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Abstract

Despite the macroeconomic and fiscal bonanza experienced by the region
from 2003 until mid-2008, the spread of the internatiowakis
necessitated a fiscal response to the challenges it created. Tai®situ
has put the increased fiscal-policy space achieved in previous gdhes t
test. An important aspect to consider in this context is litnéed
flexibility of public budgets in the region.

The emergence of fiscal rigidities (which affect budget flexipilit
cannot be explained by any single factor, but is rather a refiecfio
societal decisions about the role of the State, numerous {patiby
priorities and their means of financing. This paper propdbes
determining the degree of budget flexibility is less criticabnt
understanding the type of rigidity inherent in a given leidigs origin and
the reasons behind it.

The paper begins with a conceptual overview and comparative
analysis of the cases studied. First, there is an analysieaed of the
theoretical justifications and arguments used in the politiebhte which
underlies the emergence and persistence of rigidities in couafribe
region, following a typology which allows for the clagsition of the
reasons for rigidities.

Based on the case studies, which include countries in Central
America (Costa Rica, Guatemala and Honduras) and the Andean Region
(Colombia, Ecuador, Peru and the Plurinational State of Bylithe
potential effects of fiscal rigidities on public budgets ameirtimpact on
fiscal-policy management are evaluated. The ultimate goal of this
comparative study is to provide a set of recommendations pogugde
future improvements in the management of public budgets.
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|. Introduction

In the period 2003-2008, a unique combination of internatieconomic
circumstances, a favourable macroeconomic situation and fiscal-policy
management resulted in increased “fiscal space” in the public accdunts o
Latin American countries. The need for a fiscal response to this cri
which unfolded in mid-2008 necessitated using the fiscalitiibchieved

in previous years to face the challenges posed by the crisen @il fact

and the need to assess how best to exploit this new margin of
manoeuvrability, the limited flexibility of public budgeis the region
must be recognized, as demonstrated by several recent studies. The
analysis of fiscal rigidities in Latin America —including \@ars legal,
contractual, institutional and public-sector obligations thiatpact
budgets— has become a relevant topic to the region's fiscal agéeda.

are usually presented as a major constraint on economic-policy
management in general and on fiscal policy in particular.

However, there remains an ongoing debate about how much
freedom (or discretion) tax authorities should have, vetisedevel of
rigidity from existing regulations (rules), and there wbappear to be no
single, universal solution. If stakeholders are not confidét
governments will act in a particular way (depending on the fisoidy
objectives in question) they will have incentives to limé tliscretion of
policymakers, and tend to press for the establishment ofugatypes of
rules or fiscal rigidities.

The existence of rigidities in public budgets is often sedragsg
two sides: one negative, associated with the limitations smalfpolicy
action; and one positive, which relates inflexibility wittetneed for an
institutional framework to help achieve fiscal-policy objectives
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This paper attempts the difficult task of balancing the argwmfemtand against the various
modalities that give rise to rigidity in fiscal-policy managsn

Recent literature seems to have been focused on one of thosddwsidlsé constraints on and the
decrease in the degree of freedom for fiscal-policy action. however, difficult to find studies that
analyze the reasons for these constraints and how they relagealepiblicy objectives in each country.
This is precisely what this paper shall attempt to do.

It may be initially speculated that this concern has evolvedtaver In fact, it should be noted
that the discussion of fiscal rigidities or inflexib#i§i is closely linked to the macroeconomic cycle and
macroeconomic turmoil. The establishment of budget rigilitiuring a period of crisis is not usually the
result of appropriate financial design, but is rather adrisé disputes over financial resources in the
context of severe budget cuts (such as in an economic downtutimes of insolvency, the debate over
rigidities highlights the difficulties inherent in develogi adjustment measures with impacts on the
availability of fiscal space.

Conversely, in a context of economic growth —and thus incigasirenue— the budget-rigidities
discussion will center on the difficulties they pose for adhgewnew objectives, as noted above. An
acceptable consensus regarding the content and form of thesedgiduld help to forge a new fiscal
pact (both socially and politically) regarding public-secesponsibilities. Absent this, such rigidities
become a clear reflection of the opposing interests among differetutrs or groups of power regarding
the direction of fiscal policy and government agendas.

In practice, the emergence of fiscal rigidities cannot be tracedytsirgie factor, but is rather a
reflection of societal decisions about the role of the Statdjcpuddicy priorities and their means of
financing. Determining the degree of budget flexibility isslesitical than understanding the types of
rigidities present in a given budget, their origins andfjaations, in order to contribute to a democratic
debate and help public sectors and their budgets meet the gdajsisetsocieties of our region. In this
sense, rigidities could be seen as “desirable”, to the extenthtipysociety achieve the agreed upon
public-policy objectives required by their chosen mode o&ligpment.

As argued by Crispi and others (2004), the existence of irieghasigid expenditures is not an
evil in and of itself; in many cases it reflects the gradual esiparof economic and social rights and in
others, such expansion is the product of the gradual implatienif major social refornisin this
way, the development of various fiscal inflexibilities can be sagra reflection of the roles and
functions that the public sector has assumed over time. Wigkgtain amount of budget inflexibility
can be justified on both theoretical and practical grounds, exeesgidity in spending and resources
can have a number of negative effects. Thus, the literature has toegddress both the rationale for
fiscal rigidities and their effecfsA distinction is often made between fiscal rigidities that ifeah
themselves as obstacles in the structure of expenditures (“spengiidities”), as opposed to the
predetermined allocation of resources (“income rigidities”). Phiser argues that the relevance of these
rigidities cannot be examined without discussing the olstand functions that produce them. Based
on these definitions, a discussion can be had regarding whidhies serve to further the stated policy
objectives. As emphasized by Cetrangolo and Jiménez (2007)honkl sot lose sight of the fact,
again, that each statement has its own conceptual base that respepdsific concerns (one might
even say there could be a justification for each of them). Télimtd is particularly relevant when
examining the fiscal measures taken by the countries of the reginaidress the crisis and the budget
reformulation that will be needed when the crisis ends.

Therefore, and taking into account the importarfcisoal rigidities in budget management in the
countries of the region, the theoretical and agpdiralysis offered in this paper focuses on asgg#ise
comparative experiences of a group of Latin Americauntries on the basis of seven case studies,

1 Crispi and others, 2004, p. 14.
2 Allier (2006) calculates the degree of budget iitgich four countries: Argentina, Brazil, Chile afiatuador. Echeverry, Navas and
Clavijo (2009) study the origin and scope of budigitities in Argentina, Colombia, Mexico and Peru
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covering Central America (Costa Rica, Guatemalatdonduras) and the Andean Region (Colombia, Peru
and the Plurinational State of Bolivia)lhese case studies look at the conceptual justiits for and
arguments regarding the political struggle behivel émergence and persistence of rigidities, foligva
typology for the classification of the reasons fioe existence of rigidities. Based on these studias
assessment is made of the possible effects of figigities in public budgets and their impact figcal-
policy management in countries. The ultimate gdathis comparative study is to provide a set of
recommendations to help guide future improvementisé management of public budgets.

With this goal in mind, the paper is organized as followas: introduction of the main
characteristics of the case studies is followed by a presentdtthe different types of rigidities found
in the countries studied. Section Il provides a necessaryirdtion to the basic concepts behind and
effects of rigidities. This initial work concludes with a $ectthat reviews the most salient points,
makes a set of policy recommendations organized according tdfeéremti types of rigidity and, finally,
refers to the role played by the various branches of governmerd@naging budgets rigidities.

