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1. Introduction

In this paper we were suppcsed to analyze the rationale and precondtions for various
approaches to designing fiscd rules for subretional levels of government, focusing
primarily on evaluating the experience of decentralized Latin American econamies with
subrational fiscd rules. In attempting to fulfill that mandate, we got “stuck” in analyzing
the rationale for fiscd rules. From our theoreticd inqury and from observing some Latin
American experiences, we cane out with a rather skepticd view on fiscd rules, and an
inclination to emphasi ze the importance of taking a broader paliti cd approad.

The gist of our argument is that the roat of fisca problems lies in pditi co-institutional
fadors, such as the incentives for fiscd profligacy at the locd level caused by inadequate
federal tax-sharing schemes, or the incentives for puldi ¢ spending caused by principal-agent
type problems — for instance, the incentives incumbents faceto increase pullic spending
during eledion yeas.* In this context, fiscd rules that do nd address these underlying
issuues have a limited cgpadty to solve fiscd problems, and might even be
counterproductive.

Foll owing the definition in Kopits and Symansky (1998, afiscd pdlicy rule is a permanent
(or long lasting) constraint on fiscd pdlicy, expressed in terms of a summary indicator of
fiscd performance, such as the government budget deficit, borrowing, debt, or a major
comporent thereof. Fiscd rules are thus a spedal case of pdicy rules or, more generally,
of institutions. As a matter of fad, a broader definition d fiscd rulesincludes both rulesin
the narrower sense aove, as well as budget procedures. For concreteness in the rest of the
paper we will use “fiscd rules’ to refer to the narrower definition d “numericd limits.”

Kopits and Symansky also identify several key feaures of fiscd rules.

- Target or celing: what objedive does the rule have? (e.g.: numeric limit on the
deficit/ GDP ratio)

- Effedive period: until when is the rule gplicable? (The aithors argue it is
important for the rule to be dfedive over arelatively long period.)

- Statutory instruments: Is the rule written in the Constitution? Is it a law? An
international treay?

- Government level: Does the rule gply for the central government, subrational
governments, all | evels?

- Penalty for noncompliance What is the st of breging the rule? Is there a
spedfied financial or judicial punishment, or isthe st simply reputational ?

Fiscd rules are increasingly championed as a key pdlicy instrument in achieving fiscd
discipline. Kopits (2001 argues that “the primary usefulness of a well-designed and
appropriately implemented set of permanent fiscd rules, that prevents a deficit bias,
consists of establishing a depditicized framework for fiscd poicy — much like the
depdliti zation of monetary palicy under successul inflation targeting.” Thus, fiscd rules
are onstrued as an effedive padlicy instrument to overcome the deficit bias caused by a

! SeeAsesina and Perotti (1995 for asurvey of politi ca determinants of fiscd problems.



number of pdliticd econamy considerations — considerations that we discussin Sedion 6
below.

However, it is not immediately clea why enading or signing a law, pad, constitutional
amendment or international treay that states that a cetain fiscd variable must resped a
certain numeric target will affed the behavior of econamic and politicd adors in such a
way that the rule will be respeded. In fad, in Sedion 2we review the empiricd literature
onthe dfedivenessof fiscd rules as instruments to promote fisca discipline, and find that
the evidenceisinconclusive.

Rules will clealy contribute to fiscd discipline if there is a benevolent and al-powerful
external enforcer with the aility to sanction deviations; but thisis rarely the cae. On the
other hand, absent strong, independent enforcement, it is not obvious that rules can alter
behavior. For instance, in the cae of a central government imposing a subretional fisca
rule onloca governments, it is possble that the central government has eledoral incentives
not to purish aregion that has violated the rule. Furthermore, a wegk central government
might be unable to muster the padliti cd power necessary to purish adeviating province The
point of the example is that in many federal courtries the central government is not
necessarily benevolent, nor al-powerful. Therefore its cgpadty to ad as enforcer of fiscd
rulesis questionable.

In sedions 3 to 8 we explore the theoreticd grounds for the usefulness and relevance of
rules. In Sedion 3we explore the different origins that rules might have (for instance, are
they impaosed unlaterally or multil aterally?). Identifying the origin of rules is important
because origin isrelated to enforcedility. From Sedion 4 on we mncentrate onthe origin
most relevant for subretional rules in federal courtries:® compads among the different
paliti cd units.

We explore under what condtions rules could matter. We suggest that those condtions are
1) exogenous enforcement, 2) self-enforcement, 3) signaling to external players.® Perfedt
exogenous enforcement is, of course, a very valuable institutional techndogy, andif such a
techndogy is avail able, aimost any problem could be solved at low cost. We ague that in
many cases it would be a mistake to consider the central government as the perfed
exogenous enforcer of subrational fiscd rules. We focus then onthe (more interesting)
case in which there is the need to rely on some form of self-enforcement. That requires the
exploration d some game-theoretic foundations of rules.

The final part of the paper explores the analytica and pdicy-reform strategy that emerges
from our game- theoretic goproad, andit ill ustrates it with a brief analysis of the Argentine
case.

2 For the purpose of our argument “federal” means that subretional units are of sufficient fiscad and politi cd
importance.  This definition is stisfied by al formally federal countries and by some formally “unitary”
countries.

% Due to constraints of time and space and because this third option is not immediately an impad of fiscad
rules on fiscd outcomes, in this paper we focus mainly on the first two cases.



2. Evidence on the effectiveness of fiscal rules

In this dion we review the empiricd literature that studies the dfed of fiscd rules on
fiscd palicy outcomes, and also present some evidencefrom Latin American courtries that
have recently implemented fisca rules both at the national and subretional levels. We find
that the evidenceregarding the dfedivenessof fiscd rules as instruments to improve fiscd
outcomes is, as yet, inconclusive.

Finding convincing empiricd evidence on the dfed of fiscad rules on fiscad pdicy
outcomes is challenging. Changes in fiscd rules are not common at the national level, and
when they occur, they are often accompanied by other reforms (financial li berali zation,
privatization, etc) that affed fiscd outcomes. This limits the explanatory potential of
within-courtry time-series regressons and d crosscountry regressons, becaise astudy
that finds a crrelation ketween fiscd rules and prudent fiscd outcomes without controlli ng
for other reforms would be biased. A related limitation onstudies on the dfediveness of
fiscd rules is given by the question of origin o rules. If these rules refled voters
preference for fiscd rules, and at the same time, voters desire fisca austerity, then any
study finding a @rrelation between rules and oucomes would be contaminated by omitted
variable bias. The acaemic literature on the dfedivenessof fiscd rules has attempted to
ded with these complex identificaionisaues, but the results are as yet inconclusive.

The International Experience

Poterba (1994, Alt and Lowry (1994, and Bohn and Inman (1995 pursue the strategy of
comparing subrational fiscd rules within a federation such as the United States. According
to Poterba and Reuben (1999, the agument in favor of this grategy is that states operate in
a homogeneous legal environment and face similar fiscd shocks, however, they exhibit
substantial differencesin their budget rules, fiscd institutions and fiscd outcomes. In fad,
Poterba (1994 and the other studies mentioned above, document a negative crrelation
between state antideficit laws and the arerage size of state budget deficits.

However, these studies do nd address the potentially crippling issue of causality raised
above. Budget rules could very well be endogenous. As any law, budget rules are naot fixed.
Rather, legislators and voters can change them. Hence, it is possble that states in which
voters have a preference for fiscd prudence tend to have low deficits and also pass
balanced budyet laws.* In this case, the crrelation between fiscd rules and fisca outcomes
would simply reflect the fad that both variables are jointly explained by an omitted
variable. Indeal, Besley and Case (1994 argue that many of the pdlicy diff erences acoss
states and over time that are usually treaed as exogenous in empiricd work, are in fad
reflections of underlying voter preferences or econamic shocks.”

* Peltzman (1992 shows that votersin US states tend to reward fiscd prudence,

® To use the words of Poterba and von Hagen (1999, also cited by Schick (2002, “budget rules are not
randomly assgned to nations ... but rather are the product of deliberate dhoice by voters and their eleded
representatives. This makes it difficult to evaluate observed correlations between budyet rules and budyet
outcomes; perhaps the observed relationships are smply due to a mrrelation between a third fador, voter
preferences, and the observed manifestations of voter preferences.”



In fad, there is evidence that thisisaue is criticd. Reuben (1996 finds that the relationship
between state fiscd institutions and state spending depends grongly onwhether institutions
are treaed as endogenous or not. Poterba and Reuben (1999 use instrumental variable
estimation to attempt to solve the endogeneity isaue in regressons of debt yields on fiscd
ingtitutions, but find that their point estimates becme insignificant when instrumenting
with proxies for voter preferences. These studies indicae that the jury is gill out on
whether “good’ state fiscd rules cause better fiscd outcomes in the US states.

Regarding crosscourtry evidencefor high-income wurtries, Kennedy and Roblins (2007)
survey recent empiricd studies, and argue that the evidence is not conclusive. Fiscd
consolidation has occurred in courtries with and withou fiscd rules, implying that these
rules are not a necessary condtion for fiscd adjustment. In addition, fiscd rules at the
national level in industrialized courtries have nat been in placefor long. The aithors argue
that these rules have nat yet been seriously tested, because there has not been a major
recessonin these curtries sncethe rules have beenin pace

The Latin American Experience

In a groundbre&king study, Alesina, Hausmann, Hommes and Stein (1999 foundthat an
index of fiscd institutions that included a componrent measuring the existenceof fiscd rules
limiti ng the level of debt was negatively correlated with fiscd deficits in a sample of Latin
American courtries. Higher values of the index indicated the existence of fiscd rules
limiti ng the passhility of increasing debt, a more “hierarchicd” budget procedure and more
transparency. Furthermore, the comporent of the index related to rules in the strict sense
defined in the introduction was also negatively correlated with fiscd deficits. That study
suggests that fiscd rules in the strict sense (and well-structured budyet procedures and
transparency clauses), can contribute to fiscd prudence. However, the paper does not ded
with the endageneity isaues discussed above; so it is plausible that the courtries with better
budget institutions and fiscd outcomes are urtries in which voters prefer fiscd prudence,
or where the structure of pdliticd conflict surroundng the budget process is more
cooperative.®

Given the difficulties discussed above with performing an adequate e@nametric study to
measure the impad of fiscd rules on fiscd outcomes, we @mncentrate in this sibsedion on
presenting suggestive evidence from four Latin American examples, Argentina, Brazil,
Colombia and Mexico. All of these wurtries have decentralized government spending
and/or tax colledion in the past two decales, and thus are interesting cases in which to
analyze the dfedivenessof subrational fisca rules. These examples shoud in noway be
construed as presenting conclusive evidence, but can be taken as ill ustrative of the potential
shortfall s of fiscd rules, espedally in developing courtries.

