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Abstract

Argentine fisca federdism is conddered to be vey inefficient by dl specidids. Its
dlocation of tax and soending authorities, and its sysem of intergovernmentd transfers do
not correspond to any economic criteria and provide dl sorts of peverse incentives and
obstacles for sound economic policies.

Agreaeing with the above diagnodtic, we atempt to take a sep further and to provide an
explanation for the many inefficient features of Argentine fiscd federdism. In order to do
that, we goply and further devdop an goproach, presented in Spiller and Tommas (2000)
that tries to explan public policies as the outcome of political transactions. These gpproach
argues that the nature and characteristics of the observed policies will be conditioned by the
rules of the politicd game under which those tansactions / policies are made. Hence, it re-
focuses  “policy recommendetions’ from the levd of policy reform to the leve of
institutional reforms, with emphasison paliticd inditutions.



1. INTRODUCTION

Argentine fiscdl federdism is conddered to be very ineffident by dl specidiss® Its
dlocation of tax and spending authorities, and its sysem of intergovernmental transfers do
not correspond to any economic criteria and provide dl sorts of perverse incentives and
obstadles for sound economi ¢ policies

Agreeing with the above diagnodic, we attempt to take a sep further and to provide an
explanation for the many inefficient features of Argentine fiscd federdism. In order to do
that, we apply and further devdop an approach, presented in Spiller and Tommed (2000)
that tries to explan public polices a the outcome of politicd transactions®  These
agoproach argues that the nature and characterisics of the observed policies will be
conditioned by the rules of the politicd game under which those transactions / policies are
made. Hence, it re-focuses “policy recommendaions’ from the level of policy reform to
theleve of institutional reforms, with emphasson pdliticd inditutions.

Even though we bdieve tha some of the problems dexcribed here are common to other
Latin American countries, we leave for further research the task of exploring the other
cases in as much detall as we have explored the Argentine one.  We are convinced that our
current diagnodic can be improved by compadive andyss but the inditutiona approach
we ae udng is heavily demanding in terms of inditutional detall. Not having the time for a
deeper andyss of many countries, we refraned from quick generdizations based on a few
vaiables. Nonethdess, we beieve that the current pgper might be of hdp, not only for its
specific suggestions for the Argentine case, but dso as a methodology to be applied in other
cases.

The pgper is organized as follows — Section 2 summaizes some key fedures and
deficiencies of the Argentine federd system. Section 3 presents a sketch of the theory that
explains the features of public policies as determined by the rules of the game under which
actors engage in politicd transactions. The theory predicts that environments that do not
fadlitate cooperative intetempora exchanges will  generate polices which ae farly
ineffident and awkward from an economic point of view. Section 4 maps the implications
of the theory to the characteridics of Argentine fisca federdism.  Section 5 provides some
evidence to support the dam that the rules of the politicd game in Argentina do not
fadlitate efficient intertemporad exchanges. Section 6 contans our recommendations for
inditutiond and policy reform in Argentina  The conduson dtempts to provide the more
generd message on how to tackle reformsin federd fisca finances.

! Seefor instance Aizenman (1998), Bird (1993), FIEL (1992), Porto (1990), IADB (1998), World Bank
(1992 and 1996), Schwartz and Liuksila (IMF, 1997).

2 Some of these ideas have been antici pated in laryczower, Saiegh and Tommasi (1999) and Saiegh and
Tommasi (2000).



2. KEY FEATURESOF FISCAL FEDERALISM IN ARGENTINA

In this section we present severd sylized facts regarding the workings of fiscad federdism
in Argentina. We dat with a background description of some basic inditutiond fegtures.
We describe the divison of expenditure and tax respongbilities between the nationd and
provincid juridictions and indicate the resulting levd of verticd fiscd imbdance, and how
this imbalance has been addressed through intergovernmentd trandfers.  We then describe
briefly some provincid fiscd inditutions, such as the exigence of formd limits for
provinca borrowing and the legd daus of provindd dae banks After this inditutiona
destription, we illugrate the behavior of nationd-provincid finances in recent years. The
man messsge coming from this evidence is that the fiscd reationship across provincid
governments and between them and the nationd authoriies has been subject to
opportunigic behavior and lack of coordination. The resulting inefficent outcomes not only
compromised the fiscd and macroeconomic dability of the country as a whole, but aso
have had negative effects on the provison of some basic public goods.

2.1 Facts

Argentina is a federa country. The Conditution has given a great ded of responghilities in
teems of expenditure and tax decisons to the subnationd units, the Provinces. Regarding
expenditures, the only activities that are of exclusve competence of the nationd authorities
are those asociated with defense and foreign affairs. In the areas of economic and socid
infrastructure  the nationd government shares responshilities with  provinces, while the
latter have excdudve competence in primary education and locd (municipa) organization
and savices. The Conditution defines then a broad area of public services where nationa
and provincd authorities can both supply public goods a the same time though the
tendency in the lagt two decades has been for the nationd government to decentrdize the
direct operation of these sarvices to provinces. Thus provinces today ae in charge of most
of the socdd expenditure (basc education, hedth services povety programs socid
security, housing) and dso economic infrastructure (roads, ports, environment, netura
resources, etc.). Sill the nationd government conserves a Sgnificant regulatory power in
many of these aess and directly manages many programs within these sectors (like in
socid  security, income  support to the poor, complementary educationd  programs
subsdizing the poorest schoals, etc).

This decentrdization process lead Argentina to have one of the most decentrdized public
sectors in Latiin America Sub-nationd  governments are respongble for dmost 50% of the
totd consolideted public sector expenditures, and more than two thirds of public sector
expendituresif we exclude pensons (see Piffano 1998 and IDB 1999).

On the tax dde the Argentine Conditution establishes that the nationd government has
exdudve juridiction over taxes on foreign trade. Provinces and the nationd authority can
both use “indirect taxes’ to finance ther expenditures. Findly, “direct taxes’ ae in
principle exclusve jurisdiction of provinda governments but the Conditution dlows the
nationd government to use direct taxes on temporay bass under specid circumstances
(“whenever the defense, common safety or generd wedfare of the State so requir€’.)



Additiondly, dl powers not explicitly ddegaed to the nationd government, reman with
the provinces.

In spite of these ample faculties of provincid authorities on tax decisons, in practice
provinces have delegated to the nationa government the task of collecting mogt important
taxes, like taxes on income (both on individuds and firms), on consumption (VAT and
some ecific duties) and on wedth.  Provinces directly control a tax on gross production,
on red dae and cars, together with a duty applied to contracts. This levd of tax
centrdization together with the above-indicated level of expenditure decentraization has
given origin to a high levd of veticd fiscd imbdance As figure 1 shows, in 1997, on
average, 56% of provinciad expenditures were financed through trandfers from a common
pool of naiond taxes, with only 44% financed from direct ownprovincd revenues. Still
there is a high variation around this 44% (weighted) average® Nine provinces finance less
than 20% of their spending with their own resources.

This large verticd fiscd imbdance has been addressed with a complex sysem of
intergovernmentd  tranders. The most important is the tax-sharing regime (coparticipation)
which is the process by which the collection of the man taxes is then redlocaed to
provinces This coparticipaion regime has received conditutiond datus in the reformed
conditution of 1994, which has given a mandate to enact a new law by 1996, requirement
that has not been fulfilled as yet. Thus the current legidation regulating the coparticipation
regime is gill lav 21548 issued in 1988. It edtablished that the federa government retains
42% of these taxes while 57% were digributed among the provinces, with the remaining
1% set aside “to finance unforeseen crises in the provinces”® The law aso establishes the
percentages of the secondary didribution, and is supplemented by severd other laws
regulating the didribution and dedination of some specific taxes that finance a set of
predetermined activities. Some of the man feaures of the 1988 coparticipation scheme
preval today, even though there have been numerous changes and adjusments. One of the
man changes was to edablish “precopaticipaions” that is, to redirect pats of the tax
revenue origindly going into the tax-sharing pool, towards other purposes For indance, in
1992 and 1993 the naiond government was able to achieve a 15% reduction of the amount
to be shared with the provinces, in order to finance the growing deficits of the pendon
sysem.  Another important change was to provide some fixedsum tranders and a
minimum transfer guarantee to the provinces. Ancther factor was the decentrdization of
many educationd and hedth sarvices snce 1992, This was to be financed by a trandfer
equivdent to the etimated cost of the services tranderred. As a consequence of these
vaious reforms new types of transfers besdes copaticipation per s were introduced.
Additiondly, there ae a vaiety of “specid channds’ linking some fraction of some
specific taxes to some (often economicaly unrdaed) specific spending purposes.  Figure 2
shows the so-cdled federd fiscd labyrinth of Argentina

3 The simple average is just 23%, the difference being explained by the fact that the larger provinces (like
Buenos Aires) tend to have smaller imbal ances.

4 In practice, these funds, called National Treasury Contributions (ATNS) are distributed in a discretionary
way by the National Executive, through the Ministry of the Interior (the “political” ministry par excellence).