The authors of the studies are: Maynor CabreraJaad Alberto Fuentes for the cases of Costa RigateBala and Honduras; Maria
Dolores Almeida for the cases of Ecuador and therfational State of Bolivia and Juan Carlos Echgy&/erénica Navas and Andrés
Clavijo for Colombia and Peru. These works havenbeeblished in Cetrangolo and Jiménez, compiladoBesitiago de Chile,
LC/W.269(2009).
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Il. Fiscal rigidities: conceptual
framework for analysis
and measurement

1. Main characteristics

Fiscal rigidities are essentially institutional constraihtg timit the ability
to change the level or structure of public budgets in a speggeidd.
The institutional arrangements which limit the discretionbafigetary
authorities often arise out of a desire to ensure complianbeavgpecific
fiscal-policy objective when it is feared they will not be haddbroperly
by the authorities. It would therefore be possible to arpae rigidities
stem from the distrust of some public policymakers besth

Such institutional constraints may have different regulatootsr
and involve various legal, contractual and institutional [ouddictor
obligations that have budgetary impact. One of the classificatbasen
in some of the studies refers to “levels of rigidity,” innter of the
regulatory or institutional arrangement that leads to their genee.
Regulations at the constitutional level generally lead to a highet of
rigidity than Executive Branch rules or regulations. Althlouthis
classification is extremely useful for the study of indidHoases, it does
not appear to provide much context for the comparison of cases.

11
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In each country there are important reasons wieg fl various kinds lead to more or less rigidity.

It is of utmost importance to note that the definitiomigidities refers to a specific period of time.
In the short term, the vast majority of budget componesmtsigid, whereas in the long term, the entire
budget may be more flexible. In particular, Echeverry, Navas@adijo (2009) postulate that all
components whose inclusion in the budget are not subjét tdiscretion of political authorities in the
short term must be considered as “inflexible”.

As previously suggested, rigidities tend to arise froffeidint interpretations of public-sector
objectives and functions. In addition, budget decisions @&eeiult of a collective process involving a
wide range of political actors who are competing for scarce resaaccesding to their own motivations
and incentives. Thus, public-sector budgets are a produbesé tconflicts of interest and the way in
which they are resolved.

It would appear that the only way to overcome tlaynobstacles arising from such conflicts is to
build a solid and sustainable consensus, to giéineacy to the required policies of reform andatmw
them to be funded by the sectors of society wilatgr resources. Promoting and supporting publicig®
that help build a new fiscal pact is critical thewing increasing levels of social cohesion anchemic
development in the countries of Latin America. @Gitkat this requires promoting certain public pebc
and implementing major reforms in several areas, désirability of incorporating varying degrees of
rigidities in the budget must be understood as gadtparcel of this challenge. Thus, while eacle casst
be analyzed and implemented with great caution; tdmmsideration should not lead them to be seen as
isolated aspects of government strategy. On th&atgneven though the specifics of each case brist
examined, it is essential to highlight the systemaiture of public policy.

Reforms require not only strong political will andnsensus, but also institutional and adminiseativ
capacity to ensure high quality in public spendii@gese two aspects have traditionally posed major
challenges for the governments of Latin America.at@her the prevailing scenario in the future, it bé
essential to ensure the quality of actions takéhoui compromising economic competitiveness.

In sum, funding must be secured to improve citizens’ accessctal benefits, with efficiency (at
lower cost and according to quality standards), solidarityirmadimely manner, taking into account the
level of government that is most suited to the task. Bttisa crux of the new fiscal pact needed. It is not
merely an agreement reached at a particular historical moment, oetéealrafting of a document to be
endorsed by society. While this could be an important aspsothie specific cases, it is more a question
of ongoing work aimed at achieving a growing consensus in @&attte areas involved. Modern fiscal
policy requires continuous learning and constant updatirigeofypes of policies necessary to increase
fairness and a sense of belonging for growing economies.

Unfortunately, it is not always possible to build such asensus, especially when the needs far
outweigh the claims of different sectors of society. Indeed, éontext of scarce resources, including a
new issue on the public agenda implies rearranging existimgitigs. For some, participation in
planning the institutional agenda is limited, because “certabupg and interests often lack
representation in the process of creating it,” so control dweragenda remains in the hands of the
authorities and a relatively predictable number of players (gigater resources and organizational
capacity), which form a “sub-governmentThe establishment of budgetary rigidities might then be
seen as a response to the dispute over scarce resources, andvéhéy demonstrate how different
actors manage to “defeat” or “defend themselves” from other actasb/éavin the struggle over the
distribution of resources in society. In very general tethesproblem of inflexibility, as is the case with
budgets in general, is essentially a question of politices fdtt leads some authors to believe that

In fact, it would appear that in some countriesduld be easier to reform some aspect of the dotisth than to pass legislation. In
addition, among the factors which contribute to thegree of rigidity are the performance and releeaaf budget oversight
agencies as well as the judiciary’s role in momirand enforcing the laws that result in budggidities or inflexibility.

5 See Cobb and Elder (1993), p. 88

12
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political conflicts often result in the adoption of policies institutions that are “inefficient from an
economic standpoint” (Echeverry, Navas and Clavijo 2009).

Similarly, thePublic Choicetheorists emphasize that it cannot be assumed that the objdctive o
policymakers is to achieve social welfare. Thus we arrive at thennittat the strategic behaviour of
government officials and bureaucrats who seek to serve theirirdesests leads to excessive and
inefficient budgets. This is because the benefits of higherdspmenr-and the continuation thereof
through mechanisms which increase “rigidity"— would be felelgoby the bureaucrats themselves,
who would in turn have incentives to promote such sperfdifigis cycle is reinforced by the
continuation over time of bureaucratic structures and thosévet/a them, which helps shed light on
the persistence of fiscal rigidities. This would partially lakp the idea that government salaries are
considered an inflexible cost item.

Putting aside this extreme scenario, under which bureaucracy vimeddably lead to an
undesirable situation, consideration should be given to idgdhe absence of bureaucracy could lead to
an even worse situation. It is argued here that the solatihetdilemma of coexistence in a society that
seeks increasing levels of cohesion in democracy calls for sgmifstate intervention. It is, in any case,
a question of seeking out better means of state interventien mguired and in that sense, the analysis
of fiscal-policy dynamics and rigidities is an unavoidabledolm fact, according to Musgrave, “Public
policy enters, not as an aberration to the “natural orderrigaie markets but as an equally valid or
natural means of addressing a different set of problems. Bildevhand of budgetary processes, in
short, is no less “natural” that the invisible hand of mark@ilusgrave, 1999, p.31).

2. Afew reflections on the effects of fiscal rigid ities

From a fiscal-spending management point of view, the greatetetiree of rigidity in public budgets
the more difficult it is to manage fiscal policy in resportee changes in the macroeconomic
environment. However, to the extent that the policy objectivVéiseovarious rigidities are aligned with
these instruments, they are more likely to be achieved. Thusder to analyze the effectiveness of
fiscal policy —including the identified rigidities—one mesialuate all of its objectives. For this reason,
the proposed review does not imply a value judgment on thblissiment of rigidities.

In the conventional literature on the subject, one of the geweraequences related to the
presence of fiscal rigidities is the lower quality of fiscal-acocmdation measures implemented to
address a fiscal crisis. Thus, even in a context of economic éxpatie presence of a relevant set of
budgetary rigidities which lead to rigid (and expansive) ipulkpenditure will result in the increased
tax revenues not being fully available to fund new publiéeggirogrammes or actions.

