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The crisis of 2008 –09 made clear that countries of  the Latin American and Caribbean (LAC) region 
have, in  general, learned from past harsh lessons about hyperinflation, fiscal adjustments, and 

mega-devaluations. The region surprised the rest of the world by its resilience and its vigorous recovery. 
Today, LAC countries are ready to tackle the challenge of consolidating these achievements in a sustain-
able way, looking to the future.

A central question of this challenge concerns strengthening institutions, those formal and informal 
constraints that, according to North (1991), define a country’s incentive structure, and whose evolution 
determines, to a large extent, the course of the country’s progression or its decline. The fact that institu-
tions are important to development has been clearly demonstrated in existing literature. However, which 
institutional designs work best, how they can be implemented, and how their operation and implemen-
tation can be adapted for each country are key questions that have yet to be answered.

In particular, fiscal institutions are important for a wide range of objectives, from the moderation 
of macroeconomic fluctuations to efficiency and effectiveness in public expenditures to a country’s vital 
economic growth. Which institutional design should be chosen if progress is to be made in each of these 
areas? What are the prior conditions necessary for each design? What have been the results of previous 
attempts at institutional change?

In order to tackle these questions, we offer this first edition of the IDB series Institutions for People. 
The series is a response to the IDB’s mandate to build and strengthen institutions for the benefit of all cit-
izens in the LAC region.

Throughout its five chapters, this volume presents alternatives for building fiscal institutions with the 
potential to benefit both current and future generations. The volume discusses fiscal rules that take the 
economic cycle into account, performance-based budgets, Integrated Financial Management Systems, 
policies to support small and medium-sized enterprises, and fiscal incentives for innovation.

preface
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This publication contributes to the institution-strengthening agenda in the region in two ways. First, 
it is a reference textbook, given that it draws together, in an accessible yet educational form, diverse con-
cepts about the fiscal institutions of tomorrow. Second, it can become a beacon for both policymakers 
and economic analysts, given that its pages highlight successful institutional role models and areas for 
future research.

Ana María Rodríguez
Manager

Institutions for Development
Inter-American Development Bank
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The countries of the Latin American and Caribbean (LAC) region are on the verge of a paradigm shift. 
Just a few years ago, the region’s name was blemished by its associations with “the debt crisis,” “vol-

atility,” and “fiscal adjustment.” Yet today, many of the region’s countries have become examples of fiscal 
discipline in a way that was previously unimaginable. Without becoming complacent, the region has the 
opportunity to consolidate its gains and form part of the modern debate about better fiscal institutions; 
about fiscal institutions with future vision; about the fiscal institutions of tomorrow. How can fiscal pol-
icy contribute to macroeconomic stability? What is the best way to distribute the governments’ scarce 
resources? How can public management be equipped in the most efficient way? Further still, how can 
fiscal institutions promote private sector productivity and development?

At the present time, the fiscal institutions of the LAC region are not only seeking solutions, but also 
providing them. Examples that inspire the rest of the world include fiscal rules adjusted by the business 
cycle, progress made toward performance-based budgets, and sophisticated financial management 
systems. Moreover, numerous LAC fiscal institutions have been successful in  promoting productivity, 
a pending challenge in the region.

North (1991) wrote that institutions “evolve incrementally, connecting the past with the present and 
the future.” This book seeks to illuminate the current state of this evolution in the field of fiscal institu-
tions. The first part (chapters 1, 2, and 3) concentrates on the traditional roles of these institutions, such 
as  macroeconomic stabilization, the allocation of  budgetary resources, and public management. The 
second part (chapters 4 and 5) tackles the quest for productivity in private sector enterprises. In every 
case, the authors point to the progress made by diverse fiscal institutions in the region in recent years, 
describing their current state and recommending alternatives for their continued advance toward the fis-
cal institutions of tomorrow.

Saving During the gooD timeS to avoiD Suffering in BaD timeS

When making reference to macroeconomic performance in the LAC region, the word “volatile” has been 
one of the adjectives most frequently used. Periods of robust growth have been succeeded by crises 
without parallel in numerous regions of the world. Fiscal policy has been at the epicenter of these crises. 
In many countries, instead of helping to smooth macroeconomic fluctuations, fiscal policy has often just 

overview
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added fuel to the fire, amplifying volatility with disastrous results for the business climate and, above all, 
for the wellbeing of the people.

How can fiscal institutions promote economic stability and development over the long term? 
In Chapter 1, Gustavo García describes the possible advantages and drawbacks of fiscal rules. These are 
institutional arrangements that impose limits on  certain fiscal aggregates, such as  public borrowing, 
expenditures, and the budget balance. They were originally established to  reduce authorities’ discre-
tion and reinforce the sustainability and credibility of fiscal policy. Thereafter, their role in contributing 
to macroeconomic stability became more important.

García provides a detailed description of four kinds of rules in light of these objectives: fiscal rules 
that establish obligatory balanced budgets or fiscal outcomes; rules that fix limits on the level of public 
expenditures; rules that instate revenue collection goals; and rules based on the structural fiscal balance 
or adjusted by the business cycle.

Although each kind of rule has its pros and its cons, those based on the structural fiscal balance 
are the only ones that simultaneously comply with the main fiscal policy objectives, especially with the 
one related to macroeconomic stability. In effect, these rules enable public expenditures to be stabi-
lized within the level of structural fiscal revenues, demanding savings during the more prosperous times 
of the business cycle and allowing deterioration in the fiscal balance during adverse times.

But these types of  rules also have their limitations, García warns. First, they are vulnerable 
to noncompliance or suspensions that might significantly damage their credibility. Second, the stabiliz-
ing capacity of fiscal policy might be seriously limited when the budgetary allocations that react auto-
matically to the economic cycle (the so-called automatic stabilizers) are small, the transfers to subnational 
governments are large, or significant fiscal revenues are derived from natural resources with very volatile 
prices. Third, rules based on structural balance can sometimes be too rigid, for example, in the presence 
of natural disasters. Finally, viewed from the technical perspective, these are very complex rules, which 
means they are challenging to use and difficult to communicate transparently to the public at large.

Could any country establish a rule based on the structural fiscal balance? García identifies two class-
es of conditions that must first be satisfied: macroeconomic and institutional. The first group includes 
a sustainable public debt, good coordination with the monetary authorities, a solid financial and bank-
ing system, and adequate automatic stabilizers. The second group includes coherence between the rule 
and the budgetary system, alignment of the public sector administration and financial information sys-
tems, and compatibility with a federal tax system. Fiscal rules based on the structural fiscal balance can 
also be complemented with other institutional arrangements, for instance medium- and long-term fiscal 
frameworks and fiscal watchdogs, such as congressional budget bureaus.

In the LAC region, the Chilean structural balance rule stands out for markedly reducing public spend-
ing volatility and helping to stabilize the Gross Domestic Product (GDP) against a backdrop of sizable 
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external shocks. Most other countries in the region have a ways to go to improve fiscal and institution-
al aspects before implementing a structural balance rule, while some are not far off. Progress in meeting 
these conditions is a fundamental piece of the pending fiscal reform agenda in many countries, either 
to implement a structural fiscal balance rule or, more generally, to improve fiscal policy to make it an ally 
of stability, rather than its enemy.

SpenDing on what iS important

The impact that public policies can have on the wellbeing of the people is closely related to the public 
budget. The budget is the result of political and technical processes that do not just organize and reg-
ulate short-term public expenditures, but also support the whole spectrum of future government ac-
tivities.

In Chapter 2, which deals with the performance-based budget (PBB), Mario Marcel, Juan Pablo Mar-
tínez, and Mario Sanginés highlight the importance of establishing clear objectives in the budget. These 
authors discuss the role of the budget as a fundamental institution and present clear objectives for the 
budget process: macroeconomic effectiveness, efficiency in allocation and use of resources, and trans-
parency in budget management.

To achieve these objectives, the budgetary process develops in a permanently evolving cycle, which 
involves the planning, formulation, approval, execution, and evaluation of  the budget, which in  turns 
need to be taken into consideration for planning the next cycle. The budgetary models, such as “incre-
mentalism,” the program-based budget, and the zero-based budget, have become increasingly aligned 
with the objectives of the budgetary process.

Marcel, Martínez, and Sanginés emphasize that the PBB needs four pillars to ensure correct imple-
mentation and operation. The first pillar is information regarding performance, which is obtained through 
the monitoring and evaluation systems. The second pillar is  the alignment of  the budgetary process, 
at each one of its stages, so that it can incorporate said information. The third pillar entails institutionaliz-
ing incentive mechanisms so that the activities of civil servants are consistent with the expected results. 
The fourth pillar is the development of institutional management capacity.

Countries in the LAC region face common challenges on the road to implementing the PBB, in par-
ticular the persistent macroeconomic volatility (examined in Chapter 1), the gap between resources and 
the needs of  the population (that exercise significant pressure on  public spending), and certain dys-
functionalities in the budgetary structure (such as spending floors or an ineffective division of powers). 
In spite of these difficulties, some countries have made notable progress toward implementation of the 
PBB, which has resulted in better budgetary institutions and, ultimately, improved public services.
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towarD integrateD puBlic expenDiture management

To improve the registration and control of  public expenditures when faced with past financial crises, 
many LAC countries have developed integrated financial management information systems (IFMIS). Pres-
ently, the IFMIS continue to be predominant systems in the region, and they are still evolving in response 
to a paradigm shift in fiscal management toward greater requirements in terms of efficiency and trans-
parency and toward technological transformations that have made these requirements possible.

In Chapter 3, Pedro Farías and Carlos Pimenta concentrate on the importance of a good platform 
for public expenditure management. The authors begin by defining an IFMIS as an information system 
that automates the financial procedures needed for registering public sector expenditures and revenue.

A typical IFMIS has four components: a budgetary component to coordinate resource allocation and 
spending execution; a treasury component that covers all transactions related to proceeds and payments 
and cash management, in general (usually via a Unique Treasury Account that includes all public institu-
tions); an accounting component to register and process transactions, monitor revenues and expendi-
tures via the general ledger, and produce basic financial statements; and a public debt component that 
includes the administrative procedures to capture indebtness.

To guarantee a  more homogenous flow of  information and provide better support for decision 
making, an IFMIS can also be integrated into other systems, such as public procurement, payroll, the ad-
ministration of property or public investments, and revenue administration. The way in which these mul-
tiple functions are related and complement each other will determine the scope of the IFMIS.

As with fiscal rules, IFMIS must meet certain conditions before they can function adequately. The 
conditions include, among others, a high and sustained level of political support, a well-defined con-
ceptual design, efficient project management, an adequate implementation sequence, and appropriate 
technology planning.

In effect, Farías and Pimenta set out in detail the series of technological decisions that an IFMIS de-
mands. For example, it has evolved from a monolithic programming architecture to client-server, then 
to a multi-level system, and more recently to a Service-Oriented Architecture (SOA). The architecture can 
also comprise centralized or distributed databases. On the other hand, decisions must be made between 
in-house technology development and outsourcing; between putting into place an integrated manage-
ment solution, such as Government Resource Planning (GRP), and using other solutions; and between us-
ing patented and open-source software.

What do IFMIS in the LAC region look like? Regarding their interoperability with other systems, the 
general level of integration is low, with the exception of Bolivia and Brazil. Regarding technology, the ma-
jority of countries have developed a multi-level technology with increasing use of open-source software. 
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As far as quality is concerned—and this holds true for public administration in general—IFIMS in the re-
gion display a wide degree of heterogeneity.

The remaining challenge is to continue to advance toward systems that are committed to support-
ing effective management and decision making. As Farías and Pimenta warn, IFMIS should not be seen 
merely as information technology tools, but rather as instruments that can fulfill a wider strategic role 
in modernizing public management in the region and in supporting other fiscal institutions, such as the 
structural fiscal rules or PBBs, described in chapters 1 and 2.

in Search of the latin SmeS

In the last two decades, the LAC region has made significant social and economic progress. However, 
from a long-term perspective, economic growth has been less dynamic than in other emerging market 
regions. Low levels of productivity underlie this phenomenon. For the region to really “take off,” its po-
tential for productivity must be unleashed. What is the role of the public institutions to make this ambi-
tion a reality?

In Chapter 4, Martin Chrisney and Joan Oriol Prats tackle the subject of small and medium-sized en-
terprises (SMEs). As the authors illustrate, low levels of productivity in the LAC region are linked to a bias 
toward informal microenterprises and the absence of formal SMEs. This limits the availability of quality 
jobs, the competitive function of the markets, and the fiscal entrepreneurial space.

Two kinds of factors can limit the development of SMEs: institutional factors and structural factors. 
The former impact business transaction costs, as well as the relative price of capital versus labor. The lat-
ter are related to a country’s sectoral, demographic, and human capital structures.

Fiscal policies, along with the business climate and access to  credit, can hamper SME develop-
ment. In effect, tax systems and revenue administration shape the incentives that enterprises have to de-
clare sales and profits, and can encourage them to keep production levels low, limiting the advantages 
of economies of scale and growth in productivity.

Based on  a  sample of  210  countries, Chrisney and Oriol Prats present a  spectrum of  factors that 
limit the development of  SMEs. With respect to  fiscal policies in  particular, the tax rate estimated for 
a typical SME in the LAC region is comparable to the global average, even though it is situated 11.9 per-
centage points above the Asian average and surpasses North America by 5.5 percentage points. The 
authors also describe the results of impact evaluations of diverse reforms aimed at SME development. 
In the case of fiscal policy, a common reform has been the creation of simplified tax regimes for small 
enterprises. These regimes have generally increased the number of  formal enterprises, but they have 
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also encouraged the phenomenon of “fiscal dwarfism”—that is, the use of diverse strategies on the part 
of businesses to remain in a low production scale and qualify for the simplified tax regime.

The authors conclude that there is a clearly identified relationship between SMEs and productivity. 
Yet, a vast analysis is still needed to determine which policies are more effective in promoting productiv-
ity growth via SME development.

innovating for growth

Innovation is the main driver of productivity growth. Unfortunately, private sector firms in the LAC 
region have low levels of investment in innovation. In Chapter 5, Gustavo Crespi examines the chal-
lenge of achieving high productivity through the use of fiscal incentives to stimulate enterprise in-
novation.

But why promote innovation through public policy? Crespi elaborates on three main factors that 
constitute the raison d’être of pro-innovation policies. First, innovation has the characteristics of a pub-
lic good. Second, there are problems of asymmetric information in the financing and development of in-
novative ideas. Finally, there are both coordination and institutional failures in the innovation process.

When faced with scant investment in innovation by the private sector, two institutional approach-
es can be considered: direct knowledge production by public institutions and fiscal incentives for greater 
production by the private sector. Crespi describes the advantages and disadvantages of fiscal incentives, 
in particular direct grants and tax breaks.

The numerous impact evaluations highlighted in Chapter 5 indicate that both types of fiscal in-
centives are effective in augmenting investment in innovation by private enterprises, although, based 
on  the fiscal incentive employed or  the type of  beneficiary, different results emerge. Crespi warns 
of the challenges of managing tax incentive programs in a transparent and effective manner. Further-
more, the impact of pro-innovation policies on variables most directly associated with growth in pro-
ductivity is not so clear, in part because a longer time frame is necessary to properly evaluate these 
impacts.

Finally, Crespi discusses various topics that can help advance knowledge and public policies on in-
novation: the impact of  subnational pro-innovation policies within a  federalized country; the relation 
between the policies of  innovation and entrepreneurial incentives; and the factors that determine in-
novation in the services sector. Given the positive results of existing pro-innovation policies, knowledge 
about new areas of impact could have an enormous potential for future innovation policies in both the 
LAC region and the world at large.
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the fiScal inStitutionS of tomorrow

The themes discussed in these chapters cover a wide spectrum of fiscal institutions and their contribu-
tions to  numerous objectives, ranging from macroeconomic stabilization and public resource alloca-
tion and management, to economic growth through higher productivity and private sector innovation. 
A combination of the fiscal institutions highlighted in the first three chapters would enable a panacea 
of fiscal policies that would be (i) stable and sustainable, (ii) focused on providing better public services 
for people, and (iii) supported by modern information technology platforms that facilitate efficient and 
transparent public management. But the role of the fiscal institutions of tomorrow does not stop there. 
The challenge of productivity in LAC requires new institutional arrangements to promote the formaliza-
tion of SMEs and investment in innovation, and thereby unleash the region’s potential for development. 
Against this background, although there is still a long way to go, the LAC region has become a pioneer 
in the debate on better fiscal institutions, institutions with a vision of the future, the fiscal institutions 
of tomorrow.

Ana Corbacho
Sector Economic Advisor 

Institutions for Development
Inter-American Development Bank
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  Macroeconomic and financial stability are indispensable requisites for robust and sus-

tained growth.

  Stable and sustainable fiscal policies are fundamental anchors of macroeconomic sta-

bility.

  Fiscal rules based on the structural balance can secure a stable and sustainable fiscal 

policy. However, for these rules to be effective and credible, certain prior economic and 

institutional conditions must be met.

introDuction

Volatility and Fiscal Policy: Past and Recent Experiences in Latin America and the Caribbean
Before the surge in prices of  raw materials seen throughout the new millennium, the Latin American 
and Caribbean (LAC) region was characterized by decades of high macroeconomic volatility, which was 
exacerbated by procyclical fiscal policies. During the expansive phases of  the economic cycle, expen-
ditures were increased or  certain taxes were reduced, whereas in  recessive periods, the practice was 
reversed. These policies accentuated macroeconomic volatility to such a degree that the region was la-
beled as one of the most unstable regions worldwide in terms of economic growth. This behavior was 
particularly problematic in countries exporting raw materials, where the volatility of the business cycle 
was, by its very nature, already accentuated by international variations in prices for these products, but 
it was also significant in the other countries in the region.1

The structural reforms and efforts to strengthen fiscal sustainability and macroeconomic stability, 
which the majority of the countries undertook from the beginning of the 1990s, resulted in better pre-
paredness to tackle the effects of the 2008–09 global financial crisis. Evidently, the extraordinary increase 
in the price of raw materials that occurred from 2003 onward substantially contributed to this favorable 
evolution. However, in contrast to earlier decades, a large part of the additional revenue was saved. A sus-
tained increase in international reserves, better fiscal outcomes, and five years of significant growth have 

1 See IDB (1995), Alesina et al. (1996), Gavin et al. (1996), and Gavin and Perotti (1996).



fiscal institutions to strengthen countercyclical policies and fiscal sustainability | 3

led to a reduction in the burden of debt and, in particular, a reduction in external debt. These two char-
acteristics have made the region much less vulnerable to external shocks (see figures 1.1 and 1.2).

One of  the region’s most noteworthy features during the financial crisis was that, with some im-
portant exceptions, the procyclical fiscal policy bias diminished considerably compared to previous de-
cades. Several countries enjoyed sufficient fiscal space to implement countercyclical policies that tend 
to protect employment and economic activity. Other countries at least avoided being forced to adopt 
completely procyclical policies. Furthermore, with very few exceptions, countries have not had to seek fi-
nancing through unorthodox mechanisms or ones that cause distortions, which might lead both internal 
and external financial markets to lose confidence. Moreover, in further contrast with the past, the coun-
tercyclical efforts of monetary authorities were accompanied by lowering interest rates, while depreci-
ation of the exchange rate partially offset the fall in the terms of trade, without unleashing inflationary 
pressures or creating concern in the financial markets.

Brazil, Chile, Colombia, Panama, Peru, and Uruguay are among the countries enjoying greater fiscal 
space, which they can use to maneuver with regard to countercyclical, or not entirely procyclical, poli-
cies without affecting fiscal sustainability over the medium and short term. Mexico, which was hard hit 
by the crisis because of its proximity to and integration with the U.S. economy, adopted various policies 

Figure 1.1: net international reserves in lac-7, 2000–10
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to defend primary expenditures and protect the lowest-income sectors. However, Mexico was forced 
to turn back from some of these efforts and to introduce some moderate tax hikes. The majority of Ca-
ribbean and Central American countries lacked the capacity to implement countercyclical policies, and 
Venezuela was forced to pursue procyclical policies. In Argentina’s case, countercyclical policies were fi-
nanced using mechanisms that some authors have described as having a distorting effect.2

Despite all this, the intensity of  the global financial crisis was of  such magnitude that econom-
ic growth was interrupted in  2009. In  effect, after the period of  economic expansion observed be-
tween 2003 and 2008 (5.3 percent on average), the region’s economic activity contracted 2.1 percent 
and unemployment rose by almost a full percentage point (to an average of 8 percent) in 2009. However, 
it is worth remembering that various countries, among them Brazil, Chile, Colombia, Costa Rica, Mexico, 
Panama, Peru, and Trinidad and Tobago (Table 1.1), had been experiencing strong growth for many years 
as a result of rising raw material prices. In other words, although some countries implemented policies 
that were countercyclical or, at  least, not entirely procyclical in nature, these policies were not strong 
or effective enough to avoid contraction, given the severity of the crisis. This might be because the poli-
cies themselves were not effective or because the fiscal margin was too limited. Even Chile, despite hav-
ing fully working automatic stabilization mechanisms from its fiscal rule and the relaxation of this rule, 
could not avoid a sharp drop in gross domestic product (GDP) (down by 1.7 percent) after several years 
of continuous growth.

Figure 1.2:  external debt of national governments in lac-9, 2001–10
(percentage of aggregate gdp)
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2 For a more detailed explanation of the policies adopted by Argentina to tackle the crisis, see Rivas (2010a).
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These events contributed to a rebirth of fiscal policy as a stabilizing instrument. This became even 
more critical because of the limited effectiveness of monetary policy, given that simply reducing inter-
est rates was not enough to stimulate aggregate demand. It is fair to say that in the latest cycle of world 
economic growth, within the context of first increasing and then decreasing terms of trade, the majority 

TABLe 1.1: rates of variation in real gdp in the lac region, 2004–10 
(percentages)

CouNTry 2004 2005 2006 2007 2008 2009 2010 2011

argentina 8.9 9.2 8.5 8.7 6.8 0.9 9.2 8.9

Bolivia 2.7 6.8 2.8 5.3 6.1 3.4 4.1 5.1

Brazil 5.7 3.2 4.0 6.1 5.2 –0.3 7.5 2.7

chile 6.8 6.3 5.8 5.2 3.0 –0.9 6.1 5.9

colombia 5.3 4.7 6.7 6.9 3.5 1.7 4.0 5.9

costa rica 4.3 5.9 8.8 7.9 2.7 –1.0 4.7 4.2

Dominican republic 1.3 9.3 10.7 8.5 5.3 3.5 7.8 4.5

ecuador 8.8 5.7 4.8 2.0 7.2 0.4 3.6 7.8

el Salvador 1.9 3.6 3.9 3.8 1.3 –3.1 1.4 1.4

guatemala 3.2 3.3 5.4 6.3 3.3 0.5 2.8 3.8

haiti –3.5 1.8 2.2 3.3 0.8 2.9 –5.4 5.6

honduras 6.2 6.1 6.6 6.2 4.1 –2.1 2.8 3.6

mexico 4.0 3.2 5.1 3.2 1.2 –6.3 5.5 4.0

nicaragua 5.3 4.3 4.2 3.6 2.8 –1.5 4.5 4.7

panama 7.5 7.2 8.5 12.1 10.1 3.9 7.6 10.6

paraguay 4.1 2.9 4.3 6.8 5.8 –3.8 15.0 3.8

peru 5.0 6.8 7.7 8.9 9.8 0.9 8.8 6.9

trinidad and tobago 7.9 6.2 13.2 4.8 2.7 –3.3 0.0 –1.3

uruguay 4.6 6.8 4.1 6.5 7.2 2.4 8.9 5.7

venezuela, rep. Bol. 18.3 10.3 9.9 8.8 5.3 –3.2 –1.5 4.2

Simple average of group 5.4 5.7 6.4 6.3 4.7 –0.3 4.9 4.9

weighted average of group 6.2 4.9 5.8 5.8 4.1 –2.0 6.3 4.6

Source: imf (2011).
Note: the weights applied are based on gDp in uSD for 2000.
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of LAC countries acted, from a fiscal policy perspective, in a countercyclical, or at  least less procyclical 
fashion than in the past, reducing deficits or augmenting fiscal surpluses during the boom, and reducing 
surpluses and increasing those deficits during the recession (see Figure 1.3).

With very few exceptions, procyclical fiscal policy is currently not a common characteristic in the 
majority of countries in the region. In fact, during the second half of the last decade, variations in real 
GDP were much more likely to be associated with real variations in consumption and private investment 
than with variations in real primary expenditures by national governments (see Figure 1.4). Even so, there 
is much that can be improved regarding the countercyclical effort in the overall region. The fact that the 
procyclical nature of fiscal policy has diminished to a large extent in LAC countries does not necessarily 
mean that countercyclical policies have been markedly symmetric. On the contrary, it is highly likely that 
the countercyclical nature of fiscal policies was more pronounced during the recession than during the 
recent period of rising raw materials prices, which is the reason why a certain level of procyclicality has 
been maintained in various countries. The fact that there is no reference value either for GDP or for the 
principal fiscal aggregates adjusted by the business cycle means that this asymmetric policy bias has not 
fully diminished.

Figure 1.3: primary fiscal balance in selected lac countries, 2008–10
(percentage of gdp)
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How Can Fiscal Institutions Help Reduce Macroeconomic Volatility?
Well-designed fiscal rules can improve fiscal institutions, and thereby reinforce the stabilizing role of bud-
getary policies and enhance the authorities’ capacity to withstand exogenous shocks. However, some 
of these rules might have a marked procyclical bias that, instead of strengthening fiscal policy’s stabiliz-
ing role, might instead contribute to propagating the effects of the shocks. This is one of the clearest les-
sons that can be drawn from the recent international crisis. Both in Europe and in the LAC region, many 
countries were forced to temporarily suspend their fiscal rules or, rather, to reform them, particularly those 
based on balanced budgets or borrowing ceilings, given that compliance with them would have deep-
ened the impact of the crisis. Such unforeseen changes, or temporary suspensions of the rules, can dam-
age the credibility of both the rules themselves and of the sustainability of fiscal policy in general.

Fiscal rules based on structural balanced budgets or adjusted by the business cycle can contrib-
ute to simultaneously reducing or eliminating the procyclical bias of fiscal policy, consolidating fiscal sus-
tainability, and enhancing the credibility of macroeconomic policies in general. However, whether a rule 
of  this nature can be effective, credible, and sustainable over time, given its technical complexity, de-
pends on two fundamental factors. The first refers to elements of political economy, given that the rule 
has to be established against a background of political stability and supported by a broad political and 
social consensus. Although these elements are not the central theme of this chapter, they will be further 

Figure 1.4: variations in gdp, consumption, expenditures, and investment in lac-9, 
2000–10 
(percentage)
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examined below, based on recent experiences in the region that prove most enlightening. The second 
factor refers to the need to satisfy certain institutional, economic, and technical preconditions that guar-
antee compliance with the rule’s objectives, and its effective operation. If these conditions are not met, 
there is a high risk that the rule will fail, with a subsequent loss of credibility in both fiscal institutions and 
the economic authorities. There are also important lessons in this regard that are analyzed below.

These preconditions were the focus of a study conducted by the Inter-American Development Bank 
(IDB) between 2010 and 2011 titled “Preconditions for Establishing a Fiscal Rule Including a Structural Bal-
ance Component in Latin America and the Caribbean” (García, 2011). The study adds value to the topic 
in that it deals with these institutional, economic, and technical preconditions, both from a conceptu-
al perspective and within the region’s specific context, based on analysis of a wide range of countries.

Based on the reflections of this study, the first section of this chapter defines the concept of fiscal 
rules; then describes the most commonly utilized fiscal rules, with particular emphasis on the LAC re-
gion; and concludes with an examination of the advantages and disadvantages of each rule. The second 
section examines the political economy of fiscal rules, particularly of those rules based on the structur-
al balance. The third section presents a brief analysis of the fiscal rule in Chile, the only country in the re-
gion that had, at the time of writing this chapter, a fiscal rule adjusted by the business cycle, and which 
now has an accumulated experience of 11 years since it entered into effect.3 The fourth section provides 
a short summary of the other countries included in the study, with special emphasis on the preparedness 
of each country to adopt a fiscal rule adjusted by the business cycle. Thereafter, the chapter presents the 
conclusions of this analysis.

what are fiScal ruleS?

Definition
Fiscal rules are explicit intentions of authorities to maintain the discipline, sustainability, and transparen-
cy of fiscal policy in the short and the long term, and are established within the legal framework that 
governs budgetary policy. The rules can be procedural or quantitative. Procedural fiscal rules are part 
of a wider regulatory and institutional body of fiscal and budgetary policies that are usually set out in or-
ganic budget laws, such as  pluriannual budgets; transparency regulations and accountability; proce-
dures for the formulation, debate, and approval of annual budgets; and so on.4 Quantitative fiscal rules 

3 Halfway through 2011, the Colombian Congress approved a business cycle-adjusted rule.
4 Many countries have gone on to consolidate all of these policies into a single legal body to ensure the consistency of the regula-
tory fiscal framework.
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establish a restriction or a numerical limit on a determined fiscal aggregate or budget that must be ob-
served as a legal budgetary condition. This quantitative restriction is usually a cap on the level of borrow-
ing or public expenditures, a limit on fiscal deficit, a specific fiscal surplus or fiscal balance target, or simply 
the obligation to maintain a balanced budget. In other words, a quantitative fiscal rule expresses the au-
thorities’ explicit commitment to a quantifiable and observable specific restriction or target regarding 
a determined fiscal aggregate, which is legally binding.

Types of Fiscal Rules: Advantages and Disadvantages
Approximately 80 countries use fiscal rules based on quantitative targets to implement their fiscal poli-
cies (Table 1.2). The adoption of fiscal rules is associated with economic, political, and social factors that 
pertain to the evolution of fiscal policy in each country. For example, in countries that seek to limit the 
size of the public sector, the tendency has been to impose a public expenditure ceiling. Countries with 
a history of crises due to public debt default or unsustainable fiscal policy have tended to establish a lim-
it on public borrowing or an obligation to maintain a balanced budget.

Initially, fiscal rules tended to be established to reduce the authorities’ discretion and the intertem-
poral inconsistencies of certain budgetary decisions. Examples of  this are increased expenditures and 
borrowing during electoral periods, or increased spending in response to social or trade union pressure 
that arises under certain circumstances (e.g., whenever there is a sudden surge in public revenues in raw 
material-exporting countries).

Recently, some European countries have adopted fiscal rules adjusted by the business cycle. The 
intention behind this kind of rule is to separate fiscal outcomes from the business cycle and establish 
fiscal policy targets according to the structural factors that determine the evolution of GDP over the 
long term. In this way, during the expansive phase of the cycle, the increase in public revenues is not 
translated into increased expenditures and, similarly, in the recessive phase, the diminished revenues 
do not force the government to cut back on spending. In other words, budgetary expenditure targets 
are not set with an eye to GDP observed over the short term, or for a specific year, but are instead de-
fined according to the expected GDP value over the long run. This eliminates the risk of a procyclical 
fiscal policy.

In summary, the fundamental initial purpose of establishing fiscal rules has been to preserve fiscal 
sustainability over the long term and strengthen the credibility of macroeconomic policy. Over time, the 
need to reduce macroeconomic volatility has meant that fiscal policy has taken on a stabilizing role. The 
advantages and disadvantages of each kind of fiscal rule become evident when evaluated with these 
three goals in mind: sustainability, credibility, and stability.
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TABLe 1.2: fiscal rules—selected examples, 2008

CouNTry Type oF ruLe ANd STArTiNg dATea LegAL BASiSb rANgec periodiCiTyd

Advanced countriese

australia ri, BBr; DBr (1998) l cg m

canada rg; BBr; DBr (1998) gc cg a

france rg (1998); ri(2006); BBr; DBr (1992) gc; l; it cg; ng a; m for eBr

germany BBr (ca); DBr (1992); eBr (1982) it; c ng; cg a; m for eBr

hungary BBr (ca) (2007); DBr (2004) it; l ng a

italy BBr; DBr (1992) it ng a

Japan rg (1947): golden rule l cg m

netherlands rg; rBr (1994); BBr; DBr (1992) l; it ng a; m for eBr

new Zealand BBr; DBr (1994) l ng m

norway BBr (2001)

Spain BBr (2003); DBr (1992) l; it ng a; m

Sweden rg (1995); BBr; DBr (1995) gc; it ng; cg ac; m for eBr

Switzerland BBr (ca) c cg ac

united Kingdom BBr (ca); DBr (1997) gc; it ng ac or m

emerging Countries

argentina rg; BBr; DBr (2000) l cg a

Brazil rg; BBr; DBr (2000) l nfpS a

chile BBr (ca) (2000, 2006) l cg a

india BBr (2004) l cg a

indonesia BBr (1967); DBr (2004) gc ng a

mexico BBr; rBr (2006) l nfpS m

peru rg; BBr (2000) l nfpS a

Source: ter-minassian (2010), based on imf (2009d).
a type of rule: BBr = balanced-budget rule; BBr (ca) = cyclically adjusted or balanced-budget rule according to cycle; DBr = debt-based rule; eBr = 
expenditure-based rule; rBr = revenue-based rule.
b legal basis: gc = government commitment; l = law; c = constitution; it = international treaty.
c range: cg = central government; ng = national government; nfpS = nonfinancial public sector.
d periodicity: a = annual; m = multiannual; ac = according to cycle.
e for european union (eu) members, the preventative arm of the Stability and growth pact establishes medium-term objectives formulated in structural 
terms (i.e., adjusted according to the cycle and corrected for exceptional factors), but the corrective branch still centers on the 3 percent non-adjusted 
deficit over gDp, as a trigger for the excessive Deficit procedure.
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Fiscal rules that establish balanced budgets or fiscal balance targets
This kind of rule establishes an obligation to execute balanced budgets, implement specific fiscal surplus 
targets, or limit the deficit. These limits or targets can be fixed on the overall fiscal balance, the primary 
balance, or the current balance.5

Such rules have the advantage of reducing the authorities’ budgetary discretion and can also con-
tribute to consolidating the sustainability of fiscal policy. At the same time, establishing such rules sends 
a clear message about the long-term fiscal policy goal. However, it has a serious disadvantage if the fiscal 
targets are not adjusted by the business cycle, because this can generate a procyclical bias that might ex-
acerbate macroeconomic volatility. For example, a fall in revenues during the recessive phase of the cycle 
might force authorities to trim expenditures and/or raise taxes to preserve budget equilibrium, comply 
with a deficit limit, or reach a surplus target. Cutting expenditures and/or raising taxes in a recession will 
accentuate the economic contraction.

If the budget equilibrium target is established on the current balance (the Golden Rule), authorities 
might be tempted to misclassify a series of expenditures as public investment. Similarly, this kind of rule 
can give rise to a bias toward physical investments as opposed to investments in human capital. Finally, 
such rules can create incentives to use budgetary resources in investment projects that are not necessar-
ily efficient or profitable, or even focused on areas where public spending is most needed.

Fiscal rules that impose a cap on public expenditure levels
This kind of rule mainly arises from the desire to limit the size of the public sector and, indirectly, to im-
pose limits on taxation rates. The limits can be applied to certain expenditure categories, such as prima-
ry expenditures (which excludes the payment of interest on public debt), current expenditures, or total 
public spending. This kind of rule established with regard to overall or primary spending has the advan-
tage of sending a clear signal of fiscal policy intentions over the medium and long term, reducing the 
authorities’ discretion, and limiting intertemporal inconsistencies, particularly during electoral periods. 
Furthermore, if the expenditure cap is defined relative to the size of potential GDP, then the rule does not 
necessarily have to induce a procyclical bias. Further, it is thus a better option than borrowing caps or bal-
anced-budget rules, given that the cap allows automatic stabilizers to operate and, therefore, permits fis-
cal policy to play its stabilizing role.

This kind of rule does, however, have various disadvantages. First, if  the expenditure target is de-
fined relative to the business cycle or current GDP, then a procyclical bias is generated. Second, even if the 
spending cap is not defined in this way, as long as it is not specifically related to the value of potential 

5 The current balance is the fiscal balance without including public investment. It is also known as the “Golden Rule.” See Kopits 
and Symansky (1998) and IMF (2009d).
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or structural GDP, then the role of fiscal policy as a stabilizing mechanism is reduced. Third, the debt sus-
tainability target is not guaranteed since, if there is a temporary or permanent decrease in public reve-
nues, spending could be financed up to the limit through borrowing, which would also affect the fiscal 
policy’s credibility. Fourth, room to maneuver when faced with exogenous shocks, such as natural disas-
ters or sudden increases in the interest rates that push up debt servicing costs, might be limited. A limita-
tion in maneuvering room could require an adjustment to the composition of total expenditures to the 
detriment of primary expenditures, which could have recessive effects. Finally, if the limit is established 
on current expenditures, the same distortions mentioned above regarding rules applied to the current 
balance, or the Golden Rule, might materialize.

