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Introduction
For years development literature has championed the benefits of decentralization.  Recently however, many scholars have realized that decentralization is neither as monolithic, nor as intrinsically good as it was once though to be.  The newer much more detailed specification of fiscal federalism models has greatly improved models of how local, provincial, and national governments share power and resources.  Devising an optimal division of power are resources between the central and local governments is critical to a stable system.  In many problems, deciphering the complex web of grants, transfers, taxes, and other fiscal interactions between local and national governments is a nearly impossible task.  Understanding equally complex system of incentives created by these convoluted systems is even more of a challenge.  In addition, creating change is difficult when local governments depend on transfers for a large portion of their resources since a change for the worse may create dire fiscal straits for some those with only a minimal ability to raise their own resources.

Complex transfer systems create a large number of practical and theoretical contradictions, many times having a negative net effect on national finances.  Many of these contradictions result from the inevitable separation of the taxing and spending decisions.  Taxation is in most cases more efficiently carried out at the national level for a variety reasons:  first, most economist agree that economies of scale exist for taxation.  Second, low institutional capacity at the subnational level in many developing countries prevents subnational governments from being able to collect taxes.  Third, national control of tax revenue allows the government redistribute among the regions both to correct for regional inequalities and to smooth regional business cycles.  The idea that the national government should control taxes is supported by most proponents of decentralization.

Because of this, if a country chooses to devolve the spending decision to fiscally autonomous subnational units, the decision to spend is separated from the decision to tax, leading to several problems.  It is one of these problems which I intend to study:  Separation of the revenue collection and dispersal processes means subnational leaders reap the political benefits of spending, without bearing the political cost taxing their constituents.  Constituents receive the benefits higher quality public services, but perceive the whole country (rather than just their province) bears the cost.  Grant and transfer structures are intended to create an incentive strucuture to negate this effect, but are rarely successful.  This paper will examine how fiscal independence, party discipline and the size of discretionary fiscal incentives affect the extent to which subational government comply with national fiscal policy.  

Fiscal Decentralization Theory
While a far cry from a comprehensive theory on decentralization and transfers, Oates’ observations provide a starting point for the economic analysis fiscal federalism.  As the decentralization bandwagon has gained speed, economists have started to examine in greater detail the macroeconomic implications of subnational autonomy.  Richard Bird (1993), one of the preeminent modern theorists on fiscal decentralization examines many of the same problems twenty years after Oates, with the advantage of twenty additionally years of experience with decentralization.  The focus of much of Bird’s study are similar issues with giving subnational governments greater latitude in spending decisions in a recent survey of decentralization literature. Intergovernmental transfers take a central role in the analysis; Bird describes how they are in fact a critical component of simultaneously maintaining subnational autonomy and encouraging fiscal discipline.  Central to the creation of an efficient transfer system are ultimate goals of decentralization, of which Bird identifies two distinct varieties with different policy implications and different criterion for success.  


The first variety, which Bird call top-down decentralization, is undertaken to ease the burden associated with fiscal responsibility on the central government.  Devolving fiscal responsibility to the subnational level alleviates national debt problems, more efficiently allocates public goods, and increases overall national welfare.  Relocation of the act of spending without giving up the political power associated with it is the primary goal of the top-down model.  Ultimately the goal of top-down decentralization is to better achieve national policy goals, not cede policy autonomy.  

The second, which Bird call bottom-up decentralization is undertaken to allow local governments to respond to the demand for public goods at the local level.  Bottom-up decentralization enhances the potential for constituent participation in the political process, increases transparency, and more efficiently allocates resources.  This second type of decentralization is the variety more closely associated with Oates (1972) decentralization theorem and many of the benefits ascribed the federal system in the Federalist papers.  The barometer for success of bottom-up decentralization is the extent to which local governments are able to actively make decisions about the allocation of resources.  The problem is that because the policy goals of local governments are many time divergent from those of the national government, autonomous subnational governments may inhibit the ability of the national government to achieve a coherent fiscal policy, or hurt the welfare of the national government in other ways.