The recent move by some Latin American courtries, including Argentina, Brazil, Colombia
and Mexico towards implementing fiscd rules has receved increasing attention from
eoonamists and pdicymakers. These episodes look promising as cases of successul

® We develop the latter point below.



implementation d fiscd rules, espedally Brazil. However, we show that there have been
episodes of non-compliance with these rules, and we ague that in ather casesit istooealy
to make a @mplete evaluation d the impad of rules. In addition, we believe that particular
attention shoud be given to the institutional reforms taking place together with the
implementation d rules. In Table 2 we present a summary of recent fiscd rules
implemented in Argentina, Brazil, Colombia and Mexico and the level of compliance they
have athieved. Rules passd in Colombia in 1997 Brazil in 1998and Argentina in 1999
have suffered from episodes of non-compliance.’ For rules passed in Colombia, Mexico
and Brazil in 200Q we ague that it is dill too ealy to tell whether they have been
successul.

<insert Table 2>

Argentina

Facel with a deteriorating budget balance axd growing debt payments, the Argentine
Congressapproved a Fiscd Solvency Law in September 1999 This law aimed at achieving
budget balance d the national level of government by 2003 Apart from establishing
numeric limits for the central government’s fiscd deficit, it also limited the growth of
expenditures. Furthermore, the law stipulated the adoption of pluriannual budgeting, the
creagion d a Countercyclicd Fiscd Fund and the implementation d transparency
measures to increase the avail ability of information regarding the state of pubic finances.
Althouwgh the law did na include cndtions for subrational governments, it invited the
provinces to pass $milar laws at the subretional level .2

Regarding the limits on budjet deficits, the Law established that fiscad balance had to be
readied nolater than 2003 and it set nominal ceilings for the nonfinancial pullic sedor
deficit between 1999 and 2002 The Fiscd Solvency Law was modified by the 2001
Budgetary Law, which relaxed the deficit celli ngs, and extended the date & which budyet
balance shoud be adieved urtil 2005 Table 3 shows the limits imposed by the Fiscd
Solvency Law and its modificaion, together with the a¢ual budget outcomes between 1999
and 2001 Contrary to the optimism expressed by some analysts of the Argentine cae,’ the
rule was broken in every yea.

" Another clear case of non-compliance, not analyzed in this paper, is the Peruvian Prudence and
Transparency Law of 1999

8 The exclusion of limits on subrational governments was a fundamental weakness of the rule. In a ountry
with afederal fiscd system asthe one in Argentina, fiscd rules would only make sense if they encompassall
relevant governmental levels. Otherwise, they would simply be non-binding. It would be like telling a person
that they can only spend $500a month using their | eft hand.

® Seg for instance, Kopits, Jimenez and Manoel (2000).



Table 3: Compliance with the Fiscal Solvency Law
Limits (as % of GDP)

Y ear 1999 2001 Observed
Law | Modification®

1999 1.9% 3.1%

2000 1.1% 2.5%

2001 05% |2.5% 4.0%

2002 0.3% |2%
2003 0% 1.3%
2004 0% 0.9%

2005 0% 0%
Source: Fiscal Solvency Law and Ministry of Economy

At the subnational level, several governments followed the national example and passed
fiscal solvency rules. These rules differ across provinces in some of their characteristics, as
well as in the degree to which they have been adhered to. Table 4 summarizes the main
characteristics of the existing subnational rules.

<insert Table 4>

These rules include several of the characteristics favored by the recent literature on fiscal
rules, such as clear limits on government debt and requirements regarding the timely and
accurate publication of fiscal information. However, compliance with these laws in terms of
debt and deficit performance has been uneven. Table 5 shows the deficit and expenditure
targets allowed by law in each province and the actual outcomes for the year 2000. Only 5
out of 11 provinces that imposed a hard budget constraint actually fulfilled their
commitment. Out of the five that complied with the law, two of these, Cordoba and
Tucuman, had been achieving the objective stated in the law for several years, so the law
appears more like a reflection of pre-existing underlying political agreements. With respect
to limits on expenditure, three out of eight provinces that imposed limits did not comply
with them in the year 2000.

<insert Table 5>

The tradition of not respecting rules goes beyond these recent cases. Several provincial
constitutions contain limits on public debt. In fact, 16 of 24 provinces have constitutional
limits regarding the ratio between debt service and total revenue. These limits vary between
20% and 25% of the total revenue. However, in 2000, only 10 of the 16 provinces complied
with those limits, with preliminary results for 2001 being much worse. (See Table 6)

<insert Table 6>

Thus, Argentina exhibits both long-standing and recent fiscal rules, many approved
following international best practices, which have been broken. Several provinces did not

19 values are estimated, because the Law establishes nominal ceilings for the deficit, not for the deficit as
percentage of GDP.



comply with their commitments in the faceof dedining tax revenues, signaling to creditors
the inabili ty to maintain fiscd discipline and thus contributing to Argentina’s overall fisca
crisis. Inadequate institutional design contributed to the inability of rules to guarantee
fiscd sustainability. Furthermore, we ague later that institutional reforms, other than rules
narrowly defined, are necessary for these rules to succeeal.

Brazil

The 1988 Constitution in Brazil mandated a large increase in tax sharing. However,
Congressrejeded a propcsal for matching decentrali zation d expenditure resporsibilities.
Therefore, states were expeded to improve their fiscd balance vis a vis the federal
government.** However, expenditure decentralization dd increase during the ‘90s, and at
the same time, the federal government incressed tax rates on those taxes it was not
mandated to share with the states.*? Therefore, the federal government managed to keep a
roughly constant level of deficit as a share of GDP, whereas fiscd mismanagement at the
state level led to excesgve state deficits and growing debt. There were severa events of
state debt crises during the *90s, in several of which the federal government bailed the
states out, furthering the incentives for fiscd laxity at the locd level. In 1998 a new round
of rescheduling was acaompanied by attempts at hardening state budget constraints. Senate
approval was imposed as a requirement for all subretional government borrowing
operations, and the isaue of new bonds was prohibited, as was borrowing from state-owned
banks. However, these rules limiti ng debt were not fully effedive. (SeeTable 2).

Following the balance of payments crisis in 19989, Brazil enaded its highly pulicized
Fiscd Resporsibility Law in 2000 This law includes rules for government debt, wage hill
and aher fiscd indicaors (as percentages of own revenues) for different levels of
government. Furthermore, it includes dricter limitations for the final yea in office for
pdliti cians, in an effort to limit the pdliti ca businesscycle. The law contemplates sanctions
bath at the institutional and individual levels. A state that does not comply with the law
may be subjed to limits on rew credit operations, transfers and guarantees from the central
government. At the individual level, a government official can lose her pasition, lose the
right to hdd a puldic sedor position for 5 yeas, and even be arested and fined. The law
also includes provisions to increase transparency of fiscd information.

Although the law was only sanctioned in May of 200Q there have been some promising
signs in the past yea. Current revenues for municipalities in 2000readed 6.6% of GDP,
compared with 5.3% in 1997 Furthermore, 92.3% of municipaliti es managed to keep their
personrel expenditures below the target of 60% of current revenue. Only 19% of
municipalities did na comply with the limit on legislative spending, which compares
favorably to 38% that did na comply in 1996 At the national level of government,
personrel expenditures reated 305% of current revenues, well below the 37.9% legal
limit.

! SeeDilli nger, Perry and Webb (2001).
12 This constitutes an example of the type of inefficiency induced by inadequate transadional environments
that we emphasizelater in the paper.



These preliminary results are encouraging. However, it is too ealy to tell whether the
Fiscd Resporsibility Law will have along-term effed on pubic finances in Brazil. It has
nat yet been tested by arecesson a a change in government at the national level. The next
few yeas will require atention onthe Brazilian case, so as to fully evaluate the impad of
the law, as well asto better study its processof implementation.

Colombia

Colombia has traditionally been a centralist, unitary state. Departments and municipaliti es
have less autonamy than Brazilian states or Argentine provinces. However, pdlitica
decentralization increased in the late 198G and ealy 199Gs. Mayors garted to be diredly
eleded in 1986and governorsin 1991

Consistent with the centralist tradition, subrational borrowing in Colombiain the ‘80s and
before was uncommon, and required approval by the Ministry of Finance. However, in late
1980 and 199G the trend towards pdliticd decentralization was accompanied by more
freedom for domestic borrowing. In particular, there was no effedive e ante control of
cash advances from banks, and subretional debt with the banking sedor rose from 2.6% of
GDPin 1991to 46% in 1997*

As away to increase control over subretional debt by the central government, the so-cdled
Traffic Light Law was passed in 1997 This law brought into effed a rating system for
territorial governments, based onthe ratios of interest to operational savings and d debt to
current revenues. Highly indebted loca governments (red light) were prohibited from
borrowing, and intermediate cases (yellow light) were required to oltain permisson from
the Ministry of Finance In this way, the central government would be &le to limit the
growth of subretional debt.

However, the indebtednesslaw has not been fully effedive. According to Echavarria g a
(2000, some governments with a red light rating have obtained new financing withou
permisson d the Ministry of Finance “Out of 21 departments that required permisson for
new loans in 1997 10 recaved new credit withou permisson from the Ministry [...] In
order to be ale to violate the law, departments presented defedive financial information,
and the financial institutions made superficial analysis of it. In addition, the Ministry of
Finance gave its authorization in cases where it shoud have denied it.” (Echevarria & a,
200Q p.9). Furthermore, as described by Vice-Minister Catalina Crane, whil e there was the
expedation that departments would transit from yellow to green, they have transited from
yellow to red.

The importance of bank lending as a source of financing for subrational governments in
Colombia makes bank regulation an alternative way to control subrational borrowing. The
Superintendency of Banks has altered its requirements regarding provisions against
nonperforming territorial loans. After the bank barowing expanded in 19931994 the
Superintendency established that any subrational loan with over a yea maturity had to be
considered as risky and consequently shoud require some provisioning. These regulations

13 For further detail s, seeDilli nger, Perry and Webb (2001).



were relaxed again in 1996 leading to two yeas of high barowing. Starting in 1999 the
debt of any territory with a red rating in the traffic-light law system must be fully
provisioned, increasing the st of thase loans for banks. This combination may make the
traffic-light law more dfedive.

