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DECENTRALIZATION STRATEGY DESIGN:

COMPLEMENTARY PERSPECTIVES ON A COMMON THEME

1. Definitions

To the public finance economist. decentralization usually means fiscal decentralizat:un.
Retorming the intergovernmental fiscal system 1s usually their first priority. To the political
scientist. decentrahzation usually means a set of governance 1ssues. a focus on who has authority
and responsibiity The pohucal scientst tends to focus on the structure of power and authority and
how 1t 15 wielded To the insutunuonal economist. decentrahizauon usually involves getting an
incentive system in place so that individual behasior meets expectations. To the sociologist.
decentralization usually means participation ard the role of informal orgamzauons and community
groups 15 & major tocal pomnt I will consider all these foct in this paper. and suegest in the
conclusion an additnonal element -- decentralizanion strateey for enhancing local economic
development -- tor strategy design

Decentrahzation 1s ¢ change 1n the instututional framework 1in which pohtical. social and
economic decisions are made and carried out.’ The 1dea of decentralization is equally applicable to
a single organmization. pubhic or pnvate. and to compley groupings of organizations. such as
governments. In public sector discourse. we usually apply the 1dea to the relationships between
central government roles and responsibilities and snbnauonal. such as states’ (or regions'). and local
governments roles and responsibiliies In the transition from centrally planned, socialist svstems, to
more market-oriented systems. sometimes both piivatization of state-owned assets and
decentralization pohicies are being examined simultaneously. This paper focuses mainly on
decentrahization, although the role of the private sector in the actual production of some services is

alsu pertinent

In a state of the art paper for U.S.A.LLD. Dennis Rondinelli reviewed the literature and
practice on decentralization and concluded there are three forms:

Political. in\volves increasing political power of citizens or elected representatives;

Spatial: involves diffusing population and economic activities geographically, to
decrease concentration in fewer large ciues.

Administrative: 1nvolves transfer of responsibility for planning, management and
raising and allocation of resources from central to field offices of central government,

' Rondinelli, Denms. James McCullough and Ronald Johnson, “Analysing Decentralization
Pohcies in Developing Countnes: A Poliucal-Economy Framewsrk,” Development and Change,
20(1989). Roncmell1. Dennis, John Nellisand G Shabbir Cheema, Decentralization in De veloping
Countries: A Review of Recent Experience, (World Bank: 1984).
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to subordinate units or levels of government. or other semiautonomous irstitutions.*

Silverman examined the implications of decentralizing some facets of decision-making for
economic policy and sector investment Both he and Rondinellr idenufy three torms of pohtical and
administrative decentralization:

Deconcentration: transter ot responsibility from central agencies in the national
capital to tield oftices ot central agencies (regional. provincial, local, etc.);

Delegation transter ot responsibility from central agencies to organizations not
wholly under central control (semi-autonomous corporations, subnatuonal units of
government).

Devolution: transter fiom central to autonomous units ot local government with
corporate status (units with a statutory or constitutional basis for powers distinct from
central covernment)

Bahl uses the terminology somewhat difterently. although emphasizing the same
difterentiation. He refers to administrative decentralization as permitting Iimited local discretzon
whereas devolution mvolves significantly ereater local discretion.” Throughout this paper. I will
use the term decentralization to rzfer to transter of responsibility and authority from a central,
single pohtical and administrative entity. such as a central government. to multiple political and
administrative entities that have seme formally defined degree of autonomy from the central entity.

Statutory and/or constitutional provisions, usually define this degree of autonomy. An
amendment to India’s Constitution in 1993, for example. gave tormal. constitutional status to local
governments and defined certain authornities and responsibilities that local governments may
exercise. That constituuonal amenament decentralizes some of the pohitical. administrative and
economic tunctions tormally pertormed by central and state governments and assigns those
functions. or parts of them. to local zovernments

As applied to governments. the key characteristics of decentralization involve changes in
governance and in the status of governmental nstitutions. Various functions may be decentralized,
but the change in governance implied by decentralizing authority and responsibility to local
governments has three important characteristics to be considered deceniralization:

. Chief policy ofticials of local government are accountable to citizens or residents of
the jurisdiction. not to central government agencies or officials (e.g.. chief executive

2 Rondmellt. Dennis A Decentralizing Urban Development Programs: A Framework for
Analyzing Policy. ‘U S A.LD.- Office of Housing and Urban Programs, 1990), pp. 9-13.

Silverman, Jerry M Public Sector Decentralization: Economic Policy and Sector
Investment Programs. (World Bank: Africa Techmical Deparunent. 1992); and Rondnells,
Decentralizing Urban Development Programs.

* Bahl. Roy. Presentauon for U.S.A.I D /Cairo, March. 1991.
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such as mayor. legislative body such as municipal council).

. Key management or administrative department heads are accountable either directly
to citizens or residents or to chief local policy officials.

. Chief local tinancial officials (responsible tor both revenue and budget) are
accountable either directly to citizens or residents or to chief local policy officials.

Assigning responsibility to local governments while still holding local officials accountable
to central government 1s a very hmited form of decentralization and 15 less likely to achieve the
expected benetits than a more autonomous tocal control. However. local government autonomy
does not unply that central government has no authorty to set limits. such as on borrowing
authority. but 1t means that local government does not clear decisions with central government
within the limits of statutory and consututional provisions that define the decentralized system. In
the United States. local governments enjoy varying degrees ot autonomy. although 1n no case are
local otticials accountable primartly erther to federal or state government. The more autonomous
local governments 1n the U.S are those with constitutionally protected charters., the less
autonomous are those whose authority and responsibility falls under general statutory control. Most
states have constitutional provisions tor granting home rule status to cities that meet constitutionally
detined criterta. The home rule charter detines authority and responsibility that cannot be changed
by action ot the state legislature. and thus atfords a tuller measure of autonomy. Generally, larger
size 1s a key criternion m defining ehigibility for home rule status.

Autonomy 1n the sense of having a constitutionally protected status (e.g.. charter) which
cannot easily be changed by legislative or executive action at a higher level of government confers
on local government status sometimes referred to as “corporate” status. Corporate emphasizes that
local government institutions are the managers of assets "owned" by current and furture residents;
local officials theretore are responsible tor managing those assets tor the benefit of current and
future residents

The corporate concept is especially important 1 societies moving from a centrally planned,
socialist system toward a more market-orrented system. At least two things happen in this
transiion First. the concept of state ownership of all (or most) assets changes to enable private
ownership of some (or most) assets. allowing private owners to choose how to use those assets.
Second. those assets that remain state-owned are less often thought of as “owned by the
gorvernment” and more often “owned by citizens or residents” and managed on their behalf by
public sector managers °

>As 1 extend the discussion of decentralization n this paper, thts corporate concept of a local
government as 4 public sector manager of assels that are truly owned by residents or citizens
becomes unportant To forecast that argument. decentralization frequently fails to achieve the
expected benefits when central control of resources and deciston-making authonty 1 transferred
to local otficials who cxercise therr new control and authonty as af 1t were for their own benefit
instead of percerving thewr new posttion s managers ot resources on hehalf of the residents who
are the “true” owners Decentralization improves governance when mechanisms to nold local
officials accountable tor thewr “corporate management”™ work: 1t tals when local officials become
the new autocriacy replacing the impersonal and distant autocracy of central government with
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Decentralization is not all or nothing. There are degrees of decentralization that depend on
the extent of:

. Independence from central government of selection of policy. administrative and
financial ofticials:

. Authority to decide without prior approval of central government the quantity and
quality of bisic services.

. Proportion ot total expenditures for basic urban services tunded by "own source"
revenues (revenues that are determmed by and collected by local government);

. Authority to assign value to tax base and to set rates on that base:
. Authonity to establish schedules of charges and fees for services;
. Authority to accept or reject or modity central government plans for infrastructure

and other services to be provided by central agencies.

2. Benefits
Decentralization can have advantages both to the effective functioning of civil society and to
the efficient management of resources. One set of advantages is the erpected civil society benefits
from decentralization.
2.1 Civil Society Benefits
Greater accountability of public sector officials to the citizens being served;

Better public sector problem solving: and

Increased incentives for citizens to participate in public sector decision-making.