This difference between the goals of these two types of decentralization is at the center of Bird’s analysis of the goals and structures of intergovernmental transfers.  While the system as a whole cannot be conceived in such a dichotomous fashion; analyzing the goals of the various types of transfer programs can provide insight into the outcomes of programs and is an effective means for conceptualizing how the end result affects national and subnational policy goals. Bird lists are five general objectives of intergovernmental transfers with respect to these two types of decentralization: horizontal and vertical distribution of resources, market valuation of intraregional externalities, maximizing the efficiency of resource utilization and achieving political goals.  Vertical distribution is critical in countries with low institutional capacity.  Provincial and municipal governments are in many cases simply unable to create sufficient revenue to support expenditures; in this case, transfers from the central government are necessary to equalize what Bird calls the “fiscal gap”.  Vertical equilibrium is achieved when the level of income at each level of government is proportional to the level of expenditures and is considered a necessary component of a federal system of government.

Horizontal redistribution is a much more complex and contentions concept.  Bird takes a much more ambitious view than Oates, realizing that when large regional inequalities exist as is the case in many developing countries, a relatively more redistributional system of horizontal transfers is necessary to prevent regional externalities.  The extent to which resources need to be redistributed has become one of the most politically contentious topics related to decentralization in many countries
.  Bird argues that the most efficient criteria for balancing inter-jurisdictional inequalities is to “equalize the capacity of local governments to provide a certain level of public service or to equalize the actual performance of this level of service.”(Bird 9)  The setting of a minimal level of public services prevents excessively gross regional inequalities, allows for some level of national control, and allows for the difference in the cost of services across regions. 
In addition to redistribution issues, in a very practical sense, decentralization produces better resource efficiency.  This is similar to the arguments provided in support of Oates’ decentralization theory.  The ability of local governments to provide the exact level of services demanded gets the most efficient use of resources.  Additionally, local governments are in many cases more efficient at accomplishing tasks because providing for a smaller number of people requires a much less complex delivery system.  Political transfers are necessary to maintain regional stability, preserve alliances.  Bird views these types of transfers as unfortunate but necessary to maintain political alliances and a level of discipline over subnational leaders.  Volumes have been written about the extent of political transfers in Argentina, and despite the problem these types of transfers cause for economic theory on decentralization, as will later be shown they represent a critical component in enforcing subnational fiscal discipline and preserving a necessary degree of top-down decentralization.

The last type of transfers, one of the most difficult to efficiently appropriate are those for inter-jurisdictional externalities.  Similar to Oates, Bird proposes that matching grants should be used to “get intergovernmental prices right”. Bird points out that while the theory may be sound measuring the prices necessary to correct for externalities is next to impossible.  Second, this problem is compounded by the fact that a percentage of conditional grants can be converted by recipients into fungible resources, altering the intended pricing structure.  These problems complicate the simple open-ended matching grant structure proposed by Oates.  This however is not the only problem with the simple solution proposed by Oates, further analysis reveals the effects of grants and transfers may diverge significantly from the intended effect.  
Fiscal Independence

The main problem with large transfer policies, as perceived by Oates and many others is the resulting disconnect between the revenue raising and expenditure processes.  Asymmetric information about the source of funds, the required amount of funds, and the final destination is far from transparent in many cases resulting in a large degree of moral hazard.  Voters are often unaware of the source of provincial resources and may fail to see the connection between an increase in provincial spending and an increase in national taxes or in some cases debt.  Many studies have shown that even when grants are earmarked for specific purposes, a significant portion can be converted into fungible resources through a variety of fiscal maneuvers.
  National officials many times have just as little information as voters; since it is hard for them to estimate the cost of local programs, frivolous spending is difficult to spot (de Mello).  