Within Argentinds federd dructure dl levels of government are generdly permitted to
borow both domedticdly and abroad. During the 1980s both levds of government
borrowed extensvdy, reflecting the week fiscd management of the period. In addition,
both accumulated szeble arears on payments for wages and pensons, to suppliers and for
delt service. (During the 1990s the federd government tried to consolidate those arears,
the clearance operation added up to atotal of 9 percent of 1995 GDP). °

Provincid gdate banks had in most provinces a legd datus that makes them very dependent
on the provincia executive power. Thus in practice they acted as captive sources of
financing. In this sense, the provincid government banks were congdered to be &kin to the
centrd bank of each province they provided funds to the provindd governments upon
demand and, in turn, received rediscounts from the Centrd Bank of Argentina® Given
ther portfolio of bad assats (resulting to a dgnificat extent from lending to provincid
governments) provincid banks were among the prime candidates for restructuring and
consolidation, process tha was accderaed dfter the 1995 Tequila crises induced a run
agang mog provindd finandd inditutions.  As of mid 1999 only sdx provindd banks
remain in the hands of the provinad public sectors

2.2 Problems

The recent evolution of federa finances in Argenting, in paticular those associated with
provincid governments, has been a subject of much concern.  Provincid deficits and debts
have been risng a a worrisome pace compromisng not only macroeconomic Sability, but
ds the financing of basc public goods. Bdow we summarize and provide some evidence
of a number of facts we identify as mgor deficiencies of the workings of federd finances in
Argentina

a) High deficits, increasing indebtedness and procyclical finances of provincial
gover nments.

As Table 1 shows dnce 1991 and for the aggregate of dl jurisdictions, provincid
authorities have run continuous deficits, which on average are sgnificant, both compared to
their own tota revenues and to the deficit of the nationd government. In this regard, up to
199 the aggregate provincid deficit was equa to or larger than that corresponding to the
centrd authorities Though this tendency changed after 1995 it is dill true the provincd
fiscd disequilibria Hill explan a lage pat of the consolidaed fiscd imbaance The
dedine in the consolidated provincd ddficts ater 1995, especidly in 1996 and 1997, is

> In many provinces, the provincial Constitution imposes some restrictions on the borrowing ability of the
government (see Sanguinetti and Tommasi, 1997). In some jurisdictions it requires an extraordinary
legislative majority to approve new debt; they also impose restrictions on the level of indebtedness and on the
use of debt. Nevertheless, in most provinces, these restrictions are very mild and when they specify
quantitative limitations they are rarely binding (see Sanguinetti and Zetner 1999). It is not surprising then to
find that borrowing limits had no significant effect on the fiscal behavior of provinces (Jones, Sanguinetti and
Tommas 1998).
For exampl e, those rediscounts amounted to over 2 percent of annual provincial spending during 1983-1990.



manly explaned by the reduction operated in few large jurisdictions like Cordoba and
Mendoza As teble 2 dhows in many jurisdictions deficits continue to be very high
representing more than 15% of their tota revenues.

The accumulation of deficits has been reflected in increesing levels of debts. As table 3
shows, for the aggregate of provinces the levd of indebtedness raised from 40% of tota
revenues in 1994 to 53% in 1999. This average vdue is, nevethdess very much
influenced by the behavior of few large provinces In particular the province of Buenos
Aires that in 1997 launched an aggressve program to reduce its debt obligations, reducing
them from 40% of ther total resources in 1996 to 14 % in 1997. Indead, in other provinces
like Rio Negro, Corrientes, Tucuman, the level of debt grew deadily reaching vaues wel
beyond 100% of their totd revenuesin 1999 (seetable 4).

The growing deficits and the accumulation of debt have been the result of dggnificant
increeses in expenditures induced by rapid raises in totd provindd resources during the
period of drong economic growth that followed the implementation of the convertihility
plan in 1991 (see table 1). Thus between tha year and 1994 expenditures dmost doubled
while current income dso increesed but at lower pace s0 the deficit raised. This behavior
was again replicated, though in a somewhat moderated way in the other expansonary wave
that took place between 1996 to 1998. This highly pro-cydicd fiscd policy had negdive
consequences when the cyce changed its dgn. Thus when the Tequila criss hit the
argentine economy during 1995 provinces had a hard time finding sources to finance both
current deficits and ther debts A dmilar though agan more moderate phenomenon
occurred during 1999 when, after the Brazilian devaduation, Argentina entered again into a
sharp recesson. The ggnificant raise in deficts and in debt in those years should not be
conddered as a Sgn of grester access to financing. As table 5 indicates a sgnificant part of
this additiond financdng was taken in a compulsory way with suppliers and, mog
importantly, with public employees For some juridictions this implied on average tha
public sdaies have arears up to Sx months Agan in 1999 we observed a smilar
phenomenon but of alower magnitude.

b) Bailouts.

In various cases the above-indicated high and unsudaingble provindd deficits have been
financed by rescue operations undertaken by the federd government. As documented in
Nicolini & d (20008) these balout operdtions took in the nineties various forms and not
dways implied the direct trander of money to the provindd authorities. For example,
between 1992 and 1994 the federd government assisted financidly seven provinces’ that
were going through fiscd and finencd difficulties Financid ad took the form of handing
national treasury bonds available a the federd levd a tha moment. The Provinces then
obtained the required resources by sdling those bonds in the seconday markets. The
importance of the rescue operation involved in these loans can be agppreciated by the fact
that these funds represented a ggnificant proportion of the financid needs of the

" The seven episodes involved the provinces of Catamarcain 1994, Corrientesin 1992 and 1994, Formosain
1994, Misionesin 1994, Rio Negro in 1994, Santiago del Esteroin 1993 and 1994 and Tucuman 1994,



juridictions. If we condder only the loans granted during 1994 we see that these loans
covered 895% of the necesdties of financing of these provinces in that year. When we
incude the loans made to Corrientes in 1992 and to Santiago dd Edero in 1993, the totd
amount of resources that were handed out reached 800 millions dollars.

Another interesting case of bailout occurred during the trandfer to the nationd government
of some of the provincdd pendon sysems One of the man sources of deficits in the
provincid finances was the date provincid penson sysem. These sysems generated large
deficits due to poor mechanisms for collecting revenues and too generous benefit payments.
Between 1994 and 1996 the naiond authorities took direct responshility of the operation
of the provincid penson regimes in deven juridictions (they were “ndiondized’),
merging them with the nationd sysem. As a consequence, the nationd government had to
assume a sgnificant fiscd cogt given the sgnificant disequilibria that ex-post were found in
those regimes. Though it was origindly caculated a about 500 millions a year in 1996, the
actud cogt “jumped’ to 1500 millionsin 1998.

c) Poor local tax collection.

At the root of the finandd difficulties facing many provinca governments there are poor
performances of provincid authorities at tax collection. This is associated with wesk locd
tax agencies where there is a lack of updated information regarding tax bases and other key
data Thus tax compliance is very low. There ae no good edimaions of tax evadon in
provincid tax systems but the data presented in table 6 brings some evidence suggesting
that some jurisdictions are not doing their best to drength ther loca sources of income
The table shows esimates of totd tax income over provincd GDP for 1999. It dso shows
data on income from Regdias (canon pad to provinces from the exploitaion of naurd
resources) and other non-tax resources. We see that for the aggregate of provinces the
average provincid tax rate is about 4.5%. But there is a srong vaidion across jurisdictions
aound this average. This could be taken as an unjudified difference in tax effort if there
are no dgnificant disparities in the tax sysem across provinces (in terms of, for example
tax decentrdization) and ds0 no mgor differences in terms of other sources (nontax) of
income. Thus, looking & the data of the table we can conclude tha provinces like
Corrientes, Chaco, Formosa, Jujuy, Midones and, notebly, La Rioja ae wdl bdow the
country average in terms of tax collection and this is not judified for the exigence of any
other Sgnificant provincid source of income.

d) Poor national tax collection
Compliance of the netiondly collected VAT (the main revenue source for the consolidated

public sector) was edimaed to be 55%, while neighboring countries like Chile (80%) and
Uruguay (70%) have better compliance rates (Crotty and dos Santos, 1996).

We canot pin dl the responghbility for this poor tax compliance on the federa fiscd
sysem, but many observes bdieve that the current regime, by virtudly diminating any



incentive for the provincd authorities to cooperaie in the collection of coparticipated
taxes® is part of the explanation.

e) Inefficienciesin thefiscal mix

The fact that some taxes are shared and others are not has induced the federa government
to meke some inefficient decisons.  As Tanzi (1996) argues, this leads to Stuations where
nonshared taxes acquire grester weight in the tax system, even when they are less efficient.
For ingance, national payroll taxes are conddered to be too high for a country suffering
very high unemployment.

