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Figure 7. Attention to citizens’ demands
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Figure 8. The phases of budget formulation and programming
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One way to institutionalize this integration and
make progress towards a form of management focused
on the achievement of fiscally sustainable goals would
be to formally and systematically establish working
processes and the fulfillment of commitments in pro-
gramming and budget formulation, which would be
more or less complex according to the size and compo-
sition of the budget.

In general terms, according to Schack (2007b), a
proposal for an ideal eight-stage structure for the bud-
get cycle could be put forward with the form shown
in Figure 8.

DEFINITION OF AVAILABLE FISCAL RESOURCES

The first stage of the budget cycle permits the annual
operational budgeting process to be framed with the
macrofiscal policy perspective taken into account (in
the tactical multi-annual programming process) and
the budget to be elaborated in two stages. The first,
which is based on the macro-fiscal forecasts, sets the
total amount of the national budget compatible with
the government’s economic program. The second de-
termines the distribution of that total among the
different spending alternatives.
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RiGID EXPENDITURE ESTIMATES

Normally, at the outset of the programming process the
budget authority sets “budget ceilings” for all entities
based upon the estimates of the previous value, in or-
der to provide a reference point so that the formulation
of their respective institutional budget proposals can
begin. However, these “ceilings” are modified so many
times over the course of the process (particularly by the
executive, but also by the legislature, during approval
of the budget) that, in practice, they tend to be trans-
formed into “floors.”

Similarly, there is no known and predictable rule
that enables these “floors” to be accurately forecasted,
but usually they are the product of bilateral (discre-
tional) discussion and negotiation between the entity
and the agency directing the budget process. The for-
mal establishment of a procedural algorithm should be
considered, which would estimate the structural and
inertial expenditures required for the following fiscal
year at the level of all principal spending programs and
all institutions receiving allocations from the public
treasury, and would introduce, on a sliding scale of this
estimate, a factor of overall efficiency (or efficiency divi-
dend) which would be required of the public institutions
for the following budget exercise.

According to Schack (2006), a classification of the
levels of rigidity and flexibility of public expenditures
could be established. The budget has a structural compo-
nent and also a functional one. The former is comprised
of forecasting obligations and public debt service. The
latter, which is what finally enables the state, year after
year, to fulfill its essential functions (by providing educa-
tion, health, security, justice, economic infrastructure,
etc.) can be divided, in turn, into an inertial compo-
nent (e.g. civil service wage bill, continuation of public
works, payment of public utility service tariffs to public
entities) and a flexible one (e.g. new investments and
non-essential goods and services). The rigidity of the
budget in relation to expenditures is measured as the
proportion of rigid expenditures (the structural compo-
nent and the inertial part of the functional component)
as a share of total expenditures.

In this respect, it should be noted that the overall
efficiency factors in institutional management, which
can generally oscillate between 1% and 5% in nominal
terms, must differentiate between different organi-
zational realities (given that it is not fair to submit an
administrative organization to the same standards of
efficiency as an organization that builds roads, for
example). In this way, a volume of resources could be
estimated that would be used to finance an increase
of resources to improve the quality and coverage of
current programs, as well as to implement new pro-
grams that will be established in the subsequent stages
of the programming and formulation process.

DiscussioN ABOUT THE PERFORMANCE

OF EXISTING PROGRAMS

This should be the first moment of technical interac-

tion between the Guardians of the Treasury and the

Advocates of Program Spending, following the game

set forth by Tavares y Beretta (2006). The purpose of

the game is:

i) to define the commitments for improving program-
matic and institutional management based on the
evaluations of the principal spending programs
(i.e.,those that are linked to the achievement of the
Annual Budget Objectives (OPAs); and

ii) to decide if it is advisable to increase, maintain, or
reduce allocated resources based on the analysis of
past (at least the previous financial year), present
(for the current fiscal year) or immediate future
performance (for the fiscal year of the draft bud-
get proposal).

At this point, it is useful to analyze the logical
frameworks that synthesize the state activities under
discussion. The pertinence of achievements, their rela-
tion to the OPA, the fulfillment of commitments, the
contrast of advances relative to the baseline, among
others, are working practices that seem to belong natu-
rally to this stage of interaction between the actors.

It is important that contacts between budget con-
trollers and resource executives take place in a formal
space of inter-institutional coordination. Contact should



be personal, and not merely of an administrative nature
based on exchanging documents and correspondence.
There is a need for conversation, debate, exchange of
opinion and knowledge sharing in respect to the perfor-
mance achieved by the activity, project, institution or
unit that is the subject of the discussion.

ANALYSIS OF NEwW SPENDING INITIATIVES

This stage can be the second explicit moment for
interaction between actors. The idea is to introduce
a specific mechanism of competitive grant funds that
introduces greater economic rationality in the allocation
of resources for new spending initiatives. As previously
suggested, this mechanism should include in its design
the application of an efficiency dividend for all of the
administration.

A transparent procedure is needed to establish the
eligibility criteria for the presentation of new initiatives
(if not, there will be too many initiatives for the available
resources, which will overwhelm the procedure and,
probably, detract from its credibility), as well as criteria
for assessing the initiatives in order to establish a rank-
ing system enabling scarce available resources to be
allocated to the best ones. At the same time, it should
be recognized that it is not always feasible to make com-
parisons between different programs, and that the aim
is to add additional elements of technical judgment to
the policy discussion to support decisions on budget
allocations.

COORDINATION OF PROGRAMMATIC STRUCTURES

AND PERFORMANCE

The coordination of programmatic structures and perfor-
mance can be considered a third moment for technical
interaction between actors during the phase of budget
programming. It is not only about precisely establishing

L. Integration of the Plan and the Budget

the respective budget chains,® but rather, above all, to
define how the institutional and programmatic perfor-
mance of public activity will be controlled, monitored
and evaluated. This means establishing performance
indicators, which must be derived from a strategic in-
stitutional planning process that directs measurement
and evaluation efforts towards what is most important.

In this respect, a distinction should be made between
performance measurement indicators and performance
evaluation indicators, as well as between those indi-
cators that, if not directly linked with the productive
processes of an activity, project, program or policy, cer-
tainly influence them by characterizing the environment
in which they are carried out. This latter form of indica-
tor, according to Irrazaval (2004), can be classified as a
contextual indicator (for example, a target indicator).

Performance measurement indicators are instru-
ments for measuring the principal variables associated
with the attainment of objectives, which in turn consti-
tutes a concrete qualitative or quantitative expression of
what is meant to be achieved. These have been defined
as input, process, product and result indicators (IPPR).

Performance evaluation indicators are associated
with judgments made once an activity or intervention
is completed. These indicators address key questions
about how the intervention has been undertaken in its
distinct phases, if the objectives have been fulfilled (or
the extent to which they have been fulfilled) and levels
of satisfaction of the target population, among others.
In short, it seeks to evaluate how good the perfor-
mance of a given public agency has been in order to
take the necessary measures to improve management.
At present, there is a general consensus that effective-
ness, efficiency and economy (EEE) should provide
the analytical criteria for evaluating performance in the
execution of public expenditures.

5. For this purpose the budget classification and its mapping to the new IMF manual is important because of its impact on the future availability of both financial and

non-financial information during the entire budget cycle.
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Figure 9. Diagram of performance measurement and performance evaluation indicators
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The adequate construction of performance indica-
tors, however, presupposes a certain clarity regarding
the production function (and, therefore, the cost func-
tion) implicit in the provision of goods and services
undertaken by a given program or entity. This implies
knowing what is being done, how it is done, why it
is done and how much it costs. These are elemental
questions that we are often unable to answer with as-
surance due to the lack of logical framework matrices
for the interventions, or baselines that could serve as
reference points for subsequent comparisons, among
other analytical elements.

ALLOCATION OF BUDGET CREDITS

This stage of the process is reserved for the highest
decision-making levels of the executive. In this phase in-
teraction between actors is highly political. The objective
is to make the performance level (achieved, in progress
and expected) one of the fundamental factors in the final
allocation of funds to each program or institution. It is
here that the “budget ceilings” are truly defined.

To the extent that the process is repeated with each
budget exercise, those programs and institutions that
are not strictly relevant to achieving the OPA will have
a budget ceiling established that will end up being
similar to the floor established by the budget authority
at the beginning of this phase.

EsTABLISHING GOALS FOR PERFORMANCE INDICATORS
In this stage, the fourth instance of technical interaction
between actors takes place. The aim is simple; in light
of all the information analyzed up until that time, to
determine the value of the performance indicators that
the institution commits itself to obtaining in the subse-
quent fiscal year, on the basis of the budget credits
already allocated to it by budget officials.

THE PROGRAMMATIC, INSTITUTIONAL

AND PERFORMANCE RELATIONS MAP

Finally, the fifth moment in which the players can
technically intervene occurs during this phase, when
they participate in the elaboration of a map of program-
matic, institutional and performance relations, taking
the achievement of the OPA as a reference point.



A map of relationships is designed merely to explain
the existing associations between the achievement of
the OPA, the performance indicator goals for the prin-
cipal spending programs (for which the performance
measurement indicators have been constructed) and
the resources allocated, in order to have an idea of what
effects any redistribution of the anticipated level of
budget credits would bring.

This instrument could be very important at various
moments in the budget process:

« During legislative discussion of the budget proposal
in the economic and treasury committees.

«  Atthe time that changes are made to the anticipated
levels of fiscal resources (as a result of the reallo-
cations in the budget proposal or adjustments in
the budget);

« For ensuring that public officials internalize the op-
portunity costs of such decisions (and that there is,
therefore, political accountability with the possibility
of a social audit);

« Inthe case of attainment of those OPA of a general
nature that, due to their complexity and coverage,
are broken down into various specific objectives
that are not necessarily attributable to the activities
of a single program or entity, but instead are defined
multi-causally throughout the entire fiscal year.

It would appear that this kind of budget procedure
would help, on the one hand, to promote greater inte-
gration between the plan and the budget and, on the
other, to incorporate the use of information on the per-
formance of governmental financial administration in
a sustainable way, thereby advancing towards results-
based management in the public administration.

General Conclusions About Integration
We can now draw some general conclusions or hypoth-

eses regarding the levels of integration between the
plan and the budget.

L. Integration of the Plan and the Budget

Box 11. First Hypothesis

The level of integration between the plan and the
budget is a continuum, in which various harmonization
processes take place at different levels and in different
phases of the cycle that characterizes the design and
implementation of public policies.

The effectiveness of this integration process has
different connotations, depending on the level in which
itis undertaken. At the macro level, for example, it might
be expected that governmental priorities (the Govern-
ment Plan) would receive real budget credits associated
with the national budget law in the first year, enabling
public management to work towards the achievement
of these goals, and that the total demand for public
resources necessary to satisfy the given priorities in a
stipulated timeframe would be compatible with fiscal
solvency over time.

In this particular case, it should be noted that
governmental priorities always exist and are present
to a greater degree than might seem apparent. They
might arise from programmatic promises made in an
electoral campaign and then be changed according to
circumstances and stay within the mind of the president
and his principal collaborators. They may also be made
explicit in the presidential messages to the nation or in
the debate over how the discretionary resources in the
draft budget should be allocated. At the other extreme,
they may be formally expressed in a PND or a similar
document that is adequately designed, operational,
compatible with the sustainability of public finances,
and based on a consensus among the various social and
political actors for which definitive goals are defined
in terms of results (intermediate and final) that satisfy
citizens’ demands.

At the meso scale, it might be expected that the
interface between plan and budget will occur where
public policies translate strategic governmental priori-
ties into the sectoral and territorial areas that have
a multi-annual plan, which then allows for the spe-
cific allocation of adequate financial and non-financial
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means to allow gradual progress, year after year, in the
achievement of the proposed objectives.

At the micro scale, however, the logic of integration
demands, on the one hand, that the strategic institu-
tional plan (which, with different names, generally
exists in the organizations of all countries) includes
priorities that are aligned with the government’s stra-
tegic orientations and the public entities’ (often legally
established) objective missions, and on the other hand,
that the strategic institutional priorities are reflected
in the annual operating plan that supports the combi-
nation of projects and activities to be financed by the
budget during the fiscal term.

It is certainly on the meso level where the greatest
deficiencies in the effectivenss of the integration pro-
cess are found.

Box 12. Second Hypothesis

The budget is always the financial reflection of a
plan, which means that in the final instance, the latter
decides the allocation of resources within the framework
of restrictions imposed by the former.

All the analyzed countries make use of budgets and
these are always, among other elements, the financial
reflection of a plan, the prioritized distribution of
revenue and a reflection of the processes and culture
of state organization (Schack, 2006). In this sense,
despite their varying levels of formality, it is always the
plans’ strategic priorities that define the intertemporal
allocation of public resources at the macro level.

The point is that it is not always clear which plan
is being considered, due to the lack of formalization of
government priorities, which means that as the plan
moves from one extreme to another in terms of the
degree of formalization, in practice the budget process
replaces the planning process altogether, defining the
orientation of public expenditures, and even strategy.

In effect, as Cunill and Ospina (2003) suggest, there
are two main models for determining the programmatic
orientation of expenditures in Latin American countries:

« A model plan, in which government policy priori-
ties are explicitly set out in a PND, or equivalent
instrument, that serves as a guide for determining
expenditure priorities, above all in the medium-
term, and in which the strategic planning exercises
are diffused and integrated into the budget cycle’s
decision-making process;

« A model budget, in which the formulation of this
instrument and its development throughout the
budget cycle, generally annual, clearly show the def-
inition of spending orientations, without there being
a specific conditioning or reference to the objec-
tives of a PND. Given the typical budget restrictions
and institutional, or even methodological, inertia,
the incremental nature of the budget is thereby
perpetuated.

Incrementalism is not bad by definition. One might
even ask: why substantially change the state of affairs in
the developed countries if everything more or less func-
tions well? The point is that, given the Latin American
reality, with the growing gap in the satisfaction of citi-
zens’ social, economic, political and environmental
demands, budget formulation and execution should
tend towards substantial modification of the status
quo, and therefore incrementalism should not be the
only basis for the intertemporal allocation of public
resources.

With increasing frequency, the countries of the
region are, therefore, advancing towards multi-annual
expenditure frameworks, that are not simple projec-
tions of the continuous financing of existing programs,
but that genuinely allocate spending as a function of
strategic thinking, translated into medium-and long-
term public policy priorities and objectives. In this
way, the countries can move progressively and sus-
tainably along the path of efficiency and economic
growth, social equity, political democracy, environmental
sustainability and human development in general.

In short, the debate does not appear to be limited to
whether or not integration is to be pursued, but rather
about what is integrated on what; the plan on the basis
of the budget or the budget on the basis of the plan.



Evidently, the platform for integration ends up defining
the integration process, due to its own logic, approach
and dynamic.

Box 13. Third Hypothesis

The degree of the plan’s relevance in determining
spending priorities in the budget cycle will depend upon
the institutional arrangements in force.

It is not the same to speak about this interaction
when there is a formal administrative system than when
there is not; or when, although such a system does ex-
ist, it is not an effective counterbalance to the finance
ministry’s capacity to shape the incentives that guide
the behavior not only of the financial administration in
particular, but also of public management in general.

The degree of formalization and effectiveness of the
planning process® will depend on the constitutional
arrangements and technical capacities found in the cen-
ter (i.e. the highest levels of the executive, particularly
the finance and planning ministries, or their equivalent)
and on the periphery (the public executing agencies
that make up the administration).

In effect, it is not just about having a plan or not,
meaning a printed document called a plan. In order
for the plan to have influence, it must not only have
the characteristics mentioned above (WB, ECLAC and
International IDEA, 2004) (i.e. that the statement of the
country’s vision and objectives is accompanied by a se-
rious commitment from all actors (government, private
sector and civil society) to implement the required
reforms to put those objectives into practice), but also
must be the result of a formal administrative process,
because this is where, from an institutional perspective,
a large part of the strength of the planning process lies.

When one speaks about the planning process, one
usually thinks of an institutionalized process taking

L. Integration of the Plan and the Budget

place within the public administration that is not in a
document or an information technology application
but a combination of legally formalized procedures,
techniques, methods and instruments with national
presence and coverage, that technically regulate the
administrative process (planning at all levels). In addi-
tion, one thinks of its relationship with other systems (in
particular, budget, investment and evaluation systems),
the relationships between the system’s governing
agency and the delegations of the public entities that
depend, hierarchically and functionally, on it, and the
impact that the planning system has on the reality of
institutional management and the capacity for public
organizations to learn.

Certainly, the location of the system’s governing
agency is of strategic importance in the context of
the executive,” but its position and relative weight in the
government will be of little significance if the system
(meaning the governing agency and also all of the
public entities that depend functionally upon it) does
not have the recognized technical capacities, and the
ruling body does not have the rule-making authority,
or the legal and political authority to establish specif-
ic working processes. This means that answering the
question of how to attract and retain highly-qualified
personnel in the planning system that are above the
average of those in the national bureaucracy, along with
the quality of the leadership of the highest technical and
political officials in the planning process, are part of the
solution to the problem of the integration of the plan
and the budget.

It should not be forgotten, however, that, in general,
the leadership and power wielded by the budget sys-
tem'’s governing body is usually significantly greater
than the planning authority’s, especially if it is at the
same organizational level as the executive.? This occurs
particularly when the planning system has no responsi-
bility whatsoever for drafting the investment budget,

6. The budget, by definition, is the most formalized and institutionalized process found within the different countries.

7. Generally speaking, the ruling bodies in the region (when the planning body is not “absorbed” by the Treasury) are organizationally separated into two ministries
(or high-ranking organisms); the Planning and the Treasury ministries. Only Brazil has an explicit constitutional arrangement that has the plan and the budget as an
integral part of its organizational definition, by concentrating the ruling functions of both systems within a single ministry of Planning, Budgeting and Management.
8. Although this does depend on the nature of the authorities; it is rare for the planning ministry to compete with the finance ministry in the countries in the region.
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meaning that it does not use the public investment
system to prioritize, but rather to merely ensure the
projects’ technical and socioeconomic viability, in a
restricted budget scenario. This means defining what
projects (from which sectors and in which territories)
are to be carried out first (so as to define an ordered
sequence of programmatic investments) according to
the plan’s logic.

Box 14. Fourth Hypothesis

Genuine and constant harmonization between the
plan and the budget happens when, at each level, con-
crete results are brought about in the working processes
that modify the budget cycle routine, and there is a
minimum density of instruments.

As Schack (2007a) points out, improvement in the
traditional processes that regulate the budget formula-
tion phase is essential so that information on strategic
priorities, correctly expressed in operationally defined
terms (meaning, the way in which the OPA will be de-
livered), can influence the decision-making process in
respect to the use and allocation of budget resources.

What is required in reality is for the plan’s influence
to be extended beyond the budget preparation phase,
which is sometimes broken down further into a program-
ming and formulation phase, and to also be present
during the phases of approval, execution and evaluation
of the budget. This means, that throughout the entire
budget process, even if it follows the logical pattern
cited above, each country should make administrative
adjustments to four or more phases with predetermined
timetables, according to the current valid regulations.

The typical asymmetry that exists between budget
and planning processes should be eliminated, because
they do not coincide either “on time” or “in form” when
budget decisions are made. Because the budget pro-
cess is subject to a legally established (constitutionally
stipulated), rigid calendar, with a regular and annual
periodicity it often ignores the results of planning, which
is generally less formalized and diffused, although
more flexible.

In this sense, the presence of elements such as inter-
institutional spaces and formal coordination procedures
between the various actors in the center (governing
bodies), and between these and the periphery (execut-
ing agencies (functional dependencies) of each public
agency), on the basis of tools that promote such inte-
gration, is essential. The following non-exclusive list of
elements might be suggested:

- Fixed timetables for the discussion of priorities,
within the framework of a process of reviewing the
government’s multi-annual strategy and its annual
impact on the budget exercise. The budget should
be formulated with the most important public
entities, from the perspective of achieving policy
objectives of both the PND and the OPA;

« IT support applications for compiling and system-
atizing information about priorities and their level of
achievement, including the evolution of output and
outcome indicators related to performance;

« Comprehensive and validated logical frameworks,
with participation from the agency governing the
budget process, addressing public policy priorities
and their principal programs;

« Matrices showing the relationship to the budget.
These will enable the links between the budget’s
programmatic structure and the structure of the
plan’s objectives and priorities to be made more
apparent and will help in the assessment of the non-
financial impacts of obtaining targets in relation to
output and outcome indicators and of financial de-
cisions in the short term (during the year for which
the budget is formulated) and in the medium-term.

Box 15. Fifth hypothesis

The greater the development of systems for evaluat-
ing and monitoring governmental action (and public
expenditure in particular), and the more developed the
civil service, the easier the process of integration will be
between the plan and the budget at every level, given
the greater volume of available information and the
enhanced capacity to employ it in decision-making.




Table 37. The governing organs of planning and budgeting systems

Governing Organ

of the Planning System

L. Integration of the Plan and the Budget

Governing Organ
of the Budget System

Argentina Ministry of Federal Planning, Public Investment and
Services. (Ministerio de Planificacién Federal, Inversién
Piiblica y Servicios).

Bolivia Ministry of Planning and Development. (Ministerio de
Planificacion del Desarrollo).

Brazil Ministry of Planning, Budgeting and Management.

(Ministerio de Planificacion, Presupuesto y Gestidn).

Chile Ministry of Planning and Cooperation. Ministerio de

Planificacion y Cooperacidn.
Colombia National Planning Directorate, Presidency of the
Republic. (Direccion Nacional de Planeamiento,
Presidencia de la Republica).

Costa Rica Ministry of National Planning and Economic Policy.

(Ministerio de Planificacién Nacional y Politica Econémica).

Ecuador National Secretariat for Planning and Development,
Presidency of the Republic. (Secretaria Nacional de
Planificacion y Desarrollo).

El Salvador Technical Secretariat of the Presidency (Secretaria

Técnica de la Presidencia).

Guatemala Presidential Planning and Programming Secretariat.

(Secretaria de Planificacién y Programacion
de la Presidencia).
Mexico Presidential Office for Government Innovation.
(Oficina de la Presidencia para la Innovacién
Gubernamental).
Panama Ministry of Planning and Economic Policy. (Ministerio
de Planificacion y Politica Econdmica).

Paraguay Technical Planning Secretariat. Presidency
of the Republic. (Secretaria Técnica de Planificacion,

Presidencia de la Repiiblica).

National Budget Office, Budget Sub-secretariat, Secre-
tary of the Treasury. (Oficina Nacional de Presupuesto.
Subsecretaria de Presupuesto, Secretaria de Hacienda).

Vice-Ministry for the Budget and Public Accounting,
Treasury Department. VMPC (Viceministerio de
Presupuesto y Contaduria).

Federal Budget Secretariat, Ministry of Planning,
Budget and Management. (Secretaria de Presupuesto
Federal. Ministerio de Planificacién, Presupuesto y Gestion.

Budget Directorate, Treasury Department. (DIPRES)
(Direccién de Presupuestos).

Ministry of the Treasury and Public Credit and
National Planning Department (Investment).
(Ministerio de Hacienda y Crédito Piblico and
Departamento Nacional de Planeacion).

General Directorate for the National Budget, Finance
Ministry. (DGPN). (Direccion General de Presupuesto
Nacional).

Budget Sub-Secretariat, Ministry of Economy and
Finance. (Subsecretaria de Presupuestos, Ministerio de
Economia y Finanzas).

General Directorate for the National Budget. (DGP),
Finance Ministry. Direccién General de Presupuesto,
Ministerio de Hacienda.

Technical Budget Directorate, Ministry of Public
Finance. (Direccion Técnica de Presupuesto, Ministerio
de Finanzas Piblicas).

Expenditure Sub-Secretariat, Treasury and Public
Credit Secretariat. (Subsecretaria de Egresos, Secretaria
de Hacienda y Crédito Puiblico).

National Budget Directorate, Ministry of Economy and
Finance. (DIPRENA) (Direccion de Presupuesto de la
Nacion).

General Directorate for the National Budget (DGP),
Treasury Department. Direccién de General e
Presupuesto, Ministerio de Hacienda.
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Peru

Uruguay

Venezuela

General Directorate of Multi-Year Planning, Ministry
of Economy and Finance. (Direccion General de
Programacion Multianual, Ministerio de Economia y
Finanzas).

Presidential Office of Planning and Budgeting. (Oficina
de Planeamientoy Presupuesto de la Presidencia).

Ministry of People’s Power for Planning and Develop-
ment. (Ministerio del Poder Popular para la Planificacién

National Public Budget Directorate, Ministry of
Economy and Finance. (DNPP). (Direccién Nacional del
Presupuesto Piiblico, Ministerio de Economia y Finanzas).

Office for Planning and Budgeting. Ministry of
Economy and Finance and General Accounting

of the Nation. Oficina de Planeamiento y Presupuesto
and Contaduria General de la Nacion.

National Budget Office, Ministry of People’s Power
for Planning and Development. (ONAPRE). (Oficina

y Desarrollo).

Nacional de Presupuesto, Ministerio del Poder Popular
para Economia y Finanzas).

Source: Different regulations and websites. Information valid for the 1t Quarter, 2007.

In effect, underlying the debate about the harmoni-
ous integration of the plan and budget is the ultimate
concern about how to achieve a results-based budget
(RBB), given that this is a sine qua non on the road
to obtaining management based on development re-
sults (RBM). This is understood to be a management
strategy centered on developmental performance and
sustainable improvements in countries’ results, which
provides a coherent framework for development effec-
tiveness in which performance information is used to
improve decision-making and includes such practical
tools as strategic planning, budget programming and
execution, risk assessment and management and re-
sults monitoring and evaluation (IADB 2006).

As Schack maintains (2007c), RBB is a combina-
tion of methodologies, operational procedures and
instruments that enable information on past, present
and future performance (past performance, at least in
the previous fiscal year; present performance, for the
year in course and a provision for its close and for
the immediate future, for the fiscal year for which the
proposed budget is being drafted) to be incorporated in
a systematic, transparent and explicit manner into each
decision-making process and at each level of public

agencies, during each phase of the budget process.
This leads to a change in the incentive structure shap-
ing the behavior of actors, and strengthens the effective
capacity of the state to generate public value, through
the financing of governmental activities that contribute
to solving the principal problems facing the community,
and via a complex, but efficient, process of transform-
ing inputs into outputs, results and impacts on the
welfare of the population.

Therefore, given that information about performance
(along with other elements such as the incentive struc-
ture) is the basis of every RBB and that such systematic,
timely and reliable information is not available outside
of a Monitoring and Evaluation System (MES) with its
particular links to the budget and investment systems,
the existence of this administrative system, and its
degree of development, might substantially contribute
to greater effectiveness in the process of integrating
the plan and the budget at every level.

In this regard, it should not be forgotten that pro-
viding useful information for improving the planning
processes (both global and sectoral) and the allocation
of budget resources, is among the essential purposes of
the MES (Schack, 2007d).



However, in order for a MES to facilitate the inte-
gration process, it should generate information that
effectively influences public policy decisions and this, as
Vera (2006) states, depends on various factors, which
are often exogenous. These include: the maintenance of
high quality standards (by relying on rigorous technical
criteria, as well as credibility and transparency); adequate
management of the use of information by actors; and
sufficient attention to the context in which results are
delivered, since however much effort is made to adapt
information to facilitate its use in the decision-making
process, it will not always be directly assimilated by the
actors. Thus even when information is available, its im-
pact in integrating the planning and budgeting processes
might be less significant than otherwise expected.

Finally, it has been demonstrated that bureaucratic
rigidity (understood as poor quality work of senior

L. Integration of the Plan and the Budget

officials and civil servants and excessive security for
personnel that is not based on merit criteria) can be-
come more severe and damaging than budget rigidity.
It can powerfully condition the result (the success or
failure) of the processes of integration between the plan
and the budget.

The existence of sound integration processes and
appropriate regulations does not in any way compen-
sate for having poor quality public administrators (civil
servants and public sector managers) if real integration
is to be a success.

In this sense, the degree of integration between the
plan and the budget will be more feasible as higher stan-
dards of institutional quality and stability are assured, in
particular within middle management. At the end of the
day, integration can only be achieved through a flexible
and meritocratic civil service.
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Oft-Budget Operations'

Ana Maria Jul*

Introduction

The purpose of this study is to assess the mechanisms
of planning, implementation, programming, budgeting,
and evaluation of extra-budgetary and tax expendi-
tures in four countries of the region and to propose
recommendations. The country cases considered are
Brazil, Chile, Ecuador, and Mexico. These countries
are chosen in order to obtain a representative sample of
these practices both with respect to their use and to the
reforms carried out in recent years in accordance with
international trends in this area.

To achieve the study’s objectives, off-budget opera-
tions in these countries are analyzed relative to the
best-practice guidelines prepared by the Organisation
for Economic Cooperation and Development (OECD)
on Off-budget and Tax Expenditures, Budget Trans-
parency, and Corporate Governance of State-Owned
Enterprises, as well as the recommendations included
in the IMF’s Fiscal Reports on the Observance of Stan-
dards and Codes (ROSCs) prepared by the governments
in the countries studied. The IMF’s fiscal ROSCs for
other countries in Latin America (Colombia and El
Salvador), Asia (Korea and India), and Europe (Hungary,
Poland, and Turkey) were also used.

The four countries’ experiences show that their off-
budget practices are more diverse than those for which
the OECD has defined best-practice guidelines. In
addition, these countries present some characteristics
in their handling of the budget process which require
an adjustment in the OECD guidelines. Some of the
alternative guidelines proposed in the paper relate to
differences on some conceptual points on which the
OECD guidelines are based, which is the case with

respect to direct loans and guarantees. The paper pro-
poses and discusses guidelines that complement and/
or substitute those defined by the OECD, and bases its
recommendations on both sets of guidelines.

The paper shows that the proliferation in the use of
off-budget operations has depended to a large extent on
the budget constraints faced by these countries, which
in turn have been conditioned by political, economic,
and social factors. Likewise, the reduction or elimina-
tion of these operations has depended mainly on these
same factors.

Another conclusion of the study was that sometimes
budget norms and practices themselves contribute to
the use of extra-budgetary operations and weaken the
role of the budget as the main instrument of fiscal
policy. The budget approved by congress ends up not
being a good indicator of actual budget implementa-
tion. These norms and practices include an optimistic
revision of revenue estimates by congress, excessive
flexibility in the treatment of the float, and too much
discretion to increase or reallocate expenditures, both
by congress and the government. On the other hand,
rules that seek to ensure compliance with macroeco-
nomic targets, such as fiscal rules, or to achieve a
predetermined allocation of resources, such as those
which earmark revenues or establish expenditure re-
quirements, may result in inconsistencies and force the
government to use mechanisms such as off-budget
operations in order to comply with the letter of the
law, although not necessarily its spirit.

Off-budget operations are used for a variety of
purposes. Guarantees may be used to circumvent short-
term budget constraints. Others, such as quasi-fiscal
activities conducted through administered prices, credit

* Consultant.

1. This paper is a summary of a report prepared at the request of the Inter-American Development Bank (IDB) for the meeting of the Public Policy Management and
Transparency Network: Development Effectiveness and Results-Based Budget Management, held in Washington, DC, May 8-9, 2006. The full versions of the report in
Spanish and English can be found at www.iadb.org/publications/search.cfm?query=Operaciones+Extrapresupuestarias&context=Title&lang=es and www.iadb.org/
publications/search.cfm?query=Off.Budget+Operations&context=Title&lang=en, respectively.
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requirements, tax surcharges and/or the appropriation
of the surplus of public enterprises, and the earmark-
ing of revenues and expenditure requirements, may
be justified on social grounds, by market failures, or
because it is administratively impossible to implement a
well-targeted subsidy program. Other off-budget opera-
tions, such as tax expenditures, may present a way to
circumvent fiscal rules and allocate resources without
being subjected to the budget process.

The study also shows that over the past few years,
countries have recognized the need to tighten the
rules regulating off-budget operations. Brazil, Chile,
and Mexico have made important progress in regu-
larizing these operations, while Ecuador has shown
less progress and in fact has backpedaled as a result
of the 1999-2000 economic crisis and political insta-
bility in recent years.

There are three stages in the process of regulariz-
ing off-budget operations. First, they are made more
transparent, then they are reduced, and finally they
are integrated into the budget. To make them more
transparent they are identified and quantified and in-
formation is provided in the budget documentation.
To reduce them, quantitative and qualitative limits are
imposed. To integrate them into the budget, several
mechanisms have been used, including the transfor-
mation of the off-budget funds into virtual funds,
compensation of quasi-fiscal activities through budget
transfers, and the provisioning in the budget of contin-
gent liabilities associated with the guarantees that
have been given. The three stages may be implemented
simultaneously for different operations, because it is
easier to move faster for some of them than for others.
Tax expenditures appear to be the last bastion of resis-
tance, with none of the countries reviewed complying
with more than two of the OECD guidelines.

This study presents the conceptual framework used
in the analysis of the four countries’ experiences. It lists
the OECD guidelines and proposes complementary
and alternative guidelines, to be used as the framework

against which the practices in the selected countries
are compared. For each country studied, it also in-
cludes adescription of the use of off-budget operations,
assesses the existing situation, and offers recommen-
dations to improve the handling of these operations.

Off-budget Operations:

Conceptual Framework?
The Budget

The budget is the law or set of laws authorizing expen-
ditures, and/or the incurrence of obligations to make
expenditures, to be financed from taxes and other
types of revenues that the government may have. The
sources of financing of certain government expenditures
are also part of the budget.

The budget is the main instrument for the manage-
ment of a country’s fiscal policy.

Consequently, its preparation, approval, execution,
and evaluation should be consistent with the fiscal policy
objectives being pursued by the government (macroeco-
nomic efficacy), and it should seek to ensure efficiency
in the allocation and use of resources and transparency in
the generation and application of public resources.

BuDGET FUNCTIONS

The functioning of the budget has to be analyzed in

relation to its four functions, which are:

i) Authorization: all expenditures from the public trea-
sury must be subject to legislative authorization;

ii) Allocation and distribution: budget authorities
(executive and legislative branches) must be able to
compare all changes in expenditures and revenues;

iii) Macroeconomic: budget authorities (executive and
legislative branches) must be able to determine
the impact upon the entire economy and on the
composition of expenditures, revenues and defi-
cit; and

2. See OECD, 2004b.



iv) Administrative: budget authorities (executive and
legislative branches) must be able to control the cost
efficiency of public services.

BUDGET PRINCIPLES

There are three principles which can be considered pre-

conditions for the fulfillment of all budget functions:

i) Universality: all expenditures financed by taxes or
levies and all revenues collected through taxes
or levies should be in the budget.

ii) Unity: all expenditures in the budget that are made
during a certain period of time (usually a year or
several years), and all revenues collected during that
same period should be presented to the budget
authorities for their approval in a single document.

iii) Specificity: expenditures and revenues should be
presented separately in the budget (“gross report-
ing”) and at the level of detail required by budget
authorities.

Off-Budget Operations

Some government operations are difficult to reconcile
with budget principles and thus undermine the proper
functioning of the budget. These operations can be
types of expenditures that are known as off-budget
expenditures and “back-door” expenditures. In the
countries included in this study, there is also a third way
of conducting such operations, which is to use public
enterprises to collect tax revenues through tax and divi-
dend regimes different from those applied to private
sector enterprises.

OFF-BUDGET EXPENDITURES

Off-budget expenditures are expenditures financed
by taxes or levies which are not included in the budget
(violating the universality principle).

The main types of off-budget expenditures found
in OECD countries are off-budget funds, direct loans,
guarantees, and public-private partnerships (PPPs).
Other types of off-budget expenditures found in the
countries studied and in emerging markets in general are
budget funds and quasi-fiscal operations conducted

I1. Rigidities and Off-Budget Operations

through public enterprises and sometimes by the pri-
vate sector which are not covered by budget transfers.

The use of supplementary budgets and of budget
rules related to the revision of revenue estimates, and
the adjustments permitted to budget appropriations
in cases when revenues are either smaller or larger
than expected, may impede the proper functioning of
the budget. Such problems may also occur when rules
provide authorization to exceed or reallocate budget
appropriations and to execute expenditures committed
but not paid (float) during the fiscal year.

“BAck-DOOR” EXPENDITURES
Back-door expenditures are those financed by taxes or
levies that are in the budget but authorized by laws out-
side of the budget process (violating the unity principle).
The main types of back-door expenditures are ob-
ligations created through the earmarking of revenue,
expenditure rules, and tax expenditures. Obligations
created through earmarks and tax expenditures do
not create problems for the adequate functioning of the
budget if the budget process provides the opportunity
to change the laws that originate them. However, this is
not the case in any of the countries under study.

FiscAL REVENUES FROM TRANSFERS

BY PuBLIC ENTERPRISES

Another mechanism to conduct off-budget operations
is the use of public enterprises to collect fiscal revenues
through tax and dividend regimes different from those
applied to private sector enterprises in the same sector.
For example, a tax surcharge can be applied on their
surplus; or they may be required to transfer all or almost
all of their surpluses to the budget, without considering
their investment plans or needs; or the budget may use
reference prices, which are different from market prices,
to calculate their contribution to the budget. In these
ways, the budget collects more revenue, ceteris paribus,
from public than from private enterprises.

The result is that public enterprises must borrow more
than private ones, which could increase their financing
costs or reduce their investment levels, affecting their
competitiveness and production capacity.
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The central government’s appropriation of resourc-
es generated by these enterprises is a source of revenue
that the budget does not consider or properly analyze.
Nor is there a comparative analysis of the positive ef-
fects of the expenditures financed with these resources
and the negative effects of this appropriation on the
economy and on public enterprises.

Additional Considerations

THE RoLE oF CONGRESS

Congress’ role in the budget process varies among the
countries analyzed but is generally less significant than
in the OECD countries. The authority of the congress
determines to a greater or lesser degree the possibility
of modifying revenues, increasing expenditures, reallo-
cating expenditures among entities, and changing the
level of aggregation of the expenditure categories in
the budget. The period for discussion and approval
of the budget tends to be shorter in the countries ana-
lyzed than in OECD countries. In addition, the rule
applies in most cases that if congress does not approve
the budget within a given period, the government’s
proposed budget prevails. If to this we add the fact
that the executive in some cases has the authority to
exceed and reallocate budget appropriations without
legislative approval, one can conclude that the role of
the legislative branch in the budget process is limited.

FiscaL REspONSsIBILITY LAw (FRL)?

Fiscal rules are a political declaration about how the gov-
ernment intends to conduct public finances over time.
A properly designed fiscal rule can be a fundamental
piece of a larger framework that assures macroeconomic
consistency, transparency in public management, the
credibility of economic policy, and a proper temporal
planning horizon for public policy in general.

Fiscal rules should be designed in such a way that
they do not constitute an incentive to find ways to cir-
cumvent them through arrears (if the rule is defined on
a cash basis), over- or under-budget estimates (if the

rule is applied to budget estimates rather than actual
results), the use of ample contingency reserves, or cre-
ative accounting.

A proliferation of fiscal rules must be avoided even
if they are considered key to achieving macroeconomic
objectives because they can result in an excessive
“shielding,” which generates incompatibilities among
the rules themselves and with the existing budget
norms and practices. The result may be an under-execu-
tion of the budget that weakens the functions that it
performs, while at the same time creating incentives to
use off-budget operations.

The results obtained through the use of these laws
vary. While some countries have obtained good results,
in others, particularly in Latin America, compliance with
the laws has been weak or they have been modified
quickly to avoid a situation of noncompliance (Marcel,
2005a).

The main conclusion obtained from the analysis of
the successes and failures in the countries studied is
that legislation alone cannot guarantee fiscal responsi-
bility. Legislation must be accompanied by broader and
deeper processes of consolidation of fiscal responsibil-
ity, ensuring both the proper design of the legislation
and implementation capacity (Marcel, 2005a).

Guidelines for Off-Budget Operations

The guidelines proposed by the OECD for off-budget
operations are the following:

Off-Budget Funds

GUIDELINE T

Off-budget funds should be avoided or allowed only
under the following strict conditions: that they are exclu-
sively or largely financed by earmarked levies and that
the expenditures and revenues of the funds are subject
to budget control.

3. See IMF, 2005a.



GUIDELINE 2

All expenditures and revenues from off-budget funds
should be incorporated in the budget documenta-
tion that is presented to budget authorities. Regular
expenditures and revenues and off-budget expendi-
tures and revenues should be shown together in the
budget documentation.

Direct loans

GUIDELINE 3

The budget should include the estimated subsidy
costs of direct loans at the time they are made (not
at the time the cash flows occur).

GUIDELINE 4

Cost estimates of credit programs should be based on
rules that are easily understood by politicians and citi-
zens. Additional appropriations during the life of a loan
should not be required unless cost increases exceed
pre-established margins of fluctuation.

GUIDELINE 5

Direct loan programs should be authorized by law.
Budget documentation should provide information
about the amounts of direct loans outstanding for
each program at the beginning and end of each fiscal
year or budget period and about the new direct loans
made during the fiscal year.

Guarantees

GUIDELINE 6
The budget should include the estimated subsidy costs
of guarantees at the time the guarantees are made.

GUIDELINE 7

Cost estimates of guarantee programs should be based
on rules that are easily understood by politicians and
citizens. Additional appropriation of subsidy costs dur-
ing the lifetime of a guarantee should not be necessary
unless cost increases exceed pre-established margins of
fluctuation.

I1. Rigidities and Off-Budget Operations

GUIDELINE 8

Guarantee programs should be authorized by law. Bud-
get documentation should provide information about
the amounts of guarantees outstanding for each pro-
gram at the beginning and the end of each fiscal year or
budget period and about new guarantees made during
the fiscal year.

GUIDELINE 9

Guarantee programs should only be considered if the
design of the program assigns at least a part of the de-
fault risk to the private lender.

Tax Expenditures

GuIDELINE 10

Tax expenditures should be identified by the use of a
benchmark tax which does not necessarily need to
represent the normative tax rate, although it should be
comprehensive and unique.

GuIDELINE T1

All tax expenditures should be estimated and integrated
into the expenditure documentation presented to the
budget authorities for all significant taxes. Regular
expenditures and tax expenditures should be shown
together in this documentation for the same number
of years.

GUIDELINE 12

Tax expenditures should either be included in the to-
tal expenditure cap or in a special tax expenditure cap.
Overspending on tax expenditures should be fully
compensated, at least insofar as they originate policy
change.

GUIDELINE 13
Tax expenditures should be reviewed in the same way
as regular expenditures in the annual budget process.

GUIDELINE 14
Tax expenditures should be allocated by individual
ministries.
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GUIDELINE 15

Tax expenditures should be estimated by revenue
foregone, corrected by an equivalent tax margin if ex-
penditure transfers are taxed (or by outlay equivalence).

GUIDELINE 16
The Ministry of Finance should be responsible for tax
revenue estimates.

Alternative Guidelines

This chapter provides alternative guidelines for several
reasons.

First, in addition to the type of off-budget expendi-
tures common in the OECD countries, in the countries
analyzed in this study there are several other mecha-
nisms that impede the proper functioning of the budget,
such as the earmarking of revenue, expenditure rules,
and quasi-fiscal activities.

Second, the use of supplementary budgets and
certain budget rules regarding revisions of revenue
estimates and adjustments permitted to budget appro-
priations can also hinder the proper functioning of
the budget.

Third, some characteristics of the countries ana-
lyzed require modification of the OECD guidelines
in order to comply with the principles of universality,
unity, and specificity.

Finally, some of the modifications relate to differ-
ences in the concepts on which the OECD guidelines
are based.

Off-budget Expenditures

The characteristics and operational rules of funds (off-
budget and budget) vary from country to country but
have some common features. These are:

« The budget includes only resources that are ap-
propriated for the funds, which become part of
the fund’s capital and are not transferred back to the
treasury if not used in the fiscal year when they
are appropriated.

« In some instances, resources allocated to the fund
are authorized only by the line ministry or can be
earmarked revenues that may or may not pass
through the budget.

« The authorization to use public resources is given
when funds are established, with the executing
agencies requiring only authorization from the line
ministry in charge of the fund to spend based on
the rules defining the fund’s objectives. As a result,
expenditure allocations are not clearly related to the
overall fiscal situation and fiscal policy objectives.

« Insome cases, off-budget funds are authorized to
issue debt, securitized or not securitized with rev-
enue inflows, and with or without a government
guarantee.

« Laws governing each fund define the managerial
responsibility for off-budget funds. The objectives
of the fund may be broadened over time.

« Budget documentation does not contain informa-
tion on the policies or financial situation of the
funds.

« In using the fund’s resources, implicit or explicit
subsidies may be provided which are not made clear
in the budget. For example, funds may contribute
capital for private sector investment projects, lend
at subsidized interest rates, or forgive nonperform-
ing loans.

« In some countries, the use of these funds is conve-
nient from an administrative and operational point
of view. For example, funds can be constituted as
trust funds without their own structure and op-
erate through the structure of a public financial
institution.

GUIDELINE T
Require a law to establish an off-budget or budget
fund.

GUIDELINE 2

Transform the off-budget funds into “virtual funds,” i.e.,
consolidate them with the central government budget
in the preparation, execution, reporting, and evaluation



of the budget. Budget funds must be integrated into
the budget and must comply with all budget require-
ments. These funds may transfer resources from one
fiscal exercise to the next, provided that these resources
are budgeted and executed in accordance with existing
budget procedures.

GUIDELINE 3

Require a central government guarantee for the issu-

ance of debt instruments using off-budget funds.
When it is not possible to comply with OECD guide-

lines 1 and 2 and guideline 2 of this section, guideline

4 should be implemented.

GUIDELINE 4

Prepare an annual report on the funds that includes,
by fund, the capital at the beginning and the end of
the period; revenue and expenditure flows during the
fiscal period identifying origin and destination; and a
description of any modifications to the objectives and
operational rules of the fund introduced during the year
and the revenues and expenditures projected for the
following fiscal year. Include the report in the budget
documentation.

Direct Loans

Two components must be distinguished for the budget
treatment of direct loans. One is the flows of resources
involved and the other is the subsidy implicit in the
operations.

With respect to the first component, neither the
OECD guidelines nor the Government Finance Statistical
Manual (GFSM) 2001 includes direct loans with other
expenditures and revenues. The OECD argues that
they have a different macroeconomic effect and thus
should not be included in the definition of the deficit,
while the GFSM 2001 excludes these operations from
operational results because they correspond to financ-
ing operations that do not affect the government’s net
worth, only the composition of assets and liabilities.
According to the GFSM 1986, they were classified as
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part of the operational balance because they were op-
erations that responded to policy objectives and not to
liquidity needs, a distinction which is not made in the
GFSM 2001.

In our view, disbursements and repayments should
be included with the other expenditures and revenues
because, even if it can be argued that they have a dif-
ferent macroeconomic effect, they still have an effect
and therefore, the effect should be taken into account
both in the fiscal rule and in relation to the budget'’s
allocation/distribution function. Furthermore, if their
macroeconomic effect is different, this begs the ques-
tion, different from what? Not all components above
the line have the same macroeconomic effects. For
example, the macroeconomic effects of achieving the
fiscal target by increasing taxes are different from when
they are achieved by reducing expenditures.