Fiscal rules that establish limits on borrowing levels
This kind of rule is designed to send a strong signal of the authorities’ intention to maintain strict control 
over public borrowing to ensure fiscal policy discipline and sustainability. Therefore, under normal cir-
cumstances, such rules help reinforce the credibility of fiscal policy because they enforce the execution 
of balanced budgets.

The drawback of this kind of rule is that, when revenues fall, as occurs with rules based on balanced 
budgets, governments are automatically obliged to  reduce expenditures, which reinforces the effects 
of a recession or of any other negative shock and, consequently, tends to generate a procyclical effect 
on fiscal policy. Furthermore, by imposing expenditure adjustments in certain circumstances, it is quite 
common that the less rigid, or socially or politically sensitive expenditures, such as capital investment, are 
the first to be cut back. This can lead to a subsequent deterioration in fiscal policy quality and in medium- 
and long-term growth potential. Finally, this kind of rule can, under certain conditions, give incentives not 
to properly register some liabilities, or register them outside of the budget, to evade the borrowing ceil-
ing, eroding fiscal transparency.

Fiscal rules that establish revenue targets (ceilings or floors)
This kind of rule is generally introduced with the intention of limiting the burden of taxes within a society. 
Such a rule might also be designed to improve collection of tax revenues by limiting the rates of exist-
ing taxes or by setting new ones. These rules also have the advantage of generating greater levels of tax 
certainty over the medium term, as they set a limit on taxation for private investors and for businesses 
in general. However, it is worth mentioning the disadvantage that financial sustainability is not thereby 
guaranteed and, given that there are no limits on expenditures, public borrowing can spiral out of con-
trol. Consequently, these rules also cannot enhance the credibility of macroeconomic policy.

Finally, revenue-based rules do not reduce procyclical policy bias, given that the set revenue lev-
el is not linked to structural GDP. Increased revenues during the cycle’s expansive phase might induce 
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inefficiency within the tax collection administration, which would be difficult to turn around during a re-
cessive phase. Therefore, the revenues needed to avoid fiscal deficits or an  increase in public borrow-
ing would not be guaranteed. Furthermore, if there are restrictions on liquidity or on access to financial 
markets, or if the authorities wish to avoid greater borrowing, authorities will be forced to reduce expen-
ditures and thereby exacerbate the cycle’s recessive phase. These circumstances can also be to the detri-
ment of the credibility of fiscal policy.

Fiscal rules based on structural balance or adjusted by the business cycle
Fiscal rules based on structural budgetary balance establish a fiscal balance target adjusted by the eco-
nomic cycle. In other words, the fiscal policy target is not subject to short-term fluctuations in the eco-
nomic cycle. Consequently, the target simultaneously seeks to preserve the sustainability of public debt 
over the long term, reinforce the stabilizing role of fiscal policy, reduce authorities’ discretion, and, there-
fore, reinforce confidence in macroeconomic policy. As a result, this type of rule has the advantage of be-
ing the only one that simultaneously fulfills all the aims of an optimum fiscal rule: sustainability, credibility, 
and stability.6

Fiscal policy’s role as a stabilizing mechanism is fulfilled through automatic stabilizers, which are bud-
get items that automatically increase expenditures and decrease taxes in the recessive phase of a cycle, 
or conversely, increase taxes and decrease expenditures during the expansive phase.7 These provisions 
operate without the need for discretional intervention from authorities, which explains their description 
as automatic stabilizers. Automatic stabilizers arise from the changes or adjustments to certain expendi-
tures or taxes that occur mechanically in reaction to the business cycle. For example, during a cycle’s re-
cessive phase, tax collection drops (in particular, corporate and personal income tax), whereas spending 
rises because of increased transfers to cover unemployment benefits. In this way, revenue increases for 
businesses and families, which has a countercyclical or stabilizing effect on demand. The reverse occurs 
during an expansive phase. Taxes increase given that families and businesses are enjoying higher earn-
ings, and expenditures decline because a smaller proportion of transfers need to be dedicated to un-
employment benefits. Consequently, earnings—and, therefore, business and household demand—are 
reduced, which produces, symmetrically and automatically, a stabilizing fiscal policy effect.

6 This does not mean that a structural balance-based fiscal rule, one adjusted by the business cycle, or even fiscal rules in general 
are an essential condition for the existence of optimum fiscal policy. This depends on the peculiar factors found in each country, 
in particular the trend of fiscal policy over the long term and the strength of its institutions. This point is further examined in the 
conclusions.
7 For more detailed analysis of this concept, see Baunsgaard and Symansky (2009).
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The major advantage of automatic stabilizers is that they do not require the authorities to use discre-
tionary measures. Such measures would likely cause a delay in implementation and be excessive in terms 
of the magnitude required to stabilize the business cycle. This would deem them ineffective if they are 
below the necessary stabilizing stimulus or could lead to inflationary pressures due to high demand if the 
stimulus is too great. Furthermore, the majority of discretionary measures can be difficult to turn around 
once the direction of the business cycle has changed, particularly when adopted during recessive peri-
ods. An increase in expenditures or a tax cut that becomes permanent, or cannot be reversed in the short 
term, can be a detriment to the credibility and sustainability of fiscal policy.

How well automatic stabilizers operate and, therefore, the stabilizing capacity of fiscal policy, de-
pends fundamentally on  two factors. On  the one hand, insofar as  the size of  government (measured 
as a proportion of expenditures or revenues to GDP) is greater or smaller, the automatic stabilizers will 
be greater or smaller, respectively. On the other hand, the greater the sensitivity of revenues and expen-
ditures to the variations of the business cycle, the greater the size of the stabilizers will be.

The above statement can be demonstrated with some simple examples. For example, the greater 
the weight of income tax in the tax collection structure, the greater the elasticity of public revenues will 
be to variations in GDP, given that this tax is highly responsive to changes in the business cycle. Likewise, 
the more progressive the tax, the greater its reaction will be to changes in income levels throughout the 
business cycle. Similarly, the greater the importance of unemployment benefits and their range of cover-
age within the labor market, the greater the sensitivity of public expenditures will be to variations in the 
cycle and, therefore, the size of the automatic stabilizers. In contrast, if the amount of the transfers made 
for unemployment benefits is very low, or if coverage in the labor market is  limited, the stabilizers will 
be reduced in size. For example, in countries where the labor markets have a high degree of informality 
and are not covered by unemployment benefits, the variability in public spending according to the busi-
ness cycle is lower and the size of the stabilizers is, therefore, reduced. This limits the automatic stabiliz-
ing capacity of fiscal policy.

The Limitations of Fiscal Rules
As previously mentioned, recent experience in the LAC region during the financial crisis of 2008–09 high-
lighted the need to improve the stabilizing capacity of fiscal policy, without losing sight of the aim of pre-
serving the sustainability of public finances or affecting confidence in macroeconomic policy. Nearly all 
of  the countries in  the region that established rules with numerical limits on certain fiscal aggregates 
without making adjustments for the business cycle—such as ceilings on public borrowing, public spend-
ing caps, balanced budgets, or certain fiscal outcome targets—were forced to modify or abandon their 
rules because of a marked procyclical bias. In order to comply with rules, authorities would have been 
forced to increase taxes and/or reduce spending in the midst of a crisis, which would have accentuated 
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the recessive effects. For this reason, nearly all countries had to suspend, disregard, or reform their rules. 
With the exception of Chile, no country in the region had established rules based on structural fiscal bal-
ance until mid-2011, when Colombia approved a rule of this kind. Chile, however, was also obliged to tem-
porarily modify its fiscal outcome target, although not the rule itself, given the magnitude of the shock 
caused by the global financial crisis.

Suspensions of, or noncompliance with, the rules each time that the business cycle changes direc-
tion can reduce their effectiveness in achieving the goals of fiscal sustainability and macroeconomic pol-
icy credibility. This has happened various times in the region, especially in those countries with a high 
dependence on the export of raw materials. Given the high volatility of these resources, if the fiscal rules 
are not well designed at  the outset, countries dependent on natural resources may need to suspend 
or disregard them.

Along with possible suspension, another limitation of fiscal rules, even with regard to rules based 
on structural fiscal balance, is that the stabilizing capacity of fiscal policy can be compromised if the au-
tomatic stabilizers are small. In general, and for various reasons, this is the case in the LAC region. First, the 
importance of income tax in the fiscal revenue structure is relatively low, particularly concerning personal 
income tax. Second, income tax is not very progressive. Third, labor markets are highly informal, which 
reduces unemployment benefit coverage. Furthermore, labor informality takes financial capacity away 
from the unemployment benefit funds, which means that these transfers are often very limited.

A third factor that might limit the reduction of the procyclical bias in fiscal policy, even with regard 
to rules adjusted according to the business cycle, are the transfers made to subnational governments. 
These transfers are almost always defined as a fixed proportion of ordinary fiscal revenues, which means 
that they vary automatically and in direct proportion to the rhythm of the business cycle.8 Consequent-
ly, the more subnational governments depend on such transfers, and unless a stabilization mechanism 
is established for them, the greater the procyclical bias of the fiscal policy.

A fourth factor that limits the stabilizing function of fiscal policy might arise for countries that de-
pend on revenues from the export of nonrenewable resources. Frequently, variations in the international 
prices for these products bear no relation to economic cycles, because they can also be affected by geo-
political factors or other kinds of exogenous and unpredictable shocks. Therefore, countries that depend 
on resource revenues require specific rules, because automatic stabilizers will not prove sufficient to re-
duce the procyclical bias of fiscal policy caused by price variations that affect such a high percentage 
of fiscal revenues. In these cases, the most convenient course of action is to use a rule based on a bud-
getary aggregate, such as the primary or total balance, which, as well as being adjusted by the economic 

8 In the majority of countries in the region, these inter-governmental transfers are established within the national constitutions 
and/or fiscal laws of high juridical authority, such as organic laws or federal codes.
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cycle, excludes revenues from nonrenewable resources. The degree that fiscal sustainability depends 
on this type of resource is also thereby disclosed. Furthermore, as these resources are nonrenewable, fis-
cal sustainability in  resource-dependent countries requires ongoing generation of  savings to  support 
spending and borrowing levels, even after the resources run out or lose economic value because of tech-
nological obsolescence. Further, fiscal rules must be adjusted according to  long-term intergeneration-
al criteria by setting up sovereign savings funds that can also fulfill the function of creating short-term 
macroeconomic stability in response to fluctuations in resource prices (Villafuerte, López-Murphy, and 
Ossowski, 2010; Ossowski, 2013) (see Box 1.1).

A fifth factor is that, in general, structural rules, or those adjusted by the business cycle, leave the fis-
cal policy stabilizing role to the appropriate operation of the automatic stabilizers. By definition, struc-
tural rules do not consider discretional fiscal policies as long as the size and operation of the automatic 

Box 1.1: fiscal Stabilization funds in latin america and the caribbean

many lac countries that generate significant fiscal revenues from the exploitation of raw ma-
terials have created stabilization funds. the funds are automatic safety mechanisms designed 
to attenuate the effects of price fluctuations of these basic products on fiscal accounts. they 
seek to stabilize public expenditures, whenever revenues display volatile or uncertain behavior 
(marcel, 2013).

Stabilization funds operate under pre-established rules, accumulating additional reve-
nues during price surges and financing necessary expenditures during declines. Deposits and 
withdrawals depend on attaining an outcome in relation to a specific trigger. Some funds cen-
ter on price fluctuations in export products, whereas others mainly concentrate on fluctuations 
in fiscal revenues. an important challenge is to set the reference value that governs the with-
drawals and deposits.

with the exception of Bolivia, all of the principle exporters of basic products in the lac re-
gion have created stabilization funds. chile, moreover, has followed a fiscal rule based on struc-
tural fiscal balance adjusted both to the business cycle and to the copper production cycle. other 
countries in the region have rules, although not cycle-adjusted.

chile established a fund for stabilizing the proportion of copper export revenues 
that the government is able to spend in one year. the copper compensation fund operated 

continued ➞
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from 1987 till 2006, primarily to stabilize fluctuations in the real exchange rate and to regulate 
the availability of foreign currencies in the economy. from the 1990s onward, the fund focused 
on stabilizing fiscal revenues produced by the public sector copper corporation. with the enact-
ment of its Fiscal Responsibility Law (frl) in 2006, the fund was eliminated. the frl consolidat-
ed the structural fiscal balance rule and created a single stabilization fund for all fiscal revenues.

ecuador’s frl (2002) contained three fiscal rules aimed at balancing the lack of resourc-
es, the real expenditure growth rate, and public debt. Subsequently, these were modified and 
replaced by a non-oil-based golden rule (2008). there was also a series of stabilization funds 
with a set of rigid operational and deposit rules, which was finally abolished a few years ago.

mexico has created a stabilization fund within the framework of its frl. the execution of its 
rules depends on current oil prices with regard to budgeted prices. there is also a general bal-
anced-budget fiscal rule (not business cycle-adjusted).

in peru, the resources of the fiscal stabilization fund are accumulated according to the fis-
cal surplus at the end of each fiscal year. these resources can be used to service public debt 
once they surpass 2 percent of gDp. the frl establishes various fiscal rules that are not adjust-
ed by the business cycle.

in trinidad and tobago, the stabilization fund stipulates rules of execution that depend 
on real oil revenues in relation to the budgeted revenues.

finally, venezuela established its economic Stabilization investment fund in 1998 to soft-
en the impact of fluctuating oil revenues on fiscal accounts and on monetary and foreign ex-
change operations. in 2004, the fund was modified to stabilize public spending at the national, 
state, and municipal levels and became the macroeconomic stabilization fund. Subsequently, 
in 2007, the national Development fund was created so that resources from oil revenues and 
other sources were used to finance investment projects, which left the macroeconomic stabiliza-
tion fund with no practical role as a public expenditure stabilization mechanism. in venezuela, 
the rules of execution based on oil prices are frequently modified when political circumstances 
and objectives change, which makes them difficult to monitor.

Source: villafuerte, lópez-murphy, and ossowski (2010).

Box 1.1: fiscal Stabilization funds in latin america and the caribbean (continued)
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stabilizers are adequate. This constitutes both an advantage and a disadvantage. The advantage is that, 
by leaving the operation of the countercyclical mission to the automatic stabilizers, discretional policies 
become unnecessary and, consequently, confidence is maintained in the political economy and in the 
rule itself. However, this is only true if the shocks do not affect the normal evolution of the economic cy-
cle; this is not the case for external shocks, natural disasters, and systemic financial crises, which are very 
easily propagated.

A sixth factor is technical complexity of cycle-adjusted rules, which is one of their most serious dis-
advantages. If such rules are to be implemented satisfactorily, the following components and procedures 
must first be established:

  Determine the structural and cyclical components of GDP. Ideally, this can be achieved using a pro-
duction function that captures each economy’s specific qualities. This presents complex statistical 
problems that many LAC countries do not have the capacity to resolve, particularly because they 
lack reliable data regarding capital stock. This restriction leads to the use of other statistics, which are 
not easily understood by a large part of the population.

  Estimate the elasticity of public sector revenues and expenditures.
  Calculate the automatic stabilizers in order to measure the countercyclical capacity of fiscal policy.
  Determine the most adequate fiscal aggregate on which the fiscal target can be established (prima-

ry or total balance), and the public sector area to which the target is to be applied (central or subna-
tional government, or consolidated public sector).

  Identify the required size of the structural target (size of the surplus or deficit, or balanced budget), 
ensuring it is consistent with sustainability of medium- and long-term fiscal policy.

  Adjust the procedures and methodologies of budget formulation, debate, and approval, and ensure 
that budgetary execution is consistent with adequate compliance to the rule.9

Based on the technical complexities of business cycle-adjusted rules, many LAC countries are un-
willing to  apply them. Many budgetary institutions might lack the professional resources that these 
complexities warrant. Furthermore, these complexities can create doubts or suspicions about the rule’s 
transparency and about the technical parameters applied, particularly in  the political sphere wherein 
public budgets are debated and approved.

Finally, a  fiscal rule might not even be  necessary in  certain circumstances. This might be  the 
case in countries that already work well and have a high degree of confidence in  their budgetary in-
stitutions, based on a  long tradition of fiscal transparency, discipline, and sustainability. In these cases, 

9 For a detailed explanation, see Marcel (2010); Ter-Minassian (2010); IMF (2009d); and Fedelino, Ivanova, and Horton (2009).
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a  well-designed escape clause might be  sufficient to  increase the authorities’ maneuverability in  the 
event of shocks unrelated to the business cycle, or when faced with exceptional circumstances.

Escape Clauses
A fiscal rule must have sufficient flexibility to enable authorities to take action when faced with unfore-
seen and significant temporary shocks (e.g., natural disasters, external shocks, and financial crises). In this 
way, the authorities would not have to make frequent modifications of the rule, which can damage con-
fidence in the rule itself and in the authorities’ intentions to sustain fiscal policy. 

These kinds of shocks are mostly temporary (lasting for a year or two), which means that any change 
to the law that upholds the rule would have to be totally or partially reversed once the shock and its ef-
fects have been resolved. Reversals, which can be difficult to achieve, may erode the credibility of fiscal 
policy and create unnecessary political friction. Obviously, if the shock is permanent, the target established 
by the rule, or the rule itself, will have to be modified to safeguard the purpose of long-term financial sta-
bility. Similarly, if the shock is insignificant, the authorities can adjust revenue and spending levels in the 
short term to comply with the rule’s target, without needing to change the rule or create an exemption.

To prepare for unexpected and important shocks, escape clauses that allow for flexibility in terms 
of compliance can be included in the rule. However, escape clauses must satisfy certain conditions to pre-
vent them from being applied on a discretional basis and to avoid undermining confidence in fiscal poli-
cy. These conditions are (i) a clear definition of the nature and magnitude of the shocks that can provoke 
application of the escape clause, (ii) a definition of the duration of the period of exemption from compli-
ance with the rule, and (iii) a definition of a clause that reverses the accumulated deviation from compli-
ance with the fiscal target that is produced during the exemption period.

The reversal of the accumulated deviation from compliance with the target is not a mere techni-
cality, but rather an attempt to reestablish a debt-to-GDP ratio that is equal, or very near, to that which 
existed before the shock and was presumably consistent with fiscal sustainability. Reestablishing the 
debt-to-GDP ratio is crucial, because if the country is burdened with an appreciatively greater proportion 
of debt-to-GDP after the shock, it will be more vulnerable to future shocks, eventually threatening fiscal 
sustainability. This reversal must be conducted over several years to avoid concentrating the entire adjust-
ment within a single fiscal exercise.10

The experiences of the United States and some European countries are instructive in this area. The 
international financial crisis surprised these countries by  resulting in  significantly high levels of  public 
debt. The prolonged and acute recession produced a dramatic decline in revenues and increase in pub-
lic spending because of the increase in unemployment benefits, as well as in other stimulus spending 

10 For further detail and analysis, see Ter-Minassian (2010) and IMF (2009d).
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intended to reactivate economic growth. Furthermore, some of these countries were forced to rescue 
certain financial institutions with fiscal resources to avoid increasing bank failures. Consequently, fiscal 
deficit and public debt soared, creating a perception of high risk to fiscal sustainability. This perception 
deepened the economic recession because the financial uncertainty caused a significant decline in pri-
vate investment, which further weakened growth prospects and fiscal sustainability. This process be-
comes a vicious cycle that is not easy to break.11

Finally, to reinforce the credibility and transparency of a fiscal rule, the escape clause must speci-
fy the level of government at which it can be activated (the executive or parliament level), as well as the 
agency responsible for monitoring both the exemption and the reversal periods. In this sense, the exis-
tence of independent fiscal offices, such as a parliamentary budget office, can help reinforce confidence 
in using escape clauses.

Many countries have established escape clauses to be invoked under very general terms, such as the 
occurrence of “exceptional” economic and social circumstances (Table 1.3). Therefore, the criteria that trig-
ger these clauses are not clearly defined, and their application depends merely on discretional or polit-
ical criteria. In the majority of cases, the clauses do not establish either the time frame for validity or the 
requirements to correct any deviation from the fiscal target that are considered consistent with the sus-
tainability of  public debt. This vagueness in  defining and applying escape clauses could damage the 
credibility of fiscal policy in certain circumstances.

In conclusion, although the inclusion of escape clauses in fiscal rules can provide flexibility during 
unexpected and exceptional circumstances, such clauses must contain, in an explicit and transparent 
form, the criteria that give rise to their application, a definition of the duration periods of the exception 
in each circumstance, and the necessary period for reversing any deviation from the target in a way that 
is compatible with fiscal sustainability. These characteristics would consolidate the credibility and sus-
tainability of fiscal policy, while at the same time endowing it with the flexibility needed under unstable 
conditions.

Correcting Deviations and Applying the Rule to the Budget
There are also less severe factors that can lead to noncompliance with fiscal rules. However, even if these 
deviations are of a limited magnitude, they must be corrected to preserve confidence in fiscal discipline. 
An optimal rule must also make explicit the adjustment or correction mechanism for any deviation that 
occurs during budgetary execution. Corrections should be made during this phase in order to ensure 
consistency with the fiscal target throughout the year (ex-post mechanisms) or during subsequent years 
(ex-ante mechanisms). In either case, it is important to establish the mechanism in the rule. The model 

11 For an illustration of the fiscal situation before and after the 2008–09 financial crisis in OECD countries, see Schick (2010).
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of adjustment will depend on the circumstances in each country and the fiscal target pursued. For exam-
ple, in Chile, the authorities want to send a clear message about fiscal discipline from the very beginning 
of the cycle, which means that corrections must be made during budget execution. In Switzerland, devi-
ations must be corrected during subsequent budgetary exercises.12

Preconditions for the Design and Optimal Operation of Rules Adjusted for the Business Cycle
Given the technical complexity and the variety of objectives that cycle-adjusted rules can satisfy, it is con-
venient to analyze the conditions necessary for their optimal design and operation in terms of fiscal poli-
cy effectiveness, credibility, flexibility, and sustainability.13 These conditions are even more important in the 

TABLe 1.3: examples of escape clauses in a variety of countries

CouNTry Type oF CLAuSe

argentina the authorities can increase certain expenditures in social and economic emergencies stipulated by the law.

Brazil a 1 percent contraction in gDp or a natural disaster can trigger an escape clause, but the clause can only be invoked 
with the approval of congress.

germany if approved by a majority of parliament, the budget rule allows for exceptions in the case of a natural disaster or other 
exceptional emergency. however, a repayment plan is required in the case of exceptionally high budget deficits.

india the escape clause included in the fiscal responsibility law allows the government to disregard the targets under any 
exceptional circumstances that the central government might specify.

norway temporary deviations in the rule are permitted in response to significant changes in the value of the government pen-
sion fund.

pakistan an escape clause exists for security emergencies and for natural disasters.

panama
the deficit ceiling for the nonfinancial public sector is set at 1 percent of gDp (excluding operation of the panama 
canal), but this can be disregarded if the real gDp growth rate is below 1 percent. in this case, the ceiling can be raised 
to 3 percent of gDp in the first year, and then gradually decreased over the following three years.

Spain there is an exceptional circumstances clause.

Sri lanka there is an exceptional circumstances clause.

Switzerland parliament can approve, by a qualified majority, a deviation from the budget norm under exceptional circumstances.

Source: ter-minassian (2010), based on imf (2009d).

12 Marcel (2010) and Ter-Minassian (2010) present more detailed analyses of the correction of deviations.
13 In reality, some of these conditions might be established simultaneously with the approval of a fiscal rule adjusted for the busi-
ness cycle. However, if these conditions have already been fulfilled and, thus, fiscal policy credibility has already been improved 
and the authorities’ reputation enhanced, the condition would significantly facilitate the political and social consensus needed 
to approve the rule, as well as strengthen confidence in the rule’s operation and transparency.
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case of LAC countries because of the existing limitations on the efficient operation of the automatic stabi-
lizers described above. Most of these conditions are critical for the satisfactory operation of any kind of fis-
cal rule. However, given the technical complexity of cycle-adjusted rules, they are more challenging to fulfill.

Macroeconomic Conditions
1. Macroeconomic and financial stability, and the sustainability of public debt over the medium and 

long term. Countries with high levels of public debt and a marked bias toward deficits should make 
substantial efforts in terms of fiscal consolidation either before or at the same time of establishing 
a rule of this kind. Otherwise, the rule’s credibility and sustainability will be under scrutiny.

2. Effective macroeconomic coordination between fiscal and monetary authorities, and conver-
gence between their objectives, including on  foreign exchange policy. The lack of  convergence 
and coordination can produce contradictory results that tend to  undermine the effectiveness 
of countercyclical policies.

3. Soundness of the financial and banking system, including a well-developed banking system safety 
network, legal and regulatory frameworks, and the institutions responsible for financial and banking 
oversight. Systemic banking and financial crises can disable fiscal rules by undermining fiscal sustain-
ability and macroeconomic stability, as witnessed in the majority of developed economies during 
the 2008–09 financial crisis, and in various past episodes in the LAC region.

4. The operation and adequate size of the automatic stabilizers. Some factors that limit the smooth op-
eration of these stabilizers do not depend on the will or the wishes of the economic authorities, but 
rather on structural factors that are difficult to correct in the short term. However, it is possible to re-
duce or remove these limitations over the medium and long term by, for example, improving the 
collection, structure, and progressiveness of the personal income tax, including by making transfers 
to subnational governments through ordinary mechanisms to stabilize countercyclical revenues and 
widening and enhancing unemployment benefits.

Fiscal and Budgetary Conditions
5. Compatibility between the fiscal rule and other fiscal and budgetary institutions, including budget 

and public credit laws, transparency and fiscal responsibility laws, and public financial administra-
tion laws.

6. Appropriate inclusion of public sector transactions and units in the fiscal and budgetary accounts, 
and the choice of an adequate and broad fiscal aggregate to ensure the effectiveness of the rule 
in terms of the sustainability and countercyclicality of fiscal policy.

7. The quality, frequency, and transparency of budgetary information, as well as the credibility of the 
institutions that deal with budget formulation, debate, approval, and execution processes. These 
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aspects also include determining or estimating the macroeconomic assumptions on which budget 
drafting and approval is based.

8. Compatibility of fiscal rules with the federal fiscal institutions, which includes inter-governmental 
transfers and any other fiscal agreements with subnational governments.

9. Convergence between the fiscal rule and budgetary design in the case of countries that export non-
renewable resources, including the rules governing deposit and withdrawal for stabilization funds 
and intergenerational savings.

10. Documented and transparent registration of contingent liabilities and the provision of the necessary 
budgetary resources to cover them, without creating delays in payments or in floating debts that 
might eventually put the sustainability and credibility of fiscal policy at risk.

11. Adequate financial and administration information systems that (i) generate significant and timely 
fiscal management indicators that guarantee the quality, transparency, and availability of informa-
tion regarding budgetary execution and the government’s financial accounts and movements; and 
(ii) guarantee the payment of benefits and the collection of contributions for the unemployment 
benefit system.

If any of these preconditions are not fulfilled, there is a risk that the fiscal rule will be abandoned 
or suspended, or that its effectiveness will be undermined through the appearance of unexpected ex-
penditures, the proliferation of quasi-fiscal activities outside of the budget, or a backlog in the payment 
of improperly accounted debt. Any one of these faults or deficiencies in political economy or budgetary 
management will affect the credibility of fiscal policy, the achievement of financial stability, and, eventu-
ally, the preservation of fiscal stability.

Complementarity with Other Institutional Mechanisms
The operation of business cycle-adjusted rules, as well as any other kind of fiscal rules, can be substantial-
ly improved when they complement other institutional designs, such as the following:

1. Medium-term budgetary frameworks. This kind of  institutional design tends to  reduce uncer-
tainty about fiscal policy direction and, therefore, contributes to  strengthening macroeconom-
ic stability in general. At the same time, these frameworks can help reinforce fiscal sustainability 
if they establish certain budgetary restrictions on borrowing and ensure adequate resources are 
provided for those investment projects that are to be executed over many years. Even though 
these medium-term budgetary frameworks do not constitute a requirement for the cycle-adjust-
ed rule to function, the mechanisms can complement each other to strengthen fiscal policy tar-
gets. For example, the structural fiscal target might be defined and reviewed within the context 
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of a pluriannual budget, which would be based on the expected values of structural or trend GDP 
over the medium term.

2. The transparency and credibility of a structural rule, given its high technical complexity, can be sub-
stantially reinforced through the existence of independent fiscal institutions, such as congressional 
budget offices, councils, or panels of  independent fiscal experts, for instance those used in Chile. 
These institutions can corroborate the budget’s macroeconomic parameters and some of the tech-
nical components on which the structural rules are based. Their independence and credibility can 
significantly increase the credibility and transparency of cycle-adjusted rules and reduce the limita-
tions and information asymmetries that their technical complexity implies.

The Political Economy of a Structural Balance-Based Fiscal Rule
In general, establishing a fiscal rule calls for social and political consensus if the rule is to be sustainable 
and enduring. The more demanding the rule in  terms of  transparency and fiscal discipline, the great-
er the need for wider and more solid political consensus. This is even more necessary for a cycle-based 
rule given its technical complexity, the conditions that must be met for it to be credible and sustainable 
over time, and the complementarity it must share with other institutional mechanisms to strengthen the 
transparency and credibility of fiscal policy. Such consensus is difficult to achieve and depends on politi-
cal, institutional, and cultural factors in each country.14

The first condition required to  foster such consensus is  a  thorough understanding of  this kind 
of rule. One action that facilitates knowledge and eventual adoption is the use of the structural fiscal 
balance as an indicator for evaluating the quality and sustainability of fiscal policy, in contrast to the ob-
served or current fiscal balance. In fact, this was undertaken in Chile before the rule was legally adopted, 
which made the achievement of the necessary consensus highly likely. In this sense, the Chilean expe-
rience, where the structural rule has now been applied for 11 years, constitutes an exceptional example 
of healthy, effective fiscal policy, sustained by wide-ranging political and social consensus.15 Some coun-
tries, such as Peru, already use this indicator as a reference without being obliged to apply it as a rule 
with specific targets.

The second condition, which is crucial, is that the rule must be established within a climate of po-
litical and economic stability. Chile, as mentioned, along with Brazil, Colombia, Mexico, and Peru present 
positive lessons. Their rules were adopted in politically stable contexts, and the political leaders intend-
ed to consolidate efforts toward economic stability and fiscal sustainability that had been achieved af-
ter years of economic reforms. In  fact, one very critical factor that contributed to adopting fiscal rules 

14 See Ter-Minassian (2010) for more information and bibliographical references.
15 See Marcel (2010).
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in these countries was that the benefits of economic growth achieved over many years had already be-
come apparent in the form of low inflation and financial and foreign exchange rate stability. The popula-
tion overall enjoyed these benefits and, therefore, those laws that reinforced the institutional mechanisms 
necessary to make those benefits more enduring and safer encountered no resistance from the diverse 
social sectors, such as political parties, trade associations, and trade unions.

The best time to introduce these kinds of rules in the business cycle is in a period of stability or in its 
expansion phase. During these phases of sufficient or abundant resources, the government sends a clear 
signal of intent regarding fiscal discipline, which improves the authorities’ credibility and reputation and, 
thereby, facilitates the building of consensus. If such rules are proposed during a contraction in the cy-
cle, some might suspect that the government’s motive is to establish a higher ceiling for spending, which 
could cause a lack of confidence in the true intention behind the proposal.

In the case of Brazil, there was a lengthy period of consultation in 1999 and 2000 before its FRL was 
adopted. Given that this law directly affected the state governments, some prior agreements at the re-
gional level were needed for its approval. The law was successful because it reestablished fiscal discipline 
at both the federal and subnational government levels. Although it is not really a cycle-adjusted rule, fis-
cal discipline turned out to be crucial to achieving macroeconomic stability and debt reduction as a re-
sult of significant primary surpluses.16 In mid-2011, Colombia adopted a structural balance-based rule, with 
a transition period until 2015 to achieve implementation of certain prior conditions and to make the nec-
essary adjustments to various regulations.

Mexico and Peru do not have structural balance-based rules, but their current rules require ample 
political agreement. Mexico’s rule demands budgetary equilibrium, but it also has an exemption clause 
for extraordinary circumstances. In  fact, it  is one of  the few countries in  the LAC region that had one 
of these clauses in place before the 2008–09 financial crisis. The rule also has an oil revenue stabiliza-
tion fund. Fiscal discipline, achieved some years after the effects of  the  1994  crisis were surmounted, 
was ratified by the new rule approved in 2007, which has enabled the country to considerably reduce 
its public debt (mainly debt denominated in U.S. dollars), and refinance the remaining balance over lon-
ger repayment periods. Peru’s rule displays various important elements, particularly with regard to lim-
its on expenditure growth and subnational government discipline, which has also enabled the country 
to enjoy a prolonged period of fiscal discipline, growth, and financial and macroeconomic stability, as well 
as a considerable reduction in public debt.17

Two other very instructive examples are Argentina and Venezuela, although, lamentably, in the neg-
ative sense in terms of the sustainability of their fiscal rules. In Argentina, various fiscal rules have been 

16 See Ter-Minassian (2010) and Levy (2010).
17 See Esquivel (2010), Jul (2010a), and Levy (2010).
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implemented, even before the financial and fiscal crisis of 2001, but they have not been respected. Dur-
ing the following period of political and economic instability, new fiscal rules were established, which did 
not achieve their objectives and, after a short while, were reformed or abolished.18 In Venezuela, various 
kinds of rules have been inaugurated to stabilize oil revenues and reduce the procyclical nature of fis-
cal policy since the country boasts one of the highest levels of economic volatility in the region. These 
rules have been changed too often. The first attempt at establishing a macroeconomic stabilization fund 
occurred between 1997 and 1998, when a law was approved using a mechanism of temporary and ex-
traordinary legislative powers that congress bestowed on the executive office—the so-called facilitating 
law. The law was approved without the necessary consensus and was modified two years later when the 
country’s political direction changed. Subsequently, this law has been reformed on various occasions, but 
fulfills no practical purpose.19

Another vitally important element of political economy to be considered when establishing a struc-
tural balance-based rule relates to subnational governments. In this sense, the political and social consen-
sus requires the inclusion of regional political factors, including, apart from political parties, the governors 
and mayors, the states or department legislative assemblies, and the parliamentarians that represent the 
states, departments, or provinces at the national or federal legislative level.

Recently, in some cases in the LAC region, the lack of a clear and transparent definition of how sub-
national governments would be incorporated into a rule’s operation, with regard to the accumulation 
and use of the savings gained from resources arising from inter-governmental transfers throughout the 
business cycle, has been an  impediment to  building consensus. These mechanisms must be  entirely 
transparent given that, if the regions perceive they might be the object of a land-grab, or have restric-
tions put on resource use that go beyond the normal evolution of the business cycle, they will openly 
oppose the adoption of such rules.

Finally, the region’s abundant nonrenewable natural resources must also be considered in establish-
ing fiscal rules in general, but even more so if they are cycle-adjusted rules. Seven countries, which com-
bined represent roughly 45 percent of GDP and nearly 60 percent of the entire region’s exports, fall into 
this category. Further, Brazil, which is not included in this group, will probably become an oil-exporting 
country in the coming decades. This characteristic can modify these countries’ conduct in various as-
pects. There is a wide range of literature on the subject, although experts in the region seem far from 
reaching a consensus.20

18 See Braun and Gadano (2007) and Rivas (2010a).
19 See Villafuerte, López-Murphy, and Ossowski (2010).
20 For further discussion, see Eifert, Gleb, and Tallroth (2003); Van der Ploeg (2010); and Collier and Venables (2011).
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The first aspect that seems clear is the displacement of fiscal resources other than those arising from 
nonrenewable resources, which means that these countries are highly fiscally dependent on these re-
sources, with a lower burden on other taxes.21 A lower tax burden reduces society’s demand for great-
er accountability and transparency from public authorities, which, in turn, translates into weaker and less 
transparent institutions.

If the above-mentioned circumstances are true, then these countries will never become candidates 
for establishing cycle-adjusted fiscal rules. Though the literature demonstrates that there is a displacement 
effect on fiscal revenues, it would be a mistake to jump from there to the different conclusion, given that 
institutional quality depends on another combination of very important factors, such as the society’s cul-
tural make-up, the quality of political and social leadership, and the maturity of democratic institutions.

Once more, Chile is  a  clear example that counters this argument because its economy depends 
on revenues from copper (nearly 25 percent in recent years as a result of an upsurge in prices for raw ma-
terials), but its fiscal rule has functioned successfully. Colombia, which is displaying a tendency of increas-
ing oil-based revenues, has approved a rule similar to Chile’s.

