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The need for a fiscal reform: Mexico’'s federal public
finances.

The need to address intergovernmental fiscal relationships:
a diagnostic of Mexico’s fiscal federalism framework.

The Reform: towards a new fiscal pact between the States
and the Federation.

Conclusions.



Why did Mexico need a fiscal reform?

* Low levels of expenditure relative to other countries, and especially in light of
the needs in infrastructure, social development, and future fiscal pressures.

* In the next few years, federal| pidigsficanees,wyl face important pressures
from pensions as well as from infrastrygtore@®d social expenditure needs.
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The Public Finance Reform

Four pillars of Mexico’s Public Finance Reform :

. Increase revenues through more flexible and balanced
tributary instruments: the New Flat Rate Corporate Tax

(IETU).

. Establish an institutional structure for more efficient and

transparent public spending.
. Improve tax administration.

. Strengthen Fiscal Federalism.



Low levels of subnational revenue and distorted intergovernmental
fiscal relationships.

 Although in recent years poverty levels have come down, there are still wide
inequities and 20% of the population living in extreme poverty. These problems
require increased expenditures in social development programs.

_ Human Development Index
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The fiscal federalism framework In
Mexico before the reform

The structural elements of the current system were designed under
a different political reality.

As the political realities in Mexico have evolved, the system suffered
a series of patches that led to the current complex set of rules.

The states and municipalities depend heavily on federal transfers.

Lack of homogenous accounting and reporting standards.

At the end of the day, the fiscal pact has not helped or contributed to
the strengthening of public finances at any level of government.



Federal Transfers account for 90% of all resources managed by
subnational governments.

Aportaciones

Earmarked Transfers

Participaciones

Non-Earmarked Transfers

States and
< Municipalities

Own Revenue 105.5 mmp. 1o.9cy[> Total: 889.8 mmp

Special Descentralization
Agreements

Oil Revenue Surpluses

Financing

Other Federal Programs
and Investments applied in the States |

Note: data is for 2007. 7



In the last years, federal transfers as a share of GDP have increased
from 6.5% in 1998 to 8% in 2006. In the same period federal non-oll
revenue has increased 1% of GDP while subnationals own revenue
has remained constant at around 0.9% of GDP.
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The property tax in Mexico is well below its
potential

Porcentaje del PIB Property Tax Revenue
4
3.3
31 3.1 32
3 L ,7 2.8 28
25 26 26
21 2.1
1.9
| 1.8 1.8
2 16 17
11 1.2
09 09 0.9
Lr 0.6
0.5
0.2
0
Q ®© o ©® ©®© ®© © ©®© = ® «© @ ©®© ©®© © @©@ ® ®© « < O w ®©
L 5 = £ © 5 o = £ ®» ©W O O ©w B N © = = 0 £ O D T O
3 25 822t E L E§Do2s5 553 $ 285 gm 5 8 ¢
s ¢ E 5 5 £ o o O 5§ w E T 3 -~ O O o 2 g O
5 ©o T F 2 ©§ P N O 8 — 2 I | E O W
@ < 2 0 < © £ T o
L > o S
g 1
Z

Fuente: Revenue Statistics, Special Feature: Taxes Paid on Social Transfers 1965-2005. Ed. 2006, OCDE.

Reino Unido



The amount collected per person in property taxes by
municipalities cannot finance even basic services

Revenue tax per head in subnational states in Mexico,
Pesos 2007
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Subnational debt has remained stable at around 2 percent
of GDP

Subnational Debt
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On average the stock of subnational debt represents 46 percent of yearly
non-earmarked transfers and 21 percent of states total revenues (including
Federal Transfers)

Debt as share of Total Revenues and Non-Earmarked Transfers
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The need for a fiscal reform: Mexico’'s federal public
finances.

The need to address intergovernmental fiscal relationships:
a diagnostic of Mexico’s fiscal federalism framework.

The Reform: towards a new fiscal pact between the States
and the Federation.

Conclusions.
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Spirit and objectives of the fiscal

federalism reforms

e The objective of the reform was not to
reconstruct the fiscal pact, but to focus on the
most pressing Issues:

1.To give subnational entities more tax powers and the
Incentives to use them, without jeopardizing the
federal public finances, and avoiding a proliferation of
distortive or inefficient local taxes.

2. A simplification and improvement of the incentives in
the formulas of distribution for federal transfers with a
hold harmless clause.
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New tax powers

« As it was mentioned before, state’s own
revenues are only 10% of their total revenues.
With the reform:

— Subnationals can tax the final sale of a certain subset
of goods currently taxed by the federation with an
special production tax (IEPS).

— A new tax on gasoline and diesel. This new tax will
represent important fresh resources for the States.

— The Federation will transfer the power over the
vehicle tax to the States.
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Changes in the formulas of federal
transfers

« There are two different types of federal transfers in
Mexico:

— The reform modified the non-earmarked transfers
(Participaciones) to give more incentives to increase local
revenue, and --according to their original motivation-- to be
better correlated with economic activity.

—  The reform modified the formulas for some of the earmarked
funds (Aportaciones education, health, security, social
programs, etc.). The objective was to make them more related
to needs and more redistributive.

e All the changes in formulas include a “hold-harmless”
clause in nominal terms.



Next steps:

 Harmonization of accounting and budgeting
practices and codes at the local level.

* Increased oversight over the use of federal
funds at the subnational level.

o Perfecting the subnational debt framework to
ensure an orderly market and best practices.
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There has been an increasing concentration of
revenue powers on the federation...
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Elaborado con base en el documento: “Diagndstico sobre el tema: colaboracién y coordinacion
intergubernamental”, Convencién Nacional Hacendaria; e ITG Consultores en Finanzas Publicas. 19




... and at the same time, there has been an increasing
decentralization of public expenditure responsibilities

Transfer of expenditure responsibilities *1992 Convenios de
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Elaborado con base en el documento: “Diagndstico sobre el tema: colaboracién y coordinacion
intergubernamental”, Convencién Nacional Hacendaria; e ITG Consultores en Finanzas Publicas.
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