrative capacity to manage subnational finances and collect
the taxes. A subnational government cannot be expected to assess the
tax base, compute the tax liability and collect the taxes without proper
means to carry out these functions. But this basic contradiction is a rather

(1.7)
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common occurrence among subnational governments in Latin America,
especially in the rural areas. In order to address this problem either an
asymmetric decentralization of public functions or central government
assistance to develop adequate capacity would be required.

Given that the factors limiting subnational fiscal autonomy usually
affect different jurisdictions unevenly, the observed variations in tax effort
and performance may no longer be the result of subnational choices. It
follows that in order to make the subnational authorities (and the com-
munities) fully liable for the differences in tax effort then they should enjoy
equal, or at least comparable, levels of effective fiscal autonomy.

In spite of this argument, in order to increase own-revenue collections,
some countries decide to reward high tax effort with additional intergov-
ernmental transfers, and sanction low tax effort with no additional, or
fewer, intergovernmental transfers. These incentives might serve as an
effective tool to encourage greater subnational tax collections, but it is
important to recognize that they would plausibly lead to counterproduc-
tive results. The reason for this is very simple and deals with the trade-off
faced at the subnational level between own-revenue sources and intergov-
ernmental transfers. Assuming that there are no savings, the total amount
of government expenditures in public services (G) is equal to own-tax
collections plus the amount received in the form of intergovernmental
transfers (77,17 thus for any subnational government i we can write the
budget constraint as:

G =TC +T, (7.8)

from which it is clear that subnational expenditures can be expressed as a
function of intergovernmental transfers, G, = G,[T}]. Replacing TC, by its
definition in equation (7.6), dividing by fiscal capacity FC, and solving for
the level of tax effort TE, we find that:

P FC s ()

such that the tax effort exerted by the subnational government i is equal
to the difference between the total amount of public expenditures and the
intergovernmental transfers received, over the fiscal capacity of the juris-
diction. In other words, tax effort corresponds to the extent to which a
subnational government exhausts its own tax base.

According to equation (7.9) the direct effect of intergovernmental
transfers, with a negative sign, is to reduce tax effort. An additional effect,
however, can be observed in the amount of public goods and services
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provided. Considering fiscal capacity as exogenous, the net effect of trans-
fers on tax effort will depend on whether public expenditures will increase
in a greater, equal or lower proportion than the transfers received. As a
consequence, the final effect of intergovernmental transfers on tax effort
will ultimately depend on the elasticity of public goods provision with
respect to a marginal increase of the subnational budget. Jurisdictions
where public goods are elastic will respond to additional intergovernmen-
tal transfers by increasing the level of tax effort, but those where public
goods are inelastic, or comparatively less desirable, will reduce their
tax effort.!® This implies that, regardless of the level of fiscal autonomy
of subnational governments, tax effort can certainly be affected by
intergovernmental transfers.

This analysis might suggest that the final effect of intergovernmental
transfers on tax effort is efficient in the sense that it responds to the demand
of public services within each jurisdiction. However, this conclusion is not
necessarily correct. The demand for public services is affected by prefer-
ences and also by the quality of public services, and in turn this quality can
be expected to vary across jurisdictions.!” Some local governments might
not be able to provide public services with desirable standards of quality,
which would reduce their demand and the resultant level of tax effort. The
obvious equity problems that arise will have to be solved in accordance
with the national preferences for redistribution.

Estimating Fiscal Capacity of Subnational Governments

For the most part, the empirical literature on the property tax has focused
on measuring tax effort at the subnational level by considering fiscal
capacity as an exogenous factor with respect to the tax revenue perform-
ance of subnational units. The reason for this is that any exercise of
discretion implies a certain degree of responsibility and thus allows us to
evaluate tax performance on the basis of effective power over tax collec-
tions. In this sense, subnational governments are by presumption passive
with respect to their fiscal capacity and this concept can be regarded as
irrelevant for performance evaluations.

In the previous discussion we showed, however, that a good measure
of fiscal capacity is critical to accurately estimate the tax effort and evalu-
ate their tax performance. Measuring the fiscal capacity with respect to
the property tax is particularly difficult because of the great financial,
technical and administrative requirements for developing comprehensive
cadastres of immovable properties. Any measure other than the cadas-
tre, and independent from the actual value of properties, will provide a
questionable estimation of the potential property tax base.
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Unfortunately, developing countries struggle with the complexity and
costs associated with the construction of the cadastre, but still the prospect
of not taxing properties seems to be a much worse solution. In practice,
the use of indirect methodologies for estimating the fiscal capacity associ-
ated with the property tax can help to partially solve this problem. The
literature has described a number of these methodologies, which have been
designed to do as much as the availability of information allows.

One of the simplest methodologies consists of using historical prop-
erty tax collections from one or several past periods. This methodology
assumes that past collections can be representative of the fiscal capacity
of local governments. However, there are several factors that might create
a difference between potential and actual tax collections. The presence of
centrally imposed exemptions eroding the tax base, or greater administra-
tive and compliance costs, and the taxpayers’ willingness to contribute to
the provision of public goods, are some examples of factors that might
truly reduce fiscal disparities. But historically low tax collections might
also be caused by inefficiency, political favors and corruption. In this
context, it is desirable to have some information about the determinants
of fiscal capacity. For instance, we might expect that measures of income,
production or consumption could be related to the size of the tax base,
including the property tax base. In general, the use of this type of ‘proxies’
is preferable to the use of historical data, but in developing countries we
can rarely count on this information at the local level.

There are several additional methodologies for estimating fiscal capac-
ity and their usefulness, of course, depends on whether the data are avail-
able or not.?% In any case, it is important to stress the fact that deficient
measures of fiscal capacity lead, necessarily, to equally deficient estimates
of tax effort.

Comparing Tax Collection Performance across Countries

The comparison of property tax performance across countries follows the
same logic as the comparison of subnational tax performance. Maybe the
most important difference consists of which institutions are ultimately
responsible for the relative variations in tax performance. In the analysis
of subnational tax collections, subnational governments are responsible
for their performance up to the point where they do not have further dis-
cretion to affect tax collections. Such a limit is imposed, for instance, by the
tax law, which can usually be regarded as exogenous for any subnational
government and even for the central government. In contrast, regardless
of which level of government is responsible for administering a tax source,
at the country level the tax law and the public policies in general should
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be considered as endogenous and other national institutions such as the
congress and the judiciary system also become responsible for the result-
ant level of national tax performance.

In this cross-country context, most of the variables determining prop-
erty tax collections can be considered to be endogenous, and we can define
the total amount of tax collections for any country j as:

J J

R N LT

where besides the change in subscripts the only difference with respect to
the subnational case is that the penalties for tax evasion (as well as any
other determinant that might be exogenously imposed by the tax law) are
expressed as endogenous (choice) variables. 2!