As previously discussed, an even more complicated political economy issue for countries that de-
pend on nonrenewable resources is the decision whether to create a stabilization and intergeneration-
al savings fund. Beyond the merely technical decision, the choice between saving for future generations 
or spending as soon as resources are available involves many political and social factors, including in-
terest groups that might influence the decision about when and what to spend. From the perspective 
of intergenerational fairness, the correct decision seems perfectly clear. However, saving for future gener-
ations implies an opportunity cost in terms of investment in development projects that might enhance 
an economy’s potential growth. Moreover, the final result might be the same or better than putting the 
resources into an intergenerational savings fund. In a context of low interest rates on the international 
markets, which has been the case in the almost every year of the current millennium, this is even more 
likely to be true. On the other hand, many countries rich in nonrenewable resources have not had pos-
itive experiences with development projects carried out by the state, because many of  these invest-
ments have been made inefficiently and at high costs. The debate between experts on  the subject 
ensues.22

Beyond the intergenerational savings funds, there are significant reasons in favor of creating stabi-
lization mechanisms for nonrenewable resource revenues, given that these resources are highly volatile 
and contribute to creating a marked procyclical bias in fiscal policy. The macroeconomic volatility that 

21 See Bornhorst, Gupta, and Thornton (2009); Bustos and Perry (2011); and Ossowski and González (2012).
22 For further discussion, see García, Easterly, and Yuravlivker (2008); Van der Ploeg and Venables (2008); and Venables (2010).
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generates this procyclicality implies high costs in terms of growth. However, interest groups and politi-
cal factors also affect this decision, because a decision of this nature implies a bid to secure a share of the 
revenues earned from these resources, rather than the payment of taxes by taxpayers.

Additionally, there are differences in the intertemporal perspectives between an administration that 
receives the benefits of a surge in prices for these products and a sector of society that prefers the option 
of future expenditures, when conditions are less favorable. In setting up a savings fund, the present gov-
ernment is postponing the decision to spend resources, and thus the decision could end up in the hands 
of future governments. Given the uncertainty of their time in office, it is only to be expected that the gov-
ernments spend as soon as they receive the benefits of the price rise. These differences on intertemporal 
preferences, and the presence of interest groups that compete for a share of the revenues, often hamper 
the creation and effective operation of macroeconomic stabilization funds in these countries.

Finally, all oil-producing countries implicitly subsidize the price of combustibles in their own inter-
nal markets. These hidden subsidies are not registered as costs nor are they approved in the annual bud-
get exercise, despite the fact that they constitute substantial amounts and represent a high opportunity 
cost for investment projects or spending on healthcare or education to improve human capital and en-
hance the equality of social opportunities. As a result of the rise in raw material prices in recent years, 
and especially in prices for hydrocarbons, it is estimated that that these hidden subsidies amount to be-
tween 7 and 8 percent in Ecuador and Venezuela.23

The economic efficiency and fairness of these subsidies is also highly questionable, despite the fact 
that, in some way or other, all sectors benefit in some proportion from them. The lower-income sectors 
benefit through lower collective transport tariffs, and private vehicle users benefit directly from lower 
petrol prices. Further, all citizens benefit from lower costs of the transportation of goods. However, in per 
capita terms, the private vehicle owners benefit the most.24 The fiscal transparency implied by a struc-
tural balance-based rule should reveal these subsidies, but this is a very politically and socially sensitive 
matter in these countries. In fact, elimination of these subsidies cannot be achieved without the creation 
of a compensation mechanism for the lower-income groups, both from a fairness perspective and to en-
sure the viability of the fiscal rules, among other factors.

In conclusion, political economy factors play a primary role in deciding whether or not to adopt a fis-
cal rule and, further still, a rule based on structural balance. Compliance with the necessary preconditions 
that guarantee the sustainability and credibility of this kind of rule, particularly with regard to the trans-
parency of fiscal and budgetary accounting, and the specification of  the macroeconomic criteria that 

23 See Ossowski and González (2012).
24 See García and Salvato (2006) for Venezuela’s case, and Ossowski and González (2012) for the region as a whole. 
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underpin the formulation and approval of the budget, are fundamental for creating the consensus need-
ed, including among subnational governments, to adopt a rule of this type. The existence or establish-
ment of independent fiscal institutions, which can significantly help strengthen fiscal policy transparency 
and credibility, will facilitate the creation of such consensus. Likewise, as the experience in Chile—a coun-
try rich in nonrenewable resources—demonstrates, the use and frequent debate of the fiscal balance, ad-
justed by the cycle as an indicator of fiscal policy sustainability and quality, will enhance understanding 
of the rule and, therefore, foster the creation of a favorable climate for building consensus.

the chilean experience25

In May  2000, following the fierce controversy about fiscal policy direction that arose during the 
1997–99 Asian Crisis, President Ricardo Lagos announced to congress his intention to apply a fiscal rule 
based on  the structural balance. The rule adopted comprises three basic elements: (i) a consolidated 
central government structural balance indicator, (ii) an annual target, and (iii) a methodology applicable 
to budget formulation and execution. Adoption of the fiscal rule during its first years of validity was justi-
fied by a series of macroeconomic and fiscal risks that can be grouped under three headings:

1. Macroeconomic risks arising from the Central Bank’s operational deficit and from the financial vulner-
ability associated with exchange rate volatility, since a large share of long-term public and private 
debt was denominated in foreign currency.

2. Fiscal risks derived from contingent fiscal liabilities, including state guarantees to deposits, the guar-
anteed minimum pension for those affiliated with the individual capitalization pension plan, and 
guarantees of minimum revenues or traffic in the infrastructure concession contracts.

3. Business cycle and fiscal risks that emerge due to the volatility in fiscal revenues derived from copper 
as a source of public financing linked with nonrenewable resources.

To mitigate these risks, the authorities’ initial option was to apply the structural rule ex-post and 
to exclude escape or exemption clauses to strengthen the rule’s credibility. (The methodological detail 
of the rule at the time it was adopted compared to the present is presented in Table 1.4.) In order to implement 
the structural balance rule, structural revenue estimates need to rely on the basic estimates of trend GDP 
and the price of copper over the long term, which is provided by independent panels of experts. This 

25 This section is a synthesis of the analysis presented in Marcel (2010). 
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TABLe 1.4: methodology for estimating structural balance in chile

CoMpoNeNT origiNAL MeTHodoLogy ACTuAL MeTHodoLogy (2009)

effective balance (B)
cash-based central government budgetary 
balance, with reclassification to reflect net worth 
variation (corrected balance).

consolidated central government balance (budgetary 
and extra-budgetary) on the basis of mef 2001 (net 
acquisition of assets by government operations).

gDp (Y) total gDp based on market prices in national 
accounts — base year 1996.

total gDp based on market prices in national accounts —
base year 2003.

revenues from copper 
(c) physical sales by coDelco.

physical sales by coDelco.
income tax revenue collection and additional tax 
on the 10 leading mining companies.
Specific tax collection (royalties) on private sector mining.

tax revenues (t) total tax revenues plus social security 
contributions.

tax revenues, less income tax and additional tax 
on the 10 leading mining companies, less specific tax 
collection (royalties) on private sector mining, plus social 
security contributions.

elasticity of revenues 
from tax collection (µ)

aggregate elasticity of total tax revenues, plus 
social security contributions with respect to gDp.

Disaggregated elasticity for five types of taxes — annual 
income, monthly income, pmp, indirect taxes, other taxes 
— and health contributions.

gDp trend (Y*)

estimated based on production factor using the 
Stock-watson methodology.
factors of production corrected according 
to quality.
tfp obtained as a residual.
hodrick-prescott filter to soften fluctuations 
in factors of production and tfp.
out-of-sample observations obtained from 
estimates drafted by the treasury.

estimated based on production factor using the Stock-
watson methodology.
factors of production corrected according to new indicator 
of capital use rate, variable depreciation rate, hours 
worked, and quality of education.
tfp obtained as a residual.
hodrick-prescott filter to soften fluctuations in factors 
of production and tfp.
out-of-sample observations obtained by consultations 
with a panel of independent experts.

real copper price (pcu) average foB price of coDelco exports. average foB price of coDelco exports; lme price for 
taxes on large private mining companies.

long-term copper price 
(pcu*)

reference price of the copper compensation 
fund estimated by the treasury.

long-term copper price, estimated by a panel 
of independent experts as an average for the next 10 years.

revenues from 
molybdenum not considered.

coDelco revenues arising from the sale of molybdenum, 
corrected by difference from long-term prices, calculated 
as a mobile average over the last four years.

interest received not considered. interest derived from the treasury’s financial assets, newly 
calculated based on the nominal long-term interest rate.

other revenues not considered.

operating revenues, diverse property revenues, and 
interest and capital gains from financial assets held 
in sovereign funds for which a single elasticity with 
respect to gDp is supposed.

Source: marcel (2010).
coDelco = national copper corporation (corporación nacional del cobre); pmp = provisional monthly payments; tfp = total factor productivity;  
foB = free on board; lme = london metal exchange.
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means that the level of expenditures in a given period does not depend on real tax revenues and its 
short-term macroeconomic determinants (e.g., economic activity, copper prices, inflation, and interest 
rates), but on the level of structural revenues over the long term. Therefore, the rule is not exposed to  
debate during budget formulation within the executive office or during the subsequent parliamentary 
debate.

In this way, under the structural fiscal rule, the budget project becomes structured around four main 
components: (i) an estimate of effective revenues defined according to  the macroeconomic scenario; 
(ii) the total expenditure level, determined by application of the rule, based on the structural revenues; 
(iii) the balance obtained from the difference between the two previous aggregates; and (iv) the distribu-
tion of expenditures, which includes both incremental and ongoing expenditures (Figure 1.5).

Figure 1.5: budget formulation under the structural balance rule
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Compliance with the structural target is especially commendable, given the significant fluctuations 
in the effective balance produced by the business cycle and the price of copper in recent years. These 
fluctuations were significant especially in the period 2006–09, because of the boom in prices for raw ma-
terials that occurred until mid-2008, followed by the sharp decline in the ensuing international financial 
crisis.

During the boom period, the Chilean authorities had to fight to contain the political pressure for 
higher expenditures against a  backdrop of  rising assets accumulating in  the sovereign funds. In  spite 
of  this pressure, between  2003  and  2008, the primary balance was an  average surplus of  3.9  percent 
of GDP. The 2008–09 crisis confirmed the rule’s value, enabling the authorities to pursue a markedly coun-
tercyclical policy, in line with a deficit of 8.5 percent of GDP in 2009. Application of the fiscal rule signifi-
cantly reduced the volatility of consolidated central government spending in comparison with previous 
periods. There is also empirical evidence of a reduction in the volatility of GDP growth, despite the in-
crease in external shocks that the Chilean economy has faced since the rule’s adoption. Furthermore, the 
adoption of the rule reduced the risk factors in the economy. The systematic generation of structural and 
effective surpluses significantly reduced public debt and, consequently, interest rates and refinancing 
risks. While the rule was in force, Chile’s “spread” according to sovereign risk also fell sharply, both in abso-
lute terms and in relation to other emerging economies.

In synthesis, the Chilean experience has offered 10 key lessons for establishing a structural balance 
rule, associated both with articulating and perfecting the rule itself, and with the macroeconomic effects 
of its application (Marcel, 2010).

Lessons Learned from Articulating and Perfecting the Rule

1. A good fiscal rule must be measurable and open to evaluation.
2. The effectiveness of a structural balance rule rests on its credibility.
3. The credibility of a fiscal rule depends on its transparency and predictability.
4. A fiscal rule must to be easy for citizens and politicians to understand.
5. Although a fiscal rule requires stability, it must also be open to improvements; limits to the method-

ological adjustments are set by transparency, conceptual coherence, and intertemporal consistency.
6. One way of protecting the fiscal rule’s stability is to admit that certain circumstances justify overrid-

ing the rule on an exceptional and temporary basis.
7. Only some emerging countries have the conditions to adopt a structural balance rule.
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Lessons Learned from the Macroeconomic Effects of the Rule’s Application

8. The structural fiscal balance rule generated a virtuous circle that contributed to strengthening pub-
lic financial management.

9. The structural balance rule is more effective for stabilizing public expenditures then for stabilizing 
GDP.

10. The structural fiscal balance rule provides flexibility to respond to the business cycle but does not 
limit the range of responses that may be needed to implement economic policy.

other caSeS in the lac region

The IDB’s review in  2010–11  clearly reflected the heterogeneous nature of  fiscal policy in  the LAC re-
gion, both with regard to institutional budgetary design and to compliance, or otherwise, with the pre-
requisites that must be put into place before a structural fiscal balance-based rule can be implemented. 
In general, only a few countries are sufficiently prepared, from economic and institutional perspectives, 
to adopt a rule with these characteristics. This group includes countries that have an acceptably solid fis-
cal position, with relatively efficient systems of regulations and budgetary procedures, and transparent 
and efficient information and financial management systems. These countries also enjoy stable macro-
economic and financial conditions and could, therefore, adopt a  structural balance-based rule within 
a relatively short period of time. Fundamentally, the group includes Brazil, Colombia, and Peru, although 
they would all need to make some adjustments to their budget policies.

In Brazil’s case, one of the difficulties is the high proportion of revenues already earmarked for cer-
tain expenditures, which introduces rigidities into fiscal policy management. Likewise, as it is a country 
with a high degree of fiscal federalism, the introduction of a business cycle-based rule would call for 
adjustments in the coordination mechanisms between subnational governments. Also, in recent years, 
some operations have been introduced that have weakened fiscal transparency with regard to the stan-
dards set out in the International Monetary Fund (IMF) Manual on Fiscal Transparency (IMF, 2007; Levy,  
2010).

For its part, Peru has a very good chance of establishing a business cycle-based rule (Jul, 2010a). Peru 
has made significant progress in consolidating its fiscal policy and improving transparency and finan-
cial information in the public sector, although there is room for improvement. Furthermore, it also has 
a fiscal rule, approved as part of the Fiscal Responsibility and Transparency Act, which—although not ad-
justed by the business cycle—establishes the following: a fiscal outcome; a spending ceiling for central 
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government; additional restrictions on expenditures and borrowing during electoral periods; rules gov-
erning borrowing by subnational governments; a stabilization fund for the revenues derived from privati-
zations, mining and hydrocarbons concessions, and budget surpluses; and escape clauses and correction  
mechanisms.

The principal challenges that Peru faces in order to implement a business cycle-based rule are two-
fold: (i) the integration of revenues derived from nonrenewable resources (minerals) with a rule of this 
nature, and (ii) the inclusion of the fiscal relations with subnational governments, particularly the federal 
distribution of revenues arising from mining activity. It is worth highlighting that Peru’s Central Bank has 
used the structural fiscal outcome as a reference for many years when drafting its reports to congress and 
the public on the evolution of inflation and monetary policy, which signifies that the main political and 
economic actors are familiar with the concept.

Uruguay is  also a  good candidate for establishing a  cycle-adjusted rule over the medium term. 
However, this would require important improvements in terms of transparency and the quality of bud-
get information, which includes all the fiscal and financial information of  public sector corporations, 
as well as other state entities that occupy a predominant position in  the consolidated public sector, 
such as the Social Insurance Bank (Banco de Previsión Social). Uruguay has made advances in fiscal con-
solidation since the 2001 financial crisis. It could begin to use the fiscal outcome adjusted by the busi-
ness cycle as an indicator of fiscal policy, accompanied by an agenda of institutional reforms to satisfy 
the aforementioned preconditions that would enable the country to adopt a rule of this type (Le Fort 
Varela, 2010a).

A further group is made up of the countries that, although they have relatively efficient information 
and financial management systems and adequate budgetary systems, would need to make major fiscal 
consolidation endeavors before a business cycle-adjusted rule could be adopted. Costa Rica and Mexico 
are in this group.

In Costa Rica’s case, there has been a notable deterioration in public finances because of sustained 
growth in expenditures and the earmarking of public revenues for predetermined purposes. These prac-
tices reduce fiscal policy flexibility and generate a  pro-deficit bias that has, in  recent years, produced 
a significant increase in public debt (Rivas, 2010b).

In Mexico’s case, in  spite of  the appreciable progress registered in  fiscal consolidation following 
the 1994 fiscal crisis, the country has significant fiscal challenges ahead. First, oil revenues, which make 
up one-third of all public sector revenues, will be affected over the medium term by a fall in oil produc-
tion and an increase in internal consumption of gas. Second, the level of non-oil-based revenues is very 
low (between 10 and 11 percent of GDP), which places Mexico in an unfavorable situation compared 
to other countries in the region with similar levels of development. This low revenue is a result of a very 
narrow tax base caused by the proliferation of tax breaks and exemptions applicable to the two most 
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important taxes: value added tax (VAT) and income tax (ISR). In this context, the country’s fiscal sustain-
ability will require a substantial tax system reform over the medium term. Furthermore, Mexico suffers 
from some faults in its fiscal federalism, given the limited taxation facilities and transparency shortcom-
ings in the states’ public finances (Esquivel and Peralta, 2010).

Argentina and Panama are special for different reasons. In Argentina, there is a long history of aban-
doning and modifying fiscal rules because of a series of financial crises and the unsustainability of public 
debt. In fact, there are problems associated with the failure to honor public debt payments in 2001 that 
have yet to be resolved. Finally, the country has also imposed market-distorting duties, such as export re-
tentions or tariffs (Rivas, 2010a).

Panama is a special case because of the preponderance of fiscal revenues from the canal. Canal ac-
tivity has encouraged the development of a widely diversified service sector, alongside the internation-
al banking activities that have a  long history in the country. In  fact, services represent three-quarters 
of GDP. In recent years, Panama has made significant efforts to limit fiscal deficit and reduce public debt. 
It also has a good public financial management system, and the legal framework for the budget has im-
proved considerably. Furthermore, dollarization of the economy and the service base associated with 
canal activities, as well as international banking, endow the country with great financial stability and low 
inflation levels. The extension of the canal will promote even further growth in the service sector, while 
at the same time guarantee a substantial future increase in a stable and safe source of revenue. Pana-
ma applies a fiscal rule that limits the budget deficit and establishes a net debt reduction target. The 
rule also has an escape clause, as well as a correction mechanism for returning to the original targets af-
ter the shocks prompting its application have been overcome. Fiscal revenues, whether from the canal 
or not, are generally very stable. This means that the observed fiscal balances and those adjusted by the 
cycle are practically the same. For these reasons, the country does not need a structural balance-based 
rule but, rather, a rule that guarantees the sustainability and credibility of fiscal policy without the tech-
nical complexities that a cycle-adjusted rule entails. The current version of the FRL fulfills these objec-
tives (Jul, 2010b).

Trinidad and Tobago used the surge in raw material prices in the mid-2000s to improve its fiscal out-
comes and reduce public debt. However, the country still has some way to go in improving the quality 
and transparency of public sector budget and financial information. There is an intergenerational savings 
fund, but the rules governing revenue accumulation and use are not explicit. Given the present levels 
of hydrocarbon reserves and the current rate of production, Trinidad and Tobago could exhaust these re-
sources within a period of approximately 15 years. Therefore, it should establish a rule that includes a sta-
bilization and intergenerational savings fund.

The Bahamas and Barbados both display high levels of indebtedness, marked procyclical biases in fis-
cal policy, and narrow tax structures. Furthermore, both are competing in the Caribbean for the same 
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market (tourism), which is highly dependent on the U.S. and European economies. Moreover, as they are 
situated in the Atlantic hurricane zone, they are extremely vulnerable to natural disasters. Therefore, these 
countries should make substantial efforts toward fiscal consolidation, diversifying and widening the tax 
base, and increasing budget transparency and quality before considering the establishment of a cycle-
adjusted rule (Villasmil, 2010a, 2010b).
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concluSionS

The economic and financial crisis of 2008–09 revealed a great deal about the evolution of public financ-
es in the LAC region, and the possibilities of improving and strengthening fiscal policy. First, the major-
ity of the countries in the region have improved their fiscal outcomes and the institutional framework 
of public finances. Second, with a few exceptions, compared with previous decades, the procyclical bias 
of fiscal policy has been reduced over the last 10 years. Third, despite these positive results, the crisis high-
lighted the need to further improve the institutionality of public finances in order to strengthen the sta-
bilizing capacity of fiscal policy and increase the authorities’ margin to counteract exogenous shocks, 
buttress credibility in macroeconomic policy, and consolidate fiscal sustainability over the medium and 
long terms.

Fiscal rules can help achieve these objectives if  they are well designed. However, some rules can 
exhibit a  clear procyclical bias that, rather than improving the stabilizing role of  fiscal policy, contrib-
utes to propagating the effects of  the shocks. This is one of  the lessons that became evident during 
the 2008–09 financial crisis in both Europe and the LAC region.

Fiscal rules based on structural budget balances can contribute simultaneously to strengthening fis-
cal policy’s stabilizing role and enhancing confidence in macroeconomic policies. However, in order for 
a rule of this nature to be effective, credible, and sustainable over time, it must satisfy certain prior eco-
nomic and institutional conditions, and fulfill certain technical characteristics that can guarantee its cred-
ibility and effectiveness. In this sense, the Chilean experience of applying structural balance-based rules 
during the past decade offers important lessons.

A rule of this type must be established only after efforts to improve the sustainability of fiscal pol-
icy and the credibility of macroeconomic policy, in general, have been consolidated. Otherwise, there 
is a high risk of early abandonment of the rule, with consequent damage to the credibility of fiscal poli-
cy. It is also worth highlighting that adopting a structural balance-based rule is not a prerequisite for opti-
mal fiscal policy. Those countries with a long tradition of fiscal discipline and sustainability, and with solid 
institutional frameworks, do not necessarily need to adopt a rule adjusted by the business cycle, espe-
cially if their automatic stabilizers are of a sufficient magnitude and function satisfactorily. In these cases, 
the inclusion of a well-designed escape clause in the terms described above might be sufficient to pro-
tect fiscal institutions in the face of significant exogenous shocks not associated with the business cycle.

The adoption or establishment of a structural balance-based rule or adjusted by the business cy-
cle calls for ample social and political consensus.26 The technical complexity of this kind of rule can lead 

26 Adopting any kind of fiscal rule will always require a certain degree of social and political consensus, and even more so if the 
rule is restrictive.



38 | gustavo garcía

to opposition. One way of increasing understanding is to use the cycle-adjusted fiscal outcome as a refer-
ential indicator of fiscal policy quality and sustainability. Debate and dissemination of this indicator would 
improve its usefulness and significance as well, thereby generating a consensus for its eventual applica-
tion. The existence of independent fiscal institutions, such as congressional budget offices, councils, or in-
dependent panels of fiscal experts, would significantly help achieve this target.

Finally, the extensive use of a business cycle-adjusted fiscal indicator might help to improve the insti-
tutionality of fiscal policy. Fulfilling the preconditions that must be met before a cycle-adjusted rule can 
be adopted, and approving and articulating the institutional mechanisms that must complement it, con-
stitute in themselves an ambitious agenda of structural fiscal reforms. Realizing this agenda would sub-
stantially improve the quality and credibility of public finances in LAC countries, even if this kind of fiscal 
rule were not ultimately adopted.
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  The performance-based budget (PBB) seeks to  enhance efficiency and transparency 

in public policy and resource management, and to strengthen State institutions.

  The PBB is based on four pillars: generating information to evaluate performance; adjust-

ing the budgetary process; incentivizing public sector officials; and developing institu-

tional capacity.

  In the Latin American and Caribbean (LAC) region, there are many obstacles to developing 

the PBB, including fiscal volatility, budgetary rent-seeking by sector or regional interests, 

and the uneven division of State powers. Despite this, some countries have successfully 

managed to progress toward PBB implementation.

a Beacon for puBlic expenDitureS

The Role of the Budget
The budget fulfills a fundamental role as a guide for public sector management. It not only organizes and 
regulates public expenditures, but also provides a gauge for measuring all subsequent government ac-
tivities, given that the budget is the result of political and technical processes.

The way the budget is formulated, executed, and evaluated determines, to a large extent, the im-
pact of public policies. For example, it is very difficult for a social protection program to achieve its in-
clusion or targeting goals if the resources allocated to it are misspent in activities that bear little relation 
to the service provision chain, continue to support components that have already outrun their useful-
ness, or do not benefit the target population. As the budgetary process is the vehicle whereby this type 
of program is  implemented, it must generate information about the efficiency of  its diverse elements 
and, under clear criteria, redirect resources intelligently in order to maximize results.

Unfortunately, this is no easy task. The budgetary process has substantial technical requirements, 
as well as barriers caused by institutional inertia (or lack of political will) that hamper budget implemen-
tation. The budget has three principal functions: (i) to harmonize the different political positions held 
by the actors involved in budget drafting who represent various sectors of the population and have dif-
fering considerations with regard to government priorities; (ii) to limit the scope of government activities 
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(which are not normally subject to the usual limits that the market imposes on the private sector); and 
(iii) to consider economic factors, such as prioritizing public spending according to technical consider-
ations and the macroeconomic impact of government activity.

These functions can sometimes conflict with one another. For example, whereas the budget debate 
might result in a decision to increase or decrease resources for a particular government agency, a techni-
cal analysis might determine that this decision would be counterproductive to economic development. 
Figure 2.1 summarizes the aims of the budgetary process.

The budgetary process must be undertaken in a cycle that allows it to continually evolve toward 
these objectives (Figure 2.2). This cycle involves all of  the processes, from structural budget planning 
to post-execution evaluation, and is repeated each year, incorporating past information to ensure contin-
uous improvement.

The budgetary cycle begins with the planning phase. In this phase, the main objectives for the follow-
ing financial year, which ideally are linked to short- and medium-term strategic planning, are set out. The 
formulation phase consists of sending the draft budget to the executive or legislative branch. After analy-
sis and debate, further modification and subsequent approval of the budget is in the hands of the legisla-
tive branch. Once the budget has been approved, it is executed throughout the corresponding financial 
year. Finally, the cycle is completed by analysis and evaluation of public expenditure outcomes. This eval-
uation is used during planning for the following fiscal year, thereby providing continuity to the process.

Figure 2.1: objectives of the budgetary process

Macroeconomic effectiveness

Efficiency and effectiveness in resource allocation

Efficiency and effectiveness in resource use

Transparency in fiscal resource management

• Achievement of macroeconomic objectives associated with the impact of public expenditures on the economy

• Appropriate resource allocation at the lowest possible cost
• Resource allocation that reflects citizen priorities and preferences

• Optimization of public resources to achieve the greatest possible number of goals and objectives

• Accountability to citizens with regard to the allocation and use of public resources
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Early Budgetary Models
The first acknowledged budgetary model is known as incrementalism. This model, introduced halfway 
through the 20th century as a practical way to manage the budgetary cycle, continues to be widely used 
worldwide. This model involves marginally modifying the budget each year, increasing or decreasing the 
previous year’s budget allocations by a certain percentage. These decisions are relatively simple, and they 
shorten the political debate and approval processes.

However, as incrementalism conceives the stages of the budgetary cycle to be mere bureaucratic 
steps, it fails to take advantage of the benefits that can result from decision making based on the afore-
mentioned framework of objectives (Figure 2.1). Furthermore, incrementalism does not solve the follow-
ing market problems:

  The principal-agent problem. This problem arises when differences exist between the goals 
of those who make the decisions and those who execute them. During the budgetary process, 
the problem occurs between the authorities that debate and approve the budget and the bu-
reaucrats that put it into practice. To solve this issue, the goals must be clear and mutual, and civil 
servants need incentives to encourage them to identify with and take an active interest in bud-
get execution.

  Common fund or kitty. This problem arises when resources gathered from a wide tax base can be used 
to benefit smaller interest groups. This drawback can be accentuated by the political process but can 
also be counteracted with greater transparency.

Figure 2.2: the budgetary cycle

Planning

FormulationEvaluation

ApprovalExecution

Structures and priorities

Presentation of draftAccountability

Analysis and debateUse of resources
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  Intertemporal inconsistency. This problem occurs when decisions are made in the present that will 
negatively affect the future. This happens, for example, when profits are taken in  the short term 
by  postponing costs into the long term, or  when there are rigidities in  resource allocation, such 
as a commitment to spending a certain percentage of fiscal revenues on education.

During the second half of the 20th century, two alternative models to incrementalism were developed 
to rectify its shortcomings: the program-based budget and the zero-based budget. The program-based 
budget separates government activities into programs and, thereafter, prioritizes resource allocation be-
tween them. This budgetary model was the first to use specific objectives and goals to justify budgetary 
allocations. However, although it has many commendable features, there have been practical problems 
in implementing the program-based budget model, such as in the allocation of responsibility for cross-
institutional programs, difficulties with aligning numerous institutional activities within the programs, 
and the complexity of adequately applying the methodology throughout public administration (which 
includes defining and monitoring indicators).

The zero-based budget seeks to analyze and justify budgetary programs and allocations from the 
outset, which makes it the opposite of incrementalism. Given that it entails a budgetary process that is al-
most independent each financial year, as  in  the case of program-based budgets, the main difficulties 
of zero-based budgets are associated with implementation. The length of the budgetary process within 
a zero-based budget model is excessive, and the lack of historical analysis hampers efficiency.

That said, although these models have shortcomings, they are a starting point from incremental-
ist practices toward effectiveness and efficiency in public expenditures. The pragmatic application of a  
program-based budget, which resolves some of the typical problems associated with its implementa-
tion, is an important element when structuring a successful performance-based budget. Figure 2.3 sets 
out the main characteristics of these three models.

performance-BaSeD BuDget

The evolution of  budgetary models has led to  an  alternative that is  less difficult to  apply and is  also 
aligned with the objectives of efficiency, effectiveness, and transparency: the PBB. The PBB model relies 
on instruments, methodologies, and processes that systematically monitor performance regarding the 
use of public resources (past and anticipated), as well as conditions, demands, and incentives to motivate 
and facilitate precisely the good performance of public institutions.

Although linking the budget more closely to performance is an almost universal aspiration for gov-
ernments, it  is  hard to  find a  conceptual framework that defines and structures the budget’s various 
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elements and helps draft an  implementation strategy. Although each country’s particular reality will 
eventually determine the course to follow, it is important to establish a framework that serves as an an-
alytical departure point. This chapter presents a modular design for PBB implementation that is based 
on four fundamental pillars to ensure satisfactory implementation and operation.

The first pillar ensures the implementation of information systems to measure the performance 
of public agencies. The second pillar entails the modification of the budgetary system such that per-
formance data is  used in  resource allocation. The third pillar involves providing motivational and 
incentive mechanisms to ensure efficient budget performance. Finally, the fourth pillar supports in-
stitutional capacity building in government agencies so they can meet their objectives, including 
making adjustments to  management systems in  order to  encourage results-based management 
(Figure 2.4).

It is worth reiterating that the PBB is not a system whereby budgetary allocations are mechan-
ically decided based on diverse government agency outcomes. Public management is too compli-
cated for the budget to be based solely on performance. Moreover, it is not obvious that a poorly 
performing institution should receive less of  the budget, given that the institution’s beneficiaries 
(e.g., the citizens) might end up bearing the brunt of budget cuts. The PBB seeks to provide incen-
tive mechanisms to achieve performance goals, rather than doing so by merely cancelling poorly ex-
ecuted programs.

Figure 2.3: early budgetary models

Incrementalism

Program-based budget

Zero-based budget

• Seeks to facilitate budget formulation
• Based on changes to the previous budget
• Does not solve State problems

• Seeks efficiency in budgetary allocation
• Based on comparing alternatives
• Presents challenges in practical adaptation

• Seeks to achieve the programmed objectives at the lowest cost
• Based on technical rationality
• Very complex procedurally and does not use historical information
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First Pillar: Performance Information Systems
The first pillar of  the PBB supports the creation and implementation of performance information sys-
tems, which are useful for decision making at all stages of the budgetary cycle. Performance information 
is not just based on the final products and services delivered by the public sector, but rather on all stages 
of the productive process, which allows for the identification of critical points for intervention. For exam-
ple, even if a program has the desired impact, it might still be enhanced if flaws are encountered in the 
efficiency of its production process.

Gathering performance information is  not enough to  develop the first PBB pillar; the informa-
tion in  question must also fulfill certain criteria. First, it  must be  gathered at  the opportune moment 
(e.g., it would be of little use to have detailed information about each program after the following year’s 
budget has already been drafted). Second, the information must be accurate and legitimate. Technical 
reports should be preferred over those of a political nature, as the latter might lack credibility or, if used, 
lead to erroneous conclusions. Third, information gathering must be efficient, and not become a costly 
exercise. Finally, the information must be useful for decision making.

Before a system to gather performance information is created, it is important to establish what ex-
actly is being measured. In line with the objectives of the budgetary process (Figure 2.1), this should in-
clude the efficiency, economy, and effectiveness of institutional performance. Given the breadth of these 
concepts, however, difficulties arise when it comes to measuring them. Performance information systems 
therefore consist of complementary instruments that capture a wide range of factors. The two principal 
data-gathering instruments are monitoring and evaluation.

Monitoring systems
Monitoring systems are based on periodically gathered internal indicators. These indicators, although 
simple, allow for measuring important aspects of government agency performance. Table 2.1 presents 
an example of a monitoring system for a milk distribution program, benefitting the population under the 
age of six, through a public health center.

Figure 2.4: the four pillars of the performance-based budget
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Monitoring systems generally have certain limitations. First, the way that some of these indicators 
are measured implies a certain degree of relativity. For example, how can one tell if an 80 percent milk 
procurement rate is good or bad? The answer demonstrates the need for periodic monitoring, which 
in turn enables the evolution of a program’s effectiveness, efficiency, and economy to be ascertained. 
In the previous example, an achievement of 80 percent might be deemed unsatisfactory if it turns out 
to be the lowest rate recorded over a set period. On the other hand, a 110 percent milk procurement rate 
probably reflects a very low estimate of the planned purchases. The latter example allows us to appreci-
ate the usefulness of indicators in adjusting objectives and, very generally, the importance of improving 
and reviewing indicator systems over time.

Second, monitoring systems do not establish a causal relationship between a program’s execution 
and its outcomes. Additional analysis is required to specifically identify the factors that lead to the results 

TABLe 2.1: example of a monitoring system

iNdiCATor ForMuLA/uNiT oF MeASureMeNT STAge oBjeCTive

fulfillment of the milk procure-
ment program

(procurement processes carried out/planned procurement 
programs)*100
unit of measurement = %

process effectiveness

fulfillment of the program to de-
liver milk rations to the health 
centers

(milk rations delivered to the health centers/planned milk 
ration deliveries)*100
unit of measurement = %

process effectiveness

coverage of the milk program 
among children under the age 
of six

(children under six covered by the milk program/total of the 
children under six attended to in cpS)*100
unit of measurement = %

product effectiveness

malnutrition rates among chil-
dren under the age of six covered 
by the program

(children under six with some degree of malnutrition/total 
of children under six covered by the milk program in the 
health centers)*1.000
unit of measurement = cases per 1,000

final result effectiveness

average cost in human resources 
for each milk procurement 
process

Sum (type x working hours dedicated to milk procurement 
processes * cost of a type x hour)/n° of procurement pro-
cesses
unit of measurement = uSD per procurement process (tender)

process efficiency

average cost of a kilo of milk total cost of milk procurement/n° of kilograms purchased
unit of measurement = uSD per kilo product efficiency

Donor participation in total 
financing of the milk program

(total donations/total cost of milk procurement)*100
unit of measurement = % process economy

losses due to spoiling
(kilos of milk lost through deterioration/total kilos of milk 
purchased)*100
unit of measurement = %

product economy

Note: cpS = child protective Services.
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obtained. Furthermore, exogenous factors must be taken into account (e.g., a natural disaster that affects 
the organization’s activities).

Finally, inadequate implementation of the monitoring system can generate negative effects on staff 
behavior. In particular, when the indicators do not measure all relevant areas, it might lead to conduct 
that is biased in favor of merely satisfying the existing indicators. For example, if the sole performance in-
dicator is the number of hours worked, then the staff might ensure they spend more time at the office, 
but not necessarily to do more work.

Evaluation systems
Evaluation systems represent a natural complement to monitoring. Evaluation implies a detailed analysis 
of a specific program or institution, usually carried out by an external body or an independent and spe-
cialized government agency.

It is worth highlighting two main differences between monitoring and evaluation. First, evaluation 
establishes a causal relationship between an agency or program’s specific elements and its results. Sec-
ond, evaluation takes longer and is more costly, which means that it is often less frequent. Evaluation also 
needs to meet certain criteria to produce useful results. On top of the characteristics recommended for 
monitoring systems (timeliness, relevance, and efficiency), the independence of an evaluating agency 
is also key to its credibility.