In a new attempt to implement fiscd rules to stabilize subrational finances, Colombia
passed Law 617in the yea 200Q the so-cdled Subrational Fiscd Resporsibility Law. The
main feaures of this law are:'*

1) primary current expenditure must be exclusively financed by noneamarked current
revenues, and shoud na exceal a fixed percentage, depending on the state or
municipality caegory,

i) expenditure for state legislaturesis limited,

i) aaoss the board cuts fioud be put in pace whenever effedive noneamarked
current revenues are lower than budyeted, and state aand municipal central
administrations are not all owed to make transfers to their pulic entities,

iv) there ae strict limits to municipality credion. Proven nonviable municipaliti es
have to merge.

V) when subrational governments do nd comply with the limits imposed by the Law,
they have to adopt a fiscd rescue program to regain viability within the next two
yeas.

Vi) To promote transparency, there is an extensive list of charaderistics and
requirements for the dedion d governors, majors, legislators and their relatives.

It is also still too ealy to tell whether the law brings abou a structural change in fiscd
outcomes, but the provisions em like amove in the right diredion. Also, the e@namic
authorities are aurrently working on anew Fiscad Resporsibility Law.

Mexico

Following several episodes of subrational bailouts in the dtermath of the 1995financial
crisis, Mexico has passd legislation to limit bail outs by the national government. In 200Q
The Zedillo administration established ex-ante, market based mechanisms in order to
prevent excesgve sub-national borrowing. At the same time, the aministration attempted
to convey a aedible signal that it would nolonger bail out loca government debt. The new
regulatory framework has four main comporents:

1. The president relinquished his power over discretionary transfers to states, thus
limiting the aility of locd governments to “game” the federal government into
baili ng them out.

2. The federal government gave up its role in seauring debt with payments from the
revenue sharing arrangement. This presumably left the states and their creditors to
asume the legal risks for the ollaterali zation d debt.

3. Subretional debt was subjeded to namal credit expasure cali ngs, thus limiti ng the
extent of financial-sedor damage that one single state can cause and signaling that
state debt must be evaluated onabasis smilar with ather debt

1% For further detail s ®eOliva (2007).
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4. Bank's capital risk weighting of loans to subrational governments was linked to the
international rating of the borrowing government’s creditworthiness The pricing of
bank loans thus becane afunction d the underlying risk of the state government.

To the extent that it is enforcedle, we believe that this type of rule (for instance point 1
above), which changes the strategies avail able to certain key players, is a aucia part of a
fiscd reform process We will expand onthis issue later in the paper. For now let us note
that in the Mexican case, it is aso too ealy to fully evaluate the impad of the reform.

To summarize the results in this dion, we foundthat the empiricd evidencein favor of
the daim that fiscd rules can improve fiscd outcomes is weg and inconclusive. It is hard
to develop robust empiricd studies that measure this, as evidenced by the difficulties
encourtered with the causality problem in the literature on fiscd rules in US states.
Furthermore, there ae caes auch as Argentina, Colombia and Brazil in which there have
been episodes of clea noncompliance with fiscd rules, casting doult on whether they are
sufficient to change fiscd behavior.

3. Wheredo rules comefrom?

The predominant view of fiscd rules among econamists ems to asaume that rules are
dedded by a benevolent social planner (or by some exogenous enforcement agent) so as to
limit the tendency towards fiscd imprudence &isting in many courtries. However, an
important body of econamics and pditicd science literature increasingly considers rules
(and institutions in general), as the outcome of complex intertemporal noncooperative
games. Calvert (1995 presents a lucid exposition d this view. He shows that in order to
explain the dfediveness of institutional constraints on individual behavior it is key to
explain haw institutions can drive individuals to choose @moperative adions that might be
courter to their individual interest. Furthermore, it is esential to understand hav these
institutions can become self-enforcing — in the sense that mechanisms within the padliti ca
system must be sufficient for rules to be respeded.

Before we analyze the logic and implementation d fiscd rules, we will make adistinction
that refers to the “origin” or constitutive nature of rules. The distinctionis important since
the nature of the underlying problems that are being attadked viarules, as well as the set of
complementary (or alternative) mechanisms to attack thase problems, might be diff erent.
Furthermore, the enforcement techndogies might also dffer.

It would be best to ill ustrate our argument by a partial enumeration o adual (possble
origins of) fiscd rules:

(@ In a “strongly unitary” nation, the central government impaoses a fiscd rule (say, no
borrowing) onlocd governments

(b) Citizens impase rules on policymakers (propasition 13in California)

(c) Previous generations (of padliticd adors) impose rules on future generations of paliti ca
adors (for instance in constitutions).
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(d) A government (or unified ador) imposes rules upon hmself, mostly to signa
commitment to external adors;'® for example to financial markets.

(e) A fiscd pad among “subretional” units fixes certain fiscd rules. An example ae the
Masestricht rules agreed by European courtries. There ae similar attempts in many
“strongly federal” courtries sich as Argentina and Brazil .*®

Some of the rules exemplified above aeimposed “unilaterally”, and ahers are agreed upon
by contrading parties. In thefirst set of rules me ador or adorsin apaosition d some (at
least temporal) authority try to regulate other adors future behavior. This case can be
analyzed using the now conventional principal-agent literature on ogimal contrads.
However, as we will argue later, this enario is rarely the relevant one. In federations, the
central government is compaosed of many adors, which often are representatives of
subrational and sedoral interests, and therefore the deasionmaking processof the national
government is also a non-cooperative game, embedded in the larger game played by
diff erent levels of government and groups.’

On the other hand, rules of type (e) are mmpads among adors that assume mutual
compromises: “I will kegp my fiscd house in order, in exchange for you dang the same.”
It isasituation comparableto private contrads enforced by the Courts; unfortunately, in the
paliticd (and hencein the fiscd) redm enforcement is more problematic. It isin these sets
of rules that the noncooperative game theoretic goproach to institutions is most relevant.
Why do locd governors comply with pads? Who enforces sanctions when a deviation
occurs? How do emnamic shocks affed the incentives to cooperate or to subvert
ingtitutions? These and aher related questions shoud be aldressed to fully evaluate the
eff edivenessof apropaosed set of fiscd rules.

Even though ou general message gplies to most of the types of rules listed above, in the
rest of the paper we will focus mainly onthese “horizontal” rules, sincethey capture one of
the dimensions most crucial for fiscd rules for subretional governments.

4. Canrules matter?

Rules are suppased to alter behavior, or at least to reinforce and insure the maintenance of
ceatain patterns of behavior. In the cae of fiscd rules, to show that they have been
effedive, one must prove that in the a@sence of the rule, fiscd outcomes would have been
different (in particular, worse.)

!> And/or to solve time-consistency problems, the original problem analyzed in this literature.

'8 In these caes, the cantral government has to be @unted, to some extent, just as one more player. (More on
thislater).

71t is also important to be predse aout the temporality or intertemporaliti y of rules vis a vis “discretionary”
adion a ead point in time. It is clea that rules (if enforcedle) are aucia in example (c), where the
enading agents will not be aoundat later (discretionary) dedsion points. In case (@), on the other hand, it is
not immediately clea why a powerful center neeals to define ex ante rules instead of dictating its preferred
discretionary outcome & ead point in time.
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In this section we explore under what conditions might rules have an impact on behavior,
considering the fact that actions of fiscal authorities are the outcome of a non-cooperative
game.®® These conditions are either exogenous enforcement or multiplicity of equilibria

If there is no outside enforcement, and if the underlying game has a unique equilibrium,
rules will either be:

a) irrelevant (not binding): the actions taken in equilibrium without rules lead to
equilibrium values of the relevant fiscal variables which are within the bounds
permitted by the rules

b) ignored: the underlying equilibrium leads to values outside the set permitted by the
rules, the rules are just ink on paper without power to alter behavior.™

In the case of games with multiple equilibria, rules might help to coordinate on equilibria
which, hopefully, are Pareto dominant. Rules in that case can be seen as a coordination
device.

An example taken from Przeworski (1997) can help illustrate this point. Take three
different game theoretic setups representing different structures of conflict, in which A and
B represent actions by political groups, and 4>3>2>1 represent preferences over policy
outcomes. The payoff pairs that constitute equilibrium outcomes are shown in bold letters.

Case 1l

A | B

All11|22
B|122]33

Case 2

A |B

Al22]41
B|14|33

Case 3

A | B

Al22|11

B|11|33

'8 For brevity in this section we refer to a game across subnational governments; the national actor and
vertical considerations are included later in the paper.

9 One would have to explore in more detail why that ink and paper are wasted if everybody knows that
behavior will not be altered. Thiswould require reaching into a more detailed micro level of analysis, with
reference to near-rationdity, rules that might be relevant in some states of the world but not in others,
embezzling, the interactions between the technocrats that write these rules and the politicians who hold real
power, etc.
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Cases 1 and 2represent the situation d games that have only one equili brium

In case 1, rules are “nat necessary”, because the Pareto optimal outcome is a unique Nash
equili brium, and is arrived at by individual rationality. In this case, policymakers may still
sign an agreement, or implement arule, but it is Smply arefledion d pdliti cd redity, and
is reduncant.”

In case 2, exogenously enforced rules would be necessary to implement B,B, which is
preferred by both bu is nat an equili brium in the one-shot game. Rules would have to ad
so that individual incentives are aurtailed. That is, rules must somehow alter the game
(spedficdly, the payoffs or feasible strategies) so that what before was nat an equili brium
now becomes one. This case could be gpropriate for analyzing many of the problems
facad by fiscd pdicy rules. The typicd common pod problem faced by subrationa
jurisdictions due to credit market externalities is a cae in which cooperation is not a Nash
equili brium. If everybody else is running a low level of debt, then an individual province
has the incentive to defed and run a high level of debt at alow cost. The key leson from
this example is that for fiscd rules to matter, they must be enforceable, meaning that they
somehow affed the fiscd game so as to curtail individual incentives to defed from the
desired pdicy.

