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Foreword

Latin American countries have made great strides in increasing total rev-
enue. The biggest challenge they face, however, is reforming tax institu-
tions and rules. The importance of taxation as a development tool cannot be 
emphasized enough, since tax reform has significant implications for sustainable 
and inclusive growth in the region.

There are two reasons Latin America lags behind in its level of development 
in terms of taxation. First, most countries are still far from exhausting their rev-
enue potential. Second, taxes are not yet designed to promote development. 
In particular, subnational governments in the region must generate more own-
source revenue because this will enhance budgetary resources for local develop-
ment and increase the transparency of costs to provide local goods and services, 
thereby promoting efficiency. Furthermore, it will allow local authorities greater 
autonomy in choosing and implementing policies that are better tailored to the 
needs and preferences of the population demanding and receiving them.

The tax situation varies among countries, and the region suffers a clear 
imbalance in fiscal decentralization, with revenue substantially lagging behind 
spending. As a result, many subnational governments are highly dependent on 
transfers from central governments. In addition, this imbalance between own-
source revenue and transfers makes subnational government finances more vul-
nerable and less predictable, hindering the ability of local authorities to prepare 
more stable and realistic budgets.

Using case studies that span a range of countries of different sizes, levels of 
development, extent of decentralization, and systems of government, this book 
demonstrates that there are various factors holding back revenue decentraliza-
tion in the region. Taking into account the likely economic, institutional, and 
political constraints on the reform process, the analyses show the following:
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•	 Revenue assignments at the subnational level need to be revisited to provide more 
meaningful ways to increase own-source revenue. Potential tax handles include 
subnational surcharges on the national personal income tax, retail sales 
tax, regional excises or surcharges on national excises, and a subtraction- 
type value-added tax (VAT).

•	 Reform efforts have to focus on strengthening capacities for subnational gov-
ernments that already have appropriate revenue handles (property taxes). Such 
reform involves not only investments in building and maintaining effec-
tive property cadasters, but also avoiding erosion of the property tax base 
through exemptions, moving statutory rates toward the upper limit of permis-
sible ranges set by the central government, and strengthening enforcement.

•	 Given the political cost to subnational governments of increasing the burden 
of taxation on their populations, incentives have to be created for them to bet-
ter exploit their revenue potential. These incentives depend crucially on the 
extent of the subnational budget constraint, such as the degree to which 
intergovernmental transfers are discretionary or formula based, whether 
borrowing constraints are loose or mostly discretionary, and on the level of 
transparency of subnational budgetary operations.

•	 Reforms to strengthen mobilization of subnational own-source revenue need 
to be accompanied by introducing or improving transfer systems aimed at 
equalizing, to the extent feasible, revenue capacities and spending needs. In 
order to have a sound intergovernmental relations system, it is important 
to consider the distribution of revenue capacities within a country, which 
are typically quite uneven and frequently do not match the distribution of 
spending needs.

•	 Central governments need to support subnational governments in mobilizing 
own-source revenue through policy and administrative reforms. Unfortunately, 
central governments are often a major obstacle to developing own-source 
revenue because of fear they will lose fiscal control, political bargaining 
power, and bureaucratic influence.

Subnational revenue mobilization and reform in Latin America are essential, 
despite the obstacles for proceeding with revenue decentralization. There is no 
unique approach, and the path to reform will likely be context-specific and highly 
dependent on the balance struck between differing political and economic fac-
tors and interests. Should countries in the region take on this challenge, however, 
not only will revenue be generated in the future but the changes should contrib-
ute to sustained and inclusive growth.
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We hope that the analyses and country experiences presented in this book 
will fuel meaningful debate about the decentralization of revenue and contribute 
to sensitizing national policymakers and authorities in Latin America to the ben-
efits of sound revenue decentralization.