In addition, classifying direct loans with financial
operations means not only ignoring the policy objec-
tives behind these operations, which the budget must
authorize vis-a-vis other ways of achieving the objec-
tives being sought, but also mixing operations that have
no direct macroeconomic effects, such as the financial
operations, with those that do have such effects. They
also represent resource requirements that should be in-
cluded with the needs stemming from the deficit so that
financing requirements can be clearly identified. This is
particularly important in countries facing difficulties in
accessing capital markets.

The methodology proposed by the OECD and the
GFSM 2001 also allows the use of direct loans to make
expenditures so that they do not affect the fiscal target.
Moreover, in many countries, these loans are not repaid
or are repaid only in part. Thus, they resemble transfers
or subsidies more than loans, in the sense that they end
up affecting net worth.

The second component refers to the subsidies
associated with direct loans.

If direct loans are classified as expenditures and
revenues (repayments and interest and risk premium
payments), a subsidy element cannot be added as
a component of expenditure, neither for the current
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fiscal exercise nor for the present value of the subsidy.
In this case, the suggestion would be to record as mem-
orandum items both the implicit subsidy for the current
fiscal year and the present value of the subsidy. This
would help the allocation/distribution function of the
budget as it would provide a basis to evaluate the op-
portunity cost of these resources, both for the current
fiscal year as well as in present value terms.

If direct loans are classified as financial operations,
an estimate of the present value of the subsidy has to
be included as an expenditure in the operational re-
sult. This estimation requires the use of sophisticated
methodologies that are difficult to apply in the coun-
tries included in this study.

Direct loans may be made through an agency of the
corresponding line ministry or a public financial institu-
tion, or with the public entity acting as a second tier
bank with the resources being auctioned or used to
rediscount private bank loans.

In the first two instances, the subsidy is an implicit
subsidy provided through the interest rate charged
to the borrower (including the nonpayment risk pre-
mium) which is lower than the market rate, although
not necessarily less than the opportunity cost of the
funds (including the administrative costs) for the gov-
ernment. This is because the sovereign risk premium
could be substantially less than the cost of funds for the
private banks. (In this case, it is important to determine
the interest rate that should be used to calculate the im-
plicit subsidy.) Moreover, due to market failure, private
banks may not have developed financial instruments to
address the needs of certain sectors at any price. In the
third instance, the subsidy may be implicit or explicit,
as the funds may be provided to private financial institu-
tions at rates which are lower than their funding costs,
or the government may cover the difference between
the rate normally charged by banks (including the risk
premium) and the rate they charge on these loans. In
the latter case, the budget includes only this difference
because there would be no use of budget resources for
the loans.

GUIDELINE T

Include the gross flows associated with direct loans
with the regular expenditure and revenues of the bud-
get, clearly identifying them on separate lines.

GUIDELINE 2

Include as a memorandum item an estimate, by loan
program, of theimplicit subsidy for the currentfiscal year
and its present value. Explicit subsidies should be iden-
tified separately in the budget and be also included as a
memorandum item together with the implicit subsidies.

Guarantees*

The OECD guidelines refer to guarantees on loans
granted by non-governmental entities.

In this paper, guarantees are considered broadly and
include several types of guarantees that can be provided
by the government, such as minimum pension guaran-
tees and guarantees to concessions for the construction
and operation of infrastructure investment projects.

The OECD does not take into account an important
reason why a government may prefer to provide guaran-
tees instead of direct loans or subsidies to decrease the
cost for the borrower, which is that a guarantee does
not have an immediate budget impact. Consequently,
the treatment given to guarantees should seek to im-
pose budget discipline on public entities so as to make
them neutral in their choice between guarantees and
other forms of fiscal support. Incentives to use guaran-
tees as a way of transferring costs to the future should
be minimized.

Guarantees are a form of government intervention
when it is in a better position to assume risk, control
it, and thereby minimize its cost. The objective is to
compensate for a market failure. However, care must be
taken to avoid replacing a market failure with a govern-
ment failure. It is important to determine which market
failure needs to be addressed and whether a guarantee
is the best way to address it.

4. For more information, see IMF, 2005b.



Although guarantees might be the most efficient
way of addressing a market failure, they may create
problems for fiscal sustainability. Their effects on public
finances only occur over time, and it cannot be known
beforehand how much of the guarantee will be trig-
gered or when. Because guarantees do not have an
immediate budget impact, they may not be subject to
the same kind of scrutiny as expenditure or loans. Con-
sequently, public entities must define a framework to
be applied to the provision of guarantees. Key elements
of such a framework include reporting, accounting, and
transparency.

Generally, guarantees are not provisioned in the
budget to cover the cost of guarantees that are trig-
gered, and no consideration is given to the best way
to reallocate expenditure or mobilize resources in the
event that these actions are needed to cover such costs.

The key objective of a guarantee policy is transpar-
ency regarding the possible risks and fiscal costs. It
is difficult to attain this objective because guarantees
pose a serious challenge from the point of view of fis-
cal accounting and reporting. Their contingent nature
makes valuing them difficult. Over the past few years,
analytical methodologies for the valuation of guarantees
provided in the context of concessions have been devel-
oped and are being used in Chile and Colombia. These
methodologies are still in the development phase. In
Chile they are used only for guarantees extended to road
concessions.

Under cash accounting, guarantees are recorded in
the fiscal accounts only when a covered contingency
occurs and a cash payment is made. If a premium is
charged, it is recorded as nontax fiscal revenue.

GFSM 2001 does not consider provisions for guar-
antees either, because while international accounting
standards rely on the likelihood of occurrence as a
basis for recognizing contingent liabilities, statistical
reporting (and GFSM 2001 in particular) relies mainly
on actual events. Contingent liabilities are registered
as memorandum items on the balance sheet under
GFSM 2001. If no provision is made for guarantees, they

I1. Rigidities and Off-Budget Operations

are only recorded under accrual accounting when
they are called. According to the GFSM 2001, when a
guarantee is called, guarantee payments are regis-
tered as expenses in the operating statement, and a
corresponding increase in liabilities is recorded on
the balance sheet.

GUIDELINE 1

Centralize the provision of guarantees. Guarantees
must be approved by the ministry of finance, the cabi-
net or congress, within a well designed framework
which includes the justification for them, their design,
an analysis of their implications, and approval.

GUIDELINE 2

To the extent possible, guarantees provided to the pri-
vate sector should be symmetrical, entail a cost, and
be designed in such a way that they do not cover all
losses. Partial guarantees limit moral hazard and
problems of perverse selection. They also limit the
government’s exposure to risk and the fiscal cost of
triggered guarantees.

GUIDELINE 3

Establish a ceiling to guarantee amounts which must
be approved in a permanent law or in the annual bud-
get law. This ceiling creates a quasi-budget restriction,
which generates more scrutiny and better prioritization
of proposals. The limit may be defined on the maxi-
mum value of the new guarantees to be provided, as
a percentage of fiscal revenues or expenditure or, in
more advanced systems, on the expected value of the
guarantees. The limit may be set for the public sector
as a whole, or by entity.

GUIDELINE 4

Incorporate the granting of guarantees into the annual
budget cycle and into the analysis of sectoral policies
and programs, so that proposals for new guarantees are
considered in relation to other possible mechanisms
and programs with similar objectives.
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GUIDELINE 5

Establish budget mechanisms to provide liquidity to the
guarantees that are triggered. Because the maximum
value of the guarantees can considerably exceed their
expected value, it is not possible or necessary to make
provisions for this maximum value in the budget. How-
ever, a way should be found to estimate their expected
value in order to establish a contingency fund.

GUIDELINE 6
Include the expected value of guarantees in the fiscal
projections so that they are considered under the limits
imposed by the fiscal rules.

As an alternative to guidelines 4-6, implement
guidelines 7-8.

GUIDELINE 7

Annually budget the expected cost of guarantees for the
fiscal year. The appropriation may be a general contin-
gency reserve, but in countries in which payments for
triggered guarantees are significant, a separate appro-
priation will improve transparency and responsibility.
If the entire appropriation is not used, it can be reallo-
cated or can expire at the end of the budget year. This
methodology ensures that congress is informed about
these expenses at the time when the budget is presented,
that other priority expenses are not crowded out during
the execution of the budget or that they are added to the
fiscal deficit, and that they have been pre-authorized.

GUIDELINE 8

Include a detailed report on guarantees in the budget
documentation, identifying those that have been trig-
gered. The report should identify all contingent liabilities
associated with guarantees that have been provided or
are to be provided through different programs (loans,
minimum pensions, concessions), including the quan-
tifiable and non-quantifiable contingent liabilities.
Contingent liabilities that can be quantified should be
reported at their maximum and expected values if pos-
sible, and those which are not quantifiable should be
described in qualitative terms.

Public-Private Partnerships

Through PPPs, the government may acquire expendi-
ture obligations which are not included in the budget
or authorized by the legislature. Because of their char-
acteristics (the payment and guarantee commitments
may extend for many years), PPPs can be used as a
mechanism to circumvent budget constraints, which
affects all four functions of the budget.

Given the volume of investment that they entail, the
long duration of the concession contracts and the risks
involved, the commitments assumed by the govern-
ment under these contracts could in practice become a
threat to fiscal sustainability. Consequently, clear rules
regarding their contracting and execution should be
established.

GUIDELINE T

Establish a legal and institutional framework with the
aim of maximizing efficiency while minimizing risks to
public finances.

GUIDELINE 2

Define clear criteria for the allocation of risk to frame
the design of the bidding process, so that risk is as-
sumed by whoever is in the best position to assume it,
optimizing the transference of risk to the private sector.
Establish minimum risk capital requirements.

GUIDELINE 3

Incorporate the selection of projects to be executed
as PPPs into the evaluation process as public direct
investment to ensure that their economic and social
viability is evaluated correctly and that a PPP is the best
possible alternative, regardless of budget constraints.
This facilitates the establishment, from the start, of a
fiscal comparator to evaluate the net benefits of im-
plementing the project as a PPP and the identification
of mechanisms to make the project attractive to the
private sector at the lowest fiscal cost.



GUIDELINE 4

Enlist the participation of the ministry of finance
throughout the process to ensure that the payment
commitments and provided guarantees do not exceed
the availability of budget resources for the current fiscal
year and for the duration of the contract.

GUIDELINE 5

Strengthen the capacity of line ministries and the
ministry of finance to evaluate, design, and monitor
the implementation of PPP contracts and to quantify
the fiscal costs and risks involved.

GUIDELINE 6

Implement mechanisms to provide liquidity to the
guarantees that are triggered, including the budget
procedure that defines the assumptions under which a
budget allocation for a guarantee would be justified for
these projects. Provide resources in the budget for the
contingent liabilities that could be triggered during
the fiscal year at their maximum value.

GUIDELINE 7

Define limits both for the provision of guarantees and
for direct payments to be made by the public sector.
Limits should be placed on the cumulative flows of
commitments made and in relation to variables that
are relevant from a budget standpoint for the public
entities involved.

GUIDELINE 8

Establish budget mechanisms that clearly identify
total commitments under these projects, and give them
priority over new expenses. Include in the law a rule es-
tablishing that resources committed for these projects
may not be reallocated for other purposes. This rule
serves the dual purpose of identifying the effect of
these projects on the fiscal balance, regardless of their
quality as investment projects, and contributing to
fiscal credibility.
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GUIDELINE 9

Include payment obligations and contingent liabilities in
the fiscal projections so that they are taken into account
in the limits imposed by the fiscal rules.

GUIDELINE 10

Include detailed project by project information in the
budget documentation of all payment obligations,
quantifying annual flows and present values, as well as
the maximum and expected value of the guarantees that
have been provided. Clearly identify the information on
these operations in public finance statistics, including
the triggering of guarantees.

GUIDELINE 11

Require congressional approval of projects for which
public financing represents more than 70 percent of
total financing.

GUIDELINE 12

Prohibit the use of fiscal benefits or public resources
not contemplated in the contracts to compensate the
private partner for a politically induced freezing of rates
or to set rates below the necessary level, in lieu of using
direct payments.

Quasi-fiscal Activities

The following guidelines are based on the OECD Guide-
lines for Corporate Governance of Public Enterprises
and on the recommendations of the IMF's fiscal ROSCs.

GUIDELINE 1

Eliminate quasi-fiscal activities which cannot be com-
pensated through budget transfers and those conducted
through administered prices, credit requirements, and
cross-subsidies.

GUIDELINE 2

Use budget transfers to cover quasi-fiscal activities
conducted by public enterprises or the private sec-
tor. Identify these transfers separately in the budget,
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including a description of the methodology used for
calculating the cost to be covered in each case.

GUIDELINE 3
Loans within the public sector should be granted at
market rates.

In the transition period for implementation of
guidelines 1-3, implement guidelines 4-6.

GUIDELINE 4

Prepare reports of all quasi-fiscal activities, including
those conducted through non-financial and financial
public enterprises and those associated with the regu-
latory role of the government, to properly measure
the government’s fiscal activities. These reports must
identify all forms of public support and their final
beneficiaries.

GUIDELINE 5

Define limits on the quasi-fiscal operations to be con-
ducted through public financial institutions in the fiscal
responsibility law or in the annual budget.

GUIDELINE 6

Identify cross-subsidies, treating those granted as ex-
penses and the implicit taxes as revenue, recording
them as memorandum items.

Budget Norms and Practices

Budget norms and practices found in the countries

reviewed in this study include the following:

« The budget laws differentiate between those
expenses that may not automatically exceed the
budget appropriations and those which may, such
as debt service, pension payments, and expenses
required by special laws. The latter may result in a
larger total expenditure than budgeted or may have
to be covered by a reallocation of expenditure in
order to comply with the overall expenditure ceil-
ing. In some cases, excess revenues, if any, have to
be allocated to cover the larger obligatory expenses,
if they have occurred.

The budget may include a contingency reserve.
This reserve reduces the need to reallocate expenses
during the fiscal year. However, the larger the contin-
gency reserve provision, the greater the incentives to
use it as an alternative to a reallocation of expenses
to cover contingencies. A relatively small contingen-
cy reserve, on the other hand, imposes the need
for entities to assume the real opportunity cost
of increasing a given expense through reallocations
within their own budgets, resulting in greater ratio-
nality in the eventual budget modifications within
the fiscal year.

The rules regarding the margins that the government
has to exceed budget appropriations without con-
gressional approval vary from situations in which it
can exceed the appropriations by a given percent-
age of the total budgeted expenditure to others in
which it can exceed certain expenditures such as
investment outlays by a given percentage of those
expenditures.

Expenditures associated with earmarked revenues
are obligatory, but they do not have to be made in
the year the revenues originate.

It may be necessary to handle the financial man-
agement of the budget by establishing limits to
discretionary spending which are below budget
appropriations because of inconsistencies in the
actual availability of resources (availability of cash,
payments on the float, obligatory expenses, and
expenses associated with earmarked revenues).

In some cases, compliance with fiscal rules imposes
additional constraints on the margins by which
expenses may exceed the budget appropriations.
The flexibility in this respect depends on whether
it is possible to exceed the limit on expenditures
without an offset in revenues or if this is possible
only through a reallocation of expenditures.

The golden rule imposes limits to the reallocation of
expenditure between current and capital spending,
including instances in which the legislature does not
impose limits on borrowing.



In some countries, the ceiling on borrowing effec-
tively imposes a limit on the increases in expenditure
that may be executed without congressional ap-
proval. In such cases, excess revenue may be used
to increase expenditure without legislative approval.
Sometimes the government is able to obtain large
sums of financing through alternative channels
without congressional approval.

In some countries, there are no limits or requirements
of prior authorization by the ministry of finance for
the execution of larger-than-budgeted expenditure
financed with an excess of their own resources.
The rules on appropriations which have not been
executed by the end of the fiscal year are also
relevant. These may establish that the resources
must be returned to the national treasury to be in-
cluded in the next year’s budget, or they may be
spent by the corresponding agency or fund. The
rules may also authorize the ministry of finance to
decide what part of the unspent appropriations may
be carried forward to the subsequent year to finance
certain commitments defined in the corresponding
budget law or to reallocate them.

Sometimes arrears are used to spend beyond bud-
get appropriations.

Off-budget operations may be used to exceed bud-
get appropriations. This may result from changes in
the fiscal situation during the year, or they may be
caused by unrealistic assumptions in the budget.

In some countries, privatization receipts are pre-
allocated in the budget for certain uses, but spending
occurs whether privatization receipts materialize
or not.

Undisbursed commitments (float) may also affect
the functions of the budget depending on the mech-
anism through which these expenses are approved,
the period of time during which the expenses may
be disbursed, and the budget against which they are
executed. The budget may not necessarily identify
an appropriation to accommodate these expenses. It
may be required that the float be cleared during the
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first two months of the subsequent fiscal year using, if
need be, revenues collected during this period, or its
clearing may extend to the whole fiscal year following
the year in which those expenses were appropriated.

GUIDELINE T

To ensure compliance with the universality principle for
the budget as the main instrument of fiscal policy,
all government expenditure must be approved in the
budget or, if necessary, through a supplementary bud-
get approved by the legislature.

GUIDELINE 2
Avoid practices which result in under-execution of the
budget because they weaken the budget as a fiscal
instrument.

GUIDELINE 3

Expenditure by autonomous agencies in excess of their
budget appropriations should be reviewed by congress
through requests for supplemental appropriations
presented by the ministry of finance (rather than being
approved by the corresponding line ministries).

GUIDELINE 4
Limit the size of the budget contingency reserve.

GUIDELINE 5

Expenditure associated with earmarked revenues should
take place within the same fiscal exercise in which the
revenues were generated.

GUIDELINE 6

Clear the float in the first month following the end of
the fiscal year in which the expenditure was appropri-
ated. These expenses should be executed against the
budget of the fiscal year in which they are executed.

GUIDELINE 7
Establish a system to monitor the execution of the
budget to prevent arrears.

165



166

Development Effectiveness and Results-Based Budgeting

Earmarking of Revenue®

The negative consequences associated with both the
earmarking of revenues and expenditure rules arise
from the fact that they limit the extent by which public
spending can be reallocated in response to changing
needs, introduce a built-in bias toward higher spend-
ing and taxation, limit the scope for countercyclical
fiscal policy, and weaken incentives to improve the
efficiency of public spending.

GUIDELINE 1
Include in the budget the flows of revenues and expen-
diture associated with these revenues in gross terms.

GUIDELINE 2
Substitute the earmarking of revenues not included in
the constitution by budget appropriations.

Expenditure Rules

GUIDELINE 1

Incorporate the expenditure associated with the expen-
diture rules in the budget discussion so as to annually
assess their relevance from the standpoint of government
priorities and subject them to the same cost-benefit
analysis as other expenditures.

Tax Expenditures

There are no alternative guidelines to those proposed by
the OECD regarding tax expenditures.

Fiscal revenue from transfers by public enterprises
GUIDELINE 1

Establish a tax treatment for public enterprises in line
with that applied to private sector enterprises.

GUIDELINE 2

Define the financial relationship between the govern-
ment and public enterprises in the annual budget law
or in the organic budget law, establishing ex-ante a divi-
dend policy or predetermined rates of return on assets
of public enterprises.

GUIDELINE 3

Use relevant indicators to define the benchmark prices
to be used in the budget to calculate transfers from
non-financial public enterprises.

Role of Congress

GUIDELINE T

Clearly define the role to be played by congress in the
budget process. Prohibit the revision of revenue esti-
mates by congress.

GUIDELINE 2
Establish a limit to the period during which the govern-
ment may operate without having an approved budget.

Fiscal Responsibility Law

GUIDELINE 1
Keep fiscal rules simple, limiting them if possible to one
or two.

GUIDELINE 2
Apply fiscal rules to both the approved budget and the
executed budget.

GUIDELINE 3

Frame the FRL within budget norms and practices to
avoid an over-determination of the system, which results
in an unrealistic budget and thus an under-execution of
the budget, a large float, significant reallocations of bud-
get appropriations, and the use of the cash budget as the
mechanism for setting budget execution priorities.

5. See Alier, 2006.



Management of Off-Budget Operations
Off-Budget Funds

BraziL®

There are no off-budget funds. There are various bud-
get funds, all of which require a specific law to be
created. All budget funds enjoy earmarked revenue
for their specific expenditures, but they are an integral
part of the federal budget and must comply with
all budget procedures. Budget funds may carry over
any financial surplus remaining from the current fiscal
year into the next fiscal year, provided that it is properly
budgeted and executed in accordance with budget
procedures.

CHILE’

There is an off-budget fund, the Petroleum Stabilization
Fund, and two budget funds, the Copper Compen-
sation Fund and the Infrastructure Fund (IF). The IF is
currently a virtual fund, unregulated, and managed by
the ministry of finance. Other off-budget operations are
revenue and expenditures associated with the Reserved
Copper Law (RCL) and interest accrued on bonds. The
Public Finances Report and public finance statistics
include off-budget expenditures with the central gov-
ernment budget aggregates to obtain the operational
statements of the consolidated central government.

Ecuapor?®

The Petroleum Stabilization Fund (FEP) is financed with
petroleum revenues that exceed the revenues envisaged
in the budget. Its resources are first used to offset
lower-than-budgeted petroleum revenues.

The modification of the Fiscal Responsibility Law
in 2005 created the Special Account for Productive
and Social Reactivation (CEREPS), which is part of the
budget, to deposit petroleum revenues derived from

I1. Rigidities and Off-Budget Operations

heavy crude oil that are apportioned to the government,
and 45 percent of the petroleum revenues above those
envisaged in the approved budget. Twenty percent of
CEREPS'’ resources are accumulated in the Savings and
Contingency Fund (FAC), an off-budget fund, up to the
limit of 2.5 percent of GDP, to stabilize revenue from
petroleum and provide funding for national emergen-
cies. Any remaining funds in the CEREPS which are
not used by the end of the fiscal year are automatically
transferred to the FAC.

Mexico?

There are two off-budget funds which perform the
function that in other countries is carried out by the con-
tingency reserve: the Petroleum Revenue Stabilization
Fund (FEIP) and the Natural Disasters Fund (FONDEN).

The new Federal Budget and Fiscal Responsibility
Law (LFPRH) maintains the FEIP and the FONDEN
and creates three other funds: the Stabilization Fund
for State and Municipal Revenues (SFRSM), a Stabili-
zation Fund for Investment in Infrastructure of PEMEX
(FEIIP), and a Support Fund for the Restructuring of
Pensions (FARP).

There are two additional off-budget funds: the
Trust Fund for Rehabilitation of Concessional Toll Roads
(FARAC), which was used to refinance the debt of road
concessions in the 1990s, and the Infrastructure Invest-
ment Fund (FINFRA), which was created from resources
from privatization for the purpose of providing seed
capital to private infrastructure investment projects.

There are 21 trust funds with their own structure
which operate as parastatals and more than 600 trust
funds (reduced from 2000 over the past five years) with
no structure but with their own capital. Over the past
few years, the regulations on trust funds have been
tightened to make their operations more transparent.
The 2006 Federal Expending Budget (PEF) explicitly pro-
hibits the creation of trust funds whose sole objective is

6. Based on IMF, 2001a; on answers to the questionnaire on the management of off-budget operations, as well as on information and documents provided by the

authorities in the meetings held in Brazilia on January 16-18, 2006; Jul, 2005.

7. Based on IMF, 2003; 2005b; and information provided at meetings held in Santiago, Chile in January 2006; Jul, 2005.

8. Based on information provided in meetings held in Quito in January 2006.

9. Based on: IMF, 2002a; on answers provided by the Mexican authorities to a questionnaire on the management of off-budget operations, and on information

provided in meetings held in Mexico City in January 2006; Jul, 2005.
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to circumvent the budget cycle. In order to create a new
trust fund or contribute to an existing one, it is neces-
sary to go through the budget. These rules are included
permanently in the LFPRH.

Direct Loans

BraziL

The government does not provide direct loans. How-
ever, it imposes credit requirements on public banks
to channel loans at subsidized rates to priority sectors
unable to obtain credit from private banks.

CHILE

The government grants loans through only two lines,
operating as a second-tier institution. One is the in-
termediation line of the Production Development
Corporation (CORFO), for small and medium enter-
prises, where the risk is assumed by the private banks.
It is a revolving fund but it is not budgeted in net terms,
and the interest rates are not market rates. The other
line of credit is loans to small farmers. The operating
result excludes loans and repayments because they re-
late to financial operations that do not affect net worth,
since they only affect the composition of assets and li-
abilities. Direct loan operations have decreased from
the equivalent of 0.6 percent of GDP (2.8 percent of ex-
penditures) in 1999 to 0.3 percent of GDP (1.5 percent
of expenditures) in 2004.

Ecuapor

There is no direct lending by the government because
direct loans are prohibited. The Ecuadoran Social Secu-
rity Institute (IESS) does provide direct loans.

MEexico

The federal government does not provide direct loans.
To provide support to productive activities it considers
a priority, it uses the development bank, which receives
federal government guarantees, and development funds.
The Public Sector Financing Requirements (RFSP)
records these loans as if they were granted by the govern-
ment and classifies them as above-the-line operations.

Guarantees

BraziL

The federal government applies strict rules to the provi-
sion of guarantees. The FRL authorizes public entities
to provide guarantees for internal and external loan
operations that comply with certain requirements and,
for the federal government, within certain limits and con-
ditions determined by the Senate. The provision of a
guarantee is conditioned on collateral of equal or larger
value, and the borrower must not have any outstanding
obligations to the guarantor. The budget only includes a
guarantee when it is triggered. Moreover, the budget in-
cludes a contingency reserve that may be used to cover
guarantees triggered during the fiscal year as long as
they have been previously defined as such.

CHILE

There are three types of guarantees provided to the
private sector: minimum pensions, PPP contracts, and
guarantees on private bank loans for higher education.
The impact of the triggering of guarantees appears
separately in the budget. It does not need to go in the
contingency reserve.

Ecuapor

The FRL establishes that the central government may
not contract loans on behalf of entities and companies
which are regulated under private sector companies’ le-
gal regimes, nor can it assume or guarantee the loans
of these enterprises. However, it may provide guaran-
tees to these enterprises if approved by a special law. In
practice, guarantees are limited by the fiscal rule of the
public debt-to-GDP ratio.

Mexico

Guarantees may be provided for loan operations with
international organizations or with national public or pri-
vate entities as well as with foreign ones, provided that
the loans are used for investment purposes or productive
activities in accordance with social and economic develop-
ment policies, that they generate sufficient resources to
repay the loans, and that they have the proper guarantees.



Public-Private Partnerships

BraziL

The PPP Law establishes limits on the amount of re-
sources that the federal government may commit to
PPPs. It also seeks to define rules to prevent public
entities from increasing expenditures through PPPs. Ex-
penditures generated or increased by PPPs are subject
to the FRL requirement that no permanent expenditure
may be created without a corresponding increase in
permanent revenues or cuts in other permanent ex-
penditure. The objective of the PPP contract must have
been established in the Multi-Year Plan. The Law estab-
lishes that concessions in which more than 70 percent
of the remuneration of the private investor is paid by the
public entity must be approved by congress.

CHILE

The Ministry of Finance participates throughout the
process, starting from the evaluation of the project from
a macroeconomic and fiscal point of view, including the
contingent liabilities associated with the guarantees
provided. There is no legal limit on the resources that
may be committed as subsidies and guarantees for
concessions. What is being used is an Inter-temporal
Budget Restriction (RPI) on the resources that may be
used for these projects based on budget projections for
the investment to be executed by the Ministry of Public
Works (MOP). The congress is not involved in the iden-
tification or approval of projects implemented as PPPs.

Ecuabpor

In the only project currently in operation, no public
contribution was contemplated. It was based on the
recovery of investments through tolls. However, the
tolls were readjusted downward below the equilibrium
rate to a socially acceptable rate for political reasons,
with the difference being assumed by the MOP. Addi-
tional investments have been required and it has been
necessary to adjust the design of the road because of
new traffic. This led has to the accumulation of debt by
MOP to the concessionaire.

I1. Rigidities and Off-Budget Operations

MEexico

There are three types of PPPs: Projects with Differing
Impact in the Registry of Expenditure (PIDIREGAS), toll
roads granted by concession to a private entity, and Ser-
vice Provision Projects (PPS). Although there is no need
for budget appropriations when a PIDIREGAS project
is started, the proposals for these projects are part
of the annual budget discussion and approval process
in the Chamber of Deputies. PIDIREGAS expenditures
have a de jure preferential status in future budgets. Com-
mitments stemming from the PPS contracts both for
the current fiscal year as well as for the following ones
are included in the draft budget of Annual Expenditures
of the Federation (PEF) of each fiscal year. The budget
must also include the contingent liabilities associated
with the PIDIREGAS and the PPS in which the entities
may have to acquire assets under certain conditions.
The government participates in toll roads concessions
through FINFRA.

Quasi-fiscal Activities

BrAzIL
Quasi-fiscal activities of non-financial public enterprises
have been virtually eliminated.

Relations between the budget and the central bank
are transparent. Nevertheless, minimum reserve require-
ments are high, constituting a source of revenue for the
central bank which is not included in the budget.

Operations between the budget and the public fi-
nancial institutions are also transparent; operations of
a quasi-fiscal nature have apparently been largely elimi-
nated. However, the complexity of the credit programs
implemented through public financial institutions
makes it difficult to estimate the cost of these pro-
grams as well as those conducted through funds and
other programs. Subsidies may be provided through
the equalization of interest rates and prices, the issu-
ance of government paper, and direct payments.
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CHILE

Some enterprises conduct activities with social content
and do not cover their operating costs with their rev-
enues, in which case the government covers their
financing needs with transfers from the budget, guar-
antees on their loans, and direct payments of part of
their loans. The policy is for the budget to reflect all qua-
si-fiscal activities of public enterprises so that it covers
all fiscal activities, although there are some exceptions.

The only quasi-fiscal activity of the Central Bank
of Chile (BCCh) dates from the rescue of commercial
banks in the early 1980s, which resulted in a deficit that
persists to this day.

The government’s participation in commercial bank-
ing activities is limited to the BancoEstado, which
conducts quasi-fiscal activities that are not quantified.
The BancoEstado may not lend to the government or
to public enterprises, although it may participate in
government leasing operations.

Ecuapor

PetroEcuador’s (PE) quasi-fiscal operations are sub-
stantial because fuel prices have been frozen since
2003. It is estimated that the subsidies (calculated in
relation to import prices) granted through the admin-
istered prices of fuels reached the equivalent of nearly
4 percent of GDP in 2005, compared to 1.8 percent of
GDP in 2003.

The government also administers the tariffs of pub-
lic enterprises in the electricity and telecommunications
sectors. In the electricity sector, for example, the aver-
age tariff is lower than the average cost, and commercial
and industrial users pay a 10 percent surcharge to cover
the cost of rural electrification. The 2005 and 2006 bud-
gets included appropriations for electricity subsidies of
US$80 million, but the actual cost of these subsidies
was US$179 million for 2005 alone.

The public enterprises of the Solidarity Fund also
lack transparency. The purpose of the fund is human
capital development in the most depressed areas of the
country through expenditures on education, health, and
public services.

The Ecuadorian Central Bank (BCE) does not provide
loans to other government agencies, nor does it lend or
provide guarantees to private financial institutions other
than liquidity assistance loans. The BCE transfers 75 per-
cent of its profits to the central government.

The central bank approves the budgets of the finan-
cial institutions subject to budget directives. The fiscal
rule on the growth of operating expenses of public fi-
nancial entities seeks to reduce wage pressures on these
agencies which are not part of the national budget (PGE).

Public financial enterprises conduct quasi-fiscal ac-
tivities through subsidized loans and debt forgiveness.
This has gradually eroded the capital of these institu-
tions, which the government has covered.

The FRL has identified quasi-fiscal operations that
the CFN and the BNF will conduct through credit lines
at preferential interest rates that petroleum revenues
will finance. These credit lines will become revolving
loan funds. The implicit subsidies as well as the costs
stemming from these operations will not be quantified.
The FRL sets a non-repayment rate of 18 percent as the
ceiling to stop these operations.

One quasi-fiscal activity conducted through private
sector companies stems from the requirement that 15
percent of profits must be paid to the workers.

Mexico

Some non-financial public enterprises engage in sig-
nificant quasi-fiscal operations. For example, electricity
enterprises subsidize electricity for residential and farm
consumption. The subsidy is estimated at about 0.8
percent of GDP. These enterprises do not receive any
transfers from the federal government to cover these
subsidies, and the PEF does not explicitly record gross
flows between the government and the public enter-
prises on this score. The government has, however,
established a compensation mechanism whereby the
enterprises pay a fixed fee to the federal government for
the use of its assets. The value of subsidies granted is
deducted from this transfer: if the difference is negative,
the enterprise absorbs the subsidy, and if it is positive, it
is capitalized.



There are also implicit subsidies for water consump-
tion, but no information is published on their amount or
their distribution by type of user.

The price of fuels is an administered price. It has
been kept constant in real terms, adjusting for expected
inflation, but not changing in line with international
price movements. The tax rate of the Special Tax on Pro-
duction and Services (IEPS), which is a variable rate, is
used as the adjustment mechanism between the spot
price in the Texas market and the sale price in Mexico.
Revenue from this tax has fallen from a peak of 1.8 per-
cent of GDP in 2002 to 0.7 percent of GDP in 2004 and
to a projected 0.2 percent of GDP in 2005.

For many years, Petroleos Mexicanos' (PEMEX's) in-
vestment had been relatively low, below the level required
to maintain a stable level of proven reserves. After 1996,
however, oil investments have grown steadily, through
expansion of PIDIREGAS investments.

In October 2005 the Chamber of Deputies approved
a new fiscal regime for PEMEX to make the relationship
between the government and PEMEX transparent, while
at the same time creating incentives for the company
to become more efficient and ensuring that it has the
resources needed to finance its investment, mainly for
exploration purposes. The government will seek to re-
form the corporate governance rules for the company
as the counterpart to the new fiscal regime.

Development banks conduct quasi-fiscal opera-
tions, which help explain their persistent losses, as well
as the recurrent need in the past for the federal gov-
ernment to recapitalize them. Quasi-fiscal operations
consist primarily of services provided on behalf of the
federal government, and in some cases of loans at
below-market interest rates.

In the PEF, congress sets a ceiling for the financial
intermediation levels. The net lending operations do
not constitute a deficit but represent financing re-
quirements to carry out public development and credit
programs. In principle these resources may be recov-
ered and the actual deficit generated by these operations
will depend on the repayment rate.

I1. Rigidities and Off-Budget Operations

Budget Norms and Practices

BraziL

Budget allocations are not mandatory, and the budget
is executed through presidential decrees that establish
expenditure ceilings which are equal to or below the
approved budget allocations, including those resulting
from the previous year’s undisbursed commitments.

Expenditures associated with earmarked revenues
are obligatory, but they need not be implemented in the
fiscal year in which they originate.

The expenditures which are required by the constitu-
tion and by special laws as well as those specified in the
LDO are not subject to limits. The legislation allows for
three forms of additional budget appropriations during
the fiscal year. Supplemental budget appropriations can
be enacted through presidential decrees, provided that
the proposed increase in expenditure does not exceed a
certain percentage, and can also be used for reallocating
budget appropriations. Above the limit, which is set in
the LDO, they have to be approved by congress. The
special budget appropriations, which must be approved
by congress, are for new expenditures not included in
the budget. Finally, extraordinary budget appropria-
tions, which may be enacted by a provisional measure
and then approved by congress, are for unforeseen and
urgent expenditures. The first two forms of additional
appropriations require the identification of additional
financing sources.

The budget includes a contingency reserve to cover
contingent liabilities and other risks and unforeseen fis-
cal events. In the draft budget bill, the executive branch
includes a larger contingency reserve to accommodate
legislators’ amendments to the proposed appropria-
tions, so that the budget suffers fewer modifications
due to acts of congress than it had in the past.

Undisbursed commitments are valid until Decem-
ber 31 of the following year and may be covered against
an appropriation related to expenditures in previous
budgets. The debt obligation regarding these payments
expires in five years. These payments did not exceed 1
percent of the budget in 2003-2005.
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CHILE

Actual expenditures of the central government may not
exceed the totals established in the budget for current
and capital expenditures, except in respect to expenses
which the budget law defines as “excess”; when they are
financed with cash balances existing at the beginning of
the fiscal year or grants or own revenues of the public
services; or when they are capital expenditures up to
10 percent above the amounts approved in the budget;
and when they are authorized by a specific law. Supple-
mentary budgets have not been used since 1975.

The contingency reserve in the budget includes
funds to cover expenditures for draft laws that have a
high probability of being passed and a second compo-
nent to finance other contingencies. The amount of the
contingency reserve has decreased from the equivalent
of 10.1 percent of the total expenditure in 1991 to 2.2
percent in 2003. The use of the contingency reserve is
reported in budget execution reports.

To increase the flexibility of the budget, the govern-
ment has implemented some permanent mechanisms
such as the Bidding Funds, a mechanism that seeks to
reduce the idle component of expenditures to improve
the allocation and use of public resources, and tem-
porary ones such as the Provision for Supplementary
Distribution. In order to provide the new Administration
that took office in 2006 with some room for maneuver,
the 2006 budget, approved in November 2005, con-
tained a margin of flexibility of around 0.9 percent of
expenditures as a Provision for Supplementary Distri-
bution and authorization to reallocate resources among
line items in the amount of 0.2 percent of total expen-
diture. The new administration made use of part of this
provision in its second week in office in order to finance
an increase in the minimum pension rate.

Ecuapor

The government may increase or decrease expendi-
tures up to 5 percent of the budget appropriations
approved by congress. Above this limit, the executive
requires congressional approval. Expenditures may also
exceed the budget appropriations because of emer-
gency situations. The excess expenses may be on the

wage bill, goods and services, or debt service. However,
current expenditures may be exceeded only if they are
financed with excess current revenue, while excess in-
vestment may be financed with additional borrowing.

The President must authorize any modification of
the composition of expenditure.

The Ministry of Economy and Finance (MEF) has
the authority to correct changes to the budget intro-
duced by Congress which it considers to be illegal.

The contingency reserve was eliminated because
congress complained that there was no exhaustive back-
up for this item, which was a cushion that could be used
for other purposes.

A significant part of fiscal revenues does not pass
through the budget. This is because part of the reve-
nues are transferred directly to the user before they are
recorded in the budget, just as the subsidies or transfers
financed with these revenues are not recorded either.
These operations are conducted through earmarking
of revenues, subsidies to consumers via administered
prices, and special funds.

The approved budget is not a good indicator of the
budget that is finally executed. Although revenues are
generally in line with budget estimates, expenditure exe-
cution differs significantly from the budgeted amounts.
Expenditures are approved in a very aggregated fashion,
allowing a great deal of flexibility in the execution of the
budget, since reallocations within the same sector can
be made without congressional approval.

MEexico

Over the past few years, congress has largely respected
the deficit ceilings proposed by the government. Actual
budget execution has also been in line with approved
deficit limits. However, the RFSP exceed the traditional
balance by quite a significant amount and have also
exceeded the level envisaged at the time of the budget
discussion.

According to the constitution, spending cannot occur
in the absence of approval of the budget or a separate
law during the fiscal year. Non-interest expenditure can
only increase above the approved budget appropriations
to the extent that revenue in excess of that projected



in the Law on Annual Revenue of the Federation (LIF)
is collected. While legally possible, supplementary bud-
gets have not been a practice in Mexico.

The Ministry of Finance (SHCP) has broad powers
to issue standards and set overall ceilings on expen-
diture, approve guidelines and mandatory timetables
limiting payments during the execution of the budget,
and authorize amendments to the budget within the
limits established in the budget law.

The PEF does not include a contingency reserve.
There are two off-budget funds: the Petroleum Revenue
Stabilization Fund (FEIP) and the Natural Disasters Fund
(FONDEN). These funds play the role that the contin-
gency reserve plays in other countries.

Public entities must report undisbursed expenditure
commitments to the SHCP by February 28. The ADEFAs
are included in the ceiling on borrowing, which is autho-
rized annually in the LIF.

Earmarking of Revenues

BraziL

The budget is characterized by a high degree of earmarked
revenues, many of which are defined in the constitution
and others by law. All earmarked revenues and expendi-
tures financed with these resources must be included
in the budget. In 2003-2005, about 81 percent of the
primary federal revenue was earmarked, more than 40
percent of which was for social spending. The states
and municipalities received more than 22 percent of the
earmarked revenues, while the health sector obtained
10 percent and the educational sector 5 percent.

CHILE

The 1980 constitution prohibits the earmarking of reve-
nues. Exceptions are the RCL and the rules of the Copper
Compensation Fund FCC.

Ecuapor

Revenue earmarking rules are extensive and cover both
oil and non-oil revenues. In contrast with the other coun-
tries, where revenues are mostly earmarked for certain
sectors, revenue earmarking for specific programs
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is widely used in Ecuador. About 36 percent of the
so-called traditional revenues and the total petroleum
revenues are earmarked. There are more than 50 legal
provisions mandating that pre-established percentages
of particular taxes be given to particular levels of govern-
ment, agencies, public institutions, or programs. About
half of the earmarking of revenues is constitutionally
mandated. Of the remainder, the main recipients are
universities and local governments and municipalities.

MEexico
Revenues may be earmarked by law or authorized by the
Ministry of Finance and are recorded in the LIF.

States and municipalities receive two types of trans-
fers from the federal government: the revenue-sharing
transfer, over which sub-national governments have
spending discretion, and contributions, which are trans-
fers earmarked for social services and infrastructure.
Total transfers to the states represented about 6 per-
cent of GDP for 2006, or about 44 percent of the federal
government’s primary revenues, half in the form of reve-
nue-sharing transfers and half as contributions.

Expenditure Rules

BrAzIL

There are expenditure requirements associated with the
protection of acquired rights included in the constitu-
tion. As is the case with the earmarking of revenues, the
objective of the expenditure requirements is to use part
of the federal revenues for health and social spending
as well as for welfare and pensions.

CHILE
There are no expenditure requirements established in
the constitution or in special laws.

Ecuapor

There are numerous expenditure rules, including a
rule that requires the government to devote at least 30
percent and 20 percent of its current revenues to educa-
tion and health, respectively. There is also a rule that
requires that health spending grow at least in line with
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public expenditure. The central government is also re-
quired by law to cover 40 percent of the pensions paid
by the IESS.

Mexico
There are no spending requirements.

Tax Expenditures

BraziL

All tax expenditures must be approved by law. The
granting or increase of a tax benefit must be accompa-
nied by compensating measures in the period in which
it will begin to apply and the following ones, through an
increase in revenues either by raising tax rates, broad-
ening the tax base, or increasing or creating a tax or
contribution. The fiscal benefit may be implemented
only after the compensating measures have been put
in place. Tax expenditures are not discussed as part of
the budget process. There are no periodic or systematic
reviews of tax expenditures.

Tax expenditures represented the equivalent of 1.7
percent of GDP in 2005 and were projected to amount
to 1.9 percent of GDP in 2006. With respect to revenues
collected, tax expenditures amounted to 9.9 percent in
2005 and were projected to rise to 13.5 percent in 2006.

CHILE

The constitution requires that fiscal benefits affect-
ing tax revenues be reported in the budget law. Tax
expenditures are not discussed with the draft budget
proposal. No periodic or systematic assessments of tax
expenditures have been carried out. In 2004-2006, tax
expenditures represented about 3.6 percent of GDP and
16 percent of revenues.

Ecuapor

There are no up-to-date estimates of tax expenditures.
Four years ago, the United States Agency for Interna-
tional Development (USAID) estimated that for 2001,
tax expenditures amounted to about US$1 billion. A
government-sponsored law passed in 2005 granted tax
incentives to foster investment in various sectors. The

tax incentives provided by this law could increase tax
expenditures by about one-half percent of GDP.

MEexico
The LIF requires that the government submit a budget
for tax expenditures before June 30.

In the period 2004-2006, tax expenditures have
increased from the equivalent of 5.8 percent of GDP
to 7.3 percent of GDP, from 34 percent of the federal
government revenues to 46 percent and from 27 per-
cent of the primary expenses included in the PEF to
almost 40 percent.

To date, government initiatives to reduce fiscal ex-
penditures have not prospered, although proposals to
this effect have been part of the fiscal reform package
submitted to Congress by the current administration
on various occasions.

Fiscal Revenues from Transfers by Public Enterprises

BraziL

Nonfinancial public enterprises and mixed public/private
enterprises may not be granted fiscal privileges which are
not extended to the private sector.

CHILE

Some public enterprises must pay a 40 percent tax
surcharge on their profits, which does not apply to pri-
vate companies, and most public enterprises transfer
all or almost all of their net profits to the government in
the form of dividends. The Copper Company (CODELCO)
also transfers 10 percent of its sales revenue to the armed
forces. The degree of debt of some public enterprises
appears high when compared with that of private enter-
prises both Chilean and foreign. This is due in part to
the high level of dividends and tax surcharge that they
pay, which prevents them from retaining profits to fi-
nance investment. In 2005, a new dividend policy was
implemented which allows the petroleum public enter-
prise to retain part of its net profits if it exceeds a standard
of efficiency measured by its before-tax profits. A similar
mechanism is being studied for CODELCO.



Ecuapor

There is significant government interference in the
management of the largest state-owned enterprise,
PetroEcuador (PE). PE must transfer all its revenue to
the state budget (PGE), after deducting its costs. The
determination of these costs, however, lacks transpar-
ency and is subject to negotiation. The government
may also arbitrarily cut PE’s investment budget.

MEexico

The new fiscal regime seeks to increase the resourc-
es left to PEMEX, which helps eliminate distortions
in the company’s investment decisions. The pending
issue is the reform of the corporate governance rules for
the company, which would seek to maintain PEMEX’s
management free from political interference; clearly
establish the boundaries between the government
and PEMEX's responsibilities and functions; guaran-
tee greater operational efficiency through market
discipline; provide the flexibility needed so that the
company can operate according to the efficiency stan-
dards observed in the largest petroleum companies in
the world; and ensure proper accountability and trans-
parency in the management of the company.

The Role of Congress

BraziL

The congress can modify the budget law in line with the
Multi-Year Plan (PPA) and the budget priorities (LDO).
In practice, congress revises the revenue estimates sig-
nificantly although legally it is only authorized to do so in
the event of estimation errors. It can increase expendi-
tures, but any amendments for additional expenditures
have to be matched by canceling other expenditures
(excluding the payroll, debt service, and transfers). If
the draft budget law is not approved on time, then the
government may only execute key expenditures until an
agreement has been reached.

CHILE
The congress enjoys limited powers in the budget pro-
cess. It cannot amend the macroeconomic assumptions

I1. Rigidities and Off-Budget Operations

or the revenue forecasts used in the budget proposal,
increase expenditure or reallocate it among programs.
It may decrease expenditures not related to the obliga-
tions set out by law or place restrictions on individual
appropriations. If congress does not approve a budget
by November 30, the government’s proposed budget
becomes law.