At the provincid leve there is an excessve reiance on the turnover tax. While the
turnover tax is easy to collect and conditutes the largest source of provincid own revenue,
it is a cascading tax which conditutes a drag on enterprise cos, fosters nefficient vertica
integration, benefits imports over domestic products, increases the cost of exports, has a tax
base that competes with the federd VAT, and mekes it difficult to audit interprovincid
transactions.

f) “Industrial promotion” regimes and tax competition affecting national taxes.

The nonrcooperaive behavior among provincid govenments hes dso  dfected the
collection of nationd taxes even though provinces do not directly adminigrate those taxes
This has been occurred through very generous and poorly controlled regimes of indudrid
promotion. Under these regimes tax exceptions of mgor nationd taxes can be dlocaed to
indudries and other activities established in certan regions of the country. The two more
important regimes were those established for the provinces of Caamarca, La Riga San
Luis and San Juan, on one hand, and Tierra dd Fuego on the other. More recently there has
been enormous pressure to extend the regimes to other provinces especidly for non-
indudrid  activities (like forestry and tourism). This regiond policy has been a sgnificant
source of tax expenditures that only recently has darted to be quantified and somewhat
controlled. The magnitudes of the benefits were important because, especidly in the case @
the five indicated provinces they dlowed to postpone payments of VAT obligaions for a
period up to 15 years. The workings of these regimes generated in practice a form of tax
competition (involving nationd taxes) between the favored regions as the regime permitted
the province to be the mgor authority in the sdection of projects This has implied that a
huge amount of national resources were directed to these regions. For the fiscd year 2000
they have been esimaed to be aound 1.8 hillion dolars (see Budget 2000). Egtimations
done by the Federd Tax Authority of the fiscd cogt of the system between 1992 and 2010

8 Why pay the political cost of using local police to close down businesses that fail to pay taxesif thereis no
connection whatsoever between how much is collected in each province and how much is received by each
province out of coparticipated taxes. There have even been episodes of local citizens and local authorities
ganging up against the national tax collector.



(when many of the benefits expire) arive & an amount cdose to 8 hillion dollars (see
Consgo Empresario Mendocino 1999)

g) Transfersand inefficienciesin the provision of local public goods.

Federd trandfers redidributed resources across jurisdiction without clear criteia As
indicated, the secondary didribution is based upon fixed coefficent established in the same
lav without any judification. Transfers do not respond to changes in the factors affecting
the demand and supply of public sarvices or changes in other relevant socioeconomic
indicators. For example, in the area of basc educaion many provinces have witnessed a
strong increese in the rae of enrollment in the nineties. Though provincid government
increased in red terms the amount they spend on education, it was not enough to maintain
the levd of expenditure per dudent (see Fgure 3). In fact in some juridictions like
Neuquen, Rio Negro, Caamarca, San Juan and Tiera dd Fuego expenditure per student
went down a a dgnificant rate in recent years. Though this evidence does not per s
indicate a sgnificant reduction in the qudity of education, it Sgnds that the federa system
is not providing a steble financing for such criticd public goods as basic education.” This is
the more citicd when we redize that the Argentine Conditution explicitly demands that
federd trandfers should am a assuring equa devdopment opportunities and qudity of life
across the country.

3. THETHEORY

In this section we present a sketch of a theory that tries to explain features of public policies
like those described above, as the outcome of palitica transactions, which are conditioned
by the rules of tha transactions game (i.e, by the incentives and condraints faced by
political actors)1°

We andyze the workings of federd sysems (including fiscd federdism) as a game in
which the players are the condituent subnationad units and some “independent” nationd
politicd actor/s.  The last expresson highlights the fact that a nationd government is, in
pat, condituted by representatives of the subnationd units The exact detalls of that
representation, as well as the incentives of the independent nationd actor/s, will vary
depending upon conditutional rules, dectord sysems, some characteridics of the paty
system, etc. For amplicity think of the independent nationd actor as the President.

A Federd System can be characterized by the dlocation of policy jurisdictions across units
(the centra government and each loca government), by the decison making rules for those

® Thereis other casual evidence suggesting that some jurisdictions are not doing their job at providing public
goods. For examplein 1999 in the Province of Corrientes public schoolswere closed almost half of the school
year.

10 gpiller and Tommasi (2000) suggest the general framework that we apply hereto fiscal federalism.

Tommasi (2000) formalizes some of these conjectures.



policies assigned to the centrd government! and by the explicit or implicit decison
meking rules for those issues tha inevitebly fdl in a gray area requiring collective decison
meking. The latter indudes decisons about changing the jurisdictiond dlocations

At a given point in time, a federd country will inherit a st of jurisdictiond dlocations and
of decison making rules and the federd (fiscd) game will teke place under those
condiitions. (laryczower, Sdegh and Tommed, 1999, dtempt to endogeneze the origind
contract / condtitution and the subsequent dynamics).

The game is one in which the players have to make collective decisons, and dso teke
“individud” actions Collective decisons are made in different aenas  one is the nationd
congress, another are the explicit intergovernmentd agreements, induding for example the
decison to decentrdize some educationd service from the nationd government to the
provincid governments, or a new taxsharing agreement. The outcome of the collective
decison will take the form of some “contract” (such as laws in the firg case, or Fiscd
Pacts or other federa agreements in the second case).

The individud actions incdude decidons such as govenment spending o  government
borrowing by a paticular unit in aty given period They dso indude paticipaion in
parwise ageements between, sy, the ndiond government and a paticular provincid
government; and invesment-like decsons such as a provindd government deciding
whether to inves in deveoping sophidicated technologies to acquire information about the
tax bases in the province, or the decison to pay the shortterm politicd cost of fiscd
adjustment. 1

Decisons and actions map into payoffs for each of the players. Applying the logic of
transaction cost economics we can characterize these decisons and actions by ther
duration, revershility, fungibility, and tempordity of payoffs

The environment is, in part, a repegted game, but with some stochedtic features (i.e, it is a
dynamic game) We can smplify the sochadtic environment as being subject to two types
of shocks (1) “economic’ shocks coming from internationd markets, policy decisons in
other countries, technologicd changes, diseases, naturd disasters, socid and demographic
changes, ec; and (2) “paliticd” shocks that represent shifts in the rdative political power
of the players (unrdated to changes in “fundamentds’). An example would be the fact that
the Presdent is a native of a paticular province, or the paticular redizaion of some
poweful caodition in Congress able to trade support for some naiond legidation in
exchange for federd moneys This type of politicd uncertanty could be modded by some
vaidion of a “random recognition rule’ used in legidative barganing modes pionesred by
Baon and Fergohn (1989). (See dx0 Alesna 1988, Tommad, 2000, and Dixit & 4,
2000).

™ The decision making rules“at” the central government include the rules of the national legislative process,
the electoral connection to provincial governments, etc.

12 The difference between actions and investments relates to the temporal flowof payoffs associated with the
given “policy”. For brevity we will speak of them generically as actions, except when we specifically want to
emphasizeinvestments.

10



Define the benchmark of first best policies as those that would be agreed and enforced in a
complete contract before the uncertanties redizee  These optimad policdes will be
responsve to economic shocks but irresponsve to politicd redizations (Tommeas, 2000).
In a noncooperative game, the degree of possble cooperation will depend on severd
features of the game. Those features will include the discount factors (horizons) of the
players, the number of actors the obsarvability of moves, as wdl as some other
“inditutiona” features oecifying the timing of moves the exigence or not of some
“exogenous’ enforcement mechaniams, ec. For brevity of expostion, we will collapse dl
of those features of the game under the term “transactions environment.”

Following Spiller and Tommad (2000), we present here a result which we will use to
explain the (inefficient) feetures of fisca federdism in Argentina

Result:

If the transactions environment does not foster cooper ation, then we will observe:

1. Too much opportunism, leading to “volatile” collective decisons (too responsive to
political realizations), and norncooper ative individual actions.

2. Economically inefficient choices as prevention againg such opportunism (one

example conssts in distributing rents in rigid manners before the realization of

economic uncertainty).

Some desirable policy reforms do not happen.

Underinvestment in capacities, leading to lower quality policies.

Hw

We will ague tha the Argentine case is chaacterized by a poor environment for
intertempord  political  transactions, leading to the results aove, which trandae into many
of the obsarved (and difficult to reform) inefficent festures of fiscd federdism. The
problem of an inadequate transactions environment is magnified in the Argentine case by
the high degree of Nationa-Provincid interdependence (i.e, the large dze of the “gray”
areq).

The next section maps the implications of the result above into the characterigtics of
Argentind’s fiscd federdism.  Section 5 presents evidence to support the dam tha the

environment for federd politica transactions is not conducive to efficient intertempord
trades.

4. MAPPING THE PREDICTIONS OF THE THEORY ONTO THE FEATURES
OF FISCAL FEDERALISM IN ARGENTINA

In the subseguent section we will describe a politicd and inditutionad context cheracterized
by a combination of: lack of incentives in nationd legidators, excessve interference of
provincid leaders in nationd policymeking, and the ability of the nationd executive to dter
agreements  via budgetary discretion and other means  This combination of festures

11



produces a “trading” environment not conducive to the agreement and enforcement of
efficient policies and reforms, with seious consequences for the workings of fiscd
federaism.

