CEPRL

REVIEW,

NUMBER 50
AUGQUST 1993
SANTIAQO, CHILE

ANIBAL PINTO
Dircetor of the Review

EUGENIO LAHERA
Technical Secretary

UNITED NATIONS



CEPAL REVIEW 60

CONTENTS

In memory of Pedro Vuskovic 9
Jacobo Schatan

Regional integration in the 1990s 11
Gert Rosenthal

The integrationist revival: A return to Prebisch’s policy

prescriptions 21
José Manuel Salazar

Trade liberalization in Latin America 49
Manuel Agosin and Ricardo Ffrench-Davis

Growth, crises and strategic turnarounds 63
Joseph Ramos

Market failure and technological policy 81
Jorge M. Katz

The monetary crisis, dollarization and the exchange rate 93
Paulo Nogueira Batista Jr.

Financing decentralization 109
Dolores Marta Rufidn Lizana

Intraregional migration of skilled manpower 127
Jorge Martinez

Social sciences and social reality in Central America 147
Andrés Pérez

The history of the social stratification of Latin America 163
Enzo Faletto

Socio-economic structure and collective behaviour 181
Rodrigo Baiio

Index of CEPAL Review, Numbers 1 - 50 201
Guidelines for contributors to CEPAL Review 237
Recent ECLAC publications 239

AUGUST 1993



CEPAL REVIEW 350

109

Financing
decentralization

Dolores Maria Rufian Lizana

Expert with the Spanish
Agency for International
Cooperation (AECI) on
mission to the Latin
American and Caribbean
Institute for Economic and
Social Planning (ILPES).

The financing of a State’s sub-national levels of government,
in federal and other systems alike, is an instrument of
decentralization; first, each State has to decide what area of
responsibility to assign to cach governmental level and then
it must design a suitable financing mechanism. If these
sub-national governments’ degrees of fiscal and administrative
autonomy are not kept in alignment, them eventually the
initiative may fail as the bodies at these levels gradually lose
decision-making power within their sphere of responsibility.
It is unlikely that sub-national levels of government will be
able 1o cover all their financial requirements with their own
funds. Instead, they receive differing amounts of funding from
a whole series of financial sources, including their own tax
receipts, a share of the central government’s tax revenves and
subsidies granted by the central government. Nevertheless, they
achieve a high level of fiscal maturity when they are not
heavily dependent upon the central government for financing.
Independence is only possible when sub-national levels of
government are financially self-sustaining or are financed by
predictable resource transfers that have no specific conditions
attached. What engenders the greatest degree of dependency,
on the other hand, is financing based on tied resource transfers,
The atticle cltes a number of examples to illustrate how these

funding sources operate in sclected Latin American countries.
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Introduction

Decentralization is the process of transferring areas
of responsibility or authority from the central govern-
ment to sub-national levels of government (state and
municipal institutions in countries with federal sys-
tems, regional and community bodies in non-federal
systems). Thus, we say that a State is decentralized
when the local government agencies responsible for
different zones within the nation’s territory have
been endowed with a significant degree of authority.

But in order for these sub-national levels of gov-
ernment to actually exercise the authorities trans-
ferred to them, they must have the necessary
resources, The financing of federated states, regions
and municipalities is therefore a fundamental topic in
the study of decentralization, which, in most of the
State reforms undertaken in Latin America during the
past decade, has been seen not only as a bulwark of
the State’s democratization but also as a means of
helping to make the allocation of authority and re-
sources within the country more efficient.

Decentralization programmes whose design does
not provide for an adequate flow of funding to the
relevant sub-national government bodies are doomed
to failure. The question is by no means a trivial one
because, although decentralization has been justified
as a means of reducing central government expendi-
ture or achieving a more efficient allocation of pub-
lic-sector resources, “in practice, however, the most
immediate result of decentralization programmes in
Latin America (c.g., Brazil, Colombia, Lcuador,
Guatemala and Venezuela) has been to increase the
central government’s cxpenses as a consequence of a
combination of factors: the legal requirements per-
taining to formulas for intergovernmental resource
transfers; the unexpected ramifications of income-
distribution policies, which have worked as a disin-
centive for any increase in revenues on the part of
sub-national units; the conditions imposed by central-
government authorities with respect to the use of
funding for specific purposes; and, most importantly,
the limitations placed on sub-national governments’
efforts to expand theijr revenue base” (Morgan, 1991,
p. 10). 1t is clear, then, that unless more atiention is
paid to financial questions, the centralized nature of
the tax system may lead to a “re-centralization” of
administrative functions.

In short, the financing of the decentralization
process needs to be based on an efficient allocation
of powers and duties so that the various sub-national
levels of government will have sufficient resources to
assume the corresponding responsibilities within a
context of autonomous decision-making and of
¢quity among the various territorial zones making up
the nation. *

The subject is a complex one not only because of
the tensions inhetent in the organization of a State
having various levels of government and the conse-
quent difficulty of allocating tasks and functions
among its components, but also because the question
of financing per se entails additional tensions owing
to the diverse objectives being pursued, the wide
range of instruments available, and the complicated
relationships and juxtapositions among them (Gimé-
nez, 1979).

The efficient allocation of authority is in itself an
enormously complex objeclive, since central govern-
ment bodies are usually more efficient in performing
some functions and decentralized bodies are more
efficient in others; for example, the management of
revenues is usually carried out more efficiently at the
central level, whereas the mobilization of resources is
often performed more satisfactorily at the local level.

As regards the objective of balancing the budget,
when new functions are transferred to sub-national
levels of government, then those levels’ expenses
will increase, and sufficient funds to cover them
therefore need to be forthcoming, This gencrates a
great deal of tension since, in situations where fund-
ing constraints (such as those currently affecting
Latin America) are already making it difficult to bal-
ance the State's budget, a move towards decentraliz-
ation can easily throw it out of kilter altogether; the
reason for this is that usually, especially in the begin-
ning, the central government will have to continue to
take charge, at least partially, of the functions that
have been transferred to other levels, and this inevit-
ably entails some degree of inefficiency.

Un regard fo the current relevance of these concepts, see
Castells (1991).
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The funding for the activities that have been
transferred to sub-national governmental units can
be drawn from those institutions’ own tax revenues
or from State transfers. The vse by such bodies of
their own tax revenues is a hallmark of financial
autonomy, whereas the use of State transfers
—cspecially if the central government attaches
conditions to that funding- is an indication of the
extent of their dependency. The push and pull be-
tween autonomy and dependence is usually height-
encd if sub-national levels of government are
fiscally irresponsible, since this will give rise to
major conflicts between the State’s macroecon-
omic objectives and the financial objectives of the
country’s regions and municipalities. If this situ-
ation is compounded by problems in connection
with the various sub-national bodies’ policies

I1

regarding borrowing and deficits, then the tension be-
tween them and the central government will be
exacerbated.

Finally, with respect to the objective of equity, it
should be noted that sharp differences in the incomes
of sub-national governments of equal rank may be
reflected in disparities in the services provided to
different areas within the same country; this makes
some sort of income-leveling or equalization mech-
anism necessary, and the cstablishment of such a
mechanism invariably generates inter-zonal tensions,
Consideration also has to be given to the means of
financing the measures taken to re-establish an
inter-zonal balance through the alignment of the vari-
ous territorial divisions’ levels of development, since
a different policy will be required in order to
accomplish this.