While subnational governments are perhaps more efficient at distributing resources, when resources come from a common national pool and are effectively costless, subnational governments will request a than optimal higher level of resources.   Opportunistic subnational officials may perceive the opportunity to use political maneuvering and creative accounting to increase their proportional share of the national pool of resources given to all the provinces.  This is most obviously true with discretionary resources, however any new transfer program has the potential to favor one province over another depending on the criteria for distribution.  When the common pool is shared with the national government as well, additional problems are created. When nation needs an increase in revenues, for example to make debt payments, an increase in the size of the common pool will increase the amount given to provinces as well regardless of need. In this case the nation will need to increase the common pool more than necessary to meet its needs and exacerbates existing fiscal problems.  This drastically limits the ability of the central government to engage in fiscal policy and could impair the ability of the central government to prevent an impending financial crisis.
Gordin (2003) finds a significant empirical link between the percentage of provincial resources from a federal source and macroeconomic instability.  This is not surprising since the presence of a high proportion of transfers to own resources may  also indicate a low degree of institutional capacity at the subnational level or one of many other potential spurious relationships.  Examining this relationship on the provincial level will more effectively confirm the relationship between fiscal responsibility and the revenue raising responsibility.
Hypothesis One: Provinces which raise a greater proportion of their own revenue will tend to be more fiscally responsible.
Party Discipline
The second dependent variable is the extent to which national executive have the ability to exert control over subnational officials of their own party to further national policy interests.  Party structure is an important component of the relationship between national and subnational officials.  One of the most commonly held theories regarding this relationship, was originally proposed by Riker, and recently expanded upon by Rodden and Wibbels.  Their hypothesis is that “A federation’s capacity to control deficits and inflation increases when political parties create incentives for cooperation between the center and the provinces.”  A complex web of political relationships underlies this simple assertion.  In simplest case, cohesive, disciplined national parties can keep subnational officials in line, preventing fiscal problems at the provincial level from escalating.  In addition to direct control over local officials however, subnational officials are motivated electoral ties between the national and subnational political success.  When a party is successful on the national level, popularity of provincial officials is enhanced as well.  Conversely, when the national government is plagued by problems due to subnational deficits, provincial leader’s electoral futures will be put in jeopardy.  Empirical evidence in a cross country pooled time-series analysis in this article supports the relationship between strong party leadership and good fiscal outcomes.
While cross country comparisons in this case reveal this difference between unified and fractionalized party systems, it cannot differentiate between the overall effects of a strong national government on subnational policy (which in the presence of a single, strong, national party is likely the case), and the ability of national leaders to discipline members of their own party.  Testing data from various provinces of a single country will allow separation of the effects of the presence of a consolidated national power base able to exert control over all provinces and the use of intra-party discipline by the national executive.  
Hypothesis Two: Provinces for which the provincial government is of the same party affiliation of the national government will be more likely to conform to national fiscal standards.
Fiscal Incentives
Outside of party channels, fiscal discipline may be carried out in a variety of manners.  Wibbels (2004), further specifies the fractionalization hypothesis, significantly adding to logical power of the model.  He compares two aspects of the pervious model, specifying the incentive structure in a different manner, allowing another level of analysis.  The first, called the “carrots and sticks” method occurs when national officials using either political or economic incentives to encourage subnational governments to follow national policy initiatives.  In the case of Argentina, a large amount discretionary resources are available to the executive through the use of the Aportes del Tesoro National (ATN)
.  Inducing provinces to compete for discretionary resources can be an effective tool for accomplishing national policy goals.  In addition to using tangible resources, electoral “carrots and sticks” may be used as well.  In many cases, provincial officials may eventually have aspirations to enter the national political ring.  The last two presidents of the United States are former governors, as is the current president of Argentina.  When this is the case, subnational leaders may constrain spending such as to gain the favor of national party leaders.  
Wibbels contends that both variations of the “carrots and sticks” method of control are inherently limited however by the extent to which national leaders actually have control over the relevant issues.  This can happen when either in the case of a weak national executive or party leader, or when the resources available for discretionary transfers are minimal, control is virtually eliminated, which are in many cases when subnational conformity is most needed.  “Carrots and sticks” are also subject to what Wibbles calls “collective action” problems.  If the majority of the provinces conform to national policy demands, reprimanding deviants is an easy task.  Conversely, if the majority of the provinces do not comply with national policy there is little the national government can do to keep any of them in line.  Lastly, this type of discipline can limit the flexibility of subnational policy and defeat the purpose of decentralization of political power; once again falling prey to the trap of top-down decentralization.


