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Foreword

Francis Fukuyama

Over the past decade, a broad consensus has emerged that “institutions 
matter” and that the capacity of states to deliver critical public goods is a 
key determinant of economic growth. The emphasis on economic policies 
that characterized much of the 1980s and early 1990s has given way to a 
greater appreciation of the fact that policies must be executed within the 
proper institutional framework: if the framework does not exist or does 
not function properly, an otherwise good policy, such as privatization 
or capital market liberalization, might have perversely negative conse-
quences. The quality of institutions, in turn, and the ability to reform 
them, depend on a host of political factors, because institutions affect and 
reflect the interests of important actors in each society.

Consensus on the importance of institutions has masked a number 
of areas of uncertainty, however. One such area concerns exactly which 
institutions are the most important for economic growth. Economists 
have tended to emphasize property rights and the legal institutions neces-
sary to protect them. A property-rights regime exists within another set 
of institutions, that is, the larger political system whose functions are to 
facilitate collective action, resolve disputes, and legitimize decisions made 
by the political community. A given political system may not be sufficient 
to generate the political “will” to, for example, reform a corrupt judicial 
system, or may be destabilized by an inability to resolve social conflicts 
over distribution or political access. Furthermore, the term “institutions” 
as it is currently used by economists encompasses not just formal rules 
such as constitutions and legal systems, but informal norms and habits as 
well. These interact with formal laws and rules in complex ways and are 
even harder to observe and manipulate than their formal counterparts. 

So while the empirical relationship between institutions and growth has 
been well established, we know a great deal less about the mechanisms 
that shape institutions, and what practical, workable strategies can bring 
about institutional reform. It is therefore especially important to be able to 
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study the actual experience of countries that have undertaken institutional 
reform, to see what progress has been made, what obstacles exist, and 
what the effects of successful reform have been. It is in this regard that this 
volume on state reform in Latin America is of particular value. 

Perhaps the most remarkable finding of this book is that a quiet insti-
tutional revolution, which has escaped the notice of many observers, has 
taken place across the region. Latin America has seen its share of setbacks. 
Argentina underwent a severe crisis in 2001 that led to the demise of its cur-
rency board and a massive default on sovereign debt. Venezuela has seen 
a steady dismantling of its democratic institutions under the presidency 
of Hugo Chávez as well as a politicization of its economic institutions. 
Like-minded populists have appeared on the scene in Bolivia, Ecuador, and 
elsewhere, and in Haiti, the region boasts a genuine failed state.

These very visible cases of instability deflect attention, however, from the 
broad progress in building institutional capacity made in other parts of the 
region. The State of State Reform in Latin America documents a number 
of areas in which this has occurred. Most important are the economic pol-
icy-making institutions responsible for monetary and fiscal policy—central 
banks, finance ministries, and budgeting authorities. The Latin American 
debt crisis of the early 1980s emerged, after all, precisely because of weak 
policy making in these areas. The sharp rise of oil prices due to the oil shocks 
of the 1970s put pressure on current accounts; unlike the East Asian fast de-
velopers, many Latin American countries responded not by cutting govern-
ment expenditures to keep fiscal balances in line, but by borrowing recycled 
petrodollars. Central banks covered fiscal deficits through monetary emis-
sions, which led to inflationary spirals, declining currencies, devaluations, 
and recessions. The consequences of this mismanagement of macroeconomic 
policy were devastating: growth rates and per capita incomes stagnated or 
fell, and poverty rates increased as countries such as Argentina, Brazil, Mex-
ico, and Peru struggled with debt burdens for the next decade.

The situation today is very different. Central bank independence has 
increased, and the technical capacity of governments to manage budgets is 
vastly superior. The ability to control deficits often requires major political 
reform. In large federal countries such as Argentina, Brazil, and Mexico, 
individual states were able to abuse their constitutional powers and run 
up deficits even if the central government maintained budget discipline; 
national budgets could not be brought into line without a reallocation of 
power between central and state governments. 

Today, Latin America faces challenges not entirely different from those 
of the late 1970s, with rapidly rising energy prices and an abundant supply 
of external finance that could translate into fiscal and current account defi-
cits. Yet overall, few governments in the region seem inclined to repeat the 
macroeconomic mistakes of the past. This has been true in countries such as 
Argentina and Brazil led by presidents of the left, who have been cautious in 
challenging the new consensus on prudent macroeconomic management.

xvi foreword
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A second important area of reform has been the attempt to decentral-
ize political power, not just to the state level (long the case in the region’s 
large federal countries), but to municipalities and localities. Argentina, 
Bolivia, Brazil, Colombia, Peru, and Venezuela have all undertaken major 
initiatives in this direction. In Brazil, the city of Pôrto Alegre engaged in 
a widely noted experiment in participatory budgeting during the early 
1990s, which has had the positive effect of undermining traditional pa-
tronage networks and forcing local governments to be more transparent 
about their use of funds. Participatory budgeting has now spread to more 
than 140 cities in Brazil and has been copied elsewhere in the region. In 
Colombia, direct election of mayors has allowed municipalities to engage 
in experiments in dealing with drug gangs and educational reform.

Decentralization is not, of course, a panacea; its impact depends heavily 
on the way responsibilities and budgets are shared between the central and 
local authorities. Bolivia’s 1994 decentralization law created a large number 
of small administrative units, but did not provide them with real power in 
critical areas such as education. The ability of subnational states to run budget 
deficits has long hindered the ability of federal countries such as Argentina 
and Brazil to maintain overall fiscal discipline, although Brazil’s 2000 Law of 
Fiscal Responsibility has gone some way to fixing this problem in Brazil.

As the current volume indicates, the design of decentralized systems 
is critical to their success or failure. It is not enough simply to move re-
sponsibility to a lower level of government; if the lower-level unit remains 
dependent on higher-level ones for resources, or does not face hard budget 
constraints, the intent of the reform can be vitiated. It is important to keep 
lines of authority distinct; if they are up for constant renegotiation, effort 
will flow into that activity rather than to implementing public policy. 

Finally, numerous efforts to reform political systems have been under-
taken, either to make them more representative, or to increase the efficiency 
of decision making. Two decades ago, the political scientist Juan Linz criti-
cized presidentialism as an institution in Latin America.1 The inherently 
winner-take-all nature of presidential elections often produced leaders elected 
by only a minority of the electorate; such leaders thus lacked legitimacy. In 
the debate that Linz provoked, attention shifted from the form of the execu-
tive to electoral systems. In Latin America, legislatures often could not gen-
erate strong and stable majorities in support of initiatives coming from the 
executive. In this, the precise rules (such as the inability of political parties in 
Colombia to control who ran under their own lists) mattered a lot. 

The great deal of activity in this area has often had mixed results. 
Argentina, Colombia, and Peru all extended term limits for presidents, a 
reform that may or may not be desirable in itself, but that coincided with 
the ambitions of particular presidents to remain in office. The introduc-
tion of second-round voting solves the problem of minority presidents, but 
also tends to fragment party systems. The design of political systems in-
volves trade-offs between competing social goods (for example, decisiveness 
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versus resoluteness), with the result that there is no clearly optimal insti-
tutional design. 

As the current volume makes abundantly clear, enormous weaknesses 
remain in Latin American institutions that will continue to constrain the 
region’s prospects for economic development and stable democracy. Most 
serious are corruption and weak rule of law in virtually all countries except 
Chile, making property rights insecure and driving much economic activity 
into the informal sector. General public administration remains poor, and 
governments that fail to deliver necessary public services to their constituents 
undermine their own legitimacy and provoke cynicism about democracy it-
self. Hugo Chávez’s Venezuela has seen substantial institutional regression 
because the president has politicized or put under his control virtually all 
institutions of horizontal accountability—the congress, the trade unions, the 
central electoral commission, the state oil company, and the court system. 

It is understandable that progress has been so much slower in an area 
such as legal reform than in the reform of institutions dealing with macro-
economic policy. The latter involves public agencies with low transaction 
volume and high specificity. That is, an institution such as a central bank 
makes relatively few decisions, and the decisions it makes are readily 
monitorable. It is therefore relatively easy for principals to hold agents ac-
countable for their behavior. The same is much less true of legal systems, 
because high transaction volume and low specificity make it much more 
difficult to hold agents accountable.

An earlier publication of the Inter-American Development Bank, The 
Politics of Policies,2 argued that the agenda facing researchers in the area of 
institutions had changed. The general importance of institutions is well un-
derstood, as are the theoretical ways in which different types of institutional 
design affect policy making. What is less well understood are the specific fea-
tures of particular institutions—many of which are the product of informal 
rather than formal rules—that often spell the difference between effective-
ness and dysfunctionality. Local context, history, and tradition are extremely 
important in shaping the way in which specific institutions work; without an 
empirical understanding of these factors, it is impossible to move forward 
with a workable program of institutional reform. It is in this context that The 
State of State Reform in Latin America makes a very valuable contribution 
to the growing literature on institutions and suggests specific ways forward 
in the next stage of Latin America’s institutional development.

Notes

1. See Juan J. Linz, “Democracy: Presidential or Parliamentary—Does It Make 
a Difference?” (Paper prepared for the Workshop on Political Parties in the South-
ern Cone, Woodrow Wilson International Center for Scholars, Washington, DC, 
1984); and Juan J. Linz, “The Perils of Presidentialism.” Journal of Democracy 1 
(Winter 1990): 51–69.

2. Ernesto Stein, Mariano Tommasi, Koldo Echebarría, Eduardo Lora, and 
Mark Payne. 2005. The Politics of Policies: Economic and Social Progress in Latin 
America, 2006 Report. Washington, DC: Inter-American Development Bank.
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1

State Reform in Latin America: 
A Silent Revolution

Eduardo Lora

With the 1980s, crisis began in the interventionist, paternalist, and cen-
tralist state that for half a century Latin American countries, following 
the example of Europe, had attempted to establish, with varying degrees 
of success.1 The crisis of the state in Latin America fully manifested itself 
beginning with the foreign debt crisis that erupted when Mexico declared 
a moratorium on its obligations in 1982. The crisis emerged first as a fis-
cal problem because the sources that had financed the expansion of the 
bureaucratic apparatus for decades finally dried up. These included the 
gradual monetization of economies in expansion,2 income from the pro-
vision of public services under monopolistic conditions to the upper and 
middle classes, workers’ contributions to the social security systems that 
still had very few pensioners, and tax revenue that was easy to collect but 
that stifled international trade and distorted investment and production 
decisions. The signs of exhaustion of these sources of fiscal revenue were 
evident in several countries in the 1970s but the solutions were delayed 
because high oil prices, apart from creating new revenue in crude-exporting 
countries such as Mexico and Venezuela, recycled the financial surpluses 
of Middle Eastern oil-producing countries through bank loans for Latin 
American governments. When the rise in international interest rates and 
the consequent debt crisis put an end to this source of loans, some coun-
tries turned increasingly to unbridled issuance of currency, setting into 
motion or exacerbating the inflationary processes already under way in 
several countries. In a few years, this method3 would also lose effective-
ness as the public fled from national currencies. 

The crisis of the Latin American state was not only fiscal, it was also a 
crisis of the functioning of the administrative apparatus and, as a conse-
quence, a crisis of political legitimacy. The expansion of the state since the 
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1930s had been founded on a firm base in Argentina, Chile, and Uruguay, 
which already had administrative capacity and skilled human resources, 
and was also consolidated to a large extent in Brazil, Colombia, Costa 
Rica, and Mexico, each of which had established a dense network of rela-
tively efficient public bodies. By the 1980s, the complexity of the adminis-
trative apparatus in most countries led to “bureaucratization,” that is, an 
excess of public employment,4 and to decreasing returns to the resources 
used, as revealed in the stagnation of coverage and the deterioration of 
the quality of education, health, water, electricity, and telecommunications 
services. In the countries with more modest bureaucratic capacities and 
weaker public institutions, it was not only the deficiencies of coverage and 
quality that were evident but also the more critical problems of corruption 
and waste of resources, and in some countries the capture of economic 
policies by powerful interest groups and sectors.5

The crisis of state legitimacy took on a variety of expressions depending 
on the political context. The developmentalist military regimes in power 
in much of South America—promoters of industrial development and 
massive infrastructure investment directly supported by the state, without 
much consideration given to their financial and economic viability—lost 
the limited popular support on which they had relied, along with the eco-
nomic capacity to co-opt the business and financial elites. Although the 
Pinochet dictatorship did implant a state model more in tune with the new 
free-market trends—neoliberalism—and succeeded in rapidly reactivating 
the economy after the deep crisis of 1982, as living conditions improved 
the deeply rooted democratic institutional tradition of Chileans achieved 
a completely peaceful return in 1990. The one- or two-party democracies 
of Colombia, Mexico, and Venezuela were forced to make room for the 
participation of marginalized political and social groups, which ultimately 
caused deep changes in the political systems of these countries in the 
1990s. Some of the poorest Central American countries, still ruled by pat-
rimonialist governments, experienced civil wars and political instability as 
the forerunner to democracy. 

This multidimensional crisis of the state contributed decisively to pro-
ducing three phenomena common to all Latin American countries that 
changed the economic and political features of the region. These phe-
nomena were democratization, macroeconomic stabilization (that is, the 
reduction of inflation and the control of the great fiscal disorder associ-
ated with it), and the opening up of countries to international commerce 
by reducing tariffs and other barriers to trade. Of the 18 Latin American 
countries in 1980, only 6 were governed by popularly elected presidents. 
Twenty years later, all countries had regular elections and, although 11 
presidents were deposed between 1992 and 2005 (Stein and others 2005), 
in all cases they were replaced in a few days or weeks by constitutional 
mechanisms. Stabilization was equally generalized. At the end of the 
1980s, in the same group of 18 countries, 11 had inflation rates over 20 
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percent and 4 suffered price increases of over 1,000 percent annually. By 
contrast, in the 2001–05 period no country had an average inflation rate 
over 20 percent, and only 5 countries recorded inflation in one of these 
years above this mark (with a maximum of 41 percent in Argentina in 
2002). Trade liberalization was also a common phenomenon. The average 
tariff on imports in South American countries dropped from 55 percent 
in 1985 to approximately 10 percent in 2000, and in the group of Central 
American countries and Mexico the fall was even steeper—from 66 per-
cent to 6 percent. The international opening of trade also applied to trade 
in services, foreign direct investment, and international finance. 

Obviously the crisis of the state was not the only cause of democra-
tization, stabilization, and trade liberalization. Globalization also con-
tributed, because the reduction in transport costs and the spread of new 
information and communication technologies raised the potential gains 
from trade and from technological change, at the same time as the expo-
sure of the countries to the new ideological tendencies of the state and 
economic management intensified. The collapse of the communist systems 
of Eastern Europe in 1989 and the return of international capital to Latin 
American countries—due to the Brady Plan6 and growing international 
liquidity—helped consolidate the democratization process and created 
incentives to initiate economic reforms. The frustration left by the lost 
decade of the 1980s and the promise offered by replicating the policies 
adopted by Chile contributed to strengthening interest in economic sta-
bilization and trade opening. The success of countries in Southeast Asia 
with growth models based on fiscal discipline and exports provided more 
impetus to follow a new policy direction.7 The most common elements of 
the first wave of reform in this context resulted in the well-known Wash-
ington Consensus (Williamson 1990).

Democratization, stabilization, and trade liberalization are the starting 
points for this book.8 These trends that, as we have seen, were in part 
brought about by the crisis of the state, helped propel state reform since 
the mid-1980s (a process that began in many cases before these phenom-
ena).9 By its very nature, democratization led to reform of the political 
systems, especially electoral systems and the functioning of parties, not 
only to make suffrage possible but also to broaden the representativeness 
and relevance of the legislative bodies. Democratization also produced 
various reforms to the judicial systems to prevent the abuse of presidential 
power that had occurred under the authoritarian regimes and to expand 
access to justice beyond the elites. In most countries, democratization was 
expanded in the 1980s and 1990s to provincial and municipal govern-
ments, increasing popular demand to widen and improve residential and 
social services provided by these subnational governments, thus influenc-
ing reform in these sectors.

From the start, price stabilization was a tenuous victory because in prac-
tically all countries it was initially based on sudden cuts in public spending 
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or on manipulation of the exchange rate, both of which were impossible to 
sustain indefinitely. The political dividends of controlling inflation were so 
great,10 however, that the parties in power rapidly closed ranks to shore up 
the achievements through other reforms, such as granting independence 
to the central bank, strengthening tax systems, or privatization, and when 
these supports turned out to be insufficient, reforming budgetary institu-
tions. The consensus on the importance of price stability, and on the need 
for it to be based on a strong fiscal situation, also contributed to reform 
of the financial and pension systems. The threat of a crisis in these sectors 
was—and in many countries still is—a factor of fiscal weakness because 
the state is the ultimate guarantor of these systems. 

The decision to integrate the economies more closely into trade, invest-
ment, financing, and technology flows influenced the reform of various 
state functions since the mid-1980s. Trade liberalization was in itself rec-
ognition that the state was losing the independence it needed to protect the 
economy and maintain competitiveness, to manage macroeconomic policy 
in opposite directions to international financial trends, or to finance itself 
from taxes on international trade.11 Consequently, tax policies and institu-
tions were reformed partly to compensate for lower tariff receipts, but also 
to improve the competitiveness of national products and attract invest-
ment. The regulatory practices of the financial systems and infrastructure 
were adapted as far as possible to applicable international standards. In 
countries most exposed to international competition, liberalization also 
contributed to the initiation of reforms in the education and justice sec-
tors and to strengthening intellectual property rights. Moreover, increased 
international integration probably also contributed to the spread of 
ideas, facilitating, for example, propagation of the pension system reform 
inspired by the Chilean model, the multiplication of independent regula-
tory agencies,12 and the diffusion of some successful social protection 
systems, such as the Mexican Oportunidades program. 

When the crisis of the state became evident in the 1980s with sudden 
cuts in public spending, liquidation of state companies, and the virtual 
collapse of some state functions in the hardest hit countries, opponents of 
reform created the myth that the old model of the paternalist, intervention-
ist state that generated unnecessary public employment would be replaced 
by a minimalist state concentrated on protecting property rights, ensuring 
macroeconomic stability, and guaranteeing access to only the most basic 
services of justice, health, and education. This feared neoliberal state never 
became a reality. As this book extensively documents, the new state that 
is taking shape after 20 years of reform is more “socially liberal,” to use 
the term coined by Luiz Carlos Bresser Pereira (1998), architect of Brazil-
ian state reform during the presidency of Fernando Henrique Cardoso. 
In comparison with the previous state model, this is a state that is more 
limited in size and objectives; more representative and legitimate; less cen-
tralized; more managerial and less bureaucratic; a promoter rather than 
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protector of the private sector and employment; and a guarantor of access 
to the basic services of education, health, and social security, although 
not necessarily the producer of these services in their entirety. However, 
just as the neoliberal state never completely materialized, neither does this 
socially liberal ideal correspond exactly with any Latin American state.

This book does not attempt to analyze all the aspects of state reform 
since the mid-1980s. Its more limited objective is to concentrate on the 
most important areas of institutional reform, which have been much less 
systematically studied than the economic reforms resulting from stabiliza-
tion and deregulation—the backbone of the Washington Consensus. As 
pointed out by Naím (1994), and verified by numerous subsequent studies, 
institutional or “second-generation” reform is a necessary complement for 
the Washington Consensus reforms to effectively accelerate growth and 
contribute to achieving other development objectives.13

Although valuable studies review different areas of state reform, no 
work offers a panoramic view of overall reform. This book attempts to 
fill part of this gap, using a series of monographs commissioned by the 
Research Department of the Inter-American Development Bank (IDB) to 
describe the scope of the main aspects of the reform of state institutions 
that has taken place silently and gradually in Latin America. This effort 
is part of a larger project on public policy that includes studies on the 
political aspects of the reform process and the role of actors and political 
institutions in decision making. These issues are touched upon only tan-
gentially in this book (see Stein and others [2005]).

This book is structured around four major areas of institutional reform: 
(a) political institutions and organization of the state; (b) fiscal institu-
tions, tax policy, and institutional decentralization institutions; (c) institu-
tions of sectoral economic policies; and (d) social policy institutions. It is 
an imprecise grouping because, as will be seen later, these reform areas 
intersect at various points. Likewise, the separation from first-generation 
economic reform is not totally clear—not surprising given that liberaliza-
tion and institutional reform measures act in common spaces. 

In each of these areas, this book summarizes the objectives of the 
reforms, describes and measures their scope, and identifies the main 
obstacles to their implementation and effectiveness, especially institutional 
obstacles. The methodological approach is essentially comparatively static 
between the situation before and after the reform. This approach does not 
do justice to the complexity of the process, or to the diversity of national 
experiences, because it ignores the political process of reform and the roles 
of the various economic and social actors in these processes.14 However, 
it does identify the most common features of the reforms and their results 
based on quantitative indicators and common criteria. 

The central conclusion of this review of state reform is that Latin Amer-
ica has experienced a silent revolution in which many dimensions of the 
state have been gradually transformed. The degree and depth of state 
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reform contrast with current opinion that the region has put too much 
emphasis on macroeconomic and free-market reform and ignored the 
institutional dimensions of development.

Political Institutions and State Organization

Paradoxically, the crisis of the centralist and bloated state in the 1980s 
created the opportunity to recover or establish democratic institutions 
in several Latin American countries,15 instead of producing abrupt or 
improvised changes in government structures or in the organization of the 
state, as had happened in various countries in past crises. Since the res-
toration of democracy, Latin American societies have broadly supported 
those democracies, although they persistently express discontent with the 
results as the opinion indicators of Latinobarometer survey, available 
since 1996, clearly reveal.16 When the surveys began, a majority in 16 
of the 17 countries surveyed considered that “democracy is preferable 
to any other form of government” (the only exception was Honduras), 
and a minority (not exceeding 26 percent of those surveyed in any coun-
try) considered that “in certain circumstances an authoritarian govern-
ment could be preferable to a democratic government.” Ten years later, 
support for democracy has fallen in almost all countries except Chile, 
El Salvador, Mexico, and Venezuela. Apart from these four, a majority 
supports democracy in another six countries (Argentina, Costa Rica, 
the Dominican Republic,17 Nicaragua, Panama, and Uruguay); however, 
the percentage that might favor authoritarianism is less or has changed 
very little (except in Paraguay and to a lesser extent Peru). Consequently, 
democracy is far from being consolidated, but Latin Americans continue 
to consider it, as Winston Churchill said, “the worst system of govern-
ment, except all the others.”

In this light, it is not surprising that reform of the democratic institu-
tions of government has been a continuous and inconclusive process. The 
main reforms have strengthened the legitimacy of the presidential system, 
but have limited the power of the executive in relation to the legislative 
branch, which is more representative of the diversity of political interests, 
and in relation to a judicial branch that has acquired a level of indepen-
dence previously unknown in Latin America. Although the executive is 
now subject to greater political control than at any other time in the past, 
its capacity has been strengthened by public administration reform, which 
has had varying degrees of success depending on the country. 

In this global context, political institutions in Latin America have made 
great progress when compared with other developing regions, albeit incom-
plete compared with the patterns in developed countries; and the progress 
varies from country to country. The indicators “voice and accountability” 
and “political stability” constructed by Kaufmann, Kraay, and Mastru-
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zzi (2005) point to this progress and are presented in figure 1.1a. Other 
international indicators confirm that Latin America leads the developing 
world in democratic and civil freedoms based on the advances of recent 
decades (see IDB [2000], 14–16). However, Latin American countries are 
positioned less favorably in other aspects of government, especially “rule 
of law” and “corruption control.” These deficiencies suggest the region 
still has a long way to go in terms of judicial reform and modernization 
of the state apparatus.

Political Reform

The basic structure of Latin American political regimes has changed little 
since the transition to democracy. All countries continue to have presiden-
tial systems; all have remained either federal structures (Argentina, Brazil, 
Mexico, and Venezuela), or unitary countries; and the structure of the leg-
islative chambers is essentially unchanged, except for Peru and Venezuela, 
which moved from bicameral to unicameral systems. 

However, as Payne and Perusia warn in chapter 2 of this book, it would 
be a mistake to conclude that the political regimes are unaltered. Without 
changing the basic structure, the multitude of reforms has altered many 
important aspects of the rules of the political game. Reform policies have 
not had a single orientation, which is not surprising given the complex 
and even unpredictable relationship between the political rules and their 
resulting effectiveness, legitimacy, representativeness, and level of citizen 
participation; and given that some of these objectives, although desirable 
in principle, can be partially exclusive. For example, an electoral reform 
that improves the representativeness of all political parties in congress 
could very possibly reduce the effectiveness of congressional decision mak-
ing. The lack of a uniform direction in political reform is also the result of 
the frequent opportunistic motives of the leaders of the reform measures. 

Presidential election systems have been subject to important changes, 
summarized in table 1.1. Only El Salvador, Honduras, Mexico, and 
Panama have maintained their presidential election rules essentially 
unchanged. In general terms, the number of countries that use a simple 
majority system has declined and the use of two-round runoff systems has 
increased, either with an absolute majority (as in half the countries of the 
region) or with a lower threshold (as occurs in four cases). No country has 
transformed a two-round system into a simple majority. That is, no coun-
try has moved contrary to the general trend of increasing the legitimacy 
of the president. 

The possibility of presidential reelection has been another central 
aspect of reform of electoral rules. The general trend has been to intro-
duce changes to permit immediate reelection, as have Argentina (1994), 
Brazil (1997), Colombia (2005), the Dominican Republic (2002), and 
Venezuela (1998). In Costa Rica and Ecuador nonimmediate reelection 
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Source: Kaufmann, Kraay, and Mastruzzi 2005.
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was permitted. Reform in Nicaragua and Peru moved in the opposite 
direction (where immediate reelection was prohibited) and in Paraguay 
(where reelection in general was prohibited). Another clear trend has been 
the shortening of the presidential term, which on average was reduced 
from 5.0 to 4.7 years (although in Bolivia and Venezuela, the presidential 
term was extended). Partly as a result of these changes in the length of 
terms, in most countries presidential and legislative elections are no lon-
ger simultaneous. It is also important to note that in most countries it is 
common practice for political parties to hold primary elections. 

The electoral rules for the lower chamber have also been transformed. 
Only three countries (Brazil, Costa Rica, and Chile) have not adopted 
reforms in this area, while Argentina and El Salvador introduced relatively 
marginal reforms. The general trend has been to redesign electoral districts 
to improve representativeness, as well as to change closed lists to open 
lists where voters may choose between different candidates of a single 
party. In the Senate, two countries merged their congresses into a single 
chamber (Peru and Venezuela), while Argentina, Colombia, and Mexico 
significantly reformed election rules for senators. 

In chapter 2, Payne and Perusia evaluate the possible effects of these 
reforms on the capacity of election systems to be participative, represen-
tative, and effective. The authors conclude that reform of the election 
systems for lower chambers has produced a clear gain in participation, 
understood as the facility offered by the electoral system for a direct rela-
tion between voters and their representatives. In the areas of representa-
tiveness and effectiveness the results are less clear, partly because of the 
tension that tends to occur in practice between these two characteristics. 
Representativeness measures the degree to which each party is represented 
in proportion to its vote, while effectiveness relates to the capacity of the 
system to make majority decisions. In general terms, in Central America 
there has been a trend in favor of representativeness (with some cost in 
effectiveness), while in countries such as Colombia and Peru the opposite 
has occurred. In the case of the Senate, the trend shows a gain in repre-
sentativeness in the countries that have introduced reform (Argentina, 
Colombia, and Mexico). 

In conclusion, the political institutions of Latin America have been in 
the process of change since the return of the democracies. The frequency of 
the changes reflects the fact that the rules of political competition are not 
yet firmly established, and that the region’s democracies are still explor-
ing ways of reconciling objectives that are not totally compatible. Citizen 
pressure and the dynamic of electoral competition have produced reform 
measures that have tended to increase the legitimacy of the executive and 
to bring voters closer to their representatives in the legislature. However, 
in other respects the effects have been more diverse and occasionally the 
reform has strengthened the political interests of certain groups to the 
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detriment of others and at the cost of the system’s capacity to pursue the 
collective benefit. 

Judicial Reform

As part of second-generation reform, many countries of the region have 
made important changes in their judicial systems since the mid-1980s. The 
central purpose of such reform has been to strengthen the judicial branch 
in relation to the executive and legislative branches, at the same time as 
improving the administration of justice in areas that range from the selec-
tion and management of personnel to dispute settlement by alternative 
mechanisms. Given that judicial reform can vary significantly, Mariana 
Sousa in chapter 3 of this book uses a classification that identifies three 
types of reform: Type I reform relates to changes in the law itself; Type II 
reform relates to the effective implementation of the laws in the judicial 
sector and its supporting institutions; and Type III reform affects the role 
of the judicial branch in the public policy-making process, as control and 
counterweight to the decisions and actions of the other branches. 

Argentina and Ecuador stand out as the most active reformers. Brazil, 
Colombia, Costa Rica, and the Dominican Republic fall into the inter-
mediate category of substantial reform; followed by Bolivia, Chile, Gua-
temala, Mexico, Paraguay, Peru, and Venezuela, which have put through 
some reforms; and finally El Salvador, Honduras, Nicaragua, Panama, 
and Uruguay have seen very little reform activity. However, the scope of 
reform does not indicate the degree of success in achieving the desired 
objectives, as will be seen later. 

Legal or Type I reform has been most frequent. In the great majority of 
countries, procedural codes, especially criminal codes, have been simpli-
fied with the aim of facilitating access to justice by broader sectors of the 
population, and laws have been passed to permit the use of alternative 
dispute settlement mechanisms. The scope of Type II reform has been 
much narrower. Such reform is more institutional, involving the operation 
of the courts, police, and other agencies of the judicial branch. Type II 
reform measures include managerial and administrative strengthening of 
the courts, the creation of specialized bodies such as councils of the judi-
cature, training of judges, and the use of information systems to improve 
efficiency. 

The scope of Type III reform has also been limited. Type III reform 
relates to the independence of the judicial branch in areas such as the 
appointment and selection mechanisms of judges, budgetary indepen-
dence, the creation of constitutional courts, and judicial review mecha-
nisms by the higher courts. These reforms have aimed at reducing political 
interference in the selection of magistrates and judges, improving pay and 
lengthening terms, increasing the budget, and creating specialized bodies 
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responsible for budget management and the selection and promotion of 
judges. In a separate area of reform, the Supreme Courts, and in some 
cases new constitutional courts, have been granted greater review powers. 
These reforms are designed to affect the incentive structure that influences 
the conduct of judges and their capacity to make independent decisions; 
as such, their effectiveness depends not only on the rules and how they are 
implemented, but also on the perceptions and attitudes of politicians and 
the public in general toward the judicial system. (In Latin America, levels 
of confidence in justice are precarious and perceptions of the indepen-
dence of the system vary greatly from one country to another, with Chile 
and Uruguay at the head, and Paraguay and Venezuela in the rear). 

The results of judicial reform, especially Types I and II, have varied. 
For example, in the field of the appointment of judges with technical 
criteria, some countries have had success with judicial councils (Costa 
Rica), while others have abandoned them as ineffective (Ecuador). Simi-
larly, in the area of pay systems, while some countries have managed to 
establish relatively high salaries (Brazil), others have not raised pay levels 
sufficiently (Ecuador), or the higher pay has favored only the higher courts 
(Nicaragua). With respect to budgetary independence, although the situ-
ation has improved on paper in most countries, for various reasons true 
independence has made much less progress. 

In summary, there is great diversity both in the judicial reform initiatives 
and in the achievement of the desired objectives. In a valuable attempt to 
synthesize the progress of reform, Sousa has constructed an index based 
on 26 qualifying factors of the judicial systems in 10 countries; the results 
are summarized in table 1.2. The highest scores relate to factors that mea-
sure the formal powers and operating guarantees that have been granted 
to the judicial systems. Scores are less favorable for budget resources and 
pay levels. In most cases the results in the area of the qualification and 
selection of judges, transparency, responsibility, and efficiency leave much 
to be desired. Considering the set of judicial reforms, Chile and Costa Rica 
have made the most progress, while El Salvador, Guatemala, and Hondu-
ras have a long road ahead. 

Public Administration 

The reform of public administration is one component of the changes in 
state organization that has received little attention, partly because it has 
usually taken place in the shadow of political and economic reform, and 
has only occasionally been undertaken as a separate reform. The central 
purpose of explicit public administration reform measures has been to 
introduce models of organization and management practices to improve 
responsibility, independence, and technical capacity in state bureaucracies. 
As a by-product of other reforms, however, many changes have taken 
place in public administration, resulting in a great variety of organiza-
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tional forms and bureaucratic structures, even within the same country. 
The evaluation of the progress of these reforms is a complex task not only 
because of this diversity, but also because of the limited basic information 
on the size and functioning of the civil service. 

With some important exceptions, the reforms have reduced the size of 
public employment, which for the region as a whole dropped from 5.4 
percent of the population in 1995 to slightly over 4 percent in 1999. How-
ever, the regional averages conceal large differences between countries. The 
bureaucracies in Chile and Colombia are the smallest (1 percent of the pop-
ulation), while in Panama, Uruguay, and Venezuela, to mention only some 
cases, over 5 percent of the population are public employees. State payrolls 
represent between 6 percent and 10 percent of gross domestic product 
(GDP) in most countries, with the exception of Chile and Guatemala where 
this cost is below 4 percent of GDP. In most countries, although reform has 
reduced public employment, it has also increased its cost. 

The information on the size and cost of the state payroll tells little about 
the quality of public administration. For this reason, the Public Policy 
Management and Transparency Dialogue of the Inter-American Develop-
ment Bank has constructed a series of qualitative indicators that measure 
the efficiency of the bureaucracy; the degree of connection between the 
civil service systems and the strategic priorities of governments; and the 
degree of independence, professionalism, and technical capacity of the 
civil service. In their analysis of these variables, Koldo Echebarría and 
Juan Carlos Cortázar in chapter 4 conclude that only two countries, Brazil 
and Chile, have functional, efficient, and independent bureaucracies that 
are, above all, in tune with their governments’ priorities (figure 1.2). A 
second group of countries, which includes Argentina, Colombia, Costa 
Rica, Mexico, Uruguay, and Venezuela, is in the intermediate category 
where modest progress has been made, suggesting the need for additional 
reform. Finally, a broad group comprising Bolivia, Ecuador, Peru, and 
all the Central American countries with the exception of Costa Rica, has 
unsatisfactory bureaucratic quality indexes. 

Public administration reform has varied across countries in depth 
and effectiveness. Three key features of reform have been the size of the 
bureaucracy, the introduction of merit criteria for selection of officials, 
and more flexible management of human resources. All three reveal a 
marked contrast from one country to another. Consider, for example, 
Uruguay and Peru in relation to the size of the bureaucracy. Between 1997 
and 2000 in Uruguay, the state payroll was cut as part of a program that 
included restructuring functions, voluntary retirement with incentives for 
numerous officials, and redesign of pay systems. The program success-
fully supported the relocation of about 3,500 workers outside the public 
sector, cut the operating costs of the public system, and facilitated func-
tional reorganization. In Peru, in 1991 the government started a program 
to “buy” the resignations of public officials, which reduced the payroll 
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by about 300,000 workers. However, the following year hiring resumed 
using “contracts for nonpersonal services” to evade restrictions, resulting 
in practice in the informalization of public employment, with no signifi-
cant reduction in the number of public sector workers. 

The introduction of merit and performance criteria has also had a 
range of outcomes. In Chile, performance criteria are a central component 
of the management-by-results strategy that has gradually but effectively 
deepened in recent years. In Brazil, the strengthening of the meritocracy 
in the federal government has raised the proportion of officials with uni-
versity degrees from 39 percent in 1995 to 63 percent in 2001. In Costa 
Rica, about half the jobs in central government are covered by merit-based 
selection—a result of the relative independence enjoyed by the agency that 
controls these processes. In contrast, in the other Central American coun-
tries, entry into public administration and promotion are both strongly 
influenced by political criteria or patronage, and efforts to introduce tech-
nical selection mechanisms have been swiftly abandoned. The increasing 

Figure 1.2 Quality of Public Administration

Source: Chapter 2.
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flexibility of resource management has gone hand in hand with profes-
sionalization in most countries. In Brazil, however, despite the success 
of the public administration reform initiated in 1995, its end result was 
to strengthen the traditional meritocracies of the central administration 
rather than reforming the state apparatus under managerial criteria. More 
than in any other area, the scope and effectiveness of public administration 
reform are determined by the weight of political practices and the culture 
of each country. 

Fiscal, Tax, and Institutional Decentralization 

The fiscal and inflationary crises in which most of Latin America was 
immersed in the late 1980s were the driving forces behind the first-gen-
eration reform, which was primarily concerned with macroeconomic sta-
bilization and liberalization of the more repressed markets. The crises 
convinced political leaders of the advantages of granting independence to 
central banks, which was one of first reforms of macroeconomic institu-
tions. Between 1988 and 1996, the central banks of 12 Latin American 
countries were reformed by law or by the constitution, granting them 
greater independence in the design and conduct of monetary policy with 
the objective of guaranteeing price stability. A key element of this new 
independence consisted of limiting government access to central bank 
financing. These reforms effectively reduced inflation but, in a very reveal-
ing way, the degree of success had more to do with the operational inde-
pendence of the central banks in the management of monetary policy 
instruments and the definition of policy targets than with the level of for-
mal or de jure independence granted by legal provisions (Jácome 2001).

In this situation, limiting government’s access to central bank credit 
turned out in many countries to be insufficient to guarantee the monetary 
independence of the central banks and to prevent excessive government 
borrowing, especially in a context of renewed government access to exter-
nal financing, the growing need for fiscal revenue following the loss of 
tax receipts caused by trade opening, the increased international mobil-
ity of tax bases, and last, increased expenditure pressure resulting from 
democratization and decentralization tendencies in some countries. These 
parameters explain the importance of institutional reform in the fiscal 
arena in the 1990s. 

Reform of Budgetary Institutions

Fiscal results are not the outcome of the decisions of a social planner anx-
ious to safeguard the collective welfare, but the result of political processes 
used by a diverse group of actors to pursue their own interests or those 
of the people they represent. Budgetary institutions must discipline the 
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behavior of these actors to prevent the “problem of the commons,” that 
is, excessive and inefficient expenditure of public resources. A pioneering 
study on this subject, prepared by the IDB in the mid-1990s (Alesina and 
others 1996), identified three groups of rules that contribute to preventing 
the problem of the commons in the fiscal area: (a) numerical restrictions 
that establish limits on the amount or path of the deficit, public expendi-
ture, or borrowing; (b) procedural rules that establish a clear separation of 
responsibilities between the executive and congress on budgetary decisions 
to prevent the latter from increasing the fiscal deficit or total expenditure, 
and that centralize in the finance ministry the decisions on final control of 
expenditure to impose discipline on the line ministries; and (c) transpar-
ency rules that facilitate public oversight and centralized control of the 
budget.

In chapter 5, Gabriel Filc and Carlos Scartascini use this analytical 
approach to study the reform trends in budgetary institutions between the 
early 1990s and 2004.18 As summarized in table 1.3, practically all reform 
has been in the direction of improving control of fiscal results. Twelve of 
the 18 countries considered made progress with numerical restrictions. 
A number of countries opted to pass integrated “fiscal responsibility” 
laws that imposed limits on spending, the deficit, or the public debt.19

In Chile, although there is no law, the rule of a 1 percent surplus of GDP 
was established for normal years, and higher when copper prices rise or 
the economy is buoyant (and vice versa). Apart from these limits, various 
countries have multiyear frameworks to give predictability and flexibility 
to annual targets. The fiscal responsibility laws of Argentina and Peru 
also set up funds to stabilize tax revenue, and the Ecuadorian law created 
an oil revenue stabilization fund. Oil stabilization funds were created in 
Colombia, Mexico, and Venezuela (in addition to the Chilean copper fund 
in operation since 1987 and the coffee fund in Colombia since 1940).20

Several countries have also established numerical fiscal restrictions on 
subnational governments, as will be mentioned later in the section on 
decentralization.

In the area of hierarchical or procedural rules, reform has been far 
less extensive. Except for Guatemala, legislatures in Latin America are 
restricted from modifying total spending or the deficit proposed by the 
executive (although in Bolivia and Paraguay these restrains are circum-
vented). Similarly, except for six countries (Bolivia, Guatemala, Honduras, 
Panama, Peru, and Venezuela) the finance minister has the last word in 
budgetary decisions, which facilitates fiscal control. Ecuador is one of the 
few countries where the distribution of powers changed significantly as it 
sought to limit the power of congress over the executive.

With the idea of strengthening the authority of the ministry of finance in 
relation to the other spending authorities, the principal changes had to do 
with how to administer resources, especially cash and debt. A key element 
of such reform was the introduction of the single treasury account, which 
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14 countries adopted. This measure improves cash control (although not 
necessarily control of accruals) over fiscal resources. 

The transparency rules have acquired importance since the mid-1990s 
with the passage of laws that establish free access to information and dis-
semination of fiscal results. Twelve countries have issued regulations to 
improve transparency, and in five of them, these rules are an integral part 
of the legal principles of fiscal responsibility. 

As in the 1996 study (Alesina and others 1996), the recent research by 
Filc and Scartascini finds that the fiscal results clearly tend to be better in 
countries with good fiscal institutions. The primary fiscal deficit in the 
countries with the worst institutions is 2.5 percentage points of GDP higher 
than in the countries with the best institutions. The authors note that the 
numerical restrictions and procedural rules are more clearly related to the 
fiscal results than the transparency rules, possibly because transparency 
rules play a supplementary role. However, as the Alesina and others study 
warns, a good index is no guarantee of success because even the best fiscal 
rules may not work when the political incentives are not well aligned or 
when extraordinary circumstances occur that cannot be politically accom-
modated. A similar conclusion was reached by a detailed evaluation of 
case studies on the effectiveness of the numerical rules included in the fiscal 
responsibility laws (Kopits 2004). More than the technical design or the 
legal hierarchy of the rules, what is important for compliance is transpar-
ency of the fiscal accounts, quality of the budget processes, and support of 
the electorate. Consequently, the efficiency of formal institutions (which 
are most susceptible to definition and measurement) depends strongly on 
informal institutions, especially political culture and practices.

Tax Reform

Tax policy and administration have been active reform areas since the 
economic crises of the 1980s, especially in the first half of the 1990s. 
Trade opening measures, globalization, and the substantial drop in infla-
tion—which limited the possibilities of financing the fiscal deficit by issu-
ing currency—were the factors that drove this pressure for reform.

In this context the primary (but not only) objective of tax reform since 
1985 has been to increase collections without generating excessive admin-
istrative costs. Following international trends, reform measures proposed 
by governments since the late 1980s have also aimed at improving neu-
trality and horizontal equity, reducing differences in treatment between 
sectors, and eliminating incentives and exemptions. 

The pursuit of neutrality usually facilitates tax administration, but the 
opposite is not always the case. Taxes on financial transactions, the spread 
of tax-withholding mechanisms, large taxpayer units, and the introduc-
tion of simplified collection systems for small businesses have been effec-
tive administrative measures for increasing collections, but they conflict 
not only with horizontal equity but also with the effectiveness of the 
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legal rules, making Richard Bird’s comment that in developing countries, 
administration is tax policy more true than ever (Bird and Casanegra 
1992, in Shome 1999). 

The pursuit of progressivity (vertical equity) has been relegated to a 
modest role in reforms proposed by governments, which have given prior-
ity to value added tax (VAT) as a collection instrument. It has been the 
congresses that have frequently opposed proposals to expand the VAT base 
and unify its rates on the grounds of the regressive nature of this tax. 

Chapter 6 shows how the pursuit of higher receipts, greater neutral-
ity, and a more effective tax administration produced profound changes 
in Latin American tax regimes. For corporate taxes, the most important 
change was the cut in the rate from an average of 42.0 percent in 1986 to 
31.7 percent in 1990 and 30.0 percent since the late 1990s. The rates for 
personal income taxes fell more steeply: the highest marginal rate dropped 
on average from 50.0 percent in 1985 to 33.7 percent in 1990 and to 
25.0 percent in 2001. This apparent loss of progressivity was offset by the 
increase in exempt basic income (from an average of 60 percent of income 
per capita in the mid-1980s to 230 percent in 2001), and by the reduction 
in the level of income at which the highest marginal tax rate applies (from 
121 times income per capita in the mid-1980s to 20 times at the begin-
ning of the present decade). The most important transformation in the tax 
structure came from the expansion of VAT and the increase in its rate from 
an average of 10 percent in the late 1980s to around 15 percent since the 
early 1990s. The other indirect taxes lost ground, with the notable excep-
tion of the financial transactions tax, whose use has spread since the late 
1990s. Many other taxes were eliminated or simplified. 

To judge by total tax receipts, the effect of the reform measures seems 
modest. In 2004, average tax collections in Latin America were 15.7 per-
cent of GDP, not a very different level from the 15.4 percent in 1985 and 
only 1.9 percentage points above the lowest point of tax collections in 
1989. Although Argentina, Bolivia, Brazil, Colombia, and the Dominican 
Republic strongly increased collection since the late 1980s, in Chile, Mex-
ico, Panama, Trinidad and Tobago, and Venezuela the trends were in the 
opposite direction (table 1.4). However, reform took place in an adverse 
context for taxation, and higher receipts were not the only objective. 

The reforms had a much more significant effect on tax productivity 
(measured by the ratio between receipts as a proportion of GDP and 
the tax rate).21 For income taxes, productivity increased on average 70 
percent, and productivity increased 54 percent for VAT. The combined 
effect of the changes in rates and higher tax productivity was to improve 
the neutrality of the entire tax system, which was especially clear until the 
mid-1990s, because of the simultaneous loss of importance of the more 
distorting taxes, such as taxes on trade, excise taxes (on specific con-
sumer items), and numerous small taxes. In recent years, however, reform 
has been less effective and has introduced taxing methods and collection 
mechanisms more damaging to the neutrality of the system. Improvements 
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in the productivity and neutrality of the system were common until the 
mid-1990s in all countries. Later changes have been more heterogeneous. 

The increased importance of VAT as a source of collection has gener-
ated concern in certain circles because of possible effects on income distri-
bution. Although it is true that VAT affects low-income groups much more 
than an income tax, its final effect on income distribution is insignificant. 
What is really important for income distribution is the amount of the col-
lection, which has much more influence on the redistributive potential of 
taxes. Without higher VAT collections, it would not have been possible to 
raise public social expenditure, as in fact has occurred in almost all the 
countries of the region since 1990 (see below). A different issue is that 
public spending is not sufficiently concentrated in the low-income groups, 
thus missing opportunities for redistribution.

The challenges that stimulated tax reform since 1985 have not disap-
peared. Globalization will continue creating “fiscal termites” that will 
find new ways of eroding tax receipts.22 The growing importance of hemi-
spheric and world economic integration agreements will involve additional 
sacrifice of tariff revenues. Political regimes will continue to exert pressure 
to make the tax regimes more responsive to the diverse interests of their 
constituencies, to the detriment of total revenue.23 In the face of these 
pressures, some governments will certainly resort to new taxes, effective 
for collection although damaging to investment and efficiency, especially 
in countries where the possibilities of continuing to raise VAT are limited 
for political or practical reasons. With luck, others will attempt to more 
thoroughly exploit the potential of income taxes and personal assets taxes, 
and help subnational governments develop their own tax capacities. 

Fiscal and Political Decentralization 

With the exception of Argentina and Brazil, which are organized on a 
federal basis, the other countries of Latin America were politically, admin-
istratively, and fiscally very centralized until the 1980s. The return of 
democracy in the more prosperous, urbanized, and economically and 
politically complex societies started a decentralization process that is still 
far from over. In 2004, 19.3 percent of public spending was executed 
by subnational governments, an important increase compared with the 
decentralization coefficients of 13.1 percent in 1985 and 17.3 percent in 
1996. Currently Argentina, Brazil, and Colombia have expenditure decen-
tralization ratios of around 15 percent, and Bolivia, Mexico, and Venezu-
ela around 30 percent (although Bolivia is one of the few countries with 
a tendency to recentralization). In several of the small countries, however, 
there has been no clear trend toward decentralization. 

Following the approach of recognized IDB work in this area (IDB 
1997), in chapter 7 Robert Daughters and Leslie Harper assess the prog-
ress of the institutional aspects of decentralization since the mid-1990s. In 
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the area of political decentralization, they find that the election of may-
ors, which was already widespread a decade ago, has been followed by 
election of chief executives at intermediate levels of government—states, 
provinces, departments, or regions. This is an incipient trend because, 
apart from the four federal countries (Argentina, Brazil, Mexico, and 
Venezuela), only Colombia, Paraguay, and Peru conduct elections at this 
intermediate level. Some countries have changed the method of mayoral 
election from indirect to direct (Chile, Costa Rica, the Dominican Repub-
lic, and Venezuela) and have separated the timing of subnational elections 
from the national elections (Brazil, Costa Rica, the Dominican Republic, 
Ecuador, and Nicaragua). 

The election of mayors has stimulated political demand for other 
aspects of institutional reform that are part of the decentralization pro-
cess. Until the mid-1990s, decentralization of responsibility for provision 
of services to local communities had concentrated on basic infrastructure 
services (trash collection, road maintenance, and urban works). Since 
1996, this has spread to such services as nutrition, hospital management, 
potable water, and interurban roads, all of which have more complex 
requirements for organization and skills. There has also been a certain 
trend toward greater decentralization in education and other social ser-
vices, as discussed later, although limited by the resistance of labor unions. 
Other factors that have limited decentralization according to Daughters 
and Harper include the lack of clarity in the separation of responsibili-
ties between the different levels of government (Brazil, Colombia, Ecua-
dor) or, on occasion, the assignment of responsibility without supporting 
resources or tax powers (Mexico). Because effective decentralization of 
responsibility is a gradual and laborious process, lack of continuity in the 
priorities of decentralization in national governments has held up progress 
(Ecuador and Peru). 

Because very few taxes can be managed more efficiently by local gov-
ernments than by a central government, decentralization of tax powers is 
always insufficient in relation to expenditure decentralization. However, 
Latin America holds unexploited potential for local taxes (for example, 
taxes on real estate and gas consumption), but accompanied by little 
political interest at all levels of government in developing it. The sub-
national governments do not have any incentive to assume the political 
costs and accountability that local taxation implies. National governments 
have not promoted greater tax decentralization because they fear the ero-
sion of national revenue and do not wish to spark competition or widen 
inequalities between jurisdictions. Argentina, Brazil, and Colombia have 
granted the most tax powers to subnational governments. Brazil is the 
only country that has a subnational VAT, whose receipts represent about 
one-quarter of the country’s tax burden. 

The growing disequilibrium between expenditure responsibilities and 
tax collection efforts at the local level has been covered by increased 



28 lora

transfers of funds from the central government, regulated in most coun-
tries by systems of coparticipation in national tax revenue. The literature 
on decentralization has found that transfers generate fewer problems of 
inefficiency and corruption in expenditure when they are made automati-
cally based on a transparent formula. Four of five countries with compa-
rable information between 1996 and 2004 demonstrated an improvement 
according to this criterion (Chile, Ecuador, El Salvador, and Peru), while 
in Argentina discretion increased slightly in some programs. 

Beginning in the mid-1990s, Brazil and Colombia faced serious problems 
of overborrowing by subnational governments, as later did Bolivia, Ecua-
dor, and Peru, which led to a series of reforms to limit borrowing powers 
and improve the fiscal institutions of subnational governments. In Brazil, 
Colombia, Ecuador, and Mexico, limits were placed on borrowing (in the 
first three cases as part of fiscal responsibility laws). Colombia established 
a system of oversight of fiscal accounts, whose results determine the financ-
ing limits for each subnational government. In Mexico, the amount of 
credit that subnational development banks could lend to their governments 
was limited and national government bailouts were prohibited. Despite 
these measures, in most of the other countries the possibility of borrow-
ing by subnational governments depends on discretionary approval by the 
national government, which does not guarantee discipline. 

Daughters and Harper present an indicator that attempts to measure 
the quality and consistency of the various institutional aspects of decen-
tralization. Their indicator takes into account (a) whether mayors and 
governors are elected, (b) the responsibilities of subnational governments 
for expenditure execution, (c) the extent of taxing powers, (d) the extent 
to which transfers of fiscal revenue are automatic or freely allocated, and 
(e) the level of control over the borrowing of subnational governments.24

This index of the “maturity of the decentralization process,” as they call 
it, demonstrates progress in the decentralization of institutions in all coun-
tries during the last decade, with pronounced changes in Bolivia, Ecuador, 
and Peru (figure 1.3). Argentina, Brazil, and Colombia made the most 
progress in the set of institutional aspects of decentralization, followed by 
Bolivia, Chile, and Ecuador. The institutional maturity of the decentraliza-
tion process is closely correlated with the ratio of subnational expenditure 
to national expenditure25 (as are the changes in both variables),26 which 
suggests that there is a process of learning and institutional adaptation as 
decentralization deepens. 

Sectoral Policy Institutions

The criteria for state intervention in the various economic sectors have 
changed radically since the late 1980s. With fiscal, administrative, and 
legitimacy crises of the state in the 1980s, the old forms of intervention 
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lost support. Until the mid-1990s, reform was largely aimed at reducing 
direct state participation in productive and financial activities and remov-
ing obstacles to private initiative in a number of areas of the economy. 
As privatization and liberalization processes lost momentum, practically 
coming to a halt in the late 1990s, the importance—and limitations—of 
regulatory institutions were recognized. Thus, a new paradigm of state 
intervention is taking shape in which the central role is taken by institu-
tions specializing in the regulation and supervision of the economic sec-
tor, but in which other forms of state action have space to promote the 
development of private initiative in certain sectors, activities, regions, or 
market segments in which the presence of externalities or failures of coor-
dination limit investment or innovation. This section discusses reform of 
state institutions related to the public service sector, the financial sector, 
and the industrial sector in general. 
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Figure 1.3 Decentralization Maturity Index

Source: Chapter 7.
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The few indicators that compare Latin America with other regions of 
the world according to the quality of regulation of economic sectors sug-
gest that institutional reform in this area has produced important benefits. 
According to the indicator devised by Kaufmann, Kraay, and Mastru-
zzi (2005), which is presented in figure 1.4, the typical Latin American 

Figure 1.4 Regulatory Quality, 2004

Source: Kaufmann, Kraay, and Mastruzzi 2005.
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country has a regulatory framework similar in quality to the countries of 
Southeast Asia and in some cases not significantly different from that of 
typical developed countries. As in other areas, there are wide differences 
among countries in the region and from one regulatory area to another. 
Moreover, as emphasized in this book, no universal regulatory meth-
ods are applicable to all situations in countries with distinct economic 
and political structures. Consequently, these general comparisons must be 
viewed with caution.

Ownership and Regulation of the Public Service Sectors 

Privatization has played a leading role in the reformist agenda in Latin 
America. Measured by the number of companies sold off, contribution to 
GDP, market value, and, naturally, the amount of fiscal revenue obtained, 
the privatization process has no parallel. As a result of privatization, 
public companies’ share of GDP fell from 10 percent in 1987 to half this 
a decade later. Governments received revenue from the sale of companies 
totaling over US$170 billion in the 1990–99 period, over three times the 
figure for Central Europe and Asia, the region with the second highest 
sales of state assets. Most countries privatized totally or partially their 
telecommunications, electricity, gas, water, and sanitation services. In fact, 
75 percent of the revenue from privatization came from the sale of utilities 
and infrastructure companies, while 11 percent originated in the financial 
services sector and 14 percent in other sectors. However, privatization 
did not make equal headway in all Latin American countries. Argentina, 
Bolivia, Chile, and Peru were the most ambitious privatizers, while Costa 
Rica, Ecuador, Nicaragua, and Uruguay decided to maintain a strong state 
presence in various economic activities, especially in the public service and 
infrastructure sectors. 

An interesting aspect of the privatization process that Alberto Chong 
and Juan Benavides analyze in chapter 8 was the exclusion of certain sec-
tors, considered “strategic”—such as electricity in Brazil; telecommunica-
tions in Colombia, Costa Rica, and Uruguay; transport and sanitation 
services in Peru; and copper, ports, and oil in Chile. Almost all countries 
maintained an important state presence in the banking sector. The great 
heterogeneity of the strategic sectors suggests that political, cultural, and 
historical considerations were dominant in the selection of the sectors 
susceptible to privatization. In recent years, the process of selling state 
assets seems to have halted, partly because of the difficulty of reforming 
state ownership in the most politically sensitive sectors, which, again, vary 
from country to country. 

The political difficulty contrasts with recent evidence on the results of 
privatization, especially in the public service and infrastructure sectors. 
From an economic viewpoint, the studies offer convincing estimates of the 
gains in efficiency associated with the process of selling off public assets. 
On average, the operating-income-to-sales ratio increased 14 percentage 
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points in companies privatized in the region. Based on studies for five 
countries summarized in the chapter, the main reason for the increased 
profitability was clearly the improvement in efficiency, in large part due 
to technological modernization and the elimination of redundant employ-
ment, and not the exploitation of monopolistic advantage. Unit costs 
fell on average 16 percent after privatization, the sales-to-assets ratio 
increased 26 percent and the sales-to-employment ratio grew an impres-
sive 70 percent, all in a context of expansion of services and higher quality. 
Obviously, in some cases the results were not so favorable. Based on avail-
able information, it can be concluded that the failures in the privatization 
process were associated with deficiencies in the regulatory framework that 
allowed private investors to exercise market power, preventing consum-
ers from participating in the benefits of privatization. The public reaction 
against privatization results not only from the economic success that these 
privatized companies represent for new investors but from the resistance 
and visibility of the workers who were laid off and the aura of corruption 
that surrounded many of these operations.

Given that the bulk of privatization was concentrated in public ser-
vices and infrastructure, the greatest challenge facing governments was 
to develop adequate regulatory frameworks, especially in the sectors with 
natural monopolistic conditions or oligopolistic market structures. In 
some sectors regulation worked very well. For example, in the telephony 
sector, evidence shows that when privatization took place in contexts with 
an independent regulator, the results were favorable in terms of labor 
efficiency and line density. Also, because sale prices of privatized assets 
were higher in the countries that already had regulatory agencies, it was 
desirable to have efficient regulation before the privatization processes 
began. Consequently, it seems paradoxical that this has been more the 
exception than the rule, because most privatizations have taken place 
without an adequate regulatory framework. The transport infrastructure 
sector is a good example of the philosophy “privatize now, regulate later.” 
The cost of this strategy has not been insignificant in this sector, where the 
opportunistic renegotiation of contracts has been the norm. Chong and 
Benavides explore the practical difficulties of establishing a regulatory 
framework before privatization and set out the main challenges currently 
faced by regulation. 

Public Institutions in the Financial Sector 

Reflecting a radical change of view toward the role of the state in financial 
activities, in recent decades the participation of public banks in the banking 
sector has appreciably declined, and all aspects of financial intermediation 
have been liberalized. The share of public banking fell in the sector from 
64 percent in 1970 to 40 percent in 1995,27 and Latin America moved up 
from being the region with the lowest level of financial liberalization in 
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the early 1990s to levels similar to developed countries by the end of the 
decade.28 Practically all the region’s economies eliminated regulations on 
interest rates, terms, and sectoral allocation of credit. Legal reserves were 
also reduced and restrictions on foreign-owned banks were lifted. Restric-
tions on external borrowing by the private sector were also removed, as 
were controls on capital and the multiple exchange rate systems. 

However, as Arturo Galindo, Alejandro Micco, and Ugo Panizza warn 
in chapter 9, these reforms did not result in a more dynamic expansion 
of the financial sector, as had been expected. Financial depth in Latin 
America only reaches one-third the level of East Asia and half the average 
of the developed economies. In practice, the low level of financial depth 
reflects the fact that the financing requirements of many companies are 
not met, or they are met outside the formal lending mechanisms. Apart 
from its scarcity, credit in Latin America is costly and extremely volatile, 
as documented in a recent IDB study (IDB 2004). 

In part as a result of this limited progress, liberalization has retreated in 
some countries of the region since the late 1990s. Brazil, Colombia, Ecua-
dor, and Mexico, among other countries, have maintained or reintroduced 
forced investments, credit directed at certain sectors, and ceilings on inter-
est rates. Argentina, Bolivia, Brazil, Colombia, Peru, and Venezuela have 
taxes on financial transactions—an expedient measure for tax collection 
but with potentially harmful effects on financial intermediation. The lim-
ited advances made in expanding and stabilizing credit have also rekindled 
interest in public banking, although with an approach influenced by the 
lessons of the past. 

The “new” public intervention has been guided by the use of private 
criteria in the approach to state banking, both in compliance with pruden-
tial regulation and in hiring and management. Although the new approach 
does not rule out the possibility that public banks might grant subsidies, 
it is accepted that the mechanisms for granting them must be transparent 
and explicit. This is the case, for example, for partial guarantees and the 
creation of specialized institutions for supporting certain segments of the 
credit market, such as mortgages. 

Galindo and colleagues argue that the lack of better results after finan-
cial liberalization can be partly attributed to the absence of supplementary 
reforms that interact with financial deregulation. Liberalization has a 
poor effect on growth when the institutions that back credit contracts and 
protect creditors are weak. If the judicial system is not prepared and the 
regulations inhibit the use of instruments to mitigate risk—such as guar-
antees—the benefits of liberalization will not materialize. 

Worse still, liberalization can become a double-edged sword, increasing 
the tendency toward financial crisis when the quality of the regulatory and 
supervisory agencies is bad. With respect to financial regulation standards, 
capital requirements in Latin America are apparently relatively strict and 
in accord with international standards. However, the more institutional 
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aspects of regulation exhibit many deficiencies. Of a total of 30 principles 
required for effective banking supervision according to the Basel Capital 
Accord,29 Latin American countries comply with only half. For example, 
in most countries, banks do not adequately evaluate loans or make the 
recommended provisions; there is no consolidated supervision of financial 
groups; and regulatory agencies lack independence. 

Two important areas of institutional reform that were virtually ignored 
until a few years ago relate to creditors’ rights and the use of credit infor-
mation. These areas are fundamental in the credit relation because they 
can help solve problems associated with moral hazard and information 
asymmetries. Protection of property rights in financial contracts is weak 
in Latin America, but countries such as Brazil and Mexico have recently 
reformed their legal provisions to improve this situation. A few countries 
have also taken measures in recent years to facilitate the use and recovery 
of collateral, which is difficult in most Latin American countries because 
of the lack of adequate property registers, and the slow pace and high costs 
of judicial processes. The institutions involved in processing and exchang-
ing credit information (known as credit bureaus or credit reporting cen-
ters) are relatively well developed in Latin America, but in some countries 
they are now threatened by attempts to limit the use of this information 
through the introduction of legislation that mistakenly advocates the pri-
vacy of the information. 

Industrial Policy Reform

One of the main components of first-generation reform was the disman-
tling of industrial policies associated with protectionism, selected sub-
sidies, and direct state intervention in certain productive activities. The 
closing of the formerly influential economic development ministries exem-
plified the end of productive development policies in the framework of the 
import-substitution model, and led not a few analysts to suggest the end 
of industrial policy. Under the new model, the market would take over the 
allocation of resources, and industrial policies would be unnecessary and 
even inconvenient. 

However, around the mid-1990s—partly as a result of the poor outcome 
of reform—authorities began to show interest in a new type of industrial 
policy. In most countries this change took place between 1994 and 1996, 
when medium- and long-term plans or strategies were adopted for devel-
opment of the industrial sector. The new industrial policies became the 
escape valve for much of the criticism of the effects of structural reforms, 
especially those related to industrial restructuring of the sectors most 
affected by trade liberalization. 

The new policies were accompanied by a renewed language in which 
the search for greater competitiveness became the unifying and integrating 
factor. Rather than proposing a return to the import-substitution model, 
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the new industrial policy proposed directing the state into activities and 
services critical for improving the competitiveness of local production, 
such as transport and communications infrastructure, availability of 
skilled labor, and scientific and technological research, among others. The 
new industrial policy does not ignore the importance of macroeconomic 
stability or try to obscure or counteract price signals through the use of 
massive subsidies, which used to be common in some countries. 

As Alberto Melo and Andrés Rodríguez-Clare note in chapter 10, the 
new industrial policies have essentially been adopted under two alterna-
tive models. The first, the strategy-driven model, is characterized by a 
scheme in which all interested sectors (government, unions, employers) 
discuss the vehicles or instruments required to improve competitiveness. 
Commitments are acquired in this process, normally structured around 
the concept of production chains, in which the private and public sectors 
set specific targets aimed at raising productivity and competitiveness. The 
striking aspect of this model is that the strategies and commitments are 
designed to improve the existing production chains, rather than introduc-
ing new sectors or creating new industries in a medium- and long-term 
development strategy. Colombian industrial policy is a good example of 
this model. 

In contrast, the second approach, which the authors term demand 
driven, deliberately sets out to change the vector of goods and services 
produced, rather than supporting and promoting the existing sectors. Bra-
zilian industrial policy is embedded in the framework of this model, which 
aims to stimulate the development of sectors considered strategic for long-
term development, such as semiconductors, software, pharmaceutical and 
biotechnology products, and nanotechnology. Although the private sector 
also participates in this model, the public sector clearly plays a more active 
role in prioritizing the productive sectors. 

The new industrial policies in Latin America combine diverse elements: 
trade, science and technology, promotion of small and medium enter-
prises, training, regional development, and many others. Melo and Rodrí-
guez-Clare do not attempt to evaluate them all. The chapter concentrates 
on the policies and institutions of technological innovation and develop-
ment, on the incentives for production and investment, and on the fiscal 
and financial mechanisms for export promotion. These areas are of inter-
est because they are in the midst of change and allow the identification of 
contrasts between new and old. 

The policies for promoting technological innovation have changed dra-
matically in recent years. The model has shifted from one based on the 
supply of research and development by state agencies to an incentives 
system for demand for technological innovation. The main components 
of the new model are (a) increased formalization of the science and tech-
nology systems; (b) creation of funds (which may or may not be sectoral) 
to support technological modernization; (c) active participation of the 
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private sector in the process; and (d) a separate government entity for the 
policy design function, and another for the programming, promotion, 
execution, and evaluation functions. Brazil provides to date the most com-
plete example of support for technological innovation through specific 
sectoral funds, in line with a demand-driven approach. In contrast, Chile 
is the best example of the more horizontal system of support for science 
and technology through funds that grant subsidies for demand without 
distinction between sectors, the strategy-driven approach. 

Incentives for production and investment survive in a few countries in 
the form of programs for the provision of long-term credit for specific sec-
tors, along with a number of fiscal incentives to support specific sectors 
of the economy, especially tourism (in the Andean, Central American, and 
Caribbean countries), as well as mining, reforestation, and other activities 
based on natural resources. Together with these traditional incentives, 
countries such as Argentina and Brazil have begun to develop public-
private association programs to invest in specific production chains, with 
incentives ranging from a mutual commitment to make supplementary 
investments, to financing of seed capital. 

Export promotion policies have a long history in the region. Although 
in the past, tax incentives were common, under the new World Trade 
Organization criteria they were reduced to reimbursement of taxes and 
tariffs on imports in export processes, especially in the major economies of 
South America. However, unlike these countries, tax exemptions (for both 
direct and indirect taxes) on export activities are still prevalent in Mexico, 
Central America, and the Caribbean. Special export processing zones are a 
separate case. They exist in practically all the region’s economies, and are 
a favorite instrument for channeling tax incentives to foreign investors and 
export activities located in specific areas. In addition, financial incentives 
for exports are frequent in South American economies (except Bolivia) 
and in Mexico, which maintain public banks specializing in export finance 
through lines of credit, normally on more favorable terms and rates. In 
contrast, the Central American and Caribbean countries have left export 
finance to the private commercial banks. Nonfinancial export promotion 
agencies are a constant in the region, with the exception of the Bahamas, 
Haiti, Paraguay, and Suriname. There is a wide range of possible institu-
tional configurations, depending on the degree of private sector participa-
tion and on the activities of the agency, which, in addition to supplying 
market information, is sometimes responsible for promoting foreign direct 
investment in the country. 

No empirical evaluations of the effectiveness of the new industrial 
and innovation policies have been undertaken. According to Melo and 
Rodríguez-Clare, the results are difficult to observe because these policies 
are nascent, and have been applied timidly and inconsistently. For example, 
credit granted by development banks is very low in comparison with the 
experience in the Republic of Korea, and the fiscal revenue earmarked for 
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innovation promotion is scarce and unstable. Although the high level of 
experimentation is desirable, some recognized principles are often disre-
garded; for example, that subsidies should be temporary. It is reasonable 
to conclude that industrial innovation policies are still being reinvented. 

Social Policy Reform

The organization of the social portion of the public sector reflects the 
centralized, paternalistic, and bureaucratic state model adopted in Latin 
America in the 1930s, following the European pattern. This model was 
found, until the 1980s, to be effective for extending services and improv-
ing  health and education conditions.30 For example, in the health area, 
life expectancy rose from 40 years in 1942 to over 60 in 1980, and prog-
ress was even more significant in the infant mortality indicators. Notable 
progress was also made in primary education. Men born about 1960 
(who would have been in the education system between 1966 and the 
mid-1980s) received an average of 7.7 years of education, while men born 
about 1930 received only 4.7 years of education. Women made even faster 
progress: from 3.7 years for those born about 1930 to 7.2 years 30 years 
later. 

Although these advances have continued since the mid-1980s, the rate 
of progress slowed and the traditional state organization generated sig-
nificant deficiencies in quality and equity. This was especially evident in 
education, although it is also true of social security. Latin Americans born 
about 1978 received 8 years of education, with an improvement over one 
decade of only 0.4 years for men and 0.9 years for women. The education 
gap with the United States, which had narrowed appreciably until the 
generation born in 1960, changed very little later (and widened in rela-
tion to the countries of Southeast Asia, where educational achievements 
continued to improve) because the region was incapable of expanding 
the coverage achieved in primary education to secondary education. Even 
more serious, the quality of education in Latin America was far inferior to 
levels in Asia and Eastern Europe, let alone developed countries. 

With the fiscal crisis of the late 1980s, fear spread that the social sec-
tors would be subject to budgetary asphyxia, which would destroy the 
achievements of the previous decades. Paradoxically, the slowing of prog-
ress in health and education took place amid a degree of fiscal abundance 
for these sectors. Social public expenditure per capita (in constant prices) 
rose almost 50 percent in the 1990s,31 with increases in every country 
except Ecuador. In Bolivia, Colombia, the Dominican Republic, Guate-
mala, Paraguay, and Peru, this expenditure has doubled, although starting 
from very modest levels (figure 1.5). But the fiscal effort to support the 
social sectors has not been effective: the increase in expenditure on educa-
tion in the 1990s has had no discernable impact on the coverage of pri-
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mary or secondary education.32 (It is illustrative to note that in developed 
countries there is no correlation between public expenditure and human 
development indicators, and that social conditions in some countries that 
substantially reduced the size of their public sectors did not deteriorate 
as had been feared [see Tanzi 2005].) The inefficiency of social spending 
can also be due to the fact that, in Latin America in general, spending is 

1,4001,2001,0008006004002000

Nicaragua

constant 2000 US$

Ecuador
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Panama

Chile

Costa Rica

 Uruguay

 Argentina

2003
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Figure 1.5 Social Public Expenditure per Capita

Source: ECLAC 2005.
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Figure 1.6 Distribution of Social Public Expenditure

Source: ECLAC 2005.
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not very concentrated on low-income groups, with the notable exception 
of Chile (see figure 1.6). This problem will tend to worsen in the coming 
decades with the increase in spending on pensions, which is the most ineq-
uitable component of social spending (and is not included in the statistics 
of the figure).

In solving the problems of stalled coverage, low quality, and inequality 
that affect the social sectors in Latin America, the institutional reforms 
designed to change the incentives of the providers and users were more 
important than the fiscal efforts to strengthen the old systems. This sec-
tion outlines the main conclusions of the chapters of the book on pensions 
and education.33

Reforms of the Pension and Social Protection Systems 

The traditional pension systems, guaranteed by the state through a sim-
ple collective distribution mechanism, underwent sweeping reform in 11 
countries. Between 1993 and 2004, fully funded systems (in which the 
pension is based on the amount saved by the individual) were introduced, 
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inspired by the Chilean model created in 1981. The aim was to improve 
social security coverage, reduce administrative and financial inefficiency, 
stimulate the development of capital markets, and prevent future fiscal 
disequilibrium in the system. In Bolivia, the Dominican Republic, El Salva-
dor, Mexico, and Nicaragua, the reforms envisaged the total replacement 
of the old public pay-as-you-go system with the new fully funded system, 
as in Chile (table 1.5). In contrast, Colombia and Peru opted for parallel 
systems (where workers join the system of their choice). Argentina, Costa 
Rica, Ecuador, and Uruguay decided on models that mix the public system 
(or partial collective capitalization) with fully funded systems for all work-
ers. The other countries have not established fully funded systems, although 
some have made important changes to the conditions of membership and 
benefits of the public systems. Brazil established national accounts for 
private workers who are members of the system (maintaining public man-
agement) and began to unify the regimes for public servants. Venezuela 
passed a mixed-type reform in 1998 that was not implemented because 
of the change of government. In 2002, the new government ordered the 
integration of the entire provisional system with public management and 
partial collective funding. 

The objectives of pension reform have only been partially achieved, 
according to the evaluation by Carmelo Mesa-Lago and Gustavo Márquez 
in chapter 11. With respect to coverage the results are not favorable. On 
average in the countries that put through reforms by 2004, the pension 
systems’ coverage rate, measured by the number of contributors, was 
only 26 percent of the labor force,34 whereas before the reforms the aver-
age was 38 percent, and 46 percent in the countries where there were no 
reforms. The possible causes of this low coverage include the trend toward 
informalization of employment, the high rates of contribution by workers 
and companies after reform, the high administrative costs of the pension 
funds (see following), and the minimum pension guarantee, which can 
prompt low-income workers to stop contributing once they have acquired 
this right. 

The results for administrative and financial efficiency have been mixed. 
On the one hand, administrative costs in the private system are very high, 
averaging one-fifth of contributions because of the high costs of market-
ing, advertising, and seller commissions (whereas in the public system they 
average less than 4 percent of contributions). However, the real returns on 
the balances saved in the private funds are respectable: since the start of 
each operation until 2004, they were above 10 percent in three countries 
and between 6 percent and 10 percent in the other countries, with the 
exception of the Dominican Republic. But this is not because the pension 
funds have significantly diversified their investment portfolios. In seven of 
nine countries with information, over half the balance is invested in public 
paper and very little in stock market shares or other instruments. Capital 
market diversification in Chile is an isolated case attributable only partly 
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to pension reform, and much more to other institutional factors. However, 
the gradual accumulation of funds can be favorable to the development of 
capital markets in other countries with adequate financial regulation and 
political isolation (see later). 

The effect of pension reform on fiscal sustainability is the subject of 
intense debate. In principle, the individually funded accounts limit the 
emergence of future fiscal obligations to pay pensions. However, the cre-
ation of privately managed accounts generates “transition costs” because 
the public system no longer receives contributions from the fund members. 
There are also transition costs stemming from the issuance of recognition 
bonds for workers who transfer from the public to the private system. 
Finally, there are fiscal costs for payment of the minimum pension guar-
antees in the new system (which are not transition costs). The discussion 
centers on the fact that transition costs can last a long time and require 
considerable fiscal effort, which can raise the amount and cost of public 
debt, and even threaten macroeconomic stability. For example, in Chile, 
after almost two decades of reform, the fiscal cost of the reform in 2001 
was 7.2 percent of GDP, and in Argentina before the crisis, 4.6 percent 
of GDP. On average, in eight countries the fiscal costs in 2001 were 2.7 
percent of GDP. Consequently, the creation of a fully funded system can 
be inconvenient in countries that start off with high levels of public debt or 
institutions that are inadequate for making deep fiscal adjustments. These 
problems are greater where the public pay-as-you-go systems are older 
and the age structure of the population is more mature. 

The replacement of public systems by privately managed fully funded 
systems promised in principle to reduce the state role in social security 
and, by extension, the possible intrusion of politics into the protection of 
workers. But this did not happen. The state continues to be essential for 
promoting membership, regulating and supervising the system, financing 
transition costs, and providing minimum and social assistance pensions. In 
practice, the roles played by the state have multiplied: the state continues 
to manage the public regimes, which have hardly begun the unification 
process in most countries (with the continuation of separate regimes for 
the armed forces and, in many cases, the justice system and other sec-
tors). Also, the reforms have rarely been implemented in a single stroke, 
as in Chile. The more common reform process requires considerable state 
interference and opens spaces for political negotiation. Inevitably, worker 
protection continues under political influence, especially in countries that 
lack fiscal soundness and solid budgetary institutions to absorb the transi-
tion costs without mishap. 

During the 1990s, pension systems were not the only components of 
the social protection system to be reformed. The new conditional cash 
transfer programs to relieve poverty are especially important. About the 
mid-1990s, Brazil and Mexico led the introduction of this subsidy, which 
has been extended to Argentina, Brazil, Chile, Colombia, Ecuador, Hon-
duras, Jamaica, and Nicaragua. Conditional cash transfer programs are 
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exclusively targeted (at least in principle) at low-income beneficiaries, 
and aim to break the cycle of poverty through incentives for the educa-
tion, nutrition, and medical care of children. Evaluations of programs 
in Colombia, Mexico, and Nicaragua show that they have considerably 
increased school enrollment.35 The effect on school attendance is less 
impressive but also positive; in contrast, there is no indication that these 
programs contribute to better test results. Favorable effects have also been 
found for prevention and incidence of various diseases and for family 
dietary patterns. 

The rapid introduction of the transfer programs is promising because 
it shows that innovative and effective reform is possible in countries with 
diverse institutional conditions. In fact, these programs are a new form 
of social policy outside the regular organizational and policy channels. 
However, as happened with the social investment funds (parallel entities 
were created to circumvent institutional obstacles to the execution of 
social programs supported by the international organizations), they could 
reduce the possibility of reforming the ministries and other public bodies 
traditionally responsible for social policy. There is also a discussion on 
whether these national programs are eroding the political power and space 
for local government action. Finally, how they should be integrated with 
other social security programs is also subject to debate. 

Education Sector Reform

Traditionally, education systems in Latin America have been organized 
around a central ministry that provides financing, resource allocation, hir-
ing, and administrative control. This monopolistic organization produces 
weak users because families and students are unable to influence decisions; 
generates strong teachers’ unions by creating incentives for centralization; 
and creates inefficient command structures because governments oper-
ate with shorter horizons than users or teachers (and therefore tend to 
underestimate the long-term costs and benefits of their actions), because 
the nature of education services generates serious contractual (or agency) 
problems, because the actions of teachers and schools are difficult to 
monitor and evaluate, and because the size and complexity of the sector 
hinders efforts at coordination. 

In this context, reforms aimed at expanding the system are more feasible 
than is the introduction of structural changes into the system or into the 
incentives that schools and teachers receive (see Stein and others [2005], 
chapter 10). However, since the mid-1980s, important progress has been 
made with three types of structural reform designed to solve problems of 
efficiency, lack of innovation and adaptation of the system, and the low 
quality of educational results. The three reforms are decentralization, 
development of evaluation systems, and public–private alliances for pro-
vision of education services. These are analyzed by Juan Carlos Navarro 
in chapter 12 and summarized in table 1.6. In addition to these supply 
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reforms, on the demand side a new generation of subsidy systems has 
emerged creating incentives for families to keep their children in school, 
as mentioned in relation to conditional cash transfers. 

The decentralization of the administration and, to a lesser extent, the 
financing of public school systems to subnational governments (or directly 
to the schools) have been the most common reforms in the region since 
the 1990s. Decentralization is a response to the organizational problems 
of the sector, bringing decision making closer to users, thus creating some 
democratic control over education decisions, with the expectation that this 
will improve efficiency, innovation, and adaptation to local conditions. In 
six countries (Argentina, Bolivia, Brazil, Chile, Colombia, and Mexico), 
administrative decisions are handed down to subnational governments, 
and in three Central American countries (El Salvador, Guatemala, and 
Nicaragua) directly to the schools. In Honduras, Paraguay, Panama, and 
Venezuela, decentralization attempts have not been consolidated and have 
even been reversed. Although the main fear with decentralization has been 
inadequate capacity of local governments and communities, the evidence 
clearly shows that institutional improvement has been, in fact, the main 
effect of decentralization, resulting in better management capacity and 
the appearance of effective coordination mechanisms between levels of 
government. Evidence also indicates that decentralization has contributed 
to educational innovations, such as the school independence program in 
Minas Gerais state in Brazil, the introduction of all-day schools in Mérida 
state in Venezuela, and various innovations in the Bogotá School District 
in Colombia. 

The most serious weakness of education decentralization has been the 
difficulty of adapting the system of fiscal transfers or creating tax pow-
ers in subnational governments to support the process. In Brazil, how-
ever, decentralization has been combined with reforms to financing and 
incentive mechanisms, with very promising results in coverage and effi-
ciency throughout the system (Kaufmann and Nelson 2004). In contrast, 
in Argentina, the lack of fiscal backing delayed the start of the program, 
which was part of a fiscal adjustment policy, and led paradoxically to 
the federal government eventually taking over the financing of education 
through the “teaching incentive.” In Venezuela, transferring management 
of schools to subnational governments was completely halted after those 
governments refused to assume the costs of teacher severance pay and 
pensions because of lack of funds. In Mexico, transfers to the states for 
school financing are subject to continuous renegotiations, which limit the 
effectiveness of decentralization. 

The second important reform was the introduction of evaluation sys-
tems in 14 countries. This apparently simple reform has involved consid-
erable institutional development associated with the formation of groups 
of specialists in ministerial departments or semi-independent evaluation 
institutes, the establishment of international networks that create viable 
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conditions for comparative international tests, and the political and social 
legitimation of the tests. However, evaluations are still underused for 
changing the functioning and incentives of the sector, because incomplete 
and inadequate results become available too late for use in decision mak-
ing by families and the administrators of the sector. This deficiency is less 
evident in university evaluation and accreditation programs in various 
Central America countries and in the practice examinations for certain 
professions that have recently been established in Brazil and Colombia. 