Ecuapor

The congress cannot increase the budgeted amount
of revenue and expenditure submitted in the draft
budget, but it can alter the composition of revenues
and financing as well as of expenditure, and it sets a
limit on borrowing. Congress discusses and approves
expenditures in the aggregate. The president may not
veto the budget approved by congress because it is
not a law, but rather a parliamentary resolution. Con-
gress must approve the budget by November 30. If it
does not do so, the government’s proposal prevails.

MEexico

The congress has the authority to reduce the budget,
amend its composition, and even increase the budget
ceiling, provided it approves the funds to finance the
additional expenditure. Under the LFPRH, these funds
may not be loans. The budget is approved in two stages.
First, congress approves the LIF (which is a law) and
then the Chamber of Deputies approves the PEF (which
is a legislative decree).

Role of the Fiscal Responsibility Law

BraziL

The main fiscal indicator for the assessment of fiscal pol-
icy is the primary balance. The FRL defines fiscal rules
for all levels of government and requires that no perma-
nent expenditure be created without a corresponding
increase in permanent revenues or cuts in other per-
manent expenditures. It also prohibits borrowing that
exceeds investment expenditure, and stipulates that the
effects on revenue of new tax expenditures must be re-
corded for the current fiscal year and two subsequent
years. Also, the FRL limits central government personnel
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expenses to 50 percent of net revenues, with individual
limits set for each of the three branches of government.

The 2006 Budget Guideline Law (LDO) decrees
that the federal government’s net tax revenues may
not exceed 16 percent of GDP. It also established a limit
of 17 percent of GDP for primary current expenditures.
In addition, the LDO established that the primary sur-
plus target may be adjusted (one-fifth of the difference)
for a higher or lower surplus in case GDP growth ex-
ceeds or is lower than that envisaged in the budget,
with a maximum adjustment of 0.25 percent of GDP.
This adjustment may be suspended if the reduction
in the debt to GDP ratio is less than the average that
occurred in fiscal years 2004 and 2005.

CHILE
The overall balance of the central government is used as
the indicator of the fiscal position.

The fiscal rule is defined in terms of the structural
balance, which involves a cyclical adjustment of tax
revenues, determined by the gap between the actual
and trend GDP and the elasticity of tax revenues with
respect to GDP, and an adjustment of the revenues gen-
erated by the Copper Corporation (CODELCO) for the
central government through taxes, transfers of profits,
and transfers to the armed forces, which results from
adjusting the value of copper sales by the difference be-
tween the actual price and the long-term price of copper.

Congress is discussing a draft Fiscal Responsibility
Law. The draft law incorporates the annual calculation of
the structural balance into the financial budget pro-
gram but does not set a numerical rule. It establishes
the obligation to provide information on guarantees
and authorizes the Ministry of Finance to implement
mechanisms to cover the costs associated with these
guarantees; establishes a pension reserve fund and an
unemployment contingency fund; requires payments
from the entities using public assets for the use of those
assets; and broadens the requirements of information
in regards to the operations under the RCL.

Ecuabpor

There are no clear fiscal indicators to define the fis-
cal targets. It appears that the emphasis is placed on
those indicators on which the FRL applies. Fiscal rules
are defined based on approved budgets rather than on
results.

The FRL requires that the central government’s pri-
mary expenditure (excluding capital expenditure) may
not grow by more than 3.5 percent a year in real terms;
that the non-oil deficit of the public sector must be re-
duced annually by 0.2 percent of GDP until it reaches
zero; that current operating expenses of the public fi-
nancial sector may not grow by more than 2.5 percent
per year in real terms; and that the public debt must be
reduced by 16 percentage points of GDP in each four-
year presidential term until it declines to 40 percent
of GDP, which may not be exceeded once it has been
reached. The FRL also establishes that debt operations
may be conducted only to finance investment.

MEexico

There are two definitions of the operational result, the
traditional balance (BT) and the Public Sector Financ-
ing Requirements (RFSP). The first includes only those
operations which are in the budget, while the second
also includes operations stemming from past financial
banking and road concession rescues as well as public
investment projects with deferred impact on expendi-
ture or association with private investors, net financing
needs of development banks, non-recurrent public rev-
enues, and other adjustments. These transactions add
between 2.5 and 3.0 percentage points of GDP to the
traditional deficit.

There are two additional measures of public debt,
the traditional measure and the Historic Balances of
the Public Sector Financing Requirements (SHRFSP),
which includes transactions associated with the RFSP.
For 2004, the total adjustments to the debt added
almost 18 percentage points of GDP, for a SHRFSP of
42 percent of GDP.



The LFPRH establishes that the economic package
will be prepared on the basis of medium-term projec-
tions, defines a formula to determine the price of oil
using technical rather than political criteria, and sets
clear rules for the distribution of excess revenues. It also
defines the adjustment mechanisms to be used in the
event of shortfalls in revenues, establishes that new
laws which result in larger expenditures must identify
the revenue source to finance them, and limits, controls
and provides transparency to personnel expenditures. It
defines clear rules for the allocation of resources to trust
funds and to finance ADEFAS (including a limit), and it
strengthens the sanctions for noncompliance with the
law. It also establishes a procedure with specific dead-
lines for the approval of the LIF and the PEF, advances
the deadlines for submission to congress of the budget
documentation, and provides tools to allocate expendi-
tures more transparently and efficiently.

Assessment of the Management of Off-Budget
Operations

BrAziL

In recent years, Brazil has achieved significant progress
in public financial management. The cornerstone of
this effort was the approval of the FRL in 2000. The re-
forms have improved the realism of the federal budget
and its consistency with macroeconomic constraints
as well as its effectiveness in allocating resources. The
budget is characterized by broad coverage and by being
backed by medium-term targets. There are no off-budget
funds and although several budget funds exist, they are
an integral part of the federal budget. Nevertheless, an
excessive earmarking of revenues persists, which, when
added to expenditure requirements, leaves little fiscal
space for discretionary spending.

With respect to the use of non-financial public en-
terprises to conduct quasi-fiscal operations through
administered prices or by appropriating their surpluses,
Brazil is an exception. Quasi-fiscal operations have been
reduced significantly, and the budget includes transfers
to cover those that remain. However, the complexity
of the credit programs implemented through public
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financial institutions makes it difficult to estimate the
cost and subsidies of these programs and the minimum
reserve requirements on private sector deposits are
high, constituting a source of revenue for the central
bank which is not included in the budget.

Budget norms allow congress too much flexibility
in estimating revenues and total expenditure, in exe-
cuting discretionary spending and spending associated
with earmarked revenues, in handling undisbursed
commitments, in using supplementary appropriations,
and with respect to the deadline for approval of the
budget by congress. For example, because of the lack of
definition of the deadline for approval of the budget by
congress, the 2006 budget had still not been approved
in mid-March.

Another area which may cause problems is the ex-
cessive “shielding” of the budget as a way of maintaining
fiscal discipline through legal rules. For example, in ad-
dition to the primary surplus targets, in order to increase
permanent expenditures other permanent expendi-
tures must be cut or permanent revenues increased.
In addition, primary expenditure cannot exceed 17 per-
cent of GDP and the wage bill cannot exceed 50 percent
of federal government net revenues, while tax reve-
nues are not permitted to exceed 16 percent of GDP.

This same philosophy is present with respect to PPP
contracts, which eventually could make it difficult to
implement projects in this way. Furthermore, the gov-
ernment has tried to achieve certain objectives through
legislation such as a reduction of the tax burden or the
containment of public expenditures, which possibly
require political consensus in certain areas to avoid
creating distortions in the allocation and use of pub-
lic resources while trying to attain these objectives.
Although strict rules apply to the granting of tax expen-
diture, in practice it is possible to circumvent them.

CHILE
According to the OECD, Chile has an outstanding
record of fiscal responsibility and a sophisticated budget
formulation process.

In recent years, Chile has introduced several reforms
which integrated in the budget documentation and
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public finance statistics off-budget operations equiva-
lent, in 2004, to almost 3 percent of revenues and 4.5
percent of expenditure; incorporated the FCC opera-
tions in the budget as financing transactions; decreased
the size of the contingency reserve; defined rules for the
use of the contingency reserve, incorporated in perma-
nent legislation a set of norms that had been included
year after year in the annual budget law; and introduced
accounting on an accrual basis (GFSM 2001).

Off-budget operations under the RCL were not only
integrated into the budget documentation, but were
also incorporated into the analysis of fiscal policy. The
same was done with the interest accrued on bonds
and the operations of the Petroleum Price Stabilization
Fund (FEPP). The IFP and statistics on public finances
incorporate off-budget expenditure to the central gov-
ernment’s consolidated budget. The Fl is now a virtual
fund, unregulated by law and managed by the Ministry
of Finance.

Off-budget operations are conducted mainly through
public enterprises. Other types of off-budget operations
include direct loans, guarantees, PPPs and tax expendi-
tures. Budget norms and practices are not a significant
source of diversion in budget execution.

The government has also made other off-budget
operations more transparent, such as guarantees and
subsidies committed under PPP contracts, contingent
liabilities associated with the guarantee for minimum
pensions, credit guarantees provided to public enterpris-
es and others, and tax expenditures. The government
has also implemented mechanisms to reduce the
implicit subsidy on direct loans, with the government
acting as a second tier institution. It has also sought to
regulate the relationship between the government and
public enterprises. However, the draft law rejected by
congress did not contain provisions to align the bud-
get regime and the dividend policy of public enterprises
with those of private companies. Tax expenditures are a
potential avenue to increase off-budget operations.

The fiscal rule on the structural balance has con-
tributed to the achievement of important advances
in budget policy. It increases the cyclical flexibility of

fiscal policy, enabling the automatic budget stabilizers
to function fully. It guarantees continuity in the financ-
ing of key reforms with multi-year budget impact and
stability in the financing of priority social programs.

The initiatives contained in the LRC project seek
to complement counter-cyclical instruments, improve
information on guarantees and provisioning for con-
tingent liabilities, and broaden the information on
operations carried out under the law.

Ecuapor

Ecuador has made progress in certain areas of budget
management through the implementation of a FRL
and the provision of information. However, the budget
framework has deteriorated significantly in recent years.
The coverage of the budget is limited. The central gov-
ernment’s revenues and expenditures are recorded in
net terms, with a significant part of the budget revenues
and the expenditures associated with these revenues
not included in the budget.

In addition, earmarking is extensive, covering both
petroleum and non-petroleum enterprises. Moreover,
budget norms and practices contribute to the creation of
off-budget operations and reduce the role of the budget.

Off-budget operations are also substantial, which
leads to an under-estimation of the size of govern-
ment operations. These include mainly the quasi-fiscal
activities of PetroEcuador, the electricity, telecommuni-
cation and Solidarity Fund companies, the development
banks, the earmarking of revenues and expenditure re-
quirements, and tax expenditures.

PetroEcuador must also transfer all its revenues to
the budget after deducting its costs, the determina-
tion of which is done in a nontransparent fashion
and subject to negotiation. Off-budget operations are
also substantial, which leads to a significant under-
estimation of the size of government operations.

Clear fiscal indicators are not used, and there are
many fiscal rules. The fact that the fiscal rules apply to
the approved budget and not to the executed budget in
practice allows non-compliance with these rules ex post,
except for the rule on public debt.



Mexico

Mexico has made important strides over the past few
years to increase the coverage of the budget through
diverse mechanisms. These include the identification
and quantification of off-budget operations, the estab-
lishment of rules on trust funds, the enactment of a
new fiscal regime for PEMEX, the definition of rules
for concession and PPS contracts, the identification,
quantification, and reporting of guarantees provided by
the government, the preparation of a tax expenditures
budget, and the approval of a new budget and fiscal
responsibility law.

Certain off-budget operations have been quantified
and incorporated into a fiscal indicator (RFSP) and in a
debt indicator (SHRFSP), which are used in the macro-
economic framework and are reported to congress in
quarterly reports. However, the management of fiscal
policy does not include targets with respect to the RFSP,
focusing only on the traditional balance.

The government has sought to identify, record, and
inform congress on the trust funds, and it has tight-
ened the rules regulating the creation of these funds,
their functioning, and the fiscal transfers which they
receive. Congress must also be informed on a quar-
terly basis about the contingent liabilities associated
with guarantees.

Important changes have been made regarding the
PPP contracts, and a framework has been defined
for PPS contracts. In the budget framework, the rules
require SHCP approval to commit resources on these
projects, with the obligations reported in the PEF
and granted de jure preferential status in subsequent
budgets.

Important steps have been taken to manage PEMEX
in line with corporate governance guidelines. As dis-
tinct from the previous regime, which taxed sales, the
main tax in the new regime is a levy on revenues minus

I1. Rigidities and Off-Budget Operations

costs. The LFPRH defined a formula to determine the
petroleum price to be used in the budget using techni-
cal rather than political criteria. However, the policy of
administered prices for fuels was maintained, adjust-
ing them only for expected inflation, with the implicit
subsidy paid by the federal government through a lower
collection of the IEPS, which is the instrument used
to compensate PEMEX.

Other public enterprises also engage in significant
quasi-fiscal activities. The electricity companies subsi-
dize residential and rural energy consumption but do
not receive transfers from the federal government.

Although the government must submit an annual
budget of fiscal expenditures, it is not incorporated in
the budget discussion. The expenditures implemented
through this mechanism are not only large, but they
have increased substantially over the past few years
and in 2006 represented nearly half of all federal gov-
ernment revenues and 40 percent of expenditures.
Moreover, there are no periodic assessments of fiscal
expenditures. To date, initiatives by the government to
reduce tax expenditures, which were part of the fiscal
reform package presented by the current government,
have been unsuccessful.

The LFPRH promotes fiscal responsibility and trans-
parency and accountability in the handling of public
finances, transparency in accounting, order and cer-
tainty in the approval of the annual economic package,
fiscal federalism, and modernization of the budget pro-
cess. It also establishes a zero balance as the target for
the BT. However, compliance with the BT targets loses
relevance from a macroeconomic point of view and
the other functions of the budget if at the same time
there is an increase in off-budget operations and quasi-
fiscal activities not included in the BT, and subsidies are
granted through tax reduction. In addition, it is difficult
to assess efficiency in the allocation and use of resources.
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Recommendations
Brazil

BUDGET MANAGEMENT

In order to improve budget management, flexibility in the

execution of the budget must be increased. To achieve

this, it is recommended to:

« Gradually reduce the earmarking of revenues and
minimum expenditure requirements;

«  Modify the budget norms that allow expenditure
appropriations of one fiscal period to be executed in
subsequent fiscal periods;

« Restrict congress’s power to increase revenues;

« Institute a rule that excess revenues must first be
used to offset obligatory expenditures which exceed
budget appropriations, with the remaining revenue
being used to improve the fiscal result;

« Approve, prior to the budget discussion, both the
minimum wage that will apply to the fiscal year
and wage increases, or social security benefits that
might have a significant impact on expenditures.

« Prohibit tax expenditures which have not been
approved prior to the submission to congress of
the LDO and which are therefore not included in the
revenue estimates.

« Limit the use of supplementary budgets to cover
emergency expenditure which exceed the appropria-
tion for the contingency reserve.

« Make a provision in the budget for the guarantees
expected to be triggered during the budget year
and include estimates of the expected triggering of
guarantees, as well as the contingent liabilities that
are expected to materialize, in the fiscal projections
so that the fiscal adjustment needs for achieving
the fiscal targets can be anticipated.

« Review the fiscal rules with a view to simplifying
them so as to avoid the over-determination of the
system while maximizing their effectiveness for
achieving fiscal policy targets.

PPP PrROJECTS

Review the budget rules that apply to these projects,
focusing on one direct limit such as one percent of net
revenues, and on an inter-temporal budget restriction
in relation to total public investment. Impose the con-
dition that to make expenditures to implement these
projects, other permanent expenditures must be cut at
the same time, so as to avoid a compartmentalization
of expenditures that does not lead to an efficient alloca-
tion and use of resources.

PusLic ENTERPRISES

Conduct an assessment of the credit programs and
equalization of interest rates and prices, as well as of the
constitutional funds and other programs, with a view
first to simplifying them and later consolidating and re-
ducing them. To the extent possible, the impact of these
programs on the public institutions that conduct them
should be quantified so as to compensate them ade-
quately through budget transfers. The problems should
also be limited to an equalization of rates, eliminating
the credit requirements, and minimum reserve require-
ments should be remunerated at market rates, with
the cost to the Brazilian Central Bank (BCB) covered by
budget transfers.

Tax EXPENDITURES

It is recommended that tax expenditures be evaluated
to determine whether they constitute in each case the
best instrument to achieve their intended objectives.
This assessment is particularly important at the re-
gional level because the different regions are very
dissimilar. Include an analysis of the use of tax expen-
ditures in the LDO, giving them more importance in
the budget discussion, and frame the concession of
these benefits in a general model instead of assessing
the initiatives in this area on a case-by-case basis. The
FRL rules regarding the granting of new fiscal benefits
should be enforced.



Chile

BUDGET MANAGEMENT
The executive branch should submit wage increases
for public employees to congress prior to the budget
discussion so as to include this cost in the draft budget
law, avoiding the need to include a contingency reserve
for it every year.

It should also assess the floor for CODELCO's trans-
fers under the RCL to determine if it is necessary to
reduce it, with the view to eliminating it in the future.

PuBLic ENTERPRISES

Recommendations:

« Define a tax regime for public enterprises in line
with the one for private enterprises.

« Define the financial relations between the central
government and public enterprises in the annual
budget law or in the organic budget law, establish-
ing ex ante a dividend policy or predetermined rates
of return on their assets.

« Periodically assess the quasi-fiscal operations to
identify the costs to the enterprises and establish
proper compensation and/or to modify them.

« Adequately compensate public enterprises for the
quasi-fiscal operations that they execute. Use bud-
get transfers rather than dividends to cover these
operations, as was done for ENAP, or tax exemp-
tions, as is done for the postal service;

« ldentify cross-subsidies, treating the subsidies as
expenditure and the implicit tax as revenue, and
record this information as memorandum items;

« Make the government’s relations with BancoEstado
explicit in order to render them transparent;

« Record as transfers the repayment by the govern-
ment of guaranteed loans of some public enterprises,
classifying them as expenditure in the operational
statement and not as amortization payments in the
financing items;

« Estimate the implicit subsidy in direct loans and in
loan guarantees granted to the private sector and
public enterprises;

« Include an analysis of public enterprises in the IFP.
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PuBLIC-PRIVATE PARTNERSHIPS

Institutionalize the Inter-temporal Budget Restriction
mechanism currently used by the DIPRES. Or introduce
budget mechanisms to provision both the capital sub-
sidies and the contingent liabilities associated with the
concession system.

Tax EXPENDITURES

Recommendations:

« Assess tax expenditures to determine whether in each
case they constitute the best instrument to achieve
the intended objectives;

+ Include an analysis of this instrument in the IFP,
giving it more relevance in the budget discussion;

« Frame the concession of these benefits in a general
model instead of assessing proposals in this area on
a case-by-case basis.

« Establish rules for the concession of new tax expen-
ditures within the budget framework.

Ecuador

BUDGET MANAGEMENT

Recommendations for improving budget management:

« Record budget transactions in gross terms, abolish-
ing the practice of recording only net flows for tax and
petroleum revenues and not recording expenditures
associated with the earmarking of revenues;

« Reduce the flexibility to reallocate expenditures
and increase the level of disaggregation of budget
appropriations;

« Prepare information on off-budget activities, quasi-
fiscal activities, contingent liabilities and tax
expenditures that apply to the various taxes. Once
the information is available, start putting in place the
necessary mechanisms to incorporate them into
the budget.

FiscAL RESPONSIBILITY LAW

Suggestions:

« Assess the consistency of the various rules and norms
(including those related to budget management and
the FRL) that apply to the conduct of fiscal policy;
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Incorporate greater transparency into fiscal rules
(including the definitions of target variables such as
capital spending and the non-oil balance);

Broaden the coverage of the rule on the rate of
growth of primary expenditure to prevent the cre-
ation of incentives for creative accounting;

Apply the fiscal rules to actual fiscal outputs so as
not to create room to adhere to the letter of the law
while violating its spirit. So far, only the fiscal rule on
public debt has been consistently met ex post.
Require more accountability on the part of the
Ministry of Finance with respect to compliance with
fiscal targets.

PuBLic ENTERPRISES

Proposals:

Define a framework for the appropriation of petro-
leum resources by the government, which could
include a tax and dividend policy for PetroEcuador
in line with the one applied to the private sector
(excluding the tax benefits);

Compensate PE for the losses incurred in domestic
sales of petroleum products through direct trans-
fers from the budget;

Avoid using the reference price of oil as a mecha-
nism to extract petroleum resources from the sector;
Allow PE’s board of directors to define the com-
pany’s investment budget, avoiding expenditure
cuts due to central government budget consider-
ations; and

In the transition period toward realistic rates, in-
clude the necessary transfers in the budget to cover
implicit subsidies in the administered rates for elec-
tricity and telecommunication services.

Public-Private Partnerships

It is suggested that Ecuador develop a legal, institutional,

and budget framework for the implementation of PPPs

which maximizes efficiency gains and minimizes the

risks to public finances.

EARMARKING OF REVENUES

Replace earmarked revenues not mandated by the

constitution with budget appropriations and sub-

sequently implement mechanisms to allocate these

resources.

Mexico

BUDGET MANAGEMENT

Recommendations:

Define the procedure to be followed in the event that
congress does not approve the LIF and the Cham-
ber of Deputies does not approve the PEF within the
deadlines established in the LFPRH;

Regulate the criteria under which congress may
increase the revenue estimates of the draft LIF pro-
posed by the government;

Transform the five off-budget funds (FEIP, FEIEF,
FEIIP, FONDEN y FARP) as well as the trust funds
(with and without structure) into virtual funds, i.e.,
consolidate them with the central government in the
preparation, execution and reporting of the budget;
Include information on FINFRA activities in the PEF,
such as the source of its revenues and the use of the
resources, as well as its capital and the funds ear-
marked for road concession contracts, transforming
it eventually into a virtual fund.

Require the opinion of the Chamber of Deputies
regarding the use of excess revenues greater than
3 percent of the revenues envisaged in the LIF for in-
frastructure investment and equipment programs
and projects of states and municipalities and for
investment programs and projects in the PEF; and
Define indicative targets for the RFSP to make these
operations more transparent and reduce incentives
to use them as a mechanism to circumvent the bud-
get restrictions imposed by the BT.



PuBLIc ENTERPRISES

Establish a tax treatment for public enterprises in
line with the one for private enterprises;

Define the financial relationship between the gov-
ernment and public enterprises in the annual budget
law or in the organic budget law, establishing an ex
ante dividend policy or predetermined rates of re-
turn on their assets;

Periodically assess implementation of quasi-fiscal
operations to identify the costs to public enterpris-
es and establish adequate compensation or modify
them;

Include the subsidies provided through the price of
fuels in the PEF as transfers to PEMEX and include
the gross collection of the IEPS in the LIF, instead of
including only net IEPS collections;

Include a tax treatment in line with the one applied
to private companies in the reform to the corporate
governance rules for PEMEX and define an ex ante
dividend policy for the company or predetermined
rates of return on its assets.

Include subsidies on electricity consumption as
transfers to the electricity companies in the PEF, and
include payments for the use of government assets
by these companies.
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Prepare an annual report on the operations of the
development banks and public funds in order to
identify and quantify their quasi-fiscal operations.
Make the implicit subsidies provided through the
development banks and public funds more trans-
parent, recording them as memorandum items in
the budget documentation; and

Establish proper compensation through the budget
of the implicit subsidies provided through loans
granted by development banks and public funds.

TAX EXPENDITURES

Suggestions:

Evaluate tax expenditures with the aim of reducing
them and substituting them with direct expenditures;
Include an analysis of tax expenditures in the budget
discussion, including a comparison with direct
expenditures in the corresponding areas.

Reduce tax expenditures, an urgent priority to re-
store the role of the budget as the main instrument
for the management of fiscal policy.
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Budget Inflexibility

in Colombia!

Juan Carlos Echeverry*

Introduction

One of the greatest challenges facing governments to-
day is the narrow room for maneuver in formulating the
budget. Their level of discretion in respect to the budget
is low and is the object of continuous initiatives oriented
towards making it still more inflexible. Numerous laws
and constitutional articles determine the way in which
governments should allocate their revenues in pursuit
of specific goals. As a result, on the political front, the
ability of the government and elected representatives to
execute government plans, to define priorities and to al-
locate public expenditures according to these priorities
is jeopardized. On the economic front, macroeconomic
stability can be threatened; budget inflexibilities make
it difficult to adjust fiscal variables according to differ-
ent macroeconomic circumstances and entail future
expenditure commitments that contribute to pressures
to increase the public debt. Thus, public expenditures
seem to acquire an independent dynamic that is di-
vorced from considerations about the sustainability of
the debt. The technical analysis of debt sustainability,
based on revenue projections, is not what determines
the amount of spending. On the contrary, various po-
litical and social groups define the level of expenditures
and realize their aspirations through the establishment
of legal or constitutional rules from which a predefined
budget order is derived. This is the reason why in
many countries the level and allocation of public ex-
penditure are variables determined in an exogenous
manner. In this situation, the level of debt is endoge-
nous to expenditures, which is contrary to what rational
budget administration would recommend.

However, inflexibilities in public expenditures have
some basis in logic, and are, to a certain extent, desirable.

There are items such as wages and pensions, and
education and health expenditures, among others,
that should not be subject to short-term swings. The
creation of laws that produce inflexibilities might be
considered, therefore, as a mechanism to generate a
solid commitment of the state towards certain, priority
sectors by taking them out of the annual budget dis-
cussion. This tension between a public budget structure
that is too inflexible, on the one hand, and the need for a
rational budget that supports those items considered
as essential by different countries, on the other hand, is
the focus of this chapter.

Evidence collected for Colombia (Echeverry, Fergusson
and Querubin, 2004) reveals that a great number of
budget inflexibilities originate from processes other
than a rational and democratic assessment of priorities.
In fact, many inflexible items are not included in the na-
tional budget because they are really priorities, but due
to the capture of rents by interest groups. Facing this
fact, the authors of this study argue that such rigidities
may reflect a lack of confidence about the action of fu-
ture governments, which make some groups interested
in guaranteeing their access to a particular revenue
source by other means for fear of not receiving the at-
tention they expect from the government. The result is
a state of affairs with a high level of budget rigidity in
which societal groups are trying to capture a “piece of
the pie,” without considering the joint and simultane-
ous action of the rest of the public and private agents,
which move in the same direction.

The consequence may be unsustainable levels of
taxation or public debt.

For this reason, the problem of budget rigidity can
be understood as a particular case of the “tragedy of
the commons.” This refers to situations in which shared

* International Consultant.

1. This working paper is the result of documents elaborated during the last four years, with the collaboration of Jorge Alexander Bonilla, Andrés Clavijo, Leopoldo
Fergusson, Andrés Moya, Verénica Navas y Pablo Querubin, about a group of Latin American countries.
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resources are over-exploited since each individual re-
ceives all of the gains from their use but the group
as a whole suffers the damage from the commons’
over-exploitation.

In addition, there is a practical difficulty derived
from these rigidities. A large amount of rigid transfers
to particular groups from special funds or earmarked
revenues generates considerable complexity in the
budget —giving rise to a redundancy of functions, diffi-
culties in establishing clear public policy priorities and
in allocating resources each year to different sectors in
society— and facilitates corruption. For these reasons,
the problem of budget rigidities has recently gained
importance in the minds of policymakers, even though
the problem has existed for a long time.

It is important to make clear that every component
whose inclusion in the budget is not subject to the
discretion of policymakers in the short term —that is,
the annual fiscal period— will be considered inflexible.
Within this broad definition of inflexibilities, also called
“rigidities” or, in some cases, “unavoidable expenses,”
are a group of budget items set by laws, decrees or
constitutional stipulations that shape public expen-
ditures that are not subject to the discretion of the
executive branch.

The methodology adopted follows the taxonomy
of inflexibilities suggested by Echeverry et al. (2004).
According to this approach, three types of items stand
out within the set of rigidities. The first originates
in rules that require a form of expenditure (rigidities in
expenditures). The second links a source of revenue and
allocates it by law for a specific use (also known as
earmarking). The third groups other inflexibilities, such
as quasi-tax contributions (national revenues, collected
and managed by private entities) and tax exemptions.
This third component has a special feature: the resourc-
es administered are not included in the national budget,
but they reflect implicit or explicit budget decisions.
In particular, quasi-tax revenues are those that are

collected by public or mixed property entities for a
specific purpose. Given that they are not included in
the annual budget, they are subject to the discretion
of the executive branch.

Budget items can be classified according to their
degree of inflexibility: high, medium and low. An item
is considered to be highly inflexible if the executive
and legislative branch do not have discretion over its
nominal value during the fiscal period. The inflexibility
is medium when there is some discretion left for policy-
makers over the nominal amount of that category in the
short term. Finally, the component has low inflexibility if
the executive branch has wide discretion over the nomi-
nal adjustments of budget allocations or earmarks, or if
the proscribed allocation for that item has little signifi-
cance. Under this methodology, if an item is classified
into any of the first two categories, it is considered in-
flexible or rigid. This analysis is used for expenditure
allocations and revenue earmarks.

The definition of inflexibility refers to a short-term
time horizon (one year), because it is possible that the
room for maneuver of the executive and the legislative
branches can increase in the medium and long term.
Even in a context of high fiscal inflexibilities, under
certain circumstances, such as an economic recession,
the government may gain discretion in respect to some
budget categories.

Later in the chapter, the inflexibilities in expendi-
tures and revenues will be assessed in terms of their
share of total expenditures and revenues, respectively,
and as a percentage of gross domestic product (GDP).
Tax exemptions will be measured in terms of their share
of total revenues and their share of GDP. The source and
origin of quasi-tax revenues will be described and their
significance in terms of current and capital revenues and
share of GDP will be analyzed. Then, some measures
implemented to overcome the problem of inflexibility
and some conclusions will be introduced.



The Budget Process in Colombia:
History and Rigidities

Historical Review

Colombia’s problems related to budget allocation and
the inflexibilities generated by transfers and revenue
earmarks are not new, and have been discussed since
the beginning of the 20 Century by the different
finance ministers. In the book Aspects of Budget Policy
in Colombia: 1886-1987, Juan Guillermo Serna compiles
sections of the reports by finance ministers related
to the subject. The long history of this discussion of
rent-seeking is essential for understanding the budget
process and how the Colombian state functions.

The Political Origin of Budget Rigidities

As highlighted in the previous chapter, the origin of the
inflexibilities in the budget is linked to the political de-
bate over the allocation of public expenditures. A great
deal of the expenditures enacted by law and earmarks
are the result of rent-seeking actions of diverse inter-
est groups, which aim to guarantee their share of public
resources. Former Finance Minister, Eduardo Wiesner,
acknowledged this in his 1981-1982 report when he
pointed out that:

although many such interests are absolutely legitimate
if considered individually, their satisfaction is not always
compatible with the fiscal balance; therefore it is essen-
tial to ensure that policies are designed from a broader
perspective with consistent attention to their long-term
consequences.

Then, in the same report, Wiesner adds that:

it is derived from the above that the fiscal problem
is, essentially, a political problem, given that its solution
demands an agreement within the community about the
development strategy which frames fiscal policies, as well
as a minimum level of political support for the provisions
through which the government guarantees fiscal discipline.

I1. Rigidities and Off-Budget Operations

The national government addressed that essential point
before the congress, the rest of the civil service and the
public whenever it was necessary to gather political support
and the solidarity of the citizens for its economic policy;
first, in respect to the definition of the general strategy, and
then, in the course of the administration of concrete mea-
sures aimed at balancing the budget (Serna, 1988: 350).

However, the inflexible budget items adopted be-
cause of pressures from particular groups can be in
contradiction with the priority expenditures and invest-
ments of governments and prevent them from being
implemented. On this matter, Wiesner adds:

To a certain extent, the political responsibility for the
total welfare of the nation is divorced from the political
responsibility for the partial and individual solutions that
are inconsistent with the general welfare. That divorce be-
tween the political responsibilities can be derived from the
lack of understanding of the way the economy functions,
and, in particular, its fiscal dimension. But more frequent-
ly it derives from the claim to ignore that we are close to,
if not already, exhausting the margin of possibility for spe-
cific, local or individual benefits to be obtained without a
big loss for the general welfare (ibidem: 351).

As mentioned previously, the problem is essen-
tially a “tragedy of the commons” given that, as Wieser
points out,

the essence of the political origin of the fiscal unbalance
lies [...] at the level of perception that the community has
in a particular moment about the risk to their collective
assets. As long as the fiscal imbalance is perceived to be a
remote danger, which today does not threaten the safety
of anyone, it will be difficult to obtain political support for
a thesis that puts emphasis on discipline, consistency, ef-
fectiveness in the allocation of resources, and the quality of
economic policies despite the pressures of immediate and
tangible interests (ibidem: 352).
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Parliamentary Initiative in the Budget versus Fiscal
Policy Dictatorship

The political origin of many inflexibilities leads to the
analysis of the initiatives taken by legislators who rep-
resent different groups in society in the allocation of
public resources. In fact, some of the expenditures that
the government commits to making and the revenue
earmarks are a result of parliamentary initiative, given
that the congress passes laws that include benefits
favoring particular groups.

The speeches and writings of the finance minis-
ters of the past century have addressed this point.
In 1911, former Finance Minister, Celso Rodriguez, re-
ferred to the increase of the level of indebtedness of
the government and the implications this had for the
budget balance. The minister, however, asserted:

We should not attribute this problem to the govern-
ment exclusively, because it is common that legislators
enact auxiliary spending measures, tax amnesties or new
services and avoid including the corresponding items
in the budget law. This gap then has to be filled by
providing additional credit, thus breaking the fictitious
balance affirmed when the budget law was approved
(ibidem:23).

One year later, the next Minister of Finance, Carlos
Rosales, added that although

our Congress in each legislative period has shown a
noble determination to balance the budget of revenues
and expenditures by performing every arithmetic op-
eration needed to obtain such a balance, |[...] once the
arithmetic operations are performed the same Congress
issues laws that entail expenditures modifying the budget
that was previously considered balanced. Given that in
the execution of the budget the government has to deter-
mine which expenses it will favor, it is clear that without
asking for this role it acts as a dictator over fiscal policy
(ibidem:26).

Esteban Jaramillo highlighted the problem of the
fiscal “dictatorship” of the executive branch in respect
to budget matters in his 1930 Treaty on the Finance
Ministry.

it takes on a more serious character because at first
glance the essential powers of the Congress and its sover-
eignty over budget matters appears to be disputed, with
the need to limit and curb parliamentary extravagance
which, as seen already, is one of the main causes of the
huge increase of public expenditures” (Serna, 1988:101).

As a minister, Lleras Restrepo expressed in his 1939
report:

What should happen is that the executive complies in
full with the budget voted for and approved by the Con-
gress, but this implies ending the parliamentary initiative in
respect to expenditures” (Serna, op. cit.: 170).

The adjustment of expenses on the part of the legis-
lative branch creates the problem of interfering with
and complicating the responsibility of the executive for
balancing the budget. Finance Minister Carlos Rosales,
warned about this in 1914:

Most of the laws decreeing expenses tend to be enacted
by the legislature, and are not included in the budget law.
The requirements for a balanced budget should extend to
all actions of the legislature, not just to the budget, but
to all laws that give rise to expenditures. A sound fiscal
orientation cannot be expected when a minister has to
execute expenditures he has not approved and when
the fiscal orientation depends on opposing interests and
antagonistic wishes (ibidem: 26).

Francisco de Paula Pérez made a similar remark
in 1929:

In each legislative session laws are approved which
imply expenditures; new jobs are created and auxiliary



budget items are approved for public works desired by de-
partments or municipalities. Usually, in the first year the
laws are left out of the budget and not executed, but they
remain an obligation of the Treasury, and sooner or later
they will have to be included as an expenditure.

Many of the laws that strain the budget today were
approved years before and only now we realize that they
represent a charge that exceeds the available resources.
Those who passed the provisions and decreed the expen-
diture are those who eventually are astonished by the
excessive expenditures incurred.

The public, which views these matters from a simplistic
perspective, places most, if not all, the responsibility upon
the government branch that carries out the executive func-
tions. Unfair complaints and comparisons are made, as is
obvious. This is the result of the disorganized nature of
investment programs (ibidem: 82, emphasis added).

Finance ministers question the authority of the ex-
ecutive in the budget process since while it is responsible
for the fiscal balance, it has little or no discretion over
the execution of expenditures. The legislative branch en-
acts these expenditures, thereby contributing to budget
inflexibility, insufficient revenues and an increase in the
public debt.

Violation of the Unitary Budget:
Transfers and Earmarked Revenues

One of the budget principles currently established in
the Organic Statute on the Budget, which is threatened
by the inflexibilities generated in revenues, is the unitary
budget principle. In the explanation of the purpose of
Law 110in 1912, The Minister of Finance, Carlos Rosales,
focused on that principle as an essential component of a
sound budget. Rosales emphatically defended the prin-
ciple, pointing out that making a single treasury from
the revenues collected facilitated accounting, permitted
the prioritization of each expenditure based on its costs
and benefits, and facilitated the payment of obligations
in the context of budget deficits:

I1. Rigidities and Off-Budget Operations

The budget does not accept the system of directing
specific taxes or receipts from national assets to particular
expenditures, nor of subordinating some expenditures to
the quantity of specific revenues, a system that does not do
anything other than complicate accounting as is typical in
countries with broken down public finance systems.

Colson, the French writer, expresses this point with
great confidence:

financiers unanimously acknowledge the vast superi-
ority of the principle of budget unity, which permits the
relevance of every expenditure and the quantity collected
from each tax to be managed based only on the respective
usefulness of each expenditure and on the comparative dif-
ficulties associated with the different taxes with no need
to establish an artificial harmony between the outcome
of a given tax and the expense of a service when they have
nothing in common.

Budget unity has scarcely been obtained in modern
nations. Under the old regime and today in those Asian
countries which have only a primitive public administra-
tion, it is common to see expenses allocated on the basis of
small loans using customs revenues, the tithes (diezmos)
of a province or of a monopoly etc. When a state lacks
resources it is not possible to guarantee the operation of
an essential service or the payment of a debt unless it au-
thorizes, first and foremost, the collection of the resources
needed on the basis of money received in one form or an-
other. A government in a difficult situation is not able to
obtain money without giving their most secure revenue
to their creditors, the same way a less solvent creditor has
to mortgage their real estate or pawn their watch in the
Mount of Piety (ibidem: 32).

Likewise, in his Public Treasury Treaty, Esteban
Jaramillo refers to the importance of the principle of a
unitary budget, appealing to international experience.
Jaramillo points out that budget unity is a “stable rule in
every correct fiscal organization [which] concentrates in
a joint fund all the revenues of the treasury and opposes
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the targeting of particular revenues for specific servic-
es” (Serna, op. cit.: 111). According to the author, “this
rule, followed by every country with sound finances, has
been adopted by us through the reform of 1923” (ibi-
dem: 111). In defense of this rule, Jaramillo concludes
by affirming that

Leaving aside the disorder introduced in the manage-
ment of the Treasury, these revenue earmarks present the
serious disadvantage of services insufficiently funded, at
the same time that others are left with a surplus that they
do not know how to spend (ibidem: 111).

Years later, in his report as a Minister of Finance,
Jaramillo refers again to this principle and regrets its
violation:

Article 16 of Law 64 established the principle of
budget unity. All of the revenue of the national budget,
it states, shall constitute a common fund with which
general expenses will be paid, and no specific revenue
source included in the budget is to be used in order to pay
for specific expenditure items. Undoubtedly, the principle
is the most technical. But, both before and after the
Law was passed, the issuance of substantive laws that,
either totally or partially, ordain a specific destination to a
specific revenue source have, created situations not fore-
seen in the Organic Law. It is for this reason, that, in the
presence of a deficiency in an appropriation in respect to
the effective product of earmarked revenues, the choices
are either to resort to the system of creating reserves on the
excess of the national product, which is not consistent with
the principle of a unitary budget, or to charge the nation
with a debt that is not accounted for in the fiscal results
of the budget in force, which interferes with the clear
interpretation of the development of the budget and the
situation of the treasury. As it seems difficult to get rid
of all the revenue earmarks, it is convenient to anticipate
the existence of extraordinary budgets, not only for the
product of loans and the revenues allocated to service
the public debt, but also for all the other targeted uses of
public revenues. In this way the course of the ordinary

budget can be understood with greater clarity and the
evolution of the fiscal situation will be more accurate
(ibidem: 165).

Critics of earmarks and special funds fault them
for infringing the unitary budget principle and for the
incentives generated for increasing expenditures. Re-
garding the harmful aspects of some earmarks, Finance
Minister Gonzalo Restrepo pronounced in 1935-1936:

The current administration has affirmed three basic
principles during our term: a) budget unity, b) an increase
of direct taxes, and c) an adequate distribution of taxes.
So-called extraordinary budgets, financed with special
resources related to earmarked revenues, and ordinary
budgets have always coexisted in our fiscal system. |[...]
In addition, other reasons argue against extraordinary
budgets. These budgets tend to conceal the real extent of
public expenditures and they establish preferences among
the different services that are sometimes arbitrary given
that in practice it is very difficult to establish a clear
separation between ordinary and extraordinary expen-
ditures. Finally, they foster excessive spending because
the general belief is that the funds targeted to a specific
purpose have to be totally spent, without rates or mea-
sures (ibidem: 152).

The explanation of the purposes for the Organic
Budget Law, introduced in 1948 by Minister of Finance
José Maria Bernal, includes a list of the problems asso-
ciated with earmarks, many of which repeat arguments
presented above:

The second article of the law confirms the unitary
budget principle established by Article 5 of Law 35 of 1944
and stipulates that funds shall not be designated for
specific projects or purposes. A similar rule is recorded in
Article 16 of Law 64 of 1931. However, in recent years,
many laws have been adopted that designate a specific
destination for a given source of funds. The procedure of
allocating in the budget the amounts of specific revenue
sources dedicated to particular expenses is detrimental to



the sound administration of the budget. It establishes
unfair precedence in favor of expenditures that are not
essential; it encourages waste in those departments with
funds higher than their needs; it distorts the financial
accounts of the treasury (given that it compels the General
Comptroller to present as debts the special reserves corre-
sponding to the biggest product of the revenues over the
respective expenditures and prevents Treasury from having
access to the numerous funds available that should freely
merge with the rest of the state funds in order to allow
them to cover all national government expenditures).

The vice of revenue earmarks has an impact not
easily perceived. They segregate any budget program
entirely, give preference and grant resources to certain
services with no consideration for the essential needs of
the administration and the government to the detriment
of the budget balance and the solvency of Treasury to deal
with the rest of the expenditure predicted for the year. In
our concept, targeting revenues for specific purposes and
good budget administration cannot coexist and keep
balance all the time. Every country in the world, to a
greater or lesser degree, has gone through that stage of
error and inexperience, and, eventually, each has managed
to have those allocations proscribed, bearing in mind
that the right procedure is to consider the budget as an
indivisible whole in which the total amount of revenues
contributes to paying for all of the expenditures in the
budget (ibidem:203-204).

In a similar way, in 1949 the Minister of Finance,
Hernan Jaramillo Ocampo discussed the inconvenience
of establishing special allocations in the budget. He al-
so explained their existence as the result of the fear that
the payment of those expenditures would be interrupt-
ed. On this matter, he added that earmarked revenues
made it difficult to reduce the level of appropriations in
those cases in which the government’s financial situa-
tion required it:

earmarks, which are typical of a declining financial or-
ganization, are opposed to this [unitary budget] principle
because every portion of revenue that is allocated for a
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specific purpose ceases to finance the global mass of public
expenditures that was supposedly voted for on the basis
of rational criteria. Such practices not only narrow the
range of government action but also leads to the estab-
lishment of unjustified predeterminations of priorities
and also results in an incomplete picture of national
fiscal conditions.

Special allocations have no other explanation than the
fear that during a given financial period collected national
revenues will not equal the level estimated, and some ex-
penditures will not be paid for. But, it is obvious that this
fear does not have to emerge if the system for calculating
public revenues guarantees reasonable and honest estima-
tions. Besides, if despite sound predictions, and because of
uncontrollable causes, the revenues collected do not equal
the estimates incorporated in the budget, the advisable
thing to do would be to cut appropriations by the amount
necessary to maintain the budget in balance. In other
words, the possibility of earmarking revenues for specified
purposes may be said to create an incentive for inflating
revenues and for charging expenditures to revenues that
would not be enacted if the financing via this mechanisms
had not been guaranteed.

In 1959, the Minister of Finance Hernando Agudelo
Villa said that the universal budget principle:

was aimed at getting rid of a form of corruption that
was established and accepted until then. It consisted of
the creation of small rotating funds with the product of re-
ceipts called reserved funds, which were not included in the
budget, that stemmed from entities or legally decentral-
ized companies or entities, based on the contention that
the Budget Law deficiently provided for the services that
such funds were going to serve. The minister added that
“in addition to the fact that this procedure was unconsti-
tutional, it hindered accountability and supervision by the
Comptroller” (ibidem: 238).

Two years later, in his 1961 report, Agudelo Villa
criticized the violation of this principle because of
the negative effect on budget accountability and
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supervision and its tendency to increase rigidities
that hinder the rational distribution of resources and
allow public sector entities to be in surplus while the
Treasury is in deficit.

The budget that is submitted to the consideration of
the Congress has been prepared in close harmony with the
legal provisions in force, although such compliance may
have limited the chance to apply this method more strict-
ly, as in the case of the application of the income that is
targeted to specific services. Article 2 of Legislative Decree
number 00164 of 1950, established, with good reason,
the principle of budget unity, banning the earmarking of
revenues for specific purposes. However, after the law’s
enactment, a series of laws have reestablished such prac-
tices. The rigidity created by the allocation of funds for
predetermined purposes hinders the rational distribu-
tion of public expenditures as well as its comprehensive
planning. In many cases, tax revenues are allocated to
entities that lack concrete plans for effectively investing
the resources received. As a consequence, other sectors of
governmental activity are given projects to undertake but
lack the funds to carry them out. It also happens that, at
the same time general difficulties are experienced with the
Treasury, positive balances appear in the banks for those
entities that receive funds exceeding their investment
capacity (ibidem: 261).

Finally, in similar terms, Minister of Finance Jorge
Mejfa Palacio, in his 1962 report states:

In recent years, the habit of creating revenue re-
sources targeted to specific purposes has been introduced.
It is true that this practice contributes to ensuring that
revenue instability will not compel withdrawing support
that in a given moment is considered indispensable for a
public works project or a given entity, but at the same
time it creates an absolutely undesirable form of rigidity
that limits the possibility for rationalizing the planning
process (ibidem: 267).

