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LIST OF ACRONYMS AND ABBREVIATIONS
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1E Specific Tax
IMF International Monetary Fund
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IPTU Urban Property Tax
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IR Income Tax
ISS Tax on Services
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1TR Rural Property Tax
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PIS/PASEP Social integration Program
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PNMA National Environmental Policy
PPP Polluter Payer Principal
RMBH Belo Horizonte Metropolitan Region
RMSP Sao Paulo Metropolitan Region
SDU Urban Development Secretariat
SEMA Special secretariat for the Environment
SEMAM Secretary for the Environment
SISNAMA National Environmental System
SUDENE Superintendency for the Developr-ent of the Northeast Region
SUS Unified Health Care System
UNDIME Association of Municipal Secretariats of Education
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BRAZIL

THE CHALLENGE OF MUNICP. AL SECTOR DEVELOPMENT
IN THE 1990s

VOLUME U

CHAPER I

INTRODUCIION

1. Objectives of Volume II. This volume presents in detail the findings of the Bank's work
on selected issues concerning Brazil's municipal sector. It supports the shorter, more policy oriented
Volume I by providing complementary information collected during the mission. The main focus is upon
aspects that involve:

(a) the institutional arrangements and policy framework for municipal development;

(b) the state of municipal financial management; and

(c) the likely impact of institutional and financial management deficiencies on municipal
finances and on how well municipal services are delivered. Evidence of this impact
is derived from a detailed analysis of urban environmental issues and municipal
involvement in primary education.

2. Motivation. The report has been motivated by two main issues. First, the 1988
Constitution has enhanced the relative importance of municipalities in Brazil's federal system by
increasing their income from all sources, own and transferred, and their expenditure responsibility.
While the full effect of the new revenue sharing system will not be felt until 1993, it is important to
assess whether municipalities have the capacity to assume these new responsibilities and to manage these
new resources efficiently and equitably. In many sectors, such as health and environment, the
municipalities' experience is very limited.

3. Second, there is growing concern about the national fiscal impact of the larger municipal
role. While the revenue effect of the changes can reasonably be approximated, the costs of the larger
expenditure requirements are largely unknown at this stage. Imbalances between revenue sources and
expenditure responsibilities have already had some fiscal impacts as illustrated by the growing number
of municipalities who rely on suppliers' credit to finance expenditure. They have also resulted in
investment rationing in infrastructure, in sewage collection and treatment, for instance. While these
imbalances do not yet represent a significant fiscal risk, their current effects hint at an issue that deserves
attention.

4. Approach. The institutional and financial aspects are assessed in two separate chapters.
Interaction between the two aspects is specified and discussed within each chapter as appropriate. Each
chapter starts with a normative benchmark against which the current situation can be assessed to identify
the main issues and concludes with guidelines for reforms to strengthen the institutional support to
municipal policymaldng and to ensure the sustainability of municipal financial management.
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5. Limits on the Scope. The focus of the discussion of the conceptual issues is on the role
of municipalities within the Brazilian federal structure. Most of the more pragmatic issues focus on the
municipal role in the urban sector where about three-quarters of Brazil's populatior live--about 6% more
in 1988 than at the beginning of the decade. Furthermore, many of the institutional and financial issues
raised are general enough to be of importance both to urban and rural municipalities.

6. General Background. The Government of Brazil has embarked on an ambitious program
to reform the state. This program includes a decrease in the size of the public sector, the privatization
and reform of public enterprises and the strengthening of financial institutions. lTe program also
includes decentralizing the public sector, giving increased responsibility for infrastructure and public
service delivery to subnational govemments. This decentralization was begun by the Constitutional
reforms of October 1988.

7. Sectoral Background. In the New Constitution, the financing and provision of public
goods and services in general, and urban policy formulation and implementation in particular, are viewed
as a shared responsibility of the three government levels. However, while the new Constitution has
clearly assigned some responsibilities across the three levels of government, the transition period for their
full implementation is not yet over, in fact no deadline has been set. The complementary legislation and
regulations have yet to be issued. In the meantime, municipalities are facing an increasing number of
problems in dealing with their new responsibilities. For example, problems in Brazil's municipal and
urban development today include: (i) the degradation of infrastructure supply and productivity (for
example, in water supply/sanitation and weste management and urban transport, etc.) and of
environmental quality; (ii) shortages of social services and of shelters; and (iii) poor land use planning
and monitoring.

8. Plan. This volume is organized as follows:

ChapterII provides a quantitative description of the relative importance of municipaLties
in Brazil's public sector and it describes the overall evolution of their size and structure.
It also highlights their macroeconomic role.

Chapter III presents a description of the institutional component of policymaking. It
covers the legal and regulatory framework required to implement federal, state or
municipal policy decisions. The focus is on the potential impact of the ability to deliver
municipal services and on overall financial performance.

Chapter IV focuses on the design of municipal financing sources. It analyzes its effect
on the financial situation and prospects of municipalities.

Chapter V is an attempt to tie together all the issues raised in the two previous chapters
through two case studies. They show how institutional failures and deficiencies in
financial management can, in practice, lead to a deterioration in municipal service
delivery.
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CHAPTER n

A MIACROECONOMIC PERSPECTIVE ON
THE RELATIVE IMPORTANCE OF MUNICIPALrITES

9. This chapter describes the overall evolution of the size and structure of Brazil's public
sector, highlighting the relative size of the three levels of governments. It also presents some preliminary
evidence on the fiscal effects of the Constitutional reforms on expenditure and tax assignments. It
concludes with a brief overview of the macroeconomic importance of municipalities.

A. THE STRUCTURE OF BRAZIL'S GOVERNMENT

10. Brazil is a three tier federation consisting of 27 states, the Federal District and 4,493
municipalities. About two thirds of these municipalities are in the Northeast and the Southeast. ITe
decision to create new municipalities lies within the authority of the states. However, the 1988
Constitution reinforced the federal nature of Brazil's government system by making municipalities co-
equal and independent partners; in most other federations, municipalities are usually handmaidens of
state governments. The Constitution also increased the degree of responsibility which subnational
governments exercise over their revenue means and expenditure patterns. More resources are being
made available to subnational governments at the expense of the federal government.

11. Indirect vs. Direct Administration. In addition to these three government levels, Brazil
relies on a large "parallel" administration known as "indirect or decentralized administration." This
consists of governmental entities outside the central direct administration to which many functions are
delegated. There are about 1,000 such entities for all states and more than 300 for all municipalities.
They have various names and legal forms but they are politically controlled by the government. They
include autonomous entities carrying out typical government functions (autarquias), mixed economy
enterprises that combine private, usually limited, and public capital (sociedade de economia mista), public
enterprises and foundations (fundafoes) that carry out functions that need not legally be implemented
by the public sector. These indirect administration bodies are particularly important, in terms of
expenditures, in public utilities (such as electricity, water and sanitation), road construction and
maintenance, housing, urban services, transport, social security and data processing.

12. How Large Is Brazil's Government Sector? According to preliminary National accounts
figures for 1990, Brazil's public expenditures represent 31% of GDP. This is about 2% above the
average for the world in 1988 but almost 8% over the Central and Latin American average. Even so,
it underestimates the actual size of Brazil's public sector because it ignores, as most quantitative
assessments of Brazil's expenditures do, most of the indirect administration as Brazilian national accounts
classify them as part of the private sector. However, most of the indirect bodies are highly subsidized
by the level of government controlling them and often also by the direct, or indirect, federal
administration. In addition, they can and do borrow. While the subsidies are picked up by the centralized
administration accounts, this borrowing is not.
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13. An example may best illustrate the extent of the usual underestimation of the public
sector size. National accounts indicate that, in 1988, Brazil's central government expenditures were
16.1% of GDP. These included wages and salaries, (3.2% of GDP, for the slightly over 0.5 million civil
servan#s in the centralized administration, mainly in the Ministries of Health and Education. However,
the indirect administration counts about 1.5 million employees, three times as many as the central
administration employs. When all indirect central administration expenditures are accounted for, the IMF
Government Statistics estimate that total central government expenditures in 1988 added up to as much
as 29.5%, almost twice as much as was recorded in Brazil's national accounts.

14. The possibility of making a more systematic assessment of this underestimation is
hindered by the limitations of the current database. But the fact that the national accounts provide a
lower bound should be kept in mind when discussing the need for adjustments in the size and role of
the public sector at any of the three government levels.

B. EVOLUTION OF REVENUE AND EXPENDITURE ACROSS GOVERNMENT LEVELS

15. Evolution of Revenue and Expenditure Levels. Table 11-1 shows how expenditure and
the final disposition of revenue of the three levels of government evolved between 1970 and 1990. Over
the long run, it shows that, as a proportion of GDP:

(a) federal and state "net revenue" consists of total revenue net of transfers paid to
other government levels. These revenue levels have followed a declining trend since
the mid-1970s but they seem to be recovering partially since 1989. Municipal net
revenue, including federal and state transfer; received, has enjoyed a slow but steady
increase. The focus on net revenue hides the fact that tax revenue has declined
overall by over 4% of GDP, most of it to the detriment of the federal government
and has been replaced by nontax revenue such as required loans (unindexed) and
various forms of user fees;

(b) federal and municipal expenditures have tended to increase, while state expenditures
have tended to decline--but not as fast as their net revenue;

(c) federal and state governments present the largest problems of fiscal imbalance,
expenditure minus revenue. Municipal fiscal imbalances do not seem to be as
significant;

(d) using the wage bill as an indicator, states are as large an employer as the federal
government. The wage bill is the largest component of municipal expenditures; and

(e) municipal governments contribute almost as much as the federal government does
to public investment, while the states are the largest contributors; in general,
however, public investment has tended to decline.
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TABLE U-1

INDICATORS OF THE EVOLUTON OF THE SIZE OF THE THREE
GOVERNMENT LEVELS IN BRAZIL

(% of GDP)

1970 1980 1985 1989 1990

Central 14.8 15.5 12.7 14.5 16.3
State 9.6 5.8 6.5 7.8 9.5
Munlolpal 2.7 2.4 2.5 3.8 6.2

Central 14.5 16.7 14.3 20.9 16.6
State 8.3 5.6 7.1 8.1 10.2
Municipal 2.8 2.5 2.7 3.7 4.3

Wages & Salarles 8.2 7.1 7.0 9.7 10.4
Central 3.6 3.0 2.5 4.1 3.6
State 3.9 3.3 3.4 4.0 5.0
Munioipal 0.8 0.8 1.1 1.6 1.8

Transfers to Consumers 9.6 9.8 12.2 15.5 11.9
Central 7.9 8.5 10.2 13.7 9.8
State 1.5 1.1 1.7 1.3 1.6
Municipal 0.2 0.2 0.3 0.5 0.5

Cros0 Investment 4.5 3.8 2.3 3.0 3.6
Central 1.6 1.8 0.5 0.9 0.5
State 1.9 1.3 1.2 1.4 2.1
Municipal 1.0 0.7 0.8 0.7 0.9

Scurces: National Accounts/FGV/1BRE/CEF (up to 1987) and FIBGE/DECNA (1988/1989); PIS - FIG6E (Jan/91)
MOg3fl: 1. The figures cover direot administration, including social security, FGTS and PIS/PASEP but exclude the Central

Bank and publio enterprises.
2. Data for 1988 and 1989 Is preliminary.
3. Revenue Includes net own tax and nontax revenue as well as Intergovernmental trensfers
4. Transfers to consumers are composed of social seourity, subsidies end Internal debt servicing.

16. Evolution of Revenue and Expenditure Relative Shares. The information provided by
Table 11-2 complements the previous discussion. It shows the evolution of the share of each government
level for each category of revenue and expenditure. Once again some clear facts emerge:

(a) the relative share of state governments in total net revenue has declined the most
while municipal net revenue has tended to increase;

(b) if the relative share of aggregate level of expenditure is used as an indication of the
relative importance of each govemment level, the table suggests that the states have
declined the most, while the municipalities have maintained aad even slightly
increased their importance;
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(c) the loss in relative iniportance of the states is also apparent from the wage bill which
shows that the decline in state employment has been offset by an increase in
municipal employment while the federal govemment has maintained Its share; and

(d) municipit:. contribute as much as the federal govemment does to public
investment, while the states are the largest contributors. '

TABLE II-2

INDICATORS OF THE RELATIVE SIZE OF THE THREE
GOVERNMENT LEVELS IN BRAZIL

(% of Total of Each Subcategory)

1970 1975 1980 1985 1989

O:entral 54.6 63.3 65.8 58.5 55.6
State 35.4 27.3 24.5 30.0 29.9
Municipal 10.0 9.8 10.1 11.5 14.8

Ceantral 57.1 62.5 668 586 8 3.9
State 32.1 25.7 23.8 29.1 24.8
Municipal 10.2 10.4 10.6 11.1 11.3

Wages & salaries 100.0 100.0 100.0 100.0 100.0
Central 42.2 42.3 39.7 36.2 42.3
State 47.0 46.5 44.4 49.3 41.2
Municipal 9.6 11.3 15.9 16.9 16.5

Transfer to Consumers 100.0 100.0 100.0 100.0 100.0
Central 50.0 86.7 89.3 83.8 88.I
State 33.3 11.2 9.0 13.9 8 4
Municipal 16.7 2.0 1.6 2.5 3.2

Gross Investment 100.0 100.0 100.0 1 ,00 100.0
Central 36.4 46.2 ,)29.2 21.7 31.0
State 43.2 33.3 37.5 62.2 48.3
Municipal 22.7 20.6 29.2 26.1 24.1

17. Evolution of Brazil's per Capita Revenue and Expenditures. While Table 11-1 seems
to indicate that Brazil's public sector is indeed large by international standards, it does not provide a
clear indication of the relative changes in its size. A useful indicator is provided by the evolution of per
capita figures for the categories in Tables 11-1 and II-2. The results of this computation are summarized
in Table 11-3.

1 This statement may be somewhat distorted to the extent that all forns of public
euterprices are excluded from the public sector in national accounts. However, public enterprise
Investment is also slgnificant even If not picked up in these numbers. In the medium term,
privatizatiou of federal public enterprises will reinforce the observations made here.



Chapter H1 7

18. Table 11-3 shows strong evidence that Brazil's public sector is growing. In 1990, Brazil's
public expenditures per capita were more than twice what they were in 1970. It also shows that its rate
of growth has slowed significantly during the eighties. Per capita public expenditure increased by 70%
between 1970 and 1980 and by 22% in the following 10 years. The most sustained increase was in wages
and salaries. At the other extreme, the only category that was lower at the end of the 1980s than at the
beginning was subsidies per capita. (Table H-4). Investment per capita stagnated because state and
municipal increases were not sufficient to offset the decline in federal performance. In terms of specific
government levels, the municipal sector showed the largest growth. Municipal expenditures per capita
almost tripled.

TABLE HI-3

A COMPARISON OF SOME PER CAPITA FISCAL INDICATORS
(in constant 1990 US$)

INTERNAL
DISPOSABLE TOTAL WAGES & SOCIAL DEBT GROSS TOTAL

TAX REVENUE REVENUE SALARIES TRANSFERS SERVICE INVEST. EXPEND.

1970 298 277 65 128 7291
1975 462 416 82 158 7 49 403
1980 569 527 84 348 16 24 531
1985 452 400 79 23. 90 16 463
1988 440 491 107 216 92 34 539
1989 429 490 139 257 201 29 707
198sep 490 520 115 251 57 17 526

1970 t42 179 73 24 5 34 156
1975 157 178 8E 26 3 35 173
1980 193 196 95 30 7 31 189
1985 189 207 108 38 14 38 228
1988 194 234 111 50 7 40 249
1989 212 262 135 41 3 48 274
19901p 249 301 169 47 2 67 324

E C-1-----WE M.-A.C' .- 

1970 49 51 16 ~~~~ ~~ ~ ~~4 0 15 49
1975 58 64 22 4 1 21 67
1980 73 80 33 6 2 24 85
1985 79 79 34 8 2 19 87
1988/p 96 97 47 11 4 31 124
1989ap 100 129 55 16 1 22 124
19901p 133 165 59 16 1 27 137

1970 487 507 154 156 12 81 4
1975 677 658 192 188 11 105 643
1980 835 803 212 384 25 79 805
1985 720 692 221 278 106 73 778
19881p 730 822 265 277 103 105 912
1989/p 741 881 329 314 205 99 1,105
19901p 872 986 333 314 8o 111 987
_Soure: Contas NeJolonaIulConta Governo - FGVIIBREI/EF (until 1987) ana FIBGE/DECNA (199851989); Pig - FIGBE (Jan.91)
No 1. Using the GDP deflator and the average exchange rate for 1990 ($1 -C067.87)

2. DIspoSable revenue - own revenue +I-transfers fromito other government levels
3. Social Transfers to consumers - 'Boneffclos Pravidenclirios e Assistnola Social, Includes social security

benefits, retirees, FGTS, PI-PASEP and unemployment bonefits
4. Internal Debt Service Includes Interest, commissions and desiglos and excludes monetary and exchange rate correction.
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19. To finance this overall increase in expenditures, every Brazilian, in 1990, paid a!most
80% more taxes than in 1970. This is still less than what they were paying in the late 1970s. E13ery
Brazilian is, however, paying much more in nontax instruments such as user fees and compulsory loans.
The distribution of these additional payments has changed significantly. Municipalities have twice as
much disposable revenue as they had in 1970 while the federal and state governments only have 40%
and 45% more respectively. On the other hand, state expenditure per capita increased by only 171% in
comparison to about 250% for both federal and municipal govemments.

20. Macro Indicators of the Fiscal Effects of the 1988 Reforms. Tables II-1 to 11-3 also
illustrate some of the first fiscal effects of the 1988 Constitution. These can be derived from an analysis
of the 1989 data: 2

(a) states and municipal governments should enjoy significant revenue gains both in
absolute and per capita terms, thanks to larger transfers and expanded own revenue
bases. In relative terms, municipalities were the main beneficiaries as their share of
total revenue increased significantly. Even if these figures also reflect some
improvements in municipal revenue collection as the bases for property taxes have
been reassessed, they point to substantial improvements in the amount of resources
available to the subnational govermments in generaL The Federal government
managed to offset some of its revenue losses through partial reforms in tax design
and collection, for example, by reducing collection lags;

(b) state and municipal governments have higher expenditure levels, reflecting their
greater responsibilities under the new Constitution, but the increase in subnational
expenditures has not been paralleled by a matching decrease in federal expenditures.
In fact, federal expenditure has increased significantly as the burden of the intemal
debt--which reflects the overall imbalance between expenditure and revenue--has
been fully absorbed by the central government in 1989; preliminary data for 1990
still shows federal expenditure above its 1988 levels;

(c) table 11-3 also clearly illustrates the increased macroeconomic role of the states as,
in per capita terms; they are the only level of government to allocate more resources
to public investment. Of course, this should be appropriately qualified by the usual
political business cycle explanations for increases in expenditures as 1990 was an
election year for state governors; and

(d) In 1989, the overall deficit was significantly higher than in previous years, but this
cannot be blamed on the imbalances between expenditures and revenue assignments
across government levels. The major problem in 1989 was the cost of servicing the
intemal debt. In fact, the 1990 Central Bank data shows a transformation of an
overall operational deficit-a concept not fully compatible with the national accounts
concepts--of 6.9% of GDP to a surplus of 1.2%, mostly thanks to a 2.4% surplus
realized by the central government (instead of a 3.7% deficit in 1989) and to a

2 The full effects of the constitutional changes wlll only be apparent In 1990, as the
Implemeuvation of the 1988 changes required complementary regulation that was only finalized
during the first half of 1989.
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reduction in deficit to 0.6% for state enterprises (from 2.4% in 1989). Furthermore,
the states and municipalities have also reduced their operational deficit from 0.6%
to 0.4% of GDP.

C. THE MACROECONOMIC IMPORTANCE OF MUNICIPALITIES

21. This brief overview of the macroeconomic environment attests to the Increased role
assumed by municipalities in Brazil. First, they are assuming a larger role in overall service delivery.
Second, this increased role as a supplier of goods and services also has some other macroeconomic
effects. Municipalities play this larger macroeconomic role:

(a) in the labor market;

(b) in public investments; and

(c) in the social sectors.

22. Labor Market. Municipalities are acquiring a larger relative importance in the labor
market through expenditures on wages and salaries. While there are no exact figures on their total
employment levels, some examples can illustrate the levels discussed. The two largest municipalities in
Brazil, Rio de Janeiro and Sao Paulo, have about 150,000 employees each. Medium sized municipalities,
such as those visited during the mission, may vary from 1,000 to 4,000 employees (for example, Campo
Largo-1,400; Ananindeua4,000; Sobral-2,600), while small municipalities may reach about 200 to 300
civil servants at the most (Bocailva do Sul-200).

23. Investment. Municipalities also have significant potential to influence the overall
performance of the economy. Through non negligible expenditures on infrastructure investment, in
principle, municipalities complement and enhance the productivity of private sector investment. ' They
also do so by providing coiisumer services to households, such as water, for instance.

24. Poverty Alleviation. Finally, municipalities have a social role to play. The fastest increase
in per capita expenditures on social security and on subsidies can be credited to municipalities. In fact,
municipalities are progressively replacing the states in these activities. Of course this does not prove the
efficiency of these expenditures; it simply highlights an important role of the municipalities. It also
poin.s to the need to assess their institutional capability and the efficiency of the approaches they have
taken in the face of severe fiscal constraints.

25. More Is Not Necessarmy Better. More employment and more investment are not
necessarily indicators of improved performance or quality of service, as will be discussed in Chapter IV.
More employment may simply hide unemployment and more investment may simply crowd out private
investment with a higher rate of return. Also, as will be argued in Chapter IV, the observed approximate
fiscal balance probably reflects a rationing of expenditures and limited access to borrowing rather than
a consciuos attempt to balance fiscal accounts. Rationing means that demand is not satisfied; it can also

3 Even accounting for the fact that investment by public enterprises and other autarquies
are not accounted for, it seems rather unusual to have municipal Investment that is almost as
large as federal Investment.
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reflect a mismatch between supply and demand. The overall situation stems, at least partially, from the
dependency on sometimes earmarked federal and state transfers. These may be a politically convenient
substitute for the use of own revenue bases or for own borrowing, but the long term effects on the
overall fiscal performance of the economy are unsustainable. The federal govermnent would have to
increase tax levels continuously or increase borrowing to transfer resources to municipalities.

26. Summing Up. The main conclusion of this chapter is that Brazil's municipalities are a
core participant in the macroeconomic adjustment Brazil is undertaking. Their role has increased both
in scale and in structure. It has increased in scale because their disposable revenue, own and tiansferred,
is almost three times what it was 20 years ago and twice what it was 10 years ago. It has also increased
in structure because they invest more than the federal government and are becoming a non-negligible
actor in social programs. However, the successful contribution of municipalities to Brazil's overall
macroeconomic performance and to poverty alleviation will depend on how successfully the were able
to implement their constitutionally assigned responsibilities. In turn, this will depend on their ability to
address specific microeconomic, financial and institutional criteria, which will be defined later. This is
the major focus of the rest of this report.
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CHAPTER Im

THE POTENTIAL FOR AN INSTIU ONAL CRISIS

27. This chapter focuses on the institutional component of municipal policymaking. It is one
of the key elements that influences the policy process and its outcome. It covers the legal and regulatory
framework required to implement those federal, state or municipal policy decisions that have an impact
on the ability to deliver services and on the overall financial performance of municipalities. How well
goverment, in general, and the municipalities in particular, are organized depends on administrative
efficiency and on the institutional ability to adjust to change. Poor performance in both areas will affect
the effectiveness of policies. While important, this element is often ignored as a result of the almost
exclusive focus rn the acute fiscal crisis in Brazil and the required adjustment programs.

28. The chapter distinguishes two main branches in the institutional component. The first
is the overall institutional set-up defined by: (i) the new Constitution; (ii) the interactions with other
government levels; and (iii) a legalistic and centralizing tradition. The second is the local institutional
arrangement adopted for the implementation of municipal responsibilities. The chapter starts with an
overaUl vision of what a desirable institutional set-up should be. Then, it deals with each of the two
branches in turn and concludes with a summary diagnosis combined with a set of reform proposals.

29. This chapter shows that the municipal policymaking apparatus is presently incomplete,
and that there are many unanswered questions concerning the direction of policy, the responsibility for
program implementation and the division of labor among ministries and among levels of government.
Combined with the chapter on municipal financial management, it shows that the institutional issues are
also part of the fiscal crisis. In particular, it shows that the major specific sources of a potential
institutional crisis that can be identified are:

(a) an excessively complex legal apparatus required to implement policy decisions;

(b) the lack of an effective overall institutional set-up to ensure accountability at all
government levels;

(c) coordination failure across government levels, within the same government level
(across states or municipalities, for example) and within the same government
administration;

(d) a lack of incentive for the various government levels to implement their
responsibilities in an efficient and financially sound manner;

(e) the incapacity of the federal government to assume leadership without trying to
offset the decentralization objectives; and

(f) fiscal and human capital constraints on the municipal implementation capacity.
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A. CHARACTERISTICS OF A DESIRABLE INSTITUlTONAL ENVIRONMENT

30. This section defines a set of criteria that can be used to assess the institutional
arrangements for bringing about decentralization. The likelihood that the institutional set-up will provide
effective support to municipal policy maldng will increase significantly as it meets the criteria defined
below. In sum, these criteria are a first step toward the establishment of a benchmark that should
become the goal of an institutional reform of municipal policymaking.

1. The Two Institutional Roles of Municipalities

31. Municipalities as Autonomous Suppliers. Under the notion of decentralization
expressed in the Constitution, municipalities are defined as autonomous providers of some public goods
and services to their local communities. Their decisions have to deal with the realities of budget
constrained choices. They also have to deal with instrument-constrained choices, as the Constitution
assigns both expenditure and revenue sources across government levels. In theory, the choice of
municipal service provision should be made collectively by residents in the light of these constraints via
elections in which municipal candidates run for public office on alternative revenue and expenditure
platforms. Residents unhappy with the level and type of municipal services have the option of migrating
to another municipality.

32. Municipalities as Subcontractors. The municipalities also have some residual
responsibilities to contnbute to the country's objectives as set at the federal level. These occur when the
benefits of public provision have strong local limits. Municipalities are then only the agents of the
federal, and sometimes state, governments. The subcontracting of responsibilities to municipalities
requires built-in incentives to ensure that the local initiative is channelled in the desired direction. It
also requires proper guidelines from the mandating government level. Lack of leadership can worsen
institutional vacuum and create more obstacles to the implementation of programs and policies. The
more detailed case studies will illustrate the risks of policy and institutional failures that a divergence
of interests and objectives between the principal, the federal or the state governments and the agent,
the municipalities, can lead to. The institutional design required for policy to be implemented has to be
based on a convergence of interests and a compatibility of incentives if the demands of the voters are
to be met.

2. Criteria to Assess the Institutional Design of Municipal Responsibilities

33. Autonomous and delegated responsibilities should both be assessed according to a set
of similar criteria. ' They require that all decisions be based on production efficiency, demand
efficiency and equity, with the relative weights varying according to the preferences of the local
communities as the new Constitution recommends (the autonomous component) or according to the
instructions of the federal or state governments in situations where municipalities are only acting as an

4 For a detailed discussion of some of these criteria, see T. Campbell (1991),
Decentralization to Local Government in LAC: National StrateRies and Local Response in Planning,
Sgendint and Mtanagement, The World Bank, LAT Regional Studies Program, Regional Report No. 5,
July.
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agent. Accountability for decisions taken should ensure that voices are heard when the efficiency and
equity criteria are not satisfied.

34. Accountability. Municipalities should be accountable to their electorate when its
decisions are autonomous. This form of accountability depends on how much autonomy they have over
revenue sources. Under current arrangements, financial autonomy is limited because most revenue stems
from shared taxes whose bases and rates are not controlled by municipalities or grants. Better
performance from own sources of revenue should increase autonomy and improve accountability.

35. Municipalities should be accountable to both their electorate and to the federal and state
governments when they act as agents. Democracy and freedom of migration ensures accountability to
the electors. 5 Financial and managerial accountability are required to ensure accountability to a higher
level of government. They also tend to improve equity and efficiency in the provision of municipal
services. To ensure these forms of accountability, the most common instruments relied upon are audits
and performance indicators to assess whether public services are being provided at the best price
available. Instruments in turn need to be transparent when being built into the design of institutions and
the implementation of policies.

36. Production Efficiency. Production efficiency measures the costs at which specific
municipal goods and services are provided. Irrespective of whether or not municipalities provide the
optimal bundles of goods and services, production efficiency requires that these bundles be provided at
minimutn cost. Production efficiency also depends on the possibility of economies of scale in the
provision of municipal services. Strong indicators of efficiency are the evolution in the level of
employment for the level of service provided and the extent to which the private sector is relied upon
to provide goods and services that are not necessarily public goods.

37. Demand Efficiency. Demand efficiency measures how well the municipal provision of
goods and services matches consumer preferences and budget constraints. The demand efficiency
indicator is provided by the extent to which the price of goods and services reflects their economic costs.
This implies that the approach followed to recover costs is the benefit principle. Those who benefit from
a service should pay for it. This is seldom the case where municipal services are concerned.

38. The Equity Goals. Equity measures how well the institutional arrangements deal with
Brazil's two main redistributional needs. These needs stem from two sources: interpersonal and
interregional. The deterioration of the macroeconomic situation observed during the 1980s has increased
the number of poor in BraziL 6 Aiming to achieve greater efficiency and better financial management
is necessary. However, it should also yield new and more effective means of addressing long-standing
equity problems. Similarly, the equity of the financing system can be assessed by looking at its impact
in reducing interregional distortions without reducing the incentive of the poorest municipalities to
maximize revenue from their own sources. This second aspect is dealt with in more detail in the
next chapter.

5 Migration decisions are likely to be dominated by economic factors such as employment for
many regions of Brazil.

6 For a quantitative analysis, see Bonelli, R. and G.L. Sedlacek (1990), "A Evolu;ao da
DistribugAo de Renda entre 1983 e 1988", IPEA, Texto Para Discussgo No. 199, Outubro.
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B. THE INSTITUMONAL ENVIRONMENT OF BRAZIL'S POLICYMAKERS

39. This section provides a description of the main agents and factors involved in the
institutional environment of Brazil's policymakers dealing with municipalities: (i) the new Constitution,
(ii) the states, (iii) the federal government, and (iv) the metropolitan regions. In doing so, it also
provides an initial assessment of the issues raised by the current state of the institutional arrangements.

1. The New Constitution

The Set-up

40. The new Constitution has lead to the latest in a series of historical changes in Brazil's
approach to fiscal federalism. Decentralization in Brazil is intended to strengthen federalism by
enhancing the role of states and municipalities as equal partners in government. As in other countries
of the region, this is done by transforming fiscal and political relationships among the levels of
government in order to:

(a) increase income from revenue transfers as well as from own sources;

(b) change the mix of expenditure authority among government levels;

(c) strengthen subnational governments in order to implement state reforms; and

(d) increase jurisdictional responsibility and decision-making powers (such as the local
elections of governors, mayors and council members and the setting of priorities at
the local level).

41. The New Constitution as the Best Decentralization Attempt. ' The new Constitution
is the major instrument relied upon to achieve decentralization. It advocates changes in Brazil's
centralizing heritage and makes a strong commitment to decentralization. A key benefit that is expected
to arise from this commitment is more efficient and equitable delivery and financing of services, as local
expenditure needs and financing preferences and capacities are generally better known to local
governments than to higher levels of government. It should also simplify multiple layers of jurisdiction.

42. In addition, the institutional framework spelled out in the 1988 Constitution gives
increased responsibility to subnational governments for their revenue means and expenditure patterns.
This should also improve public sector accountability, as disagreements on the level and quality of service
provision are easier to voice locally than at the federal level. If the disagreements are about quality, this
better accountability could also increase the effective supply of expenditures and hence reduce the
financing needs of municipalities. The better knowledge of local needs on the part of municipal
governments should ensure that the welfare costs of rationing as a means to balance accounts are
minimized. There is a limit, however, set on the responsibility of subnational governments (particularly
municipalities) as a large part of these expenditures is financed by sometimes earmarked transfers from

7 A much more detailed discuesion of the institutional and f*scal importance of the new
Constitution is available in: A. Shah (1991), The New Fiscal Federalism in Brazil, World
Discussion Paper, No. 1254, and Appendix IV.
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the higher government levels or by loans that are also controlled for specific programs. Therefore,
subnational governments do not have full control over their expenditures, and some patterns of spending
are dictated by the federal government. 8

43. Expenditure Assignment. 9 The changes brought about by the new Constitution in
service delivery responsibilities are generally consistent with the decentralization objectives. This is
obvious from the specific expenditure assignments summarized in Table HI-1. Service delivery
responsibilities by the various levels of government may be summarized as follows:

(a) Federal government: among several peculiar and exclusive competencies, to set
national and regional plans of territorial organization and economic and social
development; to set guidelines for urban development, including housing, basic
sanitation and urban transportation; to legislate some issues such as directives for the
national policy on transportation, social security, directives and basis of the national
education;

(b) State govemment: shares with the federal government responsibility for health,
higher education, culture, environment and natural resources, agriculture, housing,
social welfare; has residual competencies, meaning everything that the federal and
the municipal governments do not do; they also have to create their own
metropolitan regions; and

(c) Municipal government: legislates on matters of local interest to supplement state
and federal legislation; delivers public services including collective transportation;
basic education and health; planning and control of land use and occupation.

44. Tax Assignment. Taxes should be assigned consistently with expenditure assignments,
but a common practice in developing countries, and to some extent in Brazil, is to assign them
independently of expenditures. The broad principles underlying optimal tax assignment are equity
(keeping revenue means consistent with expenditure needs) and efficiency (minimizing resource cost).
Certain types of taxes, redistributive taxes, taxes affecting economic stability, taxes on mobile factors and
taxes whose bases are distributed very unequally among jurisdictions, should be centralized at the highest
level of government. Residence-based taxes, such as sales taxes on consumption goods or excise taxes,
are appropriate at the state level. Taxes on immobile factors are best assigned to the local level. User
charges are appropriate at all levels. Current tax assignment in Brazil is broadly consistent with these
recommendations as shown in Table III-2.

45. Table III-2 shows that municipal taxes were considerably expanded by the 1988
Constitution. For years, municipalities had relied on only two taxes, a tax on property and a tax on
service. Now they have four: the urban property tax (IPTU); the excise tax on services in a number of
tertiary activities (ISS); a tax on property sales (ITBI); and a fuel tax (IVVCLG). Additional local

8 The importance of the potential fiscal impact of any mismatch between tax and expenditure
assignment is studied in detail in the next chapter. This sectton focuses more on the potential
vedge between the objectives of decentralization and the likely ouzcome of its implementation
that could be due to the specific institutional arrangements adopted.

9 For a fuller diccussion, see A. Shah (1991), The New Fiscal Federalism in Brazil, World
Bank Discussion Papers No.124, May.



cheapter 111 16

revenue could be generated by charging user fees or betterment levies, and by raising public tariffs to
adequate levels. However, most municipalities rely on federal and state transfers as their main source
of revenue. The revenue importance of these various sources is discussed in the next chapter on
municipal financial management.

TABLE M11

EXPENDITURE ASSIGNMENT IN BRAZIL

RESPONSIBLE LEVEL
OF GOVERNMENT EXPENDITURE CATEGORY

Federal only Defense
Foreign affairs
Intemational trade
Currenoy, banldng
Use of water resources
National Highways
Planing: regional and national
Postal service
Police: federal and frontier areas
Regulation of labor, interstate commerce, telecommunications, interstate transport, urban
development, energy, mining, employment insuranco, immigration, citizenship and
native rights.

Social Security
National statistical system
Guidelines and basis for national education

Federal-State (Shared) Health
Education
Culture
Protection of the environment and natural resources
Agriculture
Food distribution
Housing
Sanitation
Social welfare
Police
Hydroelectricity

State only Residual powers (those not assigned to federal or municipal levels by the Constitutiosii)

StateMunicipal (Shared) Primary Education

Municipal only Public transport (intracity)
Prc-school and elementary education
Preventive health care
Land use
Historical and cultural preservation

Source: ShaE (1991)



Chapter 1I1 17

TABLE M-2

TAX ASSIGNMENT IN BRAZIL IN 1990

RESPONS01LITY &I
REVENUE SOURCE BASE RATE ADMN.

Icome a (ER)
Personal F F P
Coiporate F p p

Social contribution on prfits F P
Wealth tax (lop) F P
Inport tax M F F
Export taxQ(E) F F F
Tax on finanoial operations and

insurance ([OF) F F F
Rural property tax (lTM) P F F
Tax on industrl products (iP) F F P
Hydroelectrioi tax P P F
Mineral product sx P P a

Value added tax (CMS) S S S
Inheritence and donation txes (CMD) S S S
Motor vehicles registration

tax (IPVA) S S S
Supplementary oapital lncome tax S S S

Services tax (15) M M,F M
Urban property tax (IPU) M M M
Tax on retail sals of fuels

except diesel (IVVCLO) M M,F M
Property tansfers (YDw M M M
Frontage tax (special

assessment iovy) M M M

A/ The federal government must apply at least 18% of al tax revenues to education, the states MISt apply 25% of all tax revenues and
transfers and municipalities also 25%.

The Issues

46. Tax Assignment. Some problems remain in the assignment of tax responsibilities,
especially with respect to sales taxes. The tax bases for the federal sales tax on industrial products (IP'I)
and the state value added tax (ICMS) partially overlap but are administered separately. Similarly, the
tax bases for the state value added tax and the municipal tax on services (ISS, a sales turnover tax on
industrial, commercial and professional services) also overlap and are administered in an uncoordinated
fashion, thus there is double taxation where these taxes bases overlap. 10

10 Sees The World Bank (1990), Brazil - An Agenda for Tax Reform, Report No. 8147-BR,
February 28, 1990, for a detailed discussion of the issues raised by the design of Brasi11' tax
system.
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47. The rural property tax (ITR) is an appropriate revenue source for states and
municipalities, and there is no specific advantage in having the federal government administer it as it now
does. Any rural property under the jurisdiction of a municipality should be taxed by that municipality,
while state governments should administer this tax in any unincorporated areas within their boundaries.
This approach promotes both inter-jurisdictional equity and efficient tax administration and compliance.

48. Expenditure Assignment. Overall, constitutional expenditure assignments are
economically sound, but practice has not yet caught up with constitutional guidelines. Furthermore, the
more specific allocation of policies and programs across government levels raises some issues discussed
in the next section, which looks at the role of the states.

49. Some areas, such as education, health, urban transportation, recreation and culture, child
care, care of the elderly and social assistance, illustrate the need for an orderly transition to the new
institutional arrangements. In all of them, there is overlapping or duplication of services, apparently
because of a carryover of traditional patterns of service delivery that conflict with new assignments of
responsibility. Steps are being taken in a few areas to design a gradual approach to the devolution of
expenditure responsibility. For example, the central government's recently announced medium term plan
(Plano de Reconstruao Nacional) details state and municipal responsibilities for recovering, maintaining
and building segments of the federal road network.

so. The Missing Regulatory Statutes. Since 1987, the government has patched together a
series of reforms including fiscal reform and revenue sharing, the dismantling of the federal apparatus
and new constitutional responsibilities to states and municipalities. However, hundreds of articles in the
new Constitution still require regulatory statutes. Without them, the steps taken so far constitute a
piecemeal form of decentralization that only dimly reflects strategic intentions and leaves local
governments with blurred signals and virtually no guidance from the national level.

51. The Problem of Common Competencies. A crucial and controversial aspect raised by
the current degree of implementation of the reforms is the case of the so-called common competencies.
This is the first time they have appeared explicitly in the major law of the country and cover a whole
range of issues, varying from health, environment, housing and basic sanitation, up to transit and traffic
education. To minimize potential conflicts, an article was introduced requiring a complementary law to
establish the rules for cooperation between the Union, the states, the federal district and the
municipalities. Its objective is to achieve better balanced development and welfare at the national leveL
So far, this law has not been presented for discussion at the National Congress. This is a crucial
impediment to the successful implementation of municipal development policies in Brazil.