The third reform area involves public-private alliances that exploit the 
apparent advantages of private education in the areas of costs, manage-
ment, and incentive schemes to expand the coverage and improve the 
quality of publicly financed education. Three basic ways to create these 
alliances have emerged. The oldest is the voucher model adopted by Chile 
in the 1980s, which currently covers about 40 percent of primary and 
secondary enrollment in that country. In this model, private providers 
compete for students who are the owners of public subsidies. Second is the 
“competitive bidding” model, exemplified by Bogotá, where private pro-
viders compete to manage schools built by local governments; and third, 
the “negotiated agreement” model, typified by the Fe y Alegría network in 
Venezuela and other countries, in which the government partially finances 
privately administered schools in exchange for those schools accepting 
children from low-income sectors. All these modalities share the advantage 
of cost-effectiveness, but an intense technical discussion revolves around 
their quality benefits. Although the academic results of the beneficiaries of 
the voucher programs are better than the public schools, it is not clear if 
this is because the private schools produce better results or simply because 
they select the students with the best academic potential. Similarly, the 
negotiated agreement schools show a clear superiority over public schools 
in intermediate indicators such as repetition or dropout rates, but not in 
learning results. Although very recently introduced, the “bidding” model 
suggests that it is possible to design contracts with adequate incentives for 
improving the performance of administrators and teachers. 

These organizational reforms seek to affect education results through 
supply-side intervention. Only the voucher system takes direct action on 
the demand side, by conferring power on students (evaluation systems also 
strengthen users although this potential has not been sufficiently exploited). 
On the demand side, the most important reform has been the creation of 
cash transfer systems conditional on, among other things, school atten-
dance, as mentioned in the section on social protection systems. 

Conclusion

State reform has silently revolutionized many aspects of the institutional 
landscape in Latin America. Given the widespread preconception that 
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the region has neglected the institutional reforms essential for develop-
ment, the most surprising feature of this revolution is its extent and scope. 
Improvement predominates in practically all the areas analyzed in this 
book, or at least institutional innovation, even in areas of relative techni-
cal and political complexity, such as fiscal and tax institutions or pension 
systems. Going backward (to inadequate organizations or practices in 
the light of existing experience) tends to be the exception or relatively 
marginal.

The reform process summarized in this book is not a chance occur-
rence, but neither is it a response to any preconceived plan. The reforms 
have tended to come in waves partly because the debt crisis, which began 
in 1982 and ended in 1989 with the Brady Plan, had similar effects on 
many countries. For example, the most sweeping tax reforms were con-
centrated in a few years in the early 1990s; the majority of the most ambi-
tious pension reforms occurred between 1993 and 1998; and the fiscal 
responsibility laws were passed around 2000. Privatization, which flour-
ished in the early 1990s, was virtually suspended after 1998. The creation 
of independent agencies responsible for regulating the privatized sectors 
also came in waves,36 although the process of adapting such regulation 
was more continuous. The reforms less concentrated in time were those 
closely related to the organization of the state administrative apparatus 
and the functioning of the education and justice services. It is remark-
able that after the first wave in each area of institutional reform, later 
attempts in the newly reforming countries tended to be more cautious, and 
were followed everywhere by adjustments to strengthen and consolidate 
the initial reforms, rather than reverse them. This suggests not only that 
some external causes common to the region were important in triggering 
reform processes, but also that countries learned from and emulated one 
another. 

Institutional reforms have tended not to be bundled, as they apparently 
were in some countries with first-generation economic reforms (Lora and 
Olivera 2004). On the contrary, the institutional reforms are character-
ized by their fragmentation—at the cost very often of timing consistency 
or the integrity of the sectoral reform process. For example, all aspects of 
decentralization of government to the provinces and municipalities should 
ideally be synchronized (assignment of responsibilities for provision of 
services, tax collection powers, transfers from the central government to 
local governments, and borrowing powers and limits), but in practice, 
progress is made first in the assignment of responsibilities, then in the area 
of fiscal transfers, then in disciplining borrowing, and so forth. For pen-
sion reform, the ideal would be to simultaneously introduce fiscal reforms 
to finance the transition costs from a public to a private or mixed system, 
because in the new systems the public sector stops receiving contributions 
from members who join the private systems. With the sole exception of 
Chile, the fiscal adjustment measures needed to accommodate the transi-
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tion were not adopted simultaneously. The same observation applies to 
privatizations of public services where the most common pattern was to 
privatize first and regulate later, or education reform where progress in 
decentralization of responsibilities was not backed by adequate trans-
fers of fiscal revenue to finance these responsibilities, or where the emer-
gence of student performance evaluation systems was not accompanied by 
changes in the incentive system for schools and teachers to improve the 
quality of teaching. 

This unbundling of reforms seems to have been the result of govern-
ments trying to exploit political spaces, however small, to push change 
in the desired direction, with the hope perhaps of later generating inter-
est to continue the process. The early privatization waves in Argentina 
and Peru, or the Colombian pension reform, are outstanding examples 
of this opportunist reform strategy, but are by no means the only ones. 
These strategies do not always work: occasionally promising institutional 
reforms have been reversed (decentralization in Venezuela) and frequently 
the opportunist reforms have taken their own, difficult to alter, course 
(for example, emergency taxes, such as the financial transactions taxes in 
various countries, which become permanent despite their defects), or they 
have produced powerful antibodies against making more progress (for 
example, the charter schools in Bogotá). 

Although quite a few institutional reforms have attempted to reduce 
the space for discretionary decisions by politicians (fiscal rules, automatic 
transfers to the regions, flat taxes with no exceptions, single pension sys-
tems, and so on), these spaces reappear, revealing that, as in nature, politics 
abhors a vacuum. A paradigmatic example is pension reform. This con-
clusion does not apply to many of the first-generation economic reforms, 
which effectively closed the spaces to the political game, at least so far: 
central banks continue to be independent, the opening of imports has not 
been reversed, and interest rates remain unregulated in most countries.37

This has also been the case, at least until now, with the new generation 
of subsidies for low-income families (such as Oportunidades in Mexico), 
even though they were established outside the traditional administration 
and policy channels.

All this reinforces the central conclusion of this book: it is surprising that 
such profound changes have been achieved in the most diverse political, 
economic, and social institutions, and that these changes have taken place 
and are continuing to take place so silently. However, state reforms have 
not always been successful as has been shown in some cases in this chapter 
and as is discussed in more detail in the rest of the book. The unbundling or 
incomplete adoption of certain reforms can explain some of these failures. 
Nevertheless, because there is rarely an articulated plan for implementing 
reforms, what seems after the fact as a case of unbundling may simply be 
ignorance of the requirements of reform. This might have been the case 
with the early decentralization initiatives in Brazil and Colombia. 
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This example also reveals that, unlike most of the first-generation eco-
nomic reforms, which eliminated or simplified state intervention, insti-
tutional reforms are by their nature more complex, more uncertain, and 
more difficult to implement. Moreover, unlike first-generation economic 
reform, they generally involve a diversity of actors during the design, 
approval, and start-up phases, which makes them more dependent on 
the political process. Consequently, their possibilities of success depend 
not only on the consistency and refinement of their technical details, but 
on whether the political process for approving and implementing them 
is achieving solutions that, although not technically optimal, are stable, 
adaptable, coherent, and oriented to the public interest, and can be imple-
mented with the existing formal and informal institutions.38

Finally, the success of state reform can depend on the unplanned or 
unforeseeable effects of these or other reforms. We have seen, for example, 
that reform of the parliamentary election regimes has improved represen-
tativeness at the cost of reducing the effectiveness of congressional decision 
making. This may also have had an impact on the effectiveness of fiscal 
institutions because more representative but more fragmented congresses 
are more likely to increase public expenditure and the fiscal deficit. This 
tendency toward excessive spending can in principle be counteracted by 
more hierarchical budgetary institutions, which confer more power on the 
executive to make spending cuts, but this discretionary power can harm 
the efficiency of the spending programs affected, and result in a deteriora-
tion of the composition of all public expenditure, especially when there are 
restrictions on cuts in some types of expenditures and not others (wages 
and salaries of public officials or payment of retirement pensions are less 
likely to be cut than investment spending). 

Clearly, therefore, there are no magic formulas for state reform. 
Throughout this book we will see that some general principles can be 
useful as initial hypotheses to guide certain reforms. However, the success 
of any institutional reform depends on respecting certain basic technical 
criteria, and on adapting its specific details to the institutional and politi-
cal context. 

Notes

 1. Whitehead (1994) provides an excellent historical review of the transfor-
mation of the state in Latin America since 1930. Pereira (1998) analyzes the causes 
and implications of the crisis of the state.

 2. The increase in the circulation of fiduciary money (that is, money whose 
only backing is the promise of the sovereign government) is a source of inexpensive 
financing for the Treasury, known as “seigniorage.”

 3. This method is known as the “inflationary tax” because it is a fiscal resource 
derived from the loss of purchasing power of money in the hands of the public.

 4. According to Whitehead (1994), while public employment on average in 
Latin America absorbed only 0.8 percent of the population in 1925, it had risen to 
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1.2 percent in 1960, and by 1980 had reached 4.8 percent of the total population 
(although the latter figure includes state companies). In developed countries the 
tendency was similar: as a percentage of total employment, public employment 
went from 3.7 percent in 1913 to 12.3 percent in 1960 and 17.5 percent in 1980, 
according to Tanzi and Schuknecht (2000, 26). 

 5. Corrales (2003) concisely describes the deficiencies of the state and its 
capture.

 6. Initiative led by the U.S. government under the leadership of Nicholas 
Brady to convert the nonperforming bank debts of the developing countries into 
long-term bonds to restore access by those countries to international finance.

 7. Today, however, it is recognized that the version of this model that was so 
successfully disseminated by the World Bank (1993) exaggerated the role of mar-
kets and minimized the actual importance of the state in promoting new sectors 
and coordinating investment and innovation.

 8. Among the many studies on Latin American democratization, Huntington 
(1991) is worth special mention. On macrostabilization and trade opening, see 
Edwards (1994) and Kuczinsky and Williamson (2004). 

 9. There are many precedents for reform of state institutions in various coun-
tries before democratization, stabilization, or trade liberalization as they responded 
to signs of crisis in the traditional social service systems or to intervention in eco-
nomic sectors. A notable case is Chile, where important reforms took place during 
the dictatorship (1973–90). However, in the majority of countries it is only since 
the middle or end of the 1980s that attempts at state reform have implied a rupture 
with the previous forms of state organization and management.

10. See the review of studies and econometric estimates by Lora and Olivera 
(2005). The principal beneficiaries of the reduction in inflation were wage earners 
and the urban middle classes, both of which are decisive electoral groups in many 
countries.

11. Corrales (2003) shows that, even though it is often affirmed that trade 
liberalization resulted from external pressure, state deficiencies were a powerful 
cause.

12. On the international diffusion of regulatory capitalism, see Levi-Faur and 
Jordana (2005).

13. See, for example, Burki and Perry (1998) and Lora and Panizza (2002).
14. On the political process of reform, consult the work of Stein and others 

(2005). On social sectors, an excellent study is Kaufmann and Nelson (2004). 
Navia and Velasco (2004) offer a general overview of the policy of reform and a 
copious bibliography.

15. However, the connection between crisis of the state and democratization is 
less narrow and mechanical than this assertion suggests. It is important to consider, 
for example, that in Peru the crisis of the state was confronted in the early 1990s 
with measures that implied a reversal in democratic institutions.

16. See The Economist, October 29, 2005, 39–40.
17. Not included in 1996.
18. The original IDB study obtained information for 1990–03, which is the 

basis for the comparison with the current situation. However Filc and Scartascini 
take into account other aspects of the budgetary institutions that were not studied 
or are not comparable with the previous study. 

19. Argentina (1999), Brazil (2000), Peru (2000 and 2003), Panama (2002), 
Ecuador (2002), Colombia (2003), and Venezuela (2003). In Guatemala, a fiscal 
pact was signed in 2000 that established numerical targets, but it was not legally 
binding.

20. The coffee fund is private, not fiscal in nature. 
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21. For VAT, productivity is calculated more exactly as the ratio between col-
lections as a proportion of domestic demand (GDP less exports plus imports) and 
the basic VAT rate. However, these measures are still rough approximations that 
mix together the effects on collections of the exclusion of certain income or goods 
from the tax bases, the special treatment and exemptions given to diverse sectors, 
and the problems of evasion.

22. The expression “fiscal termites” is from Tanzi (2001).
23. An analysis of the role of political systems in the definition of tax policy can 

be found in Stein and others (2005). 
24. An index on a scale of 0 to 1 is constructed for each of these aspects, 

where 1 represents the institutions most ripe for decentralization. The “maturity 
of the decentralization process” index is calculated as the average of these five 
indexes less one-half of the standard deviation of the five indexes. This correction 
is intended to capture the degree of inconsistency between the various aspects of 
decentralization.

25. 0.92, calculated for 2004, based on figure 7.8.
26. 0.71, calculated for the changes between about 1995 and 2004, based on 

figure 7.8. 
27. However, there are large differences between countries. In the mid-1990s, 

state banks represented over 50 percent of the total banking sector in Argentina, 
Colombia, Costa Rica, Nicaragua, Paraguay, Uruguay, and Venezuela. 

28. According to the indicators of Kaminsky and Schmukler (2003).
29. The Basel Capital Accord is a set of basic principles accepted by devel-

oped countries to regulate and supervise their banking systems; the principles are 
increasingly used as the benchmark to assess the quality of banking regulation in 
the developing countries.

30. The historical patterns summarized in these paragraphs are analyzed in 
more detail in chapter 1 of IDB 2000.

31. Increasing from US$303 in 1990 to US$458 in 1998 (1990 prices), with 
no great changes in the next five years (US$455 in 2003). The data are taken from 
ECLAC (2005). 

32. The correlations are –0.088 and –0.06, respectively, for the data from 12 
countries that measure the changes between 1990 and 2000 in expenditure per 
capita on education and coverage of enrollment for the 12–15 and 16–19 age 
groups, respectively (according to the figures given by Navarro in chapter 12).

33. For an assessment of the few and mostly incipient reforms in health, see 
Baeza and Packard (2006). 

34. The figures for some countries are not strictly comparable before and after 
reform because they do not use the same number of months to establish the number 
of contributors. Based on household surveys, the World Bank calculates higher cov-
erage after reform in Argentina, Chile, El Salvador, and Mexico than those given in 
the table.

35.In Mexico, the increase in enrollment at the secondary level due to the pro-
gram is calculated at between 7.2 and 9.3 percentage points for girls and 3.5 and 5.8 
percentage points for boys; in Colombia between 4 and 6 percentage points in rural 
areas and 12 and 14 percentage points in urban areas; and in Nicaragua 22 percent-
age points in the areas covered by the program (Rawlings and Rubio 2004).

36. See Levi-Faur and Jordana (2005) for a quantitative analysis of the diffu-
sion process of the independent regulatory agencies.

37. However, recent developments in Argentina under Néstor Kirchner and in 
Venezuela under Hugo Chávez, and the policy announcements of Evo Morales dur-
ing his election in December 2005, suggest that the resistance of the first-generation 
reforms to political interference is limited. 
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38. The study by Stein and others (2005) is an extended development of this 
analytical approach.
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2

Reforming the Rules of 
the Game: Political Reform
J. Mark Payne and Juan Cruz Perusia

The wave of state reforms that swept across the Latin American region 
arose in most countries during transitions from relatively closed political 
systems to more open, democratic ones. The demise of authoritarian and 
semi-authoritarian political regimes resulted, in part, from the crisis of 
legitimacy associated with the broader fiscal and administrative crises 
of the developmentalist state discussed in chapter 1. In some countries, 
mainly those of the Southern Cone (Argentina, Chile, and Uruguay), polit-
ical liberalization consisted of the restoration of preexisting democratic 
constitutions or fairly long-standing democratic traditions and practices 
(or both). In a second group of countries, such as those in Central America 
and Bolivia and Ecuador, regime transition was initiated with a process of 
democratization in states with scarce previous experience with democracy. 
For a third group (such as Mexico and Paraguay, and to a lesser extent, 
Colombia and Venezuela), political liberalization brought about the open-
ing of one-party or two-party systems to previously marginalized political 
and social groups. The relative underdevelopment of most of the newly 
implanted democracies, and the need to wrestle with the various difficul-
ties confronting the state, including that of building social and political 
legitimacy, contributed to an environment ripe for frequent, and some-
times profound, reform of the configuration of political rules inherited at 
the moment of the democratic transition. From this unsettled environment 
came repeated calls for more inclusive, accountable, and efficient decision 
making as well as continual interest by political groups in restructuring 
rules to their advantage. Thus, along with the profound reforms of fiscal, 
economic, and social institutions that took place since 1985, political 
institutions also underwent frequent and far-reaching change. 
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Political institutional reforms have pursued different purposes. If 
reforms are to be adopted into law, they must be compatible with the 
interests of the leading political and social groups. Thus, political reform 
inevitably is shaped in part by the narrow motives of power and privilege. 
In some instances, such motives have been dominant, even though propo-
nents of reform might still portray it as a means to strengthen democratic 
governance. For instance, Peru’s 1993 constitutional reforms eliminated 
the upper house of congress, created a single national district for electing 
legislators (replacing the former multidistrict system), and allowed presi-
dential reelection, all of which served the purposes of weakening the poten-
tial political opposition and centralizing power in the Fujimori adminis-
tration. However, reforms of political institutions are also prompted by 
demands of citizens and civil society organizations for more effective and 
representative democratic governance. Such demands can change elected 
politicians’ calculus of the costs and benefits of reform, at least for brief 
periods, and lead to reforms that meaningfully enhance some dimension 
of democratic performance. 

Political institutional reforms are intrinsically important given demo-
cratic institutions’ impact on the ability of citizens to exercise their politi-
cal and civil rights. They are also, however, instrumentally valuable given 
their effects on the capacity of citizens to conceptualize and articulate the 
needs of society (Sen 1999). The construction of efficient social and eco-
nomic institutions appears to be based in part on the presence of effective 
democratic institutions that permit fair and efficient rules to be designed; 
that ensure the evenhanded and consistent enforcement and adjudica-
tion of those rules; and that guarantee their adaptation to the particular 
social, economic, historical, and cultural conditions and needs of a coun-
try (Payne and others 2006; Rodrik 2000). Thus, advances in the areas of 
state reform covered in this book depend to some extent on the develop-
ment of a set of political institutions that foster cooperation among social 
and political actors and responsiveness to broad social interests (Stein and 
others 2005). 

However, several factors complicate the analysis of “progress” in polit-
ical reform. First, unlike most other areas of institutional reform, actors 
agree less on which ultimate objectives of reform should be prioritized. 
Considering them separately, most persons would concede the merits of a 
number of objectives of political reform, including political stability, deci-
sion-making efficiency, inclusive political participation, equitable repre-
sentation, political legitimacy, transparency, and accountability. It is much 
more difficult to obtain agreement on which one of these objectives should 
be prioritized in a particular country at a particular moment, let alone for 
the region as a whole. Therein lies the problem, because typically the pur-
suit of one of these objectives, such as more inclusive representation, may 
come at the expense of another objective, such as decision-making effi-
ciency. Second, the theory relating political institutional reform and these 
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ultimate objectives is less well developed than is typically the case in other 
areas of state reform. In part this is because the ultimate qualities of demo-
cratic governance and of the policy-making process result from an inter-
action among multiple political institutional dimensions. To understand 
the effects of a given political reform on democratic system performance 
dimensions, one must take into account the broader institutional context in 
which the reform takes place, as well as political culture and history (Stein 
and others 2005). In addition, discerning the effects of reform is difficult 
because other factors, such as economic crisis or the broad erosion of the 
legitimacy of the political system, may overwhelm the effects of a particular 
reform. Thus, ascertaining the effects of political reforms in the region on 
particular qualities of democratic governance would require detailed coun-
try-by-country analysis and would be colored by the normative biases of 
the analyst toward the ultimate objectives of reform.

Given the broad regional perspective of the book and space constraints, 
this chapter will take a modest approach to analyzing the state of progress 
in political reform. For each of the reform areas, it first discusses the theo-
retically expected effects of reform, holding other institutional rules con-
stant. In some cases reform choices involve trade-offs among competing 
theoretical objectives while for other types of reforms, the benefits appear 
to be more clear-cut. Then the chapter describes the reforms that have 
taken place and some of the different motivations behind them. Finally, 
some preliminary and partial conclusions are given about the effects of 
the reforms, if any.

Overview of Political Reform in Latin America

During the 1970s and 1980s, an important part of the academic discussion 
about the reasons for the breakdown of democratic systems in previous 
decades centered on the presidential nature of the political regimes found 
across the Latin American region. Some argued that presidentialism, with 
its popularly elected heads of government and fixed terms of office, con-
tributed to problems of governability that could have been avoided, or at 
least managed better, in a parliamentary system in which built-in incen-
tives for cooperation between the executive and legislature are greater 
(Di Palma 1990; Linz 1990; Linz and Stepan 1978; Linz and Valenzuela 
1994). Whatever the merits of the arguments of these critics of presiden-
tialism, none of the Latin American countries opted to shift to a fully 
parliamentary system. 

Not only did countries not change the basic structure of the political 
regime, but also they did not formally change the territorial structure of 
their political systems. The region continues to have four formally fed-
eralist countries—Argentina, Brazil, Mexico, and Venezuela—while the 
rest are unitary. With regard to another key characteristic, the structure 
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of the legislative branches, Peru and Venezuela changed from bicameral 
to unicameral systems. 

The stability in such broader structural characteristics of the political 
systems could lead to the conclusion that the last two decades of democracy 
in the region have brought little change to the organization of the politi-
cal systems. This is not the case. Although in general the core structure of 
the political systems in the region has changed relatively little, reforms of 
institutions and rules have been implemented that would be expected to 
directly affect the dynamics of electoral competition and representation, 
and more broadly, the functioning of the democratic regime. Reforms have 
taken place in numerous areas, including the systems used for electing the 
president and legislators, the rules regarding the reelection of presidents, 
the constitutional powers of presidents and legislatures, the process by 
which parties select candidates for elected office, and the financing of 
political parties and electoral campaigns. In addition, decentralization 
has resulted in greater political, financial, and administrative autonomy 
for subnational levels of government, driven primarily by changes in the 
methods used for selecting subnational officials (see chapter 7). 

In countries with presidential regimes, in which the executive and legis-
lative branches are elected separately, the interaction between the systems 
used for electing the president and legislators is important in shaping the 
nature of executive-legislative relations and the nature of the electoral 
accountability links that develop between elected representatives. The 
first two sections examine the reforms that have occurred in the election 
of officials to these two branches. A final section examines reforms to the 
way in which political parties nominate candidates and to the regulation 
of political party and electoral campaign financing. 

Reforms of Systems for Electing the President

The reforms that have been adopted for the election of presidents have 
included changes to the vote share required for winning, the rules regard-
ing reelection, the duration of presidents’ terms of office, and the timing 
of presidential elections relative to legislative elections. From 1978 (or the 
year of the democratic transition in each country)1 to 2005, 14 countries 
reformed at least one of these aspects of the system for electing the presi-
dent (table 2.1). Only El Salvador, Honduras,2 Mexico, and Panama did 
not introduce changes in the electoral rules related to the presidency.

Presidential Election Systems—Threshold for Election

The presidential election systems used in the region include plurality sys-
tems, majority runoff systems, and runoff systems with reduced thresholds. 
In the first system, the candidate with the most votes wins. In the second, 
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a candidate must win a majority (or 50 percent plus one) of the votes to 
be declared the winner in the first round. If no candidate obtains a major-
ity, a second round is held between the two candidates who received the 
most votes in the first round. In the third system, a threshold lower than 
a majority is required for a candidate to be declared a winner in the first 
round and to avoid a runoff between the two candidates with the most 
votes. For example, in Costa Rica, the first country to adopt a reduced 
threshold system, the threshold is 40 percent; in Argentina the threshold 
is 45 percent, or 40 percent and a 10 percentage point advantage over the 
candidate finishing in second place. 

The system used to elect the president has both direct and indirect 
effects. Arguably it has direct effects on the legitimacy of the mandate of the 
elected president. An objective of some of the advocates of changing to a 
majoritarian two-round system was to ensure that even in a multiparty sys-
tem, the winning presidential candidate would obtain, through the second 
round, a broadened popular mandate and, it was supposed, would be able 

Table 2.1 Changes in Presidential Election Rules, 1978 (or year 
of transition to democracy) to 2005

Country
Election
system

Simultaneity
of elections

Duration
of term Reelection

Countries
with some 

change

Argentina X X X X X
Bolivia X X X
Brazil X X X X X
Colombia X X X
Costa Rica X X
Chile X X X
Dominican

Republic
X X X X

Ecuador X X X X
El Salvador
Guatemala X X
Honduras
Mexico
Nicaragua X X X X
Panama
Paraguay X X
Peru X X
Uruguay X X
Venezuela X X X X
Total 8 6 7 10 14

Source: Payne and others 2006.
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to govern more effectively. In the second round competition it was thought 
that the two remaining candidates would have to reach out to other parties 
and interests, thus resulting in a stronger basis for governing than would 
result from a victory by a minority of the votes in a plurality system. 

However, the indirect effects of such a majority runoff system on the 
party system may mean that such a system ends up negatively affecting 
the manageability of executive-legislative relations over the longer term 
because of the tendency of such a system to increase the number of parties 
obtaining representation in the legislature. This may happen because it is 
less likely that a candidate will win the presidency in the first round. As a 
consequence, the incentives for parties to merge or form coalitions before 
the elections are reduced and smaller parties are more likely to present inde-
pendent presidential candidates and separate lists of legislative candidates. 
The majority runoff system also frees citizens to vote according to their 
true party preferences in the first round, which is also likely to increase the 
fragmentation of representation in the congress and reduce the chances that 
the president’s party will obtain a majority (Jones 1995; Payne and others 
2006; Shugart and Carey 1992). Cross-national empirical studies support 
the hypothesis that the number of presidential candidates and the effective 
number of legislative parties tend to be larger in majority runoff systems 
than in plurality systems (Cox 1997; Jones 1995, 1999). 

The adoption of a runoff system with a reduced threshold requires a 
compromise between the objectives of broadening the mandate of the 
elected president and promoting more workable relations between the 
executive and legislative branches. The runoff with reduced threshold 
systems increases the chances that a candidate will win the presidency in 
the first round. As a consequence, parties have greater incentives to form 
preelectoral coalitions, which then also tends to reduce the number of par-
ties presenting separate lists of legislative candidates, thus concentrating 
the legislative vote. 

Reforms of systems for electing the president have not been driven 
purely by objectives of strengthening governmental mandates, and little 
thought may have been given to the potential consequences for party sys-
tem fragmentation. As with other types of political reform, the self-interest 
of key political actors was sometimes a guiding motive. A majority runoff 
system was favored in some cases when two or more parties wanted to 
lower the chances that a particular party, representing a sizable minority, 
could win the presidency. A reduced threshold system was favored in some 
cases by parties with a strong hold on a near majority of the electorate, 
because this was thought to favor the chances of their candidates win-
ning in the first round. Of the 18 countries considered, only five use the 
plurality system for electing the president: Honduras, Mexico, Panama, 
Paraguay, and Venezuela. By contrast, Argentina, Costa Rica, Ecuador, 
and Nicaragua use runoff systems with different types of thresholds. The 
other nine countries use the majority runoff system.
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The system used for electing the president has been the object of reform 
in many countries in the region since 1978. At the beginning of the period 
studied a majority of the countries elected their presidents through a plural-
ity system; now a preponderant majority use some form of runoff system 
(figure 2.1). Changes to a majority runoff system occurred in Colombia, 
the Dominican Republic, and Uruguay. In Argentina and Nicaragua the 
plurality system was replaced by a runoff with reduced threshold system 
(table 2.2). There have been no changes from a runoff system to a plurality 
system. Only Ecuador, with the shift from a majority runoff to a runoff 
with a reduced threshold system, changed in the contrary direction between 
the start of the democratic period and 2005 (Payne and others 2006). 

Evidence of the tendency for the majority runoff system to result in 
party system fragmentation and governance complications can be found in 
a comparison of the effective number of resulting legislative parties in the 
two types of systems. Whereas an average of 4.6 effective parties resulted 
from elections in which the president was elected through majority runoff, 
only 2.7 effective parties resulted from plurality elections and 3.4 from 
runoff with reduced threshold elections (Payne and others 2006).

Simultaneity of Presidential and Legislative Elections

The relative timing of presidential and legislative elections also affects the 
fragmentation of representation in congress and the likelihood that the 

Figure 2.1 Presidential Election Systems
(number of countries)

Source: Payne and others 2006.
Note: a. For each country, this is the year of transition to democracy or 

1978 if the countries were democratic before 1978.
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president’s party will control a majority of the seats. When elections for 
the two branches are held at different times, voters’ choices among com-
peting legislative party lists are not constrained (or channeled) by their 
choice for president, as is the case when elections for the two branches 
are held simultaneously. Given the weaker constraints on voter choices, 
more parties are likely to compete for and obtain votes, which will tend to 
increase the number of parties gaining representation in congress. In addi-
tion, with nonconcurrent or midterm congressional elections, candidates 
from the president’s party will not benefit from the coattails of the presi-
dential election and are likely to be left with fewer legislative seats than if 
presidential elections were always held simultaneously with congressional 
elections. However, nonconcurrent elections, including the separation of 
presidential elections from legislative and subnational elections, could be 
viewed as beneficial from the standpoint of permitting closer accountabil-
ity links between voters and elected officials and of allowing a midterm 
opportunity for voters to express their approval or disapproval of the 
government’s or legislative parties’ performance.

By the end of 2005, 12 countries had systems in which presidential 
and legislative elections were always held simultaneously: Bolivia, Brazil, 
Chile, Costa Rica, Ecuador, Guatemala, Honduras, Nicaragua, Panama, 
Paraguay, Peru, and Venezuela. The remainder had systems in which elec-
tions for the two branches were not concurrent or were only partially 
simultaneous.

As shown in table 2.1, six countries altered in some manner the simul-
taneity of presidential and legislative elections during the period. Brazil 
and Ecuador, two of the countries with the greatest degree of party system 
fragmentation, changed their systems from nonconcurrent or partially 
simultaneous to concurrent. In Brazil, the move to fully concurrent elec-
tions resulted from the reduction in 1994 of the length of the presidential 
term from five to four years, the same as that of legislators.3 In Ecuador, 
the midterm legislative elections were eliminated so that now all legisla-
tors are elected at the same time as the president.4 In Argentina, given 
that the presidential term was reduced from six to four years, in theory 
the simultaneity of elections was increased with the elimination of one 
of the midterm legislative elections.5 Chile experienced two reforms that 
affected the simultaneity of elections. In the first, the presidential term was 
reduced from eight to six years, which changed the system from partially 
simultaneous to one in which presidential and legislative elections are 
held concurrently only every 12 years. However, in 2005 the presidential 
term length was reduced further to four years, resulting in fully concurrent 
presidential and legislative elections.6

In the two remaining countries, however, the system was changed in 
the opposite direction. In the Dominican Republic the system was changed 
from fully concurrent to completely nonsimultaneous as a consequence 
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of the one-time reduction of the term of a president (Joaquin Balaguer, 
1994–96) to two years while the four-year term of legislators was not 
interrupted. Finally, in Venezuela, the increase of the presidential term 
from five to six years, while leaving legislators’ terms at five years, resulted 
in elections for the two branches generally being held in different years—
to coincide only every 30 years.

Clearly in the Dominican Republic the shift to nonconcurrent elections 
resulted in complications for democratic governance. In 1996, Leonel 
Fernández Reyna won the presidential election, but as a result of the 1994 
congressional elections his party controlled only about 11 percent of the 
seats in the lower house and 3 percent of the seats in the upper house. 
Similarly, when Fernández was reelected to the presidency in 2004 his 
party controlled only 27 percent of the lower house seats and 7 percent 
of the upper house seats, resulting from the 2002 legislative elections. By 
contrast, the change to fully concurrent elections in Brazil in 1994 appears 
to have facilitated the formation and duration of governing coalitions and 
enhanced the bargaining power of presidents.

Presidential Reelection and Term

Whether to permit presidents to be reelected has been a highly conten-
tious issue in the region. While theoretical considerations, such as whether 
permitting immediate reelection facilitates electoral accountability or 
increases the risk of accumulating and abusing power, have been given 
some attention, the most important force behind reform to reelection 
typically has been the political self-interest of popular governing presi-
dents and their parties. Prohibitions on reelection have usually been led 
by political forces opposed to presidents who had been reelected and were 
viewed to have abused power. 

Liberal democratic theory would tend to support the notion of allow-
ing at least one immediate presidential reelection. Reelection provides for 
a greater range of choice for voters. Prohibiting reelection of popular and 
successful presidents interrupts the progress being achieved, shortens time 
horizons, and creates legitimacy problems for successors. Reelection also 
provides for greater accountability, because presidents concerned about 
reelection are theoretically more likely to be responsive to citizen interests. 
Furthermore, one would expect presidential reelection to promote more 
efficient governance because presidents are more likely to retain power 
and influence over the course of their terms of office. However, if the rule 
of law and effective checks on the executive’s abuse of authority and state 
largesse are not secure, presidential reelection can provide an opening to 
the accumulation of power and the progressive erosion of democracy.

Among rules related to presidential election systems, reelection rules 
have been the ones most frequently changed. Ten countries changed their 



68 payne and perusia

stance on reelection and three countries did so twice in contrary direc-
tions (see table 2.3). Immediate reelection was enabled through reforms 
enacted in Argentina (1994), Brazil (1997), Colombia (2005), the Domini-
can Republic (2002), and Venezuela (1998). In addition, in Ecuador and 
Costa Rica7 limitations on reelection became somewhat less restrictive 
because reelection became possible after the passage of one or more presi-
dential terms instead of being banned completely. Reelection rules were 
made more restrictive in Paraguay and Nicaragua. While in Paraguay 

Table 2.3 Reforms to Presidential Reelection Rules

Immediate
reelection permitted

Nonimmediate
reelection permitted

Reelection
not permitted

Argentina
(1994–present)

Argentina
(1983–94)

Bolivia
Brazil

(1997–present)
Brazil (1985–97)

Chile
Colombia

(2005–present)
Colombia
(1978–91)

Colombia
(1991–2005)

Costa Rica 
(2003–present)

Costa Rica 
(1978–2003)

Dominican Republic 
(1978–94 and 
2002–present)

Dominican Republic 
(1994–2002)

Ecuador
(1996–2004)

Ecuador
(1979–96)

El Salvador
Guatemala
Honduras
Mexico

Nicaragua
(1990–95)

Nicaragua
(1995–present)

Panama
Paraguay

(1989–92)
Paraguay

(1992–present)
Peru

(1993–2000)
Peru (1980–93 and 

2000–present)
Uruguay

Venezuela
(1998–present)

Venezuela
(1978–98)

Source: Payne and others 2006.
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reelection was banned completely, in Nicaragua immediate reelection was 
prohibited but reelection after the passage of a presidential term was still 
permitted.

Finally, in three countries rules on reelection were changed twice in 
opposite directions. In 1991 Colombia’s new constitution changed the 
rules such that reelection was banned altogether instead of permitting 
nonimmediate reelection of presidents. Then in 2005 a reform made it 
possible for presidents to be immediately reelected. In the Dominican 
Republic immediate reelection was prohibited in 1994 but then permitted 
again eight years later. In Peru the 1993 constitutional reform permitted 
the immediate reelection of the president, but a reform enacted in 2000 
made reelection possible only after the passage of one presidential term. 
In the Dominican Republic immediate reelection was prohibited in 1994 
but then permitted again eight years later. 

It is difficult to assess the impact of reforms in this area. The restrictions 
on reelection imposed in the Dominican Republic, Nicaragua, and Paraguay 
appear to be aimed at blocking the possibility that a strong leader could 
once again dominate politics over a long period, as was the case in those 
countries with Joaquín Balaguer, Anastasio Somoza (or Daniel Ortega), and 
Alfredo Stroessner, respectively. In such circumstances, the reforms mark 
a positive departure from the past style of politics and may be needed to 
ensure ongoing plurality in the division of national political power. How-
ever, the pressures to allow popular presidents the opportunity to continue is 
evident in Argentina, Brazil, Colombia, the Dominican Republic, Peru, and 
Venezuela. Depending upon the effectiveness of checks and balances and the 
qualities of the president, reelection can be either beneficial or harmful to 
democratic institutionalization and effectiveness.

With respect to the duration of the presidential term, there were 
changes in seven countries (table 2.4). Five countries—Argentina, Bra-
zil, Chile, Guatemala, and Nicaragua—reduced the length of presidents’ 
terms. Chile did so twice, first from eight years to six years and then from 
six years to four years. Two countries—Bolivia and Venezuela—increased 
it. As a consequence of these changes, the average length of the presiden-
tial term decreased from 5.0 to 4.6 years. 

Reforms to Legislative Election Systems 

The design of an optimal system for electing members of the legislative 
branch is difficult, not only because the way in which a given system func-
tions depends upon the broad social, political, and historical context of 
the country, but also because the desirable qualities of an electoral system 
are difficult to obtain, in their optimal levels, at the same time. Among 
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these are the qualities of representativeness, effectiveness, and participa-
tion (Nohlen 1998, 1999).

Representativeness is the extent to which each party is represented in 
the legislature in a similar proportion to the votes it obtains in the elections 
and the extent to which minority parties are able to obtain representation. 
Effectiveness is the extent to which the partisan composition of congress 
facilitates the formation of consensus and sufficient capacity of the gov-
ernment to adopt needed policy changes in response to social problems. 
Finally, participation is the extent to which the electoral system favors a 
strong connection between constituents and their representatives. 

Reforms aimed at optimizing an electoral system’s fulfillment of one 
of these functions usually results in inferior performance for one or both 
of the other functions. For example, a reform that aims to make it easier 
for minority parties to obtain representation is likely to result in increased 
fragmentation of the party system, making it more difficult to reach agree-
ments in the congress, while also limiting the ability of electors to assign 
responsibility for governmental performance or policy actions. Reforms 
aimed at improving participation in the system, such as by changing from 
proportional multimember districts to single-member districts, can result 
in unequal political representation and an underrepresentation of minor-
ity parties. Efforts to enhance participation by unblocking party lists and 
permitting voters to cast a preference vote may also reduce effectiveness 
by fostering intraparty divisions and competition and by making it more 
difficult to build majorities to pass legislation.

As is the case with other types of reform, election system reform is typi-
cally motivated as much by the self-interests of the major political parties 
as by considerations of trade-offs among abstract democratic values and 
objectives. However, while the interests of elected politicians and the dom-
inant parties are usually best served by the electoral system through which 

Table 2.4 Duration of Presidential Terms

4 Years 5 Years 6 Years

Argentina (6) Bolivia (4) Chile (8)
Brazil (5) El Salvador Mexico
Chile (6) Nicaragua (6) Venezuela (5)
Colombia Panama
Costa Rica Paraguay
Dominican Republic Peru
Ecuador Uruguay
Guatemala (5)
Honduras   

Source: Payne and others 2006.
Note: Number in parentheses denotes the term length before the reform.
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they gained their current positions and political status, there are occasions 
(such as when parties are losing popular support or when there are strong 
demands from citizens for reform) when incumbent political parties will 
support reform. Nonetheless, enacted reforms typically reflect a combina-
tion of the asserted public interest objectives of reform advocates and the 
interests of politicians.

Numerous legislative electoral system reforms were carried out since 
1980, but a relatively small proportion of these changes fundamentally 
altered the nature of the electoral system. The most profound changes to 
the lower house (or the national assembly in unicameral systems) occurred 
in Bolivia (1994), Colombia (2003), Ecuador (1998 and 2002), Mexico 
(several), Paraguay (1990), Peru (1993 and 2000), and Venezuela (1990). 
In Bolivia and Venezuela, reforms were adopted that changed the elec-
toral system from proportional representation with closed party lists to 
personalized proportional representation systems in which a proportion 
of the representatives are elected individually in single-member districts. 
A reform adopted in 2003 in Colombia required that each party present 
a single electoral list in each electoral district (instead of multiple lists as 
was typical before the reform) such that votes are now awarded to parties 
in proportion to their votes instead of to faction lists. In addition, this 
reform reduced incentives for party system fragmentation by changing the 
formula for allocating seats from the Hare and greatest remainder system 
to D’Hondt.8 In Ecuador, a 1998 reform shifted the system from closed 
list proportional representation to majoritarian in multimember districts; 
a subsequent reform in 2002 reestablished the proportional nature of the 
system but with open lists in which voters can choose multiple candidates 
from different party lists. While Mexico maintained its mixed-member 
electoral system, in which legislators are elected both through majority 
vote in single-member districts and through proportional representation 
in large multimember districts, it adopted a series of reforms that have 
significantly changed the weight of the two components in the system. In 
1990, Paraguay changed from a pure proportional system (with a single 
national district) to a proportional system using multimember districts. 
Peru changed its electoral system in 1993 from proportional representa-
tion in multimember districts to a purer form of proportional representa-
tion (using a single national district), and in 2000 reverted to the previ-
ous system, but with a smaller congress and fewer deputies elected per 
district.

Aside from these more comprehensive reforms, many countries of the 
region have adopted reforms that could be expected to subtly affect the 
three main electoral system functions. The reforms included changing the 
formula used to translate parties’ vote shares into shares of legislative seats 
in each district; changing the number of seats per district resulting from 
changes in the overall size of congress or from the creation or elimination 
of districts, including in some cases the addition of a national-level district; 
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moving from closed and blocked lists to open lists in which voters have the 
option of choosing a particular candidate in addition to a party list; split-
ting or separating the ballot so that voters have the option of voting for 
different parties for president, the legislative chambers, and subnational 
offices; and altering the timing of legislative elections relative to presiden-
tial elections. Table 2.5 summarizes the reforms carried out in the region 
between 1980 and 2005 according to these reform categories.

Table 2.5 clearly shows the variability in the stability of electoral rules. 
As mentioned above, six countries adopted fairly significant electoral 
reforms for the lower house and three of these (Ecuador, Mexico, and 
Peru) did so at least twice. Three countries did not change their electoral 
systems (Brazil,  Chile,9 and Costa Rica) and two countries introduced 
only a relatively minor reform in one year (Argentina and El Salvador). 
The remaining eight countries adopted reforms that affected multiple fea-
tures of the electoral system or adopted two or more reforms in different 
years (Payne and others 2006). 

Reforms have also been adopted in the election systems for the Senates 
of those countries that began the period with bicameral legislatures (table 
2.6). Two countries consolidated their formerly bicameral legislatures into 
a single chamber (Peru and Venezuela) while three (Argentina, Colombia, 
and Mexico) adopted significant reforms to the systems used for electing 
senators. Argentina’s reform replaced the indirect method of electing two 
senators per state by the provincial legislative assemblies to election by 
direct popular vote through a plurality system in which the majority party 
obtains two seats and the first minority obtains one. Colombia changed 
from electing senators by proportional representation in multimember 
constituencies to proportional representation in a single national constitu-
ency. Mexico changed its system from a plurality system to a segmented 
system combining plurality with representation of the minority and pro-
portional representation in a national district. Other electoral reforms for 
the Senate mainly aimed at separating the vote for Senate candidates or 
lists from the vote for president or for the lower house.

What effects would these reforms be expected to have on the function-
ing of the electoral systems in the region? Tables 2.7 and 2.8 indicate the 
direction of the change to the three theoretical electoral system functions 
between the start and end of the period. The direction of the reforms clearly 
says nothing about the extent to which the systems actually fulfill the spec-
ified functions. Directional indicators are assigned only when the theoreti-
cally expected change implied by the reform is relatively unambiguous. 
The significance of the change resulting from the reforms varies greatly, 
but the directional signs do not encompass degrees of significance. 

The electoral reform efforts for the lower house (or national assem-
bly) maintained proportionality as the basic principle of representation 
in the region. The only current exceptions are Chile with its binominal 
system and Mexico with its segmented system. These systems were both 
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Table 2.7 Theoretically Expected Effects of Reforms: 
Lower House (or National Assembly)

Country Representation Effectiveness Participation

Argentina +
Bolivia +
Brazil
Chile
Colombia – +
Costa Rica
Dominican Republic – +
Ecuador + +
El Salvador + –
Guatemala + – +
Honduras + – +
Mexico +
Nicaragua
Panama + +
Paraguay +
Peru – +
Uruguay +
Venezuela +

Source: Payne and others 2006.

Table 2.8 Theoretically Expected Effects of Reforms: 
Upper House

Countrya Representation Effectiveness Participation

Argentina + +
Bolivia
Brazil
Chile
Colombia + – –
Dominican Republic – +
Mexico + –
Paraguay +
Peru +
Uruguay
Venezuela +

Source: Payne and others 2006.
Note: a. Countries excluded have no Senate.
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adopted prior to the countries’ democratization and thus are not included 
among the reforms in tables 2.5 and 2.6. Ecuador’s 1997 reform is the one 
case involving a short-term departure from the principle of proportional 
representation, but by 2002 this principle was restored. Thus, the main 
changes that have taken place to the trade-off between representation and 
effectiveness result more from subtle changes in the degree of propor-
tional representation caused by modifications to such features as the size 
of electoral districts and the type of electoral formula used. Overall, the 
reforms across the region have tended to favor greater representation but 
to a limited extent.

A fairly uniform tendency throughout the region has been the adoption 
of changes that give citizens greater latitude in the selection of representa-
tives. In a few cases, such as the adoption of personalized proportional 
representation systems in Bolivia and Venezuela and the opening of party 
electoral lists in the Dominican Republic and Ecuador, the reforms have 
been significant. In others, a potentially closer link between representatives 
and constituents has been fostered more subtly by separation of the vote 
for the two houses of congress or between the congress and the presidency 
(Guatemala, Honduras, Panama, and Paraguay), by the separation of the 
timing of presidential and legislative elections (the Dominican Repub-
lic), or by the creation of new, smaller electoral districts (the Dominican 
Republic and Paraguay).

For the upper house, the most significant change was to the func-
tion of representativeness for three countries—Argentina, Colombia, 
and Mexico. In Argentina, the 1994 constitutional reform changed the 
election system so that senators are now elected directly, rather than by 
the provincial legislatures; their mandates were reduced from nine to six 
years; and the number of senators elected per province was increased 
from two to three, with the third seat being allocated to the party with 
the second most votes. Colombia eliminated its regional electoral dis-
tricts in favor of a single national district, while also creating special 
circumscriptions for indigenous persons and persons of African descent. 
Finally, Mexico in 1993 increased the number of senators elected per 
state from two to four, with the last seat being allocated to the party 
with the second most votes. Then in 1996 a reform reduced the num-
ber of seats elected per state to three (two seats allocated to the party 
obtaining a plurality of the vote and one to the party finishing in second 
place), while creating a 32-member national district so that one-fourth of 
the senators are elected by proportional representation. Aside from the 
change to unicameralism in Peru and Venezuela, the only other reforms 
were those in the Dominican Republic and Paraguay that favored the 
function of participation by separating the elections for president and 
congress in the former and separating the vote choice for the Senate and 
the lower chamber in the latter.
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Political Party and Political Financing Reform 

The regulation of political parties has always been difficult because of 
their dual public and private nature. While the strict internal organiza-
tion of political parties could be considered a private matter, the nomi-
nation of candidates for public office is a public matter. This latter area 
stimulates greater demands for transparency and participation. A reform 
trend can be traced since the beginning of the 1990s oriented toward giv-
ing the state greater involvement in regulating the processes of selecting 
candidates for public office and the sources of financing for parties and 
for electoral campaigns. 

Internal Democratization of Political Parties

The internal democratization of political parties initiated during the 1990s 
responded to increasing societal demands for greater transparency and 
participation and to the declining legitimacy of political parties. Given 
their resistance to giving up control and the fear of eroding party cohe-
sion, party leaders have generally been reluctant to support the adoption 
of regulations that would require them to use more democratic and open 
procedures for selecting leaders and candidates for political office. In some 
cases, however, the threat of losing public support and of competition 
from new political forces has sparked an interest in reform.

At the same time, the use of primary elections for the selection of can-
didates not only resulted from a demand for more accountable and demo-
cratic political parties, but also aided the selection of candidates where 
there were interparty coalitions. This was the case of the Concertación
in Chile in 1993 and 1999, and of the Alianza in Argentina in 1999, for 
which open primary elections permitted the designation of the presidential 
candidate of the parties that comprised the political coalition. Similarly, 
in some countries individual political parties have resorted to primaries 
to resolve internal disputes over leadership even when not required by 
law. Although in the short term internal elections may threaten the unity 
of parties, over the longer term they should help strengthen and diversify 
leadership structures and make parties more accountable to their members 
and to the broader citizenry

Table 2.9 shows the countries in which an obligation to hold primaries 
is regulated by law or the constitution. With the adoption of primaries 
in Argentina, Bolivia, Honduras, Panama, Paraguay, Peru, Uruguay, and 
Venezuela in the past decade, nine countries now stipulate primaries in 
the law. In addition, primaries have been held by individual parties on 
some occasions in Argentina,10 Chile, the Dominican Republic, Ecuador, 
El Salvador, Mexico, and Nicaragua. 
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Electoral and Political Party Financing

The intervention of the state in the financing of electoral campaigns and 
the activities of political parties was also not considered a priority during 
the first years of the transitions to democracy. Recently, however, this 
topic has become one of the principal political reforms under discussion. 
The objectives for reforming political financing include promoting greater 
equality in electoral competition; lowering financial barriers for individu-
als to run for political office; reducing the extent to which politicians’ 
policy decisions are oriented toward appeasing their financial backers 
rather than the interests of their constituents; and lowering the risk that 
dirty or illicit money will corrupt the system and undermine the rule of 
law (USAID 2003). 

Whatever their primary objectives, Latin American countries have 
implemented measures to reform political financing with different degrees 
of success. Reforms were adopted across the region beginning in the early 
1980s; now in all countries but one (Venezuela) the state provides direct 
financial support to political parties (or candidates) for electoral campaigns 
or for other organizational needs (table 2.10). In addition, seven countries 
mandate that private television networks provide time to political parties 
for electoral advertising. However, in Bolivia, the Dominican Republic, El 
Salvador,11 Guatemala, Panama, and Uruguay access is provided only to 

Table 2.9 Primary Elections

Country
Year of incorporation of the 
obligation to hold primaries

Have primaries 
been used?

Argentina Law (2002). Established open 
and simultaneous primaries. 
Eliminated temporarily in 2003.

Sometimes
(open and 

closed)
Bolivia Law (1999). This law has not 

been applied yet.
Sometimes

Colombia No obligation to hold primaries 
but if the parties choose to do so 
they are regulated by law.

Sometimes

Costa Rica Law (1952) Yes
Honduras Law (2000) Yes
Panama Law (1997) Yes
Paraguay Law (1996) Yes
Peru Law (2003). Still with option of 

nomination by internally elected 
party leaders.

No

Uruguay Constitution (1996) Yes
Venezuela Constitution (1999) Sometimes

Sources: Friedenberg 2005; Payne and others 2006.
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the state-run media, which tend to have a considerably smaller audience 
than private media outlets (Griner and Zovatto 2004). 

Ten countries have placed limits on the size of individual contribu-
tions to political parties, to campaigns of individual candidates, or on 
the total amount of private contributions that parties or candidates can 
receive. Reforms have also prohibited donations from various entities, 
such as foreign companies, governments, or individuals; state contrac-
tors; corporations; or social and political groups. Regulations have also 
become more strict in requiring parties and candidates to report and 
account for the origins of contributions, the amounts of their earnings, 
and the nature of their expenditures, especially for funds received from 
the state (Griner and Zovatto 2004; Payne and others 2006). In eight of 
the countries, campaign spending is limited, either through a literal limit 
on total spending or through some manner of restrictions on the amount 
of media advertising. At the same time, 12 countries limit the length of 
the electoral campaign or the period in which candidates and parties can 
advertise in the media (table 2.11). Nevertheless, the real effectiveness of 
such restrictions varies greatly.

Political finance reform since 1985 has trended toward the direct pro-
vision of public funds to cover some proportion of campaign costs or 
political party operating budgets (table 2.12). However, a mixed system 
of public and private financing has been preserved, with parties and can-
didates defending their freedom to devote large sums of private money to 
their campaigns. In some cases, regulations have stipulated that all or a 
portion of public financing be directed toward investment in political par-
ties rather than purely electoral spending, and in a small number of cases 
steps have been taken to attempt to limit total campaign spending. The 
imposition of regulations to ensure more equitable access to media for 
advertising has been an incipient trend (Payne and others 2006). 

The reforms intended to enhance transparency and accountability 
have generally fallen short of their ultimate objectives. Account state-
ments of parties are generally not widely publicized, audits are not per-
formed in a timely manner, and in many cases revenue and expenditure 
reporting is only applied to the portion of party budgets related to public 
monies or is otherwise inaccurate or incomplete. In addition, transpar-
ency and accountability standards are usually applied to party organi-
zations but not to individual candidates. Political finance reform has 
accomplished the least toward strengthening supervisory mechanisms 
and institutions, as well as toward the creation and effective application 
of sanctions for noncompliance with transparency and other political 
finance regulations. Nevertheless, increasing attention is being paid to 
the issue and civil society organizations are growingly involved in help-
ing to monitor party finances. 
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Conclusions

The relative stability of democratic regimes over the past two decades 
in Latin America has not fostered stability in the rules of the democratic 
system. Rather, the majority of countries have significantly revised or 
overhauled their constitutions or adopted changes in political party and 
electoral laws. In part, the ferment of political reform is associated with 
the democratic transition and consolidation in contexts in which there 
was limited prior experience with democracy before the 1980s. However, 
the frequency of political reform also results from the unsettled nature of 
democratic political competition and the struggle to build the legitimacy 
and functioning of democracy in the face of wavering citizen support. 

Table 2.11 Limits on Electoral Campaign Spending and Duration

Country
Total campaign 
spending limits

Limits on duration of 
campaign or duration of 

media advertising

Argentina X X
Bolivia Xa

Brazil X
Chile Xb X
Colombia X X
Costa Rica
Dominican Republic
Ecuador X X
El Salvador X
Guatemala
Honduras Xc

Mexico X X
Nicaragua X
Panama
Paraguay X
Peru Xa X
Uruguay X
Venezuela Xa

Source: Griner and Zovatto 2004.
Note:
a. The limit is not on total spending but on amount of advertising time that can be 

purchased per TV or radio channel or in total.
b. Only in relation to expenses reimbursable by the state.
c. In practice this limit is not enforced.
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In some cases reform has been inspired by democratic activists seeking 
to improve democratic accountability and enhance citizens’ involvement 
and influence. In others, reform has mainly or partly sought to bring 
advantage to one or more political groups over others, though it may 
have been represented as having been directed at promoting the broader 
public interest. 

What is clear is that the rules of the policy-making process themselves 
are objects of reform and are to some extent endogenous to the broader 
processes of state reform examined in other chapters of this book. At the 
same time, the existing rules of the political game help shape the political 
reforms that are possible and the effects that such reforms ultimately have 
on the functioning of democracy. The experience of Latin American coun-
tries since 1985 vividly demonstrates that where democracy continues to 
function, citizen pressures and the dynamics of electoral competition can 
at times induce political reforms that, at least in a limited way, go against 
the narrow interests of the status quo political interests and have the 
potential to improve the way democracy works and to strengthen the legit-
imacy of democratic institutions. Advances in enhancing the responsive-
ness of politicians to broader public interests, improving the possibilities 
for intertemporal cooperation among political actors, and strengthening 
institutional checks and balances would seem to be necessary for progress 
in reform in other state-related institutions.

Notes

 1. The starting years for the examination of reforms for this chapter are 
1978 or the year that is considered to be the year of the transition to democracy. 
(Because Mexico experienced a prolonged process of political liberalization and 
democratization during the period, a particular year of transition is not specified. 
The year chosen as the start year for analysis of Mexico is 1982, because this is the 
year in which the first president of the 1978–2005 period was elected.) The starting 
years for each country are the following: Argentina (1983), Bolivia (1982), Brazil 
(1985), Chile (1990), Colombia (1978), Costa Rica (1978), the Dominican Re-
public (1978), Ecuador (1979), El Salvador (1984), Guatemala (1985), Honduras 
(1982), Mexico (1982), Nicaragua (1990), Panama (1989), Paraguay (1989), Peru 
(1980), and Venezuela (1979).

 2. Though the reform is not captured within the dimensions considered here, 
in 1985 Honduras experimented with a double simultaneous vote system for elect-
ing the president in which parties could field multiple candidates and the candidate 
with the most votes from the party with the most votes was the winner.

 3. Elections for both the Chamber of Deputies and the Senate are held simul-
taneously with the presidential elections, but only one-third or two-thirds of the 
members of the Senate are elected every four years.

 4. Before 1998, deputies elected out of provincial districts were elected every 
two years while those elected out of the national district were elected every four 
years.

 5. Given that in Argentina the Chamber of Deputies and the Senate have 
elections every two years, with the four-year term for the president there is now 
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only one midterm legislative election instead of two. There is no law that obliges 
the provinces to hold national legislative elections the same day as the presidential 
elections. For this reason, in 2003 in many provinces deputies and senators were 
elected on a date that was different from the date of the presidential election.

 6. The only exception is that only half of the Senate is elected every four years 
because senators serve eight-year terms.

 7. In Costa Rica presidential reelection was banned by constitutional reform 
in 1969. However, the Sala Constitucional struck down this reform in 2003, and 
the country went back to the original rule from the 1949 constitution in which 
former presidents can stand for reelection after eight years (two terms) of being out 
of office.

 8. In the Hare and greatest remainder system, the total number of valid votes 
in a given electoral district is divided by the number of seats to be awarded. In the 
first distribution parties are awarded seats according to the number of quotients 
they obtain. If there are still seats to be awarded, these are allocated to the parties 
with the greatest number of remaining votes after the full quotients are subtracted 
from their vote totals. In the D’Hondt system the total votes obtained by each party 
are divided by a series of divisors (1, 2, 3, and so on) and seats are awarded to each 
party in the order of the size of these quotients.

 9. In 2005 a constitutional reform in Chile eliminated the appointed and life-
time senators. As a result, all senators are now directly elected out of two-member 
districts.

10. The law obligating open and simultaneous primaries in Argentina has yet 
to be applied. The primaries that have been held so far have been at the discretion 
of individual parties.

11. In practical terms, the time provided is not used in El Salvador, while in 
Guatemala state television ceased operating by the beginning of 2004.
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3

A Brief Overview of Judicial 
Reform in Latin America: 

Objectives, Challenges, and 
Accomplishments

Mariana Sousa

As part of so-called second-generation reform, many Latin Ameri-
can countries have taken important steps toward transforming the judicial 
system since the mid-1980s.1 The content and the speed of these reforms 
have varied across countries. Although not all of the intended objectives 
have been achieved and some consequences of policy adjustment were 
not foreseen, the consensus is that the process of judicial reform has not 
only strengthened the judicial branch in relation to the executive and 
the legislative branches, but has also improved the mechanisms of case 
management, judicial training, administration, and dispute resolution 
(Hammergren 2002b; Popkin 2001; Santiso 2003). This chapter reviews 
the general trends of the judicial reform process in Latin America, high-
lighting its main objectives, results, and challenges. It presents a judicial 
reform index for selected countries in the region and it concludes with a 
brief overview of the main implications of judicial reform for the policy-
making process.

In the period immediately preceding the 1980s, the judiciary in Latin 
America played a subservient role in the policy-making process when com-
pared with the other two branches of government. In a context of military 
dictatorships and recurring economic crises, judicial independence was 
rare. Judges were appointed according to their political preferences and the 
Supreme Court was generally seen as a mere “rubber stamp” to the will 
of the governing administrations. At the time, political scientists, policy 
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makers, and public opinion in general considered Latin American judiciary 
systems to be irrelevant, weak, and largely dominated by the executive.2

Recently, however, as many countries in the region underwent a process 
of authoritarian-rule decay, newly established democratic governments 
stated as important policy objectives the implementation of the rule of law, 
an independent judiciary, and a well-functioning court system (Dakolias 
1996). Some underscored the importance of an independent judicial sector 
on the basis of human rights concerns (Keith 2002; Skaar 2001). Others 
recognized that the rule of law was a necessary (even if not sufficient) con-
dition for democracy (Méndez, O’Donnell, and Pinheiro 1999; O’Donnell 
1999; Prillaman 2000) and economic development (Feld and Voigt 2003; 
Posner 1999). Throughout the region, the amount of foreign aid and loans 
geared toward the improvement of the court system received a consider-
able boost (Biebesheimer and Payne 2001; Buscaglia and Dakolias 1996). 
Not surprisingly, interest in the literature on the judiciary has increased; 
this work has provided significant evidence of the active political role of 
Latin American courts and their rising impact in public policy and gover-
nance (Gargarella 2003; Schedler, Diamond, and Plattner 1999).

The Objectives, Means, Promoters, 
and Strategies of Judicial Reform

Within the context of democratization and economic liberalization, more 
specific means for achieving more efficient, independent, and accountable 
judiciaries were delineated, such as the incorporation of new technologies 
and information systems, the implementation of training methods for the 
professionalization of the bench and the bar, the modernization of proce-
dural codes, and the creation of new courts (Messick 1999). In some cases, 
the intended objectives and means were readily achieved. In other circum-
stances, powerful political forces have been able to capture the reform 
process and either reverse it or tilt it to favor certain political or economic 
interests (or both) that were not originally intended (Blair and Hansen 
1994; Eyzaguirre 1996). Even if couched in socially desirable goals, some 
changes in the judicial system have been the product of self-interested pres-
sure from narrow political groups. Table 3.1 summarizes the various goals 
of judicial reforms, the common means of achieving these goals, indicators 
to measure the success of reforms, and their major promoters. 

Although these goals are not independent of each other, they are ana-
lytically distinguishable. This becomes especially important when con-
sidering the process of implementation of these reforms, which in many 
circumstances revealed important trade-offs among the stated objectives 
(Biebesheimer and Cordovez 2000; Jarquín and Carrillo 1998). Higher 
levels of judicial independence, for instance, were aimed at curtailing the 
possible abuses of power by the executive. In reality, judicial independence 
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has often created incentives for judicial personnel to misuse resources or 
make politically motivated decisions, as they take advantage of an exces-
sive amount of discretion and lack of accountability (Gloppen, Gargarella, 
and Skaar 2004; Vargas Viancos 1999).3 Similarly, even though changes 
in laws and procedural codes have generally been interpreted as a sign of 
modernization, they have also decreased efficiency (at least in the short 
run) to the extent that it became necessary to train judges to use the new 
legislation.4 The evolution of judicial reform has thus revealed the diffi-
culty of pursuing all objectives simultaneously.

Moreover, the various objectives of reform entail the use of different 
means, measures of success, and major promoters, which can create debates 
about the best strategies for a successful judicial reform program. The 
divide is clear between those who argue that reform cannot be achieved 
without a prior societywide consensus (such as Blair and Hansen [1994]; 
Dakolias [1995]) and those who contend that a reform project itself can 
help create this consensus (for example, Hammergren (2001)). The former 
group believes that when such support is lacking, judicial reform should be 
forgone; instead, they suggest concentrating efforts on building consensus 
(that is, forging workable partnerships) for reform by opening the dialogue 
between the government, bar associations, business groups, and other non-
governmental organizations. The latter group contends that even without 
an initial large consensus within society, external donors and other reform 
supporters can create enough political will to at least start the process of 
change.5 According to this group, the process of reform should not wait for 
an optimum level of support because it gives more chances for antireform 
forces to effectively derail any attempts to change the status quo. 

Such divided opinions highlight the broad factors influencing the rate 
and the seriousness of reform, including historical experiences, the politi-
cal skill of the nations’ leaders, the organization and discipline of the 
nations’ political parties, institutional capacity, and finally, the level of 
consensus in civil society and how well that can be harnessed by political 
leaders. Most important, it draws attention to the fact that judicial reform 
takes place in at least two stages: initiation (promulgation of constitu-
tional revisions and new laws) and implementation (translation of abstract 
concepts into concrete structures). In some circumstances, reform is initi-
ated but not implemented because of the high cost of change and a lack 
of consensus within society on the need as well as the benefits of reform 
(Finkel 2003). As a result, institutional judicial advances have sometimes 
remained purely paper changes.

Types of Judicial Reforms and Reformers

Indeed, the efforts for reforming the judicial sector amount to an ongo-
ing process of cumulative changes in the law itself (Type I reforms), in 
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law-related institutions (Type II reforms), and in the role of the judiciary 
as an independent actor in the policy-making process (Type III reforms) 
(Carothers 1998). In each of these three types of reform, varying objec-
tives and means are fostered, and the extent of success can be measured 
only on a country-by-country basis. While an exhaustive list of successful 
reforms cannot be provided here, table 3.2 highlights the main categories 
of judicial reform experienced by 18 Latin American countries during the 
1985–2004 period.6 These countries are divided into three groups accord-
ing to the extent of reform.7 Argentina, Chile, Costa Rica, the Domini-
can Republic, and Ecuador are classified as broad reformers for having 
enacted changes in at least nine (out of the possible 11) reform categories 
during the period under analysis. Bolivia, Brazil, Colombia, Paraguay, and 
Peru fall under the medium reformers group because they enacted judicial 
reforms in seven or eight categories during the same period. Finally, El 
Salvador, Guatemala, Honduras, Mexico, Nicaragua, Panama, Uruguay, 
and Venezuela showed a narrow inclination to reform with visible efforts 
to change the judicial sector in six or fewer categories. Albeit at different 
paces and levels of success, all 18  countries have taken steps to change the 
judicial system in at least 4 of the 11 identified categories. 

Type I reform includes important modifications to pieces of legislation 
or entire substantive and procedural codes.8 Often the intent is to modern-
ize the judicial system, to improve efficiency, and to increase the accessibil-
ity of the judicial system to larger sectors of the population by simplifying 
procedural codes and changing the laws regarding the use of alterna-
tive dispute resolution mechanisms. In general, the redrafting of laws has 
focused on the criminal justice domain;9  some countries doing so include 
Argentina (1992), Bolivia (2000), Chile (2000), Colombia (1991), Costa 
Rica (1997), Ecuador (2001), El Salvador (1998), Guatemala (1994), 
Honduras (2000), Paraguay (2000), and Venezuela (1999). These changes 
have introduced a more adversarial system, replacing written documents 
with oral arguments and public trial before a jury or a judge (Payne and 
others 2002). The main promoters of such reforms have been external 
donors and members of government. Some visible common results include 
an increase in case backlogs (at least in the short run) for lack of experi-
ence and interpretative jurisprudence with regard to the new legislation, 
improved interest of the general public in courtroom proceedings (because 
of its more dynamic nature), and changes in the management of cases 
(Vargas Viancos 1996). Although important improvements have been 
made in writing and passing new codes, in some countries there is still 
progress to be made in drafting enabling legislation, which is supposed to 
produce the institutional capacity for the implementation of legal changes 
(Hammergren 1998a). 

Type II reform involves efforts to strengthen the functioning of the 
courts, the police, or other judicial institutions through information sys-
tems, changes in organizational management, enhanced human resources 
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training programs, and the creation of (or reformulation of existing) 
organisms such as the judicial council and the public defender’s office. 
Even though some of these institutional revisions are relevant to judicial 
independence, their stated objectives lie elsewhere: increased accessibility 
to the justice system, elimination of traditional vices such as corruption, 
and an overall improvement in courts’ performance. The main promoters 
of this type of reform have been civic groups (both domestic and inter-
national) and they have hoped to improve the judiciary’s image in public 
opinion. Given the intrinsic difficulty in making cross-country compari-
sons of institutional strengthening, progress in this type of reform should 
be assessed by evaluating country-based reports (Hammergren 1998b).10

Type III reform includes any change to the process of nomination, pro-
motion, and evaluation of judges; modifications affecting the tenure and 
remuneration of judges; granting the judiciary more autonomy with respect 
to the stipulation and management of its budget; reforms in the size and 
structure of the highest court; the creation of a constitutional court; or the 
revision of the judicial review powers of the highest court. Together these 
reforms are aimed at achieving greater levels of judicial independence.11

Although the sources of judicial independence vary,  a successful Type 
III reform requires a profound modification in the incentive structure for 
policy makers. That is, beyond legal and institutional changes, politicians 
need to start perceiving an independent judiciary as an essential and valued 
feature of the policy-making process. Not surprisingly, civic groups, exter-
nal donors, and judges themselves have joined forces to push for sweeping 
change in the attitude of government officials so as to accept the judiciary 
as an independent decision-making entity in various Latin American coun-
tries. The satisfactory achievement of these reforms depends on the extent 
to which these attitudinal changes can be developed. 

In reviewing the types of reforms carried out by Latin American coun-
tries, shown in table 3.2, it is possible to identify some general trends in 
the region. Whereas Type I reform has been frequently undertaken by 
all three groups of reformers, the narrow set of reformers has found it 
particularly difficult to carry out Type III reform. Within Type II reform, 
the creation and strengthening of judicial institutions and modifications 
to provide better access to justice have been common; the same cannot 
be said about changes that improve information systems and the training 
of judges and judicial personnel. Within Type III reform, restructuring of 
the career system has often been observed in all three groups of reform-
ers; changes favoring greater budget autonomy were mostly enacted by 
broad reformers.  

These general patterns suggest that there is no uniform formula for 
restructuring the judicial system. Approaches to reform varied from 
“shock treatment” to “piecemeal.” While some reforms were far-reaching 
(usually undertaken by the broad reformers), others focused on altering 
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specific aspects of the judicial system. In neither case does the initiation of 
reforms guarantee their success. 

Overall, changes since the mid-1980s have been largely in the direction 
of less politically motivated mechanisms of selection for Supreme Court 
magistrates and lower judges, pay increases, life or longer terms, increases 
in budget allocation to the judicial sector, creation of judicial councils 
(responsible for budget administration and promotion and appoint-
ment of judges), more education programs to enhance professionalism of 
judges, greater constitutional review powers to Supreme Courts, and in 
some cases, creation of separate constitutional courts. At least some visible 
partial improvements can be seen in human rights protection: more cases 
are being heard, judges are better prepared and take their jobs more seri-
ously, decisions are made in a more unbiased manner, and corrupt judges 
are being punished (USAID 2001). Even critics agree that the achievement 
of more independent judiciaries, efficient case management, increased 
judicial resources, and enhanced human rights protection should not be 
underappreciated (Correa Sutil 1999; Hammergren 2002b; Prillaman 
2000; Ungar 2002).

The Challenges to Judicial Reform

The objectives of reform have not been easily achieved. The process of 
change is necessarily full of conflict and direct resistance to reform has 
come from opposition parties, the political class that benefited from a 
controlled judiciary, and sometimes, the judiciary itself (Popkin 2001). For 
instance, in 1990, Chile’s new democratic government attempted to pass 
reforms that would have created a National Justice Council and changed 
the structure of the Supreme Court. Such suggestions were never approved 
because of severe opposition by both the judiciary (which interpreted the 
reforms as a threat to its independence) and the opposition parties (which 
were afraid of the consequences for human rights violators of the Pino-
chet regime). The executive itself has, in some instances, tried to regain 
control over the judiciary. In Argentina, President Menem’s interest in 
regaining control of the court was behind the increase in the size of the 
Supreme Court from five to nine members. Similar efforts on the part of 
the executive have been observed in Guatemala, Honduras, Panama, and 
Peru. Table 3.3 is revealing in its summary of the main obstacles to judicial 
independence identified in a survey (among other sources) conducted by 
the Due Process of Law Foundation in collaboration with the Fundación
Internacional para Sistemas Electorales in selected Latin American coun-
tries in 2000 (USAID 2001).

Two other barriers to the successful fulfillment of reform objectives 
can be added to these forces of resistance. Despite the reform efforts, the 
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general public’s perception of the sector has not improved. The Latinoba-
rometer survey (2004) shows that only 32 percent of the respondents in 18 
surveyed Latin American countries hold “high” or “some” degree of trust 
in the judicial system.12 In Argentina, for instance, the levels of “low” 
trust reached 90.3 percent in 2003, followed by Paraguay (88.0 percent), 
Ecuador (84.6 percent), and Mexico (81.1 percent) (Popkin 2004). Only 
in Costa Rica did more than half of respondents hold “high” confidence 
in the judicial system. Without widespread public support, citizens’ con-
trol mechanisms over traditional vices of the judicial sector are impaired, 
and the demand for increased transparency and judicial independence 
decreases. In addition, the media have not always played a positive role in 
legitimating reforms and the work of the courts. Often they only under-
score the failures of the sector, blaming it for the high levels of crime and 
impunity in certain Latin American countries. Taken together, these two 
factors make it more difficult to create a consensus in favor of change in 
the justice system (Domingo and Sieder 2001).

The Determinants of Successful Judicial Reform

Despite numerous challenges, the search for the main factors shaping the 
success stories of judicial reform in Latin America is extremely valuable.13

Although it is difficult to transfer the content of successful judicial reform 
from one country to another, many lessons can be drawn from the analy-
sis of shared experiences across borders. This is particularly relevant if 
Latin American countries want to avoid replicating mistakes and instead 
promote further improvements in both the performance of their judicial 
systems and the quality of their democratic governance. Some of these les-
sons are identified below.

Based on the observation that the adequate implementation of reforms 
depends on committed political and judicial will and a broad base of 
societal support, a successful process of judicial reform must be transpar-
ent and subject to systematic monitoring. Transparency ensures access to 
quality information about the state of reform and its effect on the activi-
ties of the judiciary. Systematic monitoring motivates continuous compli-
ance with standards and reform strategies. Taken together, these features 
allow for higher levels of public awareness and consensus regarding the 
problems of the judiciary and the importance of reform. Higher levels of 
awareness and consensus, in turn, invite the involvement and participation 
of not only key stakeholders but also different groups in civil society. Ulti-
mately, greater involvement and participation reinforces public demand 
and the commitment by elites to reform.14

A well-defined reform strategy, coupled with efficient coordination 
and capable leadership, also contributes to the success of judicial reform. 
These factors facilitate the identification of weaknesses and the elabora-
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tion of best practices, thus avoiding duplication of effort and the waste 
of resources. In addition, they serve as extra mechanisms to detect and 
punish corruption in both the judicial system and the reform process. The 
maintenance of the integrity and the legitimacy of reform programs are 
fundamental for progress to be achieved. 

Moreover, the success of judicial reform depends on the inclusion of 
reform efforts into broader institutional and economic restructuring agen-
das (Henderson and Autheman 2003). Because the judiciary does not 
exist in a vacuum, complementary political and socioeconomic reform can 
improve the sustainability of judicial reform. A free press, for instance, can 
disseminate information vital for the implementation of judicial reform. 

Finally, having an accurate understanding of each country’s needs and 
vulnerabilities is essential for the appropriate design of successful reform. 
Magic formulas and “one size fits all” reform recipes from abroad have 
limited applicability (Hammergren 2003). If reformers do not know the 
peculiarities of the national socioeconomic and political environment, the 
definition of problems, causes, and solutions is impaired.

The Differentiated Results of Judicial Reforms

Beyond the determinants of successful judicial reforms, it must be high-
lighted that the same type of reform has often produced different results 
across (and within) countries. The issue of judicial councils is a case in 
point. To improve the procedures for selecting and promoting judges as 
well as to increase the independence of the judiciary by administering 
its budget, many Latin American countries decided to follow the Euro-
pean model of establishing judicial councils. Often, however, these new 
bureaucracies have become subject to the same kind of politicization that 
they were supposed to help reduce (Hammergren 2002a). Supporters of 
the creation of judicial councils claim that despite all the problems, the 
establishment of judicial councils is a significant advance over the previ-
ous criteria for appointment of judges, as in Costa Rica. Skeptics do not 
agree and propose to disband judicial councils, as happened in Ecuador 
due to lack of effectiveness. Regardless of the merits of the arguments of 
both groups, what is evident is that the composition and responsibilities 
assigned to judicial councils are not the same in all Latin American coun-
tries, suggesting that the effects of reforms to these entities have varied 
significantly (see table 3.4).

Two other examples of the differentiated impact of judicial reforms 
in various Latin American countries follow. First, although judicial sala-
ries have generally improved, they remain low in many countries when 
compared to salaries in the private sector, and are therefore not attract-
ing enough qualified professionals (an important exception is Brazil). In 
some cases, salary improvement occurred only at the top of the judicial 
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hierarchy, which has not necessarily solved the problem of poorly quali-
fied judges and attorneys. Figure 3.1 portrays this situation. It shows the 
annual salaries of Supreme Court and lower court judges in purchasing 
power parity U.S. dollars (PPP/US$) in 2000. Although in Ecuador, judges’ 
salaries increased 100 percent in 1992 and 40 percent in 2002, the com-
pensation of first instance judges is still considered low and uncompetitive 
(World Bank 2002). In Nicaragua, while Supreme Court judges receive 
high salaries, lower court judges struggle to maintain a reasonable income 
(thus, the highest compression rate in Latin America). Finally, Brazil is an 
example of competitive remuneration at all judicial hierarchical levels and 
a low compression rate. 

The judicial budget provides a second example of the differentiated 
impact of judicial reforms. Even though changes in the law have made 
the judiciary responsible for drafting its own budget in many countries, 
such as Argentina, Chile, Colombia, Paraguay, and Uruguay, in practice, 
only in some democracies is its execution independent of the approval 
of the executive or legislature. In most countries, financial resources for 
the judiciary are controlled either because the executive disburses these 
resources in quotas or because the judicial budget requires some special 
authorization by the other branches of government. Not surprisingly, the 
degree of de facto budget autonomy has varied significantly across the 
region (USAID 2001).

When looking at quantitative indicators of the success of reforms there 
is still considerable variation at the individual country level of analysis. 
Subjective indicators of judicial independence show Brazil, Chile, Costa 
Rica, and Uruguay as examples of countries with high levels of judi-
cial independence. Conversely, the majority of the other Latin American 
countries score lower than the world average in judicial independence (see 
figure 3.2). As an illustration of how the initiation of reforms does not 
necessarily lead to their complete implementation, figure 3.3 presents de 
jure and de facto indicators of judicial independence. Their correlation 
coefficient is only 0.334. 

The Judicial Reform Index

Once again, the initiation of reforms does not necessarily mean they were 
successfully implemented or the intended goals were achieved. The sec-
tions on the challenges to reform and the differentiated results of judicial 
reform provide evidence for such an assertion. In an effort to provide an 
overall assessment of how well a country’s judicial sector matches with 
the expectations of a particular reform objective, this section presents a 
judicial reform index (JRI) for 10 selected Latin American countries. This 
index is based on the index developed by the American Bar Association’s 



Figure 3.1 Remuneration of Judges and the Compression 
Rate, 2000

Source: The World Bank, Legal and Judicial Reform Practice Group, 
http://www4.worldbank.org/legal/leglr/.

Note: PPP US$ = purchasing power parity U.S. dollars.
a. Second instance judges are responsible for hearing cases initially adjudicated 

in the lower courts and correcting possible legal errors made by first instance judges.
b. First instance judges are responsible for trying and ascertaining the facts 

on cases of a civil, commercial, or criminal nature, when they first arrive at the 
(lower) judicial courts.

c. Compression rate is the ratio between the highest and lowest salary.
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Central and East European Law Initiative (ABA/CEELI 2002) and it serves 
as an analytic device to evaluate the accomplishments of reform efforts.

The JRI is not a quantitative indicator, in which countries score points 
as more reforms are achieved. Because of the methodological difficulties 
of developing a quantitative measure of countries’ reform progress, each 
of the selected countries is simply recorded here as having a negative, 
neutral, or positive correlation with each of the “factors” analyzed.15

Each reform factor corresponds to a statement of what would be expected 
after completion of a country’s judicial reform process.16 If the reality 
of a given country’s judicial system fully corresponds to the statement, a 
positive correlation is marked. On the contrary, if what is stated does not 
match up with the facts of each country’s judicial sector, a negative cor-
relation is recorded. Finally, if there are signs of mixed correlation with the 
statement—in which some positive factual evidence is tempered by some 
negative—a country receives a neutral evaluation. The 26 statements used 
as the factors of reform are shown in appendix 3A.

Figure 3.2 Subjective Indicators of Judicial Independence in 
Selected LACs

Source: World Economic Forum 2005.
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Figure 3.3 De Jure and De Facto Judicial Independence 
Indicators in Selected Latin American Countries

Source: Feld and Voigt 2003.
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In addition, it is important to note that the Informes Nacionales sobre 
Independencia Judicial produced by the Fundación para el Debido Pro-
ceso Legal in collaboration with the Fundación Internacional para Siste-
mas Electorales was used as the basis for the evaluation of each country’s 
judicial system. These reports were prepared in 2000 and produced as 
USAID’s technical publication Pautas para promover la independencia 
y la imparcialidad judicial (or Guidance for Promoting Judicial Indepen-
dence and Impartiality) published in 2001. Further progress may have 
occurred in the time that has elapsed since these reports were published. 
As a result, all of the information presented in table 3.5 should be inter-
preted cautiously.  

Among the 10 Latin American countries reviewed, Chile and Costa 
Rica have achieved the most positive concrete results in the process of judi-
cial reform. El Salvador, Guatemala, and Honduras are lagging behind: 
despite the efforts to reform, they have yet to accomplish their intended 
outcomes. Furthermore, the evidence suggests that, in all countries, the 
goals of efficiency, accountability, and transparency have been the most 
difficult to achieve. Judicial review powers of the highest court demon-
strate important expansion.

Conclusion and Implications of 
Judicial Reforms for the Policy-Making Process

Since 1985, Latin American countries have gone through an important 
process of judicial reform, albeit at different speeds. Within the context 
of political and economic liberalization, these reforms were aimed at 
increased levels of judicial independence, efficiency, access to justice, and 
the elimination of corrupt practices. The implementation of these reforms 
revealed important trade-offs and the simultaneous achievement of all 
goals has proved difficult (if not impossible). The challenges to change 
come from various sources ranging from entrenched political interests to 
lack of support by the media and public opinion. The effects of reform 
have varied across (and within) countries, but some considerable advances 
have been observed. Countries that made sure the process of reform was 
transparent, open to broad participation, and adequate to their own socio-
economic and political contexts were able, for the most part, to capitalize 
on the benefits of successful judicial reform. What this brief examination 
of the Latin American experience shows is that reforms in the judicial sec-
tor have produced some differentiated but significant changes in the struc-
ture and the functioning of courts, which, in turn, may have an impact on 
how courts veto laws, shape their content, enforce other policy reforms, 
and act as an alternative representative of society. At the very least, judicial 
reforms have started the debate over what role the judicial branch could 
and should assume in the policy-making process.
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More specifically, it appears the division of powers and the role of the 
judiciary in the policy-making process are not as neatly and narrowly 
defined as traditionally supposed.17 First, with the establishment of insti-
tutional structures conducive to higher levels of judicial independence, 
courts have become less subservient and the judiciary has repositioned 
itself in relation to other branches of government. The number of judicial 
rulings against the executive’s preferences has generally increased in many 
countries, and overall, the greater importance of court decisions in both 
public policy and politics is apparent (Shapiro and Stone Sweet 2002; Tate 
1992). Moreover, the broadening of judicial review powers has forced leg-
islators to consider constitutional adequacy when elaborating legislation 
(Stone Sweet 2000). The policy debate now includes efforts to anticipate 
the reaction of judicial institutions (Ferejohn 2002). Finally, the appoint-
ment of higher court judges remains largely political. If courts were irrel-
evant for the policy-making process, the strategic interest in the control of 
appointments to the courts would not be so prevalent

A greater understanding of why and how courts affect both the policy-
making process and policy outcomes is still lacking. Although discussions 
about the “judicialization of politics” emphasize the role of courts in 
affecting public policy and their influence in politics (Tate and Vallinder 
1995), the literature has yet to explore the link between reform, the role 
of the judiciary in the policy-making process, and the features of public 
policy. A comprehensive study on this issue would be of great value.