Financing decentralization:

a question of implementation

In the final analysis, the financing of sub-national
levels of government is a secondary issue —or at least
a question of implementation— for decision-makers
concerned with the decentralization process. Each
country must first decide how centralized or decen-
tralized its services should be, and only then will it
g0 on Lo determine what financing mechanism is the
most appropriate. The decision as to the process of
decentralization itself, on the other hand, is a policy
decision; it must be based on constitutional grounds
and must then be translated into a distribution of
functions and authorities among the various levels of
government. The State must first determine cach
governmental level's quanmin of functions and auth-
orities, and only then will it analyse how the corre-
sponding activities are (o be financed.

The fact needs to be borne in mind, however,
that the correspondence between the administrative
decentralization of government functions and fiscal
autonomy is not exact, at least during the early stages
of the process. A high degree of administrative
decentralization means that deceniralized regional or
municipal bodies are able to take independent deci-
sions regarding the responsibilities transferred to
them, while a high degree of fiscal autonomy means

that they are able to decide independently what taxes
will be assessed wilhin their territorial jurisdiction.
The two types of autonomy do not correspond, how-
ever, because deceniralized services are gencrally
funded —especially in non-federal systems— primarily
by transfers {rom the central government, while only
a very small percentage is covered by the decen-
tralized governments’ own tax revenues. These in-
stitutions’ inability to generatc any considerable
amount of tax revenues on their own is not, in theory,
an obstacle to the transfer of more responsibilities.
However, if the lack of synchronization, which is
understandable at the start of the process, persists
over time, then the viability of the process itself may
be jeopardized (Castells, 1991).

The decentralization of government functions
can be measured by looking at the responsibilities
actually (ransferred to sub-national governments; this
transfer will be reflected in the share of the central
government’s public expenditure represented by that
of the sub-national governments. The size of this
share will not, however, tell us anything about the
source of the revenues spent by sub-national govern-
ments. The concept of fiscal decentralization is what
provides this information by mcans of various sorts

FINANCING DECENTRALIZATION + DOLORES MARIA RUFIAN LIZANA



112 CEPAL REVIEW 50

* AUGUST 19983

of measurements, which may denote different sorts
of autonomy.

One way of looking at revenue sources is to
determine which body has established the cotre-
sponding tax. Thus, we say that a financial model is
centralized when taxes are primarily levied by the
central government’s Treasury, and the majority of
the sub-national treasuries’ incomes are provided by
transfers from the national Treasury. In contrast, a
financial model is said to be decentralized when each
treasury department establishes its own taxes and
derives the majority of its income from them, al-
though it may still receive redistributive transfers
from the central government (Sevilla Segura, 1991).

This criterion is not always used; sometimes fis-
cal decentralization is said to be determined by how
autonomous a sub-national government is in terms of
its expenditurcs, and it may have this type of auton-
omy regardless of whether it establishes its own taxes
or receives automatic, predictable transfers from the
State, such as those provided for under revenue-sharing
schemes. This is why, for example, countries such as
Argentina are included in the category of nations with a
high degree of fiscal decentralization despite the fact
that Argentina’s federal system of finance is based on
arrangements for sharing the revenues from the central
government’s taxes (World Bank, 1990).

Despite its implementational character, the issue
of financing tends to introduce an additional contra-
diction into the administrative decentralization

III

process because in practice, especially during the
carly stages of the process, it entails a higher level of
expenditure by government bodies as a group even
though the quantity or quality of services may not
increase.

A recent World Bank study of nine Latin Ameri-
can countries (Campbell, 1991) indicates that most
decentralization strategies have resulted in significant
additional net expenses (particularly in Colombia,
Brazil, Guatemala and Venezuela). Although part of
the reason for this may be that during the reorganiza-
tion of governmental respousibilities, necessary im-
provements are made in the quality of services, 2 the
fact remains that in most cases there has been no
significant real reduction in the central government’s
expenses. And although some expenses may be tem-
porary, experience shows that any reduction in cen-
tral-government expenditure takes a long time to
materialize and is never complete. Only in Chile,
Ecuador and Argentina has intergovernmental finan-
cial reform been used as a tool of national budgetary
restraint,

As a result of this situation, the decentralization
process may fall into disrepute and the State may be
re-centralized, with all previously-distributed func-
tions being transferred back to the central govern-
ment, simply because the authorities failed to find the
right solution for these financial problems. In such
cases, financing ceases to be simply an implementa-
tional aspect of decentralization.

The allocation of functions and

resources among the various levels

of the bureaucracy and government

The allocation of powers and duties among the vari-
ous levels of government is a complex subject which
has been exhaustively studied from the perspective of
economic analysis. Here we will refer only briefly to
this topic as we seek to explore the issue of financ-
ing. For the purposes of this discussion we will there-
fore assume the validity of the traditional approach
developed by Musgrave, which differentiates among
three public-sector functions —allocation, redistribu-
tion and stabilization— and postulates that allocation,

consisting primarily of the provision of public goods,
is the only function which should be performed by all

2Somelhing along these lines took place in Brazil, for example,
when the health services that had been in the hands of the federal
government were transferred to the states and municipalities,
since these services were in a shambles and large investments
had to be made in order to continue offering them. In this regard,
see Brakarz (1991).
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levels of government.? This has given rise to what
has been called the “decentralization theorem®,
which holds that decentralization in the provision of
public goods permits the diversification of supply ac-
cording to the preferences of a country’s citizens,
taking into consideration the existence of differen-
tiated demands.

This theorem has a strong economic founda-
tion in the proposition that the optimum provision
of services can only be achieved on a decentralized
basis; but it also has an important political compo-

nent which distinguishes between decentralization

and deconcentration, with the advantage of decen-
tralization being that it introduces the element of
clections as a mechanism for determining citizens’
preferences.

An cconomic analysis of government functions
also serves as the basis for the other crucial statement
wc can make about financing: that, as a rule, it is not
the job of sub-national bodies to establish taxes of a
redistributive or income-leveling nature.

The allocation of responsibilities to the vari-
ous levels of government is not, however, a theore-
tical process by which each function is assigned to
the level that can perform it most efficiently. On
the contrary, it is a highly complex procedure. The
first necessaty element is a political decision to
embark upon the process of decentralization or, in
the case of a State that is already functioning on a
fairly decentralized basis, to carry it forward. An-
other consideration is the fact that not all sub-
national government bodies of the same rank are
capable of performing the same functions. Finally,
the vertical allocation of functions is virtually im-
possible; the administration of most of the services
provided by a State requires the involvement of
various levels of government.

Decentralization is an issue that is now being
debated in almost all Latin American countries, but
their actual decentralization processes are very differ-
ent from one another.

In countries with a federal system of govern-
ment, the subject is one of the topics of the day,
despite the fact that these countries are, theoretically,
already decentralized. In these cases, the idea is basi-
cally to transfer more functions to the states than they

* While Musgrave’s economic analysis (1591) is still relevant, it
can now be questioned from some standpoints.

already have and to make those duties their exclusive
responsibility; to establish systems of concurrent
jurisdictions or spheres of responsibility; and to set
up mechanisms for cootrdination with the ceniral
government and among the various states them-
selves, Although the processes themselves and the
political formulas differ a great deal from country to
country, as a rule the Latin Amertican countries that
have a federal system are more closely associated
with the continental centralist tradition than with the
North American federalist model. Some countries,
such as Venezuela and Brazil, are currently analysing
and implementing plans to carry the decentralization
process further because their polity and civil society
have decided that the state and municipal govern-
ments should take over the administration of more
services from the central government (Shah, 1990;
CLAD, 1991). Mexico’s society, on the other hand, is
more inclined to have the central government be the
one that provides services (ECLAC, 1985).

