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Abstract

Federalism in general and fiscal federalism in particular are aucial axes of Argentina's
history, of Argentina's current situation, and d Argentina's possble futures. This paper
provides a tour of the recent history of fiscal federalism in Argentina, and an owerview of
its current configuration and main problems. It focuses on the relationship between
federalism and the market-oriented reform process of the 1990s, onthe evolution d the
federd fiscd system itself, and onits implications for the quality of pulic pdiciesin the
social sedors. It adso explores me of the @nrections between federalism and the

Argentine crisis of 2002/2002.



l. Introduction

Federalism in general and fiscal federalism in particular are aucial axes of Argentina's
history, of Argentina's current situation, and d Argentina’ s possble futures. This paper
provides a quick tour of the recent history of fisca federalism in Argentina, and an
overview of its current configuration and main problems. It focuses on the relation
between the structure of pdliti cd and fiscd federalism, and the econamic reform processof
the 90's; on the dtempts at reforming the federal fisca system itself; and on the

implicaions of Argentine federalism for the performance of the socia sedors.

The rest of this introduction provides a brief introduction to Argentina and to fiscal
federalism in Argentina. Sedion Il looks a the way in which feaures of Argentine
federalism impinged uponthe econamic reform processof the 1990's. Sedion 11 looks at
the evolution d the federal fiscal system in the 1990s, at the largely failed attempts at
reforming it, and at the conredions between federalism and the Argentine aisis of
200272002. Sedion |V exploresthe federal connedionin the evolution and reform of the

educaion sedor.

I. 1. Some Basic Facts about Argentina

History. The Argentine nation was born ou of the union d various colonia regions with
differing econamic and socia charaderistics.” In 1810the dty courcil of Buenas Aires
deposed the last Spanish viceroy, marking the beginning of the independence movement.
In 1816,delegates from different parts of the courtry convened in Tucuman to sanction the
dedaration d independence of the United Provinces of the Rio de la Plata. The first four
decales after independence were daracterized by violent struggles with regards to the
constitution d a national government. That processlead to the Constitution d 1853,which
established a wnstitutional federal repuldic. This Constitution suffered some important
modificaions in 1860, with the Province of Buenos Aires finaly endasing that
Condtitution. The provinces were recmgnized precalence over the Nation, and were
granted autonamy in the aministration d their territories. A specific set of federa

! In spite of being a former Spanish Vice-Royalty, fiscd and military technologies at the time of
independence were such that what later became Argentina was a lledion of pdlitica units (now provinces)
which deep locd roots. Hence, Argentinais, in the words of Stepan (1999, more of a “coming together”
federation than of a “holding together” one. See &so Escudé (1988.
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government functions was establi shed, the provinces were granted residual powers over
any matters not spedfied to be federal functions, and the internal econamic union was
promulgated with the dimination d internal customs controls. Despite some later
modificaions (including the recent reform of 1994), the essential federalist structure of the
18531860Constitution remains in forcetoday. 2

By the beginnings of the 20th century, Argentina was one of the most developed courtries
in the world. (In the 1890s, Argentina was the sixth richest courtry in the world in per
cgpitaterms; and in the 1920 s it was among the top ten, aheal of nations like Germany or
Italy). However, after the Great Depresson, as a wmbination d democratic breakdown
and poa economic palicies, Argentina entered a path of econamic dedine that, except for
brief spells (most notably the erly and mid 1990s), continues to the present. The
reliance on statist and inward-looking growth strategies resulted in massve pulic sedor
deficits, accderating inflation and econamic stagnation. Pervasive growth o the state
eventualy brought pubic expenditures to abou 50% of GDP. Although industrial
promotion programs were initially popuar among the growing pod of urban workers, they
ultimately led to an orerous taxation d agriculture, Argentina s prime source of wealth,
and contributed to major redlocaion d resources. The debt crisis of the ealy 1980s led
the government to resort to money creation to med financial resporsibilities. To avoid a
growing inflation tax, Argentines withdrew their resources from the financial system,
saving and investing abroad at record levels. Econamic stagnation ensued. By the end d
the 19805, labor productivity had fallen, social services and basic infrastructure had
deteriorated, and powerty had become aserious and growing problem. When the Menem
Administration took dficein July 1989, Argentina was gripped by recesson and monthly
inflation d upto 200 @rcent. During the 1990s the murtry underwent a market-oriented
transformation that creaed the expedation d renewed prosperity. Sadly, after amost a
decale under the illusion that things had started to change, the @unry has recently
regressed to its historicd downward trend.

Political Institutions. Argentina is a federal repulic, with a presidential form of

government and a bicamera legislature. The members of the Chamber of Deputies

% The National Constitution was sanctioned in 1853 and reformed in 186Q 1866, 1898, 1949, 1956, 1957,
1972 and 194. Argentina had a very interrupted democratic history since 193Q Military dictatorships ruled
the country in the periods 19301932, 1943-1946, 19551958, 19621963, 1966-1973 and 1976-1983
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(currently 257) are dected from 24 multi-member districts, the 23 provinces and the
federa capital, for four-year terms. The deputies are dected from closed party lists using
the D'Hond divisor form of proportiona representation. One-haf of the Chamber is
renewed every two years, with every district renewing one-half of its legislators. The 24
jurisdictions snd to the national congess a number of deputies in proportion to their
popuations. The Argentine system tends to strongly over-represent the smaller provinces,
through afloor of five deputies. Until the 1994 Constitutional reform, all the districts were
represented by two senators, elected indiredly for nine-year terms by the provincial
legidlatures, using the plurality formula. The new Constitution introduced a third minority-
party senator for each province, as well as the direct election d senators, which went fully
into effed in 2001.

Provinces.  General/Political.  Besides pdliticd powers, subretional and local
governments have ample nstitutional independence in fiscd and spending functions.
Furthermore, electoral rules and party statutes and practices make provincial governors (as
regional party leaders) individualy and colledively very powerful adors in national
palitics.® As| will describein more detail | ater, this feaure interacts with alarge degreeof
federa fiscd imbalance which makes provinces very dependent on “common-pod” funds,
creding very particular incentives for exchanging votes in national congressfor money to

the provinces.*

Provinces. Economic/Demographic. The provinces have diverse geographic and
demographic charaderistics. The province of Buenos Aires is by far the largest, with
amost 14 million people. Then there ae @ou three jurisdictions with around 3million
people each (Cérdoba, Santa Fe and the City of Buenaos Aires). Mendaza has 1.6 million
inhabitants, followed by 7 provinces with popdations in the 0.8-1.3 million range.
Ancther 12 jurisdictions have popuations that range from 200.000to 620.000. Finally,

% SeeJones, Saiegh, Spill er and Tommasi (2001and 2001b) and Spill er and Tommasi (2007).

* Each province has a lower level of government, municipaliti es, which have their own elected mayor and
legislative body; they differ substantially in size and importance Ead province has autonomy to organize
its territory into locd municipal jurisdictions, acmrding to its provincial constitution and supplementary
provincial laws. There ae gproximately 2150 municipaliti es and towns in Argentina. The legal autonomy,
expenditure responsibilities and financing arrangements of locd government vary aaoss provinces.
Municipal governments are responsible for about 7 to 8 percent of total public expendituresin Argentina. In
most cases their adivities are restricted to traditional urban functions of locd stree maintenance, stred
lighting, municipal parks, and solid waste disposal.



there is Tierra del Fuego, at the tip of the continent with about 100.000 inhabitants. The

level of economic development varies dramatically aswell. The high population provinces

are at the top of the scale, while other provinces are blessed with particularly strong natural

resource bases (prime land in the humid pampas, or the oil riches of the south). Thereisa

concentration of lesser-developed provinces in the north.

In addition, even in the more

developed regions, migration has led to pockets of poverty (for example, in the province of

Buenos Aires, there are densely populated slums outside the federal capital ).’

Tablel
Basic Characteristics of the Argentine Provinces

GDP % of Population Geographic Unempl. Infant

Population  percapita population with NBI area Rate  Literacy Mortality
Province (2001census) (estimated 1999 with NBI (thousands) (km2) (May OI) % per 1,000
CABA. 2,729469 15634 81 21 20C 134 P2 14.7
BuenosAires 13,755,993 8325 17.1 2,352 307571 168/190 974 208
Catamarca 330,99 4,887 282 B 102,602 2.3 e 510 264
Cordoba 3,052,747 6,132 151 461 165,321 127 XB.E 194
Corrientes 926,989 5539 314 201 88,196 168 &7 26.1
Chaco 978,956 5967 39k 387 99,633 13 87€ 3HA4
Chubut 408,191 6,303 21.¢ 8 224,686 132 AS 18C
Entre Rios 1,152,090 6,447 20€ 237 78781 14.1/185 A€ 195
Formosa 480276 4.520 301 191 72,06 126 RNE€ 314
Jguy 600,048 3812 35.5 216 53219 186 2.1 244
LaPanpa 208772 7,633 13E 40 143,44C 133 BE 124
LaRioja 287,094 5836 27.C 78 89,65C 139 o516 25.7
Mendoza 1,573671 6,511 17.€ 277 148827 1C HAS 175
Misiones 961,274 4,721 33€ 323 20,801 4.1 QNE 24.1
Neuguen 471,825 6,464 214 101 HAO07E 152 RBg 157
Rio Negro 519204 6,053 232 127 208,013 11.3 9B.7 162
Sta 1,065,291 3836 37.1 3% 155488 17.1 R.3 25.5
SandJduan 617478 6,341 19& 122 89,661 14.8 B3 21.€
San Luis 367,104 6,367 25 9 76,748 161 B3 20€
Santa Cniz 196,876 6,278 14.7 29 243943 14 97t 12.€
Santa Fe 2975970 7,061 17€ 524 133007 164/202 B.C 157
0. del Estero 795,661 4,260 382 3 136,651 182 RN04 17.1
Tucuman 1,331,923 495 277 330 21,571 184 AE 28¢&
T. del Fuego 100,313 7,682 24 2 22,524 107 RBE 97
Total 36,027,041 7,72 ¢ 7,160,381 2,780,440 166 9%B.( 20.¢

Note: NBI stands for “unsatisfied basic needs,” a commonly used measure of poverty.
Source: World Bank, NDEC, and authr computations.

The members of the national and provincial Courts of Justice are nominated by the Executive Powers and

respectively appointed by the Congress and the provincial legislatures.



|. 2. Fiscal Federalism

Revenue. Although the Argentine Constitution establishes substantial room for subnational
taxation, in practice provinces have delegated to the national government large amounts of
revenue raising responsibility (income, sales, excise and fuel taxes), leading to the situation
depicted in Table 2

Table2
Revenues year 2000 (per centage of total)

L evel of Gover nment
Federal Provincial Municipal Total
Income tax (personal and corporate) &

capital gainstax 19% 19%
Social Security contributions 21% 21%
Good, services and transaction taxes 38% 10% 0.1% 47%
Wealth tax 2% 4% 0.3% 6%
Trade taxes 3% 3%
Other 1% 3% 5%
Total 83% 17% 0.4% 100%

Soending. The resulting revenue concentration contrasts with a spending decentralization
process whereby the responsibility for key social functions is in provincia hands. The
only activities that are the exclusive competence of the national authorities are those
associated with defense and foreign affairs. In the areas of economic and socia
infrastructure, the national government shares responsibility with the provinces, while the
latter have exclusive competence in primary and secondary education and loca
(municipal) organization and services. The Congtitution defines a broad area of public
services for which national and provincial authorities can both participate in legislation and
public service provision, though the tendency in the last two decades has been for the
national government to decentralize the direct operation to the provinces. Thus the
provinces are currently in charge of most of the socia expenditures (including basic
education, health services, poverty programs, housing) and also economic infrastructure.
In spite of that, the national government maintains significant regulatory power in many of
these areas and directly manages many programs within these sectors, such as social
security, income support to the poor, and complementary educationa programs subsidizing

the poorest schools. Table 3 shows the assignment of responsibilities.

® The rich province of Buenos Aires has about 1/3 of the poor in Argentina.
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Table 3.
Expenditure Assignments of Federal, Provincial, and Municipal Governments

Expenditure Delivery of Service  Financing Regulatory Powers
Defense F F F
Environmental policy F, P, M F,P,M F,P,M
Educdion
Primary P, M P,M F,P,M
Seoondary P P F,P,M
University F F F
Foreign affairs F F F
Hedth F,P,M F,P,M F,P
Hedth insurance F,P F,P,M F,P
Immigration policy F F F
International trade F F F
Interstate trade F F F
regulation
Justice F,P,M F,P,M F,P,M
Monetary policy F
Public safety
Prisons F, P FP F,P
Police F,P F,P F,P
Roads F,P,M F,P,M F,P
Socia housing P F, P
Socid welfare F,P F, P FP
Transport
Sea F F F
Rail (passengers) P F F, P
Air P F,P
Unemployment F F F
insurance

Note: F = federal level of government; P = provincial level of government; and M = municipal level

As we can seein the next table, subrational governments are resporsible for aimost 50%

of the total consolidated pubic sedor expenditures.®

® Regarding the overall extent of involvement of government in the production of goods and services, it has
diminished abruptly in the 90's after the e@nomic reforms (described in more detail in sedion 1), espedally
through a reduction at the national level. It dropped from 4.27% of GDP (22% of total spending of the
National Government) in 1990to 0.56% (3%) in 2000 The largest component of this dropisin the Energy
and Fuel sedor. On the other hand, the share of ecnomic adivities in provincia government spending has
been relatively constant, at about 1% of GDP (10% of total provincia public spending).
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Table4
Expenditure by level of Government
Y ear 2000 (percentages)

National Provincial
Govermmment  Goverments Municipalities

Total Expenditure 52 40 8
Administration 39 46 15
Services 31 52 17
Debt Service & 15 1
Social Expenditure 51 41 7
Education 20 78 3
Headlth 50 44 6
Water 15 & 0
Housing 1 9 0
Social Assistance 25 53 23
Pendsions 1S 0] 20 0
Employment 91 9 0
Other Services 65 12 23

Source: Ministry of Economiics

Transfer System. Given these expenditure decentralization and tax centralization, a high
degree of vertica fiscal imbaance results. In 2000, for example, 56 percent of total
resources received by the provinces came from the common pool of national taxes, while
only 44 percent was financed directly by provincia revenues. Figure 1 shows the

percentage of total revenues coming from central sources, by province.



Figure1: Vertical Fiscal Imbalance

Vertical Fiscal Imbalance

0% 10% 20% 30% 40% 50% 60% 70% 80% 90% 100%
National Resources / Total Resources

Figure 1 indicates not only that the verticd fiscd imbalance is in genera quite large, bu
also that it is quite asymmetric anong provinces. Fifteen of the 24 provinces finance less
than 3% of their spending with their own resources.

Argentina aldresss this large vertical fiscd imbalance through a wmmplex system of
intergovernmental transfers. The most important comporent of this system is the tax-
sharing agreement (TSA, called “Coparticipacion”), which is the processby which part of
the taxes colleded by the central government are reall ocated to the provinces. Over time,
the system has tended to redistribute in favor of the most backward and low-density
provinces, in large part due to their overrepresentation in the national Congess Even
though in a general sense the pattern o redistribution goes “in the right diredion”, it is
very far from being objective and transparent.

The last Coparticipation Law, sanctioned in 1988, established a set of taxes to be shared,
that the federal government retains 42 percent of the revenue from these taxes, while 57
percent is distributed among the provinces and the remaining 1% is st aside “to finance
unforeseen crises in the provinces’.” The law also set the percentages of “secondary”
distribution, i.e., the share of that 57% going to each of the provinces. That law has been
supdemented by severa other laws regulating the distribution and destination d some

" Sedtion Il provides more detail s.
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spedfic taxes that finance a set of predetermined activities. In the erly nineties there were

severa important changes introduced through “fiscd pacts’ that will be explained in more
detail later in the paper. In 19921938 the national government was able to oltain a 15%

reduction in the anourt to be shared with the provinces, in order to finance the deficit of

the pension system, which grew substantially as a cnsequence of socia security reform

(described in Section II1).

These various reforms introduced new types of transfers besides Coparticipation per se.

Additionally, a variety of special channels link some fractions of spedfic taxes to spedfic,

often econamically unrelated, spending purposes. Figure 2 depicts Argentina's  cdled
federa fiscd labyrinth as of 1997.

The provinces cannot
receive, from 1996 on, an
amount less than that
received during 1995
under federal
coparticiaption of taxes,
according to law 23.548
and modifications to the
income tax and the first
and second Fiscal Pacts

pre-deduction

Figure 2: Federal Fiscal Labyrinth
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The 1994 Constitutional reform stipulated that a new tax revenue-sharing agreanent had to
be dedded and pu in paceby January 1%, 1997. The mnstitutional mandate remains
unfulfilled. In the 1999 and 2000fiscal pads, the (then new) national government
promised to the provinces ome fixed-sum transfers and some minimum revenue
guarantees, asauming the role of residua claimant. These dauses were violated by the
national government during the 2001 crises, and the grievances over those obli gations were
a ompoundng fador in the pdliticd stalemate leading to the demise of President De la
Rua and to Argentina defaulting on its debt in late December 2001.

Borrowing.®2  Within Argentina's federal structure dl | evels of government are generally
permitted to barow both damesticdly and abroad. During the 198G bath levels of
government borrowed extensively, refleding the weak fiscd management of the period. In
addition, bah acaimulated sizable arears on payments of wages and pensions, to supdiers
and for debt service (During the 199Gs the federal government tried to consoli date thase
arrears; the deaance operation added upto atotal of 9 percent of 1995GDP). °

Provincial state banks had in most provinces alegal status that makes them very dependent
on the provincial exeautive power. Thus in practice they aded as cgptive sources of
financing. Inthis $nse, the provincia government banks were mnsidered to be &in to the
central bank of eadh province: they provided funds to the provincial governments upon
demand and, in turn, recéved rediscourts from the Central Bank.’® Given their portfolio
of bad assets (resulting to a significant extent from lending to provincial governments)
provincia banks were among the prime @andidates for restructuring and consolidation,

process that was accderated after the 1995 Tequila crises induced a run against most

8 Please note that this description of the system is based on its workings before the caastrophe of late 2001
Argentina has entered a paliticd and economic twilight zone, and it is very hard to predict what monetary,
financial, and fiscd system Argentina will have & the end of this process Several of the statements in the
text might no longer be true by then.