Other factors that should be defined prior to an evaluation are: (i) the methodology; (ii) the scope 
(e.g., program or institution); and (iii) the degree of detail (e.g., depending on each case, less detailed but 
more frequent evaluations can be conducted, although this must be established beforehand). Ideally, 
methodology should be defined first in order to set standards of quality and to support comparisons be-
tween the different evaluation reports. However, a balance must be struck between this objective and 
the need to preserve some flexibility so that evaluations can adapt to each individual case, varying the 
scope and the degree of detail as necessary.

In general, similar to the case of monitoring systems, results from evaluation systems should lead 
to corrective actions. These actions must not be limited to budgetary decisions but should also include 
managerial improvements and adjustments in strategic planning.

Second Pillar: Modification of the Budgetary Process
The second pillar of PBB implementation involves the modification of the budgetary process so it can ef-
fectively incorporate the information generated by the monitoring and evaluation systems. The entire 
budgetary process, from planning to post-execution evaluation, must be set up to promote efficiency 
and effectiveness in the use of fiscal resources.
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At each stage, the use of  information for pragmatic decision making should be  paramount, and 
there must be clear objectives to guide program design and execution, and the activities of government 
agencies. Although performance data is a key element in budgetary decision making in the PBB model, 
other important factors are also considered (e.g., strategic objectives and the needs of the population). 
In other words, performance information is a tool to support decision making, but it is not the only tool. 
Table 2.2 provides examples of different levels of performance information used in budgetary decision 
making. The specific form in which the information is used varies according to the stage of the budget 
cycle.

To ensure that the information is used appropriately, the different budgetary stages must be adapt-
ed according to specific factors. Figure 2.5 presents a summary of the key factors to consider when each 

Box 2.1: evaluation methodology in Brazil

in Brazil, the court of auditors (tribunal de cuentas de la unión) is one of the institutions re-
sponsible for carrying out performance evaluations. in 2010, this institution published the third 
edition of the performance auditing manual (Manual de Auditoría Operacional), which aims to 
“define the principles and regulations that guide the application and quality control of audits.”

the manual explains that operational auditing is considered to be an independent exami-
nation whose objective is to measure the economy, efficiency, efficacy, and effectiveness of gov-
ernment agencies, programs, and activities.* each of these objectives is explained in detail.

with regard to how the audit subject matter is selected, the manual specifies that the princi-
pal aspect determining the decision to audit must be the audit’s capacity to improve public man-
agement. other factors include tangible benefits, relevance, and the vulnerability of the subject 
matter analyzed. each of these factors is described in detail, including the possibility of using 
surveys to define them.

the manual also includes details and specific methodologies for preliminary planning of the 
study, its execution, drafting the final report, monitoring application of the recommendations 
laid out therein, and quality control of the audits themselves.

* the expression “operational auditing” is used as a synonym of “performance auditing.”

Source: court of auditors (tribunal de contas da união, 2010: 11).
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stage is modified, although each factor in turn must be adjusted according to the individual characteris-
tics of each country.

Planning
In the planning stage, goals and plans are established for the upcoming budget cycle, which ideally are 
the product of  a  results-based strategic planning process. This implies ensuring that decisions about 
what to include in the budget do not reflect political interests or favor speculative proposals in which fis-
cal resources are used without a tangible benefit for citizens.

Strategic planning can be a useful tool for modifying this particular budgetary stage. Strategic plan-
ning includes: (i) having medium- and long-term national plans that clearly establish the planning ho-
rizon and program activities, and (ii) ensuring that the national plan is  viable, which is  why it  should 
be linked to a medium- and long-term fiscal framework. Such planning helps to avoid using resources for 

TABLe 2.2: degree of use of information

BudgeT ANd 
perForMANCe reporTS

BudgeT wiTH 
perForMANCe dATA perForMANCe-BASed BudgeT

BudgeT deTerMiNed 
By perForMANCe

performance information 
is submitted with the bud-
getary documents but is not 
used for decision making.

performance information 
is used for budgetary 
decision making but only 
as a secondary factor.

performance information plays a key role 
in allocating budgetary resources but 
other factors are also considered. Budget 
allocations are not necessarily determined 
according to performance.

Budgetary allocations 
are directly and explicitly 
linked to performance.

Source: Shah and Shen (2007).

Figure 2.5: modification of the budgetary process
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programs that will not yield results because they require complementary actions in the future that are 
not fiscally viable.

Formulation
During formulation, the draft budget for the coming fiscal period is defined and then submitted for de-
bate and approval. Basically, the role played by the legislature in each country’s budget debate deter-
mines whether discussions about budget projects are extensive and substantial, or relatively limited and 

Box 2.2: Strategic planning in colombia

in 1961, president alberto lleras camargo presented colombia’s first four-year development 
plan (plan cuatrienal de Desarrollo), affirming in his speech that “no country without clear, ra-
tional purposes, based on a scientific appreciation of its possibilities and its capacity for devel-
opment, can aspire to progress with its own resources and, less still, with outside help.”

fifty years later, the planning process has been completely consolidated in colombia. the 
constitution of 1991 requires the incoming government to present a national Development plan 
to congress during the first six months of its term of office. the plan must comprise a general plan 
and an investment plan that holds the status of “special law.” as an important part of the pro-
cess, the constitution created the national planning council (consejo nacional de planeación), 
which is made up of representatives of territorial entities and of different economic, social, en-
vironmental, community, and cultural sectors. the council is consultative and acts as a forum 
for debate about the national Development plan. the government presents the plan to congress 
once it has been debated in the council and its recommendations have been accepted.

in recent years, planning in colombia has been enriched by the incorporation of new in-
struments, including plan colombia 2019 and the medium term fiscal framework (mtff). plan 
colombia 2019 is the result of efforts made by the planning authorities to articulate a national 
vision to coincide with the celebration on the bicentenary of the republic’s foundation and has 
been an articulating agent for diverse development initiatives. the mtff, regulated by the fis-
cal responsibility law, provides the principal fiscal and economic variables in which public pol-
icies are framed.

Source: authors’ elaboration based on data obtained from www.dnp.gov.co.
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of little consequence. Ideally, the legislature should play a central role as a counterpart in the budgetary 
process. There are various initiatives in the region aimed at strengthening the technical capacity of legis-
lative branches to analyze budget proposals from the executive branch.

Performance information should be used at this stage of the PBB process, not only to ratify or elim-
inate budgetary allocations, but also to propose improvements in (or alternatives to) inadequate servic-
es for citizens. Key interventions can thereby be identified and incorporated to achieve the desired goals. 
Otherwise, an  ineffective program might be eliminated, even though it needed only a slight increase 
in budget to solve problems in some of its stages, or an inadequate program might be ratified or have its 
budgets increased. Ex-ante reports are fundamental for reviewing new proposals at this stage.

Debate and approval
During the debate and approval stage, which ends when the legislature approves the budget for the fol-
lowing financial year, two fundamental factors must be taken into account. First, the review and analy-
sis of the performance information initiated in the previous stage must continue. Second, the budgetary 
allocations must be linked to mechanisms that encourage the achievement of targets. There are various 
ways to implement motivational mechanisms that align bureaucratic objectives with those set out in the 
budget (see the section below on the third pillar: motivation, incentives, and performance).

Execution
During the execution stage, which occurs throughout the financial year, the principal modifications 
are those that affect the way that government agencies operate. First, the managers of such agencies 

Box 2.3: ex-ante evaluations in Bolivia

During the budgetary formulation process in Bolivia, the results of ex-ante evaluations of the 
proposed projects are examined before determining which projects will receive financing. fur-
thermore, ex-ante evaluations in Bolivia must fulfill certain quality requirements. for example, 
there is a group of six specific objectives that the evaluations must achieve, a legal framework 
for their financing and design, and defined methodologies for preparing and evaluating projects 
in specific sectors.

Sources: garcía lópez and garcía moreno (2011); aldunate (2009).
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must be made fully aware of  the objectives to be  reached through their activities and how they, 
precisely, justify the budget allocation. Second, the incentives and motivational mechanisms must 
be put into place to stimulate the agencies’ internal operation. Finally, government agencies must 
have the necessary tools to carry out what is demanded of them (fourth pillar: institutional capaci-
ty building).

A key element of  budget execution is  an  integrated financial management information system 
(IFMIS), which monitors and generates information that is useful for decision making. Chapter 3 of this 
publication examines the importance of  these systems for fiscal policy efficiency and effectiveness. 
In general, the LAC region has made great progress in such systems, and the quality of financial informa-
tion is now rather good. However, the challenge remains to link the IFMIS with the results monitoring sys-
tems to generate relevant indicators to monitor public spending.

Evaluation
Finally, in  the post-execution evaluation stage, modification requires the use of  the greatest number 
of evaluation instruments possible. Impact evaluation costs can restrict their use to specific cases, but ag-
ile and economical mechanisms should be applied in the most general way possible (e.g., desktop eval-
uations or  intermittent analysis). Evaluations must be credible and independent, provide feedback for 
public policy and budgetary design, and inform citizens.

Third Pillar: Motivation, Incentives, and Performance
The final two pillars of  PBB implementation are related to  establishing tools to  ensure that the 
modification of the budgetary process translates into greater efficiency, effectiveness, and economy 
in  public expenditures. In  particular, the third pillar relates to  the institutionalization of  incentive  
and motivational mechanisms to  ensure efficient budget performance is  on  par with the desired 
results.

The public sector is very commonly associated with inefficiency. This occurs because it lacks ade-
quate incentives to achieve efficient results, especially in comparison with the private sector. In the pri-
vate sector, the market naturally demands efficiency to create economic profits. In contrast, the State 
often acts as a monopoly in its activities. Furthermore, its incentive systems have often been designed 
to reward staff members for the number of years served, without considering their performance or the 
degree of customer satisfaction. If government agencies are expected to obtain optimal results, then its 
personnel must be motivated to achieve them.

Table 2.3 presents some of  the motivational mechanisms that can be  introduced into the public 
sector. This list is merely a reference point, given that each country must seek the mechanisms that best 
match its individual characteristics.
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Financial incentives
Financial incentives are based on providing economic rewards for good performance by civil servants. 
One of the most interesting and most frequently used incentives in developed countries is career pro-
motion. This mechanism seeks to replace the previously abandoned systems in the public sector, which 
were based on length of service rather than performance. There are different systems of performance-
based promotions, and it is important to implement the one that best adapts to each organization, bear-
ing in mind that there can be a variety of systems in different institutions within the same country.

Another financial incentive tool involves offering shares in  return for good performance and the 
achievement of specific goals, which is very common in the private sector. The shares might be award-
ed at the institutional, the team, or the individual level. In any case, it is important to establish the appro-
priate objectives to achieve the desired behavior. Furthermore, the value of shares should not exceed the 
benefit that results from achieving the set goals.

Finally, institutional projects can be  financed as  a  reward for performance by  an  organization 
or  an  area within an  organization. In  this case, the reward must be  designed very carefully. First, the 
cost of the project must not surpass the benefits gained from achieving the established goals. Second, 
it is important to ensure that the project will indeed motivate all involved.

Nonfinancial incentives
Nonfinancial incentives include recognizing achievements and transferring responsibilities. The recogni-
tion can be based on an individual or institutional achievement. It must be completely transparent and 
based on categories that foster the achievement of institutional goals. In individual recognition, healthy 
competition, rather than rivalry, should be stimulated. For institutional recognition, the staff members 
should be encouraged to identify with, and feel proud of, their organization’s achievements.

Transferring responsibilities consists of decentralizing responsibilities toward the subnational institu-
tions. The effectiveness of this incentive depends on the clarity of the division of functions. The motiva-
tion to achieve goals within an institution derives, precisely, from clearly establishing, to the staff and the 

TABLe 2.3: public sector motivational mechanisms

FiNANCiAL NoNFiNANCiAL

individual Shares
promotion recognition of achievements

collective Shares
institutional projects

recognition of achievements
transfer of responsibilities
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citizenry, what these goals are. To achieve results, the organization must also have its own incentive struc-
ture, as well as the required capacities.

Finally, it is worth mentioning that, whichever incentive is chosen, its operation must be transpar-
ent, reliable, and fair. Otherwise, it can give rise to internal or inter-institutional conflicts that can make 
achievement of the proposed goals even more difficult.

Fourth Pillar: Institutional Capacity Building
Institutional capacity building involves diverse tools, most of which are adaptations of those already ap-
plied in the private sector, such as strategic planning, information technology, and flexibility in manage-
ment (Figure 2.6).

Strategic planning
The importance of strategic planning lies in the frequent divergence between a government agency’s man-
datory goals and its decisions and actions, which often results in  inefficiency and ineffectiveness. Strate-
gic planning in a government agency involves defining what the agency’s objectives are and how they are 
to be achieved. To do so, it is necessary to establish clear links between the agency’s day-to-day activities and 
the final objective or goal it is pursuing. Thereby, effective strategic planning results in the elimination of activ-
ities that do not contribute to achieving goals. Moreover, by revealing the future impact of present decisions, 
it helps to achieve administrative sustainability and to respond adequately to changes in the environment.

Many instruments facilitate strategic planning within agencies and at the government level. For ex-
ample, exercises of a “logical framework” are useful for aligning objectives with concrete activities and 
their related costs. Many countries around the world use strategic planning intensively. For example, 
Singapore has multiannual strategic plans (some of them with a more than 30-year horizon) in diverse 
sectors such as transport, culture, and the environment.

Figure 2.6: institutional capacity building areas
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Information technology
Information technology systems can improve performance monitoring, provide timely accountability to citi-
zens, and enhance the level and quality of information available for decision making. One important techno-
logical tool for managerial decision making is the IFMIS (see Chapter 3). This system consists of information 
technology programs developed to standardize the form in which government agencies register and pres-
ent their financial and accounting statements. Their main advantage resides in the transparent application 
of internal monitoring of the budgetary process and the availability of financial information for decision mak-
ing. Other technological tools can be used to monitor performance indicators, analyzing and prioritizing in-
vestment projects and providing information to the public (e.g., through so-called transparency portals).

The range of possibilities offered by information technology systems includes an innumerable series 
of factors that can improve the capacity and quality of government operation. Each country and agency 
must incorporate the ones that are best adapted to its specific needs.

Flexibility in management
Management style, especially the high degree of administrative rigidity in excessively bureaucratic sys-
tems, is closely linked to specific shortcomings in the public sector. Although these systems are initially 
established to exercise greater oversight of the use of fiscal resources, the PBB model requires some flex-
ibility in management so that oversight does not sabotage results-based management.

Rigidity in  management is  frequently observed in  procurement and managing tenders. In  spite 
of the great advances seen in the LAC region—including legal reforms and the application of e-procure-
ment instruments—the emphasis still lies on the monitoring of inputs, rather than of the results achieved 
with their use. The solution is not easy, because procurement and tenders are often a source of corrup-
tion in  public administration. Therefore, making rules more flexible to  encourage results-based man-
agement can be a difficult decision, especially when the external monitoring systems are not equipped 
to undertake performance auditing.

Excessive rigidity is also observed in human resource (HR) management. Although there is no clear 
consensus about the extent of benefits and employment protection that should be provided for work-
ers in general, it is unjustifiable that the laws on hiring and firing are significantly more complicated for 
the public sector than for the private sector. In order to implement a PBB model, HR managers in gov-
ernment agencies must have tools at their disposal that are on par with those available to their private-
sector counterparts. In other words, employment laws that specifically pertain to the public sector, many 
of which are the result of outdated paradigms in the sector, must be reexamined and modified to create 
more efficient and effective institutions.

Finally, outdated laws in the public sector often hinder managers from taking advantage of their or-
ganization’s resources. For example, there might be impediments to renting or selling or other activities 
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that involve fixed assets. Therefore, potentially useful and productive assets can become a burden for 
public agencies due to their high maintenance costs.

In conclusion, in order for public agencies to demand the same levels of efficiency and effectiveness 
as the private sector, similar mechanisms must be put into practice. Although there are fundamental dif-
ferences between public and private administration, performance in the public sector should not be re-
stricted by impractical parameters.

towarD implementation of pBBS in latin america anD the cariBBean

Where Are We Now?
Countries in the LAC region must overcome particular challenges, different from those faced in devel-
oped countries, as they work toward implementing an effective PBB model. Although the region is het-
erogeneous, the challenges are common among the countries. Figure 2.7 divides the challenges into 
three key categories: the high degree of budgetary volatility, the large gap between the population’s 
needs and the services provided by the State, and the dysfunctional budgetary structure.

Box 2.4: public procurement in peru

peru has improved transparency and created more flexibility in management by implementing 
a public e-procurement system. public procurement can be conducted through classic proce-
dures or through reverse auction. the classic procedures are public bidding, public calls for 
tender, direct awarding, selective awarding, and small-scale awarding. reverse auctions can 
be carried out physically or electronically. each method of procurement has its own legal for-
mats and frameworks.

in terms of flexibility, public institutions can make small-scale awards in a shorter procure-
ment process, within an average of eight days through peru’s virtual public procurement plat-
form peru Se@ce (www.seace.gob.pe).

other processes of higher economic value manage to combine transparency with flexibility. 
public procurement and tendering on average takes 30 to 33 days, whereas all other processes 
take an average of between 10 and 17 days.

Source: authors’ elaboration.
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Budgetary volatility
Fiscal volatility has a destabilizing effect on public policies and discourages implementation of the PBB 
model in the LAC region. Volatility manifests itself through frequent and significant variations in fiscal rev-
enue levels or through unforeseen vulnerabilities that can generate extraordinary costs (e.g., natural di-
sasters). Uncertainty regarding the availability of  funds in the future hampers medium- and long-term 
planning. This uncertainty is even greater when fiscal revenues are related to international prices for nat-
ural resources, as is often the case in the region. Although it is impossible to completely eradicate vola-
tility, it can be reduced to manageable levels. As explained in Chapter 1, fiscal rules based on structural 
balanced budgets can significantly reduce fiscal volatility. In the absence of such rules, expenditure vol-
atility can follow the revenue volatility. When social expenditures are affected, the most needy groups 
of the population are the most exposed to the effects of fiscal volatility, which results in greater demands 
for future aid.

Gap between needs and services provided
Reducing the high levels of poverty and social neglect are significant obligations for the State and ham-
per the establishment of countercyclical rules because, when fiscal revenues increase, attending to so-
cial needs make it harder to save. This means that when revenues are decreasing, resources are depleted, 
which begins a vicious cycle. On top of the social needs gap, the State must also cover other gaps, includ-
ing, for example, in infrastructure development.

Budgetary structure
Another challenge that the LAC region must face is the political economy of the budgetary process. It is com-
mon for political, regional, or sector interests to “capture” portions of public expenditures through perma-
nent regulations. This is the case with expenditure floors, which are legal (or constitutional) regulations that 

Figure 2.7: budgetary challenges in latin america and the caribbean
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ensure a certain percentage of public funds are earmarked for a specific purpose. Although in some cas-
es these rules are created to protect state policies from budgetary volatility, in general they obstruct plan-
ning and resource allocation according to the processes of the PBB model.

Disorder, lack of  planning, and low institutional capacity have led to  another structural problem 
in  the LAC region: continuous budgeting, or  making budgetary decisions throughout the fiscal year. 
In this situation, budget decisions are made based on  immediate events and by using special powers 
such as emergency expenditure decrees. Although flexibility is required for emergency situations, leg-
islation must be thorough enough to avoid excess that can compromise the legitimacy of the budget.

The final budgetary challenge discussed in  this chapter is  the distribution of political power. The 
power of the executive branch over the legislative branch in budgetary matters is considerably greater 
in LAC countries than in developed countries. The legislature must be an effective counterpart to ensure 
that public spending reflects social aspirations and to demand adequate accountability from the execu-
tive branch.

In spite of these difficulties, some LAC countries have managed to make significant progress toward 
developing PBBs. Table 2.4 classifies 16 countries in the region according to their level of PBB implemen-
tation. Brazil and Chile are the only countries that have reached a high level of  implementation, while 
Colombia, Costa Rica, and Mexico are following in  their footsteps and display a medium level. Finally, 
many countries are still at the initial implementation level.

In general, lack of progress in the LAC region is most likely to be found in the first PBB pillar: gath-
ering performance data (García López and García Moreno, 2011). This, in turn, leads to an infrequent use 
of performance information in decision making during the budgetary process. Finally, progress in the im-
plementation of motivation and incentive systems and institutional capacity building tools varies signif-
icantly among countries in the region. Some countries have made notable progress, while others are far 

Box 2.5: expenditure floors in ecuador

in ecuador, in 2001, there were 32 preallocations for tax revenue and 25 for oil revenue, 
which represented 3 percent of gDp. in 2004, the preallocations represented 4 percent of gDp 
(2.4 percent tax revenue and 1.6 percent oil revenue). historically, preallocations have been 
a characteristic of ecuador’s tax system that suffocates the efficiency and flexibility of budget-
ary management.

Source: lópez-cálix and melo (2006: 20–22).
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behind. Figure 2.8  illustrates the PBB index elaborated by the Inter-American Development Bank (IDB)
based on its Program to Implement the External Pillar of the Medium-Term Action Plan for Development 
Effectiveness (PRODEV) Evaluation System (PES).1

TABLe 2.4: level of pbb implementation in the lac region

CATegory CouNTrieS

first group: high implementation level Brazil, chile

Second group: low implementation level colombia, costa rica, mexico

third group: initial implementation level argentina, Bolivia, ecuador, el Salvador, guatemala, honduras, nicaragua, panama, 
paraguay, peru, uruguay

Source: garcía lópez and garcía moreno (2011).

1 The PES is a tool that aims to analyze the degree of progress and institutionalization of the practices and instruments used in 
management for development results (MfDR) in the public sector. This tool measures five elements of MfDR: (i) results-based 
planning; (ii) results-based budgeting; (iii) financial management, auditing, and procurement; (iv) program and project manage-
ment; and (v) monitoring and evaluation.

Figure 2.8: the pbb index, according to the pes
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Source: garcía lópez and garcía moreno (2011).
Note: Bl = Belize; Bh = Bahamas; eS = el Salvador; ha = haiti; Su = Suriname; gY = guyana; tt = trinidad and tobago; Jm = Jamaica; Dr = Dominican 
republic; Ba = Barbados; pr = paraguay; Bo = Bolivia; ho = honduras; ni = nicaragua; pn = panama; gu = guatemala; cr = costa rica; ec = ecuador; 
co = colombia; ur = uruguay; ar = argentina; mx = mexico; pe = peru; Br = Brazil; ch = chile.
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Different Roads to PBB Implementation
Implementation of the PBB model does not lead to a radical transformation of budgetary regulations that 
immediately results in greater efficiency, effectiveness, and economy, but rather corresponds to gradual 
changes that enable the modification of both the budgetary process and the thought process of budget 
executives. These changes include creating tools and conditions that support informed decision making. 
Results materialize slowly, as the annual budget process is repeated and improved, and as the people in-
volved commit themselves to the model.

Along with not being instantaneous, PBB implementation does not follow a specific path and there 
is no instruction manual. Each country must identify its specific implementation challenges and devel-
op the most appropriate PBB pillars accordingly. Figure 2.9 shows the chronological progress of PBB im-
plementation in Chile and Mexico. Two important differences in their paths are worth highlighting. First, 
whereas Chile started by developing information systems, Mexico began by making reforms in planning 
and target setting. In particular, reforms in Chile were initiated by putting into practice ex-ante analysis 
systems (different from performance data) in order to establish the practice of informed decision making. 
In Mexico, in 1997, the reform of the budgetary system emphasized strategic planning for the future and 
established guidelines for gathering information and managing objectives. Second, whereas in Chile the 
reforms occurred at intervals of at least two years, in Mexico they happened much faster.

In spite of these differences, reforms in Chile and Mexico have one outstanding feature in common: 
in  both instances the countries developed the performance information systems pillar. Although the 
steps taken were not identical, generating performance data was among the first two or three reforms 
in both countries. This was a logical decision, because it would be impossible to work on a performance 
basis without first obtaining the indicators of results.
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Figure 2.9: pbb implementation progress in chile and mexico
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concluSionS

It is well known that there is no single model or standardized process to strengthen institutions. The pro-
cess of transforming a public budget that is guided purely by controlling inputs into one guided by per-
formance is no exception. However, there is a commonly used analytical framework that breaks the PBB 
model down into separate but interdependent elements, serving as  a  starting point for analysis and 
a roadmap for implementation.

In this chapter, the PBB model has been broken down into four interrelated pillars. The first pillar 
relates to  performance information systems and the importance of  having reliable and timely indica-
tors to monitor public programs, as well as ex-post evaluations to further calibrate and reflect the scope 
of policies in the budgets. The second pillar refers to adjustments in budgetary decision making so that 
performance information can be incorporated in an intelligent rather than a mechanical way, thereby im-
proving resource allocation. The third pillar is about creating motivational and incentive mechanisms (in-
stitutional and individual; financial and nonfinancial) for better budget performance. Finally, the fourth 
pillar supports institutional capacity building, which includes modifying administrative processes to ori-
ent them toward a performance-based culture and developing technological instruments to support the 
operational processes.

To make progress in PBB implementation in the LAC region, it is important to consider the main ob-
stacles that the countries face. On the one hand, fiscal resource or public expenditure volatility compli-
cates the implementation of budgets that are articulated according to planning and whose execution 
is geared to achieving results. Furthermore, the existence of unsatisfied social demands hinders imple-
mentation of a countercyclical expenditure regime, given the great political pressures that weigh on the 
government in office. Finally, there are important challenges associated with the political economy of the 
budgetary process, among them problems of  rent-seeking by sector or  regional interests, continuous 
budgeting, and disequilibria in the relative State’s capacities. In spite of these challenges, some countries 
have significantly advanced in PBB implementation, opening the way for better budgetary institutions 
and better public services in the region as a whole.



the performance-based budget for improving the Quality of public expenditures | 69

BiBliographY

Aldunate, E. 2009. “Actualidad y futuro de los sistemas nacionales de inversión en América Latina.” In: Efec-
tividad en el desarrollo y gestión presupuestaria por resultados. Brasilia, Brazil: IDB.

Dipres (Dirección de Presupuestos). No date. “Informe Fondo de Estabilización Económica y Social (FEES).” 
Santiago, Chile: Dipres. Available at: http://www.dipres.cl.

DNP (Dirección Nacional de Planeación). No date. “Programa Visión Colombia 2019.” Bogota: DNP. Avail-
able at: http://www.dnp.gov.co/.

 García López, R., and M. García Moreno. 2011. Managing for Development Results: Progress and Challeng-
es in Latin America and the Caribbean. Washington, DC: Inter-American Development Bank. Available 
at http://www.iadb.org/en/publications/publication-detail,7101.html?id=67695.

 IDB (Inter-American Development Bank). 2006. Informe sobre la situación del servicio civil en América Lati-
na. Washington, DC: IDB. Available at http://www.iadb.org/en/publications/publication-detail,7101.
html?id=68419.

IFAI (Instituto Federal de Acceso a  la  Información y Protección de Datos). No date. “Marco normativo.” 
Mexico, D.F.: IFAI. Available at: http://www.ifai.org.mx/.

———. 2010. “Séptimo informe de labores al H. Congreso de la Unión: 2009.” Mexico, D.F.: IFAI.
López-Cálix, J. R., and A. Melo. 2006. Creación de espacio fiscal para reducir la pobreza: Revisión del gasto pub-

lic de Ecuador (Vol. I, report). Washington, DC: IDB and World Bank. Available at http://www.iadb.org/
en/publications/publication-detail,7101.html?id=13117.

OSCE (Organismo Supervisor de las Contrataciones del Estado). No date. “Creación del OSCE.” Lima: OSCE. 
Available at: http://www.osce.gob.pe.

Sanginés, Mario F. 2009. “Performance Budgeting.” In: Leszek Kasek and David Webber (eds.), Performance-
Based Budgeting and Medium-Term Expenditure Frameworks in Emerging Europe. Series Current Issues 
in Fiscal Reform in Central Europe and the Baltic States 2008. Warsaw: World Bank.

Shah, A. and C. Shen. 2007. “A Primer on Performance Budgeting.” In: A. Shah, Budgeting and Budgetary In-
stitutions. Washington, DC: World Bank.

Subdirección de estudios económicos y de mercado. 2011. “Reporte anual de las contrataciones públi-
cas 2010.” Lima: OSCE.

Tribunal de Contas da União. 2010. Manual de auditoria operacional. Brasilia: TCU, Secretaria de Fiscalização 
e Avaliação de Programas de Governo (Seprog).





integrated financial management information systems oriented toward a modern public management | 71

chapter 3

Integrated Financial 
Management Information 

Systems Oriented 
Toward a Modern 

Public Management
pedro farias and carlos pimenta



72 | pedro farias and carlos pimenta

  Integrated financial management information systems (IFMIS) are computerized systems 

that automate the financial procedures needed to  register the collection of  public 

revenues and public expenditures to achieve public sector goals.

  In Latin America and the Caribbean, IFMIS have contributed significantly to economic 

stability and fiscal responsibility in recent decades, and they have evolved by keeping 

pace with the conceptual and technological advances that have affected work processes 

in the public sector during this period.

  The future challenge is to advance toward systems that are even more firmly committed 

to supporting management and decision making.

In the Latin American and Caribbean (LAC) region, integrated financial management information sys-
tems (IFMIS) have been in place since the 1980s, primarily as a way of improving the monitoring of pub-
lic expenditures and improving record keeping in response to fiscal and macroeconomic crises. IFMIS 
continue to predominate in the region, but they have evolved with regard to their role and contribu-
tion to the processes of modernizing public financial management and improving the quality of pub-
lic expenditures.

This chapter aims to  systematically present the accumulated knowledge about IFMIS in  the LAC 
region based on conceptual, functional, technological, and strategic analyses. Initially, the authors ap-
proach some conceptual aspects of  IFMIS, along with their historical evolution in the region and their 
principal components and functions. Then, the authors examine the level of  integration of  IFMIS with 
other administrative systems and identify some strategic requirements for the formulation, establish-
ment, and operation of IFMIS in the region. Thereafter, the authors outline the main technological char-
acteristics of IFMIS and analyze their current state, which includes possible indicators for quality control 
and for public financial management in general. The final section synthesizes the strategic aspects of IF-
MIS, as well as the main tendencies in their design, implementation, and operation.
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conceptual aSpectS of ifmiS

Government financial management requires public agencies to adopt standardized practices to keep re-
cords of revenues and expenditures and to manage the flow of financial resources. Along with an adequate 
institutional and regulatory framework, standardizing these procedures usually demands technological 
tools that support the execution of diverse administrative functions related to governmental financial re-
source management. Some of these functions are based on repetitive working processes and require the 
processing of a great number of transactions—which may be geographically dispersed—in a short peri-
od of time (Hashim and Allan, 1999).

This is the context in which IFMIS arose and, although they are mainly located in the LAC region, they 
can also be found in countries throughout the world. According to Peterson (2006: 9), “an IFMIS is a com-
puter application that integrates key financial functions (e.g., accounts, budgets, etc.) and promotes effi-
ciency and security of data management and comprehensive financial reporting.” In other words, IFMIS 
are computerized systems that automate the financial procedures necessary to record public revenue 
collection and expenditure, and to apply these procedures to achieve public sector goals. In this way, 
IFMIS facilitate the execution of payments by the treasury, as well as bookkeeping activities and financial 
record storage. Moreover, they enable the generation of reports and endow public resource manage-
ment with greater efficiency, information security, and transparency.

The predominant IFMIS model currently in the LAC region comprises four main areas: budget, trea-
sury, accounting, and public debt. Moreover, the IFMIS interact with other public resource management 
systems, such as public investments, human resources, payroll, procurement, tax administration, project 
management, and public goods administration.

Most IFMIS in the region are based on a more or less main standard model, and then tailored to fit 
each country’s reality. This is due, in part, to the fact that IFMIS in different countries were constructed 
under similar political, economic, and institutional conditions, although in some cases they were com-
plemented by recommendations of enterprises or consultants taking part in the design process. Con-
sequently, the common model found in LAC countries is essentially the same, although the conceptual 
design differs between countries due to regulatory specifics.

This model is characterized by the use of a wide-reaching, single system, with a centralized adminis-
tration under the treasury and budget authorities and, in general, with a central database that, although 
integrated, operates in a decentralized way throughout the public agencies. It is worth mentioning that 
in many developed countries public financial systems are much less standardized than in the LAC region, 
and it is not common to adopt a standard system for the entire government.

In general, this conceptual model is  associated with a  Treasury Single Account (TSA) mechanism 
and with the development and operation of a single and standard computerized financial management 
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application for the entire central or  subnational government, which constitutes one of  the main pil-
lars of public expenditure efficiency, effectiveness, and transparency. Although this model contributes 
to consolidating macroeconomic stability and fiscal responsibility in the majority of countries that have 
implemented it, there is also a growing consensus that IFMIS are a very important tool for supporting 
continuous improvement in public management decision making.

ifmiS in the lac region

Initially developed only to fulfill some of the basic functions of public finance, IFMIS have evolved in line 
with the conceptual and technological progress that has shaped public sector work processes in recent 
decades. IFMIS have thereby increased their operational reach, their importance within public adminis-
tration, and their integrative capacities. The regional pioneers in terms of the design of IFMIS were Brazil 
(1986) and Bolivia (1989). These countries drafted single, standardized conceptual designs for each level 
of government, with centralized databases and decentralized operation. Over time, these models have 
improved and have been applied to other countries in the region. Today, nearly all LAC countries have 
some form of IFMIS with these characteristics.

The first IFMIS in the region focused on monitoring and managing cash payments made by the trea-
sury during public budget execution, and enabled accounting records of all financial transactions to be kept 
and reported. In other words, they were initially designed to fulfill the information needs of the central rul-
ing bodies responsible for expenditures (budget, treasury, and accounting), with a top-down management 
approach that did not consider the needs of other agencies that required information from the IFMIS to im-
prove their own resource management. Gradually, the objectives were widened until IFMIS supported the 
automation and standardization of all financial procedures, with an approach to increase efficiency and pro-
vide transparency, predictability, and information security to budgetary and financial management.

One important aspect of the predominant IFMIS model in the LAC region is that budgetary execu-
tion accounting is automatically inferred from the budget headings through conversion tables. In other 
words, it is based on algorithms that associate the budgetary registers with accounting registries, there-
by automatically generating double-entry bookkeeping. This model has been established in Argentina, 
Bolivia, Colombia, the Dominican Republic, Guatemala, Honduras, and Nicaragua. In other countries, such 
as Brazil and Peru, the automatic accounting inference is achieved using a table of events.

Some LAC countries have successfully implemented IFMIS (Argentina, Bolivia, Brazil, Chile, Guatema-
la, and Paraguay), whereas in others, implementation has been held back by conceptual or technological 
obsolescence, or by varying political support. It is also interesting to note that IFMIS have been updat-
ed frequently, as in Bolivia’s case, where four different versions were launched between 1989 and 2011. 
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Updates have also been made to  systems in  other countries in  the region, including Chile, Ecuador, 
Guatemala, Honduras, Nicaragua, and Paraguay.

After Brazil and Bolivia adopted their IFMIS, there were other significant milestones in the evolution 
of the system in the LAC region (Figure 3.1). In 1991, Argentina developed a multi-layer model IFMIS (Siste-
ma Integrado de Información Financiera, or SIDIF), which represented a fundamental technological ad-
vance in the region. In 2003, Guatemala’s IFMIS was the first to be designed on Web architecture. More 
recently, in 2009, Chile’s IFMIS (Sistema de Información para la Gestión Financiera del Estado, or SIGFE) was 
implemented using business processes management/service-oriented architecture (BPM/SOA). Finally, 
in 2010, Brazil developed an innovative budget and planning system (Sistema Integrado de Planejamen-
to e Orçamento, or SIOP) entirely through an open-source philosophy, although it concentrates solely 
on the budget preparation and excludes treasury management and accounting.

To better understand the evolution of  IFMIS in the LAC region, two key drivers can be  identified: 
(i) changes in fiscal management practices, often derived from fiscal reforms or public management par-
adigm shifts, and (ii) advances in the availability of new information and communications technologies. 
With regard to fiscal drivers, during the 1980s and 1990s, high inflation and profound financial crises af-
fected most LAC countries. High levels of public borrowing and debt called for severe adjustments and 
gave rise to a wave of fiscal reforms aimed at containing and controlling public expenditures and improv-
ing the credibility of public financial management. Brusa (1996: 27) points out that “the economic emer-
gency imposed the use of a centralized Cash Management System (CMS), which consists of projecting 

Figure 3.1: ifmis milestones in the lac region
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detailed and consolidated flows based on the shortest possible periods, even on a daily basis; control 
of  revenue flows in  line with the projections; control of expenditures according to  the program; cen-
tralized management of public sector borrowing; and strict limits on variations in borrowing by central 
banks and public treasuries.”