In summary, earmarks have many disadvantages,
which those who have managed public finances in the
country have recognized. Their statements show that
these practices are the result of the fear that certain ex-
penditures will not be included in the budget, in difficult
fiscal contexts. However, these practices lead to a harm-
ful inflexibility, which impedes the rational distribution
of expenditures among priority objectives. Likewise,
it establishes expenditures in non-essential sectors,
forces fiscal adjustment to affect priority investment
items in other sectors, hinders budget supervision and
control by increasing the complexity of the process,
creates the incentive not to rationalize expenditures and
promotes fiscal deficits.

For all of these reasons, the secretaries of state
affirm that this problem constitutes a “stage of error”
which every country with sound public finance princi-
ples has overcome.

Thus, the historical record shows that since the be-
ginning of the century, different finance ministers have
spoken up about revenue earmarks and the excesses of
legislators in enacting expenditures without previously
putting in place the resources for financing them.

These problems, which finance ministers have been
addressing for 100 years are the ones that affect the bud-
get today, creating inflexibilities and imposing obstacles
against the achievement of an efficient allocation of re-
sources and a balanced budget. It is paradoxical that
at different times, and as established in Article 359 of
the Constitution, earmarked revenues have existed in
spite of being “prohibited” and despite the fact that the
unitary budget principle is expressly established in
the Organic Budget Law (Decree 111, 1996, Article 12).

Extra-Budget Revenues

The background for the use of extra-budgetary resources
in Colombia were described in detail by Ferrer (1996) in
his article “Use and abuse of extra-budgetary reve-
nues in Colombia.” One of the first cases of the creation
of such resources dates back to Law 126 in 1927, which
established taxes on coffee growers for their own



benefit. However, the coffee export tax established
through Decree 281 in 1967, as well as the value added
export tax established on coffee exports through De-
cree 444 in 1967, are traditionally recognized as the first
cases of extra-budgetary resources in the country.

At the same time, the extra-budgetary contributions
to the National Training Service (SENA), the Colombian
Institute of Family Welfare (ICBF), the Social Security In-
stitute (ISS) and Compensation Funds, which today are
perhaps the most significant cases of extra-budgetary
revenues in quantitative terms, date back to the middle
of the last century. Indeed, Law 90 of 1946 established
that employers and employees must pay contributions
to the ISS for medical and dental services and employee
pensions. Later, Decree 118 of 1957 ordered employers
to pay a percentage of their payroll to the SENA to con-
tribute to the training of a skilled workforce. This decree
ordered some business owners to grant a family subsidy
to their workers through Family Compensation Funds.
Finally, Law 75 of 1968 established the compulsory pay-
ment of contributions by employees to the ICFB in order
to protect minors and the family.

In addition, similar to the contributions of the coffee
growers, production quotas (cuotas de fomento) have
been in place for cereals, rice and cacao (Laws 101 of
1963, 31 of 1965 and 51 of 1966) and for brown sugarloaf
(panela), meat and milk (Law 40 of 1990 and Law 89 of
1993), among others. In fact, Law 101 of 1993 focusing
on agriculture and livestock and fishing development
expresses in Chapter V, section 29 that:

For the purposes of this law, fiscal contributions
applied by law to a particular agriculture and livestock
sector or fishing subsector in special conditions and cases
for purposes of the general interest in the benefit of these
subsectors are extra-budgetary contributions. The agricul-
ture and livestock and fishing sectors’ revenues are not
part of the national budget (Ferrer, 1996: 61).

The concept of extra-budgetary finance was estab-
lished explicitly in the 1991 Constitution, although it had
been employed before. It was necessary to explicitly
establish the concept of extra-budgetary resources in

I1. Rigidities and Off-Budget Operations

the Constitution since the Supreme Court had in several
instances ruled that such contributions lacked a legal
foundation.

In fact, Alfonso Palacio Rudas, who was a represen-
tative to the constituent assembly, which approved
the new Constitution in 1991, asserted the following
(Ferrer, 1996):

In a case related to the Coffee Retentions scheme,
when distinguished jurists Carlos Restrepo Piedrahita and
Rodrigo Noguera Laborde brought up the subject of extra-
budgetary finance, the Supreme Court in its sentence on
November 10 of 1977 ruled: “Due to that peculiarity, the
opponents demand that those resources are considered
as extra-budgetary, and according to fiscal doctrine, they
can exist and persist outside the national budget adminis-
tration. However, this is not legally possible in Colombia,
because whatever the contribution, no matter its nature
or name, both the Constitution (in articles 296 and 210-1)
and the organic budget law do not permit it.” That ruling,
in our opinion, is the foundation of the need to introduce
the concept of extra-budgetary financing in our constitution
(ibidem: 62).

Finally, the economic committee of the National
Constituent Assembly approved the presentation by
Hernando Yepes Arcila, together with Alfonso Palacio
Rudas and extra-budgetary financing was explicitly
established in the Constitution.

It is curious that the opposite solution, namely, to
include all public sector revenue that has the quality of
taxes was discarded for a more exotic one of granting
constitutional status to extra-budgetary forms of income.
By doing so, a curious dual system for allocating con-
tributors’ money was established as an organic rule.
A large amount of resources were thereby left out of
both the budget process and annual democratic scru-
tiny. Although the funds allocated to SENA, ICBF or to
the Compensation Funds may be considered as a prior-
ity year after year, they should, like the rest of the taxes
in Colombia, be subjected to a critical examination
and allocated on the basis of the priorities of democrat-
ically elected officials.

195



196

Development Effectiveness and Results-Based Budgeting

Relations with the Congress

A determining factor in the preparation of the budget
and for fiscal outcomes in general is the relationship
between the government and the congress. Although
this link has many dimensions, one that has received
little attention in the academic literature (especially if
one compares with the attention that it is given in pub-
lic discourse) is the problem of the so-called “auxiliary
legislative funds” (“auxilios parlamentarios”), or the
discretionary authority of legislators over the allocation
of particular budget items. Varga’s work (1998) is an
exception, since he considers that legislature funds are
part of the “transaction costs” of the relations between
the legislative and executive branches. Vargas classifies
the auxiliary legislative funds into two categories:
i) The general or predefined ones, allocated equally to
every member of the Congress; and
ii) The personalized or negotiated ones, allocated to
certain members of the Congress in compensation
for their support, or because of political affinity with
those in power. The latter may be negotiated during
the process of approving the budget or during its
execution, but either way they are less transparent
than the former, because they are not even identi-
fied as auxiliary funds.
According to Vargas’ estimations,

Auxiliary legislative funds were fairly stable from 1968
to 1991, and they substantially increased subsequent to the
approval of the 1991 Constitution, to such an extent that
the contributions for regional development in 1997 were
eight times higher than in 1990 (Vargas, op. cit.:25).

This work concludes that

“the constitutional attempt to abolish the legislative
funds was a mistake, because it ignored the transaction
costs involved in the executive-legislative relationship and
the nature of these funds” (ibidem: 29).

The abolition of the general (and visible) funds was
replaced by personal funds, which are difficult to con-
trol. This decision ignored the fact that the problem
of the auxiliary legislative funds is not their existence,
but their lack of transparency. For this reason, the es-
tablishment of legislative funds with a predefined and
universal amount for all legislators is proposed. Hommes
(1996, 1998) agrees in general terms with this diagnosis
when he asserts that

the outlawing of the legislative funds did not reduce
the appetite of politicians for budget items that could be
allocated by legislators nor could the executive eliminate
these items. Thus, the process of approving the budget is
open season for clientelism practiced through the alloca-
tion of public expenditures (104).

This episode of the history of budget policymaking
in Colombia is illustrative, because the abolition of a
budget institution multiplied its value by eight, turning it
into an illegal procedure and left no choice but to carry it
out under the table, without accountability or allocation
of responsibilities. Instead of modifying the institu-
tion so as to improve public accountability and make it
amenable to evaluation and oversight, a moralistic and
shortsighted attitude was adopted that undermined
the institutional practice. Besides, to a certain extent,
the adoption of laws that allocate expenditures in mul-
tiple directions, thus again avoiding transparency and
public accountability, can be attributed to the response
of the Congress aimed at regaining control over a part of
the budget. In the words of the budget analyst, Miguel
Gandour, “[the abolition of the funds over which legisla-
tors have discretionary control] is one of the ideas that
sound good in the University of Los Andes and does not
work well in reality.”



Previous Empirical Works

As in the international literature, those works address-
ing the Colombian case have put little emphasis on the
problem of the inflexibility of public expenditures. How-
ever, some have examined the effect that the features of
Colombian budget process have on fiscal performance.
In this section some of these studies are reviewed.

In an empirical study focused on Latin America,
Alesina and Perotti (1996) discuss the effect of bud-
get institutions on fiscal performance. Attention is
focused on the rules and procedures that relate to
the formulation, approval and implementation of the
budget. The paper examines if procedures that entail
restrictions on legislative autonomy in respect to the
budget and that are more “hierarchical” and “transpar-
ent” lead to a lower deficit. Consistent with the evidence
found in developed countries, the results suggest that,
in fact, hierarchical procedures generate a lower defi-
cit. Among those procedures that the authors consider,
for example, are those that limit the power of the legisla-
tive branch to expand the size of the budget and those
which vest a single individual (usually the Finance
Minister) with a strong leadership role in the budget
negotiations within the government, thereby limiting
demands for expenditures by the rest of the ministries.
Collegial procedures, in which a wider group of agents
involved in the budget process is granted greater powers,
lead to higher deficit levels.

Although this paper is essential insofar as it high-
lights the importance of budget procedures and rules
in fiscal performance, the approach is too “aggregat-
ed” for our purposes. In fact, the empirical analysis is
carried out on the basis of an index which is intended
to summarize the general characteristics of the budget
process in Latin American countries. This index is con-
structed by the authors on the basis of responses by
the countries’ budget directors to a series of questions
related to the budget process. However, none of the
components of the index, not even the one called “flex-
ibility and execution,” deals accurately with the topics
discussed here.
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In addition, the definition of fiscal performance used
in this study is also an aggregate measure: the fiscal
deficit. In a subsequent paper, Stein et al. (1999) rely on
the same methodology to examine the effect of budget
and electoral institutions on fiscal performance. These
authors modify the index introduced by Alesina and
Perotti and also find that hierarchical and transparent
procedures have positive effects on fiscal surplus. Itis
worth mentioning that, based on this index, Colombia
is the country with the most hierarchical and transpar-
ent budget process for the 1990-1995 period.

In a paper which served as an input for the study
on budget rules in Latin America carried out by Alesina
and Perotti, Hommes (1996, 1998) focuses exclusively
on the Colombian case and addresses some aspects of
its budget process in further detail.

In general terms, this paper’s assessment of the
characteristics of the budget process in Colombia is
positive and highlights the changes introduced in the
1990s, which granted more hierarchy and transparency
to the process. Little attention is given to rigidities in
the budget, and their relevance is dismissed given that:

There is not much flexibility for changing items of
expenditure, but the government can reduce its effective
spending because it has a strict control over the flow of
the public purse by means of the financial plan [...]. The
government is also authorized to reduce its expenditures
when revenues are expected to fall below the amount
approved in the budget [which represents] a useful tool for
the executive that gives it flexibility in the case of a nega-
tive shock to revenues (Op. cit.: 95-103).

Nevertheless, Hommes warns about the potential
impact of the 1991 Constitution on the budget process:

In addition, all the expenditures with a pre-determined
allocation were eliminated, except those directed to social
programs, but priority was given to social expenditures
over all other types of expenditures (previously, debt ser-
vice was the priority), and it was established that the
social investment budget could not decline as a share
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of the total budget. Theses two rules are going to con-
tribute to increasing the size of the budget over time
(ibidem: 105, emphasis added).

Ayala and Perotti (2000) carry out an analysis of the
Colombian budget process, focusing special attention
on its degree of centralization, transparency, rules and
inter-temporal characteristics. Some conclusions of this
study are relevant for the purposes of this chapter. In
particular, the study highlights the low transparency
of the Colombian budget process that stems from
the excess of documentation and rules. Undoubtedly, the
numerous sets of rules supporting the rigidities of
the budget analyzed in this chapter accentuate this lack
of transparency.

On the other hand, the authors point out that, while
it is true that during the discussion and implementa-
tion stage the Colombian budget has a high (desirable)
degree of centralization (given that it grants a large
amount of power to the Ministry of Finance), during
the phase prior to the preparation stage the process
is too decentralized. For these authors, this increases
the demands on the part of pressure groups over the
budget. For that reason, the alternative suggested is to
make the National Development Plan (PND) a policy
document, which establishes the general guidelines of
the governmental program, but that lacks the legal im-
plications in the budget process that it has at present.
In addition, they suggest centralizing the preparation of
the operations and investment budget in the Finance
Ministry (currently, the latter is carried out by the
National Planning Department). According to these au-
thors, it is desirable and legitimate for the government
to listen to the demands and needs of the country by
giving voice to social actors, but this has to be a po-
litical process instead of an institutional one, because
otherwise the inclusion of every item in the budget is
favored without encouraging the necessary discussion
about setting priorities.

Acosta and Ayala (2000) and Ayala (2001) review
and analyze many of these in further detail. In fact,
these limitations were pointed out at least since the
publication of the report of the Commission on the

Rationalization of Expenditures and Public Finance
(1997). That report also adds, as stressed in this pa-
per, that:

The reduced room for maneuver of the executive to
manage public expenditures —due to the high propor-
tion of budget resources that are allocated prior to or
outside the budget process— threatens any attempt at
rationalization (p.39).

Budget Inflexibility

This section introduces the main characteristics of the
budget formulation, approval and implementation pro-
cesses of the national central government of Colombia,
based on information from fiscal year 2006. The formal
process of design and other informal processes that
occur in parallel, especially during the passing of the
budget, as well as the different actors involved are ex-
amined. Based on this analysis, the following section
introduces the taxonomy of budget inflexibility in
Colombia and the nature of the rigidities, as well as their
origin and magnitude.

In Colombia, the budget process comprises four
stages: formulation, approval, execution and control.
The branch in charge of budget formulation or design
is the executive branch, and in particular the Ministry
of Finance (MHCP) and the National Planning Depart-
ment (DNP). In order to define the annual budget, the
finance ministry, in consultation with the DNP, sets
the macroeconomic guidelines expected for the imple-
mentation period, from which are derived the revenue
forecasts, the growth of some expenditures tied to the
level of economic activity or to variables like inflation
and the exchange rate. Revenue and expenditure limits
are derived from these estimations. Then, the MHCP
and the DNP prepare the Financial Plan, which has to
be evaluated by the Superior Council of Fiscal Policy
(CONFIS) and approved by the Superior Council of
Economic and Social Policy (CONPES, in which the
president and the ministers from economic and social
areas participate) and which contains the macroeco-
nomic foundations for the budget (Ayala and Perotti,



2000). In accordance with the Financial Plan, the DNP
prepares the Annual Operational Plan of Investments,
which after being discussed with the MHCP has to be
approved by CONPES and incorporated in the offical
national budget.

Simultaneously, the MHCP discusses the opera-
tional budgets with the different ministries and national
decentralized agencies; and the DNP does the same for
the investment budgets. This division of operational and
investment expenditures between the different executive
branch agencies is specific to Colombia. Based on these
discussions, the sectoral and economic distribution of
the budget is defined. Finally, the DNP defines the geo-
graphic distribution of the investment budget, which is
an important step for discussion in the Congress.

This first stage in the formulation of the budget
proposal occurs between January and June each year.
The following stage, the approval of the budget, begins
in the first ten days of the second legislative session of
the Congress, which starts on July 20th. At this stage
the budget proposal is debated; first in the economic
committees of the Congress (the third and fourth of
each chamber), where an agreement must be reached
on the total level of expenditures. Then the proposal as
approved by the committees is debated on the floor of
both houses of congress; the final document has to be
passed by October 20. If the project is not approved by
October 20, the version approved by the committees is
the one that is executed. If, however, the government
does not submit the budget proposal by the date
stipulated, or if the Congress rejects it, the budget of
the current year is the one that is applied. The govern-
ment can reduce the expenditures called for in this
budget if revenues of the following year are insufficient
(Ayala and Perotti, 2000: 9; Political Constitution of
Colombia, articles 345 to 355).

The third stage is the budget execution phase. This
phase is regulated by the most recent version of the
Financial Plan, which is updated at the end of the fiscal
period of the previous calendar year. During the budget
term, the Finance Ministry is able to readjust some bud-
get allocations, thanks to the inclusion of the provisions
component in the Budget Law, which allows for the
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financing of expenditures generated by new laws during
the current fiscal year (Ayala and Perotti, ibidem: 9-10).

The budget process concludes with the control
stage, divided into three types. On the one hand, the
congress exercises political control. In exercising this
responsibility, the congress can summon the ministers
from the different areas and the directors of the admin-
istrative departments and study the reports produced
by the president and the other members of the execu-
tive branch, as well as the report on budget execution
and the one on public accounts submitted by the Audi-
tor General of the Republic. On the other hand, CONFIS,
the DGP in the MHCP and DNP carry out the financial
and economic control of the budget process and the
office of the General Auditor performs the fiscal control
of budget execution (Ayala and Perotti, ibidem: 10).
Finally, the constitution grants the DNP the task of ex
post evaluation of the quality of budget execution, in
particular in the investment categories, as well as of
the impact of the policies and projects of the national
government.

Fiscal Rigidities in Colombia

This section describes the main components of the
2006 national budget law, and particularly the part of
the budget that refers to the revenues and the expen-
ditures of the central government (GNC). Table 38
summarizes the budget execution of the GNC for 2006.
Total revenues amounted to 17.7% of GDP, 91.4% of
which are current revenues, while total expenditures
reached 21.6% of GDP, 90% of which are current expen-
ditures. This resulted in a fiscal deficit of 4.1% of GDP.
Most of the revenues are tax revenues (91.4%),
which amount to 16% of GDP (Table 39). These taxes
belong to the national level of government. Depart-
mental and municipal taxes are collected by each of
these levels of government. Within national tax col-
lection, the income tax, which collects an amount
equivalent to 6.7% of GDP, is the most important.
Second in importance is the value added tax (VAT)
collected at the domestic level that amounts to 4% of
GDP. The collection of foreign taxes amounts to 3.7%
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of GDP, among which the external VAT is the most
significant (2.6% of GDP). The special funds represent
a relatively small share —577 billions COP, or about
1% of GDP. Capital revenues, composed mainly of fi-
nancial revenues from funds belonging to the central
government and other funds administered by the Gen-
eral Treasury of the Nation, amount to 4,232 billion COP
(7.5% of GDP).

Table 40 shows the composition of total expenditures
executed during 2006. Total expenditures amounted
to 69.4 billion COP, which is equivalent to 21.6% of GDP.
Operating expenses make up the largest share with 49
billion COP, or 70.8% of the total. These include person-
nel, transfers and “other transfers.” The most important
category is transfers, which includes the General Reve-
nue Sharing System (SGP), through which resources
are transferred to the regions (4.9% of GDP) and pen-
sions are paid (4.1% of GDP). These categories represent
two of the largest areas of inflexibility in the national
budget, because they are protected by the constitution.
A formula established by the constitution determines
the amounts transferred to the SGP. This was modified
in 2001 and again in 2007. On the other hand, the
payment of pensions refers to the part of expenditures
that must be made by the ISS which cannot be financed
either with its own revenues (from the contributions of
those that are part of the system), or with its reserves.
The central government is obligated by the constitution
to support these payments.

Another significant expenditure category is debt
servicing. The total payment of interest for 2006
amounts to 4.2% of GDP, which represents 19.2% of
total expenditures. The majority of theses expenses,
2.9% of GDP, relate to the servicing of the domestic
debt. This category is also considered as inflexible,
given that it cannot be modified in the short term and
depends on expenditures made in the past. Although
in practice it is possible to not fulfill debt service obli-
gations, this would have undesirable consequences
for the economy, by undermining the credibility of the
nation as a debtor and by making the debt more ex-
pensive to finance in the future due to the resulting
increase in country risk.

Classification and Quantification of Inflexible Share
of Budget

The Colombian government has little room for ma-
neuver in preparing the budget each year given that,
as mentioned before, a large number of constitutional
laws and articles predetermine a high percentage of
expenditures. This section focuses on the budget items
fixed by laws, decrees or constitutional articles that
structure public expenditures and which are not subject
to the discretion of the executive branch. In current bud-
get practice, this includes so-called “other transfers”
and earmarked revenues.

In terms of the composition of public expenditures
in Colombia, the sustained increase in the share of debt
servicing, pensions and territorial transfers stands out.
Together with personnel expenditures, these budget
categories are inflexible by nature and continue to repre-
sent the largest part of the national budget. At present,
the sum of these four categories adds up to 58.9 billion
COP, or 85% of total expenditures.

In addition to these inflexible items, there are others
for which constitutional or legal prescriptions determine
their inclusion. According to the Finance Ministry, 50%
of general expenditures and 67% of investment appro-
priations are inflexible. The inflexibilities in investment
expenditures derive mainly from the commitments to
future investments and special funds. Through these
future commitments, part of the budget for subsequent
years is committed in order to guarantee the execu-
tion or the continuity of particular investment projects.
Therefore, in the strictest sense, such future commit-
ments are equivalent to a debt.

According to Echeverry et.al. (2004), the inflexible
percentage of the budget has remained steady in recent
years at levels close to 95%, with a slight reduction in
2002 due to an increase in the inflexibility of the invest-
ment category. The most inflexible category, aside from
debt servicing, is operating expenses, which include
personnel expenses, transfers and general expenses.
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Table 38. Revenues and expenditures of the national central government, 2006.

Concept Billion COP

Percentage of GDP

Percentage of total revenues
or expenditures

Total revenues 56,347
Current revenues 5L474
Special funds 577
Capital revenues 4,232
Total expenditures 69,374
Current expenditures 62,427
Capital expenditures 5,898
Others 1,049
Outcome -13,027

17.6% 100.0%
16.0% 91.4%
0.2% 1.0%

1.3% 7.5%
21.6% 100.0%
19.5% 90.0%

1.8% 8.5%
0.3% 1.5%
-4.1%

Source: Public Sector Year End, 2006, Superior Council of Fiscal Policy, Ministry of Finance, Republic of Colombia.

The next section describes four groups of inflex-
ibilities distinguished by the way they appear within the
budget: expenditure inflexibilities, revenue earmarks,
extra-budgetary resources and tax expenditure or tax
exemptions. Subsequently, they are classified accord-
ing to the allocation of resources and the theoretical
justification for their inclusion in the budget.

Expenditure Inflexibility

According to the Finance Ministry, 95% of the national
budget was inflexible (Table 41). Most categories are
totally inflexible, except for general expenditures and
investment expenditures, whose degree of rigidity is
estimated at 51% and 65%, respectively.

INVESTMENT

In the case of investment, inflexibility is a consequence
of the use of the tool of “future commitments,” through
which resources of subsequent fiscal years are commit-
ted in order to guarantee the continuity of investment
projects, generally in infrastructure. Future commit-
ments in practice are equivalent to government debt,

given that they are real financial commitments. This
mechanism allows part of the budget for subsequent
years to be captured while avoiding a discussion about
the use of the resources in the congress. Budget experts
consider these resources too inflexible since they limit
the government’s room for maneuver in formulating
the budget.

In principle, future commitments should be restrict-
ed to the term of the current government. However,
there are extraordinary future commitments that can
transcend this period. This was the case of the finan-
cial rescue after the 1999 crisis. The total amount of the
operation reached 6% of GDP during the crisis and the
government assumed the cost through the future com-
mitment of 13 billion COP to be paid over the following
nine years. Each fiscal year these commitments are
counted as investments, thus reducing the fiscal space
for making expenditures within this category.

Another outstanding case of future commitments
is those assumed by the central government with
Bogotd D.C. for the building of Transmilenio, the mass
transit system of the city. Through this mechanism,
the national government covers 66% of the costs of
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Table 39. Total revenues of the national central government, 2006.

Concept Billion COP
Total revenues 56,347
Current revenues 51,474
Tax revenues 51,221
Domestic 38,139
Income 21,354
Domestic VAT 12,878
Financial transactions 2,672
Stamp 714
Assets 523
External 11,831
Tariffs 3,651
Foreign VAT 8,180
Others 1,251
Income other than taxes 254
Special funds 577
Capital resources 4,232

Financial revenues

from funds 476

Financial rendering

of administrative funds 361

Financial surplus 3,066

Others 329
Caused income 63

Percentage of total revenues | Percentage of GDP

100.0% 17.6%
91.4% 16.0%
90.9% 16.0%
67.7% 11.9%
37.9% 6.7%
22.9% 4.0%

4.7% 0.8%
1.3% 0.2%
0.9% 0.2%
21.0% 3.7%
6.5% 1.1%
14.5% 2.6%
2.2% 0.4%
0.5% 0.1%
1.0% 0.2%
7.5% 1.3%
0.8% 0.1%
0.6% 0.1%
5.4% 1.0%
0.6% 0.1%
0.1% 0.0%

Source: Public Sector Year End, 2006, Superior Council of Fiscal Policy, Ministry of Finance, Republic of Colombia.

urban infrastructure and of urban renewal and im-
provement. However, in this case there is the problem
of incentives, given that the obligations of the national
government are equivalent to a percentage of a cost
total that is still uncertain. The project is scheduled to

take about 15 years to be completed and there are no
pre-established designs for all the stages. Therefore,
in each phase of the project a design is produced and
the result of the competitive bidding process then de-
termines the cost. Under this scheme, the city has the
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Table 40. Total expenditures of the national central government, 2006

Total expenditures 69,374
Current expenditures 62,427
Interest 13,330
Foreign 3,974
Domestic 9,357

Operating 49,097

Personnel services 8,046
Transfers 37,591

SGP 15,640
Pensions 13,169

Other transfers 8,782

General expenditures 3,460

Investment 5,898
Net loans 412
Accrued payments 637

100.0% 21.6%
90.0% 19.5%
19.2% 4.2%
5.7% 1.2%
13.5% 2.9%
70.8% 15.3%
11.6% 2.4%
54.2% 11.7%
22.5% 4.9%
19.0% 4.1%
12.7% 2.7%
5.0% 1.1%
8.5% 1.8%
0.6% 0.1%
0.9% 0.2%

Source: Year End of the Public Sector, 2006, Superior Council of Fiscal Policy, Ministry of Finance, Republic of Colombia.

incentive to increase the total sum of the investments
in order to leverage more resources from the central
government. This was the case with the infrastructure
projects of phase Il of Transmilenio.

OPERATING EXPENSES

As mentioned before, for 2006, 70.8% of total expendi-
tures are comprised of operating expenditures, which,
in turn, are composed of personnel expenses, general
expenses and transfers. Transfers, which represented
54.3% of the total 2006 budget, are an inflexible cate-
gory and, as such, they escape the necessary discussion
about the priority of the different items of public expen-
diture. These are composed of the allocations made
by the national government to the territorial entities

through the SGP, the state contribution to universities,
pension payments, social benefits for teachers and
other transfers of any nature. Although the transfers
made through the SGP and the payment of benefits
represent the most significant categories (4.9% and
4.1% of GDP, respectively) and represent 77% of to-
tal transfers, other transfers amount to 2.7% of GDP,
which exceeds the investment budget for 2006 by 50%.

TERRITORIAL TRANSFERS

The inflexibility of territorial transfers is inherent to the
decentralization policy put in place in the 1991 Consti-
tution which establishes Colombia as a “social state
ruled by law, under the form of a unitary, decentralized
republic, with autonomous territorial entities.” The
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Table 41. Appropriations and inflexible expenditures in the 2006 budget

Concept Appropriations

Millions COP

OPERATING 49,274
Personnel Expenditures 9,794
General expenditures 3,187

Transfers 36,276
Commercial transaction 18
DEBT SERVICE 38,927
Foreign 10,618
Internal 28,309
INVESTMENT 10,749
TOTAL WITH DEBT 98,950
TOTAL WITHOUT DEBT 60,023

Inflexibility

Millions COP

Share Share approp./
Inflex./Approp. Budget total with
debt

(2) (3) = (2+1) (3) = (2/1)
47,712 97% 50%
9,794 100% 10%
1,625 51% 3%
36,2776 100% 37%
18 100% 0%
38,927 100% 39%
10,618 100% 11%
28,309 100% 29%
6,999 65% 11%
93,638 95% 100%
91% 61%

Source: Ministry of Finance.

constitutional provisions on decentralization in respect
to the division of responsibilities and resources were
initially developed by Law 60 of 1993, which defined
the responsibilities of the municipalities and depart-
ments and the national level revenue sharing scheme,
emphasizing principal social services like education,
healthcare, and water and sanitation (Discussion of the
justification for the Legislative Act Bill through which
Articles 356 and 357 of the Constitution were modified).

In order for these services to be provided, the Con-
stitution and Law 60 of 1993 laid out a mechanism for
the participation of the territorial entities in the revenues
collected at the central level. In this scheme a previously
fixed proportion of current national revenues was al-
located to sub-national entities so that they could pay
for the expenses associated with the provision of the
established services. According to the constitutional
design, during the first years of the application of the

Constitution, the sub-national share (Fiscal Allocation
and Municipal Participation in the Current Revenues of
the Nation (Situado Fiscal y Participaciones Municipales
en los Ingresos Corrientes de la Nacién) was required to
grow as a proportion of national current revenues. Thus,
the transfers to sub-national governments constituted
an inflexible category by definition.

The Fiscal Allocation (Situado Fiscal) (for depart-
ments and districts) was stipulated to increase from
23% of national revenues in 1994 to 23.5% in 1995 and
24.5% in 1996, after which this percentage was to re-
main constant. On the other hand, the municipalities’
share of current revenues was scheduled to increase from
15% in 1994 to 22% in 2001. This scheme made any fiscal
adjustment policy based on increasing revenues unvi-
able, since this would necessarily involve a proportional
increase in expenditures. In addition, it subjected de-
partments and municipalities to a high level of volatility



in their revenues, thus putting in danger the achieve-
ment of social goals in health, education and household
public services.

The Legislative Act 01 of 2001 temporarily reformed
this system through the creation of the SGP. This reform
temporarily stabilized the revenues oriented toward fi-
nancing social investments in the territorial entities by
disconnecting them from current national revenues.
From an initial and higher base, a rule on the real rate
of growth in the amount of the transfers was estab-
lished. The rate of growth for the period between 2002
and 2008 was set at the rate of inflation plus 2% in the
first four years and 2.5% in the three remaining years.
However, given the fact that the reform was temporary
in nature, after 2008 the system reverted to the one in
force before the reform, so transfers went back to being
equivalent to a percentage of current national revenues,
not less than that in force in 2001.

Therefore, in 2007 the constitution was reformed
again, and a new formula was created for the growth
of transfers until 2016. According to the new formula,
the transfers to the regions will grow 4% in real terms
for 2008 and 2009, plus 1.3% allocated for the educa-
tion sector exclusively. After 2010, the real growth of
transfers will be 3.5% plus 1.6% for education. From
2010 until 2016, transfers will grow a total of 4.8% in
real terms, of which 1.8% will be allocated to education.
If the annual rate of economic growth exceeds 4%, the
surplus is added to the rate of growth in transfers for
the following year.

Thus, the growth of transfers to the regions is
determined by the constitution until 2016; before the
end of this period a new reform will be necessary. No
matter what formula is used to determine the amount
of transfers, these will remain an inflexible category
by nature and protected by the constitution. Thus,
some observers argue that decentralization has been
restricted to the transfer of resources to the regions,
while the principal expenditure responsibilities remain
with the national government, thus increasing the in-
flexibilities in the spending of the central government.
However, a detailed assessment of the effects of decen-
tralization goes beyond the scope of this paper.
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PENSION EXPENDITURES

In accordance with the aforementioned, another com-
pletely inflexible expenditure category, which is part of
transfers, is pension payments. As mentioned before,
this category increased to 4.1% of GDP in 2006 and is
expected to grow continuously until it reaches a level
of 4.8% of GDP between 2011 and 2014. This category
represents the transfers made by the central government
to the ISS, which is responsible for the management of
the public pension system. This is a defined benefit pen-
sions system (Pay as You Go), non-financed by definition.
For many years now, the ISS pension payment has
surpassed the contribution of taxpayers. Therefore, for
many years the ISS has had to make up for the shortfall
by using its stock of reserves. However, this stock ran
out in 2004, which is why in 2005 expenditures on pen-
sion allowances jumped from 3.5% to 4.4% of GDP. In
addition, every year, by law, the government has to save
in the Territorial Pension Fund (FonPet). In 2006, the
amount of this saving increased to 0.5% of GDP.

In both cases, the aim of budget inflexibility is to
put aside resources to guarantee the timely payment of
pensions. According to article 48 of the Colombian
constitution,

Social Security is a public service of a mandatory
nature that shall be provided under the direction, coor-
dination and control of the state, pursuant to principles of
efficiency, universality and solidarity, in the terms estab-
lished by law. The right to Social Security is an inalienable
right of all citizens. The state, with the collaboration of
the particular individuals, will progressively broaden the
coverage of Social Security that will include the provision
of services in the form determined by Law. Either public or
private entities will provide Social Security in accordance
with the law. No resources from Social Security institu-
tions shall be used or allocated for any other purposes.
Law will define the means to ensure that resources allo-
cated for pensions will maintain their purchasing power.

Likewise, according to Article 53 of the Constitution,
“The State guarantees the right to timely payment and
to periodical adjustments of the legal pensions.”
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In addition, Article 58 establishes that private prop-
erty and the rest of the rights acquired pursuant to civil
laws are guaranteed, and no subsequent laws shall ig-
nore or violate them.”

Therefore, given that it is a constitutionally protect-
ed and acquired right, the government is obligated to
finance the shortage faced by the ISS to fulfill the timely
payment of pensions. As mentioned before, this implies
allocating a high percentage of current tax collection to
transfer resources to a small share of the population
that benefited from burdensome pension contracts, for
which the benefits were out of proportion to the con-
tributions. Thus, pension expenditures constitute an
intergenerational transfer, in which the current working
population is obliged to pay with their taxes the pen-
sions of the retired population. Pension expenditures
then are the result of an intergenerational conflict, in
which elder generations obtain a benefit at the expense
of younger generations.

Colombian pension liabilities currently amount to
130% of GDP. The finance minister is responsible for
determining how to pay that liability: through higher
taxes or a higher fiscal deficit, and, therefore, through
larger indebtedness. The balance between these two
alternatives determines whether current or future gen-
erations will pay for most of the pension liability. The
Colombian government has opted for the first alterna-
tive, so the fiscal deficit of the central government has
decreased in spite of the substantial increase in pension
payments. This implies that a great deal of the increase
in tax revenue collection associated with the recent eco-
nomic expansion has been allocated to the payment
of pensions.

“Other transfers”, which are composed of a great
number of budget items allocated to a large variety
of sectors, is the category that follows in significance
within total transfers. It is worth underlining that this
amount of transfers detracts from the transparency of
the budget process, given that it makes it difficult to
determine the amount of resources that are allocated
for different social purposes. This is why it is impor-

tant to classify, generally, which sectors are allocated
resources via transfers. To that end, Table 42 classifies
total transfers into the following categories: territorial
transfers, social security and insurance, education and
sports, control and justice, transfers to the finance min-
istry, defense sector, finance sector, social transfers,
fuel and infrastructure transfers, and “others”.

45% of total transfers is allocated to the regions
through the SGP and another 44% is allocated to
the social security sector. Within the latter, the most
important category, naturally, is the payment of pen-
sions. Education, which in 2006 received transfers
amounting to 1.4 billion COP, follows these two catego-
ries in importance. The amount of resources allocated
to education is even higher considering that 58.5% of
territorial transfers must be allocated to that sector. In
2006, the resources transferred to the education sector
through the SGP amounted to 9.2 billion COP. One of
the most important categories within education ex-
penditures is the payment of salaries to teachers, which
to a large extent determines the regional distribution of
the SGP education resources. The historical distribution
of teachers follows patterns defined by criteria such as
political power and the teachers” desire to live in capi-
tal cities instead of inhospitable and violent places.
Despite the government’s intention for the transfer of
resources to be proportional to the population served,
according to Alejandro Gaviria, these efforts have been
unsuccessful.

Another significant item within transfers is military
expenditure, which amounts to 570 billion COP. This
category does not capture all of military spending since
the government classifies a large part of it as invest-
ment. In 2006, the total budget of the defense sector
amounted to 12.9 million COP. Military investment has
grown significantly in recent years due to its strategic
importance for the Uribe administration. In particular,
investment on defense and security is projected to rise
about 0.6% of GDP per year in the next two years, be-
cause of an assets tax that is aimed at strengthening
the armed forces.



A large portion of the inflexibilities associated with
defense spending derives from the inertial component
associated with expanding the number of persons in the
force. Usually, the hiring of soldiers or police is calcu-
lated and budgeted for the fiscal year, but the eventual
costs for pensions and health care that will affect future
budgets on an ongoing basis are not included.

Another significant component of transfers is the
resources allocated to the control and justice sector.
The transfers in this sector amount to 566 billion COP
in 2006.

INCOME INFLEXIBILITIES

The inflexibilities based in revenues are due to rules that
allocate part of national revenues to a specific use.
Those that stand out include the resources that must be
allocated to the National Royalty Fund, the share of
the VAT that goes to the departments created by the 1991
constitution (formerly municipalities and provinces),
and the resources allocated to teaching and the build-
ing of industrial schools and technical institutes.

Most of the revenues with a predetermined purpose
were created in the 1990s. This supports the hypothesis
that was previously introduced that inflexibilities fulfill
the role of capturing income in order to ensure public
resources in the future and prevent these from being
cut either because of new government expenditure
priorities or requirements to limit spending. As men-
tioned previously, former Minister of Finance Eduardo
Wiesner, pointed out that while such interests seem
legitimate when considered individually it is necessary
to design policies from a broader perspective to ensure
that their long term impact on the fiscal balance is taken
into account.

During the nineties, because of a higher degree of
political participation and polarization, the emergence
of fiscal difficulties and the adoption of reforms that fa-
vored some social groups over others, the importance
for particular groups of ensuring their participation in
the budget may have grown (Echeverry et al., 2004).

I1. Rigidities and Off-Budget Operations

The sectoral composition in the use of these ear-
marked revenues reveals that the most important
beneficiaries are public institutions, social security and
military spending. Expenditure inflexibilities increase
the amounts allocated to these sectors.

Table 43 shows a list made by the National Budget
Directorate of the expenses financed with earmarked
revenues and the law that specified the purpose to
which the revenues were to be directed. As Table 43
shows, the main source of earmarked revenues used for
financing operating expenses is the General Revenue
Sharing System (16.32 billion COP). Although this was
classified above as an expenditure inflexibility, it should
be taken into account that this expenditure is associated
with particular revenues that have been captured to cover
them. In 1996, these revenues represented 24.5% of na-
tional revenue. At present, although they do not represent
a set percentage of national revenues, as explained
above, they have increased through a formula based on
the amount transferred in 2001. Therefore, some observ-
ers consider that the resources transferred through the
SGP also represent a form of revenue earmarking.

Within operating expenses, the resources allocated
to the Territorial Pension Funds also stand out. Accord-
ing to Law 549 of 1999, 70% of the revenues from the
national stamp tax imposed on public and private docu-
ments must be saved in the FonPet to cover pension
liabilities of the territorial entities. In 2006 this amount-
ed to 426 billion COP and represents a forced saving
which the national government has to make in order to
guarantee the pension payments at the national level.

Relatively few revenue earmarks apply to invest-
ment. By 2006, they amounted to 297 million COP.
Within these, the revenue allocated to financing social
investment stands out. According to Law 633 of 2000,
20% of the additional points in the VAT over the general
tariff of 16% must be allocated to social investment.
By 2006 this represented resources estimated at 146.2
billion COP.
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In addition, the same law establishes that 10% of
the additional percentage points of the VAT must be
allocated to fund programs for prevention and assistance
to displaced persons, which in 2006 represented re-
sources that amounted to 73.1 billion COP. Surprisingly,
the National Budget Directorate also classifies these
resources as investments.

Most of the revenue earmarks concentrate on fi-
nancing special funds. The total of those revenues
amounted to 9 billion COP in 2006. Next in importance,
the revenues allocated to public institutions amount to
6.9 billion COP for the same year.

Among the specific revenues allocated to special
funds, the resources allocated to the sub-account of
Solidarity and Insurance in Health stand out. Law 100 of
1993, which regulates the public health system, estab-
lishes that the payroll contribution to the mandatory
health system must charge an additional percentage
point in order to finance a health subsidy for the per-
sons that are outside of the system. In 2006, these
contributions amounted to 1.4 billion COP. Next in im-
portance is the Social Benefits Funds for Teachers, to
which the teachers allocate 100% of their contributions,
pursuant to Law 91 of 1989. These resources amounted
to 598 billion COP. Most of the earmarks allocated to
special funds are concentrated in the social security and
insurance sectors. More than 3 billion COP, or nearly
1% of GDP, were allocated to the social security sector
in 2006 through the same method. Most of these re-
sources represent savings to cover pension liabilities.

Although giving up resources in the present to cover
future expenditures, as in the case of pension liabilities,
sounds reasonable, it only makes sense in an economy
with a fiscal surplus. It does not make financial sense
in the case of an economy like the Colombian one, in
which the fiscal deficit is equivalent to about 4% of GDP
per year, to save more than 1% of GDP for the payment
of future pensions. This provision implies that the gov-
ernment must seek financing for a deficit, at market
rates, and increases its debt to be able to splurge on
saving these resources as required by law.

Another important item of revenue earmarking is
composed of royalties. The total royalties from the ex-
ploitation of non-renewable natural resources, which in
2006 represented 315.2 billion COP, are transferred to
the National Royalty Fund, which then distributes them
among the regions.

Altogether, earmarked revenues, including the terri-
torial transfers to the SGP, amount to 33,172 billion COP
in 2006. Taking into account that the total budget of in-
come and capital resources, excluding debt, amounts to
66.9 billion COP, the earmarks represent an inflexibility
equivalent to 49.5% of total revenues. This reveals the
substantial degree to which the government’s hands
are tied in its decisions about how to use revenues.

The revenue inflexibilities infringe on one of the
budget principles established in the Organic Statute of
the Budget: budget unity.

The historic evidence summarized in the previous
section suggests that since the beginning of the century
different finance ministers have commented on rev-
enue earmarking and the recklessness of the legislators
in mandating expenses without first establishing the
resources with which to finance them.

However, the legal foundation for the income inflex-
ibilities currently included in the budget is also provided
by the Constitution. Article 359 establishes that:

There shall not be revenue earmarking [and follows:]
except for: 1. The share provided by the Constitution in
favor of the departments, districts and towns. 2. Those
allocated for investment. 3. Those with a basis in previous
laws in which the national government allocates to social
welfare entities and the departments created by the 1991
constitution from former municipalities and provinces.

This exception to earmarking is wide enough to
validate all types of inflexibilities in the use of revenues,
especially if they are justified as social investment that
the constitution does define.



QUASI-TAX REVENUES

The third sub-group of inflexibilities considered in
this chapter is quasi-tax revenues. Quasi-tax contri-
butions are:

Those tariffs or contributions that, by operation of
law, certain economic or social sectors are forced to pay in
support of a public or a private entity so that the benefits
are received by those contributors, either in the form of
social services or the application of economic regulation
mechanisms (Lleras de la Fuente, et al., 1992).

The 1991 Constitution, in articles 150 and 338, es-
tablishes that the congress, the department assemblies
and the town and district councils have the power in
times of peace to establish fiscal and quasi-tax con-
tributions. Given that these are public resources over
which the executive branch has no discretion and
that are allocated to a specific entity or purpose, they
fit the criterion of budget inflexibility previously de-
fined. According to Lleras de la Fuente et al. (ibidem)
(cited in Ferrer, 1996), these contributions have turned
into a “technique” for the implicit appropriation of
earmarked revenues:

Quasi-tax contributions are techniques for generating
and managing public resources outside the central bud-
get, which are directed at a specific social or economic
purpose and established by public corporations, but
administered by autonomous public or private agencies,
with directed economy, of either labor unions or profes-
sional organizations. Therefore, although Article 359 bans
national government revenues from being allocated for a
specific purpose, quasi-tax contributions are excluded from
this prohibition based on what the Article stipulates. There
are plenty of quasi-fiscal charges of different types, such as
social security deductions and quotas; the family subsidy,
national learning service, coffee retention, rice incentive,
etc., that did not abide by basic regulatory principles.

The discussion about the advantages or disadvan-
tages of quasi-tax contributions and their implications
for the formulation of the budget should consider more

I1. Rigidities and Off-Budget Operations

closely the definition of quasi-tax contributions. The
Constitutional Court’s Ruling C=308/94, considers
such contributions

as a levy that is managed outside the budget. [...]
However, it is not a form of national revenue, and that
explains why it is not included in the national budget.
This does not imply that it ceases to be a product of tax
sovereignty, such that only the government through
the constitutional mechanisms designed to that end
(the law, by-laws and agreements) can impose this kind
of contribution as occurs with other taxes. [...] Quasi-tax
contributions are public resources but they are not current
revenues of the national government (Ferrer, 1996).

Another significant characteristic of quasi-tax con-
tributions has to do with the apparent relation between
the contribution and the benefit received by those who
contribute. This is a crucial criterion to understand the
difference between quasi-tax revenues and fees and
taxes. As Ferrer points out (ibidem), it is usually ar-
gued that every payment to the public administration
that does not imply a direct, immediate and reasonable
benefit in turn constitutes a tax and not a quasi-fiscal
resource. However, an analysis of the most significant
quasi-tax contributions made by employers to SENA
and ICBF shows that quasi-tax contributions do not
need to be directly and immediately related to the ben-
efit received. Many businesspersons contribute to the
SENA although they do not need skilled labor and, in
many cases, in spite of needing it, they do not have ac-
cess to it. Something similar occurs in relation to the
dues paid to ICBF since many employees of a company
may not need the services of this agency (when they do
not have any kids, for example) but still the employer
has to contribute for them. All this implies that a levy,
in order to be considered as a quasi-tax resource and
not as a tax, should provide compensation in return
to contributors, but this compensation does not have
to be immediate or proportional. According to Ferrer
(ibidem), quasi-tax revenues are closer to taxes than to
tariffs/fees (in fact, contributions to SENA and ICBF are
sometimes called payroll taxes).
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Table 44. Collection of quasi-tax revenues, 1998-2003 (percentage of GDP)

1998 3.87 NA NA
1999 3.58 0.53 0.28
2000 2.85 0.48 0.26
2001 2.86 0.52 0.27
2002 2.64 0.51 0.27
2003 2.47 0.49 0.27

Other Total Quasi-Tax
entities Revenues
0.15 NA 4.83
0.08 0.02 4.49
0.08 0.02 3.69
0.00 0.02 3.67
0.01 0.03 3.47
0.06 0.03 3.32

Source: CONFIS.