52. The Importance of Community Participation. An important related aspect is the issue
at the municipal level which was explicitly referred to in the Constitution. One of the articles on the
directives for Municipal competencies mentions the cooperation of the representative associations In
the municipal planning (art. 29, X). This has to be seen in accordance with other innovations in the
Constitution; that is, it raises the possibility of allowing grassroots initiatives into the law making process
introducing law at the state or municipal levels according to rules which have yet to be defined. Because
these rules have not yet been defined, the uncertainty and delays surrou^ ding municipal policy decisions
is increased.
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2. The Role of the States

The Set-up

53. The Potentially Larger Role of the States. The new scheme of intergovernmental
relations in Brazil creates the potential for a larger and more important role for states than ever before
in the post-War era. But this potential may well remain unrealized until complementary legislation and
national policy are made explicit. The failure of the states to achieve their potential will undoubtedly
affect the municipalities' chances of reaching their own potential. To assess the municipal risks, it is
necessary to understand the potential role of the states in Brazil's federal structure. The potential
strength of the states' new role lies in:

(a) their financial strength;

(b) their constitutional mandate; and

(c) their technical capabilities.

54. The Financial Strength. As shown in the previous chapter, states will have greater
resources. In addition, recent historical developments have shown that public sector investment by states
is larger than that of municipalities. But since these data include the 50 largest cities, they mask the
much larger role that states play in comparison to the large majority of municipalities. For instance, in
Belo Horizonte, the state is by far the largest investor in the metropolitan area. Most municipalities in
Minas Gerais invest between US$2 and US$29 per capita whereas state capital investment averages
US$60 to US$70 per capita.

55. The Constitutional Mandate. A second reason .why states are so powerful is the
constitutional, legal and policy prerogatives, many of them new and still undefined--that the constitution
gives them over urban, municipal and regional development, including infrastructure. States also take
a predominant role in supra-municipal affairs in urban agglomerations and metropolitan areas. Just as
important, or even crucial, is that states are the holders of all residual responsibilities, in other words,
those not defined in the Constitution. They have the freedom to make urban policy, including regional
development, provided it fits with federal guidelines and policy. This means that states may address
regional issues that have long been the sole prerogative of the federal government and its regional
institutions, such as SUDENE which were created to promote economic and social development in
lagging regions. These and other new powers are further buttressed by the right to use external finance,
provided that internal issues of credit are resolved. This has happened in Parand, Rio Grande do Sul and
Santa Catarina, where Bank loans presently support municipal development through state intermediation.

56. The Technical Capability. A final reason why the states is crucial is their comparative
advantage in technical capability. For a given need, they often have more qualified staff than there are
available at the federal level for the purpose of providing the required technical assistance to
municipalities. In the case of taxes, for instance, modernizing and rationalizing the municipal tax
administration will require well-designed technical assistance programs and states will need to be heavily
involved. States could promote such modernization as part of their assistance to municipalities and could
rely on performance indicators of tax collection as one criterion for allocating state transfers.
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The Issues

57. Can the States Implement their Mandate? The shift towards decentralization has left
states responsible to differing degrees for a variety of issues. This has led to some tension between states
and municipalities and has not always been conducive to producing economies of scale or organizational
efficiency. For instance, though states and municipalities are each supposed to spend fixed percentages
of their annual budgets on health and education, in reality, states and municipalities have different
priorities and different definitions in these sectors. The result is that basic or minimum levels of service
are not provided evenly. Another issue addressed by many states is regional equity and growth. 1'
Although multi-state initiatives have been taken for instance, in states sharing broad similarities in
geographical resources, most individual states have not yet taken this issue into consideration. Clearer
policy guidance is needed to coordinate efforts by states and to leverage financial efforts by coordinating
or combining capital investments. Instead, states and municipalities alike, such as Beldm in Pard and
Betin in Minas Gerais, get mixed signals from the central government in the form of fluctuations or
delays in financial transfers and variations in policy statements. As a result, both states and municipalities
are confused and their programs are disrupted.

58. nlustrating the Effect on the Municipalities. Most states have not set a clear enough
agenda on health planning to provoke coherent actions from municipalities. Muni-ipalities are often
confused about state policy, for instance, in matters of poverty and primary health care. This confusion
is further exacerbated by lax budgetary practices. State investment budgets only indicate amounts and
sometimes places of investments. They do not identify specific projects, for which no financial, technical
and economic evaluations are carried out in advance. An official in Ribeirao das Neves, in Minas Gerais,
expressed exasperation at the fact that, technically, the three levels of government share some
responsibility for health care, but in reality, the municipality has to take care of its own health needs.
To address these issues, the states of Sao Paulo and Rio are in the process of implementing the SUS
(Sistema 6nico de Sa4de or unified health care system). The SUS integrates health planning by requiring
all levels of government to work together to identify needs and agree on division of labor.

3. The Federal Government's Role

The Set-up

59. The Ministry of Social Action (via the Secretariat of Regional Development liaising with
the Office of the President) and the Ministry of Transport are the key federal agents in the overall
design of municipal policies. The first has adopted a portfolio of social programs that includes social
welfare, housing, economic development, and water and sanitation. The Ministry of Transportation
handles inter- and intra-city transit. By agreement, Social Action will eventually take over responsibflity
for urban transportation once urban transit systems have been nursed back to financial health. The
Ministry of Social Action has stated its intention of establishing inter-ministerial coordination and
Ministries responsible for health, education, economic development and social welfare.

Some of the Initiatives are promising but still incipient. For instance, SAo Paulo bAxs
set up regional development authorities (8utarquias territorlals de desenvolvimento) and Rio de
Janeiro is devising a system of compensation to en-ice municipalities to cooperate in multi-
jurisdictional investments with negative externalities.
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The Issues

60. The Lack of Leadership. Many policymakers at the federal level have not yet grasped
the significance of power sharing and new autonomy at the state and local levels. This is clear in the area
of urban policy, but it also extends to guidelines required to implement many aspects of rural policy. The
rudiments of urban policy have not yet been articulated at the federal level, and social programs are
often confused with national policy and goals. Partly because the Ministry of Social Action has direct
responsibility for key urban issues, urban policy is seen in terms of the spatial incidence of the ministry's
programs in social welfare, housing and basic sanitation. There is no indication that the government has
given priority to the majcr issues emerging from the decentralization measures taken over the past
several years. These include regional inequalities, poverty alleviation, the role of subnational
governments in implementing policies and programs, and metropolitan problems, among others.

61. Urban Policy Issues. The dismantling of the federal bureaucracy, fiscal reforms and local
democratic elections have added a new element to the scope of urban questions customarily addressed
in Brazil. The urban sector has been dominated over the past several decades by sectoral concerns
(housing, transportation systems and water supply and sewerage) as well as by regional development
efforts designed to equilibrate wide disparities in income between the north and south. These issues
remain valid, but the focus of attention is broader now. It includes the role of local governments as
autonomous agencies with freedon to participate in shaping policy, to implement programs, to legislate
in urban affairs, and to mobilize resources to finance municipal services.

62. In sum, although federal and state governments have a say in urban affairs, the federal
constitution makes urban policy the responsibility of local government, so long as it is in accordance with
the general guidelines established by (state) law. The federal Constitution sees the urban plan as the
basic instrument for these responsibilities. This narrow conception follows European town planning
traditions in which the police powers of the state are extended to local levels of government to control
and direct growth. In practice, few, if any, of the local powers to control growth are immune from the
distorting influences of wealth created by monopoly rents of property in big cities. In fact, the rapid pace
at which cities are growing in Brazil makes the task of accommodating the demand for low income
shelter and basic infrastructure far more important than controlling growth; in any case, municipalities
have other tools available to them.

63. The Need for a Complementary Federal Role. It is clear that the federal government
has to take leadership and assume the coordination of many activities without jeopardizing the
decentralization process. It has largely failed to do this so far. It must begin to set up a normative
framework policy and program responsibilities to eliminate disorder and confusion among states and
municipalities. Within this framework, states should serve as a strategic, intermediary bridge between the
federal and local levels by extending and interpreting national policy and assisting in implementing
selected programs. States should be encouraged to direct capital investment to national priority areas
by using matching grants and to extend technical vassistance for institutional strengthening to the
municipal level.
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4. Metropolitan Regions

The Setup

64. Beginning in 1967, the military government established metropolitan authorities in nine
cities to address common problems shared by more than one municipality. These are the metropolitan
regions. Eventually, the number of these regions rose to 13 and they were given power over the planning
and coordination of growth. The best among these metropolitan entities (for instance, Belo Horizonte)
organized and set up area-wide transportation authorities, coordinated transportation systems, instituted
land use planning and offered technical assistance, for instance, in cadastre information systems to
constituent municipalities in Sao Paulo. However, for the most part, metropolitan entities had no powers
of budget or coercion. The military decision to create them was supply driven. The new Constitution
legitimizes them and makes them demand driven.

The Issues

65. Excessive Rigidity in Development Orientation. Metropolitan planning organizations
in the 1970s and early 1980s suffered from a rigid, supply driven orientation similar to the central top-
down approach to spatial and regional development that was prevalent during this era. This approach
proved to be inappropriate for a situation where municipal governments with autonomous powers and
capable, in some instances, of raising their own modest revenues had to interrelate. Thus, in many cities,
including some in which Bank financing has played a role over the last decade, metropolitan agencies
failed to solve problems caused by negative externalities due to scale, such as solid waste disposal and
sewage treatment. For instance, in metropolitan Recife, constituent municipalities had no incentive to
cooperate in solid waste disposal plans. No positive or negative incentives were available to induce
cooperation, and so this component of a project financed by the Bank failed to materialize. Similar
experiences can be found elsewhere.

66. The Need to Stimulate Cooperation. The new Constitution clarifies the role of
municipalities but leaves the execution of the details to the states. State constitutions in their turn have
given explicit attention to problems of inter-municipal cooperation, but viewed from a demand-driven
perspective. For instance, in Minas Gerais, the state constitution has a mandated metropolitan assembly,
a technical staff and a metropolitan fund. The staff has completed diagnostic work for capital
investments, and, as of late 1990, proposals were expected to be acted on by the metropolitan assembly.
The assembly consists of representatives of municipal mayors and key cabinet figures in the state
government. Alagoas has set up a system by which mayors can participate in metropolitan affairs, Sao
Paulo has completed a metropolitan master plan and Bahia requires that all planning at state and
municipal levels should be mutually compatible, though here the incentive to comply is not very well
designed. These actions are all part of the growing trend towards governing by consensus at the local
level and in response to perceived need. However, many states have yet to act, and many areas of action
are still vague or undeveloped.
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C. HOW MUNICIPAL SERVICES ARE DELIVERED

1. The Structure of Municipalities

67. Unlike some countries in the region where municipalities are further subdivided STET
rural and urban, or where some areas are designated as unincorporated, the entire national territory in
Brazil is sibdivided into municipalities. 12 Municipal governments are guided by the states, but
municipalities are autonomous in their affairs. They are organized into two branches: executive (the
mayor) and legislative (the municipal council). Mayors formulate budgets, propose legislation, and initiate
programs. Councils advise and approve these by vote. Mayors are elected at large to four year terms,
renewable only once in succession. This is unusual by regional standards. Mayors in Mexico and Bolivia,
for instance, are elected for three-year terms and may be re-elected once, but only after a term out of
office.

68. By contrast to virtually every other country in the Region, municipalities are made
partners in the Brazilian federated system. The constitution of 1988 includes municipalities in the three
levels of government and assigns functions and powers to them (such as the power to elect their own
government, to raise and use their own revenues, to organize municipal administration, personnel and
services, and to adopt their own organic laws or charters) as they see fit. Legislative powers such as these
are not permitted in Mexico or Chile. In practice, this means that relations among municipalities and
other levels of government are not a matter of administrative hierarchy, as in Bolivia or Chile, but of
inter-governmental affairs among equals. Another result of this autonomy is that municipal law,
concerning taxation, for instance, is not subject to approval by higher authorities (other than a court of
law). The powers assigned to municipalities can only be changed by constitutional amendment.

2. The Implementation Tools

69. The Tools for the Municipal Mandate. Fiscal and managerial tools were largely
overlooked in the reforms of 1988 and, therefore, they have not been used to their fullest extent.
Because, under the new emphasis on local autonomy, municipalities are responsible for managing their
own affairs, tools such as budgets, investment plans and negotiated arrangements with the state and
federal governments have a potentially important role to play. But in reality, the way municipalities have
responded to the lack of definition in the Constitution has shown them both at their best and their
worst. Strong, self-starting municipalities have shown initiative and vigor, some, as in the case of Sobral,
by increasing their own source revenues or others, as in the case of Curitiba, by showing budgetary
surpluses. Others, many of them smaller towns, particularly those in the Northeast, have continued to
be a tool of local clientelism, especially during election years.

70. There are many examples of mayors and councils with clear sighted priorities, not
necessarily in the richest of towns, who have made necessary changes in municipal spending patterns.
Sometimes these have even exceeded statutory requirements, particularly in health and education.
Occasionally, efforts have been made to raise new revenues to meet local priorities. For instance, in one
small municipality in the Belo Horizonte metropolitan area, an important short term priority, as defined

12 For purely administrative purposes, municipalities and states may have districts or
administrative resions, but this has no juridical or political significance.
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by the mayor-elect in the political campaign, was road paving. The city borrowed from a regional
cm.nmercial bank in order to carry out its promised paving program. The paving was done both to satisfy
local demand and to lay ihe foundations for rate increases in the property tax, which were implemented
soon after the paving was completed.

71. Popular Participation in municipal affairs was recommended in the Constitution and is
practiced among the most active of the municipalities. Here again, the constitution breathed new life into
an area of civic responsibility that had been dormant since 1964. Popular participation in the formulation
of urban development policy is guaranteed by two legal provisions: (i) representative associations may
take part in municipal planning; and (ii) a process of electoral initiative allows ordinary citizens to
propose local legislation, provided 5% of the electorate manifests interest in it. Perhaps the most
common example of participation is advisory councils, formed by mayors to tap into local sentiment and
resources. For instance, the mayor of a municipality outside Curitiba formed councils on health,
education, planning and other sectors to advise, during monthly meetings or as circumstances might
require, on the implementation of policies and programs. While no citizen has yet initiated any
legislation, the fact that there has already been one mayoral impeachment case illustrates the
effectiveness of a local demand for accountability. 13

3. The Services Provided

72. The Municipal Comparative Advantages. The functions of municipal government that
are most appropriate for inviting the input of local people are detecting demand, setting priorities,
planning and some aspects of budgeting. In some municipalities, formalized attitude or demand survey
have been used to guide decisions on particular issues, while in others, decisions have been made by
mayoral prerogative without reference to public opinion. In the case of other functions, such as the
technical aspects of budgeting, evaluating project viability, controlling assets and mobilizing local
resources, municipalities would benefit more from technical assistance of the kind that the Bank is
providing in Parand and Santa Catarina.

73. Poverty and Social Assistance. A re-,ent addition to the terms of reference of
municipalities, in particular those in urban areas, is poverty alleviation. Local government has now been
brought face to face with the problems of poverty. Recent data from CEPAL show urban poverty levels
rising (a few percentage points in the early 1980s to 38% of the urban population now, 16% in the
extreme range) as rural levels decline slightly (down several percentage points to 66% and to 41% in
the extreme range). 14 Decentralization of state powers raises the question of whether municipalities
should be responsible for poverty assistance, especially as many programs have relied on direct
intervention by the state, for instance, in creches, basic water and sanitation, merenda escolar (school
lunches) and nutritional and housing assistance. Further analytical work is needed to identify innovative

13 The case involved spending Improprieties that were suspected and later verified by the
councll. They were documented and, after the mayor had repeatedly failed to appear In his own
defense, the council voted 10 to 1 for impeachment. As was specified in prescribed procedures, a
new mayor was named within 48 hours. The case made national news. Subsequent returns in the
gubernatorial race for the state corroborated the verdict.

14 These figures need to be seen in the context of income distribution which, by CEPAL's
reckonlng, is the worst In Latin America.
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approaches to community based service and to determine the capacity of local governments to provide
effective assistance in these areas. The national account figures discussed in the previous chapter
provided strong indication of the potential importance of this new role due to the enduring economic
crisis in Brazil.

74. The Unevenness of Municipal Services Provision. The uneven pattern of services
delivery by local governments, particularly in health, social assistance and other more traditional services
such as solid waste, markets and slaughterhouses, is another result of confusing signals from the center
and from the states. Many local govemments have foundered in the absence of clear guidance on which
services they are responsible for delivering and to what standard. However, some have begun to take
interesting initiatives in health, education, social assistance and infrastructure. For instance, the largest
cities, notably Rio and Sio Paulo, have begun to move towards integrating health planning, while many
others have taken initiatives in nutrition, pre-primary education, housing and solid waste disposal. Rio,
Sio Paulo and Curitiba have ail developed innovative programs that may be appropriate to extend to
other municipalities. These include contracting out municipal creches to private in-home providers,
contracting out solid waste disposal to the private sector, rewarding residents in favelas for recovering
solid waste by giving them city bus tokens and encouraging private developers to provide public facilities
and open space.

75. At the same time, basic services, such as health and education, are uneven at best and
often inadequate. For example, some large but financially weak municipalities in the Northeast have high
quality technical people in charge of city health, but budgetary constraints prohibit them from expanding
primary health care to those areas recently tumed over by the state. As a consequence, a large
percentage of the low income population is severely underserved. Other cities have sacrificed public
works in favor of real increases in primary health care (from 9% to 14% of one city budget). These
differences reflect a disadvantage of municipal autonomy, the uneven provision of basic services.

76. The Municipal Capacity Problem. Strengthening the capacity of local government
administrations has already been recognized by the Government of Brazil and by the Bank as an
important priority in the urban sector. Following the decentralization reforms, the Bank has financed
several state-wide municipal development projects in Brazil (in the states of Santa Catarina, Paran1 and
Rio Grande do Sul). is Although the premier municipal-strengthening institution in the Region,
IBAM, located in Rio de Janeiro, reports an upsurge in requests for training and assistance in the years
since decentralization, capacity strengthening is largely dependent on the motivation of individual
municipalities, which is often, in turn, dependent on their financial position. At present, no other federal
or state programs are available to municipalities to help them strengthen their capacity to deal with the
new financial and managerial responsibilities they have been given.

15 The objective of these projects is to strengthen the capacity of municipalities to manage
their increased responsibilities and revenues by establishing state municipal development funds,
which provide financing for investments in institutional strengthening and basic urban
infrastructure. The institutional development components of these projects aim to provide
assistance through training (and purchase of equipment) for, interalls, Improved cadastral
maintenance and tax tollection, financial information systems, accounting systems and procedures
and investment and land-use planning.
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77. Capacity strengthening involves a number of separate issues and considerations. The first
area is the composition of the municipal civil services. At present, each municipality may design and
adopt its own service, a rule that works against the creation of a nationwide technical pool of municipal
officers with similar expertise, training, salary and longevity. In Chile, for example, it took more than a
decade to reform the civil service, to increase salaries and to train personnel in order to achieve a level
of consistent effectiveness in municipal administration. 16 A second area of concern is administration
and management, broadly understood to include resource mobilization, decision-making, cost controls
and accountability. Although local govermment revenues are typically closely scrutinized as a primary
concern, spending practices and efficiency receive little attention in Brazil. Other areas that need to be
considered include project and environmental evaluation and the strengthening of political, financial and
economic control mechanisms to restrain spending and to maintain efficiency checks on local
government.

78. ln Brazil, as in most countries, the sheer number of municipalities means that there are
large variations in need of technical assistance, advice and training. Table III-3 illustrates the
segmentation of local governments into what might be called target groups. These consist of a score of
large multi-jurisdiction settlements (metropolitan areas and large cities covering more than one
municipality) in which problems of management and externalities of large scale are common. A second
group, in the 200,000 to 500,000 population range, includes those cities with adequate technical skills
for most purposes, but where assistance is needed to improve own source revenues and management.
Smaller cities (below 100,000) find resident managers and technical skills hard to find. For these and the
smallest cities (below 50,000), managerial problems fall into a separate category, partly because of the
need for shared assistance and management, and partly because many municipalities of this size are rural.

79. One initial strategy for the Government of Brazil to consider is to attack major areas of
need that are common to all municipalities, and then to gradually refine and differentiate assistance
according to the scale and type of municipal problems and objectives. The Bank should assist the
government in developing a central strategy on urban and municipal reform and design policies and
programs that give incentive for improvements in municipal performance. The strategy should also aim
to make use of the well-developed network of private technical and educational institutions in Brazil.

D. SUMMARY OF INSTITUTIONAL ISSUES AND PROPOSED REFORMS

80. So far the discussion has provided a detailed diagnosis of issues. This section shows how
the issues identified violate the criteria defined in the first section of this chapter. It concludes by
outlining a set of reforms needed to ensure accountability, efficiency of both demand and production
and equity in the design of the institutional set-up and, most importantly, to ensure the implementation
of the new municipal mandate.

16 The Government of Chile trained thousands of municipal employees and gradually upgraded
personnel by a factor of seven over a 13 year period and reduced the ratio of employees per
thousand population from 2.0 to 1.73. See The World Bank (1991), Decentralization to Local
Government In LAC: National Strategies and Efficiency of Local Response. LAT.
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1. The Issues and Some Solutions
TABLE 111-3

Deviation of Accountability

81. Tue Need for Trransparency. MUNICIPALITIES BY SIZE (1989)
Perhaps the most striking feature of the current
institutional arrangements is the apparent lack of POPULATION
demand for transparency from the administration SIZE RANGE NUMBER
at the three levels of govemnments. This lack of (OOOs)
transparency is mainly due to a lack of incentives < 50 4000
to provide information. Better information 50 100 288
structures allow for cost minimizing decision- 100 - 200 99
making and lead to better fulfillment of demand. 200 - 500 58
More access to autonomous resources should also 500 - 1000 12
improve accountability. > 1000 13

82. In particular, it is crucial to
reinforce the municipal tax administration capacity. Source. IBGE (1989)
This is the institutional aspect of the difficultiesS
encountered by municipalities in gaining revenue
independence. As discussed in the next chapter,
municipalities have long relied mostly on
transferred revenue. This did not provide a large incentive to maximize revenue from own sources. Own
revenue sources are generally politically costly and therefore, avoided by local decision-makers. Since
the current revenue raising approach does not penalize municipalities who fail to maximize the use of
their own revenue raising capacity, most have not even attempted to develop the proper administration
capacity. Few have updated property cadastre, for instance, and the base for the tax on services hardly
reflects the current cost of services as is discussed in the next chapter.

83. The Need for Better Coordination. Better incentives will also increase the chances of
coordination efforts succeeding, as poor performers will be easier to identify. On the other hand,
coordination will fail when everybody wants to coordinate and nobody wants to be coordinated.
Collective decision-making is a continuous strategic game that slows and sometimes impedes policy-
making. Cooperation requires the formulation of coalitions. This formation will only take place if the
participating agents gain a greater benefit or suffer a smaller loss through their cooperation. It is also
crucial that any promises made should be credible and this will be achieved only if a transparent, reliable
institutional arrangement is in place. The recognition of this process is a first step toward ensuring
timeliness and responsiveness, two of the by-products of efficiency. The process is largely built into the
Constitution. It is based, however, on financial accountability, which will be discussed in the next chapter.

84. Intersectoral coordination, particularly in housing and urban transport, should be managed
in ways that are strategically different from past approaches. Coordination of housing and urban
transport is affected in two ways. First, policies on cost recovery and managerial efficiency should be
substantially harmonious acrosis subsectors. Second, and in many ways more difficult, broad
developmental objectives in housing, transportation and municipal strengthening should be guided by
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the potential economic advantages inherent in the physical and spatial linkages among the subsectors.
To some extent, this means that land use management and planning, particularly in the largest and
fastest growing cities, should be more fully understood through sector work and explored in a few
experimental cases.

85. The Need to Clarify the Division of Actual Responsibilities. To be fair to municipal
governments, it must be emphasized that accountability requires a referenc structure that is not yet fully
in place. Federal, and to some extent state, guidelines necessary for municipalities to cairy out their
constitutional responsibilities have still not been prepared two years after the vote of the Constitution.
In particular, the federal government needs to clarify the division of actual responsibilities among
government levels. It should also develop a more coherent policy framework before accountability can
be achieved. The federal role should be limited to setting standards and incentives to improve the
performance of subnational levels of government. If the financial and managerial capacities of
municipalities were strengthened, this would increasingly permit them to raise more local revenue for
more efficient discretionary spending. It would also enable them to provide infrastructure and services
more efficiently, whether directly, as in the case of most local public services such as water, waste, paving
and drainage, or by contracting out to private providers where appropriate. Other nongovernment
organizations and local voluntary groups should also begin to play a more visible role in providing local
services.

Deviation of Production Efficiency

86. The Need to Monitor Public Production. The current institutional arrangements do not
provide any guarantee that public service provision will be implemented at minimum cost. At the
conceptual level, the current structure of information does not allow higher levels of governments or the
electors to check if production is at minimum cost. Public sector performance is rarely monitored for
efficiency. The focus tends to remain on the fiscal impact on choices without any explicit recognition of
the close linkage existing between production efficiency and fLscal sustainability.

87. The Need to Rely More on the Private Sector. A clear indicator of the lack of
production efficiency stems from the rather minor role granted to the private sector in the direct
provision of municipal services. The potential role of the private sector in the efficient provision of local
public goods should not be underestimated. Ir. fact, it has not been underestimated in Brazil. In solid
waste management, for instance, municipalities are frequently granting concessions to private companies,
who recover at least their private costs. The efficiency problem here stems more from the municipalities'
failure to price these services properly, as will be discussed in subsequent chapters. Ihis is a source of
demand inefficiency.

Deviation of Demand Efficiency

88. The municipalities do not aim to recover their cost through proper pricing or taxation.
Ideally, for goods and services with private goods characteristics, rivalry and excludability in consumption,
user fees should be relied upon to ensure that both efficiency and the benefit principle are satisfied.
When the goods have public good features, non rivalry, the benefit principles require user fees to be
personalized, lindhal prices, to ensure that the sum of marginal benefits equals marginal cost and hence,
efficiency is achieved. These approaches are seldom applied in practice in view of their difficulty, so
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financing continues to be achieved through taxes. In that case, one rule of thumb is to assume that the
level of expenditure is to be determined by the median voter. Assuming all residents have the same
preferences, demand efficiency requires residents to pay the same share of the marginal social costs as
they get in total marginal benefits. This will generally violate the benefit principle.

89. Brazil's municipalities are poor pricing performers on all accounts. For instance, when
municipalities delegate effective provision to the private sector, the price they pay to the private provider
is generally not passed on to the consumers of these services, neither in user charges nor in taxes.
Municipalities greatly subsidize the consumers, thereby stimulating over consumption and contributing
to fiscal difficulties. Implicit or explicit subsidies are the norm in their pricing.

The Equity Payoffs of Efficiency and Accountability Improvements

90. Improvements in accountability within municipalities and across government levels will
clearly have strong equity payoffs. A more equitable distribution of resources and the minimization of
the inter-personal and inter-regional distortions introduced by rent-seeking activities will be the result
as victims of these distortions will have better information with which to document their complaints.
Minimizing costs of providing services will also improve the fate of the poorest. It will also increase the
resources available to enhance the level and quality of service delivery in the long-run and to ease short-
term targeting of assistance to the poorest.

91. Poverty should be addressed by using clear and consistent targeting and eligibility criteria
in municipal improvement programs, rather than by regional investment as in the past. In the short-run,
the Bank could help through lending and sector work for specific regions in order to strengthen sector
knowledge and test administrative approaches. Eventually, municipal-strengthening programs should be
national or statewide in scope, with specific provisions addressing regional variations in poverty and
administrative strength. These might take the form of matching grants, increased shares of technical
assistance and training, and variations in counterpart financing requirements among others.

92. Subsidies should violate demand efficiency but may be justified if well targeted to achieve
poverty alleviation. But, in general, rather than achieving these redistributional objectives, the way they
are designed simply promotes demand for services over and above those which the residents would have
consumed if they had been charged the proper price or user fee. When the relative prices of the various
goods and services provided are distorted by these subsidies, demand is unlikely to be efficient and the
expected redistributional objectives are seldom achieved as rationing of services becomes the norm set
by the budget constraint.

2. Summing Up the Reform Needs

93. The previous discussion points to the following institutional keys for achieving
accountability, efficiency and equity in municipal policy-making:

(a) presenting simple, realistic guidelines drawn up by the federal and state governments
whenever their absence has delayed the implementation of municipal policies;

(b) identifying activities that can be fully privatized;
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(c) developing simple information structures and performance indicators to assist in the
proper management of the overall public sector institutions;

(d) designing appropriate incentives to keep expenditures under tight control;

(e) ensuring the strengthening of municipal tax administration capacity; and

(f) improving targeting in poverty alleviation.

94. These proposals constitute a drastic change from the present situation as it has been
described in previous sections. But the direction, and to some extent the magnitude, of the necessary
change is clear. Macroeconomic adjustment and stabilization in Brazil as a whole requires that
improvements be made in the efficiency of local government investment and implementation and that
reforms be made in municipal finance. In the short run, sector policies and institutional roles should be
emerging from the turbulence created by past economic disarray and from the transition to a new
government. It will take longer to achieve the institutional strengthening that municipal governments
need to achieve significant increases in the efficiency with which resources are mobilized and allocated.

3. A Transitional Step

95. In the very short term, it is recommended that a commission with intersectoral
representation be empowered to establish goals for the country and to chart a strategy to reach them
over, say, the next ten years. The commission could begin by organizing efforts to enact regulatory laws
that are still pending from the 1988 Constitution. The commission should take into account the
constraints imposed by the adjustment program, and should formulate its goals and strategy in relation
to political and social policy, to the division of responsibility among different levels of government and
to the need for strengthening municipal capacity. A key area to be investigated should be the role of
the poverty alleviation policy in relation to regional development. This means that policy and equity
should be based on interpersonal terms and that policy on urban development at the local level should
be spatially based.
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CHAPTER IV

MUNICIPAL FINANCIAL MANAGEMENTs
ISSUES AND POLICY OPTIONS

96. Objectives. This chapter assesses municipal financial management in Brazil. It focuses
on the effect that the design of municipal financing sources has on their financial situation and prospects.
It also attempts to compare the balance between: (i) the costs of larger expenditure responsibilities; and
(ii) the larger revenue granted by the new Constitution. Imbalances could affect the municipalities' ability
to provide a reasonable level of service for a reasonable local tax burden on residents. The chapter first
proposes a normative framework to assess municipal financial management. It then reviews the
traditional expenditure patterns of local governments in Brazil. Next, it provides an overview of the
various sources of municipal revenue, focusing on an evaluation of their potential and effective relative
importance and on issues raised by their design. Preliminary evidence on the financial impact of the
reform is also reviewed. The last section applies the normative framework to the main issues and
concludes with recommendations.

97. Issues. The first issue identified in this chapter is that the current poverty of municipal
financial reporting impedes a full assessment of municipal financial management. Hence, the analysis is
based on partial data and some stylized facts. Better or more encompassing data may allow some of the
results presented hereafter to be superseded at a later date. Other key issues are:

On Expenditures:

(a) The analysis of the composition of expenditures provides clear evidence of an
overloaded administration and of insufficient investment levels; it also shows that
municipalities have considerable experience in the major types of expenditures,
education and health that have been officially assigned to them since 1988.

On Revenues:

(b) The overall design of municipal funding in Brazil does not provide much incentive
to municipalities to maximize own revenue or to be accountable for their financial
management; this is reflected, for instance, in the relative slight use made of user
fees (taxas) and of property taxes;

(c) When mandated transfers are insufficient, floating debt, restos a pagar or suppliers'
credits, and negotiated transfers are relied upon; this form of debt is widely
tolerated and circumvents constitutional limits on formal municipal debt; negotiated
grants from federal and state governments have a high transaction cost and limited
benefits in terms of financial accountability, equity or efficiency;

(d) The design of mandated transfers leads to inequities and inefficiencies: it over-
funds municipalities with small and declining population and under funds others;

(e) Transfer amounts are unpredictable and their design opaque;
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(f) The budgetary process provides limited information as in many municipalities, the
extra-budgetary sources of revenue, including the floating debt and negotiated
transfers, are as high as budgetary sources; and

(g) The existence of a large indirect administration and the little information available
on its financial management adds to the opacity of municipal financial management
and impedes a detailed analysis of the adequacy of municipal expenditures.

On the Balance Between Expenditures and Revenue

(h) While at the macroeconomic level, municipal debt does not yet represent a danger,
the tolerance for floating debt, mostly through suppliers' credit, and the increase
in debt observed in municipal capital during the 1980s may cause some concern for
the long-run macroeconomic sustainability of the current system; and

(i) Even if municipal debt is not yet a generalized issue in Brazil, this does not imply
that revenue sources and expenditure assignments are balanced; the casual
evidence provided by the field trips indicates that service delivery is rationed.

A. A NORMATIVE VISION OF LOCAL GOVERNMENT FINANCIAL MANAGEMENT

98. The key objectives of the design and evaluation of local government financial
management within the context of reform of Brazil's federal system are:

(a) fiscal and institutional sustainability;

(b) public accountability; and

(c) efficiency and equity in resource mobilization and allocation.

These are very similar goals to those defining a desirable institutional setting as discussed in the
previous chapter.

99. These objectives may be reached by first analyzing the two major local government
financial management issues that must be addressed as part of the reform effort: (i) intergovernmental
fiscal transfers; and (ii) expenditure assignment and resource authority and sufficiency by level of
government.

1. Intergovernmental Fiscal Transfers u

100. On the Design of Intergovernmental Fiscal Transfers. Intergovernmental transfers
should be designed so that they:

17 An extensive analysis of intergovernmental transfers, their design and their
macroeconomic lmportance can be found inu The World Bank (1991), Macroeconomic Polie Under
Fiscal Federalism, Report No. 9694-BR, June.
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(a) are fiscally sustainable and consistent with national policies for stabilization and
growth;

(b) are predictable from the perspective of both national fiscal policy as well as of
local government policy as inputs to their budgeting and planning processes;

(c) are transparent, with transfers approved as part of national and local government
budgets, with no off-budget transfers;

(d) are efficient and equitable in the distribution of resources; and

(e) provide incentives for the increased autonomy and accountability of local
governments.

101. Sustainability of Transfers. Theory suggests that transfers which are fiscally suistainable
and predictable should be primarily the responsibility of the National Government. 13 This requires
that fiscal transfers to local government be clearly limited (sustainability and transparency) and based
on national revenues that are reasonably buoyant (predictability). It follows that the predominant share
of transfers of national fiscal resources should be legally mandated and formula-driven, with only a small
"reserve" of national fiscal transfers available for discretionary transfers based on emergencies such as
natural disasters. Without these restrictions on national transfers, incentives for increased autonomy and
accountability of local govemments are undermined, and national fiscal discipline may be compromised.

102. Redistributfonal Objectives of Transfers. Reaching efficiency and equity criteria in the
distribution of fiscal transfers presents thorny issues that are the object of wide political debate. Many
countries, for historical, ethnic and other reasons, have attempted to redress disparities in regional
development through national fiscal transfers (often combined with tax and credit subsidies) that favor
much less developed regions. 19 These efforts may be classified broadly as promotion of territorial, or
inter-regional, equity through fiscal and credit subsidies, combined with direct investments by the national
government.

103. In general, these efforts have resulted in very limited success, or even counter-productive
results, primarily for the following reasons:

(a) the forward and backward linkages of expenditures resulting from subsidies and
direct investment frequently do not take place in the target regions;

(b) the final beneficiaries of territorial equity efforts frequently are not the poor
people of the underdeveloped regions, with the net effect of such programs being
a subsidy from the middle class of "rich" regions to the rich of the "poor" regions;
and

18 Fiscal policies for stabilization .ind growth of course must be complemented by monetary
policy to meet the criteria of sustalnability and predictability, but monetary policy is outside
the scope of this report.

19 Examples include the southern region of Italy, the Appalachlau region of the United
States and Brazil's Northeast.
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(c) subsidies and direct public investments in underdeveloped regions generally are not
sufficient to reverse population migration out of these regions to more dynamic
ones with expanding employment opportunities.

104. Guiding Principles. For these reasons, it is generally recommended that the efficiency
and equity criteria for transfers of national fiscal resources be guided by the following:

(a) the distribution of national fiscal transfers should be responsive to the effective
demand for public infrastructure and services, allocating more resources to areas
with increasing employment and population, particularly of poor out-migrants from
areas that are losing employment. In other words, national fiscal flows should
support and complement market forces, not try to work against them; and

(b) because of the mobility of the labor force (and benefit spillovers across local
governments), and the need to provide at least a minimum level of public services
necessary to have access to the labor market, independently of where each citizen
resides when receiving the service, national fiscal resources should be targeted on
services required for effective access to the labor market (especially education and
health services)--this approach supports inter-personal equity, whether the
beneficiary resides in a depressed rural area or in a growing city.

2. Expenditure and Revenue Assignment

105. The second main component of local government financial management focusses on
expenditure assignment and resource authority and sufficiency. It was already addressed from an
institutional point of view in the previous section. But its importance for the fiscal sustainability,
efficiency and equity of municipal service delivery makes it crucial to assess it again from a financial
perspective. IThe financial importance of the expenditure assignment problem stems mostly from the
common existence of a discrepancy between legal and actual responsibility for service delivery. This can
be true for historical reasons but it may also be true because of the existence of a long transition period
during the shift of responsibility from one government level to another.

106. Assessing Effective Expenditure Assignment. To evaluate and improve the effective-
rather than the legal, match of expenditure responsibility and revenue adequacy, it is necessary to have
a financial management information system that covers State and Municipal governments, including not
only their central administrations, but also decentralized entities and enterprises. Without these data,
it is difficult for the National Government to implement and monitor macroeconomic as well as
municipal sector policy, especially regarding intergovernmental fiscal transfers, as discussed above.

107. Guiding Principles. The criteria to follow to ensure proper financial management are
very similar to those developed in the previous chapter. To meet the key objectives of financial
management, expenditure and revenue responsibilities should be allocated between states and
municipalities according to the following principles:

(a) revenue authority and expenditure responsibility should rest with the level of
government that has the greatest comparative advantage in terms of efficiency,
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with efficiency defined here to mean the lowest cost per unit of revenue or
expenditure;

(b) when States have efficiency and equity objectives similar to the national ones,
and/or when important economic activities or resources cross municipal boundaries
(e.g., metropolitan or other agglomerated urban areas, regional watersheds), then
States would be justified in providing fiscal transfers to municipalities and/or direct
state financing and expenditures to implement these objectives; and

(c) except as counter-indicated by (a) and/or (b) above (when fiscal transfers between
states and municipalities would be justified), it is preferable to have revenue
authority rest with the same level of government that has expenditure responsibility
because this promotes a better measure of the effective demand for services and
of accountability for the quantity and quality of these services.

3. Summing Up the Normative Approach

108. In summary, fiscal transfers should be predominantly formula-driven. They should
provide that all local governments can fnance all of their recurrent costs with current revenues
(including fiscal transfers and own-source revenues) and that all local governments' investments should
be financed through current account savings and responsible borrowing. If these conditions do not apply
to all or some local govermments, then the strategy should be to correct imbalances through: (i) changes
in the revenue-sharing system; (ii) reassignment of revenue authority and/or expenditure responsibility;
and (iii) strengthening the municipal institutional capacity to adequately perform their financial
management responsibilities.

109. Correction of mismatches between local government revenues and expenditure
responsibllities should not be done through negotiated transfers (dominated by political considerations),
because negotiated transfers blur accountability for the delivery and financing o, infrastructure and
services, the fiscal requirements for local governments becomes unpredictable, and the results contribute
to macroeconomic destabilization in which all lose, particularly the poor.

110. Specific Needs of Urban Financial Management. " With respect to the specific
financial management requirements of the urban sector, the guiding principle should be to have urban
infrastructure and services financed and delivered by the lowest level of government at which efficiency
and equity objectives may be achieved. The role of the National Government would be to provide the
national regulatory and normative framework applicable to all States and Municipalities, as well as to
promote national efficiency and equity objectives. The role of the States would be to provide state-level
regulations and norms, and to promote state efficiency and equity objectives. In this normative
framework for reform of local governments, most responsibilities for financing and delivery of urban
infrastructure and services would rest with municipalities, where effective demand is most easily identified
and measured, and where urban citizens may best hold elected officials accountable for their
peiformance.

20 Most of the discussion in the report applies both to urban and rural municipalities. In
some cases, however, as here, urban municipalities, which concerns most of the population, Vale*
specific issues worth highlightinag.
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B. A FINANCIAL PERSPECTIVE ON THE PERFORMANCE OF MUNICIPALIrIES

111. This section provides some information on what municipalities actually tend to spend
their money on. It then provides a detailed discussion of the various sources of financing of these
expenditures. A special emphasis is placed on assessing the financial impact of the 1988 reforms.