Here, it suffices to speculate about what judiciaries in Latin Amer-
ica are capable of doing in the policy-making process. First, courts can 
act as “veto players.” Following Tsebelis’s (2002) work—which argues 
that policy change becomes more difficult as the number of veto players 
increases—courts assume this role when their “agreement is required to 
enact policy change” (Andrews and Montinola 2004, 56). Second, courts 
can shape the content of policies according to their own preferences, ful-
filling their role as a “policy player.” Rather than being a simple seal of 
approval, when judiciaries review laws to determine their legislative intent 
or when they give new interpretations to a piece of legislation, they are 
engaging in the process of law crafting because they are impressing their 
own policy preferences onto policy outcomes. The third possible role 
that judiciaries can undertake is similar to that of a “quality inspector.” 
Courts can be called upon to ensure the effective application of other state 
policy reforms (such as privatization, or fiscal and pension reform), and 
in this case, would act as external enforcers of agreements and mediators 
between contracting parties. When acting as a quality inspector, courts 
are not primarily concerned with judging the constitutionality of laws 
passed by governments, but rather with the supervision of activities and 
day-to-day disputes involving the government that cannot be solved by the 
two contracting parties alone or the regulatory agency. Finally, a fourth 
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possible role for the judicial branch is that of “society representative.” In 
general, it is difficult for certain, usually lower, classes within society to 
have a direct impact on the policy-making process. Because judiciaries 
make certain issues or conflicts more salient than others, they can provide 
a voice for the marginalized groups and an alternative channel for societal 
representation.

Given this variety of possible roles for the judiciary in the policy-mak-
ing process, it is important to be cautious about the road ahead. Fear-
ing the increase of judicial power in the policy-making process, some 
Latin American governments have either stopped or reversed the advances 
made by judicial reforms. Countries providing examples of reform back-
lashes include Ecuador and Venezuela. In these countries, the executive 
encroached on the workings of the judicial system and interfered with 
the normal proceedings of separation of powers. The process of judicial 
reform is far from complete. Its results remain uncertain and its effects 
on the dynamics of the policy-making process are not yet clear. Although 
the time of weak, dependent, and irrelevant judiciaries has passed, the 
ultimate accomplishments of judicial reform will depend on the degree to 
which Latin American countries can overcome the barriers to change.

Appendix 3A. The Factors of Judicial Reform
(Adapted from ABA/CEELI’s Judicial Reform Index country reports):

I. Quality and Education

Factor 1: Judicial Training. Judges are required to have a Bachelor’s de-
gree in legal studies and some practical experience, or have specific aca-
demic training on pertinent substantive and procedural law and the role 
of judges in society before they are appointed.

Factor 2: Selection/Appointment Process. Judges are selected and ap-
pointed according to impartial and apolitical criteria through the use of 
standardized exams, professional experience requirements, and perfor-
mance thresholds. 

Factor 3: Continuing Legal Education. Judges are required to continu-
ously take courses (free of charge) in various areas of law to keep them 
updated with the most recent legislation changes.

II. Judicial Powers

Factor 4: Judicial Review of Legislation. There is a judicial entity that 
can establish the constitutional adequacy of all other legislation and the 
decisions are enforced.
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Factor 5: Judicial Oversight of Administrative Practice. The judicial 
branch has the power to supervise administrative acts, forcing the govern-
ment to accomplish its legal duties.

Factor 6: Judicial Jurisdiction over Civil Liberties. The judicial branch 
is the sole authority entitled to evaluate cases regarding civil rights and 
liberties.

Factor 7: System of Appellate Review. There is a system of appellate 
review which allows judicial decisions to be reconsidered and, whenever 
appropriate, reversed.

Factor 8: Contempt/Subpoena/Enforcement. The judiciary may exercise 
its contempt, subpoena, and/or enforcement powers without fear of en-
croachment and disrespect by other branches of government.

III. Financial Resources

Factor 9: Budgetary Input. The judicial branch collaborates with the leg-
islature and/or the executive to determine its budgetary allocations, and it 
solely manages how its resources are spent.

Factor 10: Adequacy of Judicial Salaries. Judicial salaries are considered 
competitive and adequate to attract and retain well-trained judges. 

IV. Structural Safeguards

Factor 11: Guaranteed Tenure. A judge’s appointment is either for a 
fixed-term or guaranteed life-long tenure.

Factor 12: Objective Judicial Advancement Criteria. Judges are promoted 
based on objective criteria and impartial standards. 

Factor 13: Removal and Discipline of Judges. Judges can only be removed 
from the bench via a transparent and impartial trial process for misconduct.

Factor 14: Case Assignment. The process of case assignment is guided by 
an objective method, such as by lottery.

Factor 15: Judicial Associations. A judicial association exists and it is ac-
tive in promoting the interests of the members of the judiciary.

V. Accountability & Transparency

Factor 16: Judicial Decisions and Improper Influence. Judges make their 
decisions according to their examination of the evidence and their under-
standings of the law and justice, without inappropriate interference from 
other governmental authorities, private interests, and superior judges.
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Factor 17: Code of Ethics. A judicial code of ethics exists and judges are 
expected to abide by it during their tenure.

Factor 18: Judicial Conduct Complaint Process. An important process 
exists to record public complaints against judges’ conduct.

Factor 19: Public and Media Access to Proceedings. The general public 
and the media have open access to courtroom proceedings.

Factor 20: Publication of Judicial Decisions. Judicial decisions are pub-
lished and/or generally available for public examination.

Factor 21: Maintenance of Trial Records. Courtroom proceedings are 
recorded/transcribed and maintained for open access by the public.

VI. Efficiency

Factor 22: Court Support Staff. Judges have a well-equipped staff to help 
them perform their job in an efficient manner. 

Factor 23: Judicial Positions. The creation of new judicial positions fol-
lows objective procedures.

Factor 24: Case Filing and Tracking Systems. Efficient case filing and 
tracking systems ensure that cases are heard without long delays.

Factor 25: Computers and Office Equipment. A sufficient number of 
computers and office equipment is available for a more efficient manage-
ment of caseloads. 

Factor 26: Distribution and Indexing of Current Law. Judges constantly 
receive jurisprudence and updates in legislation.

Notes

 1. In this chapter, “judicial system” includes not only the workings of the 
judicial courts, but also the broader legal and institutional framework related to the 
administration of justice (that is, lawyers, the police, prosecutors, public defenders, 
and all civil, penal, and constitutional legislation).

 2. See Verner (1984) for possible explanations for the judiciary’s historical 
role of dependence.

 3. It is worth noting that the abuse of resources and lack of accountability has 
raised questions about the very desirability of providing the judiciary with greater 
levels of independence. Critics claim that the judicial branch cannot be a “black 
box” without any external oversight.

 4. The extremely slow pace of the adjudication process is a perennial com-
plaint in many Latin American countries.

 5. That does not mean that the sustainability of reforms would be guaranteed.
 6. The 18  countries included are Argentina, Bolivia, Brazil, Chile, Colombia, 

Costa Rica, the Dominican Republic, Ecuador, El Salvador, Guatemala, Honduras, 
Mexico, Nicaragua, Panama, Paraguay, Peru, Uruguay, and Venezuela.
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 7. Table 3.2 does not tell the reader the degree of success of the enacted judi-
cial reforms. It only shows whether a country has taken significant steps to change 
the status quo within each of the possible types of judicial reform.

 8. Type I reforms can also be called legal reforms. Because of the predominance 
of the civil law tradition in Latin America, judicial reforms have often been equated 
to legal reforms. Here, legal reforms constitute one type of judicial reform.

 9. Although it has not been restricted to it. Other areas include commercial 
and family law.

10. The difficulty has to do with the fact that the concept of institutional 
strengthening is very particular to each country’s history as well as its social, politi-
cal, and economic context.

11. Although judicial independence has many meanings and dimensions, this 
chapter follows Keith S. Rosenn’s definition of the concept: “the degree to which 
judges actually decide cases in accordance with their own determinations of the 
evidence, the law and justice, free from coercion, blandishments, interference or 
threats of governmental authorities or private citizens”  (Rosenn 1987).

12. Although the reasons for these low levels of confidence in the judiciary are 
beyond the scope of this chapter, some plausible explanations can be identified: 
lack of accountability, limited access to the judicial system, high levels of corrup-
tion, and significant delays in the judicial process.

13. “Success” means the degree to which the objectives of a certain judicial 
reform program are actually achieved.

14. Building broadly based coalitions in favor of reform is especially important 
when judges themselves tend to be conservative and opposed to change (Buscaglia 
and Dakolias 1996).

15. For a good overview of the methodological difficulties of composing a 
quantitative index, see any of the country reports of ABA/CEELI’s Judicial Reform 
Index available at http://www.abanet.org/ceeli/publications/jri/home.html.

16. Although these statements were elaborated by the ABA/CEELI for East-
ern European countries, they can be applied to the Latin American context as 
well.

17. Traditionally, the role of courts in the policy-making process has been 
reactive in nature: interpreting laws and establishing their legality given an already 
existing body of rules and norms only when requested.
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4

Public Administration and 
Public Employment Reform 

in Latin America
Koldo Echebarría and Juan Carlos Cortázar

The years since 1990 brought about important transformations in 
the politics, societies, and economies of Latin American countries and, by 
extension, their state apparatuses. Public sector reform has affected a large 
number of institutions and policies, producing significant changes in the 
role of the state and the way it performs its functions. Two major political 
and economic trends stimulated these changes: the democratization pro-
cess and the deepening of the market economy. As a result, although the 
state has narrowed its functions, it has acquired greater political responsi-
bility for the welfare of citizens. 

This chapter analyzes how these major trends have affected the public 
administration, an institution to which the great political and economic 
theories pay scant attention, but which forms the black box of state opera-
tions. Public administration is the aggregate of organizations, people, 
formal and informal rules, capacities, and practices. Its statutory mission 
is to convert policies, laws, and the budget into useful services for citizens. 
In this intermediation process, the public administration is not neutral, 
and its form and the incentives that it creates have transcendent effects on 
citizens. The public administration transforms expectations and desires 
about the role and mode of operation of the state into the reality that 
citizens experience. 

This chapter analyzes the evolution of the public administration amid 
the transformations in the region. The analysis focuses on empirical vari-
ables that describe the circumstances of public employment, which is one 
of the most important aspects of public administration. The degree to 
which employment is merit based and stable, its professional capacity, and 
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its consistency with government policies are basic institutional factors for 
a competent and neutral public administration. 

Surprisingly, the transformation of public administration in the region 
can be explained more as a reflection of other political or fiscal reforms 
than as the fruit of an independent reform effort. This means that the 
important pending challenge—the construction of a merit-based admin-
istration—is not very different from that proposed in the 1960s. Even so, 
these reforms have resulted in a less centralized and more complex admin-
istration in which a variety of bureaucratic considerations can emerge 
within a single country. For the future, this creates the need for the public 
administration reform strategy to be more tolerant of the diversity of 
structures and organizations that have developed. 

The next section describes public administration as the object of reform. 
The region’s record in the last few years is analyzed, taking into account 
that public administrations can be transformed either by economic and 
political reforms of which they are not the main target, or by reforms 
specifically aimed at their transformation. The second section discusses 
the strategies followed by different governments to reform their public 
administrations. The third describes the changes in public employment, 
which are important for understanding the transformations of public 
administration. Next, a system of indicators is presented that evaluates 
the most important qualitative aspects of public administration. Based 
on this information, the main models of public administration that have 
developed in the region after the reforms are described, and some of their 
most relevant examples, are identified. The final section presents an over-
view of the transformations achieved and future challenges. 

Public Administration as an Object of Reform Policies

Public administration has been described as the submerged part of the 
iceberg that forms the core of the state apparatus. This metaphor expresses 
two attributes of public administration relevant for analyzing its transfor-
mation. The first is that the administration is the most voluminous part 
of the state apparatus, grouping the immense majority of the material and 
human resources at the service of the state; the second is that, despite its 
size, public administration has a subordinated and instrumental position 
within the state, operating under the direction of the government and 
under the control of the other two branches of the state. This subordina-
tion often gives it a secondary role in state reform, being more a subject 
of transaction in the major political and economic reforms rather than an 
object of reform itself. 

This does not mean that the administration is a pure organizational 
implement of the government and, therefore, easy to transform. Because 
of the size of the resources that compose it, the public administration 
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acquires its own institutional substance, which gives it a dynamic that 
goes beyond the political and economic sphere. Political and economic 
reforms tend to ignore this dynamic and operate under simple hypotheses 
that tend to produce undesirable effects in the operation of the admin-
istration. For example, applying a political logic that considers public 
administration subordinate to democratically elected governments, in 
many countries a large number of public positions are left to government 
discretion. Given the relative independence of the administrative appara-
tus, this discretion can simply result in filling posts rather than moving 
the administration toward the political objectives of the government cur-
rently in office. Likewise, based on the logic of fiscal policy, drastic plans 
to contain wages can be formulated that, if they fail to recognize the 
negotiating capacity of the unions, can end in conflicts that lead to more 
costly wage settlements than would be obtained from a view of wage 
policy as part of employment policy. 

The traditional view of administrative reform, which considered the 
organization and operation of the administration in isolation and pro-
jected its transformation without considering its political and economic 
importance, could also be considered unrealistic. In developing countries, 
the administration has tended to evolve more as a public resource than as 
an independent institution that, based on the neutrality and capacity of its 
officials, serves the rule of law. The political component of the administra-
tion means that any transformation has to be based on a transformation 
of the underlying political model. The same can be said of its fiscal impor-
tance, which means that the public administration must be considered a 
part of budgetary policy, especially in relation to resources and wages. Any 
reform of the administration that ignores fiscal parameters is condemned 
to be unviable or unsustainable. 

Since 1990, considering the state as a whole, public administrations in 
Latin America have rarely been the direct object of the most important 
reforms, which have been dominated by political and economic consid-
erations. The region has undergone a strong democratizing process that 
has introduced, for the first time in some countries, the basic rules of a 
plural competitive political system, where opinions are freely expressed 
and access to power is possible. In this context, it is normal for insti-
tutional attention to tend to shift from the executive to the legislative 
branch and other components indispensable for a functioning democracy. 
Subnational governments gain political space through democratization 
and decentralization processes, which also have an impact on the admin-
istrative apparatus. Moreover, in this period the region also experienced a 
radical change in the dominant development paradigm. The Washington 
Consensus proposed a set of measures aimed at creating a more limited 
and fiscally disciplined state, which transferred development impetus to 
market forces. Thus, public administration was displaced from the center 
of attention, except for its relevance to fiscal policy. 
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Although administrative reform since 1990 has tended to take a back 
seat to political and economic reform, public administration has been 
subject to transformation because the latter reforms have altered its orga-
nization and operation. Although many countries have proposed specific 
administrative reform agendas, the effect has been marginal, with excep-
tions such as Brazil and Chile, and sometimes has not even counteracted 
the pernicious effects of other reforms on the effectiveness and capacity of 
the public administration. 

Despite this, the region has not been isolated from the wider theoretical 
and practical movement toward reform of public administration, which 
took place in this period in the developed countries. As an initial outcome 
of restrictive fiscal policies, but gaining independence from them, adminis-
trative reform policies under the sign of “new public management” opened 
the way with their impact on the organization and operation of the state 
in many Western countries. The central issue has been the introduction of 
organizational models and management practices that move public admin-
istration toward economic as well as administrative rationality. Although 
the new public management is not transferable to existing models or tech-
niques, the routines of the public administration have been altered in many 
countries by the effort to improve performance and the satisfaction of the 
users of public services. 

The region has echoed this movement and, with the support of mul-
tilateral financial organizations, many countries have introduced models 
and techniques inspired by the new public management. Although little 
data are available to evaluate these initiatives, one finding is the diversity 
of effectiveness in transforming the routines of countries and in achieving 
higher levels of effectiveness and efficiency. As the data presented below 
reveal, most of the administrations in the region continue the patrimonial 
model with low levels of independence and effectiveness, leaving only a 
few countries or enclaves of rationality and effectiveness. Moreover, it can 
be argued that the application of management techniques in a context of 
high politicization and low administrative neutrality is contradictory to 
the basic requirements of stability and independence, which require the 
strengthening of the public administration in developing countries. 

Strategies of Public Administration 
Reform in the Region 

As already mentioned, public administration is the aggregate of organi-
zations, people, formal and informal roles, capacities, and practices, the 
statutory mission of which is to convert policies into laws and the budget 
into useful services for citizens. The rules and routines that cross the entire 
public administration—such as those related to budgetary and financial 
management, civil service, procurement, organizational development, 
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and control—generate incentives that guide, constrict, and motivate the 
action of the organizations and public officials (Barzelay 2001). So pub-
lic administration reform consists of a set of coherent interventions that 
attempt to redirect these institutional incentives to increase the efficiency 
and effectiveness of organizations and officials and their responsibility for 
the generation of services that are useful to citizens. 

This chapter describes two aspects of administrative reform efforts . The 
first is breadth, or the degree to which the reform processes have attempted 
to affect, or have achieved an impact on, the various cross-sectional com-
ponents of the public administration (budget, control, civil service, pro-
curement, organizational development, and so forth). The second aspect is 
the depth attempted or achieved in modifying these cross-sectional compo-
nents. The typology shown in figure 4.1 is based on these two aspects. 

The typology identifies reform processes that combine varying degrees 
of comprehensiveness and depth of the proposed or achieved changes. For 
example, reform processes that are usually identified as exemplary mod-
els of new public management—as in Australia, New Zealand, and the 
United Kingdom—could be classified in or near quadrant IV because they 
achieved reforms that affected most of the cross-sectional components of 
the public administration with significant depth. 

Three recent reform processes in Latin America allow us to appreciate 
the internal logic of those processes in relation to the comprehensiveness 
and depth proposed and effectively achieved. The first was the reform of 
the public apparatus in Brazil from 1995 to 1998 during the first Cardoso 
administration, which led to a constitutional amendment supported by a 

Figure 4.1 Strategies for Public Administration Reform
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majority in congress. The reforms consisted of the authorization of new 
forms of organization (such as agencies and quasi-autonomous nongov-
ernmental organizations), new forms of public employment, and increased 
flexibility in the job security of public officials (Gaetani 2003). These 
reforms substantially strengthened the merit-based character of the central 
administration, promoting its professionalization and reducing the weight 
of the public payroll in the federal budget. After passage of the reforms, 
the ministry created to implement them—the Ministry of Administration 
and State Reform—was deactivated, so the process lost some of its impe-
tus, but it was not discontinued or reversed in any way.  

In contrast, since 1990 Chile has been implementing an ongoing reform 
that has gained impetus and scope over time. Initially (1990–94), adminis-
trative reform was not an explicit priority on the government agenda, but 
specific initiatives were developed for unifying conditions in the adminis-
tration and modernizing the management of some agencies. From 1994 to 
1996 the issue moved up the government agenda, generating a set of initia-
tives aimed at changing the focus of the public administration toward effi-
ciency, effectiveness, and quality of service. An interministerial committee 
was set up to oversee the reform process, in which the Ministry of Finance 
took a leading role. Beginning in 1997, a structured reform program was 
implemented in various elements of the administration, with more com-
prehensive strategic definition and initiatives in areas of information tech-
nology, government purchasing, management redesign, and management 
by results (Armijo 2002). Among other things, the program established a 
system of management agreements and a system of evaluation by results, 
both linked to the budgetary appropriations of every agency. Last, in 2003 
a significant reform to public employment was implemented with estab-
lishment of the Public Senior Management System for the merit-based 
selection of senior civil servants, and a new policy on access to jobs and 
the professional career path. 

The reform initiative in Peru between 1995 and 1997 took a differ-
ent course. Starting from concerns about the fiscal weight of the public 
sector payroll during the first Fujimori administration (1990–95), the 
reform effort entered the government agenda in 1995. With shared but 
conflicting leadership between the Presidency of the Council of Ministers 
(which emphasized the organizational and management aspects of the 
reform) and the Ministry of Economy and Finance (which emphasized 
reduction of the fiscal weight of the payroll), an attempt was made to exploit 
the opportunity opened in the 1995 Budget Law that delegated legislative 
powers to the executive for approval of a vast set of reforms. These ranged 
from organizational restructuring of the ministries to the modernization of 
personnel management, government purchases, and control systems. In a 
race against time in 1996, a team of consultants prepared a vast package 
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of legal reform proposals, which finally collided with the insurmount-
able obstacle of presidential disapproval. This veto was caused by fear 
of the high political cost of an initiative that would significantly reduce 
the workforce, and that faced resistance from important sectoral interests 
in the cabinet itself because several ministers would have lost power in 
the organizational restructuring. In view of this, the consulting team was 
disbanded and the reform proposals were sent to congress after the pow-
ers delegated to the president had expired, never to be passed (Cortázar 
Velarde 2002). 

Returning to the typology proposed in figure 4.1, the Chilean experi-
ence seems to have begun in quadrant I and moved gradually toward 
quadrant IV, gaining on the way a better position on the government 
agenda and the necessary political support; thus, this case is an example 
of an incremental reform strategy. In contrast, the opposite path was fol-
lowed in Peru. After proposing comprehensive, deep reform of the public 
administration (quadrant IV) only some minor organizational restructur-
ing was achieved (quadrant I). The Brazilian case is situated around the 
center of figure 4.1. The reforms proposed and executed had a moderately 
comprehensive scope and intermediate depth (for example, no substantive 
reform of public employment was proposed or achieved, unlike the suc-
cess in Chile, and fewer aspects of public administration were attempted 
than in Peru). Unlike the Chilean outcome, the Brazilian and Peruvian 
processes provide examples of a comprehensive reform strategy because 
both initiatives were explicitly aimed at achieving global and sweeping 
changes, although with very different results. 

It is not possible or appropriate to recommend which reform strategy—
incremental or comprehensive—is more useful or successful. The strategy 
adopted has to correspond to the government’s analysis of the problems, 
the resources needed, and the desired outcome. It is possible, however, to 
delve briefly into the internal logic of each of the three reform processes 
to make some suggestions (which need to be examined in more detail in 
the future) about which factors can lead to relatively successful reform or 
total failure.1

Table 4.1 describes three dimensions of the reform initiatives in Brazil, 
Chile, and Peru: 

• Predecision processes—How did the reform ideas get onto the agenda 
and remain there? How were the specific reform proposals generated 
and selected? 

• Decision-making process—Who made the reform decisions and how 
were they made?

• Implementation of the changes—How were the changes put into 
practice and the impetus maintained? 
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A comparison of the three cases allows some general reflections on the 
development of public administration reform: 

• The priority of reforms on the government agenda is no guarantee of 
success. Although high priority can attract important political sup-
port, it overexposes the reform to debate and general political con-
flict, as happened in Peru. A less visible position protects reform from 
political fatigue and helps gradually gather political support, as in 
Chile. The gradual rise of reform on the Chilean government agenda 
seems to be a factor behind why it remained there for over a decade 
(while in the other cases it rapidly disappeared or gradually faded). 

• The degree of experience and institutional participation of the techni-
cal-political team responsible for reform is key. The serious conflicts 
of competence in Peru and Brazil interfered with the coherence of the 
reform process and its permanence on the agenda. Clearly, the process 
of selecting and designing reform proposals should fall on the execu-
tive, although decision making falls fundamentally on the executive or 
the legislative branch. 

• The rate of development of the reform proposals should allow time 
for lessons to be learned from the initial experiences. One of the 
virtues of the Chilean process was that, with the incremental pro-
gression of the reforms, the team and the government were able to 
gain experience before wider application and legislative passage. 
The opposite path, which opts for major legal reform that is later 
implemented on a relatively wide basis can be successful (Brazil), but 
can also be exposed to blockage in the decision-making process that 
virtually extinguishes the effort (Peru). 

• The linking of the reform initiative with other important areas on 
the government agenda can help its success, provided the reform 
maintains its own identity. The link of public administration reform 
to economic policy concerns in Chile and Brazil—which did not 
reduce it to a simple derivation of the fiscal problems—provided 
the necessary impetus. In contrast, the ambivalent relationship of 
the reform initiative to fiscal problems in Peru contributed to severe 
political attrition, imposing on public opinion a view of the reform 
as basically an effort to cut the workforce in a context of widespread 
underemployment and unemployment. 

• The concentration of reform decision making in the executive is not 
necessarily an effective option; it failed in the Peruvian case, whereas 
the Brazilian experience shows that reform in which the decisions 
mainly devolve to the legislature can be successful. However, post-
poning the legislative decisions until the process was more mature 
worked adequately in Chile. Appropriate sharing of the weight of the 
decisions that the various actors have to make and their sequence is 
a key element in the design of reform strategies. 
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These points confirm that the vulnerability and success of the reform 
process does not depend exclusively on whether the strategy adopted tends 
to be more comprehensive or more incremental. Success seems to depend 
greatly on the design and implementation of actions to include reform on 
the government agenda, the technical preparation of the policy proposals, 
the engineering of decision making, and implementation. Both incremen-
tal and comprehensive change can be successful if these aspects are taken 
into account and are deployed with relative coherence. 

Reform and Its Impact on the 
Size of Public Administrations

The region has been involved in ongoing fiscal adjustment and discipline 
since the mid-1980s. What has been the resulting effect on the size of the 
public administration, especially on public employment? This is difficult 
to answer because the data on public employment are not sufficiently up 
to date and fiscal statistics are not always accurate, or coherent between 
countries. For example, to escape inclusion in employment statistics, part 
of employment, especially contracted or temporary labor, does not appear 
or part of the wage bill is not shown. Public administration has also been 
affected in some countries by decentralization and external hiring, which 
have not always led to a net reduction in public service employment. The 
absence of data prevents an analysis of this impact, although decentraliza-
tion likely has produced a net increase in the number of employees (by 
reducing economies of scale and increasing exposure to clientelistic prac-
tices), and external hiring may have reduced the cost rather than the num-
ber of employees, with a downward impact on the pay of such workers. 

The data available generally show that these processes reduced public 
employment, except in Argentina, Bolivia, and Brazil (figure 4.2). Accord-
ing to data compiled by the Inter-American Development Bank in surveys 
of the countries, public civil employment as a proportion of the total pop-
ulation fell from an average of 5.3 percent in 1995 to 4.1 percent in 1999 
with broad dispersion between countries (6.3 percent in Uruguay and 1.8 
percent in Nicaragua in 1999).2 The reduction is real although less dra-
matic than might be expected given the warnings about decentralization 
and contracting of services. While some employment reduction processes 
have been successful and lasting, although limited in scope, such as in Uru-
guay (see box 4.1), others have been reversed, as in Peru (box 4.2). 

The public payroll in the region grew from 7.3 percent of GDP in 1995 
to 7.8 percent at the end of the decade,3 with the only exceptions to the 
general increase being Brazil, Guatemala, and Nicaragua (figure 4.3). So, 
the decline in public employment has not been reflected in lower costs, 
implying that average employee remuneration has increased (although 
possibly not for external contractors, as already mentioned). Moreover, 
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according to studies based on information from individuals employed in 
the public sector and outside, public officials receive significantly higher 
wages than workers with similar characteristics of age, gender, educa-
tion, and experience in the formal manufacturing sector.4 Naturally, this 
information says little about the capacity of the bureaucracy to perform 
its functions, a point dealt with in the next section. 

Figure 4.2 Total Public Sector Employment, 1995 and 1999

Source: Authors’ compilation based on information from comparative 
studies of civil service systems in 18 Latin American countries conducted as a 
part of the IDB’s Network on Public Policy Management and Transparency.

Note: Data for Chile, Colombia, and Ecuador are for the level of general 
government. The average for Latin America and the Caribbean includes data 
from only those countries with data for level of total public sector.
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Evaluation of the Quality 
Attributes of Public Administrations

A qualitative approach to evaluating public administrations requires an 
examination of the extent to which they are equipped with the institu-
tional attributes necessary for performance of the normative roles assigned 
to them in a representative democracy. Ideally, the public administration 
should be responsible to the democratically elected authorities for the 
preparation, management, and introduction of policies that respond to 
the political mandate that these authorities represent. At the same time, 

Box 4.1 Uruguay: A Turning Point in the Size of 
the Bureaucracy 

Between 1997 and 2000, a selective process of bureaucracy reduction 
took place in Uruguay, marking a turning point in the growth dynamic 
of the public administration. Annual savings estimated at US$86 million 
were generated, of which US$53 million annually were reallocated to the 
ministries to improve internal management and working conditions. The 
State Reform Program had a significant effect on human resources man-
agement (which remained in the central administration) with very impor-
tant results: (a) the functions of the executing units were restructured, 
leading to the elimination of 9,000 jobs and voluntary resignation with 
incentives of over 7,000 public servants; (b) approximately 100 highly 
specialized new full-time jobs were created with competitive salaries; (c) 
in the context of a new training strategy, 1,940 middle and higher man-
agers were requalified; (d) a system for supervision of objective working 
conditions was designed and implemented to inspect conditions and of-
fer basic information to all units of the central administration; and (e) a 
remuneration information system was designed to improve transparency 
and to include all items received by public officials. 

The program provided training and technical assistance services to 
affected officials; approximately 2,400 workers were retrained and relo-
cated. At the end of the program, targets had been exceeded with assis-
tance for over 3,500 job profiles and business plans. External evaluations 
of the program reveal that it was successful in its acceptance by affected 
workers and in its effectiveness for rehiring in the labor market: 90 per-
cent of workers who left public service were rehired in the private sector, 
almost all in microenterprises. 

Source: Authors’ compilation based on IDB’s previous operations on the issue in 
Uruguay.
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however, administrations have to protect the values and interests of citi-
zens, which are above the political interests of the leaders in power, and 
defend the neutrality of state action against possible abuses by leaders. To 
do this, administrations have to have independence from the demands of 
politicians and power groups that go against the interests of citizens or the 
neutrality of public action. Obviously, these two requirements mean that 
the public administration should have the necessary technical capacity to 
effectively exercise its role in policy making and policy adoption and in the 
neutral exercise of public authority. 

Figure 4.3 Public Sector Payroll, 1995 and 1999

Source: Carlson and Payne 2003.
Note: Data for Chile, Colombia, and Peru are for the level of general 

government.
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Box 4.2 Peru: The Ineffective Reduction of the Size of the 
Public Administration 

The new government in Peru in 1990 found the fiscal accounts in a criti-
cal situation. Tax collections had fallen from 13 percent to 9.9 percent of 
GDP in five years, generating a growing public deficit. Because the public 
payroll represented 26 percent of total current expenditure, its reduction 
became an important objective. The government’s fiscal problems led to 
the identification of the overstaffing of the public apparatus as a priority 
issue on the economic agenda. 

On the initiative of the economic authorities, in 1991 the government 
began a process of purchasing the resignations of public employees, fol-
lowed by a reorganization of public agencies to eliminate jobs. As a re-
sult, the volume of public jobs was drastically cut in 1992. An undesired 
consequence was the transfer to the private sector of a large part of the 
most qualified professional staff in the public sector. 

Employment in the Peruvian Public Sector
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Sources: IDB 2005c; Webb and Fernández Baca 1994.

However, in 1993 the workforce of public agencies began to grow again, 
through hiring of new personnel under “nonpersonal service contracts.” This 
type of contract was unprecedented in Peruvian labor legislation, and unre-
lated to any specific legal category (generically based on the Civil Code and 
the State Contracting Law). Lacking adequate regulation, it escaped the strict 
limitations on the hiring of public officials. The possibilities that it offered for 
evading these severe restrictions on contracting and remuneration of public 
workers facilitated the renewal of the labor force in some of the existing 
agencies, and the setting up of new decentralized agencies that were created 
alongside the ministries and line entities. As a result, in the next decade the 
Peruvian public administration returned to near its 1990 size (see figure).

Source: Authors’ compilation.



138 echebarría and cortázar

To assess the quality of public administration, this chapter uses the 
results of a work prepared for the Regional Policy Dialogue on Transpar-
ency and Public Management of the Inter-American Development Bank. 
The study, carried out between 2002 and 2005, evaluated the quality 
of public employment in 18 Latin American countries under a common 
framework designed to reflect to what extent countries meet a series of 
institutional requirements on the quality of employment.5

The degree to which public administrations respond to government man-
dates and priorities is measured by the strategic consistency index (figure 
4.4). This index reveals the link between the management processes and 
practices of the civil service systems, and the strategic priorities of govern-
ment. On a scale of 100 points, only the administrations of Brazil and 
Chile achieved indexes over 50, while Argentina, Colombia, Costa Rica, 
and Uruguay had indexes of about 40 points, and Mexico and Venezuela 
had just over 30 points. In the other countries—all with indexes lower than 
20—there is a persistent disconnect between the civil service systems and 
the strategic priorities of governments. Under these conditions, leaders have 

Figure 4.4 Strategic Consistency Index of Public 
Administration

Source: Authors’ compilation based on information from comparative 
studies of civil service systems in 18 Latin American countries conducted as a 
part of the IDB’s Network on Public Policy Management and Transparency.
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difficulty designing and adopting policies that respond to their political 
mandates and citizens’ expectations. 

The degree of independence of the bureaucracy is measured by the merit 
index (figure 4.5), which evaluates to what extent effective guarantees of 
professionalism exist in the civil service, and the degree of effective protec-
tion from officials in the face of abuses, politicization, and rent seeking. 
Three groups of countries can be discerned according to the values of the 
merit index. Brazil, Chile, and Costa Rica lead the group, with indexes 
between 55 and 90 (out of 100), reflecting the widespread use of the merit 
principle in selection, promotion, and discharge decisions, of which Chile 
and Costa Rica are good examples (boxes 4.3 and 4.4). They are followed 
by a group of countries with indexes between 30 and 55, including Argen-
tina, Colombia, Mexico, Uruguay, and Venezuela, where merit-based meth-
ods coexist with clientelistic or crony traditions. Last, a broad group that 
comprises Bolivia, Ecuador, Peru, Paraguay, and all the Central American 
countries, except Costa Rica, has indexes below 25, reflecting strong politi-
cization of entry, discharge, and promotion decisions. 

Figure 4.5 Merit Index

Source: Authors’ compilation based on information from comparative 
studies of civil service systems in 18 Latin American countries conducted as a 
part of the IDB’s Network on Public Policy Management and Transparency.
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Box 4.3 The Progress of Meritocracy in Chile 

The Chilean administration has been one of the pioneers in the region in 
introducing the techniques of new public management. Under the stimulus 
of the Ministry of Finance, a management control system was implemented 
that introduced performance indicators, program and institutional evalu-
ations (including expenditure), a set of management improvement pro-
grams linked to performance-based pay, a competitive fund for financing 
new programs or reformulating or expanding existing programs, and the 
development of public account reports  (balances de gestión integral).
This initiative is part of the government strategy to grant more manage-
rial independence to public services in exchange for fiscal control over the 
execution of the programs, which will be supported by the operational
start-up of the state financial management information system.

In this context, the modernization of public employment and particu-
larly the creation of a new framework for management of public officials 
were considered a basic institutional requirement for deepening the strat-
egy of management by results of the Chilean administration. The reforms 
began with the passage and enactment of the Law on the New Deal on 
Employment and the Senior Public Management System (Law 19.882 of 
June 2003). This initiative originated in an agreement signed in December 
2001 between the government and the National Association of Fiscal Em-
ployees, which was included in January 2003 in the National Agenda for 
State Reform agreed to by all the democratic forces with parliamentary 
representation.

The reform focused on four major objectives: 

• Setting up the Senior Public Management System, with public pre-
selection and merit-based processes for senior officials (first and 
second level), retaining appointment by the corresponding political 
authorities, and establishing a system of performance-based pay 
incentives. The system is supervised by a Senior Public Manage-
ment Council appointed by a two-thirds majority of the legislature, 
which results in multiparty composition. 

• Promotion of a new policy for access and development of public 
administration staff, extending the systems of competitive pro-
fessionalized access to the third level of the services and creating 
transparent competitive systems for internal promotion. 

• An 8 percent increase in variable remunerations over three years to 
meet targets based on the management improvement program. 

• Creation of the National Civil Service Department in the Ministry 
of Finance as the new institution for implementing the changes 
introduced in the law. 

Source: Authors’ compilation.



public administration and public employment reform 141

Figure 4.6 Functional Capacity Index

Source: Authors’ compilation based on information from comparative 
studies of civil service systems in 18 Latin American countries conducted as a 
part of the IDB’s Network on Public Policy Management and Transparency.
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To be able to perform substantive roles in the design and introduction 
of public policies, in addition to independence, the public administration 
requires adequate technical capacity and incentives for effective perfor-
mance. The functional capacity index (figure 4.6) is a good approximation 
of this capacity. This index considers variables related to the professional 
qualifications of civil servants, compensation management, performance 
management, and the flexibility or adaptability of the work systems, which 
are described next. Using these indexes, three groups of countries can be 
distinguished in the region, led by Brazil and Chile with indexes close to 
60, showing considerable technical capacity. 

They are followed by a group of countries with indexes between 35 
and 50, formed by Argentina, Colombia, Costa Rica, Mexico, Uruguay, 
and Venezuela. The group with indexes between 10 and 25 has the worst 
results, and consists of Bolivia, the Dominican Republic, Ecuador, El Sal-
vador, Guatemala, Honduras, Nicaragua, Panama, Paraguay, and Peru. 

The functional capacity index combines three attributes. The first, the 
competence index, assesses the effectiveness of guarantees of adequate 
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professional qualifications for public servants. The second, the incentive 
effectiveness index, measures the extent to which management policies 
and human resources practices stimulate productivity, learning, and qual-
ity of service. The management practices considered especially impor-
tant include compensation management and performance management. 
Finally, a third aspect, reflected in the flexibility index, describes the 
degree to which civil service policies and practices facilitate adaptation to 
change and adoption of innovation. Figure 4.7 shows the trend in these 
subindexes for each of the three groups of countries described in the 
preceding paragraph. 

The scores of the countries in the first group (Brazil and Chile) reflect 
civil service systems capable of positively influencing and creating incen-
tives for the performance of public employees. In these countries, public 
servants have high degrees of professional improvement as well as training 

Figure 4.7 Functional Capacity Subindexes
(average indexes by group of countries)

Source: Authors’ compilation based on information from comparative 
studies of civil service systems in 18 Latin American countries conducted as a 
part of the IDB’s Network on Public Policy Management and Transparency.

Note: First group comprises Brazil and Chile; second group comprises 
Argentina, Colombia, Costa Rica, Mexico, Uruguay, and Venezuela; third 
group comprises Bolivia, the Dominican Republic, Ecuador, El Salvador, 
Guatemala, Honduras, Nicaragua, Panama, Paraguay, and Peru.
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systems with some degree of strategic content. The score of the incentive 
effectiveness index is based on ordered systems of wage management with 
relative internal equity and processes to improve wage competitiveness, as 
well as evaluation processes that begin to relate individual performance to 
group and institutional performance. Work systems are flexible, especially 
in Brazil, where horizontal promotion is now possible (as an alternative to 
hierarchical careers) and where work relations were made more flexible by 
a constitutional amendment (see box 4.5). 

The weakest aspect of the functional capacity of countries of the second 
group (Argentina, Colombia, Costa Rica, Mexico, Uruguay, and Venezuela) 
is the extent to which their civil service systems can create incentives for 
public employees through the wage system and performance management. 
Although these countries have undergone wage system reorganization, they 
still suffer from problems of internal inequity and wage competitiveness 
at management levels. In these countries, attempts to apply generalized 

Box 4.4 Merit and Flexibility in the Costa Rican 
Central Government 

The human resources management practices in the Costa Rican central 
government have incorporated merit and flexibility criteria with more 
success than have most other countries of the region. 

Merit and Flexibility Indexes: Costa Rica and Regional Average
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performance evaluation systems have run into implementation difficulties. 
With respect to promoting the professional competence of public servants, 
although these countries require university degrees, there are situations of 
overqualification of public servants (Costa Rica) and situations in which 
a “degree culture” prevails over competence (Uruguay). Job manuals exist 
but they are based on formal criteria (Colombia, Venezuela). Work sys-
tems are somewhat less flexible than in the previous group of countries, 
with rigid job structures (Uruguay, Venezuela) and excessive rigidity of job 
descriptions (Colombia). 

Countries in the third group (Bolivia, the Dominican Republic, Ecua-
dor, El Salvador, Guatemala, Honduras, Nicaragua, Panama, Paraguay, 
and Peru) have very low scores in all three indexes and reveal serious 
weaknesses in the technical capacity of their public administrations. As in 
the second group, but with very low scores, their greatest weakness lies 

Box 4.4 Merit and Flexibility in the Costa Rican 
Central Government (continued)

The Civil Service Statute (enacted in 1953) establishes public competi-
tive selection processes, equality of access to public posts, appointment 
based on proven suitability and merit, and administrative career and job 
security. In practice there are also elements of flexibility, such as modifi-
able selection criteria, internal or external competitive selection, the pos-
sibility of eliminating jobs through restructuring, and the establishment 
of differentiated regimes in each organization. 

Approximately half the jobs in the central government are covered by 
processes that reasonably guarantee the application of merit and profes-
sionalism criteria as the bases for income, to avoid arbitrary and politicized 
practices. Most positions are open to internal or external competition with 
a reasonable number of jobs reserved for personnel of confidence or ap-
pointed by political decision. Recruiting is generally open, professional, 
and relatively independent at the regulatory level and in practice. One of 
the main factors guaranteeing that hiring decisions are merit based is the 
relatively broad margin of independence of the General Civil Service De-
partment, the central agency that controls selection processes. 

Human resources management is also broadly flexible, as revealed 
in the liberal way in which work organization tools can be applied, the 
existence of “escape” mechanisms from the rigidity of the wage subsys-
tem by means of wage additions, the possibility of dismissal for manifest 
incapacity, the possibility of eliminating jobs for organizational reasons, 
and the opportunities that training offers for transitting career paths. 

Source: IDB 2005a.
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in their systems of remuneration and performance management. These 
countries all show a diversity of pay criteria, lack of information on remu-
neration, high levels of inequity, and absence of performance evaluation 

Box 4.5 Brazil: Reform and Adaptation of a Classic 
Administrative Bureaucracy 

Public administration reform in Brazil is exceptional for a number of 
reasons:

• No country has embarked on the introduction of management 
models with the same ambition as Brazil during the first adminis-
tration of President Fernando Henrique Cardoso. 

• These reforms strengthened the traditional merit-based nature of 
the central administration, rather than reforming the state appara-
tus under management schemes.

• Important progress was made in reforming human resources man-
agement, despite the enormous political difficulties this created in 
the context of the Brazilian political system. 

Two factors were influential in giving reform priority in the first Cardoso 
administration: first, the visibility of the enormous cost of the public-
sector wage bill as a result of the constitution of 1988; and second, the 
appointment as Minister for State Reform of Luiz Carlos Bresser Pereira, 
the intellectual and political architect of the reform, who used his friend-
ship with the president to give the process impetus and political promi-
nence. In the second Cardoso administration, the departure of Bresser 
Pereira and the disappearance of the Ministry of State Reform did not 
mean the end of the reforming dynamic. On the contrary, the process 
benefited from consolidating into a single ministry the areas of manage-
ment, human resources, budgets, and planning. The deteriorating fiscal 
situation forced the reform to concentrate on controlling the wage bill 
and strengthening meritocracy in key areas of the executive branch. 

As a result, the profile of human resources in the federal administra-
tion changed significantly in a few years. The public wage bill declined 
from over 50 percent of current expenditure in the federal budget in 1995 
to 35 percent in 2001; despite the cut in expenditure, the average wage of 
public officials grew 21 percent in this period. Whereas in 1995 only 39 
percent of federal officials had a university degree, by 2001 the propor-
tion had risen to 63 percent. The reform initiated in 1995 did not succeed 
in creating a totally professional and merit-based bureaucracy in the fed-
eral administration but it made important progress in that direction. 

Source: Authors’ compilation.
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(despite regulations) or attempts at partial application with a strong bias 
toward benevolence. Wage competitiveness varies within this group, but 
even where public sector wages are on average reasonably competitive 
with private sector wages, some segments with low competitiveness persist 
due to the dispersion of the wage systems. As measured by the competence 
and flexibility indexes, these countries have workforces with very low 
professional skills, profiles and jobs defined without technical studies or 
simply not defined at all (Peru), training systems without strategic con-
tent, and very rigid “occupational systems.” However, because of poorly 
developed employment management systems in some countries, rigidity is 
not a problem because there are no rules to prevent discretionary decisions 
(Bolivia, the Dominican Republic).

It is illustrative to compare these qualitative results with the size of 
the bureaucracy (figure 4.8). To do this, the chapter uses the synthetic 
civil service index, which incorporates efficiency of investment in the 
civil service, merit and functional capacity, along with other qualitative 
indexes. The result reveals that quantity and quality are not necessarily 
correlated, with countries characterized by both large and small dys-
functional bureaucracies appearing in the index. Only Brazil and Chile 
have public administrations of a relatively moderate size that are also 
acceptably functional. 

Heterogeneity Inside the Public Administration: 
Bureaucratic Forms and Prevailing Roles

Despite the preceding general description, bureaucracies in Latin America 
countries are not similar homogeneous actors. Given the extraordinary 
heterogeneity of the components of state bureaucracies, public admin-
istration is more like a set of complex and independent organizations 
that do not necessarily respond similarly to the same configurations of 
independence and capacity. This heterogeneity can provide some keys to 
understanding the internal dynamic of the state apparatus and the degree 
to which the various parts of the bureaucracy can play different and even 
contradictory roles in the same country. 

Taking this statement as a starting point, the forms that the bureaucracy 
can take in each country are now described (figure 4.9). These forms or 
“types” are far from being exact and are proposed for exclusively descrip-
tive purposes. These types can coexist in the state apparatus, although 
their degree of presence differs from country to country with specific 
formations depending on historical context and predominating political 
practices. Also, each type of bureaucracy tends toward specific roles in the 
policy-making process, although exceptions can exist that are outside the 
framework of this analysis. 
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Administrative or Classic Bureaucracies

Administrative bureaucracies are characterized by low capacity and rela-
tively high independence. They are formed by the apparatus that exercises 
administrative functions in all the ministries and sectors of the state, and 
are normally covered by formal rules of merit, which are not applied in 
practice and which represent frustrated or halfway attempts to develop a 
classic Weberian bureaucracy. In this configuration, officials have gained 
their posts on political criteria rather than merit, but they can have stabil-
ity. They suffer from poor technical competence and it is difficult to use 
incentives to improve performance. These are the areas most affected by 
budget cuts (in some countries, such as Peru or Uruguay, entry into these 
bodies is frozen). Here are situated, with varying degrees of independence 

Figure 4.8 Size and Quality of the Public Administration

Sources: Carlson and Payne 2003; Longo 2005.
Note: The size of the bureaucracy is defined as the percentage of public 

employment in the total population. The Synthetic Civil Service Index is a 
combination of a set of indexes that combine efficiency, merit, structural 
consistency, functional capacity, and integrative capacity of the civil service.
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and capacity, the administrative bureaucracies of Ecuador, Peru, or Ven-
ezuela at the lowest level, and Colombia, Costa Rica, and Uruguay at the 
highest level. 

This type of bureaucracy has little capacity to exercise an active role 
in the decision-making and implementation cycles of public policy. Its 
limited capacity prevents effective influence in the decision-making phase, 
which takes place mostly in the political superstructure of the ministries 
from which it is disconnected. It can play some role in implementation, 
although with a bias toward formalism and control of bureaucratic pro-
cedures rather than management of services. Its potential as a resource for 
political exchange is limited because of the stability of its members and the 
gradual decline of its quantitative importance. 

Clientelistic Bureaucracies 

Clientelistic bureaucracies are characterized by low levels of independence 
and capacity. This group is formed of officials who temporarily enter gov-
ernment under criteria of confidence or party affiliation. Its composition is 

Figure 4.9 Bureaucratic Configurations

Source: Authors’ compilation based on information from comparative 
studies of civil service systems in 18 Latin American countries conducted as a 
part of the IDB’s Network on Public Policy Management and Transparency.
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influenced by ministerial reshuffling or changes of government, which can 
result in mass changes of officials. A subset of these bureaucracies occurs 
when access and permanence are not controlled by the party system but 
by labor unions or professional associations. The most extreme cases are 
in the Central American countries (with the exception of Costa Rica [see 
box 4.6]), Bolivia (except for some meritocratic enclaves), the Dominican 
Republic, and Paraguay. In Mexico, control of the government apparatus 
is traditionally divided between the governing party for the cadres (before 
the recently passed Career Law) and the unions for the remainder of the 
jobs. It is also possible to find knots of these characteristics in other coun-
tries, as in Argentina (transitory appointments), Colombia (provisional 
appointments), Uruguay (contracted employees), and Peru (nonpersonal 
services), under transitory or special employment regimes that give the 
government more flexibility in appointments and discharges. 

The role of this configuration is linked to its character as a political 
resource of the governing party, which exchanges jobs for votes or politi-
cal support. This bureaucracy is another extension of the political party 
actor, with some capacity of veto over the professional or merit-based seg-
ments of the bureaucracy, with which it can enter into conflict. Its role in 
policy making or implementation is almost irrelevant, except on the most 
operative level of simple and routine tasks. 

Parallel Bureaucracies 

Parallel bureaucracies are formed by “technical” or “project” teams. The 
unique feature of this type of bureaucracy is its low level of independence 
and high capacity. It is formed by cadres hired under flexible contractual 
forms and has expanded to most Latin American countries since the early 
1990s, showing trends toward consolidation. Its labor regime is usually 
governed by regulations on service contracts or other legal forms. It is not 
part of the permanent structure, although in some countries the cadres 
are successively renewed. These groups of officials offer expert knowl-
edge in some policy area and do not answer strictly to a political party. In 
most cases, they have entered the administration to meet specific techni-
cal needs and in some cases have developed technical-political skills. They 
usually form parallel institutions or so-called parallel ministries inside 
or outside the regular departments. These structures can be more or less 
successful and can meet with some resistance from the other internal 
bureaucratic actors. 

Their participation in the public policy cycle differs according to the 
position they occupy. One version consists of teams of technical advis-
ers who play a key role in the design of policy alternatives in proximity 
to the head of the executive branch. Another version is more focused on 
guaranteeing execution of policies, projects, or the effective delivery of 
certain public services. Here can be placed, in various combinations of 
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independence and capacity, the organizations that manage projects with 
international financing or social funds. 

Merit-Based Bureaucracies 

Meritocratic bureaucracies are characterized by different combinations 
of high independence and capacity. They are formed by officials with job 
stability recruited on merit and assimilated into professional careers with 
a series of incentives for the professional performance of their work. This 
group comprises administrative bureaucracies in which merit and capac-

Box 4.6 Clientelistic Bureaucracies in the Central American 
Countries

The bureaucracies of the Central American countries, with the exception of 
Costa Rica, are characterized by the limited independence and low techni-
cal capacity typical of clientelistic systems. The merit, strategic consistency, 
and functional capacity indexes of El Salvador, Guatemala, Honduras, 
Nicaragua, and Panama are clearly lower than the regional average. 

Civil Service Indexes: Central American Countries (without Costa Rica) 
and Regional Average
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ity have been preserved as in Chile or Brazil (careers and government 
posts), independent agencies linked to the fiscal or economic bureaucracy 
(such as central banks, regulatory agencies, or tax administrations such 
as SUNAT and the Internal Tax Services in Peru and Chile; see box 4.7), 
and professional careers that have their own established personnel statutes 
based on merit and capacity (diplomatic careers in various countries, such 
as Mexico or Brazil; government administrators in Argentina; and some 
technicians, such as economists, lawyers, and engineers in other coun-
tries). The social sector bureaucracies (the workforce of the education and 
health sectors) fall halfway between the administrative and meritocratic 
bureaucracies, depending on the country and the sector.

Box 4.6 Clientelistic Bureaucracies in the Central American 
Countries (continued)

Entry into public administration and career progress are strongly in-
fluenced by political or clientelistic criteria, either because no regulatory 
framework governs these processes (Nicaragua), or because such regula-
tion is not practiced (Guatemala and Honduras). Open invitations to 
competitive selection processes are almost unknown and the few efforts 
to introduce them have been rapidly abandoned (Guatemala). However, 
some actions and progress toward preventing discrimination in hiring in 
relation to gender and ethnic origin have been made (El Salvador, Hon-
duras, and Nicaragua). The dismissal of a significant number of public 
employees in state agencies following changes in political leadership is 
a common practice, and the widespread absence of wage policies leads 
to compensation practices that are easy prey to corporate and crony 
pressures.

The poor development of planning, performance management, and 
training functions disconnect human resources management from the 
strategic priorities of the government and public organizations. 

The absence or weakness of management performance systems 
(marked by lack of effective performance evaluation systems) the inef-
ficiency of wage systems, and the weakness of training supply reveal the 
low technical capacity of public administrations for designing, imple-
menting, and evaluating public policies. Although there have been some 
efforts to improve job organization or permit dismissals for technical 
or organizational reasons (Guatemala and Nicaragua), in general the 
employment systems are still very rigid, which impedes mobility and 
horizontal transfer. 

Source: IDB 2005b.
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These are bureaucracies that give opinions and act. Most of them have 
specific responsibilities, such as areas of public policy that require a degree 
of training or differential knowledge, that gives them influence over the 
area in which they act and converts them into important factors for 

Box 4.7 Creation of Meritocratic Bureaucracies in Tax 
Administrations

To tackle the fiscal crisis of the late 1980s, governments began to make 
important efforts to increase tax receipts (see chapter 6). At the same time, 
they introduced changes into their tax policies, embarking on significant 
reform of internal tax collection agencies. Until the 1980s, most of the 
collection agencies were line organizations of the ministries of finance, 
governed by the general rules of public employment management. In the 
late 1990s, as a result of reform efforts, 10 countries (Argentina, Bolivia, 
Chile, Colombia, Ecuador, Guatemala, Honduras, Mexico, Peru, and Ven-
ezuela) had tax administrations with some type of budgetary, financial, or 
administrative independence. 

A common component of tax administration reform was to provide 
the administrations with regulatory frameworks that allowed them to 
manage their human resources and give them some degree of indepen-
dence from the regular public employment systems. One of the most 
radical reforms was implemented in the Peruvian National Tax Admin-
istration Superintendency (SUNAT), where officials could even be hired 
under the private labor regime. In most cases, changes or special regimes 
were included in the general framework of human resources manage-
ment, which allowed the tax-collecting agencies to hire new personnel 
through competitive public processes, institute internal administrative 
careers, and significantly improve wage levels. It is important to note 
that these changes were not adopted provisionally or temporarily but 
were part of a package of substantive reform measures in permanent and 
line agencies—such as tax administrations. These measures introduced 
administrative frameworks that, although they are different from most 
public administrations, have so far enjoyed stability. 

The reformed tax administrations succeeded in creating a highly pro-
fessional workforce, recruited on merit, linked to the strategic objectives 
of the organization, with the capacity to participate in the tax policy-
making process and substantially improve the processes of auditing, col-
lection, and service to the taxpayer. The diagnosis of the Peruvian civil 
service shows that SUNAT gained higher scores than the rest of the public 
administration in the merit and functional capacity indexes, providing a 
good example of a merit-based bureaucracy in operation.

Source: Authors’ compilation.
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maintaining the stability and public-interest orientation of policies. They 
may form close, specific cultures, with a strong esprit de corps, which 
produces corporate bias (known as “bureaucratic isolation” in Brazil). 
This can make them more prone to participate in policy design rather 
than implementation and to claim independent decision-making spaces, 
which generates conflict with the political power. They normally form alli-
ances with other state powers and even with external interests, giving them 
capacity for external negotiation but opening them to capture. 

Conclusions

In recent years, public administrations in Latin America have been the 
subject of numerous transformations. Most of these transformations have 
been the result of economic and fiscal reform but occasionally they have 
been the outcome of reform strategies directly focused on public manage-
ment. As a result, direct public employment has declined, although the 
cost of the public payroll has not fallen. The success and sustainability of 
strategies to cut public employment have varied. A normal phenomenon 
has been the appearance of parallel bureaucracies and jobs with various 
types of contractual arrangements. Employer activity has also been trans-
ferred to subnational governments. All of these circumstances can erode 
the validity of the available statistics.

Although the reformers seem to have been aware of the need to improve 
the quality of the performance of public administration, no notable progress 
has been made, except in some countries (Brazil and Chile) and sectors (fis-
cal and regulatory bureaucracies). The administrations of the region are still 
strongly characterized by lack of independence and technical capacity, by their 
limited ability to create incentives for public workers, and by the mismatch 
between the available human resources and the need to meet the policy chal-
lenges in each country. Ideally, public administration reform aims at reducing 
the size of the bureaucracy and improving its quality, a combination that has 
been achieved only by Brazil and Chile. Other countries, such as Mexico 
and Uruguay, have raised performance but at greater cost. In general, public 
administration reform in other countries has had a fiscalist bias that has nei-
ther produced the expected cuts in expenditure nor improved performance. 

The transformations of public administrations in the last two decades 
have resulted in more diverse bureaucratic forms. Even in a single coun-
try, in some policy areas, human resources management has substantially 
improved while in others it is immersed in the traditional problems of 
limited independence and low technical capacity. Although this implies 
partial improvement, it also creates a more complex reform scenario 
because it leads to different intervention routes for different sectors of the 
administration. An important implication of this situation is that uniform 
approaches to reform should be viewed with caution because of the risk 
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of jeopardizing the progress made in some sectors (such as the tax admin-
istrations) by an homogenizing zeal. A more selective and contingent 
approach to reform efforts should be balanced with processes that gradu-
ally give coherence to the set by strengthening the cross-sectional functions 
of human resources management, based on highly professionalized central 
units with broad technical independence and equipped with management 
instruments that go far beyond pure personnel administration. 

After all these years, the progress of meritocracy is still the great chal-
lenge for public administration reform in Latin America. However, in 
today’s open societies, merit-based systems should not be confused with 
the creation of a cast of officials that, after demonstrating their tech-
nical competence, can evade performance and accountability require-
ments. Likewise, it should not be confused with the creation of parallel 
bureaucracies under loan from international organizations; these must be 
regarded as transitory situations subject to institutionalization strategies 
in the medium term. Countries need competent but flexible administra-
tions capable of responding and adapting to the demands of society. The 
experience of some countries, like Chile, shows that progress can be made 
simultaneously in instituting merit-based systems and in the capacity to 
create incentives, maintaining an efficient and flexible public sector. 

Notes

 1. The proposed analysis is inspired by Barzelay (2003) and based on various 
cases of reform.

 2. Although not strictly comparable, the calculations of Whitehead (1994) for 
1980 indicated that public employment was equivalent to 4.8 percent of the total 
population of the region.

 3. For Chile, Colombia, and Peru data correspond to general government.
 4. See Panizza (1999, 2000).
 5. To see all the documents related to the Dialogue on Transparency and Public 

Management, go to http://www.iadb.org/int/drp/esp/Red5/transparenciamain.htm.
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5

Budgetary Institutions
Gabriel Filc and Carlos Scartascini

In the mid-1980s, fiscal crisis hit most Latin American economies. 
In some countries, external borrowing had multiplied 10 times since the 
preceding decade and the fiscal deficit in various cases exceeded 10 percent 
of GDP. The restrictions generated by the debt crisis were combated at first 
by an inflationary tax,1 a solution that led to the hyperinflationary crises 
at the end of the decade. Under these circumstances, the budget was not 
operating as it should, as a planning tool for public policies. With declin-
ing inflation and the founding of the new democracies, budgets took on 
renewed validity because of the interest of the executive in controlling 
finances, of the political parties in congress in responding to demands for 
public expenditure and social services, and of civil society in controlling 
their representatives. The reopening of international capital markets to 
Latin American countries by the Brady Plan in 1989 generated additional 
incentives for good macroeconomic management and thus for improving 
the budgetary process.2

The objectives of budgetary institution reform were closely linked to 
the underlying impetus for reform. The democratization process in many 
countries fostered reforms that opened the way for new political actors to 
participate in the process of appropriation of public resources. These new 
actors were encouraged by the availability of more information following 
the increase in the transparency of public accounts. The debt crisis contrib-
uted to the promotion of reforms by the executive branch, particularly the 
finance ministries, in cooperation with international financial organiza-
tions, aimed at controlling the public deficit to guarantee the sustainability 
of public accounts. The process of democratization and control of public 
finances also generated demands from society for more effective expendi-
ture. The executive branch, mainly through the line ministries, recognized 
the need to improve the provision of public goods to allay growing dis-
content. The multilateral organizations joined this process by encouraging 



158 filc and scartascini

expenditure appropriation mechanisms that guaranteed that expenditures 
were progressive and directed toward lower-income groups. 

Since 1985, legal limits have been put on fiscal results, the power rela-
tionships in the budget negotiating process have been changed, and the 
transparency of fiscal information has been improved. This chapter con-
centrates on analyzing these reforms to budgetary institutions—reforms to 
the rules and procedures used to prepare, approve, execute, and control 
budgets. The specific set of budgetary institutions this chapter reviews are 
those Latin American institutions in the influential works of Alesina and 
others (1998) and Stein, Talvi, and Grisanti (1999), expanded by other 
institutions that have recently received government attention. 

Budgets and fiscal results also depend on political institutions—institu-
tions that affect negotiating processes and thus the incentives of the actors 
that participate in the budgetary process. So reforms to electoral systems, 
party systems, and the operations of congress, or the decentralization pro-
cess itself, can affect the fiscal results as much or more than actual reform 
of budgetary institutions. 

The following lessons are derived from this chapter: 

• The reform processes and the types of reforms undertaken have been 
determined by policy objectives and the political context in which 
they took place. 

• Budgetary institutions have a great deal of influence on fiscal results. 
• The success of reform (and of fiscal restrictions) depends to a large 

extent on the situation existing when reform is introduced. 
• The success of reform depends on the incentives scheme prevailing in 

the sector, and on the political game in general.
• Budgetary institution reform can have feedback effects on the broader 

political game. In some cases, this game can strengthen the new insti-
tutions and make the results more sustainable; in others it can work 
against the viability of the reforms. 

The Importance of Budgetary Institutions 

Budgetary institutions are the set of rules, procedures, and practices used 
to prepare, approve, and implement budgets. Budgetary institutions 
thus determine (a) the size of total public expenditure, the fiscal deficit, 
and public borrowing (and implicitly the sustainability of public sector 
accounts); and (b) the appropriation of resources by type of expenditure 
and by groups of beneficiaries. 

If budgetary decisions were determined by a social planner capable of 
internalizing all interests, objectives, and social restrictions, a formal bud-
getary process would not be necessary. In reality, numerous parties interact 
during the budgetary process, each with its own incentives and motiva-
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tions. These interactions affect the size and distribution of state resources, 
subject to the institutional framework that governs the interactions. This 
negotiation process generates results that can differ considerably from 
those a social planner would produce. For example, budgetary decisions 
can generate inefficient expenditure decisions, unsustainable deficits, or 
expenditures that follow the political cycle. Budgetary institutions can 
contribute to reducing these divergences. In particular, they can miti-
gate the “common pool problem” which results from the fact that each 
individual wants to extract the maximum he or she can from a common 
fund, ignoring the effect of this behavior on the total size of the fund, 
and so on the collective welfare. In the fiscal area, this problem appears 
as excessive levels of public expenditure, fiscal deficit, and borrowing.3

Thus, budgetary institutions are important because they affect the rules of 
the game, either by imposing restrictions on the entire budgetary process, 
or by distributing the power, responsibilities, and information among the 
various actors, thus affecting the fiscal results. For example, the problem 
of common resources can be mitigated if numerical limits are imposed 
on total expenditure, or if the decision-making power over expenditure 
is concentrated in actors that have more incentives to defend fiscal dis-
cipline. This is behind the idea of granting more power to the finance 
ministry within the executive, and more power to the executive in relation 
to the legislative branch, in deciding, total expenditure.4 Obviously, these 
arrangements are not sufficient for achieving other reasonable objectives, 
such as improving the representativeness of the budget. Thus, increasing 
the participation of lawmakers in the process may be desirable, giving 
them more freedom to make changes among the expenditure items pro-
posed by the executive. 

Reform of Budgetary Institutions in Latin America 

Fiscal results do not depend solely on budgetary institutions but also 
on political institutions, and on the legal and institutional framework in 
which the state acts. This chapter, however, describes only the reforms 
to the aspects of budgetary institutions that have been emphasized in the 
literature (Alesina and others 1998; Stein, Talvi, and Grisanti 1999; Von 
Hagen 1992; Von Hagen and Harden 1995) because of their impact on 
the fiscal results; these aspects encompass fiscal rules, procedural rules, 
and transparency rules. 

Among other things, fiscal rules introduce ceilings (numerical restrictions) 
on certain fiscal indicators and limitations on contracting debt, which can 
help reduce divergences produced by the problem of common resources, 
and can guide the strategic use of public resources.5 These restrictions can 
differ according to the fiscal performance indicator to which they relate, to 
the legal hierarchy of the rule that establishes them, to their coverage, and 
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so on. For example, to reduce the deficit, laws or rules favoring a balanced 
budget can be included at the constitutional level. 

Procedural rules determine the roles and prerogatives of the actors that 
participate in the negotiations. For example, more hierarchical rules can 
concentrate budgetary power in the finance ministry inside the cabinet, 
and in the executive relative to the legislature.6

Transparency rules make information more available and thus enhance 
the viability of the other rules. For example, if numerical or procedural 
rules (or both) are introduced to reduce the deficit, increased transpar-
ency can prevent practices that distort their effectiveness, such as creative 
accounting.

Given the vast universe of legal changes that can affect budgetary 
institutions, this chapter concentrates on that subset that has been most 
important for fiscal results, according to academic analyses and the expe-
rience of economic authorities. For fiscal rules, this chapter considers the 
existence and hierarchy of numerical rules that restrict total expenditure, 
the deficit or borrowing, the use of medium-term fiscal frameworks, 
restrictions on borrowing by subnational governments, and the existence 
of stabilization funds. The introduction of fiscal responsibility laws takes 
on particular relevance in these reforms. For procedural rules, the chapter 
considers the power of the finance ministry over the line ministries in the 
preparation stage, the power of the executive over the legislature in the 
approval stage, and the power of the finance ministry through cash man-
agement during the execution stage. For transparency rules, the chapter 
considers to what extent the budget covers the totality of state outlays 
and the availability of this information, emphasizing the enactment of 
transparency laws. 

The information is based on a set of surveys on budgetary practices 
and procedures conducted jointly by the Organisation for Economic 
Co-operation and Development (OECD), the World Bank, and the Inter-
American Development Bank (IDB), supplemented by specific questions on 
the content and timing of reforms implemented since 1990. The responses 
to the surveys (which reflect the rules but not necessarily the practice in 
some cases) identify the budgetary restrictions that affect all stages of bud-
get preparation. This information has been compared and supplemented 
with analysis of the legal frameworks and related documents produced by 
the World Bank, the IDB, and the International Monetary Fund. 

Path of Reform

Since 1990, the budgetary institutions of Latin America have undergone 
continuing reform. Many countries introduced numerical restrictions, sta-
bilization funds, multiyear frameworks, and restrictions on borrowing by 
subnational governments. Various countries introduced numerical restric-
tions in their fiscal responsibility laws. 
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With respect to procedures, the introduction of integrated financial sys-
tems involved an increase in the hierarchy of the power of the executive, 
mainly through the introduction of the single treasury account. In terms 
of transparency, the fiscal responsibility laws in some countries included 
special chapters on the area, while other countries enacted specific laws. 

In most countries, the changes have consistently strengthened budgetary 
institutions and fiscal discipline, but in some cases reforms were reversed, 
particularly limits on the deficit. In crisis situations, some governments 
opted to relax the legal guidelines and reduce fiscal requirements required 
by the existing laws; others directly ignored or evaded compliance with the 
new rules and procedures. 

The fiscal reform process had two clearly distinct moments. In the 
mid-1990s, a reform boom took place, raising finance ministries in the 
hierarchy of fiscal decision making, probably as part of the broader pro-
cess of stabilization and structural reform. The second moment of intense 
budgetary reform activity occurred in the late 1990s, when most of the 
fiscal restrictions and transparency rules were introduced. Table 5.1 and 
figure 5.1 present the composition and trends in fiscal institution reform 
since 1990. Reforms of procedural rules are concentrated between 1994 
and 2000, and reforms of fiscal and transparency rules largely from 1998. 
Each of the 18 countries in the sample introduced at least one budgetary 
institution reform in the period. The reforms reveal a high level of disper-
sion. For example, Argentina adopted twice as many reforms as the next 
country on the list. With respect to the types of reform, seven countries 
introduced fiscal responsibility laws, which imposed, among other compo-
nents, limits on expenditure or borrowing. Four of these countries relaxed 
these limits in the following years. 

Fiscal Rules 

As table 5.1 and figure 5.1 show, most of the reforms that introduced fis-
cal rules took place toward the end of the 1990s and early in the 2000s. 
In some cases, these reforms were specific, but they were mostly included 
in fiscal responsibility laws. These laws have been the most innovative 
component of budgetary institution reform in recent years. They are 
designed to reduce fiscal deficits and introduce numerical limits, some-
times with medium-term horizons, with adjustable limits based on the 
economic cycle (to avoid fiscal adjustments that would intensify rather 
than moderate cycles). These laws approach fiscal problems from a more 
integrated point of view, including issues of transparency, responsibility, 
and relations with subnational governments, especially important in the 
most geographically decentralized countries. Argentina (1999), Brazil 
(2000), Peru (2000), Ecuador (2002), Panama (2002), Colombia (2003), 
and Venezuela (2003) all enacted fiscal responsibility laws, with features 
appropriate to each case. 
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Numerical restrictions. Mainly as a result of recent reform, most coun-
tries now have some numerical restriction on expenditure, deficit, or debt. 
Costa Rica, Guatemala, and Nicaragua are the only exceptions. Some of 
these restrictions are constitutional, while others are at the level of laws, 
as shown in table 5.2. Except in Argentina, the executive has legal powers 
to modify or disregard restrictions under certain conditions. The introduc-
tion of numerical restrictions has not always had immediate results, and 
in many cases the restrictions have been weakened by later reforms as in 
Argentina, Ecuador, Panama, and Peru.7 Chile deserves a separate men-
tion because of its structural balance rule, which is observed although it 
does not have the status of law. This rule establishes the commitment to 
maintain a 1 percent structural surplus.8 Chile shows that the political 
institutional context in which restrictions are inserted can be more impor-
tant than the design. 
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Figure 5.1 The Path of Reform

Source: Authors’ calculations.
Note: To construct the figure, the reforms were weighted in accordance 

with their relevance and direction and were normalized between 0 and 1. 
Thus, each curve shows the transition of the institutions from their initial 
situation in 1990 to their situation in 2005. The slope measures the number of 
reforms and their relative importance.
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Multiyear frameworks. Multiyear frameworks offer certain benefits 
of numerical rules without the costs related to excessive rigidity. These 
frameworks can add discipline and credibility to the budgetary process 
because they stipulate medium-term targets and economic expectations 
on which future budgets are based. However, a multiyear framework’s 
influence on results can be modest or nil if during the passage of the an-
nual budget, lawmakers have a large margin for deviation. The countries 

Table 5.2 Numerical Restrictions

Country Expenditure limit Deficit limit Debt limit

Argentina Law Law Law
Bolivia
Brazil Law Law
Chile Law Rule Law
Colombia Law Law
Costa Rica
Dominican Republic Law
Ecuador Law Law Law
El Salvador Law
Guatemala
Honduras Constitution
Mexico Law Law Law
Nicaragua
Panama Law Law
Paraguay Law Law
Peru Law Law
Uruguay Law Law
Venezuela Law Constitution

Source: Authors’ compilation.
Note: Seven countries have included additional restrictions at the constitutional 

level, such as the “golden rule,” which establishes that the government can only bor-
row for investment expenditure and not for financing current expenditure during the 
economic cycle. 

For example, the Brazilian Fiscal Responsiblity Law puts limits on expenditure by 
object, by government level, and by branch of government. The law also stipulates 
that Congress must approve global limits for the consolidated federal, state, and 
municipal debt, proposed by the executive. The law also prohibits the contracting 
of credit operations in advance of budget revenue in the last year of mandate and 
prohibits increasing expenditure on employees in the 180 days before the end of the 
mandate. The Ecuadorian law subjects the budget bill to two fiscal rules: primary 
expenditure cannot increase by over 3.5 percent considering the implicit deflator of 
GDP; the deficit resulting from total revenue, less revenue from oil exports and less 
total expenditure, will be reduced annually by 0.2 percent of GDP until reaching 
zero. It also applies a policy of permanent reduction of the public debt, moving to-
ward a ratio of the balance of total public debt to GDP of 40 percent.
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for which the approval of a multiyear framework is a legal requirement 
include Argentina, Brazil, Colombia, Honduras, Paraguay, Peru, Uruguay, 
and Venezuela.9 In addition, Chile, Ecuador, Guatemala, Mexico, and 
Nicaragua have multiyear frameworks but without fixed limits for each of 
the years. Currently, multiyear frameworks do not effectively restrict the 
budgetary process. In most countries, the frameworks are changed year 
after year and annual budgets bear little relation to them. 

Stabilization funds. Stabilization funds have only recently been applied in 
Latin American countries, with the exception of the Chilean copper fund 
(1985–87) and the coffee fund in Colombia (1940). The region has two 
types of funds: stabilization funds, and budgetary reserve or tax revenue 
stabilization funds. The former are funded by export revenue from non-
renewable resources with the function of leveling out fluctuations in state 
revenue and expenditure and establishing a cushion against the eventual 
exhaustion of the resource. The latter are composed of revenue accumu-
lated during years of budgetary surplus, along with nonrecurring state 
resources, such as privatizations. The objective of these funds is to have 
resources to stimulate demand and implement social expenditure policies 
during recessions. 

In addition to the Chilean copper fund and the Colombian coffee fund, 
other important funds include tax revenue stabilization funds introduced 
in Argentina in 1999 and in Peru in 2000 (increased in 2003), as stipulated 
in their fiscal responsibility rules. Colombia added an oil fund in 1995, 
while oil stabilization funds were set up by Ecuador in 2002, and Mexico 
and Venezuela in 1998. 

Many of the funds have been changed and have not always been used 
as planned.10 As mentioned, Ecuador introduced two oil revenue stabili-
zation funds: the Oil Stabilization Fund (FEP) and the Fund for Stabiliza-
tion, Social and Productive Investment and Public Borrowing Reduction 
(FEIREP).11 The FEP was designed to compensate for fluctuations in oil 
prices by saving when prices were above the budgeted value and per-
mitting withdrawals when prices were lower. However, the savings that 
should have been accumulated for stabilization were already allocated: (a) 
45 percent designated for FEIREP, (b) 35 percent to finance the repair and 
paving of the Amazon trunk route, (c) 10 percent to finance integrated 
development projects in four provinces, and (d) 10 percent for equipping 
and strengthening the national police. In the FEIREP, although 70 percent 
was set aside to repurchase foreign and domestic public debt, as of August 
2005 most had been used to repurchase domestic debt, specifically bonds 
placed with the Ecuadorian Social Insurance Institute (which did not result 
in a reduction of the total stock of debt) and for social plans.12

Restrictions on subnational governments. With decentralization, subna-
tional finances became important because of their potential impact on 
macroeconomic stability. Borrowing limits on these governments became 



budgetary institutions 167

more common.13 The most important include Brazil, Colombia, and Ec-
uador. In Colombia, restrictions were placed on national government 
support for subnational governments. Ecuador has limits on borrowing 
by sectional governments in its fiscal responsibility law. Brazil now has 
lower borrowing limits, and restrictions on employee pay. Most countries 
(Costa Rica, the Dominican Republic, Honduras, Nicaragua, Panama, 
Uruguay, and Venezuela) require that every loan assumed by subnational 
governments be approved by the national government. In Brazil, these 
restrictions seem to have effectively controlled subnational government 
finances, changing the negotiation dynamic of fiscal policy in the country 
(see box 5.1). 

Procedural Rules

Procedural rules regulate relations among the various actors in the budget-
ary process. In some cases these actors belong to the same branch of gov-
ernment (for example, during preparation), while in others, interactions 
are between different branches (for example, during approval). Central 

Box 5.1 Restrictions on Subnational Governments: 
The Brazilian Fiscal Responsibility Law 

The numerical restrictions established in Brazil’s fiscal responsibility law 
include prudential limits on all levels of government. 

Limits on employee expenditure are established as a percentage of the 
liquid current revenue for all levels of government: 

• For the federal government, the limit is 50 percent (40.9 percent for 
the executive branch, 2.5 percent for the legislative branch, 6.0 per-
cent for the judicial branch, 0.6 percent for the public prosecutor).

• For the states, the limit is 60 percent (49 percent for the executive 
branch, 3 percent for the legislative branch, 6 percent for the judi-
cial branch and 2 percent for the public prosecutor).

• For municipalities, the limit is 60 percent (54 percent for the execu-
tive branch and 6 percent for the legislative branch).

Limits on public borrowing approved in the Senate in 2001 require that 
by 2016 debt may not exceed twice the current revenue of the federal and 
state governments, and 1.2 times current revenue of municipal govern-
ments. To reach these ceilings, governments must reduce at least one-
fifteenth of the difference each year. 

Source: Authors’ compilation based on the Brazilian Fiscal Responsibility Law.
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government power over cash management affects both inter- and intra-
branch relations. 

Fewer changes were made to procedural rules between 1990 and 2005 
than to fiscal rules. Reforms were made in interbranch relations mainly 
after financial management laws were passed, giving the finance ministries 
tools to exercise this power.14 Financial administration reforms concen-
trated on cash management (Treasury management) and debt manage-
ment, thus leading to change within the executive branch.15

Brazil in 1986 was the first Latin American country to establish a 
single treasury account. In 1995, Argentina established a model in which 
the Treasury operated as a bank for all government entities, which had to 
deposit their funds in a single government account. Only in Guatemala and 
Peru are ministers able to maintain cash accounts other than the Treasury 
without daily transfer of balances. El Salvador and Nicaragua have single 
treasury account systems, but with preestablished exceptions. Paraguay 
introduced a single account system in 2000 after gradually reducing the 
number of government bank accounts. Bolivia, Ecuador, Honduras, and 
Uruguay also have single treasury account systems. Mexico does not have 
such a system, although it does have a consolidated collection account 
that optimizes use of funds. Table 5.1 presented the main changes in pro-
cedural rules, including the introduction of single accounts, together with 
increased powers of the executive and the finance ministries to impose 
fiscal discipline. 

Interbranch relations. The rules regulating interaction between the leg-
islative and executive branches during the approval stage of the budget 
are practically unchanged since the return of democracy and are relatively 
uniform throughout Latin America. 

The existing restrictions can be divided into two major groups (see 
table 5.3): restrictions that prevent the legislative branch from increas-
ing the total amount of expenditure (as in Chile, Colombia, Ecuador, El 
Salvador, Peru, Uruguay, and Venezuela), and those that prevent changes 
in the deficit level (Argentina, Costa Rica, Honduras, Mexico, Nicaragua, 
Panama, and Paraguay).16 Except in Argentina, where restrictions are 
based on law, all countries have constitutional limits. In the Dominican 
Republic, any change must be passed by a two-thirds majority of law-
makers, making change difficult. These procedural regulations do not 
always prevent lawmakers from creatively changing budgets. In some 
cases, legislatures identify spurious sources of revenue to justify expen-
diture increases.17 In others, spending is reallocated leading to covert 
increases in expenditure.18

Intrabranch relations. In countries with a presidential regime, the president 
or finance minister generally has the most influence on the budget. In the 
countries studied, the finance minister most commonly has the last word 
in budgetary discussions (Colombia, Costa Rica, Ecuador, El Salvador, 
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Mexico, Paraguay, and Uruguay; see table 5.4). The president decides in 
six countries (Argentina, Brazil, Chile, the Dominican Republic, and Nica-
ragua) while in the rest the final decision lies with the cabinet. 

Cash management. The power of the executive branch, specifically the 
finance ministry, to execute the budget is another mechanism increasing 
its position in the hierarchy of the budgetary process. The finance ministry 
can reduce expenditure in downturns to control the deficit; the minister 
may also execute preferred items, while delaying or underexecuting expen-
ditures introduced into the process by other actors during the preparation 
and approval stages. Underexecution of the budget is common in many 
Latin American countries.19

Finance ministries have broad powers in Latin America. In Argentina, 
Brazil, Chile, Costa Rica, the Dominican Republic, El Salvador, Guate-
mala, Honduras, Nicaragua, Paraguay, Peru, and Venezuela, the budgetary 
authority approves or determines the expenditure plans of the ministries 
and executing agencies. Also, as table 5.5 shows, in 11 countries the bud-
getary authority has powers to hold back funds already allocated to the 
expenditure units. 

Table 5.4 Restrictions on Line Ministries in Negotiations with 
Finance Ministry, 2005

Limits on expenditure 
for line ministries

Finance minister or 
president has last word in 
negotiations with cabinet

Argentina X X
Bolivia X
Brazil X X
Chile X X
Colombia X X
Costa Rica X X
Dominican Republic X X
Ecuador X X
El Salvador X X
Guatemala
Honduras X
Mexico X X
Nicaragua X X
Panama X
Paraguay X X
Peru
Uruguay X X
Venezuela X

Source: Authors’ compilation.
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Transparency Rules 

The most relevant aspects of the transparency laws relate to publishing 
fiscal data, including

• data homogenization, 
• specification of contingent liabilities, 
• publication of the assumptions and statistical methods used to con-

struct the projections, 
• publication of the public debt stock (including floating) at all levels 

of government, 
• analysis of the fiscal impact of the rules promoted by the branches 

of government, and 
• regular disclosure of fiscal information by physical and electronic means. 