® In many provinces, the provincial Constitution imposes sme restrictions on the borrowing ability of the
government. In some jurisdictions it requires an extraordinary legislative majority to approve new debt; they
also impose restrictions on the level of indebtedness and on the use of debt. Nevertheless, often these
restrictions are not fulfill ed, and in many provinces they are too loose to be binding (Braun and Tommasi,
20@). It is not surprising then to find that borrowing limits have little effed on the fiscd behavior of
provinces (Jones, Sanguinetti and Tommasi 1999. As a meatter of fad, it seems that the dfediveness of
rules for sub-national indebtednessis also quite limited in the Colombian case, in spite of what looks like a
fairly sophisticated “traffic lights’ system. Echevarria, Renteria and Steiner (2000 show that 17 aut of 27
departments, and 13 ait of 26 municipalities are adually in red. See Braun and Tommasi (2002 for an
argument against the use of “rules’ when there is not an adequate governance structure for their enforcement.
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provincia financia institutions. Asof mid 1999 oy eight provincial banks remain in the

hands of the provincia pulic sedors.

There ae no ex ante limitations on the aility of provinces to barow from commercia
banks. The main steps taken throughout the 1990’ s consisted in the (almost) elimination o
the provincia banks as urces of credit to the provinces. The 1991 convertibility law
ended the aility of provincial banks to rely on the central government as a lender of last
resort. The central bank can nolonger discourt any loans from provincial banks.

Provincial bonds and some provincial loans are subject to ex ante federal government
controls. Bonds have to be reviewed and registered by the Ministry of Econamy, which
reportedly exercises this role with a light touch (Webb, 199). There have been even
some bond issues on the international market withou prior review by the Ministry of

Econamy.

The borrowing control medhanisms now center on the arangements that the provinces
make to coll ateralize their debt. Usually this is dore with a pledge of coparticipacion as
collateral. These ae generally handed by the Banco de la Nacidn, which is a semi-
autonamous federal agency that, among other functions, handes the distribution o
coparticipacion to the provinces.™* Provinces with a weak credit position have to give an
irrevocable instructions for Banco de la Nadon to deduct the debt-service payments up-
front from their coparticipacion. Provinces with a stronger credit rating are ale to satisfy
their creditors with alessonerous pledge, namely that the creditor can coll ect from Banco
Nadon ony if there is a default in payment. Table 5 shows the percentage of tax-sharing

revenues that iswithhdd for this purpose from each province.

1% For example, those rediscounts amounted to over 2 percent of annual provincial spending during 1983
1990
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Table5:
Per centage of revenues from coparticipacion withheld from each province

1997 1998 1999 2000
Buenos Aires 1 1 1 2
Catamarca 51 52 48 57
Cérdoba 25 15 3 3
Corrientes 33 48 60 55
Cham 19 20 33 39
Chubut 12 14 51 29
Entre Rios 19 19 21 23
Formosa 31 25 62 68
Jujuy 61 71 59 92
La Pampa 2 2 2 2
LaRioja 80 77 60 51
Mendoza 44 45 53 60
Misiones 26 22 40 49
Neuquén 24 2 2 9
Rio Negro 88 97 99 97
Salta 49 54 66 73
San Juan 35 33 34 41
San Luis 22 22 21 27
Santa Cruz 1 2 6 5
Santa Fe 2 2 7 4
Sgo.del Estero 59 67 47 37
Tucuman 76 96 91 85
Tierradel Fuego 42 33 47 38
Total 27 28 30 32

Source Ministerio de Economia

During 2001 and 2002,there was a large increase in the emisson d provincia bonds,
quasi-money, to pay wages and aher inpus, which amounts to more than $ 5000milli on.
This operation was garted by several provinces, most notably Buenos Aires, and it was
followed by an attempt of the national government to coordinate the process leading to a
“federal” provincial bond (LECOP) of national circulation. These “bonds” might be a
thred to the possble re-establi shment of monetary and fiscal sustainabili ty in the future.

[l. Market-Oriented Reforms of the 1990’'s: The Federal
Connection

In the 1990’s Argentina lived through a process of sweeoing transformation in some

eqonamic institutions and pdi cies, an experiencethat has been regarded in the literature (at

! There were times at which the central government would delay payment of shared taxes (espedally during
inflationary times.) Several complaints and struggles eventually leal to this more auttomatic system.
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least until recently), as a salient case of radicd and “unconstrained” reform. Yet, a doser
scrutiny of the processand its outcomes portrays that the buil ding and maintenance of the
paliticd suppat for the reforms determined the pace, depth and charaderistics of the “new
palicies and institutions.”  The idiosyncrasies of Argentina's pdliticd ingtitutions and
paliticd configurations, including prominently the federa dimension, condtioned the

coaliti on-buil ding strategy, and hence the outcomes.

The 1989 emnanmic aisis provided the incentives that led President Menem to initi ate the
reforms, and triggered a series of delegation petterns conducive to the aoption d the
reform agenda. Yet, the pdliticd and institutional process of implementing these reforms
left a heavy imprint on the outcomes. Even in the ontext of a favorable partisan
compasition d key institutions as Congress with high concentration o padliticd power,
there were limits st to the reforms by the alition that combined ecnamic interest
groups with the (badkward) provincia base of eledora suppat of the Peronist party.
These limits were trandated in concessons of design and sequencing. Though many
feaures asociated with a state-led model were dismantled, some “illi beral enclaves” were
left in the labor market, in the hedth market, and (quite relevant for this paper) in the

provincia ecnamies and intergovernmental arrangements.

I1.1. The Reforms

The Argentine process of the 1990s has been defined as a succesdul case of radicd
eaonamic reforms. For instance Rodrik (1993, p 356) argues that “... reforms had already
gone further than those alopted over a period d decales in the outward-oriented East
Asian courtries which long served as the example of choice for courtries like Argentina.”
However, when comparing the results from each pdicy area with the set of
recommendations derived from the Washington Consensus, we have to qualify that
statement.'> Lora's (1997 index of structural reform illustrates the point. Argentina
performed particularly well (on average) during the 1983-1993 period, comparing with the
rest of Latin America (Figure 3). But its disaggregated performance in dfferent palicy
aress, ill ustrated by sub-indexes, presents arp variations. In particular, Figure 4 indicates

that labor market reform and fiscd reform lag behind the Latin American average. It is

12 For simplicity, we follow the standard definition of the Washington Consensus as the reform blueprint
against which actual achievements are measured. Many analysts (including this author) have been criticd of
that Consensus; seefor instance Naim (1999 and Acufiaand Tommasi (1999.
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worth naing that one of the limitations of Lora's

index is that it does not include the

subrational dimension, a the qualities of intergovernmental arrangements. (That is not

Lora's fault, since thase comporents were not explicitly included in the “ten initial

commandments”).

Figure 3: General Index of Structural
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The transfer of office from President Alfonsin to President Menem was moved forward by
six month due to a (then) unprecedented econamic and socid crisis. Upontaking officein
July 1989, the new administration pessed through Congress far reaching legislation
(Economic Emergency Law and State Reform Law) delegating reformist powers to the
exeautive, sidestepping the neal for Congessona intervention. The State Reform Law
allowed the Exeautive to privatize most state-owned enterprises. Early privatizations and a
deepening of trade liberalization were the most notable outcomes of the first stage of
reform. Yet, stabilization duing this period failed, resulting in renewed inflationary
episodesin 1990and the resignation d two Ministers of the Econamy.

The Conwertibility plan of 1991 marks the beginning of a second stage during which most

of the structural reforms were enacted: monetary paicy (Conwertibility Law and Central
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Bank independence),’® fiscd reform (simplification o the tax system and strengthening of

the tax colledion agency), liberdization d domestic and externa markets, and

strengthening of the privatization program.

reform measures.

Table 6 provides a summary of the main

Table 6
Calendar of themain policy reforms since mid-1989 to 1998
Yea Monetary and Fiscd Policy Trade Policy Privatization Deregulation
Financial Policy
1989 - Elimination of - Suspension of industrial - Raisein exports
restrictions on promotion subsidies, raise | duties and reduction
currencies inpublic fees. inimports' tariffs.
transadions. - State cmpanies audit; - Suspension of cash
- Bonds mechanisms for their payment of exports
reprogramming. privatization refunds.
- VAT generdiztion and
reduction in the rate (15%
to 135%); Income tax:
reduction in rates.
1990 - Bonex Plan - "Single cah" for State - Raisein exports - Telephones.
companies. duties and reduction | - Airlines.
- Reduction in the aeaof of imports' tariffs. - Petrochemicds.
Central Administration. - Mercosur - Air, ail, and
- Raiseintaxeson deliberation. roads concessons.
companies asstsand VAT
(to 156%), extension of
VAT's taxable base;
derogation of taxes on
cgpital, net worth and ather
of leser importance.
1991 - Convertibility Law | - Wipe out of the state's - Elimination of - Telephone - State entities
debt law. most of the exports' | companies stock | dissolution.
-VAT raiseto 16 and later, | duties. sae. - Cargo transport
to 18%; Personal Assts - Reductionin - Association deds
Tax is creaed. imports' duties and concessons
- Nation/Provinces (scaesof 0%, 11%, | for fuel extradion.
agreement: services and 22%). - Railway
tranfers. - Temporary imports' | concesson..
regime.
- Mercosur's
Constitution Treay.
1992 - Central Bank - Extended Fadliti es - Raiseonimports | - Gastransport and | - Mining
Charter. Agreement with IMF statistics tax. distribution. - Pharmaceuticd
- Financial - Extension of VAT's - Raisein refunds. - Water supply. products.
Ingtitutions Law taxable base; Income tax: - Advancein - Elearicity - Car transport.
Reform increase in rates. Mercosur supply. - Ports law
- Authorizationsto | - Nation/Provinces preferences system. |- Iron and sted
congtitute reserve agreement: minimum companies.

requirementsin
ddlars.

monthly income from
Nation warranted.

31t isasad paradox of Argentine palicy-making that the achitect of these measures, Domingo Cavallo, was
the same Minister of the Economy that ten yeas later, in 2001, was to start dismantling bath Convertibility
and Central Bank independence.
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- Regularization of debt to
retirees.

1993 - Brady Plan - Sanction of Retirement - Agreement for the |- YPF (energy
- Prohibition of System Reform. Common External company)
depasits for lessthan | - Natior/Provinces Tariff (Mercosur); - Hydroeledric and
30 days. agreement: Tax structure tax free ones thermic stations.

- Mutual Funds Law. | coordination. regime. - Elearicity

- "Seauriti zation" - Income tax modification. transmission.

rules. - Railway and
subway
concessons.

1994 - Financial - Reduction in employer - Definition of - Power stations.
Ingtitutions Law contributions. "Common External | - Eledricity
modificaion: equal |- Put in operation the social | Tariff" in Mercosur. | distribution.
treament for seaurity system. - Gastransport and
domestic and foreign distribution stock
capital. sae.

1995 - Central Bank - Increasein VAT rate: - "Common External | - Power stations.
Charter 21%; extension of taxable | Tariff" inforce - BahiaBlanca
modification. base of Income Tax and - Raiseinimports Petrochemicd.

- Fiduciary Funds Personal Assets Tax. tariffs.

- Depositsinsurance | - Partial and transitory - Reductionin
elimination of the reduction | exports refunds
in employer contributions.

1996 - Modification of the | - Employer contributions - Modification of - Provincia banks.
Financial Institutions | reduction. maximum refunds
Law:legd - Raisein fuel taxes; extra and intra-zone.
framework extension of Income Tax - Suspension of
applicable to the base. refundsto the
assets and liabiliti es | - Modification of family production of capital
of liquidated alowances regime. goodk.
financial ingtitutions.

1997 - Raiseinliquidity |- RaiseinIncome Tax rates. | - Raisein external - Post Office

1998 reguirement. - Tax Reform: reductionin | tariffs, derogation of | - Airports
- Mercosur: rulefor | social obligations; reduction | statistics tax. - Transfer
the operation of in VAT rate (21%to mecahanism of
banks of one untry | 10.5%) for basic dimentary nuclea stations.
in the market of products; VAT's base - Congressional
another. expansion to exempt approval to salethe

products: 10.5% for céble Banco Hipatecaio
TV; 21% for private hedth Nadonal.

care services and graphic

advertising; raise in internal

tax.

- Labor Law reform.

Source Heymann (2000

I1.2. The Politics of Reform?**

The cae of Argentina has attraded a lot of attention, among other things, because the
reformist government was not only democratic, bu aso based on a popdist party,
traditionally associated with state-centered and inward-looking econamic pdlicies.
According to Rodrik “it is ironic that these reforms were instituted under a Peronist
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president, Carlos Menem, since Peronism has been virtually synonymous with popuism
and potedionism.” (1993, p. 35k

The aisis experienced by Argentina towards the end d the 1980’ s forced the President to
embark in adions leading to econamic stabili zation, a wlledive goodwhose stakesrose in
this context. Unlike subretional governments, the National Exeautive is the only pdliti cd
ador in the Argentine institutional framework that is elected by a nationwide nstituency,
and thus has “more encompassng” interests. Hence, it is the only one who might possbly
initi ate such reforms. But why did Carlos Menem embark onthat reform process?

As Geddes (199%) and Torre (1998) among others have reaognized, the primordial interest
of the pdlitician is the surviva of the structure from which he/she derives power.
Consequently, a aisis of a magnitude that puts at stake this gructure generates the
incentives to embark in adions leading to ensure its survival, even if it imparts costs to
his/her constituency.™® Also, at the time of initiating the reforms, the popuation was more
tolerant to experimenting aternatives than at other paints in time. The urgency of the
situation also lead to a series of delegation patterns'® that also increased the chances — and
hence the expeded pditi cd payoff — of implementing wide dianges in pdicy orientation.
There was awindow of oppatunity for “some” deep pdicy changes. The “content” of the
reformist agenda was determined by the ideas that scholars, pdicy makers and the
international community shared. After the 1982 abt crisis, a new consensus of the caises
of the recurrent crises and pcsgble solutions for Latin American econamies, the so-cdled
Washington Consensus gained popuarity.)” Some mntextua condtions, such as the
horneymoon effed, blaming the previous government for the aisis, and a favorable
international atmosphere did fadlitate the reform process'® But there were crucia
paliticd andinstitutional feaures, to which we turn now.

1% This and the next section are based largely on Bambad, Saront and Tommasi (2000), and references there,
espedally Gibson and Calvo (1997).

15 “Given the instability that led to his initial eledoral victory, Menem's rededion prospeds depended
largely on his ability to deliver maaoemnomic stahility, a mlledive good that he, as the only pdliti cian
eleded in the nation-wide dedoral district, was uniquely poised to deliver. ... “Menem’s successful attempt
in 1994to change the mnstitutional limit of one presidential term attests to his grea interest in re-election
upon taking officein 1989..” (Eaton, 1997, p. 106).

1 Analyzed in some detail in Bambad, Saront and Tommeasi (2000).

" For a more ededic view of such a mnsensus e for instance Naim (1999 and Acufia and Tommeasi
(1999).

18 At this point, Menem's credentials as a Peronist had a double dfed. On the one hand, they generated a
major disruption, in as much as the padlicies he was propaunding constituted a dramatic bre&k with the
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The partisan dstribution, the delegation d legislative faaulties to the Exeautive, and hs
control over the Supreme Court, as well as the use of certain resources of dulbious
constitutionality enabled the Exeautive to concentrate palitica power. The dectoral results
throughou Menem’s presidency were favorable to the party in government (Table 7).
Favorable dectoral results were mirrored in the resulting distribution o institutional
power. Between 1989and 1997 the Peronist party was entitled to the plurality of sedasin
both Chambers of Congess as well asto alarge fraction d the provincial administrations
(Tables 8, 9,and 10).

Table 7
Electoral Results, 1989-1997
1989 (b) 1991 (a) 1993 (a) 1994 (c) 1995 (b) 1997 (a) (d)

PJ and allies 46.60% 40.40% 43.10% 38.80% 49.90% 36.30%
Alianza - - - - - 36.30%
UCR and allies 33.10% 29.10% 30.20% 20.50% 17.00% 7.00%
Center and Provincial Parties 12.00% 16.20% 18.00% 11.70% 0.50% 9.20%
Left and Center Left Parties| g g0, 10.50% 3.10% 16.70% 30.70% 5.70%
(including Frepaso)

Others 1.80% 3.80% 5.70% 12.20% 1.80% 5.50%

(a) Legislative elections.

(b) Legislative and presidential elections.

(c) Elections for Constituent Assembly.

(d) Votes for the Alianza excluding those corresponding to UCR and Frepaso in districts where they presented separate tickets; votes for left
and center left parties including those of the Frepaso — when they presented different tickets- and others parties. Adding the votes
corresponding to UCR, Frepaso and Alianza the total would be 45.6%

Source: EIU (1998)

populist policies Peronism traditionally emboded. This bre& produced resistance and criticism inside the
party, yet bath the intellectual efforts devoted to “rebuild” the Peronist identity as well as the concessions
used to construct suppart, helped moderate these tensions. [For an insightful analysis of labor-based parties
adaptation to contemporary processes of social and ecnomic change, drawing on an analysis of the Peronist
case, seelevitsky (1999.] On the other hand, it was on behalf of his paliticd credentials that Menem was
able to huild the aquiescence of popular sedors related to Peronism. This “Nixon goes to China” effed is
analyzed in Cukierman and Tommasi (1998 and (1998h).
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Table 8

Partisan Composition of the Chamber of Deputies 1987-1999

Political Party Deputy Periods (1)
1987-1989 1989-91 1991-93 1993-95 1995-97 (3) 1997-99
% % % % % %
Partido Justicialista 42.9 50.0 50.2 50.2 521 46.7
Union CivicaRadicd 46.1 37.0 33.1 32.7 26.9 26.5
UCeDe 2.8 4.7 2.0 2.0 0.8 0.4
Center-Right Provincial 5.9 7.1 9.3 9.3 8.2 105
Parties
Center-Left and Left Parties 2.4 1.2 2.0
MODIN 1.2 2.7 1.6
Frepaso 3.1 9.7 16.0
Tota 100 100 100 100 100 100
seats 254 seats 254 Seats 254 seats 254 seats 254 seats 254
(1) Deputy periods begin on December 10 of each odd year and end on Dec. 9 of each odd year.
Source: Jones (1998)
Table 9
Partisan Composition of the Senate, 1986-1998
Political Party Senate Periods (1)
1986-1989 1989-1992 (2) 1992-1995 1995-1998
% % % %
Partido Justicialista 45.6 54.4/54.2 62.5 55.6
Unién Civica Radical 39.1 30.4/29.2 22.9 29.2
Center-Right Provincial Parties 15.2 15.2/16.7 14.6 13.9
Frepaso 1.4
TOTAL 99 100 100 100
46 seats 46/48 seats 48 seats 72 seats (3)
(1) Senatorial periods begin on Dec. 10" and end on Dec 9" every 3 years
(2) In 1990 the then territory of Tierra del Fuego achieved provincial status. The province elected two senators in 1992.
(3) The number of senators should be 72 (3 or each province and 3 for Buenos Aires City) the difference arises because there are
some seats corresponding to Catamarca still vacant.
Source: Jones (1998)

Note for tables 2 and 3: All sea totals are based on eledion results and donot acount for minor sea changes
due to defedions during the cmngressional term of a deputy or senator. These defedions are however
relatively infrequent and minor in scope. For the PJ in a few instances parties, which represent PJ splinters at
the provincial level, are included with the PJ total above. Finaly, included with the PJ and UCR totals are
those candidates elected on the PY/ UCR lists. In a few isolated cases members of the PI, PDC and ather
parties have been elected on the ticket. This phenomenon is less common for the UCR, but occurs on
occasion. Center-Right Provincial Parties effedively compete in only one province They tend to occupy the
center-right/right portion of the ideologicd spedrum. The totals for FREPASO include deputies eleded from
parties (Frente Grande, Unidad Sociali sta), which later joined together to form Frepaso.
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Table 10
Partisan Composition of Provincial Governments, 1987-2003
Party 1987-1991 1991-1995 1995-1999 1999-2003

Partido 17 14 14 14
Justicialista

77.30% 60.90% 60.90% 60.90%
Unién Civica
Radical 2 4 5 7

9.10% 17.40% 21.70% 30.40%
Prov_incial 3 5 4 5
Parties

13.60% 21.70% 17.40% 8.70%
Total 22 23 23 23

100% 100% 100% 100%
Source: Anuario Clarin,

In addition Menem did frequently use decrees of “necessty and ugency” and line-item
vetoes in his bargaining with Congress The favorable partisan composition at key
ingtitutional nodes was furthered by a law that increased the number of members of the
Supreme Court from 5 to 9. Through this device Menem was alowed to appant (with
agreament of the Senate) four judges. When ore of the previous judges resigned in protest,
Menem was granted the oppatunity for a fifth appantment.’® This power compasition
implied that several of the pivotal pdliticd negotiations were with adors within the party,

most notably, unon leaders and provincia powers.