2.1.1 Accountability

One of the functions that decentralization of authority to local institutions is said to perform

personal and close autocracy.
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by some is the “defence against the abuse of central power.” This notion implies that local
governments. and other local organizations. if they have significant power in the governmental
system. can act as a check and balance against the power of central government Central
governments can be held to account more eftectively by strong <ubnational governments In tum.
ciuzens can much more directly hold ‘ocal ofticials accountable for their actions

Much ot the argument that deceptralized m.stitutions cun perform some governmental
functions better than central ipsutunions depends on the individuals 1n those decentrahzed
instututions looking outward and downward to the residents of their jurisdictions or constituents of
therr institutions as the source of validation of thewr activites. rather than looking upward to central
government ofticials ror that validation. Thes outward and downward orientation often requires that
local offictals view their role as managers and stewards ot the physical and human resources or
assets 1n their geographic area for current and future residents. Indinviduils of course may be
motivated by many incentives, but 1t 15 the incentive to please central government officials that
seems to dictate the actions of so-called local managers in highly centralized systems Official
decentralization does not automatically make local managers and officials accountable te local
residents.

Under a decentralized regime. there 1s likely to be greater accountability between public
sector managers and the residents they serve. The managers who are responsible for the quality and
quantity of services are easter to identify Local governments are closer to and more familiar with
threats to the health, satety and security of citizens Obviously external threats to natonal security
are not Iikely to be as known to local government as to central, but many forms of air and water
pollution. hazardous matertals releases. and unsaniary condiuons are more visible to local citizens
and ofticials than to distantly managed central government agencies Furthermore, local
governments that are responsible to their constituent citizens as opposed to central government are
more likely to see the need to monitor and regulate posable threats to health and safety. provide
better services and respond to local residents. Local insttutions thus are in a betier position to
entorce regulatory standards because they are closer to the problem and because they can be more
directly accountable to residents for failure to enforce environmental health and safety standards.

Democratic systems typically rely on election of key executive and legislative officials to
achieve accountability Corporate systems also rely on selection and replacement mechanisms for
holding officers and managers accountable. “Peer”™ pressure, in the sense of citizens putting pressure
on public otficials is an eftective accountability mechanism in the Philippines where local officials
see themselves as part of the community. Non-governmental organizations (NGOs) and informal
community orgamzations often play a key role in ensuring accountability by publicizing the
behavior and accomplishments (or faillures) of public officials. In most highly centralized systems,
NGOs are relatively weak as even the local managers who are directed by central officials realize
that their future 15 dependent on therr upward accountability to those central officials. In
decentralized systems. NGOs and other community groups can play a sigmficant role. with or
without extensive electoral systems. i holding local officials accountable if those local officials are

6anhL Glenn, “The Division of Central-Local Government Functions™, (mimeograph, 1995)
quoung him Sharpe, “Local Government: Size. Efficiency, and Ciuzen Participation,” Steering
Commutice on Local and Regional Authonues. Council ot Europe.

f wpdatareports' St 231 251 001 w5t
6195 5



reasonably autonomous from central control.

Ferformance measurement systems that 1dentity and monitor. both quantitatively and
qualitatively. the local zovernment's performance. when publicized, are an effective means of
holding public officials accountable for their actions Citizen participation in identifying what are
the most important parformance expectations for the local government. followed by regular
monitoring and reporting on progress toward meeting those expectations has been a powerful tool
m many U S cities. Seattle. for examp . developed a list of performance measures that citizens
and city ofticials alike define as the qualities ot a susramable cinv. An example of such a measure
1s the presence of nanve salmon i the river. Regular reports in the form of a simple graphic that
indicates the aity 1s moving toward, away from. or no movement at all toward sustainability.

Political culture influences the selection ot specific accountability mechamisms, so
prescriptien of particular models 1s not appropriate across all systems. However. to achieve the
benefits ot decentralizauon. there must be clear definitions of local officials' responsibilities, and
there must be means by which local officials can be held to account by local residents for the
execution of those responsibilities.

2.1.2  Problem Solving

All forms of central planning rely heavily on the assumption that solutions to problems are
known: therefore, the exercise of public authority involves priority setting and implementation of
actions designed to achieve the desired results. However. the solutions to many of the problems that
typically are thought of as public sector 1ssues, and the most efficient and effective means to
achieve public purposes. are among the most intractable problems humans face. Autonomous local
institutions who are not governed by centrally defined. uniform standards and centrally pianned
approaches are more lhikely to produce mnovative solutions. It 1s not that local officials are more
inovative or experimental than central officiais. but the institutional structure of numerous
autonumous stitutions tryving to solve similar problems and trving to design effective and efficient
approaches 15 more iikely to produce maovations (both successes and failures). But the costs of
tailure will be less because it will have heen implemented locally rather than uniformly nationwide.
A corollary to this 1s that means of sharing information about successes and failures is necessary
for a nation to take advantage of the "experiments” conducted by local institutions.’

Local governments similarly ure 1n the best position to work with non-geverninental
organizations (NGOs) and other voluntary. community-based organizations. Local sovernments can
be perceived as more responsive to coramunity differences within the urban area. NGOs and
informal sector institutions are more likely to work with local governments if they perceive local
governments as accountable locally rather than accountable to central bureaucracies.

Similarly, economic development activities by local governments are morte likely to reach
small entrepreneurs and other individuals currendy disadvantagad by the operation of private
markets because they lack understanding of regulatory policies and lack access to sources of

7 Johnson, Ronald W. "Social Policy Planning 1n a Federal Structure: A Social Learning
Strategy,” Evaluation and Pregram Planning, (Winter, 1978).
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finance available to formal. larger institutions. Local governments are more likely to be able to
develop forms of assistance and business stimulation on a scale appropriate to the small
entreprencur In addition. local governments are more likely to be able to work with voluntary
groups and community organizations in stmulating the development of small scale. often informal
economic vrganzations to achieve laiger scales of producuon.

2.1.3 Increased Citizen Participation in Public Affairs

The more remote the chances seem for influencing any event. the less likely anyone is to
expend the energy to try to intluence the event Several kinds of disincenuves discourage
participation 1n a highly centralized syvstem®

. The costs of acquiring intormauon about the performance of centralized institutions
1s high. Individuals and organizations tind 1t more difficult to monitor and evaluate
the performance of central government institutions except when the costs (often
taxes) are obvious and the consequences of failure are obvious.

. Even 1t well mformed about the performance of centralized institutions, it may be
necessary literally to have a presence in the national capital to attempt to influence
that performance. Only wealthy and or well-organmized groups or influential citizens
are likely to have access to central government figures in the capital, and even
central employees whose base of operations 1s 1 a regional office may have to travel
to the capital to have any ntluence

. The costs of negonating change may nvolve extensive time commitments in addition
to material resources, and many cannot make the time commitments for issues that
affect them locally but are decided by ofticials whose responsibility includes many
local jurisdichons

Decentralization of some responstbilities to local institutions reduces these disincentives to
participate 1n governance. In addition. by encoursging participation through reducing the costs of
participation. the likelihood that even individuals and loosely tormed or informal associations will
choose to try to influence public sector decision-making increases. Furthermore, active seeking on
the part ot local officials ot formal and informal public-private partnerships, such as enhsting the
cooperation of community organizations with the city to address social 1ssues, increases the sense
among both residents and otficials that the local community 1s being managed by and for the
residents. The caveat of course is that local otficials in the decentralized system must be perceived
as being responsive to that participation. When that is the case. 1t is a spiraling reinforcement as
participation begets change which begets additional participation. and so forth.

® Focus of .:ention on transactions costs and meentives (o parucipation has been an tmportant
contribution of # pohtical ecconomic and msttebonal economic approach 1o development 1ssues
such as Osuum. Elmor, Larry Schroeder and Susan Wynne, Institutional Incentives and
Sustainable Development: Infrastructure Policies in Perspective (Boulder, Colo.: Weslview
Press, 1993)

¢ Yw pdataveports\ 6% 251 251 00} w 5§

495, 7



2.2  Economic Benefits

In addition to those civil society benefits, decentralization should produce economic benefits
in the form of improved management of public sector resources. The main benefits are:

Better allocation of public sector resources:;

Better mobilization of resources to finance public sector actvities;

2.2.1 Allocation of Public Sector Resources

In a market-onented system. competition among muluple producers acts as the main
incentive to keep the costs of production low relative to the quality demanded by the consumer.
Resources are allocated across competing demands by the market mechanisms of prices and
consumer choice. In a highly centralized system. tor public goods and services. there is a lack of
reliable information about the costs of those services, about their quality. and about the overall
performance of pubhe sector institutions. There often is a contusing welter of contradictory
policies toward the costs of services that are delivered at the local level and about the allocation of
resources across geographic areas Under these circumstances. 1t is difficult to evaluate the costs
and benefits ot present resource allocations With more local responsibility for financing services
using resources mobilized within the local area. the quality and quantity of services produced is
more likely to be regulated by the actual cost: of those services and by real demand for services.