If the extent of decentralization is measured by
the sub-national governments® levels of expenditure,
then the foregoing becomes obvious, since in Mexico
their expenditure amounts to less than 20%, whereas
in countries such as Argentina and Brazil, the figure
approaches 30% of total expenditure (World Bank,
1988, using 1974-1986 averages).

In some countries that do not have federal sys-
tems, attempts have first been made to create regions
that will function as decentralized units to which re-
sponsibilities can subsequently be transferred (Peru
and Guatemala).

Finally, in another group of countries, the aim of
decentralization is to reinforce local government at
the municipal level (which is already a decentralized
body) and transfer new functions to it (Colombia and
Chile).

The financial issues are different in each of
these cases. If decentralized bodies —even if they
have few responsibilities and small budgets— are
already in existence at the start of this process,
then this means that decentralized treasury depart-
ments have already been organized, and such dc-
partments can serve as the basis for a new finance
system. A relatively advanced position within the
administrative decentralization process, as we
would expect to see in countrics having federal
systems, ought, in its turn, to lead to an opening up
of the fiscal decentralization process whereby
financing based on central-government resource
transfers to sub-national bodies would gradually

FINANCING DECENTRALIZATION + DOLORES MARIA RUFIAN LIZANA
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give way to the use of revenues from taxes assessed
by the latter, which would manage their own incomes
and be answerable for that management {0 the
electorate. This was apparently one of the objec-
tives of Brazil’s reform of its fiscal system, where
the debate surrounding the subject of financ-
ing not only referred to the financial self-reliance
of the Brazilian states in covering their expenses,
but also to their autonomy in attaining a position of
self-reliance,

There is, none the less, another difficulty asso-
ciated with decentralization, and this is that sub-
national governments’ finances are often shaky even
before the bodies at these levels assume their new
responsibilities, which may make state, regional and
local governments reticent about the entire process,
Therefore, rather than seeking to encourage the trans-
fer of functions based on technical criteria, central
governments often atternpt to transfer funds over to
sub-national bodies without any prior agreement as
to the transfer of functions and without requiting
their assumption, which may lead to financial diffi-
culties.

Instead, when new, decentralized bodies are
created, they need to be given treasuries of their own
as well. Moreover, the financial problems faced by
federated states or regions are obviously different
from those that arise in municipalities.

The allocation of functions is corplicated by the
fact that states, regions and municipalities usually
lack the necessary management capacity o assume
their new responsibilities all at the same time.

In theory, there are three types of transfer
systems:

(i) A system of transfers en masse, in which
the functions to be decentralized are transferred to
all the various territorial levels of government in
one fell swoop. Theoretically, this would forestall
the financial disorganization of the central govem-
ment since the resources to administer a given ser-
vice would be transferred at the same time as the
responsibility for the service itself; however, this
approach may generate a large number of manage-
ment problems for the newly decentralized govern-
ment agencies.

(it} A system of piecemeal transfers, in which the
decentralized bodies are the ones that must request
that a given responsibility be transferred to them

from the central government once they feel that they
have sufficient management capacity to administer
the new service; this system offers some advantages
to sub-national government agencies, but it gives rise
to all sorts of imbalances in the central government;
even more importantly, expenditures increase.

(iif) A combination of the two above systems,
whereby the preferred course of action is for sub-
national governments to take the initiative; thus,
when these govemments request that they be given a
specified responsibility, it is immediately transferred
to them; however, if a certain amount of time has
passed without the corresponding responsibilities
or functions having been requested, the central gov-
ermnment may decide on its own to transfer them
en masse. This system initially has a destabilizing
effect and generates diseconomies of scale, but it en-
sures that the sysiem will operate more smoothly in
the future. Most of the countries have used some
variation of this approach.

At this point reference should be made to
shared or concurrent functions. When there are
various levels of government, it is impossible to
separate the different jurisdictions entirely because
all functions are performed within the same terri-
tory; thus, in this case conflict and decentraliza-
tion are consubstantial. Although it may seem
paradoxical, studies on decentralization indicate
that it is more feasible to minimize this conflict
when the distribution of responsibilities is not rigid
and the various levels are assigned concurrent
functions, which makes ncgotiation and consensus-
building an essential element in the provision of
the service in question. Even if jurisdictions are
not rigid, however, it is important for the law to
define exactly where the boundary between differ-
ent government responsibilities lies. In such a situ-
ation, administrative and fiscal maturity is called
for in order to resolve the conflicts that arise.

In view of the foregoing, it is clear that, for
any given configuration of jurisdictions in terms of
their assignment to different levels of government,
a financing scheme should be devised that will pro-
vide decentralized agencies with sufficient resour-
ces to render the services for which they have been
given responsibility. There is, however, no general
financing model that is shared by most federal or
other forms of government,

FINANCING DECENTRALIZATION + DOLORES MARIA RUFIAN LIZANA
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The resources available to

decentralized government bodies

The resources used to finance sub-national levels of
government may come from a variety of sources. Es-
sentially, these sources fall into three general ca-
tegories: (i) taxes levied by that level of government;
(if) a share in the central government’s tax receipts;
and (iii) central-government subsidies.

To differing extents, decentralized bodies use all
three types of sources. The amount of funding that
such bodies derive from their own taxes is almost
always very small, however, so transfers of central-
government revenues or subsidies provide the bulk of
the financing, This is what is known as financial de-
pendence: sub-national government bodies depend
upon the central government to fund the services they
provide. Their degree of financial dependence is a
function of the financing instrument chosen, which
may or may not restrict their autonomy in respect of
expenditures; such dependence is greatest in the case
of conditional, or tied, subsidies.

Some studies simply exclude tied or non-auto-
matic transfers from the range of sources for sub-
national government income that they consider.
Actually, however, the degree of dependence is not
associated with particular types of sysiems for fin-
ancing decentralized bodies. Moreover, there is no
reason why sub-national levels of government should
be opposed to dependence upon the central govern-
ment; they may in fact prefer such a system, even at
the risk of losing autonomy, either for economic

\Y%

reasons (considerations of efficiency together with
the ready mobility of goods and persons that a dif-
ferential fiscal treatment may afford) or for political
reasons (considerations relating to the political cost
of taking unpopular fiscal decisions). Viewed from
another vantage point, a position of dependence
may signal sub-national governments® inability to be
financially self-sustaining (Sudrez Pandello, 1988,
pp. 79 and 80).

Sub-national bodies’ dependence upon the cen-
tral government to fund decentralized services has
two major implications (Sevilla Segura, 1991):

(i) Sub-national governments may easily lapse
into fiscal irresponsibility, since they obtain the fund-
ing they need without having to bear the political
cost of levying taxes on theit own constituency.
Since this political cost falls only upon the central
government, sub-national governments tend to press-
ure the central government for more resources,

(ii) The central government, for its part, will then
try to ensure a high degree of dependency and will tie
the provision of resoutces to sub-central levels of gov-
emment to the fulfilment of certain conditions. Tied
subsidization is thus a major source of income for
decentralized bodies which restricts the autonomy of
the corresponding sub-national level of government.