Contrary to some superficia readings of the pdliticd ecnamy of reformsin Argentina, the
eoconamic reform processwas not carried ou by an Exeautive power in isolation d social,
politicd and ingtitutional adors. Rather, reforms were the product of a series of
transadions between the Exeautive and some key actors (mostly within the governing

coalition) at every step o the process

In Bambad et a (2000) we sketch a vote-buying theory to explain the doices of the
Exeautive throughou the reform path. We can think o the Exeautive & fadng a price
schedule for legislators' vote in favor of his desired pdicies.?® The spat price to be paid

' For a longer historicd analysis of politicd interference with the Supreme Court and its effeds, see
laryczower, Spill er and Tommasi (200J).

2 In the present acmunt we focus on legisative aaliti on building, sinceit is the main channel through which
the federal connedion has operated. In a broader acount, we should also include aenas other than the
legislature, and pditicd instruments other than legislative votes. For instance, in Bambad et a (2000 we
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will depend on the intertemporal pdliticd linkages between the President and ead
legidlator or group d legislators. These linkages in the Argentine case ae mediated by
provincial party leaders, espedally when those wincide with the provincial government
(which is almost always the case in Argentine provinces whenever the party isin charge of

the provincial Exeautive).?*

Chegpest votes (probably price zero, or even negative) will be those of actors who drectly
benefit from the reform padckage. From the actors who do nd benefit from the package,
the degest votes will come from those legislators with whom there are credible
intertempora reward medhanisms. These mecdhanisms will i nclude future gopantments in
the exeautive or in the party. Legidators from the same party will be first in line,
legislators from small i ndependent parties will come seand, and legislators from the main
oppdasition party/parties will be the most expensive. The spot currency used to buy votes
might include outright bribery, pdicy benefits to the relevant (mostly provincial)
constituency, or exemptions faring reforms costly to the relevant (mostly provincia)

constituency.

Which vaes are actually purchased ou of this shedule will depend onthe rules of the
game (for instance, what is the required majority), and onthe adua compasition d the
legidlature & the time of the reform. In the Argentine cae under Menem, it turns out that
the pivotal votes where some in the Peronist party (from provincia blocks and from union-
related legislators) as well as ome of the small provincia parties.

In the next sedion we explore the logic of the mncessons and relate them to the broader

isaues of federalism that are the focus of the paper.

11.3. The Federal Connection

In Jones et a (2001) and (2001b) we provide detailed evidence showing that national
legidlators are wed players in the Argentine pdliticd game. They last little in Congress

describe how key business groups were brought on board through benefits in the privatization process and
how friendly union leaders were given cozy jobs, as well as assurances that the main sources of union
funding (mostly the “Obras Sociales’) would be maintained. Obras sociales are union-administered sedoral
welfare organizaions, which play a major role as insurers and providers (this latter role is dedining) in the
hedth market.

%L For more detail s on this sseJones, Saiegh, Spill er and Tommasi (2001and 2001b) and references there.
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(the mode is one term), they do nd develop specific palicy expertise, and they have little
incentives to cultivate a personal vote?> As we put it in the (2001) paper, national
legislators are professonal pdliti cians but amateur legislators, and their pdliticd careers
and incentives have avery strong subretional drag. To pu it sucdnctly, they are pawns of

their provincia party leadership.

The lists of congessonal candidates that are presented to the voters are made up at the
provincial level, using a variety of medanisms, most of them driven by the locd pdliti cd
elite. De Luca, Jones and Tula (2000 show that the dedsion to hdd a primary depends
first and foremost on whether or nat the party controls the governorship at the provincial
level, and secondarily on whether or not the incumbent governor is eigible to seek
redection. As governors are likely to bear a disproportionate share of the @sts of any
divisive primary, they have both the incentive to and means by which to arrange a
negotiated list of candidates. The governor shoud be &le ather to impaose his or her
candidates, co-opt potential opporents, and/or succesully negotiate an agreament with
other party fadions. In contrast, when the provincial-level party isin the oppasition at the
provincial level, the resources at the disposal of its leader are minimal in comparison to
those of a governor. Hence, the aility of this party leader to avert a primary is much

wedker than that of a governor, increasing, then, the probabili ty of a primary being held.

Jones et a (2001 develop and test a game-theoretic model that helps to understand the
strategic interaction between locd party bosses and incumbents that shapes legidative
caeers, and thus, their brevity. Loca party bosses make their decisions to re-nominate or
transfer incumbent padliti cians based on two pditicd objedives. keeping their job, and
maintaining good representation in the national legislature. Incumbent legislators find it
hard to stay in the legislature unless they are very valuable to their locd party bosss.
Surviving deputies are ather pdliticdly “harmless’ or they are more dangerous at home
than in the national legislature.>

22 This last effed is consistent with Carey and Shugart’s (1995 general mapping between electoral formulas
and the incentives to cultivate apersonal vote.

% Tenure in office has a negative dfed on the length of time that a legisiator stays in the Argentine chamber
of deputies. The hazad is mitigated by the relative value of the different legislators. Legislators who hold
leadership pasitionsin the chamber have alower risk of removal.
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So far we have established that provincial governors are key players in national pdliti cs, a
fad that is drengthened by the fact that, asindicaed in Table 8, the national exeautive has
had own party contingents of around %% throughou the period, increasing the marginal
value of the block of votes under any given provincial party leadership. We now focus on
the particular importance that small “periphera” provinces have in general, and espeaaly
within the Peronist codlition?* As stated in the introduction and shown in Table 1, the
bulk of the Argentine eonamy is concentrated in a few districts: the dty and the province
of Buenos Aires, plus the provinces of Santa Fe, Cordoba, and Mendaza ncentrate
amost 80% of econamic activity and 7% of the popuation. The saliency of these aress,
plus ome sdlient aspeds of Argentine history (military dictatorships, the visible ties of
Peronism to the urban labor movement) have lead many observers to the mistaken
impresson that “the adion” in Argentine palitics takes place in “Plaza de Mayo” (the

squarein front of the Presidential palace).”®

Non-metropditan provinces have an institutional representation that far exceals their
popuation?® In the period o market-oriented reforms, the peripheral regions held 40 ou
of 48 seds in the Senate (83% of the total). The degreeof overrepresentation in the Upper
House of Argentina is perhaps the worst in federations across the world. Stepan (1999
utili zes three indicators of malappartionment across twelve modern federal democracies,

andin all theindicaors Argentinais the worst case.?’

This over-representation is not limited to the Senate. In the Chamber of Deputies the
peripheral region held 524 of the seats. While the origina Constitution establi shes that
seds in the Chamber of Deputies would be dlocaed proportionally to district popuation,
the 19761983 military government introduced amendments that bolstered representation
of the peripheral regionin that body.?® These anendments added three alditional deputies

24 On the latter point we ae making freeuse of the insightful findings of Gibson and Calvo (1997).

% Notable exceptions to this mistaken perception are Sawers (1996 and Gibson and Calvo (1997). See 4so
the olledion of essaysin Moray Araujo and Llorente (1980 that analyzes the pivotal eledoral role played
by badkward and rura regionsin the generation of Peronist eledoral majoriti es between 1946and 1973.

%0 This charaderization of the two components of the Peronist coaliti on (metropditan and peripheral) is taken
from Gibson and Calvo (1997).

2" Note: perhaps this information should be provided in the introductory chapter by T.N and company, for
the aoss-sedion of countries we will haveinthe bodk. Asaguide, seeStepan (1999 Table 1.

8 This was not the first time that the outgoing military tinkered with pdlitica institutions to favor those
provinces which they believed will be doser to them in the future. (This in itself is a reflection of the
relevance of subnational paliticsin Argentina)) In 1972 the 19661973 dctatorship promulgated law 19.862
that also furthered malappartionment in the Chamber of Deputies. The outgoing military government also
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to eat province beyondthose dlotted onthe base of population, and established that no
province would be represented by less that 5 deputies. As a result, the degree of

mal appartionment has been increased.

This institutional overrepresentation, together with the “subretional drag” on legislators
incentives described above, meant that no retional winning electoral or legidative aalition
coud be put together withou the suppat of the regiona structures of power in the
periphery.

From its inception to the present, the interior has been a ceantral part of the aaliti on that
makes up the Peronist Party.?® Numerous gudies have shown that the principal sources of
Peronist suppat have been na just the working class of the largest industria cities, bu
also the rural voters in the least developed perts of the interior. (Sawers, 1996, pp.199,
and references there). The Peronist share of the vote has been highest in the least

developed provinces.*°

promulgated the 1973 Coparticipation law that increased the degreeof redistribution towards ©sme badkward
provinces.

Malappartionment has also been fostered by the strategy of Peronist and military governments of converting
national territories into provinces, also as a means of increasing congressonal and subnational paliti cd
power for themselves. Currently, 88% of Argentinesliveinthe 15 aiginal districts (dating from the time of
national consolidation in the mid- 19th century), while only 12% live in the 9 provinces of more recet
credion.

2| nterior” is an expression used in Argentinato denote the non-Pampean regions of the muntry.

%9 In 1946 dirring Perdn' s first campaign for the presidency, he dlied himself with locdcaudillos in the
interior that in turn gave him the votes of their clients. Suppart for Perdn by the rural poar in the interior was
also the result of a deliberate strategy on his part. The Peronists "discovered” regional inequality in the 194G
and tried to do something about it. Perdn lost no oppatunity to show his concern for the interior, or -as his
detradors would have it- lost no oppatunity to skillfully exploit ancient regional resentments.

Peronism' s popular suppart in the interior grew as the yeas passed. The growth in suppart for the
Peronists in the interior was probably not unrelated to the wide aray of Peronist programs that benefited the
interior. For example, in 1946 the federal revenue-sharing program was restructured to redistribute funds
away from the pampas to the interior. Interior provinces found that their federal funds doubled or tripled by
this change. This had its most dramatic impad in the interior. Perdn' s constitutional reform gave extra
congressional representation to the interior beyond what the 1853 constitution hed offered. Two territories
were made into provinces during his presidency and were cdl ed Presidente Peron and Eva Perén (now Cha
and La Pampa). Between 1946and 1955, the Peronists built thirty-seven hydroeledric plants, virtualy all in
the interior. The length of the national highway network in the interior nealy doubled in this decale.
Employment in the federal government doubled, and many of those with the new jobs came from the interior.
Theinterior responded to these palicies by voting for Peronists.

With the return of eledoral palitics in 1983 the interior continued to play a aucia role in the
Peronist Party. The Radicds, whose baseis gill on the pampas, won the presidency, but only eight provincial
governments. Excepting Santa Fe, the more developed provinces supparted the Radicds. The Peronists ran
best in the poaest and least developed provinces. With the help of a few small provincial parties, the
Peronists gained control of the Senate. From 1987, the Peronists controlled bah houses of Congress (with the
help of smaller provincial parties in the Lower House) becaise of their strength in the interior provinces. It
was this paliticad power in Congress that allowed the interior to extrad an avalanche of resources from the
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Provincia parties have dso played an important role in lending presidents the support
nealed to passlegislation in Congess as shown in Paanza and Sin (1997). In particular,
during the Menem reform years the Peronist Party (PJ) had the maority of seats in the
Senate, bu nat in the Lower Chamber. (The President chose to present his bill s through the
Senate.) Despite the general agreement attained with the main oppaition party UCR —
which guarantead the PJ would always have the required quaum in Congess Menem
facel several obstades when he tried to pess his reform projeds. The way out of the
gridlock was to buy in provincial party support. Palanza and Sin (1996 have documented
the denial of suppat made by provincial party legislators during first rounds of
negotiation, and how their positions changed to be aligned with the PJ when vaing.
Examples of legislation which was sanctioned thanks to the ad provided by provincial
parties are, anong others, law 23809 (Privatization d Altos Hornos Zapla), law 23871
(Fiscd Reform), law 23897 (Payment of Qil royalties), 24154(Transformation d YPF SA
—the later privatized al company).

In sum, the peripheral codlition dayed an important role in bdstering the pdliticd
cgpabiliti es of the reformist Menem administration. That is why the burden of the aosts of
reform was dhoudered predominantly by the metropditan constituency. The reform
processwas equenced in such a way to spear (initial) suffering from the small peripheral

provinces.

I1.4. Reform-Mongering Tactics to Buy off the Peripheral Provinces

The reforms were timed in a fashion that did imply ealier and heavier hits on the centra
provinces, as well as differential benefits in favor of peripheral provinces. In this

subsedion, | present some evidence showing: (i) the asymmetric distribution d benefits

national government described in thel988 law. Provincial governments used these resources in narrowly
partisan waysto build pditi cd suppart for their own machines, thereby becoming even more entrenched.

Peronists held their first ever presidential primary eledion in 1988 and the two principal candidates
were Antonio Cafiero from Buenos Aires Province and Carlos Menem from La Rioja. Menem said almost
nothing about his program but promised the voters a return to the glory of the past. He dso played on the
anti-portefio animosity of the interior. Menem won the primary with huge majorities in the interior,
espedally in the western provinces, and in the outer belt of industrial suburbs around Buenos Aires, which
had voted Peronist in 1983 Menem lost in the more developed provinces. In the general eledion, with the
eoconomy in shambles, the Radicds had no chance of winning. Therefore, the pdliti cians of the interior who
had kept Menem's candidacy alive in the ealy days of the canpaign and the voters of the interior who voted
for himin the primary assured that he would become president. (Sawers, 1996
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from tax revenue increases, (ii) the asymmetric distribution d the sts of some reforms,

and (iii ) some spedfic handous utili zed to buy off suppat.

The main impad on povincia tax revenues in the reform processcame from the increase
in tax revenues due to Olivera-Tanzi effed from the substantial drop in inflation, from tax
reforms increasing and generdizing the Value Added Tax, and from the @nsumption
boam in the ealy years after Convertibility.>> All provinces benefited from improved tax
colledion dwe to low inflation, and from overall gains in tax bases. Yet, there was a
redistributive comporent favoring the provinces that are net recipients in the ommon pod
of coparticipacion. A very simple simulation d these dfeds (treating private sector and
pubic sedor as a unit) shows that the central provinces of Buenos Aires, Cérdoba and
Santa Fe (and the Capital City of Buenas Aires) were net losers, the province of Mendaza

was aroundindifference, and all the other provinces were net winners.*?

One of the main costs of the reforms was associated with the reduction in pubic
employment and, more generally, with the increase in unemployment. Federd
employment was cut by more than 81.000agentsin 199192. On top d that, there was an
important privatization pocess which included substantial restructuring and labor
shedding. Estimates indicae that the total employment reduction associated with
restructuring was of abou 95.000 mople (a 37% drop). This reduction in pubic
employment (both in the central administration and in privatized public enterprises) was
concentrated onthe metropditan region. We do nd have the exad figures of the territorial
distribution d the reduction d national puldic employment, but even urder the assumption
that the reduction was uniform across the territory, 74% would have taken place in the
metropditan region (Buenos Aires, Cordoba, Mendaza, Santa Fe, and the dty of Buenos
Aires), and %% in the periphery. It islikely that the adual distribution d labor shedding

was even more mncentrated in the canter.3

31 The latter effect is common to al exchange rate-based stabili zations, in this case reinforced by the
regppeaance (after many yeas) of credit. Seefor instance Rebelo and Vegh (1995.

%2 The simulation (avail able upon request) computes the net gain from change in VAT revenues recéved by
the province minus change in VAT colledion in the province, and adds to that different estimates for the
Olivera-Tanzi gain. (It implicitly treas money taken from citizens of province j, and dgven to the
government of provincej as equivalent.)
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Focusing on the evolution d unemployment, Table 11 indicaes that the increase in

unemployment was concentrated onthe metropditan provinces.

Table1l
Unemployment
Unemployment Rate Change
Region 1989 1993
Metropolitan 7.6% 10% 2.4%
Periphery 9.4% 9% -0.3%

Regarding “hand-outs,” the most salient were: (i) the subsistence and increese of
“induwstrial promotion” schemes, (ii) the 1992“Fondode Desequili brios Regionales’ (Fund
for Regiona Imbalances), (iii) the asymmetric reduction d labor taxes, and (iv) the
distribution d Contributions from the National Treasury (ATNS).

“Industrial promotion” is a very distortive and controversial system of tax exemptions for
some industries in a number of peripheral provinces, dating originaly from 1956. By
1987, its dired cost was estimated at 1.7% of GDP, and its indired cost (including the
deferred payment of some other taxes during high inflation times) at 3% of GDP. The
main beneficiaries are the provinces of Catamarca, San Luis, San Juan, La Rioja, and
Tierradel Fuego. It isdedded in each year’s national budget. It has survived in spite of
the fad that every year there is a heaed discusson ower its continuation (even in 2002).