A closer association between benefits of services and their costs is likely to lead to a better
spatial allocation of resources as neither urban nor rural areas will be as subject to distortions
caused by hidden subsidized costs. Closely following this will be a better spaual distribution of
population as job seekers 1n urban areas will require wages that make the costs of urban living
affordable. and employers will pay those wages as long as the economic gains from economies of
scale and agglomeration economies of urban areas exceed the costs of factors of production. Those
industries unable to operate 1n urban areas at true market costs will move elsewhere or cease
production. and population will tend to stabilize around a market balance of costs and opportunities.

The allocation of resources to public sector services provision also is likely to be more
efficient under a decentralized regime because local nstitutions ate more likely to be aware of
citizen preferences and needs Unneeded quality or quanuty of services is less likely to be produced
because of this closer knowledge of the level of quantity and quality demanded. Furthermore, local
institutions are less likely to provide or produce services at an unaffordable (withoui subsidy) cost
because they are more likely to know the real willingness to pay (demand) and ability to pay
(affordabinty).

2.2.2 Mobilization of Resources

Local governments have a comparative advantage over central governments in two aspects
of resource mobilization. First. local governments can collect more revenues that are "local” in
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origin. For example. the business license tax is extremely difficult to collect from small businesses
and individual entrepreneurs unless the collecting agent is close to the source. Central governm.ent,
even with local collection agents. 1s less likely to have access to that tax base because the
collection agents are upward oriented 1n their reporting relationships and are often not perceived as
part of the local community. The business operations of strictly local organizat:ons are almost
uniquely accessible to local governments. The further the geographic distance from the national
capual, the less likely is central governm - nt to have sutficient knowledge of and access to small
business operations Business taxes based on size of physical tacility, the number of employees. or
a simple business classification correlated with income are all means for determining tax hability
easily within the capacity of most developing country local governments And enforcement 1s much
simpler for local governmients because the businesses are known to the local tax collectors Other
licenses and fees. tor example. permits to vperate vehicles are more easily collectble at the local
level from residents. Interregronal commercial vehicles are more difficult for local governments to
license.

The second component of comparative advantage tor local governments 1s the assignment
and collecuon of taxes and charges for benefits residents percerve as being provided by the local
government There 1s a greater willingness to be taxed and to pay other charges for services that
are: (1) demanded by citizens tn the first place. and (2) more within the control of the beneficiaries
of those senvices. or of puklic ofticials who are accounrable to those beneficianes. The heart of the
1ssue 1s the direct hinkage between local government provision of a service and direct accountability
to local residents. If residents percerve the local government as providing a set of services and
percerve that the local government 15 accountable for the quality and quantity of those services.
they are more likely to be willing to be taxed or to pay specific user charges.

Property taxes represent the single largest own source revenue for local authorities in most
highly industrialized countries This 1s followed closely by user charges and then sales taxes. In the
United States. as tederal assistance to state and local governments has declined. user charges and
sales taxes are increasing faster than any other resources. and soon will exceed property taxes as a
percentage of total local government revenue. The property tax rationale as an important local tax is
based on the premise that property values accruing to the owner of the property. to the extent that
they are aftected by public sector direct actions, are more affected by the basic urban services
provided by most local governments than by the services of any central government agency. The
linkage 15 direct between the total bundle of basic urban services and property value. but not
usually specitically to any one particular service. Of course. to the extent that central governments
in developing countries provide basic urban services. then local governments are not perceived as
benefitting property values Particularly as central governments shift responsibilities to local
governments. the value of urban property increasingly will be affected by the actions of local
sovernment. and the ability of the local government to tax and collect on property will increase.
Sales taxes are much more directly responsive to economic activity. and are likely to play a more
important role 1n developing countries as local governments increasingly have responsibility for
fostering a positive climate for local and regional economic growth,

The other direct hinkage between benefits of services and resource mobilization is for those
services 1n which individual bereficiaries are clearly identifiable. Services that can be consumed on
some kind of excludable basis, such as household connections to the water system, are susceptible
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to direct charges to recover the costs of that service. Again because they are 1n a better position to
know and to keep records on use. local governments are better able to collect user charges. Semi-
autonomous water agencies reporting to the central government of course can also identify users
and volume of use easily, but they lack the "local" character of local government. Beneficiaries
seem tnore willing to avoid or postpone payment of user fees 1f the agency is a "distant” agency of
the central gcvernment

3. Decentralization Options

Moving to a4 more deceniralized system means choosing which decisions previously
centralized will be devolved to local institutions and which functions previously carried out by
central insttutions will be performed by local institutions. Just as there are political and
administrative benefits that decentralization should produce. there are political and administrative
critenia for choosing which decisions and which functions should be devolved. Similarly, paralleling
the resource management benefits of decentrahzation are economic criteria for choosing which
decisions and which functions to devolve. In different political and cultural systems, this will lead
to some variations in which services local governments can have the most leverage.

3.1 Political and Administrative Criteria

Political and administrative criteria focus more on the nature and role of the institutions
themselves:

. Minimize externalities, while an economic sounding criterion, means that services
should be provided by the political or administrative institution whose jurisdiction is
sufficiently large to prevent the costs {or benefits) from a good or service from
spilling over on to non-paying. other jurisdictions. The scope of the institution's
authority, which often means geographic scope. should extend to the limits of the
costs and benefits of the tunction the institution performs. The presence of significant
external ies. either costs or benefits. makes it politically and administratively less
possible for a specific jurisdiction to provide the parucular good or service. Local
government determination of air and water pollution standards can lead to significant
negative externalities for one jurisdiction if other. nearby local jurisdictions fail to
provide for the same level of protection because the environmental hazards will "spill
over" to the more nughtly regulated jurisdiction.

. Maximize economies of scale means extend th2 scope of the institution's a:ith “rity to
that size. but no larger. that allows 1t to achieve necessary size economies and to
enable acquisition of necessary assets. Administratively. however, economies can be
lost when s1ze exceeds economical scale -- technically, when marginal benefits no
longer exceed marginal costs Many central government institutions in developing
countries exceed economies of scale. For example. central provision of services such
as water, sewerage, streets. drainage and other physical capital intensive
infrastructure usually exceeds economies of scale because of the tendency to employ
the same design standards. the same administrative structure. and the same
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technologies. regardiess of variations in local conditions and consumer demand.

. Sufficient legal and administrative authority means the institution providing the
service must be empowered to make the necessary planning. financing,
implementation and evaluation decisions to make the service efficient and effective.
Even where local governments are assigned the responsibility for services such as
maintenance of physical intrastructure, their not having had the authority to influence
the design cheices ot technology. quality and quantity of service reduces
management etfectiveness.

. Sufficient services to provide a forum for conflict resolution means the service
providing institution is more effective it 1t 1s involved 1n a number of different
services so that the same legal institution is seen as the forum for responding to
residents’ complaints and demands. Having to address demands for service or
complaints to largely independent national ministries discourages residents from
actively participating in the choices of quanuty. quality and cost of services because
they must deal with numerous separate bureaucracies, each with their own rules and
procedures. Multi-purpose local govermments can employ the same approaches to
resident involvement and complaint handling across all. or most services. and thereby
increase participation.

. Performance accountable to residents means that there must be clear management
responsibility ror the cost. quality and quantity performance of specific services and
that management must be susceptible to being held to account by residents and/or
direct beneficiaries of the services. Management responsibility is less clear in distant
central government institutions. and the means to hold central bureaucracies
accountable tor specific service performance are weak. Local governments can be
more accountable and more 1dentifiable as the sources of good or bad quality and
quantity/cost relationships in urban services.