Various Latin American countries have passed laws to make fiscal data 
more accessible to the public, including Argentina, Brazil, Chile, Colom-
bia, the Dominican Republic, Ecuador, Mexico, Nicaragua, Panama, Peru, 

Table 5.5 Cash Management, 2005

Country

Central budget 
authority

can withhold 
allocated funds

Central budget authority can 
withhold allocated funds where the 
legal obligations have already been 

assumed on behalf of the state

Argentina No No
Bolivia No No
Brazil Yes No
Chile Yes No
Colombia Yesa No
Costa Rica Yes No
Dominican Republic Yes No
Ecuador No No
El Salvador Yes Yes
Guatemala No No
Honduras Yes Yes
Mexico Yes No
Nicaragua Yes No
Panama Yesa No
Paraguay No Yesa

Peru No No
Uruguay Yesa Yesa

Venezuela No Yesa

Source: Authors’ compilation.
Note: a. with approval of the legislature.
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and Venezuela. Costa Rica and Nicaragua included publishing princi-
ples in their financial administration laws, requiring that the budget be 
accessible to the public in the interest of transparency. Argentina, Brazil, 
Colombia, Ecuador, and Peru have included transparency clauses in their 
fiscal responsibility laws. The formalization of transparency is a recent but 
rapidly expanding phenomenon, as shown in table 5.1. 

Budgetary Institutions and Fiscal Results

As mentioned throughout this chapter, the purpose of reforming budget-
ary institutions is to affect the fiscal results. For example, the introduction 
of limits on expenditure or borrowing, or increased powers for certain 
agents, are intended to control fiscal results by restricting the problem of 
common resources. Alesina and others (1998) and Stein, Talvi, and Gri-
santi (1999) found that these rules and restrictions can affect budgetary 
results in Latin America. The first of these works constructed a budgetary 
institution index based on surveys of budget directors in 20 countries in 
Latin America for the 1990–93 period.20 They found that tighter restric-
tions—whether based on stricter, more hierarchical, or more transparent 
rules—result in lower deficit and debt levels. 

For this chapter, a budgetary institutions index has been constructed 
similar to that of Alesina and others (1998), but with new features.21 The 
new index combines various elements that affect restrictions, hierarchy, 
and transparency in the budget into three subindexes. The first subindex, 
restrictions, takes into account fiscal rules, restrictions on borrowing by 
subnational governments, any requirement for reserve funds, and the pres-
ence of a medium-term fiscal framework. The second, hierarchies, takes 
into account the degree of discretion of budget authoritites in cash man-
agement, restrictions on the line ministries, and restrictions on the changes 
that the legislative branch can make to the executive’s budget proposal. 
The third, transparency, considers how comprehensive the budget docu-
ment is and whether there are extrabudgetary funds and expenditures. The 
general index, index, is constructed on a weighted average of the subin-
dexes in line with the quantity of subjects they cover. Figure 5.2 presents 
the relation between this index computed for 2000 and the general gov-
ernment primary balances for 2000–02. As can be seen, there is a positive 
relationship: where the index has a higher value—which is equivalent to 
more numerical restrictions, more hierarchical rules, and greater transpar-
ency—the fiscal results tend to be more positive.22

The same relation can be seen in table 5.6, where each cell shows the 
average fiscal balance for countries that are above and below the median 
for each index. For example, considering the values of index, the countries 
with better values have an average surplus of 0.8 percent of GDP, while 
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Table 5.6 Average Fiscal Balance
(percent)

Country position 
on index Index Restrictions Hierarchies Transparency

Above median 0.8 1.1 0.3 –0.2
Below median –1.5 –1.8 –0.9 –0.3
Difference 2.3 2.9 1.2 0.1

Source: Authors’ calculations.
Note: Each cell indicates average of general government fiscal balance as percent-

age of GDP in 2000–02.
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countries with low values have a 1.5 percent average deficit. This means 
that, again on average, moving from the group of bad budgetary institu-
tions to the group of good institutions can have a fiscal impact of over 2 
percentage points of GDP. 

To make the results of the regression analysis comparable to those of 
Alesina and others (1998), the same variables are used. The dependent 
variable is the general government primary fiscal balance from 2000 to 
2002.23 The independent control variables are the stock of public debt as 
a percentage of GDP in 1999 (debt), a variable constructed as the product 
of the change in the terms of trade multiplied by the degree of trade depth 
of the economy (defined as total exports and imports as a percentage of 
GDP) (trade), and a measure of the economically dependent population, 
defined as the percentage of the population under 15 and over 65 years 
old (dependence).24

The regression analysis gave the expected results, as shown in table 
5.7. The results are significant for the compound index (index) and for 
the subindexes of hierarchical rules (hierarchies) and restrictions (restric-
tions). The evidence suggests that the countries with more hierarchical 
budgetary processes accompanied by restrictions on incurring significant 
deficits or accumulating debt have fiscal results that tend toward surplus. 
In economic terms, the difference between a country in the first and fourth 
quartiles is approximately 2.3 percent of GDP, similar to table 5.6. 

The regression results of the subindexes are similar, mainly with regard 
to numerical restrictions and hierarchy rules. In contrast, the transpar-
ency subindex is not significant, which suggests that this measure tends to 
strengthen the value of the others instead of being valid in itself. It could 
also be the index most affected by differences between the letter of the 
law and actual practice. Transparency takes the most time to have a real 
impact on results. While limits on the deficit can have an immediate effect, 
the impact of transparency is felt over years, when, for example, civil soci-
ety organizations are able to obtain information, analyze it, and begin to 
advocate change, which eventually becomes reality. 

Reforms in Action

During the period under study, many budgetary institution reforms took 
place in Latin America. In almost all cases, the reforms included increases 
in restrictions based on the introduction of numerical rules, increased 
prominence of finance ministries in the hierarchy of budget discussions, 
and increased transparency. After over a decade of reform, budgetary insti-
tutions continue to be important determinants of fiscal results—the more 
restrictive budgetary institutions are in terms of numerical limits, and the 
greater prominence in the procedural hierarchy of actors with more incen-
tives to maintain finances under control, the lower deficits tend to be. 
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However, despite this general evidence, budgetary institutions are part of a 
wider game that sometimes transcends the budgetary process itself. 

The budgetary process has functions additional to deciding the size of 
public expenditure or its composition. In general, the process consists of 
many political transactions that permit other policies and reforms to go 
forward.25 For example, the executive branch can obtain a vote in favor 
of a certain public policy by a fraction of lawmakers by promising (or 
providing) financing for works that they want, which they can then use 
in their political campaigns. Because these exchanges are usually neces-
sary and common in democracies, where the interests of lawmakers (or 
ministers, judges, or interest groups) are different from the interests of the 
executive branch, the impact of budgetary process reform depends greatly 
on changes to the number of actors and changes to their incentives to 
participate in the budgetary process and political exchanges. Therefore, 
an analysis of the impact of budgetary process reform should study the 
adaptation of the actors to the new rules. 

The examples below show how the impact of the rules depends on 
the broader political game. In general, the rules that work make politi-
cal transactions more efficient. In contrast, the rules that are intended to 
improve certain fiscal results but that do not take into account the under-
lying incentives have a higher probability of being evaded. 

A relatively common example in Latin America of regulations that are 
not observed (at least in spirit) is the rule prohibiting lawmakers from 
increasing spending established in the executive branch budget proposal 
unless alternative sources of financing are identified. The spirit of this rule 
is that lawmakers can increase spending to obtain political credit only if 
they internalize the political cost of having to increase taxes. However, 
this rule is violated by lawmakers who increase revenue estimates without 
including any practical measures, or who reallocate items. For example, as 
mentioned earlier, in Ecuador, to increase expenditure on certain items, law-
makers reallocated money earmarked to pay debt, thus creating additional 
financing needs. In Bolivia, congress increased expenditure by identifying 
increases in the debt or raising the collection estimates of the government 
as additional sources of revenue. In 1998, congress in Bolivia increased the 
estimates of gains in efficiency of the tax collection agency and customs 
by 50 percent to create a cushion to put through additional spending.26 In 
fact, there were no gains in efficiency, and the deficit for that year exceeded 
4 percent even though the executive branch underexecuted the budget 
by more than 3 percent. Naturally, this strategy is not followed only by 
the legislative branch. Again, in Bolivia, the executive’s revenue estimate 
has generally been excessive, far above simple error or uncertainty in the 
performance of economic variables.27 Establishing limits on the legislative 
branch—or alternatively on the executive branch—may have no effect if 
there is no political and social control over revenue estimates, and if the 
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political exchange is such that budgetary approval can be achieved only 
by increasing or promising to increase state expenditure. 

As a result, reforms to certain budgetary institutions can be ineffective 
because they are not implemented, or can be evaded. “Parliamentary assis-
tance” (auxilios parlamentarios) in Colombia during the 1990s provides 
another example of a legitimate mechanism for decentralizing finances 
that was manipulated by lawmakers for political gain.28 The budgetary 
rules in place before the 1991 constitution was passed allowed transfers to 
be made to lawmakers through parliamentary assistance which lawmak-
ers could appropriate discretionally. Lawmakers could use these funds 
for projects with high political returns. The constitutional elimination of 
these predetermined and transparent “systems” gave rise to higher value 
and less transparent transfers instead of reducing discretion and increas-
ing the efficiency of state expenditure. Thus, rather than being general, 
the transfers were even more personalized, because they were the result 
of negotiation between the executive and legislative branches for support 
of specific laws. As a consequence, the average “assistance” per law-
maker tripled in 1998 compared with the 1968–90 period. Such assistance 
became an important object of political transaction between the executive 
and the legislature, given the characteristics of the Colombian political 
process—a much different result than anticipated.29 The importance assis-
tance acquired in the political debate prompted President Uribe to include 
its elimination as an explicit point of his campaign and in the 100 points 
of his democratic manifesto.30

Observance of the fiscal responsibility laws also presents an interest-
ing case study. In theory, fiscal responsibility laws should provide tools 
for improving a country’s fiscal results, but this has not always occurred 
in practice, at least in the short term. The main objectives of the Fiscal 
Solvency Law implemented in Argentina in 1999 were to contain public 
spending, reduce fiscal deficits, and increase fiscal transparency. The main 
components of the law were an anticyclical fund, fixed numerical rules on 
the deficit and expenditure, rules on budgetary procedures, and measures 
to increase transparency.31 The targets fixed in the law were not met: the 
1999 and 2000 deficits exceeded the established limits and the law was 
amended to permit a new deficit reduction scheme. However, in 2001, the 
deficit was almost 15 percent higher than the new limit and over six times 
the limit established for that year in the original law.32

The reason for this failure was the attempt to use permanent fiscal 
rules, which were designed to improve medium- and long-term fiscal 
performance, for a short-term adjustment in response to the crisis, com-
bined with doubts about the sustainability of the convertibility regime33

and Argentine fiscal solvency. For example, the use of the anticyclical 
fund established in the law, which allowed fiscal policy to operate as 
a stabilizer, changed after the Russian crisis in mid-1998. The escape 
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clauses established in the early versions of the law were eliminated and 
the fund became a device for accumulating resources diverted from tax 
receipts with the intention of keeping the country’s access to financial 
markets open.34

Consequently, changes in the rules are not a sufficient condition for 
modifying the results when they come into conflict with the rules of politi-
cal interaction of the agents involved. However, in some cases, changes in 
rules can have an impact because they substantially change the political 
game. In Brazil, the introduction of the Fiscal Responsibility Law improved 
fiscal results, not so much because of the direct effect of the deficit limits, 
but because they also changed the power relationships in the political pro-
cess, especially between the federal and subnational governments. 

With the constitutional reform of 1988, the states acquired extensive fiscal 
autonomy (and borrowing power) and state governors gained great influence 
in decision-making processes at local and national levels.35 First, because they 
had significant control over local resources, they could use them to promote 
the political possibilities of local candidates to congress, and affect the deci-
sions of federal deputies and senators. Second, because the governors had 
financial autonomy and no limits on borrowing, they could affect the poli-
cies of the federal government by threatening the president’s macroeconomic 
stability targets. The new regime introduced by the Fiscal Responsibility Law 
changed this situation by authorizing the federal government to fix collection 
and expenditure targets, to limit expenditure on wages, and to withhold legal 
transfers if the states defaulted on their debt obligations. The measures lim-
ited the power of the state governors in the federal decision-making process 
because they lost the possibility of using the threat of defaulting on their debt 
obligations as a negotiating weapon, along with control of certain expenditure 
items (and over total expenditure), which they had used to influence national 
lawmakers.36 In general, the numerical restrictions strengthened the authority 
of the federal government and the centralization of fiscal decisions. 

The budgetary process and fiscal results can be affected not only by 
reform of budgetary institutions, but also by changes in the rules of the 
political game. For example, divided legislatures or restricted presidential 
powers can handicap fiscal management. The political reforms in Para-
guay, which increased the transparency of the political process based on 
open and more transparent rules, intensified fragmentation of the politi-
cal parties and the legislature, which created difficulties for controlling 
finances.37 So, when changes are made to political institutions, the poten-
tial effects on fiscal results must be taken into account, and if necessary, 
compensating reforms to budgetary institutions should be made. 
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Conclusions

Beginning with the period of democratization, and in the wake of the 
economic crises, budgetary process reform has been common in Latin 
America. Changes were made to numerical, procedural, and transparency 
rules. Enactment of numerical restrictions saw limits placed on expen-
diture, deficit, and debt; introduction of the notion of multiyear bud-
getary frameworks; and limits placed on subnational borrowing (and in 
some cases, on the composition of expenditure). In the area of procedural 
rules, no substantial changes were made to the relationship between the 
branches of government. In contrast, a de facto advance was made toward 
centralizing budgetary decisions with the finance minister. Much work 
was done on transparency of public accounts during the period, and most 
countries adopted reforms. Although some enacted specific reforms, in 
most cases they were included in the fiscal responsibility and financial 
administration laws. 

The persistence of fiscal weaknesses reveals that the viability and suc-
cess of fiscal rules is not simply a problem of knowing good practices, 
and that passage of laws is not sufficient for overcoming fiscal prob-
lems. First, fiscal restrictions have been incapable of operating under the 
severe macroeconomic volatility that characterizes the region—regard-
less of the rules, deficits have overshot their legally established targets. 
Second, the budgetary institutions are an intrinsic part of the public 
decision-making process, and as such are a fundamental part of political 
system transactions. The approval, implementation, and enforcement 
of reforms depend on the incentives of the actors that interact in the 
budgetary process. For this reason, restrictions on practices such as 
“parliamentary assistance” can be ineffective if they do not produce 
the necessary changes in the political process and the incentives of the 
actors. Last, it is important to understand that reforms intended to affect 
only the budgetary dynamic can have an impact on negotiations in other 
policy areas. For example, an increase in the finance minister’s power in 
budget negotiations or execution can have an immediate effect not only 
on fiscal results, but also on reform negotiations in other areas. Conse-
quently, when fiscal problems are analyzed, a comprehensive, general 
equilibrium approach is critical. 

In short, budgetary institutions, as part of the framework in which 
expenditure decisions are made, are important determinants of fiscal results, 
and reform can help to obtain certain effects, such as deficit reduction. But 
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these institutions are also part of a more complex decision-making process. 
Therefore, policy recommendations must take into account that

• while these reforms may be necessary, they are not always sufficient 
to achieve the desired result; 

• in some cases, reform can generate conflict between different policy 
objectives (for example, sustainability versus representativeness); 

• while some reforms can produce the desired results, others can be 
evaded or not have the desired effects if they do not change the pre-
vailing incentive schemes; and 

• reforms of the budgetary process can alter the political decision-mak-
ing process. Their effects can be considerable because the budget is 
the terrain upon which many public policy decisions are played out. 

Notes

 1. The inflationary tax is the potential effect when the government finances 
expenditure through increasing the amount of money available in the economy by 
printing notes and bills. When the increase in the supply is not met by an increase in 
money demand, a generalized increase in prices takes place. Hence, holders of cash 
and cash equivalents suffer a real loss in the purchasing power of their assets.

 2. International conditions were also critical for stimulating budgetary reforms 
because of the changes that took place in various developed countries (for example, 
the Gramm-Rudman-Hollings Act in the United States, the Treaty of Maastricht 
in the European Union, and the Fiscal Responsibility Act in New Zealand) and 
because of new interest in the literature in explaining the events of the 1980s and 
the differences between countries. The so-called Washington Consensus gave addi-
tional momentum to this type of reform, two of its essential components being the 
search for fiscal discipline and changes in expenditure priorities.

 3. The problem of common resources arises from two important charac-
teristics of public budgets: (a) while the benefits of public programs tend to be 
concentrated, the costs tend to be financed from a fund of common resources; (b) 
the budget is the result of a collective decision-making process, which involves a 
variety of agents—lawmakers, expenditure ministers, the finance minister, and 
so on. Because most of the agents involved in the budgetary process represent 
geographical or sectoral interests, the combination of these two characteristics of 
public budgets, under certain institutional arrangements, can generate an overuse 
of the common resources, resulting in excessive expenditure and deficits. 

 4. The executive branch, particularly the president and finance minister, has 
an interest in the sustainability of the public accounts (at least in the short term), 
given that citizens tend to view them as responsible for macroeconomic manage-
ment. This interest in sustainability can be seen in excerpts from the speeches of 
various Latin American presidents, for example, Vicente Fox (Mexico): “. . . And 
the third point, maintain strict fiscal discipline, applying austerity measures and 
programs to cutback expenditure in the public sector,” in the message to the LVIII 
Legislature of the Congress of the Union (September 1, 2001). Abel Pacheco (Costa 
Rica): “We need fiscal reform to clean up public finances once and for all; to create 
a healthy macroeconomic environment and generate even more confidence among 
investors and producers” (San José de Costa Rica, May 8, 2002).
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 5. If they are respected, these results can eliminate some of the weaknesses 
of the budgetary process. However, they can also generate incentives for “creative 
accounting,” limit the flexibility of policies, and open up the possibility that expen-
diture and taxes act as stabilizers (at least in the case of balanced-budget rules). Also, 
the budget rules can be inoperative if there are no mechanisms to enforce them. 

 6. Collegiate rules tend to spread power in a more equal way. The more hier-
archical procedural rules, which concentrate power in actors with more interest 
in controlling finances, can help maintain the stability of public accounts. Obvi-
ously, increasing hierarchy does not necessarily lead to greater representativeness 
of expenditure, or prevent the executive from using its new powers strategically to 
obtain immediate political benefits, thus generating electoral cycles in the budget.

 7. The Fiscal Responsibility Law in Argentina is analyzed in more detail later 
in the chapter. 

 8. This surplus is calculated according to changes in the price of copper and 
the economic cycle, preventing the restriction from acting pro-cyclically.

 9. Uruguay is the only country with a multiyear budget. 
10. In Venezuela, see, for example, “La reforma del fondo de estabilización: un 

aumento de la discrecionalidad del gasto,” Venezuela Analítica team. Available at 
http://www.analitica.com/vam/1999.08/reportajes/02.htm. 

11. A detailed analysis can be found in Almeida, Gallardo, and Tomaselli 
(2005).

12. The funds have not always been used as expected. “Ecuadorian Economy 
Minister Rafael Correa resigned yesterday after the World Bank did not disburse 
a $100-million loan as part of its fiscal support package for the country. . . . The 
World Bank had objected to the fact that the funds from the oil stabilization fund, 
which should have been destined for debt reduction, were used to finance social 
programs” (Oxford Analytica 2005). 

13. There are previous examples, such as restrictions in Mexico introduced in 
the 1917 constitution.

14. The financial administration reforms adopted by most Latin American 
countries are designed to link the budget, treasury, and public credit and account-
ing subsystems with respect to normative rules, operating capacity, and informa-
tion processed so that responsibility is centralized in the finance ministries. These 
rules are intended to develop information systems that facilitate decisions and 
transparency in the use of resources. Traditionally, extrabudgetary accounts and 
surplus government treasury accounts were the norm.

15. This reform was conceived as an integral part of the modernization of the 
state (Asselin 2000). The single account as institutional instrument affects intra-
executive relations insofar as it permits, by strengthening cash controls and budget 
management, the monitoring and timely control of transactions and expenditure, 
and extends to all entities a sense of fiscal discipline that previously existed only in 
the finance ministry. 

16. Bolivia is a special case. First, the constitution states that “any bill that 
involves expenditure for the State shall state, at the proper time, the method of 
covering them and the form of investment.” However, this restriction can be inter-
preted strictly (there must be genuine funds) or weakly (expenditures can be cov-
ered with issue of debt). This divergence of opinion exists in the country itself. 
Among the most important actors, the executive branch considers this a weak 
restriction, while the deputies consider it to be strict. 

17. For example, in Bolivia in some years lawmakers increased estimates of 
gains in the efficiency of the regulatory agencies, which were never achieved. For 
more detail, see Scartascini and Stein (2003). 

18. For example, in Ecuador, congress increased expenditure on certain items 
by reducing provisions for payment of foreign debt. Given that these payments will 
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have to be made in the future, the reallocation is equivalent to a covert increase 
in expenditure. In the 2006 budget, 18 sectors benefited from reallocation of 
US$396.9 million, which was offset by a reduction in the funds destined for pay-
ment of public debt from 33.4 percent to 28.8 percent. 

19. For example, in Argentina, between 2002 and 2003, underexecution was 
between 5 percent and 11 percent; in Bolivia (1998–2002) 8 percent on average; in 
Paraguay (1996–2001) 20 percent on average. The most dramatic example is Brazil 
where in some years over 30 percent of the budget was underexecuted (see Alston 
and others 2005). 

20. Their work is based partly on the work of Von Hagen (1992), and Von 
Hagen and Harden (1995), who studied the role of budgetary institutions to 
explain fiscal performance in the European Union. 

 21. Various subindexes and compound indexes were constructed based on 
information garnered from 22 questions on the OECD/World Bank/Inter-American 
Development Bank survey on budgetary practices and procedures, which valued each 
question according to the degree of importance of the rules, on a scale of 1 to 10. 
The compound index was constructed from a weighted average of the three indexes 
according to the number of subindexes that composed them. The fiscal rules index 
was constructed from the average of the subindexes of numerical rules, medium-
term fiscal frameworks, borrowing restrictions, and reserve funds. The procedural 
rules index was constructed from the average of the subindexes of restrictions on the 
legislature, restrictions on the ministries, and on cash management. For a detailed 
analysis of the construction of the index, see Filc and Scartascini (2005). 

22. Filc and Scartascini (2005) find similar results for a sample of developing 
countries. In contrast, according to the authors, the results are not significant for 
the sample of OECD countries.

23. The index variable is lagged (measured to 2000) with respect to the depen-
dent variable (2000–02). The same results were obtained when the results of the 
balance of the central government were used (defcen) Source: World Development 
Indicators Database, World Bank.

24. Alternatively, interest payments on the public debt as a percentage of GDP 
(debtserv) were also used. Sources for these data are World Economic Outlook 
Database (IMF 2004) and World Development Indicators Database (World Bank). 

25. For this reason, a broad set of changes can affect the budgetary process. 
For example, political reform such as election reform, reforms to the party system, 
reforms to the workings of congress, decentralization processes, and so on, can 
affect the fiscal results just as much or more than specific budgetary reform, such 
as the passage of a comprehensive financial administration law. 

26. See Scartascini and Stein (2003). Araujo (1998) makes similar observations 
for Ecuador where, after the 1994 constitutional reform eliminated congressional 
power to change budgetary appropriations, the lawmakers found other ways to 
make special discretionary transfers outside the budgetary appropriations.

27. Naturally, overestimates are not the sole responsibility of the legislative 
branch. The executive branch also makes overestimates of collections, which cre-
ates a wider ambit of negotiation for it than public finances. In Bolivia, executive 
overestimates have been even larger than those made by congress. For example, in 
certain years, gains in efficiency were estimated at nearly 20 percent (while the real 
gains have been traditionally around 3 percent). 

28. The analysis of these cases is based on the work of Hommes (1996), Vargas 
(1999), and Echeverri, Fergusson, and Querubin (2004). For a complete analysis of 
the decision-making process in Colombia, which explains the negotiations between 
the executive and legislative branches, see Cárdenas, Junguito, and Pachón (2004).

29. “This episode of Colombian budgetary history is illustrative because the abo-
lition of a budgetary institution, considered undesirable at a given moment, multiplied 
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its value by eight, made it illegal and forced it under the table, without accountability 
or assignment of responsibilities” Echeverri, Fergusson, and Querubin (2004, 23). 

30. President Uribe in his Manifiesto Democrático (2002, 7): “That there are 
public hearings for regional claims but not “parliamentary assistance” that cor-
rupts politics. If we eliminate them, with every $10 million saved, we can finance 
a small enterprise and create two jobs.” 

31. See Gadano (2003). The law was supported not only by the executive and 
the legislators from the governing party in congress (Partido Justicialista) but also 
by private organizations because of the provisions to increase transparency of 
public accounts. Also, because it was in the conceptual scheme of the second-gen-
eration reforms promoted by the Washington Consensus, it was welcomed by the 
international financial institutions and the investment funds. 

32. Likewise, the other provisions of the law were not observed. Debts for 
expenditures not recorded continued to be paid below the line. Initiatives related to 
reform of the state (program agreements and the Program to Evaluate the Quality 
of Expenditure) lacked concrete results. Last, the provisions to increase transpar-
ency, although they promoted greater dissemination of fiscal information, have 
not been fully implemented. The financial and employment data of the human 
resources system, the list of retirement and pension beneficiaries, and the state of 
compliance with the pension obligations of companies and persons have not been 
made public in due form and time. See Gadano (2003). 

33. This exchange rate regime set Arg$1 equal to US$1. It required having 
enough reserves to match the monetary base.

34. The rules enacted in most Latin American countries are tougher than those 
enacted in developed countries. This severity is intended to produce macroeco-
nomic credibility by legislation. 

35. The state governors played a decisive role in the transition to democracy 
and in the reform of the constitution, which granted them fiscal and taxation 
powers and provision of certain services. This independence led to an increase in 
borrowing by the states, which eventually put the federal government on the spot 
when some governors declared a moratorium on their debt payments in 1998. 

36. Other measures that worked in the same direction were the privatization of 
public companies and of banks operated by the states.

37. From a history of balanced budgets until the 1990s, the country moved to 
a growing deficit in the early part of the decade, exceeding 4 percent of GDP in 
2000. For a detailed analysis of the Paraguayan case, see Molinas and Perez Liñan 
(2005).
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6

Trends and Outcomes 
of Tax Reform

Eduardo Lora

Taxation policy has been an active area of reform since the late 1980s. 
After several years of declining tax revenues caused by low growth, high 
inflation, and ineffective collection efforts, many countries began over-
hauling their tax systems, modernizing and streamlining tax codes, and 
giving their tax administration offices latitude and resources to perform 
their tasks. A quick glance at the results of these reforms, however, is 
hardly encouraging: after all of these efforts, tax revenues (without social 
security) barely reached an average of 15.3 percent of GDP in Latin Amer-
ica as a whole in the early years of the 2000s, whereas in the second half 
of the 1980s the figure was 14.4 percent, and the average in developed 
countries is about 30.0 percent. 

Of all the countries in the region, only Argentina, Bolivia, Brazil, 
Colombia, and the Dominican Republic have succeeded in raising tax 
collections by more than three percentage points of GDP. Most countries 
have managed only modest increases and six countries have had decreases. 
Such a superficial evaluation turns out to be a mistake, however: this 
apparent stagnation in taxes hides profound changes countries have had 
to make in their tax regimes in response to globalization. 

Globalization has reduced taxation capacity through several channels: 
it has prompted countries to cut import tariffs and other trade taxes; led 
to more moderate tax rates on businesses; and eroded the taxation poten-
tial of personal capital income. This all results from the growing inter-
national mobility of goods, investments, and financial capital. Greater 
participation of the private sector in sectors previously reserved for state-
owned enterprises, such as oil, mining, and public utilities, has reduced 
the monopolistic rents partly accruing as tax revenues to the governments 
in some countries.
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Under the pressures of globalization and privatization, governments 
have had to introduce reforms aimed at recovering or raising tax collec-
tions to maintain fiscal and macroeconomic equilibrium. The value added 
tax (VAT) has been the number one tax on reform agendas. As of 2003, 
this tax generated revenues that on average represented 5.2 percent of 
GDP, which is over a third of total tax revenues. In spite of the greater 
mobility of tax bases, taxes on the incomes of businesses and individuals 
have risen slightly (from 3.7 percent of GDP in 1990 to 4.2 percent in 
2003), although they are still very low compared with the average of the 
developed countries where they are 12 percent of GDP.

The quality of the overall tax system improved substantially, especially 
until the mid-1990s. However, progress has stalled, and a new crop of 
highly distortionary taxes, especially the financial transactions tax now in 
place in seven countries, has been introduced to meet the need for higher 
tax revenues. 

This chapter offers an overview of the main trends in tax reform in 
Latin America since the late 1980s, starting with a discussion of their 
main objectives, followed by a brief synthesis of the major changes to the 
tax codes and tax administration systems, and an assessment of the main 
results in areas such as collection, neutrality, progressivity, and redistribu-
tive capacity. The chapter concludes with a tentative list of the challenges 
for the coming years. Social security taxes and contributions are not dis-
cussed here; that is the topic of chapter 11.1

The Objectives of Tax Reform

The major thrust of tax reform since the late 1980s has been to increase tax 
revenues without incurring high costs to the government.2 Tax reform in 
earlier decades was also geared toward boosting tax revenues, but lower pri-
ority was accorded the constraints on tax administration, while other goals, 
such as progressivity, received more attention (Goode 1993). The imperative 
to increase revenues since the late 1980s was a function of two major condi-
tions: First, periodic bouts of high inflation in several countries made it advis-
able to restore fiscal balance and avoid monetary funding of fiscal deficits 
(for this purpose, several countries granted their central banks more inde-
pendence). Second, import tariffs (and, in some cases, export taxes) ceased 
to be an important source of fiscal revenue as all countries adopted policies 
to liberalize international trade. More generally, the strategy of international 
integration limited opportunities to tax cross-border movement of physical 
assets, financial resources, and proceeds from all mobile forms of capital, 
including human capital. Given that tax policy was largely driven by price 
stabilization and international trade liberalization, it is hardly surprising that 
the objectives of tax policy have become more modest.
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Clearly, raising more revenue (on a tax base limited by globalization) 
has not been the only goal driving tax reform. Consistent with interna-
tional trends in the tax arena (Goode 1993; Harberger 1990), reforms 
proposed by governments in Latin America since the late 1980s have been 
geared toward improving tax neutrality and horizontal equity by reduc-
ing the different treatment of sectors or revenue sources, and by limiting 
tax incentives and exemptions. Measures aimed at opening economies to 
international trade and trends in globalization have reinforced the need 
for tax structures that will not distort investment and production deci-
sions. However, in practice, this objective has proven to be elusive as 
more independent, fragmented, and representative legislative bodies (see 
chapter 2) have become increasingly susceptible to pressure from interest 
groups, and more responsive to the diversity of their constituencies, which 
has led to exemptions and special treatments that run counter to the objec-
tive of neutrality.3

In general, neutrality is consistent with the objective of facilitating 
tax administration (and therefore reducing the unit costs of collection). 
Nevertheless, the opposite is seldom the case. In fact, various reforms pro-
moted by tax managers to facilitate collections have frequently come into 
conflict with the goal of neutrality. The most significant recent instance is 
the taxing of banking transactions (which results in a cascading tax that 
disproportionately affects activities that are the least vertically integrated 
and have low value added per transaction). The same holds for more tra-
ditional selective excise taxes on certain consumer goods, such as tobacco, 
alcoholic beverages, and fuel (taxes that may be justifiable because they 
help offset adverse externalities). Over the past two decades, some admin-
istrative practices frequently adopted in the interest of streamlining tax 
administration have actually undermined neutrality and horizontal equity. 
Examples include tax withholdings, simplified tax systems for microenter-
prises, taxes on assets, and other taxes based on imputed income. In fact, 
it has been suggested that these mechanisms have been abused to such an 
extent that they have impaired the main objective of increasing collections 
(Shome 1999).

A number of authors have remarked on what seems to be an aban-
donment of redistributive goals as demonstrated by tax policies in Latin 
America (Agosín and others 2004; Lledo, Schneider, and Moore 2004). 
This trend is widespread in the developing world and among the “best 
practices” prescribed by international tax consultants (Goode 1993). In the 
past, optimism about the capacity of tax systems to achieve income redistri-
bution seemed justified by the postwar experience of European countries. 
This view faded, however, as recognition grew that tax administrations in 
developing countries had limited capacity for handling steeply progres-
sive tax schemes in politically adverse environments, where, in practice, 
elites can undermine the application of the redistributive mechanism. It 
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is noteworthy that the worst income distributions tend to be those of the 
developing countries where effective tax burdens are the lightest (Agosín 
and Machado 2004). In the past, this correlation would have been used to 
promote more progressive tax systems; now, however, it is more likely to 
be interpreted as evidence of the administrative and political problems that 
tax policies face in societies where incomes and wealth are highly skewed. 
Even so, as argued below, the progressivity of a tax structure (that is, tax 
incidence by income level) should not be confused with its redistributive 
capacity, because the latter depends not only on incidence but above all on 
the size of public spending financed by tax revenues. 

Key Characteristics of Tax Reforms

A brief summary of the reforms introduced to the main taxes and tax 
administration systems is in order before assessing their effects on rev-
enues and other dimensions of the tax system. 

Tariffs

Unlike the other tax reforms discussed in this chapter, which are enacted 
by the legislatures, import tariff reforms in most countries are the respon-
sibility of the executive branch. Between the mid-1980s and mid-1990s, 
all governments in Latin America launched programs to open their econo-
mies to foreign trade, usually as part of a more comprehensive strategy 
aimed at reducing inflation, increasing competition in domestic markets, 
and attracting new investment, with the ultimate aim of raising produc-
tivity, employment, and income levels.4 Tariff rates fell from an average 
49 percent before the reforms to nearly 13 percent by the mid-1990s, and 
dispersion was significantly reduced. By 1995, all countries had average 
tariff rates below 20 percent (table 6.1).5 These tariff cuts were higher 
for industrial than for agricultural products, which many countries still 
protect with high or varying tariffs depending on price conditions. Never-
theless, high agricultural tariffs are not a significant source of tax revenue 
because they are essentially protectionist. Although tariff reductions were 
substantial, tariff revenues declined on average by only 0.8 percent of 
GDP from the late 1980s to 2000–03 (from 2.6 percent of GDP to 1.8 
percent of GDP) because import ratios increased substantially during the 
period and standard tariff rates were applied more effectively, as exemp-
tions, loopholes, and evasion were curtailed. (However, the proliferation 
of trade agreements in the 1990s also affected effective tariff rates.) For 
some of the smaller, more open countries, such as Honduras and El Salva-
dor, tariff reductions represented much larger revenue losses (2.7 percent 
and 2.2 percent of GDP, respectively).
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Taxes on Business Profits and Capital Gains

Corporate taxes have been an important target of reform since the mid-
1980s. The most widespread and dramatic changes were the lower tax 
rates on business profits, which typically fell from 43 percent in 1985 to 
34 percent in 1990, to finally settle at 30 percent.6 So as not to discourage 
foreign investment, these rates tended to be set below the maximum rate 
in the United States (39.6 percent since the 1986 reform and currently 35.0 
percent). As a result, rates tended to even out among the countries and sta-
bilize over time. Between 1988 and 1995, tax rates for businesses changed 
1.6 times on average per country; however, in the next seven years the 
average change per country was 0.4 times, and much smaller. Thus, during 
the 1990s the margin of action for adjusting business tax rates narrowed 
considerably. As might be expected, changes proliferated in other areas.

Table 6.2 Tax Incentives to Production and Investment, around 2000

Country

Horizontal
tax

incentives
Tax incentives 

to specific sectors

Tax 
incentives to 

particular
regions

Argentina Mining, forestry
Bahamas Xa Hotels, financial services, 

spirits and beer
Barbados Xb Financial services, 

insurance, information 
technology

Belize X Mining
Bolivia Mining
Brazil Xc

Chile Xd Forestry, oil, nuclear 
materials

X

Colombia Xe

Costa Rica Forestry, tourism
Dominican Republic Tourism, agribusiness
Ecuador Mining, tourism
El Salvador
Guatemala
Guyana Agribusiness
Haiti Xf

Honduras
Jamaica Motion picture industry, 

tourism, bauxite, 
aluminum, factory 
construction

(continued)
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Source: IDB 2001.
Note:
a. Income is tax-free and imports to be used in investment projects are duty-free.
b. The tax incentive is for foreign investors.  Offshore companies are taxed at a rate 

significantly below the rate for local companies.
c. There are federal tax investment incentives for the Northeast and Amazon regions.
d. There are two main horizontal forms of tax incentive to investment (including reinvestment 

of profits): (1) Accelerated depreciation is granted for new fixed assets acquired domestically and for 
imported fixed assets; (2) personal income tax and additional tax apply only when profits are distributed.

e. There are two special tax regimes that favor particular regions recently affected by natural 
disasters. They are the Páez Law and the Quimbaya Law. The first is applicable to the zones 
affected by the flooding of the Páez River in 1995 and the second to the coffee-producing zone 
affected by the earthquake of January 1999.

f. Haiti has a comprehensive tax holiday scheme.
g. Through the Sector Promotion Program (PROSEC), firms in 22 industries in the 

manufacturing sector can import goods at a preferential rate to be used in the respective 
manufacturing sector to produce final goods either for the external or domestic market.

h. Paraguay has a five-year duration tax holiday for new investments.
i. The duration of the tax holiday mentioned in note h is longer (10 years) if the company 

making the investment locates in the Departments of Guairá, Caazapá, Ñeembecú, or Concepción, 
or in the Eastern Region.

j. Manufacturing enterprises operating in the border provinces and in the Amazon region are 
exempt from the income tax, the VAT, and the excise taxes.

k. Trinidad and Tobago grants comprehensive tax holidays of up to 10 years.
l. A tax exemption is available on profits reinvested in manufacturing firms, farming, and hotel 

facilities. In addition, there is a partial relief from capital tax through computing the fiscal value of 
industrial equipment at 50 percent.

m. New investments in manufacturing industry, agriculture, fishing, fish farming, livestock, 
and tourism receive a tax rebate of 20 percent.  Furthermore, the capital gains tax is 1 percent.

n. New investments in hydrocarbons production enjoy a tax rebate of 8 percent. The purchase 
of capital equipment and services for new investment in oil, mining, agriculture, and fisheries is 
exempt from the wholesale tax.

Table 6.2 Tax Incentives to Production and Investment, around 
2000 (continued)

Country

Horizontal
tax

incentives
Tax incentives 

to specific sectors

Tax 
incentives to 

particular
regions

Mexico Xg Forestry, motion 
picture industry, 
air and maritime 
transportation,
publishing industry

Nicaragua Tourism
Panama Tourism, forestry
Paraguay Xh Xi

Peru Tourism, mining, oil Xj

Trinidad and Tobago Xk Hotels, construction
Uruguay Xl Hydrocarbons, printing, 

shipping, forestry, 
military industry, 
airlines, newspapers, 
broadcasters, theaters, 
motion picture industry

Venezuela Xm Hydrocarbons and other 
primary sectorsn
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The emphasis on sector neutrality, which had been the hallmark of the 
first wave of business tax reforms until the early 1990s, tended to decline 
from then on. For example, in Central America it was common to waive 
duties on foreign capital in free trade zones where maquila assembly plants 
were established, and in sectors such as tourism, mining, and fishing. 
(Often, this constitutes in practice a transfer of receipts to the countries of 
origin, because tax payments in other countries are deducted from those 
due in the country of origin, as is the case in the United States  [Agosín and 
others 2004].) Exemptions from income tax in primary sector industries 
are quite common in Latin America (see table 6.2). 

Corporate profits are usually taxed in most Latin American countries 
like any other income. However, in Bolivia, Paraguay, Peru, and the Cen-
tral American countries with the exception of Honduras, corporate profits 
are taxed at lower rates, if at all. In several cases (Bolivia, Costa Rica, El 
Salvador, Guatemala, and Peru), the reforms that began in the mid-1980s 
initiated or reinforced favorable treatment of corporate profits; only in 
Nicaragua did the reform move in the opposite direction (Stotsky and 
WoldeMariam 2002).

To facilitate the administration of business taxes, several countries have 
long had systems of “imputed income,” calculating minimum income 
tax payments as a percentage of asset holdings. Another common tool 
used to expedite collection is the withholding of a fraction of some busi-
ness income in lieu of future tax obligations. The effectiveness of these 
mechanisms tended to decline in the 1990s because asset taxes were often 
modified or abolished in some countries, and withholding rates were gen-
erally reduced on payments of corporate profits and foreign remittances of 
dividends, interest, and royalties (Agosín and others 2004; Shome 1999; 
Stotsky and WoldeMariam 2002). 

Individual Income Tax

The most significant reform of individual income taxes was the reduction 
of the maximum rates. This trend was similar to, albeit more pronounced 
than, the trend in business taxes. The ceiling on individual income tax fell 
from a median rate of 50 percent in 1985 to 34 percent in 1990, and 29 
percent in 2001 (rising in 2004 to 30 percent). Even though lower rates 
have meant less dispersion of tax rates among countries, disparities in 
individual income tax rates are greater than in business tax rates. Changes 
in the maximum rates have become less frequent, declining from an aver-
age of 1.8 changes per country between 1988 and 1995 to 0.7 changes per 
country between 1995 and 2002.

Despite the appreciable drop in the maximum tax rate on individual 
income, the tax structures maintain significant progressive aspects: there are 
exemptions for minimum levels of individual income, and rates differ accord-
ing to the amount of taxable income. The individual income tax exemption 
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rose from an average of 60 percent of per capita GDP in the mid-1980s to 
230 percent in 2001 (table 6.3); moreover, the income levels taxed at maxi-
mum rates were lowered. On average, in the mid-1980s, the maximum rate 
was only charged when taxpayers declared income 121 times higher than per 
capita GDP. These thresholds declined to around 20 times per capita GDP by 
2001. In theory, these changes tended to make personal income taxes more 
progressive overall. (However, progressivity within the lower and the higher 
income groups, when considered separately, was reduced.) The increase in 
the personal exemption tended to shrink the universe of taxpayers, which 
streamlined collection while sacrificing little or no revenue.

Some of the attempts at reform were aimed, with scant success, at reduc-
ing exemptions, rebates, and special treatment granted to specific types 
of individual income, which together severely restrict the effectiveness of 
individual income taxes. Personal income tax continues to be poorly inte-
grated in many countries because of reliance on withholding mechanisms 
that differentiate between sources of income, and that grant exemptions to 
different types of income, especially financial returns and corporate profits 
(Agosín and others 2004). 

Table 6.3 Personal Income Tax Exemption Level and Upper 
Income Bracket (multiples of GDP per capita)

Personal
exemption level Upper income bracket

Latin America 1985 1997 2001 1985 1997 2001

Argentina 0.8 1.2 1.7 21.4 14.5 16.5 
Bolivia 1.0 — — 10.1 — —
Brazil 0.3 2.1 1.5 10.1 4.2 3.1 
Chile 0.2 0.1 0.1 2.8 1.3 1.2 
Colombia 0.0 2.7 4.1 20.5 12.0 16.6 
Costa Rica 1.2 1.1 0.8 1.4 5.6 3.7 
Dominican Republic 1.1 0.1 2.3 413.5 34.3 5.8 
Ecuador 0.4 1.8 2.4 29.2 22.7 8.3 
El Salvador — 1.4 1.2 171.7 12.7 11.0 
Guatemala 0.9 6.3 5.0 356.0 17.5 22.5 
Honduras 0.0 5.2 3.6 600.4 103.4 36.0 
Mexico 0.7 0.1 0.1 21.3 5.0 44.0 
Nicaragua 1.7 6.6 7.7 56.9 47.4 61.2 
Panama 0.3 0.9 0.9 89.0 63.1 57.8 
Paraguay 0.5 — — 10.4 — —
Peru — 2.6 2.9 — 20.1 22.3 
Uruguay — — — — — —
Venezuela — 0.0 0.0 — 0.0 0.0 
Average 0.6 2.1 2.3 121.0 24.2 20.7 

Source: Stotsky and WoldeMariam 2005.
Note: — = not available.
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Consumption Taxes: VAT and Excise Taxes

The replacement of cascading sales taxes by VAT was the most signifi-
cant tax reform in Latin America in the 1980s and early 1990s. In 1995, 
VAT systems were in place in 21 of the 26 countries in the region. In 
theory, VAT is charged at each stage of production and distribution, but 
taxes paid on investment or export goods are discounted or reimbursed;7

consequently, VAT functions as a tax on final consumption. In practice, 
however, the effectiveness of VAT is undercut by informality and the dif-
ficulty of bringing small businesses and individuals supplying specialized 
services into the system. Exemptions and differential tax rates on a range 
of products further reduce the effectiveness of the tax.

Until the late 1980s, VAT-related reforms consisted of either setting up or 
strengthening the system, and they were less concerned with rate changes. 
The typical basic VAT rate was 10 percent until the late 1980s; various 
reforms during the 1990s raised the basic rate to 15 percent. Rate changes 
became less frequent, dropping from 1.5 times per country between 1988 
and 1995, to 0.6 in the next seven-year period. Since the mid-1990s, the 
most frequent changes were at the margins, as legislatures resisted execu-
tive attempts to improve the efficiency of the tax by broadening its base or 
raising the rates of what is generally considered to be a regressive tax.

Unlike VAT, excise and other minor taxes have lost importance as 
sources of revenue. During the early 1990s, interest in simplifying the sys-
tem led to the elimination of hundreds of small taxes in many countries. 
In general, the only excise taxes remaining were those that raised the most 
revenue and were most easily justified by the nature of the goods targeted 
(for example, tobacco, alcoholic beverages, fuel). In contrast to other 
types of taxes, the difference in excise tax rates among countries has not 
narrowed, not even in countries whose economies are relatively well inte-
grated, such as the Central American countries (Agosín and others 2004). 
Although excise taxes present an opportunity for low-cost collection, they 
raise opposition from producers, which are often small groups of well-
organized and very vocal firms.

Administrative Reform

The goal of streamlining tax systems to facilitate tax collection was supple-
mented over the past 20 years by a thorough modernization of tax admin-
istrations. This was a break from the past when attempts were made to 
transplant tax systems wholesale from industrial countries without bother-
ing to adjust administrative practices or capacities. By 1990, most of the 
tax administrations in the region had been reorganized into function-based 
structures (customer service, records, collections, auditing, and legal pro-
cedures), instead of the previous organization by tax type. In the 1990s, 
administrative reforms mainly involved functional rationalization, the 
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creation of special taxpayer or customer service units, tracking of large 
taxpayers, the general implementation of standardized tax withholding 
systems, and the introduction of simplified systems for small producers 
and firms (where a single combined payment is made for income tax, VAT, 
and excise taxes) (IDB 1996; Shome 1999). From an organizational point 
of view, the most important change in many countries was the increased 
independence granted to tax administration offices. As discussed in chap-
ter 4, by the end of the 1990s, 10 countries had granted some type of bud-
getary, financial, or administrative independence to these offices. While 
these organizational reforms introduced greater flexibility and account-
ability into tax administrations with visible results in some countries, like 
Peru, their impact was less impressive in countries where the political 
system retained its ability to interfere with administrative decisions. Not 
all the administrative reforms in the mid-1980s required legislative action, 
despite their importance to the effectiveness of the tax system. This is why 
some say that in developing countries, “tax administration is tax policy” 
(Bird and Casanegra 1992, as cited in Shome 1999). 

Main Outcomes of Tax Reform

The priority of tax reform in the late 1980s and 1990s was to boost tax 
revenue, and a certain measure of success was achieved in reversing the 
trend in tax revenues, which had been declining since the mid-1980s. 
The reforms also succeeded in improving the efficiency of the tax sys-
tems. Although the progressivity of the system was clearly reduced by 
the increased importance of VAT, the redistributive capacity of taxes was 
improved by the higher revenues. 

Tax Collection

Between 1985 and 1989, tax revenues tended to decline in response to 
sluggish economic growth, the increasing difficulty of taxing trade and 
capital, and high inflation in some countries. Average tax revenues (not 
including social security taxes and contributions) declined from 15.4 per-
cent of GDP in 1985 to 13.6 percent in 1989. An upward trend starting in 
most countries around 1990 raised average tax revenues to over 14 per-
cent of GDP during the 1990s, and over 15 percent since 2000 (see figure 
6.1). Although the objective of recovering and increasing tax revenues was 
accomplished, the results were not impressive and tax burdens are still low 
by international standards. However, these averages mask important dif-
ferences among countries. Argentina and Brazil saw tax burden increases 
of more than 5 percent of GDP between the late 1980s and the early 
years of the 2000s, and Bolivia, Colombia, and the Dominican Republic 
of over 3 percent of GDP. However, tax revenues declined significantly in 
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Chile, Mexico, Panama, Trinidad and Tobago, and Venezuela (table 6.4). 
Furthermore, while a few countries have achieved tax collection levels 
comparable to international standards (in the period 2000–03 only Brazil, 
Jamaica, and Trinidad and Tobago had tax burdens—without social secu-
rity contributions—over 20 percent), in several countries the tax burden is 
still around 10 percent. A salient case is Guatemala at 10 percent, in spite 
of a declared public consensus to reach a target of 12 percent,8 but also 
Panama, Paraguay (until 2003),9 and Venezuela, countries that have other 
important sources of fiscal revenue that discourage taxation.10

In light of the many factors influencing tax revenues, assessing the 
impact of reform on the tax burden is no easy matter. As mentioned, 
the steps taken to open economies to international trade reduced tariff 
receipts, and the greater mobility of capital and other taxable bases nar-
rowed the capacity to tax capital income of firms and individuals. How-
ever, the increased price stability achieved by many countries reduced the 

Figure 6.1 Tax Revenues in Latin America

Sources: Author’s calculations based on Government Finance Statistics 
(GFS) and IMF Article IV consultations for 1985–89. For 1990–2004, country 
statistical agencies except for Jamaica and Trinidad and Tobago, whose 
data are from IMF Article IV consultations and IMF “Recent Economic 
Developments” reports.
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“Tanzi effect”—the debilitating effect of inflation on tax receipts in real 
terms.11 Given the mix of factors, it makes sense to analyze the trend not 
only of the total tax burden but also of the main taxes affected by reform. 
Revenue from income taxes, which averaged 4.0 percent of GDP from 
1985 to 1989, showed only minor changes and eventually reach 4.3 per-
cent of GDP between 2000 and 2003.12 Even though some countries have 
made important progress, income taxation throughout Latin America is 
very low compared to international standards,13 due largely to the inabil-
ity to collect taxes on personal incomes. This contrasts with the evolution 
of VAT collections, which rose from an average of 2 percent of GDP in 
the late 1980s14 to a remarkable 5 percent of GDP in 2000–03. In this 
area, the tax yield is higher than global standards.15 Higher receipts from 
direct taxes and VAT managed to turn around the decline in revenues from 
trade, excises, and other taxes, which went from a combined average of 
8.4 percent of GDP in the second half of the 1980s to 5.9 percent of GDP 
between 2000 and 2003. However, as figure 6.2 shows, the “other taxes” 

Figure 6.2 Tax Revenues by Tax Type
(as GDP percentage)

Sources: Author’s calculations based on GFS and IMF Article IV 
consultations for 1985–89. For 1990–2003, country statistical agencies except 
for Jamaica and Trinidad and Tobago, whose data are from IMF Article IV 
consultations and IMF “Recent Economic Developments” reports.
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category has shown some increase since the mid-1990s because several 
countries have resorted to new taxes, such as the financial transactions 
taxes now in place in Argentina, Bolivia, Brazil, Colombia, Ecuador, Peru, 
and Venezuela, to increase tax revenues.

No information is available on the administrative costs incurred in 
achieving these higher tax receipts. However, the cost of tax collection in 
most Latin American countries is high by international standards: while 
collection costs represent between 0.4 percent and 1.1 percent of total tax 
revenue in developed countries, only Chile falls within this range in the 
region. In Argentina, Ecuador, and Peru collection costs are 2 percent or 
more of tax revenue (see table 6.5). The factors that make tax collection 
more costly in Latin America are the complexity of the tax codes, the 
excessive number of exemptions and special treatments, weak administra-
tive capabilities, lack of judicial support to enforce the tax codes, wide-
spread labor and business informality, and a culture of tax evasion.

Neutrality

The second goal underlying tax reform since 1985 was to simplify tax 
structures and create tax systems that did not distort production and 
investment decisions. By definition, any tax exhibits greater neutrality 

Table 6.5 Selected Latin American Countries: Cost of Tax 
Collection, 1998

 Percentage of Total Tax Revenue

Argentina 2.2
Boliviaa 1.3
Brazil 1.6
Chileb 0.7
Ecuadora 2.0
Mexico 1.5
Perua 2.0
Canada 1.1
Spain 0.9
United Statesc 0.4

Source: Singh and others 2005.
Note: Primary sources are annual reports and statistical tabulations of the national 

tax authorities. Tax authorities generally do not reveal the approach used to derive their 
cost computations; and, in turn, their reported ratios may not be fully comparable.

a. National tax authorities in these countries receive a fixed proportion of revenue 
collected.

b. Does not include customs administration.
c. U.S. authorities compute their ratio using “gross” revenue; use of net revenue 

would increase the reported ratio about 10 percent.
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when it charges lower proportional rates and is applied uniformly to all 
economic activities or agents. As has been seen, although VAT rates tended 
to increase, maximum rates on corporate profits and personal income 
taxes declined, as did import tariffs.16

An approximate measure of the uniformity with which taxes are levied 
is tax “productivity”—the ratio between real and potential tax collec-
tion, given the basic or maximum rate. Thus, the productivity of VAT is 
usually calculated as the ratio between the revenue raised as a proportion 
of GDP and the basic rate. If the entire final output of the economy was 
effectively taxed at the basic rate, productivity would be 1. (However, 
the calculations presented below are not based on the entire GDP but on 
internal demand because, as noted above, VAT in the region is designed as 
a tax on consumption.)17 On average, the productivity of VAT rose from 
0.23 in 1985 to levels of about 0.32 in 1995 and 0.35 in 2003. In general, 
the most significant increases in productivity took place through the early 
1990s, when the tax was being consolidated. Later, however, several coun-
tries including Brazil, Colombia, and Venezuela made significant improve-
ments while major slippages took place in Costa Rica, the Dominican 
Republic, Honduras, and Jamaica.

The average productivity of corporate and individual income taxes fol-
lowed a similar trend. Beginning with productivity levels averaging 0.072 
in the mid-1980s, substantial improvements were seen by the mid-1990s 
(when the average was 0.110), with more modest increases thereafter. 
Except for Venezuela, the productivity of income taxes is currently higher 
than in the mid-1980s. 

To summarize the neutrality of the tax system in a single measure, 
this chapter applies the method used by Lora (2001), which consists of 
an index combining the rates of the main taxes with their respective fig-
ures for productivity. Lower tax rates and higher productivity rates are 
reflected in higher values for this “neutrality index.” The index takes 
into account the tax rates of VAT, income taxes, and import tariffs, but 
because of data limitations on tariff revenues considers the productivity 
of VAT and income taxes only.18 The results of this combined index show 
that the neutrality of the tax systems improved considerably between the 
mid-1980s and early 1990s, with few significant changes thereafter (figure 
6.3). Table 6.6 shows the values of the index by country for the periods 
1985–89, 1990–94, 1995–99, and 2000–03. These calculations suggest an 
important degree of convergence in the tax systems across the region, as 
differences in neutrality have become less pronounced than in the past. 

This indicator of neutrality refers only to VAT, income tax, and import 
tariffs, and not to the entire tax system. Until the mid-1990s, the trend 
toward greater neutrality was probably valid for the entire tax system, as 
other taxes, such as export taxes, excises, and many minor taxes affecting 
specific economic activities or transactions, were slashed and simplified. 
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However, as mentioned, the trend has reversed recently in several coun-
tries with the introduction of financial transactions taxes and other highly 
distortionary taxes. Financial transactions taxes are currently in place in 
several countries, with rates (in 2000–02) between 0.3 percent and 0.8 
percent and revenues as high as 2.3 percent of GDP (see table 6.7). The 
cascading nature of financial transactions taxes can distort the production 
chain and stimulate interenterprise netting arrangements, increased use of 
cash, and recourse to offshore transactions. In the wake of the macroeco-
nomic crisis of 2001 and the sharp devaluation of the peso, Argentina also 
reintroduced export taxes (retenciones), which are highly distortionary. 

Figure 6.3 Neutrality Index

Sources: Author’s calculations based on GFS and IMF Article IV 
consultations for 1985–89. For 1990–2003, country statistical agencies except 
for Jamaica and Trinidad and Tobago, whose data are from IMF Article IV 
consultations and IMF “Recent Economic Developments” reports. For corporate 
and individual tax rates and VAT, PricewaterhouseCoopers, “Corporate and 
Individual Taxes, Worldwide Summaries,” various years. For tariffs, Lora 
(2001); World Bank (2005); and IDB Integration Department calculations based 
on the World Integrated Trade Solution.
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Table 6.6 Tax Neutrality Index, Selected Countries

     1985–89 minus 
Country 1985–89 1990–94 1995–99 2000–03 2000–03

Argentina 0.344 0.517 0.514 0.490 0.146 
Bolivia 0.572 0.704 0.644 0.678 0.106 
Brazil 0.218 0.413 0.467 0.515 0.297 
Chile 0.561 0.573 0.588 0.621 0.060 
Colombia 0.466 0.557 0.534 0.568 0.101 
Costa Rica 0.466 0.610 0.604 0.622 0.157 
Ecuador 0.429 0.567 0.599 0.673 0.244
El Salvador 0.358 0.519 0.628 0.632 0.274
Guatemala 0.490 0.595 0.614 0.634 0.144
Jamaica 0.525 0.706 0.671 0.672 0.147
Mexico 0.458 0.566 0.513 0.513 0.056
Peru 0.353 0.436 0.528 0.560 0.207
Paraguay 0.353 0.543 0.700 0.677 0.324
Trinidad 
 and Tobago 0.249 0.558 0.605 0.601 0.351
Venezuela 0.392 0.537 0.546 0.559 0.167
Average 0.416 0.560 0.584 0.601 0.185

Sources: Author’s calculations based on GFS and IMF Article IV consultations for 
1985–89. For 1990–2003, country statistical agencies except for Jamaica and Trinidad 
and Tobago, whose data are from IMF Article IV consultations and IMF “Recent 
Economic Developments” reports.

Table 6.7 Financial Transactions Taxes

  Collection  Productivity 
Country and year Rate (%) (% GDP) (% GDP over avg. rate)

Argentina, 2001 0.60a 1.46b 2.43
Brazil, 2001 0.36c 1.45d 3.97
Colombia, 2001 0.30 0.76 2.53
Ecuador, 2000 0.80 2.33e 2.91
Venezuela, 2002 0.75f 1.07d 1.43

Source: Adapted from Gómez-Sabaini 2005.
Note:
a. In each side of the transaction; the joint rate is 1.2 percent.
b. Adjusted for the period when the tax was in force.
c. Average rates, adjusted for the period when the tax was in force.
d. Estimation based on data from partial collection and forecast GDP. 
e. The tax assessed debits and credits.
f. The schedule of the rate will raise it to 1 percent between August 2002 and 

March 2003.
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Progressivity and Redistributive Capacity

The tax reforms since 1985 have been subject to frequent criticism because 
of their regressive nature; specifically, the higher share of overall tax rev-
enues contributed by VAT receipts and the reduction in the rate ceilings 
of taxes on corporate profits and individual income are often mentioned 
as regressive features of the new tax systems. A tax is considered progres-
sive (or regressive) when lower income groups pay a smaller (or larger) 
proportion of their income or expenditures than higher income groups. A 
simple measure of the degree of pure progressivity of a tax is the difference 
between the concentration of the tax by income level (as measured by a 
quasi–Gini coefficient) and the concentration of income (as measured by 
the Gini coefficient). This indicator is known as the Kakwani measure of 
progressivity or regressivity. As table 6.8 suggests, on this basis income 
taxes in the region are strongly progressive: the median Kakwani measure 
for the seven studies considered is 0.15. The effect of the reforms since 
1985 on the progressivity of this tax is not clear. The reduction in rates 
could have reduced progressivity, but this effect may have been offset by 
the combined effects of having fewer middle- and low-income taxpayers 
(resulting from the higher threshold of exempted income) but more high-
income taxpayers subject to the top tax rates (resulting from the lower 
threshold at which the top rate is applied). 

The Kakwani measure of progressivity for VAT suggests that, on aver-
age, this tax is highly regressive (–0.089), although it is slightly progressive 
in Colombia and Guatemala, according to the case studies summarized in 
the table. However, as the authors of the studies frequently note, the cal-
culations tend to overestimate the degree of regressivity, especially because 
the concentration coefficients are calculated in terms of income and not 
spending,19 and because adjustments are rarely made to account for tax 
evasion. The Kakwani measure is also not a satisfactory measure of progres-
sivity because it does not take into account how much revenue is collected. 
Alternatively, the Reynolds-Smolensky measure, which is based on revenue 
collected, can be used; it simply compares the Gini coefficients before and 
after taxes. (Obviously, both measures yield the same sign for a given tax.) 
By this measure, none of the 14 income or value-added taxes considered 
produce any significant change in income concentration, implying that the 
income redistribution caused directly by the taxes alone is insignificant.

However, the Kakwani and Reynolds-Smolensky measures of progres-
sivity do not account for the redistributive potential of the taxes through 
the use of revenues. This is a drawback because it fails to recognize that 
a neutral tax (neither regressive nor progressive) that yields considerable 
revenue may offer greater redistributive opportunities than an extremely 
progressive tax (such as income tax) that produces little revenue. To appre-
ciate this redistributive potential, a third measure, inspired by Engel, Gale-
tovic, and Raddatz (1997) is included in the table. This measure compares 
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the Gini coefficient before the tax with a posttax Gini coefficient that 
assumes that the proceeds of the tax are distributed to all income groups 
in equal amounts.20 The results indicate that the redistributive potential 
of VAT is significantly greater than that of income taxes, which is clearly 
due entirely to the fact that VAT raises higher revenues.

This analysis is not as hypothetical as it may appear. Contrary to wide-
spread belief, social spending has grown substantially since the early 1990s 
on average (and in all countries of the region, except for Ecuador) from 
9.3 percent of GDP in 1990 to 12.2 percent of GDP in 2003 (or 50 per-
cent per capita in real terms). Considering the constraints imposed on tax 
collection by globalization and the growing informalization of economies, 
the increase in social spending would not have been possible without the 
increased tax revenues produced by VAT. 

The previous analysis assumes that tax revenues are distributed equally 
to all income groups, which is not too distant from reality if one judges 
on the basis of social expenditures. As mentioned in chapter 1, Chile is 
the only country where social expenditures play a clearly progressive role, 
an example that should be followed by other countries instead of tam-
pering with tax systems with the alleged purpose of making them more 
redistributive. The evidence for developed countries supports the validity 
of this assertion: with much higher tax burdens, they achieve much redis-
tribution largely through transfers rather than directly through taxes.21

The redistributive impact of the fiscal system also depends on important 
consumption and production fiscal subsidies. In the past, considerable 
fiscal resources were channeled to cover the operating losses of what used 
to be considered public goods, such as electricity, water, sewage, tele-
communications, and all types of transportation infrastructure. Despite 
popular wisdom, the main beneficiaries of these subsidies were the rich 
and the middle classes. In all these sectors cost recovery has increased 
significantly, in many cases associated with the privatization process (see 
chapter 8), and as a result the progressivity of the whole fiscal system has 
probably improved.

Challenges and Pending Issues

Latin American tax systems have undergone intense reform since the late 
1980s. A simple count of the significant reforms passed by national con-
gresses suggests that reforming activity has been continuous and more 
frequent than in previous decades.22 From 1977 to 1989, each country 
had an average of 2.5 reforms, but from 1990 to 2002 the average num-
ber per country increased to 4.2. VAT reforms were the most frequent, 
followed by changes to corporate and personal income taxes. Although 
the need to recover and raise tax revenues provided important impetus 
to this increase in reforming activity, no evidence indicates that the most 
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active countries in the tax area have obtained higher tax revenue,23 or 
that they have improved the neutrality of their tax systems,24 which were 
the two most important objectives pursued by governments. This suggests 
that the results of the tax reforms depend much more on the political 
processes that affect their passage into law than on their technical design. 
Consequently, a major future challenge is to understand and improve these 
political processes, rather than to propose technically perfect reforms with 
little possibility of being passed and that, in fact, may introduce more dis-
tortions and administrative difficulties.25

One way to make the political processes of tax reform more trans-
parent is to require that the cost of granting exemptions, tax incentives, 
and special treatment to certain sectors or groups of taxpayers be made 
explicit. Loss of tax revenue for these reasons is calculated as equivalent 
to 9.2 percent of GDP in Colombia, 7.3 percent in Guatemala, and 6.3 
percent in Mexico, to mention the three most critical cases (see table 6.9). 
Although some countries have begun to include an estimate of these “tax 
costs” in their annual budgets, a separate precise quantification of each 
exemption or incentive that congresses pass should be required to generate 
political incentives to contain these costs. 

Globalization trends will continue to create new challenges for tax 
systems. The most obvious is the deepening of free trade agreements. It is 
calculated, for example, that the Central American free trade agreement 
with the United States will mean lower tax receipts equivalent to 0.17 
percent of GDP on average for the five countries in the first year, and 0.42 
percent of GDP in the long term, after applying all the tariff reductions 

Table 6.9 Tax Expenses in Selected Countries

 Total as percentage of GDP

Argentina 2.4
Brazila,b 1.4
Chile 4.2
Colombia 9.2
Ecuador 4.9
Guatemala 7.3
Mexicoa 6.3
Peru 2.5
Uruguay 5.3

Source: Based on Gomez-Sabaini (2005).
Note:
a. Corresponds to federal or central government.
b. Among the direct taxes income, contribution from profits (contribução sobre 

lucro liquido, CSLL) and contribution for financing of social security (CPSS) are 
included.
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(not taking into account trade deviations, which can appreciably expand 
these effects). For the Andean countries, the estimates suggest total effects 
between 0.4 percent and 0.6 percent of GDP (table 6.10). 

The growing trade and financial integration among the countries of 
the region will also intensify the trend to harmonize other aspects of tax 
regimes. To reduce smuggling, countries with high levels of trade integra-
tion will be forced to deepen the convergence process of VAT rates and 
specific taxes on certain highly mobile goods. To maintain or raise tax 
receipts from companies and internationally mobile capital, the process 
of modernizing income tax is sure to continue through mechanisms such 
as the broadening of the jurisdictional principle, oversight and imposition 
based on transfer prices between multinational parent companies and 
their subsidiaries, along with international agreements to limit tax com-
petition and exchange information. However, it is naive to expect signifi-
cant results from international efforts on harmonization and cooperation. 
There are very few instruments to impose discipline on the participant 
countries and very great incentives for governments, political systems, and 
companies to shift the ground of tax competition into new dimensions of 
the tax system (for example, manipulation of capitalization or deprecia-
tion rules, the appearance of new tax havens, and so forth).

An issue of growing debate in the region is the best way to increase 
personal taxation, which, as has been shown, is extremely low. One 
much underused possibility is the introduction of net worth and prop-
erty taxes. The successful experiences of some provincial jurisdictions 
in Argentina, certain departments in Uruguay, and some municipalities 

Table 6.10 Tax Revenue Loss from a Free Trade Agreement with 
USA (percentage of GDP) 

 First-year effect Total static effects

Bolivia  0.40
Colombia  0.50
Ecuador  0.60
Peru  0.40
Venezuela  0.50
 Average Andean countries  0.45

Costa Rica 0.32 0.33
El Salvador 0.09 0.32
Guatemala 0.16 0.50
Honduras 0.22 0.61
Nicaragua 0.05 0.35
 Average Central America 0.17 0.42

Sources: For Andean countries, IDB (2004b); for Central America, IMF (2005).
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in Colombia suggest that this type of tax can be an important source of 
subnational tax revenues (see Gomez-Sabaini 2005). The growing decen-
tralization of taxation powers (see chapter 7) could possibly strengthen 
this trend. But aside from these taxes (which will be hard put to generate 
revenue of more than two or three percentage points of GDP in the most 
mature economies), the debate will continue on the options for taxing 
current income, either directly by taxes on personal income or sources 
of revenue through withholdings, or indirectly by value-added or con-
sumption taxes. The fact that direct personal income taxes generate very 
low revenues and minimal redistribution is not so much the result of an 
ideological tendency, as is sometimes argued, but the result of globaliza-
tion  (which makes taxing interest and dividends more difficult), and the 
political processes and capacities of tax administrations in societies in 
which the state has little legitimacy and the culture is averse to taxation. 
However, it is increasingly recognized that heavy taxation of wage earn-
ers, either through a range of taxes for social security and other purposes 
or alternatively by continuing to raise VAT receipts, is reaching its limit 
for political and administrative reasons. 

Also under discussion is the advisability of maintaining the new taxes 
on financial transactions (and export taxes in Argentina), which, despite 
possible distortions, are effective sources of revenue and have generated 
new sources of information that are beginning to be used in some countries 
to improve collection of other taxes. Likewise, the debate on the admin-
istrative organization of tax offices is still open. There are no definitive 
conclusions on the desirability of merging national tax administrations 
with customs administrations. The possible advantages include facilitat-
ing the integrated collection of VAT on national and imported products, 
speeding up the refund of VAT paid on inputs for exports under the zero 
rate regime (in place in most of the countries), and using information from 
customs to improve collection of other taxes. However, these mergers gen-
erate adaptation costs and bureaucratic and political resistance and can 
be counterproductive where there are very marked differences of transpar-
ency and efficiency between the two entities. Other issues of organization 
and administration open to debate include the concentration of collection 
efforts in the large taxpayer units and adoption of simplified tax systems 
for small taxpayers. Last, many doubts surround the practical possibility 
of granting budgetary and operational independence to tax administra-
tions when effective political independence cannot be guaranteed. 

Notes

1. However, see table 6.4 for country-level data on tax revenues with and with-
out social security.

2. Useful surveys of recent tax reform trends and outcomes in Latin America are 
Shome (1999), Stotsky and WoldeMariam (2002) and Tanzi (2003).
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 3. For a discussion of the taxation policy-making process, with case studies 
for Brazil, Colombia, Paraguay, and Peru  see Stein and others (2005), chapter 8.

 4. The extent to which these objectives were achieved has been a matter of 
intense debate. For overviews of the discussion see Edwards (1995, chapter 5), IDB 
(2004a, chapter 5), Lora and Panizza (2002), and Stallings and Peres (2000).

 5. See chapter 10 of this book for a discussion of the institutional implications 
of trade restrictions and liberalization.

 6. To avoid skewing due to extreme observations, these figures refer to the 
medians of the 18 countries under consideration.

 7. The obligation comes from the difference between the taxes charged for 
sales (tax debit) and those previously paid on the inputs (tax credit). This structure 
encourages firms to ensure that their suppliers of intermediate goods have paid 
their taxes correctly. 

 8. For a discussion of the political underpinnings of low taxation in Guate-
mala see Stein and others (2005), chapter 8.

 9. However, tax receipts received an important boost in 2004 as the new Nica-
nor Duarte Frutos government strengthened the tax administration office and the 
legislature passed a tax reform eliminating many tax exemptions and broadening 
the bases of various taxes (see Stein and others [2005], chapter 8).

10. Partly due to rents from the Panama Canal and other sources, total nontax 
revenues of the Central Government of Panama in 2003 reached 6.5 percent of 
GDP. Oil tax revenues in Venezuela make up an important share of total tax rev-
enues but vary widely (see table 6.4), depending not only on oil prices and produc-
tion levels, but also on erratic government policies for the sector. Other countries 
that receive relatively important oil revenue are Colombia, Ecuador, Mexico, and 
Trinidad and Tobago. 

11. This refers to loss in the real value of tax revenues between the time when 
the obligation is assumed and the time it is paid off.

12. See table 1.4 in chapter 1 for this information by country. 
13. According to IDB (1998, chapter 8), the direct tax burden should be 8 per-

cent of GDP, in line with global standards, for the income levels in Latin American 
countries. The two Caribbean countries included in this survey—Jamaica and 
Trinidad and Tobago—have direct tax burdens of 10.0 percent and 7.5 percent of 
GDP in 2000–03, which are more in line with worldwide patterns. 

14. Or 2.9 percent excluding those countries that did not have VAT.
15. The tax burden from sales taxes, in line with global standards, is 4 percent 

of GDP (IDB 1998, chapter 8). 
16. The maximum income tax rate is used, instead of the average rates, because 

the maximum rate has a greater influence on production, investment, and work 
decisions.

17. Thus, strictly speaking, productivity should be calculated in terms of private 
consumption. Nevertheless, we have opted to use internal demand because of the 
data limitations. 

18. The index is a simple average of five subindexes computed on a scale of 
0 to 1, as follows: (a) the average import tariff rate on a scale of 0 to 1, where 0 
is the highest tax rate and 1 the lowest for the set of observations per year and 
country; (b) the income tax rate (which is in turn the average of the personal and 
the maximum corporate income tax rates) on a similar scale; (c) the productivity 
of income tax (computed as the ratio between the revenue-to-GDP coefficient and 
the average income tax rate) on a scale from 0 to 1 (in this case, 0 is the lowest 
level of productivity, 1 the highest); (d) the basic VAT tax rate on a similar scale (0 
being the highest tax rate); and (e) the productivity of VAT (computed as the ratio 
between the revenue-to-domestic-demand coefficient and the basic VAT tax rate) 
on a similar scale (0 being the lowest productivity).
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19. For example, the measure is skewed when the lowest income deciles include 
persons who have a temporary drop in income, but who maintain their spending 
in line with their permanent income level.

20. Clearly, to the extent that public spending is allocated in a more redistribu-
tive fashion, the effect on the final Gini coefficient will be greater, but it makes 
more sense to attribute this redistributive effect to spending decisions instead of to 
the tax structure. Incidentally, a “neutral” tax on 100 percent of income, which 
redistributes “flatly” throughout the entire population, would entirely eliminate 
any concentration of income.

21. For a survey of the evidence, see Perry and others  (2006), chapter 5.
22. Taking the index that Mahon (2004) developed for 1977 to 1995, we have 

assigned quantitative values for each major congressional action beginning in 1990: 
(a) the reorganization of the entire tax system (assigned a value of 0.2); (b) introduc-
tion of a VAT (also 0.2); (c) significant expansion of the VAT tax base (0.1); (d) the 
increase in the basic VAT rate (0.1); (e) elimination of minor taxes (0.1); (f) signifi-
cant expansion of the tax base for taxes on corporate profits (0.1); (g) increases in 
the rate ceiling for this tax (0.1); (h) significant expansion of the base for individual 
income taxes (0.1); (i) increases in the rate ceiling for this tax; (j) modernization of 
the tax administration; and (k) introduction of a tax on banking operations, tax on 
gross assets, or a simplified tax structure for small taxpayers (0.1). The assigned 
values (in parentheses) are intended to reflect the relative weight of each reform. 
Although Mahon does not provide this level of detail for his original indexes, a 
comparison of overlapping years yields similar results for both scales.

23. The correlation between the index for reform activity and the increase in 
tax revenues between 1990 and 2002 is virtually null (–0.04), while the correlation 
between the frequency of tax reforms (the number of years with tax reforms) and 
the increase in tax receipts is actually negative (–0.20). 

24. In fact, we find a negative correlation between the intensity of the reforms 
and the index of tax neutrality (–0.11), and a negative correlation between the 
frequency of reforms and the index of tax neutrality (–0.40).

25. The case of Colombia, which is analyzed in Stein and others (2005), chapter 
8, is an interesting illustration of why more intense tax reforms may be associated 
with worse outcomes. 
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7

Fiscal and Political 
Decentralization Reforms
Robert Daughters and Leslie Harper

Previous chapters focused on reform of the state from the perspective 
of the central government. Since 1985, however, the region has undergone 
significant decentralization, devolving important government functions 
and resources from the central government to the regional and local levels 
of government. In a few countries, especially those with federal regimes—
Argentina and Brazil, in particular—decentralization reforms played a 
prominent role as early as the 19th century. However, most countries of 
the region, weighed down by a centralist colonial heritage, find decentral-
ization a new phenomenon—one that introduces many new stakeholders 
and creates a contentious new arena for national policy making. 

The wave of decentralization in the region has moved rapidly, produc-
ing important reforms in political and fiscal policy making. Triggered in 
most cases by the national democratic transitions that took place in the 
region during the 1980s, the decentralization reforms initially centered on 
the political arena, specifically the creation of representative democracies 
at the local level. During the 1980s and 1990s, electoral reforms were 
approved in most countries, thus establishing local elections for mayors 
and, to a lesser degree, regional elections for governors, breaking a long 
tradition in Latin America and the Caribbean of centrally appointed chief 
executives at the local and regional levels. This trend, and its close link to 
the broader democratic transition in the region, can be observed in table 
7.1. In 1980, in all but seven countries the municipal chief executives 
(mayors) were appointed by the central government. By 1994, the situa-
tion had reversed; in the large majority of countries, mayors were being 
elected—either directly or indirectly—by their local constituencies. In 
countries with active regional or intermediate levels of government (about 
half the countries in Latin America), although it is occurring more slowly 
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and is less widespread than at the municipal level, regional government 
chief executives are now popularly elected. As a result of these reforms, 
and for the first time in most countries, local and regional chief executives 
have an incentive to be more responsive and accountable to the interests of 
their local constituencies than to the central government bureaucracy. 

In the fiscal arena, in turn, local and regional jurisdictions led by their 
own chief executives began to press for expanded resources and functional 
authority to address the preferences of their electorates, generating new 
grassroots demands for fiscal empowerment. The result has been a gradual 
but clear trend toward increasing decentralization of public expenditures 
in the region, as indicated in figure 7.1. This figure measures the average 
of the degrees of expenditure decentralization in 17 countries for which 
comparable data were available in 1985, 1990, 1996, and 2004. Expen-
diture decentralization is defined as the ratio of subnational to national 
expenditure.1 As noted in the figure, on average, the share of subnational 
expenditure in the region increased from 13.1 percent in 1985 to 19.3 
percent in 2004, moving ever closer to the level of expenditure decentral-
ization that currently exists in Organisation for Economic Co-operation 
and Development (OECD) countries (29.1 percent).
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Figure 7.1 Fiscal Decentralization Trends (regional averages 
1985–2004, percentage)

Sources: IDB (1997) and author’s calculations based on a 2004 IDB survey 
on decentralization.
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Fiscal empowerment of subnational governments in the region has not 
been free of controversy. During the initial phase of decentralization in 
the late 1980s and early 1990s, when subnational electoral reforms were 
in full swing, many fiscal and economic policy makers at the national 
level joined forces with political reformers in supporting decentralization 
initiatives. A broad consensus was thus created around two major benefits 
of decentralized regimes: (a) that decentralization helps to improve the 
channels of citizen participation and political accountability, and (b) that 
decentralization allows for a more responsive, and thus effective, govern-
ment allocation of public goods to a regionally diverse citizenry. At the 
central macroeconomic level, moreover, the thought was that decentral-
ization could also make a positive contribution to the structural adjust-
ment goals that many countries were committing themselves to at the 
time. By devolving expenditure responsibilities, it was hoped that central 
governments could reduce their spending obligations and improve their 
fiscal balance sheets. As decentralization progressed, however, it became 
increasingly clear that fiscal downsizing gains to the central government 
had been greatly exaggerated; the devolution of expenditure responsibili-
ties to subnational governments proved to be far more costly and complex, 
both politically and technically, than anticipated. In addition, the ensuing 
growth in central government fiscal obligations to subnational govern-
ments—whether through expanded intergovernmental transfer schemes, 
or periodic bailouts of overindebted subnational entities—rapidly over-
shadowed whatever downsizing gains had taken place. This led to a 
significant realignment of positions on the part of national fiscal policy 
makers. By the end of the 1990s, many ministries of finance in the region 
had taken a much more cautious, if not antagonistic, attitude toward 
decentralization reforms, advocating at a minimum strong regulatory 
frameworks for intergovernmental finances. 

The cautionary attitude of central government economists has done 
little to slow the momentum of decentralization in the region, as this 
chapter shows. What has occurred as a result of the more conservative 
attitude of central fiscal policy makers is a sharpening of the policy debate 
surrounding new decentralization reform initiatives, more explicitly tak-
ing into account the risks and critical paths involved in the process, as well 
as the incentives needed to minimize these risks. The focus of the policy 
debate is on four critical risk areas: 

• With excessive dependence of local governments on central gov-
ernment transfers, local governments depend more on transfers 
to finance their expenditure requirements than on their own 
revenues, distorting local fiscal discipline and accountability. 
Decision makers are tempted to transfer the costs of their pro-
grams to other jurisdictions and inflate costs to receive larger 
transfers. This results in overspending and less attention to cost-
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effectiveness—a classic problem of the commons. In addition, as 
transfers obscure the link between the cost of services and those 
who pay for them, the ability of voters to punish waste and rent 
seeking is undermined. 

• Similar distortions occur when subnational governments are al-
lowed to borrow in a soft credit market, where bailouts by the cen-
tral government are expected to occur. In this situation, the incen-
tive to subnational governments is to overborrow, and for lending 
institutions to overlend, both assuming that the final repayment 
burden will eventually be borne by the central government. The 
resulting fiscal burden on the central government can easily get out 
of control, as occurred in Argentina, Brazil, and Colombia in the 
1990s, seriously affecting macroeconomic stability. 

• A problem of common resources also occurs when functions 
and responsibilities are poorly divided between central and sub-
national governments because some jurisdictions will transfer 
costs and burdens to other jurisdictions. Inadequately defined 
functions and responsibilities between different levels also tend 
to undermine accountability and lead to duplication of efforts. 

• A widespread problem throughout the region is the weak insti-
tutional capacity that exists in most subnational governments,
making it difficult, sometimes impossible, for many local govern-
ments to effectively deliver the public goods under their respon-
sibility. Even if in theory subnational entities should be able to 
respond better to local preferences, in practice, they may not be 
able to respond at all. This is compounded by the risk of local 
elites capturing power and corrupting the local decision-making 
process to maximize their personal rents.

