Technical Consultation on Decentralization

FAO, ROME, 16-18 DECEMBER 1997

Decentralization and
Local Government Performance

Jean-Paul Faguet
London School of Economics

Working Group 6: Decentralization and Natural Resources Management



DECENTRALIZATION AND LOCAL GOVERNMENT PERFORMANCE
4 December, 1997

Jean-Paul Faguet
Centre for Economic Performance
ad
Development Studies Indtitute,
London School of Economics

This paper is taken from a study financed by a grant from the World Bank Research
Committee. The full report should be available from mid-1998.

|. Introduction

The latter haf of the twentieth century has witnessed the sustained growth of central State appardti
throughout both the developing and developed world. Driven by the secular growth of the welfare
dete in the indudtridized world, and in the developing world initidly by the political imperative of
cregting naiond identities out of the ashes of coloniadism, and subsequently by developmentdist
attempts to guide the economy to growth and prosperity, centrad governments increased their
authority and involvement in the politica and economic lives of their eectorates to degrees undreamt
of by ther 19th century forebears. In the wedthiet OECD countries, central government
expenditures rose to between 40 and 50 percent of GDP,* and throughout the world governments
nationalized large segments of their economies and circumscribed much of the remainder in aweb of
tariffs and regulations.

The effects of this increase in mandate were not entirely postive, however. With centrdized
policy control, regulation and production came high concentrations of political power and discretion
over resource alocation, which in turn brought proportiona incentives to corruption and clientelism.
Electorates grew disenchanted with bureaucratic regimes which seemed distant, and which produced
uniform outputs often unrelated to loca needs and conditions. Loca culturd and ethnic variation was
quashed benegth the steamroller of nationd identity defined by the capitd. And income in the
developing and communist world did not converge with that of the richest countries, but mostly fell
further behind, while the developed countries themselves grew more dowly than during the boom
years of the 1950s and 1960s.

The modern debate about decentrdization and the optimal size and structure of government
begins with the perceptions of these and other falings of the modern state.  Proponents of
decentraization condemn the impotence and waste of centraized government, and seek to invigorate
it and focus its efforts; the ills of corruption, clienteism and politica dienation are often regarded as
the natural by-products of a bureaucracy distant in space and rendered insengtive, inefficient, and
inflexible by its Sze. Policy falure in the sense of sub-optima choicesis diagnosed as resulting from
poor information and incentives that are skewed away from ideal outcomes. Reformers advocate
the decentrdization of politica authority and public resources to sub-nationd levels of government as
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a generd cure for these ills, operating through the reduction of government to more manageable
dimensions, thereby making it responsive and accountable to the governed.

As the reader will surmise, the decentralization debeate is both broad and often frustratingly
imprecise. Arguments for and againgt decentralization frequently assume the character of sweeping,
cross-disciplinary claims about the effects of adminigtrative measures on the quality and efficiency of
both government and socid interaction. The lexicon in which discussion occurs is as varied as the
backgrounds of those who participate (i.e. Economics, Political Science, Sociology, Anthropology,
Public Adminigration, etc.), greetly impeding comparisons of proposed measures and of the effects
they are designed to produce. Writers on decentraization, whose work more often than not consists
of reports on past, or advocecy for future, reform, seldom specify the mechanisms by which
favorable changes are meant to occur, and often fail to isolate the varigbles involved in away which
is both satisfactory and consstent.

I1. An Unresolved Debate

Partly as aresult of this, the economic and politica literature on decentrdization is inconclusve. The
debate — both theoretica and empiricd — on whether decentralization increases or decreases socid
welfare and efficiency is dill very much unresolved. Aswe shdl see in more detall below, arguments
in the politicA science literature in favor of decentrdization rely on incomplete, often anecdotd
reasoning which describes Stuations where decentraization may be beneficid, but with a loss of
generdity and without distinguishing the conditions (assumptions) which are drictly necessary for this
conclusion to obtain from those which are not.  Often this literature Smply assumes away the centra
problem of decentralization by asserting that “it brings decison-making closer to the people’. That
devolving power and resources to amdler adminidrative units will necessarily result in better
decison-making and an accompanying incresse in socid wefare is, a leadt, highly contentious and
unproven.  Additionaly, such an assertion directly contradicts the nation-building and
developmentaist theories of the 1950's and 1960's, which made diametrically opposed claims that
were equdly unsubstantiated. Before boarding the decentrdization train, it would seem prudent to
edtablish stronger reasons for embracing it than the fact that it is the opposite of a previous, failed

drategy.

The economic trestment of decentrdization is amilarly ambiguous. Notably, it ismuch esser
to write an economic mode which demondrates that a highly centralized regime is more productively
effident than a decentraized regime (as is demongrated below). The issue of dlocative efficiency —
a supply of goods and services that meet peopl€’ s needs and wants - is less straightforward, and
involves questions of the formation and aggregation of preferences that economigts have turned to
only recently. But it is nonethdless fair to say that the advantage of decentraization in terms of
dlocative efficiency has not yet been established.

Empirica results reported from a wide variety of decentrdization experiences throughout the
world are dso mixed. Rondindli, et d. (1984) report that Indonesia, Morocco, Thailand and
Pakigtan showed perceptible, but small, improvements in resource distribution, loca participation,
the extensgon of public services to rurd aress, project identification and implementation, and
employment generation after implementing decentrdizing reforms of the public sector. Studies of
decentrdization in Algeria, Libya and Tunisa show that the performance of decentraized



adminidrative units have been posgtive in some cases, but have not dways met the gods of the
origind policy reformers.  Devolution in Pgpua New Guinea incressed popular participation in
government, and has improved the planning, management and coordination capacity of provincid
adminigrators. Reform there does seem to have made government more responsiveness to peoplée's
loca needs, but has dso added an additiond layer to the state bureaucracy, thus weskening
government's ability to attract foreign investment and stimulate long-term economic growth. Pogitive
results from decentrdization reported in this and other studies (notably Bennet 1993, Cheema and
Rondindli 1983, Rondindli et. al. 1981, and Veira 1967) include, in generd terms:

1. Decentraization has increased the access of people in previoudy neglected rurd regions and
local communities to centrd government resources, if only incrementaly, in most of the LDCs
where it has been tried.

2. Decentrdization seems in some places to have improved participation and enlarged the capacity
of locd adminigtration to put pressure on centra government agencies, thus making available to
them large quantities of nationa resources for local devel opment.

3. The adminidrative and technical capacity of locd organizations is said to be dowly improving,
and new organizations have been established at the locd level to plan and manage devel opment.

4. Nationa development srategy now increasngly tekes account of regiond and locd leve

planning.
Negative resultsinclude:

1. Decentrdization and privatization of state activities has a tendency to create greater inequities
among communities and regions with different levels of organizationa capacity.

2. This opens the door for locd €lites to play a digproportionate role in the planning and
management of projects.

3. The absence of or weakness in supporting ingtitutions (public or private) needed to complement
the managerid capacity of locd governments, as wel as wesknesses in the linkages and
interaction between locad and centrd adminidrations, have led to disgppointing results from
decentrdization in Africaand Asa

4. Programs are usudly judtified on grounds of efficiency and adminidtrative effectiveness, but then
judged on their politica results. Where palitica ams are important, considerable deviation from
best practiceistolerated. Not surprisingly then, decentraization seldom lives up to expectations.

In generd, these and other studies show that decentralization has achieved moderate success
in some countries, moderate failure in others, and both in many. But the reasons for this are poorly
undersood. As the workings of decentrdization reman largely a mydery, it is difficult to judge
whether specific decentralization programs failed due to weakness in design or implementation, and
more difficult dill to recommend improvements.

I11. Definitions of Decentralization

Before entering into the substance of arguments for and againgt decentrdization, it is important to
review the various meanings which the word has been given by both authors and the governments
that implement it. Because such a discusson becomes very quickly an exercise in taxonomy, it is
useful to proceed as succinctly as is prudent. As dluded to above, the word "decentralization” is



more a semantic umbrela beneath which are gathered many and different concepts than it is an
andyticaly precise term. This study will concentrate on the more representetive academic usages
given "decentrdization” by both political scientists and economists.

Perhaps the best generd definition of decentraization is by Rondindli, . d.:

the trandfer of responghility for planning, management, and resource-raisng and dlocation
from the central government to (&) field units of central government minidtries or agencies, (b)
subordinate units or levels of government; () semi-autonomous public authorities or
corporations; (d) area-wide regional or functiona authorities; or () NGOs/PVOs?

If we add "and private firms' to (€), then we have a good genera definition with which we can
gpproach most theoretica and empirica issues. Bennet (1990) highlights a useful ditinction between
two generd decentrdizing thrugs: intergovernmental decentralization, which involves transfers of
authority, respongbility, power and resources downward among different levels of government, and
market-based decentralization, where these are transferred from governments to the market and
Non-Governmenta Organizations (NGOs). Each category embraces numerous specific strategies
for tranderring functions. Wolman (in Bennet, 1990) delinestes three types of decentralization:
political decentralization, administrative decentralization, and economic decentralization
(though admitting thet there is no clear distinction between the first two).

An additiona complicating factor is introduced by the question of the generd class of
regimes within which decentrdization takes place. Adde from the issue of whether effective
decentralization is more likely to occur under democratic, authoritarian, theocratic, or other regimes,
the type of regime under which decentrdization occurs is likely to have a great impact upon its
effectiveness. For the sake of focus, thisthesswill concentrate on decentralization under democratic
regimes. We shdl see tha the presence and nature of democratic controls will play alarge role in
our ahility to theorize about decentrdization.

It is cdlear that the underlying concepts regarding the forms which decentrdization takes are
broadly smilar, but o that the taxonomic exercise could continue through innumerable divisons,
definitions and categorizations® The reasonable course to take, then, is to choose one definition and
proceed. This study eects the following:

Decentralization will be understood as the devolution by centrd (i.e. nationa) government of
specific functions, with dl of the adminigrative, political and economic attributes that these entall,
to locd (i.e. municipa) governments which are independent of the center and sovereign within a
legdly delimited geographic and functiona domain.

"Government Decentralization in Comparative Perspective: Developing Countries’, International Review of
Administrative Science, 47(2), Rondindli, et a. (1981)

®Some authors add a "Hybrid" category to the ones listed above. Thiswould seem to be afutile gesture, as any
categorization involves idealized forms abstracted from reality, and therefore most unlikely to be detected in their
pure form, but which exist in order to facilitate exposition and understanding.



It will be useful to keep in mind the definition of Rondindli, . d. during the theoretical discussion, as
most authors have adopted a more genera gpproach to the question of decentrdization than that
proposed above. The empirica work and theoretica proposals, however, will stick closdy to the
latter definition. The two reasons for choosing this usage are both powerful and fortuitous. First, the
clarity of the propodtion greatly smplifies andyss, dlowing it to focus on discrete, wel-defined
decentrdizing measures and exogenous variables in order to gauge the empirica effects of each on
policy outputs. Second, the empiricad case which will be used to test these relationships involves
precisdly this form of decentrdization (see below), implemented uniquely and vigoroudy.

IV. ThePalitical Economy of Decentralization

The intdlectud case for decentrdization originates in the most basic arguments concerning
democratic government and the effective representation of citizens interests, to which economic
arguments based on efficiency have been added more recently. Politica philosophers from the 17th
and 18th centuries, including Rousseau, Mill, de Tocqueville, Montesquieu, and Madison distrusted
autocratic centrd government and held that smdl, democratic units could like ancient Athens
preserve the liberties of free men. In severd of the Federdist Papers, Madison theorized about the
prevention of tyranny via a baance of powers not only among the branches of centrd governmernt,
but between central and regiona and local governments as well.

The modern case for decentrdized government is well represented by Wolman (in Bennet,
1990), to whom we now turn. Wolman groups his arguments concerning decentrdization under two
main headings. Efficiency Vdues and Governance Vdues.  Efficiency Values comprise the public
choice judtification for decentrdization, where efficiency is understood as the maximization of socid
welfare. Wolman contragts the provision of public goods with the market for private goods. Within
the private economy, individuad preferences are expressed through a market mechanism which
facilitates continuous signaing between supply and demand via prices. The nature of public goods,
however, is such that competitive markets will not provide them.

When public goods are provided, tax and service packages should reflect as accurately as
possible the aggregated preferences of community members. However, because individua
preferences for public goods differ, there will be some divergence between the preferences of
individud community members and the tax and service packages reflecting the aggregated
community preferences. It islikely that the average divergence of individua preferences from the
tax and sarvice package adopted by the community through its government will be lessin amdl
communities of rdaivey like-minded individuds than it will be in larger, more heterogeneous
areas. [...Allocative] efficency and socid wdfare are thus likely to be maximized under highly
decentraized political structures’

One counter argument to this rationae highlighted by Wolman is that decentrdization will
complement, or even exacerbate, digparities anong communities with different economic means. In
principle, however, this objection is easily addressed through grants administered centraly, desgned
to equdize locdities resources. Similarly, decentralization to low levels of government may reduce
efficiency by inhibiting the achievement of economies of scae in the provison of some services,
though this too is easlly solved via different levels of government providing these services according

* Wolman in Bennet, p.27.



to their technical characteristics. A more serious objection is posed by the existence of externdities’
in the provison of locd public goods, which reduce overdl efficiency for society. These can be
solved by reverting to higher leves of government, which interndize the externdities in their taxing
and spending decisions.

But the fundamenta objection to such efficiency arguments, and one which is generdizable
for this literature, is thet it Imply assumes that central government will produce more standardized,
less-differentiated outputs less suited to loca preferences than loca government.  Although this is
intuitively gppeding, the lack of an explanation for how this comes about amounts to assuming away
the problem. We can eadly draw up a model where centrd government ingtdls agents in each
community to gather information and detect local needs and preferences, which data is then relayed
a low cost back to the center (see Annex 1). All outputs are produced centraly, and then
digtributed in the desired amounts and quditiesto dl locdlities. If we assume economies of scdein a
least some outputs, and transportation costs low enough that these gains are not canceled out
(neither unreasonable), then it is easy to see that such a system would dominate the decentrdized
solution on (productive) efficiency grounds® This could form the basis of an argument for the
centraization of government which, in purdly logica terms, is every bit the equd of its opposte.

Some authors have sought refuge in the podtion that the competing dams are a metric
question, and therefore resolvable through empirical research.  But this response is adso highly
unsatisfactory. The issue in question - whether centra government is likely to produce outputs that
are more or less amilar to individud's preferences - isintimately tied to the structure of governmenta
ingtitutions and to the incentives that these produce. As such it is tractable to theorizing about cause-
effect relationships concerning structure, product and aggregate outcomes. It is, in fact, a question
unsuited for empirical study, as atempts to measure the dlocationd efficiency of "centrd” versus
"decentralized” government, in ignorance of plausble mechaniams, are likey to omit important
explanatory variables and result in models which conflate causes and produce meaningless estimates.
It is therefore important to provide a mechanism which adequately explains the central feature of the
dandard efficiency argument.

Governance Values comprise Wolman's second grouping, in which he includes. (i)
responsveness and accountability, (i) diversty, and (iii) political participation. The first vaues,
respongveness and accountability, are eadly the most important of these and comprise the politica
pardld to the argument about efficiency detailed above.

Decentraization, by placing government closer to the people, fosters greater responsiveness of
policy-makersto the will of the citizenry and, it is argued, results in a closer congruence between
public preferences and public policy. Thisis not only because decison-makersin decentralized
units are likely to be more knowledgeable about and attuned to the needs of their area than are

*Uncompensated costs or benefits imposed by one unit on others - e.g. downstream water pollution from waste
treatment.

®Additionally, such a system of public goods-production would arguably have lower staffing
requirements/running costs, as reproduction in local democratic government structures could be replaced by a
smaller number of agents.



centraized nationd-government decison-makers, but aso because decentralization permits these
decision-makers to be held directly accountable to the local citizenry through local dections.”

However this argument, as presented by the politica science literature, is dso a priori.
Palitics in decentrdized governments may be more dosed than national politics, and more
susceptible to interest-group capture or manipulation by powerful agents. Alternately, locd dections
may be contested on non-local issues, such as the popularity of the nationa government (as occursin
the UK). Wolman asserts that the question of whether responsiveness and accountability increase or
decrease with decentrdization is an empirica one.

Diversty in public palicy is another argument in favor of decentrdization. Diversty isvaued
because (i) it offers citizens a greater choice in public services options when they are deciding where
to resde (see the Tiebout mode below); and (ii) it is thought to encourage experimentation and
innovation in public policy. Decentrdization will thus result in a variety of policy approaches at the
locdl leve, some of which will be more successful than others. Once given policies have been shown
to work, they can be taken up by other decentraized units as well as centrd government. This
argument obvioudy depends criticaly upon the empirica question of whether decentradized structures
redly do foster greater policy diversty than central government. Limited research suggests that it
does, but the question cannot yet be consdered closed. The question of the diffusion of successful
policy experiments to other units and levels of government is also an open, empirical one. We note,
however, that the organizationa literature stresses that decentralized structures promote innovation,
while centralized structures promote adoption.

The devolution of read power to locdlities is aso thought to enhance political participation
amongs the people, because of the increased leveds of interest and involvement in loca government
which it brings about. This process, it is argued, enhances democratic values and performs a
systems-maintenance function, thus promoting political stability. Similarly, decentrdization provides
the opportunity for citizens to debate and decide upon those local issues which matter most to them,
thus promoting politica education. Lastly, locd palitics provides a training-ground for loca leaders,
who can then progress to become nationd leaders. These daims are aso subject to empirica
invedigation; initid results are inconclusve, but not favorable. Participation levels measured by
turnout at eections in the United States, a country considered decentralized, are notorioudy low,
especidly for loca dections (typicdly around 30%). It is dso low in the UK (around 40%), but
much higher in countries considered more centralized, such as France (70%) and Italy (85%).2 Nor
is the educationd function of decentraization evident in the levd of politicad discourse in the US and
UK. This last point is probably related to the importance of mass media in the modern politicd
discourse. When most politicad debate is mediated by a technology that displays extremdy
centralizing characteridtics, the eectorate is likely to be better informed about the intricacies of the
national and internationd palitics that fill the arwaves than they are about the Sate of the municipa
sewerage system, or the performance of local police.

"Wolman in Bennet, p.32

&olman in Bennet, p.34.



In concluson, and in the wake of awide variety of arguments, it is important to note that the
intellectua core of the case in favor of decentraization is composed of a combination of the
dlocationd efficiency argument with that concerning the responsiveness and accountability of loca
government. Other arguments regarding diversty, education and leadership development may
bolgter this reasoning, but are of secondary importance. The possibility that loca government can be
designed in such a way that it accurately percelves the needs of its eectorate and faces clear
incentives to attend to them, both to greater degrees than centra government, congtitutes a powerful
hypothesisin itsfavor.

V. What isthe mechanism?

But the above discussion, though it would seem to point us in the direction of a theory of
decentraization, does not explain in rigorous terms how decentrdization achieves these results.

Much of the argument is a priori, counterclams are not adequately examined before being
dismissed, and the conditions necessary for decentralization to succeed are not clearly ddineated.
Wha is the mechanism by which decertrdization of the public economy brings about improvements
in dlocative efficiency? Islocd government accountability an input or an output? Areloca eections
the only necessary legal/ingtitutiona prerequisites, or are other conditions necessary? It is to these
issues that we now turn.

We begin by examining the economic literature. The mogt influentia economic modd of the
local public sector is Tiebout's (1956) A Pure Theory of Local Expenditures. This paper imagines
aworld where efficient loca governments compete to lure perfectly informed individuads, who move
costlesdy between locdlities and choose the one which offers their optima bundle of public services
and taxes. Thisrevelation of preferences through migration brings about a competitive equilibrium in
locationd decisons which ensures that no individua can make himsaf better off without making
someone ese worse off: a Pareto-efficient result. But the mechanism which Tiebout pogts —
individua mohility in a context of fixed public service supply — amounts to moving voters around
while holding paliticians congtant. This directly contradicts our experience of the world, where —
save for extreme cases’ — it is individuals who are largdly fixed and governments which, via eections,
change. Even in ahighly mobile country such as the United States, during any given dectord cycle
the overwhelming mgority of the population is geographicaly dtetic, and it is their governments and
politicians (locd, date and nationd) that change. Thus we must conclude that this modd is
fundamentally flawed: it podts a rdaionship which does not by and large exis in the world, and
ignores a series of others (amongst voters, between voters and governors, amongst politicians vying
for power) which do and may very well be important to the question of decentralization and socia
welfare,

Another way in which decentrdization might improve public service provison involves
information. Although the economics of information is ardatively new and Hill-developing fied, the
basic argument is that information about locd preferences, dong with technicd data concerning the
production and provision of public services, is so voluminous and complex that central governments
are incapable of gathering it dl and processing it adequatdly. Thus, important information will not be
reported, or will be logt in trangit, or will be interpreted incorrectly at the center, or some other sort
of informationd obstacle will arise which prevents the center from knowing what services the

9 Rwanda is one recent example.



periphery most needs and how best to provide them. These models inability to explain why thisis
S0 in a precise and convincing fashion, however, amounts to an assumption thet it is true. Though
admittedly more degant, thisis not far removed from the operative dement of the palitical arguments
examined above. Perhaps more importantly, it is not clear in the closing years of the 20™ century
that distance poses a sgnificant obgtacle for the fluid tranamisson of information. In an age when
CNN and MTV reach most corners of the globe, it is amply not credible that data on local
preferences and other relevant conditions, once accurately gathered, somehow cannot be transmitted
to the center without significant digtortion or cost. Indeed, the modernization of communications
systems would seem to have the opposite effect; as bandwidth increases and unit cods fdl, centra
government becomes more vigble, not less.

And yet we should not dismiss this line of thinking entirdly. Thereisintuitivdly some sensein
which loca people have easier access to better loca knowledge than non-locas. But to cdl thisan
information problem is to conflate distinct concepts. For the problem does not lie in the information
per se, but rather in the agent who collectsit. With proper incentives and loca cooperation, a non
local agent could easily gather the relevant information necessary to provide a routine public service.
And indeed, alocd in the same position would require comparable conditions to succeed. But the
loca has obvious advantages on both counts. Asalocd, it is she, her family, friends and community
who benefit from the efficient provison of that service. Thus she has naturd incentives to perform
her job accuratdly and honestly which her colleague does not. For smilar reasons, she may find
obtaining cooperation less costly. And she will have obvious, though not necessarily large,
advantages of familiarity with loca conditions, which it would cost an outsider to learn.

This argument is completely independent of the character, quantity or qudity of the
information involved, and concerns instead the performance incentives which agentsface. Assuch, it
is eadly generdizable to alarge number of tasks incumbent upon government agents, whether centra
or locd, and therefore to the question of centrd vs. locd government generdly. Indeed, this insight
lights the way to a deeper understanding of the efficiency implications of loca government. As
discussed above, where economies of scade dominate, centrd government will enjoy productive
efficiencies in the supply of public services Locd government will enjoy advantages in dlocative
efficiency, however, to the degree in which loca officids professond incentives are more in line with
the interests of the local population than the incentives of central government officids. This condition
will obtain where locd officids are fully accountable and responsible to the local population, and
where electord representation is sufficient to ensure that al groups have a voice in locd afairs,
Compared to such an environment, the incentives faced by national public servants, with a much
broader and probably more diverse constituency, would by definition be less propitious to satisfying
the needs of agiven locd population.

Such an agument conditutes the kernd of a theory of inditutions, incentives and
accountability in the provison of local public services. 1t comprises the heart of a political-economy
modd of decentrdization, locad government and optima locd-service provison which | am
developing elsawhere, in a larger theoreticd and empiricd study of decentrdization. | will not
present a formd, fully specified verson of this modd here, but will ingead limit mysdf to saying that
such a modd rdies explicitly on locd government autonomy in a context of red locad power and
resources, open and transparent loca democracy, good (though not necessarily perfect) information
on the part of voters, and some form of countervailing power or safeguard, indtitutiona or otherwise,
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to protect againgt abuses of power by locd leaders. It can be shown with this modd, and in a
systematic and rigorous way, that decentrdization changes the incentives which public officids face
by making locd government accountable to its electorate. Locd officidswill tend to respond to their
voters needs more than their central government peers, in the knowledge that their jobs depend on
doing so. Loca government will in thisway produce outcomes (i.e. public services) which are more
dlocatively efficient than centra government. The theory aso predicts the possibility, given certain
conditions, that decentralized governments can be more cost-effective (i.e. more outputs for a given
budget) than centra government as well. We now turn to the empirics of decentralization, where we
shdl see that both of these predictions are confirmed by data from a recent, radica decentrdization
reform.

V1. New Evidence

We are fortunate to have an extraordinarily suitable case-sudy of the trangtion from highly
centralized public service provison to one that is highly decentrdized, including large amounts of data
concerning not only budgeting and redl expenditures, but local preferences aswell. Thisisthe case
of Balivia, 9nce 1953 one of the mogt highly centrdized countries in Latin America, which underwent
an extremely rapid, nearly overnight process of decentralization in 1994. Because the process was
accomplished so quickly, and because the degrees of centralization/decentrdization were so grest,
the Bolivian case comprises a sort of social experiment which we can use to test the ideas devel oped
above.

The Popular Participation Law promulgated by the Bolivian government in April, 1994, and
implemented as of July of the same year, brought about an enormous change in the balance of power
between local and centra government. The legd context in which decentrdization took place was
that of a unitary (as opposed to federd) state where municipa governments are independent, freely
elected, and report to no one other than their congtituencies. The core of the decentralization reform
consgs of four points: First, the share of al nationd tax revenues devolved from central government
to the municipalities was raised from 10 percent to 20 percent. More importantly, whereas before
these funds were gpportioned according to ad hoc, highly politica criteria, after decentralization they
are dlocated strictly on aper capita basis™® Second, titleto dl locd infrastructure related to health,
education, culture, ports, loca roads and irrigation was transferred to municipalities free of charge,
adong with the respongbility to administer, maintain and stock this with the necessary supplies,
meaterids and equipment, as well as invest in new infragtructure.  Thirdly, Vigilance Committees
were established to oversee municipa spending of Popular Participation funds, and propose new
projects. These are composed of representatives from loca, grass-root groups within each
municipdity, and are legdly diginct from municipd governments. Their power lies in the ability to
suspend dl disbursements from the central government to their repective municipal governments if
they judge that such funds are being misused or stolen, as well as the natural mord authority which
they command. When suspension occurs, the center undertakes no arbitration, but smply waits for
the two sides to resolve their dispute, relying on economic incentives to speed their agreement.
Fourthly, municipdities were expanded to include suburbs and surrounding rurd aress, to the point
where the 311 municipdities exhaustively comprise the entire nationd territory.

1 Whereas before reform the three main cities in the country received 84 percent of all devolved funds, and the
majority of communities received nothing, after reform the three cities' share fell to 29 percent and that of
provincial and rural increased between 42 percent and over 3000 percent.
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In anticipation of decentralization, communities throughout Bolivia took part in a series of
Participative Planning Exercises (PPES) held at the provincid leve (i.e. sub-departmentd; Bolivia has
nine departments), which led to the drawing up of Municipad Development Plans for some 150
municipaities o far. These seminars were convoked for three days each by facilitators from La Paz,
included representatives from al sectors and strata of society, and were designed to discuss loca
problems and needs, suggest solutions, and eventudly produce alist of projects for each municipdity
drawn up by consensus. While it is true that this methodology presents opportunities for the
manipulation of opinion by the wedthy, educated, etc., there is no practicad method for ascertaining
information on needs other than asking the needy. Having observed one such complete exercise, |
have every reason to bdieve that reasonable precautions were taken to ensure objectivity, and no
reason to think that repeating the exercise would produce superior results.

In a year-long study of decentrdization in Bolivia, | seek to combine the standard
econometric andyds of a large, municipd-level database which | am building with more quditative,
deeper andysis of the socid and indtitutionad dynamics of nunicipd governments and municipa
societies, which affect inditutiona performance but are not captured in the objective data. The large
database includes substantial and very detailed data on the sources and uses of municipal funds, local
preferences and priorities captured by the PPEs, a large amount of socid, inditutiond and
demographic data from the most recent census and integrated household surveys, and dectora data
from the last two dections, among others. Most of this data has only become available during the
past three years, as many of the types of information | am working with were not produced until
quite recently, and financid and demographic data were not compiled at the municipa leve before
1994. It isan additiona stroke of luck that a national census was carried out in 1992, supported
technicdly and financidly by various aid donors. The main previous source of such demographic and
socid information were estimates based on the 1976 census, which by 1992 were woefully
inaccurate.  The quditative research, by contrast, was carried out during 6 months of work in the
field, most of which was spent in 9" municipalities spread throughout the far reaches of Bolivia,
sdlected to control for Sze, region, economic base, rurd vs. urban setting, and cultura and ethnic
makeup. This research involved extendve interviews with grass-roots representatives, elected and
gppointed government officids, and a variety of other business, |abor, religious, and indigenous/ethnic
leaders, as wdll as gathering planning, budgetary, and geographic data from loca sources.

Does Decentralization Make A Difference?

The lessons which we can draw from this research are not yet fina, as much work remainsto
be done. But alarge portion of the data has been carefully analyzed and there are dready a number
of robust conclusons which we can discuss. To begin with, aggregate public spending patterns do
change when resources and power are devolved to lower levels of government. And they do so in
ways which this researcher at least finds positive and heartening, dthough we do not wish to make
too much of this as we will examine spending in the light of objective needs bedow. A comparison of
annexes 2 and 3 shows that the share of Education, Civil Works, and Water & Sanitation in tota
nationa investment rose dramatically after decentralization, whereas investment in Multisectord,
Industry & Tourism, and Communicationsfl. And if we disaggregate locd from central government
figures, we see that municipa spending in these first three categories was proportionaly much higher

" Annex 8 lists 10 municipalities: 9 case studies and 1 pilot. The annexes which follow include graphs with only 8
observations. Thisisdueto incompleteinformation when they were made, which will soon be remedied.
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than that by the center. Thisisfurther bolstered by examining average municipa investments (Annex
3)," where we see that in both percent and per-capita terms it is the smaler municipdities which
place a higher priority on Education and Hedth. A much coarser measure — the number of
municipalities which spend (any amount) in each sector (Annex 4) — reveds asmilar picture. We
must conclude that decentrdization is not a policy-neutra measure, and does indeed have significant
implications for the structure of public spending and investment. As the theory above predicts, loca
priorities are different from those at the center, and shifting power and money into the hands of the
community™ produces different outcomes. Whereas the nationa government prioritized investment
in Hydrocarbons and Transport, local governments prefer to invest in human capitd and socid
savices. The latter, public goods with sgnificant externdlities, appear — to this researcher at least —
to be preferable to items such as Hydrocarbons, or Industry & Tourism, sectors from which loca
governments should amogt certainly stay away. But we do not wish to emphasize subjective
assessments. We turn now to demographic data to investigate whether or not municipalities spend
according to objective needs.

Allocetive efficiency, a theme s0 centra to any discusson of decentraization, can be
invedigated quite carefully for Bolivia by comparing public spending peatterns before and after
decentrdization to (a) the demand for public investment, for which we can use the results of the
PPES, and (b) hedth and educationa indicators, and other demographic data which indicates
objective need for given services. Part (a) of the analyss is unfortunately not ready, as data on the
results of the PPEs have only recently become available. Once we have these results, however, they
will by their nature be an especidly powerful indicator of whether or not local governments respond
to demand. Part (b), on the other hand, isfar advanced, and rewards scrutiny. The tables of Annex
5 list ttatistics™ from a series of regressons on different measures of educational budgeting (ex-
ante) and investment (ex-post) from 1994-5, for dl 311 of Boliviads municipdities. They tdl a
provocative story of how these decisons are made. We see from these results that positive
educationd attainment levels are sgnificant and negative terms in the models, whereas no attainment
(no schooling) and literacy are dgnificant and pogtive.  This holds for both budgeting and red
expenditures, and across different measures of spending (percent of budget, per capita, and per
student enrolled).”®> School attendance rates and the number of classrooms per student are aso
negative and Sgnificant. These reaults indicate that municipdities effectively treat their education
budgets as invetments in human capital, with familiar characteristics of decreasing returns, and not
only as Imple service provison. While education is awidely favored investment, and those who are
literate prefer it more than those who are not, the surprising result, controlling for this effect, is that
education spending rises as educationd atanment falls. As the stock of educational cepita
decreases, and thus the return to education rises, municipalities choose to invest more in education.
As ther never-schooled population rises they spend more as well. Education spending aso rises

2 Here we calcul ate sectoral shares of each municipality’s budget and then average over 311 municipalities, in
effect treating all municipalitiesas equals. Thisisas opposed to aggregate spending totals, which emphasize the
priorities of larger municipalities which invest more.

3 How power is exercised locally —i.e. whether local government isrun in the interests of the community or
against them — is one of the more important issues of decentralization. We examine it further below.

“ Dueto the types of variables used (i.e. rates, percentages, indices and dummies), the coefficients from these
regressions are not easily interpretable, so | exclude them for now.

> Educational indicators are from the 1992 census, whereas budgetary data are from 1994-1995. Thus thereis no
endogeneity problem between education budgets and enrolment rates. Also, educational attainment rates and
literacy are measured amongst the adult population, whereas enrolment rates are of children of school age.
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with the Unstisfied Basc Needs indicator (which rises with greater levels of deprivation), and fals
with increased vaues of the Human Development Index (which fdls as human development
improves), supporting the human capitd mode of investment decisons.

The gory for Water & Sanitation and Transport, though so far less detalled, is amilar
(Annexes 6 & 7), though with an interesting twist. Investment in Sanitation rises as fewer households
have private sewerage service. This agrees with the above interpretation. As more households have
public standpipe service, however, water investments increase, and the “no service’ term for Water
& Sanitation is not Sgnificant. Thisimplies that in the water sector alogic amilar to that in Education
is a work, but only among those with some level of existing service. Hence invesment is grestest
where there exigts a low level of service and decreases as service improves, but the poorest of the
poor are ignored. By this interpretation, attention is skewed toward the “bourgeois poor”. Another
explanation is that those who do not have water service may not redlize its value and not demand i,
whereas those who have tasted the benefits of alow level of service want more, and in this case get
it. The Transportation equations suffer from alack of viable indicators of need. The notable term
here is pessant communities, which is podtive and (bardy) dgnificant. Thus, where a given
municipaity has more pessant communities™® which tend to be dispersed across rurd aress,
transportation spending is higher.

These results point consstently to a highly rational modd of loca decisonmaking where the
fundamentd criterion is need, and governmenta outputs are concelved of as the equivaent of
productive capitd, with the margind investment going to those municipdities where the return is
highest. This finding is both robust and surprisng, especidly when we consder that most of the
municipdities which account for it suffer high degrees of deprivation, with poor, badly educated
voters and governing officias generdly unprepared for their posts. And yet the decisions they make
are not only rationd, but more rational — the evidence above suggests — and more in line with local
needs than decisons made a the center. Powerful supporting evidence comes from comprehensive
interviews from the municipa case studies. Out of over 200 interviews, a mere 4 responded being
less satisfied with locd government than with government from the center; another 41 opined that the
two were roughly smilar; and the remaining 167 reported sgnificant or dramatic improvements in
public sector responsveness. It is true that these were subjective interviews, with some risk of
insinuating responses or misinterpreting answers'’  But the magnitude of this trend cannot be
ignored. We must conclude that dlocative efficiency, public service provison, and indeed popular
satisfaction with government have al improved with decentraization.

This directly contradicts clams that loca government is too poor, too ignorant, or too prone
to interest-group capture to operate efficiently, necessitating the guiding hand of nationad government
which is technocrétic, capable, and generally knows what to do. Here we begin to see evidence of
the oppodite: local government has a degp understanding of its task, and has the capability and the
incentive structure to produce the public outputs that people want. It is worth reiterating that these
results are not find, and there is much (very) new data that must ill be ncorporated into the
andyss. But we dso note that the results so far are quite robugt, al point in the same direction, and
are most unlikely to be overturned by new data.

'® Bolivian municipalities— including cities— include large rural catchment areas.
" Equal numbers of well and badly-performing municipalities were chosen for the case studies. Thus, there
should be no biasin favor of municipalities where respondents are happier.
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Local Government Effectiveness

Having established that decentraization does work, we turn to the question of how, and to
the ultimatedy smilar question of where, it works. And we begin noting that regresson andyss
obscures the existence of enormous diversity in municipa performance and loca responses to the
challenges of decentralization. From huge, urban, complex La Paz strung off the edge of the adtiplano
to tiny Baures deep in the bowds of the Amazon, the 311 Balivian municipdities vary immensdy in
their levels of human capitd, inditutiona capacity, natural resources, Sze, populaions, and many
other factors that affect in differing ways the qudity of government they achieve. Close ingpection of
their spending patterns, action plans, and results obtained thus far reveals a smilarly broad range of
local-government effectiveness and efficiencies. What variables explain this variation? Why does
loca government succeed in some locdities and fal in others? Are the determining factors mainly
economic, geographic, socid or ingtitutiond? Are they susceptible to policy interventions, or are
some municipaities Smply destined to corruption and failure?

Additiona econometric work will undoubtedly shed much light on this question. But we turn
now to quditative research from the case sudies, which offers indghts with a richness of depth and
detail that econometric approaches cannot match. Annex 8 shows descriptive and selected
adminigtrative data on the municipdities chosen. We see here how these cases varied in Sze, region,
language and culture, environmenta and socia diversity, and economic base; *° insofar as possible,
we tried to control for local government success to date as well. The following results come from
over 350 hours worth of semi-structured and unstructured interviews carried out at al levels of
society, in severd different languages, and under gartlingly different conditions. The semi-structured
interviews began with investment projects currently in execution, focusing on how they were planned
and executed, and if they responded to real local needs. The interviews then broadened to include a
range of questions concerning loca government performance, interest-group capture and
representation, and satidfaction with municipd outputs, trying dways to establish why subjects
responded as they did. Unstructured interviews were much more far-ranging, according to subjects
interests and willingness, but were mainly concerned with socid and politica conflict and their effects
on the qudity of loca government. The results from these interviews were characterized and
systematized into a series of discrete variables ranging in vaue from 1 to 100. These were then
classed as dependent and independent variables, and used to creste the graphs in Annex 9, which
explore the causes of loca government effectiveness. The following is not the only, or even the main,
way in which findings from the cases will be ultimately used; but it is a very efficient way in which to
present avast amount of information.

We se¢e in the firg two scatter plots that Mayor’s Effectiveness tracks Locad Government
Effectiveness'® (LGE) very well, whereas Municipa Council Effectiveness seams to have less of an
effect. This resonates with the general impresson that srong mayors have a large effect — for good
or ill — on the municipdities over which they presde, and might be explained by the persistence of
patriarchy and paterndiam in large parts of Bolivian society. But as a theoretica explanation and

' This would seem alarge number of variables for which to control in a“sample” of 9, but in Boliviaregion,
language, culture, and diversity largely track each other.

9 Local Government Effectiveness combines measures of distributional equity, citizens' prioritization of services
provided, and their satisfaction with outcomes with an indicator of local political transparency to calculate this
index.



policy prescription it is not very helpful: “To have good locd government we need good mayors’.
We must ook deeper.

The next two graphs reject prominent tenets of the conventiona wisdom on decentralization.
Defenders of centralism claim that poor, rurd, distant locales lack the human, technica and economic
resources for successful loca government, and that ignorance and poverty mix with tradition to
cregte a dangerous brew of domination and oppression. If thisis true, we would expect LGE to fdll
asthe index of Unsatisfied Basic Needs rises (where 1.0 is maximum deprivation) aong the diagona
line. Likewise, thisview holds that government will be more effectivein large, urban populations than
in small, rurd ones. But our evidence indicates the opposite. Those populations where unsatisfied
needs are geatest achieve the highest LGE vdues, if there is a systemdtic rdationship, it is upward,
not downward, doping. And LGE shows no strong relationship with municipa urban-ness, athough,
agan, if thereisardationship it isthe oppodte of what conventiona wisdom suggests.

The last three graphs aso contradict the centrdist thes's, and offer reasons for why it is
wrong. We see in the firg that LGE decreases with employees per municipa population, whereas
one might expect government to be better where it is more fully saffed. Likewise, as locd tax
revenues increase a municipaity has more resources to work with, and so might fairly be expected to
offer better services®® But the opposite is true: LGE increases as the local tax base shrinks, rising
quite quickly as taxes gpproach zero. This is a surprisng concluson — municipdities which have
fewer employees per capita and less money provide better loca government. More careful
examination of the data revedsthat it is the smaller, poorer municipdities farther removed from urban
centers which produce better government and higher leves of citizen satisfaction, wheress cities
score low on digtributional equity and popular satisfaction with outcomes. Data on aggregate
gpending totas discussed above confirm this result: average municipa spending patterns, which favor
the many smdler, rural municipdities in Bolivia, are skewed much more towards primary needs and
the socid sectors than national totals, in which large cities are overrepresented. The last graph in
Annex 9 offers the beginning of an explanation: it shows a decreasing quadratic relationship between
Mayor's Effectiveness and totd local taxes. Thus, as locd taxes fdl to zero, and especidly in the
region near zero, mayora ability increases dramaticaly. This suggests — as per above — that the best
mayors are in the smallest, poorest locales, and the worst are ensconced in the cities.

To understand this result, we must consider that the Bolivian decentraization reform was
launched with much fanfare and a publicity assault which attempted to communicate to everyone the
ample per-capita formula of revenue sharing, and urged communities to demand of local government
ther rightful share. My research indicates thet this campaign was largely successful, and throughout
the country the pressure on mayors to ddiver is 9gnificant. Own resources and the local tax base,
on the other hand, are myderious topics in municipdities that have them. Interviews in such
municpdities conastently showed that only the Mayor and his Financid Officer had information on
locd revenues. Vigilance Committee members, grass-roots leaders, business executives, and even
Municipa Council members were typicaly ignorant of how much was rased, let done who pad it
and — mog importantly — how it was used.

0 Because central revenue-sharing to municipalitiesis on astrict per-capita basis, municipalities |ooking to invest
more must turn to local taxes.
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This leads us to propose the following, incentives-based theory of local leadership, which is
congstent with the political economy mode of loca government discussed above. In a context of
many municipdities of varying Sze and resources, and many poalitical entrepreneurs who are mobile,
corrupt politicians will seek office in large, complex, rdatively resource-rich locdities, and not in
amdl, rurd municipdities with no tax base. Thus, government of the latter will be Ieft to rdatively
virtuous politicians with a public service ethic, or those who are cgjoled into office. This is because:
(@ smdl municipdities with no tax base are financed entirdly by revenue-sharing, which is effectively
waiched over by the entire community as a result of the initid public relations campaign; (b) locd,
gpontaneous forms of supervison and control are much stronger in smdl, rurd places where
anonymity is rare and word-of-mouth suffices to disseminate information throughout the
community”; and (c) the socid fabric is stronger, and the costs to sociad organization and
mobilization lower, thus facilitating corrective action at the grass-roots when politicians go asiray.

In cities, by contrast: (a) locd resources are treated as a municipal secret, providing
politicians with numerous opportunities for corruption; (b) spontaneous forms of socid control are
much wesker due to the high degrees of anonymity and complexity which characterize socid
relaions in urban aress, (€) the fabric of city society is much weeker, as multilayered forms of
organization based on activity or purpose, and not Smple geographic location, prevail; and (d) urban
anonymity and complexity dgnificantly raise the codts of grass-roots mobilization againgt bad
politicians. The burden of supervison and review thus fdls upon the legd system, which in many
countries like Bolivia is too wesk to serve as an effective counterweight to abuses of municipa
power. Thus, paolitical entrepreneurs looking for opportunities to capture rents will naturdly drift
toward cities, and will actively avoid rurd municipdities, which by default will be Ieft to paliticians
who may be ignorant or hapless, but at least are honest.

V1. Conclusions and Policy Recommendations

This andyss points to an ordind ranking of the most important problems facing loca
government. Both the evidence set out above, and the theoretical framework which it supports,
identify effective democratic representation and corruption as the most urgent chalenges to good
municipa government. Before these firg-order issues, locad capacity shrinks to the status of a
second-order concern.  But the usud priorities of loca-government programs, including those
finenced by the internationd ad community, focus precisly on cgpacity building messures —
implementing information and budgeting systems, accompanied less often with ingruction in the rules
of paliamentary procedure. These activities concern the mechanics of running a municipd
government, but ignore the deeper problems that go to the heart of public accountability and
legitimacy. If we ignore these problems we risk not merdly wasting money and efforts in the wrong
battle, but actudly worsening the state of local governance by putting resources and knowledge in
the hands of those bent on subverting loca government.

Instead, efforts must concentrate on building a regime where the systemic incentives promote
accountability and public responsivenessto loca needs and demands. The point must be not to stop
corruption a a given moment, but rather to inddl a sysem where paliticians are hed fully

2 «Quitarle el saludo”, literally to deny someone agreeting (i.e. as one crosses the central plaza), isacommon
saying in Bolivia, and expresses the sort of spontaneous ostracism which communities inflict upon politicians
fallen out of favor.
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respongble for their actions;, where they receive full credit for their successes, and the full weight of
public opprobrium is brought to bear when they transgress the bounds of lega and ethica conduct,
through the media, the norma and spontaneous channels which arise in any socid setting, and
through regular, fair elections. In such a sysem, paliticians interested in turning popular demands
into municipa outputs will thrive, not only for the duration of a program, but sustainably over the long
run.

Such aregime does not come about spontaneoudy, but depends crucialy upon a number of
minimum politicd axd socid conditions. The fird is an open, fair political system — opento dl
parties and individuds, and with free and fair dections. The underlying rules of the game must be
well-established, clear, and must be enforced if the system is to be legitimate and binding. Anything
less risks corroding popular faith in the regime, erecting barriers to accountability, and may tempt
extra- systemic behavior which can ultimately undermine loca democracy, a least in substance. The
second is trangparency in local political and economic affairs — good information widdy
disseminated on the political and economic dedings of government. As per the case of locd tax
revenues discussed above, anything that serves as a barrier to trangparency in the business of
government alows rent-seeking to flourish. Thirdly, social cohesion and or ganization — where the
fabric of society is srong, private — sometimesinforma — methods of supervison and control can
subdtitute for the lega safeguards which in many developing countries are too week to ensure that
high standards of public conduct are met. Lagly comes central government as neutral
administrator and referee. Although this paper has dedlt little with the role of centrd government,
there can be no doubt that it is very important to the success of any decentralization program.
Because most such schemes will include some dement of centrd-local grants, and because the
power of central government will extend to the local level even in a highly decentraized framework,
its behavior will do much to define the context in which local government operates and the
possihilities that are open to it. It is thus very important that the center resist the temptation to
intervene in locd dffairs, so perverting the incentives inherent to the locd system. A sgnificant
degree of loca autonomy is crucid if locad democratic incentives and controls are to have any
meaning, and if voters are to take an interest in municipd affars. Excessve meddling from the center
risks downgrading locd officids from administratiors and decison-makers to lobbyists seeking
nationd favor in the capitd.

These, then, are the conditions under which decentrdization — with good will, careful
planning, and luck — can thrive. And with it the increased governmentd effectiveness, digtributive
equity, and popular satisfaction which comprise decentralization’s bright promise. We end this paper
with a hopeful note from thefield.

Bolivia is the poorest, most backward country in South America. It has dozens of spoken
languages, a ruinous geography, and almost no infrastructure. If we can make
decentralization work here, it can work anywhere.

— Armando Godinez, anthropologist and social researcher
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