In different political and cultural settings. application of the above political. administrative
and economic criterta will not automatically yield the same results. Streets, roads, footpaths,
drainage, water. sewerage. solid waste. public markets and similar facilities are commonly local by
the application of these criterta. However. the cniteria contain implicit prescriptions for the
institutional framework that. if not followed. reduce or at least threaten to reduce the leverage
potentially gained from assigning key responsibilities and authority to local governments. Of
particular import, for example. is performance accountability. If local governments are assigned
responsibility for a group of services. but key local officials are either appointed by or are actually
employees of central government. then the main direcuon of accountability is local to central, rather
than local to residents and/or service beneficiaries.

3.2  Economic Efficiency Criteria

Economic criteria focus on the nature of the goods and services to be provided by the public
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or private sector rather than the institutions providing them:’

. Non-excludable goods and services are those that once provided some people or
some area are difficult to prohibit large numbers of people from enjoying the same
benefits whether or not they contribute to tfinancing Drainage and flood control are
examples of urban services that once established aftord protection to entire areas.

. Non-divisible goods and services are those for which the quanuty and/or quality
consumed 1s difficult to measure. and theretore ditficult to establish unit pricing.
Monttoring and enforcement of environmental regulations for air and water pollution
are examples.

. Unavoidable goods and services are those which residents cannot avoid consuming
or enjoving. Health and safety regulations are examples.

. Natural Monopolies occur because the scale of overations necessary to provide the
service at all is so large as to preclude. or at least discourage, more than one
producer from entering the market. Most utilities. within specific geographic and
population size boundanes. are regarded natural monopolies, such as water treatment
and distnbution systems.

. Insufficient private incentives exist when the good or service requires specialized
assets that are not sensible for private entrepreneurs to acquire or must be used in
combination with other assets in complex management systers in such a way as to
discourage private production. While th’s clearly varies from country to country
depending on the size and nature of the private sector. a common urban example is
fire protection.

. High political saliency is often used as the argument to support public housing
provision where it is felt too politically explosive for large numbers to be without
adequate shelter.

. Minimum health and welfare standards provide the rationale for some public
regulatory and production services such as health and safety inspections,
environmental regulations. solid waste collection disposal, and sewerage.

These criteria generally distinguish between goods and services that are largely public in
character. therefore require a significant public sector role in producing those goods and services,
arranging with the private sector for production, or regulating the otherwise private production of
those goods and services. By themselves, they are not sufficient to resolve the basic questions of
decentralization. to which level should the provision (including financing) of various services be
assigned in order to achieve the most leverage in managing the urban system? However, there is

® These charactensucs are adapted from Silverman, Public Sector Decentralization, who
summanzes public finance economics and public choice hterature n amving at these
charactensucs, pp. 10-11.
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an implicit assumption underlying each of those criteria -- that any good or service should be
provided in the most efficient manner possible (the first five are essentially efficiency criteria) and
the most effective manner possible (the last two admit of possibly less than efficient public versus
private chnices on the grounds of political importance or social welfare).

Dimensions of Decentralization

Political
Access to Autoromy/
Revenues
+ Sunall scelo fase,
1 losnses, parndts, user 1 Officials selocted by
ehtrps sot by central ¢egutral goerament, :
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goverument transfers
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N | User charges wt by thy |
i ceatral government

4. Experience with Decentralization Models

This section brings the experience of different decentralization models into the picture.
Some. such as in western industrialized countries, are embedded in a long history. although even in
such countries as the United States the division of responsibility and authority among levels of
government can never be described as settled. Other models briefly describe here. such as the
transition Russia and Eastern European countries are going through, are only the dimmest outlines
of what may evolve as new roles for different levels of government.’® The use of the term model

1 probably 1s mappropnate even to describe the carly stages of transiton to a more
decentrahzed structure in some countries as models. The Rusaian and Eastern European cxpenences
are imporant to mclude here not because they have yet succeeded 1n creaung effective, new roles
for lower levels of government, but because the decentralization 1ssues they are trying 10 address
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is in the most general sense of an example ilustrating a few points of comparison and contrast.
Each country. or group of countnes. illustiate ways of addressing the basic questions
decentralization has to consider

. Clanfying tunctional responsibilities among levels of government (what the public
finance cconomists usually call expendiure assignment):

. Developing o1 assigning revenues appropriate to the functional responsibilities
assigned to cach level of government. and

. Devising a system of accountability that encompasses appropriate regulation of local
governments by central government 1 arenas where that is essential and downward
responsibility of local otficials o their constituents. '

4.1 Dimensions of Decentralization

In the tollowing exhibit, these basic dimensions along which decentralization features may
vary from country to country are illustrated. The 1llustration oversimplifies how one can model
decentrahization. but 1t stresses the mamn features

The division of functional responsibilities among levels of government is the first key
dimension In the most centrahzed system. local governments have mainly civil record-keeping
responsibihiies and maintenance of small public works services. Central governments build all the
infrastructure facilities and typically operate all but the smallest water, drainage and other facilities.
An intermediate position on the dimension involves extending to local governments additional
resporsibilities for basic urban services. such as streets. solid waste collection and disposal.
dramage. and i some cases water systems For the latter, the common pattern 15 for central
government to design and build water treatment and distribution systems, and in the case of larger
water systems then turn them over o local government or a locdl water enterprise for future
operation and capital expansion At the tar end of the dimension are local governments with
responsibility tor a4 broad array of services including most or all infrastructure services and in many
countries many social services such as primary and secondary education (or just primary). health
and social welfare

Access to revenues 1s the second key dimension. At the extreme 1n centralized systems,
local governments have hmited authority to charge small fees for services. such as stamp taxes or
fees for registering and processing documents, may have small fees for operation of various
businesses and professions. and typically cannot levy any taxes. A more intermediate position is
still fairly severe hmits on local governments' ability to set their own taxes and charges. but to
establish a system of irtergovernmental transters or shared taxes so that local governments have a
relatively stable and predictable revenue stream. Vvhere user charges and local taxes are permuitted,

are wound around the simultaneous transiuon from centrally planned to market cconomies.

" Dilhnger, Wilham, Decentralization and Its Implications for Urban Service Delivery,
(Washington, D.C.- World Bank, 1994), pp. 24tf.
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the rates typically still are set by central governmen: At the other end of the spectrum, local
governinents are authonzed 1o levy their own taxes. set their own rates for taxes and user charges,
and generally are authonzed under some degree of supervision to incur long-term debt for capital
investments. Intergovernmental tansfers are still common. but local governments typically have
more discretion over their use

The third dimension 15 the degree and types of political autonomy and accountability. At the
extreme centralized end ot this dimension. local officials are selected by central government. their
retention in local positions 1s controlled by ~#ntral government. and their salanes are set and paid
by central government Accountability of local officials 1s toward central government with various
detailed regulatrons and procedures determined by central ministries. Performance monitoring is by
central government At the other end of the spectrum. both legislative and executive officials are
selected locally. removal trom oftice 15 controlled locally. Salanes are determined and paid locally
from local government revenues Local officials’ performance 15 visible to local residents and
accountability 15 directed toward the community and local constituents

Severe mismatches trequently occur 1n the earher swages ot movement toward
decentralization Some strategies focus mainly on enhancing local revenues, and usually are quite
successtul mniually  However. 1t attention 15 not given to etfective and efficient service delivery,
local residents become disillucioned and revenue generation becomes a problem. In the opposite
case, local governments often dare assigned large expenditure responsibilities by fiscally strapped
central governments. but insutficient authority to raise revenues or to share in centrally collected
revenues makes 1t impossible to meet those espenditure assignments.

Following are briet descriptions of decentrahization strategies and experiences in a number
of cruntnies and regions. illustrating some ot tie variability along those three

dimensions There are ne pure types. and the somewhat simphstic illustration in the following
tigure onlyv highlights the major ditferences.

4.2  Modeis Being Implemented in Various Countries

The Western European and U.S models of decentralization belie the common
recommendauon to estabhish clear division of responsibility and authority between central and lower
levels of government. In the western industnialized countries there are complex patterns of service
provision and revenue generation that have evolved tfrom simpler forms in which central and local,
or central. state and local governments have had clear-cut. distinguishable responsibilities. In part
the complex arrangements have emerged as central governments have exercised their regulatory
powers to impose public health and satety standerds such as air and water pollution controls and
equity standards such as social welfare policies. In the U.S.. these issues are in ferment as state and
local governments +rgue that they are burdened by a welter of unfunded mandates.