Wibbels uses Argentina as a case study to examine the effectiveness of the carrots and sticks hypothesis, this method however is inherently limited by its inability to take into account all of the complexities of the transfer system and other types of incentives which may be offered to provinces.  A purely analytical study is equally limited since many of the incentives are difficult to perceive and even more difficult to quantify.  While it will certainly not provide a definitive answer, examining how the distribution of discretionary federal transfers affects the behavior of subnational officials will shed some light on whether their use as financial carrots is effective.
Hypothesis Three: Provinces which receive more discretionary federal funds will be more willing to acquiesce to national fiscal policy demands.
Data and Variables


The Argentine provinces make a good case study of this for a number of reasons.  First, during the period between 1991 and 2001 the national macro economy was characterized by fiscal restraint and macro economic stability as a result of Domingo Cavallo’s convertibility plan
.  Subnational policy however was much more varied; during the time period, provincial deficits ranged from a 37% deficit to a 31% surplus
.  Despite major fiscal problems however, provincial governments were given financial bailouts numerous times between 1991 and 2001, allowing governors to maintain the illusion of fiscal stability to their constituents while many were teetering on the edge of a veritable fiscal abyss
.  During the time period in question the coparticipation system which has a fix primary and secondary distribution system generated about 76% of all transfers to the provinces.  A revision of this system by 1996 was required by the new constitution in 1994, however in 2004 it is still unlikely to be revised anytime soon.  

In December 2001 the burden of subnational debt became too much for the national government to bear and the convertibility system was abandoned.  The gradual collapse of this economic system provides variation among the various provinces and changes in many provinces over the course of eleven years.  While there were many changes in other distribution policies, this rigid system also eliminates large variations in transfers which affect provincial finances in other developing economies.  There were also presidents from both of the major parties, and over the whole period about 52% of all governors were the same party as the national executive providing a significant amount of variance in party control.  
The dependent variable for this study is subnational compliance with national fiscal policy goals.  Because of the large number of programs, fiscal pacts, and grants, creating a binary variable is difficult.  There are however several variables which can be used as a proxy for subnational compliance.  The first is the number of standard deviations the percent budget deficit/surplus is from the national annualized mean.  This statistic is an almost completely normal Gaussian distribution.  While this only represents one component of policy compliance, a good fiscal standing relative to the rest of the country would likely indicate good financial management.  Comparing annually controls for national exogenous factors such as recessions which would increase the expenditures of all provinces is some years.

In addition to this measure, a more comprehensive measure for fiscal behavior was used, an aggregate measure of fiscal performance calculated annually by Fundación Kapital including a fiscal standing, fiscal independence, size of the public sector, total debt, and several other important factors
.  The yearly rating is approximately normally distributed and slightly leptokurtic with an average of -10.55 and a standard deviation of 61.32, with the highest being the most successful and the lowest being the least successful.  The provinces are also placed in a rank order from 1 to 24 with number one being the province with the best fiscal standing; this imposes a uniform distribution which simplifies the functional form and statistical inference.  The ratings measure is created using a much more in depth investigation of provincial finances, thus in some cases it represents the state fiscal management much better than simply using provincial deficits.  The main problem with using this measure is that some of the independent variables are indirectly incorporated into the calculation of the rating, creating potential problems for the ordinary least squares assumptions.

The same independent variables were used for all regressions: fiscal independence was evaluated using total federal transfers over total expenditures, discretionary transfers were measured using the amount of Aportes del Tesoro National (ATN) received in a particular year, and party association was a dummy variable which took on a value of one when the provincial executive was the same as the national executive and zero when they were different.
 Lastly, two control variables to control for provincial wealth were included: GDP per capita and the poverty level.
  