Let us now take a closer look at these types of
funding sources and at some examples of their use in
Latin America.

Fiscal autonomy through

self-generated income

Although, as noted carlier, administrative decentral-
ization and fiscal decentralization do not —at least
during the initial stages of a decentralization pro-
cess—- necessarily go logether, it is also true that the

very dynamics of the process demand that as time
goes on, decentralization will increasingly be fin-
anced by taxes assessed and collected in the sub-
national territorial jurisdictions themselves, since this

FINANCING DECENTRALIZATION + DOLORES MARIA RUFIAN LIZANA
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is the only lasting solution for the financing problems
which affect both decentralized bodies and the
central government.? This is because the needs of
sub-national government bodies grow so fast that
they will incvitably jeopardize the central govern-
ment’s ability to balance its budget and to continue
providing the services assigned (o it, as well as per-
forming its stabilization and redistributive functions.
What is more, the autonomy of a decentralized body
will be scverely undermined if its funding in-
stitution attaches strings to the financing it provides,
Nevertheless, setting up a system of taxation is no
casy task because it requires a level of fiscal maturity
throughout the entire territory which is unlikely
to be found in Latin America and because, for all
intents and purposes, certain kinds of taxes are be-
yond the reach of sub-national government bodies for
€conomic reasons.

Although  self-generated income may be
classified in various ways, for the purposes of this
analysis we will define it as income from taxes or
charges received by the corresponding governments
in accordance with stringent criteria of territoriality;
in other words, the tax receipts of a government
having jurisdiction over the location in which they
were collected. These include taxes to which only the
decentralized body is entitled; taxes to which the
decentralized body shares its entitlement with an-
other institution by virtue of surcharges or other
sources that permit double taxation; and territorially-
based tax sharing. In contrast, entitlement to a share
of State taxcs based on some criterion other than
territoriality, as in the case of subsidies or general
transfers, is defined as a revenue-sharing arrange-
ment, [t is important to bear in mind, however, that
the terminology used in this connection varies from
country to country and from author to author, and
sometimes arrangements for sharing in tax receipts of
any sort whatsoever may be regarded as a transfer
or subsidy. On the other side of the coin, in reference
to the autonomy or dependence of a sub-national
government, some authors classify tax sharing as a

* Strong evidence to back up this statement is provided by the
present crisis of the system used to finance Spain’s decentralized
State, Although this system has been very successful in iransfer-
ring functions over to what are known as the Autonomous Com-
munities, the financing problems that have arisen can only be
resolved by increasing the share of funding provided by the
Communlities” own tax revenues. For a discussion of the eurrent
controversy, see Castells (1991) and Sevilla Segura (1991),

form of self-generated income, The subject is of
particular relevance in Latin America, whete the
sub-national bodies in countries having federal sys-
tems derive the bulk of their funding from such
arrangements.

A word should also be said here about taxes to
which the central government is entitled but which
are collected by other levels of government, For our
purposes here, these taxes will be regarded as corre-
sponding to the central government if it holds legal
title to those receipts; it is true, however, that pattici-
pation by sub-national governments in the adminis-
tration of such taxes can play an important role in
enhancing their own fiscal accountability and per-
haps even attaining higher collection rates.

Economic analysis suggests a number of techni-
cal guidelines for attributing the different sources of
tax revenue to the various levels of government.

Musgrave (1991) offers the following gui-
delines: (i) mid- and lower levels of government
should use the least inter-jurisdictionally mobile
tax bases; (ii) graduated personal taxes should be
used by the jurisdictions in which a comprehensive
base can be most efficiently applied; (iii) graduated
taxes levied for distributive purposes should be a
tool of the central government; (iv) taxes used for
purposes of stabilization should be levied by the cen-
tral government, while those used by lower levels
should be cyclically stable; (v) tax bases whose dis-
tribution among sub-jurisdictions is highly unequal
should be used by the central government; (vi) taxes
based on the benefit principle and user taxcs are
appropriate for all levels, This scheme therefore as-
signs consolidated income taxes, taxes on expendi-
ture, taxes on natural resources and public service
charges to the central level; income taxes for resi-
dents and non-residents, destination-point sales taxes,
taxcs on natural resources and public service charges
to mid-level government; and property taxes, payroll
taxes and public service charges to local govern-
ment. Matthews later added the observation that
tax-sharing formulas needed (o be devised to offset
fiscal imbalances between different levels of govern-
ment (see Castells, 1988),

There are two ways in which decentralized
bodies can establish their own taxes; these two ap-
proaches are by no means mutually exclusive:

() Dividing up the various revenue sources.
Under this “complementary treasury” system, some
sources are reserved for the central government and
some for decentralized bodies; this poses a problem,
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however, since good sources of tax revenues (pri-
marily income and sales taxes) are limited, and if
the best sources are reserved for the central gov-
ernment, as the above economic analysis would
seem to suggest, then the autonomy of decen-
tralized bodies cannot be guaranteed. A good
example of how these revenue sources may be dis-
tributed is provided by Brazil’s Constitution of 5
October 1988, which seeks to ensure an ample de-
gree of fiscal autonomy for decentralized agencies
(articles 153-156): the Federal Union is vouch-
safed the taxes on imports, exports, income, manu-
factures, credit operations, exchange and insurance
transactions, and the transfer of bearer bonds and
securities, as well as rural land taxes and taxes on
large estates; the federated states and the Federal
District are entitled to inheritance and gift taxes,
taxes on motor vehicle ownership, turnover taxes
and service taxes; and the municipalities are as-
signed the taxes levied on urban real estate and
property, the transfer of real estate and rights there-
to, retail fuel sales and some services. This alloca-
tion of sources of rcvenue reserves a very
high-yielding tax (income tax) for the Federal
Union, but it also grants another, very elastic, tax
(the turnover (ax on goods and services) to the
federated States and the Federal District, which at
least theoretically should ensure some degree of
fiscal autonomy for the latter. The municipalities
are granted the traditional sorts of local taxes,
which have low yields, and special charges and
rates based on the benefit approach.

(ii) Allowing each autonomous body to establish
its own faxes using a system of parallel treasuries.
This system may lead to double taxation (e.g., an
income tax levied by the State and another estab-
lished by the corresponding sub-national govern-
ment). Although double taxation is not objectionable
per se, it may cause problems if its aggregate effects
on the public sector as a whole and on the private
sector are not taken into account. In addition, it may
create complications for the general public by giving
rise to a profusion of similar types of tax provisions;
consequently, the countries in which double taxation
exists have tended to reduce the number of instances
where it arises. (The frequency of double taxation in
the United States, for example, has been reduced
considerably.) A system of parallel treasuries can,
however, be easily implemented if the system is
structured around the central government treasury

and autonomous bodies are then allowed to add sur-
charges on to the central government’s taxes. This
second system of taxation is not incompatible with
the first. A system of financing could be devised where-
by some sources of tax revenues are reserved for a
given entity while other bases can be taxed by a number
of different bodies. For example, Brazil’s Constitution
provides that, in addition to the taxes they may assess
on their own tax bases, the federated states and the
Federal District may also place a surcharge on the in-
come tax levied by the Federal Union. A similar system
is now being proposed in Venezuela which would in-
volve surcharges on national income taxcs or on excise,
sales or value-added taxes. In this last case, the system
would allow governors to add a few extra percentage
points to the tax assessed by the national government
(De la Cruz, 1989).