In the western industrialized countries. there typically are constitutional and/or statutory
divisions of authority and 1esponsibility between central and subnational lzvels of government. and
there is considerable separation of revenue authority. Clear lines of sccountability link local (or
state and local) officials to thewr constituents. Electoral mechanisms are the primdry means by
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which local officials formally are held accountable. but local governments that many characterize
as the best perfoiming rely on frequent performance reporting to citizens in the form of city annual
reports. performance nieasurement systems, and customer sansfaction surveys

Some specific funcrions or responsibilities are the exclusive jurisdiction of one or another
level of government. such as central government responsibility for nattonal detense and -ubnational
level responsibility for solid waste collection and disposal. Other functions or responsibilities may
be shared among levels For example. public health and satety may be shared roles among all levels
of government. Considerable complexity characterizes western industrial countries' decentralization
models. Local governments themselves have further decentralized therr own functions by
considerable mvolvement of the private sector For example. local governments in the U.S.
frequently exercise the responsibility for providing solid waste collection and disposal services by
contracung with private firms for the actual productuon of such services.' Local governments in
western industnialized countries rely primarily on their own revenue sources. especially the property
tax. as opposed to significant revenue shanng or shares of common tax pools

Indonesia’s Urban Sector Policy Statement assigns responsibility to local governments for all
basic urban services delivery However. at this stage in 1ts decentralization program, the GOI has
not yet given autonomous status to local governments. Most local government officials still
consider themselves emplovees ot central government. and many aspire to promotion "up and out”
of local government. Therr perception 1s govermned by thewr being part of the civil service system:
their pay and benefits are set by central government Furthermore. central government pays all
salaries for local government stattf via a central grant for salaries (Subsidi Daerah Otonomi -- SDO)
and routine expenditures. Even 1f a muaicipality concluded 1t could be more etficient with fewer
employees. the municipality would not be able to convert the salary savings into any other kind of
expenditure. Local governments in Indonesia are authorized to enter into long-term debt
arrangements for infrastructure investments, and many cities and quasi-autonomous local water
authorities successtully are managing capital investment and debt financing programs. Statutory
assignment of the property tax to provincial and municipal governments has significantly increased
own-source revenues. A key next element in granting furtier autonomy will be the reform of the
central to local revenue transter system Local governments have little discreticn over how they use
central government grants and revenue transfers, and the central government has been very reluctant
to give up its control over how these grants and transfers are used by local governments.

The Philippines has achieved one of the highest degrees of autonomy for local governments.
[Local mayors and councils have been elected since soon after the end of the Marcos regime. These
officials, although some may have larger political ambitions, clearly see themselves as responsive to
the local residents and electorate and do not consider themselves central in any respect. However,
the local Treasurer. who is the chief financial officer responsible for both budget and tax

"2 Osborn, Pavid and Ted Gaebler, Reinventing Government: How the Entrepreneurial
Spirit is Transforming the Public Sector, (New York Pengum, 1993).

13Dlllmgcr. Pecentralization and Its Implications, p 15. The disunction between provision,
which 15 the excrcise of responstbility. and producuon, which 1s the actual means of service
dehvery, 15 due to Silverman, Public Sector Decentralization, p. 9.
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admimstration. still 1s closely tied to the central Department of Finance. Financial management,
therefore. is still controlled to some extent by central government. The Local Government Code
(1991) for the Philippines provides for extensive reassignment of responsibility to local government
units, ensures local selection of local otficials. and provides for a system of shared taxes and the
authority of LGUs to establish and collect local taxes and charges While there are many local
governments that are not performing well. there are many larger cities and smaller municipalities
that have developed mnovative and entrepreneurnial programs tor local economic development.
Local governments can mcur long-term debt tor capital tinancing. and at least one city has 1ssued
its first municipal bond

India has mived strategy tor urban development with some assigned responsibilities to local
authonties. but retention of considerable control by state and central msutations.”™ As a federal
state, India, hke the United States. varies from state to state 1n the authority and responsibility
exercised by local governments In many states. local gbvernments do not control. and have a
difficult ime 1nfluencing. state development agencies in the selection of capital mvestment
programs. although the consttutional rzcogmition ot local governments requires state governments
to develop policy instrumeats and n rehanisms to enable local governments to carry out their new
responsibthues State finance commissions mast be created as part of implementing the
constituttonal proviston according legal status to local governments. These finance commissions
must review dand clanty the expenditure responsibiliies local governments are to carry out and
establish revenue mechanisms to ensure the tiscal capacity of local governments to meet their
expend'ture assignments

The Eastern European model has involved considerable reassignment of spending
responsibilities for functions previously never performed by local governments. including social
welfare. housing. education and basic mfrastructure serviczs. However. central governments have
retatned considerable control over m yjor tax resources. beggaring local governments' ability to carry
out their new functions The m-.n financial assets actually transterred to local governments has
been ownership of numerous enterprises which local governments hope to exploit as a revenue
source. partly through sale of these assets and partly through operation as profit-generatine
enterprises.’”

The Russian model. to date. has involved devolution of responsibilities for basic
infrastructure services such as urban transport. streets. water, sewerage. waste collection and
disposal. district heating. and social safety net services. Very little transfer of own source revenues
that are under the sole. or even primary. jurisdiction of the local government. While considerable
effort has been spent developing basic mtergovernmental finance principles, little implementation
progress has been made The basic Russian “tax code™ ot the soviet era remains pretty much in
effect. although considerable changes have occurred that affect the central government's revenue

Datta. Abhint. "Decentraizing India’s Urban Development.” Cities, February, 1985, p.
73.

"> Richard M Burd, Robert D. Ebel. and Chnstine I. Wallich, Decentralization of the
Socialist State: Intergovernmental Finance in Transition Economies, (Washington, D.C.: World
Bank. 1995, p. x.
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sources. especially with the value added tax. Shared taxation between the central government and
regional (oblast) governments was and 1s the norm, with the tax code detailing the shares of various
income based taxes. Oblast shanng with c¢ity governments and n turn city governments with
districts (raions) has never been as tormula driven as that between center and oblast. Hence. cities
negotiate revenue shares with the oblast. This has tended to prevail throughout most of the former
Soviet states including even larger newly independent states such as the Ukraine City ownership
and operation of public enterprises as a revenue source and as a key economic function 1s seen as
the road to the tuture financial secunity of the city Cities even make equity investments in newly
established private ventures

The classic southern African model of decentralization was a legacy of the colonial period.
As the colonial powers relinquished control. they established systems to govern in the newly
established nation-states. The Briush model created local authoriues that did not depend for legal
authority on central government. Governed by locally elected councils. local authorities had their
own staff, would have therr own sources ot funds including a large poruon from local direct taxes.
and would be responsible o1 a4 wide range of services including typically primary education, health,
secondary roads and sanitation.' Local councils quickly became politically marginal, however. as
the new nation-states became heavily centralized and often dominated by the leadership for life, or
until revolution threw them out. of the key independence figure.

In Malawi. local authorities have basic responsibilities for primary education. public health
clinics, road maintenance. sohid waste disposal. and civil records functions. In addition. local
authorities operiate on a more or less cost recovery basis public markets. slaughterhouses, and transit
accommodations for travelers (mainly travelers from more riral areas bringing goods to market.
visiting health clinics. or making purchases in the local town). Local authority councils are elected.
Local authorities historically have not been responsible for larger public works and infrastructure
services such as water and drainage. but in recent years the central government has been developing
with donor assistance a more decentralized basis for urban public works services provision. Local
authorities have tended to look on various ways markets and transit accommodations and other
enterprise-like activities can be used to generate revenues tor more general public purposes.
However, inadequate separation of cost accounts tor these enterprise activities has blinded many
authorities into thinking the enterprises were operating at a profit. when in fact they typically are a
drain on local authorty finances. Malawi has not progressed far enough from the highly centrally
controlled system that revolved around the “President for Life” to describe as a decentralization
program under way.