President Menem extended the range of sedors beyond industry benefited by the regime.

In the negotiation d the 1992 Fiscd Pad (see next sedion), a fund to cover regional
disequilibria was creaed, dstributing money with criteria different from the
Coparticipation Law. Itsdistributionisrefleded in Table 12.

% Even beyond labor shedding, other reform measures sich as deregulation were dso concentrated on
national rather than subnational regulations. (Seedescription of the degreeof fulfillment of fiscd padsin the
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Tablel12
Distribution of Fundsfrom the 1992 “Fondo de Desequili brios Regionales’

U$S Millions % Total U$S Millions % Total
Buenos Aires 0 0% Mendoza 26 5%
Capital Federal 0 0% Misiones 26 5%
Catamarca 26 5% Neuquen 30 6%
Cérdoba 6 1% Rio Negro 30 6%
Corrientes 0 0% Salta 30 6%
Chaco 0 0% San Juan 26 5%
Chubut 36 7% San Luis 26 5%
Entre Rios 23 4% Santa Cruz 36 7%
Formosa 26 5% Santa Fe 6 1%
Jujuy 26 5% Santiago del Estero 26 5%
La Pampa 30 6% Tierra del Fuego 36 7%
La Rioja 26 5% Tucuman 26 5%

The Fiscal Pad of 1993 (explained in more detail i n the next sedion) included reductions
in the (national) employer payroll taxes, which would be reduced anywhere from 0 to 80%,
depending on region and sedor of production. That system was excessvely complex and
distortive (Schwartz and Liuksila, 1996, p.413). In March 1995, the system was
simplified, unfying tax rates aaoss sedors, bu maintaining a provincial differentiation
based on “distance from the Capital City” (!). Furthermore, this was enacted by a
presidential decree refleding the exeautive's discretion in the dlocaion d this handou.

The resulting rates are presented in Table 13.

Table 13
Distribution of Employer Payroll Taxes after 1995M odification

Province Rate Province Rate
Capital Federal 27% La Rioja 18%
Buenos Aires 26% Tucuman 18%
Cérdoba 23% Corrientes 16%
La Pampa 22% Chubut 15%
Santa Fe 22% Jujuy 15%
Entre Rios 21% Misiones 15%
Mendoza 21% Salta 15%
Neuquen 20% Tierra del Fuego 15%
Rio Negro 20% Chaco 14%
San Luis 20% Formosa 14%
San Juan 19% Santa Cruz 14%
Catamarca 18% Santiago del Estero 14%

Source Ministry of Labor

next sedion).
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Finally, the discretionary transfer par excdlence in the Argentine federa fiscal system are
the ATNs, afundof 1% of Coparticipation revenues which is distributed by the Ministry of
the Interior, “to cover temporary fiscd imbalances in the provinces.” Traditionaly, it has
been dstributed in the most pdliticd of manners, independently of the fiscal situation o
the province In 1994 for instance, 20% of ATN money went to the small provinceof La
Rioja, followed by 2.4% to San Luis and 2.3% to Santiago del Estero.

lll.  Evolution of the Federal Fiscal System in the 1990s and
Attempts at Reforming It

The federa fiscal system in Argentina has been urder attack for many yeas, by schalars,
analysts, international organizations, participants (governors, national and povincia
finance ministers), and the pulic. In this sdion we eplore the most salient
“institutional” moments in  which the system has been modified. The anaysis $ows a
mixed picture of some (partial) efficiency-enhancing reforms, the (partial) accommodation
to changing circumstances, as well as a basic inability to strike the intertemporal
agreements that would be necessary for the deep reform of the system.

We start the sedion by summarizing the main deficiencies of the system.

lI.1. Major deficiencies of the federal fiscal system>*

a) High deficits, increasing indebtedness, and procyclical finances of provincial
governments.  Argentine provinces have been running important budget deficits
throughou the 1990s, constituting a key element of fiscd vulnerability of the
Conwertibility regime. Furthermore, provincial puldic spending has been highly
procyclicd.

b) Bailouts. In severa instances, and through several different channels, the federal
government undertook rescue operations to finance some provinces (Nicolini et al,
2000.

c) Poor provincial tax collection and poor national tax collection. Tax compliance a the
provincial and retional level is quite low by international standards. Both things, in

turn, relate to the lack of incentives of provincia authorities to raise local taxes or to
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d)

9)

h)

assst in the enforcement of national taxes. (See for instance, Gomez Sabaini and
Gaggero 199).

Distortive national taxation. The fad that some taxes are shared and ahers are nat,
induces a bias to national tax palicies towards the nonshared taxes, which end up
being inefficiently high. In the past, these taxes included trade taxes and the inflation
tax. After the reforms of the 19905, this applies to payroll taxes and more recently to a
tax on financial transadions. (Unfortunately, trade taxes and the inflation tax have
regppeared at the center of the pdliti cd scene by the time of thiswriting. Interestingly,
some provincia tax-sharing propasals after the dandomment of conwertibility include
clauses that amourt to some for of sharing of the inflation tax).

Very distortive provincial taxation. More than 50% of provincial own revenues come
from the “grossreceipts’ businessturnover tax. It is a multi-stage sales tax with well -
known problems. the acumulation d tax burden aaoss the stages of production,
leading to very high fina effective rates for particular goods. It leads to pdentialy
large differences in eff ective rates acossdifferent types of final goods and even aaoss
produces of the same good (depending upon the individual produce’s ability to
verticdly integrate.)

Inefficiencies in the fiscal mix and difficulties for national fiscal adjustment. Under
condtions of fiscd stress the national government is forced to adjust too much onthe
(national) spending side, given that any effort on the tax side aitomaticaly “looses’
50% into funds to the provinces, which tend to spendit.

Inefficiencies in the provision of local public goods. The federal system does nat
provide stable financing for criticd goods provided by the provinces such as education.
Insufficient capital spending by provinces, increasingly financed by earmarked

transfers from center.

[11.2. Alternative approaches to explain why efficiency-enhancing reforms are
not undertaken

As made dear above, there ae severe inefficiencies in the Argentine federal fiscd system.

A reform of the system that would morigerate several of those inefficiencies will certainly

be welfare improving. In this sdion we dtempt to understand why such efficiency-

enhancing reforms have naot taken place

¥ This listing is taken from a mnsensus developed over a muple of yeas at a Forum on Fiscd Institutions
convened by Fundaddn Gobierno y Sociedad (CEDI, laryczower and Tommasi, 1999. A more detail ed
diagnostic is provided in Tommasi, Saiegh and Sanguinetti (2001).
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A strawmanized version d the eonamists padliticd ecnamy analysis would state that
reforms take place when reforming heroes prevail over the dark forces of pditicd
constraints (Tommeasi and Velasco, 199§. Under such view, a non-reform shoud be
explained onthe basis of the veto power of those actors who kenefit from the inefficient
status quo. Even though useful for some purposes, such a view of the palicy processhas

serious limit ations.

First of al, there ae very few reforming heroes around most adors are self-interested,
both in the eonamy, aswell asin the pdlity. The proclaimed “heroes’ (Harberger, 19B)
are people who try to advance their careers; whether they act as heroes or nat, will depend
ontheincentives that the padliti cd and professonal environment provides to them. Seoond,
the palicy processis more continuous than the gisodic nation implicit in the reform epic.
Third, and most importantly, if the desired reforms are truly welfare enhancing, the key
guestion is why does the pdliticd system not provide for the necessary pdliticd
transadions that will alow the implementation o welfare improving measures
acompanied by compensation to thase (veto players) who stand to loase from the reforms.
The answer to this question is Transaction Cost Palitics, i.e., the pdliticd version d the
Coase theorem.®® The institutional environment for pdliticd transadions might not
provide for the enforcement of the cmplex intertempora trades necessary to enforce
welfare-improving reforms. | argue below that the institutional environment in Argentina
does nat alow for the agreement and enforcement of the padlitica trades necessary to
instrument efficiency-enhancing reforms. Furthermore, this approach might help us
understand nd only the falure to reform severa deficiencies of fiscd federalism in

Argentina, but also several other features of the evolution d the federal fiscd system.

The federal fiscal system is a dynamic creaure, which regulates intergovernmental
relations in the face of varying ecnamic and pditicd shocks. An ideal system would
require the flexibili ty to adjust to changing circumstances -- such as techndogicd changes
(or fashions) that cdl for a reallocaion d the assggnment of fiscd resporsibiliti es, or
shocks from the international financial markets that cdl for fiscd adjustment.

% This concept originates in the work of North (1990 and Dixit (1996. Our use here is closer to the
treament in Spill er and Tommasi (2009).
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Unfortunately, the Argentine federal fiscd system has not had the required flexibili ty, and
itsrigidity has imposed very large welfare asts. Its rigidity, in turn, has developed as an
attempt of the national and subretiona governments to proted themselves from the
possble oppatunism of the other adors.

Over time, Argentine pdliticd authorities have atempted to reform the system in a more
efficient way, bu the implementation d (important aspeds of) those agreements has
failed, dwe to time cnsistency problems and dwe to the lack of adequate enforcement
tedhndogies. Inthe end, the rigidities derived of the inadequate institutional environment
have lead to a situation in which the speed of markets and of socia events has gone much
faster than the cgadty of the Argentine pdliticd system to respond, leading to the
tremendous crisis that Argentinais undergoing at the time of this writi ng.

[11.3. The inefficiencies of the system are the outcome of non-cooperative
play in a federal fiscal game

We can interpret the evolution and performance of the federal fiscal system as the outcome
of a non-cooperative game invaving national and subretional authorities. As a first
approximation | will tred that game & orthogonal to the agency problem between the
citizens and their pdliticd representatives, as if the latter were perfect agents. That is, of
course, na true, and | will raise aflag whenever that interadion reeds to be made

explicit.*®

The features identified in I1.1 are the outcome of non-cooperative play in the federal fiscd
game, and d the rigidities that the players impaose to the system in order to proted
themselves from the oppatunistic (non-cooperative) actions of each ather. One typicd
example of subretional governments naot internali zing the full effect of their actions are the
cases in which they take alax fiscd stance in the expedation that they will be bailed ou
in the event of afiscd crisis. This oppatunistic behavior by subnational governments is
often corresponced by opportunism on the part of the federal government, whose

generosity at bailout time depends on the pdliticd aignment of the subnational

% In particular, it is important to note from the beginning that the national government is not a unified
benevolent player, but rather an arena in which subnational interests interad with some “independent”
federa interestsin particular ways. (More on this|ater).
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government in question, a on the exchange of bail outs for favorable votes in the national

Congress

Another example of non-cooperative behavior affeds the quality of the tax system. Since
sometimes the shared taxes tend to be the more dficient ones, intergovernmenta
agreaments tend to create a systemic incentive for the national government to increase
inefficient taxes. (That is how Argentina has ended upwith excessve socia security taxes

and excesgve taxes on financial transadions).

Rigidities suich as minimum revenue guarantees were gradually introduced in
intergovernmental negotiations, as a way of insuring wed property rights in a week
institutional environment. Thaose rigidities turned ou to be just too costly in the later part
of the De La Rua administration and were one @ntributing fador to the default and socia

explosion that ensued.

[11.4. Why non-cooperative play?

The questionis, then, why isit the case that the environment of intergovernmental relations
in Argentina has been such that the euili brium was a non-cooperative one? In arder to
answer that question, ore neals to look into the general (abstrad) determinants of
cooperation in these types of games, and to map those astrad elements into the
observable dharaderistics of Argentina' s fiscd and pdliti cd federal institutions. A listing

of the determinants of the degreeof cooperation -- taken from Spill er and Tommasi (2007)
and Tommasi, Saiegh and Sanguinetti (2001) — includes: the payoffs of the stage game,
the number of pdliticd adors with power over a given dedsion, the length of horizons (or
patience) of key pdliticd actors, the intertemporal li nkages among key padliticd adors, the
characteristics of the aenas where they undertake their exchanges, the timing and

observabili ty of moves, the avail abili ty of enforcement techndogies, etc.

There is a two-way intertempora interadion between the feaures of the federal fiscd
system and cooperation in intergovernmental relations.®” Feaures of fiscd federalism that
arouse historicdly either by accident or by previous rounds of the game, then become
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determinants of the incentives to cooperate in later stages of the game. For instance the
large degree of vertical imbalance and the heavy dependency on central taxes has a
reinforcing effed in providing poa incentives for developing strong local tax capadties,
and is an olstade to the enforcement of the cmmitment to decentralize tax

resporsibiliti es.

Key pdliticd variables are those that impinge upon the qualities of the aenas of
intergovernmental dedsion making in fostering cooperation:  one is intergovernmental
relations per se (such as the Premiers Conference in Australia), the other is the very
structure of the federa government. The central government is a paliticd arena with
particular seledion rules in which the representation o subretional interests interacts with
some “purely national” interests. The purely national interests, in turn, include:
- on the positive side: the more enxcompassng national interest due to the broader
eledoral base of the president; and
- on the possbly negative side: the “spurious’ national pdliticd interests —
national officials want to be given the aedit for certain actions, such as
distributing welfare programs, and want to avoid the blame for things such as

raising taxes or cutting teachers’ wages.*®

The exad incentives of subnational and “purely national” actors, as well as the exad rules
of the game they play, will depend onthe detail s of pdliticd ingtitutions. These include:
eledoral mechanisms for different offices, legidative structure (number of chambers, etc.),
legidative decision-making rules (including the legislative prerogatives of the exeautive;
Carey and Shugart, 1999, the role of Courts, and the underlying distribution d econamic,
socia and ethnic dearvages, as well as their mapping to pditi cd geography.

At one etreme, ore can find cases where the central government is totally free from “the
infiltration o subrational interests” More generaly, one needs to identify the
configuration d “national” padliti cd institutions that are more or lessprone to fal into the
paliti caly motivated beil outs that distort incentivesin decentrali zed fiscd structures.

3" Fiscd and other eanomic feaures of the wuntry play a role similar to the one plaid by market
charaderistics (elasticity, observability of price discounts, etc.) in oligopdy games in determining the
possbility of enforcing cooperation. Seefor instance Green and Porter (1984).
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[1.5. The institutional environment of the Argentine federal game

The environment for intergovernmenta transactions in Argentina has not been the most
appropriate; the dlocaion d padlicy jurisdictions has evolved in a peauliar way throughou
the twentieth century, whil e intergovernmental agreements have not been badked upby the
institutions necessary for overseang their enforcement. Given Argentina' s padliticd and
eoonamic instability since the 1930’'s (including numerous military “interruptions” and
high and vdatile inflation), pditicd actors have tended to adopt a particularly myopic
perspedive. Nationa and subretional governments have nat invested in bulding
intergovernmental ingtitutions, and they have dtempted to proted their quite vulnerable

property rightsinstead of coll aborating with ore ancther.

This historicd legacy has deeoly affected the revenue-sharing system. Changes in
bargaining power of collections of pdliticd adors have refleded in shifts in the system of
transfers. For instance, when paver was concentrated in the national government (mostly
during military regimes) the changes shifted the distribution d taxes towards retention at
the national level. Conwersely, with the return to democracy, the once-again eleded
governors managed to get alarger share transferred to the provinces. These modifications
in favor of the subnational governments as a whole were, in general, accompanied by an
element of interprovincia redistribution, depending on coalitional pdlitics at the time
(Saiegh and Tommasi, 1999.

There have been mutually reinforcing interactions arising from intergovernmental relations
and the oourtry’s overal incapadty to implement efficient intertemporal exchanges
(Spiller and Tommasi, 200). The combination d lack of legidative incentives, the
dispropationate power held by provincia leadersin netional policymaking, and the &bili ty
of the national exeautive to ad oppatunisticadly has deeply affected intergovernmental

relations.

% This is one of the poaints in which we depart from the assumption of orthogonality between problems of
intergovernmental cooperation and principal-agent problems between citi zens and pditi cians.
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Intergovernmental bargaining

Argentina is a case where “exeautive federalism” is prevalent, that is, the president and
governors play a predominant role in intergovernmental relations. Yet, deds gruck
between national and subretional exeautives can easily be dtered at either the legislative
or the implementation stage. This is compoundd by the fad that the governors' influence
in national palicymaking gves them enough pditi cd clout to be @le to seaure occasiona
legidative benefits at the expense of the national exeautive or other subrational units. On
the other hand, duing the implementation stage, the president can easily unravel
agreements reached or ratified in the national legislature. Thus, these agreements are often
readied ouside the nationa legislature, and they tend to incorporate very rigid rules in

order to prevent their modification.

Severa feaures of the Argentine pdliticd system explain why the eavironment is not
adequate for efficient padliti ca transadions among jurisdictions.

Weak national legislators, powerful governors

The national legidature wuld pdentialy serve to foster beneficial intercommunity
agreaments. The U.S. Congessis often depicted as an institution where intertemporal
politicd agreements are secured. As Weingast and Marshal (1998 nate, its interna
organization and ingtitutionalization faalit ate the atievement of complex intertemporal
agreaments among its members. Jones et al (2001) show that this is not the cae for the
Argentine Congress Legidlators are short-lived, and they do nd have the incentives to

develop strong congressonal institutions.

Jones et a (2001h trace those incentives to the dedora system, in particular to the
methods of intra-party candidate seledion, and to the incentives they generate for local
party leaders and for individual pdliti cians. As aresult of this, Argentine governors have a
dispropationate anourt of power in national padliti cs, and they are @ntinuowsly involved
in national policymaking.3® Thisimpinges uponintergovernmental relations, by indwcing a

pealiar crisscrossng of national and “properly federal” isaues.

% This fad is particularly evident in the many fiscad pads sgned (1990, 1992, 1993, 1999, 2000, 2002), in
which, among other things, provincial governors promised to influence nationa legislators from their
provinces (and their party) to vote for spedfic laws that were, a ead time, important to the national
exeadive.
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A weak “horizontal” separation of powers

The last point indicaes that congressonal representatives are not key adors in the
Argentine pdlity, neither for intergovernmenta relations, na for anything else, and that
sub-national leaders exert dispropationate influence through Congress Under those
circumstances, ore would want to focus on the arenas in which those relevant longterm
players undertake their interadions. In turns out that, na only are mngressmen na the
key players, bu neither is the National Congressthe (main) arena used by the relevant
playersto hammer their agreaments, sincethe weak “horizontal” separation o powers does

nat prevent the national government from reneging on legislative agreements.

The we& horizontal separation o powers is due in part to some cnstitutional cgpadties
and padices (including exeautive decree powers), to budget pradices that give the
exeautive ample discretion in the implementation d the budget, to the (historical) paliti cd
alignment of Supreme Courts to the President, and to the lack of a strong, independent and
professona bureaucracy.®® All of these feaures contribute to the poa institutional
environment for the enforcement of interjurisdictional deds.