Hence, a key issue in determining whether fiscd rules can be an effedive medhanism to
adhieve fiscd discipline and maaoeconamic stability is the extent to which these rules can

2 The rule might have value as asignalli ng deviceto external creditors, for instance, bt it is redundant in the
sense that it does not alter behavior related to fiscd outcomes.

The value of rules as sgnalli ng devices regarding the outcome of complex games that are costly to monitor
for outsiders is an interesting topic of reseach which we do not fully develop in this paper. However, if the
signalli ng device helps to use financial markets as an external enforcer of the rule, then one could argue that
the rule is valuable not only as a signalling device, but rather as a way to improve fiscad outcomes, even in
cases in which the politicd equilibrium absent the rule leads to inefficient outcomes. This reasoning,
developed below, could provide theoreticd underpinnings to reseach such as Ter-Minasdan and Craig
(1997, who study the different ways — including rules-based approaches — that countries attempt to solve the
problem of credit market externaliti esin subrational debt.

Credit market externalities among members of a federation (provinces or courtries) arise diredly when the
central government (or arrangements between the members) impli citly guarantees to pay in case of default.
However, these externalities can also arise even without the existence of bailout guarantees. Calvo and
Mendoza (1996, for instance, argue that under fixed costs of information coll edion and processng, together
with an increasing number of diversification opportunities, it isoptimal for investors not to invest in acquiring
the necessary information to distinguish clealy between dfferent countries in a same region or class (eg:
emerging markets). This leals to contagion aaoss sates, and thus to credit market externalities. If one
country in a federation is perceived as having a high default risk, this perception will i ncrease the st of
borrowing for other members.

In the presence of credit market externaliti es (or other politi co-economic incentives to excessve spending and
borrowing, for that matter), a case for fiscd rules can be made, arguing that they can ad as a signaling device
for the financial market to ad as enforcer of fiscd commitments. This in fad is a way for a country to
increase the wst of fiscd laxity. Following the logic of Calvo and Mendoza (1996), if gathering information
on countries is expensive, and creditors' optimal strategy is to underinvest in information colledion, then
providing a simple fiscd rule that reduces the st of colledcing and processng information on a wuntry can
increase the atention that financial markets pay to fiscd acounts in that country. Thisin turn will make it
costly to bredk the rule, and will thus contribute to fiscd discipline. Furthermore, in a federal country, the
central government can increase the st of fiscd mishbehavior for subrational governments, by announcing a
fiscd rule for these governments, and publi shing information on the cmmpliance of the rule.
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be enforced. In the relevant case in which rules attempt to change individual behavior
towards cooperation, it is unlikely they will work unlessthey include dfedive medhanisms
to affed the incentives of the relevant adors to comply with the rule. For instance, if a
federal fiscd agreement stipulates that all subrational governments will reduce their
nominal spending by 5% and leaves enforcement to the @urts, the result is ambiguous. Ina
courtry in which the murts ladk pditicd independence, their dedsion can be subverted,
and thus the rule is unlikely to affed the incentives to adjust facel by locd policymakers.
The examples from Latin Americapresented in Sedion 2are caes in which agreements of
this type have been violated.

Absent a perfed external enforcer, institutions — and fiscd rules in particular — must
becmme “self-enforceale” -- Calvert (1995. This means that enforcement must come from
“within the game”, that is, from changes in payoffs, feasible strategies or other fundamental
condtions that affed individual behavior. One case in which rules can have animpad is
when there ae multiplicity of equilibria, as in case 3. In that case, rules can ad as a
coordinating device, so that the groups can seled the B,B equili brium that is preferred by
bath.

The aguments presented so far suppat the view that fiscd rules could be redundant in
some caes,?* and might not be sufficient to alter irresporsible fisca behavior in others, if
not acammpanied by deeper institutional changes that substantially affed the fiscad game. In
Sedion 2we have shown evidence from Latin American courtries that is consistent with
the secondclaim.

So far in this dion, we have described the game anong fiscd authoriti es as a static game.
Of course, the game-theoretic language and style of analysis can take us closer to the redity
of dynamic fiscd games. On the one hand, fiscd games are not stationary, since many
relevant underlying variables do change exogenowsly (and even endogenouwsly). The
international prices of the main staple exported (andtaxed) in certain regions of the wurtry
might change, or the dynamics of inflation a of debt acawmulation might put the @urtry so
close to the brink that the payoffs of cooperation are increased substantially.?? In those
transitions, fiscd rules can also play the role of coordinating devicetowards the new, more-
cooperative equili brium, coordinating the level at which fiscd variables will be stabili zed.
Indeed, we believe that thisis very relevant in pradice, and relates to the discusson onthe
endogeneity problems in assssng the impad of fiscd rules on fiscd outcomes.
Furthermore, it stresses the point that things other than just the rules shoud be happening
for fiscd consolidation.

Additionally, even if we dstrad from nonstationarities, games among subrational (and
national) governments are repeaed games, in which fiscd dedsions are taken time dter
time. In the cntext of repeaed games, we ae much more likely to fall under case 3, asthe
normal form of a much larger game, which might consist of the repetition d the game in

L K opits (2001) describes US fiscd and monetary discipline in recet yeas as an example of successul
discretionary poli cymaking. This could be viewed as corresponding with the game in case 1 above.

22 Thislatter case has been analyzed in Velasco (1999 and Mondino, Sturzenegger and Tommeasi (1996. See
also Aizenman (1998 and Tornell (1999.
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case 2. In that sense, we concur with Drazen (2002) that rules and reputation should be
seen as complements: rules (or institutions more generally) might help to coordinate
actions towards cooperative play, given the multiplicity of equilibriain repeated games.

In the rest of the analysis we will focus on that situation. In that case one hasto look into all
the factors that affect the likelihood of achieving a cooperative equilibrium, and we have to
look at the role that fiscal rules (narrowly defined) can play in that broader context.

5. Institutions, cooperation and fiscal outcomes

In many countries (certainly including Argentina, Brazil, Colombia and Mexico) federal
fiscal interactions are an important part of the broader political game in which most
relevant economic and social policy decisions are taken.”® At the same time, decisions
taken in the fiscal realm are the outcome of a sub-game which is affected by the set of
institutions (rules in the broader sense) affecting the overall political game.

For those reasons, in order to improve fiscal and macroeconomic performance, as well asto
attain broader goals (including adequate provision of social insurance, development of
human capital, and social integration), it isimportant to have a broader understanding of the
determinants of poor performance, and to attempt solutions that tackle the core reasons
behind non-cooperative behavior by different levels of government.

This is easier said than done. Among other things, it does require deeper (political!)
country-specific analysis than the one that tends to support standardized recommendations
from international organizations and other wholesalers of economic advice.

In the rest of the paper we attempt a generic sketch of the nature of underlying problems of
decentralized federal countries. We illustrate the approach with one country (Argentina) to
expose the difficulties of achieving an adequate diagnostic, and the nature of the type of
solution required, in which fiscal rules (narrowly defined) are only one component of a
broader strategy of institutional reform.

6. Deficient outcomes and the actions that generate them

The problems underlying poor macroeconomic and fiscal behavior could be summarized in
two categories: principal-agent problems and cooperation problems. By principal-agent we
refer to the relation between the citizens and their elected representatives. Imprudent fiscal
behavior is often the result of actions taken by public officers who are not maximizing the
welfare of their constituencies. By cooperation problems we refer to the game played by
multiple subnational and national political actors that maximize objectives that, to some
extent, include the welfare of their electors. Both problems are at work in actual

% In the case of Argentina, for instance, it would be impossible to analyze the performance of social sector
policies without reference at the federal fiscal (and political) game. See for instance Fiszbein and Tommasi
(2001).
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federations. For brevity, we concentrate here onthe second, “intergovernmental” problem,
partly b2e4cause that is the aucial dimension that is added by decentralized, federal,
politi es.

Table 1 presents a very sucanct summary of a number of fiscd palicy problemsidentified
in the politicd emnamy literature over the last coupe of decales.”® The problems are
clasgfied between those faced by any courtry (or smaller pdliticd unit) even if “unitary”,

and those additional problems faced by afederation o states or of courtries.

Table 1: Fiscal Policy Problemsand their Consequences

Underlying problem

Size of public spending

Deficit / debt
accumulation

Inefficient allocation

Unitary

Lack of Toohigh Excessve debt Underinvestment in
representation of acamulation infrastructure and long
future generations term growth

Palitical rotation Increases before dedions | Maybe unrecessary

(Political business
cycle, strategic use of
debt)

volatility of politi caly
sensitive amponents of
spending

Common pool
(political cleavages,
interest groups, €tc)

Too high (static common
pod)

Excesdve debt
acamulation, delayed
stabili zation (dynamic
common poadl)

Procyclicdity

Principal-Agent
(fiscal illusion,
delegated authority,
informational rents)

Toohigh

Toohigh

Corruption, inefficiency

Feder ation

Common pool across
jurisdictions (dispute
over federal transfers,
local public spending,
€tc)

Too high (static)

Too high (dynamic)

Credit market
externalities

Toohigh

Toohigh

Bailouts

Toohigh

Toohigh

Structure of federal
transfers (low
incentives to tax, etc)

Too high (flypaper
effed)

Toohigh

Several
(explained later in text)

Any courtry that considers the impaosition d subretional fiscd rules is faced with
challenging problems. These problems include subogimal maao-fiscd outcomes, such as
excesgve subrational deficits, excessve indebtedness insufficient locd taxation; aswell as
other (more micro) distortions, such as distortionary national taxation, inefficient

4 As afirst approximation we ae treaing the two problems as orthoganal, although we will refer to some
interadions occasgonally.
% For a dassc survey, seeAlesina and Perotti (1995, aswell as Drazen (2002).
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subrational taxation, procyclicd fiscd behavior, rigidities in national tax pdicies,
inadequate risk-sharing, etc.

Many of these inefficient outcomes can be understood as the result of noncooperative
adions taken by subrational and rational authorities. A typicd, but by no means unique
example of subretional governments nat taking into acaourt the full effeds that their fiscd
adions have on the welfare of the whoe aurtry, are the caes in which they take alax
fiscd stance (for instance, not adjusting when hit by permanent shocks), in the expedation
that they will be bailed out in the cae of afiscd crisis.?® This oppatunistic behavior by
subretional governments is often corresponced by oppatunism on the part of the federal
government, whose generosity at bailout time depends on the pdliticd alignment of the
subretional government in question, or on the exchange of bail outs for favorable votes on
salient national isaues at the time.