Kenya has undertaken significant efforts to increase the authority and responsibility of local
authorities. Numerous new local councils have been created in the last decade. and others have
been upgraded to somewhat more autonomous status. Particularly important has been the
recognition that local authorities play a key role in the economic development of their immediate
region. Central government attention 1n their local authority strengthening programs especially is

'® Ostrom, Schrocder and Wynne, Institutional Incentives and Sustainable Development,
p. 164, drawing from Phihp Mawhood and Ken Davey. "Anglophone Africa,” in Donald C. Rowat,
ed.. International Handbook on Local Government Reorganization, (Westport, Conn.:
Greenwood Press, 1980), pp. 404-414,
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being given to the functions towns and small urban centers can play as the marketing focal point
tor rural economic. mainly agricultural. activities and as a source of increased small scale
production industries. Central government is addressing revenue adequacy by means of shared
revenue sources -- mainly the agncultural cess -- and increased user charges. Central government
retains control over the amount of the local authonty share and over rate setting for user charges.
Smoke has noted that Kenya has made progress with assuring local authonties a more predictable
and robust revenue stream without simultaneously preparing local authorities tor effective use of
those revenues.'

Senegal. hike most West African countries. has had a highly centrahized system with strong
controls over hoth the pohucal system and economic production activities. Recognizing the need to
decentralize somewhat n order to stimulate the economy. Senegal reassigned some responsibilities
from central mimstry oftices m Dakar to regronal offices and set up procedures for these regionally
based offices to consult more with local institutions. New lccal governments have been created with
some degree of functional autonomy and authority to raise revenues. Both a local executive (mayor)
and the council are elected locally. However. for the larger regional municipalities that serve as
capitals. central government appoints municipal administrators who have most of the executive
funcuons. Specitic functional responsibilities tor local governments are not well defined. and as a
consequence. whether or not the local government provides a service or provides 1t well varies from
community to community. There are no service standards or performance measures to help evaluate
the quality or quantity of local senvices Central government retamns control over local taxes, seting
rates, and collecting revenve through local offices ot the central Ministry of Finance. The himited
decentralization thus tar awempted has not made much of an impact on either civil society or the
economy.'

In Central and South America. considerable deconcentration of central government agencies
has occurred since the 1960s A common model for division of authority and respensibility in the
region has relied on a strong national planning agency which has the major responsibility for
allocating central government capital infrastructure investments regionally. Regional or departmental
development plans. developed by the regional or departmental office of the national planning
ministry/agency. often have incorporated various mechanisms for loczal input 1n the form of lists of
services and facihities desired. but the central government's hand exercised through the regional
plaiining authorities has been the dominant force. Local government codes or statutes historically
reflect the Spanish colomal penod. typically assigning to local governments mainly civil functions
such as birth. death and mammage registrations. other public record keeping functions, and
maintenance of facilities built by central government agencies. Revenues have been carefully
controlled by central governments. Decentralization in the form of allowing significant autonomy to
local governments and sigmificant revenue responsibility for the most part has occurred in the most

"7 Paul J. Smoke. Local Government Finance in Developing Countries: The Case of
Kenya. (New York Oxford Unneraty Press, 1994), p. 172 This bnief descnpuon of Kenya's
program to strengthen local authonties 1s from Smoke,

'® Rondinellr, Denmis and Henry P. Mmus, Jr.. "Administrauive restructuring for economic
adjustment. decentrahizauon policy 1n Sencgal.” International Review of Administrative Sciences,
36(1990).
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advanced econonies. including Brazil, Chile. Colombia and Mexico. In these countries, local
governments have been authorized to develop a significantly larger own-source revenue base and
have authonty to incur long-iern: debt for construction of capital facilities.

Each ot these examples pomnt to the principal constraint -- the degree to which local
government is, or is not, legally and perceptually the corporate entity responsible for the
economic, social and administrative healih of the local area To the extent that local officials
consider themselves primarily responsible to the residents and institutions of the local area. and to
the extent that there is clear assignment ot authoncy and responsibility. local governments can
manage more eftecuvely than 1s true 1n mose developing countries today.

5. Evaluating Decentralization Strategy Options

What lessons can be learned from experiences from different regions? Numerous issues are
to be resolved 1n developing a decentralized system. The following subsections develop the most
important issues based on the preceding discussion ¢ serve as a kind of checklist to help structure
dialogue on tform and extent of decentrahzation.

5.1  Expenditure and Revenue Assignment

The Diterature on decentralization 1s unanimous in concluding that there must be basic
agreement on which functions ceatral government will continue to perform and which functions
will be decentralized to subnational levels of government. The experience in many countries.
however, suggests there is no single. correct assignment of tunctions. The big divide is over
whether local government 1esnonsibilities should focus on what are often thought of as basic urban
services -- solid waste collection and disposal. water. sanitation. streets. markets. transport
terminals. mass transit (in large cities). public order, civil record keeping -- or whether in addition
local governments should have important responsibility for education (at least primary education),
health and social safety net services. However, it is clear that decentralized systems evolve from the
simpler to the more complex.

In the previous section on Decentralization Options are several criteria for guiding
expenditure. In a short. checklist form, these are:

Revenue assignment follows expenditure assignment. Wallich notes that in Russia, there is a
cart before the horse situanon The most extensive work has been done with tax reform, developing
legislation to delineate revenue shares and revenue authorities for each level of government. “The
availability of revenue 1s dictating the disiribution of responsibilities among the different levels of
governments, rather than the other way around.™” The first principle of revenue assignment, then,
1s that revenue authority must be consistent with expenditure responsibility. As noted in several of
the individual country “model™ discussions. this principle has not yet been followed. More specific

"Wallich, Christine 1., Fiscal Decentralization: Intergovernmental Relations in Russia,
(Washingion, D.C.: World Bank. 1992), p. 5.
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Expenditure Assignment Guides

1. Public goods that cannot be provided efficiently by the private sector such as public
health regulation of sanitation and waste disposal and natural resource management
such as control of use of ground water resources (characterized by non-excludability,
non-divisibility. and unavoidability).

2. Natural monopolies like the utility services of water and sewerage.

3. Services whose benefits do not spill over beyond the local government's boundary

4. Politically salient services that it not provided by local governments could undermine
political stabulity.

5. A sufficient number of vicible services. including roles m settling disputes and other

“negouation’ roles so that the local government 1s seen by residents as a source and
locus of political authorny

Note: assigning responsibilities for services based on the checklist above does not automatically
mean the local government 1y also the producer. Local governments may provide the service by
contracting with private parties who produce the service.

guides for revenue assignments include:

5.2 Accountability Mechanisms Affect the Incentive Structure of Local Officials

Focusing on "assignment of responsibility and authority” alone will not ensure efficient and
effective systems. Specific mechanisms also must be established by which officials and managers
can be held accountable tor their performance. Mechanisms can be both administrative and
political.

5.3  Incentive Systems that Reward Performance of Local Officials

As previous sections of the paper have argued. most local officials in developing countries
do not view local government service in political, administrative and operational roles, as a viable
career or as an end. In part this is due to an inadequate monetary reward structure and in part to the
perception that local governments are merely administrative agents for implementing decisions
made at a higher level of government. As long as certral governments make the key decisions, and
also determine the reward structure. the incentives are likely to remain insufficient to attract and
retain quality local officials.

5.4 Visibility of Local Government Performance (results) to l.ocal Residents
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Revenue Assignment

1. Use beneficiary charges where the benefits of *he service can be identified clearly
with individual users. The greatest scope in most developing countries for improving
local government revenues 18 to charge service beneficiaries for the costs of the
service (water. solid waste collection and disposal. building inspections, permits for
construction, etc.).

to

Where benetits of a service are primarily to improve general health and welfare, such
as public health services which enhance income earming capacity. local governments
need some access to income taxation This usually is achieved not by authorizing
local income taxes. but by central government either financing the service or
transterring revenue to the local government. In the Philippines. the Internal Revenue
Allotment 1s a shared tax (via transter) that provides on a clear formula basis a stable,
predictable revenue source to local governments to enable them to provide health and
social services that benefit pnmanly residents’ well being and future earnings
capacity.

3. Where the benetits of a service primarily affect the value of private property. develop
a property tax system and/or property betterment levies and similar mechanisms to
capture the value added by local government services.