Moreover, given that a country has full discretion to define the tax base,
and provided that the market value of all land and structures (V) is avail-
able for taxation in the national territory, then the share of the actual tax
base over V; becomes by itself a component of the national tax effort. Asa
consequence, the country has discretion over all the variables in the right-
hand side of the equation, and tax effort can be defined simply as:
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= (7.11)
This equation states that national tax effort can be estimated as the ratio
between actual tax collections and the market value of lands and structures
available for taxation within a country, while the last term determines the
potential tax collections or fiscal capacity of the country. In turn, cross-
country comparisons can be carried out by simply comparing the values
of national tax effort.

Of course, as in the case of subnational tax performance, the main chal-
lenge with estimating national tax effort is measuring the fiscal capacity of
the country. If this is possible, however, the cross-country analysis of tax
effort and performance offers important advantages in terms of data avail-
ability, because much more data about institutional, political, cultural and
economic variables are available at the country level.

Given that each country defines its own property tax base and might
use different valuation methods to estimate the tax base, a wide variation
of financial and technical arrangements can be observed among different
countries. As a consequence, ¢ven if available, national estimates of the
property tax base are not comparable. Bahl and Wallace (2010) suggest
a standardized approach in order to solve this problem: The measures of
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national wealth provided by the World Bank (2006) can be used to esti-
mate the size of the potential property tax base under a single criterion
and for a large number of countries. In Appendix Table 7A.2 we present
the estimates of the potential property tax bases for a number of Latin
American countries. Unfortunately, the measures of national wealth are
currently available only for the year 2000; thus even if useful, they do not
provide information about how tax bases vary across time. In the next
section we use these estimates in the econometric analysis of international
property tax performance.

5 THE DETERMINANTS OF PROPERTY TAX
COLLECTIONS IN LATIN AMERICA

An empirical test of the main propositions of our analysis requires infor-
mation that, in general, is not available at the subnational level in Latin
American countries, so we are not able to properly account for the deter-
minants of property tax collections at the within-country level. For this
reason, we begin with a simple OLS regression analysis in order to verify
how intergovernmental transfers received by local governments in Brazil
and Peru (in national currency) are correlated with per capita property tax
collections.?

The results are presented in Table 7.4. Because of data availability,
we are able to include only a few other control variables to get a clearer
picture of the potential impact of intergovernmental transfers on property
tax collections. These control variables are the total amount of current
revenues in each jurisdiction, revenue autonomy (defined as own taxes
over total revenues), population, regional GDP in the case of Brazil, and
the relative incidence of poverty and the percent of urban population in
the case of Peru. We should also note that total current revenues and
revenue autonomy should be expected to be endogenous with property
tax collections; however, lacking valid instruments we cannot correct this
problem. Nevertheless, a few interesting observations may be drawn from
the results.

The most relevant result in Table 7.4 is that current intergovernmental
transfers per capita are negatively and significantly correlated with prop-
erty tax collections per capita in the two countries. This would seem to
suggest that on average current transfers act as a disincentive for property
tax collections. However, we need to interpret this result with caution.
There may be an endogeneity bias in these estimates because lower prop-
erty tax revenues per capita may also induce larger current intergovern-
mental transfers per capita. On the other hand, the coefficients of capital
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Table 7.4  Determinants of property tax collections in Brazil and Peru
(dependent variable. per capita property tax collections)

OLS regression: Brazil ~ OLS regression: Peru

Current transfers per capita —0.1124%#** —0.2263%**
(0.0237) (0.0130)
Capital transfers per capita 0.0058 —0.0080
(0.0063) (0.0191)
Current revenues per capita 0.1081*** 0.2165%**
(0.0223) (0.0123)
Revenue autonomy (%) 2.5051%** 1.6772%%*
(64.9611) (49.8014)
Per capita GDP (2000) —0.0006**
(0.0003)
Poverty 0.0097
(0.0427)
Urban population (%) —-0.1065***
(0.0390)
Population (thousands) -0.0015 ~(.1159***
(0.0047) (0.0439)
Constant —8.7593%** 6.6278
(3.3112) (4.0486)
Observations 4,998 1,428
R-squared 0.5218 0.8769
Notes:

Robust standard errors in parentheses.
** significant at $%; *** significant at 1%.

intergovernmental transfers are not statistically significant, suggesting
that the distribution of this revenue source because of its unpredictability
or periodicity does not affect local property tax collection performance.

The coefficients of total current revenues and revenue autonomy are
positive and statistically significant. But these results are expected due to
the construction of those variables; by definition the larger the property
tax collections the larger will be the amount of current revenues as well as
the share of own revenues in the local budgets. However, they might also
suggest, subject again to a possible endogeneity bias, that local govern-
ments with larger budgets and more revenue autonomy might be better
able to collect property taxes.

The regressions also include proxies for local fiscal capacity, which help
to estimate the relative size of the property tax base as well as the admin-
istrative capacity of local governments. The per capita GDP variable is
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available for Brazilian local governments. Its coefficient is negative and
significant at the 5 percent confidence level. This result is contrary to our
expectations, as long as GDP per capita is expected to be highly correlated
with the property tax base; but it could also be that a higher GDP per
capita signals the availability of other tax bases, such as Brazil’s ISS (local
tax on services), which is relatively more important than the property tax
in local budgets. The availability of other tax sources may push down
local efforts to collect the more difficult and unpopular property tax.?
However, we must note that the estimated coefficient is relatively unim-
portant in terms of magnitude, implying that property tax collections are
not that responsive to this factor. In the case of Peru there are no measures
of GDP at the local level. Instead, we use a measure of poverty defined as
the share of the population under the poverty line; this variable displays
no significant correlation with property taxes. In addition, we consider
the share of the population living in urban areas, which is expected to be
directly related with the size of the property tax base; however, here again
the coefficient 1s instead negative and statistically significant, perhaps sign-
aling the availability of other more ‘convenient’ revenue sources in urban
areas.

Finally, the regressions also include population as a control for the
jurisdiction size. In both cases the coefficient is negative, but it is sig-
nificant only for Peruvian municipalities. This is somewhat surprising
because we would expect to observe economies of scale in property tax
collections. However, this result might be explained, for instance, by the
presence of economies of scale on the expenditure side; or, alternatively,
by a positive correlation between the extent of informal properties and the
jurisdictional size.

The empirical analysis of property tax collections at the local level is still
subject to very important data limitations, and the inability to properly
control for other determinants can easily lead to significant omitted vari-
able bias. In contrast, even though at the international level the data are
also limited, there are several additional variables that allow us to control
for macroeconomic, political and institutional factors that are relevant in
determining property tax collections. In the end, however, there is a clear
trade-off since using international cross-country data is also subject to
aggregation biases and omitted country fixed effects.

