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FOREWORD

One of the several things I did to prepare to write this foreword was review the
original volume of Bahl and Linn, which came out in April of 1992, titled Urban Pub-
lic Finance in Developing Countries, including the foreword that I prepared for that
volume. In the foreword I stated, “When the World Bank initiated this research pro-
gram on urban public finance in the early 1970s, Roy, Johannes, and I found it diffi-
cult to raise much interest in the topic.” Fortunately, over the years, much of the work
by Bahl and Linn on urban public finance in developing countries has reached wide
audiences in academia and developing countries. Their book distilled the lessons
learned during many years of work by themselves and a growing cadre of others who
were prompted by the funding of the World Bank’s initial research projects and field-
work during that early period. As a result, our main objective of providing the basis
on which further research and operational work could build was largely achieved.

Now, more than 20 years down the road, the audiences have expanded, and the
knowledge base has been greatly extended, deepened, broadened, and, perhaps most
impressive, pushed into several new dimensions of importance. For example, 20 years
ago we could not have produced a chapter on the role of metropolitan cities in na-
tional economies (Shahid Yusuf); on their place in the national fiscal structure (Paul
Smoke); on institutions and politics (Inder Sud); or on infrastructure and capital
markets (Greg Ingram et al.).

Further, a large core of a new generation of specialists—drawing on the initial
and continuing work of Bahl, Linn, Richard Bird, Charles McLure, and others—
has continued to grow up around the world, and the ability to administer modern
revenue systems is in place in many locations. There has been some improvement
in governance and finances of metropolitan areas, including better expenditure as-
signments, the implementation of buoyant revenue systems in some places, borrow-
ing to finance urban infrastructure, and, most of all, more elected representation
in many regions.

Metropolitan planning has become a reality in most large urban areas, even though
the planning agencies are ineffective in moving things forward and generally in
linking their plans with the fiscal and financial aspects of metropolitan government.
There are also a growing number of success stories in metropolitan finance and
management that, together with the now accumulated experience and proper efforts
and support, could be extended to an even broader array of forward-looking pro-
grams to address the growing public service needs of metropolitan-area populations.

Nevertheless, an honest look at what use has been made of the now very substan-
tial knowledge base reveals that the response has not been heartening. As documented
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in this volume, sweeping metropolitan-area fiscal reforms have been few and far
between; the urban policy reform agenda is still a long one; and there is a reasonable
prospect that closing “knowledge gaps”—the gaps between what we know how to
do and what is actually being done—will continue to be difficult and slow. The fol-
lowing are some of the most worrisome areas where such gaps exist, judging by the
evidence presented in this volume.

We have not developed the ability to govern effectively the metropolitan regions
that have become the most important concentrations of people on Earth. National
and state (or provincial) governments shackle city and metropolitan governments
and/or neglect their problems. Add to this frequent conflict, or at least a lack of co-
ordination, among the many different authorities. Gross inefliciencies continue to
plague delivery of most services in most metro areas. Metropolitan revenues remain
gravely insufficient despite rapidly burgeoning needs and a growing tax base. Appro-
priate transfer systems that reflect the differences between metros and other local
governments have, in general, not yet been implemented. Huge infrastructure defi-
ciencies persist or, in developed countries, have emerged; and there are few signs
they might be addressed on anything approaching sufficient scale anytime soon.

The same is true of basic social services. Some countries and cities are scram-
bling to address these problems, but often outside any context of a metropolitan
fiscal strategy. Perhaps of greatest concern, the data that might help elucidate these
and related problems so that more appropriate or politically palatable solutions
might be designed remain largely absent or inadequate.

One must ask why the going has been so slow for so long. This is a matter we pon-
dered, to little effect, in 1992 and again in this volume. Now, after the wholly worth-
while investment of so much more time, effort, and money, it would be a grave error
to be again naively hopeful about the future or to fall back on the excuse that devel-
opment takes time, though of course this is true. So, though it may be presumptuous,
I suggest that we contemplate a serious investigation of this “failure on the action
front,” along the following lines.