The national budget does not include all quasi-tax
revenues given that many of these go directly to the
entities (as in the case of the Family Compensation
Fund). This results in the consideration of an alterna-
tive approach of not including quasi-tax revenues in the
budget and thus restoring the inflexible nature of these
resources. The Constitutional Court, in sentence C-046
quoted by Ferrer (ibidem), points out that:

It should be made clear that the most reasonable
approach is for quasi-tax revenues to not be included in
the national budget, but the fact that the law that created
them says something different, this does not imply that
the quasi-tax revenues are transformed into national tax
revenues.

Ferrer (ibidem), in turn, asserts that quasi-tax con-
tributions have to be included in the national budget,

w:

since according to Article 345 of the Constitution, “in
peacetime no contribution or tax can be collected that
is not included in the revenue budget, nor can any ex-
penditure charged to the Treasury be made that is not
included in the expenditure budget.” Thus, it is uncon-
stitutional to exclude some quasi-fiscal revenues from
the budget, given that every tax or quasi-tax contribution

must be included in the budget in order to be collected.

The aforementioned confirms the inflexible nature
of these resources, which should be included in the
budget, but at the same time the government is not free
to spend. At the same time, it should be taken into ac-
count that the collection of quasi-tax revenues increases
the tax burden like any other tax, creating labor market
distortions. The collection of quasi-tax revenues rose
to 3.32% of GDP in 2004, which represented 22.6%
of total national revenue collection for the same year
(Haindl, 2005). The weight of quasi-tax revenues is
significant and has a bearing on the total tax burden.

Table 45 shows the evolution of the contributions
to SENA and ICBF from 2000 to 2006. These two items
represent the two most significant quasi-tax revenues,
and together amount to more than 2.5 billion COP
in 2006.

The last point discussed by Ferrer is related to the
“abuse” of quasi-tax resources to “disguise” some ear-
marked revenues. In analyzing the 1994 budget, Ferrer
finds that a series of resources called quasi-tax reve-
nues then, really are fees for services (like the Funds
from Publications of the Comptroller’s Office, the New
Granada Military University, the income of the Accoun-
tants Central Board and the Industrial Schools and
Technical Institutes).



Table 45. Contributions to SENA and ICBF, 2000-2006
(million pesos)

2000 446,941.8 842,596.8
2001 504,633.0 981,719.3
2002 548,375.9 1,044,603.5
2003 606,996.1 1,116,168.9
2004 667,023.5 1,247,393.4
2005 753,906.8 1,425,935.3
2006 890,034.3 1,632,071.8

Source: National Budget Directorate.

In contrast, items like the compensation for regional
radio stations and the contributions that the notary’s
offices must make for the administration of justice,
which appeared as quasi-tax revenues in the 1994 bud-
get, are revenues allocated to a specific purpose given
that, according to Ferrer, there is no compensating
benefit. However, a reason for disguising some national
revenues as quasi-tax resources may have been the gov-
ernments” incentive to reduce the amount of revenues
used as the basis for the calculation of the amount of
territorial transfers until the approval of Legislative Act
02 of 2001. In this case, the presence of a type of inflex-
ibility in the budget, i.e. territorial transfers, would have
resulted in the creation of another type of inflexibility
to avoid the transfer, thus resulting in greater budget
inflexibility.

TAX EXPENDITURE

The last group of budget inflexibilities studied in this
section is tax expenditures, which are the tax exemp-
tions granted to different economic sectors that result
in lower levels of tax collection for the national govern-
ment, and, therefore, they are equivalent to a direct
transfer of resources to certain actors.

I1. Rigidities and Off-Budget Operations

Preferential tax treatments are justified in theory
as a mechanism to generate incentives for certain
economic sectors considered as having strategic im-
portance. However, this is not always the case; interest
groups seek to put in place tax expenditures in order
to capture rents through a favorable tax treatment. The
result of an excessive accumulation of exemptions is a
tax system that lacks transparency and equity and that
facilitates evasion and elusion through the reduction of
revenue collection.

The Colombian tax structure includes a large num-
ber of preferential treatments through exemptions,
discounts, deductions and differential rates. These have
resulted in a high level of tax complexity that is costly,
inequitable and inefficient.

The tax benefits granted through the income tax
during 2006 amounted to 17,575 billion COP, which is
equivalent to a cost in lost taxes of 4,536 billion COP,
which represents 1.4% of GDP (Medium Term Fiscal
Framework, 2007, Ministry of Finance). The tax ben-
efits that stand out in importance are the following:
the non-taxable income of individuals and corpora-
tions that entail tax benefits, such as special deductions
(e.g. donations to non-profit organizations and cultural
and art foundations); the deduction of local taxes;
exempt income (such as spending of judges and their
prosecutors, labor payments, distilleries and lotteries);
and tax discounts (e.g. discounts for reforestation, as
well as the tax benefits on labor income (Explanation
of Purpose, Tax Reform Law Proposal of 2006). Within
the latter, the different expenses that are exempt from
income tax are the most significant. Among these ex-
penses are contributions to the Saving and Promotion
of Construction —created to provide incentives for the
purchase of housing after the economic recession and,
by this means, reactivate the construction sector and
voluntary saving in pension funds— a measure adopted
to promote pension savings. In addition, there are de-
ductions for the payment of home mortgage interest,
or alternatively for spending on education or prepaid
health care.
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In 2006, among the main tax benefits granted
through the income tax, the most significant is the 30%
deduction for investment in productive real fixed as-
sets. This deduction was meant to encourage private
investment, so that greater production in the future
would balance the initial tax cost of the policy. By 2006,
5,752 taxpayers had filed for this benefit, for a total
value of $Col 4,829 billion. The sector making greatest
use of this deduction ($Col 1,221 billion) was the min-
ing sector.

Exempt income reached 12,555 billion COP in 2006,
which implies a fiscal cost of 2,553 billion. As Table 46
shows, the majority of these exemptions are concentrat-
ed in the financial services sector (877 billion COP) and
the mining sector (865 billion COP).

On the other hand, there are also tax discounts that
directly affect the value of the tax paid by the taxpayer,
unlike exempt income, which affects the tax base. The
amount of these discounts is substantially less, given
that many of these have been eliminated in recent years.
By 2006, the fiscal cost of tax discounts amounted to
191 billion COP.

As indicated by the evidence presented above, tax
expenditures result in an effective tax rate which var-
ies significantly between different economic sectors.
According to Table 47, the average income tax rate
varies between 30.2%, charged to the wood industry,
and 42.6% charged to the wholesaler subsector.

The current VAT structure also implies significant
distortions and inequities between the different eco-
nomic sectors. Data on sales declarations for 2005
suggest that preferential treatments represent close
to half of total sales. The effective VAT rate, which
averages 8%, is compatible with this information.
Electricity, gas and steam were the subsectors in which
exemptions and exclusions in the VAT had the greatest
importance in 2005, while the coverage of the VAT is
almost complete in the manufacturing of textiles and
the production of mineral products (Explanation of
Purpose, Tax Reform Project, 2006). As shown in Table
48, in 2006 the effective VAT rate was lower than in
2005 (7.5%) and 44% of total sales were exempt or

excluded. The subsectors most favored by this form of
tax expenditure are wholesalers and retailers and the
electricity, gas, steam, and construction sectors. The
total of all exemptions and exclusions amounted to
$Col 247,228 billion in 2006.

Although the detailed analysis of the origin of each
form of preferential treatment reflected in total tax
expenditures is beyond the scope of this chapter, it
is evident that the presence of these benefits represents
atype of budget inflexibility that results in an inequitable
treatment of the different economic sectors. Because of
a greater capacity to lobby the government or due to
their strategic significance, some sectors have become
the recipients of rents transferred by the state in the
form of exemptions. Despite the fact that some of these
sectors lose significance over time and the exemptions
become unnecessary, it is almost impossible to elimi-
nate them, as shown by the failure of the tax reform
effort in 2006. In this case, the government proposed
eliminating almost every exemption in exchange for a
lower income tax rate in order to move towards a more
equitable tax system, but the Congress did not welcome
the proposal. This illustrates the fact that once a sec-
tor or economic group captures a form of rent from the
state, it is unlikely to give it up. Thus, the tax system has
become increasingly complex, with an increasing number
of distortions that benefit various actors, without any
relation to the priorities of each government.

SECTORAL COMPOSITION OF BUDGET INFLEXIBILITIES
Table 49 reflects a partial consolidation of the results
for Colombia in terms of budget inflexibilities. This table
groups the inflexibilities related to spending, earmarked
revenues, and quasi-tax revenues by economic sector.
The table excludes tax expenditures since their sectoral
classification relates to economic activities and, there-
fore, differs substantially from the one shown in the
table, which makes them not comparable.

Table 49 also does not include investment items,
given that the sector composition of investment commit-
ted in future fiscal years in 2006 is not available, nor debt
service since the sector distribution does not apply.
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Table 46. Exempt income of corporations, by type of taxpayer (in billions of pesos), 2006

Economic subsector Contributors Contributors N.° ;| Special regime Non classified Total Share
Other services 125 495 552 36 1,208 27.1%
Financial services 613 49 214 1 877 19.7%
Mining 863 0 2 0 865 19.4%
Wood, cork and paper industry 280 13 1 1 295 6.6%
Food manufacturing 206 2 46 0 254 5.7%
Mineral products manufacturing and others 230 4 2 0 236 5.3%
Chemical products manufacturing 197 0 22 0 219 4.9%
Transport, storage and communications service 97 0 34 1 133 3.0%
Wholesaler trade 19 1 54 0 74 1.7%
Sports and entertainment activities 17 1 41 3 63 1.4%
Agriculture and livestock, forestry and fishing 50 1 7 1 59 1.3%
Construction 33 1 8 0 42 0.9%
Retail trade 4 1 33 0 38 0.9%
Electricity, gas and vapor 33 0 2 1 36 0.8%
Textile, clothes and leather manufacturing 28 0 1 0 29 0.7%
Hotel, restaurants and similar services 23 0 0 0 24 0.5%
Automotive, accessories and related products wholesaler

and retailer trade 2 0 4 0 7 0.2%
Total 2,823 568 1,024 45 4,459 100.0%
Share within the total of all taxpayers 63% 13% 23% 1% 100%

Source: Directorate of Economic Studies, Directorate of Taxes and National Customs.

Table 47. Average effective income tax rate, 2004

Economic Subsector

Effective Rate

Wholesaler trade

Vehicle and related items trade

Hotels, restaurants and similar service
Electricity, gas and vapor

Agriculture and livestock

Transport, storage and communications service
Sport and entertainment activities

Financial services

Manufacturing of mineral products and others
Construction

Manufacturing of textiles, clothes and leather
Food manufacturing

Other services

Chemical substances manufacturing

Mining

Retailer trade

Wood industry

Total
Weighted deviation
Maximum rate

Minimum rate

42.59%
41.46%
41.13%
40.55%
39.14%
39.04%
38.34%
38.25%
38.17%
38.15%
37.79%
37.65%
36.41%
36.27%
34.77%
34.76%
30.20%

37.32%

2.16%
42.59%
30.20%

Source: National Administrative Department of Statistics.
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Table 48. Exemptions and exclusions in the VAT, 2005-2006 (billion pesos and percentages)

Economic subsector _ 2005 : 2006
' Exemptions Percentage of Effective rate Exemptions Percentage of Effective rate
and exclusions' exempted or in sales® : and exclusions' exempted or in sales®
excluded sales excluded sales?

Agriculture and livestock, forestry and fishing 6,052 81.5% 2.4% 6,745 86.5% 2.5%
Mining 7173 42.4% 87% : 8927 20.6% 42%
Food manufacturing : 10,832 33.2% 8.1% 12,421 34.8% 8.3%
Textile, clothes and leather manufacturing : 695 7.1% 155% % 853 5.9% 11.7%
Chemical substances manufacturing 2,107 24.3% 12.7% . 2,374 23.7% 12.0%
Chemical products manufacturing 5,961 27.5% 11.4% 6,828 24.1% 9.3%
Manufacturing of mineral products and others 2,650 10.3% 15.6% 4,054 10.0% 12.2%
Electricity, gas and steam. : 20,010 88.0% 1.2% 21,887 96.2% 1.0%
Construction 10,759 79.1% 23% ' 16,610 85.9% 22%
Automotive vehicles, accessories and related products :

wholesaler and retailer : 6,188 31.6% 13.5% 7,398 24.2% 11.4%
Wholesaler trade : 30,984 46.0% 8.6% 39,487 44.1% 7.6%
Retailer Trade 16,207 31.5% 10.6% : 18,584 32.8% 11.0%
Hotels, restaurants and similar services 686 17.4% 12.1% 760 16.8% 12.8%
Transport, storage and communications services : 12,372 41.1% 9.5% 13,149 40.0% 9.8%
Financial services : 45,459 81.7% 2.7% 44,348 83.1% 3.2%
Other services : 35,768 66.3% 4.8% : 39,675 67.0% 5.6%
Sport and other entertainment activities ' 2,592 43.9% 5.3% : 2,392 40.6% 5.8%
Wage-earning employees (only for individual income) 126 64.8% 4.2% 190 68.7% 4.4%
Total 216,619 48.4% 8.0% 247,228 44.4% 7.5%

Source: Economic Studies Office, Directorate of Taxes and National Customs.

1. Addition of the income from exempt and excluded activities.
2. Exempt and excluded sales with respect to total sales without including exports in this total.
3. Sales tax relative to the total sales without including exports in this total.

Therefore, excluding tax expenditures, the sector that
benefits the most from budget inflexibilities, or, in other
words, that represents the largest burden on the central
government is the territorial one. That is to say, regional
governments capture the most rents, followed by public
establishments and the social security sector. Given the
exclusion of investment, the inflexible budget allocated
to military expenditures and infrastructure, and social
expenditures, could be underestimated.

IMPACT OF BUDGET INFLEXIBILITIES

ON THE FINANCIAL SITUATION

As described so far, the Colombian budget is highly
inflexible. 95% of total “appropriations” are determined
prior to the time of budget formulation. On the other
hand, 45% of national government revenues are com-
mitted from the moment of their collection because

their end purpose is already defined. In addition, in
2006 tax expenditures generated a financial cost (that
is, a greater deficit) of 1.5% of GDP, counting the tax
benefits in both the income tax and the VAT.

In spite of this, the fiscal situation in Colombia
has improved notably in recent years. The fiscal defi-
cit of the central government went from representing
6.1% of GDP in 2002 to 4.1% in 2006. According to
estimates, the deficit may have decreased to 3.2 % in
2007. Likewise, the deficit of the consolidated public
sector decreased from 3.6% in 2002 to 0.8% in 2006.

As a result, the central government has experienced
a primary surplus in the last four years, thus contribut-
ing to a reduction in the level of the debt from 55.7% to
48.3% of GDP. This decreasing tendency in the debt
level is also the result of a substantial appreciation of
the peso since 2003, which has reduced the foreign debt.
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Table 49. Total inflexibilities by sector, leaving out tax expenditures, 2006 (billion pesos)

Sector Inflexibilities on Revenue Quasi-tax
the expenditure earmark’ revenues
side
Territorial 16,357.73 849.16 17,206.90
Social security and insurance 2,131.61 3,038.61 5,170.22
Education and sports 1,455.19 119.02 890.03 1,574.21
Control and justice 566.43 359.04 925.47
Department of the Treasury 169.30 169.30
Military 570.00 461.28 1,031.28
Other 1,029.75 33.67 1,063.42
Financial 164.85 47.30 212.15
Social 61.15 1,632.07 61.15
Infrastructure and fuel 1,062.30 1,062.30
Public establishments 6,973.00 6,973.00
Contributions 61.77 61.77
Total 45,012.02 13,005.15 2,522.11 60,539.27

Source: National Budget Directorate. Sector classification by the authors.

However, this improvement in fiscal outcomes
does not imply that budget inflexibilities are not a
significant restraint for fiscal adjustment. In evaluating
the progress observed in reducing the fiscal deficit one
must consider the fact that this has occurred during a
period of economic expansion. The economic growth
in Colombia in recent years has resulted in a substan-
tial increase in tax revenue collection. The latter went
from 10.6% of GDP in 2000 to 16% in 2006, which con-
tributed to a reduction of the fiscal deficit without any
reduction in expenditures.

Therefore, fiscal adjustment has occurred on the
revenue side and not on the expenditure side. The bo-
nanza in terms of tax collection has made it possible
to postpone the need for expenditure adjustments.
However, this situation will not last forever.

1. Amount of the revenues by exempt and excluded activities.

Tax revenue collection will fall steadily after 2008 due
to the expiration of a number of temporary taxes. Given
the inflexibility in expenditures, this will naturally lead to
an increase in the fiscal deficit. Therefore, in the years to
come the debate about how to adjust public expenditures
will erupt out into the open again. So far, the suggestions
in this respect are limited to proposing a reduction in in-
vestment expenditures, given that this item remains the
most flexible within the budget. Although investment has
been increasing at high rates (30% in 2007), it would not
be optimal for investment to bear the full weight of the
burden of fiscal adjustment. That is why the government
will face a difficult situation in the coming years, when the
budget inflexibilities are likely to emerge as the principle
obstacle for reducing the deficit and guaranteeing the
sustainability of the public debt.
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Figure 10. Fiscal deficit, 2002-2008 (% of GDP)
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Source: Ministry of Finance.

Figure 11. National central government debt, 1996-2006 (% of GDP)
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Results-Based Budgeting: Bureaucratic Fashion

or New Public Management Paradigm?

Mario Marcel*

Introduction

For many, the public budget may be a rather dry subject;
others associate it with restrictions, pressures, frustra-
tions, or bureaucratic routines. This does not, however,
exempt it from being the subject of analysis, fashion,
and paradigmatic changes over time.

During the past 50 years, ways of thinking about and
making public budgets have changed significantly. Such
changes have been the product of transformations in
the setting within which public financial management
takes place, in the intensity of macro-fiscal constraints
and in the role of the public sector. On occasion, these
modifications translated into the design and implemen-
tation of specific techniques for budget preparation
and administration. In the 1960s, the demands of an
expanding state and the growth of planning favored
the emergence of the budget-by-program method. A
decade later, when the first oil crisis put a halt to what
then appeared to be an unstoppable process of state
expansion, the zero-based budget came into being.

Much the same seems to be happening nowadays
with what is known as “performance budgeting.” For
over a decade, this term has been used to describe a
varied set of practices by means of which a number of
governments in the world have sought to ensure great-
er effectiveness in the use of public resources. These
experiences attracted the attention of analysts and
international organizations, which in turn gave rise to
a growing body of literature on the subject. Evidence
of this is that in 2007, three prestigious international
bodies published books on the issue (OECD, 2007;
Robinson, 2007; and Shah, 2007).

But what does performance budgeting (PB) really
consist of? This paper seeks to answer that question
not only in terms of the concept per se, but also from
a practical perspective. The budget is a specific tool,

structured on processes designed to generate deci-
sions with regards to resource allocation over limited
periods of time. As a consequence, any new notion of
what constitutes a budget will only become real once it
is expressed in concrete changes in procedures and
outcomes.

Currently, efforts are being made to establish a re-
lationship between budget formulation and execution
on the one hand and the outcome of the application
of public resources on the other. In order to define PB
in conceptual and practical terms, it is necessary first
to specify what is special about this relationship. With
that goal in mind, the next section of the paper contains
a set of propositions regarding how to translate these
general concepts into actual processes and instruments
that are applicable and verifiable in the day-to-day
practice of public financial management. In particular,
it is proposed that any PB regime consists of at least
four elements, as follows:

i) amonitoring and evaluation (M&E) system capable
of producing information concerning results;

ii) an adjustment of budget decision-making processes
so that they incorporate the information;

iii) incentives capable of guiding public institution man-
agement toward the achievement of results; and

iv) sufficient room for flexibility in institutional man-
agement to allow for the efficient use of public
resources. These four elements may serve as refer-
ents both for governments that are trying to build
results-based budgeting systems and for analysts
attempting to evaluate their performance.

The section titled “Performance Budgeting in the
Developed World and in Latin America” contrasts these
concepts with practical experience accumulated over
the past years in three countries. A study of these expe-
riences confirms not only that there is no uniform PB
method in use, but that in each country the process of

* Manager, Institutional Capacity and Finance Sector, Vice Presidency of Sectors and Knowledge, Inter-American Development Bank.
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adapting and implementing this approach is still evolv-
ing. Further, it is argued that the important differences
observed among these experiences indicate that the
way in which PB is applied in each country depends in
large measure upon the features of its budget institu-
tions, as well as the needs and constraints imposed by
the state’s capability at this point in history.

The paper concludes with some reflections on
the potential of PB in Latin America and on how this
approach and the methodologies derived from it may
dovetail with the fundamental processes linked to the
building of a democratic state and the promotion of
economic and social development. While warning
against the risks involved in attempting to transfer
to Latin American countries the PB methodologies
and techniques employed in industrialized countries
operating in the Anglo-Saxon administrative tradition,
it argues that performance budgeting represents an
opportunity to increase the capacity of states to con-
tribute to the achievement of fundamental development
objectives. The paper emphasizes the importance of
showing respect for the essentially political nature
of the main decisions made regarding the budget, and
allowing technical considerations to inform the politi-
cal process.

The author wishes to acknowledge the participa-
tion of Marcela Guzmén in the elaboration of these
reflections, which are rooted in an effort to improve the
Chilean budget system and the analysis of other Latin
American experiences. However, the opinions set forth
in this paper are the sole responsibility of the author
and in no way compromise the institutions with which
he is currently involved or has been in the past.

What is Performance Budgeting?
Basic Definitions

Many governments in the developed world and in Latin
America currently declare their intention to develop
a system based on performance budgeting. At first
glance, the idea of linking the budget to outcomes in
the application of public resources is an attractive one,
and contrasts with a long incremental tradition in the
formulation and parliamentary discussion surrounding
budgets. That said, and beyond these intuitive notions,
what does performance budgeting really consist of?

The most recent definitions have come from inter-
national organizations that have informed, analyzed
and, in some cases, promoted the concept over the
past few years. Each of these organizations published
specialized books on the subject in 2007. Thus, Marc
Robinson of the International Monetary Fund (IMF)
defines performance budgeting as:

“Public sector funding mechanisms and processes
designed to strengthen the linkage between funding and
results (outputs and outcomes), through the systematic
use of formal performance information, with the objec-
tive of improving the allocating and technical efficiency of
public expenditure.”

In its latest publication, the Organisation for Eco-
nomic Co-operation and Development (OECD), which
has been dealing with the issue for over a decade,
reiterates its 2005 definition regarding performance
budgeting:

“A form of budgeting that relates funds allocated to
measurable results.”

For their part, Shah and Shen, in a book edited by
the World Bank, define performance budgeting as:



“A system of budgeting that presents the purpose and
objectives for which funds are required, costs of programs
and associated activities proposed for achieving those
objectives, and outputs to be produced or services to be
rendered under each program.”

As can be seen, each of these definitions places the
focus on different points of the link between budgets
and outcomes. While Robinson highlights the inten-
tion of achieving greater levels of public efficiency, the
OECD concentrates on the process that attempts to es-
tablish this link. Finally, Shah and Shen emphasize the
logical relation between purposes, objectives, outputs
and resources.

Such nuances notwithstanding, all three studies
acknowledge the existence of differing versions of per-
formance budgeting, ranging from those that stress the
use of information for presentation purposes, to those
that directly and automatically link the activity or the
results with financing.

For the purposes of this paper, | shall adopt a
definition of performance budgeting that in some way
reflects the specific demands upon the budget in
developing countries, acknowledges the political na-
ture of the main budget decision, and considers the
public budget to be a highly structured and regu-
lated process.

In particular, | define PB as a set of methodologies,
processes, and instruments that allow the decision-
making involved in devising a budget to systematically
incorporate considerations regarding its past and future
results into the application of public resources, while si-
multaneously motivating and facilitating the attainment
of such results by public institutions.’

In accordance with the proposed definition, for
there to be PB, it is necessary that four conditions be
met, as follows:

i) comprehensive information exists regarding per-
formance as a basis for the budget preparation
process;

III. The Revolution in Performance Budgeting

i) the budget preparation process is capable of incor-
porating this information into the decision-making
process;

i) the budget system originates from, or is comple-
mented by, a structure of incentives that motivates
public institutions to achieve better results; and

iv) the regulations concerning financial administration
generate the necessary flexibility for resources
belonging to the institutions to be used efficiently
in the effort to achieve results.

One way of facilitating an understanding of the con-
cept of PB is to contrast it with its alternatives —that is,
knowing what does not constitute PB.

This differentiation can be made, in the first place,
by considering certain rather simplistic views of the
idea. For instance, there is a tendency to think that PB
means conditioning budget allocations directly to the
achievement of certain management goals. This no-
tion is inadequate, however, as it ignores the essentially
political nature of budgets, a fact that mandates con-
sideration of the political priorities established and the
commitments made by government in its public policy.
To link resource allocation for particular programs ex-
clusively to the performance of those who administer it
means not only to overlook the priority that the objec-
tives of such a program may have for the government
and the citizens, but also to punish program beneficia-
ries for the failings of its administrators.

Furthermore, conditioning budget allocations to
past performance overlooks the fact that the interest in
formulating the budget centers on what is to be done
with these resources during the coming fiscal year and
not on what happened in the past. While what can be
done with the resources at hand should certainly take
into account past performance, this is not always a
good predictor of future performance. Finally, the
decisions involved in the budget process are not lim-
ited to resource allocation. There is also a review of
the design of public programs aimed at achieving
the government’s programmatic objectives and goals,

1. This definition in good measure corresponds to what Shah and Shen (2007) and the OECD describe as a “performance-informed budget” (PIB).
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where conditions must be established for its execution,
and explicit or implicit commitments made concerning
how resources are to be used. Experience shows that PB
may exert greater influence on these aspects than on
the budget allocations themselves.

Thus, PB does not imply a mechanical conditioning
of budget allocations to past performance. For PB to
function properly it is necessary to structure a discussion
around the budget that integrates information on results,
past and future, into the decisions involved in their for-
mulation and execution.

Along the same lines, PB is not a budget accompa-
nied by indicators or any other information regarding
results. While such information is certainly useful for
reasons of transparency or in order to strengthen the
budget as an instrument of accountability, PB requires
using this information mainly in the budget decision-
making process.

PB can be contrasted with traditional practices and
techniques for budget formulation, meaning incre-
mentalism, budget-by-program techniques (BBP), and
zero-based budgeting (ZBB).

PB shares with BBP and ZBB the objective of achiev-
ing greater efficiency in the allocation and use of public
resources, but differs from the former in that its points
of reference are not the levels of production or activ-
ity, but rather the goals pursued by public policies.
In this regard, PB would appear to be more similar
to ZBB, whose objective is to increase efficacy in the
attainment of policy objectives. It also has in common
the need to work with clear and prioritized objectives.
However, PB takes a substantially more realistic stance
regarding the process of budget formulation, as it ac-
knowledges that it is more than a scientific or historical
process; budgeting constitutes a repetitive “game” that
must be adjusted within a tight timeframe that cannot
be separated from its immediate past, and requires ne-
gotiations and agreements in order to be truly effective.

Based on the foregoing, we may conclude that PB is
based upon, and in large measure exploits two essential
features of the budget instrument. The first is that the
budget, while it must respond to programmatic priori-
ties and commitments that are politically determined,

allocates resources to organizations and programs that
reflect technical-institutional vehicles by which to reach
certain results. PB is mindful of that distinction and
lays emphasis on results and on the capacity to exert
influence upon the functioning of institutions and pro-
grams, without attempting to delve into terrain that is
fundamentally political.

The second feature exploited by PB is that budgets
are, in essence, a repetitive game, structured around an
annual fiscal cycle in which pretty much the same ac-
tors participate year after year. They negotiate and make
decisions during the same time periods regarding
the budget for the coming cycle. PB seeks to influence
the rules, the information, and the contents of this
process, in such a way that the incentives and learning
process inherent to a repetitive game allow for en-
hancing the outcome. PB, then, involves a gradual
and cumulative process of improvement. For this very
same reason, it requires perseverance and a systematic
approach if it is to have a real impact.

Components of Performance Budgeting
Information on Performance

The functioning of a PB system requires sufficient and
timely information to undergird the set of decisions
involving the budget. This information must be gath-
ered in the regular and systematic fashion demanded
by such a structured routine as is budgeting. In order
to provide such information, many countries have set
up veritable information-generating arrangements,
usually referred to as monitoring and evaluation (M&E)
systems.

Such systems have become a fundamental com-
ponent in modern public administration, capable of
conciliating effectiveness and transparency in the man-
agement of institutions, policies, and public programs.
In fact, they have become a fundamental element of
the reform processes undertaken by countries with
different administrative traditions and varying levels of
development.



Even when an M&E system might be justified mere-
ly on grounds of transparency, as a response to the
obligation of informing citizens and their representative
bodies on the use of public resources, in practice its
objectives and applications go much further. In particu-
lar, it highlights the importance that the latter be linked
to decision-making, whether at the programmatic, in-
stitutional, or governmental level. For this reason, the
fundamental requirement for an M&E system is that
it be capable of providing pertinent, timely, summary,
and reliable information on the different dimensions
and spheres of performance in public management for
decision-making purposes. Given that there is not one
single type of information that brings together all these
requirements, the M&E system must be structured as
real systems, meaning that they consist of several in-
struments able to provide the answers needed in key
public management processes.

Thus, the monitoring instruments allow for regu-
lar follow-up on the performance of institutions and
programs at the level of processes and outputs. The
evaluations serve to establish the link between such
outputs and the achievement of the ultimate objectives
of public policies and programs.

M&E systems are essentially management instru-
ments that can be considered part of the state control
infrastructure, insofar as they are internal control struc-
tures, administered by the executive branch itself, as
well as merit control methods that oversee the achieve-
ment of objectives and goals set by the political process.
Monitoring and evaluation are parts of the management
of an organization, and thus also of the public sector,
given that they provide information useful for govern-
ment decision-making, regardless of the entity at which
this occurs.

From this central objective, five values basic to an
M&E system can be derived, as follows:

i) Pertinence. The information provided must be
relevant to the well-founded decisions being made;

ii) Veracity. The information delivered must corre-
spond to the reality (even if partial) of the project,
program, or institution being evaluated;

iii) Opportunity. The information must be provided in
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a timely manner, at the moment it is needed in the

decision-making process;

iv) Legitimacy. The information and the judgments pro-
duced by the system must be respected by relevant
actors and serve to shore up the decisions that are
based on them; and

v) Efficiency. The information must be furnished at the
lowest possible cost.

M&E systems are concrete constructions, struc-
tured on instruments, procedures, and applications
that reflect the balance of values described above.

As concerns instruments, these systems can be
based on performance indicators, evaluations, and stan-
dards. Procedures may be organized in the shape of
external or internal analyses, whether reserved or public.
The applications may feed into sectoral or budget-
related decisions, as well as into the formulation of plans
and programs.

The two main instruments of an M&E system are
performance indicators and evaluations.

The performance indicators reflect mathemati-
cal algorithms or measurement formulas that provide
a quantitative assessment of performance. However,
by themselves they do not explain the results. These
indicators answer the question regarding how the per-
formance of a program or institution is evolving: its
referent is the immediate past and the commitments
established as goals to be measured.

Through these indicators, it is possible to periodi-
cally monitor performance or results from different
perspectives, such as efficiency, effectiveness, and
economy, as well as the spheres of process and output
control, intermediate and final outcomes. In practice,
these are easier to obtain in the sphere of processes,
outputs, and intermediate results, and constitute a use-
ful instrument for internal systems used to monitor the
programmatic management of institutions, although
it is also possible to incorporate those most relevant
to budget process analysis.

The most prominent constraint in respect to perfor-
mance indicators is that they give no indication of what
causal relations may exist between activities and the
components of a particular program (design elements),
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their management processes and the results observed.
This limits the feedback needed to improve performance.

For their part, the evaluations consist of studies,
exams, or technical reviews. Based on sets of organized
information related to each other according to a meth-
odological framework, these seek to build assessments
of specific aspects in a particular sphere of activity in
public policy and find explicative factors for these as-
sessments or evaluative judgments.

Evaluations are thus different from monitoring
processes. The latter tend to be part of internal pro-
grammatic management processes, more regular and
carrying out measurements by means of indicators,
mainly concerning processes and outputs. Obviously,
monitoring and evaluation complement each other and
are both indispensable to improving the quality of insti-
tutions and the programs they implement.

Adjustment of the Budgeting Process

As has been pointed out earlier, a PB is far more than
a set of performance indicators. It implies, in reality, a
change in the way of thinking and acting in public ad-
ministration, in the behavioral functions that guide
the processes of making decisions and taking actions
among politicians and bureaucrats, and ultimately in
the quality and nature of oversight relations that are es-
tablished between the executive branch, the legislative
branch, and civil society.

In this regard, a systematic analysis on how to
advance toward results-based management (RBM), par-
ticularly as concerns the effectiveness of the development
process, must include, among other things, the specific
modification of current interrelationships between
i) the budget system, the planning system, and the

establishment of government priorities in the short,

medium, and long term;

ii) the budget system and the other systems that
make up the government financial administration
—treasury, debt management, and accounting; and

iii) the budget system and management administra-
tive systems such as procurements, contracting,
and personnel.

Management for results ultimately implies that
the state, its authorities, policies, public administration,
and civil society sensibly introduce to their decision-
making processes, the results of their actions and their
alignment and progress towards the achievement of
the objectives they wish to maximize by means of public
policies.

This is why the effectiveness of development is
linked to the articulation of the budget process with
other administrative systems on which the state oper-
ates. These relations encompass harmonizing priorities;
allocating the budget and resources at the micro-
institutional level; determining how these are related
to medium and long-term priorities —the process of
governmental planning at both the macro-global and
meso-sectoral levels; evaluating how the funds are to be
disbursed and how these mechanisms affect the vary-
ing degrees of freedom with which managers administer
the resource (treasury system); determining the incen-
tives an administration has to cease focusing only on
procedures and, instead, also concentrate its actions
on the achievement of results (personnel system); and,
finally, recognizing the costs of public actions and the
way in which spending is recorded on an accrual basis
(accounting system).

The budget is a structuring process of public sec-
tor management, because its operation constitutes the
common ground for several administrative processes
that are essential to the functioning of the state as an
organization. The existence of this set of processes in-
corporated in the budget cycle means that in practice
the link between budget and result can be established
at several levels and in different ways, not only by means
of resource allocation.

Among these alternative applications are:

i) the generation of public information concerning the
purpose, goals, and standards committed to the
use of public resources, and the results of its past
applications;

ii) sectoral programming in ministries and public in-
stitutions, linking their activities, resources, and
goals;



ii) the design, adjustment, and implementation of
programs and projects geared toward reaching pro-
grammatic objectives and goals necessary to justify
budget proposals;

iv) the conditioning of resource delivery to compliance
with certain prerequisites related to its design and
preparation;

v) the establishment of performance agreements by
means of which goals and/or processes to which a
ministry or agency has committed for the fiscal year
are specified;

vi) the signing of formal contracts between ministries
and entities or between entities and private agents
regarding levels and standards for the delivery of the
services required in exchange for resources from
the budget;

vii) the testing on the market of the costs of providing
certain inputs, processes, or services;

Figure 12. The results-based budgeting system
in the budget cycle
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viii) the application of performance-related retribution
and recognition schemes, such as incentives, mone-
tary or otherwise, but in any case with a fiscal cost;
and

ix) accountability to citizens or their representative or-
gans regarding the results obtained as an output of
the application of public resources.

As Figure 12 illustrates, these applications may op-
erate in different phases of the budget cycle. Thus, the
budgeting process may be conceived of as a sequence
of work cycles. Each has a specific objective, commits
specific actors, requires a set of inputs, and generates
concrete outputs. These, in turn, constitute inputs for the
work cycle in the next phase of the budgeting process.

Experiences such as those of Australia, New Zealand,
and Chile indicate that the implementation of a PB
system may require significant changes in the method-
ology and procedures corresponding to key phases in
the budget process.

Commitments
Goals
Conditions
Information Approval Agreements
Goals Contracts
Goals Incentives
Plans Formulation Execution Sanctions
Programs Statistics
Evaluative judgments Evaluation Public reports
Adjustment needs Accountability
New priorities Audits
Market testing
Performance

evaluations
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Incentives for Public Institutions

The implementation of these new instruments and
processes around the budget, and the demand for
more interaction between agencies, has made finan-
cial administration more complex. In response to this
situation, it is necessary to create mechanisms and
incentives that promote a new and more adequate in-
tegration between the different system components.
The linkage with these agencies through contractual or
semi-contractual mechanisms, as well as the establish-
ment of economic and non-economic incentives, are
concrete expressions of the foregoing.

To recognize the need for an incentives scheme that
motivates cooperation in public institutions, is one of
the significant contributions made to policy design and
public management systems by the new institutional
economy. This approach is founded on the acknowledge-
ment that organizations and persons do not function
only according to regulations, but rather respond to
motivations linked to their own organizational and per-
sonal objectives. Officials participate in public entities
motivated by the search for professional fulfillment,
recognition, identification with the organization’s goals,
economic security, or, quite simply, a salary. If the orga-
nization is not capable of recognizing these motivations
and using them for its own ends, it is bound to operate
inefficiently, due to its incapacity to mobilize its organi-
zational resources in accordance with its potential.
What is more, it risks being captured by special interests
or being destroyed by entropy.

A good incentive system must, therefore, under-
stand the existence of diverse motivations and proceed
to align them with institutional objectives. Insofar as
these motivations are not based exclusively on income,
an incentive system is not necessarily synonymous
with economic stimuli.

Depending upon the main factor on which the de-
sired conduct is based, the incentive system currently
applied in the public sector can be grouped into four
large categories:

« Recognition. Belonging to a prestigious institution
may be a source of compensation for its members.

The recognition of institutional achievements can
be transformed into a powerful incentive mecha-
nism if officials are committed to and identify with
the successes of the institution. To that end, it is
fundamental that the recognition mechanisms be
legitimate.

« Transfer of responsibilities. The transfer or devolu-
tion of responsibilities from the central level to the
implementing agencies may be perceived by the
latter as a sign of trust, while affording them greater
quotas of power. For this reason, it can be conceived
of as an institutional incentive. Perhaps this type
of scheme is the one with the greatest potential in
terms of improving management, but at the same
time it is the most complex to implement.

« Economic incentives. In theory, the incentives that
operate through the remuneration system, whether
individual or institutional, can promote an improve-
ment in performance, as long as they are able to
overcome the practical barriers that emerge dur-
ing implementation. That said, economic incentive
schemes run the risk of losing credibility if they do
not discern among different levels of performance
and achieve legitimacy in the eyes of those involved.

- Dissemination of results. Another way of encour-
aging public institutions is by providing adequate
and timely information on results regarding the
organization that is being managed. This can be un-
derstood as a type of acknowledgement of what has
been achieved in terms of public resources adminis-
tration. Exposure to public scrutiny is an especially
important source of stimuli and sanctions in public
administrations that have historically had only a
distant relationship with citizens.

Flexibility in Financial Management
of Public Agencies

A rigorous examination of the functioning of budget
systems in several countries indicates that they not only
fulfill an economic and political-institutional function,
but also a managerial one. In effect, the way in which
budgets are formulated and executed significantly



conditions the performance of state agencies or public

entities. The budget system exerts influence on the

management of state agencies by:

i) providing a financial foundation for their functioning;

ii) generating incentives for institutional performance
based on how resource allocation decisions are
made; and

i) regulating the way in which agencies may use the
resources allocated in the budget.

In respect to this third dimension, regulations deal-
ing with the financial administration of states normally
cover issues such as the arrangement of the institu-
tional budget, the availability of cash, the transfer of
resources between budget items and fiscal years, pro-
curements and contracting, contingencies, control of
administrative acts, accounting, and accountability.

The existence of this set of controls and the specific
shape they take are a product of the demand for trans-
parency and predictability regarding actions taken by
the administration, but also reflect the levels of mistrust
in the capability and honesty with which institutions
administer their resources.

Regulation of the financial administration of state
agencies are part of the broader picture concerning reg-
ulation and procedures that were identified in the public
management bureaucratic model, and have been the
target of scathing criticism over the past twenty years.
For this reason, the reforms applied in developed coun-
tries during the past few years with the aim of promoting
more results-oriented management have included a
review, or even scrapped, some of these regulations.

Among the main measures in this regard were the
following:

i) the aggregate of operational spending in institution-
al budgets, which allows for greater flexibility when
reallocating resources within the institution itself;

ii) multiannual financial programming in order to
extend the planning horizon of program and institu-
tional planning;

i) the transfer of institutional budget resources be-
tween fiscal years, whether to advance or postpone
fund disbursements;
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iv) the flexibility of cash availability, while maintaining
legal budget restrictions;

v) the creation of centralized funds or reserves for con-
tingencies; and

vi) the devolution of responsibilities for procurements
and the contracting of personnel.

In some countries, these initiatives were linked
to the establishment of a special type of organization,
known as “executing agencies.” The agencies were keyed
to the implementation of policies and programs, and
had greater administrative autonomy for doing so. They
were also accountable for outcomes.

It can therefore be said that the budget provides the
material base for the operative management of govern-
ment agencies. This type of results-based management
requires, in the first place, a stable and predictable fi-
nancing base, and secondly, the flexibility to administer
the resources of that base in such a way that institu-
tional objectives and goals are met.

Performance Budgeting in the Developed
World and in Latin America

Performance Budgeting in Developed Countries

The first notions of PB emerged in the late 1980s among
developed countries. The most well-known experiences
are those of the United Kingdom, New Zealand, Australia,
and Sweden.

In these countries, the linkage between budget and
results is expressed in:

i) the devolution of financial authority to executing
agencies, as reflected in the structuring of more ag-
gregated budgets and powers to reallocate funds
among alternative uses and budget years;

ii) the massive and systematic generation of informa-
tion on performance, in the shape of indicators and
different types of evaluations;

i) the adjustment of public accounting from a cash to
an accrual basis; and

iv) the link between resources and results through
semi-contractual mechanisms as a definition of
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frame documents, the preparation of performance

agreements, and the signing of contracts among

ministries and agencies that specified commit-
ments and goals regarding outcomes.

As mentioned earlier, the implementation of PB
in developed countries was not an isolated phenom-
enon, but rather formed part of a wider reform process
guided by the New Public Management approach. This
approach emerged as a response to the crisis of the bu-
reaucratic state organization model and the fiscal crises
of the 1980s, and aimed at granting more power to pub-
lic officials —now called “managers”— in exchange for
their taking more responsibility for the achievement of
results. The reforms included not only adjustments to
their budget systems, but also:

i) the transfer of executive functions to agencies en-
dowed with greater administrative autonomy;

ii) the development of management and accountability
control systems; and

iii) the treatment of users as customers, endowed with
demandable individual rights.

To be sure, the New Public Management approach
is not applied equally in all countries, nor with the same
zest. For example, it is carried out more forcefully in
countries with a British administrative matrix, while in
France, it is applied only to administrative decentraliza-
tion policies. In the United States, on the other hand,
the link between the approach and private management
theories is extreme. In the northern European countries,
its impact is more limited because their institutional
structure historically included a considerable degree of
devolution of executive responsibilities to autonomous
agencies.

Thus PB may be considered part of a wider move-
ment toward results-based management, where it is
needed in order to complete the autonomy-accountabil-
ity-resource allocation chain.

Performance Budgeting in Latin America

In Latin America, the concept of performance budget-
ing not only arrived considerably later, but for a different
reason than in the developed countries. In effect, the
countries in the region are characterized by having pre-
bureaucratic states, in which the problems associated
with influence peddling, centralism, and informal ad-
ministration are more relevant than those concerning
the inadequacy of a particular administrative model. In
this reality, the interest in the concept of PB appears to
be motivated by the search for ways in which to improve
the performance of public resources after years of fiscal
adjustments and a reactivation of social demands.

In general, the efforts to apply PB in Latin America
have been defined by theirimplementation as structured
processes, incorporated early on into the legislation as
fiscal responsibility laws or reforms to financial adminis-
tration laws, while its practical application concentrated
on the building of financial management information
systems and the preparation of performance indicators.
Unlike in developed countries, these experiences gen-
erally have not been accompanied by adjustments to
the organic structures, the devolution of authority, or
changes in management practices.

The relative delay found in developing countries
—and those of Latin America in particular— in building
the institutions inherent to a bureaucratic state, provide
a setting and motivations that are substantially different
as regards reforms in public management and budgets.
These differences are summed up in Table 50 below.

In terms of the relationship between transparency
and effectiveness, countries in Latin America that start
from a pre-bureaucratic institutional reality have the
possibility —and face the challenge— of advancing
both in terms of transparency and effectiveness. How-
ever, their more precarious institutions also increase
the risk that setbacks will take place along the way.

These opportunities and risks are also present in
public financial management. As indicated in Table
50, the gap between resources and needs in the region
transform financial management and the budget into
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Table 50. Context for reform of budget systems in developed countries and in Latin America

Developed Countries Latin America

Prevailing political system
Administrative tradition

Size of state
(public spending/GDP)

Dependency upon natural resources
(participation in fiscal revenues)

Population living in poverty

Elderly /
working age population

Transparency
(avg. position in TT ranking)

Pressure for change
Strategic challenge

Main objectives

Means

Requirements

Key decision-making processes

Parliamentary
Bureaucratic

45%

2%

7%

36%

3

Crisis of the bureaucratic state
Effectiveness
Maintain standard of services,
comply billions commitments,
respond to individual needs
Empower public managers
Responsibility, accountability

Internal contracts, departmental
plans, international agreements

Presidential
Personal influence and patronage

22%

15%

23%

9%

69

Development needs
Legitimacy, trust
Reduce poverty and inequality,
increase competitiveness,
transparency, and dependability
Create public managers
Governance, motivation

Planning, budgeting, passage of
changes to the legislation

a central component rather than an appendix of state
reform. Latin American countries cannot, however,
simply rest on the expansion of areas of flexibility in
financial management for public managers, because
they are not yet fully trained, nor exempt from the risk
of incurring practices based on influence peddling or
patronage. For this reason, the financial management

reform agenda and the very concept of PB cannot be a
simple reproduction of what has thus far been observed
in developed countries.

In Latin America, the countries have become used
to regulating the financial management of public agen-
cies in a far more detailed manner than is the case in
developed countries, due in large measure to the higher
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degree of mistrust toward managers. Nevertheless, it

is likely that the greatest problem for institutions is not

these regulations, but the high volatility of institutional

budgets. It is common that:

i) the budget proposal sent by the executive branch
undergoes significant changes in the legislature;

ii) once the budget is passed, the executive branch
again modifies it significantly; and

ii) continues to change it in the course of its execu-
tion, because of the volatility in fiscal income,
changing priorities, and programming errors. Some
countries that have faced important restrictions in
respect to liquidity even manage budget execution
directly from the Treasury, thus rationing it based
on availabilities.

Some Latin American Experiences
Chile?