Vicente Fretes Cibils
Division Chief
Fiscal and Municipal Management Division
Institutions for Development Sector
Inter-American Development Bank

Teresa Ter-Minassian
International Economic Consultant

Former Director of the Fiscal Affairs 
Department  

International Monetary Fund
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Lackluster Performance:  
Local Taxes in Latin America

This book analyzes the reasons for the lackluster performance of 
selected Latin American countries in mobilizing subnational own-source 
revenues and explores policy options to increase these revenues as efficiently and 
equitably as possible. Seven case studies—Argentina, Bolivia, Brazil, Colombia, 
Mexico, Peru, and Venezuela—span a wide range of characteristics, including 
federal and unitary countries, different geographical sizes, levels of economic 
development, and degrees of revenue decentralization. In this book, subnational 
governments include both intermediate and local levels of government, which 
are distinguished in the case studies. Together, the case studies provide a rea-
sonably representative picture of the challenges faced throughout Latin America 
in mobilizing subnational own-source revenues in a manner that supports equi-
table growth.

This chapter begins with a theoretical discussion of the objectives and 
obstacles that subnational governments face in mobilizing own-source revenues. 
It reviews the main pros and cons of subnational tax handles, and presents an 
overview of trends in subnational finances in the Latin American region. It con-
cludes with a summary of the main findings of the case studies, as well as a dis-
cussion of lessons for future subnational revenue reforms in the region.

1
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Two to Tango:  
Argentina’s Vertical Imbalance 

and Revenue Mobilization

Argentina is a federal country characterized by a substantially higher 
degree of decentralization of expenditures than of revenues.1 In 2011, the 
own-source revenue of provinces (intermediate level of government) and munic-
ipalities (local governments) was equivalent to 7.5 percent of GDP but covered 
only half of subnational primary government spending. The resulting vertical 
imbalance is filled by an automatic revenue-sharing system and by discretion-
ary transfers.2

Intergovernmental fiscal arrangements have undergone significant changes 
over the past decade or so. Particularly important has been a recentralization of 
revenue as a result of changes in the composition of taxes that favored the fed-
eral government and because in every year since 2003 the federal executive has 
passed a budget underestimating revenue. Using emergency powers granted by 
Congress to the Executive in 2002, the president was able to allocate the excess 
revenue at will. Thus, discretionary transfers rose from the equivalent of 0.5 per-
cent of GDP at the end of the 1990s to an average of 2.1 percent of GDP in more 
recent years.

There have also been important changes in the provinces’ own-source rev-
enues. As a result of high international prices of oil, gas, and minerals, prov-
inces rich in such resources have enjoyed a substantial windfall in royalties, 
which roughly doubled from 0.3 percent of GDP in 1997–99 to 0.5 percent in 
2011. Also, most provinces have experienced changes in the composition of their 

2

1 This chapter is an abridged and edited version of Artana et al. (2012).
2 Local governments receive a fraction of their province’s own-source and shared-tax 
revenue. See López Murphy and Moskovits (1998) and Sanguinetti, Sanguinetti, and 
Tommasi (2001) for an analysis of provincial revenue-sharing schemes.
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own-source revenue, with the share of the property tax declining and that of the 
turnover tax increasing. This change reflects not only the difficulty of keeping up 
with the rise in property prices, but also the visibility and unpopularity of prop-
erty taxes.

This chapter aims to provide an up-to-date overview of Argentina’s subna-
tional revenue system; of the economic and political determinants of its main 
features, in particular subnational revenue effort; and of options for its reform. 
First we review recent developments in subnational revenue and in the verti-
cal imbalance. Then we analyze the income elasticity of subnational revenue as 
well as the effects of the 2001–02 macroeconomic crisis and of increased fed-
eral transfers on the size and composition of provincial taxes. We find that only 
the discretionary component of transfers discourages the provinces’ own-source 
revenue effort. Next we discuss political economy constraints on subnational 
revenue reforms in Argentina. Against this background, we explore options to 
mobilize additional subnational revenue and to reform the distortive provincial 
turnover tax.
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Step on the Gas:  
Bolivia’s Reliance on Natural 

Resource Revenue

This chapter focuses on options to reform the revenue system of subna-
tional governments in Bolivia; in particular, options to reduce depen-
dence on natural resources and strengthen own-source revenue.1 Such reforms 
would apply especially to prefectures, which depend entirely on natural resource 
rents and have no tax autonomy.