1. Municipal Expenditures

112. As already mentioned, municipal governments have been given responsibility in public
transport (intra-city), pre-school and elementary education, health care, cultural and historical protection,
environment, housing and sanitation, land use, and assistance to specific activities such tourism and agro-
industry. Some 'esponsibilities are to be shared with states, (such as housing and sanitation).

113. Current practice has not yet caught up with constitutional guidelines. In some areas, such
as education, health, municipal transportation, recreation and culture, child care, care of the elderly, and
social assistance, there is overlapping or duplication of services, apparently because of a carryover of
traditional patterns of service delivery that conflict with new assignments of responsibility. An orderly
transition to the new institutional arrangements is needed. Steps are being taken in a few areas to design
a gradual approach to the devolution of expenditure responsibility. For example, the central
government's recently announced medium-term plan (Plano de Reconstiumo Nacional) details state and
municipal responsibilities for recovering, maintaining, and building segments of the federal road network.

114. Municipal Expenditures per Categories. It is too early to be able to provide a good
quantitative assessment of the changes in expenditure patterns resulting from the 1988 changes in
responsibilities. To assess the relative importance the 1988 change is likely to bring about, it is useful
to provide some perspective on the traditional municipal expenditure pattern.

115. The next two tables detail expenditures per category and per function of nine state
Capital Municipalities. The data is compiled from the National Accounts Series of 1985. While the
analysis is limited by the fact that it covers a single year, its robustness is somewhat restored by the
variety of regional representation in the cross-section analysis. Table IV-1 shows that:

(a) most municipalities spend between 50 and 60% of their resources on consumption
activities. Curitiba, Fortaleza and Rio de Janeiro have the largest share. Belo
Horizonte is clearly an outlier with only 25% allocated to consumption; but this is
explained by a relatively larger reliance on indirect administration as indicated by
the very large intragovernmental transfers categories. In fact, the sum of
consumption and intragovernmental transfers shows much less variation than either
one of these categories individually;

(b) the composition of consumption indicates larger discrepancies than the total. The
share of wages and salaries varies from 16% in Belo Horizonte to 50O% in
Fortaleza, for an average of around 33%. Purchases of goods and services average
about 17%;



Chapter IV 37

(c) the share of total transfers varies from 16.7% in Curitiba to 41% in Belo
Horizonte for an average of 29%; intragovernmental transfers is the largest
category with an average of 13.3% of the total. These numbers suggest that Belo
Horizonte, Fortaleza and Goiania rely intensively on the indirect administration for
service provision. Transfers to families represent an average of 5.2% with the
southern cities of Curitiba, Rio and Slo Paulo with the highest shares. Interest
payments already represent almost as much as family assistance in most cases;

(d) the average physical investment level is around 18% but with a large diversity,
since Fortaleza, Recife and Rio de Janeiro all allocated less than 10% to that
category, and Salvador, Beldm and Belo Horizonte allocated over 20%;

(e) in view of the high real interest rates that prevailed in Brazil in the second half of
the Eighties, financial investments had high returns and explain that an average of
2.5% of revenue be allocated to that category; and

(f) debt amortization was a minor category in most municipalities.

116. Recent Partial Evidence. A survey of the 1990 expenditures in 8 municipal capitals,
Aracaji, Belo Horizonte, Cuiabg. Florian6polis, Joao Pess8a, Porto Alegre, Recife and Sao Paulo
provides a more recent perspective. For this sample, wages and salaries represent an average of almost
35% of the total. This equals the wider 1985 survey results. The major wedge between the two surveys
is that physical investment in the 1990 survey represented only 13% of total expenditure, 5 points below
the 1985 average. Most of the difference is offset by an equivalent increase in expenditure on goods and
services. As population increases so does demand for municipal infrastructure. This decline is evidence
of a rationing of municipal expenditures.

117. On the Functional Allocation of Expenditures. Table IV-2 breaks down expenditure
function for the 1985 sample. More recent infonnation collected in 1989 during the mission for a smaller
sample with a different classification of functions is provided in Table IV-3. This last survey is random
but combines large municipalities such as Beldm, Curitiba and Fortaleza with much smaller ones such
as Sobral, Caucaia and Campo Largo. The major observations are as follows:

(a) Although there are variations between municipalities in 1985, by far the largest
proportion of municipal expenditures, about 60% of the total, is for general
administration and for housing and urbanization, with an average of 28% and 31%
respectively. In fact, within housing and urbanization, the largest sub-component
is once again administration. A similar conclusion could be reached from the 1989
survey. Legislation, planning and housing and urbanism add up to over 60% as
well. These are not necessarily expenditures that lend themselves to measurements
in terms of the standards efficiency and accountability criteria;

(b) these large figures for administrative categories may have an impact in terms of
equity; they supports the evidence provided in Chapter 11 on the importance of
municipalities as employers which is perceived by many in Brazil as an approach
to poverty alleviation. A large, but unknown, share of wages and salaries paid by
these categories could be added to the average of about 10% of municipal
expenditures formally allocated to Social Assistance;
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(c) the price paid for this approach to poverty alleviation is also illustrated by these
tables. In 1985, Fortaleza for instance, spent only 10% on education and 4% on
health. This is well below average in both cases. It is interesting to note that the
1989 sample indicatts that municipalities are now spending more than twice what
they used to spend on education four years earlier. While the comparison may be
biased by the fact that education is a much larger share, around 25%, of total
expenditures for smaller municipalities, it can be used as evidence of the
importance of the impact of new Constitution for municipal expenditure patterns;

(d) these tables also show that the major areas in which municipalities have been
granted more freedom are also those in which more emphasis was traditionally
placed, as indicated by the 1985 figures. This tends to point to more efficiency in
expenditure assignment. The transition to full independence has occasionally led
to some confusion and inefficient or inequitable decisions; and

(e) the areas in which municipalities have greater responsibility are also areas of high
recurrent costs (e.g., education and health). More autonomy on expenditure
decisions in these sectors may lead to investment rationing with long-term
consequences.

118. A last characteristic which flows from the various tables on expenditures is that every
municipality faces a different demand structure for its services. Since, in principle, local administrators
know local needs better than state or federal civil servants, it is important to allow them to try to deliver
the service bundle that will best meet local demand. The diversity in service bundles shows that local
administrators have been trying to meet the different demands. The increased autonomy granted by the
new Constitutions will provide them with additional resources to do so. This is the focus of
the next section.



TABLE IV-1

PERCENTAGE COMPOSITION OF EXPENDITURE IN BRAZIL AND METROPOLiTAN AREAS: 1985

CONSUMPTION TRANSFERS CONSUMPTION PHYSICAL FINANCIAL DEBT TOTALMETROPOLITAN _ TRANSFERS CAPITAL INVESTMENT AMORTIZATION (%IAREAS Personal Purchases Sum Families Int.Payment Intragov. Others Sum

A a C=A+B D E F G H=D+E+F+G I-C+H J K L M.sI+J+K+L

0%

BELtM 29.87 22.01 51.88 61.50 0.18 10.40 1.08 18.16 70.04 27.38 2.00 0.58 100.00BELO HORIZONTE 16.03 9.11 25.14 3.00 6.11 30.40 1.17 40.68 85.82 32.69 0.25 1.24 100.00CURMBA 42.43 18.67 61.10 6.68 1.27 4.12 4.63 16.70 77.80 17.55 3.53 1.12 100.00FORTALEZA 49.98 13.18 63.16 3.67 3.68 18.71 1.27 27.33 90.49 9.08 0.31 0.12 100.00GOIANIA 28.76 23.05 51.81 3.72 6.20 24.06 0.01 33.99 85.80 13.39 0.62 0.19 100.00RECIFE 31.33 15.67 47.00 5.58 6.59 11.94 14.88 38.99 85.99 9.94 0.20 3.87 100.00RIO DE JANEIRO 46.18 16.58 62.74 -&.59 1.96 tO.61 5.44 24.60 87.34 9.15 0.57 2.94 100.00SALVADOR 31.02 11.18 42.21 3.62 4.80 8.74 14.93 32.09 74.30 22.81 . 0.28 2.61 100.00sAo PAULO 30.96 22.21 53.17 7.30 7.70 0.86 4.48 20.34 73.51 16.05 5.01 5.43 100.00

Source: IBGE/ National Accounts. 'Economic Statistics of the Municipal Government - 1985."



TABLE IV-2

PERCENTAGE DISTRIBUTION OF EXPENDITURE IN BRAZIL AND METROPOLITAN AREAS (19851

BELO RIO DE
BRAZIL BELEM HORIZONTE CURmBA FORTALEZA GOIANIA RECIFE JANEIRO SALVADOR SAO PAULO

(%I 1%) (%) I% 9 M% 1% 1 1%) 1%)

__~~~~~~~~~~~~~~ 
_ 

2. GENERAL ADMINISTRATION 25.47 19.59 18.65 23.10 22.18 24.30 38.66 19.82 40.56 25A8
3. PUBUC SECURITY 0.10 0.08 0.00 0.01 0.77 0.00 0.00 0.00 0.00 0.19
4. EDUCATION 15.63 11.54 8.21 16.21 22.17 8.82 13.69 32.31 10.22 12.41

ADMINISTRATION 2.88 2.27 0.22 11.25 3.75 0.88 0.58 9.07 1.23 0.42
PRIMARY EDUCATION 10.90 8.79 6.25 4.73 17.52 7.87 12.98 20.00 8.39 9.41
ASSIST. TO EDUCATORS 1.42 0.41 0.47 0.03 0.16 0.07 0.00 3.21 0.15 1.95
OTHERS 0.43 0.07 1.27 0.22 0.74 0.00 0.13 0.03 0.45 0.63

5. CULTURE & SPORTS 2.37 0.49 1.19 2.94 1.52 2.99 3.43 5.06 0.58 2.33
S. HOUSING & URBANIZATION 29.85 38.69 48.30 34.25 17.18 28.12 31.54 21.15 29.54 26.06

ADMINISTRATION 13.80 7.76 35.13 27.59 12.86 4.34 9.90 5.85 6.79 11.55
HOUSING 0.28 0.00 0.92 0.17 0.00 0.00 0.00 0.01 1.61 0.00
URBANIZATION 1.93 10.95 0.61 0.00 1.68 0.03 13.93 0.03 10.12 0.27
PUBUC LIGHTING 1.54 0.00 0.18 0.77 0.52 0.00 0.00 3.46 0.08 2.03
URBAN ROADS 8.75 19.67 10.17 5.71 1.97 10.03 7.24 3.51 4.82 9.50
PUBUC UTIUTY SERVICE 3.55 0.31 1.2S 0.01 0.15 13.72 0.47 8.29 6.12 2.71

7. HEALTH 6.89 3.70 2.97 1.27 16.97 2.10 3.66 8.92 4.20 8.27
8. SANITATION & ENVIRONMENT 3.33 0.13 15.36 0.12 0.44 0.38 0.00 1.17 0.21 3.40

ADMINISTRATION 0.02 0.00 0.04 0.00 0.00 0.37 0.00 0.00 0.00 0.00
ENVIRONMENTAL PROTECTION 1.72 0.13 15.23 0.01 0.22 0.01 0.00 OA1 0.00 0.10
BASIC SANITATION 0.34 0.00 0.09 0.11 0.14 0.00 0.00 0.03 0.21 0.48
GENERAL SANITATION 1.25 0.00 0.00 0.00 0.08 0.00 0.00 0.74 0.00 2.82

9. SOCIAL ASSISTANCE 9.65 16.23 4.40 13.76 13.84 9.33 6.90 9.21 4.72 12.72
10. TRANSPORT 5.94 7.75 0.41 5.63 3.93 22.01 0.94 1.47 9.75 8.79
11. OTHERS 0.77 1.80 0.51 2.69 1.00 1.95 1.18 0.89 0.23 0.36

Source: IBGE/ National Accounts, 'Economin Statistics of the Municipal Government -1985I .
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TABLE IV-3

EXPENDITURE PER FUNCIION IN A SAMPLE OF MUNICIPALITIES
(1989)

Campo
BelEm Fortaleza Sobral Caucaia Curitiba Largo

Legislative 11.7 4.2 6.0 4.4 3.8 1.S
Planning 23.2 13.0 16.7 17.5 17.8 32.0
Education & Culture 15.9 16.5 24.4 23.1 21.9 25.5
Housing & Urbanism 1.8 24.0 35.7 13.3 17.0 15.8
Health and Sanitation 23.9 19.2 8.8 9.4 13.5 2.9
Social Assistance 11.1 12.3 4.6 9.8 14.2 10.6
Transports 9.4 9.9 1.2 14.9 8.9 10.7
Other 3.0 0.9 2.7 7.6 2.9 1.0

Soun: Data collected during mission field trip.

2. Revenue Sources

119. This section has three major components. The first focuses on the legal sources of
revenue for municipalities. It is given an expanded treatment because of its importance in understanding
the violation of the normative criteria discussed in the first section of this paper. The second section
provides an overview of the evidence available on the actual use of resources by municipalities as a
whole and for a sample of specific municipalities for which data was collected during the mission. lTe
third section reviews the preliminary data on the effects of the 1988 reforms on municipal revenue.

Legal Sources of Municipal Revenue

120. Sources of Increase In Municipal Revenue. Among the three govemment levels,
municipalities appear to be the biggest winners of revenue from tax reform mandated by the 1988
Constitution. Their increase in revenue stems from two main sources: (i) more own taxes; and (ii) more
transfers from the state and federal governments.

121. More Own Taxes. After it had been relying on only two taxes for many years, local
government taxation was expanded considerably by the 1988 Constitution. 21 There are now four local
taxes: (i) an urban property tax (IBTU); (ii) a tax on services (ISS) based on a number of tertiary
activities (an excise tax); (iii) a tax on sales of properties (llBI); and (iv) a tax on retail sales of fuels
except diesel (IVVC). Local taxing powers were increased significantly as were tax transfers from both
federal and state governments. However, some limits on local taxing power, such as rate setting, have
been established to prevent tax competition and migration. lhis exists in the case of the ISS and IVVC
where Congressional complementary law sets the maximum rate.

21 unicipalities can &lso levy betterment taxes (ttrontage tax based on special
asuasments), whicb In the bratilian Constitution are not called taxes but "contributions."
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122. More User Fees. Additional significant revenue is potentially available for local
governments if they make full use of their pricing authority to levy both user fees and public services
tariffs. In practice, most municipal govemments do not charge or only charge very little for services such
as sewerage, solid waste collection, street lighting, environmental protection fees and so on. In some
municipalities, royalties can also be significant sources of revenue that did not exist before 1988.

123. More Transfers. Revenue-sharing transfers to municipalities were also increased.
Municipalities benefit from more transfer revenue from both the states and the federal government. Two
broad transfer categories can be distinguished: those that are related to taxes of various types and those
that are not.

124. Tax Transfers. Some transfers are based on federal or state tax revenues and are
prescribed by law or by the Constitution. Often called "constitutional transfers" or "tax transfers," these
transfers are automatic, rather than discretionary. A given part of these shared taxes is handed out to
the lower level of government. The allocation criterion is usually the amount collected in the receiving
state or municipality, although in some cases, other criteria, such as population or income, are used.

125. The system of tax transfers was substantially modified by the 1988 Constitution. Federal
transfers to states and municipalities associated with the income tax and the industrial products tax
(through participation funds) account for about 90% of all federal tax transfers. Similarly, state transfers
to municipalities based on the state value-added tax (ICMS) account for 96% of state tax transfers. Tax
transfers associated with federal excise taxes have been eliminated.

126. Sources of Increases in Tax Transfers. Table IV-4 summarizes the final disposition of
Brazil's Tax revenue. Table IV-5 compares intergovernmental Transfers before and after the 1988
Reform. The Municipal Participation Fund, which allocates proceeds of the federal income (IR) and
industrial products (IPI) taxes, was gradually increased from 17% in 1988 to 22.5% in 1993. From the
10% of IPI transferred to states by the Federal governinent as an Export Compensation Fund,
municipalities received one quarter. Municipalities received 60% of the proceeds from the federal
financial transactions tax (IOF) on gold, and 50% of the federal rural property tax (ITR)--compared to
100% prior to the 1988 Constitution. The municipal share of the state value-added tax (ICMS), which
had its tax base enlarged, went from 20 to 25%. Half of the procc:ds of the state motor vehicles
registration tax (IPVA) is shared with municipalities.

127. Nontax Transfers. Municipalities are also eligible for transfers that are not associated
with specific taxes. These nontax transfers are negotiated on a case-by-case basis between the federal
government and municipalities, and between states and municipalities. They take the form of agreements
(conv&nios) that stipulate the amount of the transfer and the use to which it will be put. These nontax
transfers are poorly documented, and their negotiation lacks transparency. In most cases, they are
conditional grants to provide project assistance. They seem motivated by political considerations rather
than economic analysis.



Chapter IV 43

TABLE IV4

TAX REVENUE DISPOSTON IN 1993 (%)

REVENUE SOURCE a/ FEDERAL STATE MUNICIPAL

Income tax 53.0 24.5 kS 22.5
Payroll tax 33.3 66.7 0.0
Large fortunes (wealth) tax 100.0 0.0 0.0
Import tax 100.0 0.0 0.0
Export tax 100.0 0.0 0.0
Tax on financial operations and

insurance 100.0 0.0 0.0
Rural property tax 50.0 0.0 50.0
Tax on industrial products 43.0 32.0 c/ 25.0
Hydroelectricity tax 5.0 45.0 50.0
Mineral products tax 5.0 45.0 50.0

General value-added tax (ICMS) 0.0 75.0 25.0
Inheritance and gift taxes 0.0 100.0 0.0
Motor vehicles registration

tax (IPVA) 0.0 50.0 50.0
Supplementary capital gains tax 0.0 100.0 0.0

Services tax (ISS) 0.0 0.0 100.0
Urban property tax (IPTU) 0.0 0.0 100.0
Tax on retail sales of fuels

except diesel (1VVCLG) 0.0 0.0 100.0
Property transfers (BI) 0.0 0.0 100.0
Frontage tax (special

assessment levy) 0.0 0.0 100.0

A/ The federal government must apply at least 18% of all tax revenues to education, states 25% of all tax revenues
and transfers, and municipalities 25%.

h/ Includes 3 % to finance programs to be administered by development banks of the Northeast, North and Centerw
West regions.

g/ Includes the 3% described in note b plus an additional 10% of IPI as compensation to states for loss of
revenues from ICMS on exported goods.

SOUll[: Nova Constitui9o Brasileira 1988, Sistema Jornal do Brasil, Article VI, 'Da Tributa0o e do Or4amento,
pp. 67-78; Lei do Senado No. 165 (11/89); Lei Complementar No. 104, CAmara dos Deputados; Projeto
de Lei Complementar No. 104-A, 1989.
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TABLE IV-5

INTERGOVERNMENTAL TRANSFERS, BEFORE AND AFTER
THE 1988 CONSTITUTION

(percentages)

STATE SHARE MUNICIPAL SHARE

BEFORE AFTER BEFORE AFTER
TAX AND TRANSFERS 1988 1988 1988 1988

Participation funds (income tax, IR,
and value-added tax on industrial
products, IPI) 14 18.0 (1988) 17 20.0 (1988)

19.0 (1989) 20.5 (1989)
19.5 (1990) 21.0 (1990)
20.0 (1991) 21.5 (1991)
20.5 (1992) 22.0 (1992)
21.5 (1993) 22.5 (1993)

Share of industrial products
tax, IPI (share of manufactured
exports) na 7.5 na 2.5

Income tax withheld at
source from state and
municipal employees 100 100 100 100

Rural property tax - - 100 50
Financial operations tax

(IOF) on gold na 30 na 70
Salay-education

contribution (SE) 66.7 66.7 -
Anynew federal tax na 20 -

Special regional development
funds IPI and IR) 2 3 - -

Value-added tax ([CMICMS) - - 20 25
Tax on automobile ownership (IPVA) - - 50 50
Property transfer tax (ITBI) - 50 100
Royalties na S0 na 50

128. The system currently in place resulted from changes introduced by the 1988 Constitution,
which, after all, did not address any of the major flows of the previous system but increased the
proportion of shared revenues and the remaining negotiated transfers (convPnios). The latter are likely
to become less important as the fiscal crisis deepens, in particular regarding the federal convEnios.
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The Pattern of Revenue

Composition of Revenue

129. Evidence on the composition of revenue can be found from two sources. The first is from
a recent compilation of data prepared by the Federal Governent. It provides a time series that allows
assessment of the evolution of the major sources of revenue. Its major drawback is that revenue sources
are rather aggregated and that details are not available for tax revenues and user fees. The second set
of infornation relied upon at is from a 1990 survey of capital municipalities.

130. Evolution of Revenue
Composiion. Graph 1 illustrates the
evolution of revenue of capital
municipalities and their composition COMPOSITION OF REVENUE IN CAPITAL
between 1980 and 1988. The most MUNICIPAUITIES OF BRAZIL
obvious feature of the graph is that 1980-88 ('ooo NCz$ Conitant 1989)
1984 seems to have been a turing
point in the way municipalities get NCZt iNWL

financed. This is the first year for which 14;____.-.....

transfers are a larger source of revenue 12 . 1..
than taxes. In fact, according to I * . ....... .......................................
national accounts, in 1988, own , .......-... .... I..... ..........
municipal revenue did not represent |." . a .. a. -- --.
20% of their total available revenue. A . .

second characteristic is that there is no 1 eo 1981 zl Ie I 1iU 19u 1958 1987 1988

strict negative correlation between Year
deficit and revenue increases. In many | D.flt E - - rm 
cases, when revenue increased, deficit | . = _
increased too. In other words,
expenditures have tended to increase
faster than revenue. A last obvious
feature from this table is that user fees,
most of the residual category, never Fgure I-1
had a significant role to play as a
revenue source.

131. Composition of Revenue in Capital Municipalities. The same ABRASF survey provides
some detailed information for 11 capital municipalities in 1990. It is summarized in Table IV-6. This
information is somewhat biased as capitals benefit from a somewhat higher level of transfers. It is not
significant enough, however, to alter the major conclusions that can be derived from this survey. The
major characteristics are as follows:

(a) as indicated by the more aggregate data discussed above, tax revenue and user fees
do not represent the main source of revenue for municipalities. Floriandpolis is
clearly an exception with 64.1% of its budgetary revenue coming from own taxes and
user fees. The average is around 30%;
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(b) on average, the IS5 yields almost 3 times the amount the IPMU yields; in fact
according to national accounts, it yields almost four times that amount as the ISS is
collected in all municipalities while the IPIU is only levied in urban municipalities;
for 1988, own revenue was 0.58% of GDP, 0.19% was due to the ISS in the capital
municipalities, 0.05% was from the IPTU;

(c) user fees are hardly used at all with an average share of 3.7%; as compared to
Florian6polis which seems to be doing a better job than many others in that respect
with 18.4%;

(d) the two new taxes, fIBI and IVVC, are off to a slow start as together they do not
even yield as much as the ISS;

(e) transfers represent over 50% of revenue and, by far, the largest component is the
ICMS share. On average, it yields as much as all sources of own revenue; the FPM,
the second largest source of transfer revenue, yields more that the ISS, the largest
source of own revenue;

(f) the budget figures do not indicate a major municipal debt problem because,
according to these figures, credit operations are only 3.4% of the revenue sources;
in this sample also, only Sao Paulo borrows abroad. Borrowing is, however, a more
serious potential problem than it appears from an analysis of budgets; extra-
budgetary sources of revenue analyzed below provide some indications of the risks
involved; and

(g) the estimate of per capita tax revenue for each one of these cities is expressed in
US dollars. The conversion was done at the average 1990 exchange rate which may
be a very rough approximation of the correct conversion figure; it may underestimate
the correct value as it does not correct for the price freeze built in to the Collor I
Plan. It still provides an indication of the large absolute inter-municipality
discrepancies existing in fiscal efforts.

132. A More Casual Perspective Based on the Field Trip. While the sample of municipalities
just discussed provide some useful information, some of the data collected during the mission reveals
some variation across the country. Castanhal (Pars) in 1989 received more than 80% of total receipts
from transfers. Own collections pay for only 10% of current expenditures and 7% of total expenditures;
FPM is responsible for more than half of total transfers and 60% more than ICMiS transfer (in 1990,
the ICMS share is likely to reach the same level of FPM). On the other hand, Caucaia, (Ceard), in 1989,
generated about 50% of total revenues from own revenues with emphasis for ISS. For receipts of similar
(absolute) current value, data suggest either different economic activities and better tax handling or a
more efficient tax administration system in Caucaia than that of Castanhal. Campo Largo (Parana) makes
use of user charges while they do not yield any revenue in the other two municipalities. In 1989 Campo
Largo mobilized 32% of receipts from own sources (of which 25% is from tax revenues, mainly ISS),
received more than 40% from ICMS and about 20% from Federal transfers.
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COMPOSlTION OF REVENUE IN A SAMPLE OF MUNICIPAL CAPiTAL
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TABLE IV7

SOME INDICATORS OF MUNICIPAL FISCAL EFFORT

OWN TAX REVACAPITA

Weighted Value Real Growth Own Revenue Own
Composite USS Cres. 9O0/9 as % of Total Revenue as

lIdas Revenue Percentage
% of Proxy for

(D) Income
Governos (A) (B) (C) (B)

Florian6polls 0.84 136 59% 61% 36.1%

Rio de Janeiro 0.46 105 7% 54% 4.9%

CuiabS 0.45 54 160% 22% 2.1%

Sio Paulo 0.43 87 56% 39% 3.4%

Porto Alegre 0.37 62 53% 35% 3.9%

Belo Horizonto 036 55 42% 38% 4.5%

Recife 0.35 54 59% 33% 33%

Salvador 0.34 37 66% 35% 3.2%

Campo Grande 0.32 50 32% 38% 3.9%

Maceid 0.24 32 27% 27% 4.0%

Goilnia 0.22 35 19% 27% 2.6%

Manaus 0.22 30 46% 19% 2.9%

Aracaid 0.22 29 40% 20% 3.3%

Teresina 0.21 19 14% 27% 5.9%

Jobo Pess8a 0.19 19 36% 20% 2.7%

Rio Branco 0.17 17 34% 11% 5.9%

0.34 51 47% 32% 5.8%

Federal gvt 0.68 250 8% 44% 7.2%

States 0.76 255 8% 64% 7.3%

Source: ABRASF

Fiscal Et , - .X Sample of Municipalities

133. A recent publication provides a ranking of the revenue performance of 16 capital
municipalities for 1990.22 Ibis ranldng is based on a composite index. The four components of the
index are: (i) revenue per capita; (ii) real growth rate between 1989 and 1990; (iii) share of own
revenue, excluding borrowing, in total revenue; and (iv) own revenue as a percentage of a proxy for
municipal output/value added. The base of the composite index is the average of the highest value

22 AsoclagIo Brastleira do. Secret6rios a Dirigentes das FtnanVas doa Municipios das
Capitals (1991), Financas Pd5blcas L Conluntura - Enfocuot Municinios das CapitaS, No. 3, Hay.
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obtained for each one of the components. Its value is hence between 0 and 1. Only if a single
municipality out performs all the others in each category will the index reach the value of one.

134. The major objective of the composite index is to measure the fiscal effort of
municipalities. A larger fiscal effort implies a larger autonomy in expenditure decision but also a larger
tax burden on local residents. The average value of the index is 34% and most municipalities have a
composite index under 50%. This implies a rather low fiscal effort in general.

135. While the index can be biased for various reason, it provides some useful information,
as indicated by Table IV-7:

(a) the average own tax revenue per capita in the sample is about $51 but the spread
is large as it goes from $17 in Rio Branco to $135 in Floriandpolis; the Southern
cities also tend to do better than the Northern, North Eastern and Central-West
cities; the average tax burden per capita levied by the federal government is $250;
for states, it is $255; it turns out that for Brazil as a whole, in 1987, the average
municipal tax per capita was $9; the figure is much lower bt.!ause it does correct for
the fact that rural population faces a different municipal tax burden; but it is useful
to compare it to other some other countries: Colombia ($10), United States ($650),
Canada ($602), Spain ($124), Australia ($118);

(b) own revenue per capita increased significantly between 1989 and 1990 as the real
average growth rate was 47%; for the same period, both the federal and the state
tax revenue growth rate was only 8%; this may reflect that 1990 and 1991 were
election years of some importance at the federal and state level;

(c) on average, own revenue represents only 32% of total revenue; this is very low and
is a good indicator of the lack of autonomy of municipalities under the present
approach to decentralization; here also the spread is rather large as it varies from
11% in Rio Branco to 61% in Florian6polis; and

(d) tax revenue represents on average less than 6% of local value added; this is expected
as value added is a very poor proxy for the tax bases.

136. Potential Revenue Effects of Better Local Tax Colection. The data analyzed so far
reveals the low intensity of the local fiscal effort. The main obstacle is the political unwillingness to tax
at local level. Table IV-8 illustrates the potential revenue effects of improvements in collection of the
urban property tax Floriandpolis for two years in a row adjusted its cadastre value. The payoff was high.
It has the highest IPIIJ revenue per capita of all. It is also the municipality where the IPTU represents
the highest share of total revenue. This is not necessarily a target for other municipalities as
Florian6polis has a specific attraction to tourists that many others do not have, but it provides some Idea
of what is possible. Cuiaba has made tremendous efforts also over the last two years but only manages
to collect a third of what Florian6polis does. Property values are clearly not comparable but it shows how
much more some of the poorer municipalities should be able to obtain. Cuiaba is collecting five times
more D?TU than Rio Braitco is collecting, four times more than Joto PessBa, and three times more than
Aracajd. None of these cities have increased their revenue as much as they could have.



Chapter IV 50

TABLE IV-8

IPTU 1990 REVENUE PER CAPITA

Value Real Growth Real Growth As %
uSS 90/89 90/88 of

Total
Revenue

Municipalities (A) (B) (C) (D)

Florian6polis 44.1 276% l1I% 19.9%

Cuiabg 15.4 958% 334% 63%

Rio de Janeiro 34.7 45% 101% 7.3%

Recife 12.6 745% 125% 8.9%

Teresina 3.7 1,039% 195% 1.5%

Manaus 6.4 483% 334% 4.0%

Salvador 7.7 336% 22% 7.7%

51o Paulo 15.3 153% 24% 6.2%

Belo Horizonte 12.0 67% 61% 5.5%

Maccld S.7 2% 79% 4.3%

Campo Grande 7.S 96% .28% 6.6%

Jobo Pesda 3.8 47% 70% 2.5%

Araad 4.8 112% 4% 3.2%

Rlo Branoo 2.7 117% 22% 23%

Pono Alegre o.8 67% .10% 23.8%

Golinia 2.1 *27% 27% 2.0%

Source: ABRASF (1991).

3. Is There Potential for a Municipal Debt Crisis it Brazil?

137. Own tax revenues, transfers, and other receipts (user fees, financial eamings, etc) have
not provided enough resources to finance municipal spending. Local governments can and do borrow.
Although subject to limits imposed by the Senate while it regulates public sector indebtedness and by
the federal govermnent as part of its stabilization policy, local governments have increasingly resorted
to credit. A brief description of these limits is provided in Figure IV.1.

138. lbree basic sources have been providing the additional resources: the banking system,
and in particular public financial institutions, suppliers, and capital markets. The latter plays a minor role
and has been used for only tlree large capital municipalities: Sao Paulo, Rio de Janeiro, and B3elo
Horizonte. Municipal governments have access to special credit lines to finance investments in urban
and infrastructure sectors provided by federal banks or passing through institutions, often state banks.
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The use of private sector banks is quite limited. State banks are also major lenders to municipal
governments and their indirect administration. During the second half of the 1980s the recourse to
suppliers' credit and arrears has become an important additional source of financing for local as well as
higher levels of government. This is documented by an analysis of extra-budgetary balance sheets.

139. Extra-budgetary balances do not follow a standard pattern. In some municipalities
negotiated transfers are included here rather than in the budgetary balance sheets. This is one of the
important impediments to a full assessment of municipal financial management. In particular, it blurs the
analysis of the potential for a municipal debt crisis. Indeed, a major component of these extra-budgetary
accounts is debt rollover, which used here, has a very wide coverage, including any form of non-payment
of liabilities. A major component of these is asometimes "mandatory' supplier's credit. The illustration
of the importance of these extra-budgetary accounts is provided by Table IV-9. For a sample of 10
capital municipalities, a set of ratios have been computed to illustrate the relative importance of the non-
budgetary activities in general and of debt rollover in particular.

TABLE WV-9

THE RELATIVE IMPORTANCE OF EXTRA-BUDGETARY ACCOUNTS

Extra Budgetary Debt Rollover Extra Budgetasy Debt Rollover/
Revenue/Budgetaty Budgetary Revenue Fpenditure/ Total & Extra

Municipality Revenue Budgetaty Budgetary Revenue
Expenditure

Recife 0.1% 0.0% 0.1% 0.1%

Joio Pcssoa 7.1% 0.2% 5.9% 0.3%

Cuiabd 40.3% 24.3% 11.5% 22.0%

Aracaji 165.0% 0.1% 694.0% 0.1%

Campo Grandc 258.3% 16.8% 74.9% 3.2%

So Paulo 75.5% 29.3% 32.3% 17.0%

Bclo Uorizonze 233.1% 7.6% 188.5% 2.3%

Flouiandpclis 148.5% 34.4% 84.3% 14.5%

Manaus 138.0% 46.7% S4.1% 26.6%

Porto Alegre 75.3% 15.0% SS.7% 8.7%

#wtA4R 6 114.1% 17.4% 120.1% 955%

Soure: ABRASF

140. For five of these municipalities, extra-budgetary revenue represents more than the
budgetaty revenue. Tle average for the sample is 1.1 times the normal budgetary revenue. lhe
composition is however somewhat less dramatic than it sounds. For many, this simply reflects the fact
that negotiated transfers are not built in the regular budget but arc part of extra-budgetary revenue.
Debt rollover represents, on average, less than 20% of the budgetaty revenue, or about 10% of the sum
of extra and regular budget revenue. It is a clear problem for some cities: Manaus, Cuiaba, Porto Alegre,
Camupo Grande and, more interestingly, Florian6polis. 'Ihis last municipality is on the one hand a top
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performer in terms of absolute fiscal effort, but at the same time relies significantly en supplier's credit.
While no exact information is available for 1991, early indications are that this approach to financing has
tended to become generalized as it is considered to be a legitimate way to circumvent the legal limit on
municipal borrowing.

( ad xm nuw$ Debt So-ie Soiwt d"lz NOSS.- to t*al '; W "a the paymeits dt to's ' m ion
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Box IV.1

4. Impact of the 1988 Tax Reform

141. Although the Constitution was promulgated on October 5, 1988, thc tax changes it
promulgated were implemented throughout 1989. 2) It is still too early to assess their impact on
municipal revenues. lherefore, the discussion is based on preliminaty results for 1989 and 1990, which
arc analyzed in turn.

as With the exception of the Increases In the Participation Funds sheres whicb took offect
fzoo October 1988 on, all of the tax measures wvere sIplaented during 1989, although oouo rovenuo
impact VaB felt onay in 1990. The latter io the cse of the Export Fund creatod in HabTh 1989 but
tho actual transfer only took place In 1990 vwehout monetary correction.
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142. Actual Impact In 1989. Municipalities were responsible for only 3% of overall collections
and ended up with more than 15% of total revenues. The tax measures enacted by the Constitution
reinforced the decentralizing nature of the Brazilian system. Without the tax reform, municipalities would
have disposed of 12% of total revenues. Until 1993, when the revenue-sharing changes will be fully
implemented, the share of available resources to the federal government will continue to decline unless
the overall fiscal effort increases due to use of non-shared taxes. In fact this was the case in 1990 when
income from financial transactions wvere taxed under IOF instead of under the income tax regime.

143. The major gain for municipalities comes from tax related transfers. Overall transfers
received by municipalities increased in real terms 24% in 1989. The ICMS share was responsible for the
largest growth (43%) while the fiederal transfers increased more moderately (3%). The poor performance
of the FPM was due to inflation which affected twice the actual value transferred. First, income and EPI
tax collections declined as inflation accelerated. Second, transfers lost additional value due to the period
between the collection time at the federal level and availability of resources at the municipal level.
Furthermore, the increase in FPM was partially offset by the elimination of the transfers of excise taxes.
State transfers represented more than 60% of total transfers received by the municipalities in 1989.

144. Municipal Revenue in 1993. In view of the high degree of macroeconomic uncertainty
variability of inflation, tax reforms aind trade liberalization, it is impossible to ascertain the likely final
revenue impact of the 1988 reforms on the municipal sector. But the preliminary data for 1990 provides
a rather good indication of a lower bound. The net municipal share of the income tax and IPI revenue
increased from 39.5% in 1989 to 40.5% in 1990. It will further increase by 1% point until it reaches 44%
in 1993, almost 10% more than in 1990. In actual revenue terms, this means that transferred revenue
were 22.9% higher in 1989 over what they would have been without the reforms and 31% in 1990. The
impact of the macroeconomic measures that led to a reduction in inflation, cuts in Tanzi effects, and
increases in exports and the impact of reduction in effective transfer lags, further improved the
performance. In real terms, transferred revenue was almost 40% higher in 1990 than it would have been
had the 1988 conditions prevailed. Assuming these sources of transferred revenue represent about 50%,
a conservative estimate, this means that the disposibility of municipal revenue could increase by about
another 0.5%.

C. AN ASSESSMENT OF CURRENT LOCAL GOVERNMENT
FINANClAL MANAGEMENT

145. The purpose of this section is to assess the current status of local government financial
management, using the normative framework provided in the first section and the information provided
in the second section.

1. Assessing Transfers

146. The WPM. Althouglh the new Constitution provides for an increasing proportion of
national income and industrial production taxes to be transferred to municipalities on a formula-driven
basis through the PPM, this revenue-sharing system is not perceived to be predictable and transparent
by many municipalities. Some lumpiness in the flow of FPM funds to municipalities may be explained
by such factors as business cycles and crop harvests, and these may be exacerbated by the continuing high
rates of inflation. Hlowever, the perception by some municipalities is that irregular fiscal transfers may
result from the National Government protecting itself from inflationary effects (through short-term
financial applications of FPM funds, for example) to the detriment of local govemments. Tlhis perception
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by municipalities is more serious when it is combined with the observation that intergovemmental fiscal
transfers are not really transparent. Because different financial reporting procedures during periods of
high inflation may result in dramatically different executed budget data and actual financial flows, some
municipalities feel that the FPM system in not really transparent. To the extent the perception is
widespread that intergovernmental fiscal transfers are not really transparent and predictable, whether
true or not, the integrity and accountability of intergovernmental transfers are placed in question.

147. Negotiated Transfers/Convgnios. Another serious impediment to local government
financial management consistent with reform of the state is the fact that municipalities and states may
negotiate grant transfers with national ministries, completely outside of the FPM and FPE systems. In
addition to the extremely high transaction costs of these negotiated grants, widespread use undermines
all of the guidelines for intergovernmental fiscal transfers recommended earlier.

148. Convenios appear to please no one and to have no purpose. In general, municipalities
downplay the role of the convgnios but simultaneously accuse the federal government of disrupting local
programs to end convtnios. Most convenios involve education and municipal service programs. There
is a general concern that the federal government will eliminate them soon.

149. State Transfers. The distribution of state tax transfers for the most part follows the
original principle and is highly transparent. ICMS revenues are distributed by a formula that allocates
at least 75% of such revenues to municipalities by value-added taxes. Following this principle, there is
a wide divergence of municipal transfers in per capita terms by state. Marginal weight is given in the
formula to other factors that the indivic4 al states may consider relevant in the distribution of ICMS
revenues within their jurisdictions. In fact only 25% of total revenues are intended to be consistent with
the fiscal needs of individual municipalities. It is in this area that the formulas used by individual states
need re-examination. Municipal tax bases and fiscal effort indicators could integrate the formula. States
could be granted continued flexibility for distributing state tax revenues among municipalities above a
certain level of transfer. In any case these transfers should be formula-driven.

150. In sum, fiscal transfers from States to Municipalities are perceived by many to suffer the
same distortions as those from the National Government. Financial reporting practices for the ICMS may
result in a lack of predictability and transparency, and negotiated grants from State agencies may be
driven not by efficiency and equity, but by narrow, partisan political considerations.