Governments in the LAC region have also become more interested in fiscal reform. Gradually, they 
have reformed their fiscal frameworks and stimulated the development and implementation of a single 
public information system that is standard and mandatory for all public agencies, which allows for greater 
monitoring and control of public expenditures. Although in theory these systems were designed for re-
cording and executing treasury payments, they have rapidly begun to incorporate other basic functions, 
such as budget formulation and monitoring, financial planning, cash management, accounting, and oth-
er financial applications.

International organizations, such as the Inter-American Development Bank (IDB) and the World Bank, 
have supported these reforms, emphasizing the importance of centralized control over expenditures 
and promoting the creation and implementation of some of the early IFMIS. In the last 20 years, the IDB, 
in particular, has provided technical assistance and specific loans to support IFMIS in Argentina, Bolivia, 
Guyana, Honduras, Nicaragua, Panama, Paraguay, and Peru, among other countries, and has supported 
subnational IFMIS, specifically, in Argentina, Bolivia, and Brazil.

Regarding technology, during the 1980s and 1990s, the development of these systems took place 
predominantly in-house—in other words, either directly by government specialists or through govern-
ment-hired contractors (or, in Brazil’s case, through a public state-owned company). This was, above all, 
due to the technical limitations of the commercial systems available in the marketplace, which had been 
developed according to private sector requirements and needs (Dener, Watkins, and Dorotinsky, 2011). 
Later, the significant information technology progress in the 1990s (mainly the dissemination of network 
and Web architectures, and reduced hardware costs) contributed significantly to the expansion of IFMIS 
in the region.

From the second half of the 1990s onward, various factors made it easier to incorporate new infor-
mation and communication technologies (ICTs). First, under the influence of new ideas of  institutional 
economic thinking, such as New Public Management, and based on  the experience of certain devel-
oped countries, strong institutional capacity and management became more recognized and valued 
in the public sector. Second, the wave of fiscal reforms began to take effect and lead to more balanced 
public finances. Third, the social demand for greater transparency and accountability and increased pro-
vision of services from the public sector began to grow.1 These factors progressively stimulated public 

1 This increase is estimated through the World Bank and IDB spending reviews, which have increasingly concentrated on expen-
diture efficiency, budget quality, and financial management (Allen, Schiavo-Campo, and Columkill, 2004).
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administrations to modernize their practices and instruments in public expenditure management to im-
prove efficiency and effectiveness.

In response to these tendencies, IFMIS in the region became more integrated with other administra-
tive functions and other independent systems, and management models were generated to improve the 
quality of government decision making. Most financial experts agree that public expenditure manage-
ment processes are extremely interdependent. According to Figueroa (2001: 218), “In order for the design 
and implementation of a financial information system to be carried out successfully, coordinated actions 
must take place in the other related systems, such as procurement, administration, and the use of goods 
and services. Effective development and operation of each system will be directly influenced by the in-
terrelated systems, both horizontally at the strategic level, as well as vertically at the sector and institu-
tional level.”

It will be possible to meet new demands in  this area through a greater integration of computer-
ized support systems and the introduction of innovations such as results-based management; strategic 
planning support instruments (e.g.,  the logical framework approach or similar); new forms of account-
ing based on accruals, decentralization, and delegation; and the upgrading of procurement procedures. 
These advances must be accompanied by an increase in public transparency, citizen participation, and 
anticorruption measures.

the anatomY of an ifmiS

In general, the basic functionalities of an IFMIS can be summarized as budget, treasury, accounting, and 
public debt (Figure 3.2).

Budget
Through its budget component, an IFMIS coordinates resource allocation and expenditure execution us-
ing budgetary modification regimes and execution planning. This module supports budget formula-
tion and monitors spending commitments, establishes expenditure ceilings for management units, and 
keeps the budget adjusted and up to date so that the accounts can be closed at the end of each finan-
cial year.

Usually, the budget execution system operates as much at the central level (within the national plan-
ning or the financial ministries) as at the sector agency level. The central system oversees government 
execution as a whole, whereas the sector agencies operate subsystems in order to monitor budget ex-
ecution according to units, programs, projects, or activities, and to carry out expenditures at the agen-
cy level.
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In the budget component, the following processes are worth highlighting: (i) budgetary formulation 
of resources and expenditures, (ii) budget modifications, (iii) budget execution planning, and (iv) budget 
evaluation. For its part, an advanced budget model can also have complementary features, such as non-
financial information at  all stages of  the budget (e.g.,  products and outcomes) and more specialized 
functions to support budget drafting (e.g., scenarios, economic forecasts, political goals, sector-based ex-
penditure ceilings and floors, sector agency expenditure proposals, projected revenues, annual budget 
consolidations, and medium-term macro-fiscal frameworks).

Treasury
Treasury transactions are a priority for procedural automation and include collection (revenues) and pay-
ments in particular, as well as cash management in general. The IFMIS treasury module generates a pro-
jected cash flow based on  the revenue forecasts made by  the revenue collection agencies and the 
funding needs that the expenditure units or agencies anticipate. The module displays the available funds 
to cover these commitments and controls their release. It can also issue and cancel bonds to finance gov-
ernment programs. The main processes of the treasury component are: (i) resources, (ii) payments, (iii) fi-
nancial cash planning, (iv) bank reconciliation, and (v) other specific treasury operations.

Figure 3.2: the functionalities of an ifmis
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Within the treasury component, the instrument known as the Treasury Single Account is the most 
important. The TSA includes all resources from the public agencies that carry out revenue collection and 
expenditures under the umbrella of a single account. According to Pattanayak and Fainboim (2010: 5), 
the TSA is “a unified structure of government bank accounts that gives a consolidated view of govern-
ment cash resources. Based on the principle of unity of cash and the unity of treasury, a TSA is a bank ac-
count or a set of linked accounts through which the government transacts all its receipts and payments.”

In general, the TSA is structured into various virtual bank subaccounts that are assigned to entities 
so  they can make payments for expenditures without having to  maintain separate physical accounts 
in the banking system. Centralizing management of the treasury cash balance allows for the integrated 
and timely use of all the available resources, thereby ensuring that entities are not left with idle financial 
resources that the central treasury cannot access.

In many cases, the diverse entities can use their system-connected terminals to issue payment or-
ders directly drawn on the TSA, according to the source of financing and the centrally defined quotas. 
The central treasury prioritizes the quotas (in daily, weekly, or fortnightly form), and the system automat-
ically authorizes the payments throughout the banking network. The TSA is updated as the treasury’s fi-
nancial program is  executed (which includes revenue and expenditure planning and execution) and 
by the cleared transactions from the bank reconciliation. Thereby, the single account system reduces the 
incidence of idle resources and enables temporary surpluses to be invested in a money market.

There are many kinds of TSAs, depending on the degree of centralization of public revenues and ex-
penditures. Brazil’s system is the most comprehensive at the federal government level, given that it per-
manently centralizes the resources of all the ministries and decentralized entities in a central bank account 
and the system is updated online. Chile’s TSA centralizes only revenues, given that, during the expendi-
ture process, resources are transferred to the entities, which have full executive independence and can 
hold the funds outside of the TSA. All LAC countries have some kind of TSA that is more or less central-
ized. Some TSAs comprise only centrally collected revenues, and others include the resources collected 
by other decentralized agencies as well.

In an advanced IFMIS model, the treasury functions can include more efficient planning and cash 
management mechanisms and techniques, thereby minimizing short-term imbalance and financing 
costs, and optimizing possible earnings from financial investments. The final balance resulting from effi-
cient cash management should be the lowest possible, without jeopardizing certain payment dates for 
contractors, suppliers, and civil servants. However, some TSAs in the region have an extremely high bal-
ance (in some cases, up to 5 percent of GDP), which diminishes the economic justification of centraliz-
ing those resources to obtain greater cash management efficiency. Central banks often take advantage 
of this situation, using the availability of idle public resources to manage monetary policy. With regard 
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to cash management and monetary policy, the IMF is currently examining the relationship and coordina-
tion between the treasury and the central banks.

Accounting
The accounting module is an important part of an IFMIS. Its basic processes are (i) to keep records of all 
authorized expenditures, (ii) to process transactions, (iii) to monitor real revenues and expenditures us-
ing the main ledger, and (iv) to produce the basic financial statements. The accounting module thereby 
integrates the budgetary, economic, financial, and patrimonial registers. This module must be capable 
of processing and recording all cash and non-cash transactions and transactions that affect (or might af-
fect) the economic or financial situation of a public entity. Therefore, it is critical to clearly define each rev-
enue transaction (accrued or cash), as well as all the uses of funds (e.g., fund allocations, commitments, 
accruals, and disbursements). The transactions are registered only once, and all budgetary, financial, and 
patrimonial information released is generated from this source. The expenditure-executing units are giv-
en access to the central database so they can gather information and process operations in the same 
place as the economic registry.

In general, conversion tables are used to integrate the accounting and budgeting modules, there-
by enabling automatic accounting entries. Automated conversion is  also possible by  creating a  table 
of events that establishes parity between each of the budget rubrics and the accounting chart of ac-
counts (a procedure that offers greater transparency in budgetary execution and, thus, is recommend-
ed by the IMF).

The following processes in the accounting component are worth highlighting: (i) execution of the 
revenue budget, (ii) execution of the expenditure budget, (iii) double-entry bookkeeping, (iv) revolving 
funds, (v) administration of externally financed projects, (vi) year-end closing and opening for the follow-
ing year, and (vii) consolidated financial statements. Apart from registering and processing economic and 
financial transactions, the accounting module can also generate consolidated statements based on the 
data gathered from other public financial management systems. For example, if the IFMIS needs to issue 
payroll checks to staff, but the payroll information in located in a different system, an interface between 
the two can be created to transfer the data to the IFMIS.

Public Debt
The public debt module includes the administrative procedures that arise from operations to secure fi-
nancing and that imply borrowing or modification of the liabilities structure. These procedures include 
(i) direct debt or borrowing from contracting loans and issuing bonds, (ii) debt servicing (interest pay-
ments and redemption), and (iii) indirect debt, through guarantees and pledges given to public borrow-
ing operations conducted at other institutional levels.
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In some LAC countries, the public debt management system is a module within the IFMIS, where-
as in others it operates separately (e.g.,  the Debt Management and Financial Analysis System [DMFAS] 
developed by the United Nations Conference on Trade and Development [UNCTAD]). Some countries 
(e.g., Brazil, Colombia, and Peru) combine treasury and debt management, thereby integrating the ad-
ministration of revenues and payments with that of net financing.

What Functionalities Should Be Chosen?
There is  no  single criterion for defining an  IFMIS operational reach. In  the region, there are examples 
of basic IFMIS and more advanced models. An IFMIS can comprise distinct functions and be integrated 
(or not) with other systems and functions, according to the political context and organizational circum-
stances of  each national or  subnational government’s administration (including the financial resourc-
es, human capital, and technological capacity). Another important question is the recommended level 
of  functional integration among the budget, treasury, accounting, and public debt for each IFMIS. Al-
though, from an operational perspective, the greatest possible level of integration is desirable, the finan-
cial cost of operating and maintaining total integration might outweigh the benefits.2

integrating ifmiS with other aDminiStrative SYStemS anD 
functionalitieS

It is  increasingly common to promote integration or  interoperability of  IFMIS with other administrative 
systems and functionalities, such as  procurement and tenders, payroll administration, asset manage-
ment, public investments, and tax administration. Integration may be built on models integrated into the 
IFMIS itself, although it is more common to establish interoperability with auxiliary information systems, 
as described below.

Procurement and Tenders
The procurement and tenders system comprises a combination of principles, rules, mechanisms, resourc-
es, and procedures whereby the public sector can obtain the goods and services it needs to  fulfill its 

2 For example, Brazil’s IFMIS is clearly the most advanced in the region given that budgetary classification is fully integrated with 
accounting classification and the actions generated by the system are reproduced in all the account entries based on account-
ing rules and tables, which enables all the accounting to be automatically generated. However, the annual average cost of 
operating and maintaining Brazil’s IFMIS is estimated at USD40 million, on top of the cost of dozens of accountants dedicated to 
permanently updating the rules and conversion tables, as well as all the staff who use the system.
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mission and attend to social demands, in good time, at the best possible market price and with the re-
quired quality. This system is mainly linked to the IFMIS budget component through budgetary formula-
tion (the annual procurement work plan) and through budget execution (via events, such as preventive 
actions, accruals and commitments, and procurement and contracts execution).

The LAC region has shown significant progress in  procurement over the last  10  years, establish-
ing new methodologies (e.g., framework agreements and reverse auctions) and new systems to operate 
these methodologies electronically (Electronic Government Procurement, or e-GP). This has only been 
possible as a result of links with the IFMIS, which reinforces the mandatory use of specific e-GP systems. 
Often, these links ensure that all relevant information from the procurement processes has been correct-
ly fed into its specific system before payments can be released from the IFMIS.

Payroll Administration
The payroll administration system is a combination of  regulations, resources, and procedures that en-
able efficient human resources administration in public institutions, aligning personnel policies and per-
sonnel management. This system is mainly linked to the IFMIS through budget formulation (wage costs 
estimates and appointments to posts, and modifications to both throughout the year) and execution 
(salaried staff accruals and commitments), as well as payroll payments.

Any civil service modernization project in the LAC public sectors should implement payroll systems 
with similar characteristics of IFMIS (single and standardized system, centralized management, and de-
centralized operation), as such systems calculate the exact number of staff and their salary costs, and can 
stimulate the economic impact of modernization proposals (e.g., the creation of specific careers or  in-
creasing staff salaries or benefits).

Asset Management
The asset management system combines the regulations, resources, and administrative procedures that 
intervene in managing the public physical goods, such as real estate, vehicles, and valuable office equip-
ment, among other goods. The asset management system can have two main components: administra-
tion of assets and inventory management. The relationship between this system and an IFMIS is mainly 
in the accounting component through the patrimonial adjustments from the investment, disposition, de-
preciation, or acquisition of public assets. The asset management system is one of the least developed 
systems in the LAC region.

Public Investments
The public investment system coordinates and regulates the planning and management of public invest-
ment programs and projects. It combines all the methodologies, regulations, and procedures that guide 
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the formulation, execution, and evaluation of investment programs and projects carried out with public 
funds (associated or not with the private sector), with the aim of aligning them to national growth and 
economic development strategies and policies. This system is linked to an IFMIS mainly by providing in-
formation to the IFMIS to formulate investments and their budgetary modifications, and from the IFMIS 
to the investment system through budgetary execution.

The public investment system component that has shown the most progress in  the LAC region 
in recent years is the one dealing with the pre-investment phase, which includes project feasibility stud-
ies, as well as economic, social, and environmental impact analysis. Problems persist with monitoring the 
execution, mainly with regard to the physical execution of the projects and their impact.

Tax Administration
The tax administration system is the combination of regulations and processes that are used to deter-
mine, collect, record, and classify both tax and nontax revenues that have an economic and/or financial 
impact on the national treasury. In some cases, the system can also help identify noncompliance or en-
force compliance with obligations. This system relates primarily to the budget component of IFMIS dur-
ing formulation (through tax revenue estimates) and in budget execution accounting (for accruals and 
revenues collected). It is also linked to the treasury component through tax and duty collection, and bank 
reconciliation. Likewise, it  relates to the accounting module with regard to registering and monitoring 
taxpayers’ tax arrears.

The Level of Integration and Interoperability in LAC Countries
The most advanced IFMIS models seek to integrate or make interoperable their basic functions with the 
administrative functions of other systems for the following reasons: to guarantee a more homogenous 
flow of information, to speed up management processes with single data registries (avoiding registry du-
plications and reducing costs), to ensure the quality and consistency of the available data, and to support 
decision making in a more secure, transparent, and systematic manner. In an advanced model, an IFMIS 
scope is determined by the way these multiple functions are related to and complement one another 
(Figure 3.3).

In the LAC region, the level of integration between the IFMIS and the administrative systems is still 
low (Table 3.1). The IFMIS in Bolivia and Brazil are the most integrated in the region. In other countries, the 
IFMIS are most frequently integrated with the procurement or payroll systems.

The advisable level of  integration between the IFMIS and other systems is  the subject of debate 
in each country. Enterprise Resource Planning (ERP) and Government Resource Planning (GRP) systems 
combine different administrative functions within a single computerized application, but integration with 
these systems is more common at the subnational and municipal levels. Usually, all IFMIS seek a minimum 
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level of interoperability with other existing administrative systems to guarantee greater efficiency in pub-
lic expenditure flows and processes, thereby avoiding duplicate efforts and ensuring the consistency 
of information for decision making.

what an ifmiS neeDS

There are numerous examples of failed IFMIS implementations throughout the world, especially in Africa. 
The main causes for these failures include lack of capacity to assess the institutional context, a dispro-
portionate emphasis on technology, and the absence of key fiscal reforms (whether political, regulatory, 
or organizational) (Diamond and Khemani, 2005).

Figure 3.3: a modular approach for building ifmis
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Source: Dener, watkins, and Dorotinsky (2011).
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Peterson (2006) distinguishes two approaches to implementing an IFMIS: (i) reform based on pro-
cess change, which attempts to develop and transform the existing workflows and processes through in-
formation technology, and (ii) process innovation (also known as business process reengineering), which 
entails radical and comprehensive workflow and process reengineering. The first approach tries to im-
prove existing conditions, whereas the latter seeks to replace them.

The more ambitious approach—process innovation—has led to several of the failed experiences 
on IFMIS implementation in developing countries. According to Diamond and Khemani (2005), the re-
placement of existing processes can sometimes feel threatening to  the individuals that operate them 
and, therefore, create a great deal of resistance. Furthermore, the fact that bureaucracies in developing 
countries tend to have less capacity and knowledge for using new technologies aggravates the problem, 
because responsibility for system design is frequently handed over to a supplier, which may disregard po-
litical and organizational conditions and allow technical details to be the only aspect considered in the 
product design and implementation. The process reform approach takes existing settings and the lim-
ited capacity of public administration into consideration. This approach allows for the gradual strength-
ening of  existing processes and capacities, thus involving less inherent risks than process innovation. 

TABLe 3.1: online interfaces of ifmis with other administrative systems, 2010

AuxiLiAry SySTeMS wiTH iNTerFACeS

CouNTry proCureMeNT STAFF pAyroLL Fixed ASSeTS iNveNTory
puBLiC 

iNveSTMeNTS
TAx 

AdMiNiSTrATioN

Bolivia x x x x

Brazil x x x x x

chile (1) x (1)

colombia

costa rica x x

guatemala x x

Dominican republic x

honduras x

paraguay x

peru (2)

Source: authors’ elaboration.
(1) in chile, work is underway on interfaces between the ifmiS, chilecompra, and the Banco integrado de proyectos.
(2) in peru, the system is distributed within the entities, and the interfaces are maintained in each entity but not with the central ifmiS.
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However, there are some risks in designing and implementing process reform, particularly the danger 
that existing processes will not be improved. In Ghana, for example, the manual processes for budget ex-
ecution and accounting were automated with no improvements. Obviously, the mere application of in-
formation technology tools does not solve the problems of processes that are already underway.

There are indispensable conditions for IFMIS implementation, including political support at the high-
est level, which counteracts resistance to change and guarantees sustained allocation of the necessary 
resources (whether financial, organizational, human, or technological). Institutional fragmentation and in-
ertia are common characteristics in large bureaucracies. In the absence of decisive political support and 
an adequate change management process, organizational units that feel their independence and pow-
er is being threatened may interrupt the IFMIS implementation. Bureaucratic resistance to change can 
become even stronger in projects aimed at  integrating IFMIS with other information systems that are 
managed by agencies with different organizational mandates and institutional cultures. Another indis-
pensable condition is a good conceptual design. Governments often rush to get systems up and running, 
while forgetting the importance of previously defining and agreeing on the goals, operational reach, and 
institutional scope. Likewise, it is vital that the conceptual definition is in agreement with the existing leg-
islative framework.

Other fundamental preconditions for IFMIS implementation are good project management (includ-
ing in terms of the plan, the budget, and the management strategy), an appropriate implementation se-
quence, and suitable decisions concerning technology (information system architecture; custom-made 
design strategy or an off-the-shelf, commercially available system; criteria for hardware and software ac-
quisition; system maintenance and operation strategy; aggregation of modules; and consultant and ad-
visor employment) (Khan and Pessoa, 2009).

It must be remembered that an IFMIS implies profound public sector reform and requires not only 
regulations, methodologies, and development of computerized tools, but also a cultural change in the 
daily management of public administration that might take years to fully complete (Dener, Watkins, and 
Dorotinsky, 2011). Formal compliance with the regulations must be  accompanied by  total application 
of efficiency and effectiveness criteria in civil service management. Therefore, it is essential that training 
processes be focused on transmitting not only knowledge of methodologies, tools, and procedures, but 
also behavioral guidance. Civil service employees must feel themselves to be at the service of society, ad-
ministering the financial resources that have been entrusted to them. There can be no successful reform 
without a wide, wholesale training and change management plan.

A new management module may require redefining the role of  certain administrative units and 
public agencies. Furthermore, it  requires a  human resource development strategy, preferably based 
on a professional, well-paid, and committed civil service and public management team. These require-
ments contribute as much to the success of the reforms as to their sustainability.
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In summary, international experience demonstrates that IFMIS must be designed and implemented 
within a context of a wider reform. Along with adequate preparation, a clear definition of the plan of ac-
tion, and provision of the necessary financial, human, and technological resources, the following basic re-
quirements are critical: (i) a clear and explicit definition of the conceptual and methodological framework 
to be adopted in the reform process; (ii) widespread awareness-raising and training for the different po-
litical, managerial, and technical levels of the public bureaucracy involved; (iii) firm, explicit, and unwav-
ering political support at the highest level for the reform process, which guarantees transparency and 
disclosure throughout the process; and (iv) rapid, reliable, and sustainable results that encourage the nec-
essary political support. Figure 3.4 presents the requirements for IFMIS implementation in their most ef-
fective sequence.

technological aDvanceS in ifmiS3

Technological advances have made a wide variety of resources available to the public sector for design-
ing and implementing IFMIS, such as hardware and software architectures, which are increasingly being 
used in the LAC region.

Figure 3.4: reQuirements for ifmis implementation

Political support, institutional capacity, and technological infrastructure

Legal,
institutional, 
and process
alignment

Definition of
functionalities,
openness, and
technological
platform

Development,
implementation,
and change
management

Operation,
evaluation, and
technological
updating

Source: authors’ elaboration.

3 This section only examines the technological advances in central government administration IFMIS, not those in regional or 
municipal administration or private enterprises. 
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Technological Architectures

Monolithic programming architecture
In a monolithic programming architecture, the applicable software is not distributed either physically 
or logically, but resides and is executed in central computer mainframes. Users have terminals to gain ac-
cess to data, and access to the databases is generally conducted online. In this scheme, the databases are 
completely centralized. Brazil’s IFMIS is an example of a system that uses this kind of architecture.4

Monolithic programming architecture was widely employed in the 1970s and 1980s. At present, the 
large corporations (such as the banking corporations) continue to use it for practical reasons (the applica-
tions are simple and therefore quick to execute), both in terms of security and because of the specialized 
nature of the proprietary software used for certain kinds of businesses. Today, instead of using terminal 
workstations to access a database, personal microprocessors are used with terminal emulation software. 
In this model, the quality of the connectivity clearly determines the system’s performance.

Client-server programming architecture
In client-server programming architecture, the software applications are physically and logically distribut-
ed throughout distinct equipment, which can be medium-sized servers (central or distributed) or person-
al computers. They access the information via their computers, and the databases are either distributed 
across different servers or centralized.

Uruguay’s IFMIS (sistema integral de información financiera, or SIIF) uses client-server programming 
architecture. Institutions access databases that are centralized at the Ministry of Finance in real time using 
teleprocessing. The application software is updated daily on the servers at each institution, and the local 
users can access the institutional servers via their personal computers.

The client-server technology was commonly used throughout the 1990s, but today, most consid-
er it to be outdated. Most IFMIS in the LAC region that once used this technology have moved toward 
a multi-tier programming architecture.

Multi-tier programming architecture
In multi-tier programming architecture, the business programming logic (business logic) is  separated 
from the physical design (design logic). Generally speaking, there are three separate tiers: (i) the presenta-
tion tier, which displays the screens to enter or consult information on the user’s personal computer (this 
tier only connects to the business tier); (ii) the business tier, where the different applications that make 
up the business and its operation rules reside (this tier is connected to the presentation tier to receive 

4 In recent years, Brazil has been gradually modernizing this architecture.
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requests and deliver results, and with the data tier to ask the database manager to either store or deliver 
information); and (iii) the data tier, where data recording and information requests are administered (this 
tier is connected only to the business tier). Multi-tier programming architectures have been disseminated 
over the last 10 years and currently are used in most of the IFMIS in LAC countries, for example in Argen-
tina, Guatemala, Honduras, Nicaragua, and Paraguay.

Service-oriented architecture
Service-oriented architectures, which have been under development for more than two decades, are 
based on considering an organization’s total business volume as a combination of diverse services of less-
er complexity, analogous to processes or businesses. These individual services are easier to develop and 
maintain technologically, with lower operating and maintenance costs over the long term. Furthermore, 
this architecture does not discriminate between the technologies on which the different businesses are 
constructed, which means that the antiquated systems (legacies) can continue to function within the ser-
vice-oriented architecture.

The keys to harmonizing the different components within a service-oriented architecture are the 
interfaces established between them under international standards (XML Web). These interfaces simul-
taneously provide the interoperability and flexibility that are needed for changes in software in the differ-
ent services. This architecture is highly compatible with Java programming languages, as well as system 
design and development methodologies, such as business process management.

The service-oriented architecture and the business process management methodology support 
the final system user, who goes on to directly manage the design of workflows and business rules, there-
by reducing the user’s dependence on high technology areas when it comes to making changes to the 
system. In the LAC region, the IFMIS of Bolivia (modules of the new version of SIGMA in a Web platform), 
Chile (SIGFE II), and Peru (initially the budget formulation component) are being developed within a ser-
vice-oriented architecture and using a business process management methodology.

Centralized and distributed database architectures
In centralized database architecture, IFMIS databases reside in centralized equipment, which is generally 
located within the treasury. Users can access these databases from their terminals or personal computers 
in real time through communication lines (e.g., dedicated networks, commuted networks, or the Inter-
net). The majority of IFMIS in the region work with centralized databases.

Distributed database architecture consists of databases located in diverse institutions. They are in-
terconnected through the Internet, allowing for electronic data validation and exchange. This technol-
ogy demands a high availability of communication lines to connect the systems with the servers and, 
as of yet, there have been no experiences of this kind in the LAC region. There are, however, distributed 
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databases without online interconnection. One example is Peru’s IFMIS which, within a client-server archi-
tecture, maintains servers and databases throughout various entities, which the users can access through 
their company networks. The software resides in both the users’ computers and the institutional servers. 
The institutions update a central database at the Economics and Finance Ministry using batch process-
ing with asymmetric delay.

Distributed database architecture runs the risk of generating inconsistencies, given that institutional 
information is not validated online against the central databases. Moreover, the security system becomes 
weak because users carrying out transactions in the entities cannot be accurately identified at the central 
level. Furthermore, this architecture is costly, given that the institutions must have specialists on staff to 
maintain applications and operate the systems, and also have operating hardware and software of an ap-
preciable quality (servers).5

Strategies and Tendencies
In general, IFMIS in the LAC region have evolved alongside the technological architectures. In the 1980s 
and 1990s, nearly all the IFMIS in  the region were implemented using monolithic or client-server pro-
gramming architectures. Implementation of multi-tier programming architecture began only toward the 
end of the 1990s. The establishment of multi-tier IFMIS using the Internet began in the early 2000s.

Custom made or off-the-shelf?
Aside from the architecture used, in the 1980s and 1990s, nearly all IFMIS in the LAC region were imple-
mented using in-house development. At the end of the 1990s, governments began hiring companies 
to build the systems; however, these systems continued to use custom-made rather than commercial 
software. The local design alternative basically operates with two contracting models: (i) hiring expert 
IFMIS conceptual staff and expert IT staff or (ii) hiring a consulting company that, in turn, subcontracts 
expert IFMIS conceptual staff and IT personnel. Argentina, Bolivia, Brazil (through a public state-owned 
company), Ecuador, El Salvador, Guatemala, Honduras, Nicaragua, Paraguay, and Uruguay have used the 
first alternative.6 Even though this option can be less costly, it can be difficult to hire and maintain a large 
technical staff, and such systems can produce enormous institutional inertia, dragging out implementa-
tion in many cases.

Chile, Colombia, and, more recently, Peru have used the second option. In particular, Peru contracted 
a private company to handle budgetary formulation. Although this option might bring higher short-term 

5 The above characteristics of Peru’s IFMIS refer to the system that was in operation at the beginning of 2011. The government 
expects to launch a new system that will solve these problems in 2012–13.
6 Ecuador recently adapted an IFMIS that was provided by Guatemala.
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costs, it reduces the government’s dependence on large groups of technical staff and may be less cost-
ly over the long run.

Integrated financial information systems solutions
Along with the aforementioned alternatives, there are integrated financial information systems offered 
in the marketplace that can be adapted by public agencies. ERP has been used increasingly throughout 
the private sector since the 1990s and has now been adapted for the public sector. It is available from 
market operating system providers under the GRP designation.7

ERP systems are integral management systems that are appropriate for any organization. They com-
prise modules that offer different functionalities, such as production, sales, purchases, logistics, account-
ing (of various kinds), project management, Geographical Information Systems (GIS), inventories and 
warehouse management, and payroll. ERP systems integrate different administrative functions into a sin-
gle application.

In contrast to other business software systems, ERPs are integral, scalable, modular, and adaptable. 
Although there are varieties of ERPs in the market, including GRPs, in the LAC region, only Costa Rica has 
adopted this technology as an IFMIS solution with a System Application Programming (SAP) system.8

Some OECD member countries, such as Germany and Spain, operate GRP systems that integrate the 
maximum possible number of administrative functions and standardize the flow of information from or-
ganizations, either by incorporating different modules into the same system or by establishing technical 
requirements that guarantee interoperability between different systems.

In Europe, more recently, France has implemented a  GRP-style IFMIS (Project Chorus/SAP), but 
at a cost that is too high for LAC countries. The total investment was about EUR 500 million, of which 
EUR 30 million went to paying licenses, EUR 150 million to adapting the system, EUR 120 million to hard-
ware, and EUR 200 million to training and managing the changeover.9

Source code ownership
Another question that must be settled when implementing an IFMIS is who owns the source code. Closed-
code software is also known as proprietary software, and thus redistribution or modification is prohib-
ited. Therefore, proprietary software makes the buyer dependent on the provider. Though proprietary 

7 The main motives for adopting an ERP in the public sector are to integrate information and enhance process efficiency 
(Raymond, Uwizeyemungu, and Bergeron, 2005).
8 In Guyana, the system developed by the company FreeBalance is used, which has ERP characteristics. However, it does not 
cover all the functions of integrated resource management and concentrates mainly on the budget and accounting. 
9 These amounts are approximate and are presented as a general reference for the costs involved.
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software also involves licensing costs, it is generally well produced, is available in the marketplace, and 
competes in terms of price and quality with similar software solutions.

Free or open-source software, on the other hand, means the source programs can be modified for 
any use, and copies can be redistributed to other potential users. Some types of license may entail a cost, 
but this is unusual or the cost is very low. The only cost is for support and maintenance, and in return the 
user gets a product that works well and is always updated. Occasionally payments may be required for 
product distribution.

Since the end of  the 1990s, the use of open-source software has been increasing among public 
agencies in LAC countries, such as Argentina, Brazil, Chile, Ecuador, the Dominican Republic, and Vene-
zuela. This transition was mainly because universities began to work with this kind of software (making 
it better known and disseminated), the price was attractive, and companies offering technical support 
began appearing in the market. With regard to IFMIS components or auxiliary systems in particular, there 
have been various experiences of using free software in the region, such as central administration budget 
formulation in Argentina and Brazil, and the tax system in Colombia (see, for example, the MUISCA system: 
http://www.dian.gov.co/content/muisca/muisca.htm). In general, open-source software is cheaper than 
proprietary software, and the agencies that adopt it see significant savings. For example, in 2008 alone, 
Brazil’s government estimated that it saved around BRL 30 million (around USD18 million) by using open-
source software (IDG NOW, 2008).

In many cases, once one of  the central administration’s public agencies has adopted proprietary 
software that is considered to be of strategic value, it is difficult to change thereafter, unless the strategic 
solution is to be renewed or has come to the end of its useful life. However, the agencies can also adopt 
mixed software, which is used, for example, in  integrated development environments (operating sys-
tems and application servers that use open-source software but with proprietary database managers).10 
It is worth noting that providers are also manufacturing mixed solutions based on open-source software 
(such as Java), which may end up as proprietary products that entail a licensing cost.

Defining the type of software to be acquired or built by a public entity must be based on techni-
cal studies, an evaluation of the availability of these tools and providers in each country’s market, and the 
staff’s familiarity with them (as in Brazil’s case, where open source it  is already well developed), as well 
as on each institution’s information technology policies. Notably, whereas a little more than 10 years ago 
there were no significant applications constructed with open-source software technology in the LAC re-
gion, today there are several initiatives. Possibly, over the medium and long term, the mixed use of open-
source and proprietary software will combine the advantages of low costs, adaptable source programs, 

10 This solution is being applied to the development of the Bolivian government’s new SIGMA-Web and will thereafter be ex-
tended to the subnational governments.
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and the technical facilities of open-source software alongside the maturity, stability, executive velocity, 
operational guarantees, and technical support provided by proprietary software.

A Snapshot of the Region
In 2009–10, the IDB surveyed 13 countries in the LAC region to evaluate the current state of the informa-
tion technologies used by LAC governments in their respective IFMIS. Table 3.2 summarizes the techno-
logical aspects of the information revealed by the survey.

towarD a high-QualitY ifmiS

An analysis of the functionalities section of the aforementioned IDB survey (Solarte, 2010) identified the 
IFMIS in Argentina and Brazil as the most advanced in the LAC region, followed by those of Bolivia, Chile, 
Guatemala, Honduras, and Paraguay, which have reached intermediate levels of development and are 

Box 3.1: recent open-Source Software initiatives in the lac region

Argentina’s ministry of economy (mecon) is developing its new version of SiDif as a web plat-
form with an open-source code system, multi-tier architecture, and a centralized database. the 
new SiDif already functions as a web platform using a gradual implementation process that be-
gan in 2005, and foresees the replacement of all the outdated functionalities. the budgetary for-
mulation and modification modules are already developed. mecon has opted for a custom-made 
development that includes technical support from outsourced experts. the objective is for the 
SiDif-web to support implementation of a results-based management model at the central gov-
ernment level based on operational decentralization and linking financial allocations with the 
achievement of program goals.

for its part, in 2010 Brazil’s ministry of planning, Budget, and management adopted 
an open-source system to support annual budget formulation and the federal government’s plu-
riannual plan. the ministry developed the innovative system, Siop, in Brazil with technical sup-
port from the university of Brasilia. through the use of free software, which allowed the complex 
tendering processes, the government saved both time and money. the goal is to keep perfect-
ing the Siop until it can satisfy government sector needs, enhance transparency, and offer new 
functionalities for the federal planning process. 
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not necessarily listed according to the level. The IFMIS in Costa Rica, the Dominican Republic, Nicaragua, 
Peru, and Uruguay are slightly less mature.

A good IFMIS is no guarantee of good financial management in its widest sense. It is possible to as-
sess a  country’s public financial administration through evaluations of  the Public Expenditure and Fi-
nancial Accountability (PEFA) program (see www.pefa.org). The objective of the PEFA studies, generally 
assessed by multilateral agencies or international donors, are to guide reforms to improve institutional 
capacity for fiscal management (including public spending, procurement and tendering, and financial 
systems) and to enhance transparency and accountability. In the LAC region, 12 countries have validat-
ed and published the results from PEFA evaluations (Table 3.3). Many other countries are in the prepara-
tion and discussion stage.

TABLe 3.2: use of technology in ifmis in the lac region

CouNTry SySTeM TeCHNoLogy CoMMeNTArieS

Bolivia Sigma multi-tier web version began operating in 2011.

Brazil ifmiS mainly monolithic or client-server 
type, with some web applications

there are projects underway to update the ifmiS. in 2010, the 
budget system was updated using open-source software (Siop).

chile Sigfe multi-tier 100% web
Bpm/Soa, Java, oracle, 100% web. Second version del Sigfe 
under development in 2010 and 2011, with some entities already 
up and running.

colombia Siif web (2011 version) microsoft software products, 100% web, in operation since 2011.

costa rica Sigaf multi-tier, web Software supplied by private company (Sap). the region’s 
only erp.

ecuador Sigef multi-tier 100% web adapted based on a donation of guatemala’s ifmiS.

guatemala ifmiS multi-tier 100% web 100% of functions have already migrated to the web.

honduras ifmiS multi-tier the system is new, but not 100% web.

nicaragua Sigfa multi-tier, web + other types 
of networks

the acquisition of a new system from market (available for 
sale) foreseen for 2012.

paraguay ifmiS multi-tier, Soa

peru ifmiS client-server, decentralized 
database

new system in development in 2011 and 2012 with Bpm/Soa will 
be 100% web.