The 2009 Bolivian constitution confirmed current tax assignments for munic-
ipalities (local government), while strengthening their tax regulatory powers. The 
changes for prefectures (intermediate level government) were minimal, although 
the central government is empowered to partially or fully devolve tax bases to 
subnational governments. It is within the context of possible devolution that the 
options for prefectures presented in this chapter should be viewed. For munici-
palities, the chapter stresses the importance of expanding collection of existing 
taxes, which will require not only better tax administration, but also greater effi-
ciency in providing basic services and infrastructure.

Based on a set of widely used criteria, this chapter singles out a number of 
tax instruments or tax bases that could be assigned exclusively to regional gov-
ernments or shared with the central government. It assesses the main advan-
tages and disadvantages of these instruments and their impact by simulating the 
revenue they could generate, and shows that there would be a number of feasi-
ble options to increase the tax autonomy of subnational governments in Bolivia.

The chapter describes the current system of intergovernmental relations in 
Bolivia, particularly emphasizing financing. It later assesses the scope to expand 
tax collection at the municipal level, with special emphasis on property taxes, 
and discusses options for new tax instruments for the prefectures.

3

1 This chapter is an abridged and edited version of Brosio (2012).
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Elusive Goal:  
Brazil’s Subnational Revenue 

System Reform

Compared with the rest of Latin America, and many federal countries 
around the world, Brazil is characterized by a high degree of revenue 
decentralization at the state level (intermediate level of government), where 
own-source revenue accounts for over 9 percent of GDP.1 In contrast, municipali-
ties (local level of government) rely more heavily on transfers from the higher lev-
els of government, with own-source revenue amounting to only about 2 percent 
of GDP or 6 percent of the total tax burden.

Substantial reliance by subnational governments on own-source revenue 
has significant advantages in terms of increased accountability to the elector-
ate, closer linkage of subnational taxes to benefits from spending, greater confor-
mity with local preferences as to the size and composition of the tax burden, and 
greater predictability of resources for the subnational budgets.

The Brazilian subnational tax system, however, is fraught with significant 
flaws that are widely recognized as adversely affecting efficiency, equity, and 
competitiveness. The main problem is the heavy reliance of state finances on 
a mixed-origin/destination-based value-added tax (VAT) (the Imposto sobre a 
Circulação de Mercadorias e Prestação de Serviços, or ICMS), which has a wide 
range of effective rates for goods and services across the country. This has led to 
predatory tax competition (the so-called fiscal war), de facto cascading, and high 
compliance costs for taxpayers. At the local level, many municipalities do not 
appear to adequately exploit the important tax bases (services and urban prop-
erties) assigned to them.

4

1 This chapter is a revised and updated version of Ter-Minassian (2012).
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To date, reform efforts have been stymied by the significant losses for some 
of the states that would result from a shift to a more neutral, destination-based 
VAT with a uniform base across the nation. State authorities are recognizing the 
urgency of such a reform, however, as they see their revenue eroded by the fis-
cal war. Further, the competitiveness of Brazilian enterprises is being hampered 
by the cumulative and high compliance costs of the ICMS in an environment with 
a high real exchange rate and the weak performance of manufacturing exports.