Moreover, fiscal rigidities promote a bias towards more spgndnd higher taxes and generate
other problems such as distortions in the design of tégypdlifficulties in pursuing countercyclical
fiscal policy and loss of incentives to improve efficiency bl spending (due to resources being
guaranteed regardless of performance).

The quality of fiscal measures taken in times of crisis ietmohed by the presence of rigidities;
the authorities tend to adjust capital spending first, heitetffectiveness of these measures is relative
when they are insufficient for achieving fiscal equilibrium atiter spending items are “rigid”At the
same time, budget rigidities could limit the ability to reedlte resources towards social safety nets in
times of socio-economic crisis.

Moreover, one could even assert that governmeitiaf seek to secure funding, thereby promotiggiiies, but at the same time
they seek greater flexibility and discretion foe flunding they receive.

In addition, the adjustment of capital expenditir@iot always desirable, when its long-term corntonary effects on aggregate
demand are taken into account.

13
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It is also possible to consider that “during an economic cibovn, when there is a drop in tax
revenues, the government is obliged to assume these expenstshad¢ome unavoidable, in detriment
to the health of public finances. Therefore, in periods eafiausterity, “mandatory” expenditures do
not necessarily coincide with government spending prioritiéshé¢verry, Navas and Clavijo, 2009).

Another way in which the quality of fiscal accommodation texpected shocksvould be
adversely affected by public rigidities is by amplifying th&eeff of contractionary fiscal policies based
on tax increases. The existence of specific allocations of addittemahue results in higher tax
increases than those required in their absence (along with incigzeseding which is not necessarily
desirable in a time of adjustment), or increased pressure ® teaies with fewer appropriations,
regardless of how reasonable are the increases (Podesta, 2007).

Allier (2006) argues that budget rigidities can lead to owsrdimg in some sectors at the expense
of others, and cites the case of public investment in Latin ikmevhere the reallocation of resources
was difficult due to the emphasis placed on social spendinthdydemocratic governments in the
eighties, who reflected their priorities through various l&aygrotect such spending.

The points reviewed thus far regarding the effects of fiscalitiigs on fiscal-policy autonomy
refer to the notion of “fiscal space” and the ability of govesnts to create it. Following Fanelli and
Jiménez (2009), the breadth for this dimension of fiscatpalvailable for governments to pursue their
objectives is a function of three factors: the amount of availfistal resources, the number of
independent tools available to meet the proposed objectives andetiree of competition among
policies vying for resources and to8lk this sense, the impacts that rigidities cause on fiscal space
change rapidly in the presence of macroeconomic turmoil. Macroecomsbotks alter fiscal space not
only because they influence resources, but also because they detiendegree and intensity with
which policies compete with one another.

It is interesting to review the period 2002-200&)ick was characterized by significant and
increasing primary surpluses and a sharp declipeilotic debt. In this sense, the region had beearirga
“fiscal space” since the beginning of the decadaniy explained by the growth of income, howevhis t
did not result in goari passuand simultaneous growth in expenditures. As nateBCLAC (2008),
“primary surpluses enabled countries to pay ofstatial portions of their public debt ... and edlte more
resources to capital and social spendthg”.

Conversely, in the case of a negative shock such as that f&ieifd08 and early 2009, not only
do resources and access to financing shrink, but the demandsydoom those sectors most affected
by the crisis grow and competition intensifies for botloueses and policy instruments (which are
structurally limited in the region), with a more than pmjpmate reduction in available fiscal space.

Another potential consequence of budget rigiditissthat they can contribute to the
procyclicality of government spending. First, exsies earmarking reduces the ability of governments
to implement discretionary countercyclical fiscallipy by limiting the capacity for public savings
during economic expansions. Second, the allocatforesources weakens the tax system’s role as
automatic stabilizer, because while taxes reduspadiable income and therefore demand, the specific
allocation of this tax revenue to finance certaxpenditures boosts aggregate demand, which may
partially counteract the first effect.

It should be recognized, however, that the quality of fiscal acwmiation in situations of
macroeconomic shocks is lower in the presence of budget rigidityflexibility, and it should also be
noted that in conditions of acute socio-economic crisis, thégosector tends to redefine their role and
functions (often abruptly), which leads to disregardingdifyjong and questioning various fiscal

For more details regarding the definition and etioh of “fiscal space”, see ECLAC (2008) and Faaeld Jiménez (2009).
See Chapter |, Regional Overview in ECLAC (2008).

14
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rigidities*° In this sense, it could be argued that in “normal” contelescapacity for modification and
removal of budget rigidities will be smaller (and therefordhanges tend to be marginal) than in crisis
situations where the redistribution of “resources” and orgaoirtcapacity that takes place changes
the roles of the various political and institutional players.

3. Reasons for rigidities: an attempt at typology

3.1 Main characteristics of the cases studied

Beyond the conceptual considerations presented in the previoigss sdet study of the rigidities in the
cases selected for this project had to take into account nathenymbiguities of any categorization and
the difficulties inherent in applying them to concrete casestheulimitations of the information used.
This is linked to the public-sector coverage that might besidered as a function of the availability of
data, and differing definitions used in different budgeibere in some cases, debt payments are
considered part of the public budget. Decisions had to be magkch case regarding the time period
covered by the studies. Table 1.1 provides details of coverabtharperiod analyzed in each case.

TABLE II.1
FISCAL RIGIDITIES IN LATIN AMERICA:
COVERAGE OF THE CASE STUDIES

Bolivia

(Plurinational ~ Colombia Cqsta Ecuador Guatemala Honduras Peru
Rica

State of)
Government General Central Central Central Central Central Central
Coverage Government® Government Government Government Government Government  Government
F';(i::é year/ Annual/2001- Annual / Annual/ A;(;](;Jf_v Annual/2006 Annual/ Annual /
p 2006° 2006° 2006 b 2006 2006°
analyzed 2006
Budget
_Coverage Yes No Yes Yes Yes Yes No
includes

debt payments

Source: Prepared by the authors on the basis of AlImeida (2009a and b), Echeverry, Navas and Clavijo (2009), and Cabrera
and Fuentes (2009).

a b c

Information from 2005 is presented for some analysis.

Carrying out a comparative analysis of fiscal rigidities ia dountries of the region requires
developing some form of typology of the different fiscagidity phenomena that can be applied to the
cases being studied in order to compare and analyze them. Thihawé a bearing on the
characterization of justifications for or dominant feature$efrigidities presented above.

Given the initial need to classify the various phenomena the¢ @m situations of budget
rigidities, a distinction is usually made between rigidisgsmming from spending policy and those
derived from the allocation of tax revenues. While this diftbn may be useful, it should also be
recognized that significant ambiguity exists in this classificatwhich results in a number of hybrid
situations where expenditure rigidity is manifested througk earmarking of tax revenues.
Nevertheless, the cases studied made use of this first classifiedtich helps introduce the topic and

10 one example of this is the introduction, duringesof crisis, of macrofiscal regulations in sevexintries of the region, which
sought to establish for fiscal results and levélpublic debt (that is, establish rigidities), fwhich the removal of other rigidities
such as specific earmarking or wage-adjustmentselwas promoted. An extreme example was the ZefizxiDregulation
established in the Fiscal Responsibility Law in f8@D1, in the prelude to the crisis early this aent

15
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found a relatively high proportion of the rigidities asateid with public sector expenditures to be the
first common pattern found in the cases studied. Figurdlistrates this fact for the countries studied.

The main conclusion regarding the relative weight of the experdiased rigidities is the high
level of rigidities which, except in the case of Guatemala in 2086 found in over 80% of the universe
of expenses considered. It can also be seen that three Andeanesobattithe largest percentage of
spending inflexibility. It is difficult, however, to malemparisons with indicators whose criteria are not
entirely homogeneous.