Some of the ylized facts of fiscd federdiam in Argentina described in section 2 can be
undersood as being the result of this logic. We provide bdow a series of examples
organized around the theoretica results of the previous section.

4.1. Opportunism

Opportuniam is reflected in non-cooperaive individud actions and in volaile decisons in
the nationd arena (Tommas 2000 and laryczower e d, 1999). Non-cooperdive are those
individud actions that negatively affect the payoffs of other players. The high deficits and
provincid debts dearly indicate opportunidic behavior from provinda authorities. This
behavior generates inefficiencies through the negative externdities generated in  credit
markets. Similarly, the poor provincid tax effort, has negdive reverberveraions onto other
provinces through the balout mechaniam. Also, the lack of provinca cooperation to fodter
better collection of naiond taxes in each provincgs teritory, reflects opportunigic
behavior.

The often observed unilaterd agreements that a province mekes with the naiond
government recelving some specid favors, are dso non-cooperative actions in the game
among provinces, in this case fodered by inditutiond features that dlow such discretion to
the nationd executive (or to the nationd legidaure, in the case of many “indudrid
promotion” regimes).

This lag case (and mechanism) is ds0 associated with the volatility of the provincd
dlocation of federd gspending (induding tax exemptions). In Nicolini a d (2000a) we
show tha the dlocaion of “Nationd Tressury Contributions’ to the provinces were
affected by politicd variables each period. Nicolini et al (2000) dso show dramdic shifts
in the amount of tranders from the Naiond Minisry of Educdion to the different
provinces, shifts that cannot be explaned with sandard “demand” varidbles, which move
dowly.

4.2. Economically inefficient choices (as prevention againgt opportunism)

Inefficent choices, a the individud leve, and in the collective redm, are often made as a
protection agang the posshility of future opportunism.  The highly procydicd behavior of
provincid finances can be understood as an indirect result of opportunigic behavior. In this
regard, provinces would not have incentives to save in good times because they may fear
that, then, they will obtan less from the "federad fiscd pie” This is consgent with the
evidence on balouts and the levd of discretion and lack of trangparency that affects the
desgn of federd transfers. Provinces can extract extra resources from the federad
govenment by beng in finandd difficulties (Nicolini & d 2000a Jones Sanguinetti and
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Tommad, 2000). It might dso be agued that the inefficdendes in the input mix of public
production, with excessve public employment in many provinces is a mechanian to
increase politica leverage in order to obtain centra funds.

Excessve public employment is an economicdly inefficdent action which imposes some
intertempord  rigidities (comparable to the practice of “cash hiding” in public enterprises,
Savedoff and Spiller, 1999), dnce it is hader to fire people than it is to postpone or
suspend purchases of other inputs. There ae many more rigidities embedded in the
collective agreements, genericdly know as “Fscd Pacts’.  They include many ingances
(1992, 1993, 1999, 2000) in which provinces have guaranteed some floors of tranders
independently of tax collection; adso the very mechanism of the Tax-Sharing Law, which
specified fixed coefficients of a given set of taxes for each province and for the Nationd
government (indead of making it a function of the determinants of the relevant spending
needs).® Some of the farly redrictive mandates of the 1994 Congtitution, can be
interpreted in the same light.

4.3. Some desirable policy reforms do not happen

The inabilitity to ingrument the required intetemporad transactions is pat of the
explanation of severd inefficiencies of the Argentine tax sysem. Imagine that the
economic  authorities condder convenient, due to high unemployment, to reduce payroll
taxes  Given a ftight fiscd dtudion, the potentid reduction in revenues has to be
compensated by an increase in other taxes If payroll taxes are non-shared netiond taxes,
and mogt of the taxes that have to be increased are shared ones (as it is the case in
Argenting), this tax reform would require “compensation” from the provinces to the
nationa government if previous spending paths are to be roughly mantaned. The problem
is that given the obvious uncertainties about the exact amount of extra shared revenues to
be generated, and the incentives for drategic migepresentation of those edimates, the
provinces are likely to resst such a compensating change (unless they were able to write
complete contracts) This is not a fiction sory, but has hgppened in Argentina in 1998, and
it is a re-enacting of Imilar problems occurring in the past in rdation to other “netiond”
taxes, such as import duties, export taxes, and the inflation tax (laryczower, Saegh and
Tommead, 1999).

The same problem is behind the inability to insrument many of the provindd tax reforms
agreed in the 1992 and 1993 Fiscd Pacts'® Table 7 presents the degree of fulfillment of
the severd clauses of the Fiscd Pects. It shows that it is very uneven across provinces and
across reforms. The following description by Schwartz and Liukslais particularly teling:

“Tax reform was clearly the centerpiece of the second fiscal pact. Provinces adhering to the pact
committed themselves to eliminating stamp taxes on checking accounts, taxes on the transfer of fuel,
gas and electricity and, most important, phasing out the provincial turnover tax. [....]

13 Additionally, in Nicolini, Sanguinetti and Tommasi (1999), we show that the current system performs
poorly as a mechanism of sharing risk against shocks to tax bases.

14 |t isrevealing that part of the 1999 accord calls for “fulfillment of the tax reforms agreed upon in the 1993
Fiscal Pact” (1)
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Initially, the provinces were slow to join this second pact, largely because of the revenue
implications of the tax reforms, particularly the initial stipulation to abolish the provincial turnover tax
before June 1995. While the provinces were free to replace the turnover tax with other taxes, many
have not yet done so. [ ....]

Overall, thereis no easy short-term alternative for replacing the provincial turnover tax. [....]

Other alternatives for improving provincial revenue would be beneficial in the long run, but
would not yield short-term results. [..] Similarly, improving rea state taxation would require
substantial initia efforts, including, for example, improving property mapping and property registries;
providing better and more consistent application of valuation techniques; improving the exchange of
information between local tax offices, property registries, .....

The announcement in December 1993 that federal payroll taxes levied on employers would be
reduced, depending on region and sector, in those provinces participating in the second pact, increased
pressure on provincial governments to join. By May 1994, all but one provincia legislature had

ratified the second fiscal pact, and most had taken at least some initial steps toward implementation.
Also the provinces were given a minimum revenue guarantee and some other guaranteed fixed
payments that provided afloor of federal transfers equivalent to about 4.5% of GDP annually.

The second fiscal pact clearly shows the ‘horsetrading’ that is involved in implementing
structural reforms of the system of fiscal federalism. [....], but came at the expense of making payroll
taxes an explicit instrument of regional and sectoral policies, and contributed to the growing social

security deficit.” (1997: 408-412)”

This example illusrates the inability to meke intertempora trades that have the nature of
invesments, i.e, upfront costs and a later stream of benefits that could be gppropriated. It
seems that the extant federal governance structure of Argentina cannot support such trades.

4.4. Underinvestment in capacities, leading to lower quality policies

The problem of underinvesment takes the form not only of undefullfilment of collective
agreements for reform, but dso the form of reduced incentives to underteke whet, in a
regime not subject to opportunism, would be individudly-efficent invesments  An
indance of that is the poor dae of provincd tax agencies, which lack the personnd,
technology and information to effectively discharge their duties  All of this can be
undersood as underinvestment due to the potentid opportunism of other players i you
raise your capecity to collect taxes, you are less likely to benefit from future bailouts.

5. INTERGOVERNMENTAL POLITICSIN ARGENTINA

In every federd polity nationd and sub-naiond jurisdictiond boundaries are established in
the conditution. Conditutiond providons usudly <specify the assgnment of policy
respongibilities between the centrd government and the lower tiers of the federation.

However the spheres of government authority in federd sysems are sddom unambiguous.

In redity, feded arangements conditute a complex intermixing of powes and
respongbilities between the nationd and sub-nationd governments. Furthermore, these

14



“boundaries’ are not permanent ones over time, conflicts over the proper interpretation of
the nationa/sub-nationd jurisdictional boundaries usudly occur in federa countries.

These dynamics cal for a continuous interaction between the different levels of
government. Sometimes to “policg’ each other boundaries, sometimes to adjus to the
conditutional dlocation of power between them to a changing redity, and some other to
edablish joint responghbility over certan mates That is sometimes this interaction entails
conflict between the condituent units of the federation and, some others times cooperdtion
for mutua bendfits In any case, the point is that the assgnment of policy responghilities is
not unambiguous nor frozen, and intergovernmentd interactions will dways take place.

Now, these interactions can teke place in vey dfferent ways, in more or les
inditutiondized environments. For example in Argenting, as in dmos every federdtion,
intergovernmental  reaions are often caried out informaly through various means of direct
communications (i.e. by letter or telephone) between minigers, officids and representatives
of different levels of government with each other. Besides this day-to-day management of
intergovernmentd  affairs, certan councils where ndiond and sub-nationd minigers meet
to discuss and coordinate policy in aress of nonexcdusve juridiction (such as hedth,
education and socid programs) exist 1°.