2. Assessing The Expenditure and Revenue Assignment

151. There is not enough data to assess the adequacy of expenditure assignment and resource
authority and sufficiency by level of government. There are two basic reasons for this lack of adequate
evaluation data results: macroeconomic instabiiity and the lack of a systematic, local government financial
management information system that permits evaluation of revenue and expenditure performance
between local governments and within local governments over time.

152. The mission's field visits indicate that it is far from clear that municipal revenues
adequately match expenditure responsibilities. This possible mis-match is of concern not only because
of potential gaps in service delivery, but also because it may dilute institutional accountability in the
municipal sector.

153. In addition, these mis-matclhes may be aggravated over time. For example, the formulae
for FPM allocation provide for equal treatment for all, non-state capital municipalities with populations
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greater than 156,000. This may result in "over-funding" for municipalities with small populations that are
losing people because of low employment potential, and therefore have less demand for public
infrastructure and services. For these municipalities, there is little incentive to control recurrent
expenditures and to increase local resource mobilization, and investments tend to have a lower economic
rate of return and poverty impact than those in municipalities that are absorbing poor migrants seeldng
better employment opportunities. These growing municipalities may be "under-funded" because of the
increasing demand for infrastructure and services.

154. This appears to be especially critical in municipalities that are at the periphery of
metropolitan and other urban agglomerations. For example, there are numerous cases of metropolitan
"bedroom" municipalities, such as Riberio das Neves of the Belo Horizonte Metropolitan Region, that,
because of relatively low land values and good access to the urban labor market, have been experiencing
annual population growth rates of over 15%, but with industrial and commercial development lagging
far behind population growth. These municipalities have a high demand for infrastructure and services
(e.g., education, primary health, transport, drainage) that have limited cost recovery potential from direct
beneficiaries (e.g., user charges), but also a limited local tax base. Therefore, these municipalities are
highly dependent on intergovernmental fiscal transfers, but it appears that they are "losers" in transfer
allocations because of the FPM population cap, as well as the ICMS allocation based on geographic
source of the tax. As will be discussed below, the issue of under-funding for municipalities with rapidly
growing populations may be addressed more effectively primarily at the State, and not National,
Government level.

155. In summary, Brazil's macroeconomic instability over the past years has resulted in local
government financial reporting that does not permit an assessment of current and proposed reforms in
local government financial management beyond the identification and general analysis of fiscal allocation
criteria and trends, as noted above. Furthermore, it is not realistic to expect that substantial improvement
will occur until greater macroeconomic stability is achieved. However, it is not too soon for the
Government to begin building the foundation for sustainable reform of local government financial
management, as discussed below as an agenda for the future.

D. LOCAL GOVERNMENT FINANCUAL MANAGEMENT: AN AGENDA FOR THE FUTURE

156. 'Te Government is at the initial phase of a significant reform of the state. Of course
the outcome of reformn policies across sectors and between levels of government is not yet completely
clear as this may be expected to be a dynamic process. One of the objectives of this report is to provide
general guidelines and recommendations regarding how the overall reform effort may be extendeft to
local govemments aud the municipal sector. Thus, the following discussion and recommendations
represent a first stage of Bank dialogue with the Government in this new institutional environment. Tlis
dialogue should be broadened and deepened as the Bank's municipal sector work is updated in the
months and years to come.

General Reforms

157. Perhaps the most urgent agenda item is the design and implementation of a Local
Government Financial Management Information Systcm (FMIS) that would cvolvc to covcr tie cntire
sub-national government. The primary objectives of the FMIS would be to:

(a) monitor the implementation of macroeconomic policy;
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(b) provide a consistent financial reporting system for all levels of government for cross°
section and longitudinal analyses, as well as improved transparency in
intergovermental financial transactions; and

(c) form an analytical base on which to improve intergovemmental fiscal transfers,
recommend tax reforms (e.g., consolidation of taxes with overlapping jurisdictional
bases, decentralization of tax authority as an alternative to fiscal transfers) and to
draw closer revenue authority with expenditure responsibility at each level of
government.

158. It is recommended that the design and implementation of the FMIS should not be a
unilateral exercise of the National Government. Rather, states and municipalities should be active
participants. This collaborative effort would increase confidence in fiscal transparency; it also may be
expected to improve the quality of local governments' inputs to the FMIS.

159. The Government should consider sweeping reforms in its policy of negotiated grants.
In addition to high transaction costs for all levels of government, widespread use of these grants is not
consistent with the National Government's policy to reform the state. Therefore, it is recommended that
negotiated grants between the national, state and municipal governments be further evaluated and
compared with relevant alternatives. For example, if it is determined that local goverments need
national resources in addition to the FPE and FPM, then these Funds could be expanded and allocated
on a formula-driven basis, while negotiated grants could be reduced or eliminated. As an alternative,
negotiated grants could be pooled into just one grant, covering all sectors of local concern. In addition
reducing transaction costs, would enable the national government to provide an integrated support to
local governments and enhance its capacity to ensure that national interests that crossing governmental
jurisdictions (externalities of education and health services, for example) are adequately addressed.

160. A second alternative to this system of negotiated (federal and state) transfers could be
replaced by a system of selective (specific purpose) non-matching (block) per capita grants. Such grants
will not interfere with the fiscal autonomy of local governments, will encourage innovation by individual
governments, and will help to bridge the fiscal gap. From the federal viewpoint, these grants will be
suitable to achieve minimum standards and access to services. They are particularly suitable to assist state
financing of health and education. Federal direct participation in municipal projects may be restricted
to technical and financial assistance for major projects, such as mass transit systems in large cities or
metropolitan areas.

161. As yet another alternative to numerous negotiated grants, it is recommended that the
current ICMS policy be evaluated critically. The requirement that ICMS revenues be divided 75% to
states and 25% to municipalities prohibits effective redistribution of service assignments between the
state and municipalities. It is recommended that a more flexible ICMS system be evaluated (perhaps in
conjunction with the phasing out of negotiated grants from the National Government to States and from
States to Municipalities) in which the ICMS allocation between the State and Municipalities may be
brought in line with each level of government's comparative advantage in service delivery financing and
operation.

162. Conditional transfers from states to their municipalities also need restructuring. They
exist Li tlhousunds. Only a few programs with explicit objectives (e.g., 6ptlover compensation, or eisuring
certain ininimuin standards) need to be developed, and their design should clearly reflect their objectives.
That would allow a higher-level of government to achieve objectives in a cost-effective manner, without

distorting local priorities. Given the almost universal criticism of existing convtitios in Brazil, these
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reforms are a high priority for all levels of government and could be implemented in a relatively short
time frame.

163. In summary, it is recommended that the National Government, in conjunction with states
and municipalities, move quickly to improve the information available necessary to evaluate and improve
intergovernmental fiscal relations. Based on this information and evaluation, particular attention should
be given to negotiated grants, which are excessively flexible, and to the ICMS system, that is excessively
rigid. In this evaluation, it is recommended that the desirability of decreased financial dependence on
higher levels of governent be included, based on the principle that increased financial autonomy
promotes increased government accountability for its actions.

Reforms In Responsibilities by Level of Government

164. As the economy stabilizes and the Government's policy for reform and decentralization
of the public sector matures, it is expected that the States will assume most of the municipal
development functions that have been exercised by the national government. With the economy
stabilized and with resumption of economic growth, the following assignment of municipal development
functions and responsibilities would appear to be consistent with the Government's decentralization
policy.

(a) lhe National Government would eliminate negotiated grants with states and
municipalities. Its primary responsibility in municipal development policy would be
to ensure that limited, national objectives are achieved, including access for all
Brazilians to a minimum level of basic services, primarily education and health. The
FPS and FPM also could be phased out as local governments are strengthened and
assume the primary responsibility for municipal services and infrastructure;

(b) The State Governments would assume the basic responsibility for equity across
municipalities. This would be achieved primarily through setting the rate for the
ICMS and its allocation between the state and municipalities. Sharing of the ICMS
would be formula-driven and not negotiated on a case-by-case basis, with the sharing
formula based on the effective demand for infrastructure and services. The sharing
formula could follow the criteria for intergovernmental fiscal transfers recommended
above, and therefore there would be no need for negotiated transfers except in
exceptional cases such as natural disasters. States also could promote inter-municipal
provision of infrastructure and services, such as transportation and solid waste, in
metropolitan areas and other urban agglomerations; and

(c) With the above institutional arrangements in place, municipalities would be the level
of government primarily responsible for the provision of municipal services and
infrastructure. They would have predictable and transparent shared revenues,
complemented by their own-source revenues, and municipal governments would have
the clear responsibility for the quality of services, and thus be held accountable
through the political process.

165. With the reforms outlined above, the level of municipal services and infrastructure, and
their sectoral allocation, would be determined by the local political process, subject to certain National
and state objectives in areas such as education and healtlh. The level of municipal taxes would be
determined by the demand for services, as manifested through the municipal political process. As shared
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revenues would be formula-driven, and therefore transparent and predictable, service levels above those
permitted by revemnes shared with the state would have to be financed by municipal own-source
revenues.

166. It is clear that many municipalities have the potential to increase own-source revenues.
There is a general perception that tax administration is very weak in most Brazilian municipalities or
even non-existent in many cases. Improvements in this area will have considerable pay off for both
municipal and overall public sector performance. The federal government could take the lead or
cooperate with the state governments in putting together a technical assistance program to update
property surveys and strengthening or establishing the institutional apparatus. Both federal and state
governments should be involved in monitoring municipal tax (own) revenues and use some performance
and fiscal effort indicators as criteria to guide intergovernmental transfers.

167. However, with the possibility of negotiated transfers from the national and state
governments, often there is no incentive for municipal governments to mobilize their own rescarczs.
With the elimination of these negotiated transfers, there would be a clear incentive to an increased local
fiscal effort if the municipal political process indicates a demand for more and better services and
infrastructure.

168. In order to help municipalities make economically sound decisions technical assistance
in three high priority areas has to be provided: tax administration, medium- and long-term planning and
financial programming, and project evaluation. Federal and state governments must be major players in
this assistance.

169. Expenditure Management Reform. This suggests that the overall municipal spending is
somewhat off track for a given expenditwe assignment. The deterioration of expenditure performance
appears to result from two specific items: wages and personnel expenditures, and interest payments.

170. From a macro viewpoint, chronic deficits are likely to result from poor expenditure
performance and management, although the potential to increase local revenues is high and has to be
exploited. If these revenw4 were to be expanded, this would allow municipalities to take on the wider
range of expenditure responsibilities than what the new Constitution calls for. Currently weak financial
management information makes it difficult to assess the question of a mismatching of expenditure
responsibility and revenue adequacy.

171. The federal government could link financial assistance to local governments to
expenditure reform programs. The most immediate area to reform federal/local relations could take place
in the context of rolling over domestic and external debts. However, this approach would deal with a
limited number of municipalities, although representing a great share of total local indebtedness.
Nevertheless, in the context of other financial relations (e.g., convenios, grants, authorization for
additional borrowing) the federal government could encourage municipal expenditure reforms; besides
very little encouragement for efficient expenditure management prevails in the Brazilian system.

172. Again the evidence points out that there is great potential for improvements in municipal
expenditure efficiency. For example, improvements in personnel policies and procurement practices may
increase substantially the level of service provided per amount of expenditure.

173. Ihe expenditure control system wlien exists is primarily based on cash management, and
the tendency towards day-by-day cash conJtrol has been exacerbated by the continuing weakness of the
formal budgetary process.
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174. An efficient expenditure management system at a municipal level (the same is true for
states) requires an appropriate information system which is non-existent in Brazil. That system should
include both central administrations and their decentralized entities and enterprises. Both the federal
and state governments would benefit from this data system.

175. It also is clear that there is great potential for improvement in municipal expenditure
efficiency. For example, improved personnel policies and procurement procedures may increase
substantially the level of service output per amount of expenditure. Improvements in budget elaboration
and implementation may improve significantly the efficiency of municipal expenditures. This may be
observed currently in those municipalities that have implemented cost centers with clear management
responsibility for service delivery. Improved budget design and exeration also would provide valuable
inputs to the FMIS.

Instruments and Actions for Implementation of Reforms

176. With the recent constitutional reforms scheduled for evaluation and possible revisions
not later than 1993, it is clear that Brazil is in an important transitory period regarding the institutional
responsibilities of each level of government. Therefore, the Government may wish to evaluate the
reforms suggested above according to the following timetable.

177. In the short-term the national government should improve its information system
regarding the financial relationships between, and the performance of, each level of government. This
improvement would support not only macroeconomic policy formulation and implementation, but also
policies regarding the primary responsibilities and sources of financing for each level of government.
This system also would help identify areas of technical assistance required to formulate and implement
further reforms.

178. In the medium-term (beginning with successful stabilization), the target would be
intergovernmental fiscal relations that are transparent and predictable for all levels of government, with
States and Municipalities autonomous and accountable for the levels and quality of the services and
infrastructure under their jurisdictions, within clear national parameters for services of national interest.
Tbis would be achieved with clear "rules of the game" regarding inter-governmental fiscal transfers, and
with the elimination of most, if not all, negotiated grants. New municipal investments would be financed
by municipal current account savings and borrowing. The national government should evaluate the roles,
relevance and macroeconomic impact of official sources of credit.

179. In the long--term. the national government should evaluate the relationship of local
governments to the financial sector. In principle, local governments should not receive preferential
treatment through a segmented financial sector with subsidized financing terms and conditions. Rather,
local governments should compete with other activities (e.g., agriculture, industry, commerce) for access
to credit. If the government's policy is to subsidize certain services for clearly targeted social groups,
these subsidies should be provided through a transparent budgetary process consistent with
macroeconomic and social objectives, and not through the financial sector.
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CHAPTER V

SERVICE PROVISION

180. So far, the focus of the report has been on a general discussion of the major institutional,
administrative and financial issues built in the current design of municipal policies. This last chapter
focuses on case studies of two very different types of municipal services: environmental protection and
primary education. They provide a more tangible perception of the importance of the issues raised of
the earlier chapters. They also provide some guidance on how reforms can be designed to simultaneously
improve, municipal service provision, accountability and financial viability.

A. URBAN POLLUTION PROBLEMS

1. The Source of Urban Pollution

181. How Does Pollution Become An Issue? The environmental issues relevant to Brazil's
municipal governments stem from two sources. First, the increased demands of a growing population
on the natural resource base of municipalities plus the increased volume of domestic liquid and solid
waste have both resulted in various types of air, land and water degradation and health hazards. 4
In 1988,73.6% of Brazil's population lived in urban areas, 6% more than at the beginning of the decade.
Such an increase in the urban population, equivalent to an annual growth rate of 3%, is bound to
impose a strain on urban environmental quality. Box V-1 provides some additional indications of the
impact of a growing urban population on water pollution. Second and simultaneously, fiscal constraints
have led to fewer resources being allocated to infrastructure maintenance, expansion and modernization,
in spite of the increased demand. This has also contributed to increased air, land and water pollution.
The seriousness of the problem varies greatly, however, across local administrations, and there are
important regional differences both in pollution damage and in the institutional skills available for
designing and implementing policies.

182. Regional Differences In Pollution Issues. ITere are two major types of differences
between regious. On the one hand, urban pollution levels, accounting for the combined effect of
industrial and municipal pollution, in the Southern, Southeastern and Central states are generally much
higher than in the poorer Northeastern and Central-western states. 25 Tlis implies that the marginal
social costs of pollution in the Southern and Southeastern states are likely to be higher than in other
states and hence require more immediate attention. On the other hand, tile infrastructure to monitor
and control pollution is generally more important and effective in the more polluted states. The
leadership taken by CETESB and FEEMA, respectively the Sao Paulo and Rio de Janeiro state
environmental agencies, in designing environmental policies is not accidental. It reflects the fact that
marginal social, as well as political, benc rits of policy interventions are higher or have been better
assessed in the South. The importance of pollution control is recognized in many of the poorer northem

24 Increases In nolse levels and the deterioratioa of cultural heritage are two other types
of environmental damage that are not addreased here but which belong on the policy ageuda of
munlcipalities.

25 Thls doee not Imply that some of the problems In the northern And central reglone cannot
bo dramatlc. Recent ecologlcal assessment of the rivers supplying water to the Belo forizonto
tegion have alarming Implications for the health of some of the water consumers In the
metropolitan area.
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municipalities also, but the perception of a resource constraint, which in fact is imposed by the choice
of policy instruments as explained below, forces locai governments to establish priorities for policy
intervention.

183. Environmental Impact of Inastructural Developments In the 1980s. The
infrastructural areas in which municipal policy needs to be designed to account explicitly for
environmental issues include:

- water supply
- sewers
- solid waste management
- public transportation

184. Increases in Demand. The demand for urban infrastructural services increased during
the 1980s, a decade which was characterized by an acceleration in migration of the rural population to
urban centers in search of better jobs and improved quality of life. Urban population grew at an average
of about 3% a year in the 1980s, about 0.6% above total population growth. Thbis has increased the
proportion of urban population in the total from 67.6% in 1980 to 73.6% in 1988. In addition to the
population driven growth in demand, demand also increased in relation to the increase in per capita
income as in any other country. This increase is very well illustrated by the urban transport sector.
Between 1980 and 1990, the number of urban trips per day increased by 82% in municipalities of more
than 100,000 inhabitants while the population in these municipalities increased only by 49% during the
same period. Box V-2 shows the level of excess demand for infrastructural services in Fortaleza.

185. Increases in Supply. At the same time, access to water supply and sewerage has
improved significantly over the last decade in Brazil, even if much remains to be done. But impressive
improvements in aggregate indicators mask deeper problems. First, failure to maintain existing levels of
capital expenditure can undermine the apparent improvement in services, for example, where damaged
infrastructure cause unnecessary water losses in the distribution system. Second, important regional
differences still exist as illustrated by Table V-1. These problems can best be illustrated by looking in
turn at each infrastructural area, water supply, sewers, solid waste management and public transportation,
where municipal policy needs to be carefully designed to account explicitly for enviromnental issues.
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Box V-2

TABLE V-1

REGIONAL DIFFERENCES IN THE PROVISION OF
INFRASTRUCrURAL SERVICES (1988)

North Northeast Central South Southeast Brazil

% of population
with direct water
connection 80 48.4 62 68A 84 70.9

% of solid
waste collected 54 34.9 54 59 75.4 60.1

Source: I3GE (1988), Pesquisa Nacional por Amostra de Domic_lios, Sfntese de Resultados da
Pesquisa Bdsica
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186. Water Supply. A 1988 ABES survey covered the changes observed in the sector between
December 1980 and December 1988. " It indicates that the percentage of the urban population
connected to the domestic water supply increased from 80.2% to 90.6%. Indirect access to public water
sources has increased from 3% to 9.2%. However, a 1988 IBGE study shows how water supply facilities
differ from region to region, though it does not distinguish between rural and urban indicators. The
percentage of the population enjoying direct connection varies from 84% in the Southeast to 48.4% in
the Northeast. These numbers also suggest that direct connection to the general water supply network
is not necessarily related to the population density, as the low density Northem region (with 80% of the
population enjoying water supply) comes second to the Southeastern region. The performance of the
North is explained by the fact that development is around urban centers, and water sources aie almost
omnipresent in the region.

187. Sewers. In the case of sewerage, the situation has improved with an increase in the
urban population with access to sewerage connections from 32.2% to 42.2%. In general, much remains
to be done as not even half of the urban population is connected and about 47% of the urban
population relies on septic tanks and latrines, which is not necessarily undesirable. Almost 10% of the
population has no access to a sanitation facility at all. Regional differences are likely to be as marked
as for water supply connections. 27 Specific estimates of pollution from domestic sewage are
unavailable but could be approximated with some further work. Tbe partial evidence available from some
of the state agencies delegating the provision of this service is that domestic sewerage is hardly ever
treated, which implies a maximum level of pollution from this source. See Box V-1.

188. A better sewerage infrastructure that treats waste effectively should, in principle,
minimize the environmental damage resulting from unchannelled and untreated sewerage. 8
Unfortunately, the improvement in infrastructure has been insufficient. First, sewerage treatment is, in
general, partial at best and often non existent. Domestic sewerage is disposed of into rivers or the ocean
as soon as it is collected because the treatment capacity is insufficient. The ABES survey found that 50%
of the water disposed of underwent some form of treatment before final disposal into rivers or the sea.
In some large cities, such as Belo Horizonte and Brasflia, and many smaller cities, lakes and soil
infiltration are beginning to be used for disposal. Second, however, in some major municipalities and
metropolitan areas, the acceleration in rural-urban migrati3n has been such that the number of favelas
has increased. As favelas often have only limited access to solid waste and sewerage facilities, a
qualitative element has to be introduced into the debate. For instance, while statistics suggest that
connections to the water supply have increased in the Belo Horizonte area, it is important to recogniize
that the water supplied is not necessarily treated. Also, the environmental damage from sewage may be
increased by the lack of public investment in the provision of cleaned water.

189. Solid Waste Management. Insufiicient solid waste collection services leads to a
combination of land and air pollution, and attracts insects that can easily be the carriers of major

26 ABES (1990), AvaliacRo Racional daDcada do Aboaetmento do Aeua a do RaRotamonto
SanitArio - 1981-1990, supplement to Plo.

a note that while rural connections to vater supply have Inceeseed from 50.82 In 19C0 to
58.12 in 1988 and rural connections to sanitation faclIttIee have increased from 21.8Z In 1900 to
29.12 in 1988, their quality amlans substandard and may require additional efforts. Tho
environmental problems sasoclted ulth the rural areas ar omowbet looo pressing, howovor, and
will not be addressed here.

la In practIce, hovever, sevage may tend to accelerate and Rt9avate water pollution vhon
vaste collected is not treated. soil infiltration fllters some of the sources of water pollution
and slowa It down.
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diseases. During this decade, solid waste collection has also improved in Brazil. The percentage of waste
collected has increased from 49.2% in 1981 to 60.1% in 1988. But in this case also, the regional
distribution of the collection varies greatly. In 1988, it ranged from 34.9% in the Northeast to 75.4% in
the Southeast. It was around 54% in the North and Central-West and 59% in the South. The collection
of waste does not ensure a pollution-free environment however. Often the waste is simply disposed of
in open-air dumps rather than landfills. Incinerators are not frequently used, which is not necessarily bad,
and when they are, their capacity is not sufficient to absorb the amount of waste. Composting is
infrequent in the major municipalities. Recycling is rare and often informal, as in Fortaleza where about
60 people live next to the municipal "landfill." Their major source of income comes from a daily
screening of the trash to identify recyclable items. Once again, specific estimates of the level of pollution
attributable to this source are unavailable.

190. Urban TransporL Urban transportation principally leads to air and noise pollution.
Local air pollution is due to vehicle emissions of carbon monoxide (CO), hydrocarbons (HC), Nitrogen
oxides (NOx), sulfur dioxide (SO2) and fuel additives such as lead. Table V-2 indicates emissions levels
by "light" vehicles in Brazil. Global air pollution is due to C02 and CFC. Noise potlution consists of
noise and vibrations from motor vehicles. In addition, the sector also can lead to a significant volume
of waste, including surface run-off, waste oil, abandoned vehicles and parts and various forms of visual
pollution. I 'This form of pollution is, however, not as well documented in Brazil as are some of the
othier forms of pollution. Partial data is available for some of the larger metropolitan areas but not much
more. To provide a sense of the potential magnitude of the problem, only some related indicators can
be relied upon.

191. Table V-2 compares emission levels of pollutants by alcohol and gasoline based vehicles.
It points to three major conclusions. First, the table suggests that the switch to alcohol contributed to
a reduction in pollution primaty from CO but also from HC and NOx. However, it increased pollution
from aldehyde emissions. " Second, it shows dramatic improvements in the technology of pollution
control by comparing emissions in 1984 and 1986. The most impressive gain has been for CO where
emissions have been cut by more than 50%. Third, it shows that Brazilian cars have done a great deal
of catching up in achieving emission levels comparable to European requirements, which still lag behiind
U.S. standards, but it has not yet closed the gap.

192. Improvements in air quality are likely to be slow, however, and may be fully offset by the
increase in the number of vehicles. They will be slow because the full briefits of the emission
improvements are unlikely to be reaped in the near future as the average life of a car in Brazil is about
10 years and the fleet is increasing very fast. In 1985, Brazil counted 83 cars per 1000 habitants.
Between 1984 and 1988, the motor vehicle fleet grew at 11.5% per annum, well above the population
growth rate, In 1988, Brazil's car fleet was almost 15 million, which is close to the UK fleet of 18 million.
Its bus fleet was almost 200,000, which represents a very small percentage of the car fleet in comparison
to other developing countries. As discussed in the policy section, this reflects a failure to design public
transportation as a viable alternative to private transportation.

20 kor additional details, see Button, R. (1990), "*nvlronmental Externalitlee and Transport
Policy," ,_ford Revlew of Economic _olicy, vol. 6, No. 2.

30 Seo Noguelra Pabregao, M. and H. Pontoura de Olivelra (1990), Interferfincla do
Transport* P6blico na Qualidade de Vida do Osbitante da RegSAo Matropolltana de le Borironte,"
in CEIPOT, SeminArio sobre _Transportes e Moeo AmbSente, MSniset6io doe Transports&, Brasilia.
Note, howover, that the majority of sldebydes In the air Is Lormed througb cemical converslon of
tlC. In turn, tho emoission of tSC from alcohol care Is less than from gasoline. This is vhy there
to concorn on diesel buses and trucks.
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TABLE V-2

EMISSION LEVELS OF LIGHT BRAZILIAN AND EUROPEAN VEHICLES
(in GIKM)

CO HC Nox Aldehyde

Brazil

Type of vehcle
Gasoline (Bef. 1980) 54 4.7 1.2 0.05
Gasoline (new 1984) 37 3.3 1.4 0.05
Alcohol (new 1984) 18.5 0.9 1.2 0.18
Gasoline (new 1986) 22 2 1.9 0.02
Alcohol (new 1986) 16 1.6 1.8 0.06

Standards
in 1990 24 2.1 2.0 none
in 1992 12 1.2 1.4 0.15
in 1997 2 0.3 0.6 0.03

Standard for new
gasoline vehide
in 1970 25-55 2.0-3.2 unregulated n.a.
in 1977 16-36 1.5-2.4 2.1-3.4 u.n.
in 1988-91 6.11 1.6-4 0.8-1.5 n.e.

n0ju: Parab, E.L. (1990), Programna de Contro!e da Poluiqio do At por Vefculos Automotoes
PROCONVE: Estdgio Atuli c Perspectivas,' in GEIPOT, eMnir e qtranDteq eMaiy
Amt icnte, Ministdnio dos Transportes, Brasflia and European Conference of Ministers of Transports
(1990), Tramport Policy-and the rnvironnent, OECD, Pauis.

193. In Sao Paulo, for example, air quality has beeti measured systematically for over 15 years.
lhe analysis of the time series shows dramatic improvemcnts in average air quality. However, WHO
standards, which are also Brazil's standards, are not met for particulates and smoke, while the CO
standard was exceeded 20%7b of the time. As shown in Box V.3, vehicles are a major factor in the current
situation. Sao Paulo is not necessarily a typical case, but since 25% of the Brazilian fleet is registered
in the metropolitan area of Sao Paulo, which is also a city with a large number of polluting Industries,
figures on the sources of air pollution in that area provide a good indication of the levels of air pollution
that can be reachicd when utban transport is not designed to address cnvironmental issues.
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SoURCES F AnR 1oLLUIoN IN TSisO PAUo o MTROPourTAN A
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194. For other cities, data are even more rare. Systematic measurements of air quality have
only recently begun in Curitiba and only partial information is available. This recent data shows that
sulfur dioxide may soon become a source of concem in that city. For instance, the standard for sulfur
dioxide (S02) (which comes mainly from coal and oil combustion) considered safe for human health and
for vegetation protection is 8Ouglm3. In Curitiba, sulfur dioxide emissions were monitored monthly
between January 1985 and June 1987. During that period, they were never higher than 47ug/m3 and
were on average 25uglm3. But the trend has been upwards and the highest pollution levels were
observed at the end of the survey period. The increase during the period was from 18.8ugIm3 on average
in 1985 to 29.8 in the first six months of 1987. Human and equipment resource constraints have been
such that the regular monitoring has been reduced and is now mostly based on ad hoc monitoring
following complaints. In Fortaleza, systematic measurement of air pollution only started in 1983. As
expected, air pollution was concentrated in the industrial parts of the area surrounding Fortaleza but
high levels, though still below standards, were also observed in non industrial parts of the area. Tis last
form of pollution is mostly explained by transport pollution in a very tourist-oriented city.

195. Taldng Stock of the PollutliO Problems Under Direct Municipal Control. 31 The
pollution threat to Brazil's cities stems from the increase in, gas, solid, liquid, heat, noise, residuals or
byproducts of the production and consumption activities arising from population growth. Potential
environmental problems that should specifically concem Brazil's local govemments include:

(a) improper collection, treatment and disposal of solid waste which contributes to the
deterioration of land water and air quality, In many cities, landfills or incinerators
are insufricient and often not designed to minimize pollution. Furthermore, formal
recycling is minimal, adding to the total volume of polluting waste;

(b) InsuMcient and deficient sewer systems which contribute to the deterioration of
land and air quality and most Importantly water quality. Poor sewer systems are
a major factor, in some areas, more important than industrial pollution--in the
deterioration of an increasing number of Brazilian watersheds, in particular in the,
South and Southeast, and occasionally emergency intervention is necessary to
maintain the supply of drinkable water to some cities; and

(c) insuMclent proviston and Improper design of urban transport whicb lowers air
quality. In spite of the fact that pollution has been somewhat reduced by the
replacement of gasoline by alcohol as a vehicle fuel, the failure to design public
transport as a viable altemative to private transport suggests that the quality gains
from individual sources may be largely offset or even overcome by thc quantity
effect of the increase in the vehicle fleet. In addition, using alcohol generates three
times more aldehyde, a cancer-causing emissiont, than gasoline while in any case
Brazilian cars are generally more polluting than most made in OECD countries cars.

" Industrial pollution, Includnlg toxic vastes, Is not discussed here, even though in many
Dratllan cities It Is a major source of concern. Howaver, the benefits from inproved pollution
management cannot be obtalied without a well integpated approacb to investment, policles and
institutional atrengthening that will cut across !reto-re infrasttucture, industry, energy and
agriculture and le v o e e f_tover nn. Additional work towards thle integrated approach ts plannod
within tthe Cepartment.
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196. Summing Up. The improvements in all the important services that is suggested by the
preliminary data should not lead to euphoria. Tney are, in fact, misleading and reflect the limitation of
the data. While the more widespread provision of infrastructural services has probably improved the
quality of life in many small municipalities, it is also likely that these smaller municipalities are affected
by water and air pollution to the extent that they are close to industrial centers. In general, it would
seem fair to say that air, water and landAvaste pollution has worsened during the 1980s in all
metropolitan areas and will further worsen unless an immediate intervention is initiated. But in order
to rank the issues beyond the qualitative statements that have been made here so as to develop a proper
strategy at the local level, a more systematic approach to information gathering is required. In sum,
pollution should not only be assessed in crisis situations for curative purposes, but should also be
monitored for preventive purposes. Some of the larger Southern municipalities, Curitiba, Porto Alegre,
Curitiba, Rio, Sao Paulo and Vit6ria, for instance, have already achieved this objective with regard to
industrial pollution. They have not been as successful in addressing non industrial pollution issues, with
the exception maybe of Curitiba, and their successes represent exceptions rather than the rule among
municipalities and metropolitan areas in Brazil.

2. The Implications of Urban Pollution

197. The most dramatic effects of pollution are on public healtb. 92 Air pollution can lead
to respiratory impairment, lung cancer, coronary diseases and hypertension. The adverse effects of air
pollution are well documented in Brazil, in particular in she case of industrial pollution. The importance
of access to drinkable water is also well established in Brazil. For instance, access to water and
improvement in water quality in Brazil have been linked to a reduction in infant mortality. Finally,
awareness of the health hazards from solid and liquid wastes improved significantly after the 1987
incident in Goiania (Goids) in which 11 people were contaminated, and two died within two months
when a capsule of cesium.137 picked up from a landfill by some young children, broke while in their
possession. These health effects represent a cost for the public sector. Improvement in the
environmental infrastructure will reduce tlhese costs.

198. For example, eight million people in the Rio region depend on the heavily polluted
Paralba river as a major source of drinking water, see Box V.I. A 1985 study on tlhe effects of piped
water on childhood mortality in Brazil shows that aczcss to piped water Qas a significant impact on the
redutction of mortality, even if this impact is secondary to that of improvements in education of mothers
and fattiers. T3 hlec availability of piped water reduces the risk of death from diarrhea. A 1988 study
shows that access to piped water in a house reduces the probability of infant death from diartlhea by 4.8
timcs as compared to no access at all; access in the plot but not in thc house reduces the risk by only
1.5 tiMes. 34

32 A recent curvey of those health effects can be found Su D. Bradley, 8. Craincroae,
T. Harphbin and C. Steophens (990), R ivej toulth Impact of- nvirosunental Problemo in Urban
Areas of Devploping Countries, Report ubMbltted to the World Bank* London School of Hygiene and
Tropical Hodicino; see Also, World Bank, wrA tAdultjtA s to New
rChnh1ingas, Repott No. 7807-bR.

3) See Mortick, T. (1985), "The Effect of Piped Water on Early Childhood Mortality In
Dranil," pjM2&g_aZh, Vol. 22, No. 1.

sX See Vitora, C.G. at alt. (1988), "Water Supply, sanitation and Housaig In relation to the
nick of Infant Mortality from Diarthooe.a International Journal of-E idenioloAv, vol. 17, no. 3.
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3. Policies to Address Urban Pollutfon

199. The Institutional Background. I Prior to 1973, the design of laws and their
enforcement was generally left to individual federal and state agencies. The agencies would tend to
prepare very specific laws, which were poorly coordinated with the laws prepared by other agencies.
Furthermore, since the enforcement of the law was left to each individual agency, enforcement ended
up being very unequal across activities. In 1973 a first attempt at coordinating the design of
environmental policywas made, when a special secretariat of the environment (SEMA) was set up under
the Ministry of the Interior, and pollution control laws, mostly relying on standards and zoning, were
passed. Then in 1981, a new law was passed creating the National Environmental Policy (PNMA) and
the National Environmental System (SISNAMA), which was to supervise the operational work of SEMA.
The new policy recognized the need to address all the social and economic costs of pollution jointly and
forms the basis of Brazil's current environmental strategy. In 1988, SEMA was abolished and replaced
by the Brazilian Institute of the Environment and Renewable Natural Resources (IBAMA). But, as
pointed out by Serba, I the system was still ultimately under the control of a ministry in which the
environment was not the only concern. Tlis considerably slowed the development of guidelines for the
harmonization of environmental policies across ministries and government levels.

200. The current institutional set up reflects changes that were implemented in 1989.
SISNAMA is composed of the following bodies:

(a) a government council formed by representatives of all ministries;

(b) an advisory and deliberating council, CONAMA, formed by representatives of the
states, unions, NGOs and experts; it studies and proposes policy directives, it enacts
legislation by defining, for instance, standards to obtain licenses to participate in
polluting activities and to maintain air and water quality, and it assesses the validity
of penalties for violation of the law;

(c) a central agency, the Secretary for the Environment (SEMAM) a secretariat linked
to the Presidency and chairing CONAMA;

(d) an executive agency, IBAMA, linked to SEMAM; it enforces the legislation and
provides technical assistanwc to states;

(e) other public agencies involved in environmental issues; and

(1) the state cnvironmecnital agencies.

Thlc resources allocated to the PNMA are financed by the Environmental National Fund and
ndministered by SEMAM.

3S For more detailed reviews of the legal and institutional aspect& of the Srazilian
environmental policles, soeo Findley, R.W. (1988), Pollition Control in Brazil," Ecolo Lt.w
a'mrtrE1, vol. 15, no. I and Ser8a dA Motto (1990), stent RvolutLon of- Enviornonental mAnaement
In thb D r1illf,Pi h1 n c rt'rEt RScordond?eat1of papor premeutud at tho OECD
Conference on Environmontol Management In Developing Countries, Octobert and Sobotka, J. (1989),
Induotrial Pollution-control Ln.Is1ielaeiorLIn inDrat). Feera an Stte nsttuton, The World
Bnnk, imoo, oNovember.

35 Ser8a da Motto, , cit.. pk0-
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201. Tle overall distribution of responsibilities across government levels is reasonably simple.
Policy guidelines and basic laws (such as minimum emission and ambient standards and licensing
requirements for new projects) and budgetary decisions are controlled by the federal government. Water
pollution management is essentially under the control of state governments. The role of municipalities
centers around solid waste management in general, but in some cases municipalities are involved in the
provision of water and sewerage services as well. The trend, reflecting the choices made in the New
Constitution, is to increase the role of local governments in the provision of these services. Municipal
govemments also control noise pollution.

202. The institutional set-up adopted by municipalities to address environmental problems
varies widely. Some are very organized and have a special Secretary to handle these issues. This is the
case in the major municipalities such as Curitiba, Fortaleza, Sao Paulo, and Rio de Janeiro. Some have
specific units allocated to this task but these are not as independent as a Secretiat would be. In many
smaller municipalities, however, the institutional set-up is not yet in place. The reasons vary from lack
of human and financial resources to lack of guidelines from the state or federal governments. To
illustrate the variety of institutional arrangements that exists, Box V-5 provides some results of a survey
undertaken in 1989 on the institutional arrangements adopted by some municipalities in the metropolitan
area of Belo Horizonte.

203. The most recent change was implemented in 1990 with the reorganization of ministries.
This restructuring, finally, provides environmental policy in Brazil witlh an autonomous structure in the
SEMAM. Some elements are still missing, however. The guidelines for harmonizing policies across
ministries and across govemment levels, which is a major missing part of the strategy, have not yet been
issued but are under preparation at SEMAM. Also missing is an acknowledgement of the eventual need
to reassess the sharing of costs and revenue to match the reallocation of the environmental
responsibilities between the three government levels that stems from the New Constitution.
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204. The Current Law. The Brazilian environmental policy effectively relies on four major
types of instruments:

(a) Environmental standards: Minimum standards are set at the federal level but can
be strengthened at the state level. They are used both for air and water. In general,
the standards adopted tend to be uniform across states as most follow the federal
requirements, generally adapted from U.S. standards. Only Sao Paulo and Rio have
attempted to adjust standards to the economic costs of pollution. While the
regulation includes ambient standards and equipment, emission standards seem to
be the most frequently used instrument. Technological standards can be found in
some states, such as Ceara where technologies developed by the State environmental
agency have occasionally been imposed on polluters;

(b) Environmental zoning: Zoning can be used by all three levels of government but
is very unevenly used in Brazil. At the local level, Curitiba may have been the only
efficient user of the instrument. In most other cities, growth and the occupation of
land have generally been faster than policymaking. At the state level, zoning laws
are used by some states to control the location of polluting firms; at the federal
level, zoning has mostly focused on creating forest ecological reserves;

(c) Licensing requirements: Licensing permits and environmental impact assessments
(EIA) are instrumen.ts created in 1985 and used by states to impose a combination
of technological and emission standards. They do not rely on economic criteria.
Ihey only apply to new investments. According to Seroa, as of December 1988, only
140 EIA studies had been concluded and 85 were still being processed. Over 50%
had been done in Slo Paulo, and only 15 in the Amazon; 37 and

(d) Fines: Fines and threats of fining are widely used as incentives to alter the behavior
of polluters; there are no revenue quotas from this source of revenue, but increases
in the number and amount of fines are occasionally used as a means of addressing
unexpected expenditures.

205. In addition, the system leaves room for negotiation. The government and the polluters
can end up negotiating the timing and extent of fines. For instance, a polluter can ask for a delay or
suspension of a fine during the time he/she needs to build the investment required to reduce pollution.
At the other extreme, a state environmental agency can end up sending inspectors twice daily closing
a business when negotiations have been unsuccessful and no behavioral change by the polluter is likely
without a drastic action.

206. Water Regulation. 3' For legal purposes, the federal law handles fresh, salt and
brackish waters separately. It then defines nine classes of water according to their major use:

(a) Fresh waters cover five major categories--special and Classes 1 to 4. Within each
category, the specific uses of water are divided according to final use. Water for
domestic consumption is covered by four of these classes and their classification

7 Ser8a (1990), on. cit.

For move detaile, see CETESB (1989), RelUt6rlo de Qualidade doa Aguas do Estado do SaO
Paulo, Governo do Eetado de S8o Paulo.
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varies according to the type of water treatment applied. Other uses include
irrigation, aquaculture, recreation and natural equilibrium of watersheds;

(b) Salty waters cover two major Classes S and 6. The uses here include recreation,
aquaculture, nature protection and commercial navigation; and

(c) Brackish waters cover two major Classes 7 and 8. The uses here include recreation,
aquaculture, nature protection and commercial navigation.