The cross-country analysis of the determinants of property tax collec-
tions considers nine Latin American countries for which relevant data are
partially available for the 1990-2007 period: Argentina, Bolivia, Brazil,
Chile, Colombia, Ecuador, Mexico, Paraguay, and Peru. The dependent
variable, property tax collections, is defined as the share of property tax
collections in GDP. Based on the discussion in the previous section, we
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expect property tax collections to decrease with deficient enforcement,
corruption, tax evasion and the predominance of transfers, and to increase
with the size of the property tax base, government responsiveness, and the
average tax rate. Even though there are direct measures of all these vari-
ables, some of them are not available for long periods of time for all Latin
American countries. In order to maximize the number of observations,
we use alternative (more common) variables as proxies of our variables of
interest.

We consider a variety of factors accounting for the design of fiscal
arrangements, the level of development, the size of the property tax base,
relevant differences in the implementation of the property tax, and basic
characteristics of the political system.?* The structure of fiscal arrange-
ments is described through measures of fiscal decentralization, the level of
transfer dependency, and the size of government. Fiscal decentralization
is defined as the share of subnational expenditures over total government
expenditures, and it is used to represent the extent of the fiscal devolution
to the subnational governments.?> The dependency on transfers is defined
as the share of intergovernmental transfers in total subnational revenues.
As explained, intergovernmental transfers reduce the need for collecting
own revenues and, therefore, might reduce tax effort and the collections
of the property tax. Finally, government size is used to account for the
relative magnitude and relevancy of the public sector and its components,
including transfer programs, in the overall economy.

The level of development is represented by the per capita GDP. This
variable provides information, among other things, on the levels of accu-
mulated physical and human capital. For example, local governments in
richer countries might have access to highly skilled personnel and more
sophisticated equipment, so that their ability to administer and collect
taxes is greater than that of less-developed countries. However, different
levels of development can also be related to diverse patterns of subnational
governments’ financing, and thus the sign of the influence on property tax
collections remains uncertain.

Property tax collections also depend on the value of land and struc-
tures in a country, which accounts for the potential property tax base.
We approximate this value, following Bahl and Wallace (2010), with
estimations computed on the basis of national wealth data provided by
the World Bank (2006) (see Appendix Table 7A.2). We also control for
the share of the urban population, because the size and composition of the
tax base as well as the amount of property tax collections can be expected
to be quite different in rural and urban areas. In addition, we include two
dummy variables to control for the specific characteristics of Chile, where
the administration and the authority over the property tax remain fully
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centralized, and of Ecuador and Mexico, the only countries in the sample
where the cadastre is developed by the subnational governments (see
Appendix Table 7A.1).

In practice, subnational governments can effectively enjoy additional
fiscal autonomy only if the decentralization process also enhances the
political representation of the population. Indeed, the share of local gov-
ernment expenditure over total government expenditures does not say
much about the ability of taxpayers to choose their representatives and
express their preferences for public goods, which, in turn, determines the
extent of effective accountability of government officials and the degree
of responsiveness to taxpayers’ preferences. In order to account for these
factors we consider two variables: the competition for public positions and
an index of democracy. The degree of competition for public positions,
we argue, serves to limit the ability of local authorities to take advantage
of their political power, and thus helps to increase accountability and to
contain corruption. Complementarily, the index of democracy serves to
represent the ability of taxpayers to truly express their preferences.

Table 7.5 presents the results of our empirical analysis. The first regres-
sion (1) uses a fixed effects model in order to control in the estimation for
all unobserved specific-country characteristics. As we might expect, the
coefficient of fiscal decentralization is positive and statistically significant
at the 1 percent level. A greater devolution of expenditure responsibilities
to subnational governments requires relatively more revenues, provid-
ing incentives for greater property tax collections. The coefficient for
the dependency on transfers takes a negative sign, and thus is negatively
related to property tax collections, and it is statistically significant at the
5 percent level. This result is important because it supports our conjecture
that the predominance of transfers can have a negative effect on tax effort.
In order to control for the relative magnitude of intergovernmental trans-
fers we also include an interaction term between transfers and the size of
the (general) government with respect to the GDP. The coefficient of this
variable is positive and significant, suggesting that the negative effect of
transfers of property tax collections is reduced as the size of the govern-
ment increases. A bigger public sector might need to count on other (than
property) tax sources, and might also be better able to improve tax admin-
istration at every level and to implement ‘non-distorting’ or ‘incentive-
neutral’ transfer programs. On average, the net effect of transfers on
property tax collections becomes positive when the size of the public sector
corresponds to 17.7 percent of the economy (displayed at the bottom of
Table 7.5).

The level of development, represented by the GDP per capita, has a neg-
ative effect on property tax collections, which is significant at the 1 percent
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Table 7.5 Determinants of property tax collections ( dependent variable: property tax collections (PTC) as a share of

GDP)
Fixed effects Random effects Random effects =~ Random effects I'V2
) @ (3) O]

Fiscal decentralization (%0) 0.00919*** 0.01617%** 0.01445%** 0.03038***

(0.00242) (0.00150) (0.00135) (0.00637)
Dependency on transfers (Vo) -0.01047%* -0.01053**= -0.00502** ~0.02031***

(0.00509) (0.00234) (0.00255) (0.00697)
Interaction term (dep. on transfers x 0.00059** 0.00072*** 0.00043*** 0.00086***

government size) (0.00028) (0.00014) (0.00015) (0.00029)

Government size (% GDP) -0.01288 ~0.0273] ¥** —0.00776 —0.04679**

(0.01554) (0.00901) (0.00952) (0.01991)
Log of per capita GDP ~0.17295%** —0.28330%** ~2.65021%** -0.10259

(0.04730) (0.05883) (0.84908) (0.11616)
Log of per capita GDP squared 0.12901 ***

(0.04562)
Log of estimated property tax base 0.27237*** 0.26629%** 0.40590***
(as computed in Appendix Table 7A.2) (0.02755) (0.02683) (0.08117)
Urban population (%) 0.00438 -0.01564*** —0.01050*** —0.04710%**
(0.00743) (0.00280) (0.00326) (0.01429)

Maunicipal cadastre (dummy) —0.35632%** ~0.36153*** ~0.33473%**
(0.02223) (0.02096) (0.05178)

Chile (dummy) 0.85010%** 0.83174%%* 1.17456%**
(0.05660) (0.05267) (0.16223)

Competition for public positions 0.09501%** 0.12712%** 0.12667%** 0.14642%*x*

0.02422) (0.02600) (0.02439) (0.04218)



Table 7.5 (continued)

Fixed effects Random effects Random effects = Random effects I'V?
6 @ 3 “)
Index of democracy —0.03259%** —~0.05281*** ~0.05330*** —0.08504%**
(0.00727) (0.00804) (0.00702) (0.01904)
Constant 1.68607*** 3.53144%** 13.66880*** 4.51384*%*
(0.63587) (0.45747) (3.72743) (0.74078)
Observations 115 115 115 115
Number of countries 9 9 9 9
R-squared within 0.5913 0.4667 0.4487 0.1603
R-squared between 0.1392 0.9795 0.9921 0.9252
R-squared overall 0.1288 0.9332 0.9396 0.8367
Test of overidentifying restrictions 0.233
p-value 0.6294
The mg. effect of GDP on PTC turns positive 28,892
when GDP per capita is:
The mg. effect of transfers on PTC turns 17.7 14.6 11.7 23.6

positive when government size is:

Notes:

Robust standard errors in parentheses.