Findly, adjuging the didribution of powers between the nationd and sub-naiond
governments to politicdl and economic changes sometimes requires another mechanism for
concerted action, such as a formd intergovernmentad agreement. These agreements usudly
take the form of tredties, compacts or memorandums of understandings. The Federd Fiscd
Pacts of 1992, 1993, and 1999 in Argentina are good examples of these,

In terms of ther content, they can edtablish an agreement between the different levels of
govanment to adopt a paticular policy that may be implemented adminidraivdy and
without the need for legidation. Ancther type of agreement between the different levels of
governments of a federation may ensure that their respective legidaures adopt a lawv whose
terms have been agreed upon by them (Opeskin, N.d.).

The review of the different mechaniams for intergovernmentd reaions makes clear, then,
that there are many ways in which the different leves of government can coordinate their
actions. What it is mogst important, for our andlyss is tha the various informa mechaniams
and even the written undertakings between governments within a federation such as pacts
and tregties have an uncertain legd effect. That is, many of these agreements do rot create
legd obligations Therefore, the vaue of intergovernmentd agreements usudly depends on
the ability of the different parties to enforce whaever they have agreed upon. Countries
can differ widely in their capacity to enforce intergovernmental agreements.

The enforcement problem, thus is a cucid one To begin with, it should be noted thet
these interactions are bound to be quite complex. Intergovernmenta bargains involve
numerous politicd actors with very different interets presdents, legidators, sub-naiond

15 Among others, these are the Consejo Federal de Inversiones, Consejo Federal de Educacion, Consgjo Inter-
Ministerial de Infraestructura.
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politicdans, etc. This crestes severd coordination problems. In gened, as Inman and
Rubinfdd (1997) note, cooperdtion between the different levds of government will be
difficult to achieve under incomplete and asymmelric information. They dso argue that
beneficd  intercommunity agreements might be ovelooked if proper enforcement
mechaniams are not available.

Andyticdly, then, we can differentiate intergovernmentd agreements not by the
mechaniam that is employed but ingead, in terms of its enforcegbility. In this sense, the
overd| inditutiona environment in which these negotiations are carried out and not just the
mechanisms through which intergovernmental relations occur, is crudd to understand why
in some ocountries mutudly beneficd bargans between the different leves of government
are gruck and in some other they are not.

In the Argentine case, the environment for intergovernmental transactions has not been the
most gppropriate. Fird, because the jurisdictiond boundaries between the different parts of
the federation evolved in a very paticular way throughout the 20" century. Second,
because intergovernmenta agreements did not have the necessary inditutions to carry out
their enforcement.

With respect to dlocation of powers between the different levels of government,
intergovernmenta competition and conflict  prevaled over cooperaion in aess of
concurrent  jurisdiction.  Given  Argentings politicdl and economic  indability snce the
1930s (induding numerous militay “interruptions’ and high and recurrent  inflation),
politicd actors in generd tended to adopt a paticulaly myopic perspective. Hence, the
naiond ad subnationd govenments did not invet in  bulding intergovernmenta
inditutions, and usudly atempted to protect their (quite vulnerable) property rights instead
of collaborating among them (both verticaly and horizontaly).

This hisoricd legacy deeply affected, for example, the revenue sharing sysem. Sudden
changes tha improved the bargaining power of a group of agents lead in some cases not
just to minor adjusments a the margin, but to Stegp radicd changes (sometimes the
dteration of the rules of the game dtogether). Rules that were put in place by dvilian
governments were subsequently reversed by military regimes and vice-versa. The changes
usudly involved dterdtions to the criteria for revenue sharing between the nationd and the
sub-nationd governments as wel as among the later. When the power was more
concentrated in the nationd government (mogtly during military regimes), the changes were
intended to shift the didribution of shared taxes in its favor. Conversdy, with democratic
opening, the once again dected governors engaged in new debaes over the didribution of
tax revenues in order to reverse the changes tha were produced during the previous regime.
This usudly resulted in modifications to the digribution of shared taxes in the sub-nationd
governments favor (Saiegh and Tommed 1999).

With respect to the enforcegbility of intergovernmentd agreements it is important to
emphasze ds the renforcing interactions between Argentinds  intergovernmenta
reaions, and the country’s overdl incapacity to implement efficient intertempord political
exchanges. A combination of lack of legidaive incentives a disporoportionate power of
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provindd leaders in naiond policy-meking, and the &bility of the nationa executive to act
opportunigticaly deeply affected intergovernmentd relaions.

5.1. Intergovernmental bargainsand their environment

A noteworthy fegture of Argentine intergovernmental relaions has been the prevdence of
“executive federdiam’. That is the predominant role of governmentd executives in
intergovernmentd relaions (Waits, 1999).

Ancther important feature has been the bargaining process that usudly took place between
them. Given Argentinas politica configuration, deals sruck between the naiond and sub-
nationd executives could be eadly dtered a the legidative or a the execution sage. Sub-
nationd leaders influence in nationad policy-making gave them enough politicd dout to
obtan bendfits a& the expense of the nationd government or other sub-nationd units. On
the other hand, the nationd executive could eesly unravel a the execution dage
agreements reached or rdified in the naiond legidaure. Thus these agreements often took
place outsde the naiond legidature and, when fessble edablished very rigid rules in
order to avoid their modification.

We summarize bdow some of the man fedures of the Argentine politicd game that
explan why this environment is inadequate for efficdent politicad transactions among
jurisdictions®

a) The short-term horizon of Argentine legidators

As long as the legidature sarves as an inditution which can secure political agreements by

reducing uncertainty and transaction codts, beneficid intercommunity agreements may be
reached.

The case of a legidaure such as the United States Congress is usudly seen in the literature
a an illugration of an inditution with those characteridics (Weingest and Marshdl, 1988;
Cox and McCubbins 1993; Krehbid, 1991). Indeed, as Wengas and Marshdl (1988)
note, its internd organization fadlitates the achievement of complex intertempora
agreements  between its members. This internd organization, in turn, reflects the
inditutionalization of the U.S House of Representatives during the 20" century, as
membership became more difficult and turnover less frequent.

Although Argentinas nationd legidature is formaly very smilar to the US Congress 7, its
actud functioning uncovers driking differences. Firs and foremod, due to the recurrent

16 part of this section draws from Jones, Saiegh, Spiller and Tommasi (2000).

7 Argentina possesses a presidential from of government with a bicameral legislature whose members are
elected in non-concurrent elections. The Argentine Chamber of Deputies has 257 members who are elected
from province-wide multi-member districts (the 23 provinces and the federal capital) for four year terms. The
deputies are elected from closed party lists using the d'Hondt divisor form of proportional representation.
One-half (127 and 130) of the Chamber isrenewed every two years, with every district renewing one-half of
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political ingability, the turnover rate of politicad actors in generd was extraordinaily high
throughout the 20" century.  As expected, this politicd instability deeply affected
congressiond careers, which became brief and discontinuous.

Even today, after seventeen continuous years of democratic government (the longest spell
since 1930), turnover rates in Congress reman extremdy high. Table 8 shows the very low
redection rate of Argentine legidatorsin comparative perspective.

In this context, it is very difficult to knit intergovernmenta agreement when thee have a
diffaentid intetempord patern of benefit flows for the different jurisdictions. For
example, take a tax reform. Even though there may be some potentia losers in the short
run, there can be bendfits for dl levds of government in the long run. However, these type
of agreements ae difficult to sugtan in the Argentine Congress. Given the short-term
horizon of most legidaors the probability theat the benefit flows will be curtaled in the
future is rdivey high, and thus, trades go unconsummeted.

b) Weak legidators, powerful governors

Such brevity in Argentine congressond careers is rooted in the exising dectord rules To
be re-dected legidators must obtain once again a ot on the paty lid. Many legidaors do
not return to Congress because they are not induded in the party ligs. Only one quarter of
incumbent deputies seeking redection in the 1989-1999 period were renominated by ther
parties (Table 8; see dso Jones et d, 2000, for more detail).

That is in Argenting, the process by which the regiond party ligs are formed largely affect
who runs on the paty lit, what order they occupy, and hence the chances of winning
candidates have. Thisgjvesloca party leaders an upper hand in this process'®

This results in a digproportionate power on the hands of the Argentine governors, who can
exet subdantid influence through nationd legidators. Ingead of being just a group of sub-
nationd leaders who may potentidly seek nationd office (as in any other federd country),
they are continuoudly involved in “nationd” policy-meking. %

itslegislators. The Senate is composed of 72 members, with every province (and the federal capital)
represented by three senators. Prior to the 1994 constitutional reform all of the country's provinces and its
federal capital were represented by two senators.

18 Also, dueto the vagaries of electoral politics, every election several deputies who are on the party lists may
not be elected as a consequence of the sagging electoral fortunes of their party. However, as Jones et al.
(2000) note, thisfactor islessimportant in the Argentine case: between 1989 and 1999, threequarters of those
incumbents who obtained a position on the party list achieved re-election.