Dominican 
republic Sigef multi-tier, web

uruguay Siif client-server an operational and technological evaluation of Siif was conducted 
in 2008, aimed at defining a modernization strategy.

Source: authors’ elaboration.
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If these results are evaluated in aggregate,11 three groups of countries emerge: (i) the countries most 
advanced in  public financial administration (Brazil, Colombia, El  Salvador, and Peru); (ii)  an  intermedi-
ate group (Bolivia, Honduras, Paraguay, and Trinidad and Tobago), and (iii) the lowest-scoring countries 
(Belize, the Dominican Republic, Haiti, and Jamaica). Although the PEFA analysis of financial administra-
tion corresponds with the study of IFMIS conducted by Solarte (2010) in some cases (e.g., Bolivia, Brazil, 
Honduras, Paraguay, and the Dominican Republic), many of the PEFA indicators that measure the quality 
of public financial administration in a national or subnational government can also be used to measure 
the effectiveness of IFMIS functionalities. However, to measure efficiency and other characteristics, other 
indicators are needed (see Box 3.2).

The availability and analysis of the PEFA indicators, complemented by other specific IFMIS indicators, 
are important both for the design of a new IFMIS and for monitoring and evaluating its implementation 
and operation.

11 If the number of good results (A or B+) per country, or the points correlation according to type of qualification (A = 4; B+ = 3.5, 
B = 3, C+ = 2.5, and so on), are added, then the same result is obtained.
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Box 3.2: examples of indicators to evaluate ifmiS

Coverage of entities: percentage of the total number of central administration entities that uses 
the same ifmiS.

Coverage of budget: percentage of the budget administered by the central administration enti-
ties that uses the same ifmiS.

Real time access: percentage of the central administration’s executive units that operate in the 
ifmiS in real time.

Payments: amount of payments issued by the ifmiS, whether manually or electronically (exclud-
ing the payments of individual salaries to each civil servant, and assuming the total disburse-
ments to entities to be a single payment), divided by the total number of governmental payments.

Electronic payments: amount of payments that are issued electronically by the ifmiS directly 
to suppliers and contractors, divided by the total number of payments made by central admin-
istration entities.

TSA: total number of central administration bank accounts held outside of the ifmiS.

Bank reconciliation: total number of accounts that are electronically reconciled at the treasury, 
divided by the total number of central administration bank accounts.

Automatic accounting: the system enables the accounting entries to be obtained automatically.

Alignment of classifiers: Budgetary and accounting classifiers (charts of accounts) and procure-
ment catalogue.

Interoperability: number of electronic interfaces with other systems (e.g., procurement, pay-
roll, asset management, investment, projects management, revenue collection, and macroeco-
nomic projections).

Number of users: total number of active registered users (or number of access codes).

Number of transactions: average monthly number of ifmiS transactions.

Costs: Development, implementation, operating, and maintenance costs.

Source: authors’ elaboration.
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concluSionS, tenDencieS, anD challengeS

The IFMIS model, as a single public financial management system in combination with a TSA, continues 
to be predominant in the LAC region. This model arose as a response to the financial crises of the 1980s 
and 1990s, and contributed to macroeconomic stability and fiscal responsibility. It has been adopted con-
tinuously since then because it has also helped promote improvements in decision making, transparency, 
and the modernization of public management. However, there is an ongoing debate about each partic-
ular country’s most appropriate level of integration with regard to an IFMIS’s basic functionalities (budget, 
treasury, accounting, and public debt). In general, a greater degree of integration will lead to better stan-
dards of public expenditure monitoring, better-quality information, and more efficient working process-
es. However, the costs of total integration and automation are considerable, both for implementing the 
system and for operation and maintenance.

The IFMIS evolution in the LAC region has been affected by the changes in the direction of public 
administration, which has evolved from an approach that merely emphasized legality and formal con-
trols into a management-based approach. This approach stresses the need for good-quality information 
to support decision making. These changes imply the need for the incorporation of new management 
instruments and information technology.

The integration or interoperability of an IFMIS with other administrative systems is still in its infan-
cy in the region. There is clearly more progress to be made toward implementing decision making pro-
cesses based on information generated by integrating an IFMIS with other governmental administrative 
systems. However, despite the advancements in the area of procurement and tenders, and with payroll 
systems, there has been little integration in terms of administrative systems. Although there have been 
many attempts to advance in this area, and there is a visible tendency toward greater interoperability, ob-
stacles that go beyond technology and implementation costs, such as the traditional bureaucratic incen-
tives toward institutional fragmentation, have been difficult to overcome.

The strategic requirements for establishing or renewing an IFMIS go beyond mere technology and 
project management. In  general, more effectiveness can be  achieved through wide-ranging reforms 
that have clear action plans, and by providing the necessary financial, human, and technology resources. 
Furthermore, it is crucial to carry out widespread awareness-raising and training at the different political, 
managerial, and technical levels of the public bureaucracy, and there must be political support through-
out the reform process, thereby guaranteeing transparency and data dissemination throughout the proj-
ect’s lifecycle.

Regarding technology, various LAC countries have begun to update their IFMIS to migrate to more 
modern information technologies involving software, hardware, and networks, areas in which technol-
ogies based on  Web architectures predominate. Most of  the region’s IFMIS have been, or  are being, 
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developed locally, with or without the outside support of systems development companies. When this 
operation is carried out exclusively with individual consultants or civil service employees, although the 
short-term costs tend to be lower, they might increase in the long term due to the institutional inertia 
generated. Hiring consulting firms to develop specific modules, however, tends to augment the integral-
ity of the system, with a single general manager for all products development, and a more independent 
overall view of the process.

This situation might change in the coming years, thanks to the interest shown by some software 
companies to develop specific systems for the public sector. However, it  is still hard for a commercial 
system to fulfill all of a country’s specific functional needs, which means that countries tend to mix the 
in-house development alternatives with those found in the market to cover all the required functions 
of public financial management.

It is not possible to apply any type of solution without thorough analysis of  the context and the 
costs involved. The debate around relying on in-house development solutions (with or without the sup-
port of consultancy firms), as opposed to off-the-shelf systems available in the marketplace (systems that 
can be purchased), must always be informed by a technical cost–benefit analysis. However, the ERPs and 
GRPs offered for sale in the market increasingly appear to provide an alternative, mainly for smaller-scale 
cases, such as, for example, subnational governments.

With regard to the technological options for information technology development, there is a grow-
ing tendency toward using business processes management/service-oriented architecture (BPM/SOA). 
The commercially available tools that generate information system programs according to  the design 
of the financial procedures that need to be computerized often turn out to be useful but are insufficient 
for the overall design of a new IFMIS and need to be complemented by other development and pro-
gramming instruments.

These tools are attractive because the process “owners” can review their procedures before comput-
erizing them and, over the long term, gain more ownership or participation in any future adjustments, 
with less dependence on technology providers. Furthermore, open-source software is a novelty that will 
probably become ever more important in coming years and might constitute an option offering a rea-
sonable degree of security at a much lower cost.

Progress must be made in the development and application of indicators for the analysis and moni-
toring of IFMIS quality, and of public financial management in general. Existing analyses are based on PEFA 
evaluations complemented by specific IFMIS variables. In years to come, public administration system 
evaluations should include an additional parameter that measures a government’s capacity to satisfy its 
society’s growing demands for information.

In general, in  spite of  this positive evolution, the challenge remains to  advance toward systems 
that are more committed to management and decision making at the sector level in the government. 



integrated financial management information systems oriented toward a modern public management | 101

To achieve this, financial execution must be linked with planning and monitoring of the physical execu-
tion of programs and projects using indicators and goals. Moreover, IFMIS administrative registers should 
support a results-based management model with timely and reliable information. Furthermore, the chal-
lenge remains to  establish cost management based on  the information generated by  the IFMIS and 
charts of accounts designed for managerial use.

Therefore, IFMIS should not be viewed merely as computerized tools, but rather as tools that can ful-
fill a wider strategic role in modernizing public sector management. By sharing the benefits of generat-
ing and providing timely and reliable information with government managers and citizens, it is possible 
to provide a catalyst for reforms and to build the human capital necessary to sustain them. At present, 
modern business intelligence tools can facilitate this kind of  work and enhance its effects. However, 
it is important to understand that, beyond technological advances, strong political leadership and con-
sensus-building are needed to guarantee the effectiveness and sustainability of the processes of identi-
fying, organizing, and providing information.
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  The low levels of productivity of the Latin American and Caribbean (LAC) region are 

related to the bias toward informal microenterprises and the absence of formal small 

and medium-sized enterprises (SMEs), which limits opportunities for good quality 

employment, competitive markets, and the fiscal capacity of the state. 

  Institutional factors—such as the business climate, access to finance, and fiscal  

policies—determine the incentives for enterprises to invest, grow, and become formal. 

Such factors decisively influence the structure and, in particular, the emergence and 

growth of SMEs. 

  Recent evaluations point to the limited impact of isolated institutional reforms and stress 

the importance of accounting for the synergies between complementary reforms, the 

differences between various types of SMEs, and the medium- and long-term effects of 

financial and enterprise development policies. 

Despite the fact that, in recent years, the Latin American and Caribbean (LAC) region has managed to 
combine greater growth and macroeconomic stability with a significant reduction in poverty, the pro-
ductivity gap between the region and more advanced regions has widened. This broadening gap is due, 
in part, to growth that is based on the accumulation of human and physical capital rather than on tech-
nological or managerial innovations (Daude and Fernández Arias, 2010). In fact, average productivity in 
the region is approximately half that in the United States, and its slow rate of progress is jeopardizing 
long-term growth and convergence with more developed regions. Therefore, in recent years, productiv-
ity growth has come to the fore as a central question of political economy.

From a micro perspective, growth in productivity involves the shift of factors of production toward 
more industrious enterprises, reducing the dispersion of the marginal returns to capital and labor with-
in specific sectors (Hsieh and Klenow, 2007). At the structural level, this process entails growing inter- and 
intra-sector productivity, because not only does output increase in each sector, but also, the most pro-
ductive sectors become more important in the overall economy (McMillan and Rodrik, 2011). The the-
sis of this chapter is that institutions that promote competition and facilitate access to credit can prevent 
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inefficient companies from unfairly competing (primarily through tax evasion, but also by noncompli-
ance with environmental, safety, and labor regulations), while encouraging more innovative and produc-
tive firms to gain a foothold in the economy. The absence of these institutions favors a business structure 
that is biased toward informal microenterprises and characterized by a general absence of formal small 
and medium-sized enterprises (SMEs).

In the LAC region, small, informal enterprises predominate, and there is a lack of both SMEs and 
large, formal corporations. The average number of SMEs registered per 1,000 inhabitants in the LAC re-
gion is almost one-third the average number in developed countries (Figure 4.1). This business structure 
is in line with the regional economy’s low productivity levels. Microenterprises (those with less than 10 
employees) are much less productive than SMEs and compare even less favorably to big companies. As 
Lora (2010a and 2010b) points out, firms with more than 100 employees use half of the capital and labor 
to generate the same value than do microenterprises, and such firms are three times more productive in 
Brazil, El Salvador, and Venezuela, and four times more productive in Mexico. 

Growth in the number of SMEs forms part of a country’s economic development process, in which 
the size of companies increases commensurate with growth in physical and managerial capital, and as 

Figure 4.1: total number of smes in selected high-income countries compared to the 
totals in latin america and the caribbean
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economies of scale come into play (Lucas, 1978). As access to financial markets allows increased invest-
ment levels and more challenging entrepreneurial ventures, the existence of management capital is vi-
tal to take advantage of economic opportunities and to manage these larger-scale enterprises. From this 
point of view, the number of SMEs a country has affects its development process, as shown in the rela-
tionship with Gross Domestic Product (GDP) (see Figure 4.2). 

Likewise, the process of creating and growing SMEs is associated with lower levels of informality 
(Figure 4.3). Lower informality has positive effects for the overall economy and on productivity, especial-
ly as a result of the following: 

  Expanding the fiscal space and the capacity to invest in infrastructure, public goods (e.g., the judi-
cial system or respect for property rights), and other policies that are fundamental to the economy’s 
productivity (e.g., education and healthcare). 

  Improving market operation, which encourages competitiveness through technological and or-
ganizational improvements instead of through tax evasion and noncompliance with regulations 
(Farrell, 2004). Such improvements increase the incentives to invest in training, technology, and 

Figure 4.2: smes and development
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organizational innovation, and enhance the chances that the most efficient firms will survive and 
grow, instead of favoring firms that evade taxes.1

Unfortunately, informality has become a persistent problem in LAC countries and occurs more often 
than in other less developed regions (Schneider, 2008).2 Although this informality can sometimes serve 
as a solution for entrepreneurs and workers seeking to overcome unnecessary and dysfunctional admin-
istrative and employment barriers (Zenou, 2008; Bennet and Estrin, 2007), it puts limits on productivity 
growth and on SMEs that must compete with the informal market. In summary, this vicious cycle in the 
LAC region is the result of an economic structure that is biased toward microenterprises, informality, and 
low productivity.

1 Surveys recently conducted by the Inter-American Development Bank (IDB) and the World Bank in the region’s corporate sec-
tor show that more than 60 percent of firms in the LAC region consider competition from the informal economy as a serious 
obstacle to their business success.
2 In recent years, informality in the LAC region has surpassed 40 percent of GDP (labor informality has surpassed 50 percent), 
reaching a level similar to Africa’s and doubling the rate in Asia. 

Figure 4.3: smes and informality
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This chapter describes how institutional and structural factors can affect a company’s size, as well 
as its incentives to formalize and invest. It then analyzes the empirical relationship between the number 
of SMEs and the quality of the business climate, taxation policy, and financial depth using cross-sectional 
data from more than 200 countries. Finally, it highlights various examples of institutional reform aimed at 
supporting SMEs, which were drawn mainly from the literature on impact evaluation. 

SmeS anD proDuctivitY: an analYtical frameworK

What explains the absence of SMEs in the LAC region? What induces firms to increase their levels of for-
mal production and convert into SMEs? What are the main obstacles to the development of more formal 
SMEs? Entrepreneurs make business decisions about operating, expanding, and transforming a company 
based on a cost–benefit analysis. When the cost of financing investments and operating in the market are 
high, the benefits of evading regulatory burdens by operating in the informal sector grow. This makes be-
ing a smaller-sized company, which can escape detection by slipping under the tax radar, more attractive. 
However, this strategy also limits a firm’s potential to exploit economies of scale or carry out more ambi-
tious investment and innovation plans. The principal factors that influence a decision to formalize can be 
classified as institutional or structural.

  Institutional factors affect a company’s transaction costs (e.g.,  business and worker registrations, 
and the procedures for paying taxes and obtaining licenses) and the relative prices of capital and 
labor (e.g., financing costs and fiscal costs). 

  Structural factors relate to the sector structure of an economy, demography, and human capital, 
which in turn depends on productive endowments, as well as its stage of development, for which 
long-term policies are required.

Institutions Matter
Economic institutions play a fundamental role in market efficiency because they provide investors cred-
ibility and stability, and have a direct influence on the costs of entering into and operating in a market. 
Moreover, economic institutions can affect both a firm’s fixed and variable costs. Institutions that influ-
ence fixed costs are those related to the business climate, whereas those that impact variable costs, main-
ly fiscal and financial institutions (policies), are related to the use of capital and labor.

  The business climate impacts the time, effort, and costs of the necessary procedures to start up 
or shut down a business, pay taxes, obtain a building or a health and safety permit, or hire and fire 
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workers. These are principally fixed costs that can decrease a firm’s interest in becoming formal. As 
these costs are not proportionate to company size, they affect smaller enterprises more than larg-
er ones. It is therefore not surprising that a high-cost business climate can encourage informality 
among microenterprises, instead of promoting an increase in dynamic formal SMEs. 

  Access to credit, or the price of capital, directly affects an enterprise’s operations and investment 
possibilities. In the LAC region, nearly 80 percent of formal SMEs do not have access to the financial 
markets (IFC, 2010). Lack of financing reduces investment in technology and productive improve-
ments, as well as the incentives to formalize (Cãtao, Pagés, and Rosales, 2009). By limiting the growth 
of productive SMEs, lack of financing also enhances the survival chances for unproductive enterpris-
es. Thus, any credit expansion must be accompanied by adequate supervision to avoid the risks as-
sociated with financial reversions, to which all SMEs are particularly vulnerable. 

  Fiscal policy, the level of taxation, and the quality of fiscal supervision directly impact the incentives 
for companies to declare sales, profits, and employees. For example, while large corporations have 
access to tax breaks, SMEs are more directly affected by fiscal costs, which might motivate them to 
maintain a lower level of production—taking less advantage of economies of scale and scope—and 
realize only slight productivity growth.3

Although there are microenterprises that could not become formal, even if they wanted to, because 
of high transaction costs in the formal market (the romantic view of informality), many companies volun-
tarily use informality as a means of competing and surviving (the opportunist view). 

Structural Factors 
An economy’s structural factors also influence the size distribution of businesses. Participation by SMEs 
is largely related to natural resources endowments and human capital, and to demographic and mi-
gration patterns. For example, if a country exploits raw materials such as hydrocarbons or metals, the 
efficient scale of business increases and there may be a tendency toward a dual structure where there 
are highly productive businesses in the mining sector, and lower productivity firms outside the domi-
nant sector. 

Likewise, a lack of entrepreneurship and low levels of physical capital reduce the optimum size of a 
company and lead, in the initial stages of development, to the emergence of numerous small, informal 
enterprises (Lucas, 1978; Rauch, 1991) with levels of productivity that are significantly below those found 

3 Another alternative for an enterprise to reduce costs is to make use of self-employed workers. This is particularly profitable for 
both the enterprise and the worker if the latter has access to the public healthcare and social security systems without having 
to pay employment contributions. Levy (2008) points out that this situation is prevalent in Mexico. 
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in large, formal businesses (Jones, 2008; Perry, 2008). Finally, demographic pressures and migration from 
the countryside to the city (Harris-Todaro, 1970) can also influence the business structure, as migrant 
workers tend to concentrate in service sectors that are characterized by low productivity and smaller en-
terprises (such as street vendors).4

SmeS, proDuctivitY, anD inStitutionS: empirical eviDence5

Table 4.1 compares the levels of key variables, such as productivity, informality, the business climate, 
financing, and taxation, in the LAC region and the rest of the world. This data shows the region, on 
average, in a very unfavorable light, especially in variables related to business climate and financial  
depth. 

  The numbers of procedures and days needed to start a business in the LAC region, to pay taxes, and 
to enforce contracts are among the highest in the world.

  Real interest rates in the region have been higher than the world average, and the levels of financial 
depth (measured as credit provided to the private sector as a percentage of GDP) are below aver-
age. Whereas the simple average of credit to the private sector in the region is 38.1 percent of GDP, 
in North America it is 173.2 percent and in Asia it is 62.2 percent. 

  The broad relative availability of information stands out at an above-average level, principally due 
to the expansion of credit bureaus, especially in Argentina, Chile, Ecuador, Honduras, and Para-
guay. 

  With regard to the tax burden, the total estimated tax rate for a typical SME (including social security 
costs payable by the employer and taxes on profits) is comparable to the world average, although it 
is 11.3 percentage points above Asia and 4.9 percentage points above North America. However, tax 
collection reaches only 22.8 percent of GDP, compared with nearly 35 percent in the OECD. The dif-
ference can mainly be attributed to lower levels of personal income tax collection and social secu-
rity contributions (Figure 4.4).

4 The demographic structure also influences informality through the channel identified by Galiani and Weinschelbaum (2011): 
an increase in the number of workers in a household is associated with an increase in informality because some workers, whose 
household already enjoys medical and other coverage thanks to a formally employed worker, prefer to take more flexible em-
ployment. 
5 This section is based on cross-section data for the period 2000–10 for a sample of 210 countries (which includes 26 LAC coun-
tries). 
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Table 4.2 demonstrates how these vari-
ables are correlated, although this does not nec-
essarily imply a causal relationship. 

  The number of SMEs for every 1,000 inhab-
itants is negatively correlated with infor-
mality and positively correlated with labor 
productivity. Economic informality and la-
bor productivity display the strongest and 
most significant negative relationship: 0.7 
at the world level and 0.5 in the LAC re-
gion.6

  The business climate variables behave with 
the expected sign and significance, which 
indicates that higher transaction costs are 
associated with lower productivity and 
fewer SMEs.

  Fiscal and financing costs are also strongly 
related to informality, productivity, and the 
number of SMEs. More limited and cost-
ly financing is associated with fewer SMEs, 
greater informality, and lower productivity. In turn, the total tax rate is positively associated with 
greater levels of informality, lower productivity, and fewer SMEs, although the latter correlation is in-
significant. 

  Structural factors also influence the number of SMEs. In particular, the level of human capital (mea-
sured as the average number of years spent in education) is significantly and positively associated 
with labor productivity and the number of SMEs per 1,000 inhabitants, and negatively associated 
with informality.

Figure 4.4: tax revenue collection in lac 
and oecd countries
(percentage of gdp)
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6 When the sample is limited to the region, the strong relationship between the level of economic informality and the impor-
tance of SMEs in the total number of businesses in the country stands out. This relationship does not occur in the sample taken 
at the global level and might indicate the significance of informality in blocking SMEs from assuming a greater weight in the 
region’s economies. 



where are the formal smes in latin america  and the caribbean?  the role of structural and institutional factors | 115

TABLe 4.2: basic correlations between productivity, smes, and informality

iNSTiTuTioNAL ANd STruCTurAL FACTorS

reAL LABor 
produCTiviTy

SMeS / 
1,000 iNHABiTANTS 

iNForMAL eCoNoMy  
(% oF gdp)

productivity, SMes, and informality

labor productivity 1

Sme /1,000 inhabitants 0.25*** 1

informal economy –0.67*** –0.22** 1

Sme/total mSmes (percentage) –0.13 0.31*** 0.16

institutional variables

Transaction costs

Business climate index –0.63*** –0.29*** 0.51***

number of procedures to start a business –0.34* –0.16* 0.34***

time needed to start a business (days) –0.17* –0.12 0.18**

minimum capital to start a business  
(% of income per inhabitant) –0.47*** –0.19** 0.48***

time needed to prepare and pay taxes (hours) –0.28*** –0.13 0.29***

Fulfillment of contracts

number of procedures to enforce a contract –0.25*** –0.06 0.25***

time needed to enforce a contract (days) –0.18** –0.16* 0.16**

credit information index (0=low to 6=high) 0.39*** 0.26*** –0.28***

Factor costs 

credit to private sector 0.64*** 0.29*** –0.61***

real interest rate –0.20** –0.01 0.25***

real tax rate –0.21*** –0.1 0.21***

Structural variables

average number of years in education  0.57**  0.24** –0.42**

exports of goods and services (% of gDp)  0.41** 0.01 –0.28**

exports of minerals and metals (% of gDp) –0.20*** –0.02  0.18**

exports of food (% of gDp) –0.36*** 0.05  0.34***

exports of oil (% of gDp) 0.19** 0.04 –0.04

Source: See appendix 4.1. 
Note: * Significant at 90%. ** Significant at 95%. *** Significant at 99%.
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towarD policieS that favor proDuctive Development of SmeS

Policies for productive development should address the institutional and structural factors that underlie 
the slower growth of SMEs in the LAC region. Such policies include those intended to reduce transaction 
costs, improve access to financing and markets, reduce fiscal pressure, and promote structural change. 
But, logically, not all countries require all the same policies, and not all policies are equally efficient at re-
ducing informality and improving productivity. There is no single instrument that facilitates the emer-
gence and growth of highly productive SMEs, but rather diverse instruments must be combined and 
adapted to the needs of each country. In turn, each policy should take into account the lessons learned 
from impact evaluations. 

As a starting point, a high degree of heterogeneity is noticeable in the region with regard to the fac-
tors correlated with productivity, informality, and the number of SMEs. Figure 4.5 illustrates this variation 
in terms of the rankings of business climate and credit depth among different LAC countries. Whereas 

Figure 4.5: the lac region in the policy rankings
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some countries, such as Chile and Panama, rank high with regard to business climate and financial mar-
kets,7 others, such as Haiti, Suriname, and Venezuela, are at the other end of the scale.8

Likewise, other countries, such as Mexico and Colombia, enjoy comparatively good business envi-
ronments (Mexico is the top LAC country in the global business climate ranking, and Colombia is the fifth 
best country in terms of investor protection), but there are some significant obstacles in terms of access 
to finance.9 In contrast, some countries lack economic institutions or efficient regulations governing mar-
ket entry and exit, although they have more developed capital markets. This is true of Brazil, which has a 
developed credit market that is above the worldwide average, but suffers from excessive bureaucracy, re-
quiring the most hours to prepare and pay taxes (2,600) and the highest number of procedures needed 
to start a business in the LAC region. 

Lower Transaction Costs
Business climate reforms include a wide range of measures to improve markets, leading to better regu-
lation and more efficient economic institutions. These measures include simplifying and improving the 
regulations concerning market entry and exit (e.g., company registers, bankruptcy laws, and investor pro-
tection); reducing the operating costs for businesses in their dealings with the State (e.g., worker reg-
istration, procedures for paying taxes, as well as building permits and health and safety permits); and 
providing greater judicial security for economic and financial transactions (e.g., property registers and 
mercantile laws and registries). 

Given the inherent complexity of estimating the effects of changes in regulations and institutions 
(for which the use of experimental techniques is more complicated and microdata from various sources 
is required), there are few evaluations in this field. The existing studies are based on regression disconti-
nuity analysis or on differences-in-differences models applied to market entry and exit. This means that 
better evaluations of reforms to the legal system are still pending.

The evaluations provide mixed results with respect to setting up and operating companies. Bruhn 
(2008) and Kaplan, Piedra, and Seira (2007) examine the simplification of company registers in Mexico 

7 According to The Global Competitiveness Report 2010–2011 prepared by the World Economic Forum (2010), Chile ranks fifth in 
the world for banking soundness and ranks within the top 20 countries for availability and accessibility of financial services. 
Panama’s positions are higher in all financial market-related indicators, and the country is considered the fourth best in the world 
in terms of access to financial services. Also, in comparison with other LAC countries, Panama requires the fewest number of 
procedures to start a business. 
8 For example, Venezuela occupies the lowest positions worldwide in various business climate indicators (170 in the number of 
procedures needed to start a business, 169 in the total number of taxes paid by an enterprise, and 139 in property rights) as well 
as in access to credit (176). 
9 According to the World Economic Forum indicators (World Economic Forum, 2010), Mexico ranks 105th out of the 139 countries 
in terms of access to financial services. 
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using the Rapid Business Start Up System (Sistema de Apertura Rápida de Empresas, SARE) and observe 
very limited effects on reducing informality but somewhat greater, albeit short-term, effects on the cre-
ation of new businesses, employment, and prices. Similarly, Ronconi and Colina (2011) evaluate the sim-
plification of labor registration and the payment of social contributions in Argentina (known, respectively, 
as My Simplification and Your Registration) and also found a limited effect on formalizing existing workers, 
although there was a slightly greater impact on new worker registrations. In contrast, the Inter-American 
Development Bank (IDB) (2010) assesses the combination of simplifying procedures and reducing tax-
es in Brazil (through the project “Simples”) and encounters significant effects on business formalization. 
Klapper and Love (2010) point out that, on a more macro level, in order to have noticeable effects on en-
terprise growth, so-called business climate reforms must reduce the number and cost of the procedures 
to register companies and obtain permits by almost half. 

The results published by Giné and Love (2006) with regard to regulating governing market entry are 
more encouraging. These authors discovered that reform of the bankruptcy laws in Colombia reduced 
the cost of reorganizing viable enterprises (as a result of greater efficiency in the process) and diminished 
the number of profitable firms that had to be liquidated. 

Regulatory improvement and procedural simplification call for coordination between different gov-
ernment levels and departments, and are subject to major complementarities with other institutional re-
forms. For example, simplifying corporate registers (and single windows in general) involves government 
at the local, regional, and national levels, as well as the other agencies required to facilitate digital sig-
natures or property registers. Likewise, the efficiency of bankruptcy law reforms calls for complementa-
ry improvements in operating mercantile courts, training judges, registering movable and non-movable 
property guarantees, and preparing university students.

In summary, the effects of bureaucratic simplification measures on business growth (and especial-
ly on reducing informality) are limited, and reform strategies must be sufficiently integrated if they are 
to achieve significant impacts. Therefore, reducing transaction costs is a necessary condition to promote 
private sector growth—especially among SMEs—albeit insufficient on its own. Rather than concentrat-
ing on simplification measures (especially of a partial nature) or rankings, an overall view of the impor-
tance of economic institutions and of the complementarities inherent in institutional reform must be 
maintained. 

Better Financial Markets
Limited access to finance constitutes a significant obstacle for SME growth. As they have less informa-
tion at their disposal and fewer guarantees, SMEs often end up with short-term loans at high interest 
rates. The heterogeneity of SMEs also results in diverse financial problems. Medium-sized firms can access 
the banking system with relative ease to finance their current operations and replenish working capital, 
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although they may encounter problems in financing capital expansion, increasing the scale of opera-
tions, or investing in new technologies. In contrast, small enterprises often struggle to finance their day-
to-day operations (e.g., commercial discounts, factoring, or leasing), which creates cash flow problems 
that can jeopardize a company’s survival.

For a financial market to function well, there needs to be a basic institutional infrastructure to re-
solve information asymmetries that exist between the financial sector and the SMEs. This infrastructure 
includes credit bureaus (that establish a reputable credit history), regulatory frameworks, registries of se-
cured transactions, and creditor protection. Bank credit risk evaluation mechanisms are also important. 
Although these often fail to discriminate between different-sized companies and do not consider the 
enormous heterogeneity of SMEs, promising new techniques exist based on psychometric tests (similar 
to those developed by human resources agencies and departments), which are useful to evaluate credit 
risk according to the abilities and ethics of the entrepreneurs themselves.10 

Impact evaluations of financial development policies have concentrated on microcredit programs, 
whose beneficiaries are typically microenterprises and not SMEs. The principal policies aimed to improve 
credit access for SMEs are guarantee schemes, long-term loans with affordable interest rates, and policies 
to develop capital markets. Although fewer impact evaluations of these policies or capital market pro-
grams have been conducted, recent studies show some interesting results. 

Aivazian, Booth, and Cleary (2003), and Ono, Sakai, and Uesugi (2008) have examined the guarantee 
systems and have found that, when put into place, restrictions on credit declined and investment levels 
in the beneficiary firms improved. Llisterri (2006) studied guarantee systems in eight LAC countries and 
observed a substantial impact due to public support, but also found that the systems fulfill a rather resid-
ual role in the financial system concentrating only on small companies. Furthermore, Meléndez and Esla-
va (2009), and Eslava, Maffioli, and Meléndez (2012) evaluated long-term credit policies with subsidized 
rates using quasi-experimental techniques in Brazil and Colombia, and found positive effects on growth 
in sales and productivity among the beneficiary companies. It is worth highlighting the importance of 
how these policies are designed in order to avoid benefiting less-productive enterprises and potentially 
displacing the more dynamic ones. To this end, policies should focus on market failures and specific sec-
tors linked to strategic value chains that have the potential for significant productivity increases. 

Finally, a key policy is the development of the capital markets to support SME growth and develop-
ment. State financial and regulatory support can resolve coordination problems and drive development 

10 As part of its program Better Conditions for Productivity (MAP), which is financed jointly with the Spanish General Coopera-
tion Fund (FGE), the IDB is financing experiments with this method alongside the Entrepreneurial Finance Lab in Argentina and  
Peru. 
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of these markets, for example by encouraging linkages among stock markets, fostering alternative 
markets for SMEs, or creating seed capital funds for “gazelle” SMEs. Capital markets not only add to a 
country’s financial depth, but they also foster the development of new markets and products, such as in-
surance and derivatives, which might have strategic importance for areas like food security or overseas  
trade. 

Friendlier Fiscal Policies 
A country’s taxation policy should take into account its effects on firms in general and on SMEs in partic-
ular. In this way, tax policy can achieve the greatest possible impact in terms of growth and productive 
employment. In the LAC region, tax revenue collection is lower than in other regions of the world and 
even lower than might be expected given the level of development in the majority of LAC economies.11 

Low tax collection, however, is not due to low tax rates. Rather, it is a reflection of tax bases limited by ex-
emptions, convoluted tax payment processes, and high tax evasion. In effect, tax evasion is a subsidy for 
low-productivity enterprises (IDB, 2010) and has an influence on the quality of jobs created and on ag-
gregate productivity. 

One commonly used policy to encourage enterprises to formalize has been the use of special tax 
regimes for micro and small enterprises with simplified procedures and reduced company tax rates. In 
general, these special regimes collect only a small percentage of total tax revenue, which varies between 
0.1 percent of total revenue in Bolivia and more than 6 percent in Brazil (Arias, 2009). Although these sys-
tems have increased the number of formal companies in some countries, they have also encouraged the 
phenomenon of “fiscal dwarfism” whereby entrepreneurs use diverse strategies to stay small and thus 
avoid paying more taxes (Chong, Guillén, and Ríos, 2009; McKenzie, 2009; Granda-Carvajal, 2011).12 In gen-
eral, fiscal policies, or others, that lack progressivity tend to produce these “border effects.” For example, 
in South Korea, policies limited the availability of a number of governmental benefits to companies based 
on the number of employees, which meant that there was a marked bias toward companies concentrat-
ing at just below the 300-employee threshold.

Evaluations of fiscal policies tend to concentrate on their impact on growth, equity, or welfare; ex-
ceedingly rare are those studies that examine their effect on business productivity using microdata. One 
available study, by Galindo and Pombo (2011), finds that the impact of the corporate tax rate on the level 
of investment and total factor productivity is more significant for medium- and large-sized firms. Anoth-
er, by Franklin, Carletti, and Márquez (2005), highlights the fact that the design and supervision of fiscal 

11 Argentina and Brazil are exceptions in this case. 
12 Similar effects are found in the employment laws that specifically apply only to firms of a certain size (Leonardi and Pica, 2006; 
Abidoye et al., 2008). 
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policies for SMEs is a relevant policy issue, which needs special attention given the differential abilities of 
these companies to either absorb or elude fiscal costs. 

Structural Change
In contrast to Eastern and Southern Asia, in recent decades, the LAC region has been characterized by a 
pattern of negative structural change. In other words, the majority of new jobs have been generated in 
the least productive sectors (McMillan and Rodrik, 2011). Therefore, although the overall productivity of 
each sector has grown, the productivity of the countries and the region as a whole has fallen. In recent 
years, in response to this situation, industrial policies (or productive development policies) have become 
more prevalent as instruments to promote structural change by allocating factor inputs (especially la-
bor) to more productive sectors. These policies include business development services, support for val-
ue chains and clusters, labor and business management training, export promotion, and incentives for 
research and development. 

These productive development policies tend to concentrate on SMEs, given that microenterprises 
often lack sufficient scale to undertake productive improvements.13 The preliminary evidence from the im-
pact evaluations of these policies points to significant positive effects (see Appendix 4.1; McKenzie, 2009; 
López-Acevedo and Hong, 2010). For example, Bloom, Draca, and Van Reenen (2011) highlight the po-
tential positive impact of entrepreneurial development consultancy services (in logistics, operations, 
quality control, marketing, finances, or strategy) designed to improve sales and productivity in a giv-
en sector. Likewise, Fujita, Krugman, and Venables (1999); Pietrobelli and Rabelloti (2004); and Rodríguez-
Clare (2005) find positive effects in the externalities of knowledge and lessons learned, network effects in 
the value chain, and cluster programs. Finally, diverse studies show the positive impact of training at the 
company level (Bassanini, 2004), commercial promotion (Álvarez and Crespi, 2000; Lederman, Olarreaga, 
and Payton, 2006; Volpe, 2010), and the programs aimed at fostering research and development (Bena-
vente and Crespi, 2003; González et al., 2010). One common characteristic of these results is that the posi-
tive effects on sales, exports, and productivity occur within a period of six to 10 years, and, in some cases, 
even longer periods. These positive effects are based on a combination of specific policies and programs, 
in which a mix of financial services with business development and training services is most favorable. 
Finally, to perform a cost–benefit analysis of these programs, it is important to implement methodolo-
gies to evaluate the quality of the institutions oriented to productive development and the costs of re-
lated services.