All regressions include time period dummies {not shown)

* significant at 10%,; ** significant at 5%; *** significant at 1%.
2 The instrumented variables are fiscal decentralization, dependency on transfers, and the interaction term between the later and government size.
The instruments are log of population, political competition, openness to international trade and the price level of government expenditures.
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level. This result might appear as counterintuitive, because a greater level
of development is usually associated not only with improved tax bases and
administrative and tax collection capacity, but also with greater ability
(and maybe willingness) to pay property taxes. An alternative explanation
of this result would go along the same lines discussed above for the case
of Brazil; higher GDP per capita may signal the availability of other tax
sources of some significance and therefore a relative decrease in the reli-
ance on property taxes as a source of local revenue. A simple analysis of
the subnational tax mix and GDP per capita would seem to point in that
direction; Figure 7.1(a) plots property tax collections as a share of subna-
tional taxes against GDP per capita. There appears to be a clear negative
relationship between these variables, suggesting that the relative impor-
tance of the property in subnational governments’ financing decreases as
the country GDP per capita increases. 26

Finally, among the other controls only competition for public posi-
tions and the index of democracy are statistically significant. As expected,
the variable used to represent accountability and the limits to corruption
— competition for public positions, is positively related to property tax
collections. In contrast, the coefficient of the index of democracy has a
negative sign, suggesting that the property tax might not enjoy political
acceptability.?’

The second column of Table 7.5 presents the results of a random effects
model in which we are able to include time-constant variables, at the same
time partially controlling for country-specific effects. The results under
this specification are fairly consistent with the findings under fixed effects,
but all controls are now significant at the 1 percent level. In particular,
government size and the percentage of urban population appear to be
negatively correlated with property tax collections.

The time-invariant variables that are included in this estimation are
(the logarithm of) the estimated size of the potential tax base, a dummy
that takes the value of one for Chile, and a dummy that assigns a value of
one to the two countries of the sample in which the cadastre is developed
locally, Ecuador and Mexico. The signs of the coeflicients of the time-
constant variables are in line with our expectations. The greater the size
of the potential tax base the greater the relative amount of property tax
collections.?® On the other hand, Ecuador and Mexico appear as collecting
fewer taxes due to the reliance on, presumably ill-equipped, subnational
tax administration; Chile performs better than the average of the sample
due to the opposite reason.

Regression (3) in Table 7.5 introduces the square of the GDP per capita
in order to allow for a non-linear influence on property tax collections.
The general results do not significantly differ from the previous regression,
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a) Share of property taxes over subnational tax
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Figure 7.1  Relationship of property tax collections with GDP per capita
and corruption
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and the square of the GDP per capita is positive and statistically signifi-
cant at the 1 percent level; implying that the negative marginal effect of
development on property tax collection decreases with per capita GDP.?

A relevant concern about the econometric specification is the existence
of an endogenous relationship between some of the explanatory variables
and property tax collections. In particular we may expect a certain degree
of reverse causality; that is, we can expect the extent of fiscal decentraliza-
tion and the amount of transfers to be influenced by the level of property
tax collections. In order to address this problem, in regression (4) we use
a generalized two-stage least squares (G2SLS) random effects model,
where we introduce instrumental variables (IV) to correct possible biases
in the estimators. The instrumented variables are fiscal decentralization,
dependency on transfers, and the interaction term between dependency
on transfers and the size of government. As instruments we choose the
log of population, the degree of political (party) competition, openness
to international trade and the price level of government expenditures.
The set of instruments is highly correlated with the three endogenous vari-
ables but uncorrelated with property tax collections. Moreover, the test
of overidentifying restrictions (in the table) fails to reject the null that the
set of excluded variables are valid instruments.3! In general, although the
magnitude of the coefficients exhibit relevant corrections, their signs and
statistical significance remain roughly unaffected.?

Summarizing, property tax revenue performance improves with the
extent of fiscal decentralization, the presence of accountability mecha-
nisms, and the size of the potential tax base. In contrast, tax collections
decrease with the index of democracy, higher dependency on transfers,
and the fact that the cadastre is administered locally.

Finally, a variable that we have considered as a potentially important
determinant of property tax collections is the perception of corruption,
which even if available, has been excluded from the econometric analysis
due to the small number of observations. Figure 7.1(b) presents a scatter
plot where we verify an apparent correlation between property tax col-
lections as a share of GDP and the Corruption Perceptions Index. The
Corruption Perceptions Index assigns a greater value to those countries
that are less corrupt, thus the positively sloped trend line suggests that less
corrupt countries are, on average, able to collect more property taxes.??

This analysis provides important insights about the determinants of
property tax collections in Latin America. In principle, given that we
do not have information about what the ‘correct’ level of property tax
collections is, we cannot say a priori whether increasing tax collections
is a desirable thing. However, it is well known that Latin American
countries perform below international standards, and since we have no
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reason to presume that their subnational expenditure needs are par-
ticularly low, then we can conclude that certain factors have an exces-
sively (undesirable) negative influence on property tax collections. The
dependency on transfers and local responsibility for the implementation
of the cadastre are two relevant factors in reducing property tax collec-
tions and over which the authorities might have some degree of control.
For instance, the design of the fiscal decentralization might incorporate
new subnational own-revenue sources, such that the local authorities
and their constituencies internalize the value of revenue autonomy and
start exercising higher tax effort in order to finance expanded local
services. Nevertheless, greater autonomy at the local level does not
mean that complex, long-lasting and expensive tasks such as building
a complete cadastre of properties can be undertaken without assistance
from the central government. The movement towards greater revenue
collections and autonomy, especially in developing countries, must be
gradual, with a central government that is able to support and assist
local administrations in their transition to more decentralized and
efficient arrangements.

6 CONCLUSIONS AND POLICY
RECOMMENDATIONS

Successful decentralization in terms of efficiency and fiscal responsibil-
ity depends critically on the provision of adequate revenue autonomy to
subnational governments. The property tax is widely considered as the
most appropriate instrument to promote tax autonomy at the local level,
while other taxes such as vehicle taxes, local excise, piggyback personal
income taxes, or business permit taxes should also play an important role
in the promotion of local tax autonomy. However, it is difficult to argue
strongly for greater property tax autonomy when many local governments
in Latin America appear not to be taking advantage of the autonomy
that is currently granted in the laws. An important piece of any potential
indictment is that, judging from what is collected in other regions of the
world, actual property tax collections in the region are a small fraction of
what appears to be the revenue potential. In this context, any attempts
to achieve more efficient forms of decentralization in the Latin American
region via increased revenue autonomy for local governments would need
to grapple with the question of how to achieve significant improvement in
local property tax collections.