Weakly institutionalized intergovernmental relations and their consequences

National |legidlators are nat the key long-term players in intergovernmental relations, nar is
the National Congressthe arenain which the red players (the Governors and the National
exeautive) strike the key bargains. This begs the question d which is, then, the arena for
intergovernmental agreements, and which are the enforcement properties of that arena.
The truth is that intergovernmental relations in Argentina have been carried ou in very
different ways, mostly on an ad-hoc basis and in multiple and superimpaosed pditicd

arenas.

Informal mechanisms have dominated, bu formal intergovernmental agreements have dso
been used. Good examples of the latter are the “Federal Fiscal Pads’ that we analyze
below. Also in 1994, important aspeds related to fiscd intergovernmental relations were
included in Argentina's revised constitution, establishing that A new Coparticipation law,

“on the basis of agreaments between the central government and the provinces,” had to be

40 See Spill er and Tommasi (2001) for more detail s and references on ead of these points.
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drafted before the end d 1996.(The law has not been passed yet, athough each new fiscd
pad includes a promise that anew law will be passed “before the end o theyea.”)

However, besides these formal instances of negotiation, intergovernmental relations have
been dften condicted in amuch moreinformal way. The ladk of institutionali zation d the
medhanisms through which intergovernmental relations have been handled had serious
eff ects on the nature of palicy making in the federa fiscd redm. On the one hand, these
arenas did na provide enough institutional “stickiness’, making changes in the dlocaion
of pdicy jurisdictions and in the dlocdion d federal funds too vdatile -- and more
generaly making the enforcement of agreements very deficient. On the other hand, in
order to avoid such uncertainty and oppatunism, allocaions have & times been defined
through very rigid medianisms, that later become apainful straightjadket and oftentimes

the source of further difficulti es.

[11.6. The evolution of the federal fiscal system. Background

The federal fiscal system, and in particular the tax sharing agreement has a long and
complicated history in Argentina** When democragy returned to the curtry in 1983,
after many years of military interruptions, the system had already acquired some of its
distinguishing features. a large fraction d spending was in the hand d the provinces
(around 284),*? a large fradtion o that spending was financed out of federal government
monies (67%), that fradion was very heterogeneous across provinces, and the tax sharing
system was each time more redistributive, bu at the same time very convduted (full of

loophdes, €tc.).

With the democratization process initiated in December of 1983, the newly elected
governors ought a new co-participation regime. Negotiations began in 1984, bt a new
acord coud na be readed, and the previous regime dating from 1973 expired.
Consequently, 1985 was charaderized by the &sence of a lega regime for
“coparticipating’ tax revenues between the federal and provincia levels, and all transfers

to the provinces were channeled urder the very discretionary mechanism of Aportes del

“L A longer view of the system is provided in laryczower, Saiegh and Tommasi (1999 and Eaton
(forthcoming).
“2Much higher than that if we focus on the more discretionary spending, after subtrading interest payments
and pensions.
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Tesoro Nationd (ATNSs, National Treasury Contributions). In pradice, each province
negotiated bil ateral agreements with the federal government (Schwartz and Liuksila1997).

During 1987, the provinces and the federal government sought the enadment of a more
explicit norm, which was achieved in the 1988law N° 23.548. In this law the provinces
share of tax revenue readed its historicd peak. With respect to the distribution d those
funds between provinces, instead of adoping any objective aiteria to cdculate each
provinces dare, the law tended to validate the share that each province had oltained in
the 19851987 period through a mefficient that constituted a “magic number.”** Although
the law established this Coparticipation regime for 1988, it was extended for many years.
The main features of the 23.548law prevailed urtil 1992.

The main episodes of what might have mnstituted “the reform of fiscd federalism in
Argentina” were so-call ed Fiscal Pads of 1992and 1993 the Constitution d 1994,and the
Fiscd Pads of 1999 and 2000-- those attempts and their implicaions are onsidered
below. We devote more dtention to the 92-93 attempts becaise given the time dapsed it
is easier to assesstheir consequencesin detail; and because to some extent they were more
comprehensive (although lessprocessoriented) reform attempts.

I11.7. The Fiscal Pacts of 1992 and 1993

Two o the most salient moments in the recent history of fiscd federalism in Argentina
were the so-cdled Fiscal Pads of 1992and 1993. For brevity, an given their closenessin
time, | will treat them jointly. To begin with, it is important to clarify several important

contextual fadors aroundthe time of the pacts.

“3 The detail s of the negotiation of the 1988law are provided in Saiegh and Tommasi (1998. The pdliticd
context was the defed at the midterm congresgonal eledions of the governing Radicd administration in the
hands of Peronism. The national government was under IMF pressure to passa tax reform to improve the
fiscd situation, and the powerful Peronist governors (and their legislators) were &le to exchange the passage
of tax reform for a tax-sharing agreement which was more favorable to the provinces, and that included an
important saaifice of resources by the province of Buenos Aires, then in Radicd hands. This last element
constituted the background for a later speda fund “ Fondo @l Conuwbano Bonaerense” obtained by the
province, which was the basis for the development of a dientelistic network (often utilized for padliticd
mobilization) by Eduardo Duhalde, Vice-president 19891991, Governor of Buenos Aires from 1991to 1999,
and President of Argentina & the time of writing this draft. Fondo del Conurbano consisted of a 10%
deviation of the income tax (with a maximum of $650milli on per yea) to the Province of Buenos Aires for
financing social programsin the poar suburbs surrounding the federal cepital.
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Background

The main badground d the 92-93 pads, and of some related measures,** was the success
of the core of Menem’s econamic padliciesin the ealy nineties. In terms of their impact on
intergovernmental relations, the main effed of the “market-oriented reforms’ was to shift
the net fiscd position d the national and provincial governments in a way that increased
provincial total revenues, relatively deaeased national total revenues, and increased

national spending resporsibiliti es.*®

Theincrease in provincia total revenues came mostly from an increase in shared taxes and
a “sympathetic” increase in provincial tax revenues (increase in bese, etc.).*® Theincrease
in shared taxes was due to a reverse Olivera-Tanzi effect after stabili zation, as well as to
changes in the structure of taxes. The new structure of taxes was charaderized by alarge
increase in VAT (due to increased rates and base) and income taxes, and by a deaease in
trade taxes due to econamic liberalization.*” The drop in relative nationa revenues was
due to this deaease in its exclusive trade taxes, as well as to the lossof seigniorage from
reduced inflation. Table 14 gives a sense of the quantitative significance or these

changes.*®

4 Such as the transfer of some Education and Hedth responsibilities to the provinces, described in more
detail in sedion 1V.

> These fadtors tend to be ignored in some papers (mostly from paliti cd scientists) which in interpreting the
evolution of fiscd federalism in the 1990, spek of a process of “fiscd recentralization,” ignoring these
environmental changes that did require some shift of resources towards the eenter. Those papers, which
include Faletti (2001), Haggard and Webb (2001), O' Neill (2001), Remmer and Wibbels (2000), and Eaton
(forthcoming), present some valuable pdliticd theorizing, but without due dtention to these environmental
“emnomic” fadors.

“ That is because the main provincial tax is the sales turnover tax which, in spite of being very inefficient,
benefits substantially from economic growth and from low inflation.

4" During Argentina’s ISl times, spedal tax treaments were the name of the (politi cd) game (Eaton, 1997).
Over the yeas these efforts resulted in narrow tax bases, differentiated rate structures, and significant tax
evasion. According to the World Bank (1993, at the end of 1987 virtualy al investment adivity was
subsidized through the tax system. One of the main components of Menem'’s reform effort was a tax reform
(briefly summarized in table 6) attempting to: broaden tax base, flattening tax rates, and improving tax
colledion, in a marked shift from the sectoral particularism that had charaderized Argentina’ s previous tax
structures.  In terms of paliticd strategizing, the national executive did play a quite skillful strategy of
sequencing tax reform and renegotiation of tax sharing in such a way that it first obtained approval of tax
base broadening, then gradually increased rates, and only then renegotiated tax sharing. “Menem facel the
paliti cd redity that simultaneoudly reducing the provincial share in tax revenues while aking legislators to
passtax reforms would runthe risk of complicating suppart for tax reform among retional legislators eleded
in provincial districts.” (Eaton, 1997, p. 108).

“8 The table does not capture the reinforcing composition effea from the fad that Olivera-Tanzi used to
affect shared taxes but not trade taxes. Furthermore, in the old times there was not only gaming from tax-
payers, but also from the national government, further delaying the transfer of (depredating) shared taxes.
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Table 14
National Tax Revenue
(millions of pesos, year 2000)

Social External VAT Fuel and Income Other L Ti(;ti ed Inflation
Security trade internal tax Taxes e‘lgaxes Tax

1988 10,901 3651 6333 7,808 3,093 7,083 38,962 11,758
1989 8,574 5836 4,574 6,268 2,343 809 35,718 26,421
1990 9,308 4537 579% 5130 1,380 6,077 32,231 13,052
1991 12,114 1,750 8,805 6,062 1,444 6997 37,175 2,536
1992 9926 2,219 15376 5268 2,892 4,083 39,768
1993 11,203 2,537 17,000 4,352 4,389 2540 42,086
1994 11558 2,735 17432 4231 5846 2,133 43,934

Inflation was reduced from 4923% in 1989 and 1343% in 1990 to 84% in 1991, 17% in
1992, 7.45% in 1993 and 3.9% in 1994. This was accompanied by a reduction in inflation
tax revenues from $26.421 (74% of Nationa Government revenues from legislated taxes)
in 1989 and $13.052 (40%) in 1990 to $2.536 (7%) in 1991, and zero from 1992 onwards.

On the side of spending responsibilities, other than the aforementioned transfer of some
education and health services which is described in more detail in section 1V, the main
change was induced by the socia security reform. The socia security reform consisted of
a series of measures, al of which increased the short-term fiscal burden of the nationa
government. The main component of the reform was giving the option of staying in the
public pay-as-you-go system or moving to one of private accounts. Given the nature of the
transition, most senior workers stayed in the public system, while the younger workers
moved to the private one, increasing the short-term fiscal burden of servicing pension
obligations. It was originally estimated that the burden would be of the order of 2% of
GDP, and that it will dwindle in about ten years. This factor was a crucial component of
the negotiations of the Fiscal Pacts.*®

In terms of the political and legal background of the pacts, during 1992, the distribution of
federa taxes between the federal government and the provinces was affected by a series of
laws and decrees aimed at providing funds to increase social security payments. The
provinces reached the point of initiating legal action in the Supreme Court. Indeed, a clause



in the first Fiscd Pad stated that thase provinces that had initiated legal adion against the

National government (in referenceto those decrees) had to cancel the processes under way.

Objectives

As drealy stated, the Federal Fiscal Pads of 1992and 1993were not simple exercisesin
“reforming the federa fiscal system” in the “heroic” approach to reform. They were a
manifestation o rather complex poaliticd exchanges that included: some dficiency-
enhancing reforms (some adieved, some not achieved), some dtempt at solving econamic
urgencies of the moment, attempts to adjust some dlocaions to changing circumstances,

and some dever (and at times oppatunistic) pdliticd maneuvering.

Among the “worthy” objectives pursued by the federal government we might include:

- An attempt to puwsh for fiscd retrenchment at the provincial level. Astable 15
shows and as it was described in section |l, the provincia level did na
acmmpany the fiscd retrenchment of the central government.°

- An attempt to pwsh for the reform of some very inefficient provincial taxes.
The federal government was seeking from provinces to substitute the turnover
tax by a cnsumption tax in oder to reduce the cacading nature of the
provincia turnover tax, to eliminate the highly distortionary provincial stamp
tax, and to eliminate provincial labor, financial and energy taxes.>

- privatization d some provincia pulic utiliti es and pullic provincial banks.

“9 Another contextual factor that deserves mention was the faa that the federal government had successully
rescheduled its external debt and was deepening itsfirst generation reforms through further privatization.

0 Unfortunately, the federal government was not totally consistent with its own retrenchment effort later in
the game, espedally in the events surrounding the rededion efforts of President Menem.

*1 Minister Cavallo was very adamant in achieving the dimination of the very inefficient provincial tax on
financial transadions. Interestingly, the same minister in his 2001 reincarnation reinstated a tax on financial
transadions in the mntext of ecnomic emergency, as an exclusive national (!) tax. The airrent government
is dill debating with the provinces over the distribution of that “emergency” inefficient tax that, asit is often
the cae with emergency measures in Argentina, is likely to become a permanent fedure of the fiscad
landscape. (By the May 2002rewriting of this paper, yet another Fiscd Pad has been signed. Among other
things, it makes 30% of the proceeds of that tax shared with the provinces. In spite of the fad that the Pad
establi shed the automaticity of this sharing, it has not been instrumented yet.)
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Table 15
National and Provincial Spending over GDP

Year Growth of GDP National Spending/ Provincial
(%0) GDP Spending / GDP
19831988 3 19.8 8.6
19881989 -3 21.2 9.1
1990 8 19.0 9.4
1991 10 18.4 10.2
1992 8 17.5 11.5
1993 7 16.4 12.5
1994 6 16.5 12.4
1995 -3 17.2 12.7
1996 6 16.2 11.9
1997 8 16.0 11.8
1998 4 15.9 12.4
1999 -3 17.6 13.6
2000 -1 17.4 13.2

Content and political exchanges

The 1992 Pad, the so-called “Federal Pad” was sgned August 1992 (ratified by Federal
Law 24.130. It diverted 15 percent of Coparticipation fundsto help pay for reform of the
national social seaurity system. In return, the government establi shed a guaranteed floor on
Coparticipation payments.>

To reach this pad, the President used ather transfers as well as the reform itself to pu
together a @aliti on that spanned bah howses: Buenas Aires province for its weight in the
chamber of deputies and the low-popuation provinces for their weight in the Senate. A
new Fondo Conurbano helped secure the suppat of legislators from Buencos Aires. For
the small provinces, the new arrangement promised Coparticipation revenues, plus
discretionary transfers that, in a few cases, were very high (related to the explanation in
sedionll).

%2 The Minister of Economics’ initial objedive was to agree on a fixed monthly transfer of $720million —
equal to what the provinces had receved in Deamber of 1992 pus an additional $100milli on. The extra 100
milli on were to cover the newly decentralized educdion expenditures. Whatever money remained after the
transfers was to be used to finance the pension system. Though provincial governors regjeded this initial
proposal, the final agreement was mewhere in between and the main items of Cavallo’s proposal were
maintained, i.e., a fixed monthly amount and the passhility to use part of the resources colleded to fund the
pension system. The 1993Fiscd Pad raised the minimum monthly floor to $740 milli on.
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Regarding the second fiscd pact, in exchange for the “worthy” requests listed above, the
Federal Government agreed to increase minimum co-participated transfers, postpore, and
possbly forego, certain provincial debt obligations, and take over resporsibility for
fundng provincial socia security systems. In the context of the Fiscal Pad, the Federal
Government had the obligation to accept the transfer of provincial social seaurity systems,
and harmonize contributions and pensions with the newly approved national social seaurity
system. Additionally, the Federal Government would suppat the privatization d pubic
enterprises, and reduce the role of provincial banks through privatization d management

and ownership.

The Pacts and their fulfillment

Tables 16 and 17reflect the main comporents of the pad and the degree to which they
have been fulfill ed.

Table 16
1992 Fiscal Pact
Commitment Degreeof fulfillment /
acomplishment
a.  15% of thetotal co-participation (prior to al distribution) was assigned to Total

finance the Pensions System and the DGI.

b. The Federal Government guaranteed a monthly transfer of 725 milli on Total
pesos to the provinces.

c. A monthly fund of 438 million pesos (“Fondo de Desequilibrios Total
Regionales’) was established, in order to finance regional imbalances.
This fund was distributed between provinces without regard of the
secondary distribution stated in Law 23.548

d. The Federal governments would automaticdly transfer resources from the Total
FONAVI (Nationad Housing Fund), FEDEI (Federal Eledricity
Development Fund) and the Fondo Vial Federal (Federal Roads Fund).>

e. Provinces would claim their legidatures to sanction balanced budgets, Nil
i.e., they would need either to control for the existence of the resources
asggned to expenditures or reduce expenditures.

f.  Both the Federal Government and the provinces committed themselves Only City of BA,
not to increase their expenditures more than 10% above the 1992 current  Corrientes, Cha, Entre
expenditure. Rios and Salta have

fulfilled this
commitment.

*3 These funds were supparted by a law and had their own distributional pattern, different from that of the
Coparticipation Law.
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Table 17. Dearee of Fulfillment of Fiscal Pacts

Issues

C.F.

B.A.

[Cat.

ICord.

ICorr

ICha
IChu:
R
For
Puj

L.P.

L.R
Men.

Mis:

Neu.

R.N.

[Sal.

S.J.

S.L.

S.C.

S:F.

IS.E.

[Tuc.

T.F.

1.Tax on contratcs

1.1. Short term reduction

1.2, Medium term reduction

2. Specific taxes

2.1 Taxon al

2.2. Tax on gas

2.3 Tax on eledrical energy

2.4, Tax on sanitary services

3. Tax:on bank accounts and payroll

3.1. Bank acounts

3.2..Payroll taxes

4. Turnover Tax

4.1. Primary production

4.2. Financial services

4.3. Insurance services

4.4. Foreign currency transadions

4.5. Industry

4.6. Utilities

4.7. Congtruction

4.8. Tourism

4.9. Research and development

5. Real ‘estate taxes

5.1 Valuation

5.2, Tax rates

6. Tax agencies

7. Consumption tax

8. Tax on cars

8.1 Valuation

8.2. Tax rate

9. Privatization's and concessons

9.1 Energy firms

9.2, Sanitary and water utilities

9.3.Provincial Banks

Transfer of Provincial: Pension System

Totd fulfill ment

]

informadén celaDirecddn de Coordinadén Fiscd con las Provincias

Pertial

Source: "Pact Federal para ¢ Empleo, laProducdoény el Crecimiento”, UNLP, Lics. L.M.Monteverde, R. Ruiz del Cadtillo, S. G. Tﬂ@may H. Terén y Dres. T. PerezBalday JM. Prada sobre |a base de

Note: The province of Buenos Aires has privatized the water company during 1999.

no fulfillment .

municipal

]




Table 17 shows that the degreeof fulfillment is very uneven across provinces and across
reforms, with some key reforms (such as the replacement of the turnover tax) failing

altogether. The foll owing description by Schwartz and Liuksilais particularly telli ng:

“Tax reform was clealy the centerpiece of the seaond fiscd pad. Provinces adhering to the pad
committed themselves to eliminating stamp taxes on checking acmurts, taxes on the transfer of fuel,
gas and eledricity and, most important, phasing out the provincial turnover tax. [...]