The two systems of deceniralized taxation de-
scribed above provide autonomous bodies with a high
degree of political autonomy and fiscal responsibility,
since they will then decide how much to tax their con-
stituencies. The principle of autonomy demands that the
level of taxation should be decided by each decen-
tralized body individually, although this is sometimes
done at the national level. For example, Brazil’s
value added tax (VAT) is administered by a council on
which all the states are represented, and any change
in the tax must be approved by that council.

Non-federal countries in which the regions
have taken on the status of autonomous entitics can
also provide for the assessment of regional taxes.
‘The Basic Regionalization Act of Peru (Act No.
24650 of 19 March 1987) provides, as one of the
resources available to regional governments, for
“any taxes they may create pursuant to legislative
authorities delegated to them™. Similarly, Bolivia’s
Departmental Governments Organization bill pro-
vides for the generation by each region of resour-
ces of its own.

In countries that have no plans to convert na-
tional regions into decentralized entities (whether
they have federal systems or not), some provision is
none the less made for the municipalities to generate
some resources of their own, although the amount of
these receipts is not great, since they are primarily
obtained from public service charges and property
taxes. When a country wishes to speed up the decen-
tralization process, however, steps are usually taken
to increase this type of municipal income. As part of
Colombia’s municipal decentralization programme,
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for example, Decree-Law 1333 (04/1986) updates
the Municipal Code, which contains legal provi-
sions (Act No, 14 of 1983} that authorize the mu-
nicipalities to augment the taxes on, inter alig,
land, industry, commerce, advertisements and bill-
boards, circulation and transit, parks and landscap-
ing, entertainment and casinos. More recently, Act
No. 44 (12/1990) and principles set forth in the
country’s new Constitution (of 1991) regarding
sub-national territorial jurisdictions are having the
effect of promoting autonomy in relation to taxa-
tion and of strengthening the regional and local
economic base.

A third category of self-generated income is tax
sharing, i.e., the receipt of a share of central-govern-
ment tax revenues in accordance with territorial crite-
ria, i.e., based on the amount of tax revenue collected
in each autonomous entity. Tax collection and tax
management in general can be performed directly by
the central government or by the sub-national gov-
ernments themselves, Strictly speaking, these are
transfers from the central government to sub-national
levels of government. The central govemnment is
legally entitled to the tax and it determines the base
to which the tax will be applied, as well as the type
of levy to be used (unlike the above cases}), but all or
part of the receipts from the tax will subsequently be
distributed according to the proportion of those re-
ceipts collected in the corresponding territorial divi-
sions; the amount to be distributed will not, however,
be influenced by considerations of population size,
economic factors, equily among the various terrjtor-
ial divisions of the country, etc.

This type of financing also has certain advant-
ages as regards the autonomy of decentralized bodies
because each zone’s receipts will be directly related
to its fiscal capacity. This makes the decentralized
body accountable to the electorate and hence gives it
a measure of independence from the central govern-
ment, especially if the sub-national body is involved
in administering the tax. However, not all taxes can
be parceled out on the basis of territorial jurisdic-
tions; what is more, this type of financing will not
climinate vertical or horizontal disequilibria within
the State and, in fact, creates many problems when it
is the only criterion used for transferring income to
* sub-national units.

The importance of this issue was clearly demon-
strated in Mexico, which had traditionally based its

fiscal decentralization on the sharing out of State
taxes to the countty’s various territorial divisions.

As long as Mexico’s tax receipts came primar-
ily from taxes on production and consumption, and
the contribution from PEMEX was quite small, the
system’s method of distribution was territorially
based, with the principle being that each compo-
nent of the federation should receive what it had
helped to create. Then, however, the introduction
of a value added tax (VAT) —a tax that would be
difficult to regionalize— and the rise in oil prices,
which benefited some states much more than
others, triggered a major change in the system
which gave expression to concepts relating to the
interdependence of the Mexican states and equity.
Some elements of the system’s former territorial
basis are still left, however, and article 2 of the
Fiscal Coordination Act of 1980 stipulates that
those states belonging to the Fiscal Coordination
System which coordinate their taxes on real estate
sales are to receive an additional percentage in the
General Apportionment Fund (which is tantamount
to the sharing of tax revenues) and an 80% share of
the receipts from taxes on motor vehicle ownership
and use in their territory provided that they colla-
borate in the collection of those taxes.

Brazil’s Constitution also provides for a very
important territorjally-based mechanism for the
sharing of revenue which has an especially signifi-
cant impact on the country’s municipalities (article
158); the Constitution draws a very clear distinc-
tion between this mechanism and the transfers pro-
vided for in article 159, which will be discussed at
a later point. Under these provisions, the munici-
palities are entitled, inter alia, to: 50% of the
Union’s receipts from the rural land tax that are
collected within their boundaries; 50% of the
Union’s receipts from the tax on the ownership of
motor vehicles whose licenses were obtained in
their district; and 25% of the State’s receipts from
the turnover tax, from taxes on inter-state and
inter-municipal transportation and communications
Services.

Peru plans to use this same type of tax-sharing
system to distribute the receipts from the national tax
on profits obtained from the development of natural
resources 1o the regions in which those resources are
located,
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VI

Vertical and horizontal disequilibria

All fairly decentralized countries experience what has
come to be called vertical disequilibria, which are the
discrepancies that can arise between autonomous
agencies’ incomes and their expenses. This fiscal
shortfall is covered by transfers from the central gov-
ernment to sub-national levels of government and is
reflected in the latter’s dependence upon the former,

Experience has demonstrated that the amount of
income taken in directly by sub-national levels of
government is insufficient to cover their expenses.
Subsidies or transfers represent an attempt to offset
this disequilibrium through a redistribution of the fis-
cal resources available to public-sector bodies as a
group; such resources are therefore channeled down
from the higher levels to the lower levels since, on
the whole, the lower levels suffer from a shortage of
funding (Castells, 1988, pp. 69-70).

There arc two reasons for this disequilibrium:
the slow growth of the sub-national governments’
self-generated income, and the increasing amount of
expenses being concentrated at those levels of gov-
ernment., Thus, the extent to which vertical fiscal
disequilibria become a problem will depend primar-
ily on what degree of fiscal autonomy each decen-
tralized entity has attained by generating income of
its own and how functions and responsibilities have
been allocated. Obviously, the disequilibrium will be
more severe in countries such as Mexico, where the
federal government’s revenues are based on more

VII

clastic taxes (e.g., income and sales taxes) and the
federated states’ own revenues come primarily from
land taxes, and less severe in federations such as that
of Brazil, in which the sales tax has been assigned to
the federated states.