Ancther example of noncooperative behavior -- described in Dilli nger, Perry and Webb
(2001, with referenceto Brazil and Argentina— aff eds the quality of the tax system. Since
tax-sharing agreements in many courtries require federal and state governments to share
the most efficient taxes, these agreements creae asystemic incentive to increase inefficient
taxes. For that reason, both Brazil and Argentina ended upwith excessve social seaurity
taxes, and cther inefficient taxes on transadions such as taxes on checks.?’

These examples refled the transactional problems underlying intergovernmental relations.
If there were no transadion costs in these intergovernmental dedings, more dficient palicy
adjustments could be adieved, via alequate intergovernmental compensations. As ome
readers might have naticed, this is predsely the style of reasoning of transadion cost
emnamics, applied here to political transadions.”® This approach is also useful to
understand many of the rigidities bult into federal fiscd arrangements, predsely to proted
from the type of oppatunistic adions described above. Very salient examples are the
revenue guarantees given by the federal government of Argentina to the provinces in the
1999and 2000fiscd pads. This guaranteeled to very costly negotiations during the 2001
crisis, contributing to pu at risk the overall sustainability of the national maaoecnamic

% This is, of course, a very common occurrence throughout Latin America See Kopits et a (2000 for
Argentina and Brazl, Nicolini et al (2000 for Argentina, Dilli nger (1997 and Bevilaqua (2000 for Braal,
Hernandez Trillo et al (2000 for Mexico, Echavarria @ a (2000 for Colombia, Gamboa (1997 for a
comparison of the U.S,, Brazl and Mexico. Additionaly, FerndndezArias et a (2000 report bail outs in
Costa Rica, Ecuador, Honduras, and Uruguay.

" The list of examples of inefficiencies induced by non-cooperation in federal fiscd games is quite long,
including procyclicd subretional fiscd behavior, excessve pulic employment, inability to reform an
inefficient tax system, and undrinvestment in the cgadty to raise taxes efficiently — see for instance
Sanguinetti et al (2001 and Saiegh and Tommasi (2000. Haggard and Webb (2001) provide an interesting
example of induced dstortions (gaps and inequities) in the provision of social services in Brazl: “Having
faled to decentralize federal functions formaly, the federal government had to cut its own spending,
espedally in the stabili zation of 1994 and started devolving the responsibility for certain expenditures via a
hoc agreements with individual subretional governments. (...) The federal government also managed to shift
some hedth cae asts onto subrational governments by reducing the amount of federal compensation
payments.” (Haggard and Webb, 2001, p. 23).

“8 This way of reasoning has been dubled transaction cost politics by North (1990 and Dixit (1996. A
survey is provided in Arias and Caball ero (2001).

18



stance, which eventually coll apsed in Decanber of 2001 (See &so Gonzédlez, Rosenblath
and Webb, 2002.

Notice that these rigidities share some similarities with rules narrowly defined. Such
rigidities can be understood onthe basis of a framework developed in Sanguinetti et al
(2001). One of the main results of that framework can be summarized with the foll owing
figure.

<Insert Figure 1>

The figure indicaes that when the determinants of cooperation (the discourt fador in the
explicit model) are such that intertemporal cooperation is possble, optimal padlicies will
obtain. These padlicies will not be subjed to the oppatunistic behavior of the different
players. Instead, they will be flexible enough to acommodate danging ecnamic
circumstances. If, on the other hand, the determinants of cooperation are such that
intertemporal cooperation is not feasible, then two things might happen. Either outcomes
will be subjed to the oppatunism of those players with the cgadty to move & any
particular node, or the players will impaose rigid rules to prevent oppatunistic behavior.
Either of these regimes delivers lower welfare than the one obtained in the northern region
of the diagram. Thisisanimportant point to bea in mind, sincelater we will argue that the
“rules” approach implies moving east-ward in the diagram, while our approach cdls for
moving north in the diagram.?

7. The deter minants of cooper ation

All these subogimal adions are the reflecion o non-cooperative behavior by subrational
and rational authorities. The deeper question, then, is what determines the degree of
cooperation in intergovernmental relations. In figure 1, such elements are summarized in a
discourt fador. More generally, whether cooperation oldains, depends on the fadors that
affed the payoff s in the stage game (the game & ead pant in time), and onthe fadors that
affed the intertemporal properties of the game.*® The set of determinants of cooperation
includes both variables pertaining to the fiscd system, as well as variables pertaining to the
palitica system broadly defined. (The partition is arbitrary, since there ae feaures - such
as the nature of intergovernmental institutions - that are bath fiscd and pditicd).

Before referring to fiscd and pditicd variables gedficdly, let us reproduce a more
abstraa listing of variables aff eding the likelihood d cooperation in these types of games
(from Spill er and Tommasi, 2001):

Payoffs of the stage game: mostly related to charaderistics of the fiscd system (seebelow).

29 Furthermore, the model that leads to figure 1 assumes the availability of an enforcement technology for
rigid rules. If such a tedhnology is not available, even enforcing rules would require some form of
cooperation, along the lines developed in the rest of the text.

39 More properly, if we look at the overall intertemporal game expressed in normal form, the possbility of
cooperation depends on the dements of the description of the game (payoffs of the stage game, timing of
moves, information structure, etc.)
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Number of political actors with power over a given decision: the larger the number of
players, the small er the set of other parameters for which cooperation oliains.

Length of the horizons / patience of key political actors: the likelihood d cooperation
increases with petience.

Intertemporal linkages among key political actors: the intertemporal pattern of interadions
among spedficindividualsin formal pdliti cd pasitions (legislators, governors, bureaucrats)
matters for developing cooperative outcomes.

Characteristics of the arenas where key political actors undertake their exchanges. the
complex intertemporal exchanges required for the implementation d effedive pubic
palicies could be fadlit ated by the existence of institutionali zed exchange aenas.®*

Timing and observability of moves. cooperation is harder to sustain if there is plenty of
room for unilateral moves which are hard to olserve or hard to verify. This relates to an
important paint about transparency emphasized in the literature on fisca rules,* and more
spedficdly to bailout channels available. In ou applicationto the Argentine cae we will
refer to the national exeautive's discretion in the geographicd allocaion d national
spending.

Availability of enforcement technologies. neallessto say, the availability of enforcement
techndogies fadlitates cooperation. Such tedindogies might include the Courts, a
professonal and independent bureaucracy, or the role of international organizations. The
potential role of international organizations as enforcers of domestic agreementsis an issue
that requires more detailed analysis than the brief mention that we provide here. Latin
American courtries would benefit from having someone play the role that the European
Commisson days for courtries of the European Union.*

Coming badck to fiscd and pditicd (as opposed to abstrad theoretic) variables, key
variables of the fiscal system that will affed the likelihood d cooperation, mostly through
their effea on stage-payoffs, include:**

- the dlocaion d tax and spending responsibiliti es among governments

31 The landmark in the literature is the depiction of the U.S. Congressby Weingast and Marshall (1989.

%2 seefor instance Kopits and Craig (1998.

% 1t is worth noting that in the European case, the “exogenous enforcement” provided by the community
strengthens the hand of those domestic adors more interested in fiscd conservatism. It turns out that,
depending on the nature of federal arrangements, there ae caesin which al “internal” actors are in favor of
fiscd largesse. The latter isindead the cae in many Latin Americafederations -- see Jones, Sanguinetti and
Tommasi (2000 for evidenceon that regard.

% |t is easy to seethat, in this dynamic system, several of these feaures of the fiscd system are outcomes of
previous gsages of the game (of history). Nonetheless they are given at any point in time, affeding the
likelihood of cooperation from that moment into the future. These fiscd variables play a similar role than the
one played by market variables sich as price éadticities, observability of contrads, and the like in dynamic
oligopoly games — seefor instance Green and Porter (1984).

20



- underlying heterogeneities in tax cgpadties and in fiscd neeals of subrational
units

- the degreeof verticd fiscd imbalance

- the fedures of the intergovernmental transfer system.

The verticd structure of the fiscd system is a aucia determinant affeding the payoffs
from cooperation.®* As Eichengreen and von Hagen have emphasized in a series of papers
(1996 2000, noncooperative subrational fiscd behavior is more likely, the larger the
verticd fiscd imbalance (the small er the cgaaty of the subrational government to read by
its own means in case of fiscd stress)®®

Key political variables are those that impinge upon the qualities of the aenas of
intergovernmental dedsion making in fostering cooperation. Roughly spe&king there ae
two (interrelated) arenas: one is intergovernmental relations per se (such as the Premier’s
Conference in Australia) the other is the very structure of the federal government. We
stressthe latter in the next sedion, in which we dso explore more generally the types of
paliti cd variables that correspondto the astraa listing above.

8. Thecentral government isnot a unified benevolent planner

Many discussons of fiscd rules for subrational governments take the impli cit view that the
central government is a unified and kenevolent ador, whose only flaws might arise from
time-consistency problems.>’  We believe that such a view is an incorrect one. A
benevolent and urified central government (vis a vis the intergovernmental fiscd game)
canna be aswumed as the general case, but only as a particular case which might be
(approximately) true under some andtions.

More generally, the central government is a padliti ca arenawith particular seledionrulesin
which the representation d subretional interests interads with some “purely national”
interests. The purely national interests, in turn, include:
- on the pasitive side:  the more encompassng national interest due to the broader
eletoral base of the president;* and
- onthe possbly negative side: the “spurious’ national paliti ca interests — national
officials want to be given the aedit for things such as distributing welfare

% For brevity in the text we refer to “cooperation” and “lad thereof” as dichotomous alternatives, even
though adual fiscd games tend to be more continous.

% See 4so Rodden (1999. Rodden and Wibbels (2001) provide anumber of additional fisca/politi ca
linkages between federalism and maaoecnomic management. Some of their hypotheses include: “a
federation’s cgpadty to control deficits and inflation deaeases with the share of total provincial expenditure
caried out by the largest province” and “a federation’s cgpadty to control deficits and inflation deaeases as
the number of statesincreases.”

" That view is more vivid in reference to the so-cdled “administrative controls’ of subrational indebtness
(seefor instance Ter-Minasdan and Craig, 1997).