13 In fact, the business development policies that have focused on microenterprises have often become confused with social 
policies. In this regard, these policies have successfully maintained employment, while failing to increase sales or productivity. 
Bonilla and Cansino (2011) have drawn this conclusion from the Seed Capital program of Chile’s Technical Cooperation Service 
(Servicio de Cooperación Técnica, or SERCOTEC).
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concluSionS anD future StepS

The absence of productive SMEs in the LAC region is related theoretically and empirically to a combina-
tion of institutional and structural factors and—more specifically—to the region’s business climate and 
fiscal and financial policies. These factors influence the incentives for entrepreneurs to formalize and ex-
pand their productive activities. Although no single factor can address the problems of informality and 
low productivity, in combination they can contribute to the solution, bearing in mind that these prob-
lems are more pressing in some countries than in others.

As a first step toward an integrated approach to tackling productivity issues, public policies must be 
focused more carefully. In other words, it is important to develop policies that take into account the tar-
get sector and firm size. In turn, as the structural factors are, to a large extent, specific to each economy, 
an ad hoc combination of policies will be needed in each country and region based on lessons learned 
in other countries or economies. 

Policies should reflect the lessons that emerge from different impact evaluations (while not forget-
ting that many of these cannot be extrapolated or lack external validity), as well as from practical experi-
ence. Furthermore, although more and better evaluations—as well as policy monitoring—are required, 
progress is also needed in cost–benefit and cost-effectiveness analysis, which are key complementary in-
puts when making a choice between different policies. 

A wide information gap must be bridged in order to design future policies to promote productive 
SMEs in the LAC region. Information on the barriers facing SMEs and their access to financing, or greater 
homogeneity in data gathering across countries, can contribute enormously to understanding the ob-
stacles faced by these firms according to sector, size, and region. Gathering this information would rep-
resent an important step toward a more rigorous analysis of SMEs, and to the design of better policy 
recommendations. 
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appenDix 4.1: inDicatorS anD SourceS 

gdp per CApiTA (CoNSTANT uSd, 2000)

gDp per capita: gross Domestic product (gDp) divided by the population halfway through the year. gDp is the sum of the gross aggregate 
value of all producers in the economy, plus taxes on products, less any subsidies not included in the product values. it is calculated with-
out making deductions for depreciation of manufactured assets, or of exhaustion or depletion of natural resources. the data is expressed 
in constant u.S. dollars.

Source: world Development indicators (world Bank): http://data.worldbank.org/.

ANNuAL growTH oF gdp per CApiTA (perCeNTAge)

annual growth rate of gDp per capita in constant local currency.

Source: world Development indicators (world Bank): http://data.worldbank.org/.

poverTy iNdex. THreSHoLd: uSd2.00 per dAy (perCeNTAge oF THe popuLATioN)

percentage of the population that survives on less than uSD2.00 per day, based on international prices for 2005. as a result of the 
revisions to exchange rates according to purchasing power parity (ppp), poverty rates in individual countries cannot be compared with 
poverty rates from earlier editions. 

Source: world Development indicators (world Bank): http://data.worldbank.org/.

CrediT To privATe SeCTor (perCeNTAge oF gdp)

internal credit to the private sector refers to the financial resources provided to the private sector, for example, via loans, the purchase 
of non-participating shares and commercial loans, and other accounts receivable that create a refund request. for some countries, these 
requests include the credit provided to the public sector. 

Source: imf: http://www.imf.org/external/data.htm.

FiSCAL reveNueS (perCeNTAge oF gdp)

tax revenues refer to the mandatory transfers made to central government for public spending. certain mandatory transfers, such as 
fines, sanctions, and many social security contributions, are excluded. refunds and corrections to wrongly collected fiscal revenues are 
considered negative revenues.

Source: imf: http://www.imf.org/external/data.htm.

reAL iNTereST rATe (perCeNTAge)

inflation-adjusted interest rate for loans, according to the gDp deflator.

Source: world Development indicators (world Bank): http://data.worldbank.org/.
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reAL LABor produCTiviTy 

real gDp per worker (laspeyres index, internal absorption growth rate).

Source: penn world table: http://pwt.econ.upenn.edu.

MSMe per 1,000 iNHABiTANTS

number of mSmes participating in the economy per 1,000 inhabitants.

Source: ifc: http://www.ifc.org/msmecountryindicators.

SMe per 1,000 iNHABiTANTS 

number of Smes participating in the economy per 1,000 inhabitants.

Source: ifc: http://www.ifc.org/msmecountryindicators.

NuMBer oF MiCroeNTerpriSeS

Source: ifc: http://www.ifc.org/msmecountryindicators.

NuMBer oF SMes

Source: ifc: http://www.ifc.org/msmecountryindicators.

ToTAL NuMBer oF MSMes

Source: ifc: http://www.ifc.org/msmecountryindicators.

iNForMAL eCoNoMy (perCeNTAge oF gdp)

Source: Schneider, Buehn, and montenegro (2010). available at: http://www-wds.worldbank.org/servlet/WDSContentServer/WDSP/IB/2010/10/14/00015
8349_20101014160704/Rendered/PDF/WPS5356.pdf.

perCeNTAge oF eNTerpriSeS ForMALLy regiSTered wHeN STArTiNg up iN A CouNTry

Source: enterprise Surveys database: http://www.enterprisesurveys.org.

BuSiNeSS CLiMATe iNdex

economies are classified by the ease with which business is conducted, from 1 (easiest) to 183 (most difficult). a good (low) score in the 
business easiness list means that the regulatory framework is favorable for business activities. this index corresponds to the average of 
percentage classifications in a country over 10 different headings, with the same weighting given to each one. the 2009 ranking is found 
in “Doing Business 2010: reforming through Difficult times”, which covers the period between June 2008 and may 2009.

Source: Doing Business database: http://www.doingbusiness.org/data/.
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NuMBer oF proCedureS NeCeSSAry To STArT A BuSiNeSS

this number reflects all the necessary procedures to be undergone before a commercial or industrial enterprise can operate legally, 
including all the interactions to obtain permits and licenses, as well as compliance with all the necessary registrations, checks, and noti-
fications for startup. the data corresponds to limited companies with certain standard characteristics in order to facilitate comparisons 
between different economies. 

Source: Doing Business database: http://www.doingbusiness.org/data/.

AverAge TiMe Needed To STArT A BuSiNeSS (dAyS)

the measurement captures the average period that the legal experts in business startups deem necessary to fulfill all the procedures 
required, with minimum monitoring by public agencies and without having to pay kickbacks. it is assumed that the minimum time 
required for each procedure is one day and that, although there are procedures that might be conducted simultaneously, these cannot be 
commenced on the same day. time is calculated using calendar days.

Source: Doing Business database: http://www.doingbusiness.org/data/.

CoST oF STArTiNg A BuSiNeSS (perCeNTAge oF per CApiTA iNCoMe)

the cost is recorded as a percentage of the economy’s per capita income. it includes the official tariffs and fees paid for legal services or 
professional help if the law so requires. it also includes the tariffs for acquiring and legalizing the corporate ledgers, if required by law. 

Source: Doing Business database: http://www.doingbusiness.org/data/.

NuMBer oF TAxeS ANd CoNTriBuTioNS pAid By A CoMpANy eACH yeAr

the tax payment indicator measures the total number of taxes and contributions paid, the frequency of payment, the frequency of tax 
return declarations, and the number of agencies intervening in a standardized case during the second year of corporate activity. 

Source: Doing Business database: http://www.doingbusiness.org/data/.

TiMe ALLowed For prepAriNg ANd pAyiNg TAxeS (HourS)

this indicator records the number of hours (per year) that a medium-sized firm needs to prepare, present, and pay (or withhold) three 
principal kinds of tax: income tax, sales or value added tax (vat), and employment taxes (e.g., as payroll taxes and social security contri-
butions). in order to make the data cross-country compatible, various hypotheses about the firm and the taxes are used in a standard case 
study.

Source: Doing Business database: http://www.doingbusiness.org/data/. 

ToTAL TAxATioN rATe (perCeNTAge oF proFiTS)

the total taxation rate measures the whole of obligatory taxes and contributions that a company has to pay in its second year of activ-
ity after accounting for the applicable deductions and tax breaks, expressed as a proportion of commercial profits. withheld taxes are 
excluded (such as personal income tax) or those withheld by the firms to be thereafter remitted to the tax collection agency (e.g., sales 
tax, taxes on goods and services, and vat). the total tax rate is designed to provide an exhaustive measurement of the tax burden that a 
company faces. the methodology for calculating the total tax rate largely coincides with the pricewaterhousecoopers total tax contribu-
tion framework.

Source: Doing Business database: http://www.doingbusiness.org/data/.
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NuMBer oF proCedureS required To eNForCe A CoNTrACT

this indicator measures the number of procedures required to resolve a commercial dispute through the pertinent courts of law. it 
includes the necessary steps to present the claim, the procedural phase, obtaining a verdict, and all the procedures needed to execute 
it. those phases of the procedure that take place simultaneously, or are subsumed in other phases, do not count in the total number of 
procedures. the data is collected through a study of the civil code procedures and other court regulations, as well as through surveys 
conducted with local trial lawyers and judges. 

Source: Doing Business database: http://www.doingbusiness.org/data/exploretopics/enforcing-contracts.

TiMe Needed To eNForCe A CoNTrACT (dAyS)

this indicator registers the average duration of a commercial dispute through the local tribunals. the time is recorded in calendar days, 
counting from the moment that the claimant presents the claim at the court until the time of settlement. this includes the number of days 
for the trial and the waiting times between the different phases. the data is gathered by examining the civil court procedures and other 
court regulations, as well as from surveys conducted with local trial lawyers and judges. 

Source: Doing Business database: http://www.doingbusiness.org/data/exploretopics/enforcing-contracts.

CrediT iNForMATioN iNdex (0 = Low To 6 = HigH)

this index measures the regulations that affect the scope, accessibility, and quality of available credit information, either through public 
or private credit registers. it ranges from 0 to 6, and the highest values represent greater availability of credit information to facilitate 
decision making on loans. a score of 0 indicates that the register is inoperative or that it includes less than 0.1 percent of the adult popu-
lation. at the other end of the scale, a score of 6 indicates that the regulations guarantee the right of lenders to accede to the data held 
in the registers, and that the following information can be obtained as part of a report: (1) both positive and negative credit information, 
(2) data regarding individuals and companies, (3) data on retailers and public service providers, (4) more than two years of historical 
data, and (5) data regarding loans beneath 1 percent of per capita income.

Source: Doing Business database: http://www.doingbusiness.org/data/exploretopics/enforcing-contracts.
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  In the Latin American and Caribbean (LAC) region, fiscal incentives have effectively 

increased investment in intangible assets by enterprises and leveraged private resources 

for these investments. The impact on the financial results of enterprises appears to be 

positive after sufficient time has passed since the approval of the aid. 

  The various financing mechanisms have different effects on the diverse beneficiary 

groups, which must be considered when designing future programs to enhance their 

effectiveness and minimize moral hazard.

  Further analysis is needed before a balanced judgment can be made about the effi-

ciency and the social consequences of these interventions from the point of view of the 

cost-benefit analysis.

Since the beginning of the 1990s, public programs designed to foster innovation and technological 
modernization at the business level have grown systematically in Latin American and Caribbean (LAC) 
countries. The justification for these programs lies in the market’s incapacity to provide the necessary in-
centives to reach an acceptable level of private investment in innovation activities.1 Because of this in-
capacity, LAC enterprises have failed to adopt the modern practices and technologies that would have 
enabled them to improve their productivity and competitiveness.

In this context, various LAC countries have introduced fiscal incentive programs to stimulate inno-
vation activities and strengthen the connections between firms and other actors in the national innova-
tion system (NIS).2 The first program of this type got underway in Chile in 1991 and, since then, programs 
have spread throughout the region. Currently, 70 percent of LAC countries have implemented some kind 
of fiscal stimulus program aimed at encouraging private investment in innovation. 

1 Investment in innovation activities includes tangible assets (e.g., machines, equipment, and computer hardware) and intangible 
assets (e.g., research and development, design, and computer programing). This chapter focuses on intangible assets.
2 Metcalfe (1995) defines a national system of innovation as “that set of distinct institutions which jointly and individually contrib-
utes to the development and diffusion of new technologies and which provides the framework within which governments form 
and implement policies to influence the innovation process. As such, it is a system of interconnected institutions to create, store, 
and transfer the knowledge, skills, and artifacts that define new technologies. The element of nationality follows not only from 
the domain of technology policy but from elements of shared language and culture which bind the system together, and from 
the national focus of other policies, laws, and regulations which condition the innovative environment.” 
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Along with the accumulated experience gained by implementing these programs, there has been 
an increase in information and methodological lessons learned about the effectiveness of the programs 
in mitigating the diverse market failures that hamper innovation and productivity in the region. This 
chapter presents a qualitative meta-analysis of these programs and their respective impact evaluations 
in order to reach a final verdict on the lessons learned. Further, the chapter presents specific recommen-
dations about public policy design to maximize the impact of policies on business investment and pro-
ductivity levels.

The first part of the chapter discusses the regional performance in innovation over the last 20 years. 
This is followed by different arguments that justify public policies regarding business innovation. The 
third section presents the diverse stimulus policies implemented in the region and describes their princi-
pal characteristics. The fourth section provides a comparative analysis of recent evaluations. The final sec-
tion summarizes the important themes pertaining to the design of future innovation policies. 

the regional innovation lanDScape 

As discussed in Chapter 4, the LAC region has performed very poorly in terms of productivity in compar-
ison with other countries, both developed and developing. This explains the region’s modest econom-
ic growth over the last 30 years, and the persistence of its relative backwardness, even over the last five 
years during unusually favorable international conditions. 

Innovation, defined in broad terms as the introduction of new products, processes, or organizational 
methods in businesses, is considered to be a primary driver of productivity growth.3 Entrepreneurs inno-
vate when, motivated by their expectations of higher earnings, they seek better (i.e., more efficient) pro-
ductive and management processes that reduce costs and/or improve the quality of production. They 
also innovate when, having identified an unsatisfied consumer need, they design and launch new prod-
ucts that improve on the quality of existing products. 

There is a positive and statistically significant correlation between investment in intangible as-
sets (e.g.,  research and development, or R&D) and productivity in a wide-ranging sample of countries 
(Figure 5.1). The strength of this correlation suggests such investment has high social returns. In effect, 
nearly 40 percent of the variations in productivity among the sample countries can be explained by vari-
ations in levels of investment in R&D. However, LAC businesses exhibit seemingly suboptimal levels of in-
vestment in innovation (both in tangible and intangible assets, see Figure 5.2). In particular, the average 

3 The OECD and Eurostat (2005) define innovation as “new products, productive processes, and organic changes that create 
wealth or social welfare.”
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rates of investment in innovation are markedly lower than in the Organisation for Economic Co-opera-
tion and Development (OECD) countries, with the investment gap particularly pronounced in intangible 
assets or, in other words, in R&D.4

Not only is the general level of investment in the LAC region low, it is also notable that the public 
sector directly finances a major part (nearly two-thirds) of this investment (Figure 5.3). This is in stark con-
trast with the OECD and other rapidly growing economies, where nearly two-thirds of innovation invest-
ment comes from private sources. In other words, the region displays clear shortcomings in investment 
in innovation, especially regarding the private sector’s contribution.

This scant interest to invest in innovation is even more astonishing considering that different stud-
ies have pointed out the high returns, both private and social, from such investment (Lederman and 
Maloney, 2003; Crespi and Zúñiga, 2011). This poor performance in terms of the effort that firms make to 
innovate is attributable to a combination of market failures and institutional management.

4 Despite the fact that investments in R&D are normally oriented to introducing innovations with a high novelty value—in other 
words, innovations that surpass the technological frontier—there is consensus in the literature that a minimum level of R&D is 
also necessary to create sufficient capacities to seek, adopt, and adapt already existing technologies to local conditions (Griffith, 
Redding, and Van Reenen, 2004). The disconcerting aspect is that not even this minimum level has been reached in the LAC 
region.

Figure 5.1: r&d and productivity
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Figure 5.2: total investment in innovation and investment in r&d

4.5

3.2 3.1 3.0
2.5

2.0 1.9
1.6 1.6 1.4 1.3

0.9
1.2

0.6 0.2 0.2 0.1 0.1

5.6

3.6

4.2

5.2

3.3

2.6

4.3

2.8

3.8

1.2

3.5

2.8

3.6

2.2

1.6
1.2

2.6

0

2

4

6

Sw
ed

en

Fr
an

ce

De
nm

ar
k

Ge
rm

an
y

Lu
xe

m
bo

ur
g

N
et

he
rla

nd
s

Be
lg

iu
m

Au
st

ri
a

It
al

y

U
ni

te
d

Ki
ng

do
n

Sp
ai

n

N
or

w
ay

Ch
ile

Br
az

il

Co
st

a 
Ri

ca

Ar
ge

nt
in

a

U
ru

gu
ay

Pa
na

m
a

Co
lo

m
bi

a

Pe
rc

en
ta

ge
 o

f s
al

es

Intensity of R&D (% of sales)
Intensity of innovation investment (% of sales)

Regional intensity R&D
Regional innovation intensity (average)

Source: iDB (2010a).

Figure 5.3: sources of financing for business investment in innovation
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the raiSon D’être of innovation policY

The fundamental premise behind innovation policy is that government intervention is called for when 
the production benefits and/or improvements in information exchange are lower for the private sector 
than for society in general. The existing literature regarding the economy of innovation indicates that, for 
various reasons, this is in fact the case. 

Knowledge as a Public Good 
Ever since the seminal works by Nelson (1959) and Arrow (1962), knowledge has been considered a non-
excludable and non-rival good. When innovators cannot take advantage of all the benefits associated 
with knowledge creation, a gap arises between social and private returns from related investments and, 
therefore, the investment in knowledge generation is less than desired. This applies not only to the level 
of investment in innovation, but also to its orientation. In other words, the argument becomes even more 
compelling in the case of scientific knowledge than in technological knowledge, given that the latter is 
more applied, predictable, and linked to a firm’s specific assets.5, 6

The Problem of Asymmetric Information
The economics of information literature (Stiglitz and Weiss, 1981) indicates that asymmetric information 
in market transactions (owing to problems of adverse selection and moral hazard) can influence busi-
ness innovation in two ways. First, innovation projects have unique characteristics that exacerbate the 
typical problems of asymmetric information that hinder the financing of all investments (Hall and Lener, 
2010). In the first place, innovation projects are riskier than physical projects. In the second place, inno-
vators are reluctant to share information about their projects with potential investors to avoid revealing 
any confidential knowledge. This further magnifies the problem of asymmetric information. Lastly, it is 

5 It is unlikely that projects with a significant basic research component can produce commercially applicable results over the 
short term. Although this might discourage private investors, the projects might continue to enjoy a high degree of social return 
as a result of the skills and knowledge generated during their development.
6 It is also easier to protect technological knowledge by using intellectual property rights. However, this does not imply that an 
enterprise’s investment in generating technological knowledge will be necessarily optimum from a social point of view. There are 
also cases of incomplete appropriability regarding this kind of knowledge given that the coverage offered by intellectual property 
rights is always limited. Moreover, there are additional reasons to argue that intellectual property rights are, at best, a second-rate 
solution. In effect, granting these rights implies a problem of static inefficiency in resource allocation by creating temporary mo-
nopolies and, at the same time, a kind of dynamic inefficiency caused by the delay in disseminating the protected technology. It 
is usually expected that these two distortions—the static and the dynamic—are more than offset by the dynamic earnings that 
arise from a greater stimulus of innovation. However, there are alternative mechanisms that might have lower social costs in terms 
of distortions to competition and diffusion, such as collaborative innovation schemes or consortia (Álvarez et al., 2010).
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difficult to use intangible assets as collateral. In summary, a gap is created between the normal oppor-
tunity cost faced by private sector innovators and the minimum capital cost that they are willing to pay 
to finance the innovations. The result is that, in the end, some potentially profitable innovations fall by 
the wayside. 

Second, private actors—both producers and users—are now fully aware of the possibilities that a 
new technology offers. Normally, the one providing the technology has more information about its po-
tential than the person about to acquire it. Given the problems of adverse selection and moral hazard as-
sociated with the asymmetric information that affects technology transactions, their distribution ends up 
being slower than it might otherwise have been. This concurs with two findings of remarkable empirical 
robustness: (i) there are persistent differences between countries regarding technological performance, 
meaning that keeping up to date is far from being the automatic process that the idea of knowledge as a 
public global good might suggest (Fagerberg and Verspagen, 2002), and (ii) the process of technological 
dissemination, even within industries operating in a concentrated environment, is very slow and produc-
es persistent differences with regard to firms’ productive performance (Disney, Haskel, and Heden, 2003).

Coordination and Institutional Failures 
The most recent literature on innovation systems emphasizes that the knowledge that underpins any 
innovation always has critical tacit components, making it very difficult for these systems to emerge 
without the necessary feedback and interaction among various actors (Lundvall, 1992). Although many 
interactions occur as a result of market transactions (e.g., when a firm purchases new machinery and re-
ceives technical assistance from the supplier for its setup), different institutions govern other interactions, 
potentially leading to coordination problems (Soete, Verspagen, and Ter Weel, 2010). Difficulties in coordi-
nation can occur, for example, in the development of software applications for small- and medium-sized 
enterprises (SMEs), which usually requires close interaction between the developer and the user because 
of the limited absorption capacity of the user (Cohen and Levinthal, 1989).7 In a scenario in which scale is 
limited and clients are highly heterogeneous, transaction costs can end up hampering the emergence of 
a software service market oriented toward SMEs. By establishing user groups to coordinate demand and 
regulating minimum product standards, it may be possible to overcome this limitation. In more gener-
al terms, putting a new technology into practice in any productive environment will always require reg-
ulatory changes and the coordination of joint investment in indispensable complementary assets, such 
as human capital, the distribution chain, regulations, and so on (Bresnahan and Trajtenber, 1995; Aghion, 
David, and Foray, 2009).

7 Absorption capacity refers to the likelihood that, before exploiting new knowledge, users must jointly invest in human capital 
or seek direct help from the originator (Steinmueller, 2010).
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Insofar as institutions govern the coordination of human interactions, the latest literature on innova-
tion also emphasizes good governance and institutional reform. For example, the literature favors the in-
novation of institutional designs that promote public–private interactions and that connect the different 
actors participating in the innovation process (e.g., universities, public research agencies, producers and 
users of new technologies, and consumers). It is possible to facilitate better coordination by defining new 
roles for existing institutions (e.g., allowing universities to claim intellectual property rights over the re-
search they conduct or regulating new contract models that support the emergence of a risk capital in-
dustry) or by creating organizations to regulate interactions between actors (e.g., by creating university 
technology transfer offices, business development centers, and public–private technology development 
alliances) (Steinmueller, 2010). These arrangements can lead to greater equilibrium for several reasons: the 
innovation costs are not wasted on duplicate efforts that lead to identical results, diverse externalities be-
come internalized, and the coordinated joint investments may turn out to be complementary.8 

policieS to Stimulate BuSineSS innovation in the lac region

Given the numerous failures that affect business decision making about investing in intangible assets, 
there are various policy approaches that LAC countries have put into practice to try and solve the prob-
lem of underinvestment (David, Hall, and Toole, 2000). First, the supply-side approach, which predominat-
ed in the region until the mid-1980s, encourages direct production of knowledge and complementary 
assets—in particular, human capital and information—by public institutions (e.g., laboratories, research 
institutes, and universities). Typical instruments used in this approach are scientific research funds, sup-
port for technological infrastructure (e.g., technological development centers), development of human 
capital, and technology transfer programs. According to the international evidence, supply-side ap-
proaches are particularly important during the early stages of a system’s development. 

Second, a demand-side approach emphasizes developing of innovation capacities and adopting new 
technologies by enterprises. The dominant instruments used in this approach are fiscal incentives that stim-
ulate demand for business innovation. These incentives are normally implemented through technological 
development funds. This kind of approach has been spreading throughout the LAC region since the mid-
1980s and includes not only incentives to invest in intangible assets, but also to adopt new technologies. 

8 The inherent risk in this method is that encouraging firms to coordinate their investments in innovation during the first stage 
of a project (i.e., the R&D stage) creates the conditions for the firms to collude in the commercialization stage. To avoid collusion, 
it is necessary to establish rules that oblige the firms to undergo competition during the second stage (e.g., prototype design). 
For more on this matter, see Martin and Scott (2000), among others.
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Third, a systemic approach seeks to gen-
erate incentives and reforms that facilitate the 
coordination of supply with demand and to re-
duce the transaction costs that hinder better co-
ordination. The programs used in this approach 
stimulate collaboration among universities, 
strengthen clusters and value chains, and sup-
port technology development alliances and en-
trepreneurship. One characteristic of this recent 
approach, which began to spread throughout 
the region at the end of the 1990s, is the impor-
tance that it places on the institutional frame-
work and on strengthening the organizations 
responsible for designing and implementing in-
novation policies. Therefore, specialized institu-
tions, such as innovation agencies, innovation 
councils, and even ministries that specialize in 
such public policies, are starting to emerge in 
various countries, giving rise to a varied plat-
form of institutional models (IDB, 2010b). 

The focus of this chapter is the role that fiscal incentives play in the LAC region as a mechanism to re-
solve the market failures that hinder firms from investing in innovation and adopting new technologies. 
In particular, the chapter focuses on direct subsidies (usually partial subsidies or matching grants) and tax 
incentives. Although there are other kinds of incentive schemes (e.g., public technology acquisition pol-
icies, technology extension policies, and programs to encourage entrepreneurs), the empirical evidence 
and the accumulated lessons learned about the impact of such incentives is much less comprehensive 
(Steinmueller, 2010; IDB, 2010b).

Figure 5.4 compares the degree of penetration of fiscal incentives for innovation in LAC countries 
with the degree in OECD member countries. Only 65 percent of LAC countries have created partial 
subsidy mechanisms, and only 30 percent use tax incentives. Moreover, only 30 percent of the coun-
tries have both systems and 35 percent have neither. Meanwhile, nearly 80 percent of OECD countries 
have established a partial subsidy system, 66 percent have introduced tax incentives, 45 percent have 
both, and all of them have at least one type of incentive. However, the fact that some countries have 
these instruments does not necessarily imply that their use is widespread. Figure 5.5 shows the pene-
tration of these programs in terms of the number of enterprises that take advantage of them. It is clear 

Figure 5.4: fiscal incentives for business 
innovation
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that penetration rates in LAC countries are lower than in the OECD countries. It is not, however, only a 
matter of these rates being low; the volume of public resources mobilized is also particularly low. For 
example, Chile, a country with one of the more highly developed fiscal incentive systems, only spends 
about 0.08 percent of gross domestic product (GDP) on fiscal incentives (Maggi, Rivas, and Sierra, 2012). 
In Argentina, the budget for entrepreneurial innovation programs is less than 0.02 percent of GDP (An-
gelelli, 2011). 

Direct Subsidies
Direct subsidies provide immediate support for business innovation and are awarded to business-
es by a public sector agency once an innovation or technology adoption project has been formulat-
ed, evaluated, and approved. Direct subsidies reduce a firm’s marginal capital costs and can increase 
the marginal rate of private returns on innovation investment by, for example, encouraging collabo-
ration with other actors that can supply complementary assets (e.g., human capital and information) 
required to guarantee a project’s success. Given that direct subsidies are specific to a project, in the-
ory, they allow public agencies to select only those projects that are expected to have a high social  
return.

Figure 5.5: firms that received public support to finance innovation activities 
(as a percentage of all firms)
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The expected impact of a subsidy is summarized in Figure 5.6, which shows a firm’s demand for in-
novation investment and a supply curve for the funds available to finance this investment. The flat part 
of the fund supply curve represents the availability of the company’s internal funds to finance an invest-
ment (e.g., cash flow), which would have a cost equal to the opportunity cost. This figure makes clear that, 
if the firm had sufficient funds, it would finance the “optimum” investment indicated in the figure, which 
would turn out to be far superior to what was effectively carried out. This gap is the result of the liquidi-
ty restrictions caused by the previously mentioned problem of asymmetric information. In other words, 
when faced with a lack of internal funds, the business must seek external financing, at a substantially 
greater cost, which means that potentially profitable projects are not initiated. In this case, a subsidy, as 
can be seen in the figure, induces a displacement to the right of the fund supply curve, thereby enabling 
the firm to approach its optimum (private) investment level.9

The main dangers associated with direct subsidies are problems deriving from the moral hazard that 
can result from the asymmetry of information between the public agency and the beneficiaries. In prac-
tical terms, this implies that firms without liquidity restrictions and/or appropriability problems, which 
could therefore finance their own innovation projects, might end up being financed with zero addition-
ality. Furthermore, while the public agency seeks to induce firms to reach the socially optimum size of 
innovation efforts, private entities may simply be trying to maximize the size of the innovation project, 
given that size is linked to the amount of the subsidy. However, the problem of moral hazard might be 
mitigated by a design that includes the following key attributes:

  A direct partial subsidy scheme (or matching grants) with maximum limits and a list of admissi-
ble costs. In this scheme, to achieve greater alignment between the goals of the firm and the pub-
lic agency, and to mitigate moral hazard, the subsidy never covers the entire cost of the project.10 
Therefore, if the beneficiary wants to increase the size of the innovation project, then he or she 
will have to shoulder the higher costs. Furthermore, the existence of private verifiable co-financing 
will encourage the entrepreneur to seek to invest in projects with a certain degree of profitabili-
ty. For co-financing to be verifiable, it is implemented by ex-post disbursement of the admissible 
approved costs.

9 The interpretation gets even more complicated in the presence of externalities, which also generate underinvestment from the 
social point of view (in terms of Figure 5.6, it implies the existence of a social demand curve more to the right). 
10 In spite of the fact that there are significant variations in the types of expenditures that fulfill the requirements to receive a 
subsidy, the typical program of partial subsidies covers the variable costs of research (e.g., researchers’ salaries, research inputs, 
and tertiary R&D costs). However, in some cases, a fraction of the fixed costs of laboratory and testing equipment is also included. 
Some programs also include the costs relating to the acquisition of intellectual property rights, such as the costs of purchasing 
licenses or patents, and applications for brand registration. 
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  A competitive call for proposals pro-
cess. A competitive process allows the 
public agency to identify the best propos-
als and allocate resources based on evalua-
tion scores normally set by external auditors 
or peer reviewers. To enhance transparency 
and diminish the risk of rent seeking, the ad-
judicating committees are usually made up 
of government representatives and private, 
academic, and civil society organizations. 
The technical evaluation is normally accom-
panied by a social cost–benefit analysis. 

One interesting feature of this shared costs 
scheme is that the public agencies can adjust 
the co-financing amount according to project 
or beneficiary characteristics. For example, the 
amount may be increased when the project en-
tails the participation of more than one benefi-
ciary—given the greater chance of externalities 
being generated—or when the project beneficiary is a small enterprise—given the greater intensity of 
market failures faced by SMEs.11 Alternatively, subsidies might be aimed at the fixed capital component 
of an innovation project (e.g., an R&D laboratory or a CAD system) to install these capacities and diminish 
the costs of future innovation projects.

In spite of their potential, direct subsidies also have drawbacks. The main one is that successful im-
plementation requires significant institutional capacities and, when these are lacking, the efficiency of 
the operation as a whole diminishes drastically. These capacities include a predictable institutional frame-
work (that allows for policy experimentation, monitoring, and evaluation) and a critical mass of human 
capital in the agency responsible for implementation and in its support system (e.g., evaluators and peer 
reviewers).12 Moreover, subsidy payment administration must be able to be conducted in accordance 
with the complex regulations that govern all disbursements of public funds (Steinmueller, 2010). For all 

11 Co-financing usually varies between 20 and 70 percent of the total costs of the project. 
12 When these capacities are lacking, the result might be high administration costs, which normally occurs during the early 
stages of policy experimentation.

Figure 5.6: the evaluation of science, 
technology, and innovation programs 
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these reasons, the implementation of direct subsidies is usually conducted through new, specialized in-
stitutions (e.g., innovation agencies). 

A second problem is that, given that subsidies are usually paid ex-post, they are inadequate for en-
trepreneurial innovators with severe liquidity restrictions. Some designs attempt to correct this prob-
lem by making partial advances of resources to new enterprises, but even in these cases the cash 
transfers must be backed by guarantees. A third problem relates to the call for proposals process. Un-
less several calls are made over the course of the year, a firm might have to wait several months before 
being able to even ask for funds. This could make the scheme less attractive, especially in sectors where 
market leadership is a key asset of competitiveness, or in sectors in which there are attractive techno-
logical opportunities.13 

Finally, a fourth problem is that, when the direct subsidy schemes are implemented in a context of 
low relative development, their success depends on the firms’ capacities to identify an innovation op-
portunity and to codify it in a coherent project proposal. This kind of capacity on the demand side of the 
scheme is not something that can be taken for granted. Some of the programs in the LAC region have 
attempted to mitigate this problem by providing small amounts of aid for project formulation or by cre-
ating two-stage public calls for proposals—a call to present the conceptual notes and a second one for 
the proposal.14

The direct subsidy programs in LAC have evolved over time in line with the transition in innovation 
policy in the region. First, they have moved slowly toward a more selective objective-based approach, 
centered on specific sectors or technologies. This evolution seeks to avoid distribution of the limited re-
sources available to promote innovation and increase the chances of reaching a critical volume of proj-
ects that make an impact on the targeted sectors or technologies. Programs are also oriented toward 
developing more made-to-measure interventions based on the lessons learned about the principal mar-
ket failures and other limitations faced by firms wishing to innovate. For example, there is noticeable 
growth among those schemes that promote collaboration or cooperation between actors, whenever 
there is the chance that externalities can be generated. 

13 To mitigate this limitation, some agencies also function using an “open window” system, wherein firms can present project 
proposals at any time. The proposals are evaluated from the technical point of view and from the cost–benefit perspective, and 
if they reach a minimum points score, they are sent to the adjudication committee for approval. The main difference between 
this method and the calls for proposals system is that competition is weakened because the firms that send in their proposals 
earliest stand the best chance of obtaining financing. 
14 In fact, a healthy tendency has been observed in some countries toward segmenting the aid into various phases. Although this 
increases transaction costs, segmentation allows disbursements to be “tied” to achieving success at the different stages of the 
project (beginning with the conceptual note, followed by research and then more applied development, prototype production, 
intellectual rights protection, and so on).
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Second, another interesting evolution has to do with the coexistence of grants with subsidized cred-
it lines or conditional loans. At the beginning of the 1990s, different countries experimented with these 
kinds of loans, which, following the traditional Israeli model (Trajtenberg, 2005), could be partially or to-
tally forgiven according to the success or failure of the project, the nature of the beneficiary, and the proj-
ect’s technical risk level. However, the emergence of direct subsidy programs significantly curtailed firms’ 
interests in this kind of conditional loan, which has led to their elimination.

Recently, subsidized loans have reemerged in certain countries, but they are focused more on fi-
nancing the adoption of innovative technologies in businesses, above all for machines and equipment. 
However, the justification for these loans is different from that which underpins support for investment 
in intangible assets such as R&D or design, and mainly resides in the potential positive externalities that 
the incorporation of new technology might generate for the rest of the sector or the wider economy. It 
is about solving a problem of asymmetric information with regard to the new technology and, by do-
ing so, accelerating its diffusion. Once the innovator that is adopting the technology has achieved the 
demonstration effect, the subsidy to finance additional units of the same technology must be discontin-
ued. Therefore, implementation of this scheme calls for the agency responsible to define precisely what 
should, and should not, be considered an innovative technology. In spite of the challenges of implemen-
tation, one positive feature of subsidized loans is that, insofar as the interest rate subsidy is small and does 
not push the cost of capital below the firm’s opportunity cost, it is a powerful instrument for distinguish-
ing between potential innovators (that select themselves due to their genuine liquidity constraints prob-
lems) and rent-seekers. 

Tax Incentives: An Alternative to Subsidies? 
Tax incentives, like direct subsidies, aim to reduce the costs to businesses of investing in innovations. 
However, in contrast to direct subsidies, in their most conventional form, tax incentives are based on the 
entirety of business innovation activities, allowing firms to gain support for their entire project portfolio 
instead of having to submit a separate proposal for each project. Obviously, this drastically diminishes a 
firm’s compliance costs, as well as the innovation agency’s administration costs, but it also creates a se-
ries of problems.

Tax incentives are varied and include tax credits, tax deductions, and the accelerated deprecia-
tion of innovation-related investments. Tax credits permit the amount of tax payable to be directly 
reduced, whereas deductions and accelerated depreciation raise the tax threshold for taxable corpo-
rate earnings. Therefore, the principal difference between the two kinds of mechanisms is that the for-
mer directly reduces the tax burden, whereas the latter reduce the tax burden on the corresponding 
proportion of the current tax rate. In developed countries, tax incentives are normally applied to cor-
porate earnings. However, in LAC countries, indirect taxes—such as value added tax (VAT) or import 
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tariffs—are also included in the deductions given the greater relative importance of these taxes in re-
lation to income tax.