The percentage of total revenue raised at the provincial level is an effective measure of fiscal independence taking into account the different types of taxes used in various province and the funding by national programs.  While transfers may affect subnational behavior differently than earmarked grants, since many grants are effectively fungible there is little reason to differentiate between the two.  According to the first hypothesis, as this variable approaches one, subnational deficits will tend to increase.  The second independent variable is a dummy which take on a value of one when the provincial governor is of the same political party of the national executive and zero when they are different.  This will whether party leaders are able to consolidate their power at the subnational level to support the macro economy.  Lastly, The ATN are an obvious proxy for fiscal carrots.  They are distributed almost completely at the discretion of the executive as pointed out before and therefore even they are only one potential incentive tool, they may be distributed in a similar proportion to other incentives. 
In addition to these variables several potential independent variables were tested including a provincial party dummy variable
, a variable representing the difference in percentage of total federal funds received and secondary distribution percentage assigned by law 23,428, and the size of the province (geographic, population and economic size were all tested).  However all of these variables were found to be statistically insignificant in all tests.

Two control variables are also included which may account for some of the major variations in excessive spending at the provincial level.  The first is provincial per capita GDP.  Provinces with a high GDP generally have a larger tax base, and stronger institutional capacity.  Another similar control variable is the poverty level; provinces with a high poverty level need to spend more resources on social and economic development programs.  While provinces with a very high poverty level also generally have a low per capita GDP, those with a poverty level less than one standard deviation above the mean vary to a much greater extent.  For this reason possible that the regression is robust to the inclusion of both control variables.

Preliminary analysis shows a number of potential problems with the assumptions of the ordinary least squares regression model.  Autocorrelation, heteroscedasticity, and multicollinearity for obvious reasons may all be present.  A Cook Weisberg test reveals that heterscedasticity is not present in the data.  Tests did however reveal that a Multicollinearity bias is present between ATN and poverty levels.  While this cannot be easily corrected for, it should only have a minimal effect on the statistical inferences.  
Autocorrelation is present in several of the independent variables, however regressions were run for 1991 only and still yielded statistically significant results.  This indicates that while it will have some impact on the accuracy of statistical inference, it does not diminish the validity of the findings.  Also potential independence problems because of independent variables used to calculate rating, however the ranking should not have these problems because when it is converted into an ordinal variable it significantly diminishes any variations due exclusively to the independent variables.

Results 


The regressions results provide support for several hypotheses.  When relative fiscal situation is used as the independent variable, the residual sum of squares is very large, indicating the model has relatively little explanatory value.  The second two regressions provide much more robust estimates; the fiscal rating provides the most robust estimate with an R2 of .3.
In all three models the coefficient for the party variable is statistically significant.  The coefficient for the party variable is large, significant, and positive.  This indicates that, ceteris paribus, for provinces in which the governor is of the same party as the national executive on average 0.3 standard deviations above the mean percentage annual deficit.  It is the only independent variable which has a significant direct effect on provincial deficits, indicating that it may be in large part due to the The regressions using the fiscal ranking and rating have similar results, indicating that on average same party provinces have a rating which is nine points higher and are ranked three spots lower than provinces run by other parties.  This indicates that despite the rift in the Peronist party and the significant power base of many local politicians, party discipline in terms of fiscal policy may still exist and is an effective means for controlling subnational deficits.  While this supports the conclusions of Gordin and Rodden and Wibbels, it is not entirely [image: image1.wmf]Table X: Initial Regressions for Argentine Provinces 
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3 

As defined by Fundación Kapital.