FIGURE II.1
RIGID EXPENSES: SELECTED LATIN AMERICAN COUNTRIES
(Percent of budgetary universe considered)

100
90
80
70
60
50
40
30
20
10

Bolivia (Plur.  Colombia  Costa Rica Ecuador Guatemala  Honduras Peru
State of)

Source: Prepared by the authors on the basis of Almeida (2009a and b), Echeverry, Navas and Clavijo
(2009), and Cabrera and Fuentes (2009).

In the case of the Plurinational State of Bolivia, inflexiblenponents have risen from two
thirds of the expenditure budget of the non-financial pubbctor (total expenditures plus debt
payments) in 1990, reaching a maximum of 95.4% in 2004 thed dropping to 80.7% in 2006
(Almeida, 2009a). For the same budget universe, in 2000;20§id spending in Ecuador averaged
88.5% (Almeida, 2009b). Meanwhile, in the cases of ColomhiaReru, inflexible expenditure items
amounted to 91% and 95% respectively in 2006 (Echeverry, Mab€lavijo 2009}

Within these rigidities, the most important in tisla terms are those associated with the payment
of public salaries, interest payments on publict detdl transfers (to other levels of government sodial
security systems, which are constitutionally maadat many cases).

In considering the various countries, the Plurinational $tfaBolivia can be seen to have had a
high level of earmarking of revenues, which in 2006 amoumté®b% of all income sources (Almeida,
2009a). In the case of Ecuador, both the growth of specificires allocations until recently (from 13%
to 20% of total tax revenue between 1994 and 2006, equival@¥% of GDP), and the recent total
elimination of earmarking of oil revenues, which accounted fé%lof GDP in 2006 should be noted
(Almeida, 2009b). An opposite situation exists in Col@nlwhere specific revenue allocations dropped
from 72% to 50% between 1998 and 2006 (10.4% of GDB0OD6). Finally, we have a noteworthy
situation in Peru, where only 9.2% of total revenues werefggalgi earmarked in 2006.
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FIGURE II.2
SPECIAL REVENUE ALLOCATION: SELECTED LATIN AMERICAN COUNTRIES
(Percentages of total revenue)

60 + 56.0

Bolivia Colombia Ecuador Peru
(Plur. State of)

Source: Prepared by the authors on the basis of Almeida (2009a and b) and Echeverry,
Navas and Clavijo (2009).

3.2 An attempt at typology

Clearly, determining the origin of budget rigidities i atways possible. Moreover, fiscal rigidities are
likely to have several different simultaneous causes. It woalddpful, however, to clarify some

significant differences regarding the dominant features of eachicdsegpes of constructing a typology
that is useful for the discussion of fiscal policy in tagion.

As noted, the degree of relevance of the different fiscal-poligities should be evaluated based
on their priorities and requirements. These necessarily changetimeerjust as social values and
priorities change. For this reason, state budgets contain caamyonents that reflect past agreements
and decisions —and there are cases of earmarking taxes that respgaedtions that no longer have the
same “importance” as they once did— and do not reflect the bddgate where these decisions are
made each yearApuelafia and others, 2005, p. 12)his point should be borne in mind when
assessing the relevance of certain budget rigidities and irifibah

It can be argued that many budget rigidities are the produdisplites or struggles over the
distribution of resources among different groups or clagdes.may relate to the struggle over pursuing
differing objectives and is particularly important when fisadjustments are need&dUnder these
circumstances, the various interest groups attempt to trahsfedjustment costs to others. This view
would also explain why budget rigidities remain over tinieges they can be a way to protect against
loss of income at a time when fiscal accommodations are nec&sSamen groups of rigidities, and the
explanations for them, are presented below.

11
12
13

Figures for Peru are official

A related example would be the case, in Chile aofmarking for defence spending from copper income.

One way in which this dispute unfolds is the pheaam of the so-called “waiting warketween opposing interest groups, which are
essentially aimed at avoiding the costs of fisd@istments (Alesina and Drazen, 1991, cited in f&efmg, Navas and Clavijo, 2007).

¥ An interesting idea relating to fiscal rigiditiesthat posed by Schick (1990) (cited in Cabrerafarghtes (2009)), who introduced
the term “sticky” to refer to the fact that fiseaidities that favour a particular group or secoe “sticky” for other groups, leading
to their propagation.
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First, with a long tradition in fiscal policy and with yeclear explanations, we have rigidities
associated with programmes or policies designed undebethefit principle To the extent there are
public policies designed to benefit those who contributeh&ar tfinancing, it is reasonable that the
resources provided are rigidly assigned to these programnueed, the taxation benefit principle,
which stipulates that every individual should help financeeguwent expenditure according to the
benefits they derive from public goods and services, i€ltssic argument to justify the allocation of
revenue to certain expenses. Thus, taxes act as quasi-prices andeatedet@improve efficiency in
resource allocation. The financing schemes of social securignsysh the region are an example of the
application of this principle. These schemes are contributory becan theory, only those who
contribute benefit from thert.

Social security systems with tax allocations linked to payneériienefits, which follow the
benefit principle —to a greater or lesser extent in each case-kelyethie rigidities that have the most
profound impact on the budgets of many of the countrigedrregion. In some cases, they should be
understood as deferred salaries (social security) and in od®emages in kind (health insurance).
However, depending on the terms of proportionality sebfioreach case and the solvency of individual
pension schemes, their use can have significant redistribufeetsemong taxpayers and those who
contribute to the regimes.

The need to redefine the traditional concept of social proteatioeaich those segments of the
population that have difficulty meeting the threshold for ngngi contributory benefits, also requires
redefining the scope of fiscal rigidities associated with sqeitiection and their redistributive impact.
In some cases, pension system crises create rigidities that #uéeetvailability of traditional tax
revenue, which, among other things, should be used tocBnaocial welfare benefits for those not
covered by social security.

These rigidities also reflect differences between countries in tefrite level of coverage and
benefits of these systems, reflecting both the make-up ofabwar market in each country and the
“maturity” of the systems themselves. For example, in Hondbesgidities associated with retirement
and pensions account for 0.7% of GDP, in Ecuador and Guatdmglaccount for approximately 1%
of GDP, in Costa Rica they amount to 3.2% of GDP ancbior@bia they account for 4.1%.

A relevant point regarding the fiscal rigidities associated wahial security systems can be
found in the case of the Plurinational State of Bolivia. 996l the country embarked on process of
reforming its pension system, moving to a system ofviddal capitalization. Although one of the
objectives was to reduce the system’s tax burden, pension expen@vhich in 1997 accounted for
3.2% of GDP) reached 3.7% in 2006 (up from 4.5% in 2D@RAd still represents 80% of the NFPS
deficit, despite the elimination in recent years of various iatiex mechanisms. (Almeida, 2009a)

Another case worth mentioning is Colombia, where the sociatigesystem —administered by
the Social Security Institute— has exhausted the reserves avdialnieet the shortfall between
contributions and benefit payments, such that this resplitysias fallen on the central government,
whose contributions are estimated to reach 4.8% of GDP betWéérafd 2014’

15
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Though it should be noted that not all social ségsystems are based on the benefit principle
The case study of Ecuador reveals the low levebaiarking of tax revenue for the social secugitem.
See Echeverry, Navas and Clavijo (2009).
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FIGURE I1.3
LATIN AMERICA (7 COUNTRIES): BUDGET RIGIDITIES AND SOCIAL SECURITY

(Percentage of total spending)

254

Bolivia (Plur.  Colombia  Costa Rica Ecuador Guatemala  Honduras Peru
State of)

Source: Prepared by the authors on the basis of AImeida (2009a and b), Echeverry, Navas and Clavijo
(2009), and Cabrera and Fuentes (2009).