19 Actors other than local party leaders may exercise influence over for the election of Chamber deputies (i.e.
the national party organization, the district level rank-and-file party members). However, as De Luca et a.
(2000) note, the decision whether to hold a primary to select list members usually depends heavily on whether
or not the party controls the governorship at the provincial level. As governors are likely to bear a
disproportionate share of the costs of any divisive primary, they have both the incentive to and means by
which to arrange a negotiated list of candidates. Thus, they are usually able either to impose their candidates,
co-opt potential opponents, and/or successfully negotiate an agreement with other party factions.

20 For an American observer, it is peculiar to notice that the President often gets together with governorsto
discuss national policies, avery rareeventinthe U.S.
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Such power in the hands of the sub-naiond governments clearly affects the nature of
intergovernmental  relations.  Agreements between nationd and sub-nationa  executives that
require the gpprovd of the nationd legidaure may give rise to opportunism on the pat of
the sub-nationd governments. Given the legidators dlegiance to the governors, these can
hdd-up nationd polices in the ndiond legidaure, or indude in the agreements policies
that have nothing to do with intergovernmentd relations.

c) Aweak “ horizontal” separation of powers

Sub-nationd leaders in Argentina exert digproportionate influence through congress. On the
other hand, as we mentioned above, “horizontd” separdtion of powers (between the
presdent and the nationd legidaiure) may prevent the naionad government from reneging
on the agreements.

Hence, the naiond legidaure plays a key role in kesping a bdance in the
intergovernmental  relations. In paticular, one has to look the rdationship between the
legidature and the executive a the nationa leve. In the Argentine case, the link between
locd paty leaders and legidators described above has a noticegble impact on the interna
organizetion of the nationd legidature. Agan, legidators have dsronger incentives to please
those provincid leaders who will place them on the paty lig then to improve ther
vighility in the eyes of the voters develop legidative policy expertise, or take actions to be
ableto clam credit with their condituencies.

Thus, indead of specidizing in paticular policy aress, Argentine deputies tend to serve on
numerous committees. As Jones & d. (2000) note, committee memberships are more a way
to obtan individud perks and to be in good sanding with the locd paty leadership then
indruments for legidators eectord objectives.

This certanly affects the way the nationd congress as a whole operates vis-avis the
executive power. The short-teerm horizons coupled with the lack of incentives to specidize
meke Argentine legidaors very ill-suited to control and supervise the adminigration. Thet
is, important dimengons of policymeking ae left to the executive because legidaors do
not find their career advancement chances affected by this deegation of authority. Second,
because they do not have the technica expertise (nor the proper incentives to hire the
gopropricte daff) to make some certan decisons, they usudly find it very difficult to
accurately specify what the bureaucracy should do. This results in a de-facto delegetion of
authority in the executive power.

This “abdication” to the executive is specidly sdient on budgetay maiters.  Congress has a
vay limited role in budget prepaaion and discusson, and does not control ex-post the
execution of the budget, leaving substantid discretion in the hands of the executive in terms
of the geogrgphicd dlocation of funds from nationd programs. (There ae some recent
efforts to improve the budget aong dl these dimensions))

Such deegaion to the executive is further aggravated by another inditutiona factor.
Argentinds  politicdl  indtability during the 20" century undermined the ability of the
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judiciary to place effective resrans on executive action (layczower, Spiller and Tommesd,
2000). Hence, Snce 1983 there were many indances where the executive made unilaterd
moves on matters previoudy discussed by Congress without being chdlenged by the courts
(.e “regulating” and dtering the content of bills passed by the legidature through its
decree authority).

Hence, agreements reeched or ratified in a particular way in the nationa legidature can be
edly unraveled a the execution dage (i.e through changes in the compostion of the
naiond budget). This, of course, limits the incentives to underteke such deds in the firs
place.

5.2. Weakly ingtitutionalized inter gover nmental relationsand its consequences

In a context such as the one described above, intergovernmenta reations in Argentina  have
been caried out in very different ways mogsly on an ad-hoc bass and in multiple and

Superimposad political arenas.

Informa mechaniams have dominated, but formd intergovernmental agreements have dso
been used. A good example of the later are the “Federd Fscd Pects’: intergovernmentd
compacts hammered out by the nationd and sub-ndiond government executives and
ratified by the legidaures of the condituent units (Fisca Pects of 1992 and 1993) and the
nationd legidaure (Fiscal Pact o 1999). Also in 1994, important aspects rdated to fisca
intergovernmenta  reaions were incdluded in Argentinds revised conditution, establishing
that new copaticipation law, on the bass of agreements between the centra government
and the provinces, had to be drafted before 1996. However, up to this date this remans
unsolved.

However, besdes these formd indances of negotiaion, intergovernmenta rddions have
been predominantly conducted in a much more informad way, and without any criteria
reflecting the badance of power between the natiiond and sub-nationd governments and
among the latter. For example in the period 1983-1988 (in between Copaticipation laws),
to decide the dlocaion of tranders to the provinces, each sub-naiond government
negotiated bilatera agreements with the federd government (Saiegh and Tommas 1999).
Since then, many other negotiations and changes to the coparticipation scheme took place
in the executive quarters, or in acthoc meetings of the Presdent with Governors. This
reflects the separate political power of the nationa executive and the provinces and the lack
of inditutiondization of the mechanismsto carry out these agreements.

This lack of inditutiondization in the mecheniams through which intergovernmentd
relations have been handled had serious effects on the nature of policy making in the
federd fiscd redm. On the one hand, these arenas did not provide enough inditutiond
“dickiness’, making changes in the dlocaion of policy jurigdictions and in the dlocation
of federd funds too voldile On the other hand, in order to avoid such uncertanty with
regpect to intergovernmental boundaries and redigtributions, these have been in some cases
defined very rigidly (some of them were even endhrined in the conditution) dthough it was
more convenient to leave them open in order to adapt them to changing circumstances.
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6. RECOMMENDATIONS

There is dmog aisolute consensus among obsarvers and political actors that  Argentina
should undertake various reforms to its federd fiscd sysem. Mgor lending organizations
and other specidigs have produced many reform proposas seeking to correct severd of the
problems we described in section 2.

However, these “recipes for change’ are not followed. As we argued in the paper, even if
there ae efficdency gans, transactiond problems (specidly the enforcesbility of those
transactions) make the reforms difficult to enact.

We bdieve, therefore, that a feasble and sudtainable reform srategy must focus at a higher
levd of ingitutiond refoom? Our proposd is to reform the structure and process of
intergovernmenta decison-making.

Before diving into the details of our proposa for fiscd federdliam in Argenting, let us make
a “gengd equilibrium” caveat. According to the gpproach reflected in this paper (and in
Soiller and Tommas 2000 and 2000b), public polices are the outcome of a game that hes
as rules the overdl set of incentives and condraints faced by politica actors, in multiple
arenas. Hence, in order to improve the workings of fiscd federdism, as wel as the generd
process of policy-making in Argenting, reforms are necessary in severd fronts.  In Spiller
and Tommad (2000b) we present the generd strategy, which should indude

?? refoms to the dectord mechaniams to lower the dependency of nationd legidators
from locd party dites

?? reformsto the instruments of legidative interaction between the President and Congress

?? reformsto the budget process

?? inditutiond reformsto intergovernmentd relaions

For obvious reasons, we focus here exclusvely on the last point. Even there, there are
many aspectsto consder. In laryczower, Sanguinetti and Tommas (2000) we present a
more complete propasd which congders not only the palitico-inditutiond (i.e.

gover nance) changes, but aso the complementary reformsin the specific areas of macro-
economic coordingtion, anew trander-mechaniam, and the (initid) redefinition of tax and
pending authorities and congraints.  None of those individua recommendetionswill gand
aone, without the required inditutiona changes to permit amore flexible, yet more
credible, federa system. For matters of gpace, we summarize below only the
recommendations for changes in the “governance structure” of fiscal relations®?

21 See Acufiaand Tommasi (2000) for asimilar point in the broader context of reforms needed by Latin
America.

22 NOTE TO THE EDITORS AND REFEREES: WE PRESENT HERE AND EXTREMELY COMPACT
SUMMARY OF OUR RECOMMENDATIONS. FOR YOUR INFORMATION, WE ACCOMPANY THIS
PAPER WITH A MORE DETAILED REFORM PROPOSAL (IN SPANISH) WEWILL GLADLY
EXPAND THE RECOMMENDATIONS SECTION OF THE PAPER IN ANY DIRECTION REQUESTED.
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The Conditution amended in 1994, cdls for a new Copaticipation Lawv (atide 75, 2™
paagraph). It explictly incudes severd aspects that the new law should teke into
condderation.  Those conditions can be undersood in light of the argument developed in
this paper, as condraints tha the actors try to impose on each other to prevent from
opportunism, a the same time that they attempt to enforce some efficient reforms®®  In
paticular, the Conditution mandates the creation of a Federd Fiscd Inditution to
ingrument that lav. We take a broad interpretation of this mandate, and suggest usng this
conditutionadly mandated Federd Fiscd Inditution, to redefine the governance dructure of
federd fiscd rdaions making it into a forma arena in which issues of fiscd federdiam are
(continuoudy) decided.