Quite a few thoughts about what has held things back emerge from these chap-
ters. A complex set of government weaknesses, a lack of democratic participation,
and the nature of politics have played important parts. One important aspect is the
urban versus rural struggle, both for political power and influence and for the
resources to meet respective needs. In addition, higher-level (federal and state or
provincial) government officials fear that they might lose control of things if too
much autonomy is given to (sometimes capable and ambitious) metropolitan mayors.

However, by far the dominant reason for lack of progress is that the central impor-
tance of cities, of urban agglomerations, remains far too imperfectly understood by
most people, including many extremely well-meaning people: advocates of allevi-
ating rural poverty; many environmentalists; and, above all, most of the influential
policy makers who might be able to get the ball rolling. As a result, though the inter-
est in urban matters has tended to cycle up and down, it has seldom been and has
never remained a top priority. Substantial progress has been made on certain aspects
of the urban “problematique,” including municipal and metropolitan finances. How-
ever, sustained progress on a broad front toward smarter growth, creating more
sustainable cities, and alleviating grave pollution problems—including global
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warming—has been lacking, as has progress toward reforming municipal and met-
ropolitan finances so that the resources might become available to deal with these
and other important matters.

In view of these obstacles, it would be putting the cart before the horse to insist
that solutions to this host of problems should start with the emendation of munici-
pal and metro finances. Rather, I believe, the search for a way forward will need to
start with a better understanding of the overall urban dilemma and that it cannot be
successfully addressed on an item-by-item basis. Cities, especially large metropolitan
areas, are where our greatest economic and social opportunities lie and where our
most threatening economic and social problems manifest, the former under-
exploited and the latter aggravated by inadequate and counterproductive policies
and actions.

Fortunately, there has been substantial progress in urban research since the early
1990s. This has been admirably summarized by perhaps the single greatest con-
tributor to this progress, Edward Glaeser, in his outstanding book Triumph of the
City (2011). In this very readable book, Glaeser comprehensively treats the (limited)
nature of cities’ “triumph™ in spite of the many obstacles, people will come to cities
and become “richer, smarter, greener, healthier, and happier” as a result. He also
demonstrates the many contributing reasons for this triumph over adversity, em-
phasizing that, at its core, the indomitable strength of cities is due to the edu-
cation, knowledge, and sKkills of its residents (importantly, including those added
via immigration) and the cities’ functions in bringing these residents together most
productively. He suggests the elements of what can be the path toward a future where
the triumph of the city might no longer be limited—if we will have the sense, and
can mobilize the will, to take it.

Some influential opinion makers have come to understand the issue at hand. In
an op-ed in the New York Times on December 5, 2012, titled, “How Cities Can Save
China,” Henry M. Paulson Jr., former chairman of Goldman Sachs, former U.S. trea-
sury secretary, former chairman and still an important force in the Nature Con-
servancy, wrote: “A flawed system of municipal finance is driving debt . .. while un-
sustainable urban planning has yielded polluted cities that are destroying China’s
ecosystems. . . . Cities can, however, be part of the solution.” And what he says is true
not merely about China (though it is surely nowhere else demonstrated in bolder
relief), but everywhere. It is around such an appreciation as this that a successful
approach might be organized.

What seems to me the only realistic path out of the current dilemma, not just
for metropolitan and city finance but for the urban problematique, is for there to
emerge—to be encouraged to emerge—a powerful urban coalition that can begin
to force change and to evolve a strategy to interest and eventually involve the requi-
site actors. Perhaps this could begin with the C40 Cities Climate Leadership Group,
currently chaired by Michael Bloomberg, particularly if it could adopt a more com-
prehensive view of the problem and its agenda. And perhaps such a group, abetted
by the international development banks and a number of other organizations, might
prevail upon the G20 to make these concerns central in its agenda. Success along
such lines would greatly strengthen the demand for action on the metropolitan and
municipal finances front.
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At the same time, a push could come from the supply side of ideas, with research
started now, building on the chapters in this volume, that could lead to the publica-
tion of another volume in the future. The new agenda could include, among other
things, research focused on urban institutions, management, and political issues and
on more effectively accessing capital markets. Additionally, the agenda could cover
case studies on positive trends and developments, including factors that have im-
peded or disrupted progress in metropolitan management and finance. Such a com-
prehensive program, presumably under U.N. auspices, could at last confidently build
the database to support research on these and other critical urban problems.