conclusive as it may seem; additional regressions in which the dummy variable was replaced by a dummy which had a value of one for a justicialista governor and a value of zero for any other party.  When both dummy variables were present, neither were significant, however when the only the justicialiasta the coefficient was not statistically different from that of the party dummy variable, indicating that it is just as likely that differences in spending are the result of characteristics unique to the justicialista party and are not the result of discipline from the national executive.  In combination with the results from the Remmer and Wibbels study however, it seems likely that party displine is a factor both during the Menem presidency for the justicialista and during the De la Rúa presidency for the Radicales.  
The fiscal independence variable is significant and large in the second two regressions with the expected sign and magnitude, but not significantly different from zero in the first.  Overall is indicates strong support for the theory that the relationship between own revenues and fiscal responsibility is very strong.  While part of the reason for the increase significance when rating is used as the dependent variable may be because use of own resources is incorporated into the rating, this would not be the case when rating is used.  Further examination of the distributions reveals that the relationship seems to diminish after own resource reach about 35%.  While a more rigorous analysis is needed this seems to indicate a non linear (possibly logarithmic) relationship.  Under these circumstances transfers cannot be perceived as intrinsically bad.  Before they can be used effectively however, provinces most reach a certain threshold of income on their own.
Lastly, the effect of discretionary transfers seemed to have a significant positive effect on fiscal standing only in the first regression and even then the coefficient is very small.  Discretionary transfers most likely have a direct effect on fiscal standing because they do in fact five provinces more money, which prevents them from going into debt.  The reason it is not significant in predicting the rating and ranking variables may be because while it may provide a temporary budgetary cushion, it is an ineffective means of encouraging long-term fiscal discipline.  Subnational leaders know they are not guaranteed this funding in the following year they do not increase projected outlays for the following as they would for a new grant or transfer, thus they do not have a negative effect, but neither do they have a positive one.

Perhaps the most important result however is the relative importance of the various factors.  In both the second and third regressions, fiscal independence is far more significant and has a relatively larger coefficient than any of the other independent variables.  This shows that developing institutional capacity and revenue programs at the local level is critical to ensuring fiscal responsibility and political accountability.
Conclusion 

These results support the conclusions of several previous authors, confirming the importance of fiscal independence and party affiliation in determining subnational fiscal success, while exposing the ineffectiveness of financial carrots and sticks in producing responsible behavior at the subnational level.  This conclusion also highlights the importance of the balance between top-down and bottom-up decentralization.  While the central government needs to maintain some semblance of control over fiscal and monetary policy, it is crucial that provincial government assume a significant amount of responsibility both in terms of resource allocation and revenue generation.  Programs to develop local institutional capacity are critical to meet the needs of decentralized subnational units.

Further study on this topic is also necessary.  While it is clear that provinces with a higher degree of own resources were more successful, there are other determinants methods of controlling subnational finance have yet to be revealed.  A cross-country study at the provincial level would enable a more detailed specification of some of the economic variables.  It would also create a larger variance in the degree of party discipline, creating a much more intricate understanding of the extent to which party officials may or may not exercise control over subnational budgets.    
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� The level of horizontal redistribution is one of the most contentious topics in the Argentine transfer system.  For a more comprehensive discussion of this debate see Murhpy (1996), Schwartz (1997), and Cetrángolo(2002).


� For an analysis of grant fungibility see McGuire 1956 and Zampelli 1986.


� The ATN are allegedly to support provinces in a regional recession or in the case of a fiscal emergency, scholars agree that they are distributed almost entirely for political reasons and have little to do with economic necessity (see Gordin 2003 and XXX)


� For a summary of Argentine economic policy during this period see XXXXXX.


� These are from Rio Negro in 1993 and San Luis in 1998 respectively.  


� Several provinces in fact went over the edge and were taken under federal control by national decree.


� For a comprehensive explanation of the methodology used for this rating see: http://www.mininterior.gov.ar/provinfo/bd_provinfo_2/archivo/HCD01.Metodologia.utilizada.en.el.ranking.fiscal.pdf


� Provinces under national control by decree of congress are considered to be the same party as the national executive.  This includes Catamarca in 1991, Corrientes from 1991 to 1993 and 2000 to 2001, Santiago del Estero from 1994 to 1995, Tierra del Fuego in 1991, and Tucuman in 1991.


� Poverty level is measured by Necesidades Basicas Insatisfechas, the measure of poverty most often used by the Argentine government, which represents the percentage of individuals who do not have an adequate family income to provide for their basic needs.


� Gordin (2000) found that provincial parties were able to extract much higher level of transfers that national parties in Argentina.
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