The PB system in Chile was inserted into a budget sys-
tem marked by a high degree of institutional hierarchy.
This is expressed in the fact that the executive branch
concentrates most of the power over public resource
management, while the Congress has only scarce pow-
ers it can use to modify temporary legislation proposals
(the budget), or for that matter permanent laws re-
garding financial matters. Within the executive branch,
regulatory powers over financial administration are, for
the most part, concentrated in the Ministry of Finance.

This concentration of powers is, in turn, accom-
panied by a clear identification of executive branch
responsibilities for public finance management vis-a-vis
the community. With the aim of avoiding the perception
that this concentration of powers is merely discretion-
ary, and to reduce uncertainty among economic agents,
the authorities have rolled out a set of mechanisms
intended to strengthen executive branch accountability
and fiscal transparency before the citizenry.

In Chile, the PB system was first introduced in the
mid-1990s, and reached significant levels of progress
and consolidation in the first decade of this century.
Currently, it is made up of a set of information and
expenditure evaluation instruments. These instruments
and processes are expressly geared towards ensuring
that evaluative information is taken into account when
making decisions on the allocation and application of
public resources. For this reason, the establishment of a
PB system has meant adjusting the budget process and
its institutions.

The set of instruments currently being applied in
Chile include the following:?

« A national investment system that includes a social
evaluation of all public sector investment projects
and the incorporation of those projects that satisfy
minimum profitability rates to an integrated proj-
ects bank. These then become eligible for financing
with budget resources. This system began to be
applied in the 1980s.

« A system of performance indicators, made up of
approximately 1,500 indicators distributed among
136 institutions, with their respective annual goals.
These indicators encompass dimensions such as
efficiency, efficacy, economy, and quality (the latter
can also be incorporated into the efficacy dimen-
sion), and take into account the various phases in
the process of generating value in the public sector.

« An evaluation system that has evaluated over 200
programs and 21 institutions since 1997. These
evaluations are carried out by panels of experts and
independent consultants, selected through a pub-
lic competitive process. The evaluations take place
based on pre-established methodologies and are
followed up through agreements that specify the
measures to be taken by executing agencies in re-
spect to incorporating the recommendations made
by the evaluation team.

« Management improvement programs, which consti-
tute an original system of benchmarking administrative

2. For evaluations of the Chilean experience by external observers, see OECD (2004), World Bank (2005), MacKay (2006), and Zaltsman (2006).

3. For a more detailed description of this background information, see Guzman (2005).



systems. Based on these, bonuses for institutional

performance are awarded to personnel at central

government institutions. This system is based on a

uniform matrix for all institutions that identify

stages of development at 11 systems in seven man-
agement areas.

« A competitive common fund of public programs
applied from 2001 to 2003, for the purpose of in-
creasing efficiency in resource allocation. This was
achieved through the evaluation of proposals for the
allocation of incremental funds in the budget, for-
mulated based on a logical framework methodology.
The form continues to be used when introducing
budget initiatives, as well as in significant and pre-
determined numbers for certain types of projects.

« Comprehensive management balances, which were
set up as a mechanism for mandatory accounting
for all central government institutions. These bal-
ances must be issued in April of each year in order
to reflect budget execution and compliance with
the various goals and commitments in force at the
institutions during the previous year.

The unfolding of the Chilean PB has required persis-
tence over time and reflects an essentially evolutionary
approach, in which instruments are added on gradu-
ally, demands on institutions increase over time, and
the fundamental public routines are adjusted. As part of
the process, there has been growing involvement by the
Congress, opinion leaders, and the press. Nonetheless,
it took years until the various actors in the executive
branch governing entities began to take the evaluative
information into account and use it. Likewise, the intro-
duction of the system has been based fundamentally on
already existing administrative powers, with the legisla-
tion being used to consolidate and deepen the process
rather than to initiate it.

After more than 10 years of this effort, the main
achievements of the Chilean PB system are as follows:
« The system is fully operational and encompasses all

central government institutions. It has moved be-

yond the design and experimentation stages, thus
allowing for an evaluation of its functioning and
results.
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In addition, it contributed to the application of the
agenda of President Lagos’s government, which was
marked at the outset by a major external shock that
considerably reduced the availability of resources
in relation to what had been planned. In this con-
text, the PB system supported the reallocation of
resources and the effort to increase their yield. This
contributed to the administration’s meeting its main
policy goals and allowed it to complete its period in
office with public finances in order and high citizen
approval ratings.

The introduction of the system over time has sup-
ported decision-making, particularly concerning the
budget process. This, in turn, has meant not only
the adjustment of requirements and the informa-
tion opportunity generated by the system, but also
an adaptation to the process of budget formulation,
discussion, execution, and evaluation. Such adjust-
ments constitute meaningful achievements in the
incorporation of new practices that are fundamental
to the functioning of a PB.

As an expression of the foregoing, a reasonable
coupling between the budget process and the gov-
ernment planning process was achieved. The former
is coordinated by the Budget Directorate at the Min-
istry of Finance, the latter by the Ministry-Secretariat
of the Presidency. Both processes are reasonable
substitutes for government planning, which was
discontinued in the mid-1970s.

All the information produced by performance bud-
geting is public. The information is used not only
when making decisions, but also for purposes of
accountability to citizens.

The system is simultaneously based on a number
of different instruments, seeking complementarity
in the type of evaluative information these generate.
Likewise, several of these instruments provide each
other with mutual assistance, thus in part avoiding
the risk of overloading the institutions that gather
information.

While the system can be described as highly central-
ized, due to the governing role played by institutions
such as the Budget Directorate, the Ministry of
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Planning, and the Ministry-Secretariat of the Presi-
dency, it is based on a network of experts and there
is a systematic effort at dissemination and training
at the institutional level.

Along with these achievements, the Chilean expe-
rience is also characterized by a number of limitations
and challenges. Among these, the following stand out:
« There is insufficient definition of the strategic goals

linked to the final effects being pursued by govern-
ment actions. Thus, the application of performance
indicators is centered mainly on outputs. This fea-
ture reflects a bottom-up perspective on public
action analysis, in contrast with the top-down ra-
tionale typical of planning models. Recognizing the
advantages and disadvantages of both models,
it is likely that a combination of both would be
more appropriate.

« The high degree of centralization means that the
development of capacities and the integration of
instruments at the institutional level is still insuffi-
cient. Thus, in some institutions the administration
of management control instruments is allotted to
different officials or units, thus limiting the involve-
ment of high-level authorities. In more general terms,
it can be noted that some areas in the system are
growing, mainly due to stronger commitments by
the ministries to control the management of the
services their different units deliver.

To sum up, it may be deduced from the foregoing
that in the PB concept guiding the Chilean system, the
information regarding performance not only accom-
panies the budget, but also is directly integrated into
it, while avoiding the pitfall of mechanical relations in
budget allocations. As this is a more complex challenge,
the available evidence indicates that the objective has
been met in a satisfactory manner, although there are
still areas in which undoubtedly there is room for im-
provement. The Chilean experience demonstrates that
it is possible to establish a world class PB system in an
emerging country, but that this requires consistency
and perseverance over a long period of time.

Colombia

The efforts to link public management to results in
Colombia can be traced back to the second half of the
1990s, with the creation of the National System of
Evaluation and Results-Based Management (Sinergia).
This system has fundamentally guided the evaluation of
public programs, with the goal of feeding information to
the national planning system.

Under the evaluation system prevailing in Colombia,
the ministries carry out impact evaluations coordinated
by the National Council on Economic and Social Policy
(CONPES), following directions emanating from an
inter-ministerial committee. This committee defines
methodologies, assigns responsibilities, and receives
results. The evaluation system is a responsibility of the
National Planning Directorate (DNP).

Since its creation in the late 1990s, Sinergia has
undertaken several dozen evaluations, obtaining in-
formation valuable to the central government in the
formulation of public policies and the design of pro-
grams. More limited, however, has been the system’s
impact on the allocation of resources in the budget
process.

In good measure, the difficulties faced by Sinergia
in exerting influence on budget decisions, are derived
from the rigidities that characterize the financial ad-
ministration system in Colombia. These rigidities have
three fundamental causes. The first is the thoroughgo-
ing process of decentralization promoted by the 1991
Constitution, by virtue of which a high percentage of
fiscal resources are automatically transferred to sub-
national governments, which, for their part, are not
made to account for how they use these funds under
the same conditions as the central government must.
The second source of rigidity —as well as of coordina-
tion problems— comes from the division of the public
budget into two components: an investment budget,
which also includes high-priority public programs un-
der DNP responsibility; and an operating budget that
includes operations and other recurrent expenses,



which is a responsibility of the Ministry of Finance.
A third cause stems from the influence exerted on
budget resource allocation by other branches of govern-
ment. In the case of the judiciary branch, these reflect
findings by the constitutional court, based on the inclu-
sion of policy priorities established as citizen rights in
the 1991 Constitution. As for the legislative branch,
decisions relate to the creation of benefits that are fi-
nanced by certain tax revenues.

The lack of a link between Sinergia and the bud-
get led to the weakening of the instrument in the early
1990s. However, the system revived under President
Uribe, who used it as a fundamental source of support
in providing citizens with information on government
activities. With a view toward strengthening this func-
tion, the Government Goals Information and Follow-up
System (SiGob) was created. It generates performance
indicators to which the public has access. Currently, the
president uses the information intensively in weekly
public meetings, which lends it a high public profile.
Even so, the link between the system and the allocation
of resources continues to be weak.

For these reasons, the government is currently
working on strengthening Sinergia, extending moni-
toring and evaluation to subnational governments
and institutionalizing its linkage to the budget. Among
the main initiatives being considered in order to reach
these aims are:

i) the diversification of evaluation methodologies;
ii) the creation of joint work entities between the

DNP and the Budget Directorate at the Ministry

of Finance;

iii) the rationalization of the various existing informa-
tion systems and their respective data bases; and

iv) the development of methodologies applicable at
the sub-national level.

III. The Revolution in Performance Budgeting

Mexico

During the past few years, Mexico has worked to
develop a results-based budget (RBB) whose most im-
mediate referent are the budget system reforms (RSP)
that got under way in 1998. These reforms sought to
devise a budget that would adopt techniques that,
until then, were considered to be peculiar to the private
sector —such as strategic planning, customer service
systems, performance indicators, and administration
by objectives.

The reforms were introduced as one of the strate-
gic lines in the 1995-2000 National Development Plan,
with the aim of increasing efficiency in the use of public
resources for the benefit of the country’s development.
This strategic line was part of the sectoral program titled
National Public Modernization Plan (ProMaP), which
set forth concrete objectives and strategies intended to
improve the efficiency of public services delivered to citi-
zens. The RSP included among its components a new
programmatic structure (NEP), whose purpose was to
redefine the categories and programmatic elements in
order to align the strategic functions of the federal gov-
ernment with the programs, activities, and objectives
described in the National Development Plan. The RSP
began to be implemented in 1997, by means of a set of
pilot programs to which more branches had been add-
ed. In 1998, a process of budget deregulation got under
way using performance agreements.

During the 2000-2006 period, the federal adminis-
tration kept the NEP in place and decided to implement
two unfinished RSP projects: the Performance Evalua-
tion System (SED) and the Career Professional Service
(SPC). The program structure was refined and im-
proved and the budget process was transformed into
a comprehensive programming and budgeting process
(PIPP). Progress was also made in budget deregulation
by simplifying the number of provisions in the Budget
Regulations Manual.

Parallel to this, the Fox administration introduced a
presidential goals system, through which the heads of
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agencies or public organizations committed themselves
to comply with performance goals by signing an agree-
ment. These goals were set jointly by the presidency
and the agency in question. Based on the result, the
agency was held accountable, if it failed, and rewarded
with bonuses if it attained the goal. These goals were
set independently from the budget system, and thus
could not be linked to performance. In fact, on occa-
sion there were contradictions between the budget and
presidential goals.

Perhaps the greatest advance in the budget system
during that six-year period was the passage in 2005 of
the Federal Budget and Financial Responsibility Law.
This piece of legislation allowed for systematizing and
rationalizing a set of regulations that had been included
in the Budget Expenses Decree since the late 1990s, as
well as structuring a coherent regulatory framework for
financial administration in public administration. The
law expressly notes the link between results and the
budget as one of the purposes for having a financial
administration system.

The reforms promoted in Mexico since the late 1990s
took place in a setting of political change and govern-
ments without a parliamentary majority. This led to
congressional initiatives aimed at demanding more in-
formation and accountability from the executive branch.

Toward the end of President Fox’s six-year term,
multiple information systems coexisted. In addition,
there were at least three indicator and two evaluation
systems in place. Despite this, there was little evi-
dence that the information generated was being taken
into account by the Federal Public Administration when
time came to make decisions, including on the budget.
It can therefore be said that the emphasis placed
on technical definitions, programmatic structures, and
indicators contrasted sharply with the practice of incre-
mentalism when making budget allocations.

For their part, the demands for information coming
from the central level came up against public agencies
with relative autonomy and significant technical capaci-
ties. This translated into a defensive attitude by these
agencies, which routinely complied with the information
delivery requirements, but kept parallel programming

and management control systems that were consider-
ably more sophisticated.

The current efforts to consolidate the RBB system
in Mexico are geared toward rationalizing and simplify-
ing M&E, using the systems in a constructive relation
between the central level and the agencies, and adjust-
ing the budget process. The initiatives currently being
carried out encompass four work areas:

i) structuring an integrated M&E system;

ii) adapting the budget process so it incorporates
information on results;

i) strengthening incentives for agencies; and

iv) adjusting regulations on financial management to
facilitate the achievement of results in the agencies.

It can thus be noted that even as the Latin Ameri-
can experiences in PB are in a state of full development,
certain features can already be distinguished that dif-
ferentiate them from those in the Anglo-Saxon world.
Of these, it is worth underlining four in particular. The
first refers to the centrality of budgets as the coordinat-
ing and organizing mechanism of public management.
In the experiences of the three Latin American countries
studied, it can be observed that the budget occupies
a prominent space in the functioning of the public
apparatus. It therefore bears responsibility for ob-
taining the maximum possible yield from the limited
resources available. This centrality of the budget is in
turn expressed in strong budget authorities, with the
capacity to promote major reforms or hinder the best-
intentioned efforts at change.

The second feature is the importance of planning
as a guiding process for medium-term government
actions. Both in Mexico and in Colombia, the National
Development Plan provides the fundamental framework
of objectives and goals for the medium term, which are
then related to the allocation of resources and produc-
tion of goods and public services through the budget.
Chile is a notable exception to that norm, which may
explain the bottom-up orientation of the management
control system linked to the budget. The predominance
of development plans, the budget, and the possible
rivalry this generates in respect to the planning and pro-
gramming exercises at the ministerial level makes it so



that the latter play quite a limited role in the operation
of PB systems in Latin America. This constitutes a fac-
tor that restricts its effectiveness and sustainability in
the long term.

The third feature is the growing importance of evalu-
ations in the three Latin American experiences reviewed.
While in the developed countries evaluation has played
a secondary role in the results-based management
and budgeting models, in Latin America these appear
to be gaining space in the structure of its PB models.
The importance placed on evaluation probably reflects
two factors: for one, the centrality of the budget func-
tion and the search for instruments that facilitate the
reallocation of resources; and for another, the distrust
of central organizations in the executive and legislative
branches toward the sectoral entities and executing
agencies.

Finally, attention should be drawn to the scarce
advances made in the three countries analyzed in re-
spect to the devolution of responsibilities to executing
agencies. This situation also stands in contrast to the
experiences in developed countries, where the New
Public Management approach has prevailed. This, no
doubt, is due to the existence of practices based on
patronage and deficiencies concerning transparency
that are typical of Latin American states. This situation
makes it risky to grant more responsibilities and areas
of flexibility to public managers.

From Fashion to Paradigm

A number of lessons relevant to the development of PB
systems in the region can be inferred from the analysis
and review of the literature on the subject, both in its
technical-conceptual aspects and that of international
experiences. Among the most important such lessons,
the following stand out:

« PB has gone from being a lofty ambition to having
a concrete expression in a significant number of
countries, based on the development of a set of in-
struments expedient for intervening in fundamental
programming, budgeting, and execution processes.

III. The Revolution in Performance Budgeting

An effective PB model requires four fundamental
elements:

the development of broad performance M&E sys-
tems in public institutions;

an adjustment of the budget process in order to
incorporate the information on results into deci-
sion-making;

the elaboration of institutional mechanisms capable
of motivating management to work toward the
attainment of results; and

the generation of areas of flexibility in financial
administration that facilitate the management of en-
tities so the desired outcomes are achieved.

From the foregoing it can be inferred that PB implies
an effective link between the information on perfor-
mance and decision-making. However, the precise
shape such a vehicle might take and its specific
weight in each of the four components of the sys-
tem must be such that it is capable of responding to
the institution and reality of each country. This
is borne out by the existence of alternative PB
models in the different countries where it has been
implemented.

The specificity of the PB model to the reality of each
country is also reflected in the main experiences
thus far in the Latin American countries. When it is
applied to states that have not yet reached the same
level of maturity as its political systems and bureau-
cratic structures, reforms must be able to combine
an emphasis on effectiveness, which is typical of the
New Public Management approach, with additional
advances on matters of transparency.

In order to implement a PB system it is necessary
to motivate changes in the behavior of the agents
intervening in the budget process. To that end, it is
necessary to intervene in the various sub-processes
and stages of the budget cycle.

PB achievements are related mainly to transforma-
tions in the organizational culture of the states.
In order to produce these changes, all practical
experiences have required an extensive implemen-
tation process, as well as complementary reforms of
public financial administration, planning systems,
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public accounting, and the distribution of manage-

ment responsibilities, among others.

« The extent and depth of these conversions do not
necessarily call for a comprehensive plan capable
of accounting for every detail in the model and its
implementation process. Rather, conceptual clarity
is required regarding the objectives being pursued
and the capacity to evaluate and make corrections,
as needed, once under way.

These observations suggest that the differences de-
scribed in the design and implementation of the most
advanced PB models in Latin America reflect not only
differences in the level of sophistication of these mod-
els or the stage of development of a particular country,
but also the structural inequalities in the public man-
agement and budget framework. This should serve as a
warning about the risks involved in attempting to trans-
fer to Latin American countries the PB methodologies
and techniques of industrialized countries operating
in the Anglo-Saxon administrative tradition.

In those states in which the main concern is to
mobilize public resources for development rather than
provide massive and uniform services under a bureau-
cratic model, there will be a tendency to lay greater
emphasis on planning as a tool for identifying goals and
priorities, on the budget process as a mechanism for

inter-institutional coordination, and on evaluation as
an instrument of management control, and there will
be reticence to expanding the sphere of flexibility to
include executing agencies.

In such a setting, PB makes it possible to increase
the capacity of states to contribute to the achievement
of the most substantial goals in development and the
deepening of democracy. In order to reach this poten-
tial, it is indispensable to acknowledge that the public
budget is far more than a technical instrument at the
service of economic rationality. Rather, it is in essence
an institutional mechanism capable of conciliating pub-
lic priorities with the availability of resources. Therefore,
the creation of PB systems must respect the essentially
political nature of the main budget decisions and leave
technical considerations to informing the political pro-
cess and ensuring that the decisions forged contribute
to general well-being.

The mere acknowledgement of the role of politics in
the grand decisions taken on how to allocate resourc-
es, and of the information needed to feed into those
decisions and support their implementation, will al-
low performance budgeting to cease being a fashion
imported from the Anglo-Saxon world and become a
paradigm relevant to the needs of the development
process in the region.
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Results-based Budgeting:

A Pillar of Management for Development Results

in Latin America and the Caribbean

Roberto Garcia Lépez*

Introduction

During the 1970s, developed countries enacted re-
forms to combat the fiscal crisis of the moment and to
address dysfunctions that the welfare state had gener-
ated. These reforms, which were known as New Public

Management (NPM) and inspired by private sector

management models, aimed to modify the bureaucratic

model of the state. The latter was anchored in a series
of principles, including the standardization of proce-
dures and processes, technical and professional merit
as a factor in the recruitment and promotion of civil ser-
vants, the rationality of institutional structures for the
division of labor, and the establishment of a hierarchical
structure of authority. In time, this model evolved into
rigid, centralized, and pyramidal institutional structures
oriented toward procedures that did not address the de-
mands of the new socioeconomic context or citizens.
In the 1980s, Latin America and the Caribbean

(LAC) countries began a process of reforming the state

triggered principally by:

i) theexhaustion of the import substitution model, prev-
alent since the 1950s, that spurred the development
of industrial capacity through state intervention,

ii) the external debt crisis that seriously affected the
region’s economies,

iii) the spread of globalization, and

iv) the initiation of democratic processes in the ma-
jority of the countries in the region. These reforms
—enacted within the context of the emergence of
the neoliberal model and the state reforms taking
place in developed countries— prioritized the finan-
cial dimension of the crisis and initiated changes
oriented towards fiscal adjustment, the reduction of
the state, and the opening of markets.

Neither the import substitution model nor the ensu-
ing reforms resulted in enough improvement to endow
Latin American states with the capacity for administra-
tive management consistent with the functions they
needed to perform and the principles of the rule of law.
In effect, the application of the bureaucratic model
permitted developed countries to professionalize the
civil service, separate public matters from private,
and establish a merit-based system for the recruitment
and promotion of personnel. By contrast, LAC coun-
tries were not able to complete the construction of
Weberian bureaucratic models according to the para-
digm of the developed countries (CLAD, 1998:10). The
bureaucracies prevalent in the region generally exhibit
fragmented employment systems, promotion based
more on patronage than merit, senior officials subject
to political appointment and removal, the absence of
a career system, among other distortions resulting
—with very few exceptions— from the political elec-
toral logic that dominates public institutions (lacoviello
and Pulido: 2008, 90).

In addition to these characteristics related to the
rationality of administrative systems of countries in
the region, states have been confronted by changes
in their functions as well as in the demands and ex-
pectations of citizens. The achievement of universal
coverage in basic education in the majority of the
countries has resulted in better informed voters than
was the case a quarter-century ago. The expansion of
human rights for children, women, indigenous persons,
and persons with disabilities has required the creation
of new public policies. And, concerns for the sus-
tainable management of the environment have, among
other things, forged new areas of governmental in-
tervention. Additionally, advances in communication
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and information systems have permitted global infor-
mation to be more easily accessible to citizens. These
factors have generated demands for more equal access
to public resources and for higher quality services. This
has put pressure on political leaders and directors of
public sector institutions to manage in a more efficient
and effective manner.

As one can observe, the starting point for LAC in
respect to state reform is very different than for devel-
oped countries: on the one hand, there remain elements
of “patrimonialism” —that is, a lack of distinction be-
tween the public and the private— that coexist with
inflexible structures and rationales centered on proce-
dures, and on the other, there are new demands from
citizens and new functions that are created as a result of
the globalization of markets and the expansion of social
rights. These limitations in respect to the structure of
the state and its relationship to society need to be con-
sidered also in the context of the resource scarcity that
is typical in the region and that constrains the capacity
for action by the state.

This starting point affects the manner in which the
process of reforming the state should be initiated and
managed. In particular, it requires a comprehensive
view that allows an assessment of the compatibility
and integration of the different systems that make
up the public administration (planning, budgeting,
financial management, monitoring, and evaluation)
and the analysis of the chain of processes that flows
from the promises made by politicians to the services
actually delivered to citizens.

Management for development results

As mentioned previously, the NPM is a school of thought
that arose in the developed countries in the 1970s that
promotes the application of a managerial perspective in
the public administration. That is, it encourages chang-
ing the focus of public administration to one of public
management, replacing the traditional model of organi-
zation and public service delivery —based on principles
of a bureaucratic hierarchy, planning, centralization, and

direct control— with public management based on eco-
nomic rationality that aims to enhance efficiency and
effectiveness. The countries which were pioneers in the
introduction of these concepts were the United King-
dom, Australia, and New Zealand. It should be noted,
however, that the NPM is not a homogeneous school of
thought with one dominant perspective. Two currents
that are not necessarily opposed but not exactly the
same can be distinguished: the first emphasizes mana-
gerial aspects of state restructuring while the second
focuses on introducing market mechanisms or instru-
ments and competition (Larbi, 1999).

Management for results (MfR) is one of several in-
struments and approaches generated by NPM with the
goal of strengthening the capacity of the state in order
to promote development. MfR is defined as:

a framework whose function is to facilitate public
organizations in achieving an effective and integrated
management of their process of creating public value
(results) with the goal of optimizing it, assuring maximum
efficacy, efficiency, and effectiveness of public organiza-
tions’ performance, the achievement of government goals
and the continuous improvement of their institutions (IDB
and CLAD, 2007).

Although inspired by the transformations of busi-
nesses, the focus of management for results takes
on characteristics specific to the state like the pro-
cesses for decision-making and accountability in a
democratic regime and the public interest as a focus
for management.

MfR originated in developed countries to confront
fiscal and financial crises and to maintain the level of
development already achieved. However, in developing
countries the goal is to accelerate the pace of develop-
ment. Management for development results (MfDR) is
defined in this context as a management framework in
which information is used to achieve sustainable results
that benefit all citizens.

The concept of MfDR is centered on the idea of
public value which refers to observable and measurable



social changes that the government implements as
a response to social needs or demands established
through a process of democratic legitimization, and
therefore with meaning for citizens. These changes con-
stitute the results the public sector strives to achieve.
The ultimate objective of MfDR is, therefore, to gen-
erate the capacity of organizations to obtain the results
identified as the objectives of government programs by
managing the process of creating public value. In this
manner, the notion of results in MfDR is associated with
social change as a result of actions by the state and not
only with activities or products that contribute to this
change, frequently taken as parameters for evaluating
government action. Accordingly, management results
for the education ministry would not be measured solely
by the number of schools built, the number of educators
trained, or even the number of children that advance to
the next grade, but by actual learning achieved by the
students and, in the long run, by the caliber of employ-
ment obtained due to the education received.

Social change does not refer solely to issues of
social policy like health and education, but also to
matters related to other public policies such as citizen
security, agriculture, energy, employment, judicial
administration, or market regulation. This last aspect is
considered key: the state generates public value when it
creates internal or external markets that permit its citi-
zens to access goods and services at lower costs, which
translates into improvements in the quality of life.

MfDR is a management strategy that involves mak-
ing decisions based on reliable information on the
effects of governmental actions on society. Therefore,
a key element for its implementation is the measure-
ment of change produced by those actions. This means
having instruments to capture these variations, systems
to process the information, and procedures to include
data analysis in decision making, elements which are
not always present in public administration.

Implementation of MfDR involves substantial in-
novation in public-sector management and requires a
continuous effort in the medium- and long-term. These
innovations may require modifications to the legal and
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institutional framework of national public management
systems, the search for consensus among state goals,
ongoing training for civil servants, and the alignment
of the different components of the management cycle.
All of this brings with it complex processes of trial
and error involving multiple actors. Above all, MfDR
requires transforming the prevailing institutional cul-
ture based on following procedures into a new one
oriented toward results. For this reason, the implemen-
tation of MfDR should be seen not only as a challenge
of a particular government but also as an ongoing com-
mitment of the state.

In addition, MfDR forces managers and institutions
to assume responsibility for achieving results and not
simply for the completion of processes. This promotes
more solid and substantive accountability, based on
evidence and subject to the verification of civil society.
It involves an important change in the traditional style
of public management and therefore, requires more
explicit political will at the highest level and from cham-
pions of change that have the power to influence the
public sector as a whole. Although MfDR is principally a
managerial framework and, as such must be implement-
ed by senior public managers, its gradual appropriation
by mid-level officials and those responsible for deliver-
ing services is key.

Finally, it should be noted that MfDR allows for com-
prehensive and integrated analysis of the public sector.
This is because it focuses on the way that national
public management systems align with each other to
achieve the goals a government has set out, avoiding an
isolationist and biased approach that, as we have seen,
has characterized state reform efforts in LAC.

The Conceptual Model

The conceptual model for MfDR was based on the work
Modelo abierto de gestion para resultados en el sector pu-
blico (Open Model for Results-based Management in the
Public Sector) undertaken jointly by the Inter-American
Development Bank and the Centro Latinoamericano
de Administracion para el Desarrollo (Latin American
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Center for Development Administration) (IDB and CLAD,
2007). Two aspects have been considered: first, the
specific characteristics of the public sector in LAC —the
existence of an organizational culture based on the logic
of control and procedure, the pressure on the state from
the demands of citizens for more and better services
and for a more transparent government, and the inter-
national context which requires the development of
systems with globally agreed-upon standards— and the
adoption of the country, not the institution, as the unit
of analysis of the proposed model. For this reason, the
model takes into account elements which are different
from those generally found in the analysis of institution-
al capabilities.! In effect, it is based on the analysis of
the public management cycle and on the different
systems and instruments it comprises.

The model distinguishes four principal areas: plan-
ning, budgeting, the execution of programs and projects,
and monitoring and evaluation. In MfDR these areas are
not isolated categories but they are intertwined. For
example, in this manner, planning and budgeting are
part of a continuous and complementary process, since
one cannot plan without knowing what resources are
available, nor what must be budgeted without basic
inputs from planning; in other words the what and the
how are indivisible. Also, monitoring and evaluation
benefit as much from the planning process as the pro-
duction of goods and services. In practice, however,
these elements are often disconnected.

Based on this model, the principal systems, instru-
ments, and mechanisms involved in the functioning of
the management cycle components that are utilized in
LAC and that contribute to orienting the operation of
the public-sector towards the achievement of results
were identified.

Each one of these systems or instruments can be
seen as a gear that allows the chain of results to func-
tion sufficiently well that the social changes stipulated
in the strategic plan are realized. But, the sole existence
of the system or instrument does not guarantee effec-
tive or efficient management. Indeed, several of these

systems function in institutional environments that are
not structured according to MfDR. For example, nation-
al plans are developed in most countries in the region,
but they are tied to the budget and a monitoring sys-
tem in only a few countries. This deficiency hinders the
effectiveness of national plans in the chain of results.
From this perspective, the greatest challenge consists
of aligning all instruments so they perform in a coordi-
nated and complementary fashion so that they can then
contribute to the achievement of results.

In addition to the systems mentioned thus far, there
is another one that naturally cuts across the whole man-
agement cycle: the human resources system. In a MfDR
context, the directors and public managers need to be
informed about the expectations for the performance
and results of employees, and the consequences of
achieving or failing to achieve these results (lacoviello
and Pulido, 2008: 107). Effective personnel manage-
ment requires clearly establishing a results chain and a
follow-up procedure that verifies whether or not produc-
tion goals are being met. Without these requirements, a
form of human resource management oriented towards
achieving results cannot be fostered.

Use of methodology

Based on this conceptual model, an instrument was de-

signed that allows for the analysis of the institutional

capacity of countries in the region for implementing

results-based public management. This instrument,

called the PRODEV Evaluation Tool (PET), divides the

management cycle into five pillars:

i) strategic planning

ii) results-based budgeting (RBB)

iii) financial, accounting, and procurement management

iv) management of programs and projects and

v) monitoring and evaluation (M & E). The only dif-
ference in comparison with the conceptual model
is that the evaluation system treats the systems of
financial management, accounting, and public pro-
curement as a separate pillar. Even though these

1. One example of this type of instrument is UNDP. 2007. Capacity Assessment Methodology, Users Guide.



are part of budgeting and managing programs and
projects, they are very important for the efficient
and transparent management of public resources.
Indeed, without strong systems in these areas it
would be very difficult not only to obtain results but
also to manage the state. Figure 13 illustrates the
pillars considered in the instrument.

Figure 13. Pillars of the management cycle in the
public sector

Strategic
planning

Results-based

Monitoring Management
budgeting

and evaluation cycle

Financial
management,
auditing and
procurement

Program
and project
management

These five pillars examine the elements that must
be present in a management cycle in order for it to be
aligned with MfDR. These elements can be organized
into three categories: components (16), indicators (37),
and minimum requirements (139) according to the
chart in Figure 14. The minimum requirements receive
a rating of zero to five, as do the indicators and pillars
(see criteria in the Annex). The average of all the indica-
tors results in an index that measures the capacity for
MfDR for a given country.
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Figure 14. Levels of analysis of the PET

General Management cycle

MIDR index

Pillars of the management cycle
Analysis of the situation and degree of
progress in terms of each of the pillars.

Components of pillars
Analysis of key elements for the
implementation of the pillars.

Indicators
Measurement of performance
in terms of the components.

Specific Minimum Requirements

Given that the analysis of the management cycle
requires obtaining information on a broad range of sub-
jects, the instrument focuses only on those aspects
directly related to MfDR or that are indicators of MfDR
capacity. Thus, this instrument does not offer an analy-
sis of each of the pillars with the depth and detail of
instruments specific to a single subject, as in the case
of public financial management diagnostics.

As can be seen in Table 51, on average the countries
of LAC are not even halfway through the process of
institutionalization of MfDR since the average is 2 and
the scale goes from 0 to 5. Nevertheless, the status of
countries varies considerably: some are more advanced
in their degree of MfDR institutionalization while others
are in the initial stages. The level of development of the
different pillars is also unequal: while financial manage-
ment has advanced more, results-based budgeting has
lagged behind.
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Table 51. MfDR pillars according to their level of development, in 18 Latin-American and the Caribbean countries

Strategic planning

Budgeting for results

Financial management, audit and procurement
Program and project management

Monitoring and evaluation

Average

33
2.9
3.9
3.2
3.8

3-4

2.8 2.1 0.4 2.3
2.0 I.I 0.1 1§
3.0 2.3 0.4 2.6
2.3 1.8 0.7 2.0
2.0 I.I 0.4 1.7
2.4 L7 0.4 2.0

The financial management, audit, and procurement
pillar is the most developed of all of them. This reflects
the priority that governments and international finan-
cial and donor institutions have placed on improving
the management and administration of public finances,
as well as the efforts to improve the systems in this
field. In fact, important advances in terms of legisla-
tion and institutional development related to this pillar
can be observed. Nevertheless, there is still much to
be achieved in areas such as auditing, procurement
systems, fiscal risk management, etc.

The strategic planning pillar is also at a higher
level relative to the other pillars due to the fact that the
majority of countries have once again started to elabo-
rate national development plans, particularly for the
medium-term, after having abandoned these as an
instrument for organizing national priorities during the
1980s and 1990s.

The rating obtained in the program and project
management pillar is low for two main reasons. One is
the relatively low quality of the public investment sys-
tems that focus on the ex-ante evaluation of programs
and projects. After great efforts were devoted to them
in the 1970s, many of these systems were abandoned or
became outdated, and now there is a need to reestab-
lish or strengthen them.

The second has to do with management in the
key chosen areas (the social sectors and infrastruc-
ture). Although LAC countries have put in place a

great variety of social programs aimed at alleviating
poverty during the past two decades, monitoring and
management systems have not developed sufficiently.
In other words, these programs have been unable to
modify the management culture of sectoral ministries
that was based on the development of activities and
products and not oriented toward achieving results.

The pillars obtaining the lowest point totals were
those of RBB and monitoring and evaluation. There is
a very close link between these two pillars since RBB
is based on information provided by the monitoring
and evaluation mechanisms that assess the results
of governmental actions. In the case of RBB, there was
little progress in the region in areas such as the analysis
of the effectiveness of public spending, incentives for
implementing RBB or evaluations, especially external
and independent evaluations of the programs incorpo-
rated in the budget. Only the most advanced countries
exhibited progress in these areas.

Figure 15 presents the index in the form of a penta-
gon: the darker line represents those countries in which
MfDR is at higher levels of development, whereas the
lighter line indicates those at intermediate levels and
the dotted line those in the initial phases of the process.

As can be seen in the figure, as progress is made
in the development of management for results, the
pentagon’s sides become more equal because the
five pillars of MfDR are interdependent, with a feed-
back process between them.



Figure 15. MfDR index by groups of countries
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For example, effective results-based budgeting is
not possible without previous efforts at strategic plan-
ning. It would be difficult for RBB to achieve an adequate
level of effectiveness if financial management is not
efficient and the allocation of resources is not timely.
If financial management is sound but the selection of
programs and projects does not adhere to the princi-
ples of cost-effectiveness, activities with little or no
social value would be financed. It is also impossible
to know the outcomes of programs and projects with-
out an adequate system for monitoring and evaluation.
Likewise, you can not have an effective monitoring and
evaluation system if reliable indicators based on robust
information systems and basic statistics are lacking.
The process of strategic planning can not receive feed-
back without a system for monitoring and evaluation
that identifies deviations from the original objectives in
order to propose the necessary improvements.

Analysis by country group

The most advanced countries with respect to the
institutionalization of MfDR are Chile, Mexico, and
Colombia with an average index of 3.4 while upper-
middle level countries include Argentina, Costa Rica,
Ecuador, Guatemala, and Peru with an index of 2.4. The
group with the largest number of countries, with a score
of 1.7, is the lower-middle level group. Belize belongs to
the group of countries in the initial phase of developing
MfDR with values of less than one.

As can be observed in Table 52, some countries are
listed in parentheses. In these countries the discussion
of the results with the government has concluded and
the results were approved and diffused, making them
public information. In countries listed without parenthe-
ses, results can not be made public until the discussion
process has concluded.
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The countries in the advanced group are further
along than the other countries in relation to all the pillars.
Those of the middle group mainly differentiate them-
selves in the area of financial management, auditing,

and procurement. On the other hand, advanced coun-
tries demonstrate a better balance among the different
pillars which suggests a deliberate effort to establish
management for results.

Table 52. Country groups according to their PET index of MfDR

Advanced
Medium-high

(Chile), (Colombia), (Mexico).

Medium-low
(Trinidad and Tobago), Uruguay.

Initial phase (Belize).

(Argentina), Costa Rica, Ecuador, Guatemala, (Peru).

Dominican Republic, El Salvador, Honduras, (Nicaragua), (Panama), Paraguay, Suriname,

An unmet challenge: the link between planning
and budgeting

Although governments of the region have worked to
strengthen their planning capacity, the lack of coordina-
tion and integration between planning and budgeting
limits the degree to which plans are translated into
results and is one of the greatest challenges for MfDR.
In the majority of countries there is a competitive rela-
tionship rather than one of cooperation or integration
among institutions responsible for planning and bud-
geting. This competition is one of the main obstacles
holding back the development of better MfDR practices.

One of the factors limiting effective coordination
between planning and budgeting is the different po-
litical weight assigned to the two functions. In many
countries, the real discussion about the allocation of
resources takes place during the budget process rather
than in the planning process since the model from
prior decades that emphasizes short run goals is still
in place. The fact that legislatures discuss budgets but
not plans is evidence of this. In addition, few countries
have established national agreements that grant a long-
term perspective to government activity and mandate
orientations for public activities and resources. Without
this mandate, there is no reason for the budget to coor-
dinate with the plan.

At the same time, normative, institutional, and tech-
nical development of planning entities is comparatively
inferior to that of those agencies in charge of the bud-
get. Economic and finance ministries enjoy a higher
status in the majority of countries and their methods
and mechanisms have been continually evolving in the
past decades. In addition, employees in these minis-
tries tend to have higher salaries than those in the rest
of the public service. By contrast, planning officials do
not always have cabinet rank and, in several countries,
planning entities have been created very recently and
thus have little experience.

Added to this is the fact that in several countries the
planning process remains normative and centralized:
the plan is the product of the planning agency while
the spending ministries executing the plan provide in-
puts but are not co-authors. Thus, the planning exercise
lacks a strategic perspective and is not a function that
cuts across the entire public sector and becomes in-
grained in the real dynamic of institutions.

In summary, although the majority of countries of
the region abandoned planning following the structural
adjustment policies adopted in response to the debt
crisis, many countries have reinstated it since the late
1990s. They have reestablished laws and institutions
with a less centralized approach than the previous
model, and that recognize the market as an important



element in development. The strength of these systems
is closely associated with each country’s political struc-
ture: where there is higher social consensus on strategic
policies and more institutional stability, planning sys-
tems have progressed further. In this case, they use a
variety of planning instruments, sometimes in a com-
plementary fashion with each other, such as a long run
vision, a national plan, a presidential agenda, poverty
reduction strategies, and sector plans. From the per-
spective of MfDR, the biggest challenge in the region
in respect to these systems is to strengthen operation-
al planning. This means solidifying the programmatic
structure of plans, linking the medium and short term,
and coordinating planning with budgeting. In addition,
it is necessary to develop a more inclusive planning pro-
cess that involves the legislative branch and civil society
with the goal of establishing strategic objectives that
reflect the thinking of the whole society and therefore
have a better chance of being continued from one ad-
ministration to the next.

Management for development results
and Results-based Budgeting

Without results-based budgeting it is not possible to
institutionalize and consolidate management for de-
velopment results, but budgeting for results is not a
sufficient condition.

In a MfDR framework, it is imperative to take into
consideration the results of policies, programs, and
projects to decide on their financing. RBB fills this
purpose since it is a combination of systems and pro-
cedures with the capacity to integrate considerations
regarding the results of public management in the pro-
cess of budget decision making. In this manner, RBB
promotes more integration between planning and the
allocation of resources.

If public policies, especially social policies, are to
succeed in changing the present situation and improve
the quality of life of citizens, it is important to implement
RBB. The pursuit of greater efficiency and effectiveness
in the allocation of limited public resources has fostered
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interest in results-based budgeting in Latin America and
the Caribbean. When resources are scarce, it is more
important to increase the effectiveness of their use.
In some cases, this interest has led to the establish-
ment of structured processes and their incorporation
into legislation (e.g. fiscal responsibility laws, multiyear
fiscal frameworks, performance programs, among oth-
ers). In RBB, results include not only the final impact of
programs but also all contributions made at any point
along the chain of public value generation.

Results-based budgeting is a combination of meth-
odologies, processes, and instruments that allow
decisions related to budget formulation to systemati-
cally incorporate considerations about the results of
using public resources. Four conditions are required
to implement RBB:

i) the existence of comprehensive information about
the results of actions financed by the budget;

ii) that this information be taken into account during
budget formulation;

i) that the budget system originate from or comple-
ment an incentive structure that motivates public
institutions to achieve their goals; and

iv) that financial administration guidelines allow for the
flexibility necessary for agencies to efficiently utilize
resources to achieve results (Marcel, 2007).

It is important to clarify that the results that should
be considered in the budget process are those that are
established during strategic and operational planning.
Thus one of the principal challenges in implementing
RBB lies in coordinating planning with budgeting, a
process that in the majority of countries in LAC is ex-
ecuted by different institutions with little coordination
among them.

In addition, information on the results obtained
through the spending of budget resources should be
derived from the performance indicators created to
monitor programs. These indicators should consider
not only the outputs (goods and services) generated
by programs but also the effect they have on the pop-
ulation. The analyses generated by the evaluation of
policies, programs, and projects are also important
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inputs into the budget process given that they comple-
ment data from monitoring systems by contributing
criteria for assessing the effects and impacts of govern-
mental activities.

RBB requires information about results to be incor-
porated in the decision making process related to the
allocation of resources. This prevents these allocations
from being made on the basis of traditional mecha-
nisms that do not take into account the effectiveness
and efficiency of public spending. These mechanisms
include the clientelistic allocation of resources and in-
crementalist practices in which resources are increased
for each agency by the same proportion year after year.
Incorporating information about outputs or effects in

Box 16. Budget reforms and the management environment

the process of resource allocation is the central chal-

lenge in Latin America and the Caribbean since budget

systems only take into account data related to financial

execution and the inputs used.
RBB ties resources to results based on the analysis

of three factors:

i) estimations of expenditures and results if current
policies were continued without change,

ii) analysis of the trends of social outcomes in the
context of current policies, and

iii) proposed changes in the budget or policies and how
they would affect the trends (Schick, 2008). These
issues need to be debated by political and societal
actors.

The following quotes from Schick (2008) illustrate the vision on budget reforms:

Budget reforms fail due to multiple causes, but they never succeed when governing and managerial conditions are

inhospitable to improvement. Specifically, governments cannot budget for results unless they manage for results.

Budgeting is embedded in the norms, traditions, culture, practices and relationships of public management. Govern-

ments budget the way they manage, which is why it typically is necessary to modernize management practices in order

to reform the budget process.

Confirmation of the interdependence of governance, management and budgeting comes from the fact that countries

that have made most headway in results-based budgeting have been among the best managed in the world. They are

reputed to have low corruption, efficient public administration, effective accountability arrangements, political and

administrative channels for citizens to express preferences and grievances, and procedures for monitoring the quality

of public services. An incomplete list of these countries would include New Zealand and Australia in the Pacific region,

Sweden and the Netherlands in Europe, Singapore in Asia and Chile in Latin America.

Incentives are a central element of RBB since they
create synergy between the interests of public servants
and institutions and the interests of the country as
expressed through governmental strategic objectives.
Types of stimuli that can be applied in the public sector
include:

i) accreditation of the quality of an institution, which
provides it societal recognition and provides incen-
tives for citizens to associate with it,

ii) empowerment or transferring responsibilities from
higher levels to lower ones,

iii) individual or institutional financial rewards, and

iv) the dissemination of institutional management

results (Marcel, 2007).

Macroeconomic-level budget innovations, such
as medium-term fiscal frameworks (MTFF) and fiscal
responsibility rules, are necessary for results-based
budgeting to function properly. The former extends



the horizon of fiscal policy beyond the annual budget
calendar by means of a projection of revenues and
expenditures for a period of generally three years. By
looking at the medium-term, MTFF allows the annual
budget to be made with a more strategic vision.? Fiscal
responsibility rules set limits, sometimes in quantitative
terms, on variables one wants to control, such as debt,
the fiscal deficit, or public spending. In general, these
rules are reflected in special laws called fiscal responsi-
bility laws.

On the other hand, RBB also assumes significant
coordination between the entity in charge of national
budgets and the agencies that execute expenditures.
As discussed, budget decisions are made by analyzing
the different possible solutions to the country’s prob-
lems. This requires specialized technical knowledge
that is possessed only by the officials in the sector insti-
tutions that execute the programs.

The pillar of RBB considers the following com-
ponents:

i) the structuring of budgets based on programs,
ii) a medium-term budget perspective,

iii) the evaluation of spending effectiveness,

iv) incentives for effective management, and

v) the diffusion of information.

As seen in Table 51, of the five pillars in the index for
the institutionalization of MfDR, RBB appears to be the
least developed with a value of 1.5. This puts it below
the average of 2.

The majority of countries in the region still devel-
op their budgets incrementally; that is, each year they
apply a similar increase in the expenditures for all pro-
grams and institutions. Frequently, particular political
interests are given special attention in budget decisions
to the detriment of the public good. This generates
inefficiency, ineffectiveness, and lack of transparency
in management. Inefficiency results because this nei-
ther rewards nor punishes institutions for good or bad
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performance: all receive resources independent of the
quality of the work done. This promotes apathy among
public servants and does not encourage effective man-
agement by public officials.