This chapter provides a comparative sketch of the decentralization 
reform processes that have been taking place in Latin American and Carib-
bean countries in recent years. Using as its baseline a comprehensive com-
parative survey and analysis on decentralization trends undertaken in 
1996 (IDB 1997), the chapter updates this analysis with a new survey cov-
ering the period 1996–2004, evaluating changes produced in key political 
and fiscal indicators of decentralization and linking them to the principal 
reform initiatives attempted during this period. In the political arena, the 
focus is primarily on the status of democratic elections at the local and 
regional levels of government. In the fiscal arena, the analysis focuses on 
four broad fiscal policy areas: expenditure (or administrative) decentral-
ization, subnational tax policy, intergovernmental transfer systems, and 
subnational debt policy. According to the survey results, in 1996 the policy 
area prioritized by the greatest number of countries was that of political 
decentralization (that is, electoral reform), followed closely by expenditure 
decentralization, and, less often, intergovernmental transfers, subnational 
tax policy, and, least of all, subnational debt policy (see figure 7.2). In the 
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2004 survey, on the other hand, political decentralization shifted to the 
lowest priority among these five policy areas, reflecting that local demo-
cratic election reforms had already been completed in most countries by 
the mid-1990s. Instead, in 2004 expenditure decentralization moved into 
first place, followed by intergovernmental transfers as the second most 
active policy reform area. Subnational debt and tax policy had a lower 
amount of activity. The remainder of this chapter explores these trends, 
looking first at the policy reform trends in the area of political decen-
tralization, followed by those that have occurred in the four fiscal policy 
areas. The final section of the chapter provides a consolidated review of 
the decentralization process in each country, based on a Decentralization 
Maturity Index (DMI), which permits comprehensive comparison of the 
progress made by each country between 1996 and 2004 in a number of 
strategically important political and fiscal decentralization policy areas.

Political Decentralization

One of the most compelling arguments for decentralization is the natural 
advantage that local and regional governments have relative to central 

Figure 7.2 Priority Decentralization Policy Reform Areas, 
1996 and 2004

Sources: IDB (1997) and authors’ calculations based on a 2004 IDB survey 
on decentralization.
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governments in achieving a good match between the public goods supplied 
by local governments and the preferences of the population. This fit, how-
ever, can only be obtained if local governments have mechanisms in place 
that permit their inhabitants to (a) hold public decision makers account-
able, through democratic elections, and (b) properly communicate their 
preferences to public decision makers, through community participation.

As noted above, by the mid-1990s at the local level of government the 
first of these conditions had been largely met in the region: democratic 
elections for municipal mayors had been instituted in all countries in 
the region except Suriname (see table 7.1). At the intermediate level of 
government—states, provinces, departments, or regions—the democratic 
transition has also been progressing, but significantly more cautiously; 
as of 2004, only half the countries with official regional levels of govern-

Table 7.1 First Year of Democratic Elections for Municipal 
and Intermediate Government Chief Executives

Country
Municipal

mayorsa

State, provincial, 
or departmental 

government
CEOsa

Year of
democractic

transition
(DT)b

Argentina 1983 1983 1983

Bahamas 1997 n.a.c 1973

Barbados n.a.c n.a.c 1966

Belize 1981 n.a.c 1981

Bolivia 1985 2005 1982

Brazil prior to DTc 1982 1985

Chile 1992 n.a.d 1990

Colombia 1988 1991 1958

Costa Rica 1949 n.a.d 1949

Dominican Republic 1966 n.a.d 1966

Ecuador 1983 1983 1979

El Salvador 1985 n.a.d 1984

Guatemala 1985 n.a.d 1985

Guyana 1995 n.a.d 1966

Honduras 1982 n.a.d 1982

Jamaica 1962 n.a.c 1962

Mexico 1917 1917 1917

(continued)
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ment had instituted elections for their chief executives. This reflects a 
strong municipalist orientation in the decentralization reform processes of 
the region, at least among countries with unitary regimes. Many of these 
are reluctant to transfer the same degree of political autonomy to their 
departmental, provincial, or regional governments as they have to their 
municipalities.

The current picture among subnational governments in the region of 
widespread electoral democracy is a recent phenomenon, closely linked to 
the overall transition toward democratic regimes. Referring again to table 
7.1, this link can be followed country by country. In the majority of countries, 
subnational elections were instituted at very nearly the same time as their 
respective democratic transitions at the national level (Argentina, Belize, 
Costa Rica, the Dominican Republic, El Salvador, Guatemala, Honduras, 

Table 7.1 First Year of Democratic Elections for Municipal 
and Intermediate Government Chief Executives (continued)

Country
Municipal

mayorsa

State, provincial, 
or departmental 

government
CEOsa

Year of 
democractic

transition
(DT)b

Nicaragua 1992 n.a.f 1990

Panama 1995 n.a.d 1989

Paraguay 1991 1993 1989

Peru 1980 2002 1980

Suriname n.a.g n.a.c 1987

Trinidad and Tobago 1962 n.a.c 1962

Uruguay 1984 n.a.c 1985

Venezuela 1989 1989 1958

Sources: IDB (1997) and authors’ compilation based on official information. 
Note:
n.a. = not applicable.
a. Directly or indirectly elected.
b. Year of independence, in the case of the Caribbean countries.
c. Level does not exist.
d. Level exists, but the CEO is appointed.
e. There were exceptions. During military rule, mayors of state capitals as well 

as around 170 cities were appointed in Brazil.
f. Nicaragua does not have an elected intermediate level of government. How-

ever, the country has two special regions (North Atlantic Autonomous Region and 
South Atlantic Autonomous Region), which as of 1990 have elected Regional Coun-
cils that select a regional coordinator responsible for executive functions.

g. In the case of Suriname, district councils are elected.
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Jamaica, Mexico, Peru, Trinidad and Tobago, and Uruguay), or shortly 
afterward (Bolivia, Chile, Nicaragua, and Paraguay). In countries such as 
Colombia and Venezuela, however, subnational elections did not take place 
until a number of years after their respective democratic transitions. 

In addition to the introduction of elections as the basic method for 
choosing executive and legislative officials at the subnational level, polit-
ical autonomy has been advanced by other important reforms (see table 
7.2), such as changing the method of election of mayors from indirect 
to direct (Chile, 2001; Costa Rica, 2002; Nicaragua, 1995; Venezuela, 
1989), and separating the timing of subnational elections from national 
ones (Brazil, 1997; Costa Rica, 2002; Dominican Republic, 1994; Ecua-
dor, 1991; Nicaragua, 2000). Similarly, separate electoral ballots were 
established for subnational positions (Honduras, 1997), as were inde-
pendent candidacies (Chile, 2001; Nicaragua 1995, then reversed in 
2000), allowing voters to split their votes across executive and legislative 
candidates or to choose individual candidates instead of just party lists 
(Venezuela, 1989). 

In addition to electoral reforms, important mechanisms or institutions 
for channeling and encouraging citizen participation were mandated or 
regulated by national statutes, starting with the community participation 
and organization mechanisms created in Brazil in 1988, which eventually 
spun off into the fiscal arena in the mid-1990s with pioneering participa-
tory budgeting initiatives by a number of Brazilian municipalities. Particu-
larly noteworthy are the strong community participation and social audit 
mechanisms put in place at the local level during the 1990s by Bolivia, 
Colombia, and Costa Rica. 

Fiscal Decentralization Policy Reforms

As previously noted, the Latin American and Caribbean region achieved 
significant expenditure decentralization over the last two decades, climb-
ing to a current regional average of 19.3 percent of total public expen-
ditures controlled by subnational governments. This average, however, 
masks significant differences between countries, in both the degree of 
fiscal decentralization and the accompanying policy reform processes. As 
seen in figure 7.3, which maps out changes in the expenditure decentral-
ization indexes in individual countries for the period 1996 through 2004, 
the region has three countries—Argentina, Brazil, and Colombia—with 
very high expenditure decentralization indexes (close to 50 percent), put-
ting them in the company of some the world’s most highly decentralized 
regimes, including Canada, the United States, and the Nordic countries 
in Europe. In Argentina and Brazil, this is consistent with their federal 
regimes and strong historical commitments to regional empowerment. 
It is particularly explicit in Argentina, where the power of the state is 
defined by its constitution as deriving from its provinces, not the central 
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Table 7.2 Reforms Affecting Political Autonomy 
and Citizen Participation at the Subnational Level
Year Changes

Argentina

1983 •  Elections first held. Provinces: governor; municipality: 
Intendente

1994 •  Legal autonomy given to the city of Buenos Aires (its citizens 
now directly elect the Intendente and representatives to the 
legislative assembly). Senators directly elected instead of 
being appointed by provincial assemblies. New territorial 
entities created. Popular consultation mechanisms created.

Bolivia

1985 •  Election of mayors and municipal councils in urban areas.

1994 •  Extension of election of municipal councils and mayors 
from departmental and provincial capitals to 311 new 
municipalities. Municipal council given power to revoke 
term of mayor after one year. Recognition given to grassroots 
nongovernmental organizations, which encouraged them to 
form oversight committees with real veto power.

Brazil

1982 •  Direct election of governors, state legislators, and all 
municipal mayors except for those in larger “strategic” cities.

1985 •  Direct election of mayors of “strategic” cities.

1988 •  Municipalities were made officially autonomous and their 
powers of administration were augmented relative to the 
other two levels of government. Introduction of popular 
consultation mechanisms.

1997 •  Mayors elected at different dates than national and state 
authorities.

Chile

1991 •  Regional level of government created.

1992 •  Mayors elected through municipal councils.

2001 •  Direct election of mayors starting in 2004. Independent 
candidates allowed.

Colombia

1986 •  Direct popular election of mayors (1988).

1991 •  Establishment of popular election of governors. Legal autonomy 
of municipalities established. Term of mayors extended from 
two to three years. Popular consultation mechanism established.

(continued)
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Table 7.2 Reforms Affecting Political Autonomy 
and Citizen Participation at the Subnational Level (continued)
Year Changes

Costa Rica

1998 •  A municipal executive elected by elected municipal council 
members replaced by a mayor. Plebiscites and referenda 
introduced as well as cabildos. Recall provision. Election of 
district councils.

2002 •  Direct election of the mayor. Separation of election of mayor 
and district councils from national elections.

Dominican Republic

1994 •  Local elections (as well as national legislative elections) 
separated from presidential elections.

Ecuador

1983 •  Canton: mayor. 

1991 •  System established that allows provincial deputies and 
municipal councils to be elected on different dates from 
national elections.

El Salvador

1984 •  Mayors elected.

Guatemala

1985 •  Mayors elected.

1995 •  Terms of office for municipalities uniformly set at four 
years so that elections now fully concurrent with national 
elections.

Honduras

1982 •  Mayors elected.

1990 •  Autonomy granted to municipalities; mayors directly elected; 
mechanisms established to promote citizen participation.

1993 •  Separation of election for president, national legislature, and 
subnational offices. In 1997, separate ballots introduced for 
each office.

Mexico

1996 •  Establishment of the mayor of Mexico City being elected 
instead of appointed (first election in 1997). Direct elections.

Nicaragua

1990 •  Election of mayors.

(continued)
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Table 7.2 Reforms Affecting Political Autonomy 
and Citizen Participation at the Subnational Level (continued)
Year Changes

1995 •  Change from indirect election by municipal councils to direct 
election; reduction of mayoral term from six to four years; 
independent candidacies allowed; municipal governments 
made legally autonomous.

2000 •  Independent candidacies disallowed; elections separate from 
national.

Panama

1994 •  Mayors elected.

Paraguay

1991 •  Mayors elected. 

1992 •  Established that governors are elected (1994).

Peru

1990 •  Creation of elected regional governments.

1992 •  Elected regional governments replaced by temporary 
Regional Administration Councils.

2002 •  Elected regional governments reinstated; mayors’ terms 
extended from four to five years.

Uruguay

1984 •  Departments: Intendente–1984.

Venezuela

1989 •  Election of governors; system of electing mayors changed 
from election through municipal councils to direct election.

Sources: IDB 1997; 2004 IDB survey on decentralization; Montero and Samuels 
2004; Tulchin and Selee 2004; USAID and ICMA 2004.

government.2 Both countries, therefore, have had long periods—nearly 
two centuries—over which to develop, debate, and attempt to consolidate 
their decentralized fiscal frameworks. This process has not always moved 
in a predictable direction, however. Decentralization in both countries has 
oscillated substantially between decentralizing and recentralizing trends 
throughout their histories.3 Only in recent years have they been able to 
achieve the high levels of expenditure decentralization found today, result-
ing from resurgent support for decentralization during the democratic 
transitions that took place in both countries in the 1980s, under the expec-
tation that a decentralized framework of government would reduce the 
risk of a return to authoritarian regimes.4
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The third strongly decentralized country, Colombia, despite its unitary 
regime, shares with Argentina and Brazil a deep regionalist tradition, 
leading to its long history of fiscal support to subnational governments, 
with accompanying cycles of decentralizing and recentralizing fiscal poli-
cies.5 In terms of political decentralization, however, Colombia’s history 
has differed significantly from that of Argentina and Brazil, because it has 
only chosen to relinquish central control of the selection of governors and 
mayors in the last two decades. Before that, the country functioned ter-
ritorially under more of a deconcentrated regime,6 assigning departments 
and municipalities a moderate degree of subnational fiscal power, but 
always maintaining central control in the naming of local and regional 
chief executives. Slowly, however, Colombian policy makers began to 
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shift their interest toward greater decentralization, starting with the 1968 
constitutional reform that put in place the country’s first large-scale inter-
governmental transfer system (the Situado Fiscal). Then in the mid-1980s 
and early 1990s, as noted in table 7.3, decentralization moved into high 
gear with a series of important reforms aimed principally at the munici-
pal (rather than departmental) level of government, beginning with the 
creation of a new revenue-sharing mechanism for municipalities and the 
direct election of mayors. A new constitution followed in 1991, which 
enshrined the principle of decentralization; transferred responsibility for 
education, health, and housing services to departments and municipali-
ties; and substantially increased the share of central revenues transferred 
to subnational governments. The share of subnational expenditures has 
since climbed steadily, increasing from 27 percent in the mid-1970s to 33 
percent in 1985 and 45 percent in 2003. 

The high levels of expenditure decentralization achieved by these three 
countries have not been without controversy in the area of national fis-
cal policy. To fund the expenditure responsibilities of their subnational 
governments, each of these countries created massive revenue-sharing sys-
tems funded by the central government budget. These transfers represent 
such a large proportion of central government budgets, and are so tightly 
earmarked, that they have significantly narrowed the freedom available 
to national policy makers when trying to make fiscal adjustments and 
achieve macroeconomic stability. 

A second group of countries can be identified in figure 7.3—Mexico, 
Venezuela, Bolivia, Peru, and Ecuador—with more moderate, but still 
significant, expenditure decentralization, ranging from 17.5 percent to 
31.8 percent in 2004. With the exception of Bolivia, these countries have 
in common a significant increase in their expenditure decentralization 
indexes since 1996, reflecting dynamic decentralization reform agendas 
instituted within the last 10 to 15 years. That is, all five countries are in 
the throes of consolidating their reform objectives (see table 7.4).

The nine remaining countries in the survey—Uruguay, Chile, Hondu-
ras, Guatemala, El Salvador, Paraguay, Nicaragua, Costa Rica, and Pan-
ama—are characterized by low or incipient levels of decentralization, with 
expenditure decentralization ratios that range from around 13 percent for 
Uruguay and Chile down to as little as 1–3 percent for Panama and Costa 
Rica. In all nine countries, decentralization of expenditures has changed 
little since 1996, reflecting for the most part a cautious attitude of national 
policy makers toward decentralization reform. Table 7.5 maps out the spe-
cific reform initiatives undertaken in five of these countries—Chile, Costa 
Rica, El Salvador, Guatemala, and Uruguay.

The sections that follow review more systematically and in greater 
detail the fiscal decentralization reform processes in the region, by com-
paring the changes that have occurred between 1996 and 2004 in the four 
principal fiscal policy areas—expenditure assignment, subnational tax 
policy, intergovernmental transfers, and subnational borrowing.
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Table 7.3 Fiscal Reform Sequence in Countries with Advanced 
Levels of Decentralization
Year Changes

Argentina

1983 •  Direct election of governors and mayors reestablished upon 
transition to democracy.

1988 •  New Coparticipation Law gives provinces larger share of 
automatic fiscal transfers. 

1991 •  Exclusive responsibility for hospitals and secondary schools 
transferred to provinces (eliminating shared responsibility 
between provinces and federal government).

1992–93 •  Fiscal pacts restrict the level of automatic transfers and 
encourage provinces to reform taxation systems.

1994 •  New constitution enshrines Coparticipation Law. Federal 
District of Buenos Aires granted status of a province, with 
elected governor and legislature.

Brazil

1975 •  Partially reversing recentralization measures adopted since 
1964 (which reduced subnational revenue shares and made 
gubernatorial elections indirect); military government 
doubles revenue share of states and municipalities. 

1982 •  Direct election of governors reestablished. Subnational 
revenue share increased again.

1985 •  Direct election of mayors in state capitals reestablished.

1988 •  New federal constitution enshrines autonomy of 
municipalities, as independent tier of government, including 
policy responsibility over primary education, health care, 
and social welfare. Also increases taxation powers of states 
and municipalities and doubles federal tax revenue share 
of municipalities. (No provision made, however, for clear 
assignment of shared expenditure responsibilities. Left to 
case-by-case negotiation.) 

1992–94 •  Impeachment of President Collor and Anti-inflation Plan 
(Plano Real) set stage for national consensus on need for 
fiscal responsibility and transparency.

1995 •  National Information System on Government Debt in 
Arrears (CADIN) obliges all subnational governments with 
debt obligations in arrears to federal agencies, such as 
Caixa Económica, to submit to careful monitoring through 
a system of indebtedness indicators.

(continued)
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Table 7.3 (continued)
Year Changes

1997 •  Incentive Plan for Reduction of State Banks implemented 
(led to closing or privatization of most state banks); and 
Program for Financial Support and Debt Renegotiation of 
State Governments redefines and strengthens borrowing 
rules and mechanisms for states (including fiscal 
performance benchmarks). 

2000 •  Fiscal Responsibility Law passed, creating far-reaching 
new fiscal regime for all levels of government. In case of 
subnationals, consolidates and completes borrowing rules 
(including prohibition of intergovernmental lending) and 
fiscal efficiency standards (especially the latter), building on 
1997 Financial Support Program. Standardizes accounting 
standards across all levels of government.

Colombia

1986 •  Direct election of mayors authorized (elections held in 
1988); significant increase in automatic revenue transfers 
approved for municipalities. 

1991 •  National constitution entrenches decentralization as 
an organizing principal; establishes direct elections of 
departmental governors; establishes goal of decentralization 
for health, education, and housing services; substantially 
increases and simplifies automatic revenue transfers to 
departments and municipalities.

1993 •  Law on Assignment of Responsibilities and Resources for 
education, health care, and housing (implementation of 1991 
constitution), calling for phased decentralization of these 
three sectors and system of earmarked sectoral transfers.

1997 •  Territorial Borrowing Law establishes “traffic light system” 
to control excesses and abuses in subnational indebtedness, 
followed by subnational debt restructuring law in 1999.

2000 •  Indicators and benchmarks created for regulating public 
expenditures by subnational governments, aimed at 
generating budget surpluses.

2001 •  Consolidation of separate intergovernmental revenue 
transfer systems (including Situado Fiscal and 
Participaciones Municipales) into a single General Share 
System (Sistema General de Participaciones) more strongly 
aimed at reducing horizontal regional imbalances.

2003 •  Fiscal Responsibility Law, consolidating and further 
detailing provisions of 1997 and 2000 laws on borrowing 
and public expenditure regulation.

Sources: IDB 1997; 2004 IDB survey on decentralization; Montero and Samuels 
2004; Tulchin and Selee 2004; USAID and ICMA 2004.
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Table 7.4 Fiscal Reform Sequence in Countries with 
Intermediate Levels of Decentralization
Year Changes

Bolivia

1987 •  Sustainable process of direct municipal elections initiated 
(previously authorized in 1942, but interrupted after five 
years).

1994–96 •  Laws of Popular Participation and Administrative 
Decentralization approved redefining territorial concept 
of municipality (to include rural as well as urban areas), 
doubling scale of subnational revenue sharing (to 20 
percent of sharable taxes), giving municipalities exclusive 
responsibility over vehicle and property taxes, and 
establishing shared responsibility between municipalities 
and departments for primary and secondary education, and 
second- and third-level hospitals. Also, placed emphasis 
on participation of civil society organizations in allocation 
decisions and control and monitoring of local government 
activities.

1999 •  Law of Municipalities further clarifies municipal 
responsibilities.

2000–04 •  Financial Readjustment Program for municipalities put in 
place, establishing fiscal adjustment goals and benchmarks 
aimed at making local governments creditworthy, reducing 
ambiguities in assignment of responsibilities between 
departments and municipalities, and strengthening transfer 
system to municipalities.

Ecuador

1991–96 •  Implementation of large-scale Municipal Development 
Program, creating new culture of service delivery in local 
governments using large-scale investment lending and 
institutional capacity building. 

1997 •  Decentralization and Citizen Participation Law passed, 
defining services eligible for decentralization to provinces 
and municipalities; Revenue Sharing Law sets subnational 
shares of central revenues at 15 percent (to be attained 
gradually).

1998 •  New political constitution approved, building on 1997 
Decentralization Law, establishes that all public services—
with exception of defense, national security, foreign 
policy, and economic policy—are in principal eligible for 
devolution to subnational governments. 

(continued)
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Table 7.4 Fiscal Reform Sequence in Countries with 
Intermediate Levels of Decentralization (continued)
Year Changes

1999 •  National Decentralization Commission created, 
accompanied by active process of decentralization debates, 
with strong regionalist focus.

2000–01 •  Regulations for Decentralization Law approved, defining 
transaction rules and institutional structure to guide 
transfer of responsibilities to subnationals; first Annual 
National Decentralization Plan approved; implementation 
of transfer of responsibilities proceeds very slowly, on 
case-by-case basis.

2002 •  Subnational transfers augmented with 25 percent share 
of national income tax, defined on voluntary basis by 
each taxpayer; Fiscal Responsibility, Stabilization, and 
Transparency Law approved—includes restrictions 
on subnational borrowing; National Commission on 
Competencies created to arbitrate process of transfer of 
responsibilities.

2003–04 •  Organic Law of Municipalities reformed, amending tax 
and revenue mechanisms for municipalities; National 
Decentralization Plan for 2004 approved.

Mexico

1980 •  National System of Fiscal Coordination (pacto fiscal)
created: state governments give up old revenue-sharing 
system linked to federal sales tax, in exchange for new 
system tied to federal VAT, personal income tax, and oil 
royalties.

1984 •  Constitutional amendment strengthening fiscal autonomy 
of municipalities: making revenue sharing to municipalities 
official; transferring responsibility for property taxes; 
assigning public service responsibility for water supply, 
street paving, and public security.

1984–85 •  Breakdown of Partido Revolucionario Institucional (PRI) 
political monopoly gradually led to establishment of open, 
competitive elections at municipal level.

1992 •  Transfer of functions and responsibilities from federal 
government to states: primary and secondary education; 
public health care and hospitals; nutrition programs; 
road infrastructure; water and sanitation. New 
intergovernmental transfer systems created to cover costs, 
including earmarked sectoral grant programs.

(continued)
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Table 7.4 Fiscal Reform Sequence in Countries with 
Intermediate Levels of Decentralization (continued)
Year Changes

1997 •  Direct election of the mayor of the Federal District.

1999 •  Constitution reformed enabling municipalities to be 
officially recognized as the third level of government. 

2000 •  New regulatory framework put in place to control 
subnational borrowing. 

Peru

1965 •  Direct election of mayors established (based on 1933 
constitution that empowered municipalities with property 
tax authority as well as borrowing authority).

1979 •  New constitution defines—in principle—a third 
autonomous, regional, level of government.

1981 •  Direct municipal elections instituted (following return to 
democracy).

1990 •  Implementation of autonomous regional level of 
government (creation of 12 regions agglomerating 25 
existing departments); provided for gradual transfer to 
regional governments of taxing authority for personal 
income and inherited property, as well as system of 
transfers (including automatic revenue sharing plus 
earmarked sectoral transfers). Overly ambitious 
assignment of responsibilities with insufficient capacity-
building measures, plus inadequate fiscal mechanisms 
and operational rules, resulted in increasingly chaotic 
management of regional governments. 

1992 •  Constitutional reform dissolves autonomous regions 
(only recognizes two levels of government—central and 
municipal).

2001 •  New constitutional reform reestablishes, in principle, 
regional level of government.

2002–03 •  Series of follow-up decentralization reforms put in place 
resulting in: effective creation of new regional governments 
with elected officials; clarification of responsibilities 
between three levels of government (to be gradually phased 
in); creation of automatic transfer mechanisms for regions 
(FONCOR) and municipalities (FONCOMUN), to be 
eventually complemented by a fund to support project 
investment funding (FIDE); approval of (limited) fiscal 
responsibility measures for subnational governments (within 
the National Law of Transparency and Fiscal Prudence).

(continued)
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Table 7.4 Fiscal Reform Sequence in Countries with 
Intermediate Levels of Decentralization (continued)
Year Changes

2004 •  Accreditation System Law establishing conditions for 
transfer of expenditure functions and resources to regions 
and municipalities.

Venezuela

1989 •  Series of legislation (sped on by Caracazo) authorizing 
direct election of mayors and governors, establishing 
process for gradual decentralization of federal 
government responsibilities to the states, on case-by-
case basis, at the initiative of individual governors. In 
practice, decentralization has moved very slowly, due to 
ineffectiveness of decentralization process:  mechanisms 
for financing new responsibilities are poorly defined and 
overly controlled by Central Government; cumbersome 
review process by Senate. Continued to depend on old 
top-down transfer system (Situado Fiscal), created in 1961, 
that removed most taxation authority from subnationals.

1993 •  Ministry of State for Decentralization created 
(subsequently, in 1995, reduced to office in Ministry 
of Interior); Intergovernmental Decentralization Fund 
(FIDES) created, to finance subnational investment 
projects; subnational share of Situado Fiscal increased 
from 15–20 percent; Association of Venezuelan Governors 
created.

1996 •  Law approved gradually increasing share of VAT 
transferred to subnationals through FIDES, climbing from 
18 percent to 30 percent between 1996 and 2000.

Sources: IDB 1997; 2004 IDB survey on decentralization; Montero and Samu-
els 2004; Tulchin and Selee 2004; USAID and ICMA 2004.

Expenditure Assignments

Of the five main decentralization reform policy areas, the one showing the 
most reform activity and generating the most policy debate over the last 10 
years has been expenditure assignments. While the measure of subnational 
over total government expenditures (figure 7.3) provides a sense of the 
relative aggregate fiscal strength of the different levels of government, it 
does not shed light on how much or what type of functional responsibil-
ity subnational governments are actually being assigned. Because it only 
measures overall spending, the rise could reflect increases in subnational 
expenditures without an actual increase in responsibility for service provision. 
To help complete the picture, the IDB constructed an Activity Decentraliza-
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Table 7.5 Reform Processes in Countries with Limited or 
Incipient Decentralization
Year Changes

Chile

1935 •  Indirect election of mayors of small and intermediate-
sized municipalities (appointed in four largest cities); 
weak functional responsibilities for municipalities; 
municipal taxes collected by Central Government (and 
frequently not returned).

1973–89 •  Municipal elections dissolved under military regime. 
Municipalities subordinated to new regional level of 
government administration. Despite sharp restrictions 
in political autonomy of subnational jurisdictions, 
functional responsibilities and fiscal resources of 
municipalities and regions substantially strengthened: 
in 1979, Municipal Revenues Law created Municipal 
Common Fund; municipalities also given important 
responsibilities in administration of primary education 
and health programs, as well and antipoverty income 
support programs (funded by cost-reimbursement 
transfers). Result: professionalization of local 
governments.

1991–92 •  Decentralization proposed as cornerstone of new 
democratic government’s platform of state reform, 
leading to prolonged, conflictive debate on advantages 
and disadvantages of more explicit decentralized 
governments. Resulted in compromise package 
of constitutional reforms calling for full, formal 
administrative autonomy of municipalities and indirect 
election of mayors, establishment of regions as formal 
intermediate level of government, with indirectly 
elected regional councils, and appointed Intendente.
Functional decentralization features created under 
military regime maintained and strengthened. 
However, definition of new subnational fiscal 
instruments has stalled.

1994 •  Exclusive responsibility for administration of 
primary education and health services established for 
municipalities.

2000–02 •  Revenue Laws (Ley de Rentas) I and II approved; 
include important provisions aimed at strengthening 
municipal tax performance.

2001 •  Electoral reform enacted providing for direct election 
of mayors beginning in 2004.

(continued)
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Table 7.5 Reform Processes in Countries with Limited or 
Incipient Decentralization (continued)
Year Changes

Costa Rica

1986–90 •  Important reforms proposed but not approved 
under Arias administration, including constitutional 
amendment for automatic transfer of 10 percent of 
national budget to municipalities and the creation 
of Consultative Commission on State Reform 
that proposed direct election of mayors; creation 
of municipal public enterprises; establishment of 
municipal tax code.

1994–98 •  Under Figueres administration, different tack 
followed: more responsibility transferred to Legislative 
Assembly; in 1995, administration of Real Estate 
Tax (ISBI) transferred to municipalities—however, in 
1998 law was modified, lowering tax rate from 0.6 
percent to 0.25 percent, as a result of which it has lost 
importance as source of revenue.

1998–2004 •  Revenue share of fuel tax transferred to 
municipalities; 10 percent automatic transfer to 
municipalities approved in the constitution. 1998 
Municipal Code approved. Bill to transfer new 
responsibilities to municipalities has been submitted to 
Congress in 2002, but has stalled there. 

El Salvador

1984–89 •  Under Duarte administration, first steps to decentral
ization: direct election of mayors in 85 percent; 
automatic transfer of 1 percent of national revenues.

1988 •  FODES created to fund municipal investment projects 
(1 percent of national revenues).

1991 •  Tax code approved in 1991, authorizing 
municipalities to establish fees for services. 

1998 •  FODES law reformed, increasing transfers to 
municipalities to 6 percent of national revenues (split 
among FISDL, ISDEM, and COMURES).

1999–2000 •  National Local Development Strategy proposed, 
coordinated by FISDL, including drafting of 
sectoral decentralization plans (especially water, 
sewers, education, health, and roads), resulting in 
transfer of small water systems to 21 municipalities; 
deconcentration in education and health; transfer 
(unfunded mandate) of tertiary roads by MOP.

(continued)
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Table 7.5  Reform Processes in Countries with Limited or 
Incipient Decentralization (continued)
Year Changes

2003 •  Proposal approved by Legislative Assembly to increase 
transfers to municipalities in FODES, from 6 percent 
to 8 percent; vetoed by executive (arguing that this 
would generate macroeconomic instability, because 
not linked to increase in municipal responsibilities, 
and that it would discourage mobilization of 
own-source revenues); furthermore, was declared 
unconstitutional by Supreme Court.

Guatemala

1956 •  Constitution allows for direct election of mayors.

1982 •  Direct mayoral elections eliminated by military 
government.

1985 •  New constitution reestablishes direct election of 
mayors. Defines a transfer of 8 percent of national 
current revenues to municipalities (government only 
begins to comply in late 1980s).

Early 1990s •  Revenue-sharing formula increased to 10 percent. 

1993–94 •  Creation of Social Investment Fund and Solidarity 
Fund, to finance local regional development councils; 
real estate tax decentralized; programs put in place to 
deconcentrate health and education services.

1996 •  Peace Accords lead to promotion of local social 
participation mechanisms, creation of Municipal 
Association, and creation of new additional transfer 
mechanism (1 percentage point surcharge on VAT).

1997 •  Executive Organization Law authorizes sectoral 
ministries to develop deconcentration plans.

2000–04 •  Portillo administration reforms Municipal Code 
(2002); creates COPRE (Presidential Commission 
for State Reform, Decentralization and Citizen 
Participation); passes Decentralization Law as well as 
its regulation (2002); IVAPAZ shared tax (percentage 
of VAT, car tax, oil derivatives tax) created in late 
1990s as supplement to constitutional transfer; 
Social Funds, after growing rapidly in late 1990s, 
consolidated and reorganized in 2001.

(continued)
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Table 7.5  Reform Processes in Countries with Limited or 
Incipient Decentralization (continued)
Year Changes

Uruguay

1918–34 •  Period of significant political and fiscal 
decentralization for departments (intendencias),
including direct elections and important authority 
for taxation. However, country’s severe fiscal crisis 
in 1929 was blamed on “decentralization excesses” 
undercutting continued support of these policies. 

1934–35 •  Departments denied authority to collect taxes 
and issue debt. However, local officials continued 
to be elected. A number of agricultural services 
recentralized.

1966 •  Constitutional reform assigns departmental planning 
responsibility to central planning agency (OPP).

1973–84 •  Military government disbands democratically elected 
departmental assemblies and dismisses elected 
Intendentes.

1990–2004 •  A series of Municipal Development Programs 
implemented, with international funding, gradually 
strengthening institutional and financial framework 
in support of decentralization, linking investment 
funding to attainment of institutional development 
benchmarks by departmental governments.

1996 •  Constitutional amendment defines institutional 
framework for formulating and implementing 
decentralization policies, including designation of OPP 
as lead central agency in charge of promoting and 
guiding decentralization process, creation of a Sectoral 
Commission on Decentralization (includes Association 
of Mayors). Association of Mayors established as 
official representative of departmental governments.

1999 •  National Budget Act increases automatic revenue 
sharing; creates new investment fund for interior 
departments (Interior Development Fund). 

Sources: IDB 1997; 2004 IDB survey on decentralization; Montero and Samuels 
2004; Tulchin and Selee 2004; USAID and ICMA 2004.

Note: COMURES = Corporación de Municipalidades de La República de El 
Salvador, FISDL = Fondo de Inversión Social para el Desarrollo Local, El Salvador, 
FODES = Fondo de Desarrollo Económico y Social, El Salvador, ISDEM = Insti-
tuto Salvadoreño de Desarrollo Municipal, El Salvador, IVAPAZ = Municipalities’ 
share of VAT, Guatemala, MOP = Ministerio de Olaras Públicas, El Salvador.
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tion Index (ADI), which measures the degree of autonomy of local and inter-
mediate governments in the management of major public services.7 Figure 7.4 
maps out the regional average of ADIs for each of the major public service or 
activity areas in the survey, comparing changes between 1996 and 2004 to 
similar changes in the previous 10-year period (1985–96). 

Figure 7.4 Shifts in Sectoral Decentralization, 1985–2004
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The picture that emerges corresponds with what is generally known 
about decentralization in the region. There have been two main waves of 
sectoral decentralization activity. The first wave consisted of a group of 
basic services and infrastructure (solid waste management, urban streets, 
urban transportation, and water and sewerage services) that, as classic 
local public goods, are relatively easy to decentralize. In most countries, 
these sectors have been devolved to local governments for several decades. 
In the case of solid waste management and urban streets, in particular, as 
can be seen from figure 7.4, the decentralization process is now highly 
consolidated, having experienced no change since 1996. Urban transpor-
tation and water and sewerage services, though already relatively decen-
tralized in 1996, took significant leaps in greater decentralization over the 
last eight years. 

Comparing the ADIs of different countries in the region, the analysis 
indicates that of the countries that were actively engaged in devolving 
expenditure assignments to lower levels of government since 1996, the 
majority, including Argentina, Brazil, and Colombia, were already fairly 
decentralized to begin with. In that group, Argentina showed the greatest 
change. There has been some progress in the decentralization of water 
services in Mexico. For example, 118 of 135 cities with a population 
exceeding 50,000 now have autonomous water authorities (Diaz-Cayeros, 
González, and Rojas 2002). Other countries had results that indicated 
lower levels of activity in this area. 

The second wave of decentralization is made up of a group of sec-
tors (education, public health, interurban roads, housing, police services, 
electricity) that have proved considerably more difficult to decentralize. 
Many of these sectors require elaborate coordination—between levels 
of government, with private sector providers, or with national labor 
unions—to be effectively delivered, making it more politically controver-
sial and technically complicated to transfer major responsibility to local 
or regional governments. This has been particularly true of education 
and public health services. Countries with federal regimes have made 
more progress because they have greater capacity to support decentral-
ized social services through complementary arrangements between the 
local and regional levels. For the rest of Latin America the process has 
been more difficult, especially where support from the national level is 
limited. As can be seen in figure 7.4, after a period of significant decen-
tralization reform in these sectors between 1985 and 1996, additional 
progress slowed considerably over the next eight years. This is the case 
in education, for example, because countries such as Argentina, Brazil, 
Colombia, and Mexico have already reached a significant level of decen-
tralization in this sector, having carried out important reforms by the 
early 1990s.8 In these countries, the main focus in recent years has been 
less on further decentralization and more on consolidating the reforms 
or improving the quality of education (for example, curriculum reform, 
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teacher training and professionalization, and national testing). Brazil in 
particular was able to consolidate the decentralization reforms that gave 
significant autonomy to municipalities; especially in primary education. 
This, in turn, allowed the country to focus its attention on much needed 
improvements in the quality of the municipal education systems. In the 
other countries mentioned above, the consolidation of decentralization 
reforms has continued to absorb the attention of national policy makers 
throughout this period, having undergone a difficult institutional adjust-
ment sorting new roles and functions between levels of government and 
other stakeholders, such as teachers’ unions. The widespread absence of 
change between 1996 and 2004 in education can also be explained by the 
fact that many countries, such as Costa Rica, Guatemala, and Honduras, 
have been reluctant to make any significant moves toward decentraliza-
tion. An important exception is Nicaragua, which has given greater deci-
sion-making autonomy to municipalities in determining how resources 
are spent and adjusting the curriculum according to local realities.

Many of the conflicts in the decentralization of social sectors have involved 
stakeholder resistance. Indeed, the second biggest obstacle to decentraliza-
tion indicated by survey respondents was opposition by unions (figure 7.5). 
About a third of those surveyed answered that it was the most important 
obstacle to decentralization, preceded only by the lack of resources. This 
has often occurred in countries that began the decentralization process later, 
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Figure 7.5 Principal Obstacles to Decentralization, 1996 and 
2004

Sources: IDB (1997) and authors’ calculations based on 2004 IDB survey on 
decentralization.
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as in Ecuador and in many Central American countries. Federal regimes 
have not been exempt from such conflicts either. For example, opposition 
by unions was listed as the number one obstacle by Argentina. 

Another difficulty many countries experienced was that reforms were 
passed that defined broad categories of responsibilities between local 
and national levels, but specified the details poorly. This has often led to 
confusion when the responsibilities local governments needed to assume 
were not clear. To make things worse, resource requirements for the new 
intergovernmental assignments of responsibilities were also often poorly 
worked out. On the one hand, as noted in the following sections, auto-
matic transfers to subnational governments are frequently increased with-
out clearly specifying the new responsibilities these governments must 
assume in exchange, resulting in freeloading by some subnational govern-
ments that choose not to assume their new responsibilities. This issue has 
been strongly debated in Brazil, Colombia, and Ecuador over the last 10 
years. On the other hand, the opposite problem of unfunded mandates can 
also occur. Particularly in services such as education and health that have 
heavy operating costs and contingent liabilities, the central government 
might transfer these services to subnational governments without also 
transferring sufficient resources to cover true costs. This specific issue, for 
example, is being debated in Mexico now, in 2006. Both issues, too much 
and too little funding, point to the need for careful planning and synchro-
nization between laws dealing with resource allocation and responsibility 
assignment.

Central government ministries have also not always sufficiently sup-
ported the elaborate work of fine-tuning each sector. Technocrats at the 
national level often do not have decentralization among their priorities, 
making it difficult to get effective commitment from the sectoral ministries 
unless a strong mandate is issued at the highest level and clearly transmit-
ted to the relevant minister. This mandate, moreover, must be sustained 
for a number of years until operational and financial details are worked 
out between the levels of government. This has been particularly challeng-
ing for many of the countries with moderate levels of decentralization. In 
Ecuador and Peru, for example, sustaining a firm mandate long enough 
to operationalize the new division of labor between the sectoral ministries 
and subnational governments has proved difficult, resulting in prolonged 
decentralization reform processes that have tended to languish at the cen-
tral government level. 

Nevertheless, the level of reform activity currently under way in expen-
diture assignments continues to be significant. In Ecuador, through a com-
prehensive process centrally orchestrated by the national Modernization 
of the State Council, the sectoral ministries have begun to develop indi-
vidual decentralization and deconcentration action plans as a basis for 
negotiating the transfer of responsibilities with municipal and provincial 
authorities; unfortunately, as noted above, implementation of these sec-
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toral decentralization initiatives has proven difficult.9 Between 2001 and 
2002, Guatemala approved similar broad-scale decentralization reforms 
by way of a national Decentralization Law and a new Municipal Code 
that for the first time transfers responsibility for primary education to 
municipalities. In Chile a law is under discussion that will for the first 
time enable municipalities to create (or eliminate) staff positions and set 
salary levels—important requirements for the efficient management of 
public services under their responsibility. In Nicaragua, pilot programs are 
being developed by the central government (Ministry of Education and the 
Emergency Social Investment Fund) to decentralize responsibilities in pri-
mary education and in the management of social investment projects. In 
Panama, where municipalities still have limited responsibilities, proposed 
legislation would award municipalities responsibility for maintenance of 
schools, streets, and health centers. In Peru a law was passed in 2003 that 
established the principles and requirements for accreditation that local 
and regional governments must comply with to be transferred expen-
diture responsibilities that were previously carried out by the national 
government.

In conclusion, while many Latin American countries remain heavily 
centralized, sectoral expenditure decentralization has progressed signifi-
cantly since 1985. Many of the countries that initiated this process in the 
late 1980s and early 1990s continue to refine the division of labor between 
levels of government. In some sectors, especially education and health, 
increasing attention has been given to working out the complementary 
relationship between intermediate and local levels of government. Other 
countries, Ecuador and Guatemala, for example, that began to move in 
this direction more recently are in the middle of the learning curve, trying 
to effectively implement their proposed reform objectives.

Subnational Tax Policy

Although the assignment of expenditure responsibilities to the subnational 
level is important, how the provision of those services is then financed by 
subnational governments is also a key concern. Financing is accomplished 
three ways: own-source revenue generation (taxation), intergovernmental 
transfers, or borrowing (or a combination of the three). This and the next 
two sections review the profile of the region in these three policy areas, 
starting with subnational taxation. 

Public finance literature generally recognizes that robust generation of 
own-source revenues at the subnational level is a critical ingredient for 
successful decentralized governance. The more local services depend on 
revenues generated by the local citizenry, the more effectively will these 
services reflect the true preferences and willingness to pay of the local 
citizenry. By the same token, the more local services depend on outside 
funding—intergovernmental transfers, for example—the more likely that 
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supply and demand of these services will be mismatched. Ideally, local 
services should be fully funded by own-source revenues to ensure internal 
fiscal and political accountability. In practice, however, this has not proved 
possible in any country. There are not enough taxes that can be efficiently 
administered at the local or subnational level of government to finance 
the expenditure obligations that these governments typically end up being 
assigned in a decentralized regime.

At one end of the spectrum is the assignment of taxation responsibili-
ties to each level so that subnational governments can fully finance their 
expenditures. The other end would be to centralize taxation responsibili-
ties and finance lower-level expenditures wholly through transfers. Most 
countries fall somewhere between these two extremes. Transfers are used 
to some degree in most countries because the more important tax bases 
can be more efficiently managed by the central government. An overreli-
ance on transfers, however, reduces fiscal autonomy and breaks the link 
between the benefits of programs and those who pay for them. This under-
mines one of the principal goals of decentralization, which is to increase 
the accountability of subnational governments to their constituents. In 
addition, it can lead to overspending by subnational governments because 
it removes incentives for budgetary restraint. 

In Latin America, subnational tax policy is notable by its relative 
absence. With the exception of Brazil, most countries in the region have 
not prioritized the strengthening of own-source revenues at the subna-
tional level, preferring instead to rely on central government transfers as 
the principal source of revenues for their local and intermediate govern-
ments. Interestingly, the region does have an early history of allowing 
tax authority at lower levels of government. In the late 19th century and 
early 20th century, many Latin American countries permitted significant 
tax responsibilities at the subnational level. For example, the Argentine 
constitution of 1853 gave provinces the sole right to direct taxes, and in 
Chile the 1891 Municipal Law gave municipalities control over property 
taxes, personal taxes, and taxes on tobacco and alcoholic beverages and 
industries and professions (Montero and Samuels [2004], citing Valenzu-
ela [1977]). Beginning in the 1930s, however, this trend reversed. Partly 
as a result of the Great Depression, governments began reining in sub-
national tax authorities in response to concerns that broad tax powers 
might be contributing to macroeconomic instability.10 This trend was 
reinforced after the Depression by a noticeable shift in the region toward 
statism, which advocated a much stronger role for central government 
in the management of the public and private sectors. Finally, technologi-
cal innovations in data processing meant that central governments could 
more easily collect data that in the past could only be done at the local 
level. As a result, it became much more efficient for central governments to 
manage centralized tax collection and then share the proceeds with subna-
tional governments. These factors led to the adoption of transfer systems 



242 daughters and harper

in most countries of the region (Argentina and Colombia being classic 
examples). Since then, policy concerns with expenditure decentralization 
have overshadowed those dealing with subnational own-source revenue 
generation. In recent years, as expenditure authority has expanded among 
subnational governments, interest in strengthening the regional and local 
tax systems has increased; however, this interest has not yet resulted in 
any important reform initiatives, neither by way of improving the effective 
exploitation of the current tax bases in subnational governments, nor in 
creatively expanding the tax base of subnational governments to expand 
their sources of own-source revenues. 

As confirmed by the 2004 IDB survey, the broad trend in the region 
for tax assignment over the last 10 years has been toward relatively minor 
changes.11 The majority of reforms that have been carried out have focused 
only on a narrow range of taxes, the most common being property taxes 
or vehicle licenses—for a variety of reasons. To begin with, the scope for 
reform is restricted by the fact that only a limited number of taxes are 
actually suitable for the subnational level. Although the matter gener-
ates some debate, the taxes usually considered appropriate for local and 
regional governments are those that are relatively simple to administer, 
do not foster competition among subnational governments, and whose 
payments are closely associated with benefits received. Common taxes 
include local property tax, vehicle tax, real estate transfer tax, water fees, 
and taxes on industry and commerce. Unfortunately, the revenue genera-
tion potential of these taxes is limited compared with the revenue potential 
of central government taxes, such as value added taxes (VAT) or personal 
income taxes. As a result, subnational governments in many countries are 
unable to raise, through their own sources of revenue, more than a frac-
tion of the resources needed to cover their expenditures, forcing national 
governments to fill the gap with transfers.12 Taxes levied by the central 
government, usually include, among others, those based on mobile tax 
bases (to avoid tax competition), those that involve redistribution (to 
avoid horizontal imbalances), those that are subject to economies of scale, 
and those taxes that involve persons from other jurisdictions. 

This dichotomy has been reinforced by an ongoing reluctance by cen-
tral government authorities in many countries to grant significant tax 
authority to subnationals. In addition to losing important sources of rev-
enue to lower levels of government, they fear the creation of tax competi-
tion between different states or municipalities or exacerbating problems 
of regional inequalities between regions with strong and weak local tax 
bases. This is further complicated by the concern central authorities have 
about the weak institutional capacity of most local governments in tax 
administration.

Figures 7.6 and 7.7 show the taxes that were most frequently assigned 
to subnational levels of government in 1996 and 2004, in a sample of 11 
countries with comparable data for both years. The first figure indicates 
whether, in both of these years, the tax was assigned to the intermediate 
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or local levels (or both). Figure 7.7 makes a distinction between taxes 
that are merely administered at the subnational level and those for which 
subnational governments also have some control over tax policy, such as 
fixing the tax rate or defining the tax base. 

As in 1996, the tax in 2004 most often assigned to subnational levels 
continued to be the property tax. All 11 countries in the sample assigned 
this tax to either local or intermediate levels of government, almost in all 
cases to municipal authorities; in a little over half of these countries, local 
or regional governments are responsible for both tax administration and tax 
policy decisions. The lack of mobility of its tax base, combined with its high 
visibility to the local citizenry, make the property tax one of the more appro-
priate ones for local governments, allowing for a strong accountability link 
between taxpayers and government. At the same time, however, the high vis-
ibility of this tax means that it is more likely to provoke political resistance; 
moreover, property tax is difficult to administer, making it susceptible to 
weaknesses in institutional capacity. Not surprisingly, in most countries 
in the region, property tax systems operate with inefficient collection 
mechanisms and seriously outdated cadastres and property assessments, 
resulting in effective revenue well below potential. 

As in 1996, the second and third most frequently assigned subnational 
taxes in 2004 were those levied on motor vehicles and on industry and 
commerce. The number of countries that assigned both these taxes to 
subnational governments has increased, with vehicle taxes now being 
applied in over 90 percent of the countries. As with property taxes, motor 
vehicle taxes function well at the local level; their high visibility makes 
it easy to establish clear accountability between taxpayers (drivers that 
use the roads) and the delivery of government services (road infrastruc-
ture). However, the increased use of industry and commerce taxes at the 
subnational level, though predictable, is not necessarily a positive trend. 
Local and regional authorities like to rely on this tax because of its ease of 
collection and relatively low political visibility. However, they frequently 
fail to take into account the negative impact these taxes have on local 
economies, acting as a disincentive to businesses that might otherwise be 
interested in locating in the region. Two other noteworthy changes during 
this period are the increased use of property transference taxes—a posi-
tive trend, given the natural association with regular property taxes—and, 
interestingly, the significant decrease in the use of gambling taxes at the 
subnational level. Two taxes that continue to be underutilized at the sub-
national level include fuel taxes and local income tax. 

Not surprisingly, the countries that have given greatest tax authority to 
lower levels include Argentina, Brazil, and Colombia. Indeed, Brazil has 
been one of the most proactive countries in this area. Although the 1988 
Brazilian constitution increased transfers, it also significantly strength-
ened subnational taxation authority. In fact, Brazil is the only country 
in Latin America that has a subnational VAT, making it one of the more 



246 daughters and harper

decentralized countries in the world. While this tax has not been without 
controversy,13 it successfully enabled states to have a major source of their 
own revenue, of which 25 percent is shared with municipalities. Currently, 
subnational governments collect 32 percent of taxes in the country (Souza 
2004). Chile has been undergoing a process of municipalization by assign-
ing greater tax and expenditure shares to the local level; subnational tax 
shares have increased from 7.2 percent of total tax revenue in 1990 to 8.6 
percent in 2000. In addition, the country has two new revenue laws (Ley
de Rentas I in 2000 and Ley de Rentas II in 2002) that aim to support 
municipal tax performance. 

Other countries have also made progress, but with more conventional 
sources of tax revenue. In Colombia, significant progress has been made 
in increasing municipal tax revenues, climbing from 0.8 percent of GDP 
in 1990 to 1.9 percent in 2000 (Wiesner 2003). Among Central American 
countries, large disparities continue to exist between the expenditure obli-
gations and tax authority of municipal governments, although significant 
progress has been made in recent years. El Salvador instituted payroll taxes 
at the local level and discussions were under way in 2005 regarding a pos-
sible reform of municipal taxes, especially property taxes. In Guatemala, a 
tax code bill was under discussion that would streamline municipal taxes 
on economic activities. Guatemala is also considering the transfer of roy-
alties to the subnational level. In Nicaragua, the fiscal gap between tax 
authority and own-source revenue generation has been particularly acute, 
forcing municipalities to ration resources. However, the picture had begun 
to improve, with an important Municipal Solvency Law passed in 2003 
that authorizes municipal governments to impose taxes on fixed assets and 
sales;  two draft laws are also under consideration that aim to improve 
tax collection at the local level and standardize taxing procedures. Finally, 
in Panama the transfer to the municipalities of property tax collection is 
under discussion.

Intergovernmental Transfers

With few exceptions, revenue policies in the region tend to rely more on 
intergovernmental transfers than local taxation to address the resource 
needs of subnational governments. As noted earlier, in two of the three 
countries with the highest expenditure decentralization indexes, Argentina 
and Brazil, massive revenue-sharing systems (Régimen Federal de Copar-
ticipación, Fundos de Participacao Estadual e Municipal, and the Situado 
Fiscal) were created as early as the 1930s and 1940s to fund the grow-
ing expenditure requirements of subnational governments. In the other 
countries of the region, similar revenue-sharing systems started to be put 
in place in the 1960s (Situado Fiscal in both Colombia and Venezuela) or, 
more frequently, in the late 1980s or 1990s (Bolivia, Ecuador, Guatemala, 
and Mexico). 
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Intergovernmental transfer systems are usually created with two over-
riding objectives: (a) to reduce vertical fiscal imbalances faced by sub-
national governments, or (b) to reduce regional inequalities (horizon-
tal imbalances) between rich and poor jurisdictions (or both). Because 
these two types of fiscal imbalances exist in all countries to one degree 
or another, transfers are an indispensable fiscal policy instrument in a 
decentralized regime. The challenge facing policy makers is how to design 
transfer systems that effectively meet these objectives while minimizing 
distortions that may be created by the transfers. 

Although there are many types of transfers, including those determined 
by a specific share of national revenues, a fixed amount, or on an ad hoc 
basis year by year, increasingly the most common in the region are trans-
fers determined as a share of tax revenue. These can be formula based or 
ad hoc and are particularly important in Argentina, Brazil, Colombia, 
and Venezuela. A number of complications are frequently associated with 
these systems, however: (a) the problem of common resources, where 
subnational governments have no incentives to collaborate in the collec-
tion of shared taxes; (b) distortions in local service provision from sectoral 
spending quotas sometimes imposed by central government transfer rules; 
(c) reduction in the ability of the central government to make fiscal adjust-
ments during economic crises;14 and, conversely, (d) the revenue volatility 
that transfers impose on subnational governments when their expendi-
tures remain relatively fixed. 

Another important potential distortion resulting from transfers is the 
risk that subnational governments will fall prey to fiscal laziness, and 
neglect their own local sources of revenue generation, preferring to pres-
sure the central government for additional transfers rather than tackle the 
politically risky job of raising or improving local tax collections. This is 
made worse by the bailout problem—the fact that central governments 
will often rescue jurisdictions facing financial shortfalls with special trans-
fer appropriations—which encourages undisciplined, excessive spending 
at the subnational level. Even in countries such as Mexico where transfer 
systems are relatively modest in comparison with total central govern-
ment budgets,15 the fiscal laziness impact can still be strong: 90 percent 
of local revenues in Mexico currently come from federal transfers. More-
over, in the majority of countries in the region, the collection efficiency 
rates for most local taxes are generally poor. Though much of the blame 
for this can be attributed to weak institutional capacity, undoubtedly the 
collection rate problem is itself influenced by the same incentive to fiscal 
laziness. A second important concern associated with intergovernmental 
transfers is the discretion central governments have in the management of 
the transfer systems. The basic consensus in the public finance literature is 
that subnational governments will perform more efficiently if transfers are 
distributed to them in a nondiscretionary fashion (that is, automatically, 
on the basis of transparent, formula-driven criteria), and if the amount 
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and source of funding assigned to a given transfer are also nondiscretion-
ary (that is, predetermined, either by formula or a fixed amount. Based 
on these criteria, discretion in the transfer systems of different countries 
can be measured through an index that ranks the discretion of transfers in 
two dimensions: (a) how the total amount of the transfer is determined, 
and (b) how these funds are distributed among the different regional and 
local governments.16

Applying the Transfer Discretionality Index measures in 13 coun-
tries with comparable data between 1996 and 2004, a trend emerges 
toward reduced discretion in the intergovernmental transfer policies of 
these countries. Since 1996, four countries—Bolivia, Ecuador, El Salva-
dor, and Peru—have shifted perceptibly toward more automatic, formula-
driven transfer policies, both for determining the transfer amount, and 
for distributing the funds to subnational governments. In Peru, this shift 
comes as a result of formula-driven criteria that were applied after 1996 to 
two important transfer programs, the Vaso de leche (Glass of milk) pov-
erty alleviation fund, managed by local governments, and the Common 
Municipal Fund. However, because Peru’s principal subnational transfer 
mechanism, the Ordinary Funds for Regional Governments, continues to 
be funded and distributed on a discretionary basis, the overall discretion-
ality index for the country remains relatively high. Other countries where 
discretion has been reduced are Colombia and Costa Rica.

Subnational Borrowing Autonomy and Fiscal Responsibility

As noted earlier, the regional survey showed that subnational borrow-
ing policies have attracted increasing attention since the mid-1990s. The 
increased attention has been in direct response to the fiscal crises expe-
rienced throughout the region during the 1990s and the perception by 
many macroeconomic policy makers that an overly liberal subnational 
borrowing policy in many countries was contributing to national macro-
economic instability. Beginning in the second half of the 1990s with Brazil 
and Colombia (the first two countries in the region to face serious prob-
lems of excessive subnational indebtedness, soon thereafter chorused by 
other countries in the region with intermediate levels of decentralization—
Bolivia, Ecuador, and Peru), a number of reforms have been put in place 
in the region aimed at curbing the borrowing autonomy and increasing 
the fiscal responsibility of subnational governments.17 Table 7.6 presents 
the changes in subnational borrowing policy that have occurred in several 
countries of the region between 1996 and 2004, using four types of bor-
rowing restrictions commonly applied to subnationals: (a) complete pro-
hibition of borrowing, (b) borrowing conditioned on central government 
acquiescence, (c) limitations on the use of borrowed funds (for example, 
only for investments), and (d) quantitative limits on the amount any given 
subnational government is permitted to borrow. As can be seen from table 
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7.6, both the number of countries imposing restrictions and the number 
of restrictions in most countries have increased.

The leaders of this reform trend have been Brazil and Colombia. 
Responding to the increasingly out-of-control indebtedness of their sub-
national governments, in the mid-1990s both countries began to gradually 
apply the brakes to the borrowing practices of their local and regional gov-
ernments with a series of partial reforms. Brazil started with the creation 
of the CADIN (Cadastro Informativo de Créditos Não-Quitados Com o 
Setor Público Federal or List of Overdue Accounts with the Federal Public 
Sector) system in 1995, which obliged subnational governments to present 
detailed financial information to the federal government when their debt 
was in arrears; this was followed in 1997 by PROES (Incentive Plan for 
the Reduction of State Banking Activity), meant to address the financial 
liabilities faced by state governments as a result of their often insolvent 
state banks, and the Program for Financial Support and Debt Renegotia-
tion of State Governments, which redefined and strengthened the borrow-
ing rules and mechanisms for states, and greatly strengthened the use of 
standardized fiscal performance benchmarks. These initial reforms were 
brought together under the umbrella of a comprehensive Fiscal Respon-
sibility Law, approved in 2000. Unprecedented in the region, this law 
created a far-reaching new fiscal regime for all levels of government. For 
the subnational governments, in particular, it consolidated and refined 
borrowing rules, including the prohibition of intergovernmental borrow-
ing, and fiscal efficiency standards building on the 1997 Financial Support 
Program.

Similarly in Colombia, in 1997 a seminal reform was passed, the Ter-
ritorial Borrowing Law—commonly referred to as the Ley de Semáforos
(Traffic Light Law)—which established a fiscal and financial monitoring 
system to evaluate the indebtedness of its subnational governments, sub-
jecting the borrowings of those with a “red light status” to prior approval 
by the Ministry of Finance. This was followed in 1999 and 2000 by a 
subnational debt-restructuring law that began to confront the serious 
liabilities being accrued by subnational governments through employee 
pension obligations, and Law 617, which defined a system of indicators 
and benchmarks to regulate subnational public expenditures with a view 
to generating a fiscal surplus. Finally, in 2003 the process was consoli-
dated with the passage of Colombia’s Fiscal Responsibility Law, further 
detailing provisions of the 1997 and 2000 laws.

Shortly after the Brazilian and Colombian reforms, several other coun-
tries followed suit with important fiscal reforms aimed at curbing subna-
tional debt. Ecuador and Peru approved national fiscal responsibility laws 
in 2002 that included important first-step regulations for subnational 
borrowing. Although Ecuador and Peru have made progress in addressing 
broad categories of reform, they have not followed up with more detailed 
regulatory programs for disciplined accounting systems underwriting cri-
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teria for subnational loans. Of particular interest, however, is Mexico, 
where in 2000 a novel approach to subnational debt management was 
introduced by the federal government, aimed at harnessing market forces 
to control subnational debt, rather than direct central government super-
vision. As in many other countries in the region, in the 1990s the central 
government frequently bailed out overindebted state governments. This 
soft credit culture was reinforced by the use of revenue intercepts to secure 
subnational loans, and weaker banking regulation for subnational lending 
than for commercial lending. Recognizing the serious distortions this situ-
ation generated—specifically overlending to subnational entities—and the 
growing moral hazard enabled by the federal government, a new subna-
tional lending framework was put in place. This new framework included 
(a) a commitment to not bail out municipal and state governments; (b) a 
sharp tightening of lending regulations by private banks to states (equiva-
lent to commercial lending); and (c) rules for public disclosure of debt and 
fiscal deficits of states as a condition for borrowing from federal develop-
ment banks or for federal authorization of private sector loans. 

In conclusion, substantial progress was made since the mid-1990s in 
the area of subnational debt management. Reforms have been put in place 
in many countries that have improved the regulatory framework, thus 
hardening the subnational credit culture and, in the process, strengthening 
fiscal discipline in state and municipal governments.

Measuring the Effectiveness of 
Decentralization in the Region

If the trends reviewed in the previous sections are brought together, where 
does the region stand? Is it possible to get a sense of how effectively 
decentralization is progressing in each country? The standard, bottom-
line indicator of expenditure decentralization (ratio of subnational to 
national expenditures) says little about the quality of the decentralization 
process, that is, the appropriateness of policy reforms in each country. 
Appropriateness is key, because increased expenditure decentralization 
by itself, if not correctly sequenced and orchestrated with reforms and 
actions in complementary policy areas such as taxation and subnational 
borrowing, can distort the incentives of subnational governments to act 
in a fiscally responsible manner and can undermine the link between the 
preferences of local inhabitants and the fiscal bundle of public goods and 
taxes provided.

This chapter uses a composite index, the Decentralization Maturity 
Index (DMI), that ranks countries not by how much they have decentral-
ized their expenditures, but on how appropriate or effective their reforms 
have been in the five key policy reform areas reviewed in this chapter—
political decentralization, expenditure assignment, subnational taxation, 
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intergovernmental transfers, and subnational debt management. Specifi-
cally, countries are ranked by five policy reform achievements, using proxy 
indicators based on the data analysis in the previous sections:

• Local democratic representation, measured as a composite of 
four dummy variables, indicating whether democratic elections 
(direct or indirect) currently take place at the local or intermedi-
ate levels of government.18

• Effective assignment of roles and responsibilities at various levels 
of government, a composite indicator based on the ADI, measur-
ing the extent to which each country has advanced in delegating 
responsibility over specific sectors to subnational governments, 
especially the key sectors of education and health.19

• Strengthening of subnational taxation system by expanding sub-
national authority over basic local taxes (property and vehicle) 
and creatively expanding the subnational tax base. The proxy 
indicator is a composite measure of degree of subnational author-
ity over property and vehicle taxes, and assignment of sales or 
personal income tax (or both) at the subnational level (using data 
from figures 7.6 and 7.7).20

• Reduced discretion in the intergovernmental transfer systems, the 
proxy indicator for which is the level of discretion in the admin-
istration of transfers by central government, as measured by a 
discretionality index.21

• Creation of a hard credit culture for subnational borrowing, the 
proxy indicator being a composite measure of several types of 
borrowing restrictions set up for subnational governments (based 
on the inventory of reforms in table 7.6).22

Each of the indicators were scored between 0 and 1; the higher the 
score, the more effective or advanced is the policy in a given country. The
overall score for a country, its DMI, is calculated as an average of the 
individual scores for each of these indicators adjusted by the degree of dis-
persion of the indicators to give better scores to countries that have more 
consistent levels of achievement in all five areas (see figure 7.8).23

When compared with the ranking of countries by levels of expenditure 
decentralization, the results from the index yield some interesting results. 
Not surprisingly, perhaps, the countries that according to the index show 
the greatest level of maturity in their decentralization reform processes are 
Argentina, Brazil, and Colombia (all with scores higher than 0.6), which 
are also the most decentralized from the point of view of expenditure 
(nearly 50 percent of total government expenditure in the three countries). 
Their high scores indicate that they have put in place many of the policies 
that make for more effective governance within a decentralized frame-
work. In particular, all three countries have approved comprehensive 
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fiscal responsibility laws aimed at regulating subnational borrowing, 
although in Argentina, effective implementation of this regulatory frame-
work has been slow. Argentina maintains an advantage over Brazil largely 
as a result of a significantly higher effective level of decentralization of its 
public services (as measured by the ADI), especially in the health sector 
and, to a lesser degree, education. Colombia, in turn, trails the other two 
countries for two reasons: a relatively limited level of sectoral decentral-
ization (as measured by the ADI), especially in health and education; and 
a more restrictive subnational tax policy. A high overall score with this 
index does not automatically mean that a country has overcome all its 
intergovernmental fiscal woes, as witnessed by the serious fiscal prob-
lems currently faced by Argentina, resulting in large part from delays in 
the effective implementation of its new fiscal responsibility laws and the 
significant burden subnational governments continue to impose on the 
national fiscal system.24 The policy indicators captured by the DMI are 
only meant to provide a rough measure of advances made in a country’s 
intergovernmental policy framework. Especially in the critical policy area 
of subnational fiscal responsibility, the index is not fine-tuned enough to 
capture problems that may arise from delayed implementation or possible 
shortcomings in the operational design of the reforms.

In the remaining countries, the DMI rankings vary quite noticeably 
when compared with their respective expenditure decentralization rank-
ings. Among the middle group of countries in the index ranking (Bolivia, 
Chile, Ecuador, Honduras, Paraguay, and Peru), the scores of Chile, Ecua-
dor, and Paraguay are noteworthy because they rank considerably high in 
the DMI for their level of expenditure decentralization, indicating rela-
tively well-structured policy frameworks. In Chile, key elements of this 
framework include its well-decentralized delivery system for public health 
and a fiscally conservative policy prohibiting subnational borrowing. In 
Paraguay, though still in a very early stage of expenditure decentraliza-
tion, a system of democratic representation has already been established 
for municipal and departmental officials, intergovernmental transfers are 
funded and allocated on a formula-driven basis, and subnational borrow-
ing is closely regulated. 

Also noteworthy in this middle group of countries are the unusually 
large increases posted in the DMI by Ecuador and Peru, and, to a lesser 
degree, Bolivia, between 1996 and 2004, reflecting the large-scale policy 
reform agendas implemented by all three countries during this period. 
Ecuador experienced the greatest transformations, registering sharp 
increases in three of the key policy reform indicators. Subnational borrow-
ing, previously unregulated, was subjected to a complete package of basic 
regulations under a new Fiscal Responsibility Law. In addition, discretion 
that previously existed in the system of intergovernmental transfers was 
eliminated, and subnational expenditures grew significantly as a percent-
age of total government expenditures—from 8 percent to 18 percent—as 
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a result of the implementation of a large new revenue-sharing mechanism. 
In addition, small gains were also made in the devolution of basic public 
services to subnational governments. Peru and Bolivia also experienced 
important changes during this period. In Peru, the reform agenda has 
been particularly ambitious. Democratic elections were reestablished at 
the regional level, and as in Ecuador, a Fiscal Responsibility Law was 
approved with a complete set of subnational borrowing regulations, in 
contrast to 1996 when no regulations existed. Furthermore, discretion in 
the intergovernmental transfer system was partially curtailed, even though 
it continues to remain relatively high. Bolivia posted the fourth highest 
index value in the sample of countries in 2004, in part because of its rela-
tively high ratio of subnational to national expenditures, but also because 
it made important policy gains in three key areas: establishment of direct 
elections for regional governors; sharp curtailment of discretion in its 
intergovernmental transfer rules; and approval of a regulatory framework 
for subnational borrowing.

At the lower end of the index are grouped a number of smaller coun-
tries (Costa Rica, El Salvador, Guatemala, Nicaragua, and Panama), most 
of whom also figure in the lower end of the expenditure decentralization 
ranking.  The relatively low DMI scores of these countries reflect the lim-
ited progress they have made in their subnational and intergovernmental 
policy frameworks. For example, whereas all except Panama25 have made 
important progress in restricting discretion in their intergovernmental 
transfer systems, they also have uniformly avoided setting up politically 
representative systems for their intermediate units of government. And 
although municipal borrowing is authorized by all five countries, little 
progress has been made other than by Guatemala in defining adequate 
regulatory frameworks for subnational borrowing. Likewise, all five coun-
tries continue to show unusually low levels of sectoral decentralization, 
particularly in public health and education services, compared with the 
rest of the Latin American region, as well as very restrictive policies for 
subnational taxation and revenue generation, with the partial exception 
of Nicaragua. 

Conclusions

The region has committed itself broadly and deeply to a model of decen-
tralized governance. Given the relatively weak institutional resources in 
the region, however, and the limited experience of most countries with this 
model of governance, consolidated, stable intergovernmental frameworks 
cannot be expected in any of the countries of the region in the short or 
medium term.  Even in countries with long histories of federal regimes—
Argentina, Brazil, Mexico, and Venezuela—only recently have effective 
decentralized governance frameworks with proper checks and balances 
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begun to be put in place. In the other countries, with unitary regimes, and 
given Latin America’s heavy-handed centralist tradition, the creation of 
this new framework will take that much longer. 

As demonstrated by this comparative review, much progress has been 
made in the region. However, a great deal more work still lies in store. 
What are some of the signposts that policy makers need to consider on the 
road ahead, to build on the experience gained from the reform initiatives 
that have been attempted since the mid-1980s?

• Ensure proper sequencing of decentralization reforms, particularly 
when considering increased revenue shares to subnational govern-
ments. Experience shows that a gradual, customized approach is 
usually best, taking care not to rush reform, particularly in the 
relation between revenue and expenditure assignments. Special care 
needs to be taken to avoid advancing subnational transfers before 
corresponding subnational expenditure assignments have been ad-
equately worked out, and own-revenue sources have been properly 
exploited. This, in turn, points to two high-priority policy areas for 
the future: 

• Careful review of intergovernmental assignment of functions and 
responsibilities within sectors. The countries that have advanced 
the most in decentralization, creating stable and effective public 
service delivery systems, are also those that have taken the time 
to carefully work out operational divisions of labor between the 
different levels of government. A great deal of hard, detailed work 
still lies ahead for most countries in the region, particularly those 
that are in the early phases of decentralization.

• Strengthen  own-source revenue generation by subnational govern-
ments. Many countries in the region are currently wrestling with 
intergovernmental fiscal stress as a result of an overdependence of 
their subnational governments on central government transfers. At 
the national level, this can produce rigidities in fiscal planning and 
budgeting. At the subnational level, it weakens the accountability 
of subnational governments to their constituencies. To reduce these 
problems, stronger efforts will need to be placed on strengthening 
subnational tax legislation; designing incentives for own-source 
revenue generation into current or new intergovernmental transfer 
systems; and investing heavily in strengthening revenue collection 
systems at the subnational level.

• Ensure adequate political support for decentralization. Make sure 
that any proposed decentralization reform initiative is a priority 
at all levels and among as many stakeholders as possible. Because 
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decentralization is a lengthy and multifaceted process, it needs 
solid ongoing commitment from above and below, particularly as 
operational and financial details are worked out among the dif-
ferent levels of government. This requires a concerted, continuous 
effort at marketing and consensus building among all vital stake-
holders, especially legislators and civil society representatives, as 
well as the subnational governments themselves and key players in 
the relevant sectoral ministries. Without that support, reforms can 
languish in central ministries for years or be blocked by powerful 
interest groups. 

• Invest in high-quality legislative reforms with a commitment to clear 
operational details. The quality of laws, regulations, and institutions 
responsible for implementation (and conflict resolution) associated 
with decentralization reforms need to be strengthened. Too often, 
laws affecting intergovernmental policy are formulated without con-
cern for inconsistencies or contradictions with existing laws. The 
countries with more effective intergovernmental policy frameworks 
have learned how important it is to fine-tune the operational details 
in formulating effective reforms. Because of limited government bud-
gets and low technical expertise, this is often neglected, resulting in a 
policy framework that cannot be implemented. 

• Invest in the creation of uniform standards (accounting, performance 
measures) and information systems (platforms and data organiza-
tion). Efficient horizontal and vertical coordination mechanisms be-
tween levels of governments cannot be created without investing a 
great deal more in uniform information systems. 

• Support long-term institutional capacity building. Make sure that 
the subnational level has the technical, managerial, and institu-
tional capacity to handle the more complex tasks associated with 
fiscal decentralization. For example, subnational governments must 
have the necessary skills, organizational arrangements, resources, 
and management systems (budgeting, tax administration, and the 
like) to fulfill their mandates. Strong institutions are also vitally 
important because decentralization can exacerbate state capture 
and clientelism, to which subnational governments are particularly 
prone. 

Notes

 1. Where subnational expenditures include total expenditures (including 
investments) by both local (municipal) and intermediate (state, provincial, or 
departmental) levels of government.

 2. Similar to the federal regime of the United States.
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 3. See Eaton (2004) in Montero and Samuels (2004), which maps out cycles 
of decentralization and recentralization in Argentina, Brazil, Chile, and Uruguay 
in the 19th and 20th centuries. 

 4. See Eaton (2004) in Montero and Samuels (2004). In Argentina, with the 
restoration of a democratic regime in 1983, the provincial governments gradually 
renegotiated upward their share of national revenues to the current level, starting 
from a low point of 29 percent set by the authoritarian regime in 1976 when it 
decided to recentralize, cutting the previous revenue-sharing level of 46 percent 
established for the provinces in the early 1960s. In Brazil, unlike Argentina, the 
military regime in the 1970s chose to support greater expenditure decentralization 
for subnationals by increasing their revenue transfer shares, thus setting the stage 
for the 1988 democratic constitution, which enshrined decentralization as a core 
organizing principle of Brazilian society, and assigned new sectoral responsibilities 
and taxation powers to subnationals, especially municipalities.

 5. Fabio Sánchez and Catalina Gutiérrez (in López Murphy 1995) document 
the fiscal recentralization process that occurred in Colombia between 1930 and 
1967, when the share of total taxes collected by subnational governments (mostly 
departments) decreased from 46 percent to 26 percent, setting the stage for the coun-
try’s current high dependence on transfer systems as a means of funding resource 
needs of subnational governments. This mirrors a similar process occurring around 
the same time in Argentina, as noted in Eaton (Montero and Samuels 2004).

 6. Where “deconcentrated,” as opposed to “decentralized,” refers to central 
government entities that have set up local or regional offices and facilities but con-
tinue to be governed or administered by central government representatives.

 7. The index is a composite of four dimensions of activity decentralization, 
that is, which level of government is responsible for (a) deciding on the amount to 
be spent on the activity; (b) deciding the use of the resources (for example, recur-
rent versus investment spending); (c) execution of the activity (contracting, hiring 
of staff, disbursements); and (d) supervision (standards, regulations). The index 
varies from 0 to 1, depending on the degree of responsibility of the subnational 
governments. The index used in figure 7.4 is an average of the sectoral ADIs of all 
the countries in the region. Accordingly, a higher value can mean either that the 
activity is decentralized in more countries, or that subnational governments are 
more autonomous in carrying out their responsibilities. 

 8. See chapter 12 for a detailed analysis of these reforms.
 9. As noted, implementation of Ecuador’s comprehensive expenditure assign-

ment process has been slow and cumbersome, in large part because of the complex-
ity of the mechanism and the exacting organizational demands it places on a central 
government apparatus with limited human and financial resources. 

10. Interestingly, this same issue regarding tax authority at the local level and 
concerns about macroeconomic stability was revisited during the 1980s with the 
debt crisis.

11. It should be noted that the countries that responded to the tax policy sec-
tion of our 2004 survey were, in many cases, not the same as in the 1996 survey. 
Moreover, whereas the region’s largest countries were strongly represented in the 
1996 sample, small and medium countries were better represented in the 2004 
survey. Because the subnational tax policies of large countries with federal regimes 
naturally tend to be more elaborate and important than those of smaller countries, 
with unitary regimes, the comparative analysis between both surveys reveals only 
broad trends rather than exact comparisons. 

12. The gap, or ratio, between own-source revenues and total expenditure 
needs, known as the vertical imbalance, was measured in IDB (1997). On average, 
the region’s vertical imbalance (total intergovernmental transfers to total subna-
tional revenues) was equivalent to 52 percent, 10 percentage points greater than 
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the same average for OECD countries. It should be noted, however, that variations 
among countries in the region were substantial, ranging from more than 80 percent 
in El Salvador, Trinidad and Tobago, and Venezuela, to less than 25 percent in 
Paraguay, Peru, and Uruguay.

13. Because it has caused problems such as distortions in the tax burden and 
has been difficult to administer. 

14. Because taxes are shared, any tax increase will have only a marginal impact 
at the same time it gives subnational governments more resources when fiscal 
restraint is needed. 

15. Transfers to subnational governments represent only 7.9 percent of cen-
tral government current expenditures in Mexico, compared with 39.6 percent in 
Argentina and 31.6 percent in Colombia (Finot 2004).

16. The Transfer Discretionality Index is a composite weighted average of the 
degree of discretionality of each of the transfers from the central level to subna-
tional level governments of a given country. The index ranges from 0 to 2, where 
0 represents the minimum level of discretion and 2 the maximum. To compute the 
index, two types of decision-making criteria were crossed in the graph: criteria 
used to determine the amount of a given transfer and criteria used to determine 
the distribution of the transfer among jurisdictions. Each of these is represented 
by a separate axis of the graph. The first was calculated in the following man-
ner: if the transfer amount is (a) a predefined percentage of national revenues or 
of a specific national tax: 0 points; (b) a fixed amount defined by law: 0 points; 
(c) a reimbursement of approved subnational expenditures: 1 point; (d) an ad 
hoc amount: 2 points. The second criterion, in turn, was calculated as follows: if 
transfer funds are distributed as (a) a direct function of revenues collected in the 
originating jurisdiction: 0 points; (b)  less explicit, objective criteria: 1 point; (c) 
without explicit criteria, at the discretion of the central government: 2 points. The 
results were then inverted and divided by 2 to be compatible with the Decentraliza-
tion Maturity Index (DMI) so that the final range varied from 0 to 1, with 0 being 
mostly discretional and 1 being mostly automatic in amount and distribution. Bor-
rowing autonomy was calculated in the following manner: (a) 0.75 was given if the 
country had no borrowing autonomy at the subnational level (if the country had 
borrowing at one level of subnational government but not the other, then 0.75 was 
given to the level that had no borrowing, which was then averaged with the score 
for the level  that did have borrowing); (b) 1 point was given if the country had 
subnational borrowing and the country had limits on the quantity of debt that the 
subnational level was allowed to take; and finally (c) 1 point was given if subna-
tional borrowing required central government or legislative branch authorization. 
Political participation was calculated by giving (a) 1 point if the country had local 
elections; (b) 1 point for direct local elections; (c) 1 point for regional elections; and 
(d) 1 point for direct regional elections. 

17. Chile has had no need for reforms in support of borrowing restrictions 
because it prohibited subnational borrowing in the 1970s under the military 
regime.

18. Political participation was calculated by giving 1 point if the country had 
local elections; 1 point for direct local elections; 1 point for regional elections;  and 
1 point for direct regional elections.

19. Sectoral expenditure assignment was derived by (a) measuring whether 
sectoral decentralization has increased: 1 point; (b) determining whether the coun-
try was highly decentralized to begin with, having a score of 0.35 or higher on the 
ADI: 1 point; and (c) including the country’s ADI score for health and primary and 
secondary education.

20. Tax authority was calculated by measuring whether (a) the local level has 
tax authority: 1 point; (b) the intermediate level has tax authority: 1 point; (c) the 
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subnational level has responsibility for tax authority for property, industry and 
commerce, and income and sales: 0.5 point for each; and (d) the subnational level 
has responsibility for administering those taxes: 0.5 for each.

21. See description of Transfer Discretionality Index in note 16. To be compat-
ible with the scale of the DMI, the results of the discretionality index were inverted 
and divided by 2. As a result the final range of this indicator in the DMI varies from 
0 to 1, with 0 being mostly discretional and 1 being mostly automatic in amount 
and distribution.

22. Borrowing autonomy was calculated in the following manner: (a) 0.75 
was given if the country had no borrowing autonomy at the subnational level; (b) 
1 point was given if the country had subnational borrowing and the country had 
limits on the quantity of debt that the subnational level was allowed to take; and 
finally (c) 1 point was given if subnational borrowing required central government 
or legislative branch authorization. 

23. The index is thus calculated as the average of the five indicators minus one-
half of the standard deviation of the five indicators. By construction, the index can 
take values only between 0 and 1.

24. Argentina’s subnational governments in 2005 were responsible for approx-
imately 21 percent of the total consolidated public debt of the country. The full 
extent of the burden imposed by subnational governments on the country’s fiscal 
stability, however, goes beyond this debt indicator; it would need to include, for 
example, the significant amount of central government debt accrued as a result of 
previous debt bailouts of provincial governments. It should also register the special 
budget transfers periodically made in favor of provinces by the central government 
to address fiscal shortfalls of the provinces.

25. Panama’s municipal transfer system continues to be largely ad hoc.
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8

Privatization and Regulation 
in Latin America

Alberto Chong and Juan Benavides

During most of the 20th century, Latin American policy makers 
favored state ownership and management of firms in “strategic” industries 
and those industries seemingly pervaded by market failures. In general, 
state-owned enterprises performed, and continue to perform, poorly. With 
a few exceptions, they have proved wasteful and inefficient, tending to pro-
duce low-quality, high-cost goods and services. They became overstaffed as 
governments used them to generate and maintain employment. Sheltered 
from competition, state-owned enterprises often were instructed to keep 
their prices below the cost recovery level, resulting in mounting financial 
losses that in some cases amounted to as much as 5–6 percent of GDP. 

These distortions led to bailouts and fiscal strains, first on government 
budgets and finally on the banking system. Covering state-owned enter-
prise losses with fiscal transfers required governments to finance larger 
fiscal deficits and increase tax revenues, or, more commonly, reduce public 
expenditures in other areas, or both. Financing state-owned enterprise 
losses through the state banking system increased intermediation costs, 
reduced the private sector’s access to credit, and threatened overall finan-
cial sector viability. Increasingly constrained governments also became 
incapable of providing capital to their state-owned enterprises, even the 
profitable ones, for maintenance and repair, much less badly needed net-
work expansion and retooling. By the end of the 1980s, the purely étatist
(statist) model had collapsed in most of the region’s countries. 