%8 For brevity and concretenesswe focus the wording on presidential systems, the most prevalent casein Latin
America, although thelogicisalso valid, with proper adjustment, for parliamentary systems.
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programs, and want to avoid the blame for things such as raising taxes or cutting
teachers' wages.**

The exad incentives of subrational and “purely national” actors, as well as the exad rules
of the game they play, will depend onthe detail s of pdliti cd institutions. These include:
eledoral mechanisms for diff erent offices
- legislative structure (number of chambers, etc.)
- legislative dedsion-making rules (including the legislative prerogatives of the
exeautive; Carey and Shugart, 1998.
- therole of Courts™
- the underlying distribution d ecnamic, social and ethnic deavages, as well as

their mapping to pditica geography.

At one extreme, one can find cases where the central government is totally freefrom “the
infiltration d subrational interests”**  More generaly, one neels to identify the
configuration d “national” padliti cd institutions that are more or lessprone to fall into the
paliti caly motivated bail outs that distort incentives in decentralized fiscd structures.

As dated in the previous sdion, one needs to look aso into the aenas other than the
internal structure of the federal government through which intergovernmental relations take
place andto the interadion ketween these two spheres. Hoping that by now the reader will
recognize the importance of “paliti ca detail” to explain fisca outcomesin federal contexts,
for concreteness we devote the next sedion to ill ustrate these interadions for the case of
Argentina.

9. Theevolution of institutions, politics and fiscal outcomes in the Argentine case

Argentinais a courtry in which provinces have strong constitutional rights. Expenditureis
fairly decentralized and tax colledion fairly centralized, leading to almost 65% of
provincial spending financed ou of a common pod of taxes. There is wide variation
aroundthat average, with 10 ou of 23 provinces financing lessthan 20% of their spending
with own revenues. The main channel to adjust to this verticd fiscd imbalance is the
Federal Tax-Sharing agreament, a cmnvoluted methodthat is bargained over and over andis
at the heat of Argentina s problems. Sanguinetti et al (2001 provide more detail s, and also

% This is one of the points in which we depart from the asumption of orthoganality between problems of
intergovernmental cooperation and rincipal-agent problems between citi zens and politi cians.

0 Related to the main isaue of this paper, Bohn and Inman (1996, find that balance-budget rules in the US
states are more dfedive when they are enforced by diredly-elected (as opposed to gowernment-appointed)
supreme @urts.

“1 'We thought that, among federations / decentralized urions, China would constitute an example of
“independence” of the central government. Yet, we cane acossthe foll owing statement by Shah (1998 p.
87): “regional communist party bosses-governors exercise amoderating influence on an otherwise monolit hic
state aouncil at the federal level.”
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summarize anumber of deficiencies of fiscd federalism in Argentina which have been
identified in the literature:

- high deficits of sub-national governments

- increasing indebtednessof sub-national governments
- procyclica finances of sub-national governments

- bail outs

- inefficient locd taxes

- poa locd tax colledion

- poar national tax colledion

- inefficiencies in the fiscd mix

- inefficiencies in the provision d locd pulic goods

Those fedures, in turn, are the outcome of non-cooperative play in the federal fiscd game.
The non-cooperativenessof fiscd behavior in Argentina could be explained by mapping the
abstrad elements identified in Sedion 7 into the historicd and pesent charaderistics of
Argentine federal and pditi cd institutions.

The environment for intergovernmental transadions has not been the most appropriate; the
allocaion d pdlicy jurisdictions has evolved in a peauliar way throughou the twentieth
century, while intergovernmental agreaments have not been badked up ty the institutions
necessry for overseang their enforcement. Intergovernmental competition and conflict
have prevailed over cooperation in areas of concurrent jurisdiction. Given Argentina's
poiticd and enamic instability since the 1930s (including numerous military
“interruptions” and high and volatile inflation), pdliticd adors have tended to adopt a
particularly myopic perspedive. National and subretional governments have not invested
in bulding intergovernmental institutions, and they have dtempted to proted their quite
vulnerable property rightsinstead of coll aborating with ore another.

This historicd legacy has deeply affeded the revenue-sharing system. Changes in
bargaining power of colledions of pdliticd adors have refleded in shifts in the system of
transfers. For instance, when powver was concentrated in the national government (mostly
during military regimes) the changes hifted the distribution d taxes towards retention at
the national level. Conversely, with the return to democracy, the once-again eleded
governors managed to get a larger share transferred to the provinces. These modificaions
in favor of the subretional governments as a whole were, in general, acaompanied by an
element of interprovincial redistribution, depending on coalitional pdlitics at the time
(Saiegh and Tommasi, 1999.

There have been mutually reinforcing interadions arising from intergovernmental relations
and the courtry’s overall i ncagpaadty to implement efficient intertemporal exchanges (Spill er
and Tommasi, 200])). The ambination d lak of legislative incentives, the
dispropationate power held by provincial leadersin national policymaking, and the &bility
of the national exeautive to ad oppatunisticdly has deeply affeded intergovernmental
relations.
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Argentina is a cae where “exeautive federalism” (Watts, 1999 is prevalent, that is, the
president and governors play a predominant role in intergovernmental relations. Yet, deds
struck between national and subrational exeautives can easily be dtered at either the
legislative or the implementation stage.*> This is compoundd by the fad that the
governors' influencein national paolicymaking gves them enough pditicd clout to be ale
to seaure occasional legislative benefits at the expense of the national exeautive or other
subrational units. On the other hand, during the implementation stage, the president can
easily unravel agreements readed o ratified in the national legislature.*®* Thus, these
agreaments are often readed ouside the national legislature, and they tend to incorporate
very rigid rulesin order to prevent their modification.

Several feaures of the Argentine pdliticd system explain why the ewironment is not
adequate for efficient pdliti ca transadions among jurisdictions.

Weak national legislators, powerful governors

The national legislature could pdentially serve to foster beneficial intercommunity
agreements. The U.S. Congressis depicted as an institution where intertemporal paliti cd
agreaments are seaured.** As Weingast and Marshall note, its internal organization and
institutionali zation fadlit ate the adievement of complex intertemporal agreaments among
its members. Jones et a (2001) show that thisis nat the case for the Argentine Congress
Legislators are short-lived, and they do nd have the incentives to develop strong
congressonal institutions.

Jones et a (20010 trace those incentives to the dedoral system, in particular to the
methods of intra-party candidate seledion, and to the incentives they generate for locd
party leaders and for individual pdliticians. To return to their seds, legislatorsfirst need to
be put badk in the provincially arranged lists. Most legislators are not put badk onthe lists,
due to the incentives of locd party leaders (which often coincide with governors), who are
in charge of drawing the lists. As Argentina is fairly decentralized onthe spending side,
and as Congressis not a key palicymaking arena, oftentimes pdliticians are happy to be
moved away from Congresstowards more |ucrative pasitions in provincial governments.

As a result of this, Argentine governors have a dispropationate anourt of power in
national pdlitics, and they are ntinuowsly involved in national padicymaking. The
frequency with which the Argentine president meds with provincial governors to dscuss
and regotiate national policies may seem particularly odd for an U.S. observer.”> This
impinges upon intergovernmental relations, by indwing a peauliar crisscrossng of
national and “ properly federal” isaues.

42 As an example relevant for the central issue of the paper, a fiscd rule ayreed upon by national and
subretional exeautives, might not be implemented becaise the required subretional legidation is not
forthcoming.

“Thisis achieved via exeautive deareepowers, ample discretion in the implementation of the budget, etc.
“Weingast and Marshall (1988, Cox and McCubhins (1993, Krehbiel (1991).

4> This fad is particularly evident in the many fiscd pads sgned (199Q 1992 1993 1999 2000, in which,
among ather things, provincial governors promised to influence national legislators from their provinces (and
their party) to vate for this or that law which at the time was important to the national exeautive.
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A weak “ horizontal” separation o powers

The last point indicaes that congressonal representatives are not key adors in the
Argentine pality, neither for intergovernmental relations, nor for anything else, and that
sub-national leaders exert dispropationate influence through Congress Under those
circumstances, one would want to focus on the aenas in which those relevant long-term
players undertake their interadions. Inturns out that, not only are cmngressnen na the key
players, but neither is the National Congress the aena used by the relevant players to
hammer their agreaments, since the we& “horizontal” separation d powers does not
prevent the national government from reneging on legislative ajreements.*®

The wed harizontal separation d powers is due in part to some constitutional capadaties
and pradices, to budjet pradices, to the (historicd) pdlitica alignment of Supreme Courts
to the President, and to the ladk of a strong, independent and professonal bureaucragy.*’
All of these feaures contribute to the poa institutional environment for the enforcement of
interjurisdictional deds.

The “legislative” pradices of the presidency have evolved pertly out of the history of
pdliti cd instability, which has tended to focdize in the Exeautive processes that, in a more
stable eavironment, would have drifted naturally towards the legislature. They are dso
due, in part, to some explicit constitutional cgpadties and to some constitutional lacunae
and their interpretation. Regarding the budget, during large dhunks of Argentine history,
Congresshas not approved the Budget sent by the Exeautive in time, in pradiceleaving the
latter ample discretion. The budget processis conducted mostly in the Cabinet, which isthe
entry point for most presaure-group adivity. It is not uncommon for provincial governors
to visit the Minister of the Econamy, his saetaries, or other ministers, trying to get
favorable treament for their provinces in National all ocations and dedsions. Furthermore,
there is a substantial amourt of discretionin the ex post geographicd allocaion o federa
money. (SeeSpill er and Tommasi, 2001, and references therein).

This Exeautive bias is further aggravated by ancther institutional fador. Argentina's
paliti cd instability during the 20" century undermined the ability of the judiciary to pace
effedive restrains on exeautive adion (laryczower, Spill er and Tommasi, 2001).*® Hence,
since 1983 there were many instances where the exeautive made unilateral moves on
matters previously discussed by Congress withou being challenged by the wurts (i.e.
“regulating” and altering the content of bill s passed by the legislature through its deaee
authority).

Hence, agreanents readied o ratified in a particular way in the national legislature can be
easily unraveled at the exeaution stage (i.e., through changes in the mmpasition d the

“® In principle, the national legislature muld play a key role in keeping a balance in the intergovernmental
relations, with the national | egislators being the pawns of their masters' chessgame.

" See Spill er and Tommasi (2001) for more detail s and references on ead of these points.