The second cause of this disequilibrium, ie., in-
creasing expenses, is a factor in all countries, but the
extent of its impact will depend on how the various
government functions have been allocated. In Mexico,
for example, the decentralized entities’ scant measure of
autonomy in respect of taxation has been dealt with by
reducing the states” and municipalities® duties;* in this
case, then, the authorities have resolved the problems
associated with fiscal decentralization by reducing the
oountry’s administrative decentralization,

In addition to the problem of vertical disequili-
brium, a horizontal disequilibrium may exist among
units of the same level of government (federated
states, regions or municipalities) as a result of a lack
of correspondence between their tax capacity and
their expenses. Not all such units will have the same
amount of income, or the same tax capacily, and
some means of re-establishing a balance will there-
fore be needed. Equalization subsidies or transfers
are often the means chosen to ensure that the poorer
units will have access to services comparable to those
available to the wealthier ones. In some cases, the
same type of transfer may be designed to correct both
vertical and horizontal disequilibria,

Transfers: modalities and purposes

We have just said that transfers or subsidies are the
tools used to deal with both horizontal and vertical
disequilibria. There are many types of such mechan-
isms, and they may be classified on the basis of vari-
ous criteria,. The main problem with these
classifications is that a given transfer may be in-
cluded in different categories depending on the crite-
ria selected,

One type of classification is based on the criteria
used to determine the total amount involved. One
possibility is for the amount of a subsidy to be ex-
pressed as a fixed percentage of the central govern-
ment’s income when such income is to be shared out

5 Regarding the case of Mexico, see ECLAC (1985).

FINANCING DECENTRALIZATION

+ DOLORES MARIA RUFIAN LIZANA



120 CEPAL REVIEW 50 -

AUQUST 1993

among the various levels of government. This type
of system is known as “revenue sharing”, which
is so named because the subsidy is a percentage
of the State’s revenues. In Peru , for example, Act
No. 25.193 (30 January 1991) stipulated that in
1991 all receipts at the national level from income
and wealth taxes should be transferred to the re-
gional governments. Subsequently, the 1991 Annual
Budgetary Act for the Public Sector and the State
Entrepreneurial System (Act No. 25.294 of 15
January 1991) qualified the provisions of the above-
mentioned law, stating that the transfer of income-tax
receipts to the regional governments would amount
to 50% in 1991 and that the executive branch would
programme the remaining 50% in the 1992 budget.
This is an example of a transfer made under a
revenue-sharing system.

Leaving aside the question of territorial dis-
tribution (in which case we would no longer be deal-
ing with a subsidy but rather with a form of
self-generated income referred to in the literature as
“tax sharing”, as has been discussed earlier in this
article), subsidies may be classified according to
whether the transfers are allocated in accordance
with a pre-established formula, on a discretionary
basis or as a reimbursement for specified expenses. A
formula-based form of distribution is, theoretically,
preferable because it is based on objective, measur-
able criteria; this procedure is frequently used for
such mechanisms as Brazil’s and Chile’s common
municipal funds. Discretionary transfers are used, in
particular, for infrastructure works by many coun-
tries, and may be based on objective, technical
evaluations of proposed projects or on purely politi-
cal considerations. Nevertheless, in some countries
discretionary transfers have been used because basic
problems relating to the distribution of government
revenues have not been resolved. This was the case
of National Treasury contributions in Argentina,
which were in use between 1983 (when the law relat-
ing to revenue sharing expired) and 1987 (when the
new law on this subject was enacied). The best
course of action, whenever possible, is to design
transparent, stringently-defined mechanisms for the
provision of such subsidies.

Finally, we have placed subsidies intended to re-
imburse a decentralized body for specific expenses
into a separate category (e.g., the expenses incurred
by .a municipality when it takes on new functions

such as the provision of health or educational

services) regardless of whether the size of the sub-
sidy is based on an established formula or is discre-
Honaty in nature.

Another relevant classification refers to whether
the subsidy has conditions attached to it or not. The
usual procedure is to divide them into general, or
untied, and tied subsidies. The latter, in turn, can be
classified in many different ways according to their
degree of conditionality. Untied subsidies impose no
conditions whatsoever on the sub-national govern-
ments regarding the use of the funds. Tied subsidies,
on the other hand, restrict the use of the correspond-
ing funds to certain sectors or specific projects and
may, in addition, establish other requirements of a
more or less restrictive nature even within the speci-
fied sector or project. For example, a subsidy given
to the health sector may carry the condition that the
funds be spent on hospital beds and may also requite
that, in order to be eligible for the subsidy, the sub-
national government must demonstrate it is capable
of providing a certain level of primary health care
services. Conditions relating to tax collection are of
particular interest. Argentina provides a good
example of this type of transfer; in order for the prov-
incial governments to be eligible for a share of
revenues, they must draw up and implement a finan-
cial action plan for avoiding fiscal deficits. Along the
same lines, the fiscal reforms currently under discus-
sion in Venezuela would provide for the co-adminis-
tration of national taxes, particularly the VAT; under
this arrangement, it would be the states’ job to super-
vise the collection of these taxes, and the amount of
funds transferred to them (based on their yields) by
the central government would therefore depend on
how well they do that job.

Subsidies may also be classified as fixed-sum
or proportional subsidies, according to whether the
subsidy is a set amount or a percentage of the sub-
national government’s expenditures; this latter ar-
rangement iniroduces an additional element
—cost-sharing by sub-national governments— that may
foster greater financial restraint on the part of sub-
national governments when designing projects and
may encourage them to increase their tax capacity for
generating income of their own. Another possibility
is whether to place a cap on the subsidy or not.

A final category that should be mentioned
here draws a distinction between equalization sub-
sidies and subsidies that do not have that aim. These
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income-leveling subsidies are intended to cotrect
horizontal fiscal imbalaricés among decentrahzed
agencies of the same type.

All these classifications provide a wide array of
optlons for the altocation of resources based on a

VIII

Revenue-sharing

This heading refers solely 1o the origin of a subsidy,
not to how it is subsequently spent. Revenue-sharing
is considered to be equivalent to a general subsidy,
and one of the major issues it raises therefore con-
cerns the lack of a link between the share of revenue
and the revenue actually generated by the corre-
sponding jurisdiction. In Latin America revenue-
sharing plays a very important role in providing
central-government tax receipts to finance the states’
operations in countries with federal systems of gov-
ernment and in financing the municipalities.

The problem which these transfers are intended
to resolve is the inadequate finances of sub-national
governments, although they also sometimes incorpor-
ate considerations of inter-jurisdictional equity.

Of course, in a sense all transfers involve sharing
in the income of another govemmental agency or
level, but the distinguis'hing trait of those included in
this dlscussmn is that the amount of the transfer is
fixed as a given percentage of the receipts from one
or more taxes which are then distributed among the
various sub-national jurisdictions without reference
to the tax effort made by each, although some type of
incentive may be provided in this regard.

This system has its origin in a fund that was set
up in 1966 in the United States when the federal
government set aside 2% of actual receipts from the
personal income tax (levied on a net basis rather than
on the amount of receipts) in order to form a fund
that would then be distributed among the states ac-
cording to the size of their populations. From a the-
oretical perspective, this raises an interesting
problem as to whether this type of income should be
classified as one that contributes to a sub-national
government’s autonomy or to its dependence. In
Latin America, this has taken various forms, some of
which will be discussed below.

In Brazil, article 159 of the new Constitution
establishes a State Apportionment Fund which is

combination of one or more features, each of which
has its own theoretical justification, advantages and
disadvantages. In the following section we will dis-
cuss some of these modalities and see how they have
been used by a number of countries in Latin America.

financed by the federal government. The federal gov-
emment must deposit 21.5% of its receipts from in-
come taxes and from the tax on manufactures in this
fund, which is then distributed by the Council of
States to each state in the federation. It should be
noted that the above percentage is calculated on the
basis of actual tax receipts (the result of applying the
tax rate to the net base) rather than the tax base itself,
In determining the size of each state’s share, 85% of
the fund is reserved for distribution among the north-
e, north-eastern and mid-western states while the
remaining 15% goes to the states in the south and
south-east of the country. This initial distribution of
the fund seeks to uphold the objectives of regional
equity. A subsequent redistribution is based on a for-
mula that takes into account the size of the states’
populations and an indicator of tax capacity which is
inversely proportional to those population groups’
per capita incomes.