It is important to underdand that a Federd Fiscd Law is an incomplete contract reflecting
the politicd agreement a the time of its credtion. If the Lav were to specify a st of
soecific mechanians to didribute taxes (e, a “rul€’) it will ill dways require
adiugments to many changing circumdances, as the higory of fiscd federdism in
Argentina shows (Saiegh and Tommes 1998, layczower et d, 1999). If no expliat
change is made to the federd governance dtructure, the contract will be “completed” under
the “default” extant governance dtructure. But we have argued tha the features of the
extant governance dructure, detribed in section 5, ae precidy the  underlying
determinants of the many economic inefficencies observed today. That it why this higher-
level inditutional change is required, s0 as to “complete’ the contract with better ex-post
decison procedures (see Sdegh and Tommas 2000 for more detailed references to the
incompl ete contracts literature supporting this reasoning).

The purpose of the Federd Fiscd Ingtitution (“Organo Fiscal Federal”) will be to provide
the proper channd for intergovernmental dedings away from the nationd legidaure, from
informal and unenforcesble executive-executive deds, and from some excessve ex-post
discretion in the hands of the Nationd Executivee This will hdp to minimize the
criscrossng  patterns between nationd and regiond  policies described above, and will dso
help the actors to make decisons in a foreseedble setting.  This should dlow them to handle
intergovernmental  rdaions more effectivdy and to be adle to adjus policy decisons to
changing circumstances.

The changes we sugged in the federa decison making procedure, coupled with changes in
the trander sydem that subdantidly increese the Wicksdlian connection & the margin
(laryczower, Sanguinetti and Tommead, 2000), conditute a profound redefinition of fiscd
federdian in Argentina  The provinces individually assume grester responghilities, and
collectively acquire more power in the federal decisons.

The new design hasto:

23 The Constitution requires that the new law be a“ley Convenio”, i.e., alaw that hasto be agreed by the
national and all provincial executives, and then ratified by the national and provincial legislators. Thisisa
way of insuring “unanimity”, so that no one is harmed by the reform.
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?? Strengthen federdliam by bringing many decisons that today are at the discretion of the
retional government, into an expliatly intergovernmenta decison mechaniam.

?? Bring indde the collective decison process a number of choices that in the past have
been dedlt with through “informa” mechanisms

?? Reduce the chance tha viable policies are overlooked because information on ther
viahility is provided by one of the interested players

?? Ensure the monitoring and enforcement of political agreements

In terms of the details of governance:

7? We suggest a “Federd FHscd Inditution” organized in a manner somewhat smilar
to the Audrdian Commonwedth Grants Commisson. It will be composed of a
higny qudified and wel-equipped Technicd Commisson (TC) with technicd
cgpabilities comparable to those of the Centrd Bank and of the Minidry of Finance
and a Councl of Miniges (Feded HFscd Assembly—FFA) with  politica
representation  from  the nationd govenment and each of the provincid
governments.

?7? The Technicd Commisson will be in chage of generding the dudies and
informetion, on the bads o which the FFA will meke decsons These dudies may
include the data necessary to adjust the didribution of revenue as a function of
shaingformulas previoudy decided (if indeed, formulas ae used), as wdl as
suggedtions for changing those formulas in light of changes in other pats of the
sysdem (sy a new Tax Law by Congress), in order to maintan the spirit of the
origind agreement

7?2 The political property rights of the different jurisdictions will be protected by
aopropriste voting mechaniams in the FFA. The detals of the voting rule for esch
type of issue are presented in laryczower, Sanguinetti and Tommeas (2000).

7. CONCLUSONS

The am of this pgper was to andyze the main factors behind some of the deficiencies
present in intergovernmentd  fiscd rddions in Argentinaa We devdop a theory that
endogenei zes the politica decisons giving shape to the current system.

Even though the details of our recommendations are specific to the Argentine case, the
main message of the paper can be generdized. Intergovernmentd relations are dways
incomplete contracts in continuoudy changing environments. For that reason, any reform
effort requires an understanding of the nature of the exchanges involved, in order to design
the indtitutions most adequiate for handling those negotiations.
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Table 1:

LATIN AMERICAN DECENTRALIZATION:
INSTITUTIONAL FEATURES FOR SOME SELECTED COUNTRIES

Argentina  Brazil Colombia Mexico Venezuel OECD

a
Expenditure Decentralization (ED) 49,3 45,6 39 25,4 19,6 34,9
Vertical fiscal imbalance (VFI) 56 33 38 61 83 42
Borrowing Autonomy (BA) 3 2,9 2 1,8 1 2
ED*VFI*BA 8282,4  4363,92 2964  2788,92 1626,8 2931,6

Source: own calculations based upon data from IADB (1997).




Table 2: Federal Finances in Argentina: 1991-1999

(In millions of current pesos)

1991 1992 1993 1994 1995 1996 1997 1998 1999
Provincial Governments
Total income 14.859 21.804 25515 27.365 26.691  29.077 32.631 33.091 32.055
Total 16.247 22400 27.265 29561 29.942  30.153 32.743  34.746  34.928
expenditures
Surplus/deficit* -1.388 -596 -2.064  -2.364  -3.480 -1.724  -1.377 -2.233  -3.340
Surplus/deficit 9,3 2,7 8,1 -8,6 -13,0 -5,9 -4,2 -6,7 -10,4
(as % of total income)
National government
Surplus/deficit* 812 855 -2.214 -4.862 -7.735 -4.212 -5.247 -8.772

Note: (*) Does not include

income from privatizations

Source: Susbsecretaria de
Programacion Regional



Table 3: Provincial deficits (as % of total revenues), 1991-1999

1991 1992 1993 1994 1995 1996 1997 1998 1999
G.C.B.A. -11,4 -21,8 -4,8 2,8 -0,3 -8,7 -3,1 12,5 -2,8
Buenos Aires -16,4 4,5 0,5 -3,9 -3,5 5,7 -7,8 -14,3 -9,5
Catamarca 2,2 -4,2 -20,6 -25,1 -16,6 -17,8 -2,9 -1,1 -0,7
Cérdoba -16,0 -8,3 -21,6 -18,6 -19,1 8,2 2,3 -5,4 -0,6
Corrientes -6,1 2,7 -1,4 -14,1 -11,3 1,1 -9,3 -8,2 -10,1
Chaco -3,4 -6,2 -8,7 -7,9 -16,5 -8,7 -9,6 -21,7 -8,7
Chubut -12,9 -10,2 -33,1 -42.,9 -17,0 -23,5 -21,3 -12,1 -16,8
Entre Rios -6,2 -7,5 -4,3 -7,2 -21,5 -0,3 2,2 45 5,6
Formosa -23,5 -10,7 -32,9 -27,3 -24,4 -7,0 -15,8 -11,0 -3,9
Jujuy -7,2 10,3 -16,7 -24,1 -37,6 -20,1 -5,8 -8,4 -14,8
La Pampa 5,0 5,8 -6,5 -8,3 -16,8 -5,2 3,8 1,0 2,0
La Rioja 2,1 -13,7 -2,3 -4,2 2,1 8,3 11,2 43 2,3
Mendoza 4,6 -1,6 -15,3 0,7 -27,3 -37,7 -5,7 -5,8 -17,3
Misiones -3,3 -8,1 -17,2 -12,8 -26,8 -9,6 -12,1 -17,8 -3,6
Neuquén -4,9 -8,2 -27,9 -16,3 -28,5 -0,2 2,4 -8,5 -10,4
Rio Negro 9,7 -10,9 -59,3 -28,2 -43,2 -26,0 -12,9 -11,9 -7,0
Salta -19,6 -9,5 -3,4 -7,1 -15,6 -2,4 -10,6 -1,3 3,7
San Juan -12,0 4,1 -16,3 -46,2 -42,7 -5,9 -3,2 -2,9 -4,8
San Luis 9,5 11,6 8,5 -2,6 0,8 22,1 23,4 19,8 3,7
Santa Cruz -19,3 12,9 -0,6 -9,6 -7,6 3,3 -0,9 -12,9 -8,1
Santa Fe -0,7 7,3 1,9 -0,1 -11,3 -2,0 2,8 -14,7 -7,5
Santiago del E. -7,6 -6,4 -16,0 -12,0 -3,8 7,1 8,5 6,7 7,9
Tucuman -0,2 5,7 2,6 -10,5 -26,8 -16,7 -6,5 2,2 -3,0
Tierra del Fuego 5,2 -3,6 5,7 -7,6 -20,4 -3,8 -11,3 -12,7 -7,3
Total -9,3 -2,7 -8,1 -8,6 -13,0 -5,9 -4,2 -6,7 -10,5

Source: Subsbsecretaria de Programacion regional



Table 4. Aggregate provincial debt 1994-1999

Year In millions of U$D |rate of as % of GDP |as % of total income
change
1994 11120,4 4,32% 40,64%
1995 14572,8 31,05% 5,65% 54,60%
1996 15644,4 7,35% 5,75% 53,80%
1997(2) 14822,5 5,25% 5,06% 45,42%
1998 15786,6 6,50% 5,30% 47,71%
1999 18585,5 17,73% 6,52% 57,98%

(2) The decrease in the stock of debt in 1997 is mainly due to the reduction in Province of Buenos
Aires's debt during that year

Source:Subsecretaria Programacion Regional.



