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THE CHALLENGE OF LOCAL GOVERNMENT

FINANCING IN DEVELOPING COUNTRIES

FOREWORD

Cities are assets, solutions and drivers of economic and social dcvelopmcnt. Cities possess hugc untappecl
cconomic potcntial that can and should be lcvcragcd to create wealth and economic opportunities for all. This
requires good urban planning that supports urban compactness, integration, and connectivity. However, even
the best urban plans risk cnding up unused if tlle are not accompanicd by financial and regulatory strategies
for implcmcntarion. Stratcgic public investments must go hand in hand with strategic funcling mechanisms and

supporting govcrnancc SyStCITlS.

Currcntly, many local governments in dcvcloping countries face the ncar—impossiblc task of funding the
infrastructure and services rcquircd to meet the basic needs ofgrowing urban popularions, while forward-looking
capital investments are not possiblc for financial reasons. Local financial management frcqucntly suffers from
lacl(ing tcchnological infrastructure and capacity, and opportunities for revenue gencration are often restricted l)y
inadcquatc rcgulatory frameworks or disadvantagcous political structures. Lagging public-scctor spcnding takesa
toll on urban eﬁiciency and local economic activity, creating a vicious cycle of budgetary shortfalls, choking urban

conditions, and economic stagnation,

However, strategic governance and ﬁnancing systems can providc hope for struggling local governments.
There are opportunities for matching local needs with institutional frameworks and revenue-gencration tools.
Appropriatc financial management can tap into strategics that improve cH:icicncy of revenue collection, win
public support, capitalize on urban and regional economies of scale, curb land spcculation and sprawl, incentivize
cconomic activity, and improve urban allordability for the poor. The rcsulting budgctary improvements can
allow municipalitics to make strategic investments in their cities, stimulating avirtuous cyclc ofgrowth, revenue

generation, ’rlllCl prosperity.

This rcport — an outcome of an expert group meeting held on the challcngc of local government ﬁnancing7 in
dcvcloping countries — documents both the cliallengcs and solutions related to the ability oflocal governments to
mobilize revenues from local resources. The report also identifies successful governance mechanisms for efficient
and cquitablc provision ofpublic services in mctropolitan areas of dcvcloping countries, and shares experiences
and methods to mal(ing public service provision more viable in peri«urban areas of large cities and in smaller urban

centres Of tl”lCSC countries.

Dr. Joan Clos
Exccutive Director of UN-Habitat
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e ee

Local authorities in all parts of the world piay an increasingiy
important role in the deiivery of fundamental basic pubiic
services. But authorities also face grear challenges. Most local
authorities in deveioping countries are facing increasingiy bigger
chaiienges as a result of rapid and chaotic urbanization and due
to the impacts of frequent natural disasters caused by climate
changei The recent giobai financial and economic crisis has

furti’ler aggravated thCSC chaiienges.

The fundamental problem confronting most local authorities,
especiaily those managing cities in deveioping countries, is the
widening gap berween the availability of financial resources and
municipai spending needs. One of the main reasons for this
increasing fiscal gap is the rapid growth of urban populations,
which creates an ever-increasing demand for public services, new

pubiic infrastructure, and its maintenance.

Most cities in developing countries depend mostly on central
government transfers, with lesser revenues derived from property
taxation and service charges. The more lucrative sources of
revenue potentially suitable for financing urban arcas, such as
income taxes, sales taxes, and business taxes, continue to be
controlled by the central governments. Where local authorities
arc able to derive revenues from property taxes and service
charges, meaningfui tax increases are sometimes refused or
deiayed by central governments for fear of eroding poiiticai
support from the urban population; or even rejected by the local
authorities themselves for fear of poiiticai backlash from local
taxpayers. In most countries, there are huge vertical imbalances
at the subnational level in terms of sharing responsibilitics
and available fiscal resources. Stated diFferentiy, many central
governments refuse to pay the poiiticai and financial costs of the

decentralization of roles and responsibilicies.

With contributions b_y Jorge Martinez«\/asquez, Gulelar Kebede and Ananda Weliwita

In addition to addressing vertical fiscal imbalances, two other
important factors could signiﬁcantiy contribute to a more
efhcientand equitable delivery of public services: (a) introducing
more responsive and accountable governance practices and (b)
ensuring that pubiic service provision becomes more viable in

peri-urban arcas and smaller cities and towns.

D R I I R R I I N I I I I I AT

Cities are assets, solutions and drivers
of economic and social development.

D A I I I I I I A A A A Y

UN-Habitar, wich the financial support of the Barcelona City
Council, held an Expert Group Meeting (EGM) on 25 and
26 June 2014 in Barcelona to review the conventional wisdom
and practices, and identify gaps, policy options, and capacity
issues relevant to addressing the chaiienges mentioned above.
The overall purpose of the EGM was to better understand
the key clements and processes needed for local authorities to
effectiveiy use various ﬁnancing mechanisms to impiement city
extension pians and urban deveiopment projects. While these
plans and projects arc urgently needed to accommodate growing
urban popuiations, they cannot succeed without the backing of

financial and reguiatory strategies.

Some 40 experts and practitioners, inciuding local government
officials, participated at the conference. The conference was
organized around four themes: (a) Political cconomy challenges
facing urban authorities in generating revenues from within,
and solutions to these chaiienges; (b) Chaiienges in the use of

various mechanisms for mobilizing financial resources for urban



dcvclopmcnt and solutions to these challcngcs; (c) Innovative
governance mechanisms and institutions to support the efficient
and cquitablc provision of public services in mctropolitan
areas; (d) Public service provision in pcri—urban arcas and small
towns in dcvcloping countries. Each of the four themes was first
introduced by a formal presentation by international experts
and then followed by discussion of several case studies with
participation of the entire audience. The experience of the City
of Barcelona spanning over the past 30 years was included among
the prcscntcd cases. This reportpresents the four papers thatwere
prcparcd to frame and guidc the discussion on the four themes.
The report closes with a summary of the kcy messages in cach of

tl’lC four thcmatic papcrs.

Back to basics: Understanding

revenue sources and assignments,

and the reform process

For a viable and rcsponsiblc fiscal future, cities in dcvcloping
countries must make use of signiﬁcant sources of tax revenues
as well as non-tax revenues collected through user charges and
fees. Sufficiency of own revenues is the key to a city’s improved
ability to deliver necessary goods and services and to betrer
accountability of local officials to their constituents. Own
revenues  should  be complcmcntcd by intcrgovcrnmcntal
transfers to address differences in cxpcnditurc needs and
fiscal capacity across citics; and also for cities to support the
implcmcntation of central gOVErNmMENt programmes. In order to
chcctivcly address the challcngc of mobilizing adcquatc financial
resources, urban authorities in dcvcloping countries should
consider using mechanisms such as municipal bonds, bank loans,
municipal dcvclopmcnt funds, funds from institutional investors
(such as pension funds), corporate bonds, equity markets and

public—private partnerships (PPP).

THE CHALLENGE OF LOCAL GOVERNMENT
FINANCING IN DEVELOPING COUNTRIES

Borrowing from capital markets is an alternative way to
mobilize financial resources for municipalitics. Yet in order to
borrow, cities must first demonstrate that thcy are crcditworthy,
Creditworthiness is the dctcrmining factor used by investors
and banks to assess the risks involved in lcnding to municipal
governments. A municipality’s creditworthiness dcpcnds
csscntially on the availability of sufficient own revenues and on
the stability, prcdictability and unconditionality of (at least some)

intcrgovcrnmcntal grants.

The paper on Mobilizing financial resources for public service
dclivcry and urban dcvclopmcnt, prcparcd and prcscntcd by
Professor Jorge Martinez-Vazquez, provides an overview of both
conventional and new sources of local government ﬁnancing,
concentrates on the important role of chargcs and fees in
dcvcloping countries city budgcts, and addresses questions such
as: what are the most suitable sources of tax revenue for cities in
dcvcloping countries? What chargcs and fees can increase to
become a more mcaningful part of city budgcts in dcvcloping
countries? What are the ideal propertics of intcrgovcrnmcntal
transfers to facilitate revenue autonomy and financial adcquacy
of cities? What are some of the mechanisms available for cities
to access private sector capital and other external sources of
finance, to allow implcmcntation of their urban dcvclopmcnt
and infrastructure plans? What can be done to facilitate
borrowing from capital markets by urban authorities? What are

the necessary institutional and lcgal reforms?

By providing a snapshot of the available tax and non-tax sources,
transfers, grants and borrowings, the paper builds a common
undcrstanding7 of the principlcs, finance instruments, and reform
processes relevant to cnhancing the local revenue and finance

conditions of cities in dcvcloping countries.

Local authorities in all parts of the world play an increasingly important
role in the delivery of fundamental basic public services. But authorities

also face great challenges.
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The dynamics of political economy:

A key condition determining the

success of reform

Rcforming municipai finance is not casy. Pcrhaps the most
signiﬁcant chaiicngcs facing financing of urban authorities in
dcvcioping countries are related to poiiticai cconomy issucs.
These issues are critical to undcrstanding the consistent refusal
of the central government authorities to decentralize signiﬁcant
tax revenues, as well as the common refusal of local authorities to

adcquatciy usc thC rax revenuc authority tile are grantcd.

Localauthorities need the capacityandpoliticalwiil toimpicmcnt
reforms. Additionally, thcy should generate poiiticai support
among, urban constituents to introduce the necessary icgai
and institutional changcs with the aim of generating increased
revenue through greater tax rates, improvcd tax collection and
reduced tax evasion. Moreover, central governments should offer
municipal authorities more financial autonomy to restructure
their tax bases and greater jurisdiction over revenue collection.
These measures require conviction and commitment — thcy
cannot happcn in a vacuum, but are shapcd and influenced
by the poiiticai cconomy dynamics and the realities of cach
country. In that sense, each situation is unique and the reform
process and design should be adjusted to reflect local and

national circumstances.

charding the poiiticai cconomy of raising local revenues, a series
of questions arisc. Whatareas of the poiiticai cconomy dynamics
affect municipai and urban finance? How have poiiticai economy
issues interacted and affected the reform process in different
countries? Whoare the kcy stakcholders and forces piaying inthe
reform process? What are some of the successful experiences of
tax revenue decentralization in dcvcioping countries? What are
some of the successful experiences oflocal revenue enhancement
through a greater utilization of tax revenue authority? What are

ti’lC d[’iVCI’S or factors OFSUCCCS&>

For a viable and responsible fiscal
future, cities in developing countries
must make use of significant sources of
tax revenues as well as non-tax revenues
collected through user charges and fees.

The paper Urban government revenucs: Political cconomy
chaiicngcs and opportunitics written and prcscntcd by Professor
Paul Smoke, addresses these questions. Political cconomy
chaiicngcs are quite diverse and range from the interference of
national-level poiiticians and burcaucrats to local-level poiiticai
cconomy dynamics invoiving elected members of local councils,
municipai staff and citizens. Various actions and interactions of
these poiiticai actors influence the effectiveness of local revenue
reform and fiscal decentralization. Some of these chaiicngcs
could succcssfuiiy be addressed by urban authorities, while others

require national-level action or support.

The governance dimension with

a focus on metropolitan areas

The quaiity of governance is one kcy aspect that promincntiy
arises from discussions on the reform agcnda and the poiiticai
cconomy issucs facing local governments  in dcvcioping
countrics. This theme in itself calls for a separate EGM. The
group chose, duc to the importance of this theme to national
cconomies and urban aggiomcrations, to focus the discussion
on governance in this present EGM on metropolitan areas. In
mctropoiitan areas, different tiers of government and numerous
pubiic enterprises are typicaiiy involved in the provision of pubiic
services. Mctropoiitan areas usc various governance approachcs

in the provision of pubiic services: some follow jurisdictionai



fragmcntation arrangcments Wl]ilC Otl]CrS usc functionai
fragmentation. In some cascs, tllC metropolitan governments

take full responsibility for the provision of pubiic goods.

Metropolitan areas in developing countries often have a mix of
relativeiy Wealtliy areas and poor areas. Therefore, if efficient and
effective pubiic service provision were limited to wcalthy arcas
where taxes are generated (speeiﬁcaliy property taxes), this would
lead to growing disparities in the level of service provision across
the city. Investments in road networks and transpore, as well as
other public infrastructure that service the entire metropolitan
area, typically require a concerted effort and coordination
among the different actors. This makes governance and ﬁnancing
in metropolitan areas inseparable. Effective implementation
requires insticutions and governance mechanisms that will enable
local governments to mect the growing demand for urban
service provision, support the economic competitiveness of
metropolitan areas, and ensure equitable provision of services to

all constituents rcgardiess oflocation.

The paper Innovative governance approaelies in metropolitan
areas of dcvcloping countries written and prcscnted by Professor
Enid Slack, examines these issues and highiights the different
governance approaciies used internationally to finance efficient
and cquitabic pubiic service provision and urban dcveiopmcnt
in metropolitan arcas. More speciﬁcally, Professor Slack’s paper
examines strengths and weaknesses of various governance
mechanisms in terms of the efficient and cquitabic provision of
pubiic services in metropolitan areas in developing countries.
The analysis uses standard criteria for evaluating different
metropolitan governance models, ﬁnding that there is no singic
model that stands out above the rest and therefore can be
applied everywiiere. The national and local context is critical to
understanding the success of difterent models and mechanisms.
The paper also highlights that most countries would benefit
from some form of regional structure, referring to metropolitan
governance that both addresses rcgionai issues and is able to

adequateiy responds to lOCQ.l concerns.

THE CHALLENGE OF LOCAL GOVERNMENT
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Enter scale: How can small municipalities
and towns finance urban services?

One of the challenges that large urban governments and
metropoiitan arcas face is the growth of popuiation in their
peripheries and city extensions. The probiem of extending
services to peri—urban arcas touches on both governance and
technical issues, cspcciaiiy related to economies of scale in public
service delivery. Certainly, the issue of scale is also a chalienge

facing small municipalities and towns outside metropolitan areas.

In the case oi-large urban governments, there are often signiﬁcant
difterences in the level and quality of publie services provided in
different areas of the city. In most dcvcioping countries, these
difterences take form in the inferior provision of pubiic services
inthe periplieral arcas. Chaiienges arise from the lack of sufhcient
infrastructure for ncwiy incorporatcd areas, which are associated
with fast growth in reeentiy migrated populations often
characterized by low levels of skills and education, as well as with
the lack of adcquatc liousing. The presence of crime and urban
gangs turther compiicates the improvement of service provision
in these areas. Additionaily, there is evidence that in iarge local
authorities, poiicy—makcrs have a tcndcncy to target poiicies o
satisfy the needs of certain groups while they are less inclined to

PI’OVidC publie gOOdS to ()tl’leS.

International experience shows varying rates of success in
addressing problems triggered by the urban periphery, and where
efforts have been successful thcy are highiy spcciﬁc to both the

context OftilC governance and tl]C [ypﬁ and nature Of[llC service.

Adequacy of own revenues is the key
to an improved ability to deliver
needed goods and services and to a
better accountability of local officials
to their constituents.
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A parallel issuc is that of smaller government units surrounding
largc mctropolitan areas. This issue has a different nature. For
cxamplc, there is clear evidence that the size of local government
influences the dclivcry cﬁ:icicncy of public services. While
cconomic tlicory Suggeses thatcities with largcr local government
units can enjoy economies of scale, very largc local government
units tend to experience diseconomies due to inefficiencies
associated with largc bureaucracies. Moreover, there is evidence
to suggest that smaller local authorities cnjoy greater political
accountability and are more efficient in the provision ol‘public
goods. Yet other evidence suggests that smaller local authorities
are associated with more corrupt behavior by government
ofhcials. This, of course, does not imply that local authorities

Sl’lOLIld l)ccomc largcr asa stratcgy to promotc gOOCl govcrnancc.

The issue is complcx and raises a range of practical questions:
What are the most effective ways to improve service dclivcry in
these smaller, pcrhaps too small local governments? Should thcy
be cncouragcd to be amalgamatcd with largc units? Or can thcy
associate with other local governments to address scale issues? Is
contracting with private providcrs the solution? Across urban

areas in dcvcloping countries, day«timc population is different

than the resident populationi But day—timc population also uses
pul)lic services. What mechanisms can local authorities use to
generate additional revenue from the day—timc population?
What would be a fair sharing of tax resources between the placcs

Ol:I'CSidCI]CC and tllC placcs Ol:VVOI'l(.}

The paper Structuring service dclivcry in small urban areas
prepared and presented by Professor William Fox sheds light on
these issues and questions. The paper discusses various strategics
toimprove viability of public service provisionin pcri—urban areas
of largc cities and in small urban centres in dcvcloping countrics.
It reviews the city government size variation around the world as
wellas problcms withlocal resource mobilization and the inability
of pcri—urban areas and small cities to producc appropriate levels
of public services due to poor revenue structure and institutional
incfhciencies. It also examines the determinants of an efhicient
government size, and evaluates the implications of economies
of scale for local government service dclivcry. Professor Foxs
paper identifies alternative means of achicving efficient service
dclivcry in pcri—urban areas of largc cities and small urban centres

in dcvcloping countries.
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MOBILIZING FINANCIAL RESOURCES FOR PUBLIC
SERVICE DELIVERY AND URBAN DEVELOPMENT

Jorge Martinez-Vazquez, Professor and Director of the International Center for Public Policy
Georgia State University, Atlanta, Georgia, United States.

INTRODUCTION'

Local governments around the world incrcasingly play kcy roles
in the dclivcry of basic public services and in the provision of
public infrastructure necessary for business dcvclopmcnt. These
roles of local governments are dcvcloping against a backdrop of
multiplc challcngcs in the global arena including environmental
and natural resource crises, increasing urbanization, and growing
backlogs of infrastructure demands, all of which are lil(cly to

aggravate the financial difficulties faced by local governments.

In order to fulfil their mandate in a ﬁscally rcsponsiblc manner,
local governments in dcvcloping countries must have signiﬁcant
sources of own tax revenues as well as non-tax revenues collected
from user chargcs and fees. Adcquacy of own revenues is the
kcy to both a city’s improvcd ability to deliver necessary goods
and services, as well as to better accountability of local officials
to their constituents. Own revenues need to be complcmcntcd
by intcrgovcrnmcntal transfers to address differences in
expenditure needs and fiscal capacity across cities, and also for
cities to support the implcmcntation of central government

programmcs. In OI‘ClC]T to CH:CC[lVCly addrcss [l’lC cliallcngc Of

mobilizing adcquatc financial resources, urban authorities in
dcvcloping countries require ﬁnancing instruments for capital
infrastructure dcvclopmcnt. These involve a mix of capital grants
and borrowing from different sources. Systcmic sbortagcs in all
these conventional revenue sources have led local governments
around the world to ty innovative sources of ﬁnancing, ranging
from instruments to capture increasing land value associated with
capital infrastructure construction to the involvement in joint
ventures with the private sector in PPP. The main objective of this
paperis to providc a syntlictic review of all conventional and new
sources of local government ﬁnancing to serve as a reference for
field practitioners dcsigning and implcmcnting local government

dCVﬁlOPmCHt programmcs.

The rest of the paperis organizcd as follows. In the first section we
review the rationale and importance of dcvcloping own revenue
sources, as well as the best-suited sources of tax revenues for cities
in developing countries. We also look at the potential important
role of charges and fees in bccoming a more mcaningful part

of city budgcts in dcvcloping countries. In the second section,

"This note, in some parts, draws bcavily onsome ofmy previous work (Martinez-Vazquez, 2008 & 2014).



we review the most desirable properties of intcrgovcrnmcntal
transfers to facilitate revenue autonomy and financial adcquacy
of cities. In the third section we describe some of the different

mechanisms available for cities to access private sector capital

THE CHALLENGE OF LOCAL GOVERNMENT
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and othcr cxtcrnal sources Ol: l:li’léli’lCC to implcmcnt tllCir urban
ClCVClOPmCI’lt and infrastructurc PlElllS. In ti]C fourth section we

OH:CI' a summary ancl COHClUSiOl’lS.

TAX AND NON-TAX OWN SOURCE REVENUES

The two main functions of revenue
assignments: Not only revenue but

also accountability

[t is worthwhile to clarify the importance of dcvcloping own
revenue sources, understood as those for which jurisclictions
l”l(lVC somce autonomy to mo(lify, at tl’lC subnational lCVCl. ()VVI’I
revenue sources, including tax and non-tax instruments such as
feesand cliargcs, bring adcquacy in ﬁnancing, butso do transfers.
ﬂlLlS, Wl’ly SilOLlld wce l)Otl’lCI' dCVClOPiDg own revenuc sources,
cspccially when, as we sce below, there is so much reluctance ro

use tilCl’l’l at lZ)Otll tllC ccntral ancl subnational lCVClS?

The kcyconccptisthatownrcvcnucs uniquclyoﬁcran clementof
horizontal accountability of public ofhicials to their constituents,
on the revenue side of the budgct. This accountability is
fundamental to create a fiscal culture of cxpcnditurc cﬂ:icicncy -
not wasting resources and providing what is needed and wanted
by local residents, and of fiscal rcsponsibility - providing limits
to an otherwise unabridgcd appetite for public spcnding with
continuous pressure for more central transfers and/or public
debt. The international experience also shows that highcr levels
of tax autonomy at the subnational level are associated with a
signiﬁcant number of other virtuous eftects for decentralized
systems, including notably improvcd macrocconomic stability,

ovcrall thth govcrnancc and lO\’VCf corruption lCVClS.z

This message is crucial to an undcrstanding of the rationale
and to justifying the considerable effort that accompanies any
revenue assignment reform. If we are to achieve the benefis
of increased accountability, spcnding cﬂicicncy and fiscal
rcsponsibility —which again cannot be delivered by asubnational
ﬁnancing system dominated by transfers and revenue sbaring -
we must focus on what is unique to revenue assighments. This
is the discretion that subnational governments should have in
collccting their own revenues. It is this rcsponsibility that creates

alink with accountability.

Yet political economy issues can hamper the
use of own revenue sources

As strongly cmphasizcd in another paper at this conference
by Professor Paul Smoke, commonly present incentives lead
many countrics to make a low use of own sources. In particular,
central governments arc reluctant to devolve taxing powers
for tear of having to compete with local governments for the
same tax bases and/or fear oflosing control of fiscal policy. At
the same time, local authorities tend to be reluctant to take on
the rcsponsibility of mal(ing politically unpopular decisions
to raise their own taxes. Revenue sharing and other forms of
intcrgovcrnmcntal transfers come out as the winners and the

most prcfcrrcd solution for l‘inancing subnational governments.

* Ironically, ministries of finance are often oppoxcd to granting greater subnational revenue autonomy for fear olrlm‘ing7 macroeconomic control.
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If effective fiscal decentralization requires
meaningful revenue autonomy, which taxes
should be allocated at these levels? How
much revenue autonomy is needed?

These two questions amount to what is known as the tax
assignment probicm in pubiic finance. ? Answcring the second
part first, different rules have been used but a wcii-acccptcd
one is that the degrec of revenue autonomy should allow the
wealthiest subnational governments — those with the iargcst tax
bases — to finance most of their Cxpcnditurc rcsponsibiiitics with
own revenues. This means that rciativeiy poorer subnational
governments will be in need of receiving central government

o)
transfers to cquaiizc their ability to providc adcquatc services.

The answer to the first question — which taxes should be
allocated to subnational governments — is more compicx, it
we want to understand the full rationale. The classic answer to
taxation at the subnational level has been the benehie principic:
those that use the service should pay for its costs. The power
of the benehie principic is that at least in thcory it tells us how
services should be priccd, who should pay for them, and how
much of the service should be providcd. That could answer
our question. However, the power and simplicity of the benefit
principic, when put in pi‘acticc, are rapiciiy reduced by the
compicxity of institutional intcrgovcrnmcntai arrangements (as
cmphasized in the companion paper by Enid Slack) or by the
difficuldiesin idcntifying the users of aservice. In addition, Cquity
considerations — the different abilities of various jurisdictions or
individual users to pay — or even the existence of externalities
across jurisciictions, turther limit the practicai appiication of
the benehic principic. Therefore, the chaiicngc is to find rax

instruments that would make the benefit principie operationai.

In practice, the impicmcntation of tax autonomy requires that
we address two questions: (a) What type of revenue autonomy
is desirable? (b) What kind of tax inscruments should be used to

PI'OViCiC ti]’dt rax autonomy?

What form of tax autonomy is desirable?
With respect to the form of tax autonomy, four dimensions are
typicaiiy looked at: * (a) Who selects the taxes to be used by
subnational governments? (b) Should tax bases be exclusive to
cachlevel of government or could thcy be cohabitated by several
levels? (c) Which level of government should icgisiatc on tax
base and tax rate? And (d) what level of government should
administer the tax?

(a) With respectto the selection of taxes, there are good reasons
to partiaiiy limit the abiiity of subnational governments to
introduce taxes and levies. > Two gcncrai approachcs are
followed: an open list of taxes from which - with general
limits and restrictions — subnational governments can
choose; or a closed list of allowable taxes determined at
the national level from which subnational governments
can make their own selection. Even though a closed-list
approach is more restrictive in terms of autonomy, it may
be preferabic because it can avoid the introduction of
highiy distorted taxes or nuisance levies i)y subnational
governments  Or the fragmcntation of the national
domestic market. The choice ofapproach is often spcciﬁcd
in the constitution. Closed lists are used more ﬁrcqucntiy in
unitary systems ofgovcrnmcnt. Opcn lists arc used in some
tederal systems. However, a number of federal countries
(suchas India, Pakistan or Switzerland) also clearly delincate

what taxes can i’)C U.SCd at diffcrcnt iCVCiS ofgovcmmcnt. o

For further discussion sce, for example, McLure (1998), Bird (2000), Martinez-Vazquez, McLure & Vaillancourt (2006), Martinez-Vazquez (2008 & 2014), and Martinez-Vazquez &

Sepulveda (2011).
" See Musgrave (1983), Boadway (1997), or Bird (2000).

> Evenin the United Stares, probabiy the most liberal system rcgar(img these matters, the Constitution pmiiibits the states to use any internal tariffs for domestic trade.

gocds, this hasled to signiﬁcant difficultics in the imp]cmcnmtion of functional VATs.

Where those choices have not been up(iatcci inmany decades, such as in India and Pakistan where the federal ZOVEINMENLS Can tax services but Oniy the subnational ZOVErnMment can tax



(b) charciing whether the base of spcciﬁc taxes should be used
cxclusiveiy by one level of government or whether several
levels of government can usc these bases simuitancousiy:
Cohabitation has the advantagc of providing subnational
governments with more choices and mcaningfui sources
of revenue, which may otherwise be monopoiizcd by the
central government. It has the disadvantagc of introducing
vertical tax externalities due to the fact that one level will not
typicaiiy take into account the impact of its poiicics on the
tax base and revenues of the other level of government. In
the international experience, when an open«iist approach
is chosen, it is gcncraiiy the case that cohabitation of bases
is allowed. In fact it is often the case that the selection of a
closed list is made prccisciy to eliminate cohabitation of tax
bases. All things considered, it appcars thata hybrid approach
ofa closed list aiiowing for the cohabitation of tax bases may

bC prefcrrcd. 7

(c) The next step in the dcsign of tax autonomy is to assign
authority to changc the structure of the tax bases and tax
rates. In gcncrai, autonomy to define tax bases is much
less desirable than autonomy to set tax rates. Variations in
the definition of the tax base, cither through exclusions,
deductions, or credits, can lead to more compicxity and
highcr compiiancc COStS across jurisdictions. Autonomy
O set tax rates is gencraiiy more managcabic for taxpayers
and administrators in muiti—jurisdiction seteings. It is also
MOIC transparent in inducing poiiticai accountabiiity of

subnational ofhicials.

(d) The last dimension of tax autonomy considers which level
of government should be chargcd with administering the
various taxes. Subnational administration of own taxes can
enhance accountabi]ity of subnarional governments, but can
beless costeffective due to economies of scale associated with
centralized administration. This cfi'icicncy—accountabiiity

tradeoft differs for different taxes and administrative capacity

THE CHALLENGE OF LOCAL GOVERNMENT
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and so the assignment of administration rcsponsibiiitics
is country and context speciﬁc.8 Where low levels of
administrative capacity are present, it is good common sense
to entrust the collection of subnational taxes to the central
tax administration. Autonomy is still maintained through
the sctting of tax rates. This type of arrangement typicaiiy
requires incentives to the collection of subnational taxes
which otherwise may be given second priority by the central

tax authorities.

What characteristics should subnational
taxes have?

chond ﬁnancing the provision of pubiic services, taxes can
also be used as poiicy instruments to achieve other government
oi)jcctivcs, such as income redistribution or macroeconomic
stabiiity. Yet for these other objcctivcs, there is broad consensus
that thcy are better pursucd by central governments alone. At the
subnational level the focus needs to be on cfﬁcicncy of allocation
(how to best use the resources available to providc goods and

services) in atempting to appiy the benehie principic.

Besides their suitabiiity to approximate the benefic principic,
there are several properties for all taxes which are also desirable
at the subnational level: (a) bcing buoyant, with revenues
roughiy changing in proportion to the economic base; (b) bcing
horizontaiiy equitabic: providing equai treatment to tax payers
in similar circumstances; (L) bcing rciativciy cﬁcicnt, causing
low distortions in economic activity; (d) bcing rciativciy low in
administration and compiiance costs; and (e) bcing poiiticaiiy

aCCCPE&biC.

Local governments around the world
increasingly play key roles in the delivery of
basic public services and in the provision of
public infrastructure necessary for business

development. - Jorge Martinez-Vazques

4 e e s s s s s s s s s e e 000 s es s s s s s s s se

This assumes of course the use Ofm[crgovcrnmcnmi transfers to correct for vertical externalitics.

¥ Martinez-Vazquez & Timofeev (2010).
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Other desirable propertics of subnational taxes make them
more adaptabic to the benefic principie: (a) being gcographicaiiy
neutral: not distorting the location of economic activity, not
intcrfcring with domestic or international commerce, and not
cxportabie so that the burden is not borne by residents of other
jurisdictions, unless matched i)y benefits to non-residents;’ (i))
having cvcniy distributed tax bases across jurisdictions; (0) having
rciativciy immobile bases; (d) having reiativciy stable tax bases
over the business cycic; (e) bcing highiy visible and transparent,

to increase accountabiiity; and (f) bcing administrativciy feasible.

Selecting specific tax instruments
Few revenue sources fulfil all the desirable propertics and a
compromisc is gcncraiiy needed; the criteria reviewed above

kliiOVVS us to SCiCCt thC thECI’ iOC&li rax (lSSigl’lIl"lCﬂES.

Charges and Fees: There is ampie consensus that user chargcs
and fees are the most appropriate source of revenue for local
governments, in particuiar because thcy best fit the benefic
principic. A considerable array of services are amenable to bcing
financed with user chargcs and fees, inciuding waterand sewerage,
cicctricity, parking, garbagc collection, urban transporeation
and road use, kindergartens and residential care for the eideriy,
museums, pai‘ks, and sport facilicies. Other services, such as
health and education, can be partiaiiy financed with user fees.
Additionaiiy, user fees can be charged to cover the pubiic costs of
registration and monitoring ofawide range ofactivities inciuding
business establishment, real estate tit]ing and registration, and

drlvmg pcrmits.

Apart from the economic cﬂ'icicncy advantagcs of benehic
charges, from a poiiticai cconomy perspective thcy also offer
the advantagc of not dircctiy competing for any tax base with
central governments; and therefore central authorities tend to
be much more generous in granting autonomy to subnational
governments to sct chargcs and fees. One disadvantagc is that

ti’lCSC chargcs éll]d FCCS may i')C pcrccivcd as U.n[:élil' to tilC poorcr

groups, and therefore fees and chargcs for excludable services
(such as water and scwcragc) in deveioping countries are often
set below full cost recovery for service provision. This low user
pricing leads to resource waste and unnecessary subsidies for
highcr«incomc residents; thus squandcring one of the few good

sources Of['CVCHUC i:OI' iOC?li govcrnmcnts,

Property taxes: There is also broad consensus that property
taxes and betterment levies are the closest to bcing a benefic
tax, cntirciy appropriate for local government ﬁnancing.
Almost without exception, revenues from property tax are
assigncd to local governments as opposcd to intermediate
level or rcgionai governments. The dcgrcc of discretion given
to local governments in manipuiating this tax may vary but the
agreement that this tax bclongs to local governments scems well

cntrcnchcd. 10

Several features make property taxcs cspcciaiiy attractive as a
subnational tax. Most importantiy, property tax is a visible tax
and thus conducive to poiiticai accountabiiity. In addition the
tax, for the most part, falls on an unmovable base. The more
homogcncous the property and popuiation, the closer the
property tax comes to being a benefit tax. However, dcpcnding
on how the property taxis structured, it can move away from the
benefit link; chis may be the case for cxamp]c it the tax burden

falls just on a few classes of property, such as non-residential

propcrty.

Other advantages of property taxes are their revenue potential
and stabiiity. Note also that from a vertical equity viewpoint
the property tax can be progressive in dcvcioping countries, and
therefore can increase the overall vertical equity of the tax system,
aithough in practice it can be made regressive by exemption
poiicics that benefic wealthier houscholds. ' Another desirable

feature of the property taxis that much of the tax burden is quite

Tax exporting is gcncmiiy undesirable because it can lead to an over-expansion of the pubiic sectorand to incquities in the distribution of tax burdens.

Despite the wide agreement on the advantages of the property taxas a subnational tax, many developing countries make relacively little use of it. On average, developing countries raise

property tax revenues that are equivalent to only about 0.6 per cent of GDP compared with two per cent in developed countries (Bahl & Martinez-Vazquez, 2007) for a discussion of

potential reasons for chis.

Bahl & Linn (1992) and Sennoga, Sjoquist & Wallace (2007).



iikciy borne by residents in the jurisdiction where the services
financed by property taxes are provided. The property tax also has
the acivantagc thatit imposes a rciativciy low compiiancc coston
tax payers because their intervention in dctcrmining tax iiabiiity
is minimal, exceptin the case ofappcais. Finaiiy, apart of property
tax might be considered as a chargc for land, which can lead to

signiﬁcant improvements in the quaiity ofland use.

The main drawback of property tax is that, pcrhaps due to its
visibility, it is often unpopuiai’ with taxpayers and, as a result,
also with pubiic officials. Other drawbacks include the fact that
it can lead to iiquidity probicms for homeowners with valuable
real estate assets but low incomes. 2 In addition, the property tax
administration requires costiy revaluation of propertyona reguiar
basis, and it is difficult to enforce, because the confiscation of
property may be considered too extreme because of the poiiticai
fallout. Finaiiy, the property tax lacks revenue ciasticity, meaning

that the tax typicaliy exhibits little automatic revenue growth.

In practice there are several forms of property tax. For exampie,
some countries separate the taxation of land and improvements,
or structures; while others tax oniy land values or rents.
Aithough taxes on land tend to be more efficient, thcy also
have less revenue potcntiai and it are gcncraiiy more difhicule
to administer propcriy, for cxampic in terms of valuation or
assessment of propertics. There are different modalities for the
administration of property tax, inciuciing centralized or central
ovcrsight over cadasters and re-evaluation processes, which can
make this type of tax even feasible in dcvcioping countries. Note
that tax autonomy is largciy prcscrvcd as iong as subnational
authorities are given some discretion over rate seeting, 1 Varying
forms ot administrative devolution can be considered over time

dcpcnding on Cmcrging capacities.

Cxcmpnons" or “circuit breakers”) to increase cquity in the impicmcntatinn Oi:pl‘OPCl‘ty taxes.

Mexico (Bird & Slack, 2004).
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Betterment levies: This is another form of property taxation
that takes the form of iump—sum payments exacted upfront by
subnational governments from land and housing dcvciopcrs
and also from homecowners as a chargc for pubiic service
improvements, such as road paving, drain infrastructure,
sidewalks, and street iights, all of which offer apparent benehts to
property values. ™ Betterment levies can be useful in providing
subnational governments with iiquidity to invest in needed
infrastructure; thcy also have the advantagc of bcing more
dircctiy contractual than property taxes, therefore rcinforcing the

benefit principic feature in subnational government.

Vehicle and transportation taxes: These are generally
an attractive form of local taxation because of the strong link
between vehicle owncrship and the use of local services and
infrastructure (particuiariy roads). In addition, vchicle and
transportation taxes offer the advantagc of bcing green taxes with
the double dividend ofrcciucing negative externalities associated
with traffic congestion and air poiiution in the local area. These
are also revenue elastic, rciativciy stable, and 110n~exp0rtabie
taxes. "> On the ncgativc sidc, owners will tend to rcgistcr their
cars where it is chcapcst; and it will gcncraiiy be difficult to
prevent this tiirough ordinary enforcement measures. Motor
vehicle taxes remain underutilized relative to the potcntiai and
the advantagc of a tax handle that tiicy represent, cspcciaiiy in
devcioping countries. The reasons for this are not clear, but are
proi)ai)iy a combination of poiiticai opposition by automobile
owners combined with an interest of central governments to

i{CCP thiS rax source ccntrai.

Local business taxes: As a rule, resident taxes should pay for
services to residents and business taxes should pay for services to

businesses. Business taxes and business license fees are justiﬁcd

- chg “house rich and income Poor” can be a pmbicm for cidcriy pcopic with low incomes. To address this pmi)icm, some countries use Spcciai exemption schemes (*homestead

For international experience with the property tax, see Bird & Slack (2004) and Bahl &Martinez-Vazquez (2008).

For example, betcerment levies are exacted from property owners in places such as Canada, Poland, Colombia, Argentina and Mexico, and from developers in Canada, Australia, and

Some of those propertics make them also attracive to central governments; in some dcv(’ioping countries vehicle taxes are wrongiy assigncd at the central level.
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levies at the subnational level as an indirect but administrativciy
casier way to tax income of business owners, but acting as a
benefit tax for the services and infrastructure providcd by
subnational governments. These levies range from several forms
of broad-based taxes to operation licenses and chargcs. Broad-
based levies that are neutral toward the factor mix in production

are most desirable, as in the case of the origin-bascd business value

tax (BVT). ¢

The closest experience of a BVT was Italy’s rcgionai business tax
(known as the IRAP) prior to the climination of payroll from
the tax base in 2003. 7 More often what we observe is different
types of business license levies, which may vary by type, size, or
location of the business. For example, some South American
countries use local business taxation estimated on the basis of

annuai turnover.

rcsponsib]c for health carc)and on vehiclesand fuel (to the extent
of subnational government involvement in road construction

and maintenance).

Another attractive form of excise at the subnational level is the
taxation of pubiic utiiity services. There is signiﬁcant revenue
potcntiai in some of these services, as in the case ofcicctricity and
phonc services. Besides their revenue potcntiai, excises on pubiic
utiiity services can fit the benefic principlc well because cicctricity
and phonc service consumption tend to be good proxies for
local pubiic service use by houscholds and businesses. Comparcd
to other commodities, taxation of pubiic utilities would be
associated with rciativciy low distortions because of low price
ciasticity ot demand. Their rciativciy iiigh—incomc ciasticity tends

to leid revenuc buoyancy and somce cicmcnts Oi: progrcssivity

(Linn, 1983).
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In order to effectively address the challenge of mobilizing adequate financial
resources, urban authorities in developing countries require financing instruments
for capital infrastructure development. - Jorge Martinez-Vazques

D R I R R R I I P P P P A S I I I I Y

Excises and sales taxes: Sui)jcct to the constraints imposcd by
the size of the jurisdiction and cross-border trade and smuggiing,
excise taxes have potcntiai as piggyback or spcciai taxes at
the subnational level. The extent to which excise piggyback
surtaxes can be used at the local level dcpcnds on the size of the
jurisdiction, the tcchnoiogy of product distribution, and points
of sales. Excises tend to be more politicaliy acccptablc) can be
casiiy administered in coordination with national wholesalers
as withhoiding agents, and allow for rates differentiated by
jurisdiction. Moreover, the benefic principic accords well wich
the assignment of destination-based excises on alcohol and

tobacco to the subnational level (to the extent that the latter is

This better serves as proxy for the benefits businesses receive from subnational government services

Final retail sales taxes can also providc an clastic and high yicid
source of revenue for local governments. However, final retail
taxes, as opposcci to the distorting gcncrai turnover sales taxes,
which are not recommendable, can be difhicult to impicmcnt,
More

the operation of the central VAT, which most countries in the

gcncraiiy, iocai rctaii saics taxes can COI]HiCE and compiicatc

VVO['id ilElVC ?ldOPth.

Flat-rate piggyback income taxes and other income taxes:
There is broad consensus that progressive income taxes arc
best assigncd at the central level because, given the mobiiity of

taxpayers, the goai of income redistribution is best pursucd by

“ The base of the BVT would resemble that of the VAT although in contrast to the destination-based VAT, the BVT would be origin-based, therefore taxing exports (and not imports).

ccruing ac the piacc Uiipi‘oduction (not L‘onsump[ion). Also, in contrast to the

[ypicai VAT calculated by the credit method (thc ax On gross receipts minus the tax pdid on intermediate gouds and services), the BV T would be calculated i)y a(‘iding pAyroii, interest,

rents, and net proﬁts on the basis of annual accounts (Bird, 2003)

The IRAP (Imposta Regional sulle Activita Productive) is origin-based and actually calculated by a subtraction method (sales minus the sum of material purchases and depreciation). It

is t’cntra”y administered and the regions have discretion on rates. Dcspl[c its many good features, this has proven to be quite unpopuial' with taxpayers (Keen, 2003).



the central government. Another reason for this assignment is
that progressive income taxes tend to act as automatic economic
stabilizers and macroeconomic stabilization should primariiy
be a rcsponsibiiity of the central government. However, there
are several possibiiitics for the taxation of individual income by
subnational governments. The most commoniy used form of
subnational income taxation intcrnationaiiy is a flat-rate income
tax as a surtax or piggyback tax on the base (not the rax iiabiiity)
of the central government individual income tax. This type of
tax is almost aiways collected by the central government and the
revenues allocated to subnational governments on a derivation
basis. ' To enhance revenue autonomy, local governments
are allowed discretion in setting the flat rate, often between
ccntraiiy lcgisiatcd minimum and maximum rates. '’ A flat rate
local piggyback income tax casiiy satisfies the benefic principic
and, bcing quite visible, it promotes po]itica] rcsponsibiiity and
accountability at the subnational level. This is also an elastic

source Of revenuc.

Another form of income taxation is a payroii taxas impicmcntcd
in Mexico City, or in a wider form, a tax on labour income.
However payroii taxes have the drawback of bcing potcntiaiiy
more distorting. Subnational payroii taxes can yicid higb
revenues even at low rates and are not difficult to administer. In
particu]ar, payroii taxes may be casier to administer and enforce
than gcncrai income piggyback taxes in some dcvcioping
countries with less advanced tax administrations. However, these
taxes tend to distort optimai factor composition in production
and also to discouragc cmpioymcnt in the formal sector, an issue
ofhigb importance in most dcvcioping countries. The tax base of
payroii taxes can be quite mobile, cspcciai iy ifthcy are not app]icd
in a metro wide area. This tax base is also carcfuiiy protcctcd and
alrcady highiy taxed by most central governments in the form of

social security taxes.
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Natural resource taxes (when resources are cvcn]y distributed):
There is at least a partiai link between taxes on natural resource
extraction and the benefic principic at the local level. Extraction
activities use local infrastructure (such as roads), piacc stress on
other local infrastructure (tcmporary worker camps, health
faciiitics, and so on), and poiiutc the environment. But there are
also arguments against the local taxation of natural resources.
When cconomicaiiy signiﬁcant resources (such as pctroicum)
are gcographicaiiy concentrated, which is usuaiiy the case, local
taxation could cause extensive horizontal fiscal imbalances,
inefhcient popuiation migration and location of business,
and internal conflict. Aiso, givcn the high voiatiiity of world
commodity prices, the yicid of natural resource taxes can be
highiy unstable and thus not appropriate tor local govcrnmcntsim
Overall, natural resource taxes are gcncraily less relevant to

mctropoiitan areas.

Bad choices for subnational taxes

The thcory and practice of tax assignments also hcip us idcntify
those taxes that will not be good choices for assignment at the
subnational level. As pointcci oug,a progressive individualincome

tax is not rccommcndabic at tilC subnationai iCVCi.

Another tax that is iii—cquippcd for appiication at the
subnational level is the corporate income tax or pi'oi'it tax.
Some of the reasons — its role in income redistribution and
macrocconomic stabilization — are identical to the case of the
progressive individual income tax. In addition, it is uniikciy
that incorporatcd businesses benefit more from pubiic services
than unincorporatcd ones or that the benehits received vary
with proﬁts. At an opcrationai level, it is cxtrcmciy difhcule
to apportion the proﬁts of enterprises  across subnational
jurisciictions where tbcy operate. 2 The VAT is also Ocncraiiy

e}

ti’lOU.gi]t to bC a poor Ci]OiCC i:OI‘ assignmcnt to thC subnationai

Gcncmiiy spcai\’ing alocal income tax should be levied at the pi:lcc of residence because that is where most taxpayers consume subnational government services. However, because of

administrative convenience subnational plggyback taxes are often withheld at source at the pi:lcc of work by Cmp]oyccsi However, it is often quite feasible to distribute the funds :lccol’nilng

to where workers reside.

Other (ici? desirable) forms of tax autonomy are pl‘acticcd, such as the abiiity to modify tax bases by providmg additional deductions, exemptions and so on.

To this end, some countries use apportionment tormulas, for cxampic a \Vcightcd index combming the gcogmpiilmi location of workers, assets, or sales. At the end, the allocation ofpmﬁts

remains somewhat arbitrary. In some cases, if not corrcctiy pcrﬁ)rmcd, the apportionment of taxes tends to benefit the jul‘isdiction where the business iichquar[ch are located.
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level. Since the debiting and crediting of the VAT is likely to take
piace in different jurisdictions, the apportionment of revenues
is arbitrary, generally favoring the location of headquarters.
One problem raised was the lack of a good way to handle the
issue of inter—jurisdictional trade. These difhculties may be
aggravated with autonomy to introduce differentiated tax rates.”
Nevertheless, more rccently there have been devclopmcnts in
both the theoretical level and in practice, demonstrating that

subnational VATs on a destination basis using the invoice-credit

method are feasible, provided the central government levies a

VAT.#

There are also other directly outright bad choices of taxes. This
list would include the Octroi, alocal border tax, popular in India
in recent times, or general subnational turnover sales taxes, as in

the case of Colombia and the Philippines. Because these taxes

lhlP\ 2

'l|\ ]

tend to be quite productivc in terms of revenues, they are very

difficult to eliminate once they are introduced.

Ranking and scoring the different
subnational taxes

How do we ultimately rank the different choices of subnational
taxes discussed above? The answer dcpends greatly on how we
score eachtaxona long list of desirable properties suchasrevenue
potential, ability to fit the benefic principle, non-exportabilicy,
and so on. ** Still, it is safe to say thata good and productivc tax
structure at the local level would have a basket of many, if not
all, the instruments we reviewed above as good choices; starting
with a substantial role for fees and chargcs, and with property
taxes and piggyback pcrsonal income taxes also piaying major

revenue roles.

* However,icis perfectly feasible to share VAT revenues with subnational jurisdictions using a formula; for example, the VAT can be shared on the basis of population (as in Germany), or

on the basis of the rtgional shares in aggregate consumption (Japan or Spain). Bur, of course, tax si’iarlng does notallow revenue autonomy among subnational governments.

This type of scoring exercisc is, for example, carried out in Martinez-Vazquez (2014).

# Scealso Martinez-Vazquez (2008), for a discussion of this literature and the experiences of Brazil, Canada and India with subnational VAT,

Girona, Spain @Shutterstock
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INTERGOVERNMENTAL TRANSFERS: ADDRESSING
VERTICAL AND HORIZONTAL IMBALANCES

Fiscal imbalances
No dcsign of a decentralized system of finance ever reaches a
pcrfcct balance between cxpcnditurc assignmcnts and revenue

assignments.

Horizontal imbalances can be caused l)y differences in local
economic activity, wealth or resource endowments; or due to
differences in cxpcnditure needs. These latter differences may
arise from cither different priccs or costs of service provision
due to gcographical or climatic conditions, or from adverse
dcmographic proﬁles such as population groups with spccial
needs. Horizontal imbalances can be cnlargcd from physical
and institutional impcdimcnts to population migration or the
mobility of capital across provinces, and from government
policics that implicitly or cxpiicitly favor some arcas of the
country over others. The typical measure of horizontal fiscal
imbalance involves the comparison between fiscal capacity

mcasurcs ancl cxpcnditurc nccd mcasurcs.

Vertical fiscal imbalances are also an issue for most decentralized
countries. Vertical imbalances arise when the revenue sources
assigncd to cach level of government donot broadly corrcspond
to their assigncd cxpcnditurc rcsponsibilitics. These include
not only ccnti‘al—provincial relations but also provincial—
local relations. In most cases vertical imbalances are against
subnational governments with cxpcnditurc rcsponsibilitics and
needs cxcccding their revenue sources. However, measuring the
lack of corrcspondcncc between cxpcnditurc rcsponsibilitics

and available sources of revenue is made difhcule by the

aml)iguity surrounding mecasurcs OFCXPCDdltUI’C DCCdS. »

Vertical imbalances have been sometimes associated with the
existence of structural budgct deficits. But chis is an impcrfcct

meceasurc bCCQ.U.SC, by law and practicc, in most countries budgct

deficits have been consistcntly highcr at the central than at
the subnational level. Local governments in many countries
are not allowed to run deficits and in some cases tlicy are also
not allowed to borrow for capital spcnding. A more acccptcd
and sound approach to measuring vertical imbalance is to
idcntify the al)ility of different levels of government to finance

cxpcnditurcs From thcir own sources OFI‘CVCHU.CS.

Transfer systems gcncrally use three types of grants  to
address those vertical and horizontal imbalances: tax sharing,

unconditional equalization grants, and conditional grants.

Tax sharing

Central governments typically allow subnational governments
to participatc in the collection of certain ccntral—govcrnmcnt—
assigncd taxes. This is typically done on a derivation or origin
basis. Because of the use of the derivation principlc, there are
some taxes, such as the pcrsonal income tax, that are casy to
share; while some others, such as the corporate income tax
and the VAT, are much more problematic due to the difficulty
of dctcrmining the tax base in any particular rcgion, The share
retained by the subnartional government is a percent of the
tax revenues collected in the jurisdiction. Tax sharing is very
commonly used to close the first stage of the vertical gaps
lete by the insuH:icicncy of revenue assignments. Even though
this is seen as a form similar to revenue assignments, there is a
fundamental difference between the two in that rax sharing
does not involve any form of autonomy and therefore it does

not create any direct link to accountability.

C@tc often the justil"ication for giving preeminence to revenue
sharing arrangements over other forms of transfers is that,
supposcdly, revenue sharing on a derivation basis providcs

incentives to subnational governments to dcvclop their local

5 Several appl’odchcs can be used to reduce that amblgul[y. One approacl"i is to prepare a list of standards (or norms) for the provision Ol-publlc services atall levels. The norms can be quite

gcncl’al or exhaustive and detailed. A more L‘omplcx appmacl"i is to measure the Cxpcndi[urcs rc«]uircd for Cxplicl(ly stated and agl’ccd levels and quali[y ofpublic services and, l‘inally,

compare them to available resources for each level Ol-govcmmcnt.
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cconomies. Yet if this rationale is actuaiiy valid, then these
same incentives would be present in an enhanced way with the

assignment OFOVVl’l revenucs, as OPPOSCd o revenue Sil?l['illg,

Even though tax sharing is a convenient instrument for
subnational finance, it can also carry signii’icant pi‘obiems, Not
leastis the creation of a soft budget constraint mcntaiity whereall
local ﬁnancing probiems can be addressed by increasing the rax
sharing rates, instead of local governments using their autonomy
to raisc own revenues. Tax sharing also has the disadvantage of
increasing horizontal inequaiities. However, these probiems
can be reduced when the allocation of tax sharing proceeds is
according to aformula, for exampic in proportion to popuiation

—as opposed to using the derivation principie.

Unconditional equalization grants

The essence of an equaiization transfer system is to compensate
for horizontal fiscal disparities across local governments arising
from differences in fiscal capacity and/or expenditure needs.
The higher the importance of revenue autonomy, the more
important equaiization grants become as part of subnational
govcrnmcnts’ ﬁnancing systems. Usuaiiy cquai ization grants arc
unconditional, meaning the subnational governments can use

the funds in an unrestricted manner, as if they were their own

i:U.I]CiS.

The major chaiienge in the design of these grants is the
appropriate measurement of tax capacity and expenditurc
needs. Tax capacity should ideaiiy be measured as the revenue
that tax bases available to subnational governments would yieid
under standard tax rates and administration effort. A variety of
methods are used around the world to measure fiscal capacity
of subnational governments but none of them is casy, due to
scarcity of necessary dara. Regardiess of the difficulties, actual
collected revenues should never be used as a proxy for fiscal
capacity because that would introduce powerfui negative

incentives to own tax revenue CH:OIT.

Expenditurc needs can be defined as the Funding necessary to
coverall expenditure responsibilities assigned to the subnational
governmentat a standard level of service provision. In practice,
this can be measured with cxpenditurc norms (from the botrom
up or top down), but a more commoniy used approach is to
estimate some type of index of relative expenditure need as the
wcighted sum of popuiation and other dcmographic factors,
and differences in the costs ofproviding pubiic services. The use
ofactual expenditures or measures ofexisting facilities should be
strictiy avoided to exclude the presence of perverse incentives
regarding spending discipiine and eﬁLiciency. The design of the
formula should be such that neither the central government
authorities nor the local governments would be able to affect
the final results or actual transfers by cither manipuiating the

information or i)y changing behavior.

Conditional grants

Central governments typicaiiy also piay a supporting role for
subnational governments through the impiemcntation of
conditional grants, which are funds transferred with strings
attached. Subnational governments can oniy use the funds
according to rules imposed by the centre. Tied or Speciﬁc
Grants, as they are also called, are used for exampie to ensure
the provision of minimum standards of service for deiegated
functions, for exampic in education and health, tiiroughout the
national territory. They are also used for other speciﬁc needs,
in some ways refiecting national interests (such as reducing
povcrty) or addrcssing signii‘icant spiiiover effects across
jurisdictions (such as clean air and water), inducing subnational

governments to increase spending in thosc areas.

The use of matching arrangements for the transfers of the
funds (the central government contributes a certain part
and local governments contribute the rest) can increase the
ieveraging and effectiveness of the transferred funds since local
governments are given a specii’ic incentive to contribute their

own funds to the particuiar programme. Conditional grants



are best imp]cmcntcd (when feasible) on a capitation basis (for
cxamplc, per inhabitant or per student). The per capita basis
could be modified, if needed, by some adjustmcnt coefhicient to
reflect different costs ofprovision or needs, but oniy as long as
these adjustmcnts can be made by formula and do not involve

ncgotiation among central and local authorities.

Capital grants

Most countries use some form of capitai transfers in support
of subnational governments for spcciﬁc infrastructure
cxpenditure areas such as roads, water and sewerage treatment
piants, transportation, housing, cducation, hcalth, and so on.
Country experiences vary rcgarding the allocation mechanisms,
which range from ad hoc allocation decisions to formalized
approachcs using prc—cstabiishcd formulae. Similarly, country
experiences vary rcgarding7 the ﬂcxibiiity in the use of funds
from the least flexible projcct«based grants to unconstrained
funds providcd as part ofa gcncrai revenue transfer. Often the
sum of a capitai grant has to be matched with iocai]y raised

resources and the matching rate is sometimes invcrsciy related
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to the local income. The range ofobjcctivcs for capitai transfers
includes closing disparities in local infrastructure stocks,
subsidizing capitai projects with cross—jurisdictional spiliovcrs
of benefits, addrcssing vertical imbalance in the assignment of

revenue sources, addrcssing lack of credit availabiiity, and others.

One simpic gcncrai reason for the widcsprcad use of capitai
grants is that in real-world decentralized systems of government
the lack of taXing powers affects the ability of subnational
governments to finance their capita] investments in the same
manner as their abiiity to finance their operating costs. Another
signiﬁcant reason for the prcvaicncc of capitai grants is that
central governments tend to treat capital dcvciopmcnt inamore
centralized manner than recurrent programmes. However,
across the world, subnational governments account for almost
two-thirds of pubiic investments in infrastructure, of which oniy
one-third is financed with capital grants, which in turn accounts
for one-fifth of intcrgovcmmcntal transfers. Typically the share
of subnational governments in capitai cxpcnditurcs ofa country

is twice their share of recurrent cxpenditurcs. %

BORROWING: FACILITATING CAPITAL
INFRASTRUCTURE DEVELOPMENT

Discipiincd access to creditisan appropriate source for ﬁnancing
subnational government capital investment responsibiiitics.
The use of i)orrowing to finance this type of activity is
justiﬁcd because of the bulkiness of some projects and the
lack of iiquidity of subnational governments; and because the
repayment of credit over time represents a fairer distribution of
infrastructure costs among the different cohorts of users during
the usetul life of the infrastructure. However, borrowing at the
subnational level is risl(y because local officials can be Casily
tcmptcd to ovcrspcnd and shift the repayment of debts to future

govcrnmcnts and taxpaycrs. Thercforc, therc isa necd for balancc

bctwccn access to i)O['I'OWng by subnationai gOVCI’I]l"nCHtS and

* Martinez-Vazquez & Timofeev (2012)

institutional mechanisms that preserve fiscal discipiinc. A good
rule for assessing the need for long—term financing is that today’s
services should be financed by today's taxes and user fees, and
tuture services should be financed by future taxes and user fees

facilitated through the issuance of pubiic debt (Inman, 2010).

Promoting an ordcrly and effective borrowing mechanism
requires good design from both the demand and suppiy sides.
On the demand side there is a need to control and monitor
borrowing practices. Intcrnational]y there are two types of
control mechanisms that are relied on: first, a set of rules and

rcguiations fOl‘ subnationai l)OI'['OWiDg cstabiishcd and CHfOI’CCd
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by central government authorities; and second, private credic
markets discipline. Since the second mechanism requires
developed private financial markets, most developing countries

must I'Cly on I'LllCS and regulations set by tllC central authorities.

Controlling borrowing through rules

Some of the rules used in international practice to limit

borrowing at the subnational level include:

o The Golden Rule, which states that borrowing proceeds
can be used only for capital investment purposes, or put
differently: no borrowing or credit proceeds can be used to
finance current expenditures

. Borrowing in any year cannot exceed a certain per cent of
subnational revenues in that year

o Total debt cannot exceed a certain per cent of subnational
revenucs in any year

. Expenditures on debr service (interest and repayment of
prineipal) must not exceed a certain per cent of subnational
government revenues in any year

o Allsubnational debe mustbe registered with the Ministry of
Finance who shall control and monitor compliance

o Subnational debt cannot be guarantecd by the central
government exceptas approved by the national parliament

. All borrowing by local governments is subject to approval
by the Ministry of Finance

« Total local borrowing will be limited annually in the State

Budget.

I I I I I I R R O Y

One of the challenges that large urban
governments and metropolitan areas face is
the growth of population in their peripheries
and city extensions. —Jorge Martinez-Vazques

I I I I I A A R 1)

There is probably no need for all these instruments to imposc
limits on subnational borrowing since depending on the
percentages chosen, not all constraints will be binding at the
same time. It is probably desirable to start with conservative
limits and reduce them over time, as fiscal discipline routines set
in and it becomes well established that the central government
will notactas guarantor of subnational debt noractasalender of
last resort. The biggest threat to fiscal discipline isthe perception
that there is a soft budget constraint and that eventually central
authorities will rescue overextended bankrupt subnartional
governments. Therefore, l'iaving explicit procedures to deal
with bankruptjurisdictions can also lielp strengtben the budget

constraint.

Enhancing the availability of

subnational credit

Althougb it is common to put empbasis on controlling the
demand for credit by subnational governments, actually the
problem may be not so much on the demand side bur rather
on the supply side. Often subnational government borrowing
may be too low given their expenditure responsibilities for
infrastructure and given also the low levels and bigb needs for
capital infrastructure. Thus, in most countries there is a need
to study how a subnational credit market can be developed.
Subnational governments usually lack creditworthiness (tbe
financial ability to repay loans over time and the technical
capacity to manage the debe) and cherefore lack the ability
to issuc bonds or borrow from financial institutions.
Creditworthiness can be improved througl'i more transparent
budgeting and accounting, and development of autonomous
sources of revenue for subnational governments. Buteveniflocal
government revenues and creditworthiness are signilicantly
improved, the necessary levels of subnational borrowing may

not tal(e Pl{lCC lDCCZlLlSC ofmarl(ct failure on tllC supply SidC. 7

7 Government poll(‘ies may encourage lending l)y financial insticutions. An Cxamplc is pi‘o\'idcd by the practice ofin(ci‘cep[iiig subnational governmentsources of revenues; the abillry ©

intereept in(ci‘go\'cmmen(al transfers can be seen by creditors as the most secure collateral. At the same time the rigllt to intercept m(ci‘go\'cmmcnml transfers can discoui‘agc lenders’

efforts to monitor local government finances, and in some cases could be in[crprc[cd by these lenders as a promisc of central government bailout. For ex;\mplc, Mexico has reccn[ly

abandoned the practice of the intercept for these same reasons.



Idcally, private financial markets will providc crcditwortliy
local governments with all their needs for long—tcrm ﬁnancing
and hclp create fiscal disciplinc among local governments.
However, most dcvcloping countries financial systems and
capital markets remain undcrdevelopcd. In the shorter term,
the lack of dcvclopmcnt of financial and capital markets leaves
governments with very few options to support subnational
government borrowing and capital cxpcnditurcs. Lcnding from
the Ministry of Finance or the National Treasury is not a good
option because of the possibility of generating a soft budgct

constraint and moral hazard.

Central governments have the option of creating local credit
facilities or local credit banks. ** Bur this option is also full
of dangcrs. In practice, central government-run financial
intermediation can create moral hazards, if the soft financial
assistance from the centre is institutionalized, and also a culture
of long—tcrm dcpcndcncy. It can also impcdc capital market

dcvclopmcnt. Such institutions would need to operate using
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strict banl{ing criteria, operate with indcpcndcncc from political
pressures and polirically motivated project selectionand lcnding
criteria, and be prcparcd to manage defaulc risks — che inability
or unwillingncss to pay debeservice” Credit enhancements are
another mechanism that can hclp mitigate the risks associated
with lcnding tolocal governments. Some typical forms of credic

cnhanccmcnts are comprchcnsivc and partial Cl’Cdlt guarantccs.

The first form covers principal and interest payment rcgai’dlcss of
the cause of debt service default. In the partial credit guarantecs,
the guarantor shares the risk of debrt service default with the
lenders, and guarantors will examine much more carcfully the

credit of the borrower since its own capital is on the line.

But even in these cases small local governments may lack access
to capital markets. As we saw above, capital grants arc one of
several alternatives to private sector borrowing for ﬁnancing

local capital dcvclopmcnt in smallcrjurisdicrions.

INNOVATIVE APPROACHES TO
FINANCING INFRASTRUCTURE

Convcntionally capital grants and subsidies from liighcr levels
of government and borrowing have been used or at least
recommended as the way to finance new infrastructure projects
for local governments. Bur as the recent economic downturn
has painfully illustrated again, local governments cannot always

count on the availability of these conventional sources.

In face of these difficulties, local governments have been
incrcasingly lool(ing for innovative and non-traditional sources
to improve their ability to finance infrastructure projects. One

of these innovative avenues captures the increment in land

value rcsulting from public investments. The basic notion is
that public investments including roads, sewage and sanitation,
water supply, and transit systems are immcdiarcly capitalizcd
into surrounding land values (Peterson, 2009 & Walters, 2012).
But land value is determined of course by other things besides
pul)lic investment in infrastructure, such as population growth
and private investments, or cven changcs in other public
policics such as land use regulation. Accordingly, there has
been controversy about who should benefit from the land value
increments rcsulting7 from population growth and even changcs

in lancl usc rcgulationsi Therc is srrong consensus, howcvcr, for

Although international practices vary Subs[an[ially berween countries, an in(crmc(‘liai‘y institution can borrow in its own name and use the procccds o purclmsc debe instruments of

local governments. Al[crnatlvcly, financial intermediaries thar serve local governments miglit assemble and rcpacl(agc municlpal debr instruments and make them available to the

market (by for Cxamplc creating local bond pools). Such intermediaries can prDVl(lC access to capl[al markets for smaller governments that otherwise would not get credic. Morcover,

intermediation brings savings on the fixed costs of debt issuance thanks to standardized borro\\’lng procc(‘lurcs and documentation, and technical assistance to local governments with

Capital pl;lnmng, cash flow projections, and pre-structuring ofloan p;lcl(agcs (Freire & Petersen, 2004).

market-based system and imposc other controls.

Weist (2002) identifies several strategics to manage defaule risks: s[rcngrl‘icn in[crgo\'ci‘nmcntal fiscal system; apply administrative controls; lmplcmcnt rule-based framework; establish
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local governments to recover the pubiic investment costs by
capturing at least part of the improvement in the value of land

associated with the pul)lic investment.

Below we discuss some of the popular methods of Land Value
Capture (sometimes also called Benefie Value Caprure) that
has been practiced or atctempred over the last few decades ac the
local government level in the United States and elsewhere. One
of these, the betterment levies, was already discussed among the

convcntional iOCEll raxes.

Tax increment financing (TIF)

TIF is a mechanism for capturing the gain in tax revenue from
the increase in economic property value resulting from public
investment wichin a spccil‘icd district, as a way of l‘inancing
pubiic investment. Most US states allow the use of some form
of TIF; the property value increment is simply estimated equal
to the total assessed property value in the TIF district minus
the base property value, with the difference assumed to arise
as a consequence of the public infrastructure project and other
developmentactivitics. The TIF revenuc is gcncrally carmarked
for the TIF districe for a spcciﬁcd pcriod of time (gcncraliy
20-25 ycars)i After this period clapscs the revenues revert back
to the ovcrlying local governments. As Sjoquist & Stcphcnson
(2010) correctly note, TIF is just a complicated means for
cannarl(ing revenue for ﬁnancing public improvements. Ie
works as a permanent tax whose revenue is carmarked for a
spccil‘icd pcriod and which reverts to the gcncral property tax

revenue at the end of this period.

Development impact fees
Also very common at the local level in the US, these are one-
time monetary levies chat are chargcd during the building or

dcvclopmcnt permit approvai process (Jeong, 2006). The fee is

calculated based on the proportional share of the capital costs
ol-providing major facilities, including arterial roads, interceptor
sewers, sewage treatment plants, and rcgional parl(s. The rates
should be prcdctcrmincd by the local government unit. Impact
tees have been in use for a while, but have seen a recent surge in

popularity (Burge, 2010).”

Betterment levies

As we have seen, betterment levies are direct chargcs to capture
the increment in land value rcsulting from public investment.
Usually the betterment taxes or levies are a one-time, upfront
chargc on the land value gain; but in the US a variant, which is
levied as an annual chargc, is often used. In practice oniy a part
of the gain in land value is capturcd by the betterment levies as

the rate ranges berween 30 and 60 per cent of the value increase.

Certificate of additional construction
potential (CEPAC)

This instrument is a mixture of impact fees and the spccial
relaxation of zoning rcgulations. It is also known as the
Floor Space Index (FSI). Through the FSI governments
sell dcvclopmcnt rights for increasing floor space, with their
value to be enhanced by public infrastructure projects. Areas
within cities have zoning rcgulations and other dcpartmcntal
rcgulations, which determine the setback from boundaries (how
much empty land should be left berween the boundary and the
building), landscapcd areas, parking areas, and also the buiit—up
floor arca or the Floor Arca Ratio (FAR). The most well known
use of the FSTis the Sao Paulo CEPACs, which are auctioned off
at the Sao Paulo Stock Market Exchange by the Sao Paulo city
government (since 2004). The CEPAC gives the purchaser the
right to build largcr floor area ratios and also changc the use of

the plot (Sandroni, 2010).

Norte that there has aiw;\y‘s been at least some form of indirect capture ot land value improvements tlimugh conventional property taxes and other. But given thatin many cases pul)lic

investment in infrastructure improves land value, there is questioning Wl]y this rciatmnsliip has not been more \\’idcly used to finance infrastructure. This is called the Slmup Annmaiy,

which asks, “W’l]y is it so difhicult to finance pul\lic infrastructure given thar the increase in urban land value is much greater than the cost of the infrastructure?” Part of the answer lies in

the prac(icai difhculties ofcap[ul‘ing back land value improvements. In addition, we cannor take for gi‘an[cd thatall pulﬁlic investments would increase land values. For Cxamplc, l)uilding

a jail l"lci]ity may not affect other surrounding land values positivcly.

In the absence Oiiimpact fees government ofhcials are lil{cly to face criticism from cxisting landowners who sce thar their property tax revenuc is bcing used for pro\’ldlng cxpancicd

services to new dcvclopcrs (Ladd, 1998). The alternative to impact fees is the use oiizoning and restrictive land use practices.



Other innovative instruments for financing
infrastructure

A variety of other approachcs have been used in the international

practice. 32

. Dcvclopcr exactions. These require dcvclopers to install
on-site public infrastructure at their own cost or otherwise
compensate local government.

. Acquisirion and sale of excess land. Here subnational
governments — acquire land surrounding a spcciﬁc
infrastructure project with the perspective of scl]ing this
landata proﬁt when the projectis completed and land-value
enhanced.

o Sale or lease of pub]ic]y held land. In this case local
governments sellland bcncﬁring from the newinfrastructure,
and use the procccds to finance infrastructure investment.

o Different modalities of PPP including private investment

# See, for example, Peterson (2009).
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in public infrastructure  where dcvclopcrs build the

infrastructure in exchange for public land.

All these tcchniqucs for land value capture offer opportunitics
for increasing local government  revenues and abilities to
finance infrastructure projects. Two gcncral qualiﬁcations are
in order. First, these sources should not be scen as substitutes
for the conventional budget ﬁnancing instruments that we
discussed above. The bulk of recurrent service cxpcnditurcs
and a good part of infrastructure will need to be financed out
of those conventional sources, induding borrowing. Second,
the Iargc revenues potcntially involved with the introduction of
these measures are likcly to create opportunities for favoritism,
corruption and abuses of governmcntal power so additional

anti-corruption measures arc called for (Peterson, 2009).

Fee booths in Western High-Speed Diameter (WHSD) tollway. The route to Scandinavia @Shutterstock
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CONCLUSIONS

The main objcctivc of this paper is to providc a synthctic
review of all conventional and new sources of local government
ﬁnancing to serve as a reference for field practitioncrs dcsigning

and implcmcnting lOCRl govcrnmcnt dcvclopmcntprogrammcs.

In order to fulfil their mandate in a ﬁscally rcsponsiblc manner,
local governments in dcvcloping countries must have available
signiﬁcant sources of both own tax revenues and non-tax
revenues in the form of user chargcs and fees. Adcquacy of
own revenues is the kcy to an improvcd ability to deliver
needed goods and services and to a better accountability of
local officials to their constituents. The l<cy concepeis that own
revenues — unlike tax sharing and other transfers — uniqucly
offer an element of horizontal accountability of public ofhcials

to their constituents on the revenue side of the l)udgct.

Given that effective fiscal decentralization requires mcaningful
FCVENUC autonomy, we must first ask how much revenue
autonomy is needed. The desirable dcgrcc of revenue autonomy
should allow the wealthiest subnational governments — those
with the largcst tax bases — to finance most of their cxpcnditui‘c
rcsponsibilitics with own revenues. Then we need to decide
which taxes should be allocated at the subnational level to

implcmcnt tl’lat autonomy.

The classic answer to taxing at the subnational level has been
the benehie principlc: those who use the service should pay for
its costs. The power of the benefic principlc is that — at least in
tlicory — it tells us how services should be priccd, who should
pay for them, and how much of the service should be providcd.
However, the benefie principlc is very difhicult to implcmcnt for
technical and pcrccivcd cquity issues. Therefore we must find tax

instruments that can best emulate this principlc.

The most desirable form of autonomy at the subnational level
is to allow elected authorities to set the tax rates of the selected
taxes. This is the simplcst and most transparent way for inducing
political accountability. Sclccting taxes is more complcx, but can

be guidcd l)y desirable qualitics of these taxes — such as a fairly

immobile tax bases and bcing quite visible to taxpaycrs. As for
the particular revenue instrument, there is broad consensus that
user chargcs and fees are the most appropriate source of revenue
for local governments. Among tax instruments, the list is quite
long and includes property taxes and betterment levies, vehicle
transportation taxes, local business taxes, flat-rate piggybacl( and
income taxes. For spcciﬁc technical reasons there are also bad
choices for subnational taxes; cxamplcs include the corporate

income tax and the VAT,

No dcsign of a decentralized finance system ever reaches a
pcrfcct balance between cxpcnditurc assignments and revenue
assignments. Horizontal imbalances are caused by differences
in local tax bases or due to differences in cxpcnditurc needs.
Vertical imbalances arise when the revenue sources assigncd to
cach level of government do not broadly corrcspond to their
assigncd cxpcnditurc rcsponsibilitic& Transfer systems gcncrally
usc three types of grants to address these vertical and horizontal
imbalances: tax sharing, unconditional cqualization grants, and

conditional grants.

Tax sliaring7 isvery commonly used to close the firse stage of the
vertical gaps left by the insufl:icicncy of revenue assignments.
Even tliougli this is seen as similar to revenue assignmcnts,
there is a fundamental difference between the two in that tax
sharing does not involve any form of autonomy and therefore
it does not create any direct link to accountability. Tax sliaring
can create a soft budgct constraint mental ityamong subnartional
governments. The essence of an cqualization transfer system
is to compensate for horizontal fiscal disparitics across local
governments arising from differences in fiscal capacity and/
or cxpcnditurc needs. The highcr the importance of revenue
autonomy the more important cqualization grants become as
part of subnational govcrnmcnts’ ﬁnancing systems. Central
governments typically also play asupporting role for subnational
governments througli the implcmcntation of conditional
grants. Signiﬁcantly among these are capital transfers in support

of specific infrastructure expenditures.



Disciplincd access to creditisan appropriate source for ﬁnancing
subnational government capital investment responsibilitics.
Borrowing addresses the bulkiness of some projects, the
lack of liquidity of subnational governments, and offers an
cquitablc solution over the different generations of taxpayers.
However, borrowing at the subnational level can be risl<y
because local officials can be casily tcmptcd to ovcrspcnd and
try to shift the repayment of debts to future governments and
taxpaycrs. Therefore, borrowing activities are controlled either
by market forces (least common) or cxplicit government rules
(most common). These include the Golden Rule (borrowing
procccds can only be used for capital investment purposcs) or,
for cxamplc, limits on cxpcnditurcs on debrt service (interest
and repayment of principal) as some percent of subnational

govcrnmcnt revenues in (ll’ly yCELI’.

Yet in fact, the problcm with subnational borrowing may not
be so much on the demand side but rather on the supply side.
Often subnational government borrowing may be too low given
their expcnditure responsibilitics for infrastructure. Facilitating
borrowing presents cballcngcs, Lcnding from the Ministry of
Finance or the Nartional Trcasury is not a good option because
of the possibility of generating a soft budget constraint and
moral hazard. Central governments have the option of creating
local credit facilities or local credit banks, but this option is also
tull of dangcrs. Public financial intermediaries need to operate
using strict banking criteria, and indcpcndcntly from political

pressures and politically motivated project selectionand lcnding
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criteria; and to be prcparcd to manage defaultrisks — the inability

or unwillingncss to pay debrservice

The paper concludes with a review of innovative approachcs
to ﬁnancing infrastructure. The recent economic downturn
was a painful reminder that subnational governments cannot
always rcly on the availability of capital grants and borrowing
to finance their infrastructure needs. One of the innovative
avenues prcscntcd is the dcvclopmcnt of methods for capturing
the increment in land value rcsulting from public investments.
The basic notion is that public investments in infrastructure
are immcdiatcly capitalizcd into surrounding land values. So
the question is how subnational governments can benefit from
the increase in land values. Different instruments have been
used including Tax Increment Financing (TIF), Development
Impact Fees, Certificates of Additional Construction Potential
(CEPAC), Developer  exactions, Acquisition and sale of
excess land and different modalities of PPP including private
investment in public infrastructure where dcvclopcrs build the

infrastructure in exchange for public land.

All these tccbniqucs for land value capture offer opportunitics
for increasing local government revenues and abilities to
finance infrastructure projects. But these alternative revenue
sources cannot be scen as a long-tcrm solution to the sbortagc
problems for operating budgcts, which need to rely bcavily on

the conventional revenue tools discussed in this paper.
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The most desirable form of autonomy at the subnational level is to allow elected
authorities to set the tax rates of the selected taxes. - Jorge Martinez-Vazques
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THEMATIC PAPERS

Paul Smoke, Professor of Public Finance and Planning
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INTRODUCTION

Public sector decentralization — administrative, fiscal and
political - has proven to be a challenging reform in many
dcvcloping countries during the more than three decades it has
been popular and widcsprcad. Fiscal decentralization has been
particularly disappointing considering how much consensus
there has been on speciﬁc reform advice, with weak own source
revenue generation bcing among the most problcmatic of fiscal
concerns. Available empirical licerature strongly indicates chat
subnational revenue generation, more often than not, falls short

Ofl’lCCdS and cxpectations. 3

This may seem rather surprising, There is a well-dcvelopcd set
of public finance (fiscal federalism) principles for choosing
and designing local revenues, and it is often used as the anchor
for fiscal reform. Yet even where recommended principlcs
have been (or seem to have been) followed, pcrformance is
usually mediocre or worse. This paper argues that this situation
persists both because mainstream principlcs do not adcquately
consider certain kcy factors that influence revenue generation
and because the principles are improperly used. Underlying
both of these problems is a set of complex political cconomy

considerations that rarely receive sufficient attention.

This paper focuseson ncglcctcd political economy challcngcs to
local government revenue generation and their implications for
pursuing more successful reforms. The relevant challcngcs are
diverse, ranging from the incentives and behaviors of national
level politicians and burcaucracs, who shape the rules of the
intcrgovcmmental fiscal game and how thcy are implcmentcd,
to the local-level political economy dynamics among clected
local councilors, local government staff and citizens. These
various interactions play out in a broader context that also
contributes to shaping options for effective local revenue reform
and decentralization in general. Insufhicient understanding of -
and attention to — these dynamics, canundermine reform dcsign
and implcmcntation. Some indcpcndcnt remedial actions can
be taken by urban governments, but others require national-
level action or support. Even in the former case, local officials
must be mindful of the intcrdcpcndcncics of the elements of
the fiscal system; pursuing a state-of-the-art, revenue-specific
reform without attention to other relevant factors is far from

guarantccd to l‘CSLllt in improvcd local revenuce pcrformance.

The next section provides an overview of the broader context of

fiscal decentralization in dcvcloping countries. Four subscqucnt

3 Selected references include Bahl & Linn (1992), Shah (1994 & 2004), Prudhomme (1995), Tanzi (1996), Ter-Minassian (1997), Bird & Vaillancourt (1998), Litvack, Ahmad & Bird
(1998), Smoke (2001), Ahmad & Tanzi (2002), Ebel & Yilmaz (2003), Bardhan & Mookherjee (2006), Bahl & Bird (2008), United Citics and Local Governments (2010), Bird (2011),

Bahl, Linn & Wetzel (2013), Smoke (2014).



sections respectively focus on kcy political cconomy dynamics:
the national political arena, the national administrative arena,
the local level, and the behavior of international dcvclopmcnt
agencics (in aid dcpcndcnt countries), all of which often

constrain local revenue generation. This is followed l)y asection

THE CHALLENGE OF LOCAL GOVERNMENT
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arguing that better appreciation of these factors could support
crafting and executing viable reforms. The closing section
providcs summary comments on how to better incorporate

political cconomy thinking into local revenue analysis.

RECOGNIZING THE ROLE OF FISCAL
FEDERALISM AND THE BROADER CONTEXT

Although political cconomy is the focus here, it is important
to acknowlcdgc the importance of mainstream  fiscal
decentralization (public finance) principlcs and the broader
context in shaping reforms. Basic principlcs, inclucling those
spccil‘ic to revenue, are well known and rclativcly clear. There are,
however, constraints on their effective application, and there are
tradeoffs among principlcs that require prioritizing objcctivcs
(fiscal-local revenue principlcs are covered in the Martinez-

Vazqucz paperin this volume).

Atleast four different primary approachcs to intcrgovernmcntal
fiscal arrangements are possiblc, cach of which has different
implications for local government revenue autonomy: (a)
empowering local governments to sct up their own tax systems;
(b) central retention of all taxes with procccds shared with local
governments through transfers; (c) assigning sclected raxes
cxclusively to local governments; and (d) sharing revenue from
spcciﬁc ccntrally—collcctcd sources with local govcrnmcnt.?’4

Many systems arc in fact liybrids of these various approachcs.

The choice of system in a givcn country dcpcnds on various
factors, including the technical concerns embedded in

fiscal federalism principlcs, historical paths, dcmograpliic,

3 See Tanzi (2010) for a fuller discussion of the various systems.

cconomic and geographic considerations, and political forces.
Different  countries may have different priority goals for
decentralization (at least initially), such as nation building,
cconomic development, or democratization — that make the
use of a particular system more or less appropriate. The role of
local governments in revenue generation will clcarly dcpcncl on

decisions about the overall system structure.

Within this largcr context, the ability of local governments
to succcssfully and sustainably us¢ revenue powers dcpcnds
on having an appropriate multi-dimensional constitutional-
lcgal—administrativc framework. The rcquircd framework,
however, goces well bcyond typical fiscal mandates, such as local
government lcgal status, functions and autonomy. ¥ The nature
and enforcement of property rights, for cxamplc, affect the use
of the property tax, and legal protections for local governance
(clections and bcyond) and civil society (such as the right to
information, participatory mechanisms, or redress schemes)
create an environment in which citizens are better able to hold
local governments accountable and will be more likcly to pay
local taxes. * All of these considerations are, of course, dccply

affected by prevailing political cconomy realities.

> Perspectives on the framework are provided in Shah (1994& 2004), Ahmad, Litvack & Bird (1998), Ebel &Yilmaz (2002), Roddenct et al. (2003), Ebel & Taliercio (2005), Smoke
(2006 & 2007), Boex & Yilmaz (2010), Bird (2011), Martinez-Vazquez & Vaillancourt (2011), Bahl, Linn & Wertzel (2013).

* Yilmaz, Beris & Serrano-Berther (2010) synthesize key local accountability requirements.
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NATIONAL AND INTERGOVERNMENTAL
POLITICAL ECONOMY FOUNDATIONS

As noted above, the revenue system available to local
governments has both political and technical foundations. In
policy circles, the role of politics is often looscly framed around
whether there is sufficient political will for reform. ¥ The term
political will implics the consensus and commitment of a
benevolent central government to empower local governments
for the common good. In reality, the main motives for
decentralization are usually complcx and some may be rather
less principlcd. 3 Moreover, even strong (or apparcntly strong)
political will may not be sufficient. Many countries with strong
constitutional and/or lcgal provisions for decentralization have

not fully dcsigncd and implcmcntcd them.

The core paradox of decentralization is that it involves the
voluntary sacrifice of power and resources by central government
actors. This depends on their incentives to empower local
governments faced by national legislators, political partics and
government administrators. The motivations may in fact be
unrelated or tangcntial to mainstream fiscal norms or oficial
justiﬁcations. Politicians and political parties want to build
coalitions and win elections. Decentralization — both gcncral
and revenue specific — may serve such purposes. In many cases,
decentralization efforts in devcloping countries have occurred
as a responsc to domestic crises that create demands and
opportunitics for major changc. ¥ In the heat of a crisis, it is hard
to devclop genuine consensus on the need for decentralization
and the form it should take. Limited debate and weak consensus
may imply a poor grasp of the true nature of decentralization,
and the pressure to act can resule in improperly designcd
frameworks, deficient attention to implcmcntation, and apathy
or opposition from kcy actors who may later decide that reform

is not in their best interests.

For a more detailed discussion of this issuc, see Smoke (2003).

In the process of developing reform, there can be clashes
among groups in the nartional legislaturc (based on political
affiliation, factional tensions within political parties, ctl'inicity,
or regional allegiances), and these can compromise proper
use of principlcsi On the other hand, national politicians
may promote decentralization to consolidate power or gain
support, and intergovernmental politics may also be in play.
Local governments tend to be weak political actors, but if tliey
or their associations are influential, as in some Latin American
countries, tlicy may capitalizc on an emerging national crisis to
press the central government to empower them. Thereare many
cxamplcs of how these political dynamics shapc both the extent
of reform and its framing, Indonesia, for cxamplc, pursucd a big
bang decentralization to deal with a political crisis in the wake of
the 1997 Asian financial crisis, the demise of the Suharto regime,
and the secession of the former province of East Timor. In this
case, the reform empowcrcd cities and districts and initially
marginalizcd formcrly powcrful (deconcentrated) provinces
in the hope of averting further secession. Ethiopia also faced
a secessionist crisis after it lost the former state of Eritrea, but
reform consciously cmpowcrcd cthnically—idcntiﬁcd states to
hold the country together, and did not deal with municipalities

and other local jurisdictions until many years later.

Fiscal decentralization has been
particularly disappointing considering how
much consensus there has been on specific
reform advice, with weak own source
revenue generation being among the most
problematic of fiscal concerns. —Paul Smoke

A syntlactic review of much of the literature on decentralization incentives is pmviclcd in Earon, Kaiser & Smoke (2011).

39

(2011),and Faguet (2014).

A range of licerature on the origins of decentralization in various countries is discussed in Eaton (2004), O'Neill (2005), Smoke, Gomez & Peterson (2006), Eaton, Kaiser & Smoke



Another interesting contrast is a comparison of two federal
systems, India and Brazil, where states are the primary
subnational governments and have some jurisdiction over local
governments. India amended its constitution to push states to
empower local governments, but this process stalled in many
states and many urban governments can do lictle withou state
approval. In contrast, Brazils federal government has stronger
direct relations with municipaiitics, rcducing the role of states in
constraining local government. There are many other cxamplcs

demonstrating that national—intergovernmental political

THE CHALLENGE OF LOCAL GOVERNMENT
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cconomy factors can profoundly impact local empowerment,
including revenue access. A final critical point rcgarding
national-intergovernmental political cconomy dynamics is that
these can shift rapidly and conscquentially. If a crisis suddcnly
emerges or abates, even in a country with limited political
competition, incentives for the regime to support or undermine
decentralization may change. Reversals can also occur in more
poiitically—compctitivc environments, in which the opposition
makes the empowerment (or disempowerment) of local

governments a central issue in an important national election.

THE INFLUENCE OF NATIONAL AGENCIES
AND THE BUREAUCRATIC ENVIRONMENT

Although decisionsaboutthe basic parameters ofadecentralized
system usually rest with national politicians, most responsibility
for derailed dcsign and management of the implementation
rests with government agencies. These, however, rarcly have
harmonious perspectives on local governments and therefore
may notagree on the system and what their individual role in it
should be, even if there appears to be a broad national consensus
for reform. Morcover, it is rare that the diverse set of national
bureaucratic actors with different roles and perspectives is well

coordinated.

A multiplicity of diverse central agencices often has a role in
shaping, impicmenting and supervising decentralization. These
may include dedicated local government oversight ministries
(such as the local government, home affairs, and interior), which
are tasked with supporting local governments but may also
have other explicit or unstated goals; cross-cutting agencies
with a national mandate to manage some aspect of operations
(including finance, planning, and civil service), who may sce
empowered local governments as a threat to their mandates,

for cxample a ﬁnance ministry may fCﬁl that strong lOCS.l

0

(1999), Smoke (2007), and Eaton, Kaiser & Smoke (2011).

governments threaten their ability o maintain macroeconomic
stabilization and fiscal responsibility: and sectoral ministrics
(such as agriculture, health, and transport) who are likely to be
more concerned with service delivcry than with empowering

local governments.

In the absence of a robust and cmpowcrcd decentralization
coordination mechanism or strong incentives for individual
agencices to work togetlier, there is a dangcr that these various
actors will act inconsistently (whether or not they support
decentralization), and this can occur in terms of overall policy or
how thcy deal with individual local governments. The situation
can be even worse if kcy agencies are overt rivals and engage in

competition over the control of the local government agenda.

The core paradox of decentralization is
that it involves the voluntary sacrifice
of power and resources by central
government actors. — Paul Smoke

Various aspects of the burcaucratic dynamics surrounding decentralization are elaborated in Smoke & Lewis (1996), Tendler (1997), Litvack, Ahmad & Bird (1998), Cohen & Peterson
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The situation might scem less probicmatic with respect to
revenue, since ovcrsight of fiscal matters is iikciy under the
ministry of finance and/or local government. While chis
could be iargciy true, other factors come into piay. Some local
revenues, such as user chargcs or commercial licenses, may
be influenced or controlled by another ministry (for cxampic,
water tarifts by aministry of water or trade licenses by aministry
of commerce). In addition, if roles of spccii'ic ministries are
pooriy spcciﬁcd and/or coordinated, probicms can arise; for
cxampic, Cambodia, Indonesiaand Uganda haveall cxpcricnccd
situations in which local government fiscal rcguiations were
issucd both by the ministry of finance and by the agency with

primary rcsponsibiiity for local governments. 4

Other central agencies can also piay a critical role in fiscal
decentralization. There are many cxampics: the ministry of
pianning manages dcvciopmcnt budgcts while the ministry of
finance manages recurrent budgcts; civil service commissions
iicaviiy rcguiatc local government cmpioymcnt; sectoral
ministries control service standards and funds for resources
under their mandate; spcciai districts, parastatais or contracted
private actors control or hcaviiy manage the dciivcry of and

revenue generation associated with spcciﬁc services, and so on.

A conscqucntia] manifestation of fragmcntcd bureaucratic
environmentsisweakattention tolinks between decentralization
and other pubiic sector reforms (such as financial management,
civil service, or sectoral). # There are many instances, for
cxampic, of such reforms (managcd by different ministries and
agcncics) thar - intcntionaiiy or inadvcrtcntiy — undermine
the formal icgai role of local governments. Community-drivcn
dcvciopmcnt and other efforts to strengthcn civil society, while
not strictiy pubiic scctor reforms, are crucial for dcvcioping local
governance, and how thcy are framed can affect the dcgrcc o
which decentralization reforms can meet their objcctivcsi Not
all of these Cxampics of central agency roles in local activities
dircctiy affect revenue generation, but thcy can compromise

local govcrnmcnts’ autonomy, weaken accountability links with

' Smoke (2008) provl(ics these cxamp]cs with more information and references.

their constituents, and undermine their incentives and abiiity to

COiiCCt iOCEli revenucs.

Itis important to cmphasizc that the potcntiai probicms do not
suggest that central government agencies have no role to piay
in rcguiating local governments. Even in the most advanced
decentralized countries, the importance of such measures —
including national standards for pubiic finance management,
service dciivcry, revenue gcncration, rcporting and monitoring
mcchanisms—iswciirccognizcd.\thn bascdonsoiidprincipics
and well dcsigncd, these are icgitimatc in a wcii—dcsigned
intcrgovcrnmcntai system. Problems arise when ovcrsight
provisions are arbitrary, unduiy limit local autonomy, or are
pooriy coordinated and create inconsistencies. For cxampic, if
certain functions are devolved but rcguiations from different
central agencics that govern user fees or staft compensation
do not support their sustainable dciivcry, the system will fail.
Simiiariy, if a revenue base is formaiiy devolved but there are
onerous rcguiations and arbitrary central interference, revenue

productivity will iikciy be limited.

In some cases, there is even weak intra-agency coordination.
DifFercntdcpartmentsWithinaministrymayhavc rcsponsibiiitics
for different functions and can compete to control poiicy
agcndas and funding. Within a ministry of finance, various
aspects of fiscal reform - budget, local revenues, transfers
and icnciing - may fall under different semi-autonomous
dcpartmcnts, rcsuiting in poiicy incoherence. Directorates in
the Indonesian Ministry of Finance, for example, were long a
i(cy facror in obstructing property tax decentralization (which
occurred in 2009) and borrowing reform, both recommended
by the directorate in chargc of local finance. * There are many
instances of poorly coordinated elements of the subnational
fiscal system  — intcrgovcrnmcntai transfers that  creare
disincentives for local revenue generation and/or borrowing -
thac fall under the same agency and have been very chaiicnging

to overcome.

* The political ecconomy of decentralization in the context of broader public sector reform is discussed in Eaton, Kaiser & Smoke (2011). Decentralization in the context of civil

service and public financial management reform is respectively considered in Green (2005) and Fedelino & Smoke (2013).

# Smoke (2008) and Smoke & Sugana (2012) discuss chis casc.
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THE POLITICAL ECONOMY OF
DEVELOPMENT ASSISTANCE

The role of international development agencics as partners of
government bureaucracies in supporting fiscal decentralization
and other public sector reforms should not be underestimated,
especially in aid-dependent countries. * Although they have
modified their behavior over time, many donors have long
supported primarily technical approaches to decentralization,
often through parallel mechanisms that were not politically and
institutionally sustainable. There was also long7 a (now reduced)
propensity to drawon experiences ofother, sometimes dissimilar
countries, thus recommending reforms that were inappropriate

or difficult for some countries to implement successfully.

Perhaps most importantly, international devclopment agencices
compete with cach otherand even internally across departments
of large agencies. Such dynamics may reinforce rivalries among
government agencics outlined above, for example with one
donor supporting an agency promoting decentralization and
another donor supporting a different agency promoting a

reform - be it financial, management, civil service, or sector

specific - that undermines the autonomy of local governments,
and in the context of this paper, weakens incentives for local
revenue generation. In some cases, donors even help develop
different revenue administration systems for different local
governments in the same country. In aid-dependent countries,
such donor behavior can contribute to the development of

internally inconsistent local government policies and systems. ©

In short, challenging relationships among national agencies,
across clements of public sector reforms and among donor
programmes result from institutional weaknesses, capacity
limitations and poor coordination, but they are often rooted in
the types of country political cconomy considerations noted
above — the incentives of various (often unevenly empowered)
actors to pursue different and perliaps incompatible objectives.
This includes donors, who face specific incentives that shape
their individual behavior, their interactions with each other, and

l'lOW tlle work Wltl] country counterparts.

THE CRUCIAL ROLE OF SUBNATIONAL
POLITICAL ECONOMY DYNAMICS

Even if national policies, systems and procedures are consistent
with key fiscal decentralization principles andevenundernational
political and burcaucratic conditions that are conducive to local
government empowerment, decentralization (both in general
and local-revenue speciﬁc) can face daunting local political
challenges. A well-conceived framework that meets normative
principles is ultimately necessary for the development ofaviable

system that balances an appropriate upward accountability and

mechanisms to promote robust downward accountability, butit

is not EllC only relevant factor.

Mainstream theories of fiscal and political decentralization
(explicitly and implicitly) assume that local officials face
incentives, through clections and other means, and have the
capacity to respond to their constituents, who are also assumed

to have the knowledge, capacity and motivation to hold their

" Donor support to decentralization is discussed in Smoke (2001), Romeo (2003), Friczen (2007), Development Parener Working Group on Decentralization (2011), and Smoke

& Winters (2011).

“ Examples are given in Blair (2000), Fjeldstad (2006), Connerley, Eaton & Smoke (2010), Eaton, Kaiser & Smoke (2011) and Development Partner Working Group on

Decentralization (2011).
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clected local governments accountable. It is well known that
some of these core assumptions are uncvcniy metin dcveioping
countries. ** Some constraints are spcciﬁc to local revenue, but
the gcncrai nature of local political dynamics also affects how

Weii iocai govcrnments Wlii raise and usc resources.

Unfortunatciy, the relevant issues are compicx and difhcule
to assess fuiiy and dcﬁnitivciy Available cmpiricai evidence
is rciativciy limited, contradictory, and often chaiicnging to
interpret in poiicy-rcicvant terms. It is nonetheless important
to review kcy teatures of poiiticai decentralization that can
influence local revenue behavior, inciuding the role of electoral,
non-clectoral and  other accountabiiity mechanisms  in
promoting local fiscal performancc. Itis also important to kcep
in mind that the behavior of other actors that shapc the local

institutional iandscapc can also have an impact.

The role and limitations of local elections

Fair and competitive clections are framed as a foundation of
decentralized governance, and they can raise the crcdibiiity of
local governments and increase civic engagement, inciuding
citizen readiness to contribute to the pubiic purse. 7 The
number of countries hoiding local elections is on the rise, which

seems to be a positive sign.

At the same time, a number of caveats are in order. First,
several factors can limit the quaiity and mcaning of elections:
councils may be oniy partly clected, elections may be based on
closed party lists that limit voter choice, or one poiiticai party
may dominate. Some of these can result from national rules
and the national and intcrgovcrnmcntai dynamics discussed
above, while others result from local decisions. While it is
not possibic to detail the nature and quaiity of local electoral
systems here, it is important to note that thcy do affect local

accountabiiity rciationships‘

Second, cultural traditions, ethnic identification, and poiiticai
party ioyaitics, among others, can heaviiy influence how
clections work and the results thcy yici(i. This in turn can lead
to the signiﬁcant poiiticization of local government behavior,
inciuding revenue generation, such that patronage, clientelism,
corruption and non-democratic behavior piay too dominant a

role and undermine downward accountabiiity.

Thirci, electoral accountabiiity is not ncccssariiy favorable to
local revenue collection. Recent work on Mexico found that
changcs in one state’s electoral rules for local governments that
were intended to improve accountabiiity did lead to broader
service provision (some through clientelistic practiccs), bur it
also, exceptin iarger urban areas, reduced revenue collection. #
Other work in Itaiy discovered that less competent (quaiiﬁcd
or cxpcricnccd) mayors were more casiiy re-clected if thcy
favored less visible taxes (pcrsonai income tax surcharges) rather
than more visible ones (propcrty raxcs). “ The former type of
taxes, however, decreases transparency and compromiscs the
local rcvenue—cxpcnditurc iinkagc. And some work in France
showed decreases in local tax rates as party majoritics increase
in dcpartmcntai assemblies™®  Of course, lower taxes may be
what the voters wanted, but this bcgs the question of how
local services are funded and whether citizens feel sufficient
rcsponsibiiity for contributing towards the costs of providing

them.

Fourth, even if elections in principic establish good downward
accountabiiity, other types of accountabiiity reiationships
can oftset this. This includes not oniy inappropriate upward
accountabiiity — the types of undue or capricious instances of
highcr—icvei interference discussed above — but also horizontal
accountabiiity, between elected local ofhicials and staft who
administer revenue and service dciivcry. There is a common

probiem, whether de jure or de facto, with a lack of ciarity in

“ Examples of relevant literature (posicive and negarive) include: Tendler (1997), Manor (1998), Schncider (1999), Blair (2000), Olowu (2003), Wunsch & Olowu (2003), Talicrcio
(2004), Ribor & Larson (2005), Bardhan & Mookerjec (2006), Shah (2006), Cheema & Rondinelli (2007), Connerley, Altunbas & Thornton (2010), Eaton & Smoke (2010),

Martinez-Vazquez & Vaillancoure (2011), F‘iguct 2014.

A uscful review of the literacure and perspectives on local elections is found in Bland (2010).
Gomez-Alvarez (2012) reviews this experience in the state of Nayaric.

" See Bordignon & Piazza (2010)

> See Dubois, Leprince & Paty (2007)



the division of rcsponsibilitics between clected and appointcd
local officials. Elected councilors should be setting broad
cxpcnditurc and revenue policics for functions under their
control and overseeing managcrial and technical staff that advise
them and execute these functions. Often, however, cspccially
in ncwly dcccntralizing countries, staft transferred from central
to local governments maingain strong upward accountability
rclationsl'iips. This can weaken the ability of local councils to be
rcsponsivc to their constituents, which in turn can leave citizens
dissatisficd and unwilling to pay local revenues. Of course,
councilors could interfere too much in technical functions if
thcy have too much control over staff, for cxamplc intervening

in revenue collection rcsponsibilitics for political reasons.

In short, the effects of local elections on decentralization and
local revenue behavior are not cntircly straightforward. Much
clcpcnds on the various contextual factors discussed above
and the spcciﬁc rules and processes governing clecroral and
fiscal systems, which result from both central and subnational
constitutions and laws and the traditions and politics underlying
them. Local elections are important, butno presumption should
be made thac adopting best practice fiscal decentralization
reforms will result in the normative benefits attributed to
them if local political processes do not providc an adcquatc

environment for this to occur.

Non-electoral accountability mechanisms

Even where the local accountability challcngcs noted above are
notvery conscqucntial and local political competition is robust,
local elections are wiclcly seen to be a rudimcntai‘y means for
improving downward accountability, cspccially in dcvcloping
environments. There has been an increasing trend in recent years
to dcvclop (or to adapt in the context of local dcmocratization)
other accountability mechanisms, such  as: participatory
planning and budgcting, recalls, town meetings, referenda,
gcncral or scrvicc—spccil’ic ovcrsigbt boards, or user committees
and social auditing of local resource use. Such mechanisms can

FOS[CI bcttcr PubllC l{HOWlCdgC Ol: hOW revenuces arce ClCl:lI'lCd

il

(2007), Boulding & Wampler (2010), Brinkerhoff & Azfar (2010)
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and levied and how procccds are used. More robust clections
supplcmcntcd with appropriate and sul'ﬁcicntly inclusive
participation mechanisms should be cxpcctcd to increase civic
engagement and bclp to deliver better local services. This in
turn can enhance citizen trust in local governments, dcvclop
local social capital and improve the acceptance and usc of local

revenuc gcncration POWCIS. !

Althougb non-electoral mechanisms can be importan, three
caveats bear cmpbasis. First, citizen €NZagement processes can
be rather mechanical. Participatory buclgcting, for cxamplc,
cmcrgcd organically ina spccil‘ic political context in one city
in Brazil. Althougb not for lack of trying, it can prove difhcule
to transplant to other environments, which requires more
than producing a stcp—by—stcp manual that meets normative
guidclincs, and mandating its use. prarticipation is pcrfunctory
or non-inclusive and the results of the process constitute
optional advice to local governments rather than influential

inputs, the mechanism is not likcly to achieve its intended goals.

Second, non-clectoral accountability mechanisms can be just
as vulnerable to political forces as local elections are. If such
processes are capturcd by political partics, business leaders or
powcrful but narrowly representative civic groups or NGOs,
thcy will not transcend local politics as usual. Even genuine
attempts to improve inclusivity, such as mandating minimum
representation of ncglcctcd groups (such as women or ethnic
minorities) in formal processes, need not be immcdiatcly
mcaningful in broadcning citizen voice or al'lccting the ways

local Pul)ll(, resources arc I'?llSCd (llld SPCl’lt.

Third, effective adoption ol‘accountability mechanisms requires
that citizens want to use them and actually do so. Mechanisms
for providing inputs or comments on local plans and buclgcts
may be available, but a sul'ﬁcicntly broad range of pcoplc must
be aware of this. Furthermore, citizens may not know how to use
these mechanisms, and tlicy may not feel cmpowcrcd to do so

or free to express their views. In terms of local rcvcnuc—spcciﬁc

Issucs related to the role of participatory governance are discussed in various ways in de Mello (2002), Blair (2006), Commins (2006), Plattcau (2006), Manor (2007), Wampler
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arrangements, mechanisms to appcal property tax asscssments
or local business license fees, for cxamplc, will not be effective if
pcoplc are unaware of them or face barriers in using them, such
as the lack of appropriate knowlcdgc, poor access to advice, or

even outright intimidation from local governments.

The wider local accountability landscape

Asif the untidy context of local institutions and local political
clynamics were not a sufhcient cllallcngc, dcvcloping countries
often experience 2 much  wider array of accountability
rclationsliips that affect local government behavior and
pcrformancc. Local governmentsare in fact rarcly the only actors
involved in local service dclivcry and revenue gencration. Thcy
may exist alongsidc deconcentrated levels of administration, and
both may have agcncics dcaling with the same services in the
same territorial arcas. If their respective roles are not well defined
and honored, and if the deconcentrated entities have superior
funding that tlicy usc for services that are local functions l)y law,

local govcrnmcnts can facc ascrious accountability challcngc.

In a number of countries, central governments have created
constituency dcvclopmcnt funds, which award to members
of parliament discretionary tunds to deliver services in their
constituencies, in practice often including services that are
local government functions. Community-drivcn dcvclopmcnt
programmes, which provide funds for service dclivcry from
a national agency (often with donor funding) primarily to
nongovcrnmcntal local entities, may compete with nascent
local governments. In some countrics, nongovcrnmcntal service
providcrs also play amajor role (indcpcndcntly from subnational

govcrnmcnts) in dclivcry of basic services.

In mctropolitan areas, multiplc types of governance mechanisms
are used to manage a range of functions across wider arcas,
ranging from unified mctropolitan administration (such as in
Capc Town) to various mechanisms intended to coordinate
public functions across proximate jurisdictions (such as in the
Manila Metropolitan Development Authority). The laceer
types of mechanisms may be mandatory (imposcd by the
central govcrnmcnt) or voluntary (formed at the discretion

Of lOC}ll govcrnmcnts), and [l’le may bC gcncral—purposc

or limited to one or more spccil‘ic functions. In either case,
political dynamics and embedded incentives affect how tl'icy are
structured and condition how thcy opcrate and pcr‘form. Such
intcr-jurisdictional institutions have great signiﬁcancc for local
governance, to how services are providcd, and how revenues
are raised and shared. (The Slack paper in this volume providcs

morce ClCtZlil on mctropolitan govcrnancc).

The main point here is that if there are multiplc lines of
accountability and funding channels for service dclivcry
with insufficient clarity on rcsponsibilitics and many actors
potcntially involved in providing the same services, citizens are
likcly to be pcrplcxcd abourt cxactlywhat to expect from elected
local governments. If this is the case and tl'icy are not sure cxactly
what services their local government providcs to them, it seems

lllgllly lll(Cly tllat tl]Cy WOllld lZ)C rcluctant to pay local revenucs.

Subnational politics, accountability and
revenue generation

Ultimatcly, the extent to which local governments use their
allowable revenue powers and the way in which thcy use it
dcpcnd on the sources and distribution of local political power.
This can be vested in some combination of economic elites,
ethnic or rcligious groups, certain political partics, labour
unions, and civil society groups or coalitions, among others.
The mix of power sliapcs incentives faced by local politicians.
Local governments may, for cxamplc, tax businesses more or
less hcavily than houscholds, or various activities and sectors
dil‘lcrcntially, thus potcntially creating behavioral distortions and
visible incquitics. Thcrcforc, under some political conclitions,
the Strong revenue autonomy so valued in fiscal decentralization
thcory may in practice allow elite capture, cxploitation of certain
local entities or individuals and/or capricious or politicizcd

revenuc cnforccmcnt.

Political power is, of course, not the only factor that matters.
The nature of local revenue sources and the clarity and quality of
accountability mechanisms canalso be important. Somerevenue
sources are simply unpopulai‘, difhcult to administer and/or
pcrccivcd as unjustiﬁcd or unfair. And if the rcsponsibilitics

Ol‘ lOC&l govcrnmcnts are unclcar ElIlCl thcrc is compctition for



service dclivcry space from other actors as illustrated above,
citizens may not feel fairly treated (in terms of benefies received
for revenues cxpcndcd and relative to other local residents), and,
therefore, thcy will be less inclined to comply with demands for

them to makc lOC&l revenuce paymcnts.

A number of prominent local revenue sources are particularly
complex for local politicians to deal with. The property tax, for
cxamplc, is often recommended as one of the potcntially most
suitable and productivc (if administrativcly dcmanding) local
government taxes. Yet it is very noticeable to those who pay it
clircctly, and it can be onerous because it is often made in a few
largc payments, as opposcd, for cxamplc, to a consumption
tax that is sprcad out over many small transactions. The
concentration of land owncrslaip and division between the rich
clite and poor or disadvantagcd (in terms of status, physical
location and living conditions) in devcloping countries also
politicizcs and confounds effective implcmcntation of this
tax. Influential businesses and citizens may have sufficient
political power to limit their property tax burden. In addition,
obvious inconsistencies and inequities in tax administration
and ambiguity rcgarding how tax procccds are used can create
opposition  to compliancc and substantially undercut the

crcdibility oflocal governments in the cyes of their constituents.

Building on this latter pointg, citizen compliance is obviously
critical for effective local revenue generation. Awailable evidence,
while admittcdly limited, suggests that compliancc can improve
or decline under decentralization. The effect seems to dcpcnd
on economic conditions, citizen attitudes to local governments,
and variations in local political dynamics, including their

willingncss and ability to enforce the tax code.

On the positive side, the city of Porto Alegre (Brazil), which
is intcrnationally rccognizcd for pioneering  participatory

budgcting, substantially improvcd tax compliancc tlirougli

5> The nature of the system and details of the rescarch are explained in Juul (2006).
> Fjeldstad & S:mboja (2001) and FJcldstad (2001) elaborate on the research and the results.

% Sce Fjeldstad (2004 & 2005) and Kjacr (2004 & 2005).

Schneider & Baquero (2006) review the literature and examine the Porto Alegre experience.
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local participatory mechanisms. ** Revenue yiclds increased
substantially dui‘ing a pcriod of national fiscal reform that
included major increases in intcrgovcrnmcntal ti'ansfcrs, which
miglat have been cxpcctcd to dampcn local revenue efforts.
Brazil, of course, is a middle-income country with stronger
political, administrative and civil socicty institutions than
many dcvcloping countries, and the above-noted caution
about transplanting reforms should be kcpt in mind. Yet the
experience there with successful initiatives can at least providc

some inspiration for other countries sccl{ing7 reform.

On a more negative note, tax compliancc in Scncgal gcncrally
decreased after collection was devolved to local government
councils. This result is reportcdly due to widcsprcad perceptions
of inadcquatc service provision and the gcncrally weak level
of trust in local government insticutions. 53 The strongest
compliancc occurred for reasons other than the conventional
social contract (conti‘il)utions to l’lClP finance local services
received) — among forcigncrs and others who rcccntly moved
into the community. These individuals stratcgically used tax

payments to validate their claim to be lcgal residents.

Local government tax compliance in other countries for which
information is available shows more mixed pcrformancc but
raiscs important points about citizen willingncss to pay. In
Tanzania, tax compliancc wasfound to improve whenindividuals
couldafford to pay and pcrccivcd athreat of sanction. The factors
that weakened compliancc were pereeptions ol.punitivc/unfair
enforcement and dissarisfaction with local services. > Successful
enforcement is associated with local government capacity and
whether revenue collection could be insulated from interference
by local councilors. Evidence from South Africa and Uganda
also suggests that perceptions of poor local service dclivcry
and/or unfair tax treatment undermine tax compliancc, but
indicates that citizens would be willing to pay local taxes if the

lOC’«ll govcrnmcnt dld morc f()[' tl”lCl’l’].33
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One other limited but tantalizing picce of evidence underscores
why more focus on own revenues seems worthwhile. A study of
local budgets in some East African countries found that as the
share of local budgets financed from local revenues increased,

the share of cxpcnditures on service delivcry also rose.

In contrast, greater dcpcndcnce on intergovemmcntal transfers
and devclopment aid was associated with a higher budget
share for administrative costs and employee benefies. More
work is obviousiy needed, bur this ﬁnding tentativcly seems to
support the notion that when citizens contribute more to local

governments, local officials are more responsive to their needs.

|

There is not enough empirical evidence to draw definitive
conclusions, but there are some clear indications both that
citizens are willing to pay local government revenucs if thcy
perccive that thcy are bcing treated fairly and receiving some
benefit from local government cxpcnditure, and that local
government efforts to enforce tax compliance do not go
unnoticed by their constituents and can be productive it thcy
are rcasonably structured and seen as impartially administered.
More gcncrally, the evidence reinforces the potcntial political
and fiscal value of better informing and engaging citizens

rcgarding [l’lC gcneration ElI’lCI usc OHOC&I government revenucs.

Voters gather at the polling booths during the municipal elections, in Cape Town, South Africa. @Shutterstock
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IMPLEMENTING POLITICALLY-GROUNDED AND
PRAGMATIC LOCAL REVENUE REFORMS

The prcccding material highlights the chailcngcs of trying to
make fiscal decentralization — both in gcnerai and for revenue
generation — work succcssfuiiy. Central to these chaiicnges is
the often unbalanced focus on designing systems thar meet
normative goais and the comparatively modest attention given
to embedded poiiticai and institutional constraints that affect
how they are implemented. An effective system requires good
dcsign, and, as noted above, poiitical economy factors shapc that
dcsign. But it also requires a pragmatic strategy to impicmcnt
the system ina way that is sensitive to political economy realitics
and other constraints, such as weak capacity. In recent years
there has been more interest in implementing and sequencing
reform. > Most of this work is not specific to local revenue, but

it has considerable relevance to it.

Equally important, local revenue reform strategies need to be
placcd in the iargcr context outlined above. improving local
revenue powers, if their functional rcsponsihiiitics are unclear
and channcls of accountability arc questionable, may do more
harm than good. Simiiariy, local government steps to improve
tax administration and enforcement in the absence of tangibic

citizen willingness to pay may be pointless.

To consider a concrete cxampic, every local government
would like to be able to tax a high value base, such as property
or local economic activity. Even if such a tax is devolved (or
an existing tax is cnhanccd) and reforms are well dcsigncd, the

tax may not be productive without sufficient care as to how it

The role of international development agencies
as partners of government bureaucracies

in supporting fiscal decentralization and

other public sector reforms should not be
underestimated, especially in aid-dependent
countries. — Paul Smoke

5 See Hoffman & Gibson (2006).

is impicmcntcd in technical and poiiticai terms. The central
government must be wiiling to devolve or correct weaknesses
with the tax and dcvciop workable proccdurcs for operating it.
Subnational governments need to face incentives — from the
central government and from their constituents — to adopt the
new or reformed taxes and dcvciop the capacity to usc them
fairly and cffectively. Citizens and businesses must learn to
pay new taxes, which thcy will resist doing unless thcy broadiy
perceive that subnational governments are bcing responsive and

treating them fairly.

These are very poiiticaiiy and institutionaiiy signiﬁcant changcs
that will not come about rapidly or without cffort in many
dcvcloping countries. If too much happcns oo quickiy without
steps to influence attitudes and incentives and build capacity,
the reform will be uniii(ciy to succeed, pcrhaps giving poiiticai
ammunition to national actors who favor centralization. For
cxampic if reform increases tax burdens without providing
benefits, compliance and trust in local governments are likely to
suffer. If the reform is too slow and produccs limited revenues
orvisible improvements in local services, local governments and

their constituents will become frustrated and lose interest.

The central government perspective

The political ecconomy factors outlined above tend to push
central governments  to take one of two approaches to
reform. ** The fiscal framework approach involves dcvcioping
comprehensive intergovernmental rules and systems based
on normative principics appiied to a given country. The core
assumption is thart if proper incentives are embedded in the
framework, actors at all levels will adopt its provisions and
dcvclop any needed capacity. This approach follows traditional
technical advice and is also consistent with pressure to move
quickly fele by countries in crisis. In some cases there may be an
unstated assumption that many local governments lack capacity

to use the system, so that the poiiticai goais of dcciaring reform

°" Implementation is treated to varying degrees in Smoke & Lewis (1996), Litvack, Ahmad & Bird (1998), Falleti (2005), Smoke (2006, 2007, 2010, 2014), Bahl & Martinez-Vazquez (2006),
Ebel & Weist (2006), Shah & Thompson (2004), Bahl & Bird (2008), and Martinez-Vazquez & Vaillancore (2011).

- See, for example Bahl & Smoke (2003) and Smoke (2007 & 2010).
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can be met without major impicmenta[ion, iimiting perceivcd
threats to the power of national actors. This pure framework
approach is rareiy ideal for deveioping countries since conditions

required for it to work are not in piacc.

A diametricaiiy opposed approach is one in which major reform
is mandated, but subjcct to a hcaviiy managcd process for
impiementing the reforms graduaiiy over time (as per decisions
of the centre, based on clear rules or not). This managed
approach involves a more active and sustained role for central
government in overseeing reform, and it also allows formal
adoption of reform without aiiowingr it to rapidiy rock the
status quo. Because the approach is iikeiy to treat capabie local
governments too conservativeiy, it will hinder their ability and
incentives to raise local revenues and provide pul)iic services.
And unless there are cxpiicit provisions to build the capacity of
weaker local governments, they may never meet the conditions

quUil’Cd fOI' CIT]POWCI'mCl’lt.

If reform is genuineiy desired, there is potentiai value to a more
consciousiy strategic approach in between these two extremes.
This would frame devolution as an intergovernmentai process
and recognize key poiiticai and institutional constraints. It might
involve, for exampie, consultative mechanisms among actors
at all levels to define reform processes and steps; asymmetric
treatment to recognize the diverse characteristics and capacitics
of local governments; partiaiiy negotiateci trajectories such
that local governments take responsibiiity for adopting certain
reforms over a speciﬁc time frame instead of being told what to
do; and performance—based processes that create incentives for
pursuing reform. As steps succeed, more advanced reforms can

bC undertaken.

This type of impiementation strategy also faces hazards.
Assessments and negotiations could become poiitieized, and
reforms might stall. But these are gcnerai concerns with reform,
and well-crafted processes and accountabiiity mechanisms

could alleviate risks. The speeiﬁc situation will also differ among

countries. Some countries aircady have a local revenue system
that needs reform, while others are transferring existing revenues
to local governments Or creating new sources for them. Such
differences in the nature of the system — aiong with the poiiticai
and institutional factors outlined above - should ideaiiy be used

to shape ti’lC strategy i:OI' a given country.

The local government perspective

Local governments should and do approach impiementation
from a different perspective than the centre. Even the most
capabie local governments must be strategic in adopting
revenue reforms that require major increases in what residents
pay and non-trivial behavioral changes. In order not to shock
the system (by overwheiming local government capacity and
citizen toierance), modest and less poiiticaiiy contentious steps
could be undertaken before compiicated or controversial ones,
and the social contract can be invoked by trying to link revenue

increases to specii‘ic and visible service enhancements.

For exampie, if a local government intends to move from low,
ad hoc property valuation to standardized full market valuation,
assessment ratios could be phased in, and tied to announced
improvements in service deiivery. Simiiariy, new or increased
user chargcs for particular services could advance incrementaliy
towards full cost recovery in order to avoid potcntiai undesirable
distortions in service use, severe equity effects, or administrative
and poiiticai opposition. New systems and procedures could
also be tested through wcii-pubiicizcd piiot initiatives, aiiowing
for visibiiity, debate and Weii—justified modifications before

mainstreaming the revenue reform in question.

Another element of a local government strategy would be the
usc of institutional innovations to improvepubiici(nowiedge and
citizen engagement. Adopting or taiioring citizen engagement
and oversight mechanisms can facilitate acceptance of revenue
reforms, and pubiic education and information (media and
technoiogy based) may improve citizen understanding and

compiiance. Targeted consultation with beneﬁeiary groups

* Some discussion of these approaches and examples are provided in Kelly (2003), Ficldstad (2006), and Smoke (2008 & 2011).



can facilitate acceptance of revenue reforms. Exampics include
negotiations with a business association to increase property
taxes in return for better roads in industrial areas; discussions on
raising market fees with market vendor associations in return
tor iongcr hours and improvcd sanitation; or pubiic hcarings
on raising water tees to finance more reliable water service. Not
every revenue increase can or should be ncgotiatcd, but such
interactions with affected parties can create a basis for enhancing
revenue and citizen trust by iinking increases in taxes and fees to

spcciﬁc service improvements.

Other mechanisms can also help. User commiteees for specific
services have been used to connect citizens to subnational
service dciivcry and to iay the foundation for associated revenue
generation, although such bodies can also be used to bypass
weak governments and constrain their ability to assumec their
icgai functions. © There are also opportunities to work with
community—i)ascd groups on scrvice ciciivcry and revenue

generation for certain services, such as trash collection in urban

CONCLUDING COMMENTS
LENS ON LOCAL REVENUE

Aithough the situation has improvcd in some countries during
the iong wave of puhiic sector decentralization that cmcrgcd
in the 1980s, local governments in dcvcioping countries
— whether in the iargcr or smaller urban areas, rcspcctivciy
covered hy the Slack and Fox chaptcrs in this volume - often
do not have adcquatc autonomous fiscal powers to meet
basic rcsponsibiiitics, much less to be influential drivers of
dcvciopmcnt in their jurisdictions and hcyond. Revenue
powers tend to be particulariy constrained. Even if more robust
empowerment frameworks have been adoptcd, thcy may
not be impicmcntcd according to the provisions of cnahiing
constitutions and laws. In gcncrai, revenue yicids commoniy
disappoint expectations. The situation is often somewhat better
in iargc urban areas, but there is almost invariahiy considerable

room FOI’ improvcmcnt.

@ See the discussion and cxamp]cs in Manor (2004).
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areas and maintenance of minor irrigation canals in rural arcas.
These can hcip to improve revenue generation and providc
service improvements that benefic local governments, the
partner community groups and local residents more gcncraiiy,
In short, small, well-conceived measures can start to changc how
local governments function as well as how their constituents

perccive them.

The ovcrarching point is not that any of these approachcs or
cxampics are univcrsaiiy appiicabic, but strategics for local
revenue enhancement that embrace their spirit are iikciy to
have some relevance in a broad range of contexts, and other
approachcs could also be devised. All of these cxampics cicariy
have technical dimensions, but thcy are also sensitive to poiitical
realities. Equaliy important, such approachcs can be used to
some extent indcpcndcntiy hy local governments, even where
national constraints prcciudc extensive central government

POiiCy rcforms to strcngthcn iocai revenuc gcncration.

: A POLITICAL ECONOMY

REFORM

This paper has focused broadiy on the poiiticai cconomy factors
undcriying the unsatisf;ictory state of local revenue generation,
and considered gcncrai paths to improvcd pcrformancc that
take these factors into account. Yet it is critical to underscore the
fact that local revenue generation does not exist in a vacuum; it
is related to other aspects of the local pubiic sector — fiscal and
administrative — also subjcct to poiiticai cconomy dynamics.
Moreover, local governments are the anaiyticai focal point and
are embedded in conscqucntiai poiiticai cconomy forces spccii‘ic
to them, but some factors thar facilitate or inhibit their abiiity to
generate revenue are rooted in the highcr level governments and
citizens from whom thcy derive their power and crcdibiiityi What
matters for rcaiizing improvcd revenue generation is how the
intcrgovcrnmcntai fiscal structures, local governance mechanisms,

and poiiticai conncctivity to local taxpayers work togcthcr‘
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This means that solving a limited revenue problcm or focusing
only on associated local level challcngcs may not result in
improvcd pcrformancc. For cxamplc, a reform effort that
narrowly targets improvcd revenue collection mechanisms may
not solve key issues, such as dcpcndcncc on a nonresponsive
liighcr level agency foran important function (sucli as land titles
or property assessment); national level political protection of
government or parastatal agencies that constitute a largc share
of the local tax base; selective interference by local politicians
in revenue collection; or reluctance of citizens to pay local raxes
because thcy do nor feel thcy are receiving aclcquatc services or
simply mistrust local governments. Thus, a more holistic and
flexible mindset and approach are necessary to diagnosc local

revenue problcms and consider options for rcmcdying them.

Given the considerable divcrsity of dcvcloping countries and
the local governments within many of them, as well as the
paucity of good evidence, it is difficult to conclude a paper on
this topic with satisfactory policy gcncralizations. At the same

time a number ofbroadly relevant points can be raised.

First, the foundartional step rcquircd for reform is to document
the nature and extent of the local revenue deﬁciency to be
addressed in a Wcll—groundcd way. Is the revenue source under
consideration considered appropriate for local govcrnmcnts?
Is it administered in conformance with relevant laws and
rcgulations? Is there a sense of potcntial yicld comparcd to
actual yicld? Are there socioeconomic factors — weak economic
base, high informal cmploymcnt, or extensive poverty — that
limit local revenue productivity? Are there administrative
considerations (such as inadcquatc staﬂ'ing or operating
resources, lack of necessary equipment, data constraints, and
capacity limitations), that hinder effective management and

COllCCtiOH OFthC revenue?

Second, what are the relevant political cconomy dimensions
of the revenue problcm(s) identified, those that contribure
to its existence or affect prospects for its resolution? Is
there any interference or inaction on the part of the central
government, such as limits on the revenue source that unduly
constrain its yicld, or failure of a central agency to approve
base or rate modifications? Are there other govcrnmcntal
or quasi«govcrnmcntal authorities — including intermediate
tiers of government, mctropolitan planning commissions, and
service dclivcry boards — that influence or interfere in local
revenue administration? At the local level, are certain local
actors (cspccially potcntially high value groups or individuals)
protcctcd from rtaxation? Are local politicians artiﬁcially
restricting use of the revenue or manipulating its collection for

political gain?

Third,are there other aspects of thelocal fiscal system that require
attention before the revenue problcm can be addressed or in
conjunction with it? Are services financed by the revenue bcing
providcd at sufhcient levels of coverage, quality and rcliability?
Is there any imbalance in local revenue coverage, such that some
taxpayers feel taken advantagc of and others are getting a free
ride? Are incentives for local government collection of own
revenues weakened by generous intcrgovcrnmcntal transfers
that fail to account for local revenue generation cffort in how

thcy are allocated?

Fourth, are there identifiable ways in which local accountability
rclationships contribute to  weak pcrformancc of the
local revenue system? Are citizens clear abour what local
governments do and how the taxes and fees thcy pay arc used?
Are citizens satisfied or dissatished with local governments
in gcncral or with spccil‘ic services in particular, potcntially

al:Fccting their Willingncss to pay local taxes and cl]argcs? Are

... a move holistic and flexible mindset and approach are
necessary to diagnose local revenue problems and consider
options for remedying them. - Paul Smoke



there adcquatc channels for pcoplc to communicate with local
governments? Do peopie have access to the information they
need to evaluate local government pcrformancc? Can citizens
register complaints about service dc]ivcry and revenue liabilities

to thcir iOCZli govemment and gCt them addressed?

Fifth,ifalocal governmentcan concrctciy idcntify the natureand
source of weak revenue performance, what kinds of options for
cicaiingwith the probicms might be considered? What steps can
be taken iocaiiy by local governments, and which need to involve
requests and negotiations with other levels of government or
other types ofactors? Are the local options gcncrai in coverage
or do thcy need to deal with particular agencies or groups
of constituents? Is there a way to link revenue reforms more
cicariy to concrete improvements in service dciivcry? Are there
opportunities to partner with other actors (govcmmcnts at
the same or a difterent level, business associations, community
groups) in dcmonstrating the need for revenue enhancement or
engaging in the revenue administration process itself? Various
cxampics of such approachcs were provided above, but many

morc COUid bC EC(ISibiC in aimost ally context.

Sixth, what is the probabiiity that certain potentialiy desirable
courses of action will be successful? It is often rciativciy casy to
idcntify probicms and measures that would improve revenue
collection, but sometimes the poiiticai economy obstacles
to undcrtai(ing them are formidable. Thus, it is important to
understand which actors will support and which will opposc
changes in local revenue systems, and what can be done to
bring reluctant actors on board. It is also essential to be strategic
in sciccting the necessary steps to increase the probabi]ity of
successful initiatives. Even small, poiiticaiiy teasible initial steps
that bcgin o improve revenue generation can transform the
attitudes of various involved actors and iay a foundarion for

more conscqucntiai rcform.

THE CHALLENGE OF LOCAL GOVERNMENT
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The relevance of many of these issues and questions, of course,
may vary grcatiy across countries, local governments within
countries, and even with respect to individual local revenues.
The points raised are also selective; there may be many others
that need to be considered to understand the nature ofprobiems
and opportunities and what types of concrete actions can be
taken to deal with probicms and capitaiizc on opportunitics.
Spcciﬁc recommendations for reform will depend not oniy on
the facts of the system, but how its clements fic togcthcr and any

relevant constraints that are identified.

A few additional points are worth noting in ciosing. First, not
all efforts to improve local revenue reform need to originate
with higher—icvel or local governments. Civil society actors can
productivciy put pressure on ofhicials to changc their behavior
iFthcy want more from their local governments and are wiiiing
to contribute so as to realize the desired improvements. This
can be accompiishcd through more robust use of electoral and
participatory mechanisms, collective action taken by business
associations, adoption of civil society driven citizen report cards,
and other measures. Such actions can improve local governance
connections and enhance the overall climate for local revenue

generation.

Second, there has been insufficient focus on undcrstanding
how some local governments have been able to mobilize
revenue more succcssﬁiiiy than others, even when facing similar
constraints. There is some best practice literature, but much of it
focuses on the role of particuiar strong agencies or individuals
who aggrcssivciy pushcd reform. Rarciy is there much detailed
anaiysis of the spcciﬁc actions these icading actors took, how
thcy were able to take steps that their peers have found difficult or
impossibic, and whether the successful practices are appropriate
for use in other local governments that may face similar local

revenue weaknesses but different contextual conditions.
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Third, capacity buiiding needs must  be incorporatcd
appropriateiy into efforts to improve local revenue generation.
Even if poiiticai cconomy conditions are right, local
governments might not have the right human resources and
skills to make local revenue reforms work. Local government
capacity building has been dominantiy suppiy drivcn, classroom
styic training of short duration. For local revenue reforms to
work, capacity buiiding ideaiiy needs to be tied to the spcciﬁc
tasks at hand, with sufhcient on the ground ﬁ)iiow—up to

institutionalize needed skills and desired behaviors.

Aithough universal recommendations are clusive bcyond a
high level of gencraiity, there is cnough known about local
revenue generation to be able to move forward with reforms
in most environments. One fact is clear: there is a great need
for incorporating poiiticai economy analysis into the reform
process. At the same time, there is a great deal that we do not
know, and much more can be done to understand relevant
national and subnational poiiticai and bureaucratic dynamics
and to consider their impiications for pi‘agmatic, stratcgic and

PI'OCiU.CIiVC iOCéli revenuc rcform.
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INNOVATIVE GOVERNANCE
APPROACHES IN METROPOLITAN
AREAS OF DEVELOPING COUNTRIES

Enid Slack, Professor and Director of the Institute on Municipal Finance and Governance
University of Toronto, Canada

INTRODUCTION

The urban population, which is now about 50 per cent of the
world’s population, is estimated o rise to 67 per cent in 2050
(United Nations, 2012). The number of mega-cities (those with
more than 10 million people) is also on the rise. Whereas in
1970, there were only two mega-cities (New York and Tokyo), in
2011 there were 23 mega-cities, and their number is projected to
increase to 37 by 2025. Most of these mega-cities will be in less
developed regions. By 2025, the number of large cities (those
with a population between 5 and 10 million) will reach 59 and

the majority of these cities will also be in developing countries.

Although rapid urbanization has  created  economic
opportunities for many cities, it has also resulted in serious
challenges for municipal governments: increased air and water
pollution, transportation gridlock, deteriorating infrastructure,
increased violence and crime, rising poverty and urban slums,
and widening income disparities. Local governments face
pressure from residents to expand and maintain hard services
such as warer, sewers, transit, and roads, as well as soft services
such as social services, education, and health. Demands are

also coming from businesses to improve transportation and
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information technology infrastructure to help them compete
internationally. Businesses are also looking for services chat
will atcract the knowledge workers — services that enhance the
quality of life in the city such as parks, recreation, and cultural

facilities.

Improving the level of service delivery is always a question of
resources, but it is also a question of governance. The quantity
and quality of local public services and the efﬁciency with
which they are delivered in a metropolitan area depend, to
a considerable extent, on how its governance institutions
(especially its formal governmental structures but also civil
society), business associations, and non«proﬁt organizations
— function. ® Governance determines how efficiently costs
are shared throughout the metropolitan area, how service
delivery is coordinated across local government boundaries,
how effectively local residents and businesses can access
governments and influence their decisions, how accountable
local governments are to their citizens, and how responsive they

are to their demands.

In onc of the few empirical studics of governance and urban performance, Kaufmann et al. construct a worldwide dacabase of cities containing some key determinants of city performance.

They find that good governance (and globalization) atboth the country and city level matter for city level performance in terms of access to services and qualicy of delivery of infrastructure

services (Kaufmann, Leautier, & Mastruzzi, 2004).



This paper identifies a range of governance mechanisms to
support the efhcient and equitable provision ofpublic services
in metropolitan areas in developing countries. The first part
scts out a number of standard criteria for evaluating different
governance models. Using these criteria, the second part
describes and evaluates various models in both developed
and developing countries, with a particular empliasis on
innovative approaches in metropolitan areas in developing
countries. The third part offers some final observations on
metropolitan governance in developing countries. It concludes
that, even thougl’i We can point to some innovative governance
mechanisms around the world, there is no one model that stands
out above the rest and can be applied everywhere. The national
and local context is critical to understanding where different

models and mechanisms Wlll bC SUCCCSSFU.l. Nevertheless, most
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countries would benefit from some form of regional structure
for their metropolitan arcas that addresses regional issues and, at

the same time, responds to local concerns.

It is worth noting at the outset how little information there is
on the governance (and finance) of individual metropolitan
areas in developed or less developed countries. The choice of
case studies in this paper reflects the informartion available on
individual metropolitan areas and is in no Wway meant to be a
comprehensive look at innovative mechanisms around the
world. Since arguably, the governance of metropolitan areas
affects the lives of people more directly than much of what
other levels of governments do, there is a need for much more
serious data collection and analysis of local governance and

finance issues.

HOW DO WE EVALUATE GOVERNANCE MODELS?

Several criteria to evaluate governance - structures  in- a
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metropolitan arca have been set out in the literature. © Some
of these criteria suggest that a fragmented system of small
local governments would work best; others point to large
consolidated metropolitan governments. The choice of
governance structure thus comes down to determining which

criteria are most important in cach metropolitan area.

Economic efficiency

The starting point for the design ofa gOVernance structurc is
cconomic cfficiency. The decentralization theorem suggests
that the efficient provision of services requires decision-
making to be carried out by the level of government closest to
the individual citizen, so that resources will be allocated with
the greatest efficiency (Oates, 1972). @ When there are local
differences in tastes and costs, there are clear el'ﬁciency gains

from delivering services in as decentralized a fashion as possible.

 See, for example, Slack (2007) and Bahl (2010).

Tl'iis criterion tl’lU.S calls for smaller, fragmented, general—purpose

G4

local governments.

The decentralization theorem assumes there are no economies
of scale or externalities in a metropolitan arca; but these
conditions rarely occurina metropolitan area. It also considers
only economic criteria for designing government structure and
not other criteria such as access and accountability or equity
across the metropolitan arca. These other considerations are

described below.

Although rapid urbanization has created
economic opportunities for many cities, it
has also resulted in serious challenges for

municipal governments...— Enid Slack

Some studies refer to this principle as the “subsidiaricy principle” which was included in the Treaty of the European Union in 1992 in the context of the division of powers and responsibilities

between European governmental bodies and their member countries. This principle has been applied to the role and seructure of government atall levels.

possil)le mix of taxes and services (Klink, 2008).

It has also been suggested that smaller government units may stimulate competition between local jurisdictions for mobile residents and tax bases that will induce them to offer the best
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Economies of scale

Economics of scale occur where the per-unit cost of producing
a particular service falls as the quantity of the service providcd
increases. Aithough this criterion points to the need for iargcr
government units that can capture cconomies of scale, there
are some probicms with its application. First, the literature is
mixed on the extent to which economies of scale will actuaiiy
be achieved in iargc mctropoiitan areas®  Studies suggest
that economies of scale dcpcnd on the type of service, and
for some services economies of scale are achieved at rciativciy
small popuiation sizes. © Because each urban service will iikciy
realize the lowest per-unit costata different scale ofproduction‘
it is difficult to draw boundaries for gcncrai-purposc local

governments based on this criterion.

Second, there is some evidence that iargcr units of government
will resultin highcr costs for some services because there may be
probicms dciivcring services to remote arcas within the region
or because governments can be become so iargc that there are
diseconomies of scale in the provision of some services. Third,
the jurisdiction that providcs the service does not ncccssariiy
have to be the one that consumes it. Economies of scale can be
achieved by the jurisdiction producing the service (which may
be different than the jurisdiction consuming the service) or i)y
contracting out the service to the private sector. In this context,
the dcsign of government structure may be less important.
Fourth, particuiariy in the context of less dcvciopcd countries,
the impact of a weak infrastructure may negate the advantagcs
of economies of scale. For cxampic, economies of scale may be
achieved by having one iargc school instead of several smaller
schools scattered throughout the mctropo]itan area bug, if the
transportation system is inadequate, students may not be able
to get to that school. Even though there may be economies of
scale in ccntraiizing some functions, it may still be necessary to

dcccntraiizc [i’lC services so that PCOPiC havc access to thcm.

Externalities

"The provision of some services results in externalities (spillovers)
thrcby the benefits (or costs) ofa spccii’ic service in one local
government jurisdiction spiii over to residents of another
jurisdiction. For cxampie, a road in one municipaiity can
providc benefits to residents of ncighbouring municipaiitics
who also drive on it. In this case of an external benefit, the local
government of the municipaiity in which the road is located
has no incentive to providc services to residents of other
jurisdictions (because thcy do not gcncraiiy pay for them) and
is thus uniikciy to take account of the external benefits when
dcciding how much to invest in the road. The result is an under-

SU.PPiy OFthC service Ei]élt gcncratcs an CXECFI]&] bCl]Cﬁt.

One Way to remove the rcsuiting incﬁcicncy froman cxtcrnaiity
is to dcsign government jurisdictions iargc cnough so that all
of the benefits from a particuiar pubiic service are enjoycd
within the boundaries of that jurisdiction, Such boundary
rcadjustmcnts would internalize the externalities (cnsuring
that those who benefit from the service also pay for it). As with
cconomies of scale, however, not oniy will the optimai sized
jurisdiction be different for different services, the appropriate
size to achieve economies of scale may difter from the size that is

appropriate to internalize externalities. ¢

Equity

Equity refers to the abiiity to share costs and benefits of services
fairiy across the mctropoiitan arca. When there are many local
government jurisdictions ina mctropoiitan area, there are iii(eiy
to be some rich communities and some poor communities. In
these circumstances, the rich communities will have a more
adcquatc tax base with which to providc services and may not
have very great demands for some services (such as education or
social services). The poor communitics, on the other hand, may

require more services but have oniy asmall tax base on which to

See Fox & Gurley (2006) and Byrnes & Dollery (2002) for a review of studies on economies of scale.
* See Moisio & Oulasvirta (2010) for estimates for health care and education in Finnish municipalities and Found (2012) for estimates for fire and police services in Ontario, Canada.

Another way to address externalities is througii lntcrgovcrnmcntai transfers. The transfers would have to be conditional to ensure the funds are spent on the service thac generates the

Cxtcrnaiity. Tiicy would also have to be m;ltcinng (chac s, requiring a certain portion of the contribution to come from the local government and the rest from the donor govcrnmcnt) o

reflect the extent of the cxtcrn;liity. For more information on intcrgovcrnmcntai transfers, sce Slack (2009).



ievy taxes. The more municipaiitics within a metropolitan area,

the greater this probicm will be.

One way to address  this equity probicm would be to
consolidate the rich and poor areas, in effect taxing the rich
municipalities and using some of the proceeds to subsidize
the poor municipaiitics. An alternative approach is to shift the
redistributive function to a senior level of government or for the
senior level of government to providc transfers to municipaiitics

bascd on HCﬁd and ﬁSC&i capacity.

Access and accountability

Access and accountabiiity—both of which depend to a
considerable dcgrec upon the extent to which citizens have
access to local government through public mcctings, hcarings,
clections,and direct contacts with officials—are casier to achieve
when local government units are smaller and more fragmcnted
(Smoke, 2013). Smaller government units can provide citizens
with greater access to local decisions because the ability of the
pubiic to monitor the behaviour of decision makers falls as
the size of the government increases (Boyne, 1992). The larger
the local government jurisdiction, the more iikeiy it is that
spcciai—intercst groups will dominate citizen participation (Bish,

2001). In countries where democratic traditions are not well
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established, access to poiicy decisions is particuiariy important

bCCElLlSﬁ thcre is no opportunity O vote out [i]C government.

Summary: Trade-offs

In economic (and fiscal) terms, the choice of an appropriate
governance structure for a metropolitan arca depends upon
how one weighs these conﬂicting considerations: eﬂ'icicncy,
access and accountabiiity point to smaller local government
units, while ecconomices of scale, externalities, and equity suggest

iargcr govemments.

Mctropolitan areas cvcrywilcrc face the chalicngc of how to
balance rcgionai interests and local interests. As the world
becomes more urbanized and mctropoiitan cconomies evolve,
there is a need for a rcgionai vision and for many services
(such as transportation and land use pianning, or economic
dcvciopmcnt) to be delivered on a rcgionai basis. At the same
time, some services are very local (such as parks and recreation)
and benefit from more local provision and local responsivencss.
As will be highiightcd below, different countries have used
different governance models to balance regional and local
interests reﬂccting the different wcights artached to cach of the

criteria set out above.

... the governance of metropolitan areas affects the lives of people more directly than much
of what other levels of governments do, there is a need for much more servious data collection
and analysis of local governance and finance issues.— Enid Slack
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FIVE MODELS OF METROPOLITAN GOVERNANCE

Models of mctropolitan governance can be catcgorizcd in
a number of different ways. In this paper, the categories are:
one-tier fragmcntcd model, one-tier consolidated model, two-
tier model, city-states, and voluntary cooperation (including
spccial purposc districts). o Although these categorics arc
useful to understand the difterent types of government
structures, it should be noted that it is possiblc that one city can
appear in more than one category — for cxamplc, a city that is
characterized as a fragmcntcd one-tier government may have
spccial purpose districts and thus also be classified under the

VOlLlI]t?lI'y coopcration modcl.

One-tier fragmented government model

In a onec-tier fragmcntcd government model (also referred to
in the licerature as the Public Choice model or Jurisdictional
Fragmcntation69), a mctropolitan area has a largc number
of autonomous local government units cach having some
dcgrcc of indcpcndcncc in making decisions within their own
jurisdiction about what services to deliver and how to pay for
them.” The advantagc of this model is that local governments
are more accessible, accountable, and responsive to local citizens

than largcr govcrnmcnt units.

However, opportunitics to address spillovcrs of services across
municipal boundaries, achieve economies of scale in production,
or coordinate service dclivcry across the mctropolitan area arc
limited. Fragmcntation creates a policy environment in which
mctropolitan«widc consensus is difficult to achieve in areas such
as economic dcvclopmcnt, environmental quality, social and
spatial disparitics, cquitablc funding of services, and quality of
public services throughout the region (OECD, 2006). From
an cquity perspective, fragmcntation can lead to largc fiscal
disparitics among local government units with the mctropolitan
area because each local government will have different

cxpcnditurc needs and diﬂfcring abilities to raise revenues.

2013).

fragmentation) (Bahl & Linn, 2013).

' Home rule refers to voters control at the local level over cxpcnditurcs and revenues.

Examples of one-tier fragmented

government structures

There is a prolifcration of fragmcntcd one-tier models in
both dcvclopcd and dcvcloping countries. Pcrhaps the best
cxamplc is the United States where most mctropolitan areas
are characterized by fragmcntation. A typical cxamplc is Los
Angclcs, a mctropolis with almost 13 million pcoplc, which is
divided into more than 200 cities and five county governments
with no metropolitan government (Vogel, 2013). Wich the
exception of a few rcgional agencics, there is no rcgional
collaboration on services or infrastructure. Fragmcntation of
local governments in the US reflects a strong tradition of home
rule and local :iutonomyfl acceptance of competition among
local governments, and a higlicr tolerance for fiscal disparitics

than might be found in other countries (Bahl R., 2010).

Metropolitan arcas in Switzerland are also characterized by a
high dcgrcc ofinstitutional fragmcntation oflocal governments.
Geneva, with a population of about a half a million pcoplc, has
as many as 74 municipalitics, not including the municipalitics
in the region that are located across the border in France. In
both Zurich and Geneva, the amalgamation of communes is
highly unpopular and there has been no effort to create rcgional
institutions (Kubler & Rochat, 2013). As with metropolitan
arcas in the US, fragmented local governments in Switzerland

rcflcct a lOI]g tradition OFlOCal autonomyi

The Sao Paulo Metropolitan Region with a population of 20
million comprises 39 municipalitics (including the City of Sao
Paulo with 112 million people). Fragmentation in Sao Paolo
can be understood in the context of the military regime, which
favoured i'cgional structures and the subsequent introduction

of a new constitution in 1988, which did the opposite. The new

For other Ways to categorize governance models, see, for cxamplc, Bahl (2010), Klink (2008), and Lefecre (2008).

Heinelt and Kubler refer to the fragmented one-tier model as the Public Choice model (Heinele & Kubler, 2005); Bahl and Linn refer to it as Jurisdictional Fragmentation (Bahl & Linn,

Fi‘.igmcntatioli can refer o local governments and spccl‘.\l purpose bodies at the local level (horizontal ﬁ‘:\gmcnt;\tlon) aswellas to local governments and upper level governments (vertical



constitution deicgatcd rcsponsibiiityfordcsigning mctropoiitan
structures to state iegislatures and recognized municipaiities
as members of the federation with similar status to states. The
resule is that municipaiitics in Brazil are not subordinated
to the states or any structures created by the states (such as
metropolitan areas). The states have created metropoiitan
authorities but there are no tools to impicmcnt or fund these
policies. Morcover, anytliing the metropolitan authority does
needs the approvai ofall of the constituent municipalities, which

is gcncraiiy difficult to obtain.

Mexico City is governed by the Federal Districe 7 wich 16
municipai sub-units, the States of Mexico and Hidaigo with
59 municipalities, and additionally the federal government.
The Metropolitan Region of Buenos Aires includes the
Autonomous City of Buenos Aires (similar to a province with
a directly elected mayor) and an additional 32 surrounding

municipalities. [t does not have a metropolitan government.

Metropolitan Manila has been described as a city of villages
with autonomous local units resisting liigher—levei controls of
their activities (Laquian, 2002). The Phiiippincs has a history
of preference for local autonomy that has made cooperation at
the metropolitan level in Manila eXtremely difhcult. Moreover,
the affiliation of mctropoiitan structures in the mind of the
public with the Marcos regime has further limited the ability to
introduce such a structure. As will be discussed below, however,
there is a rcgionai administrative body that tries to coordinate
planning and service delivery on a metro-wide basis but it

cannot impinge on locai autonomy,

Greater Mumbai, with a population of 12.5 million, is situated
within the Mumbai Mectropolitan Region (MMR) with a
population of 22 million. The MMR includes seven municipal
corporations, 13 municipal councils, a part of two districts, and

over 900 viiiages. There are many parastatais (public companies)
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but the overall management of MMR rests with four main ones
thatwere established by the state government of Maharashera to
perform specific functions: the Mumbai Metropolitan Region
Development Authoricy (MMRDA) which is a planning
agency for the metropolitan region; the Maharashera Housing
and Area Development Authority; the Slum Rehabilitation
Authority; and the Maharashtra State Road Development
Corporation (Mathur, 2013). There are also seven parastatals
established l)y the national government and operating  in

Mumbaiincluding the Airport Authority of India (Peche, 2013).

Governance in Mumbai is complex and confusing with overlap
and fragmcntation between the Municipai Corporation of
Greater Mumbai and the parastatal agencies (Machur, 2013).
It has been referred to as the governance conundrum, where
governance is multi-level (central, state, local) and multi-
organizational (parastatais) and involves sliaring of fiscal and

functional powers among all of these actors (Pethe, 2013).

One-tier consolidated government model

A one-tier consolidated government model, also referred to as
the metropolitan reform tradition (Heinele & Kubler, 2005) or
the metropolitan model (Bahl & Linn, 2013), is a single local
government with a geographic boundary thar covers the entire
mctropoiitan arca. [cis rcsponsibic for providing the full range of
local services. Large singie—tier governments have generaily been
formed by amaigamation (the merger of two or more lower-
tier municipaiities within an existing rcgion) or by annexation
(appropriation of a portion of a municipality by an adjacent

municipality),

The advantage of the consolidated model is that it can provide
better service coordination, clearer accountability, more
streamlined decision mal(ing, and greater cl‘i‘icicncy than a series
of small, fragmented government units (Bahl & Linn, 1992). It

l’lELS aiso l)CCI] suggested tl’lat large metropoiitan governments

7 Atederal districtisa governing structure for capitai cities in some federal countries. Itis cither the creation of the national governmentor the constitutmnaiiy established seat ol’govcrnmcnt

(as in Mexico City). A tederal districe lies ourside of the cerritory (and the jurisdiction) ofanlv state or province. The local government of the tederal district pcrlorms many of the same

functions as other cities in the country as well as state or provincial functions. Other federal districts are Abuja, Addis Ababa, Canberra, Delhi, and Washington, DC. For more details on

the governance and finance of capital cities, sce (Slack & Chattopadhyay, 2009).
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have the ability to be more competitive in the global economy
(Meloche & Vaillancourt, 2013). The largcr taxable capacity of
a consolidated one-tier government increases its ability to raise
revenues, chargc user fees, and borrow; thcrcby allowing itto be
ﬁnancially more self-sufhicient than smaller government units.
Mctropolitan governments can be given access to more broad-
based taxes because labour is less likcly to Cross mctropolitan
boundaries than local boundaries and tlicy may have an inherent
acivantagc in tax administration because of their size (Balal R.,
2010). There is a wider tax base for sharing the costs of services
that benefit tax payers across the region so that the quality of
service is not tied to the wealth of each local jurisdiction. Largc
one-tier governments can also take advantagc of economies of

scale in service provision and internalize externalities.

On the negative side, amalgamation reduces competition
among municipalities, wcakcning incentives for them to deliver
services cfficicntly. 7 Reduced competition may also lead to
liiglacr tax rates.”* On the other hand, if some localities could
not prcviously afford to providc an adcquatc level of service
at a reasonable tax rate because thcy did not have adcquatc
resources, amalgamation may allow them to providc alevel of

service comparablc to richer localities in the region.

A dircctly clected, consolidated one-tier government has the
advantage that voters can elect decision makers who can be
held accountable for their decisions. Yet, a largc—scalc one-tier
government may reduce access and accountability because the
jurisdiction becomes too largc and bureaucratic and citizens
do not feel that thcy can casily access their government. To
overcome this problcm, some mctropolitan governments have
established community committees to address local issues; or
satcllite ofhices have been set up across the municipality where
pcoplc can pay tax bills, apply for building permits, or pcrform

other municipal tunctions. Such devices may — or may not —

that cost savings were actually achieved (Slack & Bird, 2013). The Toronto amalgamation did resule, however, in some redistribution within the mc[ropoli[an area, increasing cquity among

residents in service levels and tax burden.

increase acccssibility, but will also to some extent reduce the
potcntial Cost savings that might otherwise result from a largcr

government unit.

Innovative governance mechanisms have been tried in one-
tier systems to encourage citizen access and participation in
an otherwise inaccessible system. Incrcasingly, local buclgcts
and financial accounts are frccly accessible on the internet. The
Opcn Government movement around the world is motivated
by a desire to create more transparent and participatory forms
of government, enabled by transformative tcchnological
innovation. Online access to government information and
data allows citizens to work with government on policics and
services and to hold them to account for their decisions. In
some instances residents are activcly cncouragcd to participate
to some extent in dcvcloping the cxpcnditurc plans tor their
areas. Participatory budgcting is the practice of including
citizens in decisions on how the budgct is formulated.” It was
introduced, in part, as a way to address severe incqualitics in
services (especially water and sanitation) and quality of life. The
extent to which online access to information and participatory
budgcting can actually substitute for smaller local governments

isan open question.

A major challcngc with a one-tier consolidated structure is
dctcrmining the appropriate gcographic bounclary for the
mctropolitan government. Looking around the world, we find
that gcograplaic boundaries of mctropolitan governments
rarcly coincide with the boundaries of the economic region.
Even where the gcographic l)oundary does cover the economic
region at the time of the consolidation, it will not continue to
do so as economic boundaries cxpand over time; cconomically
dynamic rcgions, l)y their nature, cvcntually outgrow their local
political boundaries. Yet government boundaries are difhicule

to altcr and boundary cxpansions arce rarcly attcmptcd by state

3 The consolidation of the upper-tier government and six lower-tier municlpali(ics in Toronto in 1998, for Cxamplc, was dcsigncd to save costs; but the evidence suggests thatitis unlil{cly

14

Charlot, Pary & Piguct, for example, estimated a model of tax-sceting for the local business tax in French urban municipalitics from 1993 to 2003 and concluded that a reduction in the

number ofmunicrpalirics limits tax competition and increases local business tax rates (Charlor, Paty, & Piguet, 20 12).

” Porto Alcgi‘c, Brazil introduced the practice in 1989 and it is now used by 180 municipali[ics in Brazil and many other countries in Latin Americaand elsewhere.



or national governments simply because thcy are politically
unpopular, involve substantial adjustments, and are difhcult to
get right (Clark & Clark, 2014). Even a consolidated city thus
has to coordinate services such as transportation and planning

with neighbouring municipalities.
5 S p

Examples of a one-tier consolidated model

Consolidation of municipalities through amalgamation, merger,
Or annexation to one tier is not very common around the world.
Nevertheless, there have been some notcworthy cxamplcs
of amalgamation. The City of Cape Town, for example, was
established as a one-tier municipality in 2000 l)y amalgamating
the two-tier structure that was created following apartliciti. The
main aim behind the amalgamation was to reduce the gross
inequities in services between the rich and poor local authorities
by creating “one city one tax base” (Steytler, 2013). There was
also recognition of the need for regional coordination of
services. The boundarics of Cape Town, drawn by the Municipal
Demarcation Board, have resulted in a mctropolitan city thatis
truly bounded, in the sense that the entire metropolitan area
falls within the political boundaries with little or no spillovers in

service delivery (Steytler, 2013).

To improve local responsiveness in a one-tier consolidated
structure, Capc Town established 23 sub-councils, which
exercise only those powers delegated by the municipal council.
Sub-councils can spend some small ward allocations (there are
105 wards) and award business licenses. Thcy are not clected but
tliey do allow the metropolitan city to devolve some decision
mal(ing to a level closer to the pcoplc without giving up any
power (Bahl R., 2013). The mctropolitan government has
also adopted a system of ward forums with 20 members from
community organizations. However, the effectiveness of these

forums and ward committees is questionable (Steytler, 2013). 7

The liistory of municipal amalgamation in Toronto spans

more than 50 years bcginning in 1954 with a system of one-
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tier municipalitics, the subscqucnt creation of a two-tier
metropolitan government (a metropolitan derand 13 lower-tier
municipalitics) in 1954, and the most recent amalgamation in
1998 which saw the merger of the metropolitan and lower tiers
to create a single-tier City of Toronto. It has been argued that
the amalgamation created a city tiiat, at the same time, is too big
and too small. Itis too big to be [CSponsive to local residents and
too small to address the regional issues that plague the region.
Moreover, the evidence shows that the amalgamation, which
was intended to achieve cost savings, did not do so (Slack &
Bird, 2012). However, it has ensured a more equitable sl'iaring of

costsamong municipalitics within the metropolitan areca.

Shanghai is a one-tier city, which is divided into administrative
units: urban districts and street offices. Since 1990, the urban
districts of Shanghai have gaincd new administrative powers
such as planning, public works maintenance, approval of local
ioreign trade dcals, and commercial adminiscracion.” Although
tcchnically a one-tier consolidated city, devolution to the
urban district level has had more of an impact on land use than
devolution to the municipal government because districts are
rcsponsiblc for dcvclopmcnt funds and land use decisions and
have been actively involved in construction projects (Zhang,
2007). Districe governments can collect revenue from district-
owned enterprises and share tax revenues with the municipal
government. At the same time, district governments, because
thcy are smaller than the municipal government, can make
decisions that reflect local interests. Street offices, which act as
a representative or agency of the district government, manage
the delivery of 14 different services in the community (\Wu,
2002)" Further, residents committees are management
bodies and not government institutions, but they are elected by
residents to undertake many tasks assigned by the government
such as maintenance ofpublic order and basic welfare provision.
More recently, Shanghai has also seen the emergence of

business owners associations and property owners associations

(Zhang, 2007).

 The Municipal Demarcation Board is an indepcndcnt au[hority i‘csponsiblc for (ictcrmining the categorics ofiiitliiicip;llitics, their outer boundaries, and the boundaries of wards in South

Africa. Members of the board are appointc(i b)’ the prcsidtnt on the recommendations of an in(icpcndcn[ p:mcl Prcsi(‘lcd over l‘iy ajustice of the Constitutional Court (S[cy(lcr, 2013).

7 Urban districts vary in size with the largcsr bcing the l)udong districe with 1.65 million pcople,

™ These services include local justice, community sccurity, erafhic control, fire protection, sanitation, streetscaping, open space maintenance, environmental protection, family plannmg,

cmploymcn[ and labour force administration, (lay care services, disaster protection, collective-owned businesses, community services and farmers markets.
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Abidjan is a onc-tier consolidated city that was established
in 2001 by the national government after disbanding what
was considered to be a reasonably successful two-tier system
that had been in place since the late 1970s (Stren, 2007). The
newly created district of Abidjan comprises the original ten
communes (that were the second tier in the two-tier system) and
three additional largc prcfcctures on the outskirts of the city.
The amalgamated city increased signiﬁeantly in size to include

somece I'UI"(ll arcas.

Two-tier government model

The two-tier government model consists of an upper-tier
governing body (usually a region, district, or mctropolitan
area) encompassing a fairly large geographie area and two or
more lower-tier or arca municipalities (such as citics, towns, or
villagcs). In principlc, the upper tier is responsiblc for services
that provide region«wide benefics, generate externalities, entail
some redistribution, and display economies of scale. Services

that providc local benefits are the rcsponsibility of the lower tier.

Redistribution is achieved at the upper-tier level tllrougli a
combination of tax and spcnding policics. Taxes are gcnerally
levied at uniform rates across the region, with the contribution
of cach lower-tier municipality to the upper-tier municipality
dcpcnding upon the size of its tax base. The upper-tier
government makes expenditures on services that benefit the
entire city-region and are not necessarily distributed among
the lower-tier municipalitics in the same way as revenues are
collected. A uniform tax at the upper-tier level combined with
region—wide expenditures serves to redistribute resources from
municipalitics with largcr tax bases to those with smaller tax
bases. Nevertheless, there may still be differentiation in service
levels and tax rates with respect to services provided by lower-

tier municipalitics.

Two-tier structures have potentially important advantages over
the one-tier model in terms of accountability, cH:icicncy, and
local [esponsivencss. Critics of the two-tier model, however,
commonly arguc that costs will be higher because of waste

and duplication in the provision of services. There is, however,

little evidence to support this argument. The provision ofmany
publie services can easily be divided among the tiers. In health
and education, for example, more specialized (and costly)
services can be provided regionally, with primary services bcing
provided locally. With respect to infrastructure (such as roads
and water), major capital projects can be planned, financed, and
managcd at the rcgional level, while local connections are dealt
with at the local level. Dividing responsibilities in such ways can
also make service provision more accountable and responsive to

local prefcrcnccs.

However, two-tier structures arc deﬁnitely less transparent
and more confusing to tax payers, who can seldom determine
precisely who is responsible for which services. Moreover, the
existence of two levels of municipal council has been said to
cad to considerable “wrangling, inefficient decision-making,
lead derabl gl g th d k g
and delays in implementing policies” (Kitchen, 2002), although
te
the extent to which this is a prol)lem depends largely upon the
precise governance structure, not to mention the commitment

and goodwill of the individuals involved.

Examples of a two-tier government model

Two-tier governance in London is generally regarded as a
successful model. Greater London, with a population of 7.4
million, comprises 32 boroughs and the Corporation of
London. The Greater London Authority (GLA) with a directly
clected Mayor came into being in 2002. The GLA s responsible
for rcgion-widc services. Transport for London is rcsponsible
for roads, buses, trains, subways, trafhc lights, and regulation
of taxis. The London Development Agency coordinates
cconomic development. The Metropolitan Police Authority
and the London Fire and Emergency Planning Authority are
also included under the GLA umbrella. The boroughs retain
primary planning rcsponsibility as the local planning authority
and are responsible for housing, education, social, and health

services.

Barcelona is a more recent example of the formation of a two-
tier structure. Legislation passed l)y the regional Parliament

in 2010 signiﬁcantly modified the governance of Barcelona



through the creation of an upper-tier metropolitan government
with 36 lower-tier jurisdictions. The Metropolitan Council
comprises all of the mayors of the municipalities as well as 90
councillors, the Governing Committee, and the President. The

Presidentis elected by the Council from among the mayors.

This new metropolitan body, which came into existence in 2011,
replaced three previous metropolitan bodies: the Metropolitan
Entity of Hydraulic Services and  Waste Management
(EMSHTR)which covered 33 municipalities; the Metropolitan
Transport Entity (EMT) which covered 18 municipalities; and
the Association of Municipalitics of the Metropolitan Arca of
Barcelona (MMAMB) which was a voluntary body made of 31
municipalities. Not only was the metropolitan arca greater than
that covered by these metropolitan bodies but it replaced three
different entities in the same metropolitan area (cach made up of
adifferent number of municipalities). The new structure reduces
the substancial (and unproductive) complexity of the previous
system (Bosch, Espasa, & Sole-Vilanova, 2013). The example
of Barcelona shows that it is possible to move from a series of
special—purpose districts dealingwith specific services (discussed
turther below) to a more broadly based two-tier government

structure.

Tokyo, a city of over 13 million people, has a metropolitan
government that encompasses a number of lower tiers: 23
special wards, 26 cities, five towns, and eight villages. The
Tokyo Metropolitan Government (TMG) has administrative
responsibility for services such as water supply, sewerage, and
fire protection to ensure uniform and efficient region—wide
coverage. The Metropolitan-Ward Council is a consultative
body for communication and coordination between the
metropolitan government and the wards. The wards are
responsible for services such as welfare, education, and
housing. Cities, towns, and villages also provide services such
as waste disposal and incineration, public hospitals, and prol‘it—
making projects, often establishing their own shared-delivery

cooperatives and regional associations.
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Scoul,witha population ofover 10 million, isa special citywithin
South Korca. The Seoul Metropolitan Government, headed
by a directly elected mayor, plans and manages for the whole
functional metropolitan arca (Clark & Clark, 2014). The city
is divided into administrative tiers that are further sub-divided
into 25 gu unics (districes) which are subdivided into 522 dong
(neighbourhoods). The dongs provide services to the residents
within their administrative areas. The mayors of the guare also
clected. The Metropolitan Government of Scoul has made a
conscious cffort to engage citizens in local decision-mal(ing
through online initiatives and participatory budgeting (Snyder
ct al.). It uses open government policies and social media to
encourage citizen participation. Twitter feeds allow citizens to

communicate directly with the mayor and city staff.

City-states

City«states are cities that are, at the same time, a state or province
(or nation). The advantage of being a city-state is that arca-wide
governance can internalize externalities, there is signiﬁcant local
autonomy in budgetary decisions, the regional boundaries can
allow for region—wide taxation, broad-based taxes, and enhanced
borrowing powers (Bahl & Linn, 2013). The provincial-eity
administration is similar to a province but with a smaller
geographic boundai'y and no local level governments  to

contend with.

Nevertheless, city-states have their problems. Because they
tend to be smaller than state governments, the expansion of
the urban population over time beyond its boundaries and
into other states can result in inter—jurisdictional conflict. This
problem can be particularly acute for eapital cities that are city-
states where a large proportion of government employees (as
well as private-sector companices, lobby groups or universitics)
work in the capital city but live outside of its boundaries and use
city services for which they do not pay (Slack & Chattopadhyay,
2013). Problems are also created when city-states are created and
leave behind the hinterland. How does the state government

manage to pay for services without the resources of its largest
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city? Morcover, there are often tensions between the mayor
(or governor) of the city-state government and the cenral
government because the city-state is poiiticaiiy strong and the
mayor may be considered to be arival by the central government
(Bahl & Linn, 2013). This conflict may result in discrimination
against the city-state i)y the central government with respect to

funding Q.I]Ci othcr powcrs.

Examples of city-states

There are a few cxamplcs of city-states around the world. In
Germany, for example, Berlin, Bremen, and Hamburg are all
city-states with spcnding and taxing powers of both a city and
a state government. As noted carlier, there is no guarantee that
city-states have the right gcographic boundaries. Berlin, for
cxampic, tried to cxpand its boundaries to include the suburban
municipai ities in the ncighbouring state (Land) oFBrandcnburg

but was not successtul (Zimmermann, 2009).

Singaporc is a city-state nation with a dominant singic political
party. Rccognizcd for its orderliness, cleanliness, and traffic
cfficicncy, other cities look to Singaporc to rcpiicatc the poiicics
that have led to its success. It is not clear thar its governance
model can be appiicd in other contexts, however, because of
its uniquc circumstances. In particuiar, the absence of poiiticai
opposition since the 1970s has made it casier for poiiticians
and bureaucrats to impicment poiicics without facing pubiic
resistance (Huat, 2011). Another major difference s that
for many of the poiicics that Singaporc has introduced (for
cxampic, with respect to cmpioyment and immigration), it has
acted as a national government rather than as a municipaiity (or
even state govcrnmcnt) and one that has been insulated from
the usual conflicts of an intergovernmentai system. In other
words, Singaporos success does not ncccssariiy result from
its achievements as a city but rather as a nation (Huat, 2011).
There are cxampies, however, ofspeciﬁc local poiicies that other
cities have tried to emulate, such as a version of its electronic
road pricing system which has been introduced in London and

proposcd, but defeated, in New York Ciry.

Shanghai is a city-state that has provinciai and local powers
and responsibiiitics and it reports dircctiy to the national
government. Because the mnnicipaiity is under the direct
control of the national government, the local governing
authority has considerable power. The Mayor is appointed by
the central government and exercises authority dcicgatcd to

him butis also pcrmittcd to make some autonomous decisions.

Ulaanbaatar is the capitai city of Mongoiia anci, with a
popuiation over 1 million, it is the iargcst city in the country,
by far. Ulaanbaatar has the status of a city and aimag (provincc).
The capitai city is divided into nine ciiiiircgs (districes) and
the districts are divided into 144 khoroos. The Capital City
Governor is also the Mayor of Ulaanbaatar. The Governor,
who is nominated by city council but appointcd by the
prime minister, serves a dual function —impicmcnting central
government poiicics and impicmenting the decisions of the
local asscmbiy. This dual subordination of the govcrnor/mayor
to the national government and the local council brings into
question the autonomy and indepcndcnce of Ulaanbaatar and
also creates tension between its role as the national capitai and

its role asa city (Slack, 2013).

Voluntary cooperation and

special-purpose districts

Voiuntary cooperation has been described as “minimal
government rcstructuring“ in which there is an “arca-wide
body based on voiuntary cooperation between existing units
of local government in the aggiomeration with no permanent,
independent institutional  stacus”  (Sharpe,  1995). Thesc
structures are popuiar at least in part because thcy are easy to
create poiiticaiiy and can casiiy be disbanded. Cooperation
takes different forms in different countries, but gcncraiiy
impiics some dcgrcc of administrative integration as well as
some poiiticai iinkage because member local governments
have some form of representation on the boards. Moreover, as
a rule, such cooperative organizations can icvy taxes or collect

contributions from the municipaiitics or icvy user fees to pay



for services. Although the voluntary model does not include
an clected, area-wide government, it is an alternative method of
rccognizing the intcr—rclationship of localities within a rcgion

througla some form OFQ.I‘CS.-VVidC arrangcmcnt.

Tlarougii voluntary coopcration, municipalitics can provicic
services across a region without resorting to amalgamation.
Municipalitics retain their autonomy with respectto cxpcnditurc
and tax decisions, but at the same time have the al)ility to reap
economies of scale in service dclivcry and address externalitics
associated with service provision:—g Problems of accountability
may arisc, however, when services are proviciccl by another
jurisdiction. Citizens are often unable to get information about
services from their locally clected officials because thcy do not

have direct access to these functions; there is a “democratic

deficit” (Dafflon, 2012).

When policy—makcrs in the various local governments have
the same objcctivcs, the voluntary model can work well.
It does not work as well when difterent governments have
divergent objectives (Bird & Slack, 2008). Some degree of
redistribution may or may not be acccptcd by the municipal ities
involved. Cooperation usually involves bargaining, and some
municipalitics In a region may not have much with which to
bargain. The problcms faced by many mctropolitan arcas —
global competition, fiscal disparitics, and sprawl, to name some
—arc so great, that any real solution likcly requires a governance

structure that hasa permanent institutional status.

Special-purpose districts

Singlc-purposc spccial districts may providc spcciﬁc municipal
services for several municipalitics Or manage rcgional services
with signiﬁcant externalities or economies of scale. One
advantagc of spccial-purposc districts is that cach service

spillovcr can be addressed on an individual basis. Since the
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spillovcr boundaries are seldom the same for cach service,
as noted ecarlier, diffcrcntly sized spccial districts could be
established, such as a rcgion—wicic transit district or a liospital
district. Other advantagcs may include the ticlivcry of services
by profcssionals whose decision making is somewhat removed
from political influcncc, mal(ing management casier and
possibly more professional (Bahl R.,2013); and the ability to use
dedicated revenues from user fees or earmarked taxes to finance

capital cxpcnciiturcs.80

Spccial«purposc bodies also have disadvantagcs, however. In
particular, voters have less control over these bodies than thcy do
with a municipally elected council. *' Another problcm is that,
since each body has rcsponsibility for a singlc service, it is not
rcquircd to make trade-offs between, for cxamplc, cxpcnditurcs
on transit and cxpcnditurcs on water and sewers. When there
are many indcpcndcnt spccial—purposc bodies, it is difficult to
coordinate interrelated activities. The prolifEration of decision-
making bodies has “created a diffuseness of government
organizations that is difhicult for citizens to understand”
(Kitchen, 1993). Such bodies weaken general-purpose local
governments both through competition for resources and by

reducing political accountability (Bird, 1995).

If ofhicials are appointcd to spccial districts rather than bcing
elected, taxing powers would not be appropriate because tlle
would not improve accountability. Spccial—purposc bodies
with an appointcd board should chargc dircctly for services
with some rcgulation of monopoly powers (Bahl R., 2010).
When not funded cntircly by user ciiargcs, there is no direct link
between the cxpcnditurc decisions made by the spccial-purposc
agencies and the local councils responsiblc for collccting the
taxes o fund them. The absence of what Breton (1996) calls the
“Wicksellian connection” between cxpcnditurcs and revenues
results in reduced accountability (Bird & Slack, 2013b).

Interms ofaciucving cconomies of scale, Bel found that 1ntcr-municipal cooperation in 186 municipali(ics in Spam for solid waste services resulted in lower costs in 2000. For municipalitics

with fewer than 20,000 residents, the average cost was 20 per cent lower where there was cooperation. For municipalicies with fewer than 10,000 residents, the costs were 22 per cent lower

(Bel,2011). The average cost differences were not signil'icanr in cities with a populanon over 20,000 residents, however, since (iicy alrcad_y operate atan optimal scale.

80

imicpcn(icnr board? Is itan arm of the state or national government? (BahIR.,2013)

It has also been argucd that the sz\lary schedule may be outside of the normal civil service and thus higllcr salaries can be offered to attract greater talent (BahlR.,2010).

Of course, the extent of this pi‘oblcm dcpcn(‘ls on how the board of the spccial purpose bo(iy is selected — is there municlpal representation on the board? Is the board an aPpoinrc(‘l
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Without accountability, there is no incentive to be efficient: a
higher level of technical el‘Hciency through more professional
management is not the same thing as cconomic eﬂ'icicncy.
Services may be better delivered, but they are not necessarily
delivered to the right people in the right quantities and qualities.
Moreover, such special-purposc jurisdictions arc more likcly
to be captured by specral—interest groups — 1ncluding public
employees — whose decisions tend to increase costs and alter
service provision in ways that do not neccssarily reflect the

interests of those the jurisdiction is supposed to serve.

Examples of voluntary cooperation

and special districts

In Finland, the smallest municipalities have formed partnerships
and cooperative arrangements with other municipalitics and
the private sector with the purpose of finding economies of
scale and improving service dclivery (Moisio A., 2011). The
most common form of cooperation is the joint authority in
which meinbership is voluntary, except for hospital services
and regional councils, to which each municipality is required by
law to helong. Authorities are run hy boards that are indircctly

clected by member municipalities.

Spccial districts that deliver sclect services in a particular
geographic area proliferate throughout the United States.
Services range from fire protection, water, libraries, SCWErS,
transportation, and urban renewal  (Vogel, 2013). The
boundaries of a special district may be within a city or cross
municipal boundaries, so they canbe very local or more regional
in scope. In some cascs, regional spccial-purpose bodies are
required in order to receive federal aid. For example, tederal
transfers for transportation in the United States require thatlocal
governments be part ofa Mctropolitan Planning Organization
(MPO). This national government incentive has been successful

in creatin s across the country.
gMPO h y

©

Brazil provides some good examples of inter—municipal
cooperation. In2005, the national government passed legislation
to promote the creation ofmunicipal consortia. The lcgislation
grants legal status to consortia, which enables them to secure
loans and offer guarantees on their own. Municipal consortia
are also entitled to exercise supervisory, regulatory, and planning
roles. The state government may also take part in municipal
consortia. In Belo Horizonte, for example, state-level incentives,
in the form of transters, were behind a successtul inter-municipal

health initiative (Arretche, 2013).

Although Sao Paulo is an example of a one-tier fragmented
government - system with no institution of metropolitan
governance for the region, sul)—groups of municipalities have
formed to find solutions to spcciﬁc rcgional issues. For cxamplc,
the Greater ABC Chamber was formed in 1997 to bring
together the mayor, private sector groups, and civil society in
seven municipalitics to address two issues: the decline of the
auto industry and the need for watershed protection (Wertzel,
2013). Unlike the top-down health initiative by the state
government in Belo Horizonte, the Greater ABC Region is an
example ofa bottom—up approach to metropolitan governance
foratleastasmall part of the Sao Paulo region. The shared nature
of the prohlems hclpcd to lorgc anew rcgional identity and led
community leaders and politicians to tackle the problem of

cconomic decline through anumber of initiatives.

The ABC cooperative scheme does not represent a formal
structure of governance nor does it include all services or
even the entire mctropolitan region, but some authors have
noted that it has been successful because it takes a flexible
and pragmatic approach to problem solving, It has operated
on the basis ofpilot projects that have incrcmcntally buile up
trust among the main actors (Klink, 2008). Other structures

l’l’&VC been createci in thC past to SUPPOI’K C()()['dll]atl()l], l)l,lt

- Bcrry finds that “concurrent taxation” with (Crri(orially ovcrlapplng local Spccial»purposc fiscal Jurisdlc(ions taxing the same base raises both tax and Spcnding levels with no noticeable

increase in service levels or quali[y. For cxamplc, he found that spcclal»dls[ric[ libraries spent more but provi(‘lcd fewer books comparcd o municipally»opcra[cd librarics (Bcl‘ry, 2009).



with limited funding and dccision-making authority, thcy have
mainly served in only an advisory capacity (Wetzel, 2013).
The ABC consortium has worked because it was able to bring
togcthcr different stakeholders to solve spcciﬁc issues. Indeed,
the Greater ABC is considered to be a “showcase of successful

cooperation” (Arretche, 2013).

In mctropoiitan Bogota, a pubiic company has impiemcnted
a comprchcnsive transportation pian for the metro arca that
includes the rcguiation of private bus operators. Transic is fuiiy
tunded from user fees and from a surchargc on the gasoiinc tax
(BahIR.,2013). In Buenos Aires, several regional arrangements
exist for services such as: waste disposai and environmental
poiicies, pubiic works and sanitation, and watershed
management  (Klink, 2008). In India, parastatals (public
companics) are rcsponsibic for dciivcring arange of services; In
Mumbai, for cxampic, thereare 21 parastatais, which account for

the bulk of infrastructure spending (Bahl R., 2013).

Metropolitan Manila, as noted earlier, is an exampic ofa very
fragmcntcd system. However, some rcgionai coordination for
pianning and service dciivcry is undertaken by the Mctropo]itan
Manila Development Authority (MMDA), which was created
i)y the Piiiiippinc national government for the 16 municipaiitics
in the Manila metropolitan region (Smoke, 2013). The MMDA

is rcsponsibic for services which have a mctropoiitan—widc
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impact or that require a level of cxpcnditurcs that is bcyond
the capacity of the individual local government  units. Ies
rcsponsibiiitics include dcvciopmcnt and investment planning,
land use planning, urban renewal, housing, solid waste disposai
and management, transportation and traffic management, tlood
control and sewage management, poiiution control, and pubiic
safcty. It derives resources from the central government, as well
asas per cent contribution from the local government units,

i:CCS, ’cll’ld ﬁl’lC revenucs.

The MMDA is not a corporate unit of government but racher
a spcciai dcvciopmcnt and administration unit under the
direct supervision of the prcsidcnt of the country. Ie pcrforms
pianning, monitoring, and coordinating tunctions but can
oniy pcrform these functions if thcy do not diminish the
autonomy of local governments on local mateers (Laquian,
2002). It has been argued that the MMDA is not very effective,
however, because it is a national corporation rather than a local
institution with limited powers and budgct (Montgomcry,
Stren, Cohen, & Reed, 2003). For example, the MMDA s
supposcdiy in ciiargc of transport and traffic management, but
the central government controls the ﬁnancing, construction
and maintenance of roads and bridges (Laquian, 2002).
Furthermore, there are no incentives for city mayors to take ona

metropolitan focus (Smoke, 2013).

... to improve service delivery, most countries would be well advised to
move towards developing more effective systems of governance for the
whole metropolitan area than now exist.— Enid Slack
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CONCLUSIONS

This review of governance models around the world does not
point to one model that works best and that can be applied
cvcrywlacrc. There are, however, some examplcs of initiatives
that have worked well in speciﬁc contexts in developed and less
cleveloped countries — the geograpliic boundary of the City
of Capc Town that reflects the economic region; the two-tier
government structures in cities such as London and Barcelona;
the ABC Chamber in Sao Paulo which l)rings togetlier various
stakeholders to tackle economic problcms ona voluntary basis;
national government financial incentives in the United States
that have resulted in the formation ofregional planning bodies;
and open government initiatives in Seoul and participatory
budgeting in Porto Alegre, both of which encourage citizen
participation and greater accountabilityr There is no guarantee,
however, that any of these innovartive mechanisms will work in

adifferent context.

The types of governance - structures and initiatives that
have emerged in the various metropolitan areas reflect the
local and national context; differences in  constitutional
provisions, whether the country is tederal or unitary, division
of responsibilities, assignment of revenue sources, l'iistory
and politics of the country, and a host of other factors. For
cxamplc, a mctropolitan area ina country with a long history of
local autonomy (such as the United States, Switzerland, or the
Philippines), is unlil(ely to create metropolitan governments
by amalgamating smaller, local governments, but it may form a
regional body voluntarily. A successful model in a metropolitan
area in a country with an authoritarian regime cannot easily be
applicd to a mctropolitan area in a country with democratic
traditions. As is often the case with institutional design, while
the questions to be dealt with secem universal, the answers
are invariably contcxt—spcciﬁc, and policy choices are rarcly

straightforward (Stren & Cameron, 2005).

Nevertheless, to improve service dclivery, most countries would
be well advised to move towards developing more effective
systems of governance for the whole metropolitan arca than
now exist. A strong rcgional structure that encompasses the

entire economic region is essential to ensuring that services are

delivered in a coordinated fashion across municipal boundaries,
and to be able to improve service delivery l)y reaping the
benefits of economies of scale and internalizing externalities.
Lefévre (2008) emphasizes five characteristics of an cffective
regional structure: political legitimacy througli direct election;
gcograplaic boundaries that match the functional terricory
of the metropolitan region; inclependent financial resources;
relevant powers and responsil)ilities; and aclequate stafﬁng, All
of these characteristics pointtoa consolidated one-tier ora two-

tier gOVCerCI’lt structure.

Yet, voluntary cooperation and spccial-purposc districts that
have very tew of these characteristics are popular around the
world, while amalgamarion tends to be unpopular, As Dafflon
(2012) notes, amalgamation is usually justiﬁcd for economic
reasons — administrative economies, economies of scale,
improved efﬁciency, internalization of spillovers, and more
robust tax bases; but opponcntsjustify their positionon the basis
of democratic arguments: voice and free democratic choice at
the grassroots level. The choice of voluntary cooperation and
spccial-purpose districts over a regional government structure
to address inter—munieipal service delivery issues tiles the
balance towards local autonomy and responsivencss and away

froma rcgional vision.

Voluntary cooperation may be effective in providing some
services but it is unlil(cly to providc an adcquatc rcgional
foundation for metropolitan areas. Where speeial districts
are created to deliver speciﬁc services, the regional vision is
turther diluted, but also, since the boards ofspccial districts are
generally appointed or indirectly elected from members of the
local councils, accountal)ility to local citizens is compromised,
A shift from intcr-municipal COOperative governance structures
o a regional government  structure with direct election
would improve political legitimacy, but almost inevitably at
the expense of local responsiveness. At the very least, some
form of community or neighbourhood councils is needed to
balance regional and local interests. Recent innovations in open
government (and open dara) and participatory budgcting can

also improve citizen engagement.



The real choice for effective governance in a mctropoiitan
region comes down to the choice between a one-tier structure
and a two-tier structure. A one-tier structure is simpicr to
understand and more transparent than a two-tier structure and
it may be better at achieving poiiticai and fiscal accountability.
Two-tier structures arc inhcrcntiy more complcx and may
result in undesirable dupiication, ovcriap, and gcncrai confusion
among citizens as to who is rcsponsibic for what and who pays
for what. On the other hand, a two-tier structure may achieve
greater cﬂ'icicncy than can be attained in a more centralized
one-tier structure. Desirable economies of scale and scope can
be realized at the upper-tier level, while the continued existence
and vitaiity of the lower tier permits more responsivencss
to local variations in pi‘efcrcnccs and maintains the iinkagc
between local ﬁiiancing and spcnding decisions. Any desired
dcgrcc of rcgionai redistribution can be achieved within cither
aone-tier or a two-tier structure, aithough obviousiy most easiiy
in a one-tier structure in which tax rates are uniform across the

city-region and all taxes are available for redistribution.
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Finaiiy, the services that local governments in mctropoiitan
areas providc and how thcy pay for them are incxtricably linked
to governance (Bird & Slack, 2013a). Although this paper has
not addressed municipai finance issues dircctiy, viable solutions
to the probiems of mctropoiitan areas can be attained oniy
when those who live there have to make the critical decisions
abour service dciivcry, pay for the services, and live with the
consequences (Bird & Slack, 2007). The fragmentation of
the govcrnmcntai structure of mctropoiimn areas means that
it is often both tcchnicaiiy and poiiticaiiy difhicult to make
appropriate decisions on cxpcnditures when benefits and costs
spiii over municipai boundaries. How to share costs fairiy
within the mctropoiitan area is also aiways and cvcrywhcrc a
controversial issue. What is needed to improve service deiivery
is thus: first, to dcsign some form of effective mctropoiitan

govcrnancc, Q.I]Ci SCCOHd, tosctoutan appropriatc ﬁscai structure.
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STRUCTURING SERVICE DELIVERY
IN SMALL URBAN AREAS

William F. Fox 3, Professor and Director of the Center for Business and Economic Research

INTRODUCTION

Access to a range of services, including water, sewer, education,
fire protection, transportation, and others, is key to a high quality
of life and a productivc economic environment. These services
are often delivered poorly in dcvcloping countries and access
to them varies widely since they are normally localized in both
consumption and Clclivcry. Inadcquate dclivery is particularly a
problcm at the pcriphcry of largc cities and in small urban areas,
which lowers consumer satisfaction and weakens production.
Lost output not only has implications for the local area but in
aggregate can also harm the broader macro economy. Poor
service delivery can also lead people and businesses to relocate
to areas where services are more plcntiful, thercby congesting

services and activity in the core of metro areas.

This paper examines service dclivcry problems in pcri—urban
arcas and smaller urban placcs. These groupings, however,
contain an cnormously diverse sct of places, so the discussion
of issues, problcms and possiblc solutions will not fit all arcas,
and needs to be cast broadly. Some of the placcs may be dcnscly
populated while others have modest population concentrations.
In some the service dclivcry conditions can be difficult because
of culture and crime. Demand for services may be low in

some areas, cither because the residents have low income, or
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movement to these areas was because of low demands. Different
demographic groups and parts of a country may have varying
demands for public services because of reasons such as diverse
incomes, ability to substitute alternatives, and conditions. Thus,
service levels can efficiently vary across cities. For example, high
quality clectric services may be more important in business

districts than in ncighbourhoods.

Inadcquatc access to services can arise because of problems on
cither the dclivcry side or the ﬁnancing side and the limitations
discussed here may not always be unique to peri-urban and
smaller urban areas. For examplc, various actors with different
goals and motivations make decisions on the levels and
distribution of publicservices. The participantsin these decisions
are not altruistic and will often act in their own self-interest. Asa
result, the political process is unlikcly o yicld an efficient set of
service delivery decisions, because of principal-agent problems,
information asymmetries, and so forth. Indeed, thcy may seck
to thwart efficient service dclivcry to maintain rents that exist
in the status quo. In other cases, political decisions may be made
that result in uneven services across cities or dcmographic
groups, while acccptablc service levels are available in other parts

of the city. On the other hand, service delivery could potentially

The auhor is grateful to Julia Ross for very helpful rescarch assistance. The paper draws heavily on Fox & Gurley (2006) in some places.
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be impcdcd by high service provision costs, at least relative to
the core of iarger cities. Simpiy, the fear is that the governments
are too small to allow low cost service dciivcry. The overall
culture and organizationai environment for service dciivcry may
be poor, particuiariy at the pcriphcry. Further, revenues may be
unavailable to finance services because of weak local tax systems.
Idcntifying the causes for inadcquatc services is necessary if the

probicms are to bC ﬁXCd and th[ﬁl‘ services providcd.

Care must be taken in presuming that low (or different) service
levels in one city relative to some others or relative to external
standards is ncccssariiy evidence that services are inadcquatc
or that there are undcriying dciivcry probicms. Demand for
SCrvices may vary across a country (or counties) and these
demand-determined differences may well signai efhicient rather
than inefhicient resource allocation. External standards are
dcveioped without consideration of the opportunity cost of
resources wichin a particular city or country, though effective
demand considers these opportunity costs. Poor resource
mobilization, for cxampic, may mean that the opportunity
cost of resources in the pubiic sector is very high and can alter
choices for pubiic services. Further, cxtcrnaiiy driven demand
for services, such as can occur when international organizations
offer low cost or free infrastructure, iikcly results in need for
more operations and maintenance Cxpcnditurcs and inefficient

resource use unless the infrastructure is consistent with local

demands. Well intentioned donor finance can result in too
high service levels in some piaccs relative to the decisions that
local users would make as thcy evaluate the various tradeoffs in
resource uses. Domestic demand evaluates the use of resources
for private consumption with each of the alternative uses in the
pubiic sector. Even when cities operate Cffcctivciy and revenues
are mobilized appropriatciy, cities should not be cxpcctcd to
sustain service deiivery capacity provided by donor inputs that
are inconsistent with local demands. Of course, international

organizations may have arole in cducating local popuiations and

<)
leaders on the importance of expanding service levels, if local

dcmands arc i)’(lSCCi on POOI’ information,

The remainder of this paper is divided into eighr sections after
this introduction. The first section providcs a brief discussion
of city government size variation around the world. The
second section brieﬂy examines probiems with local resource
mobilization and the inabiiity to producc appropriate levels
of services because of a poor revenue structure. Section three
addresses determinants of an efficient government size. Section
four evaluates ecconomies of size for local government services.
Section five considers other factors that hcip determines
cthcient city size. Section six focuses on consolidation. Section
seven identifies aseries of alternative means ofaciiicving cthcient
service dciivcry. Finaiiy, section cight discusses some probicms

associated with these alternative mechanisms.

CITY SIZE AROUND THE WORLD

Countries differ dramaricaiiy in the size of their local
governments, suggcsting no singic model is the ideal appi‘oach
for service dciivcry. Table 1 illustrates average municipai size for
OECD countries and Table 2 for selected African countries.
The OECD averages are surely reduced by the iargc number
of small municipaiitics, but the data illustrate that the norm is
modest size municipaiities; and in many cases ones that will be

unable to take advantagc of signii‘icant size-cconomics if tiacy

producc services in house. Evidentiy, issues of sufficient city
size to take advantagc of production cconomics are not unique
to cities in dcvcioping countries. Indeed, notice in Table 2 that
African municipaiities are dramaticaiiy iargcr on average than
in OECD countries. History and culeure play a iargc role in
the size of governments and ccrtain]y cxp]ain part of the iargc
differences. Yet many other factors go into economic decisions

on the right size of cities, as discussed in the next several sections.
g
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Table 1

Average population and geographic size of OECD municipal governments

Count Average number of inhabitants per Average municipal area (Sq.
ountry municipality km)

Australia 40 085 13614
Austria 3590 36
Belgium 18855 52
Chile 50 440 2192
Czech Republic 1680 13
Denmark 56 180 440
Estonia 5905 200
Finland 16915 1057
France 1735 17
Germany 7170 E)
Greece 34885 406
Hungary 3140 29
Ireland 38960 612
Tealy 7305 37
Japan 74170 220
Korea 220285 440
Mexico 44780 798
Netherlands 41125 102
Norway 11725 900
Poland 15545 126
Portugal 34050 299
Slovak Republic 1850 17
Slovenia 9665 96
Spain 5690 62
Sweden 32935 155
Switzerland 3305 17
United Kingdom 155775 601
United Stares 8815 274

Source: OECD (2013), Subnational 'governments in OECD countries: Key data (brochure),
OFECD, Paris, available at hitp:/ fwwwoecd org/regional /regional-policy/Subnational-government-key-data-2013 pdf (accessed 12/16/2014)
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Table 2

Average population and geographic size of selected local governments

Average size of local governments (Sq.

Country Average population k)
Algeria 38813722 2381741
Angola 19088 106 1246700
Cote d'Ivoire 22 848 945 322463
Ghana 25758108 238533
Kenya 45010056 580367
Mali 16455903 1240192
Nigeria 177 155754 923768
Rwanda 12337138 26338
Somalia 10428 043 637 657
Souch Africa 48 375 645 1219090
Uganda 35918915 241038

Source: A/l'dplml from CIA World Fact Book, available from hutps://1 wiwwcia gov/| library/publications/! the-wr/fl'ﬁct/mo/e/ wﬂExl/ Vegz'wz_ug%lm/ (accessed 12/16/2014)

REVENUES

The case for decentralization of government lies mostly on the
service-delivery side and not the revenue side of government.
Thus, local governments often find ﬁnancing of service dclivcry
difheult, as tl'icy are constrained to less productivc revenue
instruments, leading to a more likely inconsistency berween
service dclivcry demands and resources at the local level. Service
dclivcry will be signiﬁcantly impcdcd, even if demand for the
services exists, unless systems are in place to allow sufhicient
mobilization of local resources. User fees are an exception that
can providc an effective local revenue source and are usually the
best option for financing local services. Animportant advantage
is that user fees simultancously allow determination of the
appropriate level of services and provide a ﬁnancing source for
service delivery. If fees are sct properly, users obrain the service

as long as tlicy are willing to pay the marginal costof production

and the service is unavailable to those who are unwilling to pay
the marginal cost. The level of services will be efficient because it

is only obtained by those willing to pay the marginal cost.

Of course, uscr fees can only be imposed when the services can
be priced, such as with water, sewerage, intra-city transit and
clcctricityi User fees are poor instruments where pricing will
incfficiently crowd out consumers, such as with basic educarion,
or where collection may be costly or inefficient. Objcctions
to user fees are also sometimes espouscd because thcy are
regressive and low-income houscholds may have licle access
to the services; still, other means of addrcssing access for low-
income households should gcncrally be found while rclying on

user fees to raise revenucs.



Taxes must be imposcd in cases where user fees are not
available. Asa gcneral rule the national government hasa strong
comparative advantagc in collection of revenues relative to
subnartional governments. The advantagc arises in part because
the capacity to collect the Major taxcs, induding the personal
income tax, corporate income tax, value added tax, and customs,
is gcncrally enhanced by jurisdiction over a wider gcographic
area™ Furcher, many countries assign local governments a
narrow set of revenue instruments, including such choices
as amusement taxes, vehicle taxes, various chargcs and user
tees, and stamp duties. Local governments are also ﬁ'equcntly
assigncd the property tax, which can be a good local tax source,
though it generates modest revenues in most countries (cxccpt

for those coming from a British tradition).

Where differences in revenue-generating options €xist across
cities in a country, larger cities are given greater ﬂexibility than
smaller placcs, creating an additional imbalance. The revenue-
generating problcm is cxaggcratcd at the pcriphcry of largc
urban areas and in smaller cities because economic activity, the
location of businesses, and the site of corporate hcadquartcrs is
concentrated in largcr cities. The outcome is greater tax revenues
in big cities and an enhanced ability to find tax handles (largc
businesses and visible activity) from which to collect taxes. Also,
the collection systems are often more dcvclopcd in largcr cities,
though they may be bureaucratic and inefhcient as well. Thus,
the difﬁculty of collccting revenues is Cxaggcratcd in smaller
towns and outside big cities. Limitations on the access to local
resources raise their opportunity cost in the public sector and
cmphasizc the importance of spcnding them well and on local

priorities. These limitations can also cause local governments to

THE CHALLENGE OF LOCAL GOVERNMENT
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seck inefficient means of generating resources, such as trying to

carn proﬁts in areas better pcrformcd by [l’lC private sector.

Intcrgovcrnmcnta] transfers from the national government can
fill the gapsarising from the vertical distribution of revenues, and
can also fill the horizontal gaps caused by dif?cring capacities
across local governments to collect revenues. No effort is made
to discuss the broad set of issues surrounding intergovcrnmcnml
transfers, but thcy are often insufficient to ensure ﬁnancing of

adcquatc service ]CVClS.

Service dclivcry is impcdcd when local governments are unable
to mobilize the necessary resources to finance appropriate levels,
even when demand is present. The outcome is almost surely
uneven service dclivcry across cities because of differential
capacitics to collect revenues. Smaller urban areas and the
periphery of cities are most likely to be disadvantaged and
would need to exert much greater efforts to generate the same
amount of revenue as those with rclativcly greater tax bases.
Additionaliy, highcr tax rates in smaller cities may exacerbate the
problcm by causing mobile residents and businesses to move to

lower tax jurisdictions.

Better access to resources is the only solution to scrvicc—dc]ivcry
problcms arising because of poor revenue collection systems.
This requires a combination of access to better tax instruments,
an improvcd vertical and horizontal transter system, and a
wi”ingncss of governments to exercise the revenue authority
that thcy have. Still, it is important to realize the service dclivcry
issues and alternatives discussed below will not improve service

dclivcry thatis impcdcd because of inadcquatc resources.

Access to a range of services, including water, sewer, education, fire protection,
transportation, and others, is key to a high quality of life and a productive

economic environment.— William F Fox

8

* For demplc, businesses and llighcr income taxpayers often can caslly shift tax bases (iicriviry orassets) to another city to avoid taxes, but probrlb]y cannot evade or avoid national taxes in the

same way. Of course, some of these same taxpayers may be able to shift tax base out of the country to evade taxes.
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STRUCTURING GOVERNMENT FOR SERVICE DELIVERY

A series of factors should enter the decision on the best size for
local governments and the diffcring prioritics placcd on these
will lead countries to adopt dificring sizes even when making
new decisions on government size. But the appropriate size may
changc rapidly; in fact more rapidly than the political challcngcs
of altcring jurisdictional size can be overcome, so maintaining
governments that are right-sized may not be possible on a
political basis. Therefore, technical solutions to efficient service
delivery may be necessary, so technology and demand shifts are

among thC factors tl]at COU.ld altcr tl]C C%Ciﬁnt govcrnmcnt size.

It is important to recognize that efficient size should not be
determined solcly by the size that appcars to achieve minimum
production costs; a number of other criteria should be factored
into the decision. Six factors are discussed here, but as they may
point in somewhat different directions, decisions on size of

government are as much artas science. The list should include:

(a) Economies of size. Local governments should be largc
cnougli to benefit from economies associated with largcr
service provision. A sampling of the rescarch on the extent
of economics is provided below, and the results suggest that
cities do not need to be largc to reap cconomics associated

with many services.

(b) Differences in the demand for services. Cities should be
the size that allows the outcome of the political process to
yicld the services that users demand; but choices will reflect

self-interest and the tastes and costs of decision-makers. It

Poor service delivery can also lead people
and businesses to relocate to areas where
services are more plentiful, thereby
congesting services and activity in the core
of metro areas.— William F Fox

has been argucd that cities should be small cnough that
service users, including businesses and consumers, have a
range of choices across governments in the tax-expenditure
packagc tlicy choose. Users can vote with their feet to select

the desired packagc.

(c) Acccptability of cross subsidies. Cross subsidies between
areas of cities or between various demographic groups are
more likcly in largcr and more hctcrogcncous placcs. These
cross subsidics may be more acccptablc in some cities or
some countries than in others. Smaller governments with
more homogencous populations are better able to avoid

cross subsidies.

(d) Tax competition. Many small local governments may
increase the potcntial for tax competition. Compctition is
benehicial if it encourages efhicient local government size
and service dclivcry, but is inefhcient if it puslics tax rates

too lOW to ﬁnancc services that arc dcmandcd.

(¢) Corruption. Local government size should be sclected to

limit the opportunitics and incentives for corruption.

(f) Political accountability. Local governments should be
sclected so that thcy encourage accountability of local
officials. Appropriatc political accountability will limic
corruption, but these issues are scparable since political
leaders could avoid corruption and still not be accountable

for efhicient decision making.

Many nuances exist in applying tl]eSﬁ factors; scvcral oftlicm are

discussed in more detail below.
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ECONOMIES OF SCALE

An important concern is that pcri-urban areas or smaller cities
may suffer from highcr service deiivcry costs because thcy lack
the scale to producc services at low per person costs. Economies
of size refer to the dcgrcc to which per capita costs for service
dciivcry fall as the size of a city becomes iargcr. Gcncraiizing the
extent of economics of size is difhicult because many other things
typicaiiy cimngc as city size is cxpandcd. In the simp]cst case,
iargcr size simpiy means a greater popuiation. But even then, a
greater popuiarion fora given city gcography means increased
popu]ation dcnsity which can raise the need for services (such
as happcns with congestion) or make service dciivcry less
expensive, such as when the cost of a given distance of water
and sewer lines can be sprcad across more houscholds. In other
cases, iargcr size can entail dciivcring services across a different
gcographic arca (sucii as with annexation or consolidation of
govcrnmcnts) and with diFFcring service dc]ivcry conditions
(such as when services are delivered aiong the pcriphcry of a
iargc urban arca). The result is that the potcntiai for ecconomies
of size is ]ikciy to be very context spccii‘ic and o differ across
services. As a result, experiences from one city and academic
rescarch should be cxtrapoiatcd with caution. Nonetheless,
some of the gcncrai ﬁndings of research on capitai-intcnsivc

services and on labour-intensive services is described below.

Capital intensive services

Services can be uscfuiiy scparatcd into capitai—intensivc and
labour-intensive, to discern the probability that economies of
size will result from dciivcry in iargcr units. ® Size economies
are more iikciy for capitai—intcnsivc services, such as water,
sewer, and intra-city transportation, than for labour-intensive
services, such as schools and fire protection. Economies of
size can result from several sources. One is indivisibilities that
arise in production, such as when there is a lower bound on
the size of p]ant rcgardicss of the popuiation to be served.
Economies of scale, where the additional outputrises faster than
a proportionatc increase in inputs, is a second potcntiai source

of size ecconomies. Effcctivciy, this refers to iumpincss in small-

scale production. Economies of scale result from characreristics
such as a more efhicient organization, €ost savings from iarger
scale purchasing, ora production function that is non-lincar.
Economies ofdcnsity may exist where services can be delivered
more ciic;ipiy as more consumers are located in the same
gcographic arca. Some services may have a pubiic goods nature,
which means little diminution of the service as it is consumed
by more pcopic. Parks below capacity or an additional car to an

uncongcstcd road arc cxampics Ofthl%

Even with capitai—intcnsivc services, the case for size economies
is more compiicatcd than migiit be anticipatcd. Take delivered
water as an cxamp]c, which includes several distinct activities
that may differ in their extent of economies. Collection and
treatment of water is gcncraliy cxpcctcd to yicld lower unit costs
as the amount of treated water rises, because of economies of
scale; yet these economies may be fuiiy absorbed in modest-
sized produccrs with no additional economies as produccrs
become largc. But this only tells part of the story. The water
must then be distributed and the additional cost of piping, water
towers and so forth over greater distances can offset economies
from water production.xs Cost savings from distribution of
water are more iikciy to be linked with greater dcnsity than
with greater scale. Not surprisingiy, rescarch concludes that
the potcntiai gains from dciivcring water services to ]argcr areas
and more pcopic are very case—spcciﬁci For cxampic, Garcia &
Thomas (2001) find that costs arc lowered when water systems
in France were consolidated. Kim & Lee (1998) conclude that
cost would be lower from consoiidating water districts in the
Scoul area, but the savings would be much less iii(ciy in a low

anSity, iCSS dCVCiOPCd piacc.

Similar iogic appiics to many other capitai—intcnsivc services,
such as cicctricity, solid waste, sewer treatment and intra-city
transit. Bel (2011) concludes that intra-city buses are produced
at constant returns so that costs do not fall with size. Bel also

finds that solid waste offers economies of scale for smaller cities

# Hirsch (1968) used a similar concept ofvcrricaiiy»mrcgmrcd and horizonmiiy»mrcgmrcd services.

8 Water collection, treatment and distribution can be riiougiir ofas dii{cring services with different porcnrials for size cconomies. Further, the question also arises as to whether economies of

scope existin producing these togc(iicr.



buc these benefits are fully achieved at populations 0f'50,000 or
less, so that neither economies of scale nor economies of density

can bC CXPCCth in largcr placcs,

Labour intensive services

Lesser size economies are gcncrally cxpcctcd from labour-
intensive services such as schools and fire protection. Many
of these services are providcd through a series of production
facilities (such as schools or fire stations) that must be located
near the consumers, thcrcby offcring limited potcntial for
cconomies. Further, education is providcd by teachers who
usually have a limited number of students, so few economies
are available once there are sufficient numbers of students to
allow each teacher to have the desired number of students
in the classroom. Some cost savings can result as the central
administration and  other partial]y fixed costs are sprcad
over more students. At the same time, additional levels of
management and burcaucracy can be added as school districts
grow in size and coordination becomes more difhicult, which
at some point oftset any potential cconomies from [arger
school buildings, Per student costs can be scen as U—shapcd as
the number of students in a district rises, with costs that could
decline until school districts reach approximatc[y 6,000 students

(Duncombe and Yinger 2001).

Further, the ﬁndings on scale in labour-intensive services must
be balanced with the need for the consumer to goto the service,
or the service to be taken to the consumer, which is the case
tor many labour intensive services, such as education and fire
protection. In other words, there are transportation costs, which
tor schools are often borne scparatcly by houscholds and are not
reflected in the school districts costs. These costs, which rise
with distance, can offset economies within the school; and the
same can be true for fire stations. These transport costs often

benefit from density economies, or rise with lower dcnsity.
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Fina”y, the qual ity of services can diminish when the production
units become larger or are located further from consumers.
School quality is often associated with parcntal involvement
in the school, which can be linked with schools operating on a
ncighbourhood basis. The quality of fire and police protection
grows with rapid responsc, which rcquircs ncai‘by location;

similar rc]ationships could exist for other services.

Conclusion on size economies

Overall, rescarch on size economies suggests that any available
cconomies for many scrvices are achieved in modest sized
cities, pcrhaps 50,000 pcoplc or less, hence many small urban
arcas arc not at a cost disadvantagc in providing services. Still,
the results offer evidence that small rural placcs and low—dcnsity
communities are most likcly to suffer from high—cost service
dclivcry because of indivisibilites in production and high
distribution costs. Fragmenmtion of government into many
smaller units may bea biggcr concern for largcr mctropolitan
areas because some services, such as child welfare, public
transit, airports, and so forth (which may not be delivered in
smaller urban areas), benefic strongly from coordination across
the mctropolimn arca. Also, smaller urban arcas may have
lesser ability to cmploy the technical, financial and m:magcrial
expertise that are rcquircd to operate sophisticatcd service

dclivcry and to deliver awide range of services.

The case for decentralization of
government lies mostly on the service-
delivery side and not the revenue side of
government.— William F. Fox
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OTHER FACTORS IN DETERMINATION OF CITY SIZE

The above mentioned factors infiucncing7 desired city size
evidenced thatanumber of other considerations should enter the
decision besides size economies, and these often suggest smaller
cities is good poiicy. Anaiysts often argue that services should be
providcd according to the principai ofsubsidiarity, which means
that services should be providcd by the closest government
possibic to pcopic. The notion of closest government could
impiy a small government. Small governments also mean that
service users have greater opportunitics to sclect the packagc
of services and taxes that best reflect their demands within a
given labour market. A market for local pubiic services that
causes local governments to operate more cfﬁcicntly with
both improvcd service quality and lower costs can be a result of
consumers and businesses voting with their feet and moving to
the jurisdictions that providc the services that are demanded at
the best tax price (Ticbout, 1956). Evidence generally supports
highcr quaiity services when more competition is present. Low
cost dciivcry of the services pcopic demand mostis the cxpcctcd

outcome. But, this framework abstracts from size economies.

On the other hand, competition between jui‘isdictions becomes
harmful if tax rates are pushcd incH‘icicntiy low. The likelihood
that some municipaiitics choose to operate like tax havens and
lead to cxccssivciy low rates could grow with iargc numbers of
smaller jurisdictions. Kanbur & Keen (1993) demonstrate that
rciativciy smaller governments have the incentive to undercut

rciativciy iargcr govcrnmcnts,

Largc jurisdictions with similar services providcd to all residents
and businesses are a Way [0 CNSUre sCrvice access to a broad set
of users, which in itself can be a goai. On the other hand, broad
access to services will result in cross subsidies among taxpayers,
which are common within cvery government. Spccii‘icaiiy, Cross
subsidies tend to go from those with iargc tax bases to those
with small bases, or at least from those who pay more in taxes
than thcy receive in services — to others for which the reverse
is truc. The cross subsidies will become iargcr as the popuiation
becomes more hctcrogcncous in the sense of greater divcrsity
in incomes and in demand for pubiic services. Intcrcstingiy,

I'CSCQ.I'Cil suggcsts til;lt popuiations arc morce hctcrogcncous ti]éln

might be cxpcctcd, even within smaller cities in a mctropoiitan
area. The likelihood for subsidies will also rise as similar services
are offered to cveryone within the jurisciiction. The Wiiiingncss
o accept cross subsidies can aftect the dcsirabiiity of iargc versus
small jurisdictions, with iargcr jurisdictions possibic in piaccs

Wi’lCl‘C SUbSidiCS arc more acccptabic.

A gcncrai expectation exists that smaller governments are
more accountable to their constituents than iargcr ones
because poiiticai leaders are more accessible when located
ncarby. This may not aiways be true, but can be an additional
argument for smaller governments. Some rescarch suggests that
satisfaction with service dciivcry is highcr in smaller piaccs. On
the other hand, pcopic may want to be more involved in iargcr

govcrnmcnts l)CCIlLISC ti’lCI'C is more in Wi’llLi’l o bC intcrcstcd.

The iinkagc between corruption and government size can
also be important to judgmcnts on the best city size. Results
are mixed on this issue, but Fiorino et al. (2011) concluded
that corruption is lower with more fragmcntcd government,
but oniy when linked to greater cxpcnditurc and revenue
decentralization. Trust in government seems to be invcrsciy

related to size, indcpcndcnt of the dcgrcc of corruption.

It should be noted that demands for pubiic services may grow
with city size and dcnsity. Congcstion, negative externalities and
other factors may lead pcopic and businesses in iargcr cities to
demand more services. For cxampic, intra-city transportation,
poiicc and fire protection, solid waste collection and disposai
and sewer Systems grow in importance as city size and dcnsity
cxpand. The additional costs of dciivcring these services can
oftset any size economices that result from producing at iargcr
scale and dcnsity, so that costs do not fall even as the same level
of service per person becomes chcapcr. In this context, however,
city size refers to the overall scope of the mctropoiitan area and
not the size of the individual local government. Signiﬁcant local
government fragmcntation may leave iargc mctropoiitan arca
without full benefits of size economies but with greater demand
for services to offset costs associated with dcnsity and size of

popuiation.



CONSOLIDATION

Local government consolidation is proposcd or adoptcd with
many expectations in mind and the success of consolidation
dcpcnds on getting the right incentives in piacc to achieve the
different objcctivcs. Consolidation of areas or governments
into iarger government units is an option to achieve the
size necessary to deliver services cfficicntiy across an arca.
The expectation might be to cxpand the overall capacity
tor dciivcring services, indepcndcntiy from the costs. More
efhicient service dciivcry decisions might be cxpcctcd as scarce
talent for skilled managers is sprcad across more pcopic or as
pianning is undertaken more efhiciendly. Steiner (2001) found
that pooriy pcrforming municipaiitics in Switzerland were more
iikciy to consolidate. Confusion over service rcsponsibiiitics
may be reduced or cquity in access to services increased across
the arca. On the other hand, service incfficicncy could grow
because everyone in the iargcr government is offered the same
services, though service demands differ. Many consolidated
governments offer some service differentiation to lessen this
probicm, and the pubiic choice literature suggests that citizens
will be more favorable to consolidation if they still have some
choices. Additionally, private sector alternatives can be used to
cxpand access to services when local governments fail to providc
services demanded by those with higher service tastes. Private
schools, generators to improve consistency of Cicctricity, and

fcnccs FOI‘ sccurity are cxampics Oi:SU.Cil aitcrnativcs.

Consolidation can also permic gcographic externalities to
be internalized within the city (though signiﬁcant size may
be necessary in some cases to fuiiy internalize externalities).
Environmental planning and transit systems arc cxampics where
iargcr size may hcip internalize the benefits and costs, though
Torontos experience suggests that it is difficult to find a size that
internalizes all of the externalities. Fnrti’lcr, taxand pubiic service
spiilovcrs also occur, as for cxampic, pcopic live and receive
pubiic services in one jurisdiction but work and pay taxes in

another jurisdiction.

Largc cities  may be cxpccted to enhance economic
dcvciopmcnt because thcy are better able to manage cconomic

growth and i‘irms gcncraiiy prcfcr to work Wltil a smaiicr numbcr
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of different governments in an arca (though there is no evidence
of more firm locations in arcas with fewer governments). Also,
a consolidated government can have greater poiiticai influence
with the national government because it represents more pcopic

and economic activity.

Consolidation with the centre city or other piaccs is an obvious
option at the periphery ofbig cities or for smaller cities in a iargc
metropolitan arca. Many consolidations have occurred around
the world including Toronto, Canada; Nashville, Tennessee; and
Lexington, Kentucky in the United States; as well as several places
in Switzerland (Dafflon, 2011). Merging local governments has
been proposed or implemented in a number of developing
countries as well, including Sudan, Jordan, Zimbabwe, and
Rwanda (sce Fox & Gurley, 2005). More cflicient or lower cost

service dciivcry is often givenas the argument for consolidation.

Asnotedabove, the size economiesassociated with most services
are limited so there is little likelihood that costs can be reduced
by consolidation unless a group of very small jurisdictions are
combined. The potcntiai cost savings from consolidation are
turther compromiscd by the transition costs that will arise when
existing service dciivery organizations are combined. Simpiy,
consolidations are not green field dcvciopmcnt ofpui)iic service
dciivcry but the combination of governments with a mix of
operating cultures and varying expectations from workers,
constituents and the national government. Capitai and systems
that are aircady in piacc cannot be casiiy relocated. Substantial
costs may result when systems. are combined and must be
made to work togcthcr. Labour is a signii‘icant cost for local
government and workers need to be eliminated ifsavings are to
result, though this is often a difhicult poiiticai chaiienge even if
the workers are redundant. Considerable time may be necessary
to allow staff numbers to decline, particuiariy ifdone by attrition,

SO any cost savings may be iong in coming ifthey occuratall.

Consolidation can be very difficule to achieve poiiticaiiy
because of the many agreements that must be reached and the
fact that all che piaycrs have somcthing to lose. Consolidated

governments, like previous governments, are not aleruistic. The
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various actors may work to defeat the benefits of consolidation,
or at least to limit them. Citizens are concerned about issues
such as the dominance of the existing centre city in the new
consolidated government. Government workers are worried
about reduction in jobs, change inthe working environment and
other job—rclatcd factors. Politicians fear losing their position,

SO thcy arc more likcly to be in favor of consolidation when it

involves few governments. The advantagcs of consolidation
diminish as concessions are made to various groups to reach
agreement. Consolidation also moves political leaders further
from constituents and inhabitants (or disconnects them), which
can reduce satisfaction with government and make it more

difficult to communicate with leaders.

ALTERNATIVE SERVICE DELIVERY MECHANISMS

Largc governments may not be necessary to take advantagc
of size economies (to the extent thcy exist) or to obrtain the
technical, managcrial, and financial expertise to deliver services
cEcicnt]y. A set of alternative service dc]ivcry options can
heip smaller cities or consumers in the urban fringe obtain
high quality and low cost service dclivcry. Four broad options
are bricﬂy discussed here: (a) sing]c purpose governments, (b)
privatization, () contracting out to other municipalirics, and (d)
municipal cooperation. Three of the four are alternative public
sector approachcs and the other is private-sector oriented. All
four can be options for smaller urban areas and experience in
the United States indicares that these alternatives are used more

hcavily among mid-sized cities.

Research providcs some gcncralizarions on how alternative
service dclivcry systems are used in various countries. Provision
of local public services by traditional governments is most
common for the largcst and smallest placcs in the United
States, with the alternatives more Frcqucntly used by mid-level
governments (Warner, 2011). Nonetheless, it is important to
remember that provision by traditional government structures
is still the prcdominant approach among all city sizes. Municipal
cooperation is more prevalent among smaller municipaiirics,
at least in the United States. Smaller cities find private sector
providcrs less available, and the overall market for the services
less dcvelopcd because of the modest demand that thcy
represent. Small municipalitics arec more likcly to contract with
largcr municipalitics or to providc the services in-house. Largcr

cities also use privatization less but are more prone to mix public

service provision and private dc]ivcry for the same service. One
possibic cxplanarion is that their access to professional managers
allows them to handle complcx production more cffccrivcly,
Additiona”y, largc cities do not need to use external providcrs
to obtain any size cconomices. Further, service provision is often
more complcx in largc cities and fewer private sector firms have

the skill necessary to deliver the services.

Differences in approach to service provision also exist across
gcographics, with pub]ic service provision more common
among rural and core mcrropolitan cities and less common in
the suburbs. Rural communities find privatc market providcrs
less available and can face highcr service production costs
because of disecconomies of density. For—profit contracting is
associated with highcr income and suburban municipalitics
while placcs with high poverty arc more likcly to engage in

municipal cooperation for service dclivcry.

Warner (2011) lists four strategics that governments can use to
activcly create markets as a means of making these alternative
strategics more viable: (a) government Cooperation to gain scale,
(b) government splitting the market because scale is attained ac
a lower size, (c) spiitring services into various sub—components
which can be contracted out or delivered in house, and (d)
privatization whether to private for-proﬁt firms or to public
companics. Warner observes that these strategies are used less
by smaller rural placcs in the United States and are more often

selected by mid-sized or ]argcr mctropolitan areas.



Alternative government structures

As noted above, the alternative delivery mechanisms can
be divided into different public sector approacbes and
private dclivcry. Nonetheless, there is a grey area as to how
different structures fit in this categorization, particularly
where the approacb mixes private and public sector delivery.
The categorization is turther complicatcd as de Mello &
Lago-Penas (2011) note that Brazilian and Spanish local
government cooperation occurs with both bigber levels of
government and private sector firms, so that a wide range of

cooperation [Ell(CS place.

Government cooperation or contracting out: Government
cooperation or - contracting with other governments s
Frequently used to attain scale. Cooperation, which is often
(but not cxclusively) used in largc mctropolitan arcas, allows
municipalities to band togetlier to deliver services that require
much broader scope. Cooperation may allow many of the
benefits of consolidation without some of the eﬂ:icicncy losses
that can be associated with the public choice reactions of the
various participants to consolidation. De Mello and Lago-Penas
find thac municipalitics are more lil(cly to cooperate in dclivery
of services where the potential exists for cost savings (though in
some cases their results suggest greater cooperation when costs
couldrise). These include social services thar need mctropolitan-
wide perspective, such as child welfare, job training and drug
programmes, and infrastructure services such as airports and
transit. Smaller urban arcas away from largc cities can have the
potential tor cooperation when tliey are in reasonable proximity

to others.

Many examples exist of this type of cooperation. De Mello
and Lago-Penas observe that 41 per cent of Brazilian
municipalitics with populations over 5,000 are members
of consortia for health care and 27 per cent of Spanisl'i
municipalities are members for social services, such as
support for old age and disability. They note that small rural
Spanisli municipalities cooperate in delivery of solid waste

collection. However, only small regional tirms offer private
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sector dclivery of the services in rural placcs so the benefits
of lower cost service delivery still may not be as available as in
large cities where national firms compete. Multi—government
municipal cooperation in the Netherlands allows public
sector organizations to compete with private sector tirms
to lielp pusb costs down. In ltaly, utility companies have
dcveloped to deliver multiplc types of services across a
number of cities with the hope ofacl'iieving both economies

of size and scope.

Cooperationrequiresvoluntaryagreementacrossmunieipalities,
tbougb not to the extent of consolidation. Nonetheless, cities
will only cooperate where it is in their best interest to do so.
Both cooperation and contracting out in the publie sector
require other nearby governments with a willingness to deliver
services for additional governments. Reasonable capacity to
negotiate with other municipalities isa key to cooperation (and
contracting out), since these arrangements can entail sigiiiﬁcaiit
political Costs to dcvclop. This means that lower capacity and
lower income municipalities may be less able to take all steps
necessary to participate in an association. Cooperation is also
unlikcly to solve problems of different service levels across
munieipalities because the Willingness to engage in Cross

subsidies is much lower with voluntary cooperation.

Shiﬁing service responsibilities to intermediate governments is
analternative to Voluntai‘y agreements that eliminates horizontal

governments, tbough negotiation would

negotiations between g

be necessary to facilitate the ehange in vertical assignment of
service i'esponsibility. This approacb recognizes that broad

gnment dctcrmincs WlllCh lCVCl Ofgovernmcnt

cxpcnditurc assig

is responsible tor delivering which services, and setting the
assignments biglier in the vertical system can overcome some
of the problcms that could arise from insufhicient service
delivery scale. By virtue of the larger geogmphic size, mid-
level governments often provide the scale necessary to deliver
services. The intermediate government could provide the
service for all inhabitants or fill the gap inarcas where the service

is not otherwise being delivered by cities.
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Singlc purpose  governments: Singlc (or limited) purpose
government service dclivcry units are rclatively common in
the United States. These governments can be structured at
the appropriate size to allow the capacity to deliver services
cl'ﬁcicntly, though the efhcient size could changc over time
and altcring the borders of the governments is often i'clativcly
difhicule. More than 33,000 non-education districts and ncarly
13000 cducation districts operated in the United States in
2012.% The largcst number of non-education districts pi‘ovidcs
water supply, housing and community dcvclopmcnt, drainagc
and flood control, soil and water conservation, sewerage, and
libraries. Educacion districts have declined in importancc, mostly
through consolidation as the number of districts has fallen from
over 108,000 in 1942. Other singlc purpose governments have

grown, with the number rising from 28,000 tliirty years ago. 8

Limitcd«purpose governments can be structured to the most
cfficient size for the spccil’ic service (at least in the bcginning)
and can concentrate on doing a small sct ofthings well. On the
other hand, they tail to achieve any economies of scope that can
arise from cross-service dclivcry. Futthct, tlicy raise signiﬁcant
accountability and transparency  issucs for consumers who
may be unclear on who is rcsponsiblc tor which services, and
can require users to contact multiplc service deliverers when

complaints need to be i'cgistcrcd.

Private sector alternatives

Privatization through For-proﬁt firmsis rclativcly more common
in the United States, and the use of public companies is more
common in Europc. Local governments can unbundle services
into their wide array of both inputs and outputs when making
decisions on contracting out to cither other public providcrs or
the private sector. Many such cxamplcs exist. The private sector
can be rcsponsiblc for road repaving and other maintenance, or
for construction, or for both. Prisons can be contracted out, but
other policc services opcratcd by the pul)lic sector. Difterent

types of transit are often providcd by different actors and tlicy

-
pi‘oduc[\'icw,xlltml?si‘ﬁl)l{ml{).

- Ibid.

can be coordinated as appropriate to limit congestion and gaps

in service provision.

Privatization requires dcvclopmcnt of a market for services
that allows potcntial Ccompetitors to devclop service—dclivcry
expertise. The l’lOPC is that the market competition will result in
lower pricesand enhanced quality. Warner (2011) observes thac
thedatado notsuggestcostsavings from privatization, thougli the
cducation literature providcs some evidence that competition
improves outcomes. In some cases, such as warter production,
the natural monopoly character means the service is either
delivered by a public ora private monopoly, neither of which has
a strong incentive to be efficient so it may be unreasonable to
expect signiﬁcant improvements. Bur privatization has not led
to lower costs or highcr consumer satisfaction in other services
cither, such as solid waste. Additionally, the public sector often
must manage the private sector produccrs to ensure tile meet
pul)lic sector objcctivcs and deliver services at a low cost. The
choice between privatization and public sector provision
dcpends at Jeast in parton whether government is better able to
producc SCIVICes Or tO manage private sector production of the
services. Smaller local governments, in particular, may lack the

skills to manage firms cl'fcctivcly.

Municipalitics can benchmark the cost and quality of services
by allowing some areas to be served by private sector firms
and others l)y the pul)lic sector. Barcelona uses this mixed
market approacli for both solid waste and transic (Warner,
2011). The mixed approach also maintains the potential for
the municipality to deliver the service if gooci private sector
providcrs are unavailable and allows competition between the
public and private sector that limits the ability of either to form

a monopoly.

Markcts are lCSS llkCi o exist for smallcr ancl more remote lOC'«ll
Y
govcrnmcnts tlian l:OI' largcr goVCI’I]FﬂCHtS, important rcasons

are that Slﬂ{lll govcrnmcnts may not havc EilC size to interest

US. Burcau of the Census, 2012 US Census of Governments, Organization Component Estimates (heep://factfinder2.censusgov/faces/tableservices/jst/ pages/



private firms and are less likcly to have the capacity to organize
and cooperate to achieve the scale necessary to attract the
private sector. Further, lack of a dcvclopcd market for services,
as may occur in smaller cities, limits local govcmmcnt’s ability to

benchmark service quality and costs in this manner.

Problems with alternative service

delivery mechanisms

Based on experience in Switzerland, Dafflon (2011) identified a
series of issues that arise with certain alternative dclivcry systems.
The first is the complcx set of principal—agcnt problcms that
are inevitable because of the varying rclationslaips. Local public
ofhcials have a principal—agcnt rclationship with the voters
and tlicy must subscqucntly establish one or more additional
principal—agcnt rclationships with various external service
providers. The issue is additionally complex when governments
arc cooperating to deliver a service because the principalfagcnt
rclationships are not unique. These rclationships may liampcr
users ability to obtain the services they demand but may also

raise service dclivcry costs and the potcntial for rents to dcvclop.
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Second, information asymmetries exist between the service
dclivcry agent (sucb as a private sector l‘irm) and the principal
managing the city (and further between the voters and the
managcr). The asymmetrics exist even prior to startup of the
service dclivcry mechanism, and thcy can become worse as the
agent gathcrs more information during the opcrational pliasc.
A moral hazard exists because the agent has the incentive to
usc the asymmetric information to maximize its own welfare
and not that of the residents and voters. Bcnchmarking tlirough
mixed public and private service delivcry is one way to lessen
the asymmetrics. The problcms are complicatcd further when
several governments are rcsponsiblc for providing the many
services that users demand. Information costs rise and users
are unable to casily discern who is rcsponsiblc for meceting their
demands. Accountability and transparency are gcncrally harder
to assure with these alternatives since dclivcry is less dircctly
under control of the municipality and users may not know who

to hold rcsponsiblc when problcms arise.

Public service delivery in peri-urban and small urban areas can be limited by problems
on both the resource mobilization side and on the institutional side.— William . Fox



{ THE CHALLENGE OF LOCAL GOVERNMENT
88 i FINANCING IN DEVELOPING COUNTRIES

CONCLUSIONS

Public service dciivcry in pcri—urban and small urban areas can
be limited i)y probicms on both the resource mobilization
side and on the institutional side. Adcquatc services cannot
be delivered unless sufhicient resources are available. Local
governments in many countrics are grantcci limited own source
revenue options, so inadcquatc resources arc a concern. User
tees are the best means of ﬁnancing for those services where
a price can be imposcd, because thcy offer both a means of
dctcrmining the amount of services to be delivered and providc
ﬁnancing for the services. Local tax revenues are necessary when
user fees cannot be cii'icicntiy levied. Access to broader based
tax sources that grow with the economy is essential to a well-
functioning system. intcrgovcrnmcntal transfers are also a very
important source of local government ﬁnancing in csscntiaiiy
every country, but transfers are often an unreliable source as
national governments can vary their transfers across the business
cycic, The opportunity cost of resources in the pui)iic sector is
very high in piaccs where tiicy are difhicult to obtain, and this
higi’i premium cmphasizcs the importance of proviciing those

services for which a high demand exists.

The paper focuses on one aspect of the service dciivcry issue,
choosing the correct institutional arrangement for services.
Many other difficulties arise, not the least of which is the
poiiticai economy probiem of accuratciy transiating service
demands into service provision. Appropriatc size for a city
is one aspect of ensuring low cost, high quaiity services. The
size of service dciivcry units should dcpcnd on a number
of factors, inciuciing potcntiai for size cconomics, iimiting
corruption, achicving poiiticai accountabiiity, iiomogcncity
of service demands and acccptabiiity of cross subsidies, and
likelihood of tax competition. Size economics arc gcncraiiy
limited for local pubiic services, particuiariy, when all costs
inciuding service production and distribution are taken into
account. Therefore, many pcri—urban and smaller urban areas
should not be signiﬁcantiy disadvantagcd by insufficient scale
for most services; so thcy should not be tcchnicaiiy limited by
the abiiity to producc services at low unit costs. Several of the

Oti’lCl’ factors Q.iSO suggcst that rciativciy smaiicr cities oﬁcn havc

the opportunity to be more efficient than iargcr ones, though
s te
smaller piaccs may find it difficult to obtain the managcriai and

technical talent to providc some high quaiity services.

To realize the potcntiai to deliver services well in many smaller
cities, alternative means can be found to oftset limitations that
arise because of staft skills, scale or some other factors. Both
alternative pubiic sector approachcs and privatization can
enhancesservice dciivcry insome cases. Among these approachcs
are contracting with other governments, cooperating with
other governments, singic purposc governments, consolidation,
and shi&ing service rcsponsibiiitics to intermediate level
governments. Consolidation s poiiticaiiy costiy toachieveandis
uniii(ciy to reduce costs in many cascs. A number of experiences
with consolidation can be found around the world, bur it is
discussed much more often than it is achieved. Coopcrating
or contracting out is less poiiticaiiy costiy, but still requires a
skilled set of pcopic to negotiate agreements. Privatization has
the potcntiai to lower costs and improve service quaiity, though
rescarch seldom finds that costs are lowered. Furthermore,
competitors are often limited in more rural piaccs and smaller
cities, so its greatest potcntiai isin iargcr citiesand higher income
piaccs, Furthermore, the benefits dcpcnd on the extent to which
governments can manage private firms dciivcry of the services,
comparcd with their abiiity to deliver the services ciircctiyi
Governments may need to activcly dcvclop a market for their
services in cases where demand may seem inadcquatc for the

privatc sector to SCCi{ out tilC markct.

Alternative service dciivcry mechanisms are often characterized
by difhcult principai—agcnt probicms, where both constituents
and local poiicy makers find it difficult to aiign priorities of the
various groups, and particuiariy to ensure that prioritics of the
service consumers are pi‘opcriy reflected in service dciiveryi
These probicms are exacerbated by information asymmetrics
that tend to grow over time as service providcrs are able to
understand costs and production conditions bcyond the
cities and consumers. These and other problcms piaguc these

alternative systems with weak accountabiiity and transparency.
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ON MOBILIZING FINANCIAL RESOURCES FOR PUBLIC
SERVICE DELIVERY AND URBAN DEVELOPMENT

In order to fulfil their mandate in a ﬁscaliy rcsponsiblc
manner, local governments in developing countries must
have available signiﬁcant sources of own tax revenues
and also non-tax revenues in the form of user chargcs and
fees. Adequacy of own revenues is the key to an improved
ability to deliver needed goods and services and to better
accountability of local ofhcials to their constituents. Own
revenues — unlike tax sharing and other transfers — uniquely
bring an clement of horizontal accountability of pubiic
officials to their constituents on the revenue side of the

budger.

Given that effective fiscal decentralization requires
meaningful revenue autonomy, we need to ask what form
of autonomy is prefcrabic and then how much revenue
autonomy is needed. The most desirable form of autonomy
at the subnational level is to allow elected authorities to set
the tax rates for a closed list of taxes set in national level
icgisiation. The desirable dcgrcc of revenue autonomy
should allow the wealthiest subnational governments -
those with the iargcst tax bases — to finance most of their

cxpcnditurc rcsponsibiiitics with own revenues.

No dcsign of a decentralized system of finance ever reaches
a pcrfcct balance between cxpenditurc assignments and
revenue assignments at the subnational level. Transfers need
to be used to address vertical and horizontal imbalances,
inciuding tax sharing, unconditional cquaiization grants,
and conditional grants. In addition, disciplined access to
credit is an appropriate source for ﬁnancing subnational

government capitai investment rcsponsibilitics. Because

borrowing can lead to ovcrspcnding, there is a need for
controls, most commonly through explicit government

I U.iCS.

Subnational governments cannot always count on the
avaiiabiiity of capitai grants and borrowing to finance their
infrastructure needs. Increasingiy, subnational governments
have introduced innovative approaches to  financing
infrastructure. The most common of these innovative
avenues are several methods for capturing the increment
in land value rcsuiting from public investments. However,
aitbough welcome as a complcmentary tool, these
alternative revenue sources cannot be seen as a iong—tcrm
solution to the shortage problems for operating budgets,
which need to rciy hcaviiy on the existing conventional

revenuc tOOiS.

User chargcs and fees, property taxes, betterment levies,
vehicle and transportation taxes, local business taxes, excise

and sales taxes are good subnational level raxes.

Vaiuc addcd raxes, iOC&i bOI‘CiCI‘ raxes, and CO]TPO]TS.(C income

tax (profit tax) are not good subnational level taxes.

Desirable properties of local-level taxes include: buoyancy,
with revenues roughly changing in proportion to the
cconomic base; horizontal cquitabiiity, providing cquai
treatment to taxpayers in similar circumstances; relative
efhiciency, causing low distortions in economic activity;
incurring rciativciy low administrative costs; and bcing

poiiticaiiy acccptabic.



Although there is a well—dcvclopcd set of public finance
principlcs for choosing and dcsigning local government
revenues, and it is often used as the anchor for dcvcloping
intergovcrnmcntal and local fiscal reform, urban revenue
pcrformancc in dcvcloping countries is commonly
mediocre or worse. This state of affairs persists both because
the mainstream principlcs do not adequately consider kcy
factors that influence local revenue generation and because

the principlcs are not always appropriatcly implcmcntcd.

Undcrlying this situation is a sct of diverse, complcx
political cconomy considerations  that rarcly get the
attention thcy deserve. These range from the behaviors
of national politicians and burcaucrats who sliapc the
rules of the intcrgovcrnmcntal fiscal game and how tlicy
are implcmcnted, to local political economy dynamics
among clected councilors, local government staft and
citizens. These actions and interactions play outinabroader
context that also influences the options for effective local
revenue reform and decentralization in gcncral. Insufficient
undcrstanding and inattention to these dynamics can
result in serious flaws in revenue reform dcsign and

implcmcntatiort

Some remedial actions to improve local revenue generation

can bC t&l(Cﬂ by urban gOVCI’HmCl’ltS on tl’lClI’ own, bUt

THE CHALLENGE OF LOCAL GOVERNMENT
FINANCING IN DEVELOPING COUNTRIES

ON URBAN GOVERNMENT REVENUES: POLITICAL ECONOMY
CHALLENGES AND OPPORTUNITIES

others require national-level action or support, or at least
recognition of what is feasible locally given constraints
imposcd by highcr levels. Even where local action can be
productive, urban ofhicials must be mindful of essential
linkagcs among the clements of the local governance
system. Pursuing a state-of-the-art but rcvcnuc-spcciﬁc
reform without attention to other relevant factors, such
as cxpcnditurc policics, fiscal transfers, or accountability
mechanisms, is unlil(cly to result in improvcd local revenue

pcrformancc.

Given the complcx array of actors and intcrdcpcndcncics
involved in urban revenue generation and the common
need for considerable policy and system modifications in
many dcvcloping countries, it is important to be strategic
in pursuing urban government revenue reform. Sudden
dramatic cliangcs are lil(cly to overwhelm local capacity
and may cven provokc pushback from those partics most
affected by the reforms. Particularly critical at the local level
is to invoke the social contract - to ensure that those citizens
who will pay more to their local government under revenue
reforms feel that thcy are getting some benefit from doing

so, and are bcing treated Faii'ly in the process.
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ON INNOVATIVE GOVERNANCE APPROACHES FOR
METROPOLITAN AREAS IN DEVELOPING COUNTRIES

Improving thelevel of service delivery in metropolitan areas
in cieveloping countries is always a question of resources;
but it is also a question of governance. Governance
determines how ePticiently costs are shared throughout
the metropolitan arca, how service delivery is coordinated
across local government boundaries, how cffcctively
local residents and businesses can access governments
and influence their decisions, how accountable local
governments are to their citizens and how responsive tliey

are to their demands.

A review of governance models around the world does
not point to one model that works best. The types of
governance structures and initiatives that have emerged
in various mctropolitan areas reflect the local and national
context; differences in constitutional provisions, division of
responsibilities, assignment of revenue sources, history and

politics of the country, and various other factors.

The criteria used to evaluate governance structure in
a metropolitan arca are: (a) Economic cﬂ:lciency, (b)
cconomices of scale, (¢) externalities, (d) equity, and (¢)

aCcess and accountability.

There are some examples of initiatives that have worked
well in speciﬁc contexts — one-tier consolidated structures
where the gcograpliic boundary reflects the economic
region (such as in Cape Town); two-tier government
structures  (as in Barcelona); voluntary cooperation

among municipalities within the mctropolitan arca (as

in Sao Paulo); national government financial incentives
to create regional bodies (such as in the United States);
open initiatives (as in Seoul) and participatory budgcting
(used in Brazilian municipalities) which encourage citizen

participation and greater accountability.

Metropolitan areas everywhere face the ehallenge othowto
balance regional and local interests. As the world becomes
more urbanized and metropolitan cconomics evolve, there
is a need for a regional vision and for many services to be
delivered on a i'egional basis (including transportation,
land-use planning and economic devclopmcnt). Most
countries would thus be well advised to move towards
developing more effective systems of governance for the
whole mctropolitan area if tl]cy want to improve service
delivery. A strong regional structure that encompasses the
entire economic region is essential to ensure that services
are delivered in a coordinated manner across municipal
boundaries; and to be able to improve service delivery by
reaping the benefits of economies of scale and internalizing
externalities. At the same time, some services are very local
and would benefit from more local provision (for example

in EllC cascs ()FlOCal SEtrects, parl(s and recreation).

The social participation in metropolitan governance is very
important, even at the regional level, because it holds both
the government and public rcsponsiblc; it encourages both
parties to accept outcomes of the choices tl'iey make; and it

eneourages governments to prioritize their actions.



Consumption and dciivcry of services are localized and
therefore access to them can vary across different parts ofa

city.

Problems on both the dciivcry and ﬁnancing sides are the
main sources of inadcquatc accesses to urban services in
these areas. Contributing factors are (a) decision makers
with different goais and motivations rcgarding thelevelsand
distribution Ofpubiic services, (b) highcr service provision
costs relative to the core of iarger cities, (¢) governments are
too small to allow low cost service dciivcry in small cowns,
(d) poiiticai decisions that result in uneven services across
cities or dcmographic groups while acceptabic service
levels are available in other parts of the city, (c) inadcquatc
revenues due to weak local rax systems, and (f) low eftective

CiCleI’lCi for urban services.

User fees are the best option for ﬁnancing local services.
Thcy allow determination of the appropriate level of
services and providc a i‘inancing source for service ciciivcry.
User fees are good for charging for water, sewerage, intra-
city transit and cicctricity. User fees are poor instruments
where pricing inci‘ﬁcicntiy crowds out consumers as in the
casc of basic education, or where collection may be costiy or
inefhicient. However, user fees can be regressive. Taxes must

i)C imposcd in cases WilCI'C uscr fCCS arc not avaiiai)ic.

THE CHALLENGE OF LOCAL GOVERNMENT
FINANCING IN DEVELOPING COUNTRIES

ON STRUCTURING SERVICE DELIVERY IN
PERI-URBAN AND SMALL URBAN AREAS

Many factors determine the most appropriate size tor local
governments. The appropriate size may changc more rapidly
than the poiiticai dimensions of aitcringjurisdictioxiai size.
Thus, maintaining governments with the right size may not

be possibic.

Economies of size in dciivcring pubiic services are fact-

spccii‘ic and can differ across services.

Mobilization of adcquatc financial resources from local
sources is the i(cy to providing cthcient and effective pubiic
services in pcri-urban areas ofiargc cities and in small urban
centres. Small towns have low revenue bases and thcy need
to make an extra effort to generate the same amount of

revenuc.

Options to ensure cfhicient and effective dciivcry of
services to pcri-urban areas of iargc cities and in small towns
in devcioping countries include (a) transfers from the
national government, (b) cross subsidies, (c) single-purpose
governments, (d) privatization, (e) contracting out to other

municipalities, and (f) municipai cooperation.
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Cities are assets, solutions and drivers of economic and social dcvclopmcnt. Cities possess hugc unmppcd
economic potcntia] that can and should be lcvcragcd to create wealth and economic opportunities for all.
This requires good urban planning that supports urban compactness, integration, and connectivity. However,
even the best urban pl;ms risk cnding7 up unused if thcy are not ;1ccomp;micd by financial and 1'cgul;1tory
strategics for imp]cmcntation. Stmtcgic public investments must go hand in hand with strategic f‘unding

mcchanisms and SUPPOL‘Eillg governance systems.
leke J

The Challenge of local government financing in developing countries documents both the challenges and
solutions related to the abi[ity of local governments to mobilize revenues from local resources. The report
also identifies successful governance mechanisms for efficient and cquimblc provision ofpub]ic services in

H’]CU”OPO“EH] arcas Of dCVClOPiDg countries, &lld Sl’l&l’CS CXPCI’iCnCCS and lDCthOdS to making Pllbli(.' service
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