Property tax collections are determined by a wide array of factors. These
factors include, among others, the extent or depth of fiscal decentralization
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reforms, the structure of subnational financing, the level of development,
the potential size of the property tax base, and basic institutional charac-
teristics of the public sector. In particular, we find that the predominance
of intergovernmental transfers in the subnational finance systems have
a negative effect on property tax collections and that, for the most part,
subnational governments are unwilling or do not seem capable of taking
advantage of the devolution of this revenue source. In this context, getting
the property tax to perform correctly may take more than just addressing
the issues, complex on their own, of designing, administering and enforc-
ing the property tax itself. For instance, we argue that government respon-
siveness towards taxpayers’ needs and improvements in cultural factors
such as tax morale might be necessary to increase property tax collections.

Effective devolution of the property tax to subnational governments
should be accompanied by certain preconditions. Some of these precondi-
tions are not currently met by some Latin American countries, and thus
provide a good starting point to draw meaningful policy recommenda-
tions to guide future reforms. Of course, country circumstances and con-
ditions differ, so not all recommendations should be expected to apply to
each case.

There is a clear need for most local governments to develop their admin-
istrative and technical capacities. This rather obvious recommendation
has long been recognized in the literature, but it remains as an unavoidable
and pending task. Two possible strategies to move forward in this regard
are the implementation of asymmetric property tax assignments and the
provision of technical and financial assistance to those local governments
with lower administrative capacity. Moreover, improving the performance
of the property tax in the region would also benefit from strengthening
institutions and reshaping cultural attitudes. In particular, it is necessary
to make local authorities understand the importance of own-tax revenues
and to show taxpayers the connection between property tax payments
and local services. This will not be an easy task, but successful experiences
such as those provided by the cities of Bogota and Lima might serve as
relevant examples (see Martinez-Vazquez, 2010). Finally, some reforms to
the intergovernmental finance system may be necessary. It is particularly
important to correct the incentives provided by the system of transfers.
In this chapter we provide some evidence of a potential negative effect of
intergovernmental transfers on property tax collections. These issues still
need to be carefully investigated.

Overall, and somewhat paradoxically, greater revenue autonomy for
Latin American local governments in the form of a more effective use of
the property tax might depend in some cases on a deeper involvement of
the central government in the administration, collection and enforcement
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of the property tax. Making property taxes work more effectively will
continue to be a complex challenge and no simple ‘silver bullet’ simple
solutions are in sight. Attention must be given to ‘internal’ factors, includ-
ing issues of administration and local capacity, but equal attention must
also be given to an array of factors that are ‘external’ to the property tax
collection process itself.
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useful research assistance.

1. The taxation of property comes in many different modalities and within each one of
them different approaches have been used in the international practice, all of which
offer different advantages and disadvantages. Many of these are reviewed in Bird and
Slack (2004) and Bahl et al. (2008a, 2010).

2. For a detailed description of property tax systems in Latin America, see De Cesare and
Lazo Marin (2008).

3. The advantages of the property tax as a local tax are reviewed, among many others, in
Oates (1999), Bird (2006), and Bahl et al. (2008b).

4. The concept of equity in the distribution of income ultimately deals with who bears the
burden of the tax, or the incidence of the tax. Zodrow (2007) provides a brief review of
the property tax incidence literature.

5. Based on an empirical analysis encompassing 34 developing countries and 22 developed
countries, Sepulveda and Martinez-Vazquez (2011) suggest that the local governments
might actually contribute to improving the distribution of income. However, this con-
clusion is subject to a public sector playing a significant role in the economy (more than
20% of the GDP), a condition that is not observed in Latin American countries, where
total expenditures of the general government represent, on average during 2007, less
than 15% of the GDP (Penn World Table, Heston et al., 2009).

6. Discussions about the property tax and the characteristics of a good local tax
are discussed, for instance, in McLure (1994), McCluskey and Williams (1999),
McCluskey and Plimmer (2007), Bahl and Bird (2008) and Martinez-Vazquez et al.
(2010).

7. Brennan and Buchanan (1980) suggest that tax competition has a corrective effect on
the overall amount of public expenditures, because it limits the natural tendency of
governments to spend more than the efficient amount.

8. Oates (2006) provides a more recent discussion about the decentralization theorem
and the channels through which fiscal decentralization can lead to net welfare gains for
society.

9. See Shah (2004) for a discussion about the possible factors explaining the widespread
decentralization movement among developing and transition countries.

10. In the equality provided by Bahl and Martinez-Vazquez (2008) both sides of the iden-
tity are divided by the GDP. By doing this, the tax collections are expressed in relative
terms, thus the figures for different countries are comparable and the analysis can
be carried out on a cross-sectional basis. This equality was previously presented, for
instance, in Bahl (1979).

11. If the collection ratio is assumed to be set at 1 by the tax authorities, then this term
might still have a value different from one, which could be interpreted as a devia-
tion of the ‘true’ market value of taxable properties due to an inaccurate assessment
of the value of taxable properties. In this framework, however, we assume that the
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market value is correctly measured and that the collection ratio serves only as a policy
instrument.

The literature reserves the term ‘tax avoidance’ to refer to any legal form of non-
compliance. Tax avoidance corresponds to the taxpayers’ initiatives to minimize their
tax burden by taking advantage of preferential treatments and exemptions contem-
plated in the law. In this model, tax avoidance is accounted for as a reduction of taxable
market value of properties, and thus a reduction of the property tax base.

The basic structure of the traditional tax evasion model is developed by Allingham and
Sandmo (1972) and Srinivasan (1973), and the cost of enforcement is incorporated by
Slemrod and Yitzhaki (1987). Two surveys on the theory of tax compliance are pro-
vided by Andreoni et al. (1998) and Sandmo (2005).

A comprehensive review of the concept of tax morale and the relevant literature is pro-
vided by Torgler (2007).

See, for instance, Fisman and Gatti (2002) for an empirical analysis providing strong
support to the hypothesis that fiscal decentralization reduces corruption.

¢ can be computed as the total amount of taxes actually collected among all govern-
ment units divided by the overall tax base. This definition corresponds to the weighted
average of the effective tax rate for all government units. A different alternative, not
less convenient, consists in computing the benchmark as the simple average of the effec-
tive tax rates for the available sample (of countries or subnational governments). The
weighted average will be expected to be greater (smaller) than the simple average as long
as per capita collections tend to increase (decrease) with the jurisdiction size.

Other sources of own-revenue collections (for example, fees and financial debt) are
excluded, without loss of generality, in order to simplify the analysis. Here we also dis-
regard whether the intergovernmental transfers are earmarked or not, but this does not
alter the fact that any degree of discretion over own-revenue collections translates into
discretion ‘in the margin’ over the total amount of government expenditures.