Coinciding with the collapse of the public ownership model, the theory 
of economic incentives reached a pinnacle. It is no surprise that in the early 
1990s, private participation looked appealing and somehow inevitable. 
Broadly speaking, privatization and incentive regulation were mostly pre-
sented as tools to promote efficiency gains and improve the fiscal balance. 
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Privatization and regulation would introduce hard budget constraints 
leading to improved firm performance; in turn, reduced costs, higher qual-
ity, and capacity expansion would allow consumers to enjoy higher levels 
of well-being and businesses to compete under more favorable terms. In 
practice, however, the efficiency rationale of privatization could be pur-
sued only in part because of the combination of two factors: 

• First, the institutional endowment (rule of law, cultural traditions, 
and beliefs) and the corresponding risks have not been conducive to 
private investment in some sectors and countries. This is clearly ob-
served in sectors such as water and sanitation, where only 11 percent 
of connections were private by 2003. The expropriation risk for pri-
vate parties is high because this service is perceived as an entitlement 
and is an easy card to play in local politics. Commercial and political 
risks are high because of general public discontent with liberalization 
and privatization, as recent opinion polls (Latinobarometro various
years) indicate. Though many hypotheses have been proposed to ex-
plain this discontent, two potential explanations are advanced here: 
(a) high levels of inequality and unequally shared property rights can 
destroy trust in both public institutions and private investors; (b) gen-
eral discontent seems to signal a recurrent dissatisfaction with public 
authorities rather than being specifically targeted at privatization. 

• Second, fiscal pressures frequently prevailed over efficiency consider-
ations. A commonly used strategy was for the state to grant private 
concessions for legal monopolies or oligopolies (either regional or 
long-term exclusivity, or both) in contests organized to maximize gov-
ernment revenue. This practice was common in mobile telecommu-
nications, for example. Economic rents were purposely created, then 
shared between private operators and the state. This led to both static 
and dynamic inefficiencies (short-run direct and indirect welfare loses, 
and reduced future entry and slow penetration of new technologies). 

An examination of infrastructure is instructive in reviewing the efficacy 
of privatization and regulation. On the positive side, the Latin American 
region pioneered the attraction of private participation in infrastructure, 
accounting for about half the total US$786 billion investment in developing 
countries between 1990 and 2003.1 Moreover, Chong and López-de-Silanes 
(2005) show that, on balance, privatization and other forms of private 
participation have contributed positively to welfare. On the negative side, 
the private alternative has been applied even in circumstances where (with 
hindsight) competition or independent regulation had little chance to flour-
ish and deliver. Overoptimism and conceptual simplification resulted in 
a large number of inefficient disputes and contract breaches, which were 
exacerbated by technical inexperience in contest design in weak legal, fiscal, 
and institutional environments (see Guasch 2004). 
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Private participation in infrastructure, one of the key privatization areas, 
declined steadily after 1998 (from US$70.8 billion in 1998 to US$15.7 
billion in 2003), failing to make up for generalized public cutbacks in 
infrastructure that affected the region.2 Consequently, total investment 
in infrastructure has declined as well, yet the requirements remain huge: 
infrastructure outlays of about US$117 billion per year (about 6 percent 
of GDP) would be needed to reach the current per-worker infrastructure 
assets of the Republic of Korea.3 The causes for private investment decline 
remain to be tested, although three possible explanatory factors could be 
driving this phenomenon: (a) a decline in economic activity; (b) reduced 
profitability of the remaining existing public assets after the “cream” was 
privatized during the 1990s; and, more fundamentally, (c) the small num-
ber of firms eligible to be privatized because the judicial system cannot be 
relied upon to enforce the property rights of private investors. 

The first three sections of this chapter provide the basic logic for pursu-
ing privatization, including a basic description of the privatization record 
in Latin America and elsewhere, and highlighting some key differences 
between countries in the region. The subsequent section provides empiri-
cal evidence of the impact of privatization on Latin American economies, 
followed by a section discussing the most relevant regulatory issues for the 
region. The last section summarizes and concludes.

Basic Reasons for Reform

The conceptual advantages of competition and regulation over public 
command and control are now well established (Kikeri and Nellis 2004). 
The literature emphasizes two reasons for the poor record of state own-
ership. First, imperfect monitoring and poor incentives for managers of 
state-owned enterprises translate into inferior performance. The average 
state-owned enterprise is not traded on the stock market and the threat of 
a takeover does not exist because control rests in the hands of the state. 
Discipline from creditors plays no role because most state-owned enter-
prise loans are public debt and losses are typically covered by subsidies 
from the treasury. In addition, the boards of directors rarely implement 
good corporate governance practices and management turnover obeys 
political rather than market forces (Vickers and Yarrow 1988). 

The second strand of the literature emphasizes the political economy 
aspects of state production. The political view points to the inherent conflict 
of interest in running state-owned enterprises, as managers seek to maxi-
mize their political capital and pursue inefficient decisions. Political interfer-
ence in the firm’s production results in excessive employment, poor choices 
of products and location, and inefficient investment (La Porta and López-
de-Silanes 1999). State-owned enterprises face soft budget constraints that 
allow them to implement such practices, because governments may not 
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want to risk the political cost of firms going bankrupt (Sheshinski and 
López-Calva 2003). The basic claims of the two strands of the literature 
have been validated by empirical research on state-owned enterprises and 
firm performance after privatization around the world. 

The Extent of Privatization Worldwide

Motivated by the evidence of state-owned enterprise failures, governments 
in more than 100 countries have undertaken privatization programs since 
1980 (Megginson and Netter 2001). Throughout the world, annual rev-
enues from privatization soared during the late 1990s, peaking in 1998 
at over US$100 billion (OECD 2001). Not surprisingly, industrial coun-
tries have pursued privatization less vigorously than developing nations. 
Between 1984 and 1996, the participation of state-owned enterprises in 
industrial countries declined from a peak of 8.5 to about 5.0 percent of 
GDP, while in developing countries production from state-owned compa-
nies declined more steeply, in particular in Latin America (see figure 8.1). 
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According to Sheshinski and López-Calva (2003), between 1980 and 
1997, state-owned enterprises’ activities as a percentage of GDP decreased 
from about 11 percent to 5 percent in middle-income countries and from 
15 percent to 3 percent in low-income countries. Developing countries 
have also seen large reductions in state-owned enterprise employment. 
In middle-income countries, employment in state-owned enterprises has 
come down from a peak of 13 percent to about 2 percent of total employ-
ment, while in low-income countries it has dropped from over 20 percent 
to about 9 percent.

Privatization started slowly with only a few divestiture transactions a 
year through most of the 1980s. The number of transactions peaked in 
the mid-1990s, then declined after 1997. Between 1990 and 1999, global 
proceeds totaled about US$850 billion, growing from US$30 billion in 
1990 to US$145 billion in 1999. 

The extent of privatization has varied across and within world regions. 
In Sub-Saharan Africa, only a few governments openly adopted an explicit 
state-owned enterprise divestment strategy. The African privatization 
effort has been significant in only a handful of countries and state pro-
duction still accounts for over 15 percent of GDP in the region.4 Asia 
is another region with large variations; several Asian countries have not 
consistently pursued privatization strategies. China, for example, has fol-
lowed an ad hoc privatization process for over two decades and only 
recently has the country committed to privatizing all but the largest state 
enterprises. In India, where privatization has thus far not figured promi-
nently, it is reported that 43 percent of the country’s capital stock is still 
owned by the state. Even after the Asian crisis of 1997, when private 
equity funds and multinationals were expecting large state-owned fire 
sales, many governments in the region still hung on to their assets in sec-
tors such as energy, telecommunications, transportation, and banking 
(The Economist 2001).

In contrast, transition economies and Latin American countries have 
been very active in privatization. During the 1990s, transition economies 
in Europe and Central Asia accounted for 21 percent of total privatization 
revenues in developing countries, second only to Latin America. To facili-
tate their shift to a market economy, most transition countries launched 
mass privatization programs that resulted in dramatic reductions of state 
ownership. These programs, however, have sometimes proven unpopu-
lar, generating accusations of corruption and deliberate delays in imple-
menting corporate governance reforms and affording poor protection to 
new minority investors. Even against the backdrop of massive economic 
transformations in transition economies, the privatization record of Latin 
America seems remarkable. In the 1990s, Latin America accounted for 55 
percent of total privatization revenues in the developing world (see figure 
8.2). The decline in economic activity of state-owned enterprises has been 
more substantial in Latin America than in Asia and Africa, bringing levels 
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close to those of industrial countries. However, from being the most active 
region in the 1990s, Latin America has virtually halted its privatization 
process in recent years.

The privatization impetus has also faded in other regions, leaving 
governments very much in business. In fact, state-owned enterprises still 
account for more than 20 percent of investment, and about 5 percent of 
formal employment worldwide (Kikeri 1999). When appropriately mea-
sured, governments may own or control much more than is apparent at 
first sight. Government ownership of banks provides a clear example. 
Data for the late 1990s indicate that after bank privatization programs 
had been completed in many countries, the world mean of government 
ownership of the top 10 banks was still 42 percent, and a somewhat lower 
39 percent if former or current socialist countries are excluded (La Porta, 
López-de-Silanes, and Shleifer 2002). 

These data suggest that, although privatization has decreased govern-
ment ownership, it has not reduced it to negligible levels. It may not even 
be feasible to privatize totally: the purely private or purely public alterna-
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tives are the extremes of a continuum of choices that have to be contem-
plated in real life, especially when projects are highly profitable but the 
rule of law is ineffectual. Privatization is then self-defeating because the 
private investor’s assets will likely be expropriated. Expropriation risks 
are particularly acute where public funds are extremely scarce: the higher 
the profitability of a privatized asset, the greater will be the temptation for 
a government to take its profits. 

Second- or third-best ownership and management tools (varieties of the 
public-private partnership approach) may be needed in recognition of the 
institutional constraints that cannot be removed in the near future. Bena-
vides and Vives (2005) provide a taxonomy of financial structure choices 
based on project profitability and local conditions (summarized in two 
factors, fiscal space credibility and rule of law). They propose (a) profit-
sharing arrangements between governments and private investors if a third 
party cannot enforce property rights (for example, toll road concessions); 
(b) use of classic public-private partnerships when the “value for money” 
fiscal trade-off can materialize; and (c) mobilization of noncash resources 
(exclusive land rights or community participation) when fiscal space is 
insufficient, yet the project is economically sound, just unprofitable. 

A Closer Look at the Extent of 
Privatization in Latin America

While no accurate account is available, tens of thousands of public enter-
prises have been sold around the world. In fact, the resulting revenues are 
largely accounted for by infrastructure privatization, mainly telecommu-
nications and power, followed by the primary sector, including petroleum, 
mining, agriculture, and forestry. Telecommunications accounts for about 
36 percent of all privatization proceeds between 1990 and 2000, with 
power (16 percent), financial institutions (15 percent), and oil and gas (10 
percent) claiming the next largest shares. Taken together, utilities (telecom-
munications, power, and oil and gas) account for 62 percent of all pro-
ceeds, while regulated industries such as telecommunications, power, and 
financial institutions account for about 67 percent of the total proceeds. 
Furthermore, a broader definition of infrastructure sales that includes 
national oil and gas companies accounts for 68 percent of total proceeds. 
Clearly, governments have sold mostly basic industrial and financial infra-
structure assets in their privatization programs (Megginson 2005). 

Overall, Latin America truly embraced privatization. Chile’s program 
is particularly noteworthy, both because it was Latin America’s first and 
because the 1990 Teléfonos de Chile privatization, which used a large 
American depository receipt share tranche targeted toward U.S. inves-
tors, opened the first significant path for developing countries to directly 
tap Western capital markets. Mexico’s program was both vast in scope 
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and remarkably successful at reducing the state’s role in what had been 
an interventionist economy. La Porta and López-de-Silanes (1999) report 
that in 1982, Mexican state-owned enterprises produced 14 percent of 
GDP, received net transfers and subsidies equal to 12.7 percent of GDP, 
and accounted for 38 percent of fixed capital investment. By June 1992, 
the government had privatized 361 of its roughly 1,200 state-owned enter-
prises and the need for subsidies had been virtually eliminated (Megginson 
2005). Several other countries in Latin America also executed large divest-
ment programs. However, the most important program in the region is 
Brazil’s, given the size of Brazil’s economy and its privatization program, 
and the fact that the Cardoso government was able to sell several very 
large state-owned enterprises, such as Telebras in 1998. Thus, despite 
significant political opposition, Brazil’s program is likely to remain influ-
ential (Megginson 2005).

For all the activity in the region, dramatic differences in the extent of 
privatization are also evident. For example, countries with previously large 
state-owned enterprise sectors, such as Ecuador, Nicaragua, and Uruguay, 
barely privatized in the 1990s, while others such as Argentina, Bolivia, 
Guyana, Panama, and Peru have raised revenues from comprehensive 
privatization programs that amount to over 10 percent of GDP (see figure 
8.3). The difference in the extent of privatization across countries and the 
large amount of assets in the hands of the state highlight the importance 
of understanding the privatization record so far and of developing lessons 
for future privatization programs. In fact, the above points to a common 
misconception about privatization in the region because a relatively large 
number of countries have been reluctant to privatize.

In Latin America, 75 percent of privatization revenue came from utili-
ties and infrastructure; 11 percent from the financial sector; and oil, gas, 
and manufacturing represented the rest. Relatively recent large sales have 
occurred in the oil and gas sectors in Argentina and Brazil. Manufacturing 
privatizations raised about 16 percent of total developing-country pro-
ceeds between 1990 and 1999 of which, in regional terms, Latin America 
accounted for a large share of non–OECD privatization activity, particu-
larly in terms of revenues. Argentina, Brazil, Bolivia, Chile, and Mexico 
sold small and medium firms at first, but rapidly expanded their programs 
to include large infrastructure and energy firms; the largest contributions 
in recent years came from the sale of infrastructure and energy firms in 
Argentina, Brazil, and Mexico. Interestingly, manufacturing privatization 
in Latin America was not important except for some old strategic heavy 
industries such as steel, aluminum, and others (Florio, Carrera, and Chec-
chi 2004). Figure 8.4 shows worldwide privatization proceeds by sector 
and figure 8.5 shows revenue shares. 

The privatization process in Latin America differs markedly from that 
in other regions, such as Eastern Europe or Africa, and this underlines 
the fact that the determinants of privatization in the various regions are 
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different. Privatization within the Latin American region also differed 
dramatically between countries, further reinforcing the fact that economic 
factors were not the only ones, and perhaps not even the crucial ones, 
that determined privatization policy choices. In fact, as Florio, Carrera, 
and Checchi (2004) point out, most countries in Latin America privatized 
telecommunications, electricity, gas, and, to a lesser extent, water and 
sanitation services, but privatization of railways, airlines, airports, and 
highways was less extensive. Privatization of financial and productive 
sectors was not so important because private participation was always 
present in those sectors. However, all countries except Argentina required 
the existence of at least one public bank, and most also retained public 
control of companies connected with natural resources such as oil, gas, and 
copper. For example, although Brazil pursued a relatively large privatization 
program, it still retained state participation in electricity, the financial sector, 
and oil (Chong and López-de-Silanes 2005). Similarly, while most coun-
tries in the region privatized their telecommunications companies, Colom-
bia, Costa Rica, and Uruguay did not (Chong and López-de-Silanes 2005; 
Lora 2001; Pombo and Ramírez 2005). In Peru there was no involvement 
in transport, sanitation services, and a large share of agriculture and oil 
(Torero 2005). Even Chile retained public enterprises in key sectors, namely, 
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copper, oil, banks, postal services, railways, and ports (Fischer and Serra 
2002). Argentina stands out for retaining no important companies for 
the state except some national and provincial banks and some provincial 
sanitation companies (Galiani and others 2005). In contrast, Uruguay, a 
country typically regarded as similar to Argentina, privatized the least in 
the region. In fact, it was the only country that did not privatize electric-
ity, oil, or telecommunications and in which privatizations were explicitly 
taken to a democratic vote. No other country has shown this popular 
participation in the privatization debate (Florio 2004). 

The sequence of privatization was different among countries in the 
region. Bolivia, Chile, Mexico, and Nicaragua first privatized the state-
owned enterprises in the competitive sectors, such as manufacturing and 
finance, and later, the monopolies and utilities (Florio 2004). Argentina, 
Brazil, Colombia, and Peru sold both types of companies simultaneously. 
In Argentina and Bolivia, the monopolistic structure of some sectors was 
maintained to maximize revenues, even in sectors like telecommunications 
where technology allowed more competition (Florio 2004). Governments 
used different methods to sell state-owned enterprises to the private sec-
tor, such as total sale through open international options, public offering 
of shares, concession contracts, direct transfers, and others. The intensity 
of use of each strategy differed across countries; for example, Argentina, 
Chile, Mexico, and Peru employed outright sales, but in Bolivia, capital-
ization schemes were used more often. Concession contracts were mainly 
used in sanitation services, transport infrastructure, and oil exploration 
and production (Florio 2004).

As Megginson (2005) argues, the differences above simply highlight the 
fact that deciding which sectors and public enterprises should be priva-
tized is a contentious affair, especially if privatization is adopted by a 
highly divided government (Boycko, Shleifer, and Vishny 1996). A priva-
tizing government facing sharp opposition typically feels that it must act 
quickly and maneuver around opposition from the party out of power, 
from bureaucrats within the government ministries, and from workers and 
managers in the state enterprises themselves. Such a government faces the 
real prospect of both losing power and seeing the entire privatization and 
economic reform halted if a major fiasco results from even one unsuccess-
ful privatization. In theory, the choice of which sectors to privatize should 
be straightforward. Some sectors, such as retail or light industry operating 
in competitive markets will be relatively easy to sell off, while other sec-
tors, particularly heavy industry and infrastructure assets, will be far more 
difficult and require more preparation (Megginson 2005). 

The difficulty of privatization can be assessed based on observable char-
acteristics of sectors, as shown in table 8.1. Based on this table, Bornstein 
(1999) argues that the retail trade, consumer services, and housing indus-
tries, at the start of the privatization process in most countries, operate in 
sectors that are already partly private, and relatively little supplemental 
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capital investment is required to make the state assets competitive. Privati-
zation of these sectors should be attractive and relatively noncontroversial. 
As one moves down in table 8.1, the sectors become increasingly difficult 
for a government to sell off quickly and easily. Light industry may require 
substantial investment and, perhaps, foreign direct investment to become 
economically viable. Heavy industry also requires investment, and may be 
qualified as “strategic” and placed off limits (Megginson 2005). Examples 
include copper in Chile, power in Brazil, oil in Peru, and others. The bank-
ing, telecommunications, and electricity sectors face the same challenges 
as heavy industry with the additional requirement of putting regulatory 
institutions into place. The sequence of privatization in electricity differs 
according to the existing level of public ownership (municipal, state, or 
national), the dominant type of public power generation technology, and 
the way subsidies are defined and transferred. In Guatemala and Nicara-
gua, public hydroelectric plants for which costs have already been recov-
ered (sunk costs with almost no operating costs) are used to subsidize the 
power consumption of most of the population. This makes power genera-
tion an unlikely candidate for privatization because the fiscal systems of 
these countries are unable to support direct transfers to customers. How-
ever, in these two countries, power distribution firms were quickly priva-
tized because they were formerly part of a single state-owned distribution 
firm with national coverage. In Colombia, however, large hydroelectric 
plants owned by the central government were among the first assets to 
be privatized (due to fiscal pressures) while privatization has been slow 
in the distribution business because many of the firms are controlled by 
subnational governments with little interest in losing control. 

Privatization Record

Overall, the empirical record shows that privatization leads not only to 
higher profitability, but also to increased growth in output and produc-
tivity, fiscal benefits, and even quality improvements and better access 
for the poor. In telecommunications and electricity, private participation 
revamped the nature of service provision. At the start of 1990, only 3 per-
cent of telephone and electricity customers were served by private firms. 
In 2003, 86 percent and 60 percent of telecommunications and electricity 
customers, respectively, were privately managed in the region. Private 
telecommunications became a success story in its accelerated coverage 
extension, lower prices, and introduction of new services. In other infra-
structure sectors, the following facts were observed:

• Welfare gains in electricity materialized but are unevenly shared. Cus-
tomers enjoy a more secure supply but firms enjoy an even larger share 
of total benefits. This happens because large electricity distribution
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and transmission firms have better bargaining skills than the new 
regulatory institutions, and small generation markets have made it 
easier for firms to enjoy high price markups. 

• Water and sanitation remains resistant to private participation. As 
mentioned earlier, only 11 percent of connections were private by 
2003. The risk that these services will be expropriated is high for 
private parties because they are perceived as an entitlement and an 
easy bargaining chip in local politics.

• The outcomes in transportation projects are ambiguous. Private par-
ticipation was limited to segments of the primary road network and 
some ports and airports.

Instances of failure exist, but overwhelming evidence suggests this is no 
argument to stop privatization. Privatization failures can be understood 
within a political economy framework. The roots of failure can be traced 
to substantial state participation in opaque processes; contract design 
mismatched with specific institutional constraints; inadequate reregula-
tion; and insufficient deregulation and corporate governance reform that 
increase the cost of capital and limit firm restructuring in a competitive 
environment.

Using comprehensive data, a recent research effort by Chong and 
López-de-Silanes (2005)5 across Latin America expanded the detailed 
privatization analysis for the region, helping to address the concerns raised 
in this section. There were substantial gains in profitability after privati-
zation, measured by net-income-to-sales and operating-income-to-sales 
ratios (figure 8.6). For the countries in the sample, the median net-income-
to-sales ratio increased 14 percentage points and operating-income-to-
sales increased 12 percentage points. The largest gains were in Peru and 
Argentina, where median changes reached about 20 percentage points 
for each ratio. Brazil showed the smallest gains, between 2 and 5 per-
centage points depending on the ratio. Unlike their counterparts in other 
countries, in Colombia, Costa Rica, and Uruguay some of the large state-
owned enterprises were profitable before privatization. For instance, the 
Colombian levels of relative profitability are explained in part by the pro-
tective industrial policy implemented by the government during the 1980s, 
which, in the case of telecommunications, resulted in a public monopoly 
over long distance calls. 

The main reason for the profitability gains was the improved operating 
efficiency brought about by privatization. In fact, costs per unit plummeted, 
with the median decline equivalent to 16 percent for the countries with 
available data (figure 8.7). Sales-to-assets ratios show a similar trend in four 
out of five countries. The median increase in that ratio is 26 percent. Peru 
is the only country with a decrease, of about 20 percent, in sales-to-assets 
because privatized state-owned enterprises engaged in large investments 
that overtook output increases. Finally, the impact on sales-to-employment 
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is dramatic with a median gain of almost 70 percent. Chile and Mexico 
show the most impressive results—the sales-per-employee ratio doubled. 
The analysis so far suggests that the profitability gains of privatized firms 
mostly result from efficiency gains and not from other related factors (lay-
offs, for example). Most countries show drastic cuts in employment and 
fairly consistent capital stocks. Perhaps the most striking finding is that 
the output of privatized state-owned enterprises dramatically increased, 
despite dwindling employment and modest investment. The largest gains 
are in Mexico and Colombia, where median output increased 68 percent 
and 59 percent, respectively. The country with the lowest, albeit significant, 
increase in output is Brazil, where real sales went up 17 percent. 

The Challenge for Governments: Regulation

Unquestionably, a key challenge for governments is the development of 
an appropriate regulatory framework after privatization, particularly for 
the majority of utilities, because they make basic services available to the 
poorest. Based on the evidence, a common element across many examples 
of failed privatization is inadequate regulation leading to suboptimal levels 
of competition or allowing producers to keep the gains from privatization 
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without sharing them with consumers. Although the classic position of crit-
ics is to argue against further privatization, ample empirical evidence shows 
that privatization can be done correctly, and can lead to social gains. 

Two prominent instances call for the careful analysis of regulation in 
conjunction with privatization: industries that are natural monopolies 
or in which oligopolistic market structures exist; and industries in which 
the government owns most of the assets even if no individual firm has 
substantial market power. Sectors with heavy state presence tend to be 
protected by a web of regulations originally instituted to cut state-owned 
enterprises’ losses and reduce fiscal deficits. In some of these cases, the 
necessary postprivatization regulatory effort can be better understood 
as deregulation to dismantle protective structures that shield companies 
from competition and could allow privatized firms to make extraordinary 
gains at the expense of consumers. As explained in both the early and 
more recent literature (Allen and Gale 1999; Yarrow 1986), competition 
and regulation should be carefully considered as part of the aftermath of 
the privatization process. Winston (1993) argues that adequate regula-
tion has the power to produce efficiency improvements that can benefit 
consumers and producers; adequate regulation should work as well after 
privatization of overprotected industries. Regulation of oligopolistic sec-
tors is complicated by weakness in regulatory governance. In oligopolistic 
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sectors, the regulatory effort needs to be complemented with new rules 
and disclosure requirements to enhance supervision and reduce abuse of 
market power

Credible regulation complements privatization in two ways. First, at 
the most basic level, product market competition weeds out the least effi-
cient firms. This process may take too long, or not work at all, if regula-
tion inhibits new entry or makes exit costly. Wallsten (2002) undertook 
an econometric analysis of the effects of telecommunications privatization 
and regulation in a panel of 30 countries in Latin America and Africa. 
His results show that competition from mobile operators and privatiza-
tion combined with the existence of a separate regulator are significantly 
associated with increases in labor efficiency, the number of main lines 
per capita, and connection capacity. A casual interpretation of his results 
suggests that privatization of oligopolistic industries without concurrent 
regulatory reform may not necessarily improve welfare. Chong and Galdo 
(forthcoming) also show that countries in which a regulatory agency 
existed before privatization were able to fetch higher privatization prices 
for their telecommunications industries.

Second, an adequate regulatory environment may also complement 
privatization by raising the cost of political intervention. Whereas an inef-
ficient monopoly can squander its rents without endangering its existence, 
an inefficient firm in a competitive industry would have to receive a subsidy 
to stay afloat. The introduction of competition forces politicians to have 
to pay firms directly to engage in politically motivated actions whereas 
previously the costs of these measures were absorbed by a state-owned 
enterprise that did not have to worry about market performance. In fact, 
competition is often restricted precisely because it raises the costs of politi-
cal influence. Colombia and Mexico provide good examples of adequate 
deregulatory policy actions that, when coupled with privatization, can be 
used as a lever to transform the economic landscape and reduce political 
interference in the economy. In the early 1990s, Colombia began an eco-
nomic openness program through the promotion of market competition 
and deregulation. As Pombo and Ramírez (2005) explain, privatization 
was conceived as an instrument for economic deregulation and the promo-
tion of market competition. A decade earlier, Mexico started to transform 
its previously closed economy characterized by capital controls, price 
regulation, restrictions on foreign direct investment, high tariffs, import 
quotas, and a large state-owned public sector. As in Colombia, privatiza-
tion coupled with deregulation played a key role in the drive to restructure 
the economy and help privatized state-owned enterprises catch up to their 
private peers.

Adequate regulation can be imposed at three different moments: before 
privatization, at the time of privatization, or after the state-owned enter-
prise has been sold. The literature emphasizes the importance of having 
efficient regulation at an early stage. Regulation before privatization of 
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the industry may increase the pace of divestiture and help companies to 
be sold at higher prices if it reduces regulatory risk as Bortolotti, Fantini, 
and Siniscalco (2001) argue for the electricity sector. Wallsten (2002) finds 
that countries that established a separate telecommunications regulatory 
authority before privatization not only benefited from increased invest-
ment and penetration, but also gained from investors’ willingness to pay 
more for the firms. However, it is not easy to establish effective prepri-
vatization regulation for at least three reasons: First, changes to the regula-
tory regime before privatization are likely to lower state-owned enterprise 
profits, translating into higher financial needs for the government at a very 
difficult time. Second, without the pressure of imminent privatization, the 
political will for true regulatory reform might not materialize. Finally, 
governments with little experience in privatization often find it difficult to 
carry out effective preprivatization regulatory reform. 

Regulation at the time of privatization, clarifying the new set of rules, 
solves the first two problems and reduces regulatory risk discounts. Evi-
dence shows that as long as a suitable regulatory framework is in place 
at or before the time of privatization, consumers and the government 
should benefit from the process. Lack of regulatory capabilities at the 
time of privatization coupled with a desire to maximize price at the time 
of the sale has led several governments to postpone full and clear regula-
tion. Trying to establish an adequate regulatory scheme after privatization 
may be difficult from a political economy perspective. Because the agency 
charged with enforcing and regulating the contracts is often the same 
or a subordinate entity to the agency that carried out the privatization, 
there is an incentive for lax enforcement to avoid exposing past mistakes. 
Chong and Sánchez (2003) document that for a broad number of conces-
sions in infrastructure projects, the private sector was able to bargain for 
and keep protective regulation after privatization because of the threat of 
bankruptcy, withdrawal, or desertion of future investment commitments. 
All of these affect the reputation and credibility of privatizing politicians. 
According to evidence in Guasch (2001), in the last 15 years, concession 
contracts in developing countries have often led to renegotiations. In Latin 
America and the Caribbean, 40 percent of all concession contracts were 
renegotiated just over 2.2 years after they were signed. Engel, Fischer, 
and Galetovic (forthcoming) argue that opportunistic renegotiations of 
concessions are common because of a “privatize now, regulate later” 
approach. Cost overruns in concessions and unclear rules governing con-
tingencies provide private owners with the opportunity to extract eco-
nomic rents from the government. Finally, attempting to substantially alter 
the regulatory framework after the sale may also prove difficult because 
new constituencies against regulation are created at the time of privatiza-
tion. Shareholders and managers of privatized state-owned enterprises are 
joined by workers and even consumers who could benefit from the protec-
tive regulatory status of firms. 
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Using a recent survey from the World Bank (Wallsten and others 2004) 
on many aspects of governance in the telecommunications and electric-
ity sectors, an overall index of regulatory reform for Latin America is 
constructed here as an attempt to measure the extent of after-privatiza-
tion regulatory efforts in the region. In particular, it focuses on recent 
laws, regulatory bodies, and regulatory decisions in both sectors. Each 
question in each category is assigned a value of one when the answer is 
consistent with regulatory advancement. A value of zero is assigned oth-
erwise. The questionnaire is shown in appendix 8A. For example, for the 
question, “Has parliament completely passed framework laws for the 
telecommunications sector?” a value of one was assigned if the respon-
dent answered yes, because it reflects a characteristic typically associated 
with a higher level of regulation. The survey contains 22 questions for 
telecommunications firms and 24 for electricity providers, divided into 
three broad categories. They are summarized in an aggregate index, 
which is the simple sum of one-values assigned to each question. Figures
8.8 and 8.9 present comparative findings for telecommunications and 
electricity, respectively. The index shows the extent to which countries 
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were diligent in establishing formal sets of rules and procedures to imple-
ment regulation after privatization. 

In telecommunications, the variance between the maximum value for 
the index (Barbados) and the minimum (Guatemala) is high. Overall, 
electricity reforms have not proceeded as quickly as telecommunications 
reforms, which is why fewer countries are covered in figure 8.9 than figure 
8.8. Argentina has the highest level of rule-issuing activism when using 
this general index; Ecuador occupies last place. By construction, the index 
does not measure regulatory performance; its impact on outcome quality 
must be examined on a case-by-case basis. For example, Jamaica shows a 
high telecommunications regulation index, but it coexisted for a substan-
tial time with a protected incumbent monopoly. In 2005, Argentina still 
had in place the formal rules for electricity regulation that were highly 
praised internationally before the 2002 macroeconomic crisis, but current 
policy measures and shortcuts in application (on prices, cost recovery, 
creation of public enterprises with discretion to intervene in the market, 
political appointment of regulators) make them ineffectual. 

The effectiveness of regulation cannot be assessed in isolation. Regula-
tion can be viewed as a component of the institutional possibility frontier 
of an industrial sector. Other components might include antitrust bodies, 
the courts, the executive power, both the national and the local levels of 
government, and the sector ministry, in the case of utilities. Countries 
with strong presidential regimes are often reluctant to grant actual inde-
pendence to a regulator. Also, the regulatory body is subject to lower de 
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facto independence in countries in which politicians have room to inter-
fere with decisions to limit the authority of the judiciary. Additionally, in 
the smallest and poorest countries, privatization of an asset may become 
the single most important business event of the country in several years, 
providing fertile ground for development of a strong bilateral relationship 
between the executive power and the firms. In those contexts, decisions of 
the executive may override the competences of other sector institutions, 
forcing regulation out of the role that it should perform. In sectors such 
as water and sanitation, which can comprise hundreds of isolated and 
heterogeneous firms at the subnational level and in countries where the 
key problem is insufficient coverage, more than a centralized regulator is 
needed to achieve adequate sector outcomes. The quality of regulation will 
depend heavily on the decisions of sector and local authorities. Coordina-
tion of regulation will be important, particularly in light of the growth of 
new independent and semi-independent regulatory agencies in all sectors 
in the region, increasing from 43 in 1979 to 134 in 2002 (Jordana and 
Levi-Faur 2005).

Conclusions

Privatization in Latin America started earlier and spread farther and more 
rapidly than anywhere in the developing world. In the 1990s, the accu-
mulated privatization revenues in 18 Latin American countries reached 6 
percent of GDP. From 1990 to 2001, private investment in infrastructure 
alone reached US$361 billion. More firms, and larger ones, were sold in 
the region and more proceeds were raised than in almost any other part of 
the world. However, privatization did not occur equally throughout the 
region. Differences among countries are dramatic. Privatized sectors and 
the potential for further privatization depend on the country and appear 
not to be linked with purely economic variables, but with the institutional 
endowment and the rule of law. Still, the overall privatization record is 
remarkable, contrasting with the current idea that privatization is negative 
for societies. 

In fact, public opinion and policy makers in Latin America and other 
regions have turned against privatization, and a large political backlash 
to privatization has been brewing for some time. The findings reviewed in 
this chapter do not mean that failures do not occur, but rather that they are 
not the norm. Most instances of failure can be explained by two factors. 
First, opaque processes with heavy state involvement open the door to 
corruption and opportunistic behavior. Second, poor contract design and 
regulatory capture are linked to a lack of adequate regulation. Overall, a 
political economy approach explains why it is hard to bring about changes 
in regulation after privatization and why privatized firms are frequently 
able to renegotiate their contracts on more favorable terms. Despite the 
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regulatory advances in the region, changes in the regulatory framework 
need to be promoted, because the variance of outcomes in the region is 
high. However, perfection in developing new regulatory frameworks may 
take considerable time. Reasonable solutions may be required in the short 
term, to avoid a return to the mistakes of statism and the conceptual 
simplification that pushed the private alternative in circumstances where 
(with hindsight) it had little chance to flourish. Pro-growth policies linked 
with improvements in the business climate and the existing institutional 
endowment will make the private option increasingly feasible in the long 
run, once third-party enforcement of legal property rights becomes gener-
ally accepted.
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Annex 8A: Regulation Index Questionnaire

1. Telecommunications 

Telecommunications law

Has parliament completely passed framework laws for the 
telecommunications sector?

0 No; 1 Yes

Does the law explicitly forbid operators from being issued 
licenses that allow them to provide more than one 
telecommunications service?

0 No; 1 Yes

Is separate accounting for services compulsory? 0 No; 1 Yes

Regulatory bodies

Has a regulatory body that is separate from the utility and 
from the communications ministry started to work?

0 No; 1 Yes

Can the main regulator compel financial and performance 
information?

0 No; 1 Yes

Are financial and performance information publicly available? 0 No; 1 Yes
Is the regulatory body headed by a single person or by a group 

of people (for example, a regulatory board)?
0 Single; 

1 Multiple 
Is head appointed for a fixed term? 0 No; 1 Yes
Can regulator be fired at discretion of the executive? 0 No; 1 Yes
Can regulator be fired for conflict of interest? 0 No; 1 Yes
Can regulator be fired for incompetence? 0 No; 1 Yes
Can regulator be fired for corruption? 0 No; 1 Yes
Can consumers participate in regulatory proceedings? 0 No; 1 Yes
Can competitors participate in regulatory proceedings? 0 No; 1 Yes
Have regional regulatory bodies been created? 0 No; 1 Yes

Regulatory decisions

Are regulatory meetings open to the public in practice? 0 None; 
1 All

Are regulatory meetings required to be open to the public by 
law?

0 No; 1 Yes

Are regulatory decisions publicly available? 0 No; 1 Yes
Does regulator publish decisions in practice? 0 No; 1 Yes
Does the law require the regulator to publish decisions? 0 No; 1 Yes
Does regulator publish explanations of decisions in practice? 0 No; 1 Yes
Does the law require the regulator to publish explanations of 

decisions?
0 No; 1 Yes

(continued)
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Annex 8A: Regulation Index Questionnaire (continued)

2. Electricity

Electricity law

Has parliament passed any framework laws aiming at 
reforming the electricity sector?

0 No; 1 Yes

Does the law explicity forbid operators from joint ownership 
of electricity services (such as generation, transmission, 
distribution, and retail or supply)?

0 No; 1 Yes

Does the law allow the entry of new private power 
ownership?

0 No; 1 Yes

Regulatory bodies

Has a regulatory body that is separate from the utility and 
from the ministry started to work?

0 No; 1 Yes

Is the regulatory body headed by a single person or by a 
group of people (for example, a regulatory board)?

0 Single; 
1 Board

Is head appointed for a fixed term? 0 No; 1 Yes
Reasons to fire head or commissioners: conflict of interest 0 No; 1 Yes
Reasons to fire head or commissioners: incompetence 0 No; 1 Yes
Reasons to fire head or commissioners: corruption 0 No; 1 Yes
Are policy guidelines publicly available? 0 No; 1 Yes
Can the minister or president give verbal instructions to the 

regulator?
0 No; 1 Yes

Have regional regulatory bodies been created? 0 No; 1 Yes

Regulatory process/decisions

Can agency compel financial and performance information 
from utilities?

0 No; 1 Yes

Is the financial or performance information audited by a 
regulator?

0 No; 1 Yes

Does the regulator make financial and performance 
information publicly available?

0 No; 1 Yes

Is there a consultation process before regulator decisions? 0 No; 1 Yes
Have consumer groups the right to participate in regulatory 

proceedings?
0 No; 1 Yes

Are regulatory meetings open to the public in practice? 0 No; 1 All
Are regulatory meetings required to be open to the public by 

law?
0 No; 1 Yes

Are regulatory decisions publicly available? 0 No; 1 Yes

(continued)
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Annex 8A: Regulation Index Questionnaire (continued)

Regulatory process/decisions (continued)

Does the law require the regulator to publish decisions? 0 No; 1 Yes
Does the regulator publish decisions in practice? 0 No; 1 Yes
Does the law require the regulator to publish explanations of 

decisions?
0 No; 1 Yes

Does the regulator publish explanations of decisions in 
practice?

0 No; 1 Yes

Source: Wallsten and others 2004.

Notes

 1. Greenfield projects represented 29 percent and concessions represented 17 
percent of the US$374 billion total value of infrastructure projects in the region 
that involved private participation between 1990 and 2003. The remaining 54 
percent was generated by divestitures. 

 2. There has been a contraction in total public investment in infrastructure, 
sometimes larger than the improvements in the fiscal balance (3.08 percent and 2.8 
percent of GDP, respectively, in Brazil; see Calderón, Easterly, and Servén [2003]). 

 3. Authors’ calculations using Fay and Morrison (2005). 
 4. However, recent research shows that the privatization effort in Africa may 

have been highly underestimated. Bennell (1997) argues that most papers study-
ing privatization in Africa have been based on low-quality or outdated samples. 
Using a comprehensive survey of privatization transactions that spans 16 years 
(1980–95) and includes over 2,000 privatizations, he concludes that African priva-
tization programs are larger than previously thought and that they have increased 
substantially during the 1990s.

 5. The countries included in the study are Argentina, Bolivia, Brazil, Chile, 
Colombia, Peru and Mexico.
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9

Two Decades of 
Financial Reforms

Arturo Galindo, Alejandro Micco, 
and Ugo Panizza

A crucial ingredient for long-term economic growth is a well-crafted 
financial system. The financial system must have the ability to respond to 
the financial needs of profitable activities to advance economic develop-
ment. In fact, empirical research has shown that the major determinant 
of firms’ growth is access to financial markets and that in countries where 
credit constraints are tighter, the productive sector is unable to grow. In 
Latin American countries, financial systems are very small. On average, the 
ratio of credit to the private sector to GDP is close to 30 percent—less than 
half the size of credit markets in East Asia and about one-third the size of 
those in Western Europe (IMF 2005). Recent data also show that the region 
is not catching up. Over the 2002–04 period, average credit growth in Latin 
America was virtually identical to that of East Asia; however, if the analysis 
does not consider Venezuela (which has an extremely small credit market 
and during the period was recovering from a deep political and economic 
crisis), credit growth in Latin America was well below that of East Asia.

The importance of the financial sector in economic growth has naturally 
raised the question of what role the government should play in promoting 
financial development and stability. Since the early works of Arthur Lewis, 
Alexander Gerschenkron, Gunnar Myrdal, and several other prominent 
development economists writing in the 1950s and 1960s, there has been 
some agreement that the state should play a key role in the financial sector. 
Greater disagreement among economists revolves around how interven-
tion should take place, that is, if it should be directly through the state’s 
ownership of first- or second-tier banks (or both) and by the imposition 
of interest rate caps and directed credit, or indirectly through the provi-
sion of basic infrastructure and regulation to promote the development of 
private markets.
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Latin American countries sailed through conflicting waves of opinions 
in this matter. During the 1960s and early 1970s, direct intervention views 
predominated. During the mid-1970s, several Latin American countries 
engaged in rapid liberalization of their financial systems. In the Southern 
Cone, after an initial boost in credit, the laissez-faire financial policies 
that supported unrestricted private participation in financial markets led 
to a general financial crisis throughout the region (Díaz-Alejandro 1985). 
Countries then reversed their strategies, abandoned laissez-faire practices 
and introduced tighter regulations and restrictions on their financial sys-
tems. This came with a de facto nationalization of the banking sector and 
widespread application of interest rate caps and targeted credit. 

The outlook on state intervention in the financial sector changed again 
in the 1990s. The new stance was that the government should not direct 
credit (either through regulation or direct ownership of banks) but that state 
intervention should be directed toward the enhancement of the regulatory 
and supervisory framework aimed at promoting stable financial systems. 
This led to the privatization of several public banks and the liberalization 
of credit markets (interest rate caps and directed credit were abolished or 
substantially diminished and reserve requirements were lowered). The main 
characteristics of this new liberalization were foreign participation and the 
implementation of regulatory and supervision mechanisms crafted to avoid 
the crises that affected the region in the 1980s. Despite these efforts, finan-
cial development during the 1990s was weak. By the end of the decade, and 
following a major international capital markets crisis, most financial systems 
were depressed, and many firms found their financing needs unattended. 

Several lessons from failed attempts to develop adequate forms of state 
intervention in banking have been learned, and many novel approaches 
are currently being implemented. This chapter describes the major trends 
of state intervention in financial markets, and briefly describes the innova-
tive outlook of many modern interventions. Before doing so, it must be 
emphasized that no financial sector reform can be successful in an environ-
ment characterized by macroeconomic instability. The Argentinean crisis 
of 2001–02 shows that even in the presence of an excellent regulatory 
framework, large macroeconomic shocks can have a devastating effect on 
the banking sector. In fact, the current characteristics of Latin American 
financial markets are deeply rooted in the macroeconomic history of the 
region. A history of high inflation, for instance, not only contributed to 
stunting the region’s financial markets but is also at the root of its high 
degree of financial dollarization, which, in turn, is one of the region’s main 
sources of macroeconomic vulnerability. 

Banking Reforms

Standard arguments for state intervention in the banking sector can be 
classified into five broad groups: (a) mitigating market failures resulting 
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from costly and asymmetric information, (b) financing socially valuable 
but financially unprofitable projects, (c) promoting financial development 
and providing residents of isolated areas access to competitive banking 
services, (d) maintaining the safety and soundness of the banking system, 
and (e) enabling the overall environment for private banks to function 
adequately.

First, financial markets in general and banking in particular are infor-
mation intensive. The stock of information gathered by banks plays a 
role in increasing the pool of domestic savings channeled to available 
investment opportunities. However, because information has public-good 
characteristics (nonrival in consumption and high cost of exclusion) and 
often entails fixed acquisition costs, competitive markets will undersupply 
information and the presence of high fixed costs will lead to imperfect 
competition in the banking system. Moreover, information can be easily 
destroyed, increasing the cost of bank failures because customers of the 
failed bank may lose access to credit. Asymmetric information may also 
lead to credit rationing, that is, a situation in which good projects are 
underfinanced (or not financed at all) because of the lack of verifiable 
information.1 A similar case can be made for the relationship between 
depositors and banks: lack of bank-specific information can dissuade sav-
ers from depositing their money in banks, particularly in incipient banking 
systems in which longstanding customer relationships are yet to be built.

Second, private lenders may have limited incentives to finance projects 
that produce externalities. Thus, direct state participation would be war-
ranted to compensate for market imperfections that leave socially valuable 
(but financially unattractive) investments underfinanced. Alternatively, 
state intervention may be justified by big-push theories such as that origi-
nally formulated by Rosenstein-Rodan (1943). Another argument is that 
banks can frustrate expansionary monetary policy because they have lim-
ited incentives to lend during economic downturns and low interest rates 
and do not take the long view that, by increasing lending, they would 
push the economy out of recession (this is the macroeconomic view).2 In 
such a case, state intervention could solve a coordination problem and 
make monetary policy more effective. A related theoretical argument for 
state intervention suggests that effective prudential regulation (and, in 
some cases, the banks’ own incentives) tends to make private banks too 
risk averse to finance all potentially profitable investments.3 Then, in the 
absence of developed capital markets that allow for alternative sources 
of financing, as in most developing countries, state intervention may be 
warranted.

The third argument often invoked by supporters of state intervention 
in the banking sector is that private banks may not find it profitable to 
open branches in rural and isolated areas so state intervention is necessary 
to provide banking services to residents there. Underlying the argument 
are beliefs that granting access to banking services may increase financial 
development, with positive externalities on growth or poverty reduction 
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(see, for instance, Burgess and Pande [2004]), and that access to finan-
cial services is, at any rate, a right and the state should make an effort 
to guarantee its universal provision. Along similar lines, the presence of 
public banks has also been advocated as a means to guarantee competitive 
behavior in an otherwise collusive banking sector. This rationale, however, 
is relevant only if one accepts that while the regulatory and monitoring 
capacity of the state is limited or prone to capture, the ability to own pub-
lic banks is not subject to similar problems.

These three sets of arguments have been used to justify two forms of 
interventions: through direct ownership of financial intermediaries (first 
or second tier) or through regulation of financial contracts by imposing 
interest rate ceilings or by establishing credit targets of private banks to 
certain sectors.

Fourth, banks are inherently fragile institutions because their liabilities 
consist of demand deposits and their assets consist of more illiquid loans. 
This situation can lead to self-fulfilling bank runs and widespread bank 
failures. However, banking fragility by itself does not justify government 
intervention aimed at guaranteeing the stability of the banking system 
unless bank failures generate large negative externalities. It is exactly in 
this sense that banks are special because, besides intermediating credit, 
they also provide two services that have a public-good nature: they are the 
backup source of liquidity for all other institutions and the transmission 
belt for monetary policy (Corrigan 1982). The need for state intervention 
also arises from the fact that, because of the large leverage ratios that 
characterize financial institutions in general, bank managers and owners 
may have strong incentives to pursue investment activities that are riskier 
than the ones that would be preferred by depositors.4 This would not be a 
problem if depositors could effectively monitor bank managers. However, 
there is a problem in bank monitoring because bank liabilities are mostly 
held by small depositors who have very limited incentives and abilities to 
monitor bank activities.5

The final arguments are related to the overall contract environment in 
which banks work. The main tools with which banks relate to clients are 
deposit and loan contracts. If the overall contract environment does not 
work adequately, and the rules of the contract and obligations of every 
party involved are not clearly defined and enforced, the ability to engage in 
financial transactions may be dampened, and credit and deposit contracts 
may by worthless. The government’s role then is to provide the necessary 
public goods (contract enforcement and adjudication) so that banks and 
clients can engage in contractual arrangements.

Recent Trends in State-Owned Banking

The share of bank assets controlled by the public sector varies widely 
across regions and countries. The industrial countries and Sub-Saharan 
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Africa have the lowest prevalence of state ownership of banks (about 30 
percent in 1995, figure 9.1).6 South Asia and the Middle East and North 
Africa have the largest share of state ownership of banks (close to 90 
percent in South Asia and above 50 percent in the Middle East and North 
Africa). Transition economies of Eastern Europe and Central Asia, after 
the massive privatization programs of the 1990s, moved from almost full 
state ownership of banks (90 percent in 1985) to intermediate levels of 
state ownership in 1995 (data for 2001 indicate an even lower level of 
state ownership).7

The level of state ownership of banks in Latin America is similar to 
the developing country average, and shows a strongly declining trend. In 
1995, government ownership of banks was 60 percent that of the 1970s. 
There are, however, large differences between countries in the region, 
with Costa Rica having the largest share of government ownership of 
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banks (90 percent in 1995, down from 100 percent in 1970, figure 9.2) 
and Trinidad and Tobago having the smallest share of state ownership of 
banks (1.5 percent). Most countries in the region privatized aggressively 
both in the 1970s (during the 1970–85 period, average state ownership 
of banks dropped from 64 to 55 percent) and 1990s (during the 1985–95 
period, average state ownership of banks dropped from 55 to 40 per-
cent).8 Ecuador, Chile, and Peru privatized the most, moving from levels 
of state ownership hovering around 90 percent, to state ownership below 
40 percent. Only Uruguay increased state ownership of banks, moving 

Source: La Porta, López-de-Silanes, and Shleifer 2002.
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from 42 percent in 1970 to 69 percent in 1995. Other countries experi-
enced large swings in the bank privatization and nationalization process. 
Mexico, for instance, moved from 82 percent state ownership in 1970 to 
100 percent in 1985 and back to 35 percent in 1995. A similar pattern 
holds for Bolivia, Colombia, El Salvador, and Nicaragua.9

More recent data show that the pattern of bank privatization has con-
tinued in most countries. From 1995 to 2001, large bank privatizations 
raised US$5.5 billion in Brazil (with the privatization of BANESPA rais-
ing US$3.6 billion), US$800 million in Mexico, and more than US$500 
million in both Colombia and Venezuela (Megginson 2003). Table 9.1 
illustrates the recent evolution of state ownership of banks in 10 Latin 
American countries.10 It shows that Argentina, Brazil, Costa Rica, and 
Nicaragua privatized the most. The share of assets controlled by state-
owned banks also dropped in Chile, El Salvador, and Guatemala while it 
remained fairly constant in Colombia. 

Two sets of factors drove privatization. The first set of factors was purely 
fiscal: during crises, the presence of public banks significantly increases 
the fiscal costs of dealing with distress and, when compared with private 
banks, the performance of public banks, measured by standard profitabil-
ity indicators, is usually poor.11 Thus, privatization was seen as an impor-
tant source of both revenues and cost reduction for the public sector. 

Figure 9.3 presents public bank performance indicators relative to those 
of private domestically owned banks.12 It shows that public banks charge 
lower interest rates than their private counterparts and also pay lower 
interest rates on their deposits (0.9 percentage points less). Public banks 
also tend to lend more to the public sector (the difference between the 

Table 9.1 Share of Public Bank Assets (percent)
Country 1995 1998 2000 2002

Argentina 42.5 29.2 25.7 —

Bolivia 0 0 0 0 

Brazil 52.8 49.6 46.6 42.7 

Chile 13.3 10.6 9.5 10.3 

Colombia 19.6 16.3 21.1 19.4 

Costa Rica 81.0 76.7 73.2 68.0 

Guatemala 6.4 3.8 3.8 3.2 

Honduras n.a. 3.2 2.3 1.8 

Nicaragua 53.0 13.3 0.5 n.a.

El Salvador 9.1 7.0 5.7 4.3 

Source: IDB 2005.
Note: — = not available, n.a. = not applicable.
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share of public sector loans of private and public banks is 8 percentage 
points) and have a higher share of nonperforming loans (about 8 percent-
age points). Finally, public banks have lower profitability than their private 
counterparts (the difference in return on assets is 0.4 percentage points). 

Although these results should be observed with caution because they 
are simple correlations that control only for bank size, they suggest that 
while public banks tend to be less efficient than their private counter-
parts (with higher nonperforming loans, more loans to the public sector, 
higher overhead, and lower returns) they are also perceived to be safer 
and hence able to pay lower rates on their deposits and extend credit at 
a lower rate.13 An alternative explanation for these lower interest rates is 
that state-owned banks may benefit from indirect subsidies coming from 
government deposits paying no or low interest.14

The second driver of privatization was the empirical evidence that 
state-owned banks are often captured by politicians and that they do not 
achieve their social objectives (for instance, evidence indicates that public 
banks do not increase credit to the sectors that need it most, such as small 
and medium enterprises or economic sectors suffering from greater infor-
mational asymmetries).15
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Toward New Forms of Public Banking

The fact that the pervasive reforms implemented in the 1990s did not yield 
the expected results in credit and GDP growth has led to skepticism about 
the reform process and to a renewed interest in public banking. However, 
policy makers aware of past experience with mismanaged public banks 
are trying to implement new, more focused and more sophisticated forms 
of intervention. This new wave of “smart” interventions is characterized 
by the design of specific interventions tailored to specific needs and insti-
tutional conditions. Examples of these forms of intervention include risk 
sharing through partial guarantees and risk pooling of otherwise atomized 
borrowers.

The recognized cases of successful public banks around the world share 
some common attributes that provide the following policy lessons: 

• The social objective of the public bank needs to be clearly estab-
lished and the institution should be subject to constant evaluation 
focusing on the achievement of the established objective. 

• The subsidy received by the public bank should be clearly mea-
sured and used to conduct cost-benefit analyses of the activities 
of the institution. 

• Public banks need to achieve their social objectives in the context 
of sound and competitive policies intended to maximize social 
return.

• The management of the public bank must be professional and its 
hiring policies transparent. 

• Although the government should set the ultimate objectives for a 
state-owned bank, the management of the public bank should be 
operationally independent and fully autonomous from the gov-
ernment or any other form of political influence, especially with 
respect to the definition and implementation of its loan pricing 
and guarantee policies. 

• The public bank must comply with all prudential requirements 
followed by private banks. 

The main trend in state ownership of banks has been to reduce the state’s 
participation in first-tier banks, and strengthen second-tier and develop-
ment banks. Best practices have been identified, and novel forms of inter-
ventions in finance are currently being applied throughout the region.

Current Trends in the Involvement of the State 
in Financial Contracts

The government can intervene in credit markets directly through the own-
ership of public financial intermediaries and indirectly through the regula-
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Figure 9.4 Financial Liberalization

Source: Financial liberalization is based on the indicators developed in 
Kaminsky and Schmuckler (2003) and authors’ update of this index.

Note: The index plots the simple average of liberalization in the capital 
account, the domestic financial system, and the stock market. This measure 
ranges from 1 to 3, where 3 is full liberalization. The Average Liberalization 
Index in the graph is the simple average of the liberalization measure across 
countries in each year.

tion of the financial system. There are several types of regulations—those 
that directly shape and affect credit contracts, such as imposing limits 
on the interest rate, the maturity structure of loans, the allocation of 
credit, and the like, which are sometimes referred to as policies of financial 
repression; and those that indirectly affect the behavior of banking, such 
as prudential regulation and supervision, the enablement of the contract 
environment, and the like. This section discusses recent trends in the for-
mer, and the following section will discuss the latter.

In most regions, financial liberalization has been a gradual and con-
tinuous process; Latin America is the exception to this rule (figure 9.4). 
In fact, many Latin American countries engaged in rapid liberalization 
strategies in the mid-1970s and then, following a series of financial crises, 
reversed strategy in the early 1980s. At the beginning of the 1990s, Latin 
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Figure 9.5 Financial Liberalization in Latin America

Source: Financial liberalization is based on the indicators developed in 
Kaminsky and Schmuckler (2003) and authors’ update of this index.

Note: The index plots the simple average of liberalization in the capital 
account, the domestic financial system, and the stock market. This measure 
ranges from 1 to 3, where 3 is full liberalization. The Average Liberalization 
Index in the graph is the simple average of the liberalization measure across 
countries in each year. “Rest of Latin America” includes Brazil, Chile, Colom-
bia, Mexico, and Peru.
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America engaged once again in a liberalization strategy that was again 
partly reversed in the last years of the 1990s. Figure 9.5 shows that 
the drop in the Latin American index of financial liberalization was 
completely due to the behavior of Argentina and Venezuela, both of 
which, in the last five years, went back to levels of financial repression 
similar to the early 1980s. This new swing was the result of politics, 
but also of the recent economic crises that were interpreted as failure 
of the neoliberal policies that characterized the 1990s (Panizza and 
Yáñez 2005).

It is worth mentioning that no theory provides a clear-cut answer on 
how liberalization should relate to economic performance. On the one 
hand, models of perfect markets in the tradition of Goldsmith (1969), 
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McKinnon (1973), and Shaw (1973) suggest that removing restrictions on 
interest rates and credit controls should increase savings, expand the size 
of credit markets, and improve the efficiency with which funds are allo-
cated. Through these mechanisms, liberalization should promote growth 
by effectively reducing the cost of funds for firms.16 On the other hand, 
some authors claim that the efficient-markets paradigm is misleading 
when applied to the financial sector, which is plagued by serious problems 
of asymmetric information and moral hazard (Stiglitz 2000). 

Interestingly, evidence now suggests that financial liberalization in Latin 
America did not deliver because of the lack of key complementary reforms. 
Galindo, Micco, and Ordóñez (2002) show that financial liberalization 
has little impact on growth in countries in which the institutions that 
support credit contracts and promote creditor rights are weak. Although 
financial liberalization increases the ability to manage and diversify risk, 
the advantages of liberalization cannot be exploited if the judicial system 
is not equally prepared and regulations inhibit the use of risk-mitigating 
instruments such as collateral. 17

Toward the Promotion of Sound and Stable Banking

Strong reforms throughout the period since 1990 have occurred in the 
areas of prudential regulation and supervision. Prudential regulation and 
the supervision of banks are important tools for alleviating adverse selec-
tion and moral hazard in banking. The increased integration of financial 
markets requires standardized methods to promote financial stability. 

There are two classic arguments for banking regulation. The first con-
tends that regulation is necessary for the protection of small and unso-
phisticated depositors. Given their small size and their fragmentation, 
individual depositors do not have the ability to monitor whether bank 
managers are acting prudently and on their behalf. The regulator repre-
sents these depositors. Capital regulation, and the requirement to inject 
new capital when necessary or face closure, may be a way to create the 
incentives present in nonfinancial firms for managers to act on behalf of 
their shareholders (depositors in financial firms).18

The second rationale stems from the need to protect the payments 
system and the financial system more generally. For whatever reason, 
otherwise solvent banks may be subject to pure liquidity runs.19 More-
over, if depositors run against a weak bank, contagion may cause them 
to run against other more healthy banks in the system fearing actual 
financial links between banks. Contagious bank runs can have signifi-
cant negative effects on the rest of the economy and hence are generally 
thought to be costly, especially if they affect generally healthy banks or 
prevent the normal functioning of the payments system. In particular, if 
healthy banks fail client information can be lost (the private information 
those banks hold on their clients) and the economy may suffer a general 
“credit crunch.”
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Capital adequacy requirements have been among the most debated 
of the prudential regulations. Regardless of the theoretical debate, most 
countries around the world, and certainly Latin American countries, have 
adopted Basel Accord capital regulation (table 9.2). In fact, compared 
with international standards that suggest a minimum capital-to-assets-at-
risk ratio of 8 percent, capital requirements in Latin America appear to be 
relatively stringent.

Although capital regulations are in place, many other areas of pru-
dential regulation have yet to be adopted.20 The 30 Basel principles for 
effective banking supervision are normally divided into seven chapters: 
(a) objectives, autonomy, powers, and resources; (b) licensing and struc-
ture; (c) prudential regulations and requirements; (d) methods of ongoing 
supervision; (e) information requirements; (f) formal powers of supervi-
sors; and (g) cross-border banking. Figure 9.6 shows that Latin America 
does rather poorly in complying with these principles. In particular, the 
average Latin American country is compliant with only 6.8 of the 30 prin-

Table 9.2 Capital Requirements in Latin America

Country
Capital requirement 

percentage
Year of adoption of 
capital requirement

Chile 8.0 1989

Mexico 8.0 1994

Panama 8.0 1998

Trinidad and Tobago 8.0 1994

Belize 9.0 1996

Colombia 9.0 1992

Ecuador 9.0 1995

Peru 9.0 1993

Bolivia 10.0 1995

Guatemala 10.0 1995

Honduras 10.0 1998

Nicaragua 10.0 1999

Paraguay 10.0 1991

Uruguay 10.0 1992

Brazil 11.0 1995

El Salvador 11.0 1993

Argentina 11.5 1991

Venezuela 12.0 1993

Source: Banking superintendencies.
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ciples and largely compliant with only another 8. The figure shows that 
the region does slightly better than the average developing country but 
much worse than the average industrial country. 

The region does particularly badly in three key areas. First, in the area 
of prudential regulation, less than 10 percent of countries are compliant 
with principles concerning loan evaluation and loan loss provisioning, 
interest rate risk, and liquidity risk. Second, countries in the region need 
to consolidate supervision on a national and global basis and properly 
supervise the links between banks and other financial companies including 
offshore entities. Third, quality and independence of the regulatory agen-
cies are very deficient in most countries—less than 20 percent of countries 
are compliant with the principles related to operational independence and 
resources of the regulatory agency, suitable legal framework, and legal 
protection for supervisors and remedial measures. 

Poor supervision is perhaps the biggest problem. Appropriate remedial 
measures are often not acted on because supervisors lack independence 
and they lack supervisory independence because they do not have effective 
legal protection. A lack of real supervisory independence can affect how 
all regulations function. Political or legal pressures may cause officials to 
overlook noncompliance with regulations and may produce loose monitor-
ing of sensitive issues such as lending to companies or individuals related to 
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the bank or with political connections. Moreover, poor supervision nullifies 
the positive effects of the high stated capital requirements. In particular, 
although all countries indicate that they follow a Basel methodology to cal-
culate assets at risk there are different interpretations of what a Basel meth-
odology implies. Furthermore, an assessment of whether capital is adequate 
must start with a determination of whether accounting practices value assets 
appropriately, whether nonperforming loans are treated appropriately, and 
whether banks are reasonably provisioned. Hence, while countries may 
have a headline Basel I capital requirement on the books, the reality is often 
quite different because exceptions are granted frequently and remedial 
action is weak. Inadequate risk analysis amplifies the problems. 

Those who are critical of expanding the role of the state in bank supervi-
sion argue that, even in a system in which regulations are properly designed 
and supervisors have appropriate powers, supervisors may still lack the 
required information to effectively apply those regulations. According to 
this view, the only effective way to guarantee bank stability is to harness 
the market to discipline banks. While market and supervisory discipline 
may be thought of as substitutes, they are, in fact, strategic complements. 
Appropriate regulations can enhance the disciplining power of markets, and 
markets can enhance the disciplining power of supervisors; together they 
provide greater discipline than the simple sum of the two components. 

Summing up, while in the recent past, the state has played an impor-
tant role in adopting regulatory measures aimed at guaranteeing stable 
financial intermediation, these measures are often not enforced because 
of the institutional weakness of supervisory agencies. Policy makers in the 
region need to exert much greater effort toward improving the functioning 
of bank supervisory and regulatory agencies and taking advantage of the 
potential complementarities between regulation and market discipline. 

Two key areas need more work. First, supervisory agencies must be 
guaranteed independence; second, agencies’ ability to conduct consolidated 
supervision must be improved. Because the lack of consolidated supervision 
may prove to be a significant hurdle if the region wishes to adopt Basel II, 
banking supervisors must attempt to gain political support to increase their 
powers and ensure adequate resources. Moreover, as banking becomes ever 
more global this area will only increase in importance in the future.

Capital Market Reforms

During the 1990s, several Latin American countries focused on building 
the basis for capital market development by creating domestic securi-
ties and exchange commissions, developing regulatory and supervisory 
frameworks, and working toward easing market operations by design-
ing centralized exchanges, securities clearance and settlement systems, 
custody arrangements, and by improving accounting and disclosure stan-
dards. Figure 9.7 summarizes the reforms undertaken by Latin American 
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countries. More recently, additional efforts have been made in passing 
new laws and regulations intended to increase the protection of investors’ 
rights, particularly minority shareholders’ rights, and deter insider trading 
(World Bank 2004b).

So far, the outcome of these reforms has been far from satisfactory. The 
size of the region’s stock and bond markets remains very low by interna-
tional standards. Figure 9.8 compares the domestic bond market of Latin 
America with those of East Asia and the industrial countries and shows 
that Latin America’s bond market is not only small but heavily skewed 
toward government bonds (as of 2004, corporate bonds were 2.5 percent 
of GDP in Latin America and 9 percent of GDP in East Asia).21

The poor performance of the region’s bond market is even more sur-
prising because Latin America was a pioneer in the development of private 
pension funds (table 9.3), which now manage approximately US$147 
billion (approximately 12 percent of the region’s GDP, figure 9.9).22 The 
creation of pension funds did not yield the expected impact on market 
development because for prudential reasons pension fund portfolios were 
limited to a few highly rated corporate bonds, government bonds, and 
selected foreign claims. According to the Asociación Internacional de 
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Table 9.3 Implementation of Private Pension Funds
Country Year of implementation

Argentina 1993

Bolivia 1996

Chile 1980

Colombia 1993

Costa Rica 2000

Dominican Republic 2001

El Salvador 1997

Mexico 1996

Peru 1992

Uruguay 1995

Source: AIOS 2004.
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Organismos de Supervisión de Fondos de Pensiones (AIOS), by December 
2004, on average, 48.1 percent of the assets of pension funds were gov-
ernment bonds, 16.8 percent were investments in financial institutions, 
13.4 percent were investments abroad, and only 10.7 percent, 8.4 percent, 
and 2.1 percent were investments in local stocks, corporate bonds, and 
mutual funds, respectively. 

Interestingly, while capital market reform had limited impact on the 
domestic capital market, it was a significant driver of internationalization 
and globalization. Notably, reforms led to a higher share of international 
activity relative to domestic activity (World Bank 2004b). Clearly, global-
ization had a positive impact on the firms that were able to access inter-
national markets, but it also had negative spillovers and reduced liquidity 
in domestic markets and hurt smaller firms that were unable to access the 
international markets. 

As well as being small, the Latin American capital market is illiquid. 
The turnover ratio in the region is well below that observed in other 
emerging markets such as Hungary, India, and the Republic of Korea 
(table 9.4). The illiquidity of the equity market reflects both concentration 
of supply (concentrated firm ownership results in very low float ratios and 
concentration of demand (which in some countries is completely driven 
by institutional investors who mostly buy and hold). Chile is a clear exam-
ple of concentration. The average free float in Chilean shares is less than 
40 percent. The 10 largest shareholders in the 40 largest corporations 
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own more than 80 percent of the company, and around 70 percent of the 
shares of the 60 most traded firms are held by controlling shareholders. In 
addition, most available free float shares are held by institutional investors 
with a buy-and-hold strategy. 

Increasing liquidity is not an easy task. Liquidity is a positive function 
of market size, economies of scale, and network and agglomeration effects. 
As mentioned, in Latin America the adverse impact of small market size 
on liquidity has been amplified by a high concentration of trading in a 
few highly rated stocks. Thus, improvements to the market infrastructure 
can increase liquidity slightly but cannot lead to increases large enough to 
ensure stronger development.23

Protecting Creditor Rights: A Long Road Ahead

The provision of a suitable environment for contract enforcement is a key 
area for government intervention to guarantee deep and stable financial 
intermediation. For financial relationships to be entered into, the obliga-
tions of each party to a credit contract need to be made explicit, and an 
agent that enforces the obligations must be ready to act when required. 
Unfortunately, in Latin American countries, effective protection of prop-
erty rights in financial contracts is weak, and except in few cases, including 
Brazil, Chile, and Mexico, very little reform has been seen.

Table 9.4  Measures of Equity Market Development 
for Selected Countries, 2003

Listed
companies

Market
cap (% 
GDP)

Turnover 
ratio

 Average free 
float (fraction 

of listed 
shares owned 
by minority 

shareholders)

 Argentina 107 30 0.1 0.4 

 Brazil  367 46 0.3 0.7 

 Chile  240 105 0.1 0.4 

 Colombia  114 18 0.0 0.4 

 Hungary  49 20 0.5 0.6 

 India  5,644 48 1.0 0.4 

 Korea, Rep. of  1,563 64 2.1 0.7 

 Mexico  159 20 0.2 0.7 

Source: Emerging Market Database of the International Finance Corporation 
available at http://fisher.osu.edu/fin/databases/emdb.htm.
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Figure 9.10 Effective Creditor Rights

Source: IDB 2005.

The protection of creditor rights through rules and regulations that 
clearly dictate the ownership of assets involved in credit contracts, and 
the efficiency of their enforcement, have been identified as crucial areas to 
promote the development and stability of financial markets and increase 
access to credit for marginal sectors.24 Recent research has shown that 
increasing the protection of creditor rights can have sizable impacts on the 
depth of credit markets, can contribute to increased credit market stability, 
and can promote access to credit for sectors that have usually faced greater 
credit constraints, such as small and medium enterprises.25

Several institutions limit the ability to secure creditor rights in Latin 
America. In most countries, laws are not designed to protect creditors, 
especially through ready access to different forms of collateral. Even when 
collateral can be pledge, the low levels of rule of law and of judiciary effi-
ciency in the region fail to properly secure property rights.26

Latin American countries lag behind Organisation for Economic Co-
operation and Development (OECD) and other emerging market coun-
tries in the protection of creditor rights (see figure 9.10). The measure 
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in the figure illustrates the extent to which regulations and law enforce-
ment protect creditors.27 The index suggests that the conditions for Latin 
America are precarious, because creditor rights in the region are not only 
weak, but barely enforced. Based on this methodology, creditor protection 
in Latin America is in extreme need of reform.

Latin American countries also fare badly in several other indicators 
commonly used as a proxy for the institutional environment and the abil-
ity to enter into contracts. The inefficiency of courts to handle contract 
disputes, and the prolonged duration of bankruptcy procedures (see figure 
9.11), are notorious issues in the region. 

The lack of reform in this crucial area prevented the first generation of 
market-oriented reforms from yielding stronger outcomes. The weakness 
of the contract environment indicates that it is an area in which the state 
needs to play a crucial role. 

Conclusions

The role of the state in credit markets in Latin America has changed sig-
nificantly since the mid-1980s. The region has moved from a realm of high 
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intervention, both in the form of direct ownership and high repression, 
in the mid-1970s to the current environment of relatively less ownership 
and significantly less repression combined with stronger regulation and 
supervision.

Moreover, the focus of direct ownership is changing, as state interven-
tions are becoming more oriented toward specific financing needs, and the 
charters of many public banks are being reformed to isolate them from 
possible political intervention in lending decisions.

Although many systems have been liberalized, evidence indicates a 
reversal in some countries. These reversals, as well as deficiencies in pro-
viding an adequate contracting environment, remain crucial challenges 
for Latin American states in the quest to achieve deeper and more stable 
financial systems. 

Governments have played an important role in the past decade in the 
provision of proper prudential regulation and supervision. Compared to 
the 1980s, the region has made critical advances in this area. Nonetheless, 
many weaknesses need to be addressed, such as dealing with currency 
mismatches of borrowers, or assessing the risk of sovereign debt when 
the sovereign is poorly rated. Creative solutions must emerge from the 
region’s regulators to address these and other issues. This is a crucial time 
for regional policy makers in their task of providing a framework for deep 
and stable financial intermediation, as the world moves toward the adop-
tion of the new standards of regulation and supervision of Basel II. 

Government efforts to promote deeper financial markets have gone 
beyond banking and credit markets. Significant efforts have been made 
to provide a suitable environment for the development of capital markets. 
The development of private pension funds, combined with reforms to the 
capital market’s infrastructure, were notable areas of reform during the 
1990s. The full benefits of these reforms have yet to be realized. 

Notes

 1. Indeed, rationing may occur as an adverse selection phenomenon in which, 
by pooling good and bad projects, the lender may increase financing costs to the 
point of driving good projects out of the market. For a detailed discussion of mar-
ket failures arising from costly and asymmetric information, see Stiglitz (1994).

 2. Prudential regulation may create an additional disincentive, because the 
quality of both banks’ portfolios and prospective investments tend to deteriorate 
during a recession.

 3. There are at least two reasons why this may be the case. First, because of the 
presence of externalities in the banking sector, the regulator may aim at a subopti-
mal risk level. Second, reputation costs and significant market power may induce 
large private banks to shy away from risky investments to protect their charter 
value.

 4. See Jensen and Meckling (1976) and, for a textbook treatment, Freixas and 
Rochet (1997).
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 5. The same problem underpins the role of banks as delegated monitors of 
depositors’ investments, as pointed out by Diamond (1984). These arguments have 
been invoked to reinforce the need for more stringent prudential regulation, as 
opposed to direct state participation in banking activities.

 6. The data described here include both commercial and development banks.
 7. For details of bank privatization in transition countries, see Bonin, Hasan, 

and Wachtel (2003). 
 8. Studies of bank privatization in Latin America include Beck, Crivelli, and 

Summerhill (2003); Clarke and Cull (2002); and Haber and Kantor (2003). 
 9. In Nicaragua, state ownership went from 90 percent (1970), to 100 percent 

(1985), to 63 percent. In Colombia, state ownership went from 57 percent (1970), 
to 75 percent (1985), then back to 53 percent (1995). In El Salvador, state owner-
ship went from 53 percent (1970), to 100 percent (1985), to 26 percent (1995). 
In Bolivia, state ownership went from 53 percent, to 69 percent, then back to 18 
percent (1995).

10. Table 9.1 is not directly comparable with figure 9.2 because the data in 
table 9.1 include only commercial banks and the data in figure 9.2 also include 
development banks. Furthermore, the data in figure 9.2 include only the assets of 
the 10 largest banks, while table 9.1 includes all the banks operating in the country. 
Finally, the data in table 9.1 were computed by assigning 100 percent government 
ownership to banks that have at least 50 percent of assets owned by the govern-
ment and 0 percent government ownership to others. 

11. See, for example, Córdoba (2005) for a discussion of the role of public 
banks in the Colombian financial crisis of the late 1990s. Despite the fact that 
public banks are designed with a social objective in mind, in most cases their per-
formance is measured using standard private bank criteria, such as return on assets, 
net interest income, and so forth.

12. All the values were obtained by running a bank-level regression, control-
ling for size (expressed as log of total assets) and including a dummy taking value 
one for public banks and a dummy taking value one for foreign-owned banks. The 
values plotted in figure 9.3 are the coefficients of the public bank dummy. 

13. Micco, Panizza, and Yáñez (2004) find similar results adding a complete set 
of bank level controls.

14. As in Chile, where the Banco del Estado de Chile manages the central gov-
ernment checking account. 

15. See Galindo and Micco (2004) and IDB (2005) for discussions.
16. On the relationship between increasing the size and efficiency of finan-

cial markets and growth, see King and Levine (1993) and Beck, Levine, and 
Loayza (2000) for cross-country evidence, and Rajan and Zingales (1998) for 
cross-industry-country evidence. Galindo, Schiantarelli, and Weiss (2005) pro-
vide evidence on how financial liberalization has increased the efficiency of funds 
allocation.

17. Demirgüç-Kunt and Detragiache (1998) show that countries that liberal-
ized their financial sectors were more likely to run into banking crises than those 
that did not, but depending strongly on the quality of the regulatory and super-
visory institutions prevalent at the time of liberalization. Once again, many Latin 
American countries show important weakness in these areas.

18. For a discussion, see Dewatripont and Tirole (1994).
19. Such is the argument of Diamond and Dybvig (1983).
20. Because banks in the region are subject to much larger shocks than banks 

in industrial countries, it is reasonable to think that Basel’s 8 percent may not be 
enough to guarantee bank stability and that capital requirements should be higher 
than the recommended minimum.
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21. For a detailed analysis of the Latin American bond market, see Borensztein, 
Eichengreen, and Panizza (2006).

22. Private pension funds started to operate in Latin America during the 1990s. 
The exception is Chile, which started this system in 1980.

23. See World Bank (2004b) for a detailed discussion.
24. See IDB (2005) for a complete discussion.
25. See Galindo and Micco (2005) and IDB (2005) for detailed discussions.
26. Being unable to create collateral is also a major impediment to the develop-

ment of credit markets in Latin America. In many Latin American countries, the 
types of assets that can be used as collateral are very limited and are mostly reduced 
to immovable assets, such as real estate. Using movable assets such as accounts 
receivable, inventories, agricultural production, or similar types of assets, is much 
more difficult, in part because rules and regulations do not accommodate adequate 
definitions of collateral that span into these assets, but also because immovable 
property registries are fairly underdeveloped. This last issue even diminishes the 
possibility of using real estate as collateral in many countries.

27. The index has two components. The first one, based on La Porta and others 
(1998), indicates the quality of the regulatory framework. It summarizes regula-
tions determining creditors’ rights to control collateral if firms file for reorganiza-
tion or bankruptcy. The regulatory component of the index considers whether 
(a) regulations impose an automatic stay on assets in case of reorganization; (b) 
secured creditors have the right to be paid first in case of bankruptcy; (c) regula-
tions require firms to consult with creditors before filing for reorganization; and (d) 
regulations mandate removal of the firm’s management during reorganization. A 
positive response to each of the four elements of the index is interpreted as creditor 
rights protection. Regulations reflect what the law says, which is not necessarily 
what happens in practice. It is relevant to account for differences in law enforce-
ment from country to country. The second component of the index is a measure of 
law enforcement. The index reported in the figure is the product of the legal quality 
measure and the law enforcement indicator. Higher values imply higher effective 
protection.
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Productive Development Policies 
and Supporting Institutions in 

Latin America and the Caribbean
Alberto Melo and Andrés Rodríguez-Clare

Productive development policies can be broadly defined as policies 
with the objective of strengthening the production structure of a particular 
national economy.1 In this broad definition, they include any measure, 
policy, or program aimed at improving growth and competitiveness of 
large sectors of the economy (manufacturing industry, agriculture); spe-
cific sectors (textiles, the automobile industry, software production, and 
the like); or the growth of certain key activities (research and develop-
ment, exports, fixed capital formation, human capital formation). The 
ultimate objective is to raise growth and improve competitiveness of the 
overall economy while increasing living standards. Productive develop-
ment policy can target specific products, activities, or enterprises within a 
sector without targeting the sector as a whole. It can focus on horizontal 
issues directly related to production, such as technological innovation 
and investment, or focus on generic areas such as education, health, and 
work habits that have an indirect effect on production. Strictly speaking, 
productive development policies are not restricted to government poli-
cies (laws and regulations) and other policy measures that delineate the 
business environment and the institutional framework within which firms 
operate. They actually encompass any short-, medium-, or long-term pro-
gram aimed at increasing growth and productivity whether formulated or 
executed by a public, private, or nongovernmental institution.

This chapter examines the evolution of productive development poli-
cies in Latin America in the last half century, with emphasis on the postre-
form period. The chapter begins with a review of the import-substitution 
era in the next section, followed by a section that describes productive 
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development policies in the liberalization period. The last two sections 
provide a sample of current policies in the region and give a preliminary 
assessment of those policies.2

Productive Development Policies 
in the Import-Substitution Era

Post–World War II development policy in Latin America, as in most devel-
oping countries, was inspired by two ideas: first, that economic develop-
ment is the process by which a poor country evolves into an economy with 
the broad characteristics of the more developed countries, with particular 
attention paid to their strong manufacturing sectors; and second, that the 
market by itself is unable to realize this transformation. There were several 
rationales for this second idea, including 

• declining and volatile relative prices of the primary exports of devel-
oping countries (Prebisch 1950), 

• dynamic (external) economies of scale favoring industry more than 
agriculture (arguing for protection of infant industries, see Bruton 
[1998]),

• abundance of imperfections in domestic markets that prevented re-
sources from flowing toward sectors with the highest returns, and 

• investment lumpiness and economies of scale that created “natural 
monopolies” and also led to the need for coordinated investments 
across multiple sectors for any individual project to be profitable 
(Rosenstein-Rodan 1943). 

Development was a challenge whose solution required massive gov-
ernment intervention at multiple levels: trade protection in the form of 
high tariffs and quotas for certain industries; investment subsidies and 
subsidized loans; regulation to prevent competition in certain areas, so 
that economies of scale could be realized by one or a few companies; 
direct public investment in natural monopolies and industries that were 
either important for several downstream industries or that represented 
such large commitments as to make it unrealistic to expect the private 
sector to undertake them. Producing this “big push” implied an enor-
mous transformation of the state, with new ministries and public insti-
tutes or agencies created to perform the many tasks associated with the 
new development policy. Governments thus created both public develop-
ment and commercial banks, new utilities, and holding companies for the 
administration of public investments in manufacturing and agricultural 
operations. Ministries expanded to undertake their new regulatory and 
subsidy duties. Planning ministries were created to develop multiyear 
public investment plans. 



productive development policies and institutions 319

Overall, the state grew significantly, and its new functions led to large 
accretions of power and discretionary action that were generally not 
matched by strong requirements for results and accountability. The goal 
of this section is to describe in more detail both the policies of this era 
and their implications for the state. The section focuses on the two most 
important areas—commercial policy and investment policy. After a brief 
review of the policies implemented, the discussion turns to the implica-
tions of these policies for the state.

Commercial Policy

Views regarding trade and development were very different during the late 
1940s and the 1950s from the ones that are generally held today. There 
was nothing in the immediate postwar era like the miraculous growth rates 
of the export-oriented economies of East Asia during the 1970s and 1980s 
to convince economists and policy makers of the positive role that trade 
could play in the development process. On the contrary, as emphasized 
by Lindauer and Pritchett (2002), the “economic miracle” was the Soviet 
Union. It was simply difficult for most people to accept that opening up to 
trade could enable a poor agriculture-based economy to transform into a 
rich, industrial economy. As stated by Bruton (1998), the prevailing view 
was that the existence of already industrial economies in “the North” led 
to the belief that industrialization in the South required them to protect 
“their economies from imports from the North and concentrate on put-
ting in place new activities that will produce an array of manufactured 
products currently imported. Thus would the structure of the economy 
be changed and, at some future time, make possible a foreign trade that 
contributes to the development objectives” (904). 

The main instrument to protect the market was import duties, gener-
ally supplemented by quotas. As shown in table 10.1, average tariffs were 
very high in the Latin American region, with Central American countries 
exhibiting some of the highest average tariffs in the world. If the tariff 
equivalents of import quotas were included in these calculations, the rate 
of protection would look substantially higher. 