This chapter begins with brief overviews of subnational own-source revenue 
and the intergovernmental transfer system (including sharing oil revenue), high-
lighting their critical flaws. Next, reform priorities and options are discussed, 
and we take stock of the current situation regarding reforms. The chapter ends 
with some conclusions.
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Fiscal Cumbia:  
Colombia’s Revenue Dynamism

The pace of fiscal decentralization at the intermediate and local levels 
of government in Colombia during the past 15 years has been disparate.1 
While the intermediate governments (departments) have generated little in 
additional own-source revenue (in terms of GDP), local governments (munici-
palities) have almost doubled theirs. The main explanation for such divergent 
trajectories lies in the difference between the two tax bases. While the depart-
mental tax base—primarily the consumption of “non-merit” goods—is inelastic, 
municipalities enjoy a dynamic and growing tax base, encompassing urban and 
rural properties and urban economic activities.

To mobilize the own-source revenues of the departments, it is important to 
assign different tax bases. In this chapter, we suggest that the departments intro-
duce a surcharge on the national value-added tax (VAT) or a retail tax. In contrast, 
increasing municipal own-source revenue requires more efficient exploitation of 
their existing tax bases. We suggest that municipalities can improve the efficiency 
of local tax collection by enhancing their administrative capacity and updating 
the local tax bases. The aim of this chapter is twofold: (i) to explore the changes 
required to strengthen the generation of own-source revenues in departments 
and municipalities, and (ii) to determine the effects of such actions on the financ-
ing structures and vertical imbalances of both levels of government.

The chapter is divided into four sections. The first section briefly reviews 
the fiscal decentralization process in Colombia, and its impact on subnational 
finances. The second discusses the evolution and determinants of departmental 
revenue and vertical imbalances, and the proposal that departments be allowed 

5

1 This chapter is a condensed version of Sánchez Torres, España Eljaiek, and Zenteno 
(2012).
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to levy a VAT surcharge or a retail sales tax. The next section focuses on the evo-
lution of municipal revenue and vertical imbalances, and presents empirical evi-
dence about the scope for increasing such revenue through efficiency gains. The 
final section summarizes the study’s main conclusions.
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Fiscal Surf and Turf:  
Peru’s Efficiency and Equity in 

Revenue Mobilization

The current fiscal decentralization process in Peru began in 2002 with an 
amendment to the Constitution and Legislative Decree No. 955, the cur-
rent Fiscal Decentralization Law.1 Since then, decentralization reform has been 
at the center of national and subnational political agendas. After more than 10 
years, the process is in some respects relatively advanced: the legal framework 
covers most aspects of the system of intergovernmental fiscal relations, and, 
in 2011, each group of subnational governments (intermediate and local) was 
responsible for more than 18 percent of total public expenditures.

There are still important aspects of the process, however, that remain prob-
lematic and will require additional reforms. In this chapter, we focus on the 25 
regions and the province of Lima. The regions/departments include 196 prov-
inces and the provinces have 1,850 district/municipalities. Few subnational 
governments are collecting sizeable amounts of own-source revenue, likely due 
to the nature of current revenue assignments, the regional distribution of tax 
bases, lack of administrative and technical capacity, and the economic and polit-
ical costs of collections. Most subnational governments depend predominantly 
on intergovernmental transfers. Moreover, the transfer system does not correct 
the large differences in fiscal capacity among subnational governments, and, in 
fact, tends to aggravate them.

In this chapter, we attempt to identify the main factors that contribute to 
the poor own-source revenue performance of subnational governments in Peru, 
and explore policy reforms to improve revenue mobilization. The institutional 

6

1 This chapter is an abridged and edited version of Canavire-Bacarreza, Martínez-
Vázquez, and Sepúlveda (2012).
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conditions of the government units at the local (municipal) and intermediate 
(regional) levels are diverse, and thus we use different analytical approaches and 
propose strategies to improve revenue performance at these two levels of gov-
ernment. At the municipal level, with few exceptions, current tax assignments 
roughly follow best international practices; thus the analysis focuses on possi-
ble reforms to improve efficiency in tax collections. On the other hand, there are 
still no tax instruments assigned to regional governments. Therefore, we explore 
options to provide the regions with sources of revenue and create fiscal auton-
omy and accountability.
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A Mariachi Medley: Mexico’s Long 
Road to Fiscal Federalism Reform