As a corollary of this result we could say that if intergovernmental transfers increase,
do not change, or decrease tax effort in a jurisdiction, then the demand for public goods
within that jurisdiction has been revealed to be elastic, have unitary elasticity, or be
inelastic.

Equation (7.8) corresponds to a strictly budgetary identity, but it can be modified in
order to model the supply and demand for subnational public goods and services. The
left-hand side would have to incorporate a production function describing the amount
and quality of public goods and services, and in the right-hand side the tax collections
would represent the willingness to pay for these outputs.

For a review and an extensive discussion about the alternative methodologies available
to measure fiscal capacity see, for instance, US ACIR (1986) and Boex and Martinez-
Vazquez (2007).

One might argue that foreign tax policies also affect tax collections because they can
induce the taxpayers to emigrate in order to capitalize on tax advantages. This is espe-
cially relevant in cases where taxpayers are very mobile, as in corporations. In any case,
mobility is fully accounted for in this equation by a decrease in the size of the tax base.
Another way in which foreign tax policies may also affect tax collections is through
spatial tax competition across countries. In this case tax rates and other policies set in
foreign countries can affect the tax policy choice in any one country.

The choice of these countries responds to data availability. Both Brazil and Peru
provide public information about subnational finances and basic demographic and
development indicators. The main data sources are the National Treasury of Brazil and
the Ministry of Economy and Finance of Peru.

A similar result is found in the analysis of property tax collections at the international
level, which is presented later in this section, and where we discuss possible interpreta-
tions in more detail.

The description and sources of the variables used in the analysis, as well as the summary
statistics, are presented in Appendix Tables 7A.3 and 7A .4, respectively.
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25. Even though this variable does not capture the effective autonomy of subnational
government, lacking any better option we follow the most common practice in
the decentralization literature and use this variable to proxy for the level of fiscal
decentralization.

26. The data for Chile, within the oval in Figure 7.1(a), exhibit a distinctive pattern, which
has been accounted for by the country dummy in the econometric specification.

27. In order to account for additional country-specific characteristics we also considered
regional disparities in GDP per capita as an additional control variable. The correla-
tion between this variable and property tax collections as a share of GDP is —0.686,
suggesting that countries with greater regional disparities tend to collect fewer property
taxes. However, we do not present the results for this variable because its inclusion in
the estimating equations drastically reduces the number of observations.

28. The explicit consideration of the potential tax base might also help to explain the nega-
tive sign of the urban population’s coeflicient. Once the size of the tax base has been
accounted for, a negative relationship between urban population and property tax
collections might suggest that urban areas have a greater concentration of unregistered
properties and exempted taxpayers than is the case in rural areas.

29. The average effect of development on property tax collections turns out to be positive
when the GDP per capita is US$28,892. That point, however, is irrelevant because no
country in the sample reaches that value.

30. See Appendix Tables 7A.3 and 7A.4 for a description of the variables used and
summary statistics.

31. The test of overidentifying restrictions was developed for Stata by Schaffer and Stillman
(2006).

32. The only exception is the level of development, which turns out to be statistically insig-
nificant. We cannot know, however, if this change is due to the correction of a bias
or due to possible collinearity introduced by the instrumentation for the endogenous
variables,

33. The Corruption Perceptions Index is prepared by Transparency International,
and the data can be retrieved from http://www.transparency.org/policy_research/
surveys_indices/cpi.
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APPENDIX 7A

Table 74.1  Main characteristics of property tax systems in Latin America

Country Revenue Authority to change Administration
assignment the tax structure Cadastre Billing and Appeals Assessment
collection
Argentina  Provincial and Provincial and local Cadastral office Provincial Formal appeal Market value
local govts governments and local processes
governments  at both
government
levels
Bolivia Municipal Central govt Direccion Nacional de Municipal Market value
governments  (Ministerio de Catastro Urbano governments
Finanzas) along with
municipal governments
Brazil Central (rural) Central and municipal Central (rural) and Municipal Market value
and municipal governments municipal (urban) govts governments
(urban) govts
Chile Municipal Central government Servicios de Impuestos  Central Internal Tax Area by
governments Internos (SII) government  Service, Special location
(Treasury) Appeals Court  for land,
on Property construction
Valuation, value for
Supreme Court buildings



sIc

Colombia

Costa Rica

Ecuador

Guatemala

Honduras

Municipal
governments

Municipal
governments

Municipal
governments

Central and
municipal
governments

Municipal
governments

National Congress
defines tax base and
rate. A range of rates
is established within
which municips are
free to choose

Central govt along
with municipalities’
ability to set rates
Central and municipal
governments

Municipal
governments



Instituto Geografico
Agustin Codazzi
(IGAC)

Municipal governments
(Catastro Nacional)

Municipal governments

Central government
(Direccion General de
Catastro)

Municipal governments

Municipal
governments
(Secretarias
de Hacienda)

Municipal
governments

Municipal
governments

Mainly
central govt,
except for
municipalities
with

technical and
administrative
capacity
Municipal
governments

Cadastral
Division,
petition tax
administration

Market value

Market value

Market value

Market value

Market

value, use

of the land,
location and
improvements
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Table 74.1 (continued)
Country Revenue Authority to change
assignment the tax structure
Mexico Municipal State and municipal
governments  governments jointly
Nicaragua  Municipal Central government
governments  with municipalities’
ability to grant
additional exemptions
Panama Central Central and provincial
government  governments
Paraguay Municipal Central government
governments  (Ministerio de
and Finanzas Publicas)

departments



Administration

Cadastre Billing and Appeals Assessment
collection
Municipal governments  Local Fiscal Market value
governments  authority
(local judicial branch
Treasury
offices)
Comision Nactonal de Municipal Cadastral
Catastro governments value
Central government Provincial
governments
Mainly central govt, Municipal Market value
except for those governments

municips with technical
and adm., capacity



LIT

Peru

Dominican
Republic

Uruguay

Venezuela

Municipal
and district
governments
Central
government

Departments

Municipal
governments

Central, municipal and
district governments

Central government

Central and municipal
government, along
with departments

Municipal
governments

Central government
(Comision Nacional de
Tasaciones: CONATA)
Central government
(Direccion General del
Catastro Nacional)

Central govt (rural;
Direccidén Nacional
de Catastro) and
departments (urban)

Municipal governments

Municipal
and district
governments
Central
government

Departments

Municipal
governments

Market value

Value

greater than
approximately
US$150,000
Market value
plus additional
20% for
improvements
the rural cases
Market value

Source: Martinez-Vazquez et al. (2010).
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Table 74.2  Estimates of potential property tax base by country and
region, 2000 {in US$ per capita)