For each class, the federal law defines specific standards, authorizes or prohibits emissions and defines
the emission levels authorized. It also provides a more general limitation on pollution by impeding any
discharge that will cause the body of water to change its class.

207. Each state has the right to improve upon these federal requirements. Most states
basically follow federal standards, even if many have a somewhat different classification of water bodies.
For instance, Minas Gerais has five classes; Rio de Janeiro, Rio Grande do Sul, Goi$s and Sao Paulo
have four classes. Some states divide their waters into basins instead of into classes, such as Bahia which
has 13 basins. 3

208. Public enterprises in charge of sewage treatment are exceptions to these standards. They
are not required to achieve any particular level of BOD reduction or to provide treatment of effluent.

209. Air Regulation. There are federal quality standards for suspended particles, sulphur
dioxide, carbon monoxide and oxidating photochemicals. Vehicles are subject to a number of specific
laws. Carter emissions for new gasoline-based vehicles have been limited since 1976. Other than those,
there are no federal air emission standards. Emissions by diesel vehicles have also been specifically
regulated by the federal law since 1980. More general standards have been defined for emissions by new
vehicles since 1986. On the other hand, air emission standards are established by the states, but they
have to be approved by IBAMA.

210. Zoning. All states must zone their territory for industrial uses and specifically identify
the industries which may operate in each zone. This is important in the urban context because, in
principle, new investment projects will be bound by the available infrastructural services. The larger the
domestic sewer problem, the more constraints there are on industrial possibilities. In sum, the zoning
exercise should also make it easier to identify some of the areas in which infrastructural services are
insufficient. In practice, industrial zoning is only actively implemented in a very few states--Sao Paulo,
Santa Catarina, and Rio de Janeiro. In some cases, the responsibility is taken over by the local
government, as in Curitiba. A few states also use zoning to control the environmental implications of
large housing projects.

211. Licensing. Licensing is required for all new investment projects that raise environmental
issues. Tis should hxclude, according to the law, housing projects and the like, for which the waste and
sewer situation should be systematically assessed. In practice, only industrial pollution is targeted.
Furthermore, this requirement has been very unevenly implemented so far, in over 50% of the cases in
Sao Paulo, and is subject to much criticism from all parties involved.

39 For additional details, see, The World Bank (undated), Guide to State Lestalation by
Area, background paper prepared for the National Pollution Control Project.



Chapter V 76

212. Implementing the Law. At the local level, environmental policy is essentially enforced
through the use of zoning and licensing instruments. Zoning ensures that ambient standaids are met.
Licensing is used to achieve the implementation of both ambient and emission standards. While the
design of the instruments is appropriate, their implementation raises some important questions in a
country where budgetary constraints are very binding. The set of instruments is rather narrow, as we
have seen. In addition they are as costly as they are labor intensive and require skills as well as
equipment. Once standards have been defined, these are the tasks that require resources: "

(a) Issuing Licenses: this task is assigned to state governments; it can be a very costly
operation as skilled workers are required to review the environmental impact of any
investment proposal;

(b) Monitoring Compliance: this is generally a state responsibility and is very capital and
labor intensive, as both agents and equipment are needed to measure pollution; in
most states, however, citizen complaints are a major source of information and are
a means of reducing enforcement costs; and

(c) Enforcing the Law: enforcement starts with informal negotiations with polluters; the
next step is to take administrative measures, followed by legal measures and followed
finally by prohibiting a polluting activity. All these costs have to be absorbed by the
state government.

213. Most of these activities are the responsibility of the states. However, many of the
consequences of failing to carry them out fail on the municipalities. Therefore, it seems reasonable to
see whether state environmental agencies are sufficiently staffed. While there is no rule on the staffing
requirements of these activities, examples given earlier suggest that many environmental agencies are
understaffed. A 1987 survey by the AssociaVao Brasileira de Entidades de Meio Ambiente (ABEMA),
which examines the staff of 23 state environmental agencies, confirms this impression. With few
exceptions, mostly in the South, the state environmental agencies are clearly understaffed, even when
the potential monitoring role of the public is taken into account (see Box V-6). This problem may stem
from the allocation of responsibilities across government levels. Enforcement could be shared with the
municipalities when resources are too scarce, but this is rarely the case.

214. Municipal Constraints on the Implementation of the Law. Local governments are
unwilling to share the responsibility for the implementation of the federal and state laws because they
already have difficulty in coping with the costs of their own responsibilities. The insufficient provision
of infrastructural services discussed earlier gives ample evidence of the financial constraints faced by local
governments. But this financial constraint stems from the failure to recognize a two-way causality
between the fiscal problem and the infrastructure/pollution problem. In many municipalities (in fact, at
all government levels), the policy is to adapt the content of the environmental program to the limits set
by the budgetary allocation of general revenue. Falling to (i) view the provision of environmental
protection as a service that can be charged for; and (ii) to implement the polluter-payer principle (PPP)
is unnecessarily limiting the scope and coverage of local environmental policies. 41

40 These tasks are not very different from those identified for EPA in the U.S; see: Luken,
R.A. (1990), Efficiency in Environmental Regulation - A Benefit-Costs Anallsis of Alternative
ADproaches, Bostons Kluwer Academic Publishers.

4 There is a limit to the role of user charges. The poorest cannot afford to pay more for
infrastructural services. In those cases, general revenue must be relied upon and targeted to
address specific distributional objectives.
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215. Poor Pricing of Environmental Services. While It is clear that for some states and
municipalities, financial constraints have limited investment, it is also important to recognize that pricing
policies for the provision of many services have been extremely lenient. his is particularly true at the
municipal level where full cost recovery for services provided, most notably the collection and disposal
of,the solid waste, is never an objective. This can be explained in two ways. First, in many cities these
services are viewed as public goods and local governments see, it as appropriate that they should be
financed from general revenue. A second explanation is rooted more in the political economy aspects
of the decision-making process. A good illustration of this is the current landfill crisis faced by many
municipalities in Brazil. Many local governments are currently experiencing difficulties in disposing of
their solid waste, stemming from the short life of a landfill (around 15 years), from space constraints as
more land is claimed by migrating populations and from the limited absorption capacity of incinerators
where they exist. Sao Paulo, Belo Horizonte and Curitiba, for instance, have no more space for a landfill.
They rely on neighboring municipalities to dispose of their solid waste. The pricing of the provision of
this service by smaller municipalities is determined through negotiated agreements. The pricing is,
however, based more on political bargaining and alliances than on economic considerations. Fees can
vary from zero to prohibitive rates that often lead to higher transport costs as the waste has to be
dumped in more distant municipalities.

216. Most of municipalities have plans for new incinerators, but are bound by financial
constraints. Many also have plans for recycling but few achieve much. Curitiba may be an exception as
it manages to collect most of the waste and is very good at recycling (100t-700t/day are currently recycled
in Curitiba). It has been very efficient at cleaning thefavelas by paying for waste collected there. In the
long run, a good housing and zoning policy would result in a more desirable organization of the
infrastructure which would mitigate the pollution problems fromfavelas. Streets would be wide enough
to send trucks to collect waste and the poorer people would not occupy environmentally sensitive areas.
This would also cut out the incentives for waste production offered by the current policy. In the short-
run, however, the health benefits of this policy justify the subsidy and any distortion it creates.
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217. Assessing Urban Environmental Policies. The previous discussion suggests that the
current form of government intervention has six major problemns:

(a) the limits on the regulators' enforcement capacity;

(b) the uneven implementation of the law;

(c) the narrow scope of the policy instruments;

(d) the limited financing of environmental policies;

(e) the complexity of the environmental law; and

(f) the lack of intergovemmental and interministerial coordination of environmental
policies.

218. First, the regulator's capacity to enforce the law is limited insofar as it has insufficient
human and physical capital to ensure that the law is respected. In Rio, Curitiba, Fortaleza and Belo
Horizonte, the level of air pollution from any given firm is generally assessed visually as follows: a lot
of smoke, some smoke, or a little smoke. Also, the level of the fine is usually recommended by the
monitoring agent within a scale determined by the law. This leaves room for arbitration on the part of
monitoring agents, as well as for corruption in the process of determining the severity of the fine. Any
solution to this problem should start with the development of a good, uniform and systematically updated
database. his database should provide policymakers with adequate information on the social costs of
pollution, L.:ilitate the ranking of local and national environmental problems and allow a better
allocation of the scarce resources available for implementing the law.

219. Second, the practice of the law seems to be different for the private sector as opposed
to state enterprises. In many states, fines are not imposed on the state agencies that pollute rivers by
failing to clean sewerage before dumping it into the river. The reason often given is that the water
companies do not have sufficient resources to pay the fines. Another reason is that it is the same global
budget and hence does not make sense to impose fines. On the first point, if state enterprises do not
have enough resources, this implies that they are not pricing according to the law. The law requires that
their price should cover operational costs as well as amortization costs. Therefore, they should be raising
enough revenue to invest in cleaning stations. On the second point, exempting state enterprises from
penalties renders the environmental agencies very unpopular in the private sector and increases the
likelihood of challenges in court for IBAMA or of the state EPAs decision on the basis of discrimination.

220. Third, a major problem with the current environmental law is its complexity. This leads
to very high compliance costs and monitoring costs. Also, the law often makes unrealistic demands on
the administration. For instance, the lei orgdnica of Rio prohibits anything being thrown into the rivers
without cleaning and requires the local government to enforce this. To offset the effects of a complex
law, n ay state agencies have to invest time and money to understand the law, and their interpretation
of the law does not always prevail in court. Private sector lawyers know this and use it to their own
advantage. Fortaleza and Curitiba have invested with some success in an education process at all levels.
They teach children about the environment, and they compile laws in an integrated form to help
enterprises understand and thus obey them. It is interesting to note that this is a joint effort with the
FIEC Even though simplifying the law would benefit everyone, this is unlikely to happen. Because of
this, Ceara has included in its Constitution a provision requiring the creation of a state court for
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environmental issues. The specialization of the court should dramatically reduce transaction costs for all
parties involved and also introduce some consistency in environmental court decisions. This is not the
case presently in Brazil as there is no specialized court, only specialized lawyers.

221. Fourtb, Brazil's choice of instruments is very limited. The government does most of the
regulation. Implementation of the law requires that the government send people into the streets to
identify pollution sources, monitor known pollution sources and negotiate a resolution of the problems
with the polluters. Few resources are available to develop new technologies or identify additional,
unknown sources of pollution, in Fortaleza, for example, the use of cashew nuts shells to produce energy
generates a form of air and liquid residue whose health effects are uncertain and remain unanalyzed.
When the government has resources, regulation can work, but when the budgetary constraints affect the
payroll, many polluters are likely to slip through the monitoring net. This imposes high costs for the
govemment and the population. Many other instruments are available that rely directly on the market
to alter behavior or that result in price based forms of govemment intervention. Box V-4 provides an
overview of these instruments. The government could, for instance, impose an insurance policy on all
polluters For environmental damage risks. This way, the cost of monitoring the risks is left to the
insurance company. This company will, in general, recover its costs through a differentiation of the
premium to reflect the actual risks. The government could also intervene by taxing more polluting inputs,
which would yield additional revenue.

222. Fifth, the environmental activity is entirely subsidized by general revenue at all
government levels. The provision of services aimed at protecting the envIronment is seldom viewed as
a service that needs to be paid for. For instance, the provision of municipal waste collection services is
in most places basically free. In Sao Paulo, the financial costs of providing all waste related services is
1$/month/habitant, but the municipality recovers only 25% of it. In Fortaleza or Belo Horizonte, very
little is recovered in those municipalities the costs are usually lower than in Sao Paulo as transport costs
are lower. Even if a clean street is viewed as a means to reduce health hazards, it does not reduce the
argument in favor of the introduction of a cost recoveiy mechanism for this type of service. 42

223. Currently, pricing policies fail in three ways. I First, they rarely follow the usual
marginal cost pricing rules (or average cost pricing when economies of scale exist), although a national
tariff law exists on paper, and have a built-in subsidy to consumers that promotes waste. " Even when
these subsidies stem from a desire to protect the poorest segment of the population, they often alter the
incentive structure in a counterproductive way. The poor wind up subsidizing the rich, or they are
provided with an incentive to waste so as te maxmize the benefits from the implicit or explicit subsidy.
Second, even when proper pricing is attenmpted because the provision of these urban services is sub.
contracted to private or semi private firms, the pricing formula focuses on the private costs rather than

42 If health benefits are viewed as the source of a wedge between private and social demand
for the service, it implies that the optimal price will be determined by the intersection of the
social demand and the social marginal cost curve. Both curves are above the corresponding private
curves. SThi implies that the optimal price will be even higher than if one had ignored the
wedge on the demand side driven by the social benefit aspect.

43 A fourth way may be temporary. It reflects the liberalization of tariffs decided by the
new administration. This has resulted in a vido variety of water tarif£', which reflect the
different capacities of the various types of suppliers, private, state tt municipal, in adjusting
to the Inflationary problem. In the long-run, this should not be an Insue.

44 For a detailed discussion of optlmal pricing policies, see, Julius, D and A. Allibusan
(1989), "Public Sector Pricing Policies," PPR Working Paper, WPS No. 49, Tho World Bank; for an
application to the water sector, seet Munsinsghe, M. (1988), "Principles of vater Supply Pricing
in Developing Countries," Internal Discussion Paper, LAC Region Serles.
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the social costs of the environmental effects. A proper pricing strategy for the provision of water,
sewerage and waste management services should also help the largest municipalities cope with the
pressure of natural population growth and with the effects of rural-urban migration. In addition, the
identification of cost-minimizing pollution control policies should also ease the financial constraints on
all levels of government. Third, when services are subcontracted to private suppliers, cartels seem to be
organized. In the case of solid waste collection, for instance, only a few corporations function in every
state. In Sao Paulo, for instance, there are only 13 firms of which four account for most of the service.
These firms rarely compete with each other, which may explain the high costs. A figure of $10-20/n
is often quoted as reasonable for the collection service. In Curitiba, the cost is around $25/ton; it is $65
in Brasflia. In Sao Paulo, the cost varies between $15 and $25, but distances to dumping sites are larger
than in most other states.

224. It could be argued that a pricing problem is the core issue. Pollution should not
necessarily be impeded, but the victim of pollution should be compensated and polluters should pay.
Pricing policies should not only recognize the private benefits but also the social costs from pollution.
In an extreme interpretation of this principle, it could be argued for instance, that the source of
industrial water pollution has as much to do with the choice of technologies of firms as it has to do wiith
the pricing of sewerage services. Similarly, the source of industrial air pollution reflects an imperfect
energy pricing policy. As long as the pricing policy of these services does not have a social cost
component, industry will be subsidized by the general population. This is, of course, an exaggeration as
other instruments are available, but it may be useful as an illustration of the need to reform current
policies. Box V-4 gives an overview of possible additional instruments relying more on incentives than
on regulation.

225. The sixth problem is an overall lack of coordination of policies. Policies are not always
well coordinated between the various levels of government. In many cases, it would be cheaper and more
efficient to have local governments perform the police function, but lack of coordination often transfers
the burden of this function onto a resource constrained state agency. In Fortaleza, for instance, small
forests were cut down to produce heating wood before the state agency could act on it, as it can often
take up to 10 days to act upon a denunciation at that level. The local police, however, could have acted
on the same day. Standards may be the same everywhere, but measuring the sources of pollution is not
done in the same way in every state because of different technological capabilities. For instance, the
degree of detail on the composition of air pollution varies significantly across states and municipalities.

226. Policies are not often well coordinated across municipalities and states. In many cases,
the undesirable effects of actions taken within a municipality or state are felt by a neighboring
municipality or state. The unwillingness to negotiate the cost-sharing of cleanup costs with the victims
is common. Also, competition for investment and jobs between municipalities and states reduces the
incentive of the governments to alter their environmental laws or their implementation. In some of the
Brazilian regions, consortos, groups consisting of the various municipalities affected by one specific
problem, are being set up and are jointly analyzing the issues and identifying possible solutions to their
problems. The success of these attempts is, however, still very uncertain, as in several cases political
differences, usually unrelated to the environmental problems, have hurt the initiatives.

227. Finally, policies are generally not well coordinated across various ministries or
secretariats, such as health, industry, transport and environmer;, that cover the various aspects of the
municipal pollution issue. 'Ihis has an important impact on urban pollution. In only a few cases is there
a conscious effort to design a transport policy that will alleviate pollution. At the local level, Curitiba
may be the only major city in which the choice of transport equipment is made with that objective in
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mind. At the federal level, IBAMA is currently reviewing this aspect of environmental policy and is
expected to come up with a reform shortly.

228. On this last point, the exclusion of industrial pollution policies from the coverage of this
paper should not be misinterpreted. I Air and water pollution by industries can be at the core of the
municipal pollution problem. In fact, policies to address municipal pollution problems are unlikely to be
effective unless institutions are significantly strengthened to ensure that the three types of coordination
mentioned above are carried out. Policies to address industrial pollution or land management policies
have to be at least monitored at the municipal level. This also points to the need for a significant effort
to coordinate both across govemment levels and across sectoral ministries. Only if this coordination is
well implemented are consortios likely to be successful. '6

229. The Ro!e of Local Governments. The role of local governments in addressing these
problems is fundamental. Theory suggests that, for pollutants that do not raise any interjurisdictional
issues, the optimal level of environmental quality should vary among municipalities according to local
circumstances. '4 In each municipality, marginal gains should be matched against marginal costs.
Intuitively, this seems plausible. First, many sources of these urban pollution problems are local by
nature. The municipal governments are often the appropriate level at which to identify environmental
problems such an increased demand for sewerage services or the health effects of greater transport
related air pollution. Sometimes, however, economies of scale are important in the provision of services,
so that actions to control the environmental problems detected locally are best taken at the state or
federal level.

230. Second, many state and local administrations have a Constitutional mandate to enforce
some of the federal decisions on environmental matters and will have to adjust to the federal agenda.
In fact, the tendency is to move responsibility for the provision of some services, such as sewerage and
even water supply, from the state to the municipalities when possible. This should be reinforced by
suppressing an old legal provision that prevented municipalities from borrowing finances for sewerage
and water supply facilities. Currently, suppliers of water, whether state or municipal, have to borrow
directly from the federal government.

231. The desire to enforce this mandate is not an issue for many state and local governments.
Many mayors or governors, in particular in the south of the countiy, are leaders in the environmental
field and are likely to serve as examples for the federal plan. While the political will is, in general, strong,
its manifestation is often delayed. Financial constraints are typically blamed in Brazil for these delays,
but this explanation is seriously misleading. As mentioned above, the lack of resources mostly results
from the choice of policy instruments at all government levels and the failure to price the urban services
adequately so as to develop or maintain the appropriate infrastructure and to achieve an optimal, in
other words, waste minimizing, use of the environment.

'3 They wlll be addressed la an upcoming Bank report.

46 Additional work will be undertaken by the Department to better document and analyze more
effectively the sources of coordination failure and to ensure a cross aectoral integration of
policy recommendations on municipal environmental Issues.

47 For a theoretical view on the federalist aspects of environmental policy, see Chapter 17
in W. saumol and W. Oates (1988), The Theory of EnvironmentEl Policy, 2nd edition, Cambridge
University Press.
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232. In addition, the failure of the consortios to reach easy agreements on the optimal joint
strategy to be followed by the various municipalities involved reveals another type of difficulty, the
competition between municipalities for tax revenue. This suggests that the optimal role of each
government level has to be thouglht through more carefully in the Brazilian context. Some issues are
fairly general, such as the need to assess explicitly the viability of inter-municipality and inter-state
competition before deciding the best way to assign responsibility for the design of environmental
intervention. Some issues are likely to be specific to Brazil, such as the very significant regional
disparities in economic potential and the ability to enforce different types of economic instruments. In
view of the tendency to rely less than before on transfers from the other government levels some
environmental agencies, such as CETESB and FEEMA, are trying to be creative and are considering
the use of market-based incentives to achieve better environmental protection with cost recovery for the
services provided. This thinking is only at the early stages, however.

233. In sum, the actions required to address the six major issues identified in the previous
section has to come from all levels of government. The federal government needs to provide the
required leadership in terms of the general and minimum guidelines needed for coordination at all levels
and with regard to the simplification of the law. The states and municipalities have to adjust to these
new guidelines and ensure that they are translated into effective policies at their levels. All three levels
have to work at reducing the political economy obstacles and at widening the choice of instruments.
While the constitutional allocation of jurisdiction over tax instruments is very clear and inflexible, there
is no legal impediment to introducing user charges at all levels of government to finance environmental
policy. With regard to solid waste management, the implementation of the cost-recovery principle should
provide municipalities with sufficient resources to ensure that required services are provided in full
without crowding out other public expenditures. Regarding water and sewers, pricing policies could also
be altered to allow states to assume their responsibilities. Regarding air pollution, better enforcement
of current standards and reliance on price based mechanisms should also contribute to a better
environment. While the suggestions are important in themselves, the complexity of the Brazilian
institutional set up and the need to coordinate policy recommendations on urban pollution problems with
those on industrial and agricultural pollution indicate that additional work is required to transform these
ideas into actual policies.

B. EDUCATION POLICY PROBLEMS IN BRAZIL

234. Introduction and Overview. Municipally run education systems currently serve about
33% of all preschool students, 30% of primary students, 4% of secondary students and 5% of higher
education students in Brazil. In addition, municipalities are virtually the only source of public day care.
Municipal level education services have expanded steadily over the past few decades: in 1960,
municipalities accounted for 8% of total public spending on education; by 1983, they accounted for close
to 16 percent. Education represents a significant item in most municipalities' budgets, about 15-20% of
total spending, and it is mandated to increase still further. The 1988 Constitution requires municipalities
to allocate at least 25% of their total revenues (including transfers from other levels of government) to
education.

235. The 1988 Constitution also established the "right" of all children aged 0-6 to attend day
care or preschool. It also instructed municipalities to spend their education resources "on a priority basis"
on primary education in pursuit of the national objectives of universal primary education and universal
literacy within a decade.
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This legal framework is one stimulus on
municipalities to increase spending on TABLE V.3
education, but the greatest source of pressure
is probably community demand. There is MUNICIPAL EDUCATION
tremendous pressure on municipalities to SPENDING AS A SHARE
expand day care and preschool services; less OF TOTAL EDUCATION SPENDING
than 10% of children currently attend day care,
and even at the preschool level, coverage is 1960 1970 1980 1983
only about 30% of the 4-6 age group. Municipal 8.0 11.3 16.8 15.6
Municipalities also face pressure to expand State 69.0 61.6 65.7 58.6
primary education enrollment, to improve Federal 33.0 27.2 27.5 25.8
primary education quality and, increasingly, to TOTAL: 100.0 100.0 100.0 100.0
take on support functions (principally
maintenance and construction) for school source: Finance of Primary Education, World Bank,
systems run by the states. 1986

236. Although the majority of
municipal schools are small and rural, in the
major cities and most capitals, a different
pattern prevails; municipal school systems,
particularly in high-income areas, are often
better endowed than the state schools. In Parand, for example, where average spending per student is
US$ 230 per year in the state schools and US$ 207 in municipal schools, the municipality of Curitiba
spends US$ 555 per student annually.

237. Thi section focuses on the supply and financing of primary education at the municipal
level. Although demand for preschool and child care is acute, primary schooling absorbs close to three-
quarters of the municipal education budget, while day care, preschool and other services are provided
on a residual basis.

238. Coverage. The importance of municipal primary education varies considerably across
states, ranging from only 10% of total primary enrollments in the state of Sao Paulo to 93% in RondBnia
(Table V-5). The great majority of Brazil's 125,000 municipal primary schools are rural, fairly small and
possess simpler facilities than state-run primary schools. Municipalities account for only 30% of total
primary enrollments, but 74% of rural primary enrollments. The small average size of municipal schools
is also reflected by the fact that two-thirds of ali primaiy schools in Brazil are municipal schools, even
though these only enroll 30% of al primary students. Municipal schools are particularly important in the
Northeast, where they account for close to half of total primary enrollments, and in the North, with
about 40% of enrollments.

239. Municipal school systems grew rapidly during the 1960s and 1970s, and accounted for
much of the expansion in access to primary education over these decades. Since 1980, the overall growth
of primary enrollments has slowed, but there is some evidence that enrollments in municipal schools have
been growing at a faster rate than state school enrollments over the past several years.

240. State school systems generally possess larger and better equipped school facilities, higher
paid teachers and more sophisticated administrations than municipal school systems. Reflecting this,
average spending per student in state systems is about 50% higher than in municipal systems. Despite
these traditional advantages, state school systems have deteriorated sharply in the latter part of the
1980s, due to pressure on state budgets and declining real wages for state school teachers. Increasingly,
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difficult relations with the teachers'
unions have resulted in recurrent, TABLE V.4
prolonged strikes in many states, which
appear to be the dominant factor MUNICIPAL EDUCATON SPENDING AS A SHARE OFTOTAL
behind the shift in enrollments to MUNICIPAL_SPENDING

municipal (and private schools). State
schools in many parts of Brazil have 1970 1975 1980 1983
lost as much as a third of the 180-day
school year annually to strikes during Total Municipal Spending 100.0 100.0 100.0 100.0
the last four years, and many have been Municipal Education Spending 12.7 14.1 17.5 15.9
unable to make up the lost time. The - of which, % spent
state of Piauf recently declared 1990 a on_Primary_Education_..._75__72 _
lost school year because of a strike that
continued for more than four months. Source: Finance of Primary Education. Worid Bank, 1988.
Municipal systems, which generally
employ non-unionized teachers and
which have been able to increase
(albeit from a much lower base) real
wages paid to teachers, have also experienced some strikes, but these have generally been less pervasive
and shorter in duration. For example, in 1990, the Parana state school system suffered a 90-day strike,
whereas the Curitiba municipal school system lost only 11 days to a strike.
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TABLE V-5

PRIMARY SCHOOL ENROLLMENTS, BY SCHOOL TYPE, 1985

STATE (%) MUNICIPAL (%) PRIVATE (%) TOTAL

Rond6nia 3,509 2 155,955 93 7,412 4 166,968
Acre 52,223 74 12,669 18 5,095 7 70,234
Amazonas 225,948 60 126,785 33 25,981 7 379,549
Roraima 0 0 0 116 0 27,061
Parn 530,026 54 335,891 34 110,426 tl 981,980
Amapa 0 0 7,038 13 1,744 3 52,939
Maranh&o 239,401 30 452,339 57 103,574 13 797,744
Piauf 273,891 49 227,255 41 57,767 10 560,038
Ceara 272,331 33 358,569 44 181,167 22 813,843
R.G.do Norte 230,443 49 174,842 37 62,165 13 468,256
Paraiba 208,179 36 291,742 51 72,440 13 573,119
Pernambuco 660,463 47 563,151 40 166,673 12 1,392,016
Alagoas 150,525 34 208,705 48 78,445 18 438,203
Sergipe 146,573 49 112,216 37 42,017 14 301,124
Bahia 896,667 43 993,603 47 194,943 9 2,094,546
Minas Gerais 2,003,021 74 541,248 20 169,538 6 2,716,997
Espfrito Santo 325,044 75 64,774 15 46,321 11 436,242
Rio de Janeiro 540,033 28 803,460 42 654,209 34 1,916,656
Sao Paulo 3,976,503 80 506,671 10 504,565 10 4,987,739
Parand 909,263 58 500,861 32 148,351 10 1,559,571
Santa Catarina 497,884 71 142,303 20 63,007 9 704,373
R.G. do Sul 740,968 53 443,912 32 205,839 1S 1,391,925
Mato Grosso 209,933 64 89,815 27 27,218 8 327,797
M. Grosso do Sul 212,257 64 81,064 24 36,159 11 333,691
Goids 643,406 64 285,565 28 77,356 8 1,008,636
Distrito Fed. 229,880 86 36,738 14 268,112

TOTAL 14,178,371 57 7,480,433 30 2,989,266 12 24,769,359

241. Given the deterioration of state school systems, municipalities are not only under
pressure to take on additional students, in many parts of the country, they are also providing school
construction and maintenance services for state school systems. State school bureaucracies, which tend
to be heavily centralized and sluggish, are ill-equipped to deal with the day-to-day requirements of distant
schools. As a result, states are increasingly developing formal and informal arrangements with municipal
school systems to carry out construction and maintenance functions, because of the lower average costs
of municipally contracted construction and the greater flexibility of maintenance. In Parand, for example,
municipal construction costs are between one-half and one-third of state costs, because the municipality
is able to avoid the cumbersome state bidding procedures and take advantage of the availability of
cheaper local resources.
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242. However, the capacity of municipalities to administer their own systems, let alone se. ,ice
state schools, varies widely. A dominant characteristic of municipal education is heterogeneity. State
spending, both within states and even across states, tends to be fairly homogeneous; but municipal
spending per student varies enormously. A recent MEC study of student performance and school quality
and costs in two states, Parana and Rio Grande do Norte, shows this clearly (Table V-6).

243. In Parang, municipal spending per primary student in 1988 ranged from US$142 per year
in urban areas in the interior to US$555 in the capital city, with an average, statewide, of US$207. The
state system in Parana had considerably less variation, from US$138 to US$312 (both in the capital), with
an average of US$230 per year. Overall, the gap between average state and municipal spending was not
very great, with state spending 11% higher.

244. In Rio Grande do Norte, the gap
was much larger; in 1988, average state spending TABLE V-6
per student was almost double the average
municipal spending. Municipal spending varied AVERAGE ANNlUAL SPENDING PER STUDENT,
from a low of US$49 per student per year in one RIO GRANDE DO NORTE
room casas de professores in the rural interior to AND PARANA, 1988 tin US$)
US$364 in the capital. The average was US$100

per student. As in Parana, unit costs in the state
system showed less variation, ranging from US$151 MUNICIPAL STATE
in urban areas in the interior to US$327 in the SCHOOLSSCHOOLS
capital, with an average of US$192 across the state.
Interestingly, there was not much difference in Rio Grande do Norte
average spending between the state school systems Average 100.13 192.48
in Parand and Rio Grande do Norte, despite the Lowest 48.96 161.05
sharp differences in state income per capita. But Highest 364.03 327.24
municipal spending in Parand was more than Parana
double the average municipal spending in Rio Average 208.87 229.93
Grande do Norte. This pattern is consistent with Lowest 141.84 138.34
that found in an earlier MEC study I of primary
school operating costs, which covered all of Brazil;
although state spending per student does not vary
widely across states, municipal spending does, in
direct relationship to per capita income.

245. The MEC study showed that municipal schools in Rio Grande do Norte and Parand
spent a lower share of their total budgets on personnel, 50-55%, as compared with state systems
68-71%. State systems also spent a larger share of their budgets on nonteaching personnel than did
municipal systems, reflecting their larger administrations. Although total personnel costs in municipal
schools in Rio Grande do Norte were very low, however, the share of salaries that went to nonteaching
personnel was higher than in any of the other systems, reflecting both the very low average wages paid
to teachers and a surprisingly heavy administration. The municipal systems in both states spent a higher
share of their budgets on "consumables," such as books, paper, pencils and other supplies than did
the states.

4B A. C. Xavier and A. E. Harques, "Custo Dirsto de Funcionamanto das Eacolas Pdblicas de
Primiero Grau," MECISEPS/SAC, Brasilia, 1984.
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TABLE V-7

AVERAGE MONTHLY TEACHER SALARIES IN STATE AND MUNICIPAL SCHOOLS
RIO GRANPE DO NORTE AND PARANA, 1988

(Distribution of Teachers in %lo)

MUNICIPAL STATE SCHOOLS
l _________________ SCHOOLS

RIO GRANDE DO NORTE

less than 1 SM 78.0% 14.8%

1-3 SM 19.4% 71.0%

3-5 SM 2.6% 9.3%

over 5 SM 3.8%

No response 1.1%

Average Hours Worked 33 hrs/wk 40 hrs/wk

PARANAL_ _ _ _ _ _ _

less than 1 SM 17.7% 6.7%

1-3 SM 60.2% 33.7%

3-5 SM 14.0% 28.7%

over 5 SM 4.6% 27.3%

No response 3.5% 3.6%

Average Hours Worked 25 hrs/wk 29 hrs/wk

246. Teacher Qualifications. What accounts for the difference in average expenditure
between municipal and state schools and across municipalities? Virtually all of the variations can be
explained by differences in average teacher salaries. As shown in Table V-7, state teachers in Rio
Grande do Norte and Parang received significantly higher salaries than their counterparts in the
municipal school systems. The situation in municipal schools in Rio Grande do Norte is particularly
striking; over three quarters of all teachers earn less than the minimum wage. Table V-8 shows the
distribution of teachers by fonnal qualifications in the two states. Although lower salaries are to some
extent explained by lower average educational qualifications, the educational background of municipal
teachers in Rio Grande do Norte did not diverge as much from that of state teachers as did salary levels.
The education categories used, however, were very broad; "up to primary school completed" might mean
anything from no formal schooling to eight years of schooling, and gives no hint of the quality of schools
attended. In addition to possible quantity and quality differences, it is likely that labor market
segmentation exists. Teachers, virtually all of whom are women and many of whom have families, are
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likely to face highly constrained mobility between low salaried, rural school jobs and higher salaried
urban jobs. Within urban armas, however, other studies suggest that a fairly competitive market for
teachers across municipal, state and private school systems exists. Non-pecuniary compensation (such as
job stability, hours, location, benefits) also appears to be quite important in the urban markets.

TABLE V-8

AVERAGE, EDUCATIONAL LEVELS OF MUNICIPAL AND
STATE PRIMARY TEACHERS, 1e88

(as % of Teaching Force)

EDUCATION LEVEL MUNICIPAL TEACHERS STATE TEACHERS

RIO GRANDE DO NORT1 .. ..

Primary school or less 19.2% 3.5%

Some secondary school 57.2% 72.6%

Some higher education 23.6% 23.5%

PARANA _

Primary school or less 4.3% 0.9%

Some secondary school 53.9% 20.8%

Some higher education 41.8% 78.1%

247. Quality Assessinent. Very little is known about the average quality of municipal
schooling in BraziL For years, the sharp differences between municipal and state systems in terms of
spending per student, average teacher qualifications and pay and the physical conditions of schools led
observers to conclude that municipal school quality is significantly lower. Cognitive achievement tests
have not been widely used in Brazil, and the few studies that have been done do not directly compare
the academic performance of municipal and state school students. MEC's 1988 study of Parana and Rio
Grande do Norte for the first time did permit a direct comparison and the results are striking. Despite
the differences in average spending per student, municipal school students performed similarly to state
school students on a battery of standardized achievement tests in math, Portuguese, science and writing.

248. There was a significant gap in average student achievement between Parana and Rio
G-r.ande do Norte; whereas students in southern states on the average got about 50% of the questions
right, students in the Northeast state scored around 30% on every subject in every grade. As the tests
were designed to measure "the minimum levels of subject matter knowledge expected at each grade
level," the performance of the Rio Grande do Norte students is objectively troublesome. It suggests that
the education system as a whole in that state needs improvement. But a very important finding from the
research is that within both states, differences in achievement associated with the type of school
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attended were small. Especially in Rio Grande do Norte, where average spending in state schools is twice
as high as in municipal schools, the fact that municipal school students scored only about 10% lower than
the state school students raises a number of important questions. Is this result robust? If so, what makes
municipal schools so much more cost effective?

249. More research is needed to answer these questions with any certainty. But, assuming that
the results hold, there are a number of possible explanations that should be explored. Among the most
important of these is school (and school system) organization. Research in other countries suggests that
the differences in the ways that municipal and state schools are structured and managed may be key
determinants of their effectiveness.

250. Advantages and Disadvantages. What advantages do municipalities possess in the
delivery of education services? Evidence from various sources suggests that municipal systems can have
three advantages: (i) greater efficiency; (ii) greater accountability; and (iii) greater effectiveness. First,
because municipal systems are smaller and less dispersed geographically, they tend to have leaner
administrations (in other words, direct classroom costs are a higher share of total costs) than do state
school systems. Municipal systems are almost always significantly less bureaucratic and more flexible than
state systems. As noted earlier, municipal construction costs and perhaps other procurement costs are
lower than state costs. To some extent, therefore, municipalities' lower average spending per student
reflects greater efficiency, rather than lower quality.

251. Second, the managers of municipal education systems (the secretary of municipal
education and/or the mayor), being closer to the communities, are likely to feel more directly
accountable to parents in the community than do the managers of state school systems. Thus,
municipalities have a higher propensity to spend on education than do state governments (as
demonstrated by the greater income elasticity of municipal spending on education). Managers of
municipal school systems are also able to oversee school directors and teachers more easily, which may
result in more efficient communication, problem solving and greater accountability at the school level.

252. If the Rio Grande do Norte and Parana research result holds, that municipal schools are
more cost-effective, it may be primarily because of the greater efficiency and accountability of municipal
school systems. Other differences between state and municipal schools may also be important factors,
such as the higher share of the municipal schools' budget going for "materials" (possibly reflecting greater
use of textbooks and --.her teaching aids), although it is important to note that municipal spending was
not necessarily higher in absolute terms. Another possible factor is the greater flexibility of teacher hiring
and firing in municipal systems; although the "irregularity" of teacher contracting at the municipal level
has generally been criticized, it may turn out to be in some respects advantageous.

253. However, the municipalization of education has some important disadvantages too. First,
variations in the revenue bases and administrative capacity of different municipalities will tend to
produce school systems of more heterogeneous quality than at state level. The achievement test results
cited above suggested that municipal schools may be performing well on average despite relatively low
spending per student, but this should not obscure the fact that, in both the states studied, the range of
test scores across different municipal school systems was considerably larger than the range of scores
across schools in the state systems. In the absence of action by state governments to ensure that
municipal schools meet minimum quality standards, there is a risk that municipal school systems,
particularly in poor municipalities, will deliver unacceptably low quality services to some students.
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254. Second, municipal school systems may tend towards parochialism in their approaches.
Particularly in small school systems in remote areas, teachers and administrators have limited
opportunities to learn about new materials, pedagogical practices and other classroom innovations. Small
school systems will also tend to under invest in curriculum development, evaluation, training programs
and other activities for which economies of scale exist. Thus, there is a clear need to complement
municipal school systems with more centralized provision of this sort of service by .tate and federal
governments.

255. Finally, municipal systems mav also be more susceptible to patronage politics or
clientelism than are state and federal systems. As noted earlier, municipal school systems in Rio Grande
do Norte, despite the fact that they are mainly quite small and rural systems, had a higher ratio of
nonteaching personnel to teaching personnel than did the state system. As the technical justifications
for having nonteaching personnel in small, decentralized school systems are limited, it is likely that much
of this employment was motivated by clientelism and represents an inefficient allocation of municipal
education resources.

256. All of these issues should be examined thoroughly by researchers in Brazil. On balance,
however, the advantages of municipalization of primary education are substantial and the risks can be
mitigated through the development of complementary functions at the state and federal levels. It may
be recalled, moreover, that even before the recent evidence about student performance in municipal
schools became available, awareness of the potential advantages of municipalizing primary education had
prompted several states, notably Sao Paulo and Ceard, tc begin moving in this direction.

257. Major Issues for the 1990s. What are the prospects for municipalization of primary
education over the next decade? Several things are clear. However strong the theoretical efficiency
advantages of municipal primary education, they cannot be captured without major institutional changes
at all three levels of government. Nor can they be captured overnight. No official policy regarding
municipalization of primary education exists today, and there are at least three major issues to be
resolved before a policy like this could be successfulJy implemented.

258. First, institutional accountability for primary education remains unclear. The 1988
Constitution left overlapping responsibilities for primary education between states and municipalities.
Although it took the important steps of recognizing municipalities as "autonomous' actors in the
provision of eduication and in stipulating that municipalities should allocate their education resources
"prioritarily" tc primary education and preschool, the Constitution shied away from suggesting that
municipalities should have exclusive or even principal responsibility for the delivery of primary education.
Instead it called for a regime de colaboracao in which the federal government would provide technical
and financial assistance to states and municipalities, which would share responsibilities for education
delivery. Thus, it implied the continued existence of state primaty education networks and set out no
clear guidelines for the division of responsibilities.