The picture was further complicated by the large dispersion in tariffs 
across goods, which led both to high effective rates of protection for some 
industries, and to more cumbersome and complex customs procedures 
and administration. According to Balassa (1971) and Little, Scitovsky, and 
Scott (1971), Brazil, Chile, and Mexico had some of the most distorted 
trade regimes in the world, with very high variance in effective rates of 
protection across industries. Lin (1988) compared trade policies in the 
Republic of Korea, Taiwan (China), and Argentina during the 1970s and 
found that the effective rates of protection in the manufacturing sector 
were –1 percent in Korea, 19 percent in Taiwan, and almost 100 percent 
in Argentina. 
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Many countries entered into regional trading arrangements, with the 
idea that infant industry protection would be administered in larger markets 
so that economies of scale could be realized. This was the theory behind, in 
particular, the Central American Common Market and the Andean Pact, 
both created in the 1960s. These trading arrangement required tariffs to 
be negotiated at a very detailed level, and led to even more cumbersome 
customs procedures and requirements to validate origin and content.

One consequence of strong protection was the creation of an anti-
export bias that resulted in low rates of export growth in many countries. 
A common reaction was the creation of fiscal incentives and subsidies 
to exports, which lessened somewhat the anti-export bias, but clearly 
imposed even stronger demands for bureaucracies to control and distrib-
ute such incentives. 

The resulting commercial policy was complex and imposed heavy 
demands on the state apparatus for its design, implementation, and con-
stant revision. However, as shown by Balassa (1971) and Little, Scitovsky, 
and Scott (1971), this does not appear to have produced the intended 
results.

Another result of strong protection under the import-substitution strat-
egy was the triggering of directly unproductive profit-seeking activities, 
that is, activities that divert resources from productive use into directly 

Table 10.1 Import Protection in the Developing World in 1985 
and in the 2000s (percentages)

Total tariff 
protection in 

1985a

Total tariff 
protection in the 

2000sb

Nontariff
barriers coverage 

in 1985c

South America 51.0 10.4 60.0
Central America 66.0 5.9 100.0
Caribbean 17.0 9.8 23.0
North Africa 39.0 20.7 85.0
Other Africa 36.0 14.7 86.0
West Asia 5.0 13.8 11.0
Other Asia 25.0 20.3 21.0

Sources: For the 1985 data the source is Edwards (1994), who took the data from 
Erzan and others (1989).  For the 2000s, authors’ own calculations.

Note:
a. Includes tariffs and paratariffs.
b. Year considered varies for each country, but all data are for years in the period 

2000–04.
c. Measures as a percentage of import lines covered by nontariff barriers. The 

data on both tariffs and nontariff barriers reported here are weighted averages.
The grouping of countries in each region may differ slightly between 1985 and 

the 2000s.
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unproductive but profitable lobbying aimed either at extracting a pro-
tective device (tariff seeking) or at having any revenues from protection 
awarded to the lobbyers (revenue seekers) (Bhagwati 1982; Rosendorff 
2005). To the extent that these activities expend resources that might 
otherwise have gone to more productive activities, they are socially waste-
ful. Perhaps the most important subset of these directly unproductive but 
profitable activities under import substitution is rent seeking (Krueger 
1974; Srinivasan and Bhagwati 1999) where protective tariffs are used to 
extract transfers of income and wealth from consumers by setting prices 
above those that would prevail under free trade. It is a well-documented 
fact that Latin America under import-substitution industrialization was 
a rent seekers’ paradise. By the same token, it stands to reason that the 
demise of import substitution brought about a large-scale reduction in 
rent-seeking activities in the region. 

Investment Policy

The view after World War II was that investment was crucial for economic 
development. To quote Arthur Lewis: “The central problem in the theory 
of economy growth is to understand the process by which a community 
is converted from being a 5 percent saver to a 12 percent saver” (Lewis 
1955, 325–26). Aid to developing countries was viewed primarily as a way 
of alleviating this savings constraint on investment and growth. Moreover, 
governments used their ability to borrow to finance greater and greater 
shares of total investment, which was used not only for infrastructure, but 
also to invest in large-scale commercial ventures that were deemed too 
large or strategic to be left in private hands. Thus, the share of investment 
accounted for by public investment grew substantially, only to decrease 
again in the 1980s as a consequence of the financial crisis. For example, 
the share of the public sector in total investment increased from less than 
20 percent in the early 1960s to more than 30 percent in the mid-1970s 
in Costa Rica, whereas the share of state-owned enterprises (SOEs) in 
the total capital stock increased from around 12 percent to close to 20 
percent in the same period (Rodríguez-Clare, Sáenz, and Trejos, 2002). 
The creation of SOEs also led to a sizable increase in the share of GDP 
that was contributed by the state. This share declined subsequently during 
the 1990s as a direct result of the privatization efforts in many develop-
ing countries. Little and others (1993) calculate similar numbers for other 
Latin American countries and found that SOEs accounted for almost 30 
percent of total investment in Mexico in the 1970–73 period, with Chile 
and Argentina exhibiting 20.0 percent and 17.5 percent, respectively. As 
shown in table 10.2, this phenomenon was widespread among developing 
countries (see also chapter 8). 

One immediate consequence of the increase in the importance of pub-
lic investment was the need for some kind of medium-term economic 
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planning. This led to the creation of planning ministries or agencies in 
most Latin American countries. In fact, multilateral financial institutions 
often imposed such plans as conditions for investment loans. In the words 
of Bruton (1998): “By the early 1960s virtually every development coun-
try had something that was called a plan. . . . Almost all plans announced 
a growth (of GDP and some sectors) target and then allocated the antici-
pated investment among the sectors of the economy believed necessary to 
achieve the target” (911).

Another area in which the state assumed a key role was banking. In 
many Latin American countries, banks were nationalized during the 
1940s and 1950s, and in most of them the share of banking done by the 
state through public banks increased dramatically. By 1970, the share of 
banking assets held by public banks reached 70 percent in the region. This 
ratio fell significantly in the following decades, and the state’s role shifted 
somewhat toward one of regulation and supervision rather than banker 
(see chapter 9).

The role of the state in promoting investment did not end there. Apart 
from undertaking direct investment, it also subsidized private investment 
in areas deemed consistent with the development strategy. This was accom-
plished through tariff exemptions on imported equipment and subsidized 
interest rates, although there were also direct subsidies granted for certain 
private projects.

Implications for the State

As mentioned, import substitution entailed a complex structure of tariffs, 
other import levies, and quotas that varied across fine categories of goods 
that were constantly being renegotiated between regional partners or uni-
laterally. This created the need for a technical bureaucracy responsible 
for this task, usually housed at the ministry of economics or ministry of 
industry. With unilateral liberalization and incorporation in the General 
Agreement on Tariffs and Trade (GATT), tariff structures became much 
simpler; overcharges and quotas were eliminated; thus, this bureaucracy 

Table 10.2 State-Owned Enterprises’ Activity as a Percentage 
of GDP (percentage points of GDP)

Countries (by income group) 1980 1997 Change

Low-income countries 15.0 3.0 –12.0
Lower-middle-income countries 11.0 5.0 –6.0
Upper-middle-income countries 10.5 5.0 –5.5
High-income countries 6.0 5.0 –1.0

Source: Sheshinski and López-Calva 1999.
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lost much of its importance. Instead, with the new emphasis on outward-
oriented free-trade agreements, a group of technocrats able to understand 
and negotiate such modern GATT-compatible agreements became essen-
tial. This group has generally been located in new ministries (for example, 
COMEX [Ministerio de Comercio Exterior] in Costa Rica) or in the min-
istry of foreign relations, as in Brazil and Chile. As a result, the balance 
of power shifted within government, from the ministries of economics or 
industry to the ministries of foreign relations or foreign trade. 

Investment policy experienced a similar shift. The previous emphasis on 
investment and the high rates of public investment led to the creation of 
planning ministries or agencies. Such entities became very powerful dur-
ing the 1960s. With the reforms of the 1980s and 1990s, however, public 
investment decreased, as did the role of SOEs. This led to a gradual weak-
ening or even closure of such ministries. Investment planning is now mostly 
done at the Treasury, which exerts real power by controlling the budget.

The role of the state as producer almost disappeared except for utilities 
and certain services such as banking. The SOEs that remained acquired 
more restrictions and controls. The concept of state-owned companies 
that behaved like private companies almost disappeared. Agencies super-
vising such SOEs vanished. 

The new incentives were supposed to avoid “picking winners,” and 
instead strive to be sector-neutral. The tilt was toward transparency and 
eventual inclusion of any subsidies in the budget, except for fiscal incen-
tives to foreign direct investment (FDI). The new incentives were also 
automatic, rather than discretionary. Thus, the offices and bureaucrats in 
charge of assigning incentives to particular firms disappeared, and in their 
place emerged offices or agencies responsible for checking that certain 
clear criteria were satisfied to merit certain subsidies or tax breaks. 

In summary, the evolution of industrial policy had several major impli-
cations. It induced the state bureaucracy to become smaller, with fewer 
discretionary powers, acting under tougher and clearer restrictions, with 
more accountability and transparency. The presence of powerful min-
istries, such as ministries of planning and the ministry of the economy, 
which were supposed to plan and oversee large sums of investments, regu-
lations, and incentives shriveled, giving way to a network of more decen-
tralized agencies specialized in tasks such as export promotion, attraction 
of FDI, antitrust, and the like. 

Productive Development Policies 
in the Liberalization Period

Radical policy changes tend to overshoot the mark. Thus, the rejection of 
the productive development policies characteristic of the import-substitution 
approach led, in many quarters, to the rejection of any and every industrial 
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or sector policy. The possibility that there could exist a set of produc-
tive development policies both consistent with the process of structural 
reforms and necessary under the new conditions of more open economies 
was summarily disregarded by many. The underlying idea that market 
forces would spontaneously lead to an optimal reallocation of resources 
as the unquestionable result of the liberalizing reforms was a major factor 
in this intellectual and policy behavior. 

Nonetheless, by the mid-1990s the policy atmosphere and policy mak-
ers’ attitudes toward productive development policies changed noticeably. 
At that time, the perception was growing among economic agents and 
decision makers that the structural reforms were not delivering the prom-
ised results. Moreover, both the strains, imbalances, and difficulties of the 
industrial restructuring process and the unintended, undesirable outcomes 
of the reforms created conditions favorable to the emergence of a new type 
of industrial policy congruent with the new, market-oriented development 
strategy adopted by most countries in the region. 

Melo (2001) examined the ensuing change in the direction of industrial 
policies in several key Latin American and Caribbean countries and found 
that it had three remarkable features. First, the turning point toward the 
adoption of the new industrial policies was almost simultaneous in a sig-
nificant number of countries and can roughly be dated to the mid-1990s, 
with several critical policy pronouncements occurring in the 1994–96 
period. Second, in most leading countries the change in direction took 
the form of the adoption and announcement of explicit, medium- to long-
term plans, programs, and strategies for the industrial sector. Third, the 
policy turn was generally the outcome of (or, at the very least, was broadly 
related to) a public debate about the effects of the structural reforms and 
the need to improve the domestic industry’s competitiveness in the new 
context of a more open national economy. To these features this chapter 
adds that the new industrial policies came to be juxtaposed in variable 
and complex ways with the remnants of the policies and institutions of 
the import-substitution era. 

The new, productive development policies in Latin America are still an 
emerging phenomenon. Their defining feature can be encapsulated in the 
key idea that the new industrial polices aim at improving the competitive-
ness of domestic producers in the new, more integrated and open world 
economy. Instead of being designed to circumvent market outcomes, they 
seek to redress market failures through both the provision of public goods 
and government intervention to stimulate the supply of goods with positive 
externalities. The animating spirit behind the emerging policies is not to seek 
to return to the import-substitution model. Nor do they aim at interfering 
with the market mechanism through a systematic and generalized use of 
arbitrary subsidies. Moreover, in contrast to many policy makers of the 
import-substitution era, their proponents do not overlook the importance 
of macroeconomic stability and sound macroeconomic policies, either. 
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On the contrary, macroeconomic stability is not only explicitly but even 
forcefully prescribed as a condition for investment growth and industrial 
modernization.

A key generic feature of the new approaches to productive development 
policies is that they strive to address a core set of issues (such as productiv-
ity, efficiency, product quality, and so forth) revolving around the central 
question of how to raise the countries’ competitiveness. The obvious back-
ground assumptions are that trade liberalization is necessary; that it is here 
to stay; that it is still not only desirable but also possible to change the pre-
vailing world distribution of comparative advantage so as to increase the 
exports of manufactured goods (and even of high-technology goods and 
services) and decrease the dependence on primary sector–related exports; 
and that the government has a role to play in this pursuit.

The rest of this chapter places in context, describes, and assesses the 
current productive development policies in Latin America. It starts with a 
general discussion of emerging alternative approaches in the region, cen-
tering around the “two-paradigm hypothesis.” 

The Two-Paradigm Hypothesis

The two-paradigm hypothesis contends that two approaches to industrial 
policy making are emerging in the region. The first—the demand-driven 
approach—places the emphasis on responding to the needs of the existing 
sectors in the private economy with the principal aim of raising their inter-
national competitiveness. The second—the strategy-driven approach—is 
characterized by its emphasis on crisp definitions of the medium-term, and 
long-term, desired changes in the vector of goods and services produced 
by the economy and by the use of selective policies to promote a small 
number of industries. 

To explore in greater detail the characteristics of the two paradigms, it 
helps to compare and contrast the ways productive development policies 
are conceived, designed, and implemented in the best empirical representa-
tives of the two paradigms. The demand-driven approach is epitomized by 
Colombia’s productive development policies; the best representative of the 
strategy-driven approach is Brazil. 

The demand-driven approach. In Colombia, the discussion and definition 
of productive development policies and actions has, to a considerable ex-
tent, revolved around a public–private partnership and dialogue that has 
manifested itself through a set of organizational vehicles and instruments.3

The first steps were taken in 1994 with the creation of the National Com-
petitiveness Council, an organism directly ascribed to the Office of the 
President of the Republic and under the technical direction of the (now 
extinct) Ministry of Economic Development. The government adopted a 
strategy based on opening a dialogue with the private sector concerning 
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the definition of competitiveness agreements by production chain. The 
competitiveness agreements aimed at improving the business environment 
and raising productivity. A quantum leap was made in 1999 with the 
inception of the National Conferences on Productivity and Competitive-
ness, conceived as forums for the public–private dialogue. The first of 
these conferences was held that year in Cartagena and was a trend-setting 
event. President Pastrana presented the National Policy for Productivity 
and Competitiveness, invited the private sector to work jointly to attain 
the objectives of the policy, and proposed the principles of (a) joint respon-
sibility of the public and private sectors for its results, and (b) public sector 
officials’ accountability for the commitments assumed by the government 
in the semiannual meetings of the National Conference. These meetings 
have since become a key institution for the public-private dialogue and 
for policy discussion. They are by far the most important public-private 
forum in Colombia. 

The spirit of public-private dialogue was developed and deepened fur-
ther through the establishment of the Colombia Competes Network and 
the Regional Advisory Committees for External Trade (CARCEs is the 
Spanish acronym). CARCEs is actually a set of 10 specialized networks. 
Each specialized network is thematically driven. Work and dialogue 
revolve around problem diagnosis and problem solving in connection with 
one key factor playing a determining role in shaping competitiveness. The 
factors in question were selected using as a guide the dimensions defined 
by the World Economic Forum as the main determinants of the competi-
tiveness of any and every country, with suitable adaptations.4 The special-
ized networks are an institutionalized meeting point and communication 
structure where representatives of the national government, the business 
sector, workers, regional and local governments, and academia carry out a 
joint diagnosis of the situation in connection with the factor and a policy 
and engage in a practical dialogue aimed at formulating solutions and 
programming actions.

The CARCEs are an instrument of a decentralization strategy. The 
underlying idea is that the attainment of competitiveness has an inescap-
able regional dimension. The CARCEs are organisms for public–private 
dialogue and policy discussion at the regional level.

A critical piece of the public–private partnership is the signing of export-
oriented competitiveness agreements between the national government 
and the entrepreneurs and trade organizations of a particular production 
chain. The basic objectives are to raise productivity and improve the com-
petitiveness of the particular chain. The agreements include commitments 
from both the public and the private sectors.

The Colombian experience has been very influential. Similar processes 
of public–private partnership and dialogue in Bolivia, Costa Rica, the 
Dominican Republic, Ecuador, and Peru have typically led to the establish-
ment of national competitiveness councils with (varying) private-sector
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participation and to the definition of national competitiveness plans or 
strategies that summarize the joint vision of government and business 
classes in these countries. 

The Colombian approach to industrial policy making is a bottom-up 
approach. The government addresses the entire organizational, policy, and 
activity efforts—the National Productivity and Competitiveness Policy, the 
National Conferences for Productivity and Competitiveness, the Export-
Oriented Competitiveness Agreements, and the Regional Advisory Com-
mittees for External Trade—to existing export sectors. Since the replace-
ment of the old Ministry of Economic Development with the new Ministry 
of Industry, Trade, and Tourism, there seems not to have been a single 
policy pronouncement or policy document from the Colombian authori-
ties or governmental institutions with any statement about the need for the 
Colombian government to help create and develop new production chains 
or new industries to further a medium- to long-term development strat-
egy.5 The reference to this missing element in the Colombian approach 
sets the stage for the discussion of the alternative emerging approach—the 
strategy-driven approach.

The strategy-driven approach. On the face of it, industrial policy making 
in Brazil follows a more traditional style than in Colombia. The central 
government defines the policy and executes it through an array of agen-
cies. A new industrial policy was launched in April 2004 and early in 2005 
the Brazilian Agency for Industrial Development was created to coordi-
nate the execution of industrial policies and monitor their progress in the 
different agencies. 

The Brazilian industrial policy has a clear-cut strategic vision highlight-
ing the need for choosing a small set of industrial sectors to be promoted 
through vertical, selective policies. That is, the Brazilian policy is the 
expression of a definite political will to change the vector of goods and 
services produced by the economy in a definite direction and is not sim-
ply a set of policy measures and actions aimed at promoting and assist-
ing existing sectors. The industrial sectors selected for special attention 
fall into two categories. First, in the Brazilian policy’s terminology, the 
“strategic-option” sectors are semiconductors, computer software, phar-
maceutical products, and capital goods (Governo Federal do Brasil 2003). 
Second, there is a set of sectors deemed to be “bearers of future,” presum-
ably because of their potential to deeply affect productivity and competi-
tiveness: biotechnology, nanotechnology, and biomass energy production 
(Jaguaribe 2004; Teixeira 2005).

Private-sector participation is also important in this approach. The foun-
dational Brazilian policy document explicitly states that “both the mul-
tiplicity of situations and firm-level specificities reaffirm the need for the 
Industrial, Technological, and External Trade Policy to be discussed and 
negotiated with the private sector, as this is responsible for the productive
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investments and for industrial production” (Governo Federal do Brasil 
2003, 10). Moreover, the newly constituted Brazilian Agency for Indus-
trial Development is to be governed by a Deliberative Council made up of 
eight government representatives and seven representatives from the pri-
vate sector and civil society. In addition, production chain–specific com-
petitiveness forums have been organized as instruments of a public-private 
partnership to tackle issues that affect the competitiveness of selected 
production chains (to be discussed more later in this chapter). 

A strategy-driven approach is practiced in relatively few countries—
Argentina, Costa Rica, Mexico, and Venezuela in addition to Brazil. Costa 
Rica deserves careful consideration. As one of the authors of this chap-
ter concluded, Costa Rica’s development strategy is based on technology 
and human capital, with FDI from high-tech multinationals playing the 
leading role (Rodríguez-Clare 2001). However, two features differenti-
ate Costa Rica’s approach to attracting foreign investment from other 
approaches. First, in the context of a strong public-private partnership, 
the private sector, represented by the Costa Rican Coalition for Develop-
ment Initiatives, plays a major role in FDI attraction. Second, since the 
early 1990s the strategy has focused on just a few sectors. For instance, 
the 1993 strategic plan focused on the electrical, electronic, and telecom-
munications industries (Rodríguez-Clare 2001).

Many features are common to both the strategy-driven and demand-
driven approaches. All the general characteristics of emerging industrial 
policies in Latin America pointed out previously are shared by the two 
approaches, and they have many conceptions, themes, and policies in 
common.

What explains the simultaneous existence of the two approaches? This 
chapter suggests a preliminary hypothesis that combines political econ-
omy determinants with institutional elements. In this hypothesis, for a 
strategy-driven approach to become dominant in a country, the confluence 
of at least two of the three following elements is required: (a) the existence 
of a sufficiently strong technical and social-scientific intelligentsia, (b) the 
existence of government institutions where this technical intelligentsia can 
exercise its intellectual influence,6 and (c) the existence of nuclei of private 
entrepreneurs who are able to go beyond a short-term corporatist stance 
and interact with the technical intelligentsia to generate a long-run, strate-
gic perspective for productive development policies. In the Latin American 
experience, the technical and social-scientific intelligentsia sees itself as 
representing both the standpoint of the country’s future and the interests 
of technical rationality. However, if this social segment is not sufficiently 
strong; if it is not sufficiently represented in the state bureaucracy; if the 
particular agencies through which it can express its views and rational-
ity interests are weak or nonexistent; and if it does not have an ally in at 
least a segment of the entrepreneurial class, it cannot become a dominant 
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influence in the shaping of public policy. The possibility of the particular 
country developing a strategy-driven approach comes to naught.

In the absence of a sufficiently strong technical intelligentsia expressing 
itself through strong, capable institutions (and possibly allied to a long-
run-oriented segment of the business class), the political economy prevail-
ing in Latin American countries spontaneously brings about productive 
development policies shaped by the political influence of existing produc-
tion sectors, and long-term, strategic considerations take a backseat. A 
predominantly demand-driven approach results.

A Sample of Current Industrial 
Policies in Latin America 

Productive development policies include a diverse set of elements. Trade 
policies; investment policies; science and technology policies; policies aimed 
at promoting micro, small, and medium enterprises; human resources 
training and upgrading policies; and regional development policies belong 
to the set. Because this chapter aims only at providing a rough illustration 
of the types of productive development policies being used in the region, 
it confines itself to discussing four subsets of policies:

• those aimed at promoting innovation and technological development,
• those intended to foster the integration and strengthening of produc-

tion networks,
• policies aimed at promoting output growth and investment, and
• export promotion policies.

More complete discussions of industrial policies in the region can be 
found in ECLAC (2004) and Melo and Rodríguez-Clare (2005). 

Policies and Institutions to Promote Innovation 
and Technological Development 

The discussion starts with a review of the changes in the institutional 
dimension of science and technology policies in the last several decades, 
then examines the array of government interventions aimed at promoting 
technological innovation and development.

The institutional dimension. Major transformations in concepts and in-
stitutions have occurred in the last several decades in the policy field of 
technological development. As pointed out by ECLAC (2002), in the 
import-substitution era the public sector played a fundamental role in 
giving direct and indirect support to the development of technological 
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capabilities. One way was by the creation of the institutional infrastructure 
for science and technology, consisting of two key pieces. The first was the 
establishment of autonomous, decentralized public agencies—the national 
science and technological councils—that were given the responsibility 
for formulating science and technology policies and promoting scientific 
research and technological development. The second piece, which to a 
considerable extent predated the establishment of the national councils, 
consisted of an array of public research institutes and laboratories, located 
both outside and within public universities. 

The basic concept behind this institutional infrastructure was that it 
was sufficient for the state to organize and subsidize the supply of scientific 
knowledge and technological know-how as public goods. The belief was 
that solving the bottleneck on the supply side would lead almost automati-
cally to technologies being adopted by enterprises on the demand side.7

The supply-based model resulted in crisis and came to be replaced 
in a number of countries in the 1990s by a new approach emphasizing 
demand-side incentives (ECLAC 2004).8 In this approach, priority is on 
the design and use of instruments to promote the demand for techno-
logical innovation and support the transfer of technological know-how to 
firms in the production sectors. Demand subsidies play an important role 
in this model, but are allocated such that technology policies have turned 
more horizontal and neutral.

The new approach was accompanied by institutional reform. The 
main components of the reform were a greater legal formalization of 
the national science and technology system; the introduction of separate 
funding programs (or even agencies) for technological modernization, 
clearly differentiated from the traditional programs (or agencies) in charge 
of funding scientific research; implementation of a more participatory 
approach, which assigns a greater role to the business sector and allows 
for more dialogue with it; separation of the policy-making function from 
the programming, promotion, execution, and evaluation functions; and 
the assignment of responsibility for the two different sets of functions to 
different government agencies.

A conceptual and intellectual change that contributed to creating and 
shaping the atmosphere for reform was the increasing acceptance in the 
region of the idea of productive innovation as a social practice conducted 
by a wide variety of actors. Most science and technology policy elites 
adopted the conceptual tools of the national innovation systems approach 
and applied them to the analysis of strategic, institutional, and policy 
issues. A number of countries formally incorporated this systemic idea in 
their legal reforms of the 1990s, as will be presently seen.

The technology funds. The most important public policy instrument devel-
oped by countries in the region to support technological innovation is the 
technology fund. Technology funds provide loans, subsidies, or grants to 
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firms engaging in technological innovation and modernization. Technology 
funds also represent the demarcation between the strategy-driven approach 
and the demand-driven approach. Thus, the Brazilian scheme of sector-ori-
ented funds clearly epitomizes a long-term policy geared toward strength-
ening a particular set of productive sectors. The 14 Brazilian funds aim at 
promoting research and development (R&D) in the natural gas, informa-
tion technology, water resources, energy, agribusiness, infrastructure, min-
ing, land transportation, space, telecommunications, health, biotechnology, 
and aeronautical sectors, as well as supporting technological cooperation 
between university research centers and enterprises.9 The Brazilian sector 
funds are typically financed with revenue from the sector enterprises. The 
laws setting up each individual sector fund define the share of company in-
come that must be set aside for R&D activities (ECLAC 2004). Table 10.3 
shows the characteristics of 7 of the 14 Brazilian sector funds.

On the other side of the divide, technology funds in most other coun-
tries are demand driven. In the typical demand-driven fund, resources 
come from the public budget, often as a counterpart to loans from the 
Inter-American Development Bank and the World Bank, which have been 
very active on this front. The funds are accessed through competition, 
which is consistent with a horizontal policy approach in that no particu-
lar sector is given any preference. (ECLAC 2004). The Chilean system of 
funds illustrates this demand subsidy–based approach (see Table 10.4).

Policies to Foster the Integration and 
Strengthening of Production Networks

Several alternative classifications can be used to organize information about 
the varied enterprise network policies being pursued in the region. For the 
purposes of this chapter, the classification proposed by Dini (2002) is used. 
Dini distinguishes between horizontal networks, vertical networks, and 
territorial networks. Horizontal networks are cooperation schemes among 
small and medium enterprises. Vertical networks result from links between 
large enterprises and their suppliers (which are frequently small and medium 
firms). Territorial networks are collaboration schemes between firms and 
other actors (local governments, universities, nongovernmental organiza-
tions, and so forth) in local communities (towns, regions, districts) aimed at 
developing competitive advantages appropriable by the participating firms. 
Table 10.5 provides a summary of the countries that have programs aimed 
at promoting horizontal, vertical, and territorial networks.

Fiscal and Financial Incentives 
for Production and Investment 

Fiscal and financial incentives for production and investment are incen-
tives that, at least in principle, are open to all producers that meet certain 
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conditions (specific to the credit line or the fiscal incentive in question), 
regardless of whether they produce for domestic or external markets. They 
can be broken down into two wide categories, depending on whether 
a scheme of horizontal incentives or an emphasis on selective policies 
predominates. Horizontal policies are employed both by countries that 
practice a strategy-driven approach and by countries that implement a 
demand-driven approach. By contrast, selective policies are characteristic 
of the subset of countries practicing a strategy-driven approach. (A num-
ber of countries in the region belonging to both categories have tradition-
ally enacted sector-specific tax incentives to attract FDI to their natural 
resource sectors, mainly hydrocarbons and mining.)

This discussion of incentives for investment and production is limited 
to a description of the practices through which selective policies are being 
implemented in those countries using the strategy-driven approach. Sum-
mary overviews of the horizontal forms of financial and fiscal support 
provided by governmental entities in the region can be found in ECLAC 
(2004) and Melo and Rodríguez-Clare (2005).

Since the mid-1990s, the way selective policies are practiced in the 
region has shifted significantly. To appreciate the contrast between the 
new and the old, it is illustrative to begin by recalling the situation as late 
as 2001. In that year, Melo (2001) found that, in those Latin American 
countries that employed selective financial or fiscal incentives to promote 
production and investment, natural resource–based sectors were the most 
frequent target of those incentives. The incentives in most cases were 
designed to attract FDI (see table 10.6). 

Table 10.5 Programs to Promote Horizontal, Vertical, and 
Territorial Production Networks

Country Horizontal Vertical Territorial

Argentina x
Brazil x x x
Chile x x x
Colombia x x
Costa Rica x
Ecuador x
El Salvador x x
Honduras x
Mexico x x x
Nicaragua x x x
Peru x x
Uruguay x

Source: Dini 2002.
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Table 10.6 Financial and Fiscal Incentives for Specific Sectors in 
Latin America and the Caribbean, 2001

Country
Loans to specific sectors 
(other than agriculture)

Tax incentives to 
specific sectors

Argentina Mining, forestry
Bahamas Hotels, financial services, 

spirits and beer
Barbados Financial services, insurance, 

information technology
Belize Mining
Bolivia Mining
Brazil Oil, natural gas, shipping, 

power sector, telecom, 
software, motion picture 
industry

Chile Forestry, oil, nuclear 
materials

Colombia Motion picture industry
Costa Rica Forestry, tourism
Dominican

Republic
Tourism, agribusiness

Ecuador Mining, tourism
El Salvador Mining, services sectora

Guyana Agribusiness
Honduras Transport sector, shrimp
Jamaica Motion picture industry, 

tourism, bauxite, 
aluminum, factory 
construction

Mexico Motion picture industry Forestry, motion picture 
industry, air and maritime 
transportation, publishing 
industry

Nicaragua Tourism
Panama Tourism, forestry
Peru Tourism, mining, oil
Trinidad and 

Tobago
Hotels, construction

(continued)
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Other than the bias toward natural resource sectors, the most salient 
feature of the information in table 10.6 is that tax incentives are used more 
intensively than credit lines as instruments to stimulate investment and 
production. The predominance of tax incentives reflects the circumstance 
that most of the incentives were intended to promote FDI in traditional 
primary sectors. As is well known, foreign investors are not usually credit 
constrained, thus credit lines are not much of an incentive for them. 

Most of the incentives in table 10.6 still stand10 and are an integral part 
of the set of productive development policies in those countries. How-
ever, new methods and policies have developed, representing the future 
direction.

To illustrate the thrust of the new policies, consider the way in which 
the idea of the competitiveness forums as the expression of a public–
private partnership has been worked out in Argentina and Brazil in the last 
several years. Starting in 2000 in Brazil and in 2003 in Argentina, com-
petitiveness forums for a number of selected production chains have been 
instituted by the authorities. Although the idea of organizing such forums 
for public–private dialogue and cooperation must have been inspired by 
the galvanizing Colombian experience of the National Competitiveness 
Conferences, the idea has undergone important transformations in the 
hands of Argentinian and Brazilian policy makers. As already pointed 
out, the competitiveness forums are now encompassed in the context of 
a strategy-driven approach. In addition, the Argentinian and Brazilian 

Table 10.6 Financial and Fiscal Incentives for Specific Sectors in 
Latin America and the Caribbean, 2001

Country
Loans to specific sectors 
(other than agriculture)

Tax incentives to 
specific sectors

Uruguay Hydrocarbons, printing, 
shipping, forestry, 
military industry, airlines, 
newspapers, broadcasters, 
theaters, motion picture 
industry

Venezuela Hydrocarbons and other 
primary sectors

Source: Melo 2001.
Note:
a. The services industries included with credit lines of their own are tourism, 

transportation, software, and other services.

(continued)
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organizational format incorporates two major changes compared with 
the Colombian model. First, the forums are production-chain specific, 
so nothing like the National Competitiveness Conferences, which have 
played such a prominent role in the Colombian experience, exists. Sec-
ond, Argentina and Brazil have refrained from replicating the thematic 
networks of the Colombian scheme. 

Not unlike the Colombian model, the Argentinian and Brazilian forums 
aim at diagnosing the obstacles to competitiveness faced by the selected 
production chains and at agreeing on action plans and commitments 
to remove those obstacles. The Brazilian initiative also incorporates 
competitiveness contracts—to be signed by the government, the entre-
preneurs, and the workers—defining the commitments assumed by all 
stakeholders represented in the particular forum. As of the time of writing 
(mid-2006), nine competitiveness forums had been established in Argen-
tina and 16 in Brazil.

The idea and the practice of the competitiveness forums include a 
strong element of demand-side determination of policy measures. How-
ever, in Brazil and Argentina, the sectors given priority are not only the 
existing export sectors but also those production chains national indus-
trial policies have prioritized. Moreover, some of the priority sectors have 
an economic-development status of infant industries and are treated as 
such. This is especially clear in Argentina, where these production chains 
have received differential treatment and are now the object of promotional 
legal regimes.11 The special legal regimes include fiscal stability over a 10-
year horizon; exemption from the income tax on profits; exemption from 
import duties for inputs, materials, and equipment destined to be used 
in R&D projects; and establishment of sector-specific funds to finance 
investment projects and contribute venture capital and seed capital to the 
creation of new firms in the selected sectors.12 More consolidated sectors 
participating in the competitiveness forum framework, such as the civil 
construction materials sector and the wood-and-furniture chain, are sup-
ported in a variety of ways (such as labor training, quality improvement, 
external trade facilitation, market information, and strategic planning) 
but are not provided with a special promotional regime and thus are not 
given any substantial fiscal or financial incentives. In particular, unlike the 
cases of software and biotechnology, they are not given the benefit of a 
sector-specific financial fund for investment projects.

Fiscal and Financial Incentives for Exports

Fiscal incentives. Fiscal incentives to exports have a long tradition in the 
region. They were initiated in the 1960s under the import-substitution 
policy regime in countries such as Argentina, Brazil, Chile, and Colombia 
(ECLAC 2004); were subsequently adopted by most countries in the re-
gion; and have evolved in response to changes in multilateral trade rules, 



productive development policies and institutions 343

regional trade agreements, and the peculiarities and constraints of the fis-
cal situation in particular countries. More recently, following World Trade 
Organization rules, a number of countries in South America have reduced 
or eliminated tax and duty reimbursements for exporters. By contrast, tax 
exemptions (both on direct and indirect taxes) favoring export activities 
are common in Mexico, Central America, and the Caribbean. A mecha-
nism for export promotion used in most countries is the special treatment 
accorded export processing zones. These zones are the favored instrument 
in the region to channel tax incentives to foreign investors willing to set 
up export-oriented production facilities in those enclaves. Table 10.7 sum-
marizes fiscal incentives granted by countries in the region.

Financial support. Table 10.8 summarizes the various forms of financial 
support provided by public sector entities to exporters. Note the clear con-
trast between a group composed of the South American countries other 
than Bolivia and Peru, plus Mexico, Jamaica, Trinidad and Tobago, and 
Barbados, on the one hand, and the Central American countries, plus Bo-
livia and Peru, on the other hand. In the first group, availability of credit 
from government financial institutions is the dominant pattern. In the 
second group, the typical pattern is that no public resources are available 
for credit to exporters. They have to rely on private commercial banks 
for their financing needs. Of the 11 countries that provide public-sector 
financing to exporters, 4 of them do so through public financial agencies 
whose specific mission is to provide credit to domestic exporters,13 and the 
remaining 7 do so through their main public development banks or other 
government financial institutions.14

A Preliminary Assessment of Current Productive 
Development Policies in the Region

A critical assessment of the productive development policies in the region is 
difficult because of the absence of systematic quantitative data, both on the 
scale of the interventions and on their outcomes and impacts. On the one 
hand, there appear to be no reliable data on the fiscal cost of industrial poli-
cies for the countries. Even data on the resources devoted by the public sec-
tor to providing credit and other forms of financial assistance to enterprises 
are incomplete. On the other hand, the demonstrable underdevelopment 
of results-oriented approaches to public sector management in the region 
means that public sector interventions to promote productive development 
typically lack the battery of baseline and outcome-and-impact indicators 
policy makers and third-party observers need to evaluate their effectiveness 
in attaining the stated objectives. At the design stage, productive develop-
ment policies and programs in the region generally lack the information 
systems to allow outcome identification and measurement. 
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The available literature on implementation and impact evaluation 
reflects these constraints. Because absence of monitoring and impact indi-
cators results in uncertainty about the policies’ effects, evaluation studies 
cannot go beyond conjecturing likely connections between certain trends 
developing after the policies have started and the policies themselves, but 
are not able to demonstrate close causal relationships between the policy 
interventions and the adduced phenomena.15 An instance of this approach 
is Velasco’s finding (2003) that nontraditional exports increased in those 
Colombian production chains that signed export-oriented competitiveness 
agreements with the national government. The hypothesized connection is 
plausible enough but how much of the increase in exports can be credited 
to government policies is still in question. In a similar vein, Alonso (2002) 
presents a good inventory of sector policies in Central America but is 
unable—because of sheer lack of data on policy outcomes—to gauge the 
effects of these policies.

Exceptions to the tentative character of existing impact evaluations 
occur when the scope of evaluation is narrowed to assessing the effects of 
particular achievements of sector policies or of specific programs. Larraín, 
López-Calva, and Rodríguez-Clare (2001) and Rodríguez-Clare (2001), 
for instance, evaluated Costa Rica’s great policy success in attracting Intel 
to invest in the country. These authors point out the favorable effect that 
“having Intel inside” had on Costa Rica’s efforts to attract high-tech FDI. 
They also mention the backward links generated by Intel’s operations (par-
ticularly in logistics and transportation) and the significant externalities 
derived from Intel’s training of its workforce and support of educational 
programs in public universities. A few programs to foster the integra-
tion and strengthening of enterprise networks have been evaluated. Thus, 
according to Dini (2002), Benavente and Crespi (1997a, 1997b) evaluated 
the Chilean PROFO and FAT programs for small and medium enterprises, 
ECLAC (2000) assessed Argentina’s Centers for Entrepreneurial Develop-
ment program, and Ventura (2001) evaluated Mexico’s Entrepreneurial 
Reconversion for Exports program. Despite these efforts, the impact of 
productive development policies are not undergoing rigorous evaluation 
because of the data constraints. 

Thus, the broad assessment here of these policies is merely qualitative 
and preliminary until a sufficient amount of hard data becomes available.

Latin America’s incursions into activist development policies have been 
timid and inconsistent (Rodríguez-Clare 2004). To a great extent, this is 
because productive development policies have been hampered by their 
association with the old, import-substitution industrial policies. Although 
productive development policies are staging something of a comeback, no 
consensus on their potential and limits is yet widely shared. In addition, 
a number of analytical and institutional issues must be settled before the 
emerging productive development policies for open economies in this era 
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of increasing globalization can be as reliable a part of the policy makers’ 
toolbox as, say, fiscal and monetary policies are nowadays.

The clearest expression of the widespread timidity in implement-
ing existing productive development policies are the minimal resources 
devoted to them. Although available information is limited, the resources 
mobilized by public development banks as a percentage of GDP (table 
10.9) provides an indication of how limited they are. Taking the Republic 
of Korea as a benchmark, table 10.9 shows that even Mexico and Bra-
zil, which make sizable efforts in absolute terms, fall quite short of the 
Korean effort of 6.7 percent of GDP. The only country in the same effort 
category is Costa Rica, where the loan portfolio of Banco Nacional de 
Costa Rica amounts to an impressive 6.5 percent of GDP. All along, a 
limiting factor for the funding of productive policies has been the chronic 
budgetary constraint characteristic of public sectors in countries with low 
tax-to-GDP ratios—an almost universal characteristic of Latin American 
tax structures—a constraint that worsens when fiscal adjustment efforts 
are undertaken. 

In budgetary competition with needs that are perceived as more press-
ing (for instance, the need to increase social spending), industrial poli-
cies’ funding requirements tend to get overlooked or simply discarded. In 
part, this outcome is also attributable to a more vigilant attitude toward 
rent seeking. The social costs of the pervasive rent seeking of the import-
substitution era have not been forgotten and industrial policies are seen 
by many, albeit usually with no real justification, as suspicious. Quite 
frequently, a vicious circle sets in: agencies in charge of industrial policies 
that lack enough support and a strong enough constituency are allocated 
limited budgetary resources; the agencies perform below both needs and 
expectations; the agencies lose reputation and weight within the power 
structure of the state; their limited constituency tends to shrink further; 
new budgetary allocations are even scanter; and a new round of underper-
formance, loss of reputation, and new budgetary restrictions gets under 
way. As ECLAC (2004) concludes, implementation failures and the per-
ception that “policies do not work” undermine their legitimacy among 
entrepreneurs and, somewhat paradoxically, lead to a situation where 
“entrepreneurs bemoan the lack of resources available for policies while 
at the same time failing to make full use of what is available”(ECLAC 
2004, 258). 

Budget constraints alone do not explain shortfalls in performance. 
Weak institutional capacity is widespread in the region’s public sectors and 
is responsible for much of the ineffectiveness of many policies. However, a 
number of the government institutions responsible for productive develop-
ment policies belong to the islands of competence and efficiency that can 
be found in almost every country in the region. These include some of the 
technology institutions, public development banks, and export promotion 
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agencies where some of the best human capital of the region’s public sec-
tors is employed.

Quite apart from resource, implementation, and institutional capacity 
issues, some weaknesses stem from the fact that policy makers are finding 
their way even as they are immersed in the daily challenges of policy mak-
ing and implementation. Much experimentation is going on in the region. 
Trial and error and a certain amount of learning by doing are unavoidable 
in an historical situation where unprecedented challenges are faced. These 
constraints include World Trade Organization agreements that impose 
constraints on industrial policies; regional and bilateral trade agreements 
that impose additional, sometimes even stronger, constraints of their own; 
international competition that is fiercer than ever; technological gaps that 
literally increase by the day; and so on. Much of the experimentation is 
relevant, fresh, and promising. But a good deal is reactive, or improvised, 
or inspired by passing fads.16

A particular weakness in the intellectual climate for industrial policy 
formulation in several countries in the region is that, if one is to base judg-
ment on the actually existing policies, the only conclusion is that the les-
sons from other regions of the world have not been learned. For instance, 
two key policy principles from the East Asian experience—that subsidies 
must be contingent on performance and that they must be temporary—are 
absent in quite a few of the support policies practiced in the region. Cur-
rent development policies are also vulnerable to special interest group 
pressures, and in that sense, continue to be dangerous. By allowing for the 
possibility of selective intervention or context-specific policies, they may 
end up, if applied in the wrong institutional contexts and under wrong 
rules of the game, opening the Pandora’s box of rent-seeking behavior and 
related abuses. 

However, on the positive side, some features of the emerging produc-
tive development policies constitute genuine contributions to the arsenal 
of economic development thinking and practice. First, the idea of a pub-
lic-private partnership toward crucial development objectives (such as 
improving competitiveness and raising productivity) and the practice of 
systematic, organized, public-private dialogues to discuss problem diag-
noses, policy measures, and action commitments are major contributions 
to shaping the industrial policies of the future. In these public-private 
dialogues, the joint effort to identify where the problems lie and where the 
possible solutions can be found is a harbinger of the new style of indus-
trial policy making taking shape the world over, a new style where the 
process of discovery, or self-discovery as Hausmann and Rodrik (2002) 
have called it, of where the potential competitive advantages lie and what 
the obstacles to their development are, is as important as the content of 
the policies to address those obstacles.17

Second, the sheer amount of experimentation in the region bears the 
traits of all processes of innovation. New ways and means of policy making
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are tried and put to the hard tests of reality, conflicting domestic interests, 
and competition from abroad. The ongoing learning process is a neces-
sary stage toward new, more consistent, and less timid policy frameworks 
where productive development policies can unfold effectively to contrib-
ute to the goals of economic growth and modernization. As the Spanish 
poet Antonio Machado wrote, “Wayfarer: there is not a single road. We 
find our way even as we walk.” 

Notes

 1. Our definition follows quite closely the definition of industrial policy pro-
posed by the Industrial Modernisation Centre (2003). 

 2. The chapter is a reduced version of a working paper written by the authors 
as a background document for this book. See Melo and Rodríguez-Clare (2005).

 3. The description of the Colombian model of policy making and dialogue 
draws heavily upon Velasco (2003). 

 4. The 10 networks are Science and Technology, Finance, Internationaliza-
tion-of-the-Economy, Institutions, Management, Education, Labor, Infrastructure, 
Transportation, and Telecommunications, Energy, and Gas.

 5. The absence of any such policy pronouncement was not always the case in 
Colombia. As late as 2000, a policy document from the now defunct Colombian 
Ministry of Economic Development made a distinction between, on the one hand, 
existing production chains that required further strengthening and development 
and, on the other, new production chains that ought to be promoted to make the 
country a player in markets where, for the most part, it was and still is absent. On 
this, see Melo (2001).

 6. The kinds of government agencies in mind are planning agencies, public 
development banks, industry and trade ministries, science and technology agencies, 
and external trade agencies. 

 7. This way of conceiving the relationship between science and technology 
and their productive applications by firms is known as the linear supply model. See 
the discussions in ECLAC (2002, 2004).

 8. For a description of the process that led to this outcome, see Melo and 
Rodríguez-Clare (2005).

 9. The fund devoted to this purpose is the Verde e Amarelho Fund.
10. A notable, well-known exception is the change in the taxation and royalty 

regime for private investment in the hydrocarbons sector in Venezuela under presi-
dent Chávez’s government.

11. For instance, the Promotional Regime for Software and the Promotional 
Regime for Biotechnology Industries.

12. Among the sector-specific funds, the biotechnology fund and the software 
industry fund have received special attention from the authorities. 

13. The four countries and the respective export-promoting banks are Colombia 
with BANCOLDEX, Jamaica with the National Export-Import Bank of Jamaica, 
Mexico with BANCOMEXT, and Venezuela with BANCOEX.

14. The seven countries that provide credit to exporters through their main 
public development banks or other government financial institutions are Argen-
tina (through the Investment and External Trade Bank, BICE), Barbados (through 
BIDC), Brazil (through BNDES), Chile (through the Corporación de Fomento de 
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la Producción, CORFO), Ecuador (through the National Finance Corporation, 
CFN), Trinidad and Tobago (through TIDGO), and Uruguay (through the Banco
de la República Oriental del Uruguay).

15. This part of the discussion draws on ECLAC (2004).
16. For instance, in the authors’ view, some of the things that are said and done 

in the matter of clusters have the trappings of a superficial, unreflective adherence 
to what is fashionable. 

17. This issue is cleverly discussed in the penetrating article by Rodrik (2004). 
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Reform of Pension and 
Social Assistance Systems

Carmelo Mesa-Lago and Gustavo Márquez

Since the mid-1980s, consolidation of democracy, macroeconomic insta-
bility, and changes in the way labor markets function in Latin America have 
contributed to strong demand for new instruments to protect incomes. 
Increases in unemployment and informal employment have led groups 
subsisting in extreme poverty or without access to formal labor mar-
kets to demand alternatives for protection from recurring macroeconomic 
shocks, particularly since the mid-1990s. In addition, efforts to reverse 
growing deficits in some public social security systems and the prospect of 
achieving greater efficiency and financial depth from the introduction of 
private pension systems have brought about reforms in traditional systems 
of insurance covering old age, disability, and survivors’ benefits.

This chapter describes the changes in public policy management in 
social security and social assistance that have been taking place since the 
late 1980s, a time during which the view of the role of central govern-
ment in this area has changed greatly. This introduction situates these 
reforms within the context of transformations in central government and 
the economy. The next section describes changes in pension systems, and 
the last section presents the evolution of social security and social assis-
tance institutions and policies.

The 1990s were a time of concerted reform efforts in all aspects of 
social policy. Consolidation of democracy in most countries in the region 
allowed the expression of a series of social demands for greater coverage 
and better access to high-quality social services. The only way to meet 
these demands was to undertake institutional reform, given that increased 
spending did not seem possible or appropriate. National governments, 
financially precarious but committed to the new creed of macroeconomic 
stability, lacked the fiscal wherewithal to substantially increase social 
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spending. At the same time, the urgency for institutional and operational 
reform was spurred by the perception that social service delivery sys-
tems were controlled by ineffective bureaucracies and groups that used 
resources as instruments of patronage to perpetuate their own power.1

In few other areas is this urgency as visible as in social security and social 
protection. The traditional view was reflected in import-substitution poli-
cies that assumed the creation of registered employment in modern, for-
mal jobs for the entire labor force (Franco 1996). Against this backdrop, 
the public pension systems—which depended on employment-based 
contributions and were designed to cover the risks associated with old 
age, disability, and survivors’ benefits—constituted the central axis of 
income-protection policy. Financing of these systems rested on the basic 
premise that ongoing expansion in registered employment would allow 
the benefits of retired workers to be funded by current workers paying 
into the system. Increases in informal employment and unemployment 
and greater employment in nonexport sectors2 cut the number of con-
tributors and the volume of contributions flowing into social security 
systems. Fiscal strains resulting from the need to cover running deficits 
in those systems were an important stimulus in the search for funding 
options and operational alternatives for these systems. Some countries 
opted for nonparametric reforms in an attempt to bring the levels of ben-
efits from and contributions to the system into balance, without resort-
ing to fundamental changes in their structure, and in particular, without 
creating private pension systems. Other countries, taking Chilean social 
security reform as a model, have made structural changes, such as creat-
ing private pension systems either to complement the public system or to 
replace it altogether. An important argument of the time was that private 
systems would create a series of long-term financial instruments that 
could deepen capital markets.

Against a panorama in which registered employment (with social secu-
rity contributions and benefits) is losing its significance, social security 
reform will not be responsive to the demands of those who are excluded 
from the formal sector. For these groups, some of which are quite outspo-
ken, reforms in social assistance programs become crucial. Where social 
assistance programs existed, they were very small and generally based on 
noncontributory pensions for elderly individuals not entitled to regular 
pensions. In this context, income policies in the 1980s consisted of instru-
ments to manage aggregate demand; they were not designed with thought 
to social policy. Income policy depended on three basic instruments: 

• price controls and subsidies for consumer goods 
• management of aggregate demand through investment decisions 

and public sector employment 
• wage policy, including wage indexing and general salary increases 

by decree
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The prolonged crisis of the 1980s, with its recurrent fiscal adjustment 
processes, reduced the scope of action in which these policies could man-
age aggregate demand. Funding for these policies exacerbated high levels 
of indebtedness, and was a determining factor in the uncontrollable bouts 
of inflation that surfaced several times during the 1980s. The Washington 
Consensus represented a major new direction for public policy in most 
countries in the region, as the focus on management of aggregate demand 
gave way to maintaining equilibrium in key macroeconomic factors. This 
shift in the perspective and orientation of public policy naturally brought 
basic changes in the way social assistance systems operated.

Public and Private Pension Systems in Latin America: 
Characteristics, Performance, and Challenges

Pension system reform in the region was characteristic of the major 
changes in the actions of central governments in the 1990s. Using the 
Chilean reform as a model and under the imperative to curb growing 
current deficits in pension systems, a number of countries in the region 
undertook reforms. Despite a shared motivation, the systems that emerged 
were diverse and to varying degrees responded to the peculiarities of the 
local settings in which they were adopted. This section covers three top-
ics: (a) concepts and characteristics of public and private pension systems, 
and a description of the two systems in 20 Latin American countries; (b) a 
comparison of private and public systems based on 10 performance indi-
cators; and (c) upcoming challenges to both systems.3

Concepts and Characteristics of Public and Private Systems 

Public and private social security pension systems can be distinguished from 
each other by four features: contributions, benefits, financial regime, and man-
agement. The public system has nondefined contributions (total contributions 
increase over time as the system matures and the population ages); defined 
benefits (determined and guaranteed by law); a distributive financial regime 
without reserves, and collective partial capitalization (the partial reserve for 
the insured pool of account holders); and public administration (whether by 
the social security administration or by the central government). The private 
system has defined individual contributions (which should not be increased 
over time); nondefined benefits (payouts will depend on the amount built up 
in the account of the individual holder based on his or her wage, contribu-
tion level, and investment yields); a financial regime of pooled and individual 
capitalization (an individual account belonging to the insured account holder 
whose funds are invested); and in most cases private management (undertaken 
by private, for-profit corporations, and handled exclusively, although the man-
agement can also be multiple—private, public, or a combination).
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Parametric reforms strengthen the long-term financial condition of a 
public system, either by raising the retirement age or contributions, or 
by applying a more restrictive formula to calculate pensions. Structural 
reforms substitute, either entirely or partially, a private system for the 
public system. The 12 countries undergoing structural reform in Latin 
America have followed three distinct patterns: substitution, parallel, and 
mixed. In the upper portion of table 11.1, the countries are classified 
according to these three models; the date the private system began to 
function and its four features are also presented. The lower portion of 
the table lists eight countries with public systems, along with their four 
fundamental features. A footnote indicates whether they have undergone 
parametric reforms. Six countries followed the substitution model: Chile 
(the pioneering country, in 1981), Bolivia and Mexico (1997), El Salvador 
(1998), the Dominican Republic (gradually in 2003–06, although the 
process has ground to a halt), and Nicaragua (suspended indefinitely by a 
2005 law reestablishing the public system because of the high fiscal costs 
the reform was incurring). The substitution model closes the public sys-
tem to new affiliates and replaces it with a private system having the four 
features delineated above, except in Mexico, whose administrative system 
is multiple and offers both defined and nondefined benefits. The parallel 
model has been implemented in two countries: Peru in 1993 and Colom-
bia in 1994. The public systems in those countries were reformed without 
being closed to new affiliates, and private systems, competing with the 
public systems, were created. The public systems are characterized by the 
four typical features (except in Colombia, where the financial regime is 
collective partial capitalization instead of distributive); while the private 
systems also fall within their typical features (except again in Colombia, 
which has multiple management types). The mixed model is followed in 
four countries: Argentina (1994), Uruguay (1996), Costa Rica (2001), and 
Ecuador (August 2005, although it is not yet in effect pending settlement 
of a Supreme Court appeal lodged on constitutional grounds). This model 
combines a public system, which provides a basic pension, with a private 
system offering a complementary pension, without closing the public sys-
tem to new affiliates. Each of the systems is typified by its four features, 
except that the private systems have multiple management.

The other eight Latin American countries maintain public systems with 
the four typical features, and several of them recently approved parametric 
reforms: Brazil in its program for private sector employees in 1998–99, 
and for public employees in 2004; Costa Rica in the public portion of 
its mixed system in 2005; Cuba in 2005; Panama in 2005, although the 
president suspended its implementation in the face of public demonstra-
tions; and Venezuela in 2002 and 2005. Structural and parametric reforms 
have been considered in Guatemala, Honduras, and Paraguay. No public 
discussion about reform had taken place in Haiti as of mid-2005.

360 mesa-lago and márquez
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Comparison of the Performance 
of Private and Public Systems

This section compares public and private pension systems in Latin 
American on the basis of 10 performance indicators, four social and six 
financial:

• coverage of the economically active population 
• retirement age and life expectancy 
• pension amounts 
• gender equity 
• competition and administrative costs 
• wage-based contribution rates 
• reliability in making contributions
• impact on national savings, the stock market, and diversification 

of the investment portfolio 
• investment performance 
• fund accumulation and financial and actuarial equilibrium 

Table 11.2 summarizes the statistics of the nine available performance 
indicators in 10 private systems (Ecuador and Nicaragua have been 
excluded because their systems are not yet in effect) and in seven public sys-
tems (Haiti is excluded for lack of data). The International Association of 
Latin American Pension Fund Supervisors (AIOS) publishes a semiannual 
report of standardized statistics for the 10 countries with private systems, 
but there is no similar association or statistical series for public systems.4

Coverage of economically active population. In 2004, 160 million people 
were covered by social security pension systems in the region, 67 percent 
by public systems (including the public component of mixed systems and 
the remaining account holders in closed public systems) and 33 percent in 
private systems and private components of mixed systems. The fraction 
covered in private systems varied as follows: 100 percent in Bolivia and 
Mexico; 87–98 percent in Argentina, Chile, the Dominican Republic, El 
Salvador, and Peru; and 50–54 percent in Colombia and Uruguay, where 
the public systems covered 46–50 percent. In Costa Rica, all pension ac-
count holders are covered by the mixed system.

In all countries, private system coverage declined between the year 
before the structural reform and 2004; the weighted average for the 10 
countries fell from 38 percent to 26 percent; with the biggest drop in 
Argentina, from 50 percent to 20.7 percent (due to its economic crisis), 
and next in Peru, from 31 percent to 12 percent. No historical time series 
of statistical data exists that would allow coverage trends in public systems 
to be tracked. The comparison of static coverage between private systems 
(2004) and public systems (2001 to 2003) indicates that, regardless of 
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the type of system, the “pioneering” countries, with the oldest and most 
developed social security, had the highest coverage levels: 46–59 percent 
(Brazil, Chile, Costa Rica, Uruguay, with the exception of Argentina, at 
21 percent; no figures are available for Cuba). These are followed by the 
“intermediate” countries: 22–59 percent (Colombia, Mexico, Panama, 
Venezuela, with the exception of Peru at 12 percent). Finally come the 
“late arrival” countries—the last to set up systems, and thus having the 
least developed systems: 7–22 percent (Bolivia, the Dominican Republic, 
El Salvador, Guatemala, Honduras, and Paraguay). The weighted average 
of private system coverage was 26.3 percent (lowered substantially by 
the scant coverage in Argentina) compared with 41.4 percent for public 
systems (strongly lifted by Brazil’s high level of coverage).

The foregoing figures indicate that the expected increase in cover-
age has not taken place, despite the incentives of ownership of individ-
ual accounts and the close link between contributions and the pension 
amount, a point acknowledged in a recent World Bank study that assessed 
structural reforms over the past 10 years (Gill, Packard, and Yermo 2005). 
The two main causes for the decline in private system coverage, and in 
several public systems as well, are growth in the informal sector (especially 
self-employment) and the process of introducing greater labor flexibility, 
which promotes part-time employment, either through subcontracts or 
without contracts; workers in these sectors usually lack coverage. Non-
contributory or “social assistance” pensions are provided to the poor only 
in the six pioneering countries, where coverage is highest and the informal 
sector and incidence of poverty the lowest.

Retirement age and life expectancy. Most structural reforms raised the 
age of retirement to increase amounts in individual accounts and ensure 
a minimum pension, although most systems allow early retirement when 
the amount deposited in the individual’s retirement account is sufficient to 
fund a minimum pension. The average retirement age in the private sys-
tems is 61 for women and 64 for men, compared with 59 and 61, respec-
tively, in the public systems. Given the higher age requirement in private 
systems, average life expectancy of a pensioned male upon retirement is 
16.1 years and 21.0 years for a pensioned female, compared with 17.7 and 
22.6 years, respectively, in the public systems. Increases in the retirement 
age in some countries, such as Chile, have been proportional to increases 
in the life expectancy of the population; however, in Uruguay, where life 
expectancy is third highest in the region, retirement at 60 is quite young. 
Conversely, in Bolivia, with the second lowest life expectancy in the region 
after Haiti, retirement at 65 is high and results in a shorter average life 
expectancy for pensioners (13.0 and 14.8 for men and women, respec-
tively). As for public systems, retirement ages in Cuba (55 and 60, for men 
and women, respectively), with the second highest life expectancy in the 
region, are too low, resulting in longer life expectancy among pensioners 



reform of pension and social assistance systems 365

upon retirement (20.5 and 27.2 years), considerably driving up system 
outlays, and contributing to the financial imbalances the system faces.

Pension amounts. Another implicit promise of structural reform has been 
that private pension systems will pay better than public ones, but this as-
sumption cannot be readily confirmed in the absence of current time series 
data that would allow comparisons between the two systems; moreover, it 
would be hasty to predict relative payouts when the private systems have 
not been in place for long. In Chile, where the reformed systems have 
been in operation since 1981, only 20 percent of all pensions were under 
private systems as of 2002. Nevertheless, average private old-age pensions 
in Chile in 2001–02 (63 percent of total private pensions) were 24 percent 
lower than the average for public systems; the pension situation was re-
versed with disability and survivor benefits—the weighted average for all 
private pensions was 3 percent higher than the average for all public pen-
sions. In Argentina, the crisis brought on a 65 percent drop in the private 
pension projected for the average holder. In Colombia, the average public 
pension was greater than the private pension; accordingly, most pension 
holders in Colombia are affiliated with the public system. A law passed in 
2002, however, introduced changes to close this gap in a gradual fashion, 
and by 2004 most affiliates were in the private system. It is estimated that 
in Chile 30 percent of male and 50 percent of female affiliates fail to make 
the number of contributions required to obtain the minimum pension; in 
Peru, the proportions are 30 percent and 60 percent, respectively (Gill, 
Packard, and Yermo 2005).

Gender equity. For reasons both external and internal, coverage for 
women is usually lower than for men in both private and public social 
security systems, and pensions tend to be smaller. External factors are 
the lower rate of labor market participation and greater unemployment 
among women as compared to men, lower wages paid for the same job, 
and proportionally greater employment among women than men in un-
skilled positions and positions not covered by social security. For all these 
reasons, women build up lower contributions than do men during their 
working years. The system’s internal causes of gender inequity include 
lower retirement ages than men (five years less in five private and five 
public systems), which, in combination with a life expectancy four or 
five years longer than men’s, results in 9 or 10 years longer average life 
expectancy among female pensioners. Private systems exacerbate gender 
inequities in three ways: (a) they require a minimum number of contribu-
tions to qualify for pension payouts (most also have raised the number of 
years of contributions required to obtain a regular pension), heightening 
the difficulty women face in obtaining access; (b) they are based on contri-
butions over the entire working life of the employee, and not just the last 
few years (as are most public systems), which is a disadvantage to women 
whose volume and pace of contributions are lower than an average man’s; 
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and (c) they use actuarial tables that are differentiated by gender (whereas 
public systems use same-sex tables), and by dividing the amount built up 
in the individual account by the average years of life expectancy, they pay 
out less to women than men (further decreased if a woman retires five 
years earlier than a man). Some public systems use men’s contributions 
to subsidize women’s, partially offsetting the cost of childrearing, which 
mainly falls upon women. (In Chile before the reform, the public system 
for workers counted an additional year for a working mother for each 
living child.) Equalizing the normal retirement age of both sexes in five 
private systems facilitates the buildup of more contributions and greater 
funds in their individual accounts, to be distributed over a retirement pe-
riod reduced by five years; however, it fails to completely compensate for 
longer life expectancy in women. This equalization of the retirement age 
reduces costs significantly in two public systems

The combined impact of these factors on gender was measured in Chile 
for 2001–02: the funds accrued in women’s individual accounts varied 
between 32 percent and 46 percent of men’s; the female wage replacement 
rate was 52–57 percent as opposed to 81–86 percent for men; the average 
pension of a female pensioner of 60 years of age was 60 percent that of a 
man’s and 87 percent for retirement at 65. Mixed systems tend to offset 
gender inequity more than substitution systems, because the public portion 
lessens the inequity, whereas the private portion accentuates it; however, the 
effect depends on the share of the two portions. For instance, in Costa Rica 
the offsetting of gender inequities is greater than in other countries because 
the main pension payments are made under the public system, while the 
private is supplemental; in Argentina the reverse situation obtains.

Competition and administrative costs. It has been argued that private 
systems reduce administrative costs because they eliminate the monopoly 
situation of public systems and introduce competition and greater ef-
ficiency. In fact, greater efficiency is reflected in the handling of records 
and individual accounts and faster processing of pensions. However, with 
several different pension providers, the economies of scale from a single 
pension provider are lost; considerable resources are devoted to advertis-
ing and commissions for sales and marketing personnel, and to profits. 
Moreover, it has been shown that competition fails to function adequately 
in most private systems, because either there are only two providers (Bo-
livia, El Salvador) or the three largest providers are highly concentrated, 
for example, 71–86 percent market share in Chile, the Dominican Repub-
lic, Peru, and Uruguay (AIOS 2005). In addition, several countries fail to 
provide comparative information on commissions, fees, and yields that 
would enable pensioners to select the best provider. It is also alleged that 
the industry functions as an oligopoly with a captive clientele, that it re-
stricts the number of times a customer can change pension companies (to 
reduce operating expenses), that competition among pension management 
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companies for relatively narrow market shares leads to higher commission 
rates, and that only a fraction of the reduction in operating expenses is 
passed on to customers in the form of lower commissions (Gill, Packard, 
and Yermo 2005). 

Administrative costs in private systems consist of a commission (usually 
in addition to a salary) paid to the manager for handling the individual 
account, the investments from the fund, and the old-age pension. The com-
mission includes a fee that the manager pays a private insurance company to 
cover the risks of disability and death (done by the public system in Mexico 
and Colombia). Calculated as a percentage of revenues, administrative costs 
(not including the insurance fee component of the commission) in 2004 
fluctuated between 7 percent in the Dominican Republic and 40 percent in 
Colombia, with a weighted average among the 10 countries of 20 percent 
(as calculated by Mesa-Lago [forthcoming]). Expenses for salaries, sales 
commissions, advertising, and other operations absorbed an average of 
12 percent of revenues; the remaining 8 percent was profit (AIOS 2005). 
Information on public system administrative costs was only available in 
five countries (as a percentage of revenues) and ranged from 0.5 percent in 
Honduras to 8.7 percent in Guatemala; with a weighted average of 3.9 per-
cent, that is, one-fifth the average level in private systems. The advantages of 
economies of scale, forgoing advertising and marketing, and the absence of 
profit in public systems offset the greater efficiency of private systems.

Contributions from wages. Contributions from salaries to private systems 
(which cover deposits to the individual account, commissions, and fees) 
range between 7.0 percent in Argentina (11 percent before the crisis) to 
13 percent in El Salvador. In Costa Rica, the contribution of 4.5 percent 
accrues solely toward the deposit; other operating expenses are funded by 
a percentage of the investment yield. In the Dominican Republic, in ad-
dition to the 7.0 percent contribution, a percentage is also charged from 
the yield to cover some portion of administrative costs. Excluding these 
two countries, the weighted average contribution to private systems is 
11.9 percent. The three mixed systems (Argentina, Costa Rica, and Uru-
guay) require an additional contribution that funds the public portion, so 
the total contribution significantly raises the average of private systems. 
Among public systems, contributions in Brazil are by far the greatest (28.0 
percent), pulling the average among public systems up to 11.1 percent 
(slightly less than the average in private systems); if Brazil is excluded, the 
average falls to 8.3 percent.

Under the theory that employer contributions raise production costs, 
encourage capital input substitution for labor inputs, and undermine the 
competitiveness of exports, the structural reforms eliminated the employer 
contribution in Bolivia, Chile, and Peru, and pared it down in Argentina 
and Uruguay. Employee contributions were raised in six countries, but only 
three also raised employer contributions. In addition, commissions and fees 
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are borne exclusively by employees in all but two countries, where they 
are shared with employers. There is neither an academic consensus nor an 
empirical justification for the theory about the negative effects of employer 
contributions. The counterargument is that the employer contribution may 
actually be paid by the employee or passed on to the consumer. Moreover, 
the elimination of the employer contribution has raised the burden on work-
ers, increased the burden on the national treasury, or both, in addition to 
creating a disincentive to worker participation. (See next section.) Of total 
contributions, employees pay 65.2 percent, employers 24.5 percent, and 
the central government (in two countries) 10.3 percent. Public systems have 
maintained employer contributions, which account for 69.4 percent of the 
total, with employees paying only 30 percent, and the central government 
0.6 percent (in one country).

Reliability in paying contributions. It is assumed that contributions to 
private systems are paid more punctually, given the ownership incentive of 
a private account and the close link between contributions and the pension 
level. However, increases in employees’ levels of contribution can create 
a disincentive for meeting contribution requirements. In 1998–2004, the 
percentage of pension fund participants who had contributed in the previ-
ous month fell in all the private systems; the average dropped from 58 per-
cent to about 41 percent (AIOS 2000 to 2005). In 2004, compliance with 
this requirement ranged from about 35 percent in Argentina (the lowest 
level, caused by the crisis) to over 68 percent in Costa Rica; the weighted 
average for the 10 systems was 40.7 percent, meaning that 59.3 percent 
failed to pay their contributions on time. Employer payments in Chile are 
significantly in arrears, where the outstanding debt in arrears expanded 
six times from 1990 to 2002, reaching US$526 million in the last year or 
the equivalent of 1 percent of the total value of pension funds, 43 percent 
of which will have to be written off because of bankruptcies. The dearth 
of time series statistics and up-to-date figures on fulfillment of obligations 
in public systems prevents meaningful comparison. Nevertheless, the little 
information that is available indicates that high levels of evasion and ar-
rears are found in Panama, Paraguay, and Venezuela.

National savings, the stock market, and diversification of portfolios. Pri-
vate systems are also supposed to raise savings at the national level, help 
stock markets develop, create new financial instruments, and diversify 
pension fund investments. Five studies have been carried out on the impact 
of this structural reform on national savings in Chile, the country with 
the longest period available for observation (see Mesa-Lago [forthcom-
ing]). Three conclude that the effect was negative (approximately minus 3 
percent of GDP), because the reduction in tax revenues has been greater 
than the capital accrued; one of the studies offers questionable results 
and another concludes that the impact has been positive. One of the stud-
ies also claims that empirical evidence is consistent with the notion that 
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reform has contributed to the development of the national stock market, 
although the authors warn that other unrelated factors cannot be ruled 
out, so the evidence is inconclusive. By contrast, another study claims that 
pension fund resources have had a robust impact on the development of 
the national financial market. 

In looking at portfolio diversification, the negative impact of the transi-
tion on tax revenues (see “Fund accumulation and financial and actuarial 
equilibrium” section) has led many governments to set ceilings on the amount 
that can be invested in certain instruments and to restrict investment in for-
eign securities to channel funds to finance the internal deficit. The domestic 
private sector attracts little investment from any investors through sales of 
stocks and bonds, and the high interest paid on public bonds provides pub-
lic debt holders with high yields, which are unsustainable in the long run, 
particularly in countries where governments face large fiscal deficits and risk 
nonpayment (Gill, Packard, and Yermo 2005). By 2004, the portfolio was 
not close to the level of diversification that had been anticipated: the invest-
ment in public debt in seven countries was close to or over 50 percent, with 
two over 80 percent. Chile, the Dominican Republic, and Peru were the only 
countries in which less than a third of pension funds assets was in public 
debt. On average, public debt accounted for about 55 percent of the funds’ 
investments. Stock investments averaged 8 percent, with significant levels 
in only three countries (13–38 percent). Several countries forbid investment 
in foreign securities, which averaged 5.6 percent, with only four countries 
showing significant investment (7–27 percent).

Half of the public systems operate as distributive regimens, without 
investment reserves (Brazil, Cuba, and Venezuela). The other four have 
reserves and do invest, but current information was available only from 
Panama, where about 52 percent of the fund investments were in public 
debt, and none were in foreign stocks or other securities. Less current 
information from Guatemala and Honduras indicates that most of their 
portfolios are also invested in national debt securities; the same is found 
in the public systems in Colombia and Costa Rica (82 percent and 89 
percent, respectively) (AIOS various years). Thus, with few exceptions, 
both private and public systems have failed to diversify their portfolios 
and keep their holdings overly concentrated in public debt. The problem 
is aggravated in small countries where a local stock market either does not 
exist or is in an incipient stage.

Investment performance. For the 10 private systems, gross investment 
performance in real terms, beginning with the year each fund was set up 
until 2004, showed an annual average of 7.3 percent (ranging from mi-
nus 8.8 percent in the Dominican Republic to 12.9 percent in Uruguay). 
However, to calculate net return on investment, the costs of commissions 
for managing the retirement program have to be deducted from the gross 
yield, and neither the countries nor AIOS publish net performance figures. 
Using the figures on gross yields and commissions recorded by AIOS for 
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2000 to 2005, rough estimates are ventured for three countries: 7.6 percent 
gross yield and 4.3 percent net in Peru, 7.7 percent gross and 5.9 percent 
net in Mexico, and 9.9 percent gross and 8.1 percent net in El Salvador. 
In 1981–2000, the gross yield on the Chilean pension fund averaged 11.9 
percentage points less than the Price Index of Select Stocks traded on the 
Santiago exchange; for 1993–2000, the performance of the Peruvian fund 
was lower than interest payments on bank savings accounts and Brady 
bonds. For the period 1993–95, gross performance was far better than for 
the period 1995–2000, as a result of several economic crises and plummet-
ing stock markets. These fluctuations present significant risks to pension 
account holders, who will have good pensions if they retire when the stock 
market is peaking, but will see the value of their pensions diminish during 
recessionary periods, particularly prolonged ones, such as Argentina expe-
rienced. This risk is reduced in mixed models, which combine a guaranteed 
pension component with one that is sensitive to volatility in capital yields.

For public systems, annual average performance in real terms was avail-
able in only three countries for different periods between 1994 and 2002: 
10.4 percent in Guatemala, 6.2 percent in Honduras, and 5.6 percent in 
Panama, for an average 7.4 percent for the three countries, quite close to 
the average for the 10 private systems. However, the four other public sys-
tems do not invest their funds, so the average would drop significantly if 
they were included. The guaranteed pensions in the public systems are less 
sensitive to market volatility than private pensions, but are not immune to 
the lack of portfolio diversification, as seen in several countries where pen-
sion fund balances have suffered from low or negative investment yields.

The concentration of investment in domestic public debt, seen in both 
public and private systems, leads to risky overdependence on the interest 
rates set by governments, which adversely affect investment performance 
and the long-term value of pensions. Until 2000, private systems in Argen-
tina had the highest average yield in real terms (15 percent), thanks to 
the high interest rates paid by the national government. However, the 
government pressed pension fund managers to convert their dollar-based 
securities to bonds “guaranteed” in pesos, and the Superintendency of 
Pensions supported the shift by raising the ceiling on public debt holdings. 
The 2001–02 crisis provoked both the devaluation of the Argentine peso
and a drop in interest rates, and the value and performance of the fund in 
real terms, previously projected in dollars, suffered a tailspin. By contrast, 
when the 1982–83 economic crisis threatened the existence of the new pri-
vate Chilean system, the Superintendency played a crucial positive role in 
promoting the diversification of portfolios and reducing the overall share 
of public debt investments from 50 percent to 19 percent.

Fund accumulation and financial and actuarial equilibrium. Private 
systems are assumed to amass capital much more readily than public 
systems, and because they are based on set contributions and a financial 
regime of pooled, individually owned accounts, they can better handle the 
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aging of the population, avoid having to raise contribution requirements, 
and in the long term eliminate the fiscal deficit. Nevertheless, increased 
life expectancy and longer retirement periods will make it necessary to 
raise contribution levels to avoid reductions in pension payouts. Private 
systems have managed significant capital accumulation, although with 
variations among countries depending on the size of their economies, 
salary levels, investment performance, and the length of time the private 
system has been in operation. The highest accumulation levels, as of late 
2004, were in countries with the largest economies, highest number of 
account holders, and longest experience with reforms. Totals (in millions 
of U.S. dollars) were as follows: $60,799 in Chile, $42,524 in Mexico, 
$18,306 in Argentina, and $11,067 in Colombia. By contrast, the lowest 
totals were accumulated in the countries with the smallest economies, the 
least number of account holders, and where reforms were most recent: 
$488 million in the Dominican Republic and $476 million in Costa Rica. 
In proportion to GDP, accumulation ranged from 1.9 percent in the Do-
minican Republic to over 59 percent in Chile. The largest accumulation 
in the region ($80,000 million) was in Brazil, the country with the largest 
economy and the most pension account holders. Although Brazil does not 
have a private system, the monies were accumulated through voluntary 
supplementary funds paid for by employers and employees. In the two 
public systems for which data were available, reserves were $1,681 million 
in Panama and $498 million in Guatemala (13 percent and 2.4 percent of 
GDP, respectively), but two countries have no reserves, nor does the Bra-
zilian public system. Thus, the data back up the claim that private systems 
achieve greater capital accumulation.

Nevertheless, capital accumulation needs to be balanced against three 
fiscal costs brought about by structural reform, all of which are financed 
by the central government: the operating deficit in the closed public system 
that remains responsible for current pension payments, with few or no con-
tributing employees; the value of the contributions paid by account holders 
that is shifted from the closed public system to the private system (recogni-
tion bonds); and the minimum guaranteed pension, when the individual 
account is too small to finance the minimum pension. Pension funds face an 
operating deficit in all countries. Recognition bonds for past contributions 
are not paid out in the mixed models because account holders have not been 
moved into a different system. The minimum pension is not guaranteed in 
Bolivia, and only partially in Peru (the mixed models pay a pension under 
the private portion). The most generous benefits during the account holders’ 
transition were those guaranteed in Chile, which also has the highest fiscal 
costs. Other countries restricted the pension reserves’ being shifted to the 
new account and the minimum pension to curtail costs to public coffers. 
Estimates for 2001 of these fiscal costs as a percentage of GDP in private 
systems, ranged from –0.5 percent in Mexico to –7.2 percent in Chile (after 
20 years of reform) and averaged –2.7 percent in eight countries, omitting 
Costa Rica and the Dominican Republic (Gill, Packard, and Yermo 2005). 
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Costa Rica’s reform has not engendered losses to public revenues because 
the account holders belong to both the public and private systems. 

The financial balance of the public systems, expressed as a percentage 
of GDP between 2000 and 2004, resulted in surpluses in three countries 
(Panama, Paraguay, and Guatemala; and deficits in three (Brazil, Cuba, 
Venezuela); the average deficit was –1.4 percent of GDP, whereas the 
average cost to public revenues from the private systems was –2.7 per-
cent. The two figures are not technically comparable, however, because 
the former is a balance and the latter a fiscal cost to public coffers. In 
addition, the private systems have made the implicit debt for social 
assistance at least partially explicit (the present value of all pension 
obligations over the long term). Standardized long-term projections for 
the financial balance of public systems are not available, neither are 
the fiscal costs of the private systems. However, actuarial projections 
for six countries indicate that current contributions in two (Guatemala 
and Honduras) are sufficient or excessive (and thus would not need to 
be raised for a long time); Costa Rica, in 2005, decided to gradually 
increase the current level of contributions to maintain equilibrium; and 
in three other countries the contribution must increase substantially 
(Cuba, Panama, and Venezuela) (Mesa Lago 2004b). 

Pending Challenges

Both public and private systems face challenges, some in common, others 
not. Challenges in common are 

• reversal of the decreases in coverage resulting from growth of the 
informal sector and the introduction of flexible hiring arrangements; 
this will require special programs designed to incorporate self-em-
ployed workers and others in similar circumstances (through fiscal 
incentives for low-income earners, as in Costa Rica), and to support 
pensions tailored to the poor in the majority of countries; 

• proportional adjustment of the retirement age to reflect longer life 
expectancy and introduction of a single retirement age for both sexes 
(which would require raising women’s retirement age by five years 
in 10 countries); 

• production of statistics that will allow comparisons between pension 
amounts in both systems; 

• elimination of gender discrimination in the external job market, 
which reduces women’s pensions; 

• control of evasion and arrears in contributions (as is done in Costa 
Rica, where such behavior is defined as a criminal offense against 
social security and strong sanctions are imposed on offenders); 

• adequate diversification of investment portfolios through the promo-
tion of new financial instruments and allowing investment in foreign 
securities (as in Chile, Peru, and Colombia), particularly in small 
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countries that have no local stock market or where stock markets 
remain in an embryonic stage; 

• examination of potential combinations of defined and nondefined 
benefits (guaranteed pension dependent on an individual account); 

• formulation of robust long-term projections of the fiscal costs of 
transition in private systems and the financial and actuarial equilib-
rium in public systems; and 

• unification of diverse systems into the general system in several coun-
tries (particularly those with public systems) to allow them to move 
with the employee; and

• standardization of access requirements and of the rules to calculate 
pensions, to promote equal treatment.

Challenges unique to private systems are 

• reduction in the excessively high retirement age in some countries 
(such as Bolivia), which drastically shortens the length of retirement; 

• reduction in the system’s adverse impacts on gender equity, through 
single-sex life tables, individual accounts shared by spouses, and the 
like;

• improvement in competition in the system to facilitate entry of more 
pension management companies into the market, allowing them to 
make use of the infrastructure of existing financial entities; 

• reduction in high administrative costs, including consideration of 
lower ceilings on commissions (as in Bolivia and the Dominican Re-
public) and changing part of the commission based on salary to base 
it on the balance or yield (as in Costa Rica); 

• research on the causes of arrears in payments, including whether 
the requirements for higher workers’ contributions outweigh system 
incentives;

• possible reintroduction of employer contributions in the three countries 
that eliminated them, and a more equitable distribution of the contribu-
tion burden on the worker and employer in the remaining countries; 

• opportunity for the account holder to select an investment fund from 
among several options (as in Chile); and 

• reinforcement of the autonomy of the supervision agency, which plays 
an active role in disseminating information and educating account 
holders, portfolio diversification, and passing on to account holders 
savings from reductions in fund managers’ operating expenses.

Challenges unique to the public systems are 

• formulation and regular publication of statistics on coverage, com-
pliance with payment deadlines for contributions, administrative 
costs, portfolio diversification according to security type, investment 
yields, and amount of reserves; 
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• increases in very low retirement ages in several countries in relation 
to life expectancy (Cuba, Panama, Venezuela) to cut costs and im-
prove financial sustainability; 

• establishment of more sensitive links between contributions and pen-
sion amounts; 

• increased efficiency in areas such as registration, holders’ accounts, and 
processing pensions, as has been achieved in most private systems; 

• promotion of supplementary pension programs to enhance the basic 
pension provided by the public system (as in Brazil); 

• adjustment of contributions to maintain or reintroduce long-term 
financial and actuarial equilibrium; and

• creation of independent technical agencies to regulate and provide 
oversight for the system.

Characteristics and Performance 
of Social Assistance Programs

The expansion of off-the-books employment in the region has limited the 
scope of social security programs and left a growing portion of the popula-
tion without protection. The reappearance of macroeconomic instability 
in the mid-1990s reinforced this trend and forced some national govern-
ments to seek alternatives to contain the social impact of unemployment 
and dependency on the informal economy. This section provides a struc-
tured description of these changes: first, the social and economic context 
in which demand for instruments to protect income originates; next, a 
synthesis of the new conditional modes of cash transfer; and finally, some 
reflections on the effectiveness of these new instruments.