In addition to this fund, the Constitution estab-
lishes two other federal revenue-sharing mechan-
isms: 3% of the receipts from the above-mentioned
taxes is set aside for the implementation of financing
programmes for the production sector in the northem,
north-eastern and mid-western regions of the country
through their regional financial institutions, as pro-
vided for in the regions’ development plans; and 10%
of the receipts from the tax on manufactures is trans-
ferred 1o the states and the Federal District, with their
shares being proportional (o the value of their respec-
tive exports of manufactures.

The Brazilian Constitution also establishes a
Municipal Apportionment Fund. This fund is very
similar to the fund set up for the states; its resources
come from a 22.5% share in the receipts from income
taxes and from the tax on manufactures and are dis-
tributed to the municipalities based on the size of
theitr populations and their pet capita incomes.
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Colombia’s and Venezuela’s constitutionally-
mandated transfer payments and Mexico’s General
Apportionment Fund are quite similar, although in
these cases the shares are percentages of total
revenues rather than of specific tax receipts.

Colombia’s revenue-sharing mechanism, which
is established by its Constitution and has recently
been modified, sets a minimum percentage of current
income that must be transferred to the governments
of the country’s departments, for education and
health services. The new criteria to be taken into ac-
count in its distribution are the affected population,
these services’ objectives and basic needs, and the
entities” administrative effectiveness and tax efforts.
‘These criteria have also been incorporated into the
new Constitution, and regulatory proposals also
would provide for the possibility of decentralizing
health and educational services as far down as the
municipal level,

In Venezuela, a special, constitutionally-
mandated item is included in the budget for dis-
tribution to the states, Federal District and federal
territories  “in the following manner: 30% of this
percentage [is to be distributed] in equal parts and
the remaining 70% in proportion to the popula-
tion of each of the aforementioned entities. This
item will amount to no less than 12.5% of the rele-
vant budget’s total current income estimate ... The
corresponding Basic Act shall determine the munici-
pal entities” share of the budget item” (article 229 of
the Constitution).

The reforms recently implemented in Venezuela
with a view to increasing the country’s political, ad-
ministrative and fiscal decentralization have entailed
major changes in this field. The Basic Act for the
Decentralization, Delimitation and Transference of
Governmental Responsibilities of December 1989
repealed the pre-existing Special Budget Item Co-
ordination Act and set forth more equitable distribu-
tion procedures by means of the following
provisions: (i) the special budget ilem was set at
16% of the budget’s total current income estimate,
with this percentage increasing by 1% per year until
reaching an annual figure of 20%; (ii) the states’
budget acts would include an item earmarked for
the municipalitics, which for 1990 was to amount o
10% of total current income, This percentage, too,
was to be increased annually until reaching a level of
20% and was to be distributed in accordance with the
Basic Act on Municipalities.

Mexico had traditionally used a tax-sharing sys-
tem based on how much was collected by cach entity,
but this was modified by the Fiscal Coordination Act
of 1980. The explanatory statement for this legisla-
tion described the amendments as follows: “shares
shall not be granted on the basis of the collections
obtained in each entity but shall instead be placed in
a General Apportionment Fund, to be charged against
all federal taxes, which shall be distributed to the
entities under the terms of a new Fiscal Coordination
Act and of agreements concluded with the Federation
by any states wishing to do so. Said agreements shall
also set forth the powers for administering the tax to
be exercised by the federated entities”.

The new system is chiefly based on two agree-
ments between the states and the federation: the Fis-
cal Coordination System Membership Agreement
and the Administrative Collaboration Agrecment.
Three funds were set up for the system’s operations:
the General Apportionment Fund, the Supplementary
Financial Fund and the Municipal Development
Fund (ECLAC, 1985).

The General Apportionment Fund is made up of
13% of the federation’s total annual income from
taxes and other duties on hydrocarbons, natural gas
and mining. For purposes of distribution, only actual
collections are considered. Each state is guaranteed
an amount equal to what it received the year before
plus an increase calculated on the basis of a formula
that takes into account each state’s tax effort in re-
spect of the collection of federal taxes within its ter-
ritory. This particular formula, which incorporates a
rating of the State’s tax effort in determining the size
of the transfer payment, helps to narrow the gap be-
tween income and expenditure associated with the
tax-sharing arrangement and is not only of economic
importance, but of political significance as well, in
that it increases the sub-national governments’ fiscal
accountability.

A Supplementary Financial Fund has also been
created using 0.50% of the federation’s total annual
income from taxes and other duties on hydrocarbons,
3% of the General Apportionment Fund and a like
amount charged to the federation itself, This Fund’s
resources are distributed in inverse proportion to the
per capita shares received by each entity from the
General Apportionment Fund,

Finally, the Municipal Development Fund has
been drawn from various types of income and is in-
itially distributed to the states in accordance with
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rules similar to those applying to the General Appor-
tionment Fund; the states then distribute the funds
among their municipalities pursuant to the rules laid
down by their local legislatures.

Argentina’s new Federal Co-Appottionment Act,
which has been in force since 1988, provides that,
initially, 42.34% of the relevant funds will go to the
central government and 57.66% o the provincial

IX

governments, The funds to be apportioned in this
manner are the receipts from the VAT and from the
profits, capital, fuel and other lesser taxes. The sub-
sequent distribution of these funds among the provin-
ces is influenced more strongly by territorial than by
demographic criteria, but does provide for larger
transfer payments to areas in which a larger number
of poor households are concentrated.

Transfers as reimbursements for

specific expenditures

Another very important type of transfer in Latin
America is a payment intended to reimburse a
decentralized entity for particular expenditures.
This mechanism is a very useful one, especially
during the early stages of a decentralization pro-
cess, because it enables the central government to
transfer a function to a sub-national level while at
the same time transferring the resources needed
to perform it; in principle, this allows both the
national budget (which is relieved of an area of
responsibility at the same time that the correspond-
ing resources are transferred) and the decentralized
entity’s budget to be balanced.

This is, for example, the procedure set forth in
Venezuela’s Decentralization Act of 1989, which
provides for the transfer of each sphere of respon-
sibility together with the budget allocation used by
the central government to provide the service in
question. A similar procedure has been used fairly
successfully in Chile for the transfer of certain
types of health and educational services to the mu-
nicipalities (Castafieda, 1990).

Chile embarked upon a series of sweeping edu-
cational reforms in 1980 which involved, among
other changes, the transfer of the pre-primary,
elementary and secondary schools to the munici-
palities. To this end, the school infrastructure was
transferred to the municipalities under the terms of a
special agreement, while the money to pay teachers’
salarics was transferred from the Ministry of Educa-
tion to the municipalities. In addition, this same Min-
istry is providing the municipalities with a subsidy to
defray educational expenses, which are calculated

using a formula based on enrolment. In the health
sector, in 1981 the government also began to transfer
medical centres and clinics to the municipalitics.
Under the financing arrangements for this transfer,
the municipalities are paid for the health care they
provide using an invoicing system that is referred to
by its acronym, FAPEM. FAPEM is an advance-payment
and reimbursement system having 15 categories of
primary care services, for each of which an amount is
provided that covers outlays for goods and services,
personnel and maintenance.