259. Some states are moving to clarify the situation, but in the vast majority of states, no
mechanisms yet exist for the coordination of state and municipal schuol systems. Investment programs
are developed independently, for example, and the pattern throughout Brazil continues to be that some
areas are served by duplicative and under utilized state and municipal schools in close proximity, while
other areas suffer from severely overcrowded schools or none at all.
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260. The Constitution does specify that states have overall responsibility for education policy.
implying the coordination of municipal and state systems. To date, however, this function has been
underdeveloped at the state level, and state school administrations have been preoccupied with running
their own schools.

261. The institutional framework is further complicated by the fact that the federal
government refuses to relinquish its traditional role in providing direct funding to municipalities, despite
the fact that it is not in a position to evaluate the needs of 4,000 municipal school systems nor to
monitor school system performance. Continued federal funding of municipal educa don via conditional
transfer programs poses two dangers. First, because meaningful technical criteria cannot be analyzed or
monitored by the federal at the municipal level, many federal transfers for education become essentially
political. An example of this is the federal govermnent's new US$500 million Programa Nacional da
Alfabetizaggo da Cidadania (PNAC). The PNAC has already started to transfer significant amounts to
states and municipalities without establishing any technical criteria for allocations. Second, if
municipalities continue to receive significant resources from the federal government with little or no
accountability for results, it will undermine any efforts the states may make to coordinate municipal and
state education systems and to increase the quality of schools.

262. A second major issue is the weak administrative capacity of many municipalities. By
no means do all municipal systems do an adequate job of running their current school systems. And even
those that do are ill prepared to manage a significantly larger number of schools devolved Erom the states
with the attendant tripling of enrollments. Most municipal systems possess no trained staff in the areas
of physical planning, budgeting, or other nonteaching functions. They also rely on higher levels of
government for some important functions that could conceivably be handled more efficiently at the
municipal (or state) level, such as textbook procurement and the distribution of school lunches.
Rationalizing education functions among the three levels of government will require stronger municipal
school administrationm which implies considerable shrinking of the federal and state apparatus. This will
take time, particularly in rural municipalities. It will also require technical assistance. At present,
however, neither state nor federal education agencies have the capacity to provide such assistance. State
plans for the municipalization of primary education must be gradual and allow for implementation to
proceed at different paces in different municipalities in the light of their varying administrative capacity.

263. The third major issue is the inadequacy of the financial framework Much has been
made of the 1988 Constitution's tax reform and the sharp change in the distribution of overall fiscal
resources across the three levels of government. It is true that, on average, municipalities are starting
to see higher revenues, and they should be significantly better off financially after 1993 when the full
effects of the reform ldck in. However, there are still several problems: The first is the lack of incentives
for municipal tax effort. The amount of tax transfers given to municipalities is not dependent on how
much incremental revenue they generate from their own tax bases, notably, property taxes. This means
that the incremental transfer revenues may end up substituting for other revenue sources to some extent,
so that municipalities' total revenues may not increase as much as expected. The potential for the
projected levels of revenue will still exist, and municipalities that feel genuine pressure from their
communities to expand services may sustain and even increase their own tax effort on top of the
incremental revenues they receive from transfers. But the evidence Erom other countries suggests: (i)
that political pressures for tax reduction can be even stronger than pressures to increase spending; and
(ii) that decentralized levels of government tend to respond to increased transfers from higher levels of
government by reducing their own tax effort. Thus, given the structure of incentives under the new tax
system, there is considerable uncertainty about how municipal revenues will evolve.
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264. There is also uncertainty over the speed and degree of municipalities' compliance with
the Constitutional provision that 25% of total municipal revenues should be allocated to education.
According to the association of municipal secretaries of education (UNDIME) by 1990, at least 70% of
municipalities had not yet met the Constitutional requirement. Aggregate data about the municipal share
of total spending allocated to education are not yet available, but rough estimates are that it is still in
the range of 18 to 20 percent.

265. A further concern about the municipal financing of education is that the new tax
structure may not adequately ensure horizontal balance; some municipalities, particularly poor, rural
ones, simply may not generate sufficient resources either through their own tax effort or through
transfers to allow for adequate spending on education. It is clear from the huge variations in municipal
spending per student that the tax and transfer structure at present does not equalize resource availability
across municipalities that have different per capita income. The extent to which this will change by 1993
is unclear. Full equalization of resources, of course, is a vary ambitious goal, but there is some consensus
that at least the system should guarantee all municipalities (contingent upon their own tax effort)
adequate resources to achieve "minimum standards" in the provision of basic municipal services.

266. To date, "minimum standards' for education at the municipal level have not been defined.
The Ministry of Education has begun worldng on this. It is clear from the Ministry's recent research on
Parana and Rio Grande do Norte, however, that "minimum education standards" cannot be defined solely
in terms of education Inputs or spending per student. The real objective of education is student learning
and what municipalities must pursue is an education model that reduces student repetition and dropout
rates and increases learning. One implication of the recent research is that neither state nor municipal
systems have a very good idea about what inputs and interventions increase student learning most cost
effectively; if they did, one would expect to see much higher increases in average student test scores
associated with higher spending per student. Nonetheless, the federal government and the states should
be able to establish minimum conditions required of the learning process, and states should have the
responsibility for overseeing all municipal systems and ensuring that they meet these conditions at the
very least.

267. An Agenda for Reform. The Collor Government has made a strong commitment to
ensuring that the Constitutional objectives of universal primary education and universal literacy are
achieved by 1998. The gradual municipalization of primary education is not only consistent with those
objectives, but it may also be essential for them to be accomplished. For muniripalization to be
successful, however, three key actions are needed:

268. The federal government needs to establish a clear definition of the respective
responsibiHitles of the federal, state and municipal governments In the area of education plus
mechanisms for coordination. Direct administrationi of al primary schools should gradually be devolved
to the municipalities as their administrative capacity is strengthened. States should develop strong
complementary roles for: (i) the oversight of municipal education systems and quality control; and (ii)
core functions, such as curriculum research and development and teacher training. The federal
government should concentrate on ensuring that state programs improve education quality and access,
and should eschew direct federal links to municipalities except through automatic tax transfers.

269. The federal government, workdng with the states, should establish "minimum standards"
for primary schools throughout Brazil. States should be responsible for providing oversight and
technical assistance to municipalities to help them achieve the minimum standards. "Minimum standards"
should include minimum standards for student cognitive achievement as well as other indicators, such
as spending per student arnd the adequacy of physical facilities, materials and teacher quality. The federal
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government should expand its current education assessment system into a strong national capacity for
evaluating school system effectiveness, with feedback of results to states (which should transmit results
to municipalities). The federal government should also expand its research in the area of education
effectiveness as a basis for giving technical assistance to states when educational innovations are being
made.

270. The federal and state governments must assure that adequate revenues and Incentives
exist to finance of municipal education. States should equalize resources across municipalities to the
extent necessary to ensure that all municipalities have the capacity to meet the minimum standards.
However, resource transfers should be linked to municipalities' progress in increasing revenues from
their own taxes (adjusted for changes in their revenue base) and budget efforts, specifically with respect
to the Constitutional mandate that they should spend 25% of their total revenues on education. The
federal government should ensure horizontal balance across states (in other words, states' compliance
with this Constitutional requirement) as well as vertical balance and incentives at the state level. Finally,
it should be explicitly understood that mcving towards a municipalized model of primary education
implies that there may be reduced direct expenditure needs at the state level and possibly that 25% of
revenues devoted to education at the municipal level will not suffice. To deal with this issue, the federal
government should oversee that the transfer of the administrative responsibilities for state schools from
states to municipalities is accompanied by the appropriate transfer of state financial resources to
municipalities.
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CYCLES IN BRAZIL'S APPROACH TO FEDERALISM

1. To assess the importance and limitations of the decentralization effort built in the new
Constitution, it is useful to be aware of the prevlous reforms. This overview illustrates what seems to be a
consistent pattern of centralization of decision-making, either In a formal way or as an unavoidable residual
defacto approach which the new Constitution is trying to avoid.

2. The Brazilian federation was established over a century ago with the advent of the Republic.
During this period Brazil's federalism has undergone five distinct phases:

(a) Ist phase: up to mid-1930s; Isolationist Federalism, due to the extreme power of
the State governments; regionalism based on the weberlan type of patrimonial
dominance (coronellsrno-power base in rural real estates and in tradition); federal
government's relation In a totally random pattern;

(b) 2nd phase: for the first time the Constitution of 1934 defined a tax system with a
tripartite division of resources; it didn't last long. In 1937 a civil dictatorship
destroyed what had just begun to consolidate; interventions in all State governments;
National Congress, State Assemblies and Local Councils shut down; generalized
repression of all opposition to the central government; it lasted until 1945;

(c) 3rd phase: from 1946 to 1964; a new Constitution known as lhe Municipalist
Constitution prevailed; a more equitable distribution of public resources and
competence among the three levels of government led to what was referred to as
Cooperative Federalism; at the same time, clear signals of the predominance of the
central government; the ideology of "developmentalism of the 1950s assumed
beforehand the need for a strong central government (Brasilia);"

(d) 4th phase: from mid-1960s to mid-1980s; the military ruled and recentralized
economic policies as seen from the Fiscal Reform in 1965/1967; in the early 1980s,
States and Municipalities led strong movements to decentralize power and resources
concentrated in the federal government's hands; and

(e) 5th phase: mid-1980s up to now; this phase led to a redemocratization process,
including the elaboration and promulgation of the New Constitution in 1988;
decentralization became one of the main political slogans and is underlying the
whole discussion of the appropriate role and functions of the municipalities. While
it is still too early to reverse a process that was historically consolidated, in this last
phase, a new role has been assigned to the Legislature to reinforce the commitment
to decentralization. From an accommodating and purely ratifying posture towards
the Executive branch, the new powers ascribed to the Legislature by the Constitution
will probably turn it into one of the most important entities in the process of change.
This has become very clear in the behavior of the National Congress in the period
of budget deliberations.
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STATE OF CEARA

1. The Mission visited three Municipalities .n the State of CearA: the capital city, Fortaleza
and Caucaia, and Sobral. I

A. FORTALEZA

2. Fortaleza was created in 1725 and since the 1940s has been divided into five districts:
Fortaleza itself, Antonio Bezerra, Messejana, Mondubim, and Parangaba. It belongs to the Metropolitan
Region of Fortaleza, created by a federal law in the mid-1970s, along with the Municipalities of Aquiraz,
Caucaia, Maracanau, Maranguape, and Pacatuba.

1. Geographic and Demographic Indicators

3. Fortaleza has a total area of 336,000 km', representing only 9.6% of the Metropolitan
territory. In 40 vears, the Municipality has jumped from 180,000 inhabitants to 1.3 million (1980).
Projections for 1990 and the year 2000 estimate a total population of 2.0 million and 3.0 million,
respectively. In the 1940 its population was 63% of the total population of the Metropolitan Region, in 1980
it represented 83%. According to the 1980 census data, half of its population came from rural areas.

2. Social Indicators

4. Not surprisingly, Fortaleza has the best education situation of the Metropolitan Region.
Census data (1980) show that the illiteracy rate was 28% in the age range of five years old and older.
Projections for the school deficit in Fortaleza in 1990 point out to a total of 125,000 children affected.

5. People without any formal education or less than one year of schooling in the population
group of five years or more reached 32% in the Metropolitan Region. In Fortaleza, this number droped to
27%, while in Aguiraz, one of the poorest Municipalities in the area, it droped to 62%.

6. In terms of the relation between the level of education and income, the numbers confirm
what is well known: 70% of those who didn't complete a first grade education earn up to two minimum
wages. The same figure applies to those that received at least a high school degree and gained more than
two minimum wages. Among those with a university degree, 53 % earn more than five minimum wages.

All tho infomation about the Municipaities were based on the meetings held with local officials and on the following
documents: Ooverno do Estado do Ceard, Secretaria de Desenvolvimento Urbano e Meio Ambiente, Autarquia da RegiEo
Metropolitana, Dados Bdsicos da Regieo Metropolitana de Portaleza, Foxtaleza, 1987 and Govemo do Estado de Ccara,
Scretaria do Planejamento e Coordenacio, Fundagao Instituto de Planejamento do Ceard, Piano de Acio Regional, Regiao de
Sobral, Diagn6stico, Fortaleza, Junho do 1989.
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3. Urban Infrastructure

7. In 1983, Fortaleza had 244 favelas with 64,000 houses where 70,000 famiiies lived, with
a total of 351,000 persons. There is no updated information, but Census data indicates that 82% of the
homeowners in the Metropolitan Region lived in Fortaleza.

8. Basic sanitation Indicators in the city are very bad. According to the data, only 7% of the
households were connected to a formal sewage system and 14% had no type of sewage whatsoever. In 1984,
more water distribution was provided than sewage: 58% of the total population had access to the service.
This was a far better situation than the rest of the Metropolitan Region, with the exception of the
Municipality of Maranguape which had the same rate of water distribution as Fortaleza.

9. Some years ago, Fortaleza became famous for its undesirable situation of garbage collection.
There is almost no data available, but it is known that garbage collection jumped from 16,000 tons/day in
1984 to 21,000 tons/day in 1990. Projections for the years 1995 and 2000 show that these numbers will
increase to 26,000 tons/day and 38,000 tons/day, respectively.

4. Economic Indicators

10. The average monthly household income in a good indicator to express income distribution.
In 1980, Fortaleza presented such numbers: 43% up to two minimum wages; 32% from two to five
minimum wages; 20% from five to twenty minimum wages; and 4% with more than twenty minimum
wages. The information collected show that, again, Fortaleza is far above the average of the Metropolitan
Region: 71% up to two minimum wages; 18% from two to five minimum wages; 8% from five to twenty
minimum wages; and only 1 % with more than 20 minimum wages. More updated data, for 1984, indicates
that if an individual income is taken into account, the distribution in Fortaleza would be: 72% up to two
minimum wages; 19% from two to five minimum wages; 7% from five to fifteen minimum wages; and 1.5%
with more than fifteen minimum wages.

I1. Fortaleza, as should be expected, houses about 83% of the economic active population of
the Metropolitan Region. There are no significant changes in this figure sin.c the 1970s. It represented
27% of the State as a whole in 1980, but only 20% in 1970. But the Metropolitan Region, as compared to
the State, jumped from 23% of the economic, active population to 33% in the same period.

12. Another indicator to which information is available is the use of land on the Metropolitan
Region. In the period from 1970 to 1980, there was a decline of 29% in non-urban areas. Natural forests
had a decrease of 40% in their total area and planted ones diminished by 77%. In the same period,
Fortaleza became almost totally urbanized, with a steep decline in permanent farming areas (around 90%).
Its natural forests lost 42% of their area.

13. For agriculture, the Metropolitan Region of the State of Ceara is not very strong. Related
to the total production of the State, their main permanent products are: cotton (1%), banana (8%), coconut
(13%), and cashews (1.5%).

14. The increase in energy consumption can be shown for the period from 1982 to 1985,
comparing the Metropolitan Region and the city of Fortaleza and according to different types of consumers:
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MR Fortaleza

Households 21% 20%
Industries 37% 9%
Commerce/services 27% 27%
Rural 5% -17%
Public sector 8% 9%
Public lighting 27% 19%

15. Although the numbers point to a much higher increase in energy consumption of industries
in the Metropolitan Region, Fortaleza in 1985 had 91% of the total number of industries in the area. In
terms of the industrial labor force of Fortaleza in 1980, 60% were allocated in manufacturing, 36% in the
building sector, and 4% in other activities. They represented 81% of the labor force of the Metropolitan
Region and 41% of the whole State of Cearg.

16. The tertiary sector labor force in Fortaleza, according to Census data, was distributed as
such: 24% commerce, 7% transportation and communications, 39% services, 15% social activities (not
defined), 9% public administration, and 5% other activities. This distribution is very similar to the total
figures for the Metropolitan Region.

B. CAUCAIA

17. The Municipality of Caucala was founded in 1759, soon after Fortaleza. It comprises five
districts: Catuana, Guararu, Sitios Novos, Mirambe, and Tucunduba. There has been no territorial change
in Caucaia since the 1940s. It has belonged to the Metropolitan Region of Fortaleza since it was created in
the mid-1970s.

1. Geographic and Demographic Indicators

18. Caucaia is the second most important Municipality of the Metropolitan Region. In 1940,
it had 30,000 inhabitants, most in rural areas (90%). Twenty years later, this population increased to
42,000, but still remained mostly rural (85%). The big jump occurred in the next twenty years. In 1980,
the Census showed more than double the population of the 1960s (94,000) and the Municipality was almost
totally urbanized (78%). In twenty years, the rate of population growth reached 130%. Estimates produced
in 1987 say that the rural population now is only 17% of the total. According to the Municipality's officials,
Caucaia in 1990 has around 230,000 inhabitants.

19. The position of Caucaia within the Region has not changed very much. In 1940, it
represented 10% of the population of the Metropolitan Region. This number fell to 6% in 1960 and
remained almost the same in 1980, according to Census data. Obviously, the most recent changes in the last
ten years have not yet been accounted for. Even so, the Municipality presents the higher rate of growth in
the last 20 years, much more than Fortaleza. Projections for the year 2000 indicate that Caucaia may have
about 300,000 inhabitants, representing 8.2% of the Metropolitan Region, therefore maintaining its second
place in the area.
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2. Social Indicators

20. The only data available refers to education. In 1980, within the group of people of ten years
or more, 45% were illiterate. This figure goes up to 53% for persons with no formal education or less than
one year of schooling among those of five years old or more.

3. Urban Infrastructure

21. Caucala in 1983 was said to have ten favelas housing 11,000 persons, almost 10% of the
total population. The 1980 Census found 65% were homeowners in the Municipality.

22. The situation of basic sanitation for Caucaia is far worse than in Fortaleza. Only 4% of the
households were connected to the formal sewage system. Almost half of the total households had no type
of sewage in 1980. Compared to sewage, wvater distribution is not much better. In 1984, only 11 % of the
total population of the urban area had access to the service. It is one of the worst situations of the whole
Metropolitan Region. The other Municipalities range around 50% of coverage. Caucaia exceeds only
Aquiraz which distributes water to only 2% of the total population.

23. For garbage collection, the information available for 1985 shows a total of 83 tons/day.
Estimates for 1990 indicate 127 tons/day, for 1995 174 tons/day, jumping to 344 tons/day in the year 2000.
Interesting figures go further and indicate that in 1984 there were only 70 persons occupied in garbage
collection activity while the actual need was for double this number. The existing fleet in 1984 totalled only
two trucks while there was need for at least 15. In 1990, a private service began collecting the garbage in
all the urban territory. The Municipality pays according to the route accomplished.

4. Economic Indicators

24. Caucaia has a similar pattern of income distribution as the Metropolitan Region, but much
worse than Fortaleza. From the 1980 data, we gather than the average monthly household income would
be as follows: 70% up to two minimum wages, 23% from two to five minimum wages, 5% from five to
20 minimum wages, and only 0.5% with more than 20 minimum wages.

25. In the period from 1970 to 1980, Caucaia experienced 80% growth in its economically active
population, although remaining stable in terms of its role in the Metropolitan Region, around 5% of the total
labor force of the area. In the same period, Caucaia, following the example of Fortaleza, saw a sharp
decline in its rural territory, about 36% of the total rural land. In terms of farming land, the losses reached
about 40%, while in natural and planted forests, the decrease was much higher than in Fortaleza, 40 and
75% respectively.

26. Growth in energy consumption during the period from 1982 to 1985, by class of consumer,
may bring more information in terms of economic indicators. Comparison with the Metropolitan Region
and Fortaleza may be interesting for it shows the bad situation experienced by the Municipality in the period.
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RM Fortaleza Caucaia

Households 21% 20% -12%
Industries 37% 9% -3%
Commerce/services 27% 27% -8%
Rural 5% -17% -16%
Public sector 8% 9% 18%
Public lighting 27% -19% 100%

27. In 1985, Caucala had only 56 Industrles, which represented 3% of the total Metropolitan
Region. The Industrial labor force was mainly distributed between manufacturing activities and the building
industry. It represented only 6% of the total Metropolitan Region and 3% of the total industrial labor force
of the State of Ceara Presenting an even worse situation than Fortaleza, if it is the second Municipality in
the Region.

28. The tertiary sector of Caucaia in 1980 had its economically active population distributed as
follows: 24% in commerce, 11% in transportation and communication, 41% in services, 14% in social
activities, 7% in the public sector, and 2% in other activities. The only major distinction from Fortaleza
is in the transportation and communication sector, which is higher in Caucaia.

B. SOBRAL

29. The Secretariat of Planning and Coordination of the State of Ceara in the late 1980s had as
one of its policies the regionalization of sectoral projects. For this purpose, it divided the state territory into
Administrative Regions and Sobral is one of them. With a total area of about 6,500 kin2 , it represents only
4.5% of the total area of the State. It includes, besides Sobral, 13 Municipalities. Sobral is by far the
biggest and most important Municipality of the Region.

1. Demographic Indicators

30. In 1980, Sobral had 108,000 inhabitants, representing 40% of the total population of the
Region. The rate of urban growth in tha period from 1970 to 1980 reached 3% while the rural rate was 2%.
Projections for 1990 estimated a population of 123,000, with 81% in the urban area. The population density
of Sobral, 63 inhabitants/km2, is higher than the average of the Region.

31. The urbanization process in the Administrative Region of Sobral has been significant in the
last 20 years. The proportion of urban population increased from 38% in 1970, to 48% in 1980, to 54%
in 1986, and up to a projected 58% in 1990.

2. Social Indicators

32. For education, Sobral shows a pattern which fits perfectly well in the Northeast Region. In
1986, most of its rural primary school teachers which belonged to the category of "leigos" Oess than a
primary school degree). More than half of the primary schools were under the responsibility of the State
government. The Municipality was in charge of pre-schooling and rural areas. The school deficit in Sobral
was estimated at 45% of the target population, a little lower than the average of the Region which was 51%.
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Sobral concentrated almost 50% of the primary school enrollments of the whole reglon. In terms of high
school, more than half the schools are private, confirming a spread pattern In the country.

33. In the healdt sector, the Municipality of Sobral presents a rate of .lve hospital beds per 1000
Inhabitants while the average in the Region is 3 per 1000. Sobral shows the concentration of the provision
of medical and dental services of the Region, as would be expected. More than 50% of these professionals
are located in it.

34. The Municipality had a rate of urbanization of 71% in 1980. This percentage jumped to
77% in 1986. According to the data, Sobral has the highest housing deficit of the Region, 72% of the total
population. It is acknowledged as one of the worst situations of the whole State of Ceard. At the same time,
the Administrative Region of Sobral is one of the best providers of water distribution. Almost 70% of the
total population of the Municipality of Sobral (67% of the total Region) has access to the water system
which, in turn, has a rate of loss of only 6%, very low by Brazilian standards. Exactly the opposite happens
with sewage. There is no such service In any of the Municipalities in the Region, not even in Sobral.

3. Economic Indicators

35. In the period from 1970 to 1980, the economic labor force of the Region presented a decline
of 0.15%. The only sector that presented any growth in the period was the tertiary, 2.5%. For 1990,
estimates indicate that the agricultural and industrial economically active population remains almost the same
as compared to 1980. On the contrary, in the tertiary sector, the projections show a potential growth of
about 50%.

36. According to the analysis developed by the Secretariat of Planning, Sobral is the third
Municipality in the State ranked in terms of economic and infrastructure indicators. In 1986, Sobral had the
highest budget revenues of the Region (91 %), the highest per capita budget revenue, and the highest federal
tax collection (96%). Also, with respect to the ICM collection in 1986, Sobral ranked higher in the Region
(92%).

37. The farming area of Sobral represented 28% of the total agricultural area of the Region in
1985. Their main permanent crops were cotton (tree) and cashew, while the temporary ones were beans and
cotton (herbs). In terms of land tenure, almost 70% of the farms belong to small landowners (less than 10
ha). Only 0.4% can be considered big landowners, with more than 1000 ha.

38. The Region is also said to be the third industrial pole of the State of CearA and relies mostly
on traditional activities such as food processing, leather, furniture, clothing, shoes, and textiles. More
modern industries produce cement and plastic materials. Within this context, the Municipality of Sobral
absorbs 99% of the industrial energy of the Region with only five industries and almost 2000 workers.

39. The industrial role played by the Region in the State is reproduced by the commercial sector.
It is evaluated as the third commercial pole of the State. It comprises almost 4000 commercial entities, 52%
of them located in the Municipality of Sobral. As a consequence, 72% of the total commercial energy of
the Region is consumed in Sobral.
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STATE OF PARANA

1. The Mission visited three Municipalities in the State of Parand: Curitiba, the capital city,
Campo Largo, and Bocaitva do Sul. I

A. CURITIBA

2. The Municipality of Curitiba was created in 1693 and has a total area of 432 km2. It is
divided into nine districts: Curitiba, Bacacheri, Campo Comprido, Novo Mundo, Pinherinho, Santa
Felicadade, Santa Quiteria, Tauquara, and Umbard.

1. Demographic Indicators

3. Curitiba in 1980 had one million inhabitants. Projections estimate that 10 years later, this
number has jumped to 1.6 million. In terms of urban growth, the rate for the period 1970-80 reached
5.7%. In a much shorter period, 1980-84, estimates still show quite a high number: 4.6%. Some might
argue that this is due to a constant flow of migrants into the city. According to the information collected,
in 1970 there were about 285,000 migrants In the city. This number went up to 583,000 in 1980.

4. Birth rate in Curitiba was higher that the State's and than the country's as a whole. In
1980 it was 33.45, and five years later it had diminished to 22.78 In its turn, the death rate In 1980 was
lower than in the State and in Brazil - 5.48. In 1985, there was a minor decrease in this rate, to 5.34.

2. Social Indicators

5. Curitiba has a high educaiional standard if compared to the State of Parana and to most
parts of Brazil. Its illiteracy rate in 1980 was 13% and in the state it was 20%.

6. Enrollment in primary education has increased in the last years In 1984, it comprised
201,000 students and in 1988, it reached 225,000. The majority of the teachers in this grade had
university degrees, which makes a big difference compared with the rest of the country. At the same
time, it is interesting to remark that, in 1984, Curitiba still had 89 teachers that had no professional
education. Among those, 49 had only completed basic education, something that is very common In the
poorest parts of the country.

7. In high school education, enrollment has increased from 40,000 in 1984 to 44,000 in
1988. The majority of the teachers in this grade also had university degrees. In 1986, there were 14
universities or facilities in the city: two federal, two state, and ten private.

8. In terms of public health, the data show that Curitiba had 62 hospitals In 1987. The

All thl infomaution about the Municipalities were based on the meetings hold with local officials and on tho following
documents: IPARDES/CEE, Caderno Estatfstico Municipal - Curitiba, 1989; IPARDES/CEE, Cadomo Estatfstico Municipal -
Campo Lago, 1989; IPARDES/CEE, Cademo EDstodico Municipal - Bocaidva do Sul, 1989; Secretaria de Estado do
Planoja=nento/COMEC/DEE, Dados Bdsicos da RegiEo Metropolitana do Curitiba - 1985, Curitiba, 1986.
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number of hospital beds has not changed In the last few years, around 7,600 In 1987--almost the same
number for 1984. 'Me same indicator by 1,000 inhabitants point out a situation that has been
deteriorating over the years. From 8.3 hospital b,Jq per 1,000 Inhabitants in 1980, It decreased to 5.9
in 1985. To conflrm the situation, other data relat'. lv .ber of persons per doctor show a figure of 384
In 1980, jumping to 407 in 1985. Curitiba had 43 health posts in 1984. The great majority of them was
under the control of the state or local government. Only seven posts were under federal responsibility.

9. Water distribution in Curitiba reproduces the Brazilian pattern. Almost all the population
in the city had access to this public service in 1985. At the same time, only 50% of the total population
was provided with sewage. Even so, there was an increase in the coverage from 1984 to 1985, 708,000
and 725,000 respectively.

10. Waste collection and treatment are services provided by the public and the private sectors
in Curitiba. The first one did not increase its coverage much in the period from 1982 to 1985--from
about 10,250 tons to 10,350. On the contrary, the private sector elevated its performance from 113,000
tons to 119,000 in the same period.

11. Curitiba Is engaged now in a program of selective waste collection and treatment that
involves the low income population. In terms of waste disposal there is an institutional and financial
arrangement with a neighboring Municipality (Sgo Josd dos Pinhais) to accommodate both interests.

3. Eco,f)mic Indicators

12. Active labor force in Curitiba in 1970 represented 35% of the total population of the city,
about 212,000 people. This number included 57,000 workers in industries, 45,000 in services, 30,000
in commerce, and 22,000 in the public sector. By 1980, this figure had increased to a total of 420,000
workers, about 42% of the total population. Its internal subdivision was: 30% in industries, 23% in
services, 14% in commerce, and 7% in the public sector. It is important to point out the decrease of the
relative importance of the public sector in the labor market, since in 1970, it absorbed more that ten
percent of the labor force.

13. Consumption of electrtc energy presented an increase in all sectors in the period from
1980 to 1984. This increase was distributed as follows: households - 25%; commerce - 17%; industries
- 8%.

14. In terms of urban transportation systems, Curitiba is famous in the country for its
peculiarly good situation. The average number of passengers in the period from 1976 to 1985, in the
weekdays, presented a drop in the conventional system (42%) and a sharp increase in the express, the
alimentador, and the selective systems, respectively 122%, 225%, and 350%.

15. Data on the amount of the existing fleet in the period from 1975 to 1985 confirms the
above: conventional: from 562 to 463; express: from 36 to 272; "alimentador": from 17 to 173; inter-
neighborhood: from no buses to 65; selective: from no buses to 24.

16. Finally, data of 1985 show that the average lifespan of the intermunicipal buses varied
from 3.6 to 9.6 years. In this same category and period, passengers per km2 range from 604 to 30,000.
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B. CAMPO LARGO

17. Campo Largo belonged to the same territory of the Municipality of Curitiba in the last
century. It became an autonomous Municipality in 1987, and now it is subdivided into five districts:
Campo Largo, Bateias, Ferraria, Sao Silvestre, and Tres Cdrregos. It belongs to the Metropolitan Region
of Curitiba.

1. Demographic Indicators

18. The total population of the Campo Largo has shown a steady increase in the last twenty
years. In 1970, it had 35,000 inhabitants, which jumped to 54,800 in 1980. According to estimates, in
1990, Campo Largo should have around 92,000 inhabitants. Urban population in 1980 represented 68%
of the total population. Ten years later, this proportion is estimated in almost 80%. Annual rates of
growth for the periods from 1970 to 1980 and from 1980 to 1984 were such: urban: 8.9% and 7.1 %;
rural: 0.6% and 0.4%. Both rates have always been higher than Curitiba's.

19. As far as migrants are concerned, the numbers show that, in 1970, there were 4,800
person living in the territory of the Municipality that came from other places. Ten years later, they were
17,000. The proportional increase can be seen in the migrarnt group that was living less than a year in
the area: 800 in 1970 and 2,266 in 1980.

20. Birth rate has diminished in the period from 1980 to 1985: from 28.08 to 20.02. In
1980, it was higher than the State's, and, in 1985, it was lower than Curitiba's. A drop is also seen in
the death rate, although not so sharp: from 6.56 in 1980 to 5.14 in 1985. These rates are almost the
same as Curitiba's.

2. Sodal Indicators

21. Data on illiteracy indicate that 10,000 out of 47,000 person of five years or more are in
this situation, representing 21% of the total group. This rate is much higher than in Curitiba.
Enrollment in primary education showed a slight increase from 1984 (10,500) to 1988 (12,500). A good
proportion of teachers working in this grade (a total of 84) has a high school degree. However, almost
half of the teachers in 1984 had no professional qualification and, among these, many have not even
finished their basic education. Again, this is a very similar pattern found in many parts of Brazil. In
high school education, there was also some increase in enrollments: from 681 in 1984 to 804 in 1988.
The present local administration provides school buses to children and teachers in the rural area.

22. Campo Largo had four hospitals in 1984. This number remained the same up to 1987,
the last year with available data. The number of hospital beds, 159, also showed no increase since the
years of 1984 and 1985. In 1980, the ration of hospital beds per 1,000 inhabitants was only three. It
dropped to two in 1985. These numbers show how worse Campo Largo is, if compared to the averages
of the State of Parand and of Curitiba. Another indicator confirms the analysis: the number of persons
per doctor. If, in 1980, this ratio was 3,000, it went up to 3,500 in 1985, again indicating a worse
situation when comparing to the state and to Curitiba. Campo Largo had also seven health posts, six of
which are under the Municipality's responsibility.

23. In terms of water distribution, there was a significant increase in the provision of the
service in the period from 1980 to 1985. In the last two years of the period, the amount of the population
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attended reached almost 50% of growth. This was not true for the sewage distribution. In 1985, only
0.7% of the urban population was attended by this service.

3. Economic Indicators

24. The active labor force of Campo Largo was around 11,600 people in 1970. They were
occupied mostly in agriculture (5,100) and in industries (3,500). In the public sector, there were only
214 persons. In 1980, this indicator had almost doubled its number (20,600) and the labor force's profile
had changed quite significantly. Industries were the main source of employment (9,500), followed by
agriculture (5,000), and services (2,200). The public sector remained as a minor employer (410).

25. Electricity consumption in the period from 1980 to 1984, according to different types of
consumers, had the following rate of growth: households: 30%; commerce: 36%; rural: 3%;
industrial: decrease of 1%. The increase in households and commerce consumption was higher in
Campo Largo than in Curitiba.

26. The only transportation indicator available refers to the average number of passengers per
day in intermunicipal buses. In the conventional system, it showed a decrease from 1983 (9,000) to 1984
(8,000) and a small recovery in 1985 (8,300). The special system remained with the same average in
1983 and 1984 (300) and showed a minor increase In 1985 (350). The majority of the trips had Curitiba
as the final stop, as one might expect.

C. BOCAIJVA DO SUL

27. Bocaitlva do Sul was created in 1871. In its 1,400 ktm2 there are three districts: Bocaidiva
do Sul, Marques de Abrantes, and Tunas. The Municipality also belongs to the Metropolitan Region of
Curitiba.

1. Demographic Indicators

28. Bocaiilva do Sul is a small Municipality by Brazilian standards. In 1980, its population
was about 12,000 inhabitants, and the projections for 1990 indicate 15,000. Its urban population in the
same period doubled its size, from 2,300 to 4,600. The rate of urban population growth is higher than
Curitiba's and the State's in the period of 1980 to 1984.

29. The increase in the number of migrants in the area is significant. In 1970, they were only
762 persons. Ten years later,'this number totalled 2,500.

30. In terms of birth rates, Bocaidva do Sul equalled the State of Parana in 1980: 26.26.
In 1985, a decrease in this rate put it dovn to 21.06, slightly lower than Curitiba. In its turn, the death
rate is higher than the average of the State, 7.74. It also dropped in 1985 to 5.32, which reached the
same level of the State.

2. Sodal Indicators

31. As far as education is concerned, Bocaiilva do Sul is in a very bad situation. Its rate of
illiteracy among those belonging to the group of five years and more went up to 40% in 1980.
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Enrollment in primary education showed a small increase in the period from 1984 to 1988, from 1,777
students to 2,030. Reproducing the situation found in Campo Largo, although the majority of the
teachers in 1984 had a high school degree, almost 20% of them hadn't eve, completed their primary
education. Enrollment in high school is very low: 79 students in 1984 and 95 in 1988. All the teachers
engaged in this activity, only seven, have university degrees. Similarly to Campo Largo, the present
local administration also provides school buses to teachers and students in the rural areas.

32. Bocailva do Sul had two hospitals since 1984 up to 1987 Oast information available).
It means that it had only 26 hospital beds, a number that has not increased up to 1987. The ratio of
persons per doctor was much worse in Curitiba in 1985, a total of 8,871. It also had only three health
posts in 1984, all of them under the responsibility of the state government (1) and of the Municipality
(2).

33. Basic sanitation in Bocaidva do Sul is another major problem. In 1984, only 2,000
persons were attended by water distribution. This poor coverage reached 3,000, only 23% of the total
population, by 1985. There was no sewage in Bocaidva do Sul up to 1985. The Municipality is
responsible for the waste collection, but there is no proper space (landfill) for its disposal.

3. Economic Indicators

34. Labor force in Bocaidiva do Sul totalled about 3,400 persons in 1970. The large majority
was occupied in agriculture (2,400). Industry was responsible for only about 10% of the labor force.
Commerce, services, and public sector were very minor employers. In 1980, figures had changed a little
bit. The total economic active population had increased to about 4,300 persons. Agriculture maintained
almost the same number of people occupied in it as in 1970 (2,500). The number of workers in
industries almost doubled and the same happened with the services. Commerce and public sector didn't
show much difference.

35. Electric energy consumption shows how slow the economy of Bocaidva do Sul goes
forward. The rate of growth for the period between 1980 and 1984, according to some types of
consumers, can be shown: households: 1%; commerce: no special difference; industrial: decrease of
23%, although there was a big jump in 1983; rural: 153%, probably due to huge investments in rural
electrification.
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INTERGOVERNNENTAL TRANSFERS

1.1 The existing structure of federal-state-local transfers in Brazil can
be broadly classified into two categories: tax transfers or revenue-sharing
arrangements mandated by the Constitution, and specific purpose transfers
including negotiated transfers (convenios). In 1989, apparently other. than
meeting its obligations for established programs such as the Unified and
Decentralized Health Care System (SUDS), the Federal Government did not disburse
any additional funds through the convenios. In a typical year, though, convenios
accounted for nearly 10Z of federal transfers to states. This chapter presents
a conceptual perspective to assess the intergovernmental transfers and describes
the current revenue sharing arrangements and other transfers in Brazil. The
appendix views federal systems in selected countries which allows an
impressionistic evaluation of the Brazilian system.

A. A Conceptual Perspective

1.2 In attempting an economic evaluation of intergovernmental transfers
in Brazil, it is useful to begin by briefly review reviewing economic rationale
for transfers within a federation. This provides a framework for passing
qualitative judgements on the design of existing transfers. In the following
sections, major types of grant programs are discussed and their rationale is
reviewed.

1. Grant Types

1.3 Non-matching Transfers. Non-matching funds may be either selective
or general (conditional or non-conditional). Selective non-matching transfers
offer a given amount of funds without any local matching required, provided that
the money is spent for a particular purpose. The effect of this upon the budget
constraint of a lower level government's (hereafter referred as local government)
is shown in Figure 1. The post-grant budget line (ACD) is the pre-grant budget
line (AB) shifted right by the amount of the transfer (AC). Since OE (equal to
AC) of the assisted activity is a free good from the local perspective, at least
OE will be acquired and perhaps, but not necessarily, more.

1.4 Selective non-matching grants are best used as a means of subsidizing
activities with a high priority for the higher level government (say federal
government), but a lower priority for the local government. That would be the
case if a program generated a very high degree of spillovers up to some level of
provision (like OE), after which the external benefits abruptly terminated.
Although there is no evidence to suggest that these features characterize state
and local provision of education, health, regional developoment, and agriculture
in Brazil, almost all the funding through convenios is of the selective
non-matching variety.
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1.5 If the non-matching grant is unconditional or general, then there are
no strings to control how it is to be spent. Thus, unlike the previous case, no
minimum expenditure in any area is expected. In this case, the recipient's budget
line is shifted upward and to the right throughout by the amount of the grant
(AC-BD), and the new budget line becomes CD as opposed to AB (see Figure 2). The
grant monies can be spent on any combination of public goods or services and tax
relief. Since general non-matching assistance does not modify relative prices
and must not be spent for a particular activity, it is the least stimulative of
local expenditures. Typically, local expenditure will only increase by less than
NCz$ 0.50 for each additional NCz$ 1.00 of unconditional assistance with the
remaining funds going toward tax relief (i.e. being made available to local
residents to use for private goods and services). The portion of grants retained
for greater local expenditure exceeds local government's own revenue relative to
resident's incomes. This is referred to as the "flypaper effect" (Gramlich,
1977); that is grant money tends to stick where it first lands. Hence for
political and bureaucratic reasons, grants to local governments tend to generate
greater local expenditure than would the spme transfers made directly to local
residents. The Federal fax transfers to states and municipalities through the FPE
and PPM are examples of such grants. And they may indeed be inducing
municipalities to underutilize their own tax bases.