As in the case of direct subsidies, certain aspects of policy design must be considered before tax in-
centives are implemented. 

  The target group. Tax incentives can be made available to all enterprises, or a more generous incen-
tive can be provided to SMEs or specific sectors.

  The regulatory definition of innovation activities. Countries usually apply variations of the in-
ternational standards set out in the Frascati Manual (OECD, 2002) or in the Oslo Manual (OECD 
and Eurostat, 2005). 

  The definition of the activities eligible for tax incentives. For example, tax incentives may be avail-
able for R&D staff salaries, research input costs, or capital costs incurred in R&D.

  The tax credit, tax deduction, or accelerated depreciation to be applied. These are applied accord-
ing to the characteristics of the business innovation investment, defining, for example, the tax regime 
for investments in laboratory equipment or in R&D subcontracted to other actors, both national and 
international, or even the geographical region where the innovation activities are conducted. 

Given that both direct subsidies and tax incentives tend to reduce innovation investment costs for 
businesses, a simple analysis might suggest that the two instruments are close substitutes. However, 
more in-depth analysis reveals that there are significant differences from the perspectives of stimulating 
business innovation and fiscal policy.

From the perspective of innovation policies, there are at least three differences between the effec-
tiveness of tax incentives and of direct subsidies. First, the impact of tax incentives on the marginal capital 
costs of innovation activities depends on the fiscal environment and will be less significant in a country 
with low taxes or for groups of actors that are often exempt from paying certain taxes or that contribute 
at a lower rate. Mainly for this reason, tax incentives are less effective as stimuli for innovation in regions 
with backward relative development (Harris, Li, and Trainor, 2009) or as stimuli for SMEs, given that simpli-
fied tax regimes usually entail lower effective tax rates for such businesses.15 The fact that tax incentives 
are biased toward larger businesses is also worrisome, because bigger firms usually have the greatest ca-
pacity to take advantage of the benefits of innovation, which might mean that they could manage with 
a lower incentive. 

15 Furthermore, the final impact of a tax incentive on capital costs will also depend on how the investment is financed. If an 
investment is financed by a loan and the interest paid is tax deductible, then this also favors the big corporations, given their 
greater capacity to obtain external financing (Roca, 2010).
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Second, the impact of an incentive depends, to a large extent, on the fiscal position of the enterprise 
itself and on its capacity to generate earnings. As this capacity is typically limited for SMEs and, above all, 
for enterprises that just entered the market, this instrument has limited power to promote entrepreneur-
ial innovation. In other words, insofar as only larger companies can benefit from the entire tax incentive, 
the use of such instruments will tend to be regressive. 

Third, and perhaps most importantly, the resulting innovation projects may differ, since firms receiv-
ing tax incentives generally decide which projects to invest in, whereas central planning authorities ex-
ercise greater control over which projects receive direct subsidies. In other words, it is certainly possible 
that projects financed by tax incentives are better aligned with maximizing private profits, whereas those 
supported by public subsidies may provide more social benefits. Since profits and social benefits do not 
always coincide, firms that receive tax incentives could end up executing practically the same projects 
they would have financed anyway, meaning those with the strongest market signals and less uncertain-
ty, but which may not necessarily offer the greatest social return. 

In summary, from the perspective of policies to stimulate innovation, direct subsidies have attributes 
that make them effective in ways that classic tax incentive programs are not, in particular: 

  The capacity to include projects with externalities is much greater in the case of direct subsidies.
  The capacity to focus public resources on those actors in the system that are expected to suffer 

most from market failures (i.e., innovative SMEs and entrepreneurs) is also a priori higher in the case 
of direct subsidies. 

  The capacity to create greater additionality in relatively underdeveloped areas with a reduced tax 
burden is also higher for direct subsidies than for tax incentives. 

From the perspective of fiscal policy, although both kinds of incentives entail costs, either in terms of 
cash transfers or tax expenditures, their net fiscal cost depends on the increase in investment in innova-
tion that they achieve, on the impact of that investment on productivity, and on how much fiscal revenue 
is thereby generated. In this sense, a significant difference between direct subsidies and tax incentives is 
that subsidies operate “on the margin” (because they are project-based) and tax incentives operate on a 
firm’s total innovation budget (when the design is volume-based). The result is that infra-marginal proj-
ects (i.e., projects that the firms could easily have carried out anyway) are also financed, and this obvious-
ly has a bearing on the relative efficiency of the two approaches.

To illustrate the efficiency of these two approaches, Figure 5.7 shows the social losses in terms of 
tax revenue under the volume-based tax incentive scheme in relation to the subsidy scheme. It also il-
lustrates the increase achieved by a firm in its innovation investment level (from Inv1 to + Inv2) contrast-
ed with the reduced cost of capital caused by the application of a tax incentive. It is noticeable that the 
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tax revenue that is foregone in the scenario that 
includes a volume-based tax credit is consider-
ably greater than the fiscal cost of a subsidy that 
targets incremental projects.16 The reason is that 
the tax incentive is granted over the total (or a 
percentage) of the level of R&D investment (in 
this case Inv1), whereas the subsidy is only for 
the incremental project. In other words, from 
an efficiency perspective, there is a clear advan-
tage to project-based direct subsidies over vol-
ume-based tax incentives (Parra Torrado, 2011).

Tax incentives, like direct subsidies, also 
have problems of moral hazard. For example, 
firms can “redefine” new activities or existing 
activities to comply with requirements and pass 
them off as innovation investments. This prob-
lem is accentuated in countries where there is 
limited institutional capacity to audit rigorous-
ly, and even more so wherever a deep-rooted culture of tax avoidance and evasion pervades. In other 
words, implementation of tax incentive schemes also requires the tax authorities to clearly define the au-
diting processes. The problem is that the authorities at these agencies are not generally experts in tech-
nological innovation, which might also prompt firms to include more activities than those that genuinely 
fulfill the regulatory definition of innovation activities. 

In this regard, De Luis (2010) points out that tax incentives make the tax system more complex and 
create more uncertainty when it comes to interpreting legal regulations. This in itself means the admin-
istrative authority needs more resources for auditing, and it also creates more opportunities to manipu-
late the system to evade taxation. To mitigate these problems, governments are obliged to implement 
more rigorous auditing processes, which, obviously, increase program administration costs for both the 
government and the firms. Therefore, to draw a fair comparison, the greater costs of administration and 
compliance associated with direct subsidies have to be balanced with greater inspection costs entailed 
by tax incentives.

16 The fiscal cost of tax incentives in developed countries have systematically increased over the last 20 years, with levels of be-
tween 0.06 percent of GDP in the United Kingdom and 0.29 percent of GDP in France (OECD and Eurostat, 2010). 

Figure 5.7: tax incentives, subsidies, and 
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Another feature in favor of direct subsidies from the fiscal policy perspective is that the budgetary 
process can at least incorporate their gross cost with a high degree of certainty and transparency. How-
ever, the cost of tax incentives (through lost tax revenue) depends on a series of decisions adopted by 
businesses that are entirely beyond the control of the tax authorities. 

Finally, tax incentives can cause greater governance problems. In effect, they can come to the atten-
tion of powerful and well-organized lobby groups and, at the same time, since they are legally approved, 
they can become very difficult to eliminate. Moreover, in a world in which innovation activities are high-
ly globalized, tax incentives can ultimately create transfers between different national tax authorities.17 

In summary, the above discussion clearly shows that, although direct subsidies and tax incentives are 
closely related, their effects, when it comes to stimulating business investment in innovation, are differ-
ent. The analysis also establishes that there are sufficient arguments from the perspectives of both stimu-
lating business innovation and fiscal policy to favor direct subsidies over tax incentives. However, insofar 
as using tax incentives is often a foregone public policy decision, they should be implemented according 
to certain best practices that can mitigate problems, including the following:

  If an ex-post form is to be used, it should be based on an incremental system rather than a volume-based 
one, in which case the basis on which growth is to be calculated must be defined (Van Pottelsberghe, 
Megally, and Nysten, 2009). Although the fiscal cost of growth-based incentives is much lower, their 
implementation and monitoring is much more difficult. However, according to Hall and Van Reenen 
(2000), in practice there is no great difference between an incremental tax incentives program and 
a subsidy program insofar as the verification costs of tax incentives are comparable to the adminis-
tration costs of a subsidy program.

  They should be granted ex-ante based on the competitive presentation of a specific project and on 
merit, and paid out only insofar as the project delivers results. Moreover, tax incentives should al-
ways represent a lower percentage than the total value of the innovation project in order to align 
the firm’s objectives with the goals of public policy. 

  From the perspectives of transparency and fiscal management, a methodology should be incorpo-
rated to estimate tax expenditures so that tax benefits can be predicted and monitored; this esti-
mate should also be included in the annual budget. In this way, a fiscal quota could be clearly set, 
and beneficiaries would be obliged to compete for that quota based on the merits of their propos-
als. It is equally important to establish a limited life span for these incentives, so that by being tempo-
rary, they are less vulnerable to lobbies and can be easily removed if they turn out to be ineffective. 

17 If the country of origin of the investment applies global taxation criteria, then the incentive in the investment-recipient country 
often translates into greater net final taxation in the country of origin because of the amount of prepaid tax. 
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They must also be focused on a single tax. In this case, the focus should be income tax, which is the 
one that most directly influences the capital costs of investment. 

  A clear and independent system must be established to monitor and evaluate the impact of these 
programs in order to assess their effectiveness in terms of additionality and to provide the most ac-
curate measurement possible of their efficiency. Such a system requires extensive coordination be-
tween the innovation and tax collection agencies; however, the tax collectors must have the last 
word when it comes to decision making. 

  The “anti-entrepreneurial bias” of tax incentives for innovation can be mitigated using schemes that 
include tax deferrals, thereby allowing the unused portions of fiscal credit to be transferred into fu-
ture fiscal periods or to combine these provisions with cash refunds, in which case the tax incentives 
become a de facto subsidy (Criscuolo, 2009).18

  The project–based ex-ante formula increases the possibility of facilitating externalities and, thus, is 
a step in the right direction; however, it is also possible to stimulate externalities by augmenting fis-
cal credit for innovation activities that are outsourced to universities or implemented in collabora-
tion with other firms. 

It is worth stressing that in most LAC countries in which tax incentives for innovation are being im-
plemented (Argentina, Brazil, Chile, Colombia, and Uruguay) some, or even all, of these best practices can 
be observed. 

what Do the impact evaluationS tell uS? 

Methodological Considerations
Given that innovation is affected by numerous market failures, the implementation of successful policies 
calls for efficient policy designs that can rectify these faults. Therefore, an optimum policy should vary 
not only from business to business, but also from project to project. In practice, however, governments 
suffer from grave information deficiencies (Toivanen, 2009), which can easily lead to incorrect results or to 
the crowding out of private financing by public aid. 

One of the first questions in any impact evaluation should be how and when to measure a pro-
gram’s results. Crépon, Duguet, and Mairesse (1998) distinguish between innovation input indicators and 
economic performance indicators. Input indicators are most directly affected by the intervention, such 
as total investment in innovation carried out by the beneficiary. The degree to which innovation policies 

18 For example, this is case for France and the Netherlands. 
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alter the marginal capital costs for the business and affect its investment will define the degree that they 
generate an increase in business investment effort (input additionality). Economic performance indica-
tors evaluate the overall results of innovation investment, or their “product additionality.” For corporate 
innovation programs, important variables to measure product additionality include increases in produc-
tivity, employment, salaries, and exports. 

The question of when these impacts should be evaluated depends on what is being measured. 
Normally, input additionality is measured over the short term, while the innovation project is being im-
plemented, whereas product additionality is measured some time afterward. In general, the impact of 
different programs can show very different patterns over time, and an adequate consideration of these 
patterns is crucial for a satisfactory evaluation. 

Even after the relevant indicators have been selected, evaluating the impact of public innovation 
support programs is no easy task, particularly when the intention is to establish a causal relationship be-
tween participation in the program and the results of interest. The definition of causality is based on the 
counterfactual concept. For example, if an enterprise receives a subsidy to invest in innovation and a cer-
tain result is observed, then the subsidy is said to have exerted a causal effect if that result differs from 
what would have been observed without the subsidy. Although this definition is relatively simple and in-
tuitive, it presents a problem from the empirical point of view because the counterfactual result, by def-
inition, is never actually observed. This problem can be tackled by establishing, alongside the group of 
firms that take part in a given program (the target group), a group of firms that do not participate in that, 
or in any other, program (the control group), selected in such a way as to minimize the observable differ-
ences between the two groups.

When business innovation support programs are evaluated, however, the approach becomes 
more complicated because of the nature of the market failures that justify these interventions. In ef-
fect, a central element in these interventions is the need to correct, through the presence of associat-
ed externalities, the non-rival and non-excludable nature of the knowledge generated. In this sense, 
a complete impact evaluation of these programs should not only identify their impact on the direct 
beneficiaries, but also other possible effects exerted on any indirect beneficiaries of the program. 
Counterfactual groups of both direct and indirect beneficiaries are therefore required. It is precisely by 
identifying these externalities that the limitations of the impact evaluation of fiscal incentives for busi-
ness innovation programs are discovered, and the empirical evidence is only recently beginning to be 
developed.

All the evaluations examined in this chapter were based on relating primary beneficiary information 
with official corporate register databases (e.g., industrial or innovation). This approach allowed the partic-
ipating firms in each program to be identified accurately and a control group to be generated for each 
program based on observable similar characteristics. The search for possible firms for the control group 
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was done using statistical pairing mechanisms, whereas the impact measurements make use of differ-
ence-in-differences methodologies, fixed effects on panels of enterprises, and, in some cases, on instru-
mental variables.19 All the evaluations were conducted at both the beneficiary and project levels.

The remainder of this section summarizes the results of the described evaluations with regard to 
input additionality, observing the impact of different programs on the investments firms make in inno-
vation and attempting to infer up to what point there might have been inducement or displacement 
effects on private investment. The evaluation results are then summarized with regard to product addi-
tionality, observing the impact of different programs on productivity over a much longer period of time. 
It is important to remember that, due to the heterogeneous nature of the available information and the 
data sources, the evaluations herein described are not based on identical techniques, which means that 
their results are not comparable in every case. Furthermore, due to a lack of information when the evalu-
ations were conducted, no measurements of the impact of indirect effects are included.

Input Additionality
The preferred approach to impact evaluations in the LAC region has been to evaluate input additionality. 
Table 5.1 presents the results of the 13 evaluations conducted in the region using this method. 

The top half of Table 5.1 summarizes seven studies where the principal dependent variable to indi-
cate impact is the absolute value of investment in R&D or innovation in the enterprise (in logarithms). In 
five of these cases, the principle dependent variable is private R&D (or net R&D after subsidies), whereas 
in the other two cases it is the total investment in innovation or R&D. The bottom half of the table sum-
marizes six studies where the principle indicator is the intensity of innovation or, in other words, spend-
ing on innovation or R&D as a fraction of sales or of total investment. In two of these cases, the indicator 
is calculated net after subsidies, whereas in the remaining cases total innovation is used. 

Some interesting points arise from Table 5.1. First, the different studies clearly demonstrate that fiscal 
incentives have effectively stimulated innovation or investment in R&D. In all cases, there was an average 
treatment effect on the treated that was positive and significant (e.g., the businesses that received fis-
cal support increased their investments in innovation). This suggests that, in general, the programs have 
been well focused, with a target group made up of businesses with appropriation problems or financial 
difficulties, or both. When these restrictions are eased, the businesses react favorably by increasing their 
innovation investment. 

Second, the impact is noticeably positive and significant in the seven evaluations where the prin-
cipal indicator is private investment in innovation or in R&D, thereby demonstrating that firms receiving 

19 For more details, see Hall and Maffioli (2008) and Crespi et al. (2011).
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fiscal support also react by increasing their innovation investment. This might be the result of various dif-
ferent transmission mechanisms. It might be that the fiscal support is directed toward riskier projects, 
thereby inducing private financing of less risky, related investments. Or, it might be that the goal of pub-
lic support is to encourage infrastructure projects, thereby diminishing the capital costs of all subsequent 
projects. Finally, it might be that the fiscal incentive has a signal effect on the quality of the project and 
on the research team, thereby enabling the business to leverage additional funds in the financial markets. 
The qualitative interviews included in the evaluation of Chile’s FONTEC project seem to suggest that the 
signal effect there has been significant (Benavente, Crespi, and Maffioli, 2007).

With regard to displacement or crowding out, only in one case is there some (weak) evidence of a 
partial displacement of private investment. There are two other cases in which the increase in innova-
tion investment coincides with the amount of the subsidy, but there is no additional inducement effect 
toward greater private financing. The only three cases in which there is no observable evidence of in-
ducement effects on private financing correspond to variants of the partial subsidy system, which sug-
gests that insofar as the subsidy programs provide financing at zero cost, the potential multiplier effect 
of the financing on private investments might be reduced. In contrast, the conventional loan or tax cred-
it schemes seem to be more efficient at generating these multiplier effects.

There is, however, an important exception. In two cases, it is the partial subsidy designs that had 
the greatest impact on investment of all the instruments, and the greatest multiplier effect with regard 
to leveraging private investment in innovation (see the impact column): Brazil’s FNDCT and Colombia’s 
Cofinanciación. The principal characteristic of these projects is that financing is linked to collaboration be-
tween businesses and universities. Therefore, the subsidy programs seem to be ideally suited to encour-
aging links between different actors in the innovation system. This particular characteristic might have 
contributed to overcoming both the technical and the financial limitations (e.g., lack of human resources, 
specialized research infrastructure, and technical knowledge), and this mitigation might have produced 
the multiplier effect on private financing.

An important limitation of the evaluations is the small sample sizes, which means that it cannot 
be established whether the impact of the program evaluated varied according to business subgroups. 
However, in the case of Argentina’s FONTAR–ANR program, the sample size was large enough to evalu-
ate if its impact varied according to a firm’s prior experience in managing innovation projects. It is reveal-
ing that the evaluators discovered a substantial increase in private investment in R&D by new innovators 
(and some evidence of displacement of resources in the case of more experienced innovators). In other 
words, although very limited, evidence suggests that partial subsidies had a favorable impact on those 
firms with limited experience in formulating and executing innovation projects (Chudnovsky et al., 2006). 

Finally, the various evaluations do not find that tax credits and subsidized loans have systematical-
ly different impacts. In both cases, there are multiplier effects of attraction and similar impacts on total 
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innovation investment by businesses, although these effects are concentrated in the sphere of the larg-
er or more mature companies.

Methodologically, most of the studies use techniques based on measuring the propensity to partic-
ipate in order to find matching pairs for controls. This allows the principal determinants of the probability 
of being chosen for any of these programs to be evaluated. According to various studies, the firms with 
higher levels of human capital, or with previous experience in administering R&D and innovation pro-
grams, have the greatest chances of being selected. This is only to be expected, given that in every case 
the technical evaluators of the agencies always place greater importance on these two indicators when 
it comes to assessing each proposal. 

The problem of a selection system based on antecedents of excellence is that what might be con-
sidered a good result in the short term might also trigger unexpected dynamic effects over the long 
run. A highly meritocratic evaluation system might lead to only the very good candidates being select-
ed, who might then be reselected after future calls for proposals. This might give rise to a dynamic “Mat-
thew effect,” which can lead to open competition and fairness being jeopardized by the formation of 
powerful elites. More research is needed to assess whether or not these endogamy effects are present, 
but it is a subject that requires monitoring in the near future. It is important to have unambiguous exit 
strategies for the different schemes and to make it clear to participating firms that the support has a 
limit. This ceiling should be fixed at exactly the right level to promote excellence without compromis-
ing on variety. Subsidies seem to be especially apt for maintaining the correct balance between excel-
lence and diversity.

In general, the results from the LAC region are not significantly different from other international ev-
idence. Various studies on the impact of fiscal incentives on business investment in innovation also tend 
to reject the displacement hypothesis. David, Hall, and Toole (2000) and Klette, Møen, and Griliches (1999) 
present exhaustive reviews of the main empirical studies that measure the impact of public financing on 
innovation investment by businesses during the 1990s in developed countries. According to David, Hall, 
and Toole (2000), two-thirds of the studies find that public financing of R&D substitutes for private R&D 
investment. Furthermore, Aschhoff (2009) presents an updated review of the most important results of 
the numerous analyses that proliferated in the previous 10 years, thanks to growing data availability. The 
majority of these results confirm the absence of displacement effects and some provide evidence of mul-
tiplier or inducement effects on private investment. In summary, the LAC evaluations are in line with the 
international evidence about the efficiency of fiscal incentives with regard to input additionality.

Product Additionality
At the international level, there are fewer studies that analyze the effect of public support on the prod-
uct of innovation investment (e.g., patents, number of new products, or sales of new products) or on 
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business performance. The results of existing studies are less conclusive, although some positive effects 
have been identified. The principal difficulty in evaluating the effects of fiscal incentives on product ad-
ditionality is that a longer time horizon is needed to detect any effect. In particular, these effects are de-
tectable only after a peak in the innovation, the learning process it engenders, and the distribution of the 
technology. This implies that a rigorous evaluation of these effects might require panel data for a mini-
mum period of five years after a firm received public funding. 

The evaluations in the LAC region are not exempt from this problem. Numerous evaluations, carried 
out by the Inter-American Development Bank (IDB) between 2005 and 2007 (IDB, 2007) and summarized 
by Hall and Maffioli (2008), do not find consistent effects either in patent applications or in new prod-
ucts, and the evidence concerning company performance is also mixed, with positive results in terms of 
growth, but scant impact in terms of productivity.

As previously mentioned, this might be due to the fact that in many of these evaluations product 
additionality is examined with reference to the same period in which the innovation project was carried 
out. Therefore, it might be the case that the amount of time passed for evaluating product additionali-
ty was too short. 

To bridge this information gap, the IDB is currently reevaluating several of the programs in Table 5.1 
over a longer time frame, and observing the impact they have had on growth and on labor produc-
tivity. The following programs have already been reevaluated: (i) the Cofinanciación program (Crespi, 
Maffioli, and Meléndez, 2010); (ii) the Business Technology Modernization Fund (Fondo de Modern-
ización Tecnológica Empresarial, or FOMOTEC) (Maffioli, Pusterlay, and Ubfal, 2011); (iii) Chile’s Nation-
al Fund for Technological and Productive Development (Fondo Nacional de Desarrollo Tecnológico 
y Productivo, or FONTEC) (Álvarez et al., 2011); and (iv) Chile’s Scientific and Technological Develop-
ment Support Fund (Fondo de Fomento al Desarrollo Científico and Tecnológico, or FONDEF) (Álva-
rez et al., 2011). 

Implementing these long-term evaluations required closer coordination between national statis-
tics offices. In reality, one of the inconveniences of the previous evaluations was that they were based 
on connecting beneficiary data with innovation surveys. Although the innovation surveys are impor-
tant instruments for gathering data on innovation investment (and for evaluating input additionality), 
their samples are often based on repeated cross sections of randomly selected enterprises. This makes 
it almost impossible to monitor these companies over longer periods of time. To solve this problem, the 
evaluators have worked with the national statistics offices to establish connections between beneficia-
ry data and the data from commercial registers, thereby enabling monitoring of firms over a prolonged 
period of time. Even so, data inter-connection can only be constructed with already existing databas-
es, which in this case limits the results to the analysis of manufacturing firms and enterprises with more 
than 10 employees.
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The results of the four reevaluated programs are summarized in Table 5.2. All the programs were 
evaluated using the same methodological approach and the principal product indicator was labor pro-
ductivity. In every case, the principal dependent variable is expressed in logarithms. 

The results suggest that fiscal incentives have had a significant impact on business performance, 
with increases in labor productivity ranging from 13 percent in Panama to 15 percent in Colombia. The 
results are statistically significant for the standard levels. The productivity increases for the two Chilean 
programs were 9 percent for FONTEC and 12 percent for FONDEF. 

Having two programs in the same country is also interesting because it enables closer comparisons. 
Specifically, the presence or absence of significant synergies between the two programs can be 
established by identifying those beneficiaries that have participated in both programs. In effect, by 
reevaluating the Chilean programs, while bearing in mind whether their beneficiaries had used the 
other program or not, established solid evidence of synergies. The firms that received support only from 
FONTEC showed a 6 percent (and insignificant) increase in productivity; the firms benefiting only from 
FONDEF showed a 10 percent (and significant) increase in productivity; and the firms benefiting from 
both programs showed a 24 percent (and significant) increase in productivity.

There are differences in the main characteristics of FONTEC and FONDEF. FONTEC is a partial subsidy 
program whereby projects are chosen based on an open window system. In contrast, FONDEF gives sub-
sidies for collaboration between universities and private sector firms, and its selection process is based 
on competitive calls for proposals. This might explain why FONDEF has had a systematically greater im-
pact than FONTEC on business productivity. Even so, given the important complementary effects of both 
programs, their combination seems to provide the ideal option: the incentive for collaboration between 
universities and businesses could overcome coordination failures while, at the same time, incentives for 
businesses might tackle the problem of a lack of funding or appropriation problems.

For Cofinanciación and FOMOTEC it has been possible to follow the trail of the impacts through-
out the time elapsed since exposure to the program. It was discovered that these effects linger and, in 
some cases, even increase over time. They also become more significant between three and five years 
after the firms began to receive support. These results demonstrate the utility of long-term impact eval-
uations. They do not imply that the final impact evaluations need necessarily be conducted five years 
after the project execution, but rather that monitoring of the first generation of supported enterprises 
must be maintained over time. This was exactly the approach adopted by the United States Congress to 
evaluate the Small Business Innovation Research Program (SBIR) when it called on the Small Business Ad-
ministration to monitor the first three generations of supported firms throughout the following decade 
(Lerner, 1999).
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emerging themeS

The review of the different evaluations alongside the institutional lessons learned in the region leads to a 
series of questions about the design of policies that seek to promote business innovation by using fiscal 
stimuli. This review also raises issues for inquiry in the future. 

Federalism and Innovation Policies
Various LAC countries—above all, the largest—have taken significant steps toward decentralizing public 
policy decision making and moving it to provincial and local governments. This is what already happens 
in countries such as Argentina, Brazil, Chile, Colombia, and Mexico. In these countries, national or feder-
al fiscal incentive programs are beginning to coexist with subnational schemes. The coexistence of inno-
vation interventions at various levels also characterizes some important territorially developed countries, 
such as Canada and the United States. 

TABLe 5.2: evaluation of the product additionality in chile, colombia, and panama

CouNTry
evALuATioN 
period

NAMe oF 
progrAM iNTerveNTioN BeNeFiCiArieS iNdiCATor iMpACT MeTHod

colombia (1) 1995–2007 cofinanciación parallel subsidies Businesses & 
universities

labor 
productivity 0.15*** fe–cS

chile (2) 1998–2006 fontec parallel subsidies Businesses labor 
productivity 0.09*** fe

chile (2) 1998–2006 fonDef parallel subsidies Businesses & 
universities

labor 
productivity 0.12*** fe

chile (2) 1998–2006 fontec only parallel subsidies Businesses labor 
productivity 0.06 fe–cS

chile (2) 1998–2006 fonDef only parallel subsidies Businesses & 
universities 

labor 
productivity 0.10*** fe–cS

chile (2) 1998–2006 fonDef+fontec parallel subsidies Businesses & 
universities

labor 
productivity 0.24*** fe–cS

panama (3) 2000–2003 fomotec parallel subsidies Businesses labor 
productivity 0.13* fe–cS

Sources: (1) crespi, maffioli, and meléndez (2010); (2) Álvarez et al. (2011); and (3) maffioli, pusterlay, and ubfal (2011).
Notes: fe–cS (fixed effects, cross section, and common support) and fe (fixed effects). ***Significance level of 1%; **Significance level of 5%; *Significance 
level of 10%.
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Based on the experience in OECD countries, although in principle subnational fiscal incentives for 
innovation increase the total generosity of the support offered to local firms, their overall effect is un-
clear, above all bearing in mind the potential negative effect of innovation on the neighboring jurisdic-
tions (OECD and Eurostat, 2010). With regard to the proliferation of fiscal incentives for R&D at the state 
level in the United States, Wilson (2009) concludes that, although these incentives efficiently increase R&D 
in the states where they are granted, almost all of the increase is due to the R&D attracted from other 
states (which suggests zero aggregate results). The risks that LAC countries might end up in a similar po-
sition cannot be ignored. Therefore, further research must be conducted, and a better system for gath-
ering data should be established in the region, in order to evaluate the innovation policies at multiple 
layers of government.20

Innovation Policies and Encouragement for Dynamic Entrepreneurship
Diverse obstacles make it difficult to use innovation policies to promote dynamic entrepreneurship. First, 
since the subsidies are normally paid ex-post, entrepreneurs experiencing credit flow problems might 
not find this kind of financing to be of much help. Second, it might be that the speed at which decisions 
are normally made within the framework of the region’s innovation agencies might be too slow for new-
ly formed companies (Toivanen, 2009). Third, the evidence from developed countries shows that the cost 
of soliciting subsidies diminishes as the size of the firm increases. Finally, tax incentives are not very effi-
cient for enterprises that are just starting out and have yet to generate taxable earnings. 

Despite these limitations, direct subsidies can support dynamic entrepreneurship through two po-
tential channels. First, since direct subsidies are granted for a single project, they might activate a signal 
effect in the financial sector about the quality of the innovative idea, thereby mitigating the severity of 
the financial limitations (Lerner, 1999). Second, the agencies responsible for implementation might de-
sign subsidies that favor collaboration between new enterprises and the large, established businesses or 
the universities, which could contribute to reducing limitations. Up to what point direct subsidies can also 
stimulate dynamic entrepreneurship is an empirical question; however, the limited evidence on the sub-
ject that arises from the FONTAR–ANR program indicates that partial subsidies might have the potential 
to support new innovators.

Even so, it might be that subsidies are not the best intervention to foster entrepreneurship, especial-
ly if the binding constraints are a lack of business culture and human capital (as seems to be the case in 
many developing countries) or a lack of sufficient financial instruments (e.g., capital guarantee funds or 

20 The problem of data gathering is not minor given that recent research about regional innovation systems in LAC countries 
point out that the microeconomic data in the region often lacks sufficient geographic scope (IDB, 2011).
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capital risk funds). The efficiency of partial subsidies in promoting dynamic entrepreneurship will depend 
on their complementarities with financial instruments and the availability of human capital.

The Special Characteristics of the Service Sector
In spite of the fact that services dominate economic activity, they have been the subjects of much less re-
search by innovation policy analysts. However, during the last 10 years, there has been increasing interest 
in understanding innovation in the service sectors of developed countries. The results from these investi-
gations show that services innovate differently than manufacturing firms (e.g., innovations are less based 
on R&D and more focused on informal arrangements, information and communication technologies, 
and user–producer interactions), and that a single solution for innovation in services might be inefficient, 
given that it is a diverse set of sectors, both with regard to production and to innovation (Tether, 2003). 

In contrast, there are still no systemic studies of this kind in the LAC region. The urgency to under-
stand the determinants of innovation in services, and to evaluate those market failures that might jeopar-
dize it, is evident given that the service sector employs a significant portion of the labor force, and its low 
growth in productivity seriously affects aggregate growth performance in the region (IDB, 2010). The di-
lemma for public policy making is clear: if services innovate differently than manufacturers, the stimulus 
required in this sector might require new policy and program design. To bridge the knowledge gap be-
tween the determining factors of innovation and productivity in services, efforts to gather data must be 
improved. Although some countries in the region have begun to collect information about innovation in 
the services sector, the emerging evidence has yet to be fully evaluated.

From Input-Based Incentives to Results-Based Incentives
In general, the majority of fiscal incentives reviewed in this section focus on the idea that if the problem 
is underinvestment, then the incentive must seek to increase investment. In practice, this is complicated, 
since the final impact of a greater investment in innovation on productivity is not necessarily guaranteed 
if the investments themselves are not highly productive, or if they displace, albeit partially, other similar or 
more productive investments. Although the different impact evaluations reviewed suggest that, in gen-
eral, this greater investment level is also productive, the question arises whether or not it is possible to 
enhance the effectiveness of interventions by generating incentives that turn out to be linked less to in-
puts and tied more to results. More and more frequently, in the developed world, countries are starting 
to experiment with results-based tax incentives, such as the revenues generated by innovated products 
or by the sale of licenses for patented technologies (e.g., HM Treasury Patent Box proposal in the United 
Kingdom). This latter case is particularly interesting, given that the incentives are associated with technol-
ogy dissemination activities by its original owner; in other words, it is precisely the generation of external-
ities that is rewarded. Some LAC countries are also taking the first steps in this direction by segmenting 
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the support for inputs associated with intermediate results and/or by linking earnings from intermediate 
technologies to the royalties associated with the transferred technology. However, this is still in the in-
cipient stage, and more research is called for to measure the impact of these reforms on the general ef-
ficiency of the system.
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concluSionS

This chapter presents the most recent trends in designing and evaluating public policies aimed at pro-
moting business innovation in the LAC region. Although innovation policy is quite broad and complex, 
this chapter focuses on fiscal incentives as an instrument to stimulate business investment in innovation. 
Various LAC countries have experimented with fiscal incentives since the beginning of the 1990s. In con-
trast to OECD countries, LAC countries display a clear bias in favor of direct transfers to the private sector, 
and only a few have commenced more recently in experimenting with tax incentives. The fiscal budgets 
allocated to these programs are insubstantial and affect only a small number of firms in the region. In this 
sense, it might be said that business innovation policy in the region is really only just in its infancy.

This chapter provides a description of the principal advantages and disadvantages of different fiscal 
incentives, concluding that there are solid arguments to use direct subsidies rather than tax incentives to 
stimulate investment in innovation and fiscal policy. However, the chapter also suggests alternative ideas 
for a tax incentives scheme that would maximize effectiveness and minimize secondary effects.

In spite of their short life span, various programs in the region have already been evaluated and this 
chapter takes advantage of the existing studies to provide a qualitative meta-analysis of the pioneer pro-
grams functioning since the beginning of the 1990s. The main conclusions are quite clear. First, there is 
evidence of a positive impact on input additionality (i.e., fiscal incentives have effectively increased in-
vestment by businesses in innovation projects and leveraged private resources for these investments). 
Second, the financing mechanisms have different effects on different beneficiary groups: despite the fact 
that the risks of displacement of private investment are lower in the case of programs based on subsi-
dized loans or tax incentives, parallel subsidies seem to be the most effective in the case of new inno-
vators or when it comes to promoting connections between businesses and universities, meaning that 
they have greater potential for reaching a target population. Third, the effects can also be positive with 
regard to product additionality and productivity, if and when sufficient time has transpired since the sub-
sidy was first granted. In fact, the different studies that analyzed product additionality point out that the 
positive impacts on labor productivity began to appear only after three to five years had elapsed since a 
project’s inauguration.

Despite the aforementioned results, relatively little is known about the efficiency of tax incentives. It 
is necessary to conduct more research to identify the effects of these programs on indirect beneficiaries 
(externalities) and on consumers, as well as their social costs in terms of fiscal resources and the distor-
tions generated on related markets. It is evident that these elements must form part of any future re-
search agenda in the LAC region.

There is a significant ongoing institutional capacity building process in the region with regard to 
designing and implementing tax incentives to stimulate business innovation, and it is important to 
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emphasize that many of the findings are gradually becoming integrated into public planning. The hope 
is that the effectiveness, and perhaps the efficiency, of these programs will continue to grow over time, 
while their range extends simultaneously. 
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Fiscal institutions

The Fiscal Institutions of Tomorrow, the first publication in the series Institutions for People, 
addresses issues of public management that are key to economic development in Latin 
America and the Caribbean. The authors review recent progress in the region and propose 
progressive institutional reforms that focus on: 

• the use of rules to develop stable and sustainable fiscal policies;
• the formulation of clear budgetary objectives to guide effective public spending;
• the implementation of technological platforms for modern and transparent public 

management;
• the promotion of a business climate that will support formal and productive small- and 

medium-sized enterprises; and
• the efficient management of tax incentives programs for business innovation.

Each chapter concludes with the challenges that the countries in the region face to strengthen 
fiscal institutions with a view to the future and with policy recommendations.

This book serves as reference material for policymakers and economic analysts interested 
in studying the evolution of fiscal institutions in the region and identifying areas to improve 
governance.

* * *

The Inter-American Development Bank (IDB) was created in 1959 to help accelerate economic 
and social development in Latin America and the Caribbean.

The series Institutions for People includes publications dedicated to studying the institutions 
that improve both public and private sector performance. The series is a response to the 
IDB’s mandate to build and strengthen institutions in Latin America and the Caribbean for 
the benefit of all citizens in the region.
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