Region Country Potential rural tax base Potential  Potential
Cropland Pasture- Cropland + urtlajan tax  base of
ase the
land pasture- Urb
land rban property
land + tax
structures*
Latin America
SA Argentina 3,632 2,754 6,386 18,301 24,687
CA Belize 5,201 133 5,334 9,298 14,632
SA Bolivia 1,550 341 2,091 2,021 4,112
(Plurinational
State of)
SA Brazil 1,998 1,311 3,309 9,234 12,543
SA Chile 2,443 1,001 3,444 10,235 13,679
SA Colombia 1,911 978 2,889 4,665 7,554
CA Costa Rica 5811 1,310 7,121 7,989 15,110
SA Ecuador 5,263 1,065 6,328 2,721 9,049
CA El Salvador 404 393 799 3,935 4,734
CA Guatemala 1,697 218 1,915 2,967 4,882
SA Guyana 5,324 252 5,576 3,192 8,768
CA Honduras 1,189 595 1,784 2,934 4,718
NA Mexico 1,195 721 1,916 18,155 20,071
CA Nicaragua 867 410 1,277 1,646 2,923
CA Panama 3,256 664 3,920 10,551 14,471
SA Paraguay 2,193 1,215 3,408 4,290 7,698
SA Peru 1,480 341 1,821 5,326 7,147
SA Suriname 2,113 210 2,323 5,571 7,894
SA Uruguay 3,621 5,549 9,170 10,330 19,500
SA Venezuela 1,086 581 1,667 13,049 14,716
(Bolivarian
Republic of)
The Caribbean
Antigua and 1,003 468 1,471 37,151 38,622
Barbuda
Barbados 190 210 400 17,398 17,798
Dominica 5,274 553 5,827 14,661 20,488
Dominican 1,980 386 2,366 5,480 7,846
Republic
Grenada 572 67 639 15,444 16,083
Haiti 668 112 780 576 1,356
Jamaica 824 152 976 9,723 10,699
St. Kitts and 0 0 0 34,197 34,197
Nevis

St. Lucia 3,394 108 3,502 13,018 16,520
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Table 74.2 (continued)

Region Country Potential rural tax base Potential Potential
Cropland Pasture- Cropland + urban tax  base of
land pasture- base the
land Urban property
land + tax
structures*
The Caribbean
St. Vincent 2,106 109 2,215 10,041 12,256
Trinidad and 444 54 498 13,871 14,369
Tobago
Regional averages
Latin America 1,973 1,114 3,086 10,608 13,695
Central America (CA) 1,848 493 2,342 4,116 6,458
South and North 1,983 1,164 3,147 11,137 14,284
America (SA and
NA)
The Caribbean 1,232 226 1,458 5,139 6,596

Note: *As computed by Bahl and Wallace (2010). The tax base reported by the WB
includes other produced capital that we would not tax (durable goods for example). The
WB report follows Kunte et al. (1998), who assume that urban land corresponds to 33% of
the value of structures and, in turn, that structures correspond to 72% of the value of total
capital.

Source:  World Bank (2006).
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Table 7A.3  Variable description and data sources

Variable

Description and sources

Property tax
collections
Fiscal
decentralization

Dependency on
transfers

Government size

Log of per capita
GDP

Log of estimated
property tax base

Urban population

Competition for
public positions

Index of democracy

Log of population

Share of property tax collections over GDP (in percentage)

Source: CEPAL

Share of subnational expenditures over total government
expenditures (in percentage)

Source: CEPAL

Share of intergovernmental transfers over total subnational
revenues (in percentage)

Source: CEPAL

Government share of real GDP per capita (in percentage)

Source: Penn World Table, PWT6.3, Heston et al. (2009)

Based on per capita real GDP (in purchasing power parity,
PPP)

Source: Penn World Table, PWT6.3, Heston et al. (2009)

Based on the sum of the potential property tax base
for rural and urban areas, as computed in Appendix
Table 7A.2 with data from World Bank (2006). Figures
correspond to year 2000, and are expressed on SUS per
capita

Share of the total population living in urban areas (in
percentage)

Source: World Development Indicators

Competitiveness of Executive Recruitment: extent to
which subordinates enjoy equal opportunities to become
superordinates

Source: Polity IV Project. 2009. Political Regime
Characteristics and Transitions, University of Maryland,
College Park, available at: http://www.bsos.umd.edu/
cidem/inscr/polity/index.htm

POLITY?2 is a modified version of the POLITY, which
is obtained by subtracting the value of the scaled value
representing AUTOCRATIC (range 0-10) from the
value of DEMOCRATIC (range 0-10) in order to
provide a unified polity scale ranging from +10 (strongly
democratic) to 10 (strongly autocratic)

Source: Polity IV Project. 2009. Political Regime
Characteristics and Transitions, University of Maryland,
Coliege Park, available at: http://fwww.bsos.umd.edu/
cidemy/inser/polity/index.htm

Based on population (thousands)

Source: Penn World Table, PWT6.3, Heston et al.

(2009)
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Table 74.3  (continued)

Variable Description and sources
Political It combines two concepts: the degree of
competition institutionalization, or regulation, of political

competition, and the extent of government restriction
on political competition. It ranges from ! (suppressed
competition) to 10 (institutionalized electoral)
Source: Polity 1V Project. 2009. Political Regime
Characteristics and Transitions, University of Maryland,
College Park, available at: http://www.bsos.umd.edu/
cidem/inscr/polity/index.htm
Openness to trade ~ Openness in constant prices: exports plus imports divided
by real GDP per capita; Laspeyres (in percentage)
Source: Penn World Table, PWT6.3, Heston et al. (2009)
Price of government PPP over government consumption
expenditures Source; Penn World Table, PWT6.3, Heston et al. (2009)
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Table 7A.4  Summary statistics
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Variable Mean Stddev. Min Max Observations
Property tax overall 0.39 0.21 0.06 074 N= 115
collections between 0.20 0.12 0.64 n= 9
within 0.06 0.16 0.52 T-bar= 128
Fiscal overall 21.93 13.86 0.65 47.16 N= 115
decentralization  between 13.71 1.17 4476 n= 9
within 3.78 5.65 30.15 T-bar= 128
Dependency on  overall 58.62 19.09 20.53 9304 N= 115
transfers between 19.03 23.16 8946 n= 9
within 4.21 39.44 69.23 T-bar= 128
Government size  overall 15.22 292 11.39 2255 N= 115
between 2.55 12.47 1888 n= 9
within 1.74 8.83 1974 T-bar= 128
Log of per capita overall 8.86 0.42 8.06 998 N= 115
GDP (PPP) between 0.41 8.20 936 n= 9
within 0.19 8.37 948 T-bar= 128
Per capita GDP  overall 7,690 3,511 3,164 21,548 = 115
(PPP) between 2,998 3,639 12,189 n= 9
within 1,981 2,600 17,050 T-bar= 12.8
Log of estimated overall 2.48 0.50 1.41 3.2t = 115
property tax base between 0.56 1.41 321 n= 9
(per capita US§  within 0.00 248 248 T-bar= 128
of year 2000)
Urban overall 74.21 11.21 54.66 91.80 N 115
population between 11.36 5721 89.59 n= 9
within 1.81 69.54 79.36 T-bar= 128
Competition for  overall 271 0.53 1.00 300 N= 115
political positions between 0.30 222 300 n= 9
within 0.44 149 349 T-bar= 128
Index of overall 7.44 1.81 0.00 1000 N= 115
democracy between 1.06 522 900 n-= 9
within 1.46 222 10.22 T-bar= 128
Logof overall 10.27 0.96 8.60 {215 N= 115
population between 1.11 8.71 {210 n= 9
within 0.07 10.11 1043 T-bar= 128
Political overall 8.27 0.99 7.00 10.00 N= 115
competition between 0.87 7.00 913 n= 9
within 0.67 7.16 971 T-bar= 128
Openness to overall 50.74 21.99 21.22 138.80 N = 115
trade between 24.44 23.54 107.66 n= 9
within 8.86 28.20 81.89 T-bar= 128
Price level of govt overall 40.02 15.67 14.04 7544 N= 115
expenditures between 11.87 18.07 5591 n= 9
within 10.76 6.34 66.38 T-bar= 128