And, finally, a serious effort might be made to persuade the World Bank to part-
ner with the relevant regional development banks and perhaps other institutions to
initiate a large pilot program on metro finance reform in a promising metropolitan
region. Such a partnership might undertake the arduous task of discovering a re-
gion that appears to meet most of the several exacting preconditions for success, or
work with the relevant actors in the region and at the national level until the
groundwork for potential success can be laid down.

DOUGLAS H. KEARE
Former Visiting Fellow
Lincoln Institute of Land Policy



GOVERNING AND FINANCING 1
METROPOLITAN AREAS IN THE
DEVELOPING WORLD

ROY W. BAHL, JOHANNES F. LINN, ano DEBORAH L. WETZEL

he economic activity that drives growth in developing countries is heavily

concentrated in urban areas.! Catchphrases such as “metropolitan areas are the
engines that pull the national economy” turn out to be fairly accurate.? But the same
comparative advantages of metropolitan areas that draw investment also draw
migrants who need jobs and housing, lead to demands for better infrastructure
and social services, and result in increased congestion, environmental harm, and
social problems. The challenges to metropolitan public finances are to capture a
share of the economic growth that is adequate to finance the new and growing
expenditure needs and to organize governance so that services can be delivered in
a cost-effective way, giving the local population an adequate voice in fiscal decision
making. At the same time, care must be taken to avoid overregulation and overtaxa-
tion, which will hamper the now quite mobile economic engine of private investment
and entrepreneurial initiative.

This book identifies the current issues of importance in metropolitan gover-
nance and finance in developing countries, describes the practice, explores the gap
between practice and what theory suggests should be done, and lays out the reform
paths that might be considered. Part of the solution will rest in rethinking expen-
diture assignments and instruments of finance. But this will need to be done in
a context of how government is structured, the characteristics of the local economy,
the infrastructure gap, the concentration of poverty and slums, environmental

!'This chapter uses, for simplicity’s sake, the traditional terminology distinguishing between developing coun-
tries and industrial countries, following the World Bank in its World Development Indicators (World Bank 2012):
the former are referred to as low and middle income countries, and the latter, as high income countries. Although the
line between low- and middle-income countries is becoming increasingly blurred, the grouping remains broadly
relevant.

2 All broad generalizations are bound to have exceptions. For example, economies that rely heavily on primary
exports such as natural resources may be driven primarily by commodity prices.



2 Roy W. BAHL, JoHANNES F. LINN, AND DEBORAH L. WETZEL

concerns, and the external financing options. The “right” approach also will depend
on the flexibility of political leaders to relinquish some control in order to find a
better solution to the metropolitan finance problem.

This chapter reviews the main lessons that have been learned about each of these
issues, by drawing on the existing literature and on the research reported in the
14 chapters that follow.

URBANIZATION TRENDS AND ECONOMIC GROWTH

The rate of urbanization in developing countries is projected to reach the 50 per-
cent mark in the 2010s (United Nations 2008). According to current estimates, the
world population will likely grow from approximately 7 billion in 2012 to more
than 9 billion by 2050 (U.S. Census Bureau 2012), and virtually all of the popula-
tion increment will be absorbed by urban areas in developing countries (figure 1.1).
The number of megacities (populations > 10 million) is projected to increase
from 19 in 2007 to 27 in 2025, when about 10 percent of the world’s urban population
will reside in these cities. Of the projected 27 megacities, 21 will be in less devel-
oped countries. By 2025, 48 cities will have populations from 5 to 10 million, and
three-fourths of these will be in developing countries (United Nations 2008).