1.6 For any given amount of available assistance, recipients of grants
prefer unconditional non-matching transfers, which offer the maximum flexibility
for receipts to pursue their own objectives, by augmenting resources without
influencing spending patterns. Hence, the recipient is able to maximize his own
welfare. The grantor, however, may be prepared to sacrifice some of the
recipient's satisfaction in order to ensure that the funds are directed toward
high priority expenditures. This is particularly so when federal objectives of
affording fiscal assistance to states and municipalities is implemented through
the programs of many different depo.rtments (e.g. planning, health, education etc)
rather than through the Ministry of Finance which does not have a dominant
influence in any specific area. The different departments do not want their
program funds to be shifted, or even appear to be shifted, by local governments
toward expenditures in other areas. In this situation, conditional (selective)
non-matching "block" grants are attractive. Thus can ensure that the funds are
spent in a department's area of interest (e.g. health care), yet need not distort
local priorities among alternative activities or induce inefficient allocations
in that expenditure area. This appears in part to be the objective pursued
through the non-matching SUDS programs, although as presently structured, these
programs may not be cost effective.

1.7 Selective Matching Transfers. Selective matching grants require that
the funds be spent for a specific purpose (i.e. conditional) and that the
recipient matches the funds to some degree. They are also called cost-sharing
programs. Consider a 25 percent subsidy program for transportation. The effect
of such a program on the local government's budget constraint is shown in
Figure 3. Without this transportation subsidy, AB indicates the combinations of
transportation and other public goods and services that a city can acquire with
a budget of OA (equal to OB). Introducing a federal subsidy for transportation
amounting to 25 percent of transportation expenditures (or NCz$ 3.00 of local
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funds for each NCz$1.O0 of grant), the budget line of attainable combinations
becomes AC. At any level of other goods and services, the community can obtain
one-third more transportation services than previously.

1.8 If the community chose combination M prior to the grant, it will
likely select a combination such as N afterwards. At N, more transportation is
acquired. This results from two effects. The income effect of the subsidy
provides the community with more resources (i.e. higher income) and some of those
go to acquiring more transportation services. The subsidy's price or
substitution effect, reduces the cost (or price) per unit to the community of
transportation services, so can be acquired more (even if total resources were
no greater). Hence, both the price and income effects of the subsidy stimulate
the acquisition of more transportation services.

1.9 Although the grant is for transportation, more of other public goods
and services may also be acquired, although the relative prices of other goods
increase (i.e. they become more expensive) and the price effect works against
them. If the positive income effect is sufficiently large, it will dominate the
grant will stimulate a higher level of consumption of other goods and services.
Most studies tend to find that for grants of thi kind, expenditures in the
specified area increase by less than the amount of the grant, with remainder
shifted toward other public output and tax relief. For example, NCz$1.00 of
grant tends to increase expenditures in the assisted area by NCz$ 0.80. While
remaining NCz$ 0.20 is diverted to finance other public services (see Shah,
1979).

1.10 Open-ended matching grants are well suited for correcting
inefficiencies in the provisions of the public goods arising from benefit
spillovers or externalities. These occur when services provided and financed by
one local government also benefit members of other non contributing local
governments. As members of the providing government perceive all the costs but
obtain only a portion of the benefits, they will tend to under-provide the goods
from the social viewpoint. If compensation arranged through negotiation among
the affected communities is not feasible, the situation can be corrected by a
senior government subsidizing the provision of the public service. The extent
of spillover should determine the degree of subsidy (matching ratio for grant).

1.11 While matching grants can correct for inefficiencies arising due to
spillovers, they do not cope with problems arising from uneven or inadequate
fiscal capacities among local governments. Hence, local governments with ample
resources, e.g. Sao Paulo, can afford to meet the matching requirements and so
can acquire a substantial amount of assistance. However, other governments, with
more limited fiscal capacities such as ParS and Ceara, may be unable to match
federal funds so effectively and hence may fail to obtain as much assistance
although their requirements may be no less and, indeed, could be greater. Other
forms of assistance are needed to equalize fiscal capacities.

1.12 Closed-ended matching provisions are usually preferred by grantor.,
as they permit better control of grantors'. budgets. The effect of closed- ended
matching grants on the local budget constraint is shown in Figure 4. AB is the
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original budget line with when no subsidies are available. Assistance moves the
budget line to ACD. Initially, costs are in this example shared on a
one-third:two-third basis up to a level of OF at which the subsidy limit of CD
(=CE) is reached. Expenditures for education beyond OF receive no subsidy so the
slope of the budget line is 1:1 rather than the 1:3 that obtains along the
subsidized segment, AC.

1.13 Although one would not expect closed-ended grants to stimulate
expenditures on the subsidized activity more than open-ended grants, the
empirical literature typically finds them to be more stimulating. Gramlich
(1977) and Shah (1979,1989) report that the estimated response to an additional
$1.00 of this kind of grant is typically $1.50. Institutional factors may
explain the rather large response. Gramlich notes that this type of grant is
frequently used to encourage spending in areas with elastic demands (i.e.
responsive to income and price effects), the grants are large relative to normal
spending by recipients in these areas, and/or the granting governments take
measures to discourage the reduction of recipients' expenditures on these aided
activities.

1.14 One might reasonably question the extensive use of selective closed-
ended matching grants by developed countries when they seem ill-designed to solve
problems and inefficiencies the provision of the public goods. The answer seems
to be that correcting for inefficiencies is not the sole and perhaps not even the
primary objective sought with their use. Rather, they are employed as a means
of assisting local governments financially while promoting expenditures on
activities given priority by the grantor. The local matching or cost-sharing
component affords the grantor a degree of control, and requires a degree of
accountability by the recipient. Finally, of course, the cost to the granting
government is known.

1.15 The conditional closed-end matching grant has certain advantages from
the grantor's perspective but there are also disadvantages. While these grants
may result in a significant transfer of resources providing financial assistance,
they may distort output and cause inefficiencies in doing so: this is aid is
often only available for a few activities, which results in excessive spending
in those areas while others are underfinanced. The common argument is that local
priorities are distorted. Also, capital outlays are typically subsidized while
operating costs are not. This results the selection of alternatives which are
too capital intensive to be least cost. These possibilities will be discussed
later. Finally, Table 1-1 presents a summary view of the impact of selective
transfers. It suggests that open- ended selective matching grants are the most
suitable vehicle for inducing increased expenditures on the assisted function by
lower level governments. General non-matching transfers, on the other hand,
would be preferred if the objective was simply to enhance the welfare of local
residents.
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Table 1.1

ThIE CONCEPIUAL IMPACT OF CONDIT[ONAL GRANTS

Type of Grant Income Effect Price (substition) Total Effect aA18G Rank by Objective Function
-- __Effect

a, A U S. A U a. I U Inmases in
Excdite Wel

A. SELECTlVE MATCHING

i Open-eaded t t t t t 4 tt tt t4 > 1 1 3

i. Closoended

bindingconsthaint t t S t t 4 t t tt t * 21 2or3 4

non-bindingconstraint t t t - - t t t S1 3 2

B SELECTiVENON-MATCHING t t t - - - t t t S1 3 2

C. GENERALNON-MATCHING t t - - - < t <1 3 1

Notes: a = Assisted subfimction

A = Assiste Function
U = Unassisted functions (services)
G = Gant

Source: Anwar Shah (1985)
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2. The Economic Rationale for Intergovernmental Transfers

1.16 In the preceding sections grants were discussed according to the
different arrangements under which they are provided, i.e., selective and general
non-matching and open-and closed-ended selective matching grants. In that
discussion, the underlying rationale for grants was introduced but not
elucidated. Gramlich (1977), Boadway (1980, 1990), and Shah (1979, 1983, 1984)
note that there are economic and political justifications for such grants.
Economic justifications include efficiency (spillovers, common market arguments,
differential net fiscal benefits), equity (fiscal gap, differential net fiscal
benefits, redistribution) and to a minor degree stabilization objectives. An
interesting aspect of the theory of grants is that efficiency and equity
objectives are often complementary. Boadway (1980,1990) suggests that the
application of efficiency and equity principles results in four main economic
reasons for grants. These are discussed below:

1.17 Inter-lurisdictional Sillovergs: Intergovernmental transfers can be
used to increase the efficiency with which public goods and services are
provided. Their major contribution is to correct for inefficiencies arising in
the presence of interjurisdictional spillovers. Spillovers usually occur because
the benefits of a locally provided good or service itself spills beyond the local
jurisdiction to benefit those not contributing to the costs (e.g., benefits from
control of air and water pollution, and locally educated students who relocate)
and because non-residents come to the locality and enjoy the public services
provided (e.g. parks, cultural, recreational and transportation facilities, state
universities, state welfare and health care system). In the presence of
spillovers, local governments consider own benefits only, and under-provide
public services. While other approaches--such as the redrawing of jurisdictional
boundaries the use of or separate jurisdictions for each service may also be used
(McMillan, 1975), intergovernmental transfers are a major and often the most
practical means of alleviating the inefficiencies arising from spillovers of this
kind. Open- ended conditional matching grants which modify relative prices are
the kind of transfers that are most appropriate for implementing these
corrections. The higher level of government should share costs to an extent
consistent with the degree of spillover. Benefit spillovers is not considered
a serious problem in Brazil.

1.18 Fiscal Gap: A mismatch between revenue means and expenditure needs
at various levels creates a structural imbalance resulting in a revenue shortfall
usually for a lower level government. This imbalance is characterized as a
fiscal gap. Four often cited reasons for this imbalance are: (a) inappropriate
expenditure and tax assignment; (b) limited and or unproductive tax bases
available to a lower levels of government so that tax rates would have to be
inefficiently high (e.g. in Mexico and Pakistan); (c) regional tax competition
i.e. state and local governments fearful of losing capital, labor, and business
activity to other jurisdictions do not fully exploit business tax potentials, and
thus provide lower levels of public services; and (d) federal government crowds
out tax room the local public sector.

1.19 To correct for problems associated with (a) and (b) above, joint
occupancy of some tax fields or decentralization of some taxes are advocated.
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Other appropriate solutions include unconditional grants or revenue-sharing based
on origin principles. Greater revenue efforts by the federal government and
unconditional grants are required to deal with tax competition issues discussed
in (c) above. Finally, some form of tax abatement by the federal government is
necessary to deal with (d) above by providing more tax room for lower levels in
fields jointly occupied by more than one level of government.

1.20 Minimum Standards of Services: A third justification for
intergovernmental transfers is based on an efficiency-cum-equity case for
ensuring comon minimum standards across jurisdictions in a federation. For
certain services, expenditure assignment to state and local government may be
based on efficiency of public service provision as well as responsiveness to
local needs and concerns. This may conflict with national equity and efficiency
objectives (see Boadway, 1980, 1990).

1.21 Musgrave (1976) has argued that the redistributive role of the public
sector is best performed by the federal government. Mobility of factors within
a federation severely limits the redistributive role of local governments. Hence,
the case for the assignment of redistributive functions to the federal
government is quite strong on theoretical grounds. Several of the public
services assigned to state and local governments on efficiency or accountability
grounds are strongly redistributive in character--social insurance, health,
education, and welfare. Consider the case of health. This is quasi-private
good and from a strictly technological efficiency point of view would be best
provided by the private sector. Indeed in the U.S. health care is by and large
treated as a private good. The World Bank, in recent years, has marshalled a
considerable effort to advocate the private provision of health and education
services in developing countries based on this view of economic efficiency. That
viewpoint completely ignores information asymmetries such as moral hazard and
adverse selection problems associated with the private provision of such
services. Fiscal federalism literature has argued that informational
inefficiencies alone do not provide a convincing case for the public provision
of health care and education. This literature points out that most governments
treat health care as a fundamental public responsibility and strive to provide
these services on a uniform basis. This is because these services are viewed as
"redistributions in kind." Thus one case for public provision of these services
primarily rests on equity objectives. In health services, the incidence of
disease is directly correlated with the incidence of poverty, and by corollary
inversely associated with economic well-being. Thus the public financing and
provision of health care enhances the redistributive role of the public sector.
Similarly, public provision of education, by improving access for the poor,
improves equality of opportunity. The relative importance of expenditures on
health, education, and social services further suggests that the redistribution
effected by the tax system or by direct cash transfers pale in comparison with
the in-kind redistribution made possible by these public services.

1.22 In a federal system, lower-level provision of such servicos maybe
desirable from efficiency, preference matching, and accountability perspectives.
But it creates certain difficulties for the fulfillment of federal equity
objectives. Factor mobility and tax competition create strong incentives for
lawer-level governments to under-provide such services and tend to restrict
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access to these services for those most in need; the poor or the old are for
example more susceptibility to disease and thereby posing potentially greater
risks for cost curtailment. These perverse incentives can be alleviated by
conditional selective non-matching grants from the federal government. Such
granto would not affect local governments incentives for cost efficiency while
ensuring compliance with federally specified standards for access and levels
services.

1.23 Common minimum standards for public services in a federation can also
be justified on economic efficiency grounds. Common minimum standards would help
to reduce interregional barriers to factor and goods mobility and thereby
contribute to efficiency gains. The establishment of some minimum standards of
social services will encourage labor mobility and of infrastructure capital and
goods mobility. Boadway (1980) has emphasized that harmonized expenditures would
improve gains frcm interregional trade and help to foster a common internal
market.

1.24 Common minimum standards for public services across different states
can be encouraged through conditional non matching or conditional closed-ended
matching programs. A conditional non matching program is preferable because it
is unobtrusive. State governments would be free to spend grant monies as they
chose provided that certain minimum standards of service and access were met.
The higher-level government would simply monitor compliance with these standards.
Note that conditional non-matching grants in pursuit of common minimum standards
serve both efficiency and equity objectives.

1.25 Differential Net Fiscal Benefits Across States: Differential net
fiscal benefits across various states have a number of causes: (a) some states
are better endowed in natural resources and therefore have better access to an
enlarged revenue base than others; (b) some states or localities have relatively
higher incomes and therefore greater ability to raise revenues from existing
bases; and (c) some states or localities have inherited higher cost disability
factors, such as lacking the minimum threshold for scale economies or difficult
terrain factors etc., or higher need factors such as a greater proportion of
young, old, and poor populations.

1.26 The presence of differential net fiscal benefits encourages fiscally-
induced migration. Labor and capital may move to areas with positive net fiscal
benefits based on fiscal considerations alone. In the process, some negative
externalities imposed on the jurisdictions they leave and the jurisdictions they
enter are ignored: a fisherman from Par& may migrate to Minas Gerais, although
he may not have any gainful employment opportunity there. The overall result of
such fiscally-induced migration would be that too many of the factors will move
to resource-rich areas, creating social and economic problems and thereby serious
inefficiencies and inequities. Inefficiency arises as factor movement takes
place in response to fiscal considerations alone. Inequity is caused by
identical persons in various states being treated differently by the public
sector as a whole. National welfare is thus reduced by the externalities imposed
by the fiscally induced migration.



ANNEX IV Page 11 of 40

1.27 Fiscal equalization grants to reduce differential net fiscal benefits
across states can enhance both the efficiency and equity of a federal system.
An ideal form of such transfers would be an interstate revenue pool which
provides both negative and positive equalization grants to member states such
that net transfers equal zero. That program would by design be self- financing.
These grants must be unconditional and must not reward strategic behaviour to
affect grant entitlements or costs. Thus grant design must incorporate factors
over which states have little control. Three continuing programs which are
broadly consistent with the above guidelines are those in West Germany, Canadia
and the Australia. The West German system is a fraternal system of equalization
among the German states. The federal government simply acts as an observer and
occasionally as a mediator. The Canadian and Australian system are not self-
financing and are federal programs instead. The Canadian system attempts to
augment the fiscal capacity of member provinces up to the national average
capacity. The system measures the fiscal capacity of a state by the revenue that
could be raised in that state if the state government employed all of the
standard revenue sources at the nationwide average intensity of use. The
Australian system assesses expenditure needs as well (see Shah 1983, 1984).
Issues in the design of an equalization program are discussed in Annex E.

1.28 Stabilization Oblectives: Intergovernmental transfers can also be
turned to assist in achieving economic stabilization objectives. Grants could
increase in periods of slack economic activity to encourage local expenditure,
and could diminish during the upswing of the economic cycle. Capital grants
would be a suitable instrument for this purpose. Care must be exercised in
ensuring that funds are available for the operating expenditures associated with
such initiatives.

B. The Existing Transfer Syste

1.29 The Brazilian intergovernmental transfer system includes a variety
of mechanisms involving the three levels of government. As a result of the major
changes introduced by the 1988 Constitution, some of these arrangements have
suffered adjustments; others are in great need of restructuring. This annex
provides a description of the revenue-sharing arrangements between federal and
sub national Governments and other transfers. It also reviews the state to
municipal transfers which include constitutional revenue-sharing scheme and
negotiated transfers. A brief description of federal convenios by major
functions is also included.

1. Federal Revenue-Sharing Arrangements

1.30 Revenue-sharing arrangements have been specified in the new
Constitution and involve the three levels of government. Both states and
municipalities receive direct transfers from the Federal Government. The
Municipalities also benefit from revenue-sharing of the ICMS (state-value added
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tax). The transfer of IPI proceeds associated to exports, although a federal
transfer, is transferred to municipalities through the states.

1.31 The Constitution provides strict criteria for the allocation of
revenues to different levels of government, and some guidelines on revenue
distribution through special fundsl/ among units at the same level. Specific
distribution criteria are specified by congressional regulations, although there
is no stipulation as to the final disposition of these funds by the receiving
government. The Constitution, nevertheless, provides that the Union must apply
a minimum of 182, and states and municipalities at least 25Z each of all their
respective tax revenues (including intergovernmental transfers) on education.

1.32 Federal revenues from income and industrial product taxes are shared
through the participation fundsl/ established for this purpose. In 1988, the
federal government transferred about NCz$ 1.5 billion to states and
municipalities through the revenue-sharing mechanisms (Table _ in Statistical
Appendix). Of this total amount, 52% went to relatively less prosperous states
in the North and the Northeast regions.

1.33 State Participation Fund (FPE). According to the 1988 Constitution
the Federal Government deposits 21.5% each of income tax (IR) and industrial
products tax (IPI) revenues in a special fund for later distribution to
individual states. In determining state shares of this fund, 85% of total is
first set aside for distribution to states In the North, Northeast, and Center-
West regions of the country, and the rema±iiav, 15% for the South and the
Southeast regions. It is argued that this initi&l allocation is necessary to
safeguard regional equity objectives, as tax assignment carried out by the
Constitution appears to favor the rich states more than the poorer ones.
Deadlines for the Federal Government's release of funds for distribution to
states have also been established. These deadlines are designed to limit Federal
Government incentives to benefit from inflationary gains by withholding state
funds longer than is absolutely necessary. The formula for the distribution of
funds among states takes into account land area, population (measures of fiscal
need), and the inverse of per capita income (a fiscal capacity indicator). The
criteria used are expressed mathematically in Box 1. A proposal to extend this
formula to incorporate interstate trade orientation (spillover factor) and the
ratio of own revenues to expenditures (fiscal effort indicator) is waiting
discussion in the Senate.

1.34 This formula yields the participation coefficients for individual
states, as given in Table 1.2. These coefficients were however found
unacceptable by the Council of State Finance Secretaries, which instead developed
the modified coefficients given in column 3. The latter cooefficients will apply
until 1991. Participation coefficients for 1992 and later years will be based

I/State Participation Fund (FPE) and Municipality Participation Fund (FPM) were
established in the context o! the 1967 Tax Reform and survived the 1988 Tax
Reform. The 1988 Tax Reform established the Export Fund which allocates 1OZ of
IPI proceeds according to state export contributions.
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on a review of the current formula, and new data from the 1990 census (the latter
has been recently postponed to 1991)
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BOX I

DISTRIBUTION CRITERIA FOR THE STATES PARTICIPATION FUND (FPE)

(FPE), - 0.85 * G *SN + 0.15 * G * Ss

Where G - 0.215 * (IR + IPI)

[ (POPF)i * (YPCF)i

sNS N -pOFN,S -E [ (POPF)i * (YPCF) ]J

s-i

and SN Participation coefficient for a state in the northeast, north

and center-west regions.

Ss = Participation coefficient for a state in the south and southeast

regions.

IR - federal tax collection from income taxes
IPI = federal tax collections from industrial products tax.
POPF - Population factor. The following table is used for this

purpose.

Z of national population
represented by each state POPF

upto 2% 2.0
2-4%:

for the first 2% 2.0
for each additional 0.3% 0.3

5-10%l
for the first 5% 5.0
for each additional 0.5% 0.5

above 10% 10.0
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Box 1 (continued)

DISTRIBUTION CRITERIA FOR FPE (Continued)

YPCF - state income (per capita)
YPCF is determined according to the following table:

Average Per Capita income of all states/ YPCF
Per capita income of state i
-----------------------------------------------------

Up to .00045 .4
Between .0055 and .0065 .6
.0065 - .0075 .7
.0075 - .0085 .8
.0085 - .0095 .9
.0095 - .0110 1.0
.0110 - .0130 1.2
.0130 - .0150 1.4
.0150 - .0170 1.6
.0170 - .0190 1.8
.0190 - .0220 2.0
Above .0220 2.5
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Table 1.2: FPE - PARTICIPATION22 COEFFICIENTS FOR BRAZILIAN STATES

1990 - 1991

Federal Formula Agreed
Unit Share Share

NORTH
Rond8nia 2.1164 2.8156
Acre 2.6270 3.4210
Amazonas 2.1850 2.7904
Roraima 1.9090 2.4807
ParA 4.7225 6.1120
Amap& 2.6200 3.4120

NORTHEAST
Maranhao 5.7415 7.2182
Piaui 3.3206 4.3214
Cear& 7.0585 7.3369
Rio Grande Norte 3.2045 4.1779
Paraiba 3.6700 4.7889
Pernambuco 5.3960 4.3214
Alagoas 3.1900 4.1601
Sergipe 3.1860 4.1553
Bahia 9.4625 9.3962

SOUTHEAST
Minas Gerais 7.9545 4.4545
Espirito Santo 1.5470 1.5000
Rio de Janeiro 4.2435 1.5277
Sao Paulo 3.9460 1.0000

SOUTH
Paran& 4.2400 2.8832
Santa Catarina 1.8800 1.2798
Rio Grande do Sul 3.4615 2.3548

CENTER WEST
Mato Grosso Sul 1.4735 1.3320
Nato Grosso 2.5530 2.3079
Goias 3.1450 2.8431
Brasilia D.F. 0.7535 0.6902

Source: Lei Complementar No. 62, de dezembro de 1989
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1.35 Ep2rt Lu_nd (FPEx). The 1988 Tax Reform created a new revenue-
sharing mechanism associated to regional exports. Through this mechanism, 10% of
IPI proceeds are to be transferred to states and from those to municipalities
(25%) based on a measure of state contribution to total exports (over 12 months
period up to July), with a ceiling of 20%, which is the Sao Paulo state share.
The Municipal share is distributed in accordance with ICMS allocation criterium
in each state. Table 1.3 presents the 1990 and 1991 state shares of the FPEx.
This fund benefits the most export-oriented states, accentuating fiscal resource
disparities.

1.36 Municipal Participation Fund. The PPM was established in 1966 as 10%
of federal income and industrial products taxes to be transferred as federal
transfers to municipalities. Since then the share has been gradually increased
to 17% since 1986. According to the tax reform enacted by the 1988 Constitution,
this share of the specified taxes will rise by 0.5 percentage points each year
until the new system is fully implemented in 1993 with 22.5% of these taxes
earmarked for this fund. 12% of the PPM funds are allocated to state capitals
and municipalities with populations greater than 400,000. Of the remaining 882,
6% is set aside for the Municipal Participation Reserve Fund (RFPM: the Reserva
do Fundo de Participacao de Municipios). The RFPM is available only to larger
municipalities other than state capitals, with 1990 populations of at least 4z
of the national population. Funds are distributed to all municipalities by a
formula which takes into consideration the population and per capita income of
each municipality. Funds vary directly by population and inversely by per capita
income. Formulae details are given in Box 2. Table 1.4 provides details on the
level of funding and the participation coefficients of the municipal unit by
population size.

1.37 In addition to revenues through the PPM, municipalities also receive
from the Federal Government 50% of revenues from the rural property tax in
proportion to the value of real estate properties located in their jurisdictions;
100% of income tax payroll deductions of municipal employees; 70% of the tax on
gold by origin; 2.3% of revenues from crude oil, based on the value of
production; and 50% of hydroeleo-tricity and mineral taxes by the sales value of
the minerals at origin.
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Table 1.3: FP EXPORT - PARTICIPATION COEFFICIENTS FOR BRAZILIAN STATES
For 1990 - 1991

Federal 1990 1991
Unit

NORTH
Rondonia 0.249142 0.104245
Acre 0.041233 0.021655
Amazonas 0.391134 0.434038
Roraima 0.000392 0.000889
Para 4.595908 3.646940
Amapa 0.070977 0.041036

NORTHEAST
Maranhao 2.424764 2.641199
Piaui 0.265479 0.188654
Ceara 1.488983 1.035986
Rio Grande do Norte 0.352169 0.263539
Paraiba 0.543345 0.315131
Pernambuco 2.002528 1.912690
Alagoas 1.294683 0.808401
Sergipe 0.198101 0.188908
Bahia 6.520594 6.235174

SOUTHEAST
Ninas Gerais 17.504468 19.347100
Espirito Santo 6.276601 6.582716
Rio de Janeiro 8.760809 8.366414
Sao Paulo 20.000000 20.000000

SOUTH
Parana 5.271725 6.501127
Santa Catarina 5 462175 5.741854
Rio Grande do Sul 15.678148 14.651018

CENTER-WEST
Mato Grosso do Sul 0.024925 0.282659
Mato Grosso 0.350519 0.314203
Goias 0.229109 0.371460
Distrito Federal 0.002093 0.002964
Tocantins 0.000000 0.000000

TOTAL 100.000000 100.000000

Source:Diario Oficial, Tribunal de Contas da Uniao, Resoluce,o no. 244, de 5 de
Junho de 1990 e Resolucao no. 245 de 11 de Junho de 1990.
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BOX 2

FORMULAE FOR THE DISTRIBUTION OF MUNICIPAL PARTICIPATION FUND (PPM)

State Capitals and Municipalities with 1990 population greater than 400.00Q

soPM)i - 0.12 * ~ * (POPCL)i x (YPCF)1
(FPM)i - 0.12 * GFp i ~~~FPM

E t(POPCL)i x (YPCF)ij

Other Municipalities

(POPSM)i
(FPM)i GFPM °82 x_

L(POPSM)

(POPML)i x (YPCF) i
+ 0.06 *Di 

Z (POPML)i x (YPCF) J
When GFPM - 0.225 (IPI + IR)

Di - 1 If municipality has a population greater than 156,216

or (POP) /Z(POP) > 0.04 (includes non-capital

municipalities with population greater than 400,000).

0 otherwise

Superscript sc refers to state capital

Superscript om refers to all other municipalities.

POPCL population factor for state capitals and larger
municipalities determined according to the following table;

Z of total national population in this POPCL
category living in municipality

Up to 12 1.0
Between 1 and 5%

- for the first 1% 1.0
- for each additional .5% or fraction, add .5

Above 5% 5.0

YPCF - state income per capita factor defined in the FPE section.
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FORMULAE FOR THE DISTRIBUTION OF F.P.H (Continued)

POPSM - population factor for small and medium municipalities
with population less than 400,000 determined according to
the following table:

Population of the Municipality POPSM

Up to 16,188
- for the first 10,188 .6
- for each additional 3,396 or fraction + .2
Between 16,800 and 50,940
- for the first 16,980 1.0
- for each additional 6,792 or fraction + .2
Between 50,940 and 101,880
- for the first 50,940 2.0
- for each additional 10,188 or fraction + .2
Between 1010,940 and 156,216
- for the first 101,880 3.0
- for each additional 13,584 or fraction + .2
Above 156,216 4.0

POPML - population factor for eligible (medium and large
municipalities) determined according to the following
table:

% of total population of eligible POPML
municipalities living in municipality

Up to 22 2.0
Between 2 and 5%
- for the first 2% 2.0
- for each additional .5Z or fraction, add .5
Above 52 5.0

mmmm . m i_....... n .... __"......w_... 
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Table 1.4s MUNICIPAL PARTICIPATION FUND COEFFICIENTS 1/
(1989)

Population Amount of Municipal
(Inhabitants) Coefficient Particination in USS 000's

Up to 10,188 0.6 698
10,189 to 13,584 0.8 930
13,585 to 16,980 1.0 1,163
16,981 to 23,772 1.2 1,396
23,773 to 30,564 1.4 1,628
30,565 to 37,356 1.6 1,861
37,357 to 44,148 1.8 2,094
44,149 to 50,940 2.0 2,326
50,941 to 61,128 2.2 2,559
61,129 to 71,316 2.4 2,792
7',317 to 81,504 2.6 3,024
81,505 to 91,692 2.8 3,257
91,693 to 101,880 3.0 3,490
101,881 to 115,464 3.2 3,723
115,465 to 129,048 3.4 3,955
129,049 to 142,632 3.6 4,188
142,663 to 156,216 3.8 4,421
above 156,216 4.0 4,654

I/ It applies to Municipalities other than Capital Municipalities, i.e. it
applies to the so-called "Interior Municipalities."

Source: Instituto Brasileiro de Administracao Municipal, Noticifrio, No. 96,

September/89.
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2. Other Transfers

1.38 These transfers are not associated to any specific tax nor are
provided in the Constitution. In general, they have a specific purpose. Overall
there were 117 umbrella federal-state-municipal transfer programs in 1989 of
which 19 were open to municipal participation. These programs can be broadly
classified into four categories of which only two are recorded in budget data.

(a) Transfers that simply comply with specific laws other than the
constitutional provisions. Major transfers of this type
include transfers to the Federal Capital District (38% of
total in 1967); transfers related to the creation of new
states (212 of total in 1987); and financial compensation
(royalties) paid to states for the extraction of oil within
their jurisdiction. Typically, all these transfers constitute
60% of annual total non-constitutional transfers recorded in
the budget.

(b) Convenios, or negotiated transfers. These are not regulated
by law and are based on negotiations between federal units and
other levels individually. Support for regional development,
agriculture, education, health, and housing are the priority
areas for convenios funds. They constituted 40% of the non-
constitutional transfers in 1987.

(c) Special investment funds/projects. These projects may be
undertaken by state and local governments on behalf of the
federal government. Financing comes from the General Revenue
Fund as well as the Social Investments Fund (FINSOCIAL: Fundo
de Investimento Social) and the programs for National
Integration (PIN) and Redistribution of Land to Stimulate the
Agrarian Economies of North and Northeast (PROTERRA). The
transfers associated with these funds are not recorded in the
Balancos Gerais da Uniao (BGU) as intergovernmental transfers,
and nearly 70Z are recorded under the umbrella of planning.
These funds can be used flexibly, for the development of basic
social services and infrastructure.

(d) Transfers through government agencies. These transfers also do
not show up in the BGU. The collection of data on these
transfers is difficult since the government agencies do not
aggregate data so as to determine which part of the transfers
went to state and local governments. It is necessary to ask
many different agencies what they record as non-tax transfers,
especially transfers made in the form of convenios. The
National Secretariat of Treasury (STN) reported that in 1986
8.5% of tax revenues went to intergovernmental transfers not
related to the sharing of tax revenues. Most of these
transfers come from the ministries of Planning, Education,
Finance, Urban Development, and Health. The Northeast region
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traditionally receives nearly one third of total transfers
made through government agencies.

1.39 Negotiated Transfes. A convenio represents a federal transfer of
funds to state and local governments for undertaking expenditures on behalf of
the federal government. These transfers constituted 22% of total federal-state-
local transfers and 8% of federal revenues in 1987, and are determined by
supplemental laws, or are directly negotiated between different levels of
government. Nearly 90% of these transfers (excluding those for enterprises) go
to states and the remaining 102 to municipalities (Table 1.5). Transfers to
municipalities are usually for urban development and housing programs.
Occasionally though, large sums of money were made available to municipalities
for political reasons e.g. CZ$ 6 billion for support for writing a new
constitution in 1987.

1.40 In 1988, there were over 3000 convenios with multitude of objectives.
Tables 1.5 and 1.6 show the 1988 distribution of these transfers by destination
(level of government) and by source (federal ministry). An accounting of these
by programs and by objectives is not possible, as they are traditionally not
monitored by the federal government. A special survey done by the Ministry of
Finance in 1988 has analyzed the data on convenios by functional classification
and by state for 1985-1986. This survey established that nearly two-thirds of
conditional transfers in 1985-86 were meant for planning and education. The
Northeast region received the lion's share of transfers for education (46.4% of
total), and the Center-West region received 62.6% of total transfers for
planning. The survey further confirmed that most convenios were based on ad hoc
decisions, were devoid of any formal criteria, and thus could not be subjected
to any formal analysis.

1.41 The 1988 federal allocation of negotiated transfers as reported in
Table 1.4 has an interesting pattern of distribution among states. The state of
Maranhao, then-President Sarney*s home state, had a very peculiar participation
in the overall distribution of negotiated transfers in 1988. Its state
government alone received more funding through negotiated transfers than all the
state governments in the Northern region put together. Further, received one
fourth of all the negotiated transfers made to the Northeastern state governments
in 1988 (see Table 1.6). Of the regions, the Southeast was the big winner in
negotiated transfers as its state governments rebeived 60Z of total negotiated
transfers in 1988. Note that the same region received only 21.48% of total tax
transfers. Thus the negotiated transfers substantially reverse the equity
objectives sought through the tax transfers.

1.42 A closer look at the shares of individual states from the negotiated
transfers in the Southeast shows (Table 1.7) that Sao Paulo, the richest state
in the region and the nation, received 90% of the total transfers made to the
region. It would be interesting to know whether this was based on economic
criteria or simply reflected Sao Paulo's political clout in the federationi.

1.43 From the casual observations reported in earlier paragraphs, two
important issues arise: (1) the importance of political factors in the derisions
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concerning negotiated transferal and (2) the extent to which the redistributive
character of the tax-sharing mechaniswm are offset by the negotiated transfers.
The political nature of negotiated transfers is well recognized though not yet
fully documented, for reasons described earlier, in Brazil.
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o TABLE 1.5
BRAZIL: FEDERAL NEGOTIATED TRANSFERS - 1918

Convesios, Agreements. Adjustments. Protocols. etc.

(Current HCzS thousands)

Fedeal STATE GOVECIEN IIRICIPAL GOVERWm ENTERPRISES TOTAL
unit ----- _-- -___-_--_ -- ______----__-_------_----- --------------------------- - ---- _-- _ _ _

TotWl Per capita X of total Total Per capita X of total Total Per capita X of total Total Per capita S of total

Roadomis 7,163 7.02 1.66X 3S6 0.35 0.813 968 0.94 0.453 3,471 3.31 1.213Acrs 2,767 6.96 0.64X 163 0.39 0.29X e73 2.20 0.42X 3,793 6.*7 0.a4Xearonas 6,004 8.17 1.331 919 0.46 1.725 6,0e0 3.17 2.615 12,931 6.12 1.345Reiotr , 219 1.94 0.065 40? 4.13 0.663 1,S95 14.10 0.76X 2,261 20.17 O.UXPare 4,896 1.04 1.135 1,796 0.30 8.275 5.079 2.06 2.37n 11,775 2.46 1.U3Lamps 312 1.30 O.071 3,90S 16.26 7.335 3,144 13.09 1.47X 7,361 30." 1.055NORTH 21,353 2.55 4.92X 7,591 0.91 14.26e 17,662 2.11 6.285 46,61t2 .56 9.65
Maranhao 22.687 4.68 5.223 4,605 0.93 S.645 1,041 3.76 6.725 45,933 6.24 6.55Piaui 9,616 3.71 2.19X 8,233 1.26 0.07o 8,490 1.3U 1.63X 10,247 6.1* 2.323Ceara' 16.341 2.48 3.63% 1,634 0.29 3.44% 10,686 1.74 1.071 28,017 4.43 8.095R Crande Nor 1 6,734 3.91 2.015 3,013 1.35 6.665 5,032 2.26 2.36X 16,779 1.60 2.m65Paraiba 7.29 2.81 I.0Sx 2,046 0.O6 3.34% 4,3U1 1.39 2.06X 33,724 4.35 1.66r.aamlaco 9,262 1.30 2.13X 2,1J3 0.81 4.08S 0,610 0.96 8.18X 36,235 2.6U 2.00Alagos 3.016 1.29 0.69X 2,063 1.21 6.325 1,900 0.65 0.93X 7,641 i.35 1.1 2XSergipe 7,262 5.30 1.673 2,394 1.76 4.49% 2,690 1.69 1.21S 12,236 6.94 1.741sali* 10,874 0.96 2.605 6,603 0.53 12.213 9,009 0.90 4.21X 26,336 2.33 5.765HOTTEAST 93,972 2.26 21.645 26,035 0.69 63.755 62,791 1.62 29.318 1$65,06 4.49 26.435

mians Ceraia 11,173 0.73 2.57X 2,719 0.13 5.165 19,199 1.25 3.965 $3,131 2.16 4.MEspirito Son 1,50 0.02 0.36X 633 0.2" 1.195 1,162 0.46 0.U45 3800 1.30 0.415Rio de Jane; 4,963 0.37 1.14X 1,114 0.08 2.095 66,209 5.03 81.995 74,2" 5.49 10.t6Sao Paulo 243,265 7.69 66.025 2,634 0.06 4.94% 10,90 0.35 S.13S 256,672 6.12 86.68ISWIOHEAST 260,699 4.14 60.09% 7,140 0.11 13.403 990,60 1.56 46.555 861,609 t.64 52.415

Parana 7,346 0.84 1.695 1,606 0.21 8.395 6,634 0.1 r.205 15,366 1t.3 2.26mSanto Catari 5,927 1.37 1.371 2,201 0.61 4.13S 6,964 *1.9 2.605 14,112 3.27 2*.01R Crande Sol 13,358 1.60 3.035 2,271 0.26 4.265 9,098 1.02 4.265 24,727 2.76 *.U2lStlUIH 2s,031 1.21 8. 135 ,260 0.29 11.795 21,916 1.OD 10.255 S4,327 2.50 7.3

1 Crosso Sol 7,693 4.43 1.76S 917 0.53 t.721 3,064 1.76 1.431 11,564 6.74 1.65Kato Croaso 7,661 4.63 1.74X 684 0.61 1.675 1,930 2.22 0.93X s 1O36 3.6 1.465Goias 16,202 3.42 3.73X 1,876 0.40 3.625 6,924 1.46 3.241 25,001 1.27 .5651

CENTER EST 81,346 0.96 7.22X 8,026 0.45 S.1O 11,968 1.40 5.595 40,930 5.31 6.665

RAIL 434,201 3.04 100.002 63,276 0.37 100.00% 213,377 1.50 100C.O 701,356 4.32 100.00I

I Scurces:
UiaIsterbo da Fagenda - Secretorla do Tesouro N acional - Secrtatrie de CeontbiIlidad (UlJNIFAZ/STh/SECUlOt Vpubithe dat



TABLE 1.6BRAZIL: FEDERAL NECfIJIATED TRANSFERS - 193e
Convanlom, Agre..ntsL, Adju.t.anta, Protocols, etc.0

(Current NCzS thousands)
o UINISTRY-FUNCTIOH STATE COVERNUENTS MUNICIPAL GOVERNMENTS ENTERPRISES

- - - ~~~~~~-- -------------- ---- 
----------Total Pir cpipta X of total Total Por capita X of total Total Per capita X ot total

INDUSTRY A COMMERCE 207 0.00 O.OOX ' 45 0.00 0.08X 207 0.00 0.12XVINING A ENERGY 738 0.01 1.31X 1,006 0.01 0.40XiRRIGATION 19,719 0.14 3.M1X 638 0.00 0.956 5,017 0.04 1 9XEDUCATION O1,16S 0.22 6.02K 21,249 0.16 37.04X 21,211 0.16 3.42%COQU1lUICAlTIONS I 0.00 0.0OX 182 0.00 O.O6xACRICULtURE 18,416 0.12 3.17X 1,049 0.01 1.80X 42,199 0.30 10.76XPLANING A ADMINISTRATION 63,c48 0.41 13.24X 330 0.00 0.69S 466 0.00XTRANSPORTATION 680 0.01 0.171 1,691 0.01 3.00S 112,483 0.79 44.64!INTERIOR 66,137 0.48 12.78X 30,151 0.22 64.46X 017,83 0.40 26.94XLABOR 68,635 0.48 13.261X 0.00 0.01X S1 0.00 0.03XSCIENCE A TECI4OL04Y 239,686 1.80 48.26XOTHER 0,490 0.0 1.265 44 0.00 0.08X 1,170 0.01 0.46X
lOlAL 617,893 3.63 100.00X 68,447 0.40 100.00X 261,942 1.77 IOo.OOX

UINISTRt-FUNCTION TOTAL OF ALL FEDERAL NECATIAITED TRANSFES

Total Per ceelta X of total
INDUSTRY A COlMIERCE 629 0.00 0.08XMINING A ENERGY 1,743 0.01 0.21XIRRIGUTION 26,272 0.18 3.08!EOUCATION 73,G26 0.62 0.91XCO MMIICATIONS 163 0.00 0.02XAGRICULtURE 69,088 0.42 7.22XPANNING A ADUIINISTRATION 69,839 0.49 S.39!TRANSPRITATION 116,014 0.81 13.92XINTERIOR 184,821 1.16 19.96XLABOR 63,724 0.48 8.32XSCIENCE A YECHNOLOGY 239,695 1.06 29.00X
OTHER 7,704 0.06 0.93X

TOTAL 828,202 5.79 100.OOX
i-W Sou.*cssa 4indltorio da Foaonds - Sacrotarls do Tesouro Naclonml - Sacretarla do Contabllid.de (MINIFAZ/STN/SECON): Unpublished dePoputaldon In 1988: 142,584.3 (thousands; IOGE)

Notas: Planning and AdaIni.tratlon Includes: UINIFAZ, SADE"/PR, SEPLAN/PR, PRESIDENCIA DA REPUBLICAOther functions are; JUSTICE, NAVY,.. AEROAUTICS, FOREIGN AFFAIRS
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TABLE 1.7

BtAZIL: F1` L TRANSFERS BY FRMTIOI

(1MM wCz8 Per Capita)

5t.ta Wudncipel itlai

Opratia Cspital Sp. Ilwt" Total Operating Capital Sp. Inv** ToUal
Agrewltue 0.02 0.22 0.09 0.U2 0.00 0.00 0.01 0.01
Regional evelopmuet 4.14 0.48 0.00 4." 4.20 0.01 0.02 4.23
Edscmttai sed Culture 2.50 0.06 0.00 2.88 1.67 0.00 0.00 1.57
E rg 0.15 0.00 0.00 0.75 0.17 0.00 0.00 0.17
kouies & U*ai Dail.peuat 0.02 0.1I 0.00 0.10 0.00 0.12 0.00 0.12
Industry A Comoce 0.00 0.00 0.00 0.00 0.00 0.00 0.00 0.00
Health eId SuuitatlO 0.6" 0.19 0.02 0.67 0.00 0.01 0.00 0.01
Traesp.ctatl. 0.76 0.01 0.00 0.79 0.87 0.00 0.00 0.57
Social Sou0ritp 0.21 0.00 0.00 0.00 0.00 0.00 0.00 0.00
Othe FuatlI. 0.49 0.06 0.16 0.88 0.00 0.00 0.01 0.01
Total 0." 1.15 0.88 11.15 6.81 0.14 0.04 6.40

States a Iuulcipolitles

Opwatlig Capital Sp. Isv. Total
Agieultur. 0.02 0.22 0.10 0.U8
-ole_l 1 1.t.aaM 0.34 0.44 0.11 6.60
EdmatI.a mod Cmltur. 4.17 0.06 0.00 4.22
Emachy 0.02 0.00 0.00 0.02
lH..iag a U_ta 1 _mlont 0.02 0.29 0.00 0.81
I ta A Ci_ee 0.00 0.00 0.00 0.00
14.11t ead Seutatiti 0." 0.20 0.02 0."
Tr . lei 1.15 0.01 0.00 1.16
Social Security 0.21 0.00 0.00 0.00
Otb.r F im1 0.40 0.06 0.17 0.94
Total 16.07 1.27 0.40 17.04

Seer... Selo ogmcre)* de Usia. - los
arit Estatietlo de Ursall - 10 (Populatlio)
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3. Snecific Federal Convenios

1.44 A brief description of some specific convenios by major function
illustrates the variety of situations and the lack of transparency of these
transfers.