4, Use the intergovernmental transfer system on a tormula basis (as with the Philippines
IRA) to provide predictable revenues for local governments to provide those services
the central government determines are efficiently provided locally but for which local
governments cannot efficzently recover the costs through benefit/user charges, fees,
and property taxes or charges.

Most citizens 1n developing countries think of central government institutions as the most
important public sector influence on their daily lives. By and large. this is an accurate perception as
the services that affect daily lives at least in urban areas stll largely are cc “trolled by central
government institutions. Aside from the presence or absence of a service, there are very few visible
indicators of the quality. quantity and cost of services. Even to the managers, central or local
government. of basic urban services, there are very tew indicators of quality, quantity and cost
being collected and reported. The large increases in local revenue mobilization that have been
observed in most countries when revenue mobilization programs are put into effect are achievable
for only a short time 1f residents do not see a visible improvement in the quality or quantity of
services. and a quahty and quantity that matches demand for service.

While the presence or absence of a service. and severely poor quality are visible without any
effort to publicize. more subtle results of local decisions to change the quality or quantity will not
be visible. unless there 15 systematic communication of local government performance. Since local
officials are accustomed to seeing their reporting relationship upward to central government, rather
than downward to citizens are residents, overt communication strategies will be necessary to make
local government performance visible ‘o citizens. An example of an overt communication strategy
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Accountability Mechanisms

Electcral systems represent the ultimate democratic means of holding some public
officials to account. but depend on an interested and informed electorate. The
capability of citizeas to change government leadership when dissatisfied with
performance is the crux of political accountability, and electoral systems can
accomplish that. However. they are only a means. Even in the absence of electoral
systems. 1t local government officials respond to citizens demand and preferences,
then they are accountable Community groups and NGOs have proved capable of
changing public sector officials. and they are most effective when targeting their
pressure to local governmeni othicials.

Clear assignment of the specific responsibilitics of managers and operations personnel
means the orgamzation structure and the orgamzation of financial management
systems make it clear who is responsible for the services and financial performance
of specific departments or subdepartments Clear responsibilities makes 1t possible to
determine when pertormance is acceptable.

Performance measurement systems, important enough to be discussed shortly by
themselves. can act as a performance contract between residents and local officials.
Operational statements of the quantity and quality of output expected of departments
and subdepartments. and hence of their managers. are the first step in establishing a
performance measurement system. Further. accounting records that are sufficient to
enable evaluation ot the cost per umit and quality and quantity of service are
necessary to use performance measurement as an accountability mechanism. By
publicizing local government performance 1n terms of specific performance indicators,
local officials can be held to account more easily.

Peer pressure from community groups and NGOs who monitor local government
performance can be an effective mechanism to increase the accountability of local
officials.

Publicity. both adverse and positive. can serve as an accountability mechanism.
Checks and balances. in the local government case typically achieved by a local chief

executive and a separately elected legislative council is an effective accountability
mechanism.

1s the preparation of an "Annual Performance Report" that describes in language and charts
accessible to most residents the basic features of revenues and expenditures, sources for those
budget items. measures of the quantity and quality of services provided by local government,
comparisons with previous years. and if assisted by central government, comparisons with other
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Incentive Systems

1. The primary incentive for local officials is the degree to which they feel they are able
to make decisions independenty and to affect the local community without
interference from central government. Sufticiently clear scope for autonomous local
decision making acts as a performance motivator.

2. Command of resources 15 a performance incentive. Local officials are more likely to
view their work as mmportant the more resources they control. In the U.S.. the
introduction of general revenue sharing in 1972 (lapsed in 1986) was followed by
increased competition for local office as the availability of funds to carry out local
prejects increased. There is a downside 10 command of resources in that the
opportuniry 10 use public resources for private gain increases -- see discussion of
accountabilirv mechanisms in the previous section.

3. Salaries that are commensurate with the level and amount of responsibility, and that
are comparable to central salaries for similar responsibility. are essential to maintain
the incentive. and to discourage diverting public funds to private use. A national
salary standard for local officials can have both positive and negative incentives. It
helps prevent corruption in situations where local communities cannot exercise
sufficient control over local officials. On the other hand, it discourages
entrepreneurship and rewards mediocre performance the same as superb performance.

similar local governments.*

6. Conclusions

Material on decentralization as a result of the last decade's extensive efforts in perhaps a
majority of developing countries to decentralize some elements of their systems is not lacking. At
the outset of the paper. I identified public finance, political science. institutional economics and
sociology approaches to decentralization. All have had their influence, often by serving as advisors
to various governments considering or developing decentralization policies. Partly as a consequence
of the activities of international assistance agencies and technical advisors, and partly through
observation of other systems, decentralization programs thus have tended to focus on a few key
elements:

. Getting the expenditure and revenue assignments correct, especially focusing on the
intergovernmental fiscal system;

. Getting the political and administrative systems in place so that local governments
have sufticient autonomy:;

2 Hulton. Rita. Ronald W. Johnson. and Larry Schroeder, Performance Indicators for the
Local Government Sector, (Washington, D.C.: World Bank, Urban Development Division, 1994).
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. Getting incentives right so that individuals and institutions perform as expected and
desired:

. Fostering community participation and encouraging NGOs to become 1nvolved in
local government so that governmental systems adequately reflect citizen preferences.

As a consequence, this paper has focused on those elements in reviewing the literature and
practice of cecentrahzation. The least developed aspect of the Iiterature and practice of
decentralization 1s insufficient attention being paid to the role of the local government/city in
regional economic development.

Part of the lack may be explained by some antipathy toward the role of government in
promoting economic development. The specific role of infrastructure, some of which is in many
countries a local responsibility. in promotng e¢conomic development has been well addressed."
But a more general perspective on the relationship between decentralization and local/regional
economic development 1s still being shaped.

One element 1n that relationship 1s on the city as an economic actor in the global economy.
Focus on that concept has for the most part been restricted to very large cities. Neal Peirce's
Citistates™ suggests that large metropohitan areas. which with few exceptions spill over any one
single local government jurisdiction. increasingly are significant actors in the world economy. He
argues that even more than nauion states. large cities along with multinational corporations will be
key actors in the global economy. The ability of any citistare to play that role successfully will
depend on their ability to address three critcal barriers:

. Socioeconomic imbalance (Peirce. writing about American cities, refers to the gap
between wealthy suburbs and impoverished center cities) between the rich and the
poor living in close proximity. In many developing countries it is in part wealthier
urban neighborhoods and poor peri-urban areas:

. Physical sprawl, cities spreading out over large land areas creating environmental and
economic weaknesses. Sprawl adds to the cost of fucilities such as capital-intensive
infrastructure. adds to environmental degradation by destroying forested areas and by
increasing use of energy. and making economically viable exchanges within the
urban area much more expensive:

. Ineffective governance. Problems spill over existing jurisdictional boundaries,
especially the larger the urban area. but true even for small towns and surrounding
villages. Attaining an “‘area-wide” perspective on governance issues and acting in

2! Schwartz, ] Brad and Ronald Johnson, Maximizing the Economic Impact of Urban

Water Supply and Sanitation Investments, (U.S. Agency for International Development: Water
and Sanntation for Health Project, 1991).

22 Pewrce, Neal R., Curtis W. Johnson and John Stuar( Hall, Citistates: How Urban America
Can Prosper in a Competitive World, (Washington, D.C.: Seven Locks Press, 1993).
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concert across an entire local area regardless of the official jurisdictional boundaries
is almost impossible.

Peirce's focus 1s the United States. and it is large urban areas. A somewhat similar theme,
but more international in focus. is Kenichi Ohmae's End of the Nation State.” Ohmae argues that
there are four reasons for the decline of the economic role of the nation state:

. The easy mobility of capital across national boundaries, with limited ability of
governments Lo control that capital mobility:

. The increased ability of corporations to disperse management, production, marketing
and sales to widely separate points on the globe:

. The increased ability of consumers to demand. and to satisfy demand, products
tailored to their tastes and budgets: and

. The increasing access through communication technology to information.

These trends identified by Peirce and Ohmae are easier to relate to large cities, and more
difficult to relate to countries with few or even no large urban agglomerations that are potentially
serious economic actors on a global scale. But the elements are applicable to cities anywhere in the
world, and scme aspects seem applicable to even smaller cities “nd towns. While to relate these
issues for smaller towns to their participation in the global economy may seem grandiose, the
perspective that even a small urban area cannot effectively support and stimulate a local economy
for its participation in the larger regional economy can impact on designing a decentralization
prograin.