8 Similarly, Bambad, Spiller and Tommasi (2001) explain the way in which the Argentine bureaucracy
operates, preventing it from serving as an independent mechanism for enforcing legislative ajreanents.
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national budget). This, of course, limits the incentives to undertake such deals in the first
place

Weakly institutionalized intergovernmental relations and its consequences

In the previous subsedion, we agued that neither are National |egislators the key long-term
players in intergovernmental relations, nor is the National Congressthe aena in which the
red players (the Governors and the National exeautive) strike the key bargains. This begs
the question d which is, then, the aena for intergovernmental agreements, and which are
the enforcement properties of that arena. The truth is that intergovernmental relations in
Argentina have been caried ou in very different ways, mostly on an ad-hoc basis and in
multi ple and superimposed pditi cd arenas.

Informal mecdhanisms have dominated, but formal intergovernmental agreements have dso
been used. A goodexample of the latter are the “Federal Fiscd Pads’: intergovernmental
compads hammered ou by the national and sub-national government exeautives and
ratified by the legislatures of the cnstituent units (Fiscd Pads of 1992and 1993 and the
national legislature (Fiscd Pads of 1999and 2000Q. Also in 1994 important aspeds related
to fiscd intergovernmental relations were included in Argentina's revised constitution,
establi shing that a new coparticipation law, on the basis of agreaments between the central
government and the provinces, had to be drafted before 1996 (The law has not been passd

yet).

However, besides these formal instances of negotiation, intergovernmental relations have
been predominantly condwcted in a much more informal way. For example, in the period
19831988 (in between Coparticipation laws), to dedde the dlocaion d transfers to the
provinces, ead sub-national government negotiated hilateral agreements with the federal
government (Saiegh and Tommasi 1999. Sincethen, many other negotiations and changes
to the woparticipation scheme took dacein the exeautive quarters, or in ad-hoc medings of
the President with Governors. This refleds the separate pdliticd power of the national
exeautive and the provinces and the ladk of institutionali zation d the medanisms to cary
out these ayreements.

This ladk of institutionalization in the medanisms through which intergovernmental
relations have been handled had serious effeds on the nature of padlicy-making in the
federal fiscd redm. On the one hand, these aenas did na provide enowgh institutional
“stickiness’, making changes in the dlocation d padlicy jurisdictions and in the dlocaion
of federal funds too volatile -- and more generally making the enforcement of agreeaments
very deficient. On the other hand, in order to avoid such urcertainty and oppatunism,
alocaions have & times been defined through very rigid medhanisms, that oftentimes later
becme astraightjadet and the source of further difficulties.

10. A comprehensive approach to rules for subnational gover nments

In this dion we ill ustrate, with the Argentine cae, the broader approach that we suggest
towards institutional reforms to improve fiscad performance of subretional (and retional!)

26



governments. It is important to ndice that, even though we ae wnvinced abou the
usefulness of our overall approad, its detailed implementation is a complex matter, and
many of the detail s of what we suggest might be improved upon

One of the things to stressis that the redpes for addresang federal fiscd problems are
likely to be wurniry spedfic and even context spedfic within a given courtry. The
historicd and recent evolution d underlying pdliti ca exchanges have to be taken seriously
into consideration, since they are the foundations from which reforms must build upon In
the Argentine cae, there have been successve rounds of fiscd padsin 1992 1993 the
1994 Constitution, 1999 and 2000 as well as continuous negotiations and modifications
in-between pads. These pads have atempted to addressthe underlying problems, the main
concerns of the times, as well as the worries of the diff erent parties against the oppatunism
of others. The main problem has been the inability to enforce thase padts.*® One of the
most salient faillures has been the repeaed attempts to replace the very inefficient
provincial turnover salestax. Repladng it would have required adions that would have left
the complying province vulnerable to future oppatunism by the national government and
by noncomplying provinces. The ingtitutional structure of fiscd federalism in Argentina
was unable to enforcethat efficiency-enhancing intertemporal agreement.

There is amost absolute mnsensus among observers and pditica adors that Argentina
shoud undertake various reforms to its federal fiscd system. Magjor lending organizations
and aher spedali sts have produced many reform propcsals seking to corred several of the
deficiencies we have described. Some of these proposals even include fiscd rules narrowly
defined. However, these “redpes for change” are not followed. As we agued, even if
there ae dficiency gains, transadional problems (spedaly the enforceaility of those
transadions) make the reforms difficult to enad.

We believe, therefore, that afeasible and sustainable reform strategy must focus at a higher
level of institutional reform. It is necessary to reform the structure and pocess of
intergovernmental dedsionrmaking. In the spirit of Figure 1, we shoud find a way of
moving upward rather than side-ways on the diagram. Present-day conventional wisdom
among econamists is to argue in favor of rules —i.e., moving from pdliti cd oppatunism to
rigid rules, taking as given the underlying pdliti cd incentives. We ague instead in favor of
changing the pdliti cd governance structure, if possble.

In the spedfic case of Argentina, there ae severa feaures that lead to a bad transadions
environment for fiscd federalism. According to ou approach (see a&so Spiller and
Tommasi 20017), pulic pdlicies are the outcome of a game that has as rules the overall set
of incentives and constraints facel by pdliticd adors, in multiple aenas. Hence, in order
to improve maao-fiscd outcomes, the workings of fisca federalism, as well as the genera
processof palicy-making in Argentina, reforms are necessary in several fronts.

91t is worth noting that sometimes the pacds included some forms of fiscd rules. Also it isworth noting that
gradually the pads have been incorporating broader elements, such as attempting to deli neae the mmponents
that the future Tax-Sharing Agreement should have, incorporating procedural restrictions on the national
budget, etc.
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Having diagnosed the determinants of poa subretional fisca behavior:
- large verticd fiscd imbalances
- atax-sharing regime with littl e incentives to raise taxes localy
- several bail-out channels
- several pdlitica motives why the federal government might be willi ng to bail out
provinces
- ladk of enforcement of intergovernmental agreements,

we suggest a general strategy, which shoud include:>

1. reforms to the dedora medhanisms to lower the dependency of national legislators on
locd party elites (as the analysis of the previous sdion suggests, the weakness of
national legislatorsis one key asped of the poa transadions environment)

2. reformsto the instruments of legislative interadion between the President and Congress
(this could improve the posshility of enforcing, and hence of achieving in the first
place more dficient agreamnents)

3. reforms to the budget processto curtail some Exeautive discretion (as it seans to have
been instrumented in the Mexican case), limiti ng the aility to perform bail outs.

4. institutional reforms to intergovernmental relations (given that these federal
transadions will inevitably involve “exeautive federalism” among the national
government and povincial authorities, we want to improve the institutional
environment for those transadions).

5. reforms to the tax-sharing agreement to improve the Wicksellian conredion between
the taxes raised and the pulic goods consumed within ead jurisdiction

6. maao — fiscd rules to guide through this transition towards a more coperative (and
more sustainable) fiscd stance ™!

Looki ng into the pdliti cd feasibility of reforms. (1) is very hard, so we can dscard it for
now; > there was window of oppatunity for (2) at the beginning of the De la Rua
government in 1999 but (as many other things) it was lost. Reforms 3 to 6 pesent a
compad padage, all of which could be undertaken under the roof of the still unfulfill ed
1994 constitutional mandate.

The Constitution amended in 1994 cdlls for a new Coparticipation Law (article 75, 2™
paragraph). It explicitly includes sveral aspeds that the new law shoud take into
consideration. Those @ndtions can be understoodin light of the agument developed in
this paper, as constraints that the adors try to impose on eat aher to prevent from

0 See Tommasi and Spiller (2000 and laryczower, Sanguinetti and Tommasi (2000. As gated before,
several of the detail s of the proposal are subjed to improvement, and these things need periodic readjustment
in light of ongoing politi cd moments.

* Those rules include amoving average mechanism to smooth out and to make more foreseable the flow of
tax revenue recaved by the provinces. (SeeGonzdez Rosenblatt and Webb, 2002.

%2 Although the terrible aisis that Argentina is living today (ealy 2002 might open the door for more
ambiti ous politi cd reforms. Unfortunately, it is not obvious at this point that the window of opportunity will
lead to reforms in the right diredion.
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oppatunism, at the same time that they attempt to enforce some dficient reformg,.53 In
particular, the Constitution mandates the aedion d a Federal Fiscd Institution (“Organo
Fiscal Federal”) to instrument that law.

Given the problems we have anphasized in the previous dion, we believe that this
mandate provides a good oppatunity to redefine the governance structure of federal fisca
relations. This constitutionally mandated Federal Fiscd Institution could function as a
formal arenain which issues of fisca federalism would be dedded. Such institution, thus,
can provide intergovernmental relations with the necessary flexibility to adjust to changing
circumstances. A Federal Fiscd Law is an incomplete contrad refleding the padliti cd
agreament at the time of its credion. If the Law were to spedfy a set of medhanisms to
distribute taxes (i.e., a “rule”) it will still always require ajustments to many changing
circumstances, as the history of fisca federalism in Argentina shows (Saiegh and Tommasi
20001. If noexplicit change is made to the federal governance structure, the contract will
be “completed” under the “default” extant governance structure. But we have agued that
the feaures of the extant governance structure described above, are predsely the
underlying determinants of the many econamic inefficiencies observed today. That is why
this higher-level institutional change is required, so as to “complete” the contrad with
better ex-post dedsion procedures.>

The purpose of the Federal Fiscd Institution, hence, shoud be to provide the proper
channel for intergovernmental dedings, away from the national |egislature, from informal
and urenforcedle exeautive-exeautive deds, and espedally from some excessve ex-post
discretion in the hands of the National Exeautive.®® This will help to minimize the
crisrossng patterns between national and regional padli cies described above, and will also
help the adors to make dedsionsin aforeseedle setting. This $houd allow them to hande
intergovernmental relations more dfedively and to be ale to adjust pdlicy dedsions to
changing circumstances. *°

We think that changes in the federal dedsion making procedure, couped with changes in
the transfer system that substantially increase the Wicksellian connedion will constitute a
profound redefinition d fiscd federalism in Argentina. Provinces will assume greaer
individud resporsibiliti es, and will aagquire more colledive power in federal dedasions. It is

*3 The Constitution requires that the new law be a ‘1ey Convenio”, i.e., a law that has to be ayreal by the
national and all provincial exeautives, and then ratified by the national and provincial legidators. Thisisa
way of insuring “unanimity”, so that no oneis harmed by the reform. Even though this represents an obstade
at first, it is important for the stability and credibility of the norms, as gressd by Kopits (2001) in his
discusson of the statutory level of fiscd rules (see &so Drazen 2003.

* See Saiegh and Tommas (2000 for more detailed references to the incomplete mntrads literature
supporting this reasoning.

%5 |t also attempts to move from the bil ateral hub-spoke relationships that the federal government currently has
with individual provinces towards more open multil ateral arenas, as has been attempted in the Spanish case
(Onrubia and Revenga, 2002.

* The detail s of the structure proposed for this Organo Fisca Federa are in laryczower, Sanguinetti and
Tommasi (2000. It includes an independent technicd agency (along the lines suggested in Eichengreen,
Hausmann and von Hagen, 1998, a definiti on of voting rights and voting rules among jursidictions, aswell as
the procedures for the interadions between the technica agency and the politi cd body.
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only in the context of this broader reform scheme, that it makes sense to discuss the (very
important) details of the fiscal rules that are necessary.

Conclusions

We started working on this paper with the idea of identifying the circumstances in which
fiscal rules might be called for, and of looking into the details of the design of fiscal rules.
Yet, our initial approach to the theoretical foundations of fiscal rules, as well as the
observation of some past Latin American experiences, led us to a more skeptical view,
which called for some broader analysis before getting into the practical details of rules.
The paper has attempted to provide that first step.

We argue that observed properties of policies are the outcome of a political game in which
relevant actors make decisions at each point in time and engage in intertemporal exchanges.
The quality of the resulting policies for social welfare will depend on the extent to which
the rules of the political game facilitate cooperative (efficient) exchanges.

In order to improve fiscal performance in a sustainable and efficient manner, one needs to
focus on the determinants of fiscal behavior. In each country, the main deficiencies need to
be identified, together with a complete diagnostic of their fiscal and political determinants.
On the basis of such diagnostic, one should attempt to design interventions at the deepest
level possible. In that context, fiscal rules can be a useful instrument to accompany that
transition path.>’ On the other hand, an excessive focus on rules might lead to arisky sense
of security when one sees such rules in place.

" Recent Latin American episodes, like the Brazilian Fiscal Responsibility Law of 2000, and the Mexican
attempt to limit bailout capabilities of the central government, might indeed constitute such broader moves;
but more detailed analysis of the evolution of those agreements, of the prior history, and of several contextual
variableswill be necessary before a definitive judgement can be passed.
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Table 2 Some evidence on Fiscal Rules in Latin America

Country Colombia Mexico Brazil Argentina
Year 1907
Kind of Borrowing Constraint — Traffic Light Ex-ante control over subnational debt | Fiscal Responsibility Law
restriction Law
Level of Subnational Governments Subnational Goverrments National Government, and later
government subnational govermments.
Tested Yes Yes Yes
Demand side restriction on borrowing Senate approval is required for all - Deficit Target and Fiscal Balance
and supply side regulation (fully subnational govt borrowing corvergence path.
Main provisioned for red light territories) operations, prohibiting the isste of - Plurdanmual Budget formuiation.
Characteristics bonds and borrowing from state- - Limits on Current expenditure
owned banks growth.
- Transparency
According to MoF out of 21 depts. The states observed the prohibitions | National govt: No year since 1999 the
That required permission for new onnew bond issues only in the narrow | Deficit Targets were fuilfilled.
Non-comyliance credit, 10 approximately got new credit legal sense: they did not halt the
event without permission capitalization of interest on existing Subrational: 6 out of 11 did not
bond debt. Nor did these regulations | comply with deficit limits. 3 out of 8
stop new “ emergency lending” by did not comply with spending limits.
Central govt intermediaries.
Enforcement Judicial Judicial Judicial
Year 2000 2000 2000
Kind of Fiscal Responsibility Law Market discipline for subnational Fiscal Responsibility Law
restriction borrowing
Levels of All Subrational Goverrmments Subnational Governments All levels of government
govermments
Tested No No No
Limits and restriction or: - No discretional trandfers to states. It applies to the three levels of
- Curent Experditure - No securing debt with payments govermmment and encompasses all
- Municipality creation from the reverne sharing agreement. | branches. This Law contains explicit
. - Transparency. - Subnational debt subjected to normal | mumerical hard budget and infra-
Main Features credit exposure celings. budget constraints, public
- Bank’s capital risk weigthing linked | dissemination of information, and
to the intermational rating of the SNG. | institutional and individual sanctions.
The law goes into full effect in 2002.
Enforcement Judicial Market Legidative — own state legidlature
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Table 4: Main Characteristics of Subnational Fiscal Rulesin Argentina

Explicit Limits on

Pluriarmual

Province | Law? | Date [ Defict | Public | Cumeri | Budget | Soiaion) Tl
Debt | Expenditure | Formulation ransparency

GCBA NO

Buenos NO

Aires

Catamarca | YES | 12/00| Yes Yes

Cordoba |YES |03/00|Yes Yes Yes Yes

Corrientes | NO

Chaco YES |06/00|Yes Yes Yes

Chubut YES | - Yes Yes Yes Yes

Entre Rios | NO

Fomosa |YES |12/9|Yes Yes Yes Yes Yes Yes

Jgjuy NO

LaPampa | NO

LaRioja |NO

Mendoza |YES |01/00|Yes Yes

Misiones |YES |05/00|Yes Yes Yes Yes Yes

Neuquen |YES |- Yes Yes

Rio Negro | YES |01/01| Yes Yes Yes Yes Yes

Slta YES |05/9| Yes Yes Yes

Snden |YES [01/01|Yes Yes Yes

SanLus |YES |08/9 Yes Yes Yes Yes

SantaCriz | NO

SataFe |NO

Santiago | NO

Del Estero

Tucuman | YES | 09/9| Yes Yes Yes

Tierra del | YES | 08/00| Yes Yes

Fuego

National |YES |09/99|Yes Yes Yes Yes Yes Yes

Govt.
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Table &

Degree of accomplishment of Provincial Solvency and Fiscal Responsibility Laws

constart.

Deficit and Expenditure goals
(Argenting, year 2000) .
g o . . é Explicit Limit on é
licit Limit on Deficit Actual deficit . Observed
: e 25 Eperiin £
< <
For year 2000: 2% of the 19% No
average of total
expenditre  of  years é
1998 and 1999.
The curent deficit must 158 millions The Curent Expenditure | The Current
be zero camot grow more than| expenditre  grew
B Regiorel Domestic| 2% and the PBG
8 £ | Product (RDP). If RDP | held constant S
o) decrease, the Curent
Expenditure must be held
constant.
For year 2000: the deficit -171 millions No
mst be less than 100
E millions. Them it must %
O | decrease at 207 yearly
For year 2000: the|The suplus was The Current Expenditure | The first semester
primary surplus must be | 70% of public debt camot grow more than| 2001 Current
equal to the 5% of | interest of that year RDP. If RDP decrease, | experditure
E public debt interest of é the Curent Expenditure | decrease 2% é
O | that year. must be held constant. compared with
first semester
2000.
For Year 20000 the|99 millions of The Primary Expenditure | The Primary
deficit must be less than| budgetary  deficit camot grow more than | Expenditure
% | the debt amortization of | and 234 milliors of | | Natioral Resources. If | decrease 1%
E | thisyear public debt| £ |Natiorl  Resources ke
& amortization decrease, the Primary
Expenditure must be held
oconstart.
No  explicit, Fiscal No
g Equilibrium for year
'g 2008.
=
For Year 2000 the|134 millions of The Primary Expenditure | The Primary
deficit nust be less than | budgetary  deficit camot grow more than | Expenditure
@ the debt amortization of | and 76 miillions of National Resources. If | decrease 15%
& | thisyear. public debt é National Resources é
§ amortization decreae, the i
Expenditure must be held

38




Fuego

Tierra del

equel to the budgeted.

sapluis vs. 16

millions.

Yes

Primary surplus nust be| At the first The Curent expenditure | The Current
§ 3% of total reverme at| semester of 20001 must be lower than 833 | Expenditure  were
g‘ year 2001 the primary surplus é miillions in year 2000. 1025 millions in 2
Z was 20 millions. year 2000
For 2001, the primary|At  the first No
%o resuilt must be zero semester of 2001
z the primary deficit | 2
@ was 14 millions
Fiscal equilibrium The fiscal deficit Persormel  Expenditure | The persormel
s was 69 millions (7% must be lower than 65% | Expenditure  were
E of total reverne) 2 of Current Reverne. 53% of Curent é
Reverne (MM
condic)
Fiscal equilibrium At the first Persomel  Expenditure | The Persormel
5 semester of 2001 st be lower than 65% | Expenditure  were
the primary deficit 2 of Currert Reverue. 8% of Curent 2
(% was 46 millions Revere
The curent deficit must | 52 millions The Curent Expenditure | The Current
be zero grow st be lower than | Expenditure
the Curent revere |decreased 2%
L lgowth  If  Curent R
i revere decreases, the
Current Expenditure must
be held constant.
The fiscal deficit nustbe| 9  millions  of No




Table 6: Compliance of Constitutional Debt-Service Rule (Argentine provinces)

Jurisdiction Condtitutional Debt service /
limits Total Reverie
Year 2000
G.CBA. No limit 3
Buenos Aires No limit )
Catamarca (9) 2% 2%
Cordoba (b) 20 13%
Corrientes 25% 4%
Chaco 25% 14%
Chubut No limit 12
Entre Rios 25% 2%
Formosa 25% 3N
Jgjuy 2% 3o
La Pampa 2%% 1%
LaRioja (b) 2%% 6%
Mendoza No limit 14%
Misiones 25% 10%
Neuquén No limit 14%
Rio Negro 25% 20
Sdlta 25% 13%
San Juan No limit 12%
San Luis (b) 25% 02
Santa Cniz No limit 2%
Santa Fe 25% 57)
S0 del Estero 25% 6%
Tucumén No limit 2%
Tierradel Fuego 25% 19%

Source: own elaboration based in Sanguinetti (2001) and Ministry of Econony

(@ It shoud not be higher that 20% of five-year average
(b) Based on the lowest revenue within the past three years



Figurel
Outcomes of intertemporal policy game

Discount
factor HIGH
(determinants First best policies
of
cooperation)
LOW Opportunistic Rigid rules
behavior
VOLATILITY CONFLICT

Relative importance of Conflict of interest
vs. Volatility of economic environment
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