Table 5. Provincial Debt: 1994- 1999

(As % of total income)

Province 1994 1995 1996 1997 1998 1999*
TOTAL 40,2% 54,1% 53,3% 44,9% 47,1% 58,0%
G.C.B.A. 50,4% 46,5% 40,2% 40,3% 34,5% 27,3%
Buenos Aires 37,8% 36,9% 40,3% 14,3% 16,3% 23,5%
Catamarca 78,8% 63,3% 79,9% 76,3% 77,6% 88,3%
Cérdoba 46,7% 65,4% 50,0% 48,8% 44,0% 51,9%
Corrientes 89,3% 111,8% 114,8% 104,9% 128,5%  150,4%
Chaco 76,6% 80,6% 68,0% 94,5% 108,4%  146,9%
Chubut 14,4% 35,6% 44,6% 46,4% 50,4% 90,5%
Entre Rios 41,7% 57,4% 50,2% 44,8% 50,7% 62,3%
Formosa 68,3% 132,9% 129,8% 116,9% 120,3%  141,1%
Jujuy 42,1% 86,0% 99,7% 113,9% 107,2%  124,1%
La Pampa 0,0% 7,9% 18,7% 16,6% 15,5% 15,5%
La Rioja 120,3% 90,7% 85,2% 72,3% 74,2% 74,8%
Mendoza 21,5% 103,5% 83,5% 111,1% 65,0% 90,3%
Misiones 42,6% 90,6% 74,3% 84,4% 88,00 122,8%
Neuquén 7,5% 31,3% 33,9% 31,7% 40,7% 62,3%
Rio Negro 61,1% 107,6% 108,2% 121, 7% 126,3%  158,7%
Salta 37,9% 73,1% 63,1% 59,9% 61,9% 74,3%
San Juan 51,5% 79,8% 67,2% 53,6% 57,1% 83,5%
San Luis 0,0% 3,9% 12,4% 17,2% 16,8% 16,5%
Santa Cruz 16,3% 25,0% 11,9% 6,1% 21,4% 41,4%
Santa Fe 18,1% 24,8% 23,3% 23,8% 36,1% 45,4%
Santiago del Estero 26,4% 49,9% 59,6% 45,1% 42,9% 33,3%
Tierra del Fuego 7,3% 36,2% 41,3% 43,4% 45,6% 70,2%
Tucuman 61,0% 74,3% 105,3% 105,5% 96,6%  116,5%

Source: Sanguinetti and Zetner (1999)

* June 1999



Table 6. Composition of aggregate provincial debt
(in millions of U$D and as a % of total debt)

Year Loans with Commercial Public Bonds International  Arrears with suppliers Rest (1)
Banks Organizations and public employees
1995 5332,80 215,00 1485,10 4300,86 3239,00
1996 6241,90 346,00 1770,60 3499,01 3786,76
1997 4638,30 1587,40 2325,88 2901,09 3369,91
1998 5240,40 1802,30 3032,24 2541,77 3169,84
1999 (2) 5589,50 1890,10 3225,19 2860,72 3180,16
1995 0,37 0,01 0,10 0,30 0,22
1996 0,40 0,02 0,11 0,22 0,24
1997 0,31 0,11 0,16 0,20 0,23
1998 0,33 0,11 0,19 0,16 0,20
1999 (2) 0,33 0,11 0,19 0,17 0,19

(1) Includes debt with the National Government.
(2) As of June of 1999.
Source: Sanguinetti and Zetner (2000)



Table 7. Provincial tax income: 1999

(as % of provincial GDP)

Province Taxes Royalties other non-tax inc. (1) Total

Buenos Aires City 451% 0,00% 0,24% 4.76%
Buenos Aires 5,35% 0,00% 0,38% 5,74%
Catamarca 3,13% 0,20% 2,52% 5,84%
Cérdoba 4,22% 0,00% 0,37% 4,60%
Corrientes 1,96% 0,23% 0,10% 2,29%
Chaco 3,10% 0,00% 0,24% 3,34%
Chubut 2,58% 2,07% 0,53% 517%
Entre Rios 4,91% 0,41% 0,44% 5,76%
Formosa 1,96% 0,15% 0,86% 2,97%
Jujuy 2,62% 0,01% 0,41% 3,04%
La Pampa 4,43% 0,22% 2,18% 6,83%
La Rioja 1,47% 0,00% 1,62% 3,08%
Mendoza 3,81% 0,57% 0,82% 5,20%
Misiones 2,69% 0,15% 0,39% 3,23%
Neuquén 4,75% 7,50% 2,09% 14,34%
Rio Negro 3,77% 0,83% 0,78% 5,38%
Salta 4,10% 0,87% 0,17% 5,13%
San Juan 3,46% 0,00% 0,88% 4,35%
San Luis 3,39% 0,00% 0,89% 4,28%
Santa Cruz 3,99% 7,76% 1,94% 13,68%
Santa Fe 4,43% 0,00% 0,33% 4,76%
Santiago del E. 4,07% 0,01% 0,68% 4,76%
Tierra del Fuego 2,69% 2,11% 0,79% 5,59%
Tucuman 3,62% 0,00% 0,51% 4,13%
Country average 4,50% 0,26% 0,45% 5,22%

(2) Includes income from cannon paid by privatized public services
Source: Subsecretaria de Programacion Regional



Issues

C.F.

B.A.

Cat.

Cord.

Corr

Cha.
Chu

For.

Men.

Mis.

Neu.

R.N.

Sal.

S.J.

S.L.

S.C.

S.F.

S.E.

Tuc.

T.F.

1.Tax on contratcs

1.1. Short term reduction

1.2. Medium term reduction

2. Specific taxes

2.1. Tax on oil

2.2. Tax on gas

2.3. Tax on electrical energy

2.4. Tax on sanitary services

3. Tax on bank accounts and payroll

3.1. Bank accounts

3.2. Payroll taxes

4. Gross income taxes

4.1. Primary production

4.2. Financial services

4.3. Insurance services

4.4. Foreign currency transactions

4.5 Industry

4.6. Utilities

4.7. Construction

4.8. Tourism

4.9. Research and development

5. Real estate taxes

5.1. Valuation

5.2. Tax rates

6. Tax agencies

7. Consumption tax

8. Tax on cars

8.1. Valuation

8.2. Tax rate

9. Privatization's and concessions

9.1. Energy firms

9.2. Sanitary and water utilities

9.3.Provincia Banks

Transfer of Provincial Pension System

Total fulfillment

]

Partial

Source: "Pact Federal parael Empleo, laProducciony el Crecimiento”, UNLP, Lics. L.M.Monteverde, R. Ruiz del Castillo, S. G. Tarragonay H. Terany Dres. T. Perez Balday J.M. Prada sobre la base de
informacion de la Direccién de Coordinacién Fiscal con las Provincias
Note: The province of Buenos Aires has privatized the water company during 1999.

no fulfillment

municipal

]

[ ]




Table 9. Redlection of Legidators in Selected Countriesin America and Europe

Country % seeking reelection % elected % reel ected
(from candidates)
Argentina (1997) 26 67 17
Brazil (1995) 70 62 43
Chile (1993) 76 78 59
Mexico (1997) 0 0
U.S. (1996) 88 A 83
Italy (1953-72) gd gd 82
Grest Britain (1950-74) gd s/d 81
West Germany (1957-76) gd s/d 70-75
Panama (1999) gd gd 49
Colombia (1990) gd g/d 48

Source: Morgenstern (1998); Archer and Shugart (1997); Molindli, Palanza and Sin (1999)




Figure1: Vertical Fiscal Imbalances, 1999
(100%- % own revenues/ totd gpoending)
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Figure2: Federal Fiscal Labyrinth in Argentina
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Figure 3. Aggregate national tranfers, provincial own revenues and
provincial total expenditures (percentual deviations from trend) 1983-1999

30%

20%

10%

0%

-10%

-20%

-30%

-40%

1983 1984 1985 1986 1987 1988 1989 1990 1991 1992 1993 1994 1995 1996 1997 1998 1999

—&— National Transfers ——Own revenues —A— Public Spending






Figure 4. Tax Wedge between Gross Labor Costs and Net Wages
(% of payroll)
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Figure 5: Annual rate of growth of educational expenditure per student 1994-1999
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