What are the implications for a decentralization program. especially in a limited economy?
One element. missing in most of the decentralization literature and in the practice, is to consider the
units to which authonty and responsibility is to be decentralized as natural economic and social
entities as opposed to thinking only of legal jurisdictions defined only by preexisting boundaries
and other legal standards. For example. does it make sense to focus decentralization effort on a
town or city whose official jurisdictional boundary encompasses perhaps only fifty to sixty percent
of the population that interacts economically and socially on a frequent basis? Might it not make
more sense to design a decentralization program that treats as a focal point towns/cities and their
surrounding economic zone.”

The 1nset box on the following page suggests foci of activity for incorporating a local
economic development focus in a decentralization strategy. These are not instead of the other
elements of a decentralization strategy discussed throughout the paper, but are complements to help

2 Kemchi Ohmac. The End of the Nation State: The Rise of Regional Economics, How
New Engines of Prosperity are Reshaping Global Markets, (New York: Free Press, 1995).

24 Rondmell, Dennis, Secondary Cities in Developing Countries: Policies for Diffusing
Urbanization, (Beverly Hills, Calif.; Sage, 1983).
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remedy a weakness in 1nany decentralization programs. Some surprises might emerge from
incorporating these additional elements. One could be the definition of what constitutes a
decentralized entity to whom new authority and responsibility are to be devolved changes. Another
could be the assignment of functional responsibuilities that might otherwise have been left to central
government. For example. Chile's decentralization program decentralizes functions that most
developing countries have felt were critical national government responsibilities -- education and
health. Some might argue that education 1$ too vital to national economic development to be left to
chance at the hands of local jurisdictions. However, Chile seems to have hit upon mechanisms that
help finance education and help ensure its quality. while still devolving 1t to local administration.
Initial evidence seems to be that local institutions feel they have a large stake 1n making sure that
their local residents are well prepared to enter the workforce and to be competitive with other
regions of tie country.

While the subject of local economic development 1s not new. there is as yet limited linking
between perspectives on local economic development and decentralization. The following insert is
an initial outline of several additional activities that may be included 1n a decentralization strategy
development that hopetully will generate experience and insights into this linkage.

Elements of a Local Economic Development Component of Decentralization Strategy

l. Decentralize to the level at which it 1s possible to influence the local economy as
opposed to decentralizing automatically to a historically determined local jurisdiction
that probably does not have authority over much of the local economic zone. One
might accomplish this by defining the local jurisdiction as coterminous as possible
with a natural economic and social zone. Identify economic exchange patterns, social
exchange patterns, and attempt to establish an authority such as official town/city
boundaries or a multi-town/village authority that can act for the economic and social
zone. Other alternatives include developing incentives for several historically defined
jurisdictions to act collectively in pursuit of economic and social goals that are
appropqate for the local region.

2. Develop assistance strategies to these new local entities that help them identify their
comparative economic advantages and their economic and human resource base that
enables them to participate in the larger regional economy.

3. Assign authority and responsibility for functions to these new entities that can be
managed locally, but more importantly are vital to these entities' ability to develop
their economic viability.

4. Develop assistance strategies and incentives that help local officials recognize the
linkages between how they perform their newly assigned functions and the economic
viability of their jurisdiction. Concomitant strategies for working with community
grougs. informal organizations. NGOs and so forth to develop the same perspective.
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DECENTRALIZATION

APPROACH

STRATEGIES

TOOLS

Focal governments allowed some debt tinanang

None Central command and control Nationa'  aas

Admuustrauve Create Tegal entity of ity Ceatral duedt construction of infrastructure
Central >wernment appoints local oftieials Central transters to local for ughtly controlled
Acagn some tunctional tesponsthihiies to local governments (such as puiposes te e categotical grants)
O&M o1 taahties bt by central)

Financial Focal gosernments maease o n soutce tevenues Revise central covernment tansfers to allow moge

local dincrction (e w L block grants)
1 oeal taves, Tocal authonty o setates and user

charges

Political and csvil soctety

Focal election ot otficials, but often sult ted to national party slates
Independent focal selection of candidates and local eleenien

Increase number of actors partiapating i tocal gosernment, local
affairs

Greater Tocal contiol over form and stiuctute of local goverament, and
the responsibilities performed by local government

Increase accountabulity of local officials to comnmumity

Flectotal tetorm

Fncourage NGO'sand other community groups”
participation m focal government

Fncouage media tepotting on local government
1sstes

Pocal government increases (e education
activities, publish the budget, prepare annual
repotts

Develop lodal governaent petformance measures
and make perfcrmance informatton available to
media and public

Lconomic development

Local government becomes a hey actor m regronal economic
development

Sech competiive advantage, nsches 1 the regional cconomy (global
ecenomy for large cities)

Econarue development has higher priority than most other prionties

Strategie planmng

[ocal govarnment worhing with business groups
I ocal governments establish collaborative
reletionships with surroundeg other local
governments, villages, communities

Sustainabily

I ocal government becomes kev actor 1n environmental sustamabulsty
participating 1n creating a balance between resource use/exploitation
and fesource tenewal and conseryation

Local remedies for environmental degradation, promote movement
toward less resource mtensive economic activities

Increase operational etficienaes to reduce waste

(e g, reduce unaccounted for water)

Use meentives for private parties to reduce
enussions, other pollutants

Assist private sector i adentifying environmentally
sustamable piocesses and practices
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The matrix describes five "phases” or stages in decentralization. preceded by "none" - or a
completely centralized. command and control system. Following "none", column 1 lists tive
different "approaches” w decentralization -- administrative, financial, political and civil society,
economic development and sustainability. Use of the terms phase or stage implies that countries
go through these approaches in a sirict sequence. That would exaggerate experience arovnd the
world However, there is enough experience to suggest that some countries do start with fairly
simple "administrative decentralization” in which local governments are given some formal status,
the central government retains control over appointment ot local officials. and some functional
responsibilities are assigned to local governments. but the central government still retains control
over most tunctions.

This administrative decentralization 1s often followed by a financial emphasis in which local
governments are given greater authority to raise their own revenves and the emphasis is on
increased revenue autonomy from central government.

The third phase 1s political and civil society reforms where greater local control over the selection
and retention of local officials. increased citizen participation and sc forth are emphasized. Some
countries may even "stage” through various phases of political reform. For example some
countries may introduce local election of mayors and councils, but only through inclusion of local
officials on a national slate where ciuzens vote strictly for the party. A more decentralized and
potentially more participatory reform 1s local selection of candidates and election of individuals
independent ot a national party slate.

The fourth phase 1s when local governments become much more recognized, and see themselves,
as actors in their own regional (and n the case of very large cities. the global) econormy. Local
governments undertake focused economic development activities 1n this phase. Sometinses this
economic development is the highest priority objective. without regard to environmental
conditions and consequences.

The fitth phase we have labeled sustainability. The local government moves beyond a narrower
definition of economic development and focuses on long-term sustainability, often involving a
balance between exploitation of regional resources and replenishment strategies. Local
governments also become more sensitive to operational efficiencies. decreased resource usage in
delivering services. improved operation and maintenance is seen as important as additional capital
works, and so forth.

Column two in brief fashion outlines the main strategies employed during each phase or
decentralization stage, and the third column shows some of the tools used to implement the
strategies.

The matrix should not be taken literally as a sequential phasing everyone has to go through. On
the other hand. it is unlikely that local governments who have little autonomy in terms of
selection and retention of local officials. little own-source revenues or control over revenues, or
little room for active citizen participation could "jump” to being a key actor in local economic
development. much less toward policies and practices that promote long-term sustainability. We
are asserting in the matrix that each successive "stage" implies that most of the features of the
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previous stages also are present. Of course. a decentralization program could undertake to
incorporate simultaneously financiai, political and civil society, and economic development
aspects. We have not worked through all of this yet. but our judgement based on our experience
is that going directly from a highly centralized sysiem to one incorporating most of the features
of financial. political and civii society, and economic development would have many more
failures that successes among a country’s local governments.
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