Another case in point of a rigidity related to the benefingiple is when funding for
infrastructure costs are paid by those who benefit from thik (8ach as roadways or power generation)
through tax revenue derived from the sale of fuel. Finalheroéxamples can be found in the funding of
certain public services (waste collection services) and paymentpetiakized agencies, such as
regulatory entitie?

The second category of spending rigidities includes those vaudhessights and guarantees
established by various types of rulés some cases, earmarking based on various legal rules, even the
Constitution itself, can be justified using the “merit gbatjument:® Also, budget rigidities have been
justified as a solution to problems of inconsistency anee,twhich arise when public policies chosen in
the past are no longer a priority. In this context, budgtlities act as rules which limit the discretion of
the authorities, thus avoiding an inadequate supply of figiity goods or services which would
benefit society in the long run and represent an expressisoci preferences. This argument is used
to justify minimum spending requirements and specific resalocations for social spending, such as
in health and education.

Such allocations may be focused on one sector —as an absolutewvasieercentage of the
budget— or be specific to a particular purpose. The introducfi@xplicit guarantees of assured supply
merits particular attention. In much of the new literature ights and social policy reforms, such
guarantees are considered an important step towards the cormoliofathe State, which becomes a
guarantor of individual rights, but they simultaneousiydduce new rigidities into the budget. Along

18 Somewhat different in nature, yet related in tlogieration, are taxes whose rigid allocation toecHje line item acts as a rationale
to convince members of parliament to pass themditiméns to pay them. While not exactly the saménasme defined by the
benefit principle, the two are related, as longeapayers feel their preferences for where theimtaney is going are being heeded.
(See Sevilla, 2004, cited in Podesta, 2007).

The definition of meritorious or priority good islated to the notion that individuals, when leffatiow their own preferences, do
not always act in a way that society considersetanbtheir own interest (even if they have complefermation, “they act in their
best interest”) so that society or government decighich public goods or services y should be piexvior funded, according to
societal preferences that are supposedly aboveidgil preferences (Stiglitz).
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these same lines, the definitions of “priority expenditureshostected spending” have been introduced
in some countries.

Third, we have fiscal rigidities arising from theelationship between different levels of
governmentor the operation of fiscal federalism in each country. Iriquéatr, these rigidities stem from
allocations included in mechanisms for the transfer of resobetesen levels of government to cover
vertical imbalances. In these cases, even when the recipient govelsntetally free to use such
resources as they fit, different degrees of rigidity existhiwiteach jurisdiction's budgét.

A classification of the basic systems of intergovernmentalfgens the region is presented to illustrate
this diversity’* They include:

» Transfers between the Central Government and intermediate govesniffgentina,
Bolivarian Republic of Venezuela).

» Transfers between the Central Government and gifféevels of subnational government (Brazil).
» Systems that include resources derived from natural resources@yiegru).

» Systems with exceptions (port cities in Honduras).

» Horizontal transfers (Chile).

» Transfers to entities other than subnational governmentgefsities in the Plurinational State
of Bolivia).

» Distribution of funds from debt relief (Plurinationab®& of Bolivia)

There are also cases, however, of allocationsaoters between levels of government that have
some specific sectoral allocation or when new iticerschemes for shared responsibilities are inired.

The degree of this type of inflexibility partially corresperid the level of fiscal decentralization,
and none of the case studies come from countries with federguses. While rigidities associated with
transfers from the national level to subnational or local levetsl 0.5% in Honduras, 1.4% in
Guatemala and 2.7% in Ecuador, in the Plurinational State a¥iddqwhere significant fiscal
decentralization has occurred), such rigidities amount to 10f/&DP, with considerable amounts of
social expenditure (which denotes the transfer of functionthéyCentral Government). Conversely,
these rigidities are much smaller in the case of Costa Rica.

Another important case regarding fiscal decentralization is Cadgmiinere despite the fact that
rigidities associated with decentralization total 4.9% of GI@Bs(than half that of the case of the
Plurinational State of Bolivia), the transfer of resources begtthe 1993 Constitutional reform and is
stated to grow, which has led to various negotiating procéssksosen” the fulfillment of this rigidity,
despite its constitutional statfs.

In the case of Ecuador, the progressive degree of decentralizatiboylarly after the passage of
the 1998 Constitution, has been reflected in increased allocédiorgional governments, which went
from about 17% of current revenues in 2001 to almost 32260072

Another case that highlights the constitutional status ajcations to local governments
(municipalities) is Guatemala, where “constitutional contidng” are accompanied by the earmarking
of the so-called “Peace” Value Added Tax (IVA-PAZ) which resultedthfthe peace processes in the
early ninetie$”

20
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The consolidated public-sector accounts are nasidered
This classification was taken fro@etrangolo (2007).
See Echeverry, Navas and Clavijo (2009).

2 see Almeida (2009D).

24 See Cabrera and Fuentes (2009).
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Figure 1.4 demonstrates the differing weight of transferssubnational governments in the
various cases considered.

FIGURE 1.4

LATIN AMERICA (7 COUNTRIES): BUDGET RIGIDITIES
AND INTERGOVERNMENTAL FISCAL RELATIONS
(Percentage of total spending)

304

Bolivia (Plur. Colombia Costa Rica  Ecuador  Guatemala Honduras Peru
State of)

Source: Prepared by the authors on the basis of Almeida (2009a and b), Echeverry, Navas and
Clavijo (2009), and Cabrera and Fuentes (2009).

Fourth, consideration should be given to fiscal-policyditggs associated tonacroeconomic
dynamics This general category includes several specific modalities, Wieshave the pressure exerted
by debt-servicing payments on the public accounts of the ¢esiraf the region. Debt servicing is
usually considered an expenditure of the highest priorilgoutd be argued that this issue involves an
intergenerational conflict, in that rigidities arising frombdl servicing could be understood as a way of
prioritizing the consumption of the current generation ovat of future generations.

From 2003 to 2008, the burden from interest payments éelcimthe countries of the region in
line with the reduction in the ratio of public debt to GQ@¥hich reached about 32% of regional GDP)
(ECLAC, 2007) easing this type of rigidity. It has nbpwever, ceased to have an impact on the
countries' fiscal management. In Ecuador, public debt service eaprdsl1.2% of GDP in 2006, while
it reached 4.2% of GDP in Colombia. In the Plurinationatesof Bolivia, debt service has been falling
over time, reaching 8% of GDP, and has been accompanied by ardgglivdre of foreign interest
(which can be attributed to multilateral debt relief).

A country where the weight of this constraint has declined wer, as a result of fiscal health in
recent years along with various changes to public debt managesnBetu, where public debt service
makes up only 1.8% of GDP.

Finally, in the case of the Central American caestconsidered, the weight of public debt interest
also shows important differences: while in Honduraterest payments make up only 0.7% of GDP
(reflecting a situation that is similar to but maneense than the case of the Plurinational StaB»olivia);
Costa Rica's debt-service burden is very high, etiog 8% of GDP. Thus, according to Cabrera and
Fuentes (2009), this expenditure constitutes timeipal budgetary rigidity in these two countries.
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FIGURE 1.5
LATIN AMERICA (7 COUNTRIES): BUDGET RIGIDITIES AND DEBT INTEREST
(Percentage of total spending)

Bolivia (Plur. Colombia Costa Rica  Ecuador Guatemala Honduras Peru
State of)

Source: Prepared by the authors on the basis of Almeida (2009 and b), Echeverry, Navas and
Clavijo (2009), and Cabrera and Fuentes (2009).