Initially, the provinces were dow to join this fmnd pad, largely because of the revenue
implications of the tax reforms, particularly theinitial stipulation to abadlish the provincial turnover tax
before June 1995 While the provinces were freeto replacethe turnover tax with ather taxes, many
have not yet done so. [...]

Overdll, there is no easy short-term alternative for repladng the provincial turnover tax. [...]

Other dternatives for improving provincial revenue would be beneficia in the long run, but
would not yield short-term results. [..] Similarly, improving red state taxation would require
substantial initial efforts, including, for example, improving property mapping and property registries;
providing better and more mnsistent application of valuation techniques; improving the exchange of
information between locd tax offices, property registries, .....

The aanouncement in December 1993 that federal payroll taxes levied on employers would be
reduced, depending on region and sedor, in those provinces participating in the second pad, increased
presaure on provincial governments to join. By May 1994 all but one provincial legislature had
ratified the second fiscd pad, and most had taken at least some initial steps toward implementation.
Also the provinces were given a minimum revenue guarantee ad some other guaranteed fixed
payments that provided a floor of federal transfers equivalent to about 4.5% of GDP annually.

The second fiscd pad clealy shows the ‘horse-trading that is involved in implementing
structural reforms of the system of fiscal federalism. [...], but came & the expense of making payroll
taxes an explicit instrument of regional and sectoral pdlicies, and contributed to the growing social
seaurity deficit.” (1997 408412)"

This example ill ustrates the inability to make intertemporal trades that have the nature of
investments, i.e., upfront costs and a later stream of benefits that could be gpropriated. It

shows that the extant federal governance structure of Argentina canna suppat such trades.

All in al, the 92-93 pads left a mixed landscape; including some successs like the
privatization o some provincia banks, and some failures such as the nonreform of

provincia tax systems. Clealy, the basic incentives and fundamental governance of the
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underlying federa fiscal game were not atered. That is reflected in the later reform

attempts, such as the one in the 1994 Constitution, to which we now turn.

[11.8. The Reform of the Tax-Sharing Regime in the Constitution of 1994

When president Menem was ending his first term, his interest in reeledion -in those days
nat permitted by the Constitution- moved him to promote the reform of the Constitution.
As a key step towards the reform, Menem made apad with former president Alfonsin,
who in exchange for his party’s suppat requested several constitutional changes, all of
which tended to reform the padliticd system in the diredion d parliamentarism. Their
agreement was known as the “Pado de Olivos’ and they expeded Congessto agreeupon

their propasal withou further changes.

However, when the agreement was made pullic, several provincial lealers envisioned the
oppatunity to imprint the procedures to establish and reform the federal fiscd regime in
the Constitution. They made their suppat in Congresscondtional to the inclusion d this
subjed among those to be reformed. Menem and Alfonsin were compell ed to accept these

terms.

Given Menem’ s paliti cd ambitions, provincia leaders were in a position to negotiate some
fiscd benefits. As explained abowe the late ‘80s and ‘90s were years in which several
changes were introduced into the federal fisca regime, and provincia lealers were well
aware of the uncertainties they faced. The opportunity to negotiate an agreement which
would be engraved in the Constitution —groteding them against future acts of oppatunism
from the federal government- could na be negleded. The “Pado de Olivos’ had to be
endased in Congress where small provinces have @nsiderable strength. The following
table shows party composition in bah chambers at the time of the gprova of the bill . It
shows that Menem did na confront strong oppdasition from other parties. However,
members of the PJ in the diff erent provinces were not willi ng to act under party discipline

and peferred to stand ou for the interests of their provinces.
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Table 18
Distribution of Seatsin Both Chambers
at thetime of Constitutional Reform

Political Party Senate Deputies

1992-95 1993-95

No. % No. %

Unién Civica Radical 10 21 84 33
Partido Justicialista 29 60 127 49
Others 9 19 46 18
Tota 48 100 257 100

The final constitutional text with regards to federal fiscd arrangements was the outcome of
complex negotiations among the federal government (the president and national ministers)
and the provinces (provincial governors and provincial party leaders in general). The
alliances among these adors varied throughou the process changing according to the
isaues at stake and the positions adopted by their districts in these issues. Therefore, the
text agreed uponrefleds these ator’s opportunism under given constraints and the waysin
which they attempted to protect themselves (and their districts) from future fortuities. In
general terms, the provinces were ale to establish a procedure that would in principle
proted them from federal government’s unilateral influence It is interesting to nde that
provinces initially tried to get adual sharing coefficients to get written into the
Constitution, kut the national exeautive was able to convince them to replace that by
procedural mechanisms with regards to the future sharing agreement.>*

The negotiations at the anstitutional convention as well as the fina text (summarized

below) are very clear ill ustrations of transaction cost pdliti cs at work:

(& A“L eyConvenio” based on un@rstandngs between the Nation andthe provinces will
establish systems of Coparticipation in taxes. The automatic delivery of funds is
guarantedd.

A LeyCornvenio is a specia procedure that requires that after being enaded by Congress
the law must be authorized by each provincial legislature before acquiring validity. This
clause results from ador’s distrust of eat aher, originated in past falures to hona

agreaments, or attempts to openly violate them. Due to their belief that if anything were
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left unchedked someone’s interest might be endangered, they agreed on a procedure that
requires svera instances of approval. The wndtions put forth to accept the agreement are
so demanding that it would be rare to seesuch an agreement come to life, as ill ustrated by
the failure to produce alaw by the time of this writing.

(b) All taxes colleded by the nationd government (other than foreign trade taxes) shoud
be @mparticipated.

Thisisto avoid the oppatunistic aeaion d non-shared taxes.

(c) The distribution ketween the Nation andthe rest of the districts —and among these
districts- shal be carried ou in dred conformity with the apecities, services and
functions performed by the jurisdiction, in compliance with oljedive distribution
criteria. This distribution must be based on pinciples of equity and solidarity
prioritizing the achievement of similar levds of devdopment, of living standads and

equd oppatunitiesthroughou the nationd territory.

This looks like aprotedion impased by provinces to guarantee @rtain levels of resources,
given the differences with the federal government and among themselves in terms of
cgpacities, services and functions performed by each jurisdiction. Provinces tried to
proted themselves from arbitrary changes in the percentages they were entitled to recave
from tax colledion, a fea clearly resulting from the lack of criterion backing those

percentages.

(d) The Ley Convenio is to be originated in the Senate and shall be enacted with the
absolute majority of all the members of each House.

This procedure shoud be interpreted as awarranty to provinces in general that adors sich
as Buenos Aires (due to its numericd superiority in the House) or the federal government
(an ador with sufficient resources as to buy suppat) would na be ale to get away with a

>* At a more dissagregated level, one muld aso say that the procedures dedded upon benefited the small
provinces more than large —tich-- provinces such as Buenos Aires.
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reform of the federal fiscd regime that was not suppated by most of the provinces. The
key to urderstanding this rule lays in the selection d the Senate & the dhamber where the
bill shoud be originated (therefore avoiding the numericd advantage of some provincesin
the House), and the requirement of absolute majority of al membersin each house, which

leans towards the same goal.

(e) It may nat be unilaterally amended na regulated, and must be approved by the

provinces.

The eplicit mention d unilateral adions, isa dea demonstration d the general concerns
of the provinces, predsely in the diredion emphasized in ou framework. The adility of
the national exeautive to undertake unilateral adions has been behind the inability to

enforce the paliti cd transactions necessary to buld amore dficient system.

() No transferal of competence services or functions may be dore withou the
correspondng reallocation d funds approved by a law from Congess and ty the

relevant province or the City of Buenos Aires, as required in each case.

This clause intends to proted the provinces against oppatunistic adions by the national
government. Thelir caution is a resporse to previous experiences with decentralization o
pulic services, in which the National government not aways transferred adequate fundng
alongside resporsibiliti es. (Seesedion |V for the case of education decentrali zation).

(99 A Federal Fiscal Entity (“organism’) shall be in charge of controlling the
implementation d what is presented in this subsedion, in accordarce to what the
above-mentioned law shall establish, guaanteang the representation o all provinces

and d the City of Buenos Airesin its compasition.

The requirement that afederal fiscd institution be aeated to control the implementation d
dedsionsis a dear sign that the federal government —the “default” actor in charge of the
implementation- is not a beneficiary of the provinces trust. Along with al the other

mecdanisms <t forth to ensure that they would na be tricked into loses when designing
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the regime, they establi shed that whatever was dedded could be misinterpreted —a bluntly
ignored- by the federal government during the ongoing implementation phase. To prevent
such course of events, the implementation is to be supervised by an organism in which all
of the districts will be represented. This is a dear illustration d the importance of

governance in a ontext of incomplete mntrading.>®

All the highlighted pants reflect very clealy, the transadion-cost-pdliti cs nature of the
problem. The very congtitutional status of the issue is areflection d its importance and of
the fear of oppatunism by some adors. Furthermore, al the important clauses represent
the adors attempt at proteding themselves (by procedural means, by forbidding certain
adaions, by adding veto gates) against oppatunistic behavior. These procedures, while
giving some asarances to the parties involved, have & the same time deaeased the
likelihoodthat any change could occur.

[11.9. The saga continues: no Law, still playing the old game, more Pacts,
and the crisis of 2001/2002

The first thing to naice with regards to the evolution d the federal fiscd system after the
1994 Condtitution, is the fad that the cnstitutional mandate of passng a new law
(originadly by the end d 1996 has not been fulfilled yet. There were dways one or
several projeds on the table, but nore has mustered enough suppat (not even within the

Exeautive), so asto get serious paliti cd attention.

Argentina has been signing agreements with the IMF throughou the period, promising “to
passa Coparticipation Law, ” but systematicdly failing to doso. Beyond some adtistic
tendencies in the IMF and in the Argentine national bureaucracy,® this refleds on some
degoer isues. On the one hand, the complex procedura constraints impaosed by the
Condtitution, do mt fadlitate the passage of a new law, what interacts with the
(“transaction cost pdliti cs”) intrinsic complexity of the problem of passage of a “definitive”
regime. Furthermore, the usual agenda setter in these things is the national exeautive, and

%5 We have developed proposals of reform of fiscal federalism in Argentina that, from this incomplete
contrading perspedive, put most of the weight on the alequate design of this federal fiscd institution. See
laryczower, Sanguinetti and Tommasi (2000 and Saiegh and Tommasi (2000.

* The latter, in turn is explained by some endogenous feaures of the Argentine bureaucracy, not totally
independent of the federal fiscd/paliticd mess explored in more detail in Spill er and Tommasi (2001) and
Bambad, Spill er and Tommasi (20020).
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it was not obvious that it was in its best interest to move to a regime that, if well done,

would restraint some of its own unilateral moves.®’

Ex post, it is obvious that the fiscal path of Argentinawas afar cry from what would have
been necessary to avoid a terrible crisis like the one it is living today.®® Both a more
relaxed fiscal stance in the second Menem administration, and the dynamics of provincia
finances put the country in arisky path that, when interacted with several negative shocks,
plus the wild fluctuations in international market conditions and sentiment, precipitated the
crisis.  During the 1993-1998 period, when the Argentine economy was generally
performing well, and the Argentine government was receiving substantial non-recurring
revenues from privatization and enjoyed other temporary fiscal benefits, the public sector
debt over GDP nevertheless rose by 12 percentage points. This clearly was not an
adequately disciplined or sustainable fiscal policy.

Table 19 summarizes the behavior of provincial, national and consolidated finances from
1993 to 2001. It is clear that, especially at the provincial level, there was high growth of
spending during the good years after the Tequila shock, and that the adjustment to the
difficult times starting in 1999 was far too delayed.®® From 1997 to 1999, primary
expenditure increased almost 20% at the provincia level and 14% at the nationa level.

*" Here we are emphasizing the short-term self-interest of the political actors running the executive at a given
point in time.

%8 This is not the place for a complete analysis of all the determinants of the Argentine crisis. It suffices to
say, for our current purposes, that atighter fiscal position throughout the second half of the 1990s would have
been desirable (or essential, according to some accounts).

% Of course, in a normal country in normal times, you would not want fiscal retrenchment in a recession.
Yet Argentina is not a normal country in normal times, but a country suffering from (well-deserved!) deep
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a. Provincia governments

Table19
Fiscal Figuressince 1993
(in Millions of 2000 pesos)

1003 1994 10995 1996 1997 1098 1999 2,000
Fiscal Deficit 2072 2350 3527 1840 1377 2470 4633 3230
Ratio Deficit / Totdl 8% 8%  12% 6% 4% 7%  13% 9%
Expenditure
Debt Services 472 571 721 1004 1052 1190 1431 1856
Ratio Debt Services /oo 500 300 396 3% 4% 4% 6%
Tota Revenues
Total Revenues 25507 27371 26694 2908l 32617 33111 32235 32150
] .
% Change in Totd % 2% 9% 12% 2% 3% 0%
Revenues
Primary Expenditure 26,793 28.990 29,222 29269 31,678 33,871 34,933 33,503
f enditu
% Change in Primary 8% 1% 0% 8% 7% % 4%
Expenditure
Total Expenditure 27265 20561 20042 30273 32730 35061 36,365 35350
% Change in Tota o o o o o o 20
Expcinee 8% 1% 1% 8% 7% 2% 3%
Source: Ministry of Economy
b. National Government

1093 1994 1995 1996 1997 1998 1999 _ 2000 2001
Fiscal Deficit 2207 1019 2544 5889 4582 4170 7,348 6936 8170
Retio Deficit / Totd g0 206 50 11% 8% 7%  12%  11%  14%
Expenditure
Debt Services 2014 3150 4084 4608 5745 6660 8224 9656 9,630
Retio Debt Services /o0 gy gy 100  10%  12%  14%  17%  19%
Total Revenues
Total Revenues 50,727 51078 50294 47.669 55377 56,726 58455 56571 51319
L .
Ff’ Change in Totdl 1% 2% 5%  16% 2% 3% 3% -9%
evenues
Primary Expenditure 45082 48,214 47,583 48325 53908 54,139 55000 53,706 49,799
- enditut
% Change in Primary %  -1% 206 12% 0% 206 2% 7%
Expenditure
Total Expenditure 4799 51364 51667 52933 59653 60,800 63224 63362 59,429
L :
% Change in Totd 7% 1% 2%  13% 2% %  0.2% -6%

Expenditure

Source: Ministry of Economy

credibility problems, forcing the need for contractionary fiscal moves after having lost the opportunity of

fiscal savings during the good times.
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c. Consolidated (1993 — 2001y

1993 1994 1995 1996 1997 1998 1999 2000 2001*

Fiscd Deficit -138 337¢ 6,071 7,72¢ 595¢ 664C 11981 10166 11,777
Ratio Deficit / Tota

Expenditure 0% 5% 10% 13% 8% 9% 16% 14% 18%
Debt Services 338 3,721 480t 561z 6,797 7,85C 9,65 11512 13560
Ratio Debt Services /

Total Revenues 6% 6% 8% 9% 10% 11% 13% 17% 21%
Total Revenues 62517 63677 62479 60864 70319 71504 72846 70680 66,274
% Change in Tota

Revenues 2% -2% -3% 16% 2% 2% -3% -6%
Primary Expenditure 58158 62432 62296 61,708 67911 69677 72089 69168 64431
% Change in Primary

Expenditure 7% 0% -1% 10% 3% 3% -4% -1%
Total Expenditure 61544 66,153 67100 67320 74,708 77528 81,745 80680 77,991

% Change in Tota
Expenditure

7%

1%

0%

11%

4%

5%

-1%

-3%

(*) 2001 provincial figures are estimated. Source: Ministry of Economy

The less than perfed fiscd discipline by nationa and provincia authorities is the
consequence of the same old pditi cd game being plaid, in spite of the fad that some of its
explicit channels have been closed by the anvertibility regime, and by some further
measures. Thisleal to an overly enthusiastic assesanent of the overall fiscal sustainabili ty
of Argentina by international organizations such as the World Bank and the International
Monetary Fund, who were fairly bullish abou some acomplishments such as the
privatization o severa provincial banks and by the gproval of a Fiscd Resporsibility
Law in 1999%

The perverse behavior of puldic finances was in large measure linked to the 1999
presidential campaign. Early in the game, president Menem attempted a blatant move to
run for a third term, a move that in spite of its obvious ladk of constitutionality, lead to a
relaxation d the national fiscd stancein order to gain suppat. Even worst than that, the
other contender for the Peronist candidacy was governor of Buenos Aires Eduardo
Duhalde. First in fighting Menem's redection kid, and then in fighting the interparty
presidential competition as the Peronist candidate, Duhalde made generous use of the

largest budget in the courtry, that of the province of Buenos Aires. Given the importance

%0 SeeBraun and Tommasi (2002 for amore detail ed criti que of some of those assessments.
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of the province, and the federal fiscd linkages emphasized in this paper, those actions had

dire mnsequences for Argentina.

Buenos Aires accourts for 30% of GDP, 30% of total provincia spending, 31% of
personrel expenditure and 23% of total provincial debt by 2000. By the third quarter of
2001 (shortly before the Argentine implosion), Buenos Aires deficit represented 57% of
the consolidated provincial deficit. Its deficit had a markedly diff erent behavior from 1991
to 1997,when it was lessthan 8% of total spending, and since 1998, when it represents
more than 13% of provincial spending. (See Figure 5). Total spending in Buenos Aires
grew 30% between 1995and 2001, much higher than the 10% increase in the other
provinces, and the 15% increase in national spending (Figure 6). This lead to fiscd
disequili briaof 19% in 1999, 186 in 2000,and 20% in 2001,and to an increase in its debt
stock of 69% in the 199799 period. Provincia pulic employment rose from 320
thousands in 1995to 405thousands in 1999, with the largest increase (17%) occurring
from 1998to 1999. Personnel expenditures rose 49% in the 199699 period.

Figureb:
Province of Buenos Aires: Total Spending and Fiscal Deficit 1994-2001

Province of Buenos Aires Total Spending and Fiscal Deficit
1994-2001
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Figure6:
Changein primary spending 1995-2001: Province of Buenos Aires, National
Government and Other Provinces

Change in primary spending
1995 - 2001
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In spite of all these efforts, Duhalde lost the 1999 pesidential eledion to Fernando ¢k la
Rua, the candidate of an aliance of the traditional Union Civica Radicd with Frepaso (a
recent federation o center-left parties). Duhalde was replaced in the province by the
Peronist candidate Carlos Ruckauf,®* who dd na do much to improve the fiscd situation.
The impending default of the Province was one of the main concerns of the National
Ministry of the Econamy throughout 2001. In a sense, there was a perverse palitica war
of attrition to see who (the radicd Nationa authorities or the peronist provincial

authoriti es) was blamed by the imminent financial disaster.