Program-based budgeting

Countries that base their budgets on programs have an
advantage in transitioning to RBB since the structure
that facilitates the calculation of indicators and results
already exists. Nevertheless, this does not mean that
a program budget is a prerequisite for RBB. Of the 18
countries studied, nine have budgets structured around
programs but, of these, only Brazil, Chile, and Mexico
exhibit coordination between programs in the budget
and those in the plan (national in the cases of Brazil and
Mexico and sectoral in the case of Chile). Eight other
countries have budgets that include some programs,
generally in the context of a functional structure and as
part of the investment expenditure budget. The index
value of this group of countries is 2.4 as can be seen in
Table 53 below.

The medium-term perspective

As mentioned previously, one important aspect in
constructing a RBB is using a medium-term budget
framework since this permits the budget to be viewed
in a longer term time horizon than the traditional an-
nual budget does. This perspective is important in
budgeting because expenditures made one year can
affect revenues and expenditures the following year or
may be dependent on future revenues. Of the 18 coun-
tries studied, 13 (Argentina, Barbados, Brazil, Chile,
Colombia, El Salvador, Guatemala, Honduras, Mexico,
Nicaragua, Paraguay, Peru, and Uruguay) use a medi-
um-term budget perspective with different degrees of
disaggregation® and of detail in their projections and

2. There are three types of MTFF: 1) the most basic medium-term fiscal framework (MTFF) which contains aggregate projections of revenues and expenditures,
2) a MTFF with more disaggregated projections of revenues and expenditures, and 3) a MTFF composed of spending projections for institutions and programs.
This last type allows for the most coordination with planning. For a review of these instruments in LAC, see Filc and Scartascini in this volume.

3. Depending on the level of disaggregation of information, MTFF can be divided into medium-term fiscal frameworks, medium-term budget frameworks, and
medium-term spending frameworks. For more information, see the chapter by Filc and Scartascini in this volume.
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with time horizons of three to six years. Although the
proportion of countries that work within medium-term
fiscal frameworks is large, not all countries effectively
use them in annual budget preparation so that in sev-
eral cases they are a formal exercise and merely serve
as a reference point. In their chapter in this volume Filc
and Scartascini identify some common problems asso-
ciated with the use of MTFF:

i) they are devised without the participation of ministry
officials in charge of spending, congress, and civil
society which results in a lack of interest and com-
mitment from them in meeting goals established
in the MTFF;

ii) they are conceived without sufficient coordination
with sub-national governments which execute a
large proportion of the budget resulting in imprecise
and untimely provision of information;

iii) they base projections on statistics of sometimes
questionable quality. Improving the formation and
use of MTFF will give countries more capability for
management oriented towards obtaining results.

Fiscal responsibility laws

Fiscal responsibility laws aim to improve discipline in
the management of public resources, making it more
predictable and reducing the amount of discretion by
authorities. They are comprised of procedural and nu-
merical rules. The former, which refer to the budget
process and those responsible for it, seek to give more
authority to those in charge of establishing fiscal disci-
pline. Numerical rules establish goals for variables such
as spending, the level of debt, and the deficit, with the
purpose of preventing excessive fiscal spending and
pro-cyclical behavior (spending heavily when resources
are more plentiful during periods of strong economic
growth without saving for times of scarcity).

Fiscal responsibility laws are in place in eight coun-
tries of the region while two countries have laws that are
not specifically of this type, but contain numerical rules.

It should be noted that the existence of these laws does
not guarantee that they will be respected in practice
and, by the same token, there are countries which have
maintained good fiscal discipline without these laws as
was the case in Chile until 2006. The English-speaking
countries of the Caribbean, like Barbados and Trinidad
and Tobago, have also demonstrated a culture of fiscal
responsibility without these laws.

A culture of fiscal responsibility is the basis for the
efficient management of resources, an indispensable
factor in the economic stability necessary to achieve
goals designated during strategic planning.

Evaluating spending effectiveness

Spending evaluation is at the heart of RBB and what
differentiates it from traditional budgeting. It consists
of analyzing the manner in which public spending has
affected the results chain, particularly outputs and
outcomes. It aims to analyze the efficiency, efficacy,
economic cost, and effectiveness of governmental man-
agement, which requires instruments for monitoring
and evaluation. The monitoring mechanism consists of
indicators that quantify progress and the achievement
of strategic objectives of the country with the use of
allocated resources. The majority of these indicators are
produced by the same entities that implement pro-
grams and projects. As a result, their development
requires coordination and inter-institutional coopera-
tion. There are different types of evaluations which aim
to explain the manner in which actions have affected
social reality and why. The evaluation of spending effec-
tiveness is based on the monitoring and evaluation
mechanisms for government objectives, strategies, and
programs. This system is used for improving the alloca-
tion of resources as well as for optimizing program
management. The only country in LAC with a system for
the evaluation of spending effectiveness is Chile. Other
countries, like Mexico and Peru, are progressing in the
design and development of such a system.



Incentives for management effectiveness

Incentives play an important part not only in RBB, but
also in MfDR since they facilitate the creation of a cul-
ture based on achieving results. This new culture is
formed by rules of the game that guide persons and
institutions to act with the goal of realizing institutional
objectives. Reliable and timely information on the per-
formance of institutions and personnel is required for
these rules to function properly. Without this informa-
tion generated by the expenditure evaluation system,
it would not be possible to implement new rules since
there would be no points of reference for their applica-
tion. Since Chile is the only country with such a system,
it is also the only one in which mechanisms solidly
anchored in performance information help determine
expenditure allocations in the budget, thereby encour-
aging efficiency and efficacy in the management of
institutions. Nevertheless, some countries, including
Brazil and Costa Rica, are starting to develop systems
of this type.

Finally, a system of stimuli that compel institutions
and individuals to work towards the results the govern-
ment establishes is also necessary in order to develop
RBB. Little has been done in this field: only three coun-
tries have developed any systematic actions. Chile has
had the richest experience because its system is already
oriented to providing performance incentives to both
agencies and their personnel. Peru and Costa Rica
have developed pilot programs but these are not yet
widespread.

In sum, the pillar of RBB is the least developed of
all and still has a long road ahead before it becomes in-
stitutionalized, as can be seen in Table 52. Countries in
the region are interested in moving in this direction but
efforts are just beginning. In Table 53, the components
of the pillar with their corresponding values are listed
from largest to smallest
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Table 53. PET index: results-based budgeting

Program budgeting 2.4
Medium term fiscal framework 2.3
Fiscal responsibility law 2.0
Expenditure effectiveness evaluation 1.0
Incentives to management effectiveness 0.6

* Weighted average using each component’s weight.

If the results of the pillar of RBB are compared with
those of the pillar of financial management (Table 54),
which focuses on the budget process and the account-
ability of the budget, one can observe that values are
considerably higher in the latter.

Table 54. PET index: financial management

Budget transparency 4.3
Parliamentary approval 4.1
Accounting system 3.5
Budget expenditure classification 3.1
Budgeted expense/actual expense ratio 2.7
Risk analysis 1.y

It can be inferred that more progress has been
made in the field of accountability than in the quality
and results of spending. For example, the indicator for
transparency in budgeting is 4.3; this shows that much
progress has been made in improving budget transpar-
ency through publications on the Internet and actions
related to improving the quality of information and its
diffusion to congress as well as to citizens.
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The region is also doing relatively well with respect
to the compliance with the timetables established by
law for legislative approval of budgets. The same can be
said in regard to accounting practices and classification
of budget spending. The majority of the 18 countries
adhere to international standards and thus results are
fairly reasonable.

Nevertheless, discrepancies can be found in the
relationship between budget spending and actual
spending. Some countries show significant deviations
between the budget as programmed and the budget as
implemented. This is a clear signal that there are still
challenges to overcome in correcting these deviations.
In the case of risk analysis, the value is 1.7 since there
are few countries in the region that are performing an
adequate level of fiscal risk analysis on a regular basis.

In conclusion, results-based budgeting is the least
developed of all the pillars. Latin America and the
Caribbean countries still have a long way to go in institu-
tionalizing this dimension. A large majority of countries
still budget on the basis of inputs and allocate resources
incrementally so that management results are absent
during the process of analysis and budget preparation.
Nonetheless, several countries can be observed to be
using budget practices that are gradually improving
the credibility of this instrument and are laying the
groundwork for reforms that deepen it. These practices
include structuring the budget on the basis of policies,
linking the budget to planning, devising medium-term
frameworks, and establishing fiscal responsibility laws
with numerical rules.

Conclusions

The institutionalization of MfDR in Latin America
and the Caribbean is, for the most part, at an initial
stage. However, most countries in the region are in-
terested in moving in the direction of results-oriented
management.

Regarding available instruments, it is very impor-
tant to achieve progress in RBB management, not
just because it is one of the least developed pillars,
but also because, as noted earlier, without RBB there
cannot be MfDR.

In implementing a RBB, two complementary fronts
must be addressed: the political-institutional aspect
and the development of technical instruments. These
are actually two sides of the same coin.

To advance in the construction of a RBB in the politi-
cal-institutional context it is necessary to involve various
actors in the executive branch: the budget offices and
the ministries of finance, and the sectoral budget offices.
Moreover, countries that have established planning sys-
tems must involve the technical strategic planning areas
in the process. In other words, the important task of
“horizontal coordination” in the executive branch of the
administration is weak in most countries and needs to
be improved. Congress and control or audit agencies
must be involved in the process too. Finally, civil society
participation would ensure the medium term sustain-
ability of RBB reforms.

Leadership backing changes is needed, as without
it there is no possibility for transformation. Change re-
quires political leadership, but also, and at the same
time, technical leadership with deep knowledge of tools
and instruments that make transformation possible.

Political leadership may originate in the executive
branch, either at the highest level or at an intermediate
level. The higher the political level, the greater the im-
pact on the rest of the administration. This leadership
may also be developed and consolidated in congress.

Parliament can function as an engine for change
and influence the executive by demanding better quality
management and effectively complying with its over-
sight and balancing responsibilities. In order for this
to be possible, legislatures must have greater techni-
cal capacity. In more developed countries and in three
countries in the region legislatures have technical bud-
get offices with permanent professional staff providing



technical assistance to legislators in both houses. The
creation of these technical budget offices is an impor-
tant challenge for most countries in the region.

Technical leadership may be present in either the
budget or planning areas, although it is preferable that
it be present in both simultaneously and that there
be close coordination between them. Some countries
have resolved the issue of plan-budget coordination by
placing both responsibilities in a single ministry. One
country that has done this in the LAC region is Brazil,
while Korea is an example in Asia.

An organized civil society can also be a significant
contributor in the institutionalization of MfDR by de-
manding better quality government. In the region there
are several initiatives of this type, but a greater number
of participating NGOs and broader thematic coverage
are still needed.

The selection of an implementation strategy (gradual
or shock) at the technical level is another key element
for the operationalization of a RBB. Although, in general,
when a gradualist strategy is adopted, the process is
more sound and sustainable over time, it is also impor-
tant to take advantage of opportunities when political
and leadership conditions allow for faster progress.

Civil service training and incentives, not just in the
area of budgeting but in all the areas related to MfDR in
sectoral ministries and at the sub-national level is of great
importance for the application of available instruments.

Reliable information systems are another require-
ment. If reliable information is not available, evaluations
and results can hardly be reliable and, in turn, the
credibility of the system will erode.

Integrating the strategic plan and the RBB is essen-
tial to consolidate the latter.

In this respect, it is also important to have medium
term fiscal exercises. Countries that lack such exercises
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must develop them and those that already have them
must perfect them through greater integration of the
budget and the medium term plan.

Program budgeting, on the other hand, is not a pre-
requisite to proceed with a RBB. Itis possible to transition
directly from a budget based on expense classification
to a RBB, but countries that have program budget-
ing can change over more quickly. Some countries
have adopted program budgeting as an intermediate
step; this more gradual process may be justified in
some cases.

Analysis of the quality or the effectiveness of ex-
penditures is central to a RBB and there is a need for
progress in this area in the region. It is important that
the main spending agencies adopt this kind of approach
and for that they must develop indicators relevant to
each sector. It must be underlined that it is not neces-
sary to have a large number of indicators, just enough
to conduct evaluations properly. Indicators must be a
product of the interaction between the central and the
sectoral areas of the budget. For this reason, there is
a need to ensure that the set of indicators selected
reflects the interests of both sides.

When designing and implementing a RBB the sys-
tem of incentives linked to it must be considered.
There are various kinds of stimuli (monetary and
non-monetary) suitable for different purposes. Thus,
an appropriate combination of these incentives, corre-
sponding to each country’s current situation, ensures
proper operation of the RBB. Without incentives, RBB
is unfeasible.

In summary, right now is a good time to undertake
the consolidation of RBB in Latin America and the
Caribbean. Whether this will become a reality or simply
turn out to be a passing trend will depend on the com-
mitment of the main actors.
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Annex
Table 55. Validation matrix

Proposed: It has been formally proposed through a legal provision, a decree, a law, I
a resolution or an approved project.

Incipient: It is in its initial phase of implementation. 2

Under development: It is in a developmental phase, all of its elements are not yet 3
operational, or do not operate fully, or it is affected by problems or weaknesses that
hinder good performance.

Implemented: it has been implemented, all of its elements operate at full capacity, 4
but performance could improve.

Consolidated: the requirement is in optimal operation, its performance is satisfactory 5
and it is expected to be sustainable.

0% o
From 1% to 20% I
From 21% to 40% 2
From 41% to 60% 3
From 61% to 80% 4
From 81% to 100% 5
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Decentralization and Intergovernmental Resource

Transfers in Latin America: Argentina, Brazil and Colombia

Fernando Rezende*

Introduction

As highlighted in recent studies carried out by the
Inter-American Development Bank (IDB), the enthusi-
asm generated for the process of fiscal decentralization
in Latin America that began in the mid-1970s cooled off
considerably by the middle of the 1990s, at which point
the idea of decentralization became the object of
serious doubts.

The economic crisis that ravaged the continent in
the 1980s is an important factor in the relative disen-
chantment with this process. Decentralization, which
was based excessively on transfers from the central
government to sub-national institutions, had not deliv-
ered the expected results, especially in respect to the
effectiveness and efficiency of public expenditures and
the accountability of governments to citizens. At the
same time, in a context in which the crisis affecting re-
gional economies called for a greater commitment to
macroeconomic stability and fiscal discipline, excessive
transfers made crisis management even more difficult
for national governments.

Notwithstanding the more cautious approach re-
cently adopted by governments, the matter is still high
on the agenda of the issues requiring renewed atten-
tion, considering the importance that local government
has acquired across the globe, and the need to make
progress in modernizing public management and in en-
hancing society’s control over the actions of the state.

The IDB studies indicate that disenchantment with
the decentralization process does not arise from prob-
lems directly related to the process, but rather with the
modus operandi, or the way in which it has been put into
practice. In order to place the issue in its proper per-
spective, it is necessary to describe the failings that gave
rise to the instruments used in the past and to indicate

the possible paths that should be followed, by taking
into account the principles that should be followed in
the design of transfer systems, as well as the principal
objectives that such systems seek to achieve.

In the case of the countries considered in this pa-
per, the recently adopted changes in intergovernmental
revenue transfer systems were influenced by two impor-
tant forces exerting appreciable effects on the quality of
the fiscal decentralization process. One of these has its
roots in requirements related to macroeconomic policy,
including especially the promotion and maintenance of
fiscal discipline. The other force, which was stimulated
by advances in the democratization processes, relates
to society’s demand for priority to be given to policies
aimed at reducing social inequalities. The reaction of
governments to these forces took place in the absence
of a new strategy aimed at reconciling the challenges
inherent in these macroeconomic and social pressures
with an effectively structured process of fiscal decen-
tralization. This reaction, which was conditioned by the
current constitutional framework and political realities,
gave rise to a notable retreat from the path previously
followed, in which efforts had been made to make
intergovernmental transfer systems more stable and
transparent.

In respect to macroeconomic policy demands, at-
tention was concentrated on the need to reduce the
rigidity of regulations determining the amount of re-
sources national governments must transfer each year
to sub-national governments. In respect to social policy,
the pendulum swung towards a greater emphasis on
national policies aimed at reducing inequality in indi-
vidual incomes relative to the inequalities existing at the
regional level. Responses to these joint concerns were
channeled in different ways. In Argentina, the federal
government devolved certain responsibilities to the
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provinces and withdrew a certain portion of the reve-
nues collected from the value added tax (VAT) from
the revenue sharing fund. Brazil took steps to increase
taxes that were not part of the pool of shared reve-
nues in order to achieve similar results. Meanwhile, in
Colombia, the only viable measures were abandoning
constitutional provisions and increasing the depen-
dence of sub-national jurisdictions on the center. The
differing paths also led to different results: from a
macroeconomic perspective, in Brazil's case there
was a greater reduction of rigidity, whereas in Colom-
bia’s case there was a significant loss of sub-national
autonomy.

The emphasis placed on social policy was accom-
panied by two parallel developments: the preference
for policies oriented towards reducing the differences
in social development opportunities across regions,
and greater intervention by the national government
in sub-national budgets. As a consequence, financial
difficulties experienced in tackling shortcomings in
terms of the coverage and quality of urban services,
including infrastructure, increased, in a context in which
urbanization was increasing the pressure exerted by the
principle cities on their governments.

The reduced supply of resources for satisfying local
demands should have been accompanied by increased
managerial efficiency. But the absence of criteria that
might have contributed to adapting horizontal resource
allocation to the territorial concentration of demands,
along with the adoption of fixed percentages for allocat-
ing revenues to the sub-national levels, produced the
opposite effect. The difficulties experienced in improv-
ing management quality became more acute, mainly
in the most densely-populated urban areas, due to the
overlapping of activities carried out by different political
jurisdictions and the lack of adequate arrangements to
promote or motivate the necessary inter-jurisdictional
cooperation.

The most important explanation for the differ-
ent paths chosen has to do with the differences in the
structure of the state in the three cases. In the Argentine
federal system, the municipalities have a very limited

role and are subordinate to the provincial governments,
whereas in Brazil, the municipalities are fairly autono-
mous and they play a very important role that has been
reinforced by the decentralization of social policies.
In spite of the fact that Colombia has adopted some ini-
tiatives to augment the departments’ sphere of action,
in this country the municipalities are the principal focus
of decentralization policy.

The different state structures also explain differ-
ences in the scale of the changes —for example, the
decreasing importance of non-conditional transfers
in the total volume of transfers— and the variety of
regimes for transferring resources to the sub-national
governments. This does not diminish the negative
effects that changes in transfers have on public man-
agement, or on the quality of the decentralization
process, but it does mean that such effects differ sig-
nificantly and vary according to the functions that most
depend upon transfers.

As previously mentioned, the changes promoted
under extenuating circumstances in these three coun-
tries meant that the transfer systems were diverted
from their past orientations. Flexibility in the definition
of amounts to be transferred was favored and priority
was given to national policies in respect to the use of re-
sources administered by the sub-national governments
at the cost of their efficiency and accountability. In this
process, no attention whatsoever was paid to the need
to correct horizontal imbalances, which, therefore,
became more acute.

The decisions made in tackling such pressures
caused greater instability and uncertainty about the
future, reducing the time horizon of local officials and
influencing other decisions that were important for
the quality of the decentralized management of public
policies. This was especially the case for social poli-
cies, which require a predictable flow of resources to
finance current spending, and whose investments rely
upon the future guarantee of new resources to finance
the operation of services. Likewise, the fact that sub-
national budgets had less margin to respond to local
preferences undercut one of the principal advantages



associated with fiscal decentralization: the increased
accountability of governments to citizens.

There is no need to discuss here whether there are
better options, or if the paths that each country fol-
lowed could have been different. The discrepancies
between the ideal model and the solution that the
countries in fact adopted (the feasible model) are due to
political-institutional factors, which often shape the
implementation of rules guided by technical consider-
ations. Politically viable agreements can engender
distortions whose correction depends upon institution-
al evolution, with advances, revisions and successive
changes of direction.

The temptation to provide a menu of recommenda-
tions about how the examined countries should reform
their transfer systems in order to correct the defects
identified and to achieve a greater balance among the
five dimensions that shape the quality of any transfer
system, has been deliberately resisted in this paper.

Instead of recommendations, the chapter focuses
on identifying the principal aspects that should be tak-
en into consideration when choosing a given resource
transfer option. One of the principal lessons arising
from the literature, international practice and the
experiences analyzed is that the formulation of precise
questions, the examination and clear and transparent
presentation of the repercussions of the options adopt-
ed, and the attainment of an agreement based around
convergent solutions that is consistent with the princi-
pal attributes of a fair process of fiscal decentralization
is more important than the search for a unique model.

Moreover, in a world in which economic shocks are
propagated at high speed and cause different effects
across geographical areas, both within the Latin Ameri-
can region and within individual countries, flexibility in
adjusting the transfer system is needed in order to pre-
vent changes dictated by a financial crisis from being
adopted without first carefully determining their reper-
cussions on the quality of fiscal decentralization. The
establishment of a permanent forum with the necessary
powers to perform its function is a key recommenda-
tion that should be seriously considered. Another
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recommendation points to the need to abandon the re-
active attitude that was characteristic of the recent past,
and to evolve towards a strategy that enables the neces-
sary changes to be formulated, while considering the
possible repercussions.

These are the considerations that influenced the
conception and organization of this chapter. It is di-
vided into two parts. The first part examines both the
principles, concepts and objectives that should be con-
sidered during the design of the transfer system as well
as the actual practices and experiences, in order to pro-
vide the basis for drafting a guide on how to evaluate
the options available in different circumstances. The
framework of analysis developed in the first part sets
the foundation for an analysis of the experiences of
Argentina, Brazil and Colombia in the second part.

The first part begins with a synthesis of the prin-
ciples and objectives that should be observed when
formulating a transfer system, bearing in mind the
results that are to be expected from a fiscal decentral-
ization process. Then, the principle forms of transfer
systems are analyzed and the principal compensation
factors that should be considered are presented. Third,
a deeper analysis of these solutions is provided by ex-
amining the different aspects to consider during their
evaluation. Then a method for carrying out this evalua-
tion is presented, and the results of its application to the
comparative analysis of the experiences in Argentina,
Brazil and Colombia is summarized. The first part con-
cludes with a proposed guide for the design or reform of
transfer systems, conceived in light of the literature and
international practices and based on lessons learned
from these cases.

The second part analyzes the country cases and
provides an assessment of the different experiences in
the light of the compensation factors discussed in the
previous part.
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Principles and Objectives

The potential benefits arising from a process of fiscal

decentralization have been amply studied in the existing

literature on public finances. Tiebout (1956) and Oates

(1972), among others, mention the following benefits:

i) local governments and representatives can allo-
cate resources in a way that better satisfies local
preferences;

ii) the proximity between electors and local executive
officials and legislative representatives makes it
easier to control the latter’s actions and favors the
exercise of accountability;

iii) democratic institutions and channels are reinforced
the more that citizens perceive that the process of
participation is fundamental for having their social
preferences represented and

iv) better solutions to many of the problems stemming
from market failures or externalities can be reached
in decentralized countries. This is the case for envi-
ronmental protection and urban service provision,
for example.

The principle of subsidiarity, according to which
public expenditure should be the responsibility of the
lowest possible level of government, is supported by
the points made in the previous paragraph. The highest
levels of government should only be in charge of expen-
ditures that entail considerable economies of scale or
significant externalities. Similarly, taking into account
the need to avoid conflict between decentralization
and macroeconomic stability, the instruments used
to promote subsidiarity, including intergovernmental
resource transfers, should include incentives for sub-
national institutions to maintain fiscal discipline.

Thus, the realization of benefits depends upon
the degree to which the various decentralization pro-
cesses in the public sector, in both federal and unitary
countries, allocate resources to the sub-national in-
stitutions at a level which is commensurate with their
responsibilities. The ideal situation is that in which the
responsibilities assigned to local governments can be
entirely financed with resources coming from their own
communities, through the collection of tax revenues

and fees charged for services. In the real world, how-
ever, this situation rarely is feasible given the disparities
that exist in the spatial distribution of production and
revenues, which influence a community’s capacity for
financing its expenditures, as well as factors such as
the size or the demographic profile of the respective
populations, which shape the nature and level of the de-
mands made on the state.

Expanding local governments’ own resources runs
into various obstacles. On the one hand, the taxes that
usually fall under these governments’ control, such as
real estate property taxes, do not, by their nature,
offer much capacity for income generation, and their
base is concentrated in just a few communities. On the
other hand, raising revenues from public service fees is
limited by the problems of income concentration and
the low incomes of the majority of service customers.
The alternative would be to share broader-based taxes,
such as those on income or consumption, between the
state or national government, by applying the principle
of derivation (whereby the local government retains a
portion of the tax collected within its jurisdiction). This
option, however, neither responds to the needs of the
majority of the sub-national jurisdictions, nor does it es-
tablish a direct link between the persons funding and
benefiting from services. As a consequence, intergov-
ernmental transfers are needed to fill the gap between
resources and responsibilities, so as to ensure the best
possible outcome in terms of the effectiveness and
efficiency of state activities.

These gaps are manifested in two dimensions: the
vertical, which represents the imbalances between
the responsibilities at each level of government and
the resources available to carry them out, and the hori-
zontal, which refers to the disparities in resources and
responsibilities within each level of government, across
states, provinces, departments or municipalities.

In his summary of the alternatives in respect to the
vertical dimension, Bahl (2000) analyzes three possi-
bilities: a specified share of federal or state revenues,
defining the transfer amounts on an ad hoc basis,
and reimbursing previously approved expenditures. In
respect to the method of horizontal distribution, the



options that he mentions are: sharing through the prin-
ciple of derivation, using formulas for allocating revenues
among the sub-national jurisdictions, total or partial cost
refunds and the application of ad hoc methods.

A list of the potential approaches from the combi-
nation of these dimensions will permit the defects and
virtues of each one to be evaluated. Obviously, from the
point of view of the objectives of fiscal decentralization,
the worst combination is the one that implies the adop-
tion of ad hoc procedures in two separate dimensions,
even though from the central government’s perspective
this may be the most appealing option because it per-
mits greater flexibility in decision-making and does not
lead to difficulties in those situations in which a more
rigorous fiscal adjustment has to be applied for macro-
economic reasors.

Another important concern in the formulation of
transfer systems has to do with the balance between
national priorities and local preferences. In principle,
decentralization is the best way to adjust public re-
source allocations to the preferences of the respective
communities. But, this can sometimes conflict with the
objective of ensuring that all citizens have access to
the goods and services that are fundamental to their
social development opportunities, such as a good-
quality education, for example. Moreover, the presence

Figure 16. Externalities in education and local spending
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of externalities, both positive and negative, can result
in local interests differing from national interests. For
example, if investments in education are the responsi-
bility of one level of sub-national government, this level
of government might have an interest in reducing edu-
cation spending to a point below the national optimum,
since some of the benefited children will eventually emi-
grate and then the investment in education undertaken
by the local government might benefit another locality.
Thus, education is a positive externality since it does
not only benefit the locality which directly makes the
investments.

In Figure 16, it can be seen that the national opti-
mum level (Quo) differs from local expenditure (Q.p)
because the local government underestimates the
benefits of education. This happens because the social
cost curve intersects the local benefits curve before it
joins the national benefits curve. The position of the
national benefits curve to the right of the local benefits
curve is explained by the fact that, in the former, the ben-
efits obtained by the locality where the spending takes
place are added to the benefits that the same spending
engenders in other jurisdictions. Thus, when formulat-
ing transfer systems it is necessary to take into account
the importance of ensuring a reasonable equilibrium
between national priorities and local preferences.

Social cost of education

Social benefit of national-level
education

Social benefit of local-level
education

v
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Another objective that needs to be considered is
that of reducing regional disparities in economic and
social development. Fiscal equity arrangements and the
adoption of regulations that seek to respond to national
priorities are not in themselves sufficient to stimulate
development in economically backward areas, which
need public actions to eliminate barriers such as in-
frastructure deficiencies in order to encourage private
investment. Eliminating these deficiencies requires
arrangements that promote or stimulate intergovern-
mental cooperation for the adoption of initiatives that
reduce restrictions on regional economic growth.

In an ideal model, the scope of these objectives
should be subject to certain principles. First, in order for
decentralization to be successfully carried out, transfers
must be transparent and predictable. Second, the trans-
fers must have a reasonable degree of flexibility so that
they can be adjusted to changing circumstances. Third,
transfer recipients must have the necessary autonomy
to make decisions about a significant proportion of the
transferred resources.

In the real world, however, there are other aspects
still to consider. An excess of transfers might encourage
recipient governments to be fiscally irresponsible. The
guaranteed availability of external resources represents
a strong disincentive for local governments to increase
revenues by fully exploiting their own tax base, since this
would negatively affect their constituents.

In general, the distinct intergovernmental transfer
arrangements typically fulfill, to a greater or lesser de-
gree, the requirements of transparency, predictability,
resource autonomy, and flexibility. It is difficult, there-
fore, to achieve an optimum combination of different
approaches that would give rise to a reasonably balanced
system of transfers, because the majority of the ap-
proaches examined in light of these requirements show
both positive and negative aspects, and some of them
exhibit qualities which are in contradiction with each
other. It is important to point out that the optimum
combination for each county has distinct characteristics
and, therefore, there is no solution that can be univer-
sally applied.

In order for the virtues of decentralization to be
fully realized, it is generally believed that the trans-
fer system
i) must provide for a regular, transparent and predict-

able flow of resources;

i) must balance local government financial needs and
responsibilities;

iii) must not discourage collection of those taxes
that are already the responsibility of those govern-
ments and

iv) must allow sub-national governments the flexibility
to allocate the resources according to the diver-
sity of conditions and preferences of the community
they are intended to serve.

Given that the ideal world almost never coincides
with the real world, and that the choice among alter-
native transfer systems is subject to the influence of
various conflicting interests, the degree to which a pos-
sible solution approaches an ideal model will depend
on the degree to which a better understanding of the
consequences of different options can contribute to
the management of such conflicts.

Transfer Systems and Factors of Compensation

In the existing literature and in international practice
transfers are divided into two main groups depend-
ing on how the resources are used: unconditional and
conditional. Both are characterized by a large degree of
variation in respect to the definition of their bases, the
number of forms they take, allocation criteria, and so
on, but they are really differentiated by the degree of
autonomy granted in the allocation of resources.

Unconditional transfers (Stiglitz 1988) imply greater
autonomy because they are not assigned a specific use
and the recipient government can use them in the way
it finds most beneficial.

Conditional transfers, on the other hand, allow re-
cipient governments far less autonomy in respect to
their use. There is a greater variety of types of condi-
tional transfers than unconditional transfers. Among
them are matching grants, unlimited matching grants



and non-matching grants. All represent central govern-
ment intervention in local spending decision-making, to
a greater or lesser degree.

Matching grants guide local resource allocations to
sectors selected by the central government, but they
leave to recipient governments the power to decide the
respective amounts. These transfers can be considered
as a subsidy towards the cost of the public service
offered. If, for example, the federal government is will-
ing to transfer one dollar to sub-national governments
for every dollar that the latter spends on education,
sub-national governments’ perception will be that
the cost of providing these services is only 50% of the
real cost. This kind of transfer is often employed so that
the provider government can internalize the externali-
ties arising from a given public good or service.

Unlimited matching grants represent a fiscal risk
for the federal government, which cannot foresee with
complete accuracy the amounts it will have to transfer in
order to complement local spending. This does not hap-
pen with limited matching grants which, though similar
to the former, differ by establishing in each case a maxi-
mum contribution from the resources that the central
government must transfer in each case. In this option,
therefore, sub-national governments wishing to increase
their spending in a given sector or function over and
above the established limit can do so but without ad-
ditional financial support from the federal government.

Non-matching grants leave no option to benefi-
ciaries, who are obliged to employ these resources for
predefined functions, thereby establishing the predomi-
nance of central over local government preferences.
However, local governments could potentially exercise
some freedom over the way the resources are distrib-
uted within the sector receiving the grant, which would
allow for some representation of local preferences.

The bases for transfers can be defined in an ad
hoc way or through a legal mechanism, in some cases
through the constitution. The revenue system can be
composed of shared revenues or by constituting local
tax bases. Distribution among beneficiaries can either
follow a specific formula that automatically adjusts the
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amount allocated to each jurisdiction, or be the result
of an ad hoc procedure. In this case beneficiaries have
full autonomy regarding the use of resources and, there-
fore, no concerns about the safeguarding of national
interests will arise. If the base for the transfers is pre-
determined by law, it can give rise to problems for the
maintainenance of fiscal discipline and, if it is not,
the efficiency of sub-national government service provi-
sion is jeopardized.

Conditional transfers generally refer to resources
that are transferred with conditions that put emphasis
on either the sector or the nature of the expenditure,
thus interfering in the use but not the result. Shah
(2007) classifies these transfers as being input-based,
as opposed to other transfers that are output-based.
In the latter mode, the transfers would be associated
with temporary contracts rather than permanent rules,
being subject to revision whenever results for beneficia-
ries do not match the mutually agreed commitments.

In spite of the diversity of options in respect to
the form of transfers and their respective qualities, in the
evaluation of specific experiences and in the formula-
tion of recommendations for change, there are three
principle factors of compensation that should be taken
into consideration:

i) fiscal discipline versus sub-national autonomy;

ii) national priorities versus local preferences and

iii) service provision efficiency versus equity in access
to services.

The preoccupation with fiscal discipline and the
predominance of national interests, along with the rigid
conditions governing their use that aim to ensure that
fiscal discipline is not jeopardized during moments of
financial crisis can give rise to a preference for great-
er flexibility in defining the amounts of transferable
resources. By contrast, an emphasis on the virtues of
decentralization can lead to the opposite orientation
being recommended; the adoption of clear and stable
regulations regarding the transfer of federal funds to
sub-national governments, and less interference by the
federal government in local decision-making on expen-
diture (preferably, total autonomy).
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While autonomy in the allocation of resources might
guarantee better attention to local preferences, it can
accentuate the differences between local and national
interests. Moreover, the quality of institutions can also
affect the determination of the optimum level of au-
tonomy. In those cases in which institutions are weak
and local management capacity is clearly deficient,
less autonomy and more rigid fiscal rules need to be
considered. The weaker the institutions, the greater
the need to adopt models that lend themselves to pe-
riodic rule revision, in order to avoid distortions being
perpetuated.

Greater autonomy can also enter into conflict with
the principle of equity in the access to state services,
especially when there are important regional disparities.
Therefore, the greater the regional and social dispari-
ties, the greater the weight that national priorities will
have within the transfer system to the detriment of con-
cerns related to the satisfaction of local preferences.

In order to ensure governmental accountability
towards citizens, transfers need to be transparent
and the origin and amounts of the resources received
by the sub-national units must be precisely known.
Sub-national governments should also have a free hand
in allocating the resources.

When the predictability of the flow of resources is
high governments are able to adopt a more precise,
rational and less risky financial program, thus facilitat-
ing the execution of long-term actions and programs,
especially investments, without which efficiency in local
public service provision is undermined.

But when the rules regulating transfer systems are
more predictable, greater difficulties are likely to arise in
ensuring commitments to fiscal discipline during eco-
nomic crises. Flexible rules contribute to fiscal behavior
supporting macroeconomic stability but they go against
the spirit of decentralization.

Table 56 compares some of the characteristics of
the transfer regimes that give rise to the two compensa-
tion factors mentioned above.

Fiscal discipline is not incompatible with decentral-
ization, but compatibility depends upon the strength
of institutions, transparent fiscal rules and a clear

distribution of responsibilities and powers, thus mak-
ing effective social control of governments possible. It
also depends on a strong general commitment to ac-
countability in the case of the inadequate management
of public accounts, meaning that there will be no rescue
operations in the hypothetical case of a lack of financial
control by sub-national governments.

It is possible that national interests and local
preferences could be considered not as antagonistic,
but rather as complementary, aspects. In this case,
the degree of regional and social inequality is a factor
that affects the evaluation of what approach to adopt.
If these inequalities are significant and likely to increase,
and if the state’s action in the field of social and regional
policy is an important instrument for reducing them,
then national interests tend to prevail. This, in turn,
reduces the margin within which actions carried out at
the local level can respond to the preferences of their
respective communities.

These considerations reinforce the impossibility of
applying a single model, either for evaluating existing
systems or for formulating reform proposals. Each
model should be interpreted within the context in which
it was formulated in order to better understand the
motive behind the decisions that led to its adoption.
This does not mean it is not possible to establish the
necessary parameters for evaluating known systems,
but it does reflect the importance of analyzing each
individual case, by taking into account the factors of
compensation that should be considered before advanc-
ing towards making recommendations. The following
subsection examines these factors of compensation.

Evaluation of the Factors of Compensation

Evaluation of the factors of compensation depends on:

« The way in which transfer amounts are defined,;

« The methods and criteria that are applied to the
distribution of transferable resources;

o The number and the nature of the conditions es-
tablished for the use of transferable resources;

« The stability and predictability of the flow of
transfers;



Table 56. Transfers: principles and factors of compensation
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National interests

Local preferences

Flexibility in determining funds;
conditional transfers; uniform
regulations.

Flexibility in determining funds;
autonomy and transparency in the

use of resources; fiscal regulations.

Rigidity and stability of funds;
asymmetrical regulations; stimulus
for intergovernmental cooperation.

Rigidity and stability of funds;
autonomy and transparency in the
use of resources; incentives for

exploiting local tax base.

« The relation between transfers and local resources
in the composition of the sub-national budget;

« Thetransparency of the rules governing intergovern-
mental fiscal relations.

An improved balance between fiscal discipline and
a more efficient decentralization process depends on
the solution adopted to determine transfer amounts.
It would be ideal if transfer values were defined on
the basis of a clear definition of responsibilities at
each level of government and of the resources which
each level should count on to adequately fulfill those
responsibilities, taking into account regional differ-
ences in respect to the cost of service provision. The
discrepancy between the sub-national governments’
need for resources and their capacity to obtain them by
collecting taxes within their jurisdiction measures the
extent to which they depend on transfers.

This is a proposal that is very difficult to apply
in reality, especially in those countries where there are
large regional disparities and significant internal dif-
ferences in respect to the quality of public institutions.
These problems can be mitigated if the territorial distri-
bution of resources follows asymmetric rules, but this
inevitably leads to conflict about the intensity and
degree of asymmetry.

In the absence of objective criteria to determine the
right transfer amounts, it would be advisable to adopt
a solution that permits the introduction of frequent
readjustments to limit either excessive levels, which
lead sub-national governments to under-exploit their

potential tax bases, or deficient levels, which result
in the lack of capacity to provide services in a decen-
tralized way.

But, the uncertainties derived from frequent revi-
sion generate pressures in the opposite direction by
promoting the incorporation of guarantees through
specific laws or new constitutional provisions. Those
guarantees might consist in transfers being based on
a percentage of national tax revenue, or in the setting
of minimum values, which would be valid for pre-
established time periods.

These options do provide guarantees from the
standpoint of the vertical distribution of resources,
but there is a second problem that is even harder to
solve: the distribution of the amounts assigned to each
sub-national institution. The ideal model suggests the
adoption of a system of spending capacity equivalence,
in which the difference in the cost of service provision
is taken into account, but even in those places where
this solution has been officially adopted (e.g. Australia)
its operation is extremely complex and it has been
subject to harsh criticism.

The alternative consists of adopting a distribution
formula that benefits the economically underdevel-
oped units and places greater weight, for example, on
the extreme inverse of per capita income in determin-
ing respective contributions. It is easy to appreciate
that negotiations over the components of this formula,
and the weight of each of them in determining indi-
vidual contributions, imply a high degree of conflict.
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The most technically sophisticated formulas, that at-
tempt to adapt the horizontal distribution of resources
to the importance of respective responsibilities, end up
by broadening the conflicts, as well as also presenting
difficulties for implementation. The simplest formulas
reduce the possibility of disputes, but they also generate
significant distortions.

At the same time, socio-economic change means
that whatever solution is adopted at any given moment
will accumulate distortions over the course of time,
which will require revisions and revive the conflicts over
territorial resource distribution. In the absence of a new
agreement, the solution normally consists of establish-
ing fixed coefficients, based on patterns observed in the
recent past, which obviously deepens the distortions,
especially considering that the original solution already
implied a high degree of inefficiency.

In the case that guarantees are fully respected, the
horizontal imbalance between resources and needs
is accentuated (mainly when resources are lacking in
those places where the greatest problems occur) and
resources can be freely allocated, sub-national govern-
ment concern for fiscal responsibility will be lower,
because wasteful spending is likely where there is an
excess of resources and borrowing is encouraged where
there is scarcity. An excess of resources likewise dis-
courages local tax collection, including in those cases
in which it is necessary, since a demonstration effect
from other jurisdictions inhibits public authorities from
applying effort in this respect.

This tendency leads to the imposition of controls on
sub-national government management of their finances.
On the one hand, conditions are imposed on the use of
resources so as to reduce waste and, on the other, rigid
controls on borrowing are put in place. Moreover, given
that for political reasons it is difficult to adopt asym-
metric solutions, uniform national rules finally prevail,
which satisfies the demands for macroeconomic discipline
but this in turn causes problems in terms of the efficiency
of public management at the sub-national level.

Generally speaking, the conditions established
are of two kinds. The first focuses on the nature of
expenditures, and its objective is to limit administrative

or superfluous costs by way of, for example, personnel
salary caps and restrictions on the possible level of bor-
rowing for new investment through the adoption of
fiscal responsibility laws. The second kind of condition
implies alternatives that differ in respect to their effects.
As previously mentioned, these alternatives include the
approach of non-matching transfers (allocating part of
the transfers to spending in sectors that are considered
priorities from the point of view of national concerns
regarding improvements in the standard of living of
the population) and matching transfers (the transfer
of funds equal to the level of sub-national government
spending in those same sectors).

The allocation of part of the resources received
by sub-national governments to certain sectors could
alleviate pressure on the federal budget and have posi-
tive effects in terms of fiscal discipline, but it is also
harmful from the standpoint of the efficacy of the
decentralized fiscal regime, especially when the rules
regulating the transfers are not transparent.

An efficient system must grant reasonable au-
tonomy to sub-national governments in the use of
transferred resources, be predictable and allow periodic
adjustments to the rules. If there is flexibility, then au-
tonomy and predictability might not cause problems for
maintaining fiscal discipline, but this will not be the
case if the rules are rigid. Symmetrical rules also create
their own particular problems in terms of efficiency,
because they do not allow adjustment between the
territorial distribution of resources and the correspond-
ing distribution of the demands on the state. At the
same time, greater autonomy only results in efficiency
when it is accompanied by the imposition of rigorous
budget restrictions preventing the irresponsible man-
agement of public accounts at the sub-national level.

It is always difficult to reconcile the aspects of fair-
ness and efficiency. If emphasis is placed on fairness
in respect to the distribution of personal income, then
transfers will include conditions on resource use that re-
duce sub-national autonomy and generate problems in
terms of the efficiency of expenditures, especially when
the rules are too rigid and the criteria for distributing
transfers are symmetrical.



Ifthere are no barriers to the internal mobility of the
factors of production, the regional dimension of fair-
ness is no longer important from an economic point of
view, but it is difficult to imagine that policies ignoring
this perspective would be politically viable. The ex-
pansion of regional disparities creates tensions and
conflicts that demand attention, independent of the
economic arguments about interpersonal fairness or
efficiency. The classic systems of fiscal equalization
adopted by the mature federal regimes (Germany and
Canada) attempt to reconcile the individual and territo-
rial dimensions of fairness by giving all units of the
federation the necessary capacity to provide essential
services, with the aim of giving all citizens the same
access to them, regardless of where they live. This solu-
tion is difficult to apply in developing countries, where
regional disparities are very pronounced, because the
resources needed to put an efficient fiscal equalization
system into practice would be very substantial, thereby
jeopardizing fiscal management from a macroeconomic
perspective.

The aim of the previous argument is to reiterate
the scant reward for developing universal recommen-
dations regarding the way in which countries should
structure their transfer regimes to obtain desired results
and to avoid exacerbating regional conflicts. For the
recommendations to be useful, they should focus on
the aspects that must be taken into consideration when
deciding to what degree each system should confront
the various problems described, so that the decision
can be based on an analysis of the respective factors of
compensation, and all stakeholders made clearly aware
of the possible repercussions.

The degree of rigidity of the rules adopted to de-
termine the amounts of the transfers and the freedom
granted to sub-national governments in the use of the
resources they receive are the principle variables that
should be considered when evaluating a compromise
solution between fiscal discipline and sub-national
autonomy. Obviously, the maximum degree of rigidity is
reached when the constitution determines the volume
of resources to be transferred and the government does
not have the opportunity to circumvent constitutional

IV. Fiscal Decentralization

rules by making use of taxes that are not part of the
resource base for the transfers. At the same time, au-
tonomy is at its maximum level when the imposition
of any condition whatsoever on the use of transferred
resources is prohibited.

The degree of rigidity is lower when the revenue
base for the transfers does not cover the total of na-
tional tax revenues and when it is easier to alter the
rules that regulate the calculation of the amounts to
be transferred. This is most difficult when the rules are
based in constitutional provisions and easiest when
the rules are based on decisions adopted during the
annual budget process. Between the two extremes,
and on a scale of decreasing difficulty in altering the
rules, are those regimes established by laws requiring
a special quorum to approve their modification, ordi-
nary laws and ad hoc negotiations. In any case, rigidity
is moderated when the current regulations anticipate
periodic adjustment of the amounts to be transferred.

The degree of autonomy, therefore, varies between
absolute freedom and its total absence. The gradations
between the two extremes derive from the significance
and nature of the conditions imposed upon the use of
resources. Obviously, freedom increases the more that
the proportion of conditional transfers in the total vol-
ume of local budgets diminishes, but that is not all:
the nature of the conditions also matters. Even if the
share of conditional transfers is the same, there is less
autonomy when conditions are imposed in the form of
non-matching grants than if matching grants are em-
ployed. Moreover, whichever form is applied, autonomy
increases when conditions are generic (by function or
by sector) and diminishes when they are specific. When
national government intervention in decisions about
local expenditures takes the form of unlimited matching
grants, this can cause difficulties for the maintenance of
fiscal discipline.

In theory, greater autonomy results in more effi-
cient decentralization and enhances governmental
accountability, although it does put fairness at risk.
Nonetheless, other factors must be taken into account
when evaluating solutions that attempt to balance effi-
ciency and equity considerations. The most important
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has to do with regional disparities. From a strictly
financial point of view, the conflict between autonomy
(efficiency) and fairness could be solved through the
adoption of an adequate system of fiscal equalization.
But even if that were possible in developing countries
with sharp regional disparities, there are other aspects
that must be considered.

Among these aspects are incentives. Autonomy is
important for efficiency, but it must be accompanied
by the correct incentives. It cannot be mainly based
on transfers because it is essential that sub-national
governments have a reasonable capacity to collect tax
revenues, and that transfers do not discourage their
incentives to build this capacity. In addition, national
autonomy must be accompanied by rigorous budget
restrictions so that fiscal discipline is not put in jeop-
ardy, and it contributes to governmental accountability.
Fairness, however, does not solely depend on giving
each sub-national institution the necessary financial
capacity to fulfill its responsibilities, but also on adopt-
ing national standards regarding the quality of essential
services, for example, in the areas of healthcare and
education, with the aim of providing equality of oppor-
tunity in social development.