In addition, budgetary constraints arising from the existeridaflation-adjustment clauses for
various expenditures (especially wages and pensions) must hideted® These mechanisms have
varying degrees of legal force and, even when they are not legadlindy, there may be political
rigidities that are as or more difficult to reverse.

Finally, in relation to the macroeconomic situation, it isagwvable that if solvency problems are
caused by the presence of “excessive” spending rigidities in tataetiterms, their existence —which is
often justifiable for distributive reasons—would be infiohwith other fiscal-policy objectives such as
stabilization or solvency. Thus, there are fiscal rigidities taspond to different fiscal-policy objectives.

Therefore, the list of causes of fiscal rigidities must ineltlde loss of flexibility due to the
necessary relationship between fiscal policy and the economic cycleasAlseen clearly seen in recent
years in the region, the high degree of volatility of the mexwonomic variables that underlie public
sector financing (GDP, consumption, commodity prices andigorsavings) requires the design of
acyclical fiscal policies, whose aim should be to dissociate #itiots in revenue —heavily influenced
by the economic cycle— from actual expenditures, which undoyhisetins a lower degree of freedom
in fiscal policy.

The countries of the region have sought different solutiorthis dilemma, from discretionary
fiscal-policy decisions to more institutionalized mechanismsh &is tax rules and stabilization funds. In
addition, coinciding with the rise in prices for non-renewajods and their consequent impact on tax
revenues, many countries have recently discussed different mechémisgslate the use of surpluses
generated. The importance of this rigidity and the abilityntet fiscal-policy objectives that address
such cycles will vary according to the policy itself and thdititfon that implements it. Stricter
regulations do not necessarily ensure they will be effectivglieimented.

The preceding overview of rigidities and differences between diffdiscal-policy objectives is
related to the existence of “conflicts” between different typesgidities within a single fiscal-policy
objective: there are some who, in promoting the achievemensaal fsolvency, would challenge the

% see Cetrangolo, Jiménez and Ruiz del Castillo (2009
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rigidities associated with adjustment clauses in social spendinite at the same time defending the
establishment of fiscal regulations, that is, another kintafity.

Fifth, there is a consensus that when a country recexgaordinary incomeno particular
allocation should be mandatory and, the use of such incomeatacé current expenditures should be
especially avoided. This is precisely where space is created tosdibeuallocation of such revenue,
which often involving some kind of rigidity. For exampile,some countries we have the case of revenue
derived from the exploitation of non-renewable goods (whegded/es particular attention because of its
volatile and exhaustible nature); of extraordinary resourcesedefiom the privatization of public
enterprises; of income generated through multilateral debt-carmeliaiiatives (heavily indebted poor
countries (HIPC) y Multilateral Debt Relief Initiative (MDRNHd in general, numerous programmes
developed with assistance from multilateral lending instigtizvhich attempt to ensure the proper use
of funds by building rigidities into their use.

The first case, according to Almeida (2009b), is relevant iraé@y where in the period 1994-
2006 oil revenues accounted for an average 6.4% of GDP artd 7 tétal revenue. In addition, out of
total oil revenues, on average between 2004 and 2007, onkb46rBained within the state-owned firm
Petroecuador, and 29.2% was allocated directly to various agendiespacial allocation funds. In
particular, most of these resources are allocated to regional ger@sn(57.4% of the total or 0.3% of
GDP) and the Armed Forces (27.6% of the total distributedl 196 of GDP). In April 2008, legislation
was passed that eliminated all earmarking and routed all resourdbss mature to the Central
Government budget. The main argument for this decision, wiraaslates into a significant reduction in
the rigidity of income, has been the underutilization of resesiin the oil funds involved, which has put
limitations on fiscal management.

In connection with the assistance programmes of multilatenalirlg institutions, resources may
be used for purposes that Governments consider relevant orargcassording to their own public-
policy agendas and with significant “external” constraints, afencases of the Plurinational State of
Bolivia and Honduras. In particular, in the Plurinationat&iwof Bolivia, in the period 1994-2006, half
of public investment came from external funding sources (6% in 2004, although this figure has
declined as tax revenues have recovered in recent years). A simigdiosithas occurred with funding
from international cooperation resources, particularly in the casesioned abové& Thus, the case in
Ecuador is also worth mentioning, where there is a signifidepéndence on infrastructure investment
based on foreign credit (nearly 20% of total capital expenditure)

Sixth, there is a diverse group of rigidities associated evgputes within the public sector itself.
While it is true that all rigidities are, to a greater or legséent, manifestations of conflicts between
groups that exert pressure on public budgets, there are soméncadésh the dispute is not a product
of the justifications linked to the groups described aboethér, justifications are made based on the
mere understanding that certain spending objectives are mordamipibian others —which requires the
relatively explicit establishment of such priorities— or teeahto focus on certain specific expenditures.

As a result, the first subgroup consists of explicit lmidggidities that have been justified as a
means of ensuring adequate and timely funding for priorggeditures, such as various types of social,
judiciary, legislative or defence spending. The struggle dveestablishment of this type of rigidity can
become particularly intense during times of financial difficatyinsolvency. It becomes, in essence, a
guestion of each sector attempting to keep their neck off tthgelary chopping block.

In Ecuador, since 2004, this type of rigidity has accounbedpproximately 4.3% of GDP. In
Costa Rica, in 2006, ear-marking for the judiciary reached ®&#€arrent expenditures. In the case of
the Plurinational State of Bolivia, these values have graduatisedsed from a high of 4.6% of GDP in
2001 to 3.3% of GDP in 2006.

28 n fact, in the case of the Plurinational Stat@ofivia in 2006, international cooperation fundsesded US$ 200 million, or 2% of
GDP. See Almeida (2009a).
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Within this subgroup we also find the specific allocatiomesiources which are justified as a way
to improve the efficiency of certain state agencies, such as earmargingll fraction of tax revenues to
the tax authorities (Allier, 2006). We could also include ¢thses mentioned above, where various
agencies are partially self-funded.

The Internal Revenue Service in Ecuador receives 1.5% of the taxaslletts; in the
Plurinational State of Bolivia this percentage is 1%. The castonéluras is notable in that 2.5% of all
tax revenues are earmarked to the tax authority itself.

The second subgroup refers to rigidities that ese explicit but at times just as severe owindp¢o t
political difficulty inherent in modifying certaiearmarks. These, essentially, are civil servanegagjince
other government operating expenditures (such asuoeer goods and services) tend to be modifiable in
times of fiscal difficulties despite the need torgaut any number of operational functions.

As previously mentioned, the importance of rigidities assediatith public sector operations
(which are essentially public wages) should be highlightedo#gmothers, we have the case of
Honduras, where this line item accounts for 43.6% of spgfifliwhile in Costa Rica and Guatemala,
the figures are 29.8% and 22.7%, respectively. SimilarhGotombia they make up 19.7% of total
Central Government expenditures, while the figure is 25r8%eru (28.9% if regional governments are
included). Clearly, in the case of Honduras, public wages tatesthe principal budget rigidity.

FIGURE I1.6
LATIN AMERICA (7 COUNTRIES): BUDGET RIGIDITIES AND WAGES

(Percentage of total spending)

Bolivia (Plur. Colombia  Costa Rica  Ecuador  Guatemala Honduras Peru
State of)

Source: Prepared by the authors on the basis of Almeida (2009a and b), Echeverry, Navas and
Clavijo (2009), and Cabrera and Fuentes (2009).