In April 2001,the province of Buenos Aires and the Federa Government signed a bil ateral
agreement to improve the provincia fiscd situation. The agreement establi shed a nominal
deficit celing, a primary spending cut, and the Federal government’s commitment to
provide financia suppat. The former, in the finest Argentine tradition, was nat fulfill ed
by the province, but the latter was used in November 2001 when the Central Bank gave a
$65 million rediscourt to the Provinciad Bank o Buenos Aires (one of the surviving

dinosaurs) to avoid the provincial default (“cesacion ce pagas’). The Banco Provincia

¢ Ruckauf, who was vice-president of Menem’'s snd term, was “promoted” from Governor of Buenos
Aires to Foreign Minister in the Duhalde national government which eventually followed (on January 1%,
20(2) the anticipated resignation of De la Rua. It seems pretty evident that Ruckauf was moved out of the
province of Buenos Aires ® that the very likely impending financial disaster (or aternatively the very high
politi ca cost of the huge aljustment necessary) does not explodein his (loyal) hands.
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also received a Central Bank waiver on the liquidity requirements on public depaosits, as
well as me alditiona tinkering with bank regulation to make its asset portfolio look
better. (All of these happened after the amnvenient removal of the previous Central Bank
president, and his replacement by somebody more “understanding.”)

All of this, other than reflecting on the weakness of Argentine institutions, is also a
perverse “Buenocs Aires’ revenge dter al the redistribution away from the provincein the
previous decades. Unfortunately, instead of a more rational limitation on the
redistributivenessof the system, we have these perverse dynamic interactions between the
fiscd realm and the pdliticd realm. Thelate 199G saw the two bigger fiscd players of the
courtry involved in a spending binge, uncer the hope that it would be anather pdliticd
player the one to pay the hill .

Ancther connedion ketween the Argentine disaster and fiscd federalism can be traced to
the 1999and 2000fiscd pads and their fina effed. These pacts were signed right after
the presidentia election and shortly after the incoming administration took dfice
respedively.

The turn of the century foundArgentina trying to overcome the harsh recesson that began
in the middle of 1998,mainly aresult of the Brazili an and Rusgan crises, intensified by the
Brazilian devaluation. As on as the results of the presidential election were known, the
future Econamics Minister (Jose Luis Macdinea) annowunced that the budget projeded for
2000 reeded serious changes, mainly because the rate of growth for the mming year would
be lower than that dedared by the Menem Administration. This was a difficult task since
oppdasition (Peronist) governors, who controlled a large chunk d the Congressonal vote,
denied their suppat. In order to carry out budgetary changes that would permit to comply
with the deficit limits allowed by previous agreements with the IMF (and reflected in the
1999“Fiscal Conwertibility Law”), the incoming administration dedded to bargain a new
fiscd pad.®® This agreement was attained in December 1999, four days before the De la
Ruda alministration came into office.

®2 This was not the first time in Argentine history that the National government is, under IMF presaure,
forced to sign an agreement with the provinces that leals to further costs down the road. For some previous
episodes (in particular the 1988 Tax-Sharing Law), see Saiegh and Tommasi (1998. This reinforces a point
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The ceitra government committed to transfer a fixed amournt to the provinces,
independently of the revenues colleded. The new administration envisioned that through
an increase in income and sale taxes (“impuestazo”), the alditional amourts needed to
neutrali ze the fiscd deficit would be llected. The central government also committed to
implement a plan of financial assstance and financia reform (FFDP) to alow the
provinces to afford their 2000needs®. The provinces committed “to pass Solvency and
Fiscd Resporsibility laws™ and to fulfill the terms of the FFDP if they chose to adhere to
that. The degreeof fulfillment is Immarized in the next table.

Table 20
Fiscal Pact 1999

Commitment Degreeof fulfillment /
acompli shment

a. The Federal Government fixed a morthly transfer of Total urtil the 2001 dsaster.
1350millions of pesos to the provinces.

b. Both the Federal and the provincials' governments Nil
commit their selves to sanction the new Coparticipation
Law (required by the 199 Congtitution) during yea 2000.

¢. The provincial governments commit to passboth 14 provinces had passed thiskind

Solvency and Fiscal Responsibility Laws in their provinces of law. Many of those provincial

reflecting the aim of the Federal Fiscal Responsibility Law. laws have not been fulfilled
afterwards.®*

d. Implementation of the FFDP program Mixed
e. Tax harmonization in all levels of government®® Nil
f. The federal government commits to finance provincial There was 9me asistancefrom

pension system deficits gradualy if the province permitsa  the Central Government to the
federal audit. province of Cordoba and Santa Fé

After taking office the De la Rua aministration was charaderized by a rather quick
paliticd deterioration, including the resignation d the (Frepaso) Vice-President Carlos
Alvarez. In that context, the government needed an additional fiscd pact in order to passa

that | have been making in this and related papers (seefor instance Braun and Tommasi, 2002, international
organizations should understand ketter the politi cal economies of the auntriesin which they operate.

% The latter was cdled Fondo Fiduciario para e Desarrollo Provincial (FFDP), with the usual palitica
euphemism of using the word “development” for what are in principle financial adjustment programs.

64 Seethe detail sin Braun and Tommasi (2002).
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consistent budget for 2001.The bargaining dynamics were similar to what we have studied
so far in the paper: exeautive under foreign presaure for “consistency”, oppatunism by
some provinces, some topicd iswes included alongside quasi-structural reforms, some
efficiency-enhancing paragraphs here and there (on bulgeting pradices and fiscd
transparency), etc. Governors complained loudy abou the unfulfillment of the previous
pad (some provinces complained abou other provinces nat fulfilli ng it). They committed
(once more!) to pass a Coparticipation Law; provincial governments gained some more
room to administer the few remaining national social programs (of limited use to solve the
dee socia problems of the wurtry, bu of high pditicd leverage given the dientelistic

use of focalization). The next table shows the main compromises and their fulfillment.

Table21
Fiscal Pact 2000

Commitment Degreeof fulfillment /
acompli shment

a The Federal Government fixed a monthly transfer of Thelater bargaining over this
1364 millions of pesos to the provinces for yea 2001and point was acompoundng factor
2002,and guarantee amonthly transfer of 1400 millions of inthe 2001 dsaster. (Seedetails
pesos for yea 2003, 1440 millions for 2004 and 1480 in text below).

milli ons for 2005.

b. The provinces and the federal government commit to not Both levels of government
increase the primary spending increased primary expenditure the
first semester of 2001.

c. The provinces pledged to sanction pluriannual budgets Partial. Solvency and Fiscal
Resporsihility Laws establish this
kind d budget formulation.

d. Transparency and wide diffusion of the fiscd and Partial

financial acounts. (Nil in some provinces)

e. Implementation of the Fisca and Socia Nationd Partia
Identification System..

f. Federal Agreament on Tax harmonization within 120 Nil

days.

g. Budget increase for social and employment programs for Was assigned in the Budget, but
2001°° was underexeauted.

h. Federal Agreament on Maodernization of the State (within Nil

120 days)

% |nterestingly, this later pads cdl for the fulfillment of clauses of the 1992and 1993 pads yet urfulfill ed.
This refleds on the inabili ty of the system to enforce agreements.

® Thisincrease has to be distributed among provinces 50 percent proportionally and 50 percent acarding to
23.548 Coparticipation Law propartions.
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i. All governments commit to sanction a new Nil
CoparticipationLaw in yea 2001.

The most important clause in practice was the establishment of a fixed amourt to be
transferred to the provinces. The following depiction (of both pacts), from Gonzalez,
Rosenblath and Webb (2007), is useful:

One major component of the Federal Agreement was that during the yea 200Q the provinces would
recave afixed amount in automatic transfers.®” This provided the provinces with predictability in income,
but the amount was also designed to allow the federal government to kegy a larger share of incremental
revenues expeded bah from an economic recovery and an increase in federal tax pressure. The cdculation
of the monthly fixed amount of $1.350 hlli on during 2000was roughly based on the average of the previous

two yeas.

The Agreement also established that during 2001the provinces would begin to recave an average of
the threemost recent yeas' legal amounts (i.e., an average of what the provinces would have receved under
existing fixed percentages established in the general Coparticipation and tax-sharing laws). In this way, the
ideaof moving towards a moving average of recent yeas percentage shares was put in place However, in
additi on, the provinces were offered a minimum guaranty for 2001 that was st at a level 1 percent higher
than the fixed amounts of 200Q

...[D]ebt-restructuring deds were offered to smaller provinces, and the federal government
promised that they would fadlitate larger provinces debt restructuring via private banks and the multil ateral
development banks. Plus, they would finance part of provincial employee pension systems deficits if
reforms were made to make the systems consistent with the national system. (Many smaller provinces had
already passed their pension systems to the federal government; however, this feaure was attradive to the

larger provinces that still have their pension systems.)

One yea later, this agreement was followed by a more comprehensive Compromiso Federal por El
Crecimiento y la Disciplina Fiscal, signed in November 2000 ly all provincia Governors, except the
Governor of Santa Cruz, a small province in the south. This agreement included a number of clauses for
provincia reformsin the aeaof state modernization, budgeting and the transparency of fiscd acounts. In
terms of stabili zing transfers, this new agreement established a timetable for switching permanently to the
moving average concept. However, as described below, there would still be guaranteed minimum amounts

over transition period.

7 Virtually all automatic transfers were included — bdh the general revenue-sharing pod and tax-sharing
arrangements.  This represented a de facto simplification of the labyrinth of automatic transfers described
above.
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For 2001 and 2002, the provinces would recave afixed monthly amount equal to $1364 hilli on.
This figure was the guaranteed minimum for 2001 that had been stated in the previous 1999 Compromiso
(where the at¢ual amount was to be a1 average of threemost recent yeas). Now it would be both a floor and
celing for bath 2001 and 2002. The amount itself implies an increase of $14 milli on, or about 1 percent,

over the amount receved during 2000

From 20032005, the provinces would start to recéve amoving average of the three most recent
yeas shared revenue amounts. In other words, it would be an average of what they would have receved
acording to the old laws during the three most recent yeas. In case this moving average were to coincide
with recessionary or low growth yeas, a guaranteed minimum amount is st: $1.4 hilli on per month in 2003
$1.44 billi on in 2004 and $1.480 hkilli on in 2005 These minimum amounts represent approximately 2.6 to

2.8 percent increase per yea in nominal terms.

Note that it is not clea what the federal government would dowith the expeded savings from the
lower transfers. A fiscal stabili zation fund that would lock up the savings 9 that they could be used later
during recessons is not explicitly established by this Compromiso, although there is general language stating
that this fund would be established in due course. Depending upon what growth rates one asumes, over the
five yea period, the provinces would lose anywhere from $1.5 to $7 billi on in transfers that they would have
otherwise recéved.®®

Any major recessons over the period would have implied that the provinces could bre&k even or
come out aheal. Asit turned out, the floor did not strongy favor the provinces during the first half of 2001
In addition, the federal government creaed a new financial transadions tax with the revenues procealing
exclusively to the federal treasury. However, during the second half of the yea, the fixed transfers would
have implied significantly more resources than otherwise would have been the cae. For 2001, as a whole,
the provinces were to recave aout $2.8 hilli on (about 1.1 percent of GDP) in transfers beyond what they
would have recaeved without the guarantee This contributed to substantial fiscd, politicd and socia stress
during the latter part of the yea. Ultimately, the federal government was not able to transfer the full
guarantee and arrea’s acaimul ated.

The bickering over the unfulfillment of this clause was an important fad in the padliticd
dynamics leading to the demise of the De la RUa Government and the ensuing Argentine
default. The procrastinationin provincial governments sgning a new agreement was a key
fador in demolishing Argentine aedibility in the eyes of international markets (The
Econamist, November 17, 2009).

%8 SeeWorld Bank, Provincial Finances Update 1V, 2001 (www.bancomundial.org.ar).
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At the beginning of the seaond semester of 2001, the national government was unable to
transfer to the provinces al the resources established in the 2000 Pact. Provincia
governments took several steps attempting to enforce the Pad: a) the Senate, by governors
request, passed a law that established that the recently imposed tax on financial
transactions has to be @participated to the provinces;®® b) the UCR governors, baded by
some PJ governors, presented a bhill dedaring the “intangibility” of coparticipated
revenues; and c) the governors made aformal clam to the Supreme Court in order to
enforce the fulfillment of the federal pacts. This processfinished with a new addenda to
the 2000 @d that alowed the federal government to cover the mparticipated revenue
shortfalls using LECOP™ upto 40% of tota transfers fixed in the Pact. Also the provinces
and the federal government agreed to establish a new way to finance provincia fiscd
distressthrough LECOP (up to ore payroll).

The shortfall in coparticipated revenues and in own resources, plus the inability to get
voluntary financing throughou 2001, lead some provinces to issue low denomination
provincial debt (bonos provinciales). A few provinces had this kind d instrument before
2001, buw severa provinces issued new bonds in 2001 for approximately 8% of their
spending, and have continued to iswe in the first semester of 2002 by approximately 20%
of their spending. The bonds usually do nd pay interest and seem generaly accepted as
substitutes for pesosin transadions within the boundhries of the provinces.

This bonos, that have avered the deep fall in resources avoiding difficult (in some cases
amost impossble) spending cuts, are gpropriating the right of seignorage of the central
government. In the new dynamics after conwertibility, where seignorage is likely to

become anon-trivial fradion d revenues, this also credes perverse dynamic incentives.

%9 With the eonomic recesson getting worse in the second semester of 2001, the fiscal situation of national
and provincial governments deteriorated sharply. The centra government (with Cavallo arealy on board)
attempted to morigerate that fiscd drain by re-instating the very inefficient tax on financial transadions that
had been eliminated in the 1993 Pad. This time, though, it was instated as an exclusive national tax, that
could be deduced partially from VAT (which is coparticipated), steding resources from baoth the provinces
and the social security system. Noticethat, even though previous laws (and the Constitution with regards to
the future regime) established that any new taxes have to be shared, the 2000Pad had (in pradice) replaced
that rule by the guaranteed amounts, independently of tax level and structure.

"9 LECOP (Letras de Canceladon de Obligadones Provinciales) are low denomination debt certificates that
the federal government issuesto pay Coparticipation and to lend to provincial governments.
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Many opportunistic provincia adors are planning to isue bonos in anticipation d this

revival of inflationary finance.

As down in table 21 and in figure 7, the e@namic recesson fostered the isaie of new
provincid bonds. In 9 months their stock rose from 543 millions (6% of money
circulation) to 4816millions of pesos (2% of circulation). This was due mostly to the
huge bondisaue by Buenos Aires (1672 millions in late 2001 and early 2002 that now
represent nearly 35% of total provincial bonds plus national LECOPs.

Table 22
Stock of Provincial Bonos
Stock Ratio Stock of
(Milli ons of pesos) Bonosto
Before Provincial Own
. 2001 2001 2002 Totd Revenue
Province Bond

Buenos Aires  Patacon (A and B) 0 972 70C 1672 41%
Catamarca Bono Publico 25 0 0 25 65%
Cordoha LECOR 0 20C 25C 45C 4%
Corrientes Cecaor 20C 0 0 20C 236%
Cham Quebracho 0 50 0 50 54%
Entre Rios Federa 0 49 99 14¢ 57%
Formosa Bocanfor 0 50 0 50 200%
LaRioja Bocade 0 5 0 5 21%
Mendoza Petrom 0 0 17¢ 17¢ 50%
Tucuman Bocade 36 62 40 13¢€ 76%
Tota Provincial Bonds 261 138t 1267 291¢ 48%
Federal

Government LECOP 0 190C 0 190c

Total Bonds 261 328¢ 193¢ 481¢
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Figure7:

Provincial Debt Certificates stock
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The probability of repayment of these bonds varies aaoss provinces. For instance, the
Corrientes and Formosa bond stocks doulde provincial own revenues and represent 63%
and 536 of money circulationin each ore respectively.

To close this fdion, it might be helpful to come back to the mnnedion ketween national
paliti cs and the federal game. President de la Rua was thrown from government in part
due to the incgpacity of his administration to govern. This in turn had to do with
idiosyncratic charaderistics of the aalition that took hm to power, bu also to the role
plaid by peronist provincia governors and their puppets in Congress At a more micro
level, the stred riots and manifestations that marked the departure of de la Rlawere in part
sporntaneous mobhili zations of the middle dasses after their bank savings were expropriated,
but largely due to the mobili zation d violent protests by the peronist machinery of the
province of Buenaos Aires. After 3 presidents in aweek, finally an agreament was reached
in Congressto place the bossof that machinery, Eduardo Duhalde, in the sea of President.
It has become patently clear in the last few months that the red power in Argentina resides
in provincial governors. Their struggles for the aumbles of Argentina and for the
presidential successon are dso marking the limits for the arrent government. Perhaps the
only positive apect of what we ae sedang these days is that some relevant adors like the
IMF have finally understood the underlying pdliticd game, and are deding directly with
the provincesin an attempt to buld some more sustainable form of fiscd compromise.
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IV. Federalism and social sector reform in Argentina. The Case
of Education

Over the last decade or so, decentralization o pulic services, especialy in the socia
sedors, has become one of the new tenets of the “Washington-sporsored” reform agenda
facel by developing courtries.”* Argentina has not been immune to these new winds. Out
of a mix of conwction, foreign presaure, pditicd oppatunism, and shortsighted fiscd
moves, Argentina has decentrali zed large part of its ocia palicy over the last decade or so.
By 1999 povinces gent 96% of overall educaion spending, 70% of overal hedth
spending, and 6246 of spending on socia development (anti-poverty, food programs, etc)

Even though some of the postulated benefits of decentralization might be & work, the
implementation d reforms and, spedally the quality of pdicy making and delivery in the
social sedors, has been tainted by several of the daracteristics of fiscd and pditicd
federaism in Argentina highlighted throughou this paper. In this dion we provide a
sketchy narrative of some of thase interactions in the Educaion sedor.

IV.1. Background

The 1853 Constitution established that primary educaion was a resporsibility of the
provinces. This was mostly a reaognition that, in fad, schods have been exclusively
suppated by locd efforts snceindependencein 1810. This was more the cnsequence of

alad of effedive national government than any strong provincial asertion.