1.45 Health Care: A federal program to finance an integrated (unified)
and decentralized system of health care (SUDS) was initiated in 1987 by a
Presidential Order (Decree Law No. 94657). Its objectives are to coordinate the
health policies of the three different levels of government and to establish a
unified health policy for the nation as a whole. The 1988 Constitution has
reiterated the same objectives (vide Article 198). The new Constitution has
stressed decentralized delivery of health care with community level
participation, emphasizing preventive care.

1.46 On September 19, 1990 Congrees approved the Law No 8080 which creates
the Health System, Sistema Unico de Saude (SUS), as an unique, integrated and
articulated system across levels of government. The President promulgated the
law although he vetoed several articles. This new system will gradually replace
the previous Integrated and Decentralized Health Care System (SUDs).

1.47 The SUS comprises the services and actions performed by the public
entities (direct and indirect administration of the three levels of government)
organized in a three-tier hierarchy: national, state, and local level.
Nevertheless, the federal government plays yet a major role that goes far beyond
defining general policy, setting norms and minimum standards and monitoring.
States are responsible for the delivery of health care under norms and policies
specified by the federal government. Municipalities are executive agen.L for the
state governments. The private sector is assigned a complementary role in the
delivery of services. Criteria and fees for payments to third party providers
are set at national level. The law emphasizes the decentralization of both
service delivery and management. States are expected to play a major role in
this decentralization effort. Furthermore, the law guarantees that health
services performed by public entities and private under contract are free of
charge.

1.48 The financing of the Health System, through the National Health Fund
(FNS), relies almost exclusively on pay roll taxes included in the Social
Security Budget and thus competes with other social security-related expenditures
for financing. The 1988 Constitution has expanded the range of social security
benefits. This fiscal strain is likely to constrain the federal funds available
for the SUS.

1.49 The law establishes, though in general terms, the criteria for the
allocation of funds to states and municipalities. The distribution between
states and municipalities is unclear, however. Half of the funds are transferred
based upon population alone. The remaining fifty percent are allocated based
upon "technical analysis of programs and projects" according to the following
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criteria21: population, health conditions of beneficiary population,
qualitative and quantitative assessment of the local health network, technical,
economic and financial performance, share of health spending in state and local
budgets, and five-year investment plan. Although these criteria indicate
progress and improve transparency when compared with the previous SUDs they still
create some problems. First, they leave the federal government with considerable
room for discretion and interference, in particular through the case by case
project analysis; and second, they do not address regional disparities. Two main
problems can be raised regarding the regional inequities. First, income per
capita is not included in the criteria, which would favor the poorest regions as
is the case of the federal trar.sfers allocated through the Participation
Funds3/. Second, these criteria only apply to the distribution of part of
federal health funds; other federal actions and programs are allocated outside
of the National Health Fund (FNS). Among the latter the most important is the
participation of the private sector in service delivery through INAMPS. Regional
inequalities would be better addressed if the criteria would include income per
capita and if they are to be used to allocate the overall resources spent in
health-related expenditures. In addition, convenios will still be the main tool
for transferring resources as opposed to automatic and regular transfers.

1.50 Local autonomy and accountability, which would increase as
decentralization progresses, are discouraged when higher levels of government
remain much involved and some managerial limits are imposed. Examples of
these limits are: contracts with private sector are regulated at national levels,
and funds to pay for services under those contracts remain centralized. Free of
charge public health services should not be imposed by law. This would be best
assessed at local level and taking into account the variety of situations.

1.51 Federal transfers via convenios amounted to 7% of total spending on
health at the state level (from all sources) over 1981-86. There is a great
variation among states regarding federal shares of health care spending. In
Alagoas that share was 13Z, whereas it was only 4.3% in Ceara. States and
municipalities receive 43% of the funds transferred by INANPS, and federal
government entities 2.3Z -- so the public sector as a whole receives 45.3% of
total transfers. Of the remaining funds, 11.7% is allocated to private contracts

a/So far, these criteria hava yet to be applied and it is not clear how they will
be put together in workable formula. Some of factors included in the criteria
may be used to pursue contradictory objectives.

3/The State Participation Fund, by agreement among the State Finance Secretaries,
allocates 85% of funds to the North, Northeast and CenterWest regions and 15Z to
South and Southeast. The Municipal Participation Fund, again on redistributive
grounds, allocates only 19% to the capital municipalities in the South and
Southeast and the remaining 81% benefit the other regions. Conversely, in 1989,
federal health funds were distributed favoring the South and Southeast, which
received 61% while the other three poorest regions received 39%. However per
capita federal health spending was higher than the national average in the North,
Southeast and CenterWest regions.
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(contratos), 7% to the convenios-network, and 26.7% to the participation of the
private network in the Hospital Admissions Authorization Network (AIHe:
Autorizacao tara Internacao Hospitalar). The distribution of funds in 1988 and
1989 by state is presented in Table 1.8.

1.52 Regional Development: Few details are available on programs for
regional development. Most such funds are reported as intergovernmental
transfers under the heading Investimentos em Regime de Execucao Especial in the
Budgetary Implementation Report. In 1987, 8% of total conditional transfers were
for regional development (see Table 1.9).

1.53 Education: Education transfers typically account for nearly
one-third of total transfers, nearly half of which go to the Northeast.
Education financing in Brazil comes from earmarked tax revenues (notably the
education salary tax, a 2.5% tax on private sector wages collected and returned
by origin; and Finsocial, the Social Investment Fund comprising proceeds from a
0.5% tax on gross receipts of all businesses. All revenues from this tax are
earmarked for social services), the general revenue fund, and project grants
through convenios. While few details are available on convenios for secondary
and post-secondary education, some details are available for Convenio Unico--a
major instrument for the transfer of federal funding for primary education. This
convenio establishes procedures for the preparation, submission, and review of
state and municipal requests for project financing. Documentation required
includes a work plan organized by major educational goals, specific objectives
under each goal, and proposed projects to achieve the specified objectives. This
project submission approval process is intended to give the federal government
strong control over expenditure priorities at state and municipal levels.

1.54 Housing and Urban Development: During 1984-87, 10% of federal
negotiated transfers were made available to states and to municipalities to
finance various housing and urban development initiatives. That funding went 26%
to the states and 74% to the municipalities.

1.52 Planning and Administration: Convenios for planning and development
are the responsibility of SEPLAN. The funds transferred for planning and
administration need not, however, be spent on planning and administration. The
funds are intended to provide financial support for projects related to the
development of basic social services, and for infrastructure.

1.53 Agriculture: Typically, 7% of total federal transfers in a given
year go to financing agricultural development projects initiated primarily by the
states and occasionally by the municipalities.



ANN ZV Page 31 of 40

Table 1.8
BUDGETARY DISTRIBUTION OF SUDS

By Federal Unit

(in percent)

Federal Unit 1988 1989

NORTH 5.77 6.68
Amazonas 1.55 1.47
Para 2.23 2.72
Acre 0.57 0.49
Amapa 0.23 0.20
Rondonia 1.14 1.00
Roraima 0.05 0.20
Tocantins - 0.60

NORTHEAST 24.84 28.55
Alagoas 1.28 1.45
Bahia 7.66 7.68
Ceara 3.87 4.64
Maranhao 2.61 2.97
Paraiba 1.82 2.30
Sergipe 0.72 0.99
Pernambuco 3.76 4.60
Piaui 1.14 1.85
Rio Grande do Norte 1.90 2.07

CENTRE-WEST 6.77 6.71
Goias 2.74 3.00
Hato Grosso 0.91 1.01
Hato Grosso do Sul 1.03 1.15
Distrito Federal 2.09 1.55

SOUTHEAST 48.43 43.42
Espirito Santo 1.76 1.63
Minas Gerais 6.60 7.78
Sao Paulo 28.71 24.44
Rio de Janeiro 11.36 9.57

SOUTE4.19 14.64
Parana 6.11 5.88
Rio Grande do Sul 5.39 5.99
Santa Catarina 2.69 2.77

BRAZIL 100.00 100.00
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Tsble 1.9
EVOLUTION OF FEDERAL CONDITIONAL TRANSFERS

TO STATES AND MUNICIPALITIES

(1983-87)

(percent)

Housing &
Regional Education Urban Health & Other

Agriculture Development & Culture Energy Development Sanitation Transportation Functions Total

1983 100 100 100 100 100 100 0 100 100
1984 92 58 103 136 62 97 0 105 88
1985 34 40 177 127 45 137 0 154 107
1986 178 79 199 125 1,418 169 - 182 166
1987 189 8 228 61 609 204 - 291 161

Source: Sco. Progr. FinanceiraWSTN e 'Balancos Gerais da Uniao", MINIFAZ
Deflator. IGP-DI medio (FGV)

Other Transfers = Intergovernmental Transfers minus Federal Tax Transfers

Other Functions = Legislative, Judiciary, Planning and Administration, Defense, Commerce and Industry.
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C. State-Municipal Transfers

1.54 This section review tax-sharing and state-municipal conditional transfers
in Brazil.

1.55 Revenue Sharing. Federal transfers are a very important source of municipal
revenue. A second important source of municipal revenues in Brazil are the
constitutionally mandated revenue-sharing arrangements between the states and
municipalities. These transfers constitute one-third of municipal revenues in
Brazil (31.6% in 1987). Remarkably, the municipalities of some states in Brazil
raise as little as 2X of total revenues from own sources. (See 1987 figures for
Maranhao in Table 1.10.) According to constitutional provisions at least three
fourths of ICMS revenues are to be distributed to municipalities based upon
value-added factor. Mechanisms for distribution of these transfers are being
redrafted in Congress. Box 3 presents a proposal under consideration in Congress
which addresses the allocation of ICMS, IPVA and FPEx.

1.56 Box 3 shows a highly transparent system of transfers. The distribution of
tax transfers for the most part follows the origin principle. ICMS revenues are
distributed by a formula which mandates that at least 75% of such revenues to
municipal governments be allocated by value-added. Since ICMS is a value-added
type tax, this clearly recognizes origin as the guiding principle in the
distribution of these transfers. Following this principle, there are wide
divergence of municipal transfers in per capita terms by state, as Tables 1.11
and 1.12 show. Minimal weight is given in the formula to other factors which the
individual states may consider important in the distribution of these monies
within their jurisdictions.

1.57 Some variance exists in determining specific allocation within this
principle. For example, Para uses population (7% weight) area (2% weight), and
fiscal effort (9% weight) as special factors. In addition, it distributes 7% of
the fund in equal amounts per municipality (see Box 4). Parana ises the
proportion of the population living in rural areas, population, and area as
special need factors. A new proposal for ICNS allocation in Parana is to be
discussed in the State Assembly. The new formulation is intended to increase
state flexibility in allocating ICMS resources among municipalities.
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Table 1-10
a 7In? - STAIE TAX TRAWSfERS RECEIED BY BRlILIAN t MENICIPALlI(S

(Value. la Curret. UCaI hemosaeda)

FUerl SlAtE TA TRNSFRtS,
STATE TAX TRANSFEIS - CURRENT STATE TAX TRANSFERS - CAPITAL STATE TAX TRANSfFRS - TOTAL OF MICI. CMOSS

value per capita 3 of tota1 well poer capita T of totel value potr capita 3 of total IEVES

Roedooia 377 **2 0.235 0 211 0.21 0.2311 16.26
ACr . 67 0.16 0.061 0 Sy 0.16 0.063 6.!
Aa.oaos 601 0.33 0.60 got 0.32 27.161 13,196 0.65 O.*g o020

troia 311 0.29 0.01X 0 St 0.21 0.031 6.46"
rare 16 0.37 0."s 0 7S5 0.* 7 0.43S as.M

Ame_o 41 0.16 0.015 I 0.03 0.325 46 0.21 0.04o * 2n
mom 1,162 0.22 1.4 602 0.07 27.7 2 2,364 0.20 1.66 16.2
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araihba 106 0.23 0.569 I 0.00 0.063 710 0.23 0.531 S 4.2CX
Poruco 3,375 0.46 2.63! 1t o.00 0.S43 3,319 0.46 2.60 26.261
A1<ogag 646 0.41 0.7 ? 0 646 0.41 0.171 25.343
Sergipo 622 O." 0.41! 0 0.00 0.001 622 0.39 0.433 14.501
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Espirito Sate 2,001 0.64 I."66 aS 0.01 0.631 2,016 0.65 1.44S 32.425
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BOX 3

STATE - MUNICIPAL REVENUE SHARING IN _BRAZIL4/

RYeveue Source Distribution Criteria
and Distribution

Ml .25 - IfES ((-) -p + (other facCozs) *(1-,P))
a. State Value Added Tax VA,

(ICMS)

Shares: where:

State 0.75 Ml - Funds allocated to municipality i
Muni. 0.25 VA- Value Added (average of past two years)-

_ value of outflow of goods
+ value of services rendered within

municipality
- value or inflow of goods

p - proportion of funds distributed by values
added component. The following range for
p is specified by law (L.C. no. 177)
.75 :r p 5 1.

Other factors - Each state is given
complete discretion over specific other
factors to be included in the formula.

b. Motor Vehicle Registration
Tax (IPVA) - Returned by State Treasury by origin.

Shares: State 0.50; Munic. 0.50

c. 10% of Federal IPI - Same as ICMS
(Pass-through revenues)

Shares:
State: 0.75 Note: This is intended to provide financial
Munic. 0.25 compensation to states for loss of ICMS

revenues on account of exports.

4/ Source: Projeto de Lei Complementar No. 177
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Table 1.11 cont'd

Uaitt d0 REVENUES/EXPENDhtRES

Rondonia 20.23X
Acre 0.46X
Aamaonse 14.23X
Roraima 11.001
Pare 29.061
Amapa 13.721
NORTH 1.11x

Mekrnheo 2.651
Piaou 3.611
Coare' 27.031
R Gtred. Nor"t 24.171
Paraiba 12.081
Pserenabco 24.811
Aleo"e 21.19I
SOXlp 23.771
Bobl a33.21X
NORTHEAST 24.091

Mines corals 23.271
Espirito Seat. U1.09X
Rio do JaIlro 61.62X
Sao Paulo 41.60X
SOUThEAST 40.24X

Perans 90.471
Senta Catarinea 10.6X
3 Grand. Sul 24.76X
SUTH 25.71X

M Goss. Sul 26.09X
Mato Grosso 25.24X
Co3ar 10.89X
Dlstrito Federal
CENTER KST 22.061

BAZIL 33.47X

Source: IINIFAZ/SEF



ANNEX IV Page 38 of 40

BOX 4

MUNICIPALITIES SHARE OF ICMS

STATE OF PARA

Municipalities Participation Coefficient5/

Ii-75( i--A) +7(- +2( A-) + 9(-) R T -)

where:

I, - Municipality's i participation coefficient

V E.ADi 

V.ADu - Ratio of Municipality's Value Added and State's Value Added.

POPs O Ratio of Municipality's and State's Population.

RT Ratio of Municipality's and State's Tax Receipts

N - Number of Municipalities in the State.

A - Area

Note:

The Municipality's Value Added is given by the sum of its Aggregate Value in

the two years that preceded the computation of the coefficient:

V.ADI - V.A,,,. 1 + V.At,t

where:

Sources Governo do Estado do Para - Secretaria de Estado da Fazenda.
ICM dos Municipios - Manual da Cota Parts 1989.
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V.Ajt - Aggregate Value of Municipality i at year t.

Aggregate Value Formula:

VA = (I +C+P. P) + (ICMRET + EST) + (HFG+CPO+CoOP)
17%

where:

I+C - Difference between in-flow and out-flow of goods (Industry and Commerce).

P.P + Primary production

ICMRET - ICM withheld

EST - estimates of ICM revenues computed by the regional bureaus of the state

secretary of Finance.

CFP - (Company for the Financing of Production). Value of goods purchased.

COOP - value of the commerce undertaken by cooperatives.
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1.58 The existing revenue-sharing system primarily serves to return ICNS revenues
by origin. 25Z of total revenues are intended to be consistent with the fiscal
needs of individual mnunicipalities. It is in this area that the formulas used
by individual states need re- examination. In Para, 75% of the funds vary
directly by value-added, 9% by the ratio of municipal revenues to state revenues.
Thus municipalities with above-average fiscal capacities but not necessarily
higher fiscal efforts stand to gain more than proportionately in relation to 84%
of the funds. Another 9% is distributed by taking into account municipality
size, determined by relative population and area. Finally, the remaining 7% is
allocated equally among all municipalities. Fiscal equalization by varying a
proportion of funds inversely with fiscal capacity (tax bases for municipal
sources) is not recognized in this formula. In fact, municipal tax bases hardly
enter into the formula. Even the fiscal effort compensation is poorly designed
and only benefits larger municipalities, without any due regard for their fiscal
effort.

1.59 Conditional Transfers. Various details needed for an analysis of state
conditional transfers to municipalities are not available. Anecdotal evidence
suggests that most states have a large number of convenios, usually in the
thousands, to provide project assistance. Further, most of these project grants
seem motivated by political considerations rather than any sound (or even
unsound) economic analysis.
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Brazil in Relation to Other Federations: An Impressionistic View

1. This study took issue with the current expenditure and tax assignment
in Brazil, and reflected on their implications for vertical and horizontal fiscal
imbalances. Problems of the sort discussed earlier, however, are not Brazil's
alone. They will necessarily result from the need to create political alliances
in any federation. This appendix presents a review of federal systems in
selected countries, which allows an impressionistic evaluation of the Brazilian
system.

1. The Practice of Federalism in Selected Countries

2. The United States. The U.S. has a 3-tier system with states
traditionally being the weakest link. States are often by-passed in federal-
local fiscal relations. The larger role of the federal government has largely
resulted from urban and racial problems of the i960s, and the dominance of state
legislatures by rural interests. Tax and expenditure assignment in the U.S. is
not consistent with the economic principles enunciated earlier. Other than taxes
on international trade, which are exclusively reserved for the federal
government, and property taxes which are assigned to states and local
governments, all other tax fields are open to all levels of government. Federal,
6tate, and local governments have overlapping and uncoordinated personal and
corporate income tax administrations. Expenditure assignment is also not clearly
delineated. Defense, foreign affairs, and space administration, foreign and
interstate commerce, the postal service, coinage, weights and measures, patents
and copyrights, and crimes against the United States are reserved for the federal
government. In housing, education, transportation, and social welfare, all three
levels are involved to varying degrees. The Eederal Government is involved in
such local functions as fire protection, pothole repair, rat control, urban
tranuit, local libraries and museums, and zoning regulations as a result of
perk-barrel politics. The federal government often exercises strong control over
local priorities thirough carrot (specific-purpose transfers--in early 1980s there
were 492 federal programs) or stick (court-ordered racial integration of school
pupils and teachers; highway speed limits; withholding of federal highway funds
from states not raising the drinking age to 21). The efficiency costs of such
a system are so large that only a rich nation like the U.S. could afford them.
Major progress in reforming this system was made during the Carter and Reagan
years.

3. Australia. Australia has a two-tiered highly centralized system.
The center emphasizes uniformity of public services across the nation, and uses
conditional grants to achieve that. Tax administration and collection is
primarily central (80% of revenues). Local governments are dominated by states,
but are given reasonable autonomy in local service delivery. The Commonwealth
has sole responsibility in defense, trade, immigration, external affairs, social
security, and employment. States are responsible for education, health and
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social services, transport, railways, electricity, and water. The federal
government nevertheless exercises strong influence in these areas through
conditional transfers. In tax assignment, customs and excise duties are reserved
for the center, and concurrent responsibilities are assigned in all other areas.
One half of customs proceeds Are mandated for transfer to the states. The
Uniform Taxation Act of 1942 eliminated any role for the states in income taxes9
and subsequent court rulings closed sales and excise taxation fields to states.
State and local governments are responsible for 502 of the total outlay of the
public sector, but raise only 17% of revenues.

4. Canada. Canada has a two-tiered highly decentralized system. In
1988, 59% of total expenditures were undertaken at the state or local level. Tax
and expenditure. assignment are transparent. Tax assignment is overlapping but
harmonized. Expenditure assignment is as follows:

Federal: Money, banking, trade, airlines, railways, foreign
affairs, defense, unemployment insurance.

Federal-Provincial: Pensions, immigration, agriculture, industry.

Provincial: Education, health, social welfare, police, natural
resources and highways.

5. West Germany. The Upper House of the Parliament is called the
Council of States (BUNDESRAT). State ministers or their deputies are represented
on this council and vote at the direction of their governments. This provides a
check on any centralizing tendency in the federation. The expenditure assignment
is as follows:

Federal: Defense, foreign affairs, immigration, railways, air
transport, post office.

Mixed: Public welfare, regulation of commerce, industry,
banking, insurance and labor relations, promotion of
social responsibility, public roads and shipping. Note
that all concurrent responsibilities are carried out by
states (Lander).

States: Education, culture, and residual powers.

Tax Assignment: Federal government has exclusive authority over customs
and federal monop6lies (alcohol etc.) and priority over
remaining taxes. Taxes are primarily collected by the
center and are then shared with the states and local
governments, according to agreed percentages.

6. Mexico. Mexico is a highly centralized federation. 80Z of public
expenditures are controlled by the central government. In addition to the usual
functions of a central government (defense, justice, external affairs, commerce,
and finance), the Federal Government in Mexico assumes responsibilities for

a
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functions which are allocated to other levels of government in other federations
-- such as health and education. States are responsible for public transport and
infrastructure expenditures. States have no own revenue source and depend solely
on federal transfers (18.1% of federal revenues are transferred and distributed
50% on a per capita basis and the remaining 50% based on historical shares). The
design of these transfers is creating certain anomalies in tax administration.
For example, in 1988, several states showed net negative VAT collections. Credit
vouchers issued far exceeded collections.

2. An Impressionistic Evaluation

7. Table l presents a bird's eye-view of the selected federal systems
reviewed above. The table suggests that Brazil compares quite well to other
federations on decentralization indicators. It can nevertheless learn a great
deal from other federations in designing transfers. Of the countries reviewed
here, Canada and West Germany offer two alternatives but equally neat models of
a federation. The former emphasizes diversity in public services with minimum
standards achieved by tax harmonization and transfers. The latter emphasizes
uniformity in public services achieved through rational expenditure assignment
and tax-sharing arrangements. Smaller developing countries like Sri Lanka could
benefit from the German model, whereas large and diverse countries like Brazil,
India, Mexico, and Pakistan have much to learn from the Canadian model.
Interestingly, U.S. reforms in recent years have also moved it in the direction
of a Canadian style two-tiered system.
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Table I (Cont d.): FEDERAL SYSTEMS - AN IlIPRESSIONISTIC EVALUATION

Tax Separations _ XTax Overlapping Tax Shetim
Solected Indicators iiali e exico Canada United States vast Gearmany jr
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State tax base coniafo ty Too No TYa No tYo No
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Sources 3ome data for thbe table are extracted from c Table prepared by John Shannon, lehbliuton, D.C. ACIR, 1960 entitled
astian Faderal System - An lmptreseoi.tic- Evalustion).
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THE DESIGN OF A FISCAL EQUALIZATION PROGRAM:
ISSUES AND OPTIONS

1. An equalization program can, in addition to safeguarding national objectives of providing
certain minimum levels of public services across the nation, foster a greater sense of participation in the
federation of member states and therefore is often viewed as the glue that holds a federation together.
Economic literature has long recognized that equalization is justified on horizontal equity grounds and,
in recent years, that under certain conditions it could promote economic efficiency. Recent constitutional
changes in Brazil suggest that equalization is a matter of high priority in the country. A recent World
Bank mission has nevertheless observed that the existing fiscal arrangements fail to deal adequately with
this objective. The following paragraphs deal with some fundamental issues in designing an equalization
program.

2. In principle, a properly designed fiscal equalization transfers program would correct
distortions caused by fiscally induced migration. Such a program would equalize net fiscal benefits across
states and thereby promote economic efficiency. To measure net fiscal benefits, reasonable
approximation of costs and benefits of public services provision in various states is essential. This
requires developing measures of differential revenue-raising abilities and the costs of provision of public
services of the Brazilian states. Equalization of net fiscal benefits could then be attempted by adopting
a standard of equalization and establishing the means of financing these transfers. These and related
issues of unconditionality, tax effort, stabilization effects and employment of strategy are discussed in the
following subsections.

Measurement of Fiscal Capacity

3. The estimation of fiscal capacity, i.e., the ability of governmental units to raise revenues
from their own sources, is difficult both conceptually and empirically. The alternative measures of fiscal
capacity are unlikely to show approximately the same results. Of a large variety of such measures that
are available, the two most prominent measures are discussed below.

Macro Indicators

4. Various income or output measures service as indicators of ability to bear tax burdens by
the residents of a state. Among the better known measures are:

(i) Personal Income: The personal income of a state is the sum of all incomes received by the
residents of a state. It is not a satisfactory measure of overall fiscal capacity as it is a
measure of ability to bear tax burdens but a highly imperfect and partial measure of ability
to impose them.

(ii) Personal Disposable Income: Personal disposable income is defined as personal income less
direct taxes. This concept of income shares the weakness of personal income as a measure
of fiscal capacity.

(iii) State Gross Domestic Product: It represents the total value of goods and services produced
within a state. It also is an imperfect guide to the ability of a state government to raise
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taxes as it is conceivable that a significant proportion of income may accrue to non-resident
owners of factors of production. Even if these conceptual problems are ignored, significant
errors in estimating state gross domestic product in Brazil are encountered to make the
measure unacceptable for an equalization program.

We already noted that the equalization of net fiscal benefits across states is required from
the standpoint of economic efficiency. The estimation of these benefits is best done by a comparative
analysis of taxing and spending behavior of state and local governmental units. Various income concepts
do not relate to the taxing practices of the states but merely indicate what they potentially have available
for taxation. Fortunately, a representative tax system approach is well suited for such a task. This
approach is discussed below.

The Representative Tax System (RTS)

5. TKs system measures the fiscal capacity of a state by the revenue that could be raised in
that state if the state government employed all of the standard sources at the nationwide average
intensity of use.

6. To estimate equalization entitlements based on a representative tax system approach,
information on both the tax bases and tax rates for each state is required. For most revenue sources
this information is usually readily available. The a decision has to be made as to the standard of
equalization, i.e., whether fiscal capacity of the have-not states should be brought up to the median,
arithmatic mean or some other norm based on all states' data. As an example, consider arithmatic mean
of all states as a standard. Then equalization entitlement for a state, say (x) for resource source i could
be determined as follows:

B:<' (POP), [{(PCTB)j,'x t.,i)

- I(PCTB)X X tx

Where E' = equalization entitlement of state from revenue source i.
POP = Population.
PCTBI1 = Per capita tax base of revenue source i.
t' = national average tax rate of revenue source i.
subscript na = national average. r
subscript x = State x

The equalization entitlement for a state from a particular revenue source could be negative, positive or
zero. These figures would then have to be summed up for all revenue sources considered for
equalization and the overall sum would indicate whether a state would receive a positive or a negative
entitlement from the interstate revenue sharing pool.

7. It should be noted that the data on tax bases and tax collections required for the
implementation of a RTS are already being published on a regular basis by various departments and
agencies of the Federal Government. Thus the RTS does not impose any new data requirements and
could be implemented using the existing data.
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Measurement of Expenditure Needs

8. Economic theory suggests that an ideal equalization transfers program should also take into
consideration the expenditure side of the provincial/local budgetary operations. Many economists have
argued for taking expenditure needs and differential unit costs of provision of public services into
account. Several countries follow this approach. The following paragraphs examine this issue.

9. We already noted that the case for equalization rests on differential net fiscal benefits across
states. These differentials could arise either due to differences in revenue-raising capacity and/or due
to differences in the cost of provision of public services. Consider two states with the same revenue-
raising capacity where the residents have identical tastes for provincial public services but the cost of
providing them differs due to supply factors. For example, differences in the degree of urbanization,
population density and age distribution among states will have significant effects upon the relative costs
of public services. The degree of urbanization can effect the costs of salaries and wages, land and
construction, as well as particular services such as pollution control, public transit, police and fire
protection and the provision of utilities. Population density will affect the costs of providing public
utilities and will also affect the costs of highways. Age distribution will influence the need for schools,
hospitals, recreational facilities, etc.

10. These differential costs are likely to cause substantial variations across the two jurisdictions
in the level and mix of public goods provided, resulting in differential net fiscal benefits. A strong case
for equalization can, therefore. be established on both efficiency and equity grounds to compensate for
cost differentials that give rise to differential net fiscal benefits.

iI. Fiscal federalism literature, in general, treats differential costs as synonymous with
differential needs but it must be noted that some cost differences may arise due to deliberate policy
decisions of the provincial governments and thus do not constitute need. Compensation for unavoidable
cost variations resulting from differences in the costs of inputs and from dissimilar input-output
relationships which might arise because of distance from sources of supply and geographic features can
be justified on equity grounds. Equalization grants should offset such inherent disabilities but should
disregard cost differences due to differences in efficiency with which resources are used. These
questions do not pose any special difficulties for a regression-based approach to the measurement of
expenditure needs.

12. Expenditure need is more difficult to define and derive than a measure of fiscal capacity.
The difficulties involved in measuring expenditure need are substantially higher than those encountered
in using a representative tax system to measure fiscal capacity. They include defining an equalization
standard, determining differential costs due to differing input-output relationships, nature of service
areas, composition of population and isolating need/cost differentials due to differential tastes or policy
decisions as distinct from inherent cost disabilities. A further concern would be the susceptibility of the
grant shares based on need factors to strategic behavior on the part of the recipient states. The
experience of Australia, West Germany, Switzerland with federal unconditional transfers, of the U.S.
with highway grants and of the Canadian states with provincial-municipal transfers, indicates that these
concerns can be addressed and expenditure need incorporated in formula grants in a manner acceptable
to both the donor(s) and the recipients.

13. Some empirical questions are resolved easily. For example, to avoid problems associated
with subjective standards such as "minimum service levels" or "reasonable levels of services," expenditure
need could be defined as "the cost of supplying average performance levels for the existing mix of
provincial/local programs." Relative expenditure needs could then be determined empirically either using
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direct imputation methods or by adopting a simpler approach using a representative expenditure system.
The latter approach is preferred for its objectivity and ease of computation. Furthermore, it enables the
analyst to derive expenditure need measures based on actual observed behavior of the provincial/local
governments under study rather than basing it on ad hoc value judgements. The relative weights to be
assigned to various need factors in the representative expenditure system could be determined by
econometric analysis. This method requires specification of determinants for each service category to
be analyzed. These determinants would include relevant fiscal capacity and public services need
variables. The estimating equation so specified would then yield quantitative estimates as to the
independent influence of each specified factor in determining the spending level for that category of
public service. This information could also be analyzed further to determine as to what each state would
have actually spent if it had average fiscal capacity and average tastes but actual need factors.

14. More specifically, the formula for equalization entitlement on account of expenditure
classification i for state x could be stated as follows:

EBE= (POP) X{(PCSE) (PCSE) )

where

EE'X = Equalization entitlement on account of expenditure classification i for state x

POP,, Population of state x

(PCSE), = Per Capita standardized expenditure by state x on expenditure classification (i). This
is the estimated expenditure which a state would have spent if it had national average
fiscal capacity but its actual need factors.

(PCSE)',, - National average per capita standardized expenditure on expenditure classification
i. This is the estimated expenditure for all states based on national average values
of fiscal capacity and need factors.

Equalization entitlement on account of a particular expenditure classification could be positive, negative
or zero. These entitlements would have to be summed up for all expenditure categories considered for
equalization.

15. Overall entitlement of a state based on a comprehensive system of equalization would be
determined by summation of its separate entitlements from the Representative Tax System (RTS) and
the Representative Expenditure System (RES). Only the states with positive entitlements would be
eligible to receive transfers in equivalent or some fraction of the total amount (the fraction to be
determined by the center depending upon the availability of funds) from the center.

16. A phased approach to a comprehensive equalization may be well advised. Initially, a
representative tax system could be implemented for a five-year period. Then depending upon this
experience a representative expenditure system could be brought in to complement the RIS in the next
five years. A joint Federal-States Fiscal Arrangements Sub-Committee may be instituted to monitor the
working of the system closely.
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The Equalization Standard

17. Equalization of net fiscal benefits requires that we adopt an explicit standard of
equalization. The specified standard would be the level to which each state would be entitled to be
raised io enable it to provide public sector net benefits per household comparable with other states.
Simplicity dictates choosing either the arithmatic mean or the median of the governmental units involved
as the standard. Arithmatic mean provides a good representation of the data in the absence of extreme
values. In the event that the sample values have wide range, the median or the arithmatic mean after
elimination of extreme values would provide a better representation of the sample. Mean is to be
preferred over the median, however, for ease of computation.

Costs and Financing

18. An ideal fiscal equalization program would be self-financing. The member governments are
assessed both positive and negative entitlements which sum to zero. The federal government merely acts
as conduit for such a policy. If such an interstatal revenue sharing pool in practice would create
administrative difficulties, then the equalization program could be financed out of general federal
revenues which are in part derived from the equalization receiving states.

Other Considerations

19. So far the discussion has focussed on the basic elements of an equalization program.
Several related aspects of equalization transfers are considered in the following subsections.

Unconditionality

20. There is a general consensus in the academic literature that an equalization system should
enable state governments to provide a standard bundle of public services if the government imposes a
standard level of taxes on the bases at its disposal. The state governments (or certainly their citizens)
should, however, be permitted to substitute lower rates of taxation for higher level of services and vice-
versa. As such the equalization payments should be in the nature of unconditional grants having only
income effects. Service areas in which there appears a good reason to actually set minimum national
standards are better handled by conditional grants and shared cost programs. It should be noted that
by raising a state's fiscal capacity, the unconditional equalization grants enable the poor states to more
easily participate in the shared cost programs.

Tax Effort

21. Incorporating tax effort into the formula for determining equalization would involve making
the equalization entitlement a function of the ratio of actual tax collections in a state to its own tax base.
Potentially non-recipient states may wish to see such a factor incorporated into the program to prevent
states with a positive fiscal deficiency in an area from collection equalization payments even if they may
not levy a tax in the area. Potentially recipient states may wish to see tax effort incorporated because
without it, extra tax effort on their part will be relatively unproductive compared to a wealthy state.
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22. Problems exst with incorporating tax effort into the program. First, the inclusion of tax
effort will cause the program to depart from its unconditional nature. A state should be free to
substitute grant funds for revenue from own sources. Similarly, if a state raises taxes in order to provide
a bundle of services that is higher than the standard it should not receive equalization for doing so, e.g.
other states should not have to pay most of the cost if a state decides to paint its roads. Incorporating
tax effort would tie the federal government to expenditure philosophies of the various states. A problem
also arises in that some states do not have tax bases in all areas. Incorporating tax effort may also
encourage the employmenit of strategy by a state. Another major problem associated with the inclusion
of tax effort in the formula is that in view of the differential abilities of the states to export taxes, the
measurement of tax effort would be crude. Inclusion of tax effort in the formula could also result in
increase in taxes on the poor states. In view of the above considerations, it appears that a program of
equalization payments would not be improved by including tax effort.

Stabilization Effects

23. If the equalization payments in Brazil were to be based upon relative measures of fiscal
capacity, they will be expected to have a stabilizing effect upon state revenues. The level of payments
will move in a direction opposite to that in which the states own revenue-raising capacity moves.
Maximum stabilization of state-local revenues will occur when the payments are based on all revenue
sources, a national average standard of equalization is used, cyclical fluctuations in provincial economies
are small and the time lag in calculating the grants is relative short. When any large component of the
total base is quite volatile, such as natural resource revenues, the destabilizing effects can be quite large
and some sort of averaging formula would have to be employed to ease the difficulties associated with
provincial budgeting in the face of uncertainty.

Strategy

24. Strategy refers basically to the actions that provincial governments can take to affect the
level of payments they receive. A scheme that enables a state to employ strategy must be considered
undesirable because, in general, such extra payments received may not have any relation to actual
disparities. For example, a program employing tax effort could enable states to raise their payments by
imposing heavy taxes in areas in which they have a below average base. This problem, however, is much
less serious in practice than it might appear as room for additional taxation from sources, in which the
potentially "have-not" states are not well-endowed, would be extremely limited.

Concluding Remarks

25. Economic theory provides a strong rationale for fiscal decentralization as it promotes
efficient provision of public services by promoting a better match of these services with citizens
preferences; by minimizing the cost of political decision making and by encouraging political
accountability, and by addressing regional and local concerns. In Brazil such a program could be helpful
in addressing regional equity and stabilization objectives of the federal government.