One important consideration would be the level apital-spending rigidity found in the cases of
Colombia and Peru. In particular, a high degrefieafbility could be expected in both cases, howeire
Colombia, the Ministry of Finance and Public Cratiielf considers 65% of all investment expendiure
inflexible, while in Peru the estimate reaches Z&(Echeverry, Navas and Clavijo, 2069).

Lastly, a seventh group of rigidities has been identifiedimcidded in this category even though
they are not traditionally a part the budgetary structures ddtiegory includes rigidities that aneplicit
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In the case, salaries in the field of educationpaméicularly important.
In the cases of the Plurinational State of Bolawil Ecuador, all capital expenditure is considéaréexible.
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in fiscal policythrough incentive programmes for specific sectors or progueiitivities by means of
tax breaks. Since they are what are known as “tax expenditures’mtistybe treated as rigidities that
are not clearly spelled out in budgéts.

According to available and documented official estimates, in the chsBuatemala, tax
expenditures accounted for 63.5% of current income in 200Belcase of Ecuador, official estimates
for 2005 reveal that tax expenditures corresponding to VAT eeb216% of GDP, while that of income
tax was 1.2% of GDP for the same year. Peru’s total tax expemdiqualled 2.6% of GDP in 2006,
whereas in Colombia, the official estimate shows a fiscal codt4%% of GDP in connection with
income tax.

In summary, seven categories of rigidities havenbaescribed and are summarized in Table
II.2. This classification has allowed for a diffat@tion in each case study of the causes of the
rigidities and their main characteristics. It isspible, however, that the reasons or justificatioey
overlap in some cases.

TABLE II.2
CLASSIFICATION OF FISCAL RIGIDITIES ACCORDING TO MA IN CHARACTERISTIC

Main characteristic Specific types found

Social Security

1. Benefit principle Infrastructure funding
Funding of specialized government agencies
Meritorious goods

2. Rights and guarantees established in various More or less generic rights

kinds of regulations Guarantees of assured supply
Priority or protected spending
Basic transfer systems

3. Intergovernmental relations Transfers with sector-specific allocations
Other transfers between levels of government
Payment of debt service

4. Macroeconomic dynamics Clauses for wage adjustment, assets and others

Countercyclical fiscal policy

Non-renewable resources (royalties, etc.)

Privatization of public enterprises

Debt-relief programmes

Loans from multilateral lending institutions

Explicit priorities (Judiciary, Legislature, spending priorities, etc.)

5. Extraordinary income

6. Other disputes within the public sector Politically inflexible expenditures (wages and other operating
expenses)
7. Implicit in fiscal policy Tax expenditure

Source: Prepared by the authors.

4. Recommendations and final thoughts

This paper has attempted to provide a comprehensive overvieiscaf figidities in several Latin
American countries. Beginning with a presentation of the corufefiscal rigidity or inflexibility, an
attempt has been made to evaluate the various reasons for theimappesrd persistence over time,
followed by a typology of budgetary rigidities that woudlow for a comparative analysis of the
experiences of seven countries in the region that were selected asidiEse s

In addition, the possible effects of fiscal rigielt were reviewed, bearing in mind the importarfce o
analyzing rigidities not only in terms of how thiawit the autonomy of fiscal-policy management, blsto
by taking into account the objectives that thegalities are created to address (which are reletetie

2 For additional details regarding the difficultiesmeasuring “budget expenditures”, see JiménePaddsta (2009).
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reasons for their emergence). In this sense, ibbas pointed out that rigidities should not besssd only
in terms of their limitations on freedom in disawagry decision-making by fiscal authorities.

We have seen that the countries of Latin Americhtha Caribbean were able to create more fiscal
space at the beginning of the decade (until thibreak of the international crisis), which was retiéel in
increasing primary surpluses and the reversal efativdeficits and steady declines in public deB#G
ratios, driven by the growth of Latin American econes and greater relative increases in tax revenue

4.1 Some recommendations with respect to different types
of rigidities
When reviewing fiscal rigidities according to their main charesties, clear differences emerge
between countries indicating which fiscal-policy objectives wetglst in each case, and which sectors,
groups and levels of government tended to prevail. Particutzmtian has been paid to the relative
weight of some pertinent rigidities, as is the case of tigi&liassociated with public-sector operations

(wages), those related to transfers to social security systehts ather levels of government, and those
associated with debt service.

Bearing in mind that fiscal rigidities should be evaluatedlassified in light of a broad group of
public-policy objectives, a more complete understanding of tbeuld help identify the challenges
inherent in fiscal policy when attempting to better meet thbgectives which, along with the necessary
fiscal pacts, must be constructed and consolidated in our Esuntr

The typology presented here provides some insiglid dow to shape fiscal-reform policies to
address this type of rigidity in public budgets.eT¢lassification of rigidities according to theiam
characteristics allows for a discussion that gagghd mere numbers, which reflects the difficulty o
modifying a specific budget line-item and shifts thiscussion to the conceptual framework most
appropriate in each case. Thus, a set of recommiendabroken down by type of rigidity can be
found below.

First, in the case of rigidities arising from earmarks rel&eitie “benefit principle”, it would be
inappropriate to consider any constraints arising from tidity in and of itself. Rather, those sectoral
policies that include rigid allocation of resources should dmefined. This is particularly true in
reference to the reforms to and modernization of social secystgmnss to achieve social protection
schemes that are more suited to the new challenges that our sdaif@dn contrast, in the case of
funding for infrastructure projects, particular care shoul@éercised in defining the use of funds and
the duration of the rigidities.

Secondly, the existence of rigidities associated with diffengrest of rights and guarantees —
whether or not they are related to “merit” goods— calls for ahcgxgefinition of guaranteed rights, so
they can be effectively enforced. Of course, this will requiresaudision about the funds available to
finance such guarantees in a clear and accessible way, and will, atrtadime, result in a complex
debate about the limits of such guarantees. There are many examtiesregion of rights that are
broadly defined and are inevitably not clearly enforced by States.

The third group of rigidities comprises those associateld thi¢ financial relationship between
different levels of government. In this case, there is notaperof literature on the reforms required
although, clearly, there is no broad consensus either. Sufficesay that the issue of fiscal federalism
and processes of decentralization have more to do with thecglobtiganization of each nation than
with economic theories. However, efforts must be made toowepithe impact of decentralization and to
ensure that transfers are as efficient and equitable as pd3sible.

30 sSee ECLAC (2006).
3 see Cetrangolo (2007) for a debate on the dedieatian processes in Latin America.
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Fourthly, the existence of rigidities associated with macroecmnfattors calls attention to the
need to redefine the operation of such rigidities to ensugtlrm fiscal solvency. In particular, the
institutionalization of countercyclical fiscal mechanisms (eithahée form of structural balance laws or
contingency funds), although they are understood as an addlitigidity, is increasingly necessary
given the high volatility of tax revenue.

Rigidities associated with the presence of extraordinary incameefifth group) lead to three
types of comments. First, it is clear that, to the extergiples resources should not be used to finance
current expenditures that would be difficult to sustaineothe revenue shrinks or disappears. Second,
the region has significant experience with the need to establisé sort of stabilization fund for these
resources. Finally in the case of resources provided by neidéldending agencies, States should not
undertake projects that already have funding, but rather fuos tholicies that are understood to be
most reasonable.