The imposition of national standards limits the
adaptation of sub-national expenditure to local pref-
erences, which implies that a compromise solution
should be considered in this case as well. In principle,
the adoption of national standards seeks to elimi-
nate the disadvantages faced by the inhabitants of the
poorest regions in gaining access to essential services
provided or financed by the state. If these disadvan-
tages are not corrected, then they will jeopardize social
development possibilities and the greater they are, the
greater will be the negative effect of the lack of policies
designed to solve the social inequality problem.

The importance that access to education, health-
care and decent housing hold in the new development
strategies aimed at reducing income inequalities has
focused the state’s attention on these sectors. This
affects the adoption of measures that impose or affect
the allocation of public resources administered by
sub-national governments.

From this perspective, the sharper the regional
differences in terms of the capacity and standards in
service provision, the greater the need will be to allocate
resources to these sectors and, as a consequence, there
will be less margin for sub-national governments to
adjust budgets to address local preferences. In this
case, whenever disparities are pronounced, the pendu-
lum that marks the desired balancing point will tilt
towards heavy conditioning of transfers in support of
equity-oriented policies, and in the other direction when
these disparities are lower.

Given the limitations in the availability and quality of
the existing information required for assessing differ-
ences in standards of access to and quality of social
services, it can turn out to be impractical to evaluate a
compromise solution on the basis of these consider-
ations. One way of avoiding this problem would be to
choose a variable that is easier to analyze that somehow
synthesizes the effects of the differences obstructing
social development opportunities, such as the Gini
index for measuring the inequality of regional per capita
income. If the index reaches very high values, it indi-
cates the presence of very large shares of resources
allocated to these sectors in the sub-national budgets,
and vice versa.

The means adopted for allocating resources adminis-
tered by sub-national governments will also affect the
point at which a greater balance between national priori-
ties and local preferences will be reached. If the allocation
is carried out through matching transfers, then the pro-
vincial or municipal governments will be responsible for
deciding the amount applicable, which will vary accord-
ing to the size of the matching amount; the greater the
matching amount, the greater the stimulus to spending
in the mentioned sectors (if the balancing entry is
limited, this incentive will be lower). If the option is a
non-matching grant, the sub-national governments will
not have the necessary autonomy to decide the applica-
ble amount but they might, as in the case of matching
grants, have a certain freedom to decide the way in
which resources are allocated within each sector.

It is worth mentioning that national interference
in sub-national spending can also take place through



constitutional or legal provisions (when this is possible)
which stipulate that a portion of a sub-national govern-
ment’s own resources must be allocated to address
national policy priorities. In this case, a certain degree
of freedom can also be exercised when the rules that
define the benefited sectors are ill-defined. Another
way of obtaining a similar result is to transfer responsi-
bilities from the central government to other levels
of government, but without a corresponding transfer of
resources. This option, however, might cause problems
for the adequate functioning of the service or lead to the
sacrifice of other services to make fulfillment of the new
responsibilities possible.

It is clear that the basic variables that define when
a particular case strikes the right balance between
autonomy and fiscal discipline are the same ones that
intervene in the evaluation of the other factors, al-
though from different perspectives. As is the case for
rules related to macroeconomic goals, overly-rigid rules
applied to the horizontal distribution of resources also
impair efficiency by hindering the adaptation of this
distribution to changes in the regional distribution of
service demands provoked by socioeconomic change
and they also have negative effects on fairness. If on top
of being rigid, the rules are also uniform, the difficulties
of obtaining a territorial resource distribution pattern
that satisfies the objective of reducing differences in so-
cial development opportunities will increase.

As far as autonomy is concerned, efficiency is
promoted when transfers can be freely used, but this
runs counter to concerns about fairness, as well as
demanding other requisites to foster efficiency without
jeopardizing fiscal discipline. This interdependence is
what makes the evaluation of the factors of compensa-
tion more complex, even though deeper examination
does reveal important elements that can inform the
policy decisions determining to what degree each case
approximates a solution that might reconcile the differ-
ing dimensions of such decisions.

IV. Fiscal Decentralization

Procedures for Evaluating the Factors
of Compensation

Fiscal Discipline

As previously mentioned, the degree of rigidity with
which the amount of national revenue to be transferred
is defined is the principal aspect to be observed when
evaluating the difficulties that a transfer system creates
in terms of fiscal discipline. The greater the rigidity
of the rules and the lower the possibility of introducing
adjustments, the worse the quality of the system will
be from the point of view of macroeconomic discipline.

This degree of rigidity is a function of two vari-
ables: the breadth of the base for calculating transfer
amounts, and the nature of the rules that regulate this
kind of system. Rigidity is more pronounced when the
rules are of a constitutional character and the distrib-
utable amount affects total revenue. Rigidity is lower,
however, when the transfer base does not affect total
national revenue, when the rule is based on a law and
when there are automatic mechanisms for revising the
transferable amount.

The coverage of the base is measured by the rela-
tionship between the revenue raised from taxation
making up the transfer base and the total volume of
national tax revenue. In respect to the rules, the difficul-
ties they cause for the maintenance of fiscal discipline
range from relatively high in the case of constitutional
provisions to low in the case of decisions adopted
during the budget process through special and ordinary
laws. For the same type of rule, difficulties decrease
when the rule stipulates that periodic revisions will
be made to allow adjustments to the changes in socio-
economic conditions (the Indian model). In Table 57,
the diversity of possible combinations is presented,
along with their implications for the difficulty of main-
taining fiscal discipline.
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Table 57. Evaluation of the degree of rigidity of transfer amounts

Percentage of national tax revenue transferred

Constitution

Special law R R-

Ordinary law without previous ~ R- M

adjustment

Ordinary law with previous M M-
adjustment

Annual Budget L L-

M- L+

L VL
L+ VL+
VL VL++

References: VR, very rigid; R, rigid; M, medium; L, low; VL, very low.
The sign next to some concepts denotes reinforcement (+) or attenuation (-).

Sub-National Autonomy

The basic variable defining the degree of autonomy
is the proportion that allocated resources represent
relative to the sub-national government’s total budget
revenue. This share depends on allocations included in
the transfers, and on the importance of own revenues
in the composition of sub-national budgets. Autonomy
also varies according to the nature of allocated reve-
nues, even if these revenues represent the same share.

If non-matching grants are chosen, autonomy will be
less than if transfers are made through matching grants.
In any case, autonomy increases when allocations are
assigned to large sectors and it decreases when as-
signed to specific programs. If the matching grants are
of an unlimited character, the problems they pose for
fiscal discipline must be borne in mind. The correlation
of these variables enables the degree of autonomy to
be evaluated, as shown in Table 58.

Table 58. Degree of autonomy in the use of tax revenue by sub-national governments

Percentage of revenues allocated as a share of total tax revenues

Non-matching Sectors
Programs VL+ L+
Matching Sectors M- L-
Programs VL++ L--

M- H
M-+ VH
M-- VH+

References: VL, very low; L, low; M, medium; VH, very high; H, high.



Efficiency

Efficiency depends on autonomy, but also on predict-
ability. Efficiency, therefore, can vary as a function of
the guarantees that regulate resource transfers and
their predictability, even if the degree of autonomy
resulting from a combination of these conditions is the
same. Guarantees are greatest when transfers adhere to
perfectly known and easily applied formulas, and less
when rules are changeable or non-existent. Predict-
ability, in turn, is greater when transfers are automatic,
but is nearly absent when they are subject to the control
of the national government. Therefore, for the same
degree of autonomy, efficiency is greater when guaran-
tees and predictability are high and less when they
are insignificant. The aggregate data corresponding to

Table 59. Evaluation of the efficiency of transfer systems
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each layer of government reveal little or nothing about
a system’s efficiency. It is necessary to analyze the situ-
ation from a horizontal perspective, that is, in terms of
how autonomy and predictability vary as a function
of the degree of development and the size of the differ-
ent sub-national governments. For the same degree of
autonomy and predictability, efficiency can vary accord-
ing to whether or not rigorous budget restrictions are in
place. In this case, evaluation should be carried out
in two stages, as shown in Table 59.

Among the prerequisites for rigorous budget restric-
tions, the relationship between transfers and own
revenue, and incentives to exploit sub-national govern-
ment tax collection potential are of great importance.

I - Degree to which autonomy and predictability enhance efficiency

Degree of autonomy in the use of resources

Predictability

Automatic transfers VH
Formula M
Fixed coefficients G
Non-automatic G-

H M L VL
G M L VL
G- M L VL
M IL VL VL++

References: VH, very high; H, high; G, good; M, medium; L, low; VL, very low.

II - Favorable conditions and degree of efficiency of the system

Rigorous budget restrictions

VF
Yes VE
No VI

Favorable conditions for efficiency

I8 M 6) VU
VE- E I VI
VI- I I- I--

References: VF, very favorable; F, favorable; M, medium; U, unfavorable; VU, very unfavorable;
VE, very efficient; VI, very inefficient; E, efficient; |, inefficient; VI, very inefficient.
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Fairness

If the criterion for evaluating equity is taken to be the
contribution of the transfer system to offering all citi-
zens access to the same pattern of essential services
(thus equalizing social development opportunities),
then the principle variable that indicates the degree of
fairness of the system is the proportion of resources
assigned to national priorities in the field of social
policy (healthcare, education and housing) in relation
to the total sub-national budget. In principle, the greater
the regional disparities in terms of income, the greater the
need to allocate transfers to those sectors, to ensure
the same standard of service provision in the poorest
regions and to provide equal opportunities for all
citizens.

Therefore, the higher the index of regional inequali-
ties (the Gini coefficient, for example), then the greater
the allocations to the social sectors should be, and
vice versa. But that is not all. For the same degree of

allocation, the system’s fairness varies according to the
form of transfer employed. In light of this criterion, spe-
cific non-matching grants are preferable to those of a
generic nature, although part of their effect might be
canceled out in cases in which the volume of local
revenue is such that it can take the place of transferred
funds. On the other hand, matching grants can have
negative effects from the perspective of fairness, espe-
cially when the national shares are uniform, generous
and unlimited (in which case, their macroeconomic
repercussions should be taken into consideration.

Just like efficiency, the equity of the system should
be evaluated from a horizontal perspective, according to
the disparity of the conditions found across the national
territory. Depending on socioeconomic development
factors, symmetric and overly-rigid rules are unfavor-
able from the point of view of equity. In Table 60, the
possible combinations are summarized.

Table 60. Evaluation of the degree of equity under conditions of sharp regional disparity

Percentage of revenue allocated to national programs in the sub-national budget

Non-matching Sectors

Programs

a

Matching

H
Sectors M
Programs H

H

Unlimited

L £ £ =

Limited M

M L
VL VL+
IL VL
IL VL
VL VL+

Note: Symmetrical rules reduce equity, principally in the case of transfers with matching grants, which do not take into account differences

between sub-national governments.



Accountability

Accountability at the sub-national level depends to a
large extent on the governments’ room for maneuver in
allocating their budgets according to the preferences of
their respective communities, as well as on the trans-
parency of the decisions adopted. Therefore, one of the
variables defining the possibility of responding to local
preferences is the degree of autonomy of sub-national
governments in allocating their revenues. Another
variable has to do with the nature of that autonomy.
If it results from a greater capacity to generate own
revenue and an adequate exploitation of this potential,
its effects from the perspective of accountability are
better than in the case of greater autonomy derived
from non-allocated transfers. For the same degree of
autonomy in the use of budget resources, the condi-
tions for accountability are favored to a greater extent
when the autonomy is obtained by way of the sub-
national governments’ own revenue rather than through
transfers.

IV. Fiscal Decentralization

Even though the suggested evaluation could be
carried out by using the objective factors mentioned
above, the evaluation should not be centered in these to
obtain the best solution possible. From the point of
view of fulfilling the five principles, a balanced transfer
regime is not necessarily that of the medium position in
relation to the previously analyzed factors of compensa-
tion, but rather depends on the importance that society
attributes to each one of the principles that should be
observed, as well as the degree of existing social and
regional disparities and the quality of institutions.

The procedure that is suggested here, therefore,
does not pretend to have normative value or to be able
to indicate what the best options are in each case. What
it aims to do is to highlight those aspects that must be
taken into account in making decisions about the design
of a particular system, or introducing changes in existing
systems, such that the repercussions of given decisions
can be appropriately understood by all those who
benefit from them, or must face their consequences.

Table 61. Evaluation of the system in respect to accountability

Greater than 3
Between 2 and 3
Between 1 and 2
Between 0.5 and 1

Less than o.5

Very strong Strong Medium Low
VG G M+ B

G G- M- B+
M+ M- B B++
B B- VB VB+
VB VB+ VB++ VB++

VG, very good; G, good; M, medium; B, bad; VB, very bad.
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Distinctive Characteristics and Lessons
Learned from the Cases of Argentina, Brazil
and Colombia

In recent decades, the resource transfer systems of the
countries analyzed have been subjected to the influ-
ence of two clearly distinguishable forces: the demands
to promote and maintain macroeconomic fiscal disci-
pline derived from the more globalized nature of the
economies, and demands from society, stimulated by
advances in the democratization process, in the sense
of greater priority being assigned to policies oriented
toward reducing social inequality.

These forces produced two principal consequences:
they increased the control of national governments over
both the amount of the resources transferred as well as
their use. The rules regulating transfers became more
unstable and resources with no strings attached lost
significance relative to total transfers, thus reducing
sub-national autonomy.

Based on the procedures discussed in the previous
section, a first evaluation of the transfer systems
currently operating in the countries analyzed indicates
that the principal consequences of reactions to these
dual pressures was the erosion of two of the important
transfer system attributes that shape the quality of a
fiscal decentralization process: autonomy in the man-
agement of resources, and government accountability.

Argentina

In Argentina, the national tax revenue sharing system,
established in 1973 by Law 20,221 was replaced in the
next decade by a regime that, although considered tem-
porary at the time, has been in place since 1983. This
was the reason why the central element of the country’s
intergovernmental revenue transfer system lost stability
and transparency. It also lost importance in the overall
amount of transfers from the national government to
the provincial governments, especially in recent years,
given the increase in revenues coming from foreign
trade taxes.

The adoption of a provisional regime interrupted the
tendency observed in previous decades for a growing
share of national revenue to be transferred to the prov-
inces. In 2002, the provinces’ share of national revenue
declined by nearly 40%, a level far below the previous
decade’s average. At present, the provinces receive ap-
proximately 57% of the so-called masa coparticipable
neta (net revenue sharing fund).

The losses suffered by the provinces resulted from
two complementary measures: the transfer of greater
responsibilities, especially in the sectors of education
and health care, and the use of revenues from the
revenue sharing fund to support the financing of social
security. In the former case, the federal government
reduced its costs by transferring the management of
hospitals and schools to the provinces. In the latter,
the goal was to stimulate the competitiveness of the
Argentine economy by assigning a part of the revenues
collected from the VAT to social security to make possible
a reduction of payroll taxes. When the provisional reve-
nue sharing regime was adopted in 1987 (Law 23,548),
the previous rules were replaced with values that were
set through the new negotiations. The previous formula
for revenue sharing was substituted by fixed percent-
ages, defined on the basis of the average resources
received by the provinces during the period 1985-1987.
This brought instability to intergovernmental financial
relations and problems for public management at the
sub-national level.

The transfer of responsibilities to the provinces
in the social policy area increased the pressure for
financial resources to cover the costs of these service
responsibilities. The solution entailed the expansion of
the resources that form the base of the revenue shar-
ing regime and the increase of discretionary transfers.
The net revenue sharing fund is made up of differ-
ent percentages of various taxes, thus expanding the
possibilities for modifying the amount from which
the percentage distributed among the provinces was
taken. Figure 17 illustrates the structure of this financ-
ing arrangement.
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Table 62. Intergovernmental transfers in Argentina, Brazil and Colombia: factors affecting the quality of fiscal

decentralization

Evaluation Criteria

Degree of macroeconomic
rigidity

(Depends on the percentage
of national revenues trans-
ferred and the difficulty of
altering established rules).

Degree of autonomy of
sub-national governments
(Depends on the conditions
imposed on the use of
transfers and the importance
of own revenues).

Efficiency of management
(Depends on the degree of
autonomy, of the relation
between own revenue and
free transfers and the
existence of rigorous budget
restrictions. Also depends
on the rules applied to the
horizontal distribution of
the transfers).

Equity in access to services
that are essential for social
mobility

(Depends on the percentage
of resources assigned to
education and health care,

and the adoption of minimum

national standards).

Argentina

Provisional regime. Through
revenue sharing, the high
degree of rigidity caused by
assigning more than 50%

of national revenues to the
provinces is attenuated.

Formally very high, because
transfers are unconditional,
but the transfer of
responsibilities and the
minimum expenditure level
for education reduced
provincial autonomy, although
it still remains high.

The predominance of
transfers in relation to own
revenues and the optional
application of the Ley de
Responsabilidad Fiscal (Fiscal
Responsibility Law) means
that the system is less effi-
cient. Horizontal disparities,
made worse by fixed coeffi-
cients, also limit efficiency,
although the situation is more
favorable than that of Brazil.

The redistributive character
of the revenue sharing regime
should enable the poorest
provinces to improve the level
of access and the quality of
the services they are expected
to provide, which would result
in a favorable outcome if this
happened.

Brazil

The exploitation of
non-shared taxes enabled
the Brazilian regime to be
the most flexible of the three
countries analyzed even
though formally its system
is rigid.

The great capacity for
revenue generation
maintained a reasonable
level of autonomy, despite
the significant increase

in previously assigned
transfers.

Generally, significant auto-
nomy and a strong relation
between own revenue and
free transfers, reinforced by
rigorous budget restrictions,
favor efficiency, but this
evaluation is undermined
by the enormous horizontal
disparities aggravated by
the importance of the
municipalities.

The evaluation improved
due to new allocations of
resources for healthcare
financing and the application
of new rules for the distribu-
tion of resources allocated to
education, but the horizontal
disparities cause imbalances
between the available
resources and demand, thus
diminishing fairness.

Colombia

The adoption of a provisional
regime also moderated the
high rigidity of constitutional
rules, but flexibility is still
conditioned by the
performance of the economy.

The high degree of conditio-
nal transfers and the scant
capacity for generating own
revenues contributed to a
low level of autonomy. This
is the least favorable situation
in this matter.

The combination of scarce
autonomy and a very weak
relation between own revenue
and transfers lead to an
outcome that is not favorable
for efficiency. However, the
rules to distribute resources
in the territory in accordance
with internal demand reduces
the horizontal problem.

The changes carried out in
the rules governing resource
distribution for education
were a positive contribution,
but the existence of differen-
tiated regimes for access to
health care, on top of the
subsidy granted by the
government, reduced its
effects.
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Governmental accountability
(Depends on the importance
of a government’s own reve-
nue in sub-national budgets,
on the transparency of rules
governing the transfers and

The negotiation of pre-
established values reduced
the system’s transparency
and this, along with the loss
of autonomy and the lower
significance of own revenue,

From an aggregate perspec-
tive, the system would be favo-
rable because the degree of
autonomy is significant, own
resources are fairly substantial
and the principal component

Although the rules are
relatively transparent, the
scant autonomy and the low
importance of own revenue
also leads to an unfavorable
evaluation of the system.

translates into an unfavorable
situation.

the degree of autonomy in the
use of resources).

of the transfers is transpa-
rent. However, the horizontal
disparities go in the opposite
direction.

Although the revenue sharing regime does not es-
tablish conditions for the use of transfers, the transfer
of responsibilities and the adoption of rules defining
minimum levels of provincial spending on education
reduced the autonomy of sub-national governments
over their budgets, thereby causing differential effects.
Whereas the poorest provinces were the ones that most
benefited from transfers, in the richer provinces the
cost of education and health care service provision is
much higher, which means that expenditure autonomy
is adversely affected. This can even cause problems in
respect to the financing allocated to other sectors, espe-
cially urban service provision. This reduced autonomy,
on the one hand, and the greater dependence on trans-
fers, on the other, created conditions that did not favor
the accountability of the sub-national governments
to their citizens.

The 1994 constitution included arrangements aimed
at protecting the provinces; one example of this is the
requirement to include all new taxes established by
the federal government in the total amount of federal
resources available for distribution, as well as the prohi-
bition of unilateral transfers of responsibilities without
the corresponding transfer of the resources necessary
to finance them. It also established that the new re-
source distribution regime within the federation should
be regulated by a new law, the Ley Convenio (Covenant
Act), which in the end was not enacted due to the
requirement that it be approved by both the national
legislature and all of the provincial legislatures.

The conflicts over the distribution of public resources
intensified after the Plan de Convertibilidad (Convertibility
Plan) was abandoned. The multiple amendments in-
troduced in respect to the distribution of revenues
accentuated the distortions mentioned above and
contributed to intergovernmental fiscal relations being
further diverted from the principles that contribute to a
fair decentralization process. According to Cetrangolo and
Jiménez (2004), the changes observed during this period
point towards an incipient process of recentralization.

An important fact that should be highlighted is
the absence of direct sharing by the municipalities
in the transfers of resources from the pool of national
tax revenues. Indirectly, a municipality benefits through
revenue sharing with its particular province (either from
the province’s own revenue, or from its participation in
national revenue). There is, however, no general rule
in place in this respect. Each province, instead, adopts
different rules, which leads to great disparity in the
role that Argentine municipalities play in the decen-
tralization process.

In terms of macroeconomic considerations, the
maintenance of a provisional regime does favor fiscal
discipline, although it also creates uncertainty and
instability that jeopardizes the efficiency of public man-
agement and government accountability. Due to the
freezing of the transfer percentages for each province,
the system’s efficiency is still suffering from the re-
duction in provincial autonomy and the worsening
horizontal imbalance in the distribution of resources.



Figure 17. Argentine tax revenue sharing regime
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Profits Credit
64% and Debit
30%

Internal

Estimated Interest Others
Profit 100% 100%
100%

GROSS REVENUE SHARING FUND

National Social
Security System
15%

National
Treasury
40.24%

Compensatory Fund for
Provincial Fiscal Imbalances
$ 5,496,000 (Arg).

Resources

for the 23 Provinces
57.36%

Source: Ministerio de Economia y Finanzas Publicas de la Reptblica Argentina (Ministry of Economy and Public Finance of the Republic of Argentina).

Viewed from another perspective, however, the
strongly redistributive character of the transfers carried
out through the regime, along with the greater orien-
tation of these resources toward satisfying national
priorities, seems to have contributed to a reduction in
social inequalities. This is evident in the decreasing dif-
ferences between the provinces in terms of the Human
Development Index (HDI) at the same time that the
dispersion in per capita GDP remained about the same.

In general, the Argentine provisional regime did
contribute to reducing rigidity in respect to the trans-
fer amounts and to enhancing equity. But, by reducing
autonomy, it also helped to maintain uncertainties and
by ignoring horizontal imbalances, it negatively affected
efficiency and sub-national government accountability.

*CABA: Ciudad Auténoma de Buenos Aires.

Although the 1994 Constitution did shape the cre-
ation of a new regime in 2006, the rules envisaged
for its enactment meant that it was unviable, despite
repeated commitments in this direction. The prolonged
period of application of the provisional regime became
an obstacle for change, by exacerbating the conflicts
between the provinces. This is the principal obstacle
that must be tackled if such changes are to be adopted.

Brazil

In Brazil, sub-national government participation in
federal taxes maintained the guarantees and stability
conferred by the constitutional reform, in spite of the
macroeconomic policy demands for fiscal constraint,
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but the constitutional funds’ loss of significance as a
proportion of total revenue transfers to the states and
municipalities was much greater.

Contrary to the trends generally observed in the
region, the Federal Constitution of 1988 expanded
the transfers of revenues collected from the principal
federal taxes, but without the transfer of equivalent
responsibilities. The decentralization of revenue was
accompanied by an increase in the state’s responsibili-
ties in the area of social security but, in the absence
of clear definitions about their distribution, the task of
taking charge of financing those new responsibilities
fell to the federal government.

These changes gave rise to significant distortions
in the Brazilian revenue sharing system. In order to
generate the necessary resources to cover the costs
of the social security system, the federal government
depended on new contributions created by the consti-
tution which, due to the expansion in social security
expenditures, increased so rapidly that they now exceed
the total resources collected by the federal government
that are shared with the states and the municipalities.

The expansion of contributions might have reduced
the level of rigidity within the Brazilian system and,
consequently, made it more favorable from the point
of view of fiscal discipline, but it also made the system
extremely imbalanced from the point of view of horizon-
tal resource distribution, and entailed less autonomy
for sub-national governments over their expenditures.

Part of the revenues collected from social contribu-
tions is transferred to the states and municipalities in
order to finance the social security system, but the
increase in transfers carried out with non-constitutional
funds was counterbalanced by the growth in the num-
ber of resource transfer arrangements and the growing
imposition of conditions governing the use of transfers
by the state and municipal governments. Moreover,
the large number of revenue sources, and the aban-
donment of rational criteria for apportioning revenues
between the states and the municipalities, converged to
generate enormous disparities between the resources
and the responsibilities assigned to each one of the
jurisdictions.

Two factors contributed to the growth of these
disparities: the replacement of the previous apportion-
ment formula determining the state and municipal
share of federal tax revenues with fixed coefficients
(adopted in 1989) and the absence of a common logic
to channel the distribution of the remaining transfers. In
a context of important demographic changes, the use
of fixed coefficients entailed significant imbalances in
respect to the territorial concentration of responsibili-
ties and resources. These imbalances were exacerbated
by the multiple layers of transfers, each one distributed
according to different criteria.

The imbalances manifest themselves in the form
of important differences in terms of sub-national
autonomy. In particular, the small municipalities and
the less-developed states, in general, enjoy a higher
level of autonomy because they receive a higher propor-
tion of unconditional transfers. However, given that this
autonomy results from greater access to unconditional
transfers, it does not translate into a favorable situation
overall because of concerns related to efficiency and
accountability.

In order to improve efficiency, changes were incor-
porated into the criteria adopted for distributing the
resources assigned to the financing of health care and
education, which attempted to introduce greater predict-
ability in the level of transfers, and to target the territorial
distribution of those resources according to the demand
for such services. The best results were achieved in
the case of education, by using levels of enrolment in the
state or municipal public-sector schools as the basic cri-
teria for distributing funds for primary education. This
change, along with the allocation of the largest share of
the resources to improving teachers’ salaries, brought
notable benefits.

An important peculiarity of Brazilian federalism —the
autonomy that municipalities possess and their growing
relationship with the federal government— complicates
matters still further. Following in the wake of the chang-
es promoted from the beginning of the 1990s onwards,
the states have witnessed a gradual decline in their
importance within Brazilian federalism, whereas the
federal government has recuperated from the financial



losses it sustained due to the proclamation of the new
Constitution in 1988, and the municipalities have ex-
panded their share of total public sector resources.

Another factor that deepens disparities and accen-
tuates distortions is the adoption of symmetrical rules
within a context of strong asymmetries. Although
the municipalities as a whole have obtained significant
financial benefits, the resources are not distributed
among them in a manner commensurate with their
respective responsibilities, which principally harms the
metropolitan areas and the biggest cities. The same
situation holds true for the states; scarcely-populated
units with a low population density exhibit per capita
budgets many times greater than those of units with the
opposite characteristics. In such a situation, the vice of
transfers corrupts the virtues of decentralization.

If all of the five dimensions discussed previously are
taken into account when evaluating the Brazilian case,
the significant influence of decisions aimed at com-
pensating the effect of the rules stipulated in the 1988
Constitution in respect to fiscal discipline can be fully
appreciated. The rigidity of the rules governing transfers
was reduced as a consequence of the reduction in the
weight that shared taxes have in total transferred reve-
nues. This change was accompanied by greater federal
government intervention in sub-national budgets in
order to improve the system'’s equity. This intervention
does not harm efficiency when this is evaluated from
an aggregate perspective, but serious differences are
evident when this is evaluated from a horizontal point
of view. Moreover, when the evaluation is focused on
government accountability, the results are very poor.

The greatest difficulty that the Brazilian system faces
in reconciling fiscal discipline with efficiency has to do
with the horizontal dimension. The distortions gener-
ated by the formula for apportioning resources among
the states and the municipalities, began to accumulate
starting in 1989, when the previous formula was aban-
doned and the fixed coefficients that have been in place
since this time were adopted. The main distortion has to
do with the divergence between the territorial distribu-
tion of resources and the distribution of responsibilities.
The system benefits the smaller municipalities and
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the under-developed states, but socio-economic forces
concentrate the problems on the larger and more devel-
oped municipalities and states. Asymmetric rules could
reduce the distortions, but the adherence to asymmetry
is based in political factors that are difficult to eliminate.

Colombia

In Colombia, decentralization is a recent phenome-
non that has been implemented fairly rapidly. The
sub-national governments’ share of national reve-
nues increased from 13% in 1973 to 51.1% in 2003, a
remarkable achievement for a centralized country.

Despite the political autonomy gained by the de-
partments and some measures designed to provide
them with better operating conditions, decentralization
in Colombia centers on the municipalities and its main
focus is on social policies, which have been strength-
ened by the transfer of a large share of the resources to
health and education.

The speed with which decentralization evolved
in Colombia is due to the succession of measures
adopted from 1973 onwards, which were substantially
reinforced with the enactment of the 1991 Constitution.
However, as was the case in Argentina and Colombia,
the fiscal and macroeconomic crisis dampened the
initial enthusiasm and provoked changes that gener-
ated greater uncertainties in respect to its evolution
in the near future.

These uncertainties were due to the abandonment
of the rules governing the percentages of national
revenue to be transferred, and their substitution by pro-
visional measures. In this particular case, the measures
adopted do not significantly differ from those adopted
in Argentina and, in a somewhat different form, those
in Brazil. However, given that Colombia does not have
a federal system, its decentralization was largely based
upon the transfer of resources, which makes the count
more vulnerable to a reduction in the guarantees that
sub-national governments need in order to be able to
finance their responsibilities.

As a consequence of the changes put into place
in 2001 (Act 715), the amount of the transfers was no
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longer defined on the basis of a percentage of nation-
al revenue, but was based on a pre-established value.
By making these changes, the national government
achieved greater flexibility in fiscal policy management,
as well as increased the predictability in respect to the
distribution of resources among the departments and
municipalities. But at the same time, it subjected the
decentralization process to greater future instability and
uncertainty.

Instability and uncertainty do not go well with a
decentralization process that emphasizes social poli-
cies and whose management requires predictability in
respect to the availability of the resources needed to
finance highly rigid current expenditure. To these obsta-
cles can be added the high level of resources allocated
to policies defined by the central government, which
favors social equity, but does not favor efficiency.

Unlike in Argentina and Brazil, in Colombia trans-
fers are first distributed on a sector basis, and then in
a second stage on a territorial basis. The territorial dis-
tribution of resources assigned to each sector is based
on factors that attempt to measure demand, such as
the number of students enrolled (in the case of educa-
tion) and the size of the resident population included in
the subsidized system (in the case of health). Although
this option does generate better results in respect to
the equilibrium between resource distribution and the
respective financing needs, it is not viable in the case
of federal systems, in which the territorial principle
prevails.

On the other hand, concentrating on one sector
implies a low degree of autonomy in the execution
of transferred resources. This argument is the basis for
the conclusion reached by Acosta and Bird (2004) that,
despite the increase in transfers, the decentralization
registered in Colombia has not been capable of deliver-
ing the real benefits that was expected of it.

Some changes were introduced in the transfer re-
gime in the past two decades in an attempt to improve
efficiency and accountability. Education transfers began
to be based on the number of pupils enrolled instead
of the number of teachers as was the case in the past.

This tended to reduce horizontal imbalances and to
promote greater equality in the teacher/pupil ratio
between departments and municipalities. In the health
sector different mechanisms were introduced to in-
crease efficiency in service provision. But, despite these
improvements in the transfer system, it still lacks favor-
able conditions for achieving efficiency in decentralization
and government accountability. It might be useful in
this case to place more emphasis on outcomes, as well
as to incorporate incentives for sub-national govern-
ments to increase their own revenues.

In general, the Colombian system clearly reflects
the option of granting less autonomy in the use of
transfers and placing greater emphasis on the equity
of revenue distribution. Obviously, this translates into
less favorable conditions for efficiency and account-
ability. Moreover, even if the provisional regime did
moderate the system’s rigidity, momentarily reducing
the difficulties of fiscal adjustment, the absence of de-
finitive rules might generate problems in the near future
if, as in Argentina’s case, the obstacles to abandoning
the provisional regime led to a gradual postponement
of the return to the regime put in place by the 1991
Constitution.

Similarities and Differences

Observation of the distinct characteristics of the fiscal
decentralization experiences in these three countries
shows a great deal of similarity in respect to the general
orientation of the changes introduced in recent years,
but also significant differences.

It is evident that the similarities in the changes in-
troduced in recent years are due to a common force:
the importance of fiscal discipline as a part of mac-
roeconomic stabilization policies. As a result, and
because of the general perception that the rigidity
introduced by previous rules was constraining mac-
roeconomic fiscal management, the solution was to
obtain greater flexibility in defining the amounts of
the resources transferred each year to sub-national
governments.



Along with measures aimed at limiting transfers,
the predominance of macroeconomic considerations
in fiscal policy decision-making also led to a transfer
of expenditure responsibilities to sub-national govern-
ments, as a way of reducing pressures on the national
budget. In this case, attention was centered on the so-
cial area, especially on the education and health sectors,
that were also the focus of attention in the decentraliza-
tion experiences of all three countries.

The same objectives were sought through different
paths in the different countries. In Argentina, the federal
government transferred responsibilities to the provinces
and withdrew a part of the revenue collected from the
VAT from the revenue sharing fund pool. In Brazil, the
government took advantage of the opportunity to in-
crease taxes not subject to revenue sharing in order to
obtain similar results. By contrast, in Colombia the only
viable measures were the abandonment of constitu-
tional rules and the increase in allocations. The differing
paths also led to different results. From a macroeco-
nomic perspective, the reduction of rigidity was much
greater in Brazil’s case, while the loss of sub-national
autonomy was greatest in the case of Colombia.

The emphasis placed on social sectors was accom-
panied by two parallel developments: the preference for
polices oriented towards reducing disparities in social
development opportunities, and greater interference
by national governments in sub-national budgets. This
led to an increase in financial difficulties in tackling
shortcomings in urban service quality and coverage,
including infrastructure, in a context in which the rate of
urbanization contributed to increase pressure on the
governments of the principal cities and large metro-
politan areas.

The lower volume of resources available for meet-
ing local demands should have been accompanied
by changes to increase managerial efficiency, but the
abandonment, or the absence, of criteria that might
have helped to adjust the horizontal distribution of
resources to the territorial concentration of demands
placed on sub-national governments, along with the
adoption of fixed percentages instead of formulas,
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had the contrary effect. This increased the difficulties
impeding the improvement of expenditure quality,
principally in the most densely-populated areas, due
to the overlapping actions of different political jurisdic-
tions and the absence of adequate arrangements to
promote or encourage the necessary cooperation.

These problems were most strongly felt in the case
of Brazil, due to the importance of the municipalities
and the variety of transfers carried out by the states and
the federal government. This variety of transfers gener-
ates large horizontal disparities due to the absence
of a common logic applicable to the apportionment of
the resources (Prado, Quadros and Cavalcanti, 2003).
In Argentina, the horizontal balance was affected by
the prolonged application of a provisional regime that
maintained the share of each province in the total trans-
fers unaltered (which also happened in Brazil), and also
due to different effects on the provinces caused by the
transfer of social service responsibilities. In Colombia,
those same imbalances did not arise from the way in
which transfers were distributed, but from the differ-
ent categories of departments and municipalities with
respect to the nature of the responsibilities they can
assume in the formulation and management of the
policies for which they are responsible.

The most important explanation for the differences
detected in these three cases relates to the organization
of the state. In the federalist system in Argentina, the
municipalities have a very limited role and are subordi-
nate to the provinces, whereas in Brazil, the autonomy
and role of the municipalities are significant and have
even been reinforced by the decentralization of social
policies. In Colombia, the municipalities are the focus
of the decentralization effort, although there have also
been some initiatives adopted to expand the depart-
ments’ sphere of action.

The different forms of state organization also explain
the differences in respect to the scale of the changes,
such as the declining importance of unconditional
transfers in relation to the total volume of transfers, and
the large number of regimes for transferring resourc-
es to sub-national governments. This does not alter the
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conclusion regarding the negative effects that the
changes to the transfer regimes have had on public
management and the quality of the decentralization
process, but it does mean that such effects differ
greatly and vary according to the nature of the functions
that most depend on those transfers.

Contributions to the Debate on Transfer Systems
and their Formulation

The principal lessons from the literature, international
practice and the experiences of the three countries ana-
lyzed that can be offered to the politicians and public
sector managers who participate in decisions about the
formulation and change of intergovernmental revenue
transfer regimes is the following: more important than
attempting to obtain a unique model is to ask the right
questions, examine the consequences of the options
chosen, present them in a clear and transparent manner
and work to reach an agreement in respect to solutions
that reconcile the principal attributes of a fair decentral-
ization process.

This paper examined the principal factors of com-
pensation that are relevant to the decisions shaping the
quality of a given decentralization process. As observed,
there are some decisions that condition the rest in such
a way that a course of action can be initiated that guides
the negotiating process towards the attainment of the
best possible results.

This course of action begins with an evaluation of
the existing conflict between the importance of adopt-
ing flexible rules to facilitate fiscal management and
the demand for guarantees and autonomy with respect
to the amount and use of the transferred resources on
the part of sub-national governments (the formulation
of the transfer regime is considered to be the step that
follows the definition of the amount of resources to be
transferred).

Flexibility has its advantages, but it also has its risks.
Whenever negotiations over the amount to be trans-
ferred are revisited, the possibility arises that transfers
will be augmented, usually when negotiations coincide
with a period of economic growth. A greater margin for

macroeconomic management is not the only possible
advantage. There is also the possibility that rules stipu-
lating periodic adjustments can facilitate negotiation
and limit the volume of transfers.

If the risks and the advantages are to be reconciled,
flexibility must be accompanied by a schedule spell-
ing out the frequency of the revisions, and procedures
for reaching new agreements about transfer amounts
must be established. One option to be considered is the
Indian model, in which a commission of independent
experts is assigned the task of proposing a revision every
five years.

Greater autonomy can be the counterpart of less
rigidity. In a context of high levels of rigidity, finan-
cial difficulties faced by national governments can be
moderated by the transfer of responsibilities to sub-
national governments. Without the transfer of financial
resources to match these responsibilities, however,
as in Argentina’s case, problems of fairness and effi-
ciency are generated within the system. The nature of
the guarantees should also be evaluated. One usual way
of doing this is to define a percentage of all, or some,
national tax revenues that will be automatically trans-
ferred to the sub-national governments.

Obviously, the guarantee is greater if the share is
determined as a percentage of total national revenues,
since otherwise the national government might opt to
increase taxes that are not part of the transfer base.
Argentina and Colombia adopted the former of these
two options and Brazil the latter. In a period of economic
difficulties during the past two decades, the former two
countries abandoned this option and adopted provi-
sional systems in order to escape from the trap caused
by national fiscal adjustment, whereas Brazil followed
the path of exploiting non-shared taxes to achieve a
similar goal.

There are other repercussions that must also be
borne in mind. The solution adopted by Colombia,
which fixes the value of the transfers just until 2008,
leaves some leeway for the national government in the
event that the economy, and therefore national tax
revenue, grows more than the percentage of the agreed
adjustment. If this does not occur, though, then the



opposite adjustment could be made. When values are
fixed, sub-national governments are given solid guaran-
tees regarding what they will receive during that period,
but they also face future uncertainties due to the absence
of well-defined procedures about the solutions to be
adopted further down the road.

The Argentine experience would seem to indicate
that the greater the duration of the provisional system,
the greater will be the resistance to modifying it later,
since the distortions that accumulate over the course of
time increase the conflicts that will have to be resolved
in order for a broad revision of the system to be po-
litically viable. The Brazilian case reveals that escaping
from the rigidity trap is simple when the shared reve-
nues do not cover all national taxes, but this happens
at the cost of a sharp deterioration in the economic
efficiency of the tax system, an exacerbation of conflicts
within the federal system and a reduction in the effi-
ciency of decentralization.

As previously mentioned, the options chosen in
respect to the degree of rigidity of national transfers
and the degree of autonomy possessed by sub-national
governments influence the rest of the decisions that
define the quality of decentralization, by establishing
the conditions under which decisions will be taken
in the second phase of the chosen course of action.
It seems clear that the magnitude of social and re-
gional disparities will influence the decision about the
degree of autonomy, because wide disparities tend to
accentuate the demand for national policies aimed at
reducing them.

Once the degree of autonomy has been established,
the dividing line for imposing conditions on the use
of transferred resources will automatically be drawn.
Conditions will also be created for more efficient decen-
tralization, although not automatically. The same level
of autonomy may produce different results with respect
to efficiency, depending on the existence of strict and
effective rules that promote responsible management of
sub-national budgets (rigorous budget restrictions).

The experiences of Brazil and Argentina illustrate
the problems that arise in the context of a reasonable
degree of autonomy (higher in Argentina than in Brazil)
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and the absence of rigorous budget restrictions,
which stimulates irresponsible borrowing and the re-
current need to fall back on financial help from the
federal government. The recent experiences in Brazil
and Argentina likewise show that the adoption of rigid
fiscal rules helps to reconcile autonomy with fiscal
accountability.

Therefore, during the second phase of the chosen
course of action, the authorities and the politicians
participating in the formulation of a transfer regime (or
in the reform of the existing model) are faced with a
novel array of options. They must decide how to use
that portion of the transfers that is under their control to
promote national policies. This includes allocations
to specific sectors or programs (non-matching grants)
in which case, depending on the rules applied, there
will be noticeable variations in sub-national govern-
ment autonomy in managing the received resources,
or a central government offer to match the amount
that the other levels of government assign to national
priorities (matching grants).

Before continuing, however, it is necessary to stop
at this point and evaluate the problem from the point of
view of its horizontal dimension. The same aggregate
level of autonomy in transfers can translate into varying
degrees of autonomy for different sub-national govern-
ment units. The units enjoying the greatest economic
potential can avoid the limitations imposed on the use
of transferred resources by assigning their revenues
to other ends, as seems to have happened in Colombia
(Chaparro et al, 2004). In addition, if the option of
matching grants is chosen, the poorest jurisdictions
might not be in a position to provide the necessary re-
sources to receive the matching funds, especially when
the demands are large and uniform, and cause prob-
lems in terms of the system’s fairness.

These problems always emerge when symmetrical
rules are adopted within a context of large asymmetries,
notonlyin financial terms, but also in terms of the quality
of human or physical resources. These differences can
be tackled by assigning different mandates, according
to the jurisdiction’s capacity to assume responsibili-
ties in any given sector. Examples of this practice can
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be seen in the measures adopted in Brazil in the area
of health care, and in Colombia, in the education sec-
tor. In these cases, the advance of the municipalities’
role in service provision envisions different categories
of municipalities. The most competent among them are
accorded total managerial control over services, whereas
the others operate under the guidance of the state or
departmental governments.

The distortions provoked by symmetrical rules are
particularly serious in Brazil, where the small and
less-populated municipalities enjoy a greater capacity
to spend and greater autonomy in the execution of
resources than the larger municipalities because they
benefit from the distribution formula applied to their
share of federal revenue, whereas the others receive a
greater volume of previously allocated transfers. The
reverse happens in Colombia. Due to the large share of
conditional transfers in national revenue, the smaller
municipalities are the ones which enjoy less autonomy.

None of the countries analyzed in this chapter use
matching grants. On a scale ranging from the least to the
greatest degree of national government intervention in
sub-national expenditures, Argentina would be placed at
the beginning of the scale and Colombia nearer the end.
The Argentine regime imposes few conditions on the
use of transfers and has opted to intervene in provincial
budgets by transferring responsibilities for programs of
interest to the national government (and also recent-
ly establishing a minimum threshold for spending on
education), whereas the Colombian regime imposes
rather detailed conditions that leave little leeway for
local administrators to decide how to assign transferred
resources. In Brazil, the fulfillment of national priorities
is carried out through sector-based transfers for educa-
tion and health, as well as the constitutional allocation
of percentages of the state and municipal budgets to
those same sectors. However, changes have been made
recently in the transfers to education aimed at redirect-
ing resources to specific programs in this sector.

One of the basic deficiencies in all three cases is that,
generally speaking, the conditions established attempt
to allocate resources without establishing prerequisites

in terms of outcomes (the transfers are designed to
increase inputs, and to not improve results, according
to the terminology adopted by Anwar Shah). In only two
cases were changes promoted that attempted to im-
prove national policy management at the sub-national
level. These were the establishment of the Fondo de
Desarrollo de la Ensefianza Primaria de Brasil (FUNDEF)
(Primary Education Development Fund of Brazil) in
1998, which was recently modified in 2007 to extend its
reach to the entire primary education sector, and the
new finance regime for education adopted in Colombia
in 2001.

In both cases, new rules on the horizontal distribu-
tion of resources were adopted, based on the number
of students enrolled at the various levels of education
and in different geographic areas (rural and urban), in
order to distribute transfers to promote better resource
application to spending needs, and to include other
prerequisites, such as making improvements in teach-
ers’ salaries a priority target for resources.

The enactment of fiscal responsibility laws opens
up new perspectives for progress towards reconciling
sub-national autonomy with responsible management
of public accounts. As previously shown, autonomy is
important for an efficient decentralization process, but
it is not sufficient by itself. It must be accompanied by
predictability in respect to the amount and timing of the
flow of resources and rules that impede irresponsible
borrowing and contribute to maintaining the balance in
public accounts. As greater experience in the applica-
tion of more rigid fiscal rules is gained, it will then be
possible to revise the tendency to increase the condi-
tions imposed on the use of resources transferred to
sub-national governments.

Consequently, the recommended course of action
for guiding decision-making is of a circular nature. It
begins and ends by considering the level of autonomy,
and it is therefore advisable that decisions made at the
beginning of the process are evaluated at the end, if
the best possible solution in each case is to be found.
During this process, the factors of compensation must
be carefully weighed, the flexibility necessary to allow



adjustments sought, the existence of asymmetries
recognized and abrupt changes of direction that cause
uncertainty and accentuate antagonisms avoided.

In a world in which economic clashes proliferate at
high speed and cause a variety of territorial effects, both
in the Latin American region and within individual coun-
tries, flexibility to adjust the intergovernmental transfer

IV. Fiscal Decentralization

system depends on constant evaluation to avoid being
forced into adjustments by a fiscal crisis, without ap-
propriate analysis of the repercussions of such changes
on the quality of the decentralization process. The
creation of a permanent forum with powers to carry
out this function is a step that should be considered.
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