Crisis Income Protection in the 1990s

The 1980s saw fundamental changes in labor markets in the region, along 
with changes to the conditions under which income policies and public 
policies in general operated. On the one hand, repeated retrenchment 
in public spending in the wake of the debt crisis (1981–3) reduced for-
mal employment and pushed significant sectors of the population toward 
unregulated labor relationships that are less secure than those established 
under labor laws and that offer fewer protections against the loss of jobs. 
On the other hand, the labor market was dramatically unresponsive to the 
economic growth of the early 1990s. In contrast to the previous decade, 
the high growth rates in output that continued until the mid-1990s (tied to 
macroeconomic stability and structural reforms) failed to have an impact 
on unemployment. In fact, notwithstanding the relatively high growth 
from 1990 to 1994, the unemployment rate grew in several countries. 
Successive crises beginning in 1995 exacerbated the trend, and average 
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unemployment rates in the region continued to rise until 2000. In some 
countries, the crisis at the end of the 20th century continued until 2003, 
and only in the past few years has unemployment begun to moderate.

The combination of unemployment and unregulated employment var-
ied by country in the region (see Duryea, Jaramillo, and Pagés 2003), but 
serves to illustrate the new constraints on employment policies and the 
management of aggregate demand. Even during times of growth (such as 
1991–94), the need to address the growing social demands of the groups 
affected by modernization and to assist the poorest groups, furthest 
removed from the public social services safety net, required changes in 
the composition of spending. In the 1990s, the countries increased pub-
lic social spending in absolute terms and in proportion to overall public 
expenditure (ECLAC 2003). 

Macroeconomic volatility associated with the various recessions, and 
the resulting abrupt increases in poverty and unemployment rates led 
to strong social demand for programs to protect the population against 
the risks of loss of jobs and incomes (Márquez 2000). This demand con-
tributed to the creation of a series of programs intended to protect the 
most vulnerable groups from macroeconomic instability. These programs 
were inspired by the need to preserve political support for reform efforts, 
designed in a context of crisis, and frequently amid conditions in which 
unemployment soared as salaries plunged. Consequently, what resulted 
from the creation of these social safety nets was a collection of programs 
that generally lacked sufficient coherence and scope to meet the income-
protection needs of the groups affected by modernization (Acosta and 
Ramírez 2004; Márquez 2000). 

In lieu of a coherent system of social protection, diverse programs were 
created and activities undertaken that were geared toward revenue transfers 
to part of the population and could be expanded in the short term. The 
particular response of each country varied substantially, depending on its 
tradition and history in labor market interventions, and in terms of the 
political equation in which certain groups’ income-protection needs figured 
to a greater or lesser degree. Countries that chose this route carried out a 
series of small-scale public works programs (organized either through Social 
Investment Funds5 or through local or intermediate-level governments and 
nongovernmental organizations, as was the case in the Programa Trabajar 
[To Work Program] in Argentina).6 Other program components (such as 
short-term training programs) were designed foremost to control the social 
impact of unemployment. These were temporary income-substitution pro-
grams with few, if any, conditions on the beneficiaries and thus did not result 
in human capital development or the attainment of useful skills. Addition-
ally, these programs tend to create entitlements for beneficiaries, which 
makes it difficult for them to be canceled or modified.

In other countries, the prevailing view is that this type of income trans-
fer cannot break through the vicious cycle that traverses from poverty to 
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low investment in human capital to vulnerability and back to poverty. A 
cycle-breaking intervention would require income transfers to the poorest 
in society, conditioned on greater family investment in education, health, 
and child nutrition. To maximize these mutually reinforcing aspects, the 
various targeted programs are expected to operate within the parameters 
of a social safety net to safeguard the income of society’s poorest, while 
providing incentives for them to make greater efforts to develop their 
human capital (Acosta and Ramírez 2004).

With these types of transfers, the distributional impact of public expen-
diture can be leveraged by using sophisticated means to select beneficia-
ries. As noted by Levy (2005), with the selection and strict application of 
target criteria, income transfers can be aimed at low-income groups.

Conditional Cash Transfer Programs

Under the institutional conditions in the region, the introduction of income 
transfer programs was not easy. Whereas in Organisation for Economic 
Co-operation and Development countries, income transfer programs are 
the main tools of social assistance, as measured in monetary terms and in 
the extent of population coverage (Tabor 2002), in Latin American coun-
tries spending on such programs is low and covers small proportions of 
the population (ILO 2000).

These programs have two features that stand out among the repertoire 
of social policies found in the region. First, by their own nature, these 
programs tend to be implemented alongside existing systems, which are 
normally controlled by the agencies and trade unions in the system that 
design and implement social policies. Social service delivery systems can 
be used to enroll beneficiaries, but normally cash transfer programs use 
separate human resources and systems from those of the front-line govern-
ment agencies that design and deliver social services. 

Second, cash transfer programs are grounded in the perception that 
the fundamental constraint on the target groups is the lack of access to 
the consumption levels required to maintain and develop human capital. 
Thus, the objective of these programs is to encourage demand for educa-
tion, health, and nutritional services through conditioned access.

Conditional cash transfer programs carried out in the region in the late 
1990s represented an attempt to address factors of human capital demand 
among the poorest social groups. Normally, these programs consist of 
cash transfers to poor households, conditioned on investments within 
the households in education, health, and nutrition. Six countries in the 
region at this point have adopted some type of conditional cash transfer 
programs: Brazil, Colombia, Honduras, Jamaica, Mexico (the first), and 
Nicaragua (see table 11.3).

Several other countries have debated the adoption of programs or the 
transformation of certain existing ones, and in the next few years more 
countries can be expected to adopt programs of this type.



T
ab

le
 1

1.
3 

C
ha

ra
ct

er
is

ti
cs

 o
f 

C
on

di
ti

on
al

 C
as

h 
T

ra
ns

fe
r 

Pr
og

ra
m

s 

C
ou

nt
ry

 p
ro

gr
am

O
bj

ec
ti

ve
s 

C
om

po
ne

nt
s 

T
ar

ge
t 

po
pu

la
ti

on
  

E
du

ca
ti

on

H
ea

lt
h 

an
d 

nu
tr

it
io

n
E

du
ca

ti
on

H
ea

lt
h 

an
d 

nu
tr

it
io

n

B
ol

sa
 F

am
ili

a—
B

ra
zi

la
In

cr
ea

se
 f

am
ili

es
’ 

in
ve

st
m

en
ts

 in
 h

um
an

 
ca

pi
ta

l

In
co

m
e 

tr
an

sf
er

s
In

co
m

e 
tr

an
sf

er
s

Sc
ho

ol
-a

ge
 

ch
ild

re
n

E
xp

ec
ta

nt
 m

ot
he

rs

To
 b

e 
pa

rt
 o

f 
th

e 
So

ci
al

 
Pr

ot
ec

ti
on

 N
et

w
or

k
C

hi
ld

re
n 

0 
to

 1
5 

ye
ar

s 
ol

d

PE
T

I—
B

ra
zi

l
E

lim
in

at
e 

w
or

st
 

fo
rm

s 
of

 c
hi

ld
 la

bo
r, 

in
cr

ea
se

 e
du

ca
ti

on
 

ac
hi

ev
em

en
t,

 r
ed

uc
e 

po
ve

rt
y

In
co

m
e 

tr
an

sf
er

s 
n.

a.
C

hi
ld

re
n 

7 
to

 1
4 

ye
ar

s 
ol

d
n.

a.

E
xt

en
si

on
 o

f 
sc

ho
ol

 
at

te
nd

an
ce

Fa
m

ili
as

 e
n 

A
cc

ió
n—

C
ol

om
bi

a
In

cr
ea

se
 h

um
an

 c
ap

it
al

 
in

ve
st

m
en

t 
of

 f
am

ili
es

 
in

 e
xt

re
m

e 
po

ve
rt

y

Sc
ho

ol
 s

ub
si

dy
 

N
ut

ri
ti

on
al

 g
ra

nt
Po

or
 h

ou
se

ho
ld

s 
w

it
h 

ch
ild

re
n 

7 
to

 1
7 

ye
ar

s 
at

te
nd

in
g 

sc
ho

ol
 

Po
or

 h
ou

se
ho

ld
s 

w
it

h 
ch

ild
re

n 
0 

to
 6

 y
ea

rs
 n

ot
 

in
 a

ny
 o

th
er

 p
ro

gr
am

 

Ta
ke

 p
ar

t 
in

 s
oc

ia
l 

sa
fe

ty
 n

et
 

H
ea

lt
h 

ed
uc

at
io

n 

PR
A

F 
II

—
H

on
du

ra
s 

B
re

ak
 c

yc
le

 o
f 

in
te

r-
ge

ne
ra

ti
on

al
 p

ov
er

ty
 

by
 in

cr
ea

si
ng

 h
um

an
 

ca
pi

ta
l i

nv
es

tm
en

t 
in

 
ch

ild
re

n 
of

 p
oo

re
st

 
fa

m
ili

es

E
du

ca
ti

on
 v

ou
ch

er
 

as
 s

ub
si

dy
 f

or
 

de
m

an
d

N
ut

ri
ti

on
 a

nd
 

he
al

th
 v

ou
ch

er
, 

de
m

an
d 

su
bs

id
y

Po
or

 h
ou

se
ho

ld
s 

w
it

h 
ch

ild
re

n 
6 

to
 1

2 
ye

ar
s 

w
ho

 
ha

ve
 n

ot
 f

in
is

he
d 

4t
h 

gr
ad

e 
in

 
pr

im
ar

y 
sc

ho
ol

Po
or

 h
ou

se
ho

ld
s 

w
it

h 
ex

pe
ct

an
t 

m
ot

he
rs

 o
r 

ch
ild

re
n 

un
de

r 
3 

ye
ar

s 

Su
pp

ly
-s

id
e

in
ce

nt
iv

es
 in

 
pr

im
ar

y 
sc

ho
ol

s

In
ce

nt
iv

es
 f

or
 

he
al

th
 c

en
te

rs
 

(s
up

pl
y)

N
ut

ri
ti

on
al

tr
ai

ni
ng

 f
or

 
m

ot
he

rs

(c
on

ti
nu

ed
)

377



T
ab

le
 1

1.
3 

C
ha

ra
ct

er
is

ti
cs

 o
f 

C
on

di
ti

on
al

 C
as

h 
T

ra
ns

fe
r 

Pr
og

ra
m

s 
(c

on
ti

nu
ed

)

C
ou

nt
ry

 p
ro

gr
am

O
bj

ec
ti

ve
s 

C
om

po
ne

nt
s 

T
ar

ge
t 

po
pu

la
ti

on
  

E
du

ca
ti

on
H

ea
lt

h 
an

d 
nu

tr
it

io
n 

E
du

ca
ti

on
H

ea
lt

h 
an

d 
nu

tr
it

io
n

PA
T

H
—

Ja
m

ai
ca

In
cr

ea
se

 e
du

ca
ti

on
al

 
ac

hi
ev

em
en

t,
 im

pr
ov

e 
he

al
th

 o
ut

co
m

es
, a

nd
 

th
us

 r
ed

uc
e 

po
ve

rt
y

G
ra

nt
 f

or
 

ed
uc

at
io

n
H

ea
lt

h 
gr

an
t

Po
or

 h
ou

se
ho

ld
s 

w
it

h 
ch

ild
re

n 
6 

to
 1

7 
ye

ar
s

Po
or

 h
ou

se
ho

ld
s 

w
it

h 
ch

ild
re

n 
0 

to
 6

 y
ea

rs
, 

ex
pe

ct
an

t 
or

 n
ur

si
ng

 
m

ot
he

rs
, e

ld
er

ly
 o

ve
r 

65
, 

di
sa

bl
ed

 p
er

so
ns

, a
nd

 
ad

ul
ts

 in
 e

xt
re

m
e 

po
ve

rt
y 

un
de

r 
65

R
ed

uc
e 

po
ve

rt
y

H
ea

lt
h 

ed
uc

at
io

n 

R
ed

uc
e 

ch
ild

 la
bo

r 

Ta
ke

 p
ar

t 
in

 s
oc

ia
l 

sa
fe

ty
 n

et
 

O
po

rt
un

id
ad

es
b —

M
ex

ic
o

In
cr

ea
se

 h
um

an
 c

ap
it

al
 

st
oc

k 
of

 f
am

ili
es

 in
 

ex
tr

em
e 

po
ve

rt
y 

R
ev

en
ue

 t
ra

ns
fe

r 
R

ev
en

ue
 t

ra
ns

fe
r 

Po
or

 h
ou

se
ho

ld
s 

w
it

h 
ch

ild
re

n 
in

 
3r

d 
to

 9
th

 g
ra

de

E
xp

ec
ta

nt
 o

r 
nu

rs
in

g 
m

ot
he

rs

Sc
ho

ol
 s

up
pl

ie
s

B
as

ic
 h

ea
lt

h 
ca

re
 

pa
ck

ag
e

In
fa

nt
s 

0 
to

 2
 y

ea
rs

 a
nd

 
ch

ild
re

n 
2 

to
 4

 y
ea

rs
 w

ith
 

sy
m

pt
om

s 
of

 m
al

nu
tr

iti
on

 

In
ce

nt
iv

es
 fo

r 
ed

uc
at

io
na

l c
en

te
rs

 
(s

up
pl

y 
sid

e)

N
ut

ri
ti

on
al

su
pp

le
m

en
ts

In
st

ru
ct

io
ns

 in
 

he
al

th
, n

ut
ri

ti
on

, 
an

d 
di

se
as

e 
pr

ev
en

ti
on

In
ce

nt
iv

es
 f

or
 

he
al

th
 c

en
te

rs
 

(s
up

pl
y)

(c
on

ti
nu

ed
)

378



T
ab

le
 1

1.
3 

C
ha

ra
ct

er
is

ti
cs

 o
f 

C
on

di
ti

on
al

 C
as

h 
T

ra
ns

fe
r 

Pr
og

ra
m

s 
(c

on
ti

nu
ed

)

C
ou

nt
ry

 p
ro

gr
am

O
bj

ec
ti

ve
s 

C
om

po
ne

nt
s 

T
ar

ge
t 

po
pu

la
ti

on
  

E
du

ca
ti

on
H

ea
lt

h 
an

d 
nu

tr
it

io
n 

E
du

ca
ti

on
H

ea
lt

h 
an

d 
nu

tr
it

io
n

R
ed

 d
e 

Pr
ot

ec
ci

ón
 

So
ci

al
—

N
ic

ar
ag

ua
Pr

om
ot

e 
bu

ild
up

 o
f 

hu
m

an
 c

ap
it

al
 in

 
ho

us
eh

ol
ds

 in
 e

xt
re

m
e 

po
ve

rt
y

G
ra

nt
 f

or
 

ed
uc

at
io

n
C

as
h 

gr
an

t 
fo

r 
fo

od
C

hi
ld

re
n 

6 
to

 1
3 

ye
ar

s 
en

ro
lle

d 
in

 
pr

im
ar

y 
sc

ho
ol

 (1
st

 
to

 4
th

 g
ra

de
)

C
as

h 
su

bs
id

y 
fo

r 
po

or
 h

om
es

, 
he

al
th

 s
er

vi
ce

s 
ta

rg
et

in
g 

ch
ild

re
n 

0 
to

 5
 y

ea
rs

Su
pp

or
t 

fo
r 

sc
ho

ol
 

m
at

er
ia

ls
H

ea
lt

h 
an

d 
nu

tr
it

io
na

l
ed

uc
at

io
n

Su
pp

ly
 in

ce
nt

iv
es

Ba
sic

 h
ea

lth
 c

ar
e 

pa
ck

ag
e 

fo
r 

un
de

r-
 

5 
ch

ild
re

n

Su
pp

ly
 in

ce
nt

iv
es

So
ur

ce
: R

aw
lin

gs
 a

nd
 R

ub
io

 (
20

04
),

 a
do

pt
ed

 a
nd

 u
pd

at
ed

 b
y 

au
th

or
s.

 
N

ot
e:

a.
 U

nd
er

 2
00

4 
la

w
, B

ol
sa

 E
sc

ol
a,

 B
ol

sa
 A

lim
en

ta
çã

o,
 C

ar
ta

 A
lim

en
ta

çã
o,

 a
nd

 A
ux

ili
o-

G
as

 a
ll 

m
er

ge
d.

b.
 P

ov
er

ty
 p

ro
gr

am
 c

on
ti

nu
es

, e
xp

an
di

ng
 t

o 
ur

ba
n 

fa
m

ili
es

 in
 e

xt
re

m
e 

po
ve

rt
y.

379



380 mesa-lago and márquez

These programs target households in poverty for cash payments, condi-
tioned on the beneficiaries’ fulfillment of certain requirements for invest-
ment in human capital, such as educational assistance for their children, 
medical checkups for children and mothers, and nutritional instruction 
for adults. Within the range of existing programs, these three characteris-
tics—cash transfers, targeting, and the condition or requirement of human 
capital investment—are inseparable and have important implications in 
the design and operation of the programs.

Direct cash transfer to families, instead of indirect funding of services or 
subsidizing certain consumer goods, offers the major advantage of allow-
ing families to exercise their preferences in using the cash resources. At the 
same time, cash transfers involve lower transactions costs than equivalent 
programs of in-kind subsidies, and do not encourage secondary markets 
that could deplete the transfer of some of the resources (Rawlings 2004).

The targeting systems use identification instruments based on geo-
graphical location, income, and household assets. Centralized operations 
and the use of empirical verifiable information (social and topographical 
surveys) help to minimize erroneous inclusions and exclusions, although 
they generate significant program operating costs. Centralization also 
tends to reduce the scope of action of local government, which from a 
training perspective should be a major actor in the strategy to combat 
poverty (Rawlings 2004).

The conditioning of resources on health and education investment is 
one of the most promising features of this type of program. The require-
ments for school enrollment, academic assistance, medical checkups for 
children (and frequently, pregnant or nursing mothers), and nutritional 
education for mothers targeted by the program tend to leverage invest-
ment in family human capital and break the cycle of intergenerational 
poverty. Furthermore, these programs tend to raise public pressure to 
improve the availability and quality of educational and health services 
(Rawlings 2004).

Mexico was the pioneer when it introduced the PROGRESA (PROG-
RESS) program in August 1997. The program resulted from Mexican 
government concerns that high poverty levels persisted, particularly in 
rural areas, despite the quicker pace of growth in the 1990s. According to 
the diagnostic of the administration of then President Ernesto Zedillo, the 
existing transfer programs in Mexico failed to reach the poorest citizens 
(among other reasons, because they were subject to local political manipu-
lation) and also had excessive administrative costs (the outcome of policy 
and program fragmentation, see Coady [2003]). With poverty correlated 
to extremely protracted and low-level human capital development, these 
programs failed to raise the ability of the poor to develop their human 
capital (Levy 1994).

PROGRESA was an innovative conditional cash transfer program that 
targeted families living in extreme poverty in rural areas for resource 
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transfers. Few social policy programs in the region have been as successful. 
Evaluations of the program are unanimous in their identification of the 
important effects on the well-being and income-generating capabilities of 
the beneficiaries (Skoufias 2001). The program continues to be replicated 
in far-flung countries of the region, and in Mexico itself the program was 
extended to semi-urban and urban areas in 2001, under the name Opor-
tunidades (Opportunities). 

The program consists of cash transfers equivalent to approximately 20 
percent of family consumption of targeted beneficiaries, who are among 
the poorest sectors of the population. The assistance is conditioned on the 
attendance of minor children at school, and family members attending 
health centers. The distinct feature of the program is the targeting mecha-
nism that operates in three phases: first, the poorest rural communities are 
selected; next, the poorest families in the community are identified; in the 
third phase, the program meets with the local community to review the 
targeting and selection procedures.

The formal targeting procedure is intended to prevent local political inter-
ests from manipulating the selection process. The program is federal, the locali-
ties are selected by federal government employees, and the transfers go directly 
to the beneficiary families, bypassing the state and local governments. 

From a decision-making perspective, one of the most outstanding 
features of the Oportunidades program was the emphasis on program 
evaluation conducted by independent outside evaluators. Facing the 2000 
elections in which the official party’s hold on government was seen to be 
slipping, an effective and credible assessment was essential to keep the 
program above reproach in the electoral contest and ensure its continued 
existence, notwithstanding a change in the party in power. The program 
evaluations, through objective, credible information, lent support to the 
perception that the program resources were reaching the poor (at least to 
a greater degree than in traditional programs) and reaching them and them 
alone (thus, program targeting was efficient). 

Honduras began to implement the PRAF II program in late 2000, as 
the successor to the PRAF program, originally designed as nonconditioned 
income transfers that would boost aggregate demand. However, PRAF II 
became a program of conditional cash transfers, targeting families liv-
ing in extreme poverty. The new program targeting was more attuned to 
identifying these families, and the program included a series of measures 
(demand subsidies) in the areas of education, health, and nutrition that 
were geared toward breaking the intergenerational cycle of poverty. It also 
included elaborate system monitoring and assessment.

The Nicaragua Social Safety Net (la Red de Protección Social) pilot 
program began in late 2000. It was geographically based to target groups 
in extreme poverty and had interventions in education, health, and nutri-
tion designed to reinforce children’s school attendance and to increase the 
use of health and nutritional services. Both sectors of the program include 
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supply-side incentives in the form of additional budget support to respond 
to the greater use of services by the families incorporated into the program 
(Morley and Coady 2003).

In Jamaica, in 2001, the Programme of Advancement Through Health 
and Education (PATH) was launched as part of a comprehensive reform of 
the social safety net. Families living below the poverty line receive a cash 
transfer and assistance with free or subsidized access to selected health and 
education programs. The program consolidates a series of interventions 
that previously targeted children and senior citizens, who are incorporated 
into a sole beneficiary targeting and identification system. 

Colombia began to implement the conditional cash transfer program, 
Familias en Acción (Families in Action), in 2002, in response to the most 
acute economic crisis in at least 70 years. The program was presented as 
a replacement for a series of benefits and services that were considered 
poorly focused and ineffective as a means to encourage family investment 
in human capital. Cash transfers are targeted to the poorest quintile of 
the urban and rural populations, and include monetary incentives for 
household investments in education, health, and nutrition (Attanasio and 
Mesnard 2005).

PETI was one of the first conditional cash transfer programs; it was 
designed to fight the most dangerous kinds of child labor in Brazil. The 
program attempts to induce families to register their children in the school 
system, and thus remove them from the labor market.

Bolsa Família (Family Basket) was launched in Brazil in 2003. The pro-
gram consolidated within a single operation the subsidies provided under 
Bolsa Escola (School Bag), Bolsa Alimentação (Nutritional Basket), Carta
Alimentação (Nutritional Record), and Auxílio-Gas (Fuel Assistance). 
The PETI program has been maintained separately, because its goal (to 
reduce child labor) is remedial and not preventive as is Bolsa Família. PETI 
awards a subsidy to families living below the poverty line, which is condi-
tioned on school attendance and attendance at health centers by pregnant 
mothers and all children in the family. It is expected that the incorpora-
tion of all these programs into Bolsa Família will promote efficiency and 
improve targeting policies of social assistance in Brazil.7

Results and Pending Issues

The general view that emerges from the growing body of literature ana-
lyzing the effectiveness of direct cash transfer programs is that they are 
efficient in meeting their goal to reduce poverty. Levy (2005, 132) finds 
in reference to Mexico’s PROGRESA program that “the evaluations of 
impact conducted in rural areas show that the program is cost effective, 
and has made a positive impact on education, health, and nutrition.” The 
findings of the impact evaluations in rural areas show that the program 
is cost-effective, it selects its target population appropriately, and it has a 
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positive impact on education, health, nutrition, and diet. The evaluators 
have indicated that these programs are effective in targeting groups that 
had never received support from the central government, that they are 
effective in inducing behavioral changes among the poor, and that the 
programs themselves have managed to avoid the pitfalls of patronage. 

A key innovation of the conditional cash transfer programs has been 
the strategic use of evaluations as tools to improve the survival and growth 
of these programs. The evaluations are incorporated into the program 
design and show that the programs have been efficient and effective in 
protecting the incomes of the poor and promoting the buildup of human 
capital (Coady, Grosh, and Hoddinott 2004; Rawlings 2004; Rawlings 
and Rubio 2004). The evaluations have provided accurate measures of 
the impact on educational achievement and nutritional status of target 
populations; moreover, they have made information available on current 
and future program beneficiaries, which affords an additional element to 
protect them from political interventions and changes in priorities pro-
moted by passing political majorities. 

In recent years, an important body of literature has described and 
debated evaluations of conditional cash transfers.8 All the cases reviewed 
found that these transfers increase primary school attendance and, where 
applicable, secondary school attendance. Another frequent effect observed 
is a reduction in child labor. Programs have had an impact on nutritional 
and health indicators, frequently associated with micronutrient distribu-
tion. Beneficiaries of these programs show fewer nutritional problems, 
low incidence of disease, and increased vaccination coverage. In all cases, 
the consumption level of beneficiary groups has improved as a result of 
their participation in the programs. The evaluations have found that more 
than 80 percent of the resources earmarked for these programs reach the 
poorest 40 percent of families. 

Conditional cash transfer programs have become the cornerstone of 
social protection policies in several countries that have implemented them. 
None of these programs, however, are poised to create incentives for fami-
lies to graduate from social assistance programs to regular social security 
programs that depend on employment. In the end, not even the most 
efficient social assistance program can eliminate poverty if the economy 
fails to produce the high-quality jobs necessary for program beneficiaries 
to enter into “normal” social security programs.

Moreover, many analysts argue that the design and implementation of 
these programs demand many scarce highly qualified human resources, 
diverting these resources from the key task of reforming the educational 
and health systems so that they can become more efficient. The poor qual-
ity of these systems is at the root of many of the problems that led these 
families to become vulnerable and trapped in poverty. Moreover, should 
the health and educational systems fail to improve the quality of ser-
vices, the effect of the conditional cash transfer programs becomes that of 
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turning low-income beneficiaries into consumers of low-quality services. 
Despite this, many defenders of these transfers argue that the pressure 
from the beneficiaries who now attend and use these services can become 
a catalyst for change. The available evidence does not confirm either of 
these two positions.

Finally, it is only reasonable to address the question of whether pro-
grams useful in attending to needs of families in extreme poverty in rural 
areas will be as helpful as an instrument for general social assistance. The 
preliminary evaluations of Oportunidades9 suggest that the extension to 
urban areas of programs originally designed for rural areas has not led to a 
loss of effectiveness or efficiency. Even though these assessments give cause 
for optimism, it will be necessary to proceed with caution, in light of the 
small number of experiences available for observation.

Notes

1. For a detailed discussion of the “traditional model” in social policy and 
changes to it, see Franco (1996) and Molina (2002).

2. Traditional nonexport sectors record lower contribution rates than export 
sectors, possibly because of the smaller size of units in the former and their conse-
quently lower revenue profile.

3. This section is based on Mesa-Lago (2004a, 2004b, forthcoming), unless a 
different source is specified.

4. AIOS groups managers of pension funds, and therefore does not include 
administrators of “traditional” prereform public pension systems.

5. See Tendler (2000).
6. See Ravallion (2000).
7. See PR-2912, Brazilian proposal for a loan to support the social protection 

system, Inter-American Development Bank, November 2004.
8. See Aedo (2005) and Rawlings (2004) for references to evaluations published 

on conditional cash transfer programs. 
9. See PR-2919, Mexican proposal for a loan to support the Multiphase pro-

gram for the consolidation and expansion of Oportunidades Human Development 
Program, Phase II, Inter-American Development Bank, February 2005.
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12

Education Reform as 
Reform of the State: 

Latin America Since 1980
Juan Carlos Navarro

Between 1980 and the start of the 21st century, Latin American edu-
cation systems underwent a constant wave of reforms. The backdrop for 
this reformist activism was a broad social agreement to bring all children 
and young people into the education system, and make their stay in the 
education system longer and more significant. 

Education reform took place in practically all countries of the region, 
although with a wide range of intensity and consistency. In Brazil, the 
reform process affected most aspects of education policy during the eight 
years of the Cardoso administration (1995–2002) and had a visible and 
positive impact on education indicators. In the Brazilian interior, vari-
ous state governments implemented noteworthy reforms in areas such 
as school autonomy (Minas Gerais) and accountability (Curitiba). Chile, 
under the Concertación governments since 1990 has maintained a con-
stant rate of reform thanks to a national consensus establishing education 
reform as a priority. Chile implemented more education reforms than any 
other country in the region (see box 12.1), and now has outstanding edu-
cation indicators, although it faced severe problems improving the quality 
of learning. Since 1990, Colombia made successive attempts to introduce 
legal reforms by decentralizing the provision of education services and 
introduced impressive innovations in school districts and specific regions 
in areas such as education vouchers, teacher evaluation, and public-private 
partnerships for school administration. Uruguay adopted original reforms 
in the 1990s that produced well-documented results. Argentina decentral-
ized the education system and changed the curriculum dramatically, but 
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the execution of reform has been uneven and some of the initial designs 
have been altered and even reversed due partly to economic volatility. 

Since 1993, Mexico has been ambitiously decentralizing education 
and implementing numerous special programs designed to improve its 
equity and quality, with visible results. The Dominican Republic, after 
the adoption of a 10-year plan in the early 1990s, followed a straight and 
continuous path in which successive administrations prioritized education 
development, producing a significant jump in coverage and the quantity 
and quality of resources devoted to education. El Salvador came out of 
its civil war of the 1980s amid a national dialogue on the importance of 
education in national development, which has generated consistent and 
effective education policy for over a decade. Nicaragua has been a pioneer 
in experimentation with school autonomy, giving parent-teacher associa-
tions unusual powers to organize the school process. Since the early 1990s 
Bolivia has maintained vigorous education reform, which has had some 
successes and failures, but has not come to a halt. 

These broad strokes do not do justice to the dimension and richness of 
the reforms in each country, and leave out important reforms in countries 
not included in this short list. The countries of the region have diverse 
educational conditions, which make any significant attempt at synthesis 
difficult (Urquiola and Calderón 2005). The development of an exhaus-
tive and detailed overview of education reform in Latin America, a more 
ambitious task for which there are excellent sources,1 is outside the scope 
and intent of this chapter. 

The starting point for this chapter is the evidence that most of the 
important education reforms since the mid-1980s in Latin America were 
institutional. The prevailing consensus among experts and education 
authorities in the region was that it was not sufficient to improve the 
strictly pedagogical aspects of the education process—changes were also 
needed in decision making, the relation of government to citizens, and 
the responsibilities of the various levels of government and their structure 
and capacities. So, curriculum reform; investments in infrastructure, text-
books, and teacher training; and provision of computers for schools had, 
as always, a good space in the activity of the ministries of education. At the 
same time, however, issues such as decentralization, evaluation, account-
ability, community participation, and school autonomy became part of the 
shared language of education reformers throughout the continent. 

This chapter reviews the main trends in education reform insofar as 
they relate to state reform. One of the most radical ways in which a state 
can reform is through redistribution of the responsibilities of each level of 
government—three in most countries: national or federal, state or provin-
cial, and municipal or local. Another important reform mechanism is to 
strengthen the capacity of a government to perform an essential function 
for which it previously lacked adequate power or structure. Finally, the 
third major current of state reform involves the redistribution of tasks that 
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Box 12.1 A Catalog of Education Reforms: 
Broad and Sustained Education Reform in Chile 

Although the experience of any one country in particular should not be 
taken as a model or paradigm for reforms in others with different condi-
tions, histories, and resources, the Chilean education reform is remark-
able for its continuity and its features, present in most Latin American 
reforms in different combinations. After the stimulus of municipalization 
and introduction of the voucher system in the 1980s under the mili-
tary government, neither of which was reversed, the governments of the 
democratic Concertación directed their reform efforts into (according to 
the synthesis by Arellano 2005) the following: 

• Expansion of coverage, particularly in secondary education, and 
increased time on task through the introduction of full-time school-
ing

• New teaching materials, complete curriculum modernization, and 
intensive teacher training, all aimed at improving classroom work 

• Stimulus for programs focused on assisting students in difficulty or 
at risk of dropping out, in the poorest urban schools, and in rural 
and remote areas 

• Improvement of the working conditions for teachers, contributing 
to a recovery in the prestige of the teaching profession 

• Gradual introduction of new information and communication 
technologies in the schools 

• Improvement of performance evaluation instruments in the school 
system (modernization of the national evaluation system and par-
ticipation in international comparative testing) 

Although no other country in the region has launched a general 
voucher program (Colombia made some local experiments that were 
not continued) most have tried some variant of decentralization, as 
will be seen later in this chapter. The 1990s was the decade of expan-
sion of secondary education in almost the entire region, and also the 
era of recovery of education funding (after the penury of the 1980s), 
as well as curriculum change. In most countries, these initiatives were 
implemented using targeting mechanisms in combination with numer-
ous compensatory programs. Teacher pay levels recovered, although no 
country succeeded in introducing incentive and evaluation measures as 
well defined as Chile’s. Attempts, often ambitious although not always 
successful, to introduce information technology into the learning pro-
cess have been widespread, and the development of assessment systems 
has also been common. 

Source: Author’s compilation.
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public policy assigns to the public sector rather than the private sector in a 
defined area of activity. Based on the broad spectrum of education reforms 
implemented in Latin America in recent years, the key aspects of the three 
main lines of reform are described below: 

• Decentralization—the transfer of responsibility for managing signifi-
cant aspects of the education system from the national government 
to other levels.2 This point also includes extreme cases of decentral-
ization, such as the reforms centered around the notion of school 
autonomy. 

• Development of evaluation systems—the institutionalization of systems 
for measuring the quality of learning in schools and universities, together 
with their use in improving education policy and debate. 

• Public-private partnerships—associations in which private provision 
of education gains special prominence through some process, some-
times spontaneous but preferably planned, complementary to public 
action on education. 

These three lines encompass many of the aspects of reform that have led to 
fundamental changes in the public organization of the provision of education. 
Decentralization introduced subnational governments as actors with respon-
sibility for education. Evaluation systems involved the acquisition of a capac-
ity, generally at a national or central level, that was previously nonexistent 
in the public education sector—state reform resulted from the creation and 
institutionalization of this capacity. Finally, public-private partnerships led to 
a change, although in limited areas, of the basic organization of the educa-
tion sector, modifying the traditional model consisting of a public monopoly 
accompanied by a group of private schools restricted to an elite clientele. As 
will be seen, these three lines of reform represent sweeping changes experi-
enced throughout the length and breadth of Latin America, on which there is 
sufficient experience, although not always conclusive evaluations, to attempt a 
preliminary assessment from which some lessons can be extracted. 

Decentralization

The most common institutional reform in education in the 1990s was 
the transfer of administration and, to a lesser extent, financing of public 
school systems to subnational levels of government, especially in the geo-
graphically largest countries (table 12.1). 

The Argument for Decentralization 

In the 1980s, decentralization had already made good headway in Brazil 
and Chile.3 The main justification for decentralization was the complexity 
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and diversity of the education system, which made management difficult 
for a bureaucratic center devoted to controlling the last administrative 
detail of schools that were often thousands of kilometers away in systems 
counting students in millions and teachers in the hundreds of thousands. 

This is a well-founded diagnosis. Latin American education systems 
have been strongly controlled during most of their histories by central 
ministries. Decisions on who teaches, how and how much teachers are 
paid, and what is taught have been remote from the local and regional 
communities and the authorities that represent them. The central ministry 

Table 12.1  Level of Government with Responsibility for Education

Country 1980 2005 a

When
decentralization

began b

Argentina National Provincial 1976, 1991

Bolivia National Municipal 1994

Brazil National/state State/municipal 1988, 1995

Chile National Municipal 1981

Colombia National Dep./municipal 1991, 2000

Costa Rica National National –

Dominican Rep. National National –

Ecuador National National –

El Salvador National National/school 1991

Guatemala National National/school 1994

Honduras National National 1995

Mexico National State 1993

Nicaragua National National/school 1993

Panama National National 1998

Paraguay National National 1998

Peru National National –

Uruguay National National –

Venezuela National National 1989

Source: Author’s compilation. 
Note:
a. Cases in which a country had education decentralization initiatives but the 

level of government is still national in 2005 means an unconsolidated or completely 
reversed process of decentralization.

b. Multiple years indicate various important decentralization initiatives.
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has rarely had the capacity to supervise school operations, even in areas 
as simple as checking whether classes actually take place, if teachers and 
students attend, and if the content stipulated in national study programs 
is covered, much less to know if any significant learning is taking place. 
The central education ministries came to be in many cases more effective 
at suppressing innovation than at guaranteeing the functioning and the 
quality of education processes and results. Decentralizing reforms were 
intended to correct this incompetent centralism. 

Bringing decisions closer to users also offers the expectation of improv-
ing accountability and democratic control of public decisions. Taking 
for granted the heterogeneity of preferences among citizens of different 
jurisdictions on the level and characteristics of a semipublic good such 
as education, subnational governments have some advantages in produc-
ing it more efficiently. From the start, this argument provided a strong 
foundation for decentralizing initiatives in education, and counteracted 
the reservations of those who saw in decentralization a serious risk to the 
coherence of the systems and even to the maintenance of a unified national 
culture.4

Experiences of School Autonomy 

The principles of efficiency, participation, and convergence between the 
information and decisions that underpin the education decentralization 
processes, just described, had their boldest realization in a series of experi-
ences of school autonomy implemented by several countries in the 1990s. 
Following Espínola (2000), school autonomy experiences can be classified 
into two groups according to whether the autonomy transferred to the 
school is mainly concerned with managing the school process or with the 
teaching strategies to be practiced in each school. The best documented 
and disseminated experiences of the first type are those of Nicaragua and 
Minas Gerais state in Brazil, while Argentina, Chile, Colombia, and Uru-
guay introduced important initiatives of the second type. 

For management autonomy, three areas of decision making have been 
generally transferred to the school level: election of directors, evaluation 
and supervision of teaching staff, and administration of modest financial 
resources, generally for maintenance of the structure or for special pro-
grams supplemental to the basic curriculum. Of these three areas, election 
of directors seems to have had the least consequence; in contrast, teacher 
evaluation has had a stronger impact. A series of evaluations of these 
experiences of management autonomy shows that they were effective in 
increasing student enrollment and attendance, reducing teacher absentee-
ism, improving the contribution and involvement of parents in the educa-
tion of their children, and improving use of the resources under manage-
ment (Arcia and Belli 2001; Espínola 2000; King, Rawlings, and Ozler 
1996; Paes de Barros and Mendonca 1998; PREAL 2000; Winkler and 
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Gershberg 2000). The evidence does not support, however, the existence 
of a causal link between autonomy and better learning results; Nicaragua, 
for example, provides indications that the inequality of results between 
schools may have increased. The few clear results for teacher autonomy 
are mainly restricted to a positive impact on the motivation of teachers 
and directors. 

An important fact documented by the latest research in the area (Gun-
narsson and others 2004) is that adoption of a school autonomy policy 
tends to benefit schools that previously had greater management capacity 
and better leadership from the director or the education community, but 
may not have appreciable effects on schools that lack these characteristics. 
Experience shows that effective adoption of school autonomy schemes is a 
gradual process requiring a competent and prolonged commitment by the 
central authorities to guide and educate the actors in the school context 
(families, teachers, students, directors). 

Decentralization in Context 

Education decentralization must also be examined in the broader context 
of the political and administrative decentralization in the region during 
this period (see chapter 7). The state organization devoted to education 
services was affected by the general trend toward greater political and 
social participation, and development of directly elected subnational gov-
ernments with growing autonomy and management capacity. This helps 
explain why education decentralization made progress even with opposi-
tion from the teachers’ unions, which in general have viewed such reform 
as a serious threat to their negotiating power at a national level. 

In fact, despite strong arguments in favor of education decentraliza-
tion reforms whereby education policy itself dictates the decisions and 
the timing of the process, it has been usual for changes or circumstances 
that are beyond the strict education policy sphere to lead to education 
decentralization.

In Argentina, decentralization suffered from an early association with 
the military government, which promoted the decentralization of primary 
education. When the democratic government embarked on decentraliza-
tion of secondary education in the 1990s, the initiative was led by the Min-
istry of Finance and, to a large extent, imposed on the provinces, which 
resisted taking on the new responsibilities without corresponding financial 
support. So what could have been a carefully implemented core education 
policy, appeared from the start to be part of a fiscal austerity program of a 
central government keen to strip itself of expenditure responsibilities. 

Venezuela provides another example of the impact of comprehensive 
state reform on education. In the late 1980s, the direct election of gover-
nors and mayors led to legislation that explicitly transferred education 
responsibilities, among others, to states and municipalities. The result 
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was a wave of education innovations sponsored by state and local gov-
ernments, as well as considerable expansion of public expenditure on 
education resulting in an explosion of social demands directed at the new 
subnational authorities (Navarro 2000). In this case, the appearance of a 
new relationship between voters and elected authorities in the framework 
of the state reform process created incentives that intensified collective 
action in education and spurred the introduction of new approaches and 
experiments at the local level, some of which later became influential at 
the national level. 

Even in Mexico, in which it can be argued that decentralization was part 
of a policy of improving the efficiency and quality of education, the elected 
governors—particularly governors elected from political parties other than 
the party that had historically controlled the national government—were 
decisive players in the adoption and implementation of ANMEB (Acuerdo
Nacional para la Modernización de la Educación Básica, or National 
Agreement for the Modernization of Basic Education), the political agree-
ment that initiated education decentralization in Mexico. 

It should not be inferred from cases such as this, however, that subna-
tional governments have always welcomed education decentralization. In 
Colombia in the early 1990s, municipalities resisted taking on responsi-
bilities for which they were not physically or organizationally prepared, 
which led to the stagnation of the education decentralization process in 
that country (Lowden 2004). In Venezuela, education decentralization 
moved toward giving subnational governments more to do in education, 
but not in the usual sense of accepting transfers of responsibilities and 
schools that had been in the hands of the national government. The main 
reason was that the practical fiscal aspects of these transfers could never 
be defined to the satisfaction of the subnational authorities. 

Impact of Decentralization 

To understand the dynamic of decentralization, its impact and results 
must be analyzed. These can be discussed on at least two levels: 

• Educational outcomes—has education decentralization led to better-
quality learning, to more equitable opportunities and better educa-
tion results, or to more efficient education systems? 

• Education policy making—after the decentralizing reforms, to what 
extent have education policies become more stable, presided over by 
better technical and managerial capacities, in tune with the public 
interest, capable of resisting drastic changes in the economic and 
political environment, and less conflictive? 

Relatively little is known about the impact of decentralization on learn-
ing results. In the most rigorous study available, Galiani and Shargrodsky 
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(2002) found that, on average, a positive effect can be detected in the 
scores on standardized examinations taken by Argentinian children as a 
result of the decentralization process. However, in what seems to clearly 
parallel the results of studies on the impact of school autonomy, the same 
researchers detected that the favorable effects of decentralization were 
concentrated in schools and provinces that started off with better capacity 
to manage resources, but was not discernible in schools or provinces with 
precarious institutional or socioeconomic conditions. 

Nonetheless, overwhelming evidence suggests that attempts to decen-
tralize education have produced a legacy of institutional capacity for for-
mulating and implementing education policy in subnational governments, 
where before it was practically nonexistent. No doubt, the growth of insti-
tutional capacity has been irregular. Local politics has been shown to be 
equally powerful but not necessarily more constructive than national poli-
tics when it directly influences the functioning of education systems.5 In 
some countries, years of decentralization have failed to produce growth in 
capacity commensurate with the importance of the responsibilities assigned 
in education, and as expected, in all countries, institutional strengthening 
has progressed much more rapidly in some jurisdictions than in others.6

Finally, education decentralization has not been without pure and simple 
failures and reversals. 

However, because the development of subnational public administra-
tions is a benefit, decentralization comes out favorably in the balance. The 
reforms began a dynamic of change that has taken on its own momentum. 
In a decision-making process in which the teachers’ unions and national 
authorities were normally the exclusive participants, there is now a third 
actor—the subnational governments—with the strength to make their 
points of view heard.7

Especially in large countries, improvement in capacity of subnational 
governments has facilitated management of education systems. Certain 
institutional developments in Argentina, Brazil, and Mexico reveal that 
the maturing of the education decentralization processes is leading to 
coordination between levels of government that goes beyond the original 
design of the decentralizing reforms. The Federal Council in Argentina or 
the regular policy dialogue meetings between the Secretariats of Education 
of the states and the federal authorities in Mexico are examples of coordi-
nation that are improving the coherence of education policies, 10 years or 
more after the initial decentralization measures. 

Additionally, on several occasions state or municipal governments have 
produced education innovations of great value for the design of national 
reforms. Much of the knowledge about the effects of a radical program 
of school autonomy is due to the extraordinary experience gained since 
the mid-1980s in Minas Gerais state in Brazil. The introduction of full-
time schools by the Mérida state government in Venezuela created, over 
the years, a national consensus on the need to move the entire education 
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system in the direction of full-time schools, a consensus that is still being 
implemented despite a succession of administrations with diverse political 
orientations and persistent and deep disagreements on decentralization of 
education policy. In Colombia, the Bogotá School District has justifiably 
gained a reputation as a source of innovations in education policy, and has 
attracted international attention and become a source of inspiration for 
other reformers. The examples could be expanded. 

These positive changes have to be contrasted with other facets of decen-
tralization that were not always equally constructive. Although decentral-
ization was frequently understood as a policy that required changes in the 
structure and functions of the traditional central ministry, in practice the 
consequences of this principle were not always correctly interpreted. In 
some cases, this led to a weakening or deterioration of the capacities of 
the Ministry of Education at a time when the subnational levels were still 
institutionally underdeveloped, leaving a negative balance in capacity for 
design and implementation of education policies.8

Education Decentralization and Fiscal Federalism 

The most serious weakness of education decentralization processes in 
Latin America has been in another area: the difficulty of adjusting the 
fiscal system to the decentralization of administrative policy of the sec-
tor. Although important decisions have been made on transfers of powers 
to states and municipalities, and in some cases the autonomy enjoyed 
by these levels of government in education policy has increased, these 
transformations have rarely been accompanied by fiscal transfers or tax 
schemes capable of creating well-financed systems with incentives that 
maximize the welfare of citizens. 

This is a basic problem of public choice: if a certain level of govern-
ment is given a responsibility—especially a significant and visible one 
such as the school system—maximization of citizen welfare requires that 
the transfer be financed, either through local taxes or through transfers 
from the central government that are credible and stable and that do not 
undermine the incentives for subnational governments to maintain fiscal 
discipline and efficiently provide services. Both alternatives are technically 
and politically complex. In practice, the complexity of this situation has 
prevented the development of reasonably stable fiscal arrangements that 
support education decentralization. 

In Argentina, Brazil, Mexico, and Venezuela, education decentralization 
took place and existed for years without efficient arrangements in fiscal fed-
eralism. In Argentina, the collapse of education financing by the states when 
fiscal revenue fell because of the recession in the late 1990s led to the tempo-
rary closure of various provincial systems, to an increase in labor conflicts in 
the education sector, and, ironically, to a de facto return to federal govern-
ment financing of education, in the form of “teacher incentive” payments.
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In Mexico, with the exception of some elements of rationality intro-
duced in the last few years through intense coordination between the 
Secretariat of Public Education and the Secretaries of Education of the 
states, fiscal transfers to the states for financing decentralized schools has 
followed largely ad hoc procedures that are in continuous negotiation 
year after year and state by state. In Venezuela the process of transferring 
schools from the central government to subnational governments came 
to a standstill following the refusal of state governments to assume the 
commitments with teachers on social benefits and pensions previously 
contracted by the central government. 

In this context, Brazil is the exception because of the financing reforms 
for the decentralized education system introduced in the mid-1990s. With 
the creation of FUNDEF (Fundo para Manutenção e Desenvolvimento do 
Ensino Fundamental e Valorização do Magisterio, or Fund for Mainte-
nance and Development of the Fundamental Education and Valorization 
of Teaching), the education responsibilities of states and municipalities 
were established by law, and an adequate financing structure was created 
to meet the system’s need for funds. Additionally, the central government’s 
role was to guarantee equity in expenditure, defining a spending floor 
per student and committing the ministry to supplementing the funds for 
states that could not achieve the minimum on their own. These reforms 
produced substantial improvements in student flows, equitable access, 
and educational achievement in Brazil, proving that an efficient financ-
ing scheme can make the difference between decentralization that cre-
ates problems and decentralization that creates excellent education results 
(Draibe 2004). 

The Future of Decentralization 

Decentralization reforms in Latin America have failed to solve several of 
the fundamental deficiencies of education in the region. These include 
the low quality of learning, which, according to all available evidence, is 
not improving and is still well below the achievements of the countries of 
East Asia and Organisation for Economic Co-operation and Development 
(OECD) countries. Although this issue will be returned to in more detail, 
a provisional conclusion is that the abundant and intense education decen-
tralization initiatives did not correct these deficient results. It is now clear 
that the change in the level of government responsible for management of 
certain schools does not necessarily lead to an improvement in the quality 
of learning. The schools may be better managed, or have better capacity 
to respond to the communities in which they operate, without necessarily 
producing a change in teaching practices, the capacities of teachers, the 
support they receive on the job, or the leadership that each school direc-
tor can offer. The probability that conditions conducive to making such 
changes exist in the schools can be higher when the education administra-
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tion resides in the local or provincial administration instead of in a remote 
bureaucratized central ministry, but even so, decentralization is not a suf-
ficient condition in itself. 

Consequently, although the most advanced and vigorous decentraliza-
tion processes will continue their courses, especially in geographically 
larger countries, in the next few years, decentralization will probably 
move to a secondary place on the menu of reforms favored by the educa-
tion authorities in the region. 

The Development of Assessment Systems

In the mid-1980s, immediately preceding the wave of education reforms 
covered by this chapter, it was not possible to determine how much stu-
dents were learning in the schools. With the exception of some pioneering 
efforts in a few countries, the capacity to collect standardized and rep-
resentative information about learning results simply did not exist. This 
issue is extremely important because one of the recurring objections to 
the management of school systems is that they are usually guided by mea-
sures of input—enrollment, expenditure per student, and the like—rather 
than by results. Learning is the final result of the school system; without 
information on this aspect, it is impossible to speak of a results-oriented 
education policy. The education results of a society are the product of 
innumerable decisions made by students and their families based on the 
information they acquire about the value of education and the quality and 
effectiveness with which providers are capable of delivering education. 
Lack of information on the results of learning considerably impoverishes 
these private decisions as well as public policy. 

The 1990s, in contrast, saw an exceptional chapter in the history of 
capacity building in evaluation of education systems in Latin America. 
Table 12.2 summarizes the progress of several countries.9

What Has Been Gained 

Each of the countries in table 12.2 has now, to differing degrees, attained 
the main components of solid institutional development in the evaluation 
area:

• a group (although not always sufficient to form a critical mass) of highly 
qualified specialists in the technical aspects of education evaluation

• sufficient funds to maintain the minimum effort needed to regularly 
collect information on learning achievement in primary and second-
ary education

• social and political legitimacy to develop their activities10
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• networks and international relations that nurture and support evalu-
ation activities in each country, and frequently lead countries to par-
ticipate in comparative international tests11

• a degree of institutionalization in the form of well-established ministerial 
departments or semi-independent institutes devoted to the organization, 
implementation, and analysis of learning assessment tests.

The countries of the region exhibit great disparities in consolidating 
these elements. Where they have matured most, they can be seen as an 
“evaluation-based education reform,” as occurred during the Cardoso 
administration in Brazil, thanks to the development of INEP (Instituto
Nacional de Estudos e Pesquisas Educacionais, or National Institute for 
Education Studies and Research), a sophisticated and powerful institute 
of education assessment in the Ministry of Education. Overall, these ele-
ments exemplify the acquisition of critical institutional capacities by the 
education ministries of Latin America without parallel in any other aspect 
of education policy. The education authorities now have extremely valu-
able information to steer their policies and establish priorities. A good 
part of the education debate and public pressure to produce improvements 
in the education systems—which comes from the media, the business 
community, the political opposition, and families—are based directly on 
results of national and international standardized assessment tests. The 
inclusion of education as a distinctively important component of concern 
for the competitiveness of Latin American economies is largely driven by 
information on test scores in mathematics, science, or language. 

Evaluation and Higher Education 

The growth of public capacities for education evaluation is not limited to 
primary and secondary levels. The tertiary level has also been a fertile area 
for the introduction of various evaluation initiatives. Many countries now 
have—unlike before 1990—university evaluation and accreditation pro-
grams. These mechanisms flourish because they are designed to improve 
the quality and accountability of higher education institutions and are 
characteristically accepted and even welcomed by those institutions, in 
contrast to reforms dealing with financing or governance mechanisms. 
The implementation of evaluation and accreditation systems in tertiary 
institutions and programs is a fundamental change in the function of the 
state in education because it incorporates the principle of accountability 
and the notion that production and dissemination of information that 
helps society and individuals make better choices, in this case in tertiary 
education, is an important public function. 

It is impossible to do justice here to the progress made in many coun-
tries in this area. Some examples, however, can illustrate the changes 
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involved.12 In El Salvador, the introduction of evaluation instruments in 
the late 1990s brought guiding principles and quality standards, which 
had been absent because of the armed conflict in previous years, into 
private higher education. In various countries specialized institutions have 
been created to promote and supervise accreditation processes, and in 
some cases, such as in Central America, international networks are being 
created to work in this direction. Brazil, in what is one of the most original 
cases, created Provão (“big test” in Portuguese) in 1997, an instrument 
that subjects all students in the final academic year of certain professional 
areas to a knowledge test considered the minimum necessary for later 
professional practice. The results, which rate the study programs of each 
institution with a letter grade that qualifies the students, are widely dis-
seminated, stimulating the programs and institutions that did not come 
out well in the first rounds to invest in improving their performance (Gui-
maraes 2002). 

The Next Frontier: Using the Evaluations 

The performance evaluations in primary and secondary education are 
not used as effectively as at the tertiary level, which is the Achilles heel 
of all this effort (Iaies 2003). Abundant information on how much 
children and young people are learning in Latin American schools is 
now available, but this information suffers from (a) underutilization—
although the databases are often available they are not adequately 
exploited in education research; (b) lack of dissemination—sometimes 
the supposed beneficiaries do not receive the information or receive 
it late and in an inadequate format; (c) poor adaptation of the design 
to the original purpose, such as when feedback is offered to schools 
based on sampling information that is inadequately disaggregated; 
and (d) negative political reaction that prevents the efficient use of 
the information collected, which usually happens either because the 
results are distributed to the public inadequately or because the gov-
ernment decides not to disclose the information because it appears to 
be unfavorable (Ravela 2002). 

Nonetheless, on certain occasions results of education evaluations have 
become a constructive part of public policy (Cueto 2005). The experiences 
of Chile with SNED (Sistema Nacional de Evaluación de Desempeño de 
los Establecimientos Educacionales, or National System of Evaluation of 
Performance of the Educational Establishment) and Mexico with Car-
rera Magisterial deserve special mention. In both cases, in the context of 
complex methodologies for granting monetary incentives to teachers, test 
results provide irreplaceable information for determining which teach-
ers made better contributions to student learning (Vegas and Unmansky 
2005).
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How to Build Institutional Capacity in Education 

Why exceptional achievements in this area of state capacities have been 
made and not in others has yet to be examined in depth. The following 
reasons can be suggested: 

• The creation of these capacities is related, to a point, to general im-
provement in the professionalism and institutional capacity of the 
education ministries, but has gone much further, much more rapidly, 
than improvements in other areas. Even areas seemingly directly 
related to evaluative capacities, such as education statistics, have 
failed to achieve similar institutional development. In countries in 
which stagnation, or even reversal, of the capacities of the education 
ministries can be detected, the evaluation area has remained solid. 
This progress has been sufficiently rapid, general, and substantial 
as to be the exclusive result of better public education management. 
Consistency and continuity in the development of education evalu-
ation capacities are even more worthy of recognition seeing as the 
test results tend to be very disappointing, showing that learning in 
schools leaves a lot to be desired across the region.13

• From a political point of view, the growing priority given to educa-
tion by the political, social, and business leadership of Latin Amer-
ican societies may have been a contributing factor. The trigger for 
many of the most important education reforms in many countries 
has been the conviction of the elites that the competitiveness of the 
national economy has to be improved and that investment in hu-
man capital is critical in the contemporary global economy. Hand 
in hand with political priority has been priority in the assignment 
of resources,14 which affected accountability and the demand for 
information by finance ministries, lawmakers, and taxpayers in 
general. 

• At least part of the achievements in evaluation capacity can be cred-
ited to the consistency of international efforts in this area. The re-
gional summits of heads of state have recognized the importance of 
evaluation. In particular, the Summit of the Americas in Santiago, 
Chile, in 1999 created a regional program for exchange of experiences 
and consensus building on initiatives on learning evaluation. Both the 
Inter-American Development Bank and the World Bank have been 
prioritizing evaluation capacity in their education operations for over 
a decade, thus strengthening the priorities of the governments. They 
have also played an important role in regional cooperation efforts, 
particularly the Latin American Laboratory of Education Quality 
(LLECE, a UNESCO initiative), which not only conducted a regional 
comparative test, but accompanied the test with programs deliber-
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ately designed to strengthen countries’ technical evaluation capacity. 
Additionally, the operation of networks, originating in OECD coun-
tries through initiatives such as Program for International Student 
Assessment (PISA) and Third International Math and Science Study 
(TIMSS), have had a beneficial effect, acting as sources of techno-
logical transfer and contributing legitimate international standards 
to education evaluation programs in Latin America (Tiana 2000). Fi-
nally, professional and specialized networks such as the one promoted 
by Partnership for Educational Revitalization in the Americas/Group 
for the Analysis of Development (PREAL/GRADE) continue to play a 
vital role in disseminating experiences and refining technical advances 
in education evaluation. 

Public–Private Partnerships for the 
Provision of Education Services

Formal education services are organized with surprising similarity around 
the world. A large public education system administers schools and hires 
teachers, who teach in schools that are free for families and students 
because they are financed from taxes. The Ministry of Education super-
vises the activities of the schools, regulates the duties and rights of teachers 
and directors, and provides them with tools for their work. 

This form of organization has been questioned by a series of initiatives 
in different countries, but all alternative forms of organization have been 
exceptional or short-lived in their application. 

Latin America is no different. With only the partial exception of Chile, 
public organization of education systems in the region is uniform, and 
entirely adapted to the general model. As in most countries of the world, 
Latin America also has a private education sector. The universal explana-
tion for the presence of this sector, especially at primary and secondary 
levels, is so-called idiosyncratic demand from families that wish to impress 
a particular tone on their children’s education—certain religious values, 
for example—that, by definition, is difficult to find in public schools. 

Recent history in Latin America, however, suggests that something 
more than social groups with special preferences is at stake. It could be 
called “government failure” in contrast to the usual expression of “market 
failure”—that is, a situation in which the supply of public education no 
longer provides the minimum quantity or quality to satisfy the demand 
of a large number of the families that would normally send their children 
to schools administered directly by the state. In these circumstances, the 
private sector comes in to fill a void that, under standard economic and 
social conditions, would have been filled by the public school. 



404 navarro

The most extreme cases of this phenomenon can be found in the well-
known models of independent schools in various countries of Central 
America, of which the EDUCO (Educación con participación de la comu-
nidad or Community-Managed Schools Program) system is probably the 
best known. The origin of this network of schools is a quasi-Hobbesian 
situation, in which the state no longer has control—even in the capacity 
to govern and maintain a monopoly on violence—over certain areas of its 
territory. This makes it incapable of meeting the demand for education, 
but this demand creates its own supply in the form of schools that did not 
originally belong to the formal education system, with teachers directly 
hired by the communities in which they work, creating a completely differ-
ent employment relationship from the usual one in conventional education 
systems.15

Other forms of private education provision have also emerged, closely 
related to some degree of government failure. Revealingly, the institutional 
slogan of the Fe y Alegría school network is “the school where the asphalt 
ends,” transmitting in a phrase the idea that it is devoted to serving poor 
children, specializing in localities that regular education services cannot 
always reach, or where they have problems in establishing and consolidat-
ing themselves. 

The most important institutional development in the case of private 
schools is the gradual process through which the public systems have 
begun to channel the activity of private providers of education so that 
they become aligned with the quality, efficiency, and equity objectives of 
society. 

An Opportunity for Mutual Gains 

The experience of countries with schools administered by nongovernmen-
tal bodies, but that receive public financing, is especially relevant in this 
context. The quality and capacity of private schools vary as much or more 
than those in the public sector, which makes any conclusion about the 
superiority of one type of school over another inappropriate. Several stud-
ies show that, for a given level of quality, private schools tend to operate 
with lower costs. The management and incentives scheme with which they 
operate is usually different from that of the public schools, resulting in 
more proactive directors with a more significant margin for action, greater 
involvement of parents in running the school, better teaching support, and 
better enforcement of rules. Also, the size of private schools is generally 
restricted because of the low ability to pay of many families that, although 
they appreciate the quality that some private schools have to offer, are 
unable to afford private education. 

In such situations, there is much space for cooperation between the 
public sector and private education providers. With public financing, pri-
vate schools could expand a low-cost supply of education, and provide 
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their services to low-income populations, while the public system could 
benefit from the savings that these schools produce, as well as from the 
administrative and teaching expertise of the private sector with a view to 
delivering better education to children living in poverty, especially in areas 
that are remote or unreachable by the public system. This space for mutual 
gains is being deliberately exploited by various Latin American countries 
with a variety of approaches, depending on their institutional history and 
regulatory capacities. 

Three Approaches to Public–Private Partnerships 

Leaving aside EDUCO, which emerged from extreme needs in extraor-
dinary circumstances, three types of public–private partnerships can be 
illustrated from cases that have been studied in depth: 

• The expansion of private supply through public subsidies granted 
to students, in essence the education voucher originally proposed 
by Milton Friedman (1955), was initiated by Chile in the mid-
1980s, generating rapid growth of private supply, eventually rep-
resenting about 40 percent of enrollment in primary and second-
ary education. In this scheme, the financing “follows the child,” 
so a family can send their children to public or private schools 
wherever they are (except for a small group of schools with very 
high-income clientele) (Peirano and Vargas 2004). 

• The “bidding” model, which turns public schools over to pri-
vate providers is exemplified in its purest state by the conces-
sion schools of the Bogotá District in Colombia. In this case, the 
public sector builds the schools needed to expand enrollment but 
invites private bidders to propose school administration schemes 
in exchange for a subsidy per student. After selecting the winning 
bid, an agreement is signed with the private entity—generally 
a school or private school network of recognized quality—to 
achieve certain results in enrollment and learning in a defined 
time frame (Villa and Duarte 2004). 

• The “negotiated agreement” model is characterized by a global 
multiyear agreement negotiated between the government and a 
group of private education networks. Under the agreement, the 
government finances a number of privately administered schools 
in exchange for meeting certain targets, emphasizing children 
from low-income families or isolated rural or marginal urban ar-
eas. This model has achieved a formal and well-institutionalized 
expression in Venezuela in the agreement between the Ministry 
of Education and AVEC (Venezuelan Catholic Schools Associa-
tion), to finance the activities of Fe y Alegría and other networks 
of Catholic schools. These arrangements have some predictability 
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and flexibility so that the networks can apply for expansions ev-
ery year when unmet needs are demonstrated and they have the 
installed capacity to respond to the growing demand for educa-
tion from certain communities (González and Arévalo 2004). 

Controversy over Impact 

Although cost-effectiveness is an advantage shared by all three approaches 
to public–private partnerships in education, normally additional benefits 
are expected to come from other sources specific to each approach. 

In the vouchers model, a quasi-market for education is stimulated by 
the introduction of competitive pressures between schools. In this case, a 
mechanism is created in which the consolidation of a good reputation is 
essential for privately administered schools—this good reputation suppos-
edly must come from results. The public schools in Chile depend on the 
municipality, which should also respond to incentives to make continuous 
improvements created by the pressures caused by private competition and 
other municipalities. 

Measuring these potential benefits is a recurring theme in recent educa-
tion research. Given that Chile is still one of very few countries, if not the 
only one, that have adopted a school system based on vouchers, and given 
the excellent database provided by SIMCE (Sistema Nacional de Medición 
de Calidad de la Educación, or National System for the Measurement of 
the Quality of Education), abundant quantitative analyses have produced 
observable benefits in the quality of education and offer a comparison 
between private subsidized schools and public schools. The controversy 
centers on calibrating the consequences of the effect of adverse selection, 
where the best students tend to be attracted to the few subsidized private 
schools, leaving the municipal system with an overwhelming concentra-
tion of less advantaged students. In contrast, the results could be better 
because the mix of inputs in the private subsidized schools tends to be 
more efficient, and because of the positive externalities of competition.16

Given that the Chilean experience constitutes by far the largest experiment 
with the voucher model, the debates and efforts to obtain more refined 
results through the application of increasingly sophisticated analytical 
methods are unlikely to end soon. 

In the Bogotá concession schools, the advantages of a public–private 
alliance should come from the competition to win the bidding process, 
and from better-defined, results-oriented agreements, with transparent 
rules for renewal, and sanctions and rewards, instead of the traditional 
systems based on measurement of inputs better suited to the conventional 
organization of public school systems. The Bogotá case has shown that it 
is possible in practice to write performance contracts that seem compatible 
with creating the correct incentives so that administrators and teachers 
maximize the welfare and learning of children. Although the concessions 
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schools are in full operation and abundant qualitative observations indi-
cate that they seem to deliver good results, the fact that the experience is 
very recent prevents any conclusive evaluations. 

In the model based on an AVEC-style convention, the advantages of 
competition do not exist because from the start the public subsidies are 
restricted to schools previously declared eligible. Likewise, this model 
does not produce the efficiency expected of a bidding model or, in the 
present form of the convention, from the presence of performance agree-
ments. The benefits come from the fact that the public subsidy expands 
the radius of action of schools that have contractual relations aimed at 
obtaining good results, such as proactive directors and teachers who are 
better motivated or receive better teaching support; in short, a more effi-
cient school management model. The available research, concentrated on 
the Fe y Alegría network schools, shows some positive intermediate indi-
cators—reduction of repetition, over-age and dropout rates—particularly 
in comparison with the public schools, although this superiority does not 
apply consistently to learning results (Bruni-Celli 2005; Navarro and de la 
Cruz 1998). Some Fe y Alegría schools report better results than compa-
rable public schools, but not all or always, which suggests the model does 
not give uniformly superior learning results. 

It is also clear that the first model is designed to improve efficiency, 
while the second and third are related more directly to the objectives of 
equity and access for the most disadvantaged children and young people. 
For all three, improvement of the quality of learning is a primary goal. 

Selecting the Model Best for Each Circumstance 

In addition to the illustrative cases that have been developed in detail, simi-
lar models have been attempted in other contexts in the region. Las Condes 
municipality in Santiago, Chile, has experimented with a concession model. 
Various Latin American countries have extensive networks of private schools 
that have reached agreements with the public sector with varying degrees of 
definition and stability, such as Bolivia and, at least partly, Peru. The Fe y 
Alegría schools operate in a dozen countries in the region, in all cases under 
some arrangement that gives them access to public subsidies, although in no 
case have these arrangements reached the formal level of the Venezuelan agree-
ment. Some governments have not revised their practices of public subsidies 
for private education, and continue to misuse the space available for obtaining 
public benefits through public-private partnerships, even producing effects that 
are openly contrary to public policy, such as the maintenance of large public 
subsidies for elite private schools, as in Argentina. In cases of “no regulation” 
like these, the transaction costs of the relation between private education pro-
viders and the government tend to be very high. The nongovernmental schools 
have difficulty predicting what will happen the next year in relation to growth 
and stability because the subsidy has to be renegotiated annually.
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Neither can it be maintained that one of the three models is superior 
in all circumstances. Experience has conclusively shown that the voucher 
model requires high levels of information and supervision, which are not 
available in any ministry of education. Although the experience with the 
bidding model is limited, at first sight the information costs are also con-
siderable. In contrast, the “negotiated agreement” model seems to be more 
easily adapted to situations in which the capacity to supervise the conduct 
and quality of private supply is much more limited. The introduction of 
this model, however, is valuable only to the extent that, by making the 
conduct of the public sector predictable, it opens the way for the orderly 
development of private provision in line with public priorities. 

If this conclusion is accepted, each country faces a trade-off between, 
on the one hand, the institutional and informational complexity required 
to operate a system based on incentives and highly efficient contracts, and, 
on the other hand, information simplicity accompanied by higher transac-
tion costs and lower incentives for efficiency in relations between govern-
ment and private providers of education. Each country has to choose an 
optimal point between these extremes based on their particular character-
istics and institutional capacities (Navarro 2004). 

Latin American education systems are overwhelmingly public and no 
doubt will continue to be so. The size of the challenges and the weakness of 
the state show, however, that no effort should be spared in improving educa-
tion in the region. Education policy must assimilate as its own the principle 
that responsibility for education is not only a matter for the state but also for 
society in the broadest sense. Policy makers should welcome all the nongov-
ernmental energy that is available for channeling into the education sector, 
exploiting it to the maximum and, from the public policy point of view, inte-
grating it the best possible way into the objectives of education policy. 

Education Results and Reforms

The 1990s saw significant progress in the performance of education sys-
tems in Latin America. Table 12.3 compares the enrollment rates for 1990 
and 2000 in 12 countries in the region for various age groups, and reveals 
the breadth of the progress—extraordinary in Brazil and Nicaragua. The 
only countries that exhibit reversals in all three age groups are Colombia 
and Ecuador, possibly due to the effects of their deep economic recessions 
toward the end the of the 1990s. 

The results shown in table 12.4 present a very similar conclusion, this 
time based on a comparison of average years of enrollment. Again, in most 
countries, children and young people improved their educational achieve-
ments in the 1990s. 

These advances, however, left a number of critical problems in Latin 
American education in relation to equity and the quality of learning 
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unresolved. Table 12.5 compares the enrollment ratio for children and 
young people from households in the first quintile of income distribution 
with those from households in the fifth quintile. In all countries, the partic-
ipation of children and young people in the school system is very unequal, 
particularly at postprimary ages. In the countries with lower incomes, 
and Brazil, this difference extends even to children of primary school 
age. Although the new Latin American generations generally have higher 
education achievement, and the goal of universal primary education is no 
longer remote, considerable inequalities persist in access to education. 

However, it is important to ask how much headway education in Latin 
America has made compared with other regions of the world, because in a 
knowledge-intensive globalized economy with high mobility of factors of 
production, countries need to be able to attract investments and generate 
well-paying jobs, specifically in export sectors. The latest international 
comparative measurements reveal that the region’s performance in quality 
of education leaves a lot to be desired. Not only are the learning results of 
Latin American countries that have participated in the TIMMS or PISA 
tests well below OECD countries, expected spending on education per 
student is also lower (Bruneforth, Motivans, and Zhang 2004).17

Unfortunately, sufficient research has not been done to establish whether 
reforms such as those described in this chapter explain the mixed results of 
the education systems during the last decade. Several of the reforms—Brazil’s 
FUNDEF, for example—have been associated with extraordinary advances in 
education. It cannot be concluded, however, that a specific type of reform pro-
duces significant impacts because in each country the reforms are part of com-
plex packages of education policies, which range from institutional reforms 
such as those described here to pure and simple school construction. 

In the framework of these “packages,” two regularities can be noted: 

• The most frequent reforms are those aligned with the preferences of the 
teachers’ unions, while those that never go through, or only go through 
under extremely exceptional conditions, are the ones that are frontally 
opposed by the teachers’ unions (Navarro 2005). So, despite the re-
formist zeal of recent years, little has been done to introduce evaluation 
or incentives into the teaching career. Decentralization, often opposed 
by teachers’ unions, has generally made headway when it is stipulated 
that decentralization will not affect the national-level functioning and 
influence of the union. 

• Those areas in which some solid achievements have been made in 
the way the state functions are those in which it has been feasible 
to create general agreements on medium- and long-term objectives, 
and to maintain cooperation between the main actors in education 
policy. The clearest case is the acquisition of capacities to evaluate the 
performance of education systems, and also to evaluate education 
decentralization where it has been successful. 
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This does not necessarily mean that the reforms discussed in this chap-
ter lack importance and do not affect the underlying problems of educa-
tion. Many recent education policies have had beneficial effects. But a 
definite bias can be detected in the reforms as described above; on the 
reasonable assumption that progress in education quality depends mainly 
on a substantial improvement in teaching and therefore on teacher per-
formance—by definition, objectives only realizable over rather long peri-
ods—the corollary has to be that reform has had less effect on quality than 
on other areas, such as access and equity. 

On balance, the opinion that the recent reforms have failed cannot 
be endorsed: in many respects, the education results of the period have 
been favorable. But it can be stated that, whatever the achievements have 
been, they did not produce clear progress on important problems in Latin 
American education, particularly its low quality. Some specific and valu-
able lessons have been learned, and perhaps can now lead to a better 
understanding of the problems facing education reform. The next section 
presents conclusions in an effort to synthesize these lessons. 

Conclusion: Limits and Possibilities 
of State Reform in Education

The preceding review shows the state has transformed the education sec-
tor in three important respects: 

• The level of government responsible for providing or regulating 
education has been diversified, as illustrated by decentralization re-
forms.

• Public capacities have been built as a result of the strengthening of 
central government institutions in critical areas, such as education 
assessment.

• The role of the state as a direct provider of education has changed in 
some cases—including a few countries and, for the most part, within 
the boundaries of programs that do not directly challenge the main-
stream public education system—to financier and regulator of private 
supply, as illustrated by public-private partnerships. 

Every Latin American country followed at least one of these paths dur-
ing the last two decades. Several tried two or three at the same time. From 
this rich experience of successes and failures, achievements, and lessons 
learned, some general messages emerge: 

• These reforms are feasible, despite enormous difficulties. Education 
decentralization failed or was distorted in various cases, but also pro-
duced clear, observable benefits in others. Institutional strengthening
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of the education ministries is often considered a lost cause by exter-
nal observers, but the creation and strengthening of national assess-
ment systems shows that it is possible, with an adequate combina-
tion of consistency, political will, and international and regional 
cooperation. The move to models that exploit the potential of private 
education providers in conjunction with the goals of public policy 
is probably the most difficult of all the reforms because of the basic 
changes in the function of the state that are involved; even so, it has 
been making progress in the region. 

• There is no unique model for implementing these reforms. Each coun-
try must consider its own historical, cultural, and geographical condi-
tions, particularly the strengths and weaknesses of the public adminis-
tration, and choose the model that best fits with these conditions. 

• From the point of view of the stability of education policies, and 
their coherence and capacity to serve the public interest, on balance, 
the institutionally oriented education reforms—which have directly 
affected the structure, functions, or capacities of the state—are posi-
tive. However, what cannot be ignored are the numerous, and some-
times costly, errors that have been committed by the incomplete 
adoption of some of these reforms, with unrealistic expectations or 
with lack of sensitivity to local conditions. 

• The reforms have not led to a significant improvement in the 
quality of learning. Although it could be argued that decentral-
ization has improved equity because of the expanded enrollment 
achieved by many subnational governments and subsidized pri-
vate networks, quality remains elusive. This suggests that the 
institutional reforms in education have to be linked with policies 
that aim to affect what takes place in the classroom. 

An “intelligent state,” in terms of education, is capable of distributing 
the responsibility for the provision of education services at the optimal 
level of government, succeeds in extracting the greatest social benefit from 
alliances with private education providers, and is capable of obtaining 
information on education results and using it effectively (Wolf and de 
Moura Castro 2003). Latin America has made good progress toward a 
state of this type, but there is still a long way to go, and not all countries 
are positioned equally. Deepening the institutional education reforms, 
which involves changes in the way the state functions, continues to be a 
challenge for education policy makers. 

Notes

 1. Gajardo (2003) recently produced an extensive and well-organized review 
of the reforms of the 1990s; the volume edited by Gajardo and Puryear (2003) is an 
excellent general introduction to the subject of education reform in Latin America. 
The International Commission on Education, Equity and Economic Competitive-
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ness in Latin America and the Caribbean produced in 2001 a report full of infor-
mation and reviews on reform in the region (PREAL 2001). Navarro, Carnoy, 
and de Moura Castro (2000) discuss the main lines of the reforms in the period. 
Each country or subregion has considerable sources for study: for Chile see Cox 
(2004), OECD (2004), and Delannoy (2000). Carnoy and others (2004) edited 
a comprehensive comparative analysis of the reforms in Argentina, Chile, and 
Uruguay. Recent reviews of the reforms in Argentina and the results can be found 
in Rivas (2004) and Tedesco (2005). The most important source for the Bolivian 
case is Contreras and Talavera Simoni (2004). Pardo (1999) contains analysis of 
the reforms in Mexico during the period the chapter is concerned with, and the 
most recent volume published by CENEVAL (2004) offers ample information on 
the impacts of the reforms in that country. An excellent description of the reforms 
in Uruguay can be found in ANEP (2000). The report of the Central American 
Commission for Education Reform (2003) presents an excellence synthesis of the 
achievements and challenges of education policy in that region (PREAL 2003); a 
volume edited by Navarro and others (2000) collects cases of education reform 
throughout the region, especially Central America and the Dominican Republic; 
the reforms in the latter country can be reviewed in more depth in Alvarez (2004). 
The building of national agreements on education as the basis for reforms in El 
Salvador has been well described and contextualized in Reimers and McGinn 
(1997). De Moura Castro (2003) presents a compact review of education reforms 
in Brazil in the 1990s, and many other sources cover particular aspects of education 
in Brazil in recent years. For Colombia, see Aldana and Caballero (1997). At least 
three important works have appeared in recent years that review Latin American 
education reforms emphasizing aspects of political economy and the mechanism 
of adoption and implementation of the reforms rather than their impact on educa-
tion as such. They deal with Argentina, Bolivia, Brazil, Chile, Colombia, Ecuador, 
Mexico, Nicaragua, and Venezuela. These works are Angell, Lowden, and Thorp 
(2001), Grindle (2004), and Kauffman and Nelson (2004).

 2. Although there are wide variations in the specific details as to which edu-
cation activities or responsibilities have been transferred in the numerous decen-
tralization processes, they typically include maintenance of school infrastructure, 
teacher pay, and management of teaching staff. In general, control of curriculum 
has remained in the hands of national authorities, although opening a space to 
accommodate regional and local issues. The responsibility for evaluating the sys-
tem has generally remained under central control. 

 3. The analysis of these cases has produced an abundant literature: McGinn 
and Street (1986); Winkler (1989); Espínola (1997); Hanson (1997); Winkler and 
Gershberg (2000); Raczynski and Serrano (2001); Kaufman and Nelson (2004), 
among others.

 4. In its curious history, the argument in favor of decentralization shifted in 
10 years—roughly from 1990 to 2000—from being on the defensive as a techno-
cratic imposition that ignored national education traditions, to becoming a cultural 
imperative, dictated by the ethnic, regional, and racial diversity of the countries. 

 5. It is interesting to note, however, that sometimes—for example, the reform 
in Minas Gerais state in Brazil—policies, such as promoting school autonomy, have 
been deliberately proposed with the objective of rescuing schools from the corrup-
tion and political cronyism that, at certain times and places, has marked the state 
and municipal administration of education (dos Mares Guia 1999). 

 6. This general description of the institutional effects of education decentral-
ization has been documented for various countries, but probably the most detailed 
and in-depth study was done by the Centro de Implementación de Políticas Públi-
cas para la Equidad y el Crecimiento (CIPPEC) in Argentina (Rivas 2004). Adding 
to factors such as those mentioned above, this study finds a positive association 
between growth of enrollment and the implementation of reforms in the Argentinian 
provinces, although in some of them the central government ended up “taking 
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over” decentralization and its main initiatives by putting them in the hands of 
teams resident in the provinces but financed by the central ministry. The study 
concludes with a positive balance of the decentralization process of the 1990s but 
identifies a high level of conflict and fragmentation—heterogeneous implementa-
tion and results of the reform—as features of the Argentinian experience. 

 7. A more extensive treatment of the implications of the entry of a third 
important actor into the basic game of education policy making can be found 
in Navarro (2005). A deeper analysis of the issue of the economics of education 
reform is beyond the scope of this chapter. 

 8. A weighty argument used in all cases to stop or delay education decentral-
ization was the low level of management capacity in subnational governments. 
Although this factor is worth taking into account in the design of decentraliza-
tion policies, the experience of the last two decades indicates that, paradoxically, 
the best way to develop the capacity of subnational governments is to give them 
responsibilities. It is not easy to find cases of institutional strengthening of munici-
palities or provinces without a real transfer of power to these levels. 

 9. A very complete review of the recent trend in learning evaluation systems 
in Latin America can be found in Ferrer (2005).

10. In contrast, for example, to the strong criticism in the United States of the 
use of standardized learning tests as a basic part of education policy. 

11. Many Latin American countries have regularly participated in the most 
recognized international comparative tests of student performance, including 
TIMSS (Third International Math and Science Study), PISA (Program for Interna-
tional Student Assessment), and PIRLS (Program in International Reading Literacy 
Study). Most have participated in an initiative of this type that originated in the 
region: the Latin American Laboratory of Education Quality, Laboratorio Lati-
namericano de Evaluación de la Calidad de la Educación (LLECE), organized by 
UNESCO-OREALC.

12. Tyler and Bernasconi (2002) discuss the principles on which this change in 
the action of the state in higher education was founded, and describe the progress 
made in the region, mainly in Central America. The cases of Argentina, Brazil, and 
Chile can be found in Mora and Fernández-Lamarra (2005). 

13. In comparing various national learning tests for third and fourth grade of 
primary education in Paraguay, El Salvador, Ecuador, Honduras, Brazil, and Chile, 
a recent report states that in three of the six countries only between 1 percent and 
33 percent of the students in the socioeconomically lower half of the student body 
could correctly answer comprehension questions on a written test. In the other 
three countries the correct proportion of answers was indistinguishable from ran-
dom answers. These results are for 2001 (Schiefelbein 2004). 

 14. Although there is considerable variability from country to country, the frac-
tion of GDP devoted to education expenditure by the public sector grew from 4.1 
percent to 4.9 percent between 1990 and 2000 (Bruneforth, Motivans, and Zhang 
2004). Unfortunately for the discussion in this chapter, there is no systematic account 
of how much education expenditure relates to each level of regional government. 

15. After the armed conflict, El Salvador put through a cautious process of 
integrating EDUCO schools into the formal system, in an effort not to lose the 
main advantages of the original spontaneous and autonomous model. 

16. A recent account of the scientific debate on the effects of the Chilean voucher 
system can be found in Contreras and others (2005). Important background on the 
debate can be found in the works of Aedo and Larrañaga (1994); Aedo and Sapelli 
(2001); Hsieh and Urquiola (2002); McEwan and Carnoy (1999); and Mizala and 
Romaguera (2000). 

17. A benchmarking exercise of Latin American education for an extensive 
range of aspects and indicators can be found in IDB (2006). 
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