In the 1990s, Mexico underwent a rapid process of expenditure decentral-
ization whereby states became responsible for education and health 
expenditures. The new responsibilities were largely financed through special-
purpose transfers, which resulted in strong dependence of the states (interme-
diate level of government) and municipalities (local government) on transfers 
from the federal government. The level of fiscal vertical imbalances—defined as 
transfers as a percentage of total revenue—increased from around 75 percent in 
1992 to 90 percent in 2000. Reducing such high levels of fiscal vertical imbal-
ance has been the main aim of a series of reforms over the 2000s, but with mea-
ger results to date. In this chapter, we endeavor to contribute to an understanding 
of the factors behind the persistently high levels of fiscal vertical imbalances. In 
order to do so, we provide a brief description of the key features of the decentral-
ization process, along with the evolution of subnational revenue between 2000 
and 2007. In the first section we summarize the 2007 reform and its impact on 
each of the main subnational tax handles. We then explore the political economy 
of subnational revenue mobilization efforts and outline the main hypotheses that 
may explain the low subnational fiscal effort. Using a panel for the 31 states and 
the Federal District between 2000 and 2012, we then seek empirical support for 
our hypotheses. Finally, we provide some thoughts on the 2013 reforms and their 
likely impact on subnational revenue.

7
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Black Gold:  
Venezuela’s Natural  

Resource Dependency

The increase in oil prices to historical levels in the mid-2000s and their 
subsequent volatility in recent years demonstrates the deleterious 
effects of such volatility on the macroeconomic policies and performance of sev-
eral major oil-producing countries. Clearly there is a need for policy and institu-
tional reforms to mitigate such effects.1 Venezuela provides a good illustration 
of this need because volatility has been a constant feature of its macroeconomic 
variables, mainly due to its reliance on oil.

Macroeconomic volatility is reflected in national revenue and, given current 
intergovernmental arrangements, in the revenue of the subnational governments 
as well. Since about 70 percent of subnational revenue comes from revenue shar-
ing and other transfers from the central government, subnational authorities face 
problems similar to those of their national counterparts. They are, however, in a 
worse position to absorb such volatility because they have less access to financ-
ing sources, yet they are responsible for delivering essential social services, 
especially education and health. Thus, reducing the dependence of subnational 
budgets on the volatile transfers from the center by mobilizing less cyclically sen-
sitive own-source revenues could have significant benefits for fiscal management 
and the delivery of social services. It would also result in increased accountabil-
ity of subnational officials to their electorates. Finally, higher own-source reve-
nues at the subnational level would help raise the overall non-oil tax ratio, which 
in Venezuela is very low compared to countries at a similar level of development.

In Venezuela, decentralization can be viewed as a political response to the 
loss of legitimacy of the national political system. The weakening of an economic 
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1 This chapter is an edited and abridged version of Rios, Ortega, and Scrofina (2012).
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system based almost exclusively on the distribution of oil revenue, and the lack 
of representativeness of traditional national political parties, paved the way in 
the late 1980s for local governments to have an increased role. The activation 
of the federal system, with the direct election of governors and the creation of 
mayors in 1989, although unintended, was instrumental in reshaping political 
institutions, particularly political parties. Even after the 1999 constitution was 
approved—which increased the central government’s powers—the main political 
features of the decentralization process remained basically unchanged.

This chapter discusses the causes and consequences of the substantial fiscal 
dependence of states and municipalities in Venezuela, and the political economy 
process embedded in the interaction between the central and subnational gov-
ernments. It also explores options to increase states’ and municipalities’ own-
source revenues, improve the current intergovernmental transfer system, and 
reduce horizontal imbalances.
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