8. Intergovernmental transfers in
subnational finances

Fernando Rezende and Joao Veloso

1 INTRODUCTION

Over time, fiscal decentralization in Latin America has been accompanied
by the growing importance of intergovernmental transfers in subnational
finances. There are three main explanations for this: first, the impact of
global markets and technological advances on the mobility of the tax
base traditionally tapped into at the subnational level, which has imposed
additional constraints on the decentralization of tax powers; second, the
increasing role played by provincial and local governments with regard to
the provision of urban and social services, as well as in public investments
that are essential to promote economic development and improve social
well-being, such as education, health and urban infrastructure; and third,
a rise in costs to fulfill subnational governments’ responsibilities, which
reflect societies’ demands for a higher standard in the provision of public
services together with the need to apply costly solutions to tackle urban
and social problems in a highly dense and unequal environment.

The outcome of contradictory moves — greater spending responsibili-
ties in a context of higher producing costs and less room for raising own
revenues through taxes — is an increasing financial gap. Furthermore,
when regional and social disparities are high, as is the case in most Latin
American countries, huge differences arise with respect to the financial gap
faced by distinct jurisdictions (the so-called ‘horizontal disparities’); that
is, it is not possible to deal properly with this situation by attempting to
bypass the limitations to raising taxes at the subnational level.

Reliance on transfers is indispensable, besides being necessary, even
though it leaves subnational governments vulnerable to external events,
such as cuts induced by macroeconomic fiscal adjustment needs, the
impact of an economic downturn on budgetary receipts, the likelihood of
restrictions being imposed on the use of transfer-originated resources, and
the fact that central government financial authorities prefer to raise taxes
not included in the transfer system.
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The financial risks subnational governments face by relying on transfers
are not only related to their magnitude. More important are the character-
istics of the transfer system and the rules governing its operation. As such,
a high share of transfers in total revenues should not be seen as inferior
compared to another case that shows a lower ratio. Each case should be
examined before conclusions are reached about the quality of the national
finances.

What, then, are the characteristics that a transfer system should exhibit
to be seen as favorable from the viewpoint of the financial needs of sub-
national governments? How can the situation encountered in a handful of
Latin American countrics be appraised in the light of such an approach?
To what extent is the adherence to some basic principles — which should
be observed in the design and operation of intergovernmental transfers —
important to reduce distortions, diminish risks and avoid setbacks?

Such questions point to a new approach to appraise the quality of
subnational finances. Should the focus be primarily concerned with the
need to reduce the weight of transfers on subnational revenues, or should
due attention be paid to the identification of how far removed existing
regimes are from the basic principles of a sound intergovernmental trans-
fer system? To what extent can the latter provoke a debate that may lead
to the recognition of the importance of substituting a thorough reform for
piecemeal adjustments in order to overcome the well-known flaws of most
regimes?

This chapter opts for this new approach. It begins with a short summary
of the main characteristics exhibited by the transfer regimes of eight Latin
American countries, highlights changes provoked by reactions to the eco-
nomic crisis of the 1990s, points to the main flaws and concludes with a
proposal for an agenda to reform these regimes in order to remove their
flaws and make them compatible with today’s needs.

2 TAX AND TRANSFERS IN SUBNATIONAL
FINANCES

Go6mez Sabaini and Jiménez (ch. 6 in this volume) stressed the importance
that intergovernmental resource transfers play in subnational budgets.
Among the eight countries surveyed in this chapter, Brazil shows the
lowest transfers/total revenues ratio, while Mexico exhibits the highest.
Contradicting common sense, differences are not explained by the political
organization of the state or the country size. Subnational governments in
Argentina, Colombia and Bolivia (Plurinational State of), like Mexico, are
dependent on transfers. The timing of the fiscal decentralization process is
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an important factor to explain the differences, as the three countries that
embarked on a decentralization spree in the 1980s — Brazil, Colombia
and Argentina - show the lower ratios. Bolivia (Plurinational State of),
which was not among the forerunners, has recently made rapid progress in
shifting responsibilities and resources to subnational governments.

The first wave of fiscal decentralization, which gained impetus in the late
1980s, was accompanied by a widespread defense of the virtues of familiar-
izing governments with their constituencies, so as to improve efficiency in
managing public resources, achieve efficacy by adjusting the provision of
public services to local priorities, and allowing for accountability of the
governmental authorities. This should also enhance democracy following
the demise of authoritarian regimes in some parts of Latin America.

Transfer systems put in place at that time were designed in accordance
with the expected benefits of fiscal decentralization. The basis of the inter-
governmental transfer systems in Brazil and Argentina was a revenue-
sharing regime designed to reduce fiscal disequilibria. They included
provisions to ensure the automatic operation of such a regime and gave
subnational governments freedom to make the appropriate decisions
concerning the use of resources. Colombia also introduced changes to
improve the quality of its system but kept decisions on the use of resources
in the hands of the central government.

However, the situation of the 1980s did not last long. The interna-
tional economic crisis that hit the region in the late 1990s contributed to
its premature demise. The ensuing need to adjust the fiscal accounts and
restore macroeconomic stability led to substantial changes that impinged
on the management of fiscal resources at the subnational level by adding
instability and introducing conditions in the use of transfers.

On the political side, the measures adopted to restore fiscal discipline
also reduced the possibility that those governments that had to apply
unpopular policies would stay in power. Therefore, the second wave of
fiscal decentralization was accompanied by a strong call for the new leaders
to give top priority to policies aimed at reducing income inequalities and
improving the living standards of the poor.

Thus the second wave took a different approach. It moved away from
the prevailing revenue-sharing regime and gave preference to channeling
federal resources to subnational governments, earmarked for education
and health. This was seen not only as a me