A similar arrangement was established in
Brazil for the health system, but at the state level;
it differs from Chile’s system, however, in that the
size of the subsidy is set by agreement rather than
on the basis of a formula. Brazil recently created
what is known as the Consolidated Health System
(SUs) by transferring basic units and regional hos-
pitals, as well as doctors and system administrators
(although the latter continue to be paid by the
federal government), to the states and munici-
palities. The distribution of SUS resources is carried
out by means of an integrated planning system;
under this system, an estimate is made of the
health care needs to be covered and the invest-
ments to be made in each health district. The esti-
mates are prepared on the basis of an
epidemiological profile for each district, the num-
ber of hospital admissions or office visits made the
year before, the installed physical network (public
and private) and other variables, Health district
plans are consolidated for each state, which pre-
pares its own plan of action, and are then sent to
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SUS national headquarters. The sums to be allo-
cated 10 each state are determined at meetings at-
tended by the state secretaries and the Minister of
Health (Brakarz, 1991).

X

This type of transfer is characterized by a marked
level of dependency upon the central government and
a high degree of conditionality, since the funds re-
ceived must be used for a pre-established purpose. -

Equalization or distributive transfers

Although some revenue-sharing transfers usually
incorporate considerations of equity, most of the
financing systems for decentralized entities include
some type of special (ransfer payment whose
purpose is to shift resources from the richest to the
poorest entities with a view to ensuring a basic mini-
mum of public services and solidarity among the
nation’s different territorial divisions. Thus, while
some of these objectives may be incorporated
into such mechanisms as revenue-sharing arrange-
ments, the possibility of making additional transfers
for this purpose is not ruled out. Venezuela’s fiscal
reforms, for example, include not only modifica-
tions in the country’s constitutionally-mandated
subsidies but also the creation of an Interregional
Solidarity Fund.

The guidelines used for this type of transfer pay-
ment vary a great deal, but the basic purpose is to
take resources from the richest zones and give them
to the poorest.

Chile’s Common Municipal Fund fits this defini-
tion, since it provides for a large transfer of resources
from the richest districts, or communes, and from the
State budget to the poorest communes. In fact, this is
the latter’s chief source of funding,

This Fund is composed of the following resout-
ces (DL 3063, Municipal Income Act):

X1

Conclusions

The topic of fiscal decentralization, or of the fin-
ancing of sub-national levels of govemment, is of
instrumental relevance io the process of decentraliza-
tion. A decentralization initiative calls for political
and administrative decisions about how the State

() 60% of each commune’s land tax receipts
(the other 40% remains within the relevant
commune as part of its own resources);

(if) The fiscal contribution stipulated by the
public-sector’s budget act;

(iii) 50% of motor vehicle registration fees;

(iv) 45% of commercial license fees in the com-
mune of Santiago; and

(v) 65% of commercial license fees in the com-
munes of Providencia and Las Condes.

The Fund’s tesources are distributed among the
communes of the country in accordance with the fol-
lowing provisions:

(i) 10% in direct proportion to the number of

communcs;

(if) 20% in direct proportion to the population
of each commune;

(iii) 30% in direct proportion to the number of
properties exempted from the land tax in
each commune; and _

(iv) 40% in direct proportion to the lower level of
permanent per capita income in each com-
mune as compared to the national average,

The law also states that the municipalities
should, whenever possible, use the resources from
this Fund for the creation, maintenance and provision
of services to the local community.

and the government service of each country are
to be organized; once. this process has begun or, at
the least, once a model of govemmental organization
has been designed, then the financing of the decen-
tralization process takes on great importance, since
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the question of how decentralized bodies are to fin-

ance the functions transferred to them will have to be
resolved, Political and administrative decentraliza-
tion initiatives may end in failure unless they are
coupled with a patallel process of fiscal decentraliza-
tion. In addition, decentralization is sometimes justi-
fied on financial grounds (e.g., the efficiency of
public resource aliocation within the State), and the
subject should therefore be studied and analysed
when the relevant political and administrative issues
are being explored.

There is no exact correspondence between the
administrative decentralization of government func-
tions and fiscal autonomy in the sense that {rans-
ferred services must be financed by the relevant
sub-national governments. The relationship between
the two will, of course, depend upon the nature of the
decentralization process itself. Nevertheless, if there
is no synchronization of the two forms of autonomy
whatsoever, then the viability of the decentralization
process as a whole may be jeopardized, since a lack
of fiscal autonomy entails, to some extent, a more
limited degree of political and administrative auton-
omy. In order for a decentralized system of adminis-
trative functions to reach an advanced stage of
development, decentralized units must have a high
degree of fiscal autonomy.

The autonomy of a decentralized entity does not
hinge solely on its ability to finance its activities with
its own resources; its capacity for deciding how to
spend the income it receives from the State is also a
factor. Sub-national entities receive various types of
income from the central government. Generally
speaking, such an entity will only be autonomous in
terms of its expenditures if it is financed with its own
resources or when the funds it receives take the form
of revenue-sharing or of automatic, predictable, un-
tied transfer payments,

The financing obtained by decentralized entities
from their own taxes is invariably quite limited in
Latin America, where such entities are marked by a
high degree of financial dependence, since most of
their resources come from the central government.
The extent of their dependency will vary according to
the type of source from which their financing is

drawn. In general, when sub-national governments
do not finance the services they provide with their
own resources, they may easily lapse into fiscal irre-
sponsibility (since they do not have to bear the politi-
cal cost of levying taxes), while the central
government may tend to ensure a high degree of de-
pendence upon it and try to control sub-national gov-
emments by providing them with transfers and
specifying how they must be spent.

Be that as it may, transfers from the central gov-
ernment will always be necessary because financing
based on self-generated resources, in whole or in
part, generates disequilibria. These imbalances may
arise either because of a differential between autono-
mous governments’ sources. of income and their ex-
penses (vertical disequilibria) or because the incomes
and expenditures of different governmental units at
the same level do not correspond (horizontal dise-
quilibria). : .

There are many different types of financing in-
struments available, ranging from various sorts of
sclf-generated income (i.e., revenues collected by a
sub-national body within its own territorial jurisdic-
tion which are parallel or complementary to the na-
tional system of taxation) to tied transfers (i.e., those
made in cases where the central government takes
major decisions about how the transfers are to be
spent). The choice of instruments has important im-
plications for sub-national governments, and all of
them are used in Latin America for different pur-
poses; thus, the system applied in each country is a
mixture of a number of different financing mo-
dalities, These instruments include, for example, the
revenues from State taxes that are obtained by a sub-
national entity on the basis of territorial criteria (and,
hence, based on its fiscal capacity), which bolsters
the entity’s fiscal autonomy; tax sharing on a basis
other than territoriality, which deals with the problem
of disequilibria in an efficient manner but also breaks
the connection between the origin of income and the
consequent expenditure; and various sorts of trans-
fers, tied and untied, which are also used to eliminate
disequilibria but in so doing provide the central gov-
ernment with a greater measure of control.

(Original: Spanish)
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