The last two groups are undoubtedly the types of rigiditiasshould be eliminated most quickly.
The sixth group includes, essentially, rigidities stemninogn defensive public-sector policies in the
face of encroachment from rigidities linked to other functi@sly a frank discussion of public-budget
priorities will enable these to be acceptably managed.

Let us not forget one relevant fact: whenever a sector managésthuce a rigidity to protect its
budget over other line items, efforts will be made to makégraected” item as flexible as possible
within that sector. In extreme situations, when fiscal adjestris looming, each area will fight hard to
make their budget externally rigid and internally flexible. ldwer, the justification used to “stiffen” a
particular line-item may end up introducing constraintshenbiudget of its own sector, generating a new
source of disputes and inefficiencies.

Finally, any attempt to make explicit the effects of publicqes that are now implicit in the tax
structure will be an indispensable step towards rethinkiagdtionality of all earmarks.

4.2 Final note on the role of the State in addressi  ng
fiscal rigidities

When evaluating the establishment and maintenance of fiscal iggjdihe dynamic of the budget
process itself should be considered. In particular, attertionld be paid to the interaction between the
Executive and Legislative branches (the institutional actorslied in the process), and to a lesser
extent, the judiciary. Understanding how this interaction tgkase, that is, the role of these two
branches of government in the formulation, approval, modificaand implementation of government
budgets, helps to identify, at least in part, the sourcbudfyet rigidities. While not attributing the
formation of fiscal rigidities to different branches of gowraent, it is still important to understand that
rigidities will emerge in different ways, depending on hbe budget process game is played and on the
institutional actors involved.

Based on how these roles or powers are defined, it is pogeilspeculate on the relationships
involved in the “subgovernment” of the budget process, a crigsale for understanding what the
institutional agenda is and how it is reflected in the publidget. In terms of the existence and
persistence of fiscal rigidities, understanding who has nrdess ability to influence the budget process
(where such rigidities are reflected) is critical. In essence, kmgpwho has more power in the budget
process also reveals who has more “discretionality” to estafiishl rigidities, and allows for a
gualitative assessment (meaning the degree) of their “rigidity.”

The stages of the budget process can be summed up as the devilopppeaval,
implementation and monitoring and evaluation of income and elXpess.In the budget formulation
stage, the Executive and Legislative branches have different rdlesExXecutive is essentially tasked
with budget formulation, and while the legislature may becomwelved at this stage, the fact is that the
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Executive and the Legislature branches have vastly different anafiddaechnical capabilities. In fact,
these differences impact the role of Congress in the remainasggplof the budget process.

The majority of budgetary changes are made during the implenoensitige by the Executive,
which, depending on the circumstances and powers conferred in eacteods to give more power to
this branch of government. There are several reasons forFttss. discretionary use of the budget
instalments (quotas) syst&mand underestimation of resources, which allows more resourees t
budgeted to be left to the Executive Branch, can lead to largepkswies between the public budget
actually implemented and the budget approved by Congress.

Second, due to different rules regarding the pre-budgetacgssdwhich clearly differs between
countries), parliaments have a limited role in budget reallocatignich are handled mainly within the
Executive Branch. In addition, extra-budgetary funds of varikinds are often created, in order to
“liberate” the management of a portion of public funds.

Thus, there are various indications that theredcdndl major discrepancies between an approved
budget and what is eventually implemented. Theeefibie ability of ministries and agencies to protieeir
budgets (a function of the technical quality angesiise of their bureaucracy) becomes quite retevan
(Abuelafia and others, 2005)his point is linked to the notion of “subgovermt’ in the budget process
discussed above, and in fact becomes importaniriderstanding the “discretion” available to estbbr
eliminate fiscal rigidities in practice and to urgtand how they are maintained over time.

An important point to consider in the formationrafidities in the routine budget process is that
allocations and cuts for future fiscal years angallg based directly on usage during the curresafiyear
(Molinas and Perez Lifian, 2005). This often leadlslip agencies to utilize resources for programores
activities that may not be public-policy prioritiegher than “lose” funding through fiscal adjusiitsg with
the expectation that they will be able to realledhbse resources in future years.

The next stage in the budget process is evaluatidrmonitoring. In this stage agencies tasked with
budget oversight play a critical role. Their apilio effectively do their job —which consists, intdia, of
reviewing the allocation of resources in accordanith the budget (which also implies monitoring the
“fulfillment” of budget rigidities)— depends on sal factors, including: their legal status andrighathe
mode of appointment and renewal of their membées,stope of their jurisdiction, whether or not they
have budgetary self-sufficiency, their authorityrieestigate and sanction and others.

In short, the situation of the countries of Latin Americaeilation to the powers of allocation or
reallocation of budget items is characterized by the fact that teeulxe Branch handles budget
formulation in a particular fiscal year, while approval of thelget falls to Congress. In this case, the
powers of the legislature to make changes to both the totaldévesources and expenditure and the
composition of the budget vary between countries: while thedbis possible in some countries, the
level of expenditures budgeted by the Executive cannot be moitifeters®

It is also relevant to consider how budget reallocations areedreaid how potential additional
resources (primarily as a result of higher than estimatedetgenue) are handled. In this case, the
alternatives are that Congress play a role in allocating the @uiditesources, or that the Executive has
complete freedom of allocation.

Several studies on the subject have yielded ctéinflicesults regarding the weight of the Executive
and Legislative powers in the budgetary processekample, in the case of Peru, Echeverry, Navds an
Clavijo (2009) emphasize the predominant role ef Bxecutive in the budgetary process, based on the

%2 The system of budget instalments (quotas) is anatipeal system which regulates the pace of buthgplementation. Essentially,

existing budget loans are divided into quarterasthllocating resources according to public sefih@ncial planning. In practice,
determining which agencies receive their entiregetidhstalment (quota) (an Executive power, usuhifgugh the Treasury or the
Ministry of Finance) is a de facto method of budaj&cation.

SeeRodriguez and Bonvecchi (2004). Likewise, for aadraverview of the most important experiences afdrms in the
budgetary processes in the region, see Martne8{200
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powers conferred by the Constitutions of 1979 &9@B1 Meanwhile, Cabrera and Fuentes (2009) refer to
the greater role or weight of the Congress in thdgktary processes in Costa Rica, Guatemala and
Honduras. A similar point was made for the cas@afaguay by Molinas and Pérez Lifidn (2005), who

highlighted the “fuzzy” role of the Executive Brdm@&ssociated with institutional changes at thenoég

of the decad@’ Although understanding why one branch has moreeptivan others in different countries

is relevant, it is beyond the scope of this work.

A final point to consider regarding the management of the diugigocess and the “effective”
level of fiscal rigidities is the role of the judiciary. Astad in Eslava (2006), this issue has not been
sufficiently addressed in the literature. However, the abifithe courts to define the constitutionality or
legality of various tax and spending initiatives, as well hasr tability to demand other branches of
government take actions to guarantee various constitutionds,ridemonstrate the importance of the
role of the judiciary. In this regard, it is very interegtio note the point made by Cabrera and Fuentes
(2009) regarding the importance of judicial oversight inausifiscal rigidities in the case of Costa
Rica. Future lines of study should comprehensively addreaiab extent the level of fiscal rigidities
depends on the scope and power of the judiciary in each country.

34 For the case of Argentina, both Bonvecchi and Rpriz (2004) and Abuelafia and others (2005) meritierrelatively smaller role
of congress in the budget process. Alston and s{2808) refer to the greater role of the Executiveanaging the budget process,
while also highlighting the interaction between &xtve Branch initiatives aimed at fiscal stabil{thirough new or higher taxes)
and the “concession” to congress to create padaharks (i.e. fiscal rigidities).
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