Resource scarcities and a growing popuation created the need for some national suppat.
Isolated remittal of resources was made in 1857and 1867.In 1871alaw of Subsidies was
sanctioned, establishing that the national government would provide resources to fund
building of schods, materials and teacher salaries. In 1905 the so-cdled Lainez Law
(named after senator Manuel Lainez) adlowed the aedion d national schods in the
provinces that so requested. Even though this law was heavily criticized and interpreted as
a “fallure of educdion federalism,” in pradice provinces made use of it, and a paral€
system of national and provincial schods developed. National schods paid better salaries

(and dd so in time!), so that teaders preferred to work for the National government.
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Between 1956and 1976there were several unsuccessul or partia attempts at transferring
the national primary schods to the provinces. In 1978, mostly for fiscal considerations,
the (1976:83) military dictatorship appeded to article 5 of the Constitution to decentrali ze
primary schods.”® So that the Constitution, and appeds to “true federalism” were used to
unload 6564 establishments and 897.400 pups onto the provinces (that did na obed
abou the transfer per se, bu to the aruptness of the procedure, and to the ladk of

ac@mpanying funds).

The same argument of “red federalism” served for a new adjustment of pullic accountsin
1992, this time focusing on secondary education, which | describe in the next subsedion.
The provincia “burden” for schod finance has grown progressvely over time, as depicted
in Table 23.

Table 23: Distribution of Public Sector Expendituresin Education

Year Contribution to total budget (as %)
Federal Provincial

1961-65 57.8 422
1966-70 60.2 39.8
1971-75 584 41.6
1976-80 48.9 511
1981-83 431 56.9
1984-88 34.9 65.1
1989-91 324 67.6
1992-94 197 80.3

IV.2. Education Decentralization and Fiscal Federalism in the 1990s

In December 1991 the Menem administration passed a law that decentralized the
management and finance of secondary education from the federal to the provincial levels.”
In 1993a “Federal Education Law” was sanctioned. These laws atered the traditional
role of the centra government from provider of schoding services to “helmsman” in
educaion pdicies (Argentina— Ministry of Education, 1999.

" SeeAcufia and Tommasi (1999 and references there.

"2t is a sad paradox that a military dictatorship that violated the most saaed aspeds of the Constitution
(human rights and division of powers) showed such resped for the letter of the Constitution with regards to
the vertical al ocation of resporsibiliti es for primary education.

1t is interesting to notice that, in an appendix to that law, hospitals and other social services were dso
transferred. This process implied the transfer of 1905 schools with 112000 teaders and 14200 non-
acalemic employees, servicing around a milli on students; as well as 20 hedth clinics with 9.200 employess;
and 22 family/childhood institutes employing 1.700 agents. (The bundling of the two sedors in one law
refleds an underlying fisca drive over secdora considerations).

69



This processwas largely contested by provinces that interpreted decentralization nd as an
oppatunity for greaer locd autonamy, bu as an attempt of the federal government to
abandon its financia resporsibilities in the educaion sedor (Benveniste, 1999. The
transfer of the resporsibility for schoding from the national to the provincia levels,
athough pubicly spoused by local governments as a reaffirmation o federalist principles,
was privately rgeded by some out of a oncen for federal fiscd and pditicd
abandorment (Rhoten, 1999. Hanson (1994 reports that “the transfer of the secondary
schods was a surprise move. The first natificaion that the d@tempt would be made cane
when the national budget was produced and dstributed. The budget had deleted its
historic financia suppat for secondary educaion. The outcry was 9 intense that the
centra government was amost obliged to delay the transfer while it developed a
judtification, reld pubic debate and passed alaw.”

The bargaining processover educaion cdecentrali zation started, then, in the 1992 rational
budget law submitted to Congress in 1991. From there the negotiations went
intergovernmental with a very active role of governors and d the national Econamics
Ministry. The national and provincia educaion ministries only entered center stage later
on, in the discusson owr the implementation d the federal education law that

complemented the decentrali zation law.

Even though there have been recommendations of the Federal Educdion Courcil stressng
the pedagogical advantages of decentrali zation, the true motor in the a¢ua processwas the
presaure from the National Finance Ministry (from 1991 Minister Cavall0).”* The transfer
of educaional services in the 1990 took dace withou any actual transfer of additional
resources to the provinces (foll owing the experience of 1978. It did happen in the context
of the large increase in tax-sharing revenues after the Conwvertibili ty plan, described in the

" For instance one distinguished independent deputy, Federico Clerici, dedared that “the main force behind
this transfer has been the compromise to reduce federal government spending by $1200milli ons.” Deputy
Dumon from the oppasition UCR, stated: “We treded, within the Congeso Pedagdgco, the isae of
decentralizaion as a socia concern, but we were confronted with big nrews: the decentralizaion we were
instrumenting was not that of Congreso Pedagddco, but the one we had promised to the IMF in the 1990
letter of intent.” (Repetto et a, 2001). There is additional evidence wnfirming the suggestion that the
genesis of the adual process of educaion decentralizaion was related to memos exchanged between the
exeadtive and the IMF, hardly an institution spedalizing in education (Nores, 1999.
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previous sdaions. Figure 8 (from Nicolini et al, 200) illustrates this expansion in

revenues.

Figure 8: Shared revenues and difference between the annual increase in shared revenues
and the cost of services transferred. (In millions of 2000 pesos)
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The Ministry of the Econamy insisted that the decentrali zation shoud be financed ou of
the large increase in coparticipated revenues that ensued the implementation d the
convertibili ty plan. Based onthe evidence presented by the ministry (including projections
of future revenues), and on circumstantial poaliticd presaure, governors agreal that the
transfer would, in principle, be financed with those “extra” Coparticipation resources as
long as the national government would guarantee to cover the st of services transferred

in case those revenues were to fall below the monthly average of April-December 1991.

The medhanism finally used to “finance the transfer” was to define a“retained” amourt of
$711.2milli ons (correspondng to the estimate of the @st of the transfer) subtraded from
the secondary Coparticipation, and dstributed to the redpient provinces as a function o
the estimated cost of the servicestransferred (essentialy payroll costs). Thiswas, infad, a
redistribution d secondary Coparticipation towards the provinces receiving propationally
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more teaters. The law also established that, if the increase in shared revenues with
resped to a 1991 baseline was (in the aggregate of provinces), inferior to the ast of
services transferred, the national government would guarantee that amourt. Figure 8 also
shows the evolution d the difference between the increase in tax revenues and the

(stipulated) cost of services transferred.

After a brief debate in Congress the law (24.049 transferring educaional services was
sanctioned in December 1991. This law constituted just the framework for the transfer
process It established that the details of the transferences would be established by
agreaments between the National Exeautive and ead of the jurisdictions; where they will
acord onany questions nat considered in the law, adjusting to the particular circumstances
of ead jurisdiction. Hence, law 24049constituted the beginning of a series of (bilateral)
negotiations between the national government and the provincial governments that would
conclude two years later, in December 1993, with the signing of the last agreement of
transference between the national government and the governor of the province of Buenas
Aires, Eduardo Duhalde. (The first agreement was sgned with president’'s Menem
province of La Rioja) The following table summarizes osme daraderistics of the

agreaments.
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Table 24: Agreementsof Transfer of National Educative Servicesto the Provinces. 1992-1993: Order ed by time of signing agr eement.
(Numbers in thousands of pesos)

Province Agreement | National ProvincialRe | Transfer Additiona | Res. Res. Res. Payment | Students attending national
Signing Represent. | present. date I 23/05/9 | 08/06/9 | 09/02/9 |s secondary schools as a
payment |4 4 5 received |percentage of students attending
S secondary public schools
Before After
La Rioja 16-Jan-92 | Salonia Arnaudo 01-Mar-92 |0 392 353 0 745 81,42 2,43
San Juan 15-Feb-92 | Salonia Escobar 01-Mar-92 | 500 255 229 255 1.239 89,68 6,19
MCBA 19-Feb-92 | Salonia Grosso 01-Jul-92 |0 0 0 1.000 |1.000 98,36 4,61
Mendoza 28-Feb-92 | Salonia Gabrieli 01-Jul-92 |0 606 0 500 1.106 70,39 5,14
San Luis 03-Mar-92 | Salonia Saa 01-Apr-92 |0 307 176 486 969 70,43 2,74
Neuguén 10-Jul-92 | Salonia Sobisch 01-Aug-92 |0 340 0 724 1.064 31,57 0,00
Misiones 21-Aug-92 | Salonia Puerta 01-Jan-93 |0 515 0 447 962 39,33 0,73
Chaco 03-Sep-92 | Salonia Taugrenas |01-Jan-93 |0 615 0 654 1.269 33,06 0,00
Jujuy 19-Oct-92 | Salonia Dominguez |01-Jan-93 |0 397 0 526 923 61,78 0,00
Rio Negro 27-Oct-92 | Salonia Massaccesi |01-Dec-92 |0 0 0 0 0 8,28 0,00
Chubut 29-Oct-92 | Salonia Maestro 01-Jan-93 |0 0 0 555 555 59,37 1,56
La Pampa 29-Oct-92 | Salonia Baladron 01-Jan-93 |2.000 0 0 500 2.500 75,58 1,52
(Vicegov.)
Tucuman 12-Nov-92 | Salonia Ortega 01-Dec-92 |0 450 0 509 959 83,45 4,38
Cérdoba 01-Dec-92 | Salonia Angeloz 01-Jan-93 |0 0 469 1.290 [1.759 57,05 2,06
Tierra del Fuego | 14-Dec-92 | Rodriguez | Estabillo 01-Jan-93 |0 380 0 800 1.180 100,00 0,00
Santiago del 16-Dec-92 | Rodriguez | Mujica 01-Jan-93 |0 820 0 1.112 |1.932 59,81 0,00
Estero
Entre Rios 18-Dec-92 | Rodriguez | Moine 01-Jan-93 |0 1.200 0 500 1.700 77,79 0,00
Catamarca 21-Dec-92 | Rodriguez | Castillo 01-Jan-93 |5.200 631 0 836 6.667 74,24 6,03
Santa Fe 29-Dec-92 | Rodriguez | Reutemann | 01-Feb-93 |30.000 720 0 845 31.565 52,01 2,71
Corrientes 30-Dec-92 | Rodriguez | Bello, Interv. | 01-Jan-93 | 9.500 1.116 176 878 11.670 54,81 0,45
Formosa 30-Dec-92 | Rodriguez |Insfran 01-Jan-93 |4.000 296 176 0 4.472 37,38 0,00
(Vicegov.)
Salta 25-Jan-93 | Rodriguez | Ulloa 01-Mar-93 |0 960 0 1.298 |2.258 46,49 0,73
Santa Cruz 16-Mar-93 | Rodriguez |Kirchner 01-May-93 |0 0 0 500 500 19,99 0,00
Buenos Aires 30-Dec-93 | Rodriguez | Duhalde 01-Jan-94 |90.900 0 0 0 90.900 58,10 0,38

Source: Falleti (2001)
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Thirteen provinces sgned before November, 1992 (within a yea of the sanction d the
law), and 11 dd it later. The province of Buencs Aires was the last one to sign probably
due to theimportance of the transference 33 % of all the transferred schods corresporded
to the province of Buenaos Aires. Probably the delay in signing alowed the province to
negotiate alditional funds for amost 91 milli ons of pesos. More generaly, the provinces
that signed later (Catamarca, Santa Fe, Corrientes and Formosa) were those who achieved

the grant of funds for the improvement of pulic buil dings.

IV. 3. Some Tentative Conclusions

It is dill too ealy to pass any definitive judgement on the overall impad of education
decentrdization, a where the pdliticd, fiscal and pedagogicd dynamics surroundng it
will | ead us. There have been some encouraging signs in the reinvigoration and operation
of the Federal Educaion Courcil, which has plaid an important role, at least in the
implementation d pedagogicd reforms. (Less ® with regards to the proper fundng of the
system)

Regarding the impad of deceitraization on educdion oucomes, the only
methoddogicdly soundstudy | am aware of (Galiani and Schargrodsky , 2002 seans to
find evidencethat, onaverage, decentrali zation improved the performance of puldic schod
students in test scores. That study is not totally free of problems, though. The dependent
variable is performance in puldic schods relative to private schods. Their finding might
aso be mnsistent with decentrali zation worsening the performance of private schods.”
Furthermore, as geled ou in more detal in Tommas (2002, amost nore of the
theoreticd arguments on the virtues of decentralizing a pulic service like elucation,
seans to have red bhite in the actual decentralization d educationin Argentina. The main
reason is that most of the aguments that define more precisely the dannels by which
“government is brought closer to the people,” do nd seem to apply to the size of Argentine
provinces (which are more ahistorical accident of military and fiscal tecdhndogies two
centuries ago than “optimal schod districts”).”®

'S Private schodls educate 25 percent of total students in Argentina. Of these schoals, 25 percent receve no
subsidy whatsoever, 45 percent recave asubsidy that covers 100 percent of their costs, and the remaining 30
percent receéve partial subsidies.

’® This perhaps caries a message with resped to the interadions of IFI's “flavor of the month” buzzword
reforms, with the particulars of the pdliti es at the receéving end.
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Also, there are discussions regarding the impact of education decentralization on the
achievement of equity objectives. There have been traditional asymmetries in the quality
of public education across provinces, and it might be the case that decentralization might
have increased those asymmetries. Overall, the fate of decentralization in each jurisdiction
has been deeply impacted by social conditions, as well as their political relations to the
national government. In poor and isolated localities education decentralization has not
increased financial autonomy from federal authorities. On the contrary, the lack of
technical and financial resources has maintained the dependence on the central
government. Provincial governments are circumscribed to instituting the curricular plans
handed down from the national Ministry or implementing compensatory programs that are
federally funded. " Fiscal difficulties in several provinces led to violent demonstrations,
which even caused the central government to intervene in one province to restore order
(World Bank, 1995). In more developed localities, provincial governments have taken
education decentralization as an opportunity to detach themselves from the sphere of
control of the central state. (Benveniste, 1999, Repetto 2000, Winkler 2001)

As stated, the overal experience of education decentralization in Argentina requires
further analysis, both in terms of substantive impact, as well as in terms of the process of
its implementation. We take a few paragraphs to reflect here on the latter: on the marks
that such process left on the experiment, and on the peculiar elements of the Argentine
polity that affected it.

The very fact that education decentralization was in large part driven by fiscal-federal
opportunism of the central government, is a reflection of the inability of the Argentine
federal system to adjust in efficient ways. Ideadly, reforms such as decentralization should
be carried out in response to technological or democratic advantages of decentralized
provision, and money should follow function (and not viceversal). Asinsistently pointed
out throughout this paper, the Argentine polity is a far cry from that benevolent (or

Coasean) model.”®

" Furthermore, the compensatory assistance from the central government has been an easy prey in later fiscal
adjustments, over politically more sticky monies, such as those spent on university education.

8 In terms of federal spending in education, the decentralization process led to a net spending reduction of
$400 million. This corresponded (roughly) to a reduction of $800 million in basic education and an increase
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What adually happened in the decentrali zation d educaion in Argentina (“use the excess
Coparticipation revenues from improved regular tax revenues, and | guarantee you a
floor”) would have been roughly consistent with the idedized decentralization
“transaction” only under very spedfic drcumstances. That would have been a “fair” dea
only insofar as we assume that the spending needs in al other dimensions of provincial
pulic finances will be mnstant, or there is an agreement that an important shift in

compasitionis desired.”®

With resped to the “revenue guarantee”, it turns out that given the good performance of
the eonamy in the years after decentrali zation, coparticipated revenues were always above
the estimated cost of the transfer (as reflected in figure 8), so that the guarantee was not
binding. In the later part of the 199G, revenues plummeted, and the national government
was unable to fulfill the aggregate transfer guarantee that in 19992000 superceded this

arrangement.

Furthermore, it is quite likely that at the level of individua provinces “the extra funds’
were not actually sufficient to cover the st of the transferred services even in years prior
to the later crisis, spedaly if we take into accourt the increase in coverage and in the
patential popuation. Some estimates by the Federal Tax Commisson (CFl) for 1999
indicae that the total cost of the decentrali zed services, plus the st of implementing other
aspeds of the later Federal Education Law are severa orders of magnitude &owve the
original “guaranteed” estimates. Nonetheless sitting governors might have been more
interested in the short term fundng they obtained through the negotiated agreements
(Table 24) than in the medium to long term sustainabili ty of the exercise.

As gdated, the overall set of education reforms included an important role for the National
government, among other things in providing compensatory programs (in the more needy

of $400hurdred in other items, espedally university education. Funding for the pdliti cized and ineffedive
National Public Universities is a hot ticket in budget pdlitics, since the parties, espedally UCR, use the
universities as atemporary employment agency for their adivists, and as a platform for paliti ca co-optation.

" It is worth noting that since the City of Buenos Aires at the time was recéving a fixed sum of
Copartipation taxes, this implied that the dty, which became “independent” in 1995 receéved additional
functions without additional funding.
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areas) and infrastructure programs. These programs were substantially reduced in later
fiscd adjustments. (Nicolini et al, 2001, pp. 7980 and Appendix Tables).

The eisode dso reflects on aher feaures of the Argentine pdlity, in perticular of the
functioning of pdliti cd institutions and pdicymaking in Argentina, and onitsimplications.

The asrious and sometimes uncoordinated adions of the Econamics and the Education
Ministry refled on some generic charaderistics of Argentine bureaucracy that lead to paoor
coordination and poa interdepartmental cooperation even within administrations. This
reflects on some more general charaderistics of the Argentine bureaucracy and of the
Argentine palicy making process where transient technical bureaucrades do nd tend to
develop interdepartmental cooperation nams, and coordination is nat solved via ex ante

agreements in broader arenas auch as Congress(Bambaci, Spill er and Tommasi, 2001)).

In spite of the “decentralization d educaion” several adors continue to operate nationally.
A telling example occurred in 1999 ,when teachers' unions, with strong suppat from other
sedors of society staged a permanent camp in front of the National Congress demanding
incresses in teathers wages (which are, de jure, a provincial resporsibility).
Interestingly, some preliminary survey work indicaes that citi zens are not well aware who
is resporsible for what. Furthermore, de facto citizens might be right in assgning final
resporsibility to the National government, ornce one takes into consideration the overall
workings of the federal fiscd system. And even in that spedfic example, the National
government did convali date those beli efs by establishing a spedal tax on cars to subsidize

those wage increases.

In general, the overal experiment shows the aissrossng patterns of nationa and
provincia pdlitics that we have been emphasizing in this paper. One feedbad of
education reform onto fiscd federalism is provided by the fact that after decentralization,
the budgetary flexibility of provincia governments has been reduced, as <hoding
expenses now require alarge fradion d provincial budgets. This has implicaions for the

future posshiliti es of fiscd adjustment.
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