FIGURE 1.1
Rural and urban population by major regions, 1950, 2010, and 2050
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It is not uncommon for individual metropolitan areas to account for more than
one-fourth of national gross domestic product (GDP) in Organisation for Economic
Co-operation and Development (OECD) member countries (OECD 2006).> The
same is also true in developing countries, for example, 27 percent in Istanbul and
52 percent in Buenos Aires (Braun and Webb forthcoming; OECD 2008a). The
benefits and costs of this degree of economic primacy are not limited to the largest
cities. The positive trickle-down effects will include growth in firms that supply
metropolitan-area industries and generation of tax revenues that are redistributed
to local governments in the rest of the country. But there also are negatives, such as
the brain drain from other regions to metropolitan areas, as the most talented
workers move to cities to seek better opportunities, and the political friction that
metropolitan-area dominance sometimes causes (see Smoke, chapter 3; Sud and
Yilmaz, chapter 5).

The size of metropolitan areas can be an economic blessing or a curse, depending
on how they are managed. But there is no question that big challenges lie ahead.

¢ Not only will an increasing number of cities be megasized (10 million and greater),
but also they will be clustered in multimetro regions/corridors. Regional plan-
ning will be imperative.

e Rising mobility with greatly expanded car ownership will result in declining
urban densities and will create challenges for infrastructure, environment,
and agricultural land use. Effective land use regulation can help address this
challenge.

e With globalization, metro economies are highly integrated in the global econ-
omy and will need to be more competitive. In particular, the growth of the
largely unregulated and mobile service sector in these metro economies requires
“smart growth” strategies by cities. The development of information technology
services will be a key factor.

o The delivery of adequate services in metropolitan areas should be viewed as part
of the smart growth strategy and will be especially challenged by the large popu-
lations living in slums.

e Metropolitan areas will need to be at the forefront of the response to climate
change and green growth opportunities (see Wetzel, chapter 12).

In chapter 2, Yusuf summarizes key factors that can drive strong and sustainable
metropolitan income and employment growth: (1) an economic base that is com-
petitive in domestic and global markets; (2) strong information technology and
transportation linkages; (3) a concentration of human capital skills; and (4) quality
governance that supports metropolitan growth and captures the opportunities
upon which urban growth thrives. Glaeser and Gottlieb (2009) also link metropoli-
tan growth to the transfer of information.

3This chapter uses the term metropolitan area to refer to the built-up space covered by large cities, including
their suburban areas. This is similar to the definition used by the United Nations (2008, 13) of urban agglomera-
tion, which includes the population “contained within the contours of a contiguous territory inhabited at urban
density levels without regard to administrative boundaries.”
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The poster children of smart-growth metro areas among the developing coun-
tries are Shanghai and Bangalore (Bengaluru).? But in many developing countries,
the metropolitan areas have not developed a globally competitive economic base.
African cities such as Kinshasa and Dar es Salaam have experienced significant
population growth but mostly because of conflict and worsening conditions in
rural areas. In chapter 2, Yusuf cites Karachi, Sao Paulo, Cairo, Manila, and Johan-
nesburg as examples of cities that are growing but not generating exports or im-
porting new technologies.

GOVERNING METROPOLITAN AREAS

Typically, the responsibility for governance and service delivery in a metropolitan
area is vertically fragmented among central, provincial/state, and local govern-
ments. They are horizontally fragmented among municipalities, areawide general-
purpose local governments, special-purpose districts, and public enterprises. Rarely
is there enough coordination among these governments (Rojas 2008).

Theory

There is a strong case for metropolitan-wide governance, and the case grows stron-
ger as metropolitan areas grow. But “thinking metropolitan” is much easier than
restructuring government or coordinating service delivery for the entire urban
area. The metropolitan area is an economic concept, with boundaries that change
as the economy changes. In practice, it is mostly used for planning purposes. These
plans usually are not fully implemented, and even if they are, they tend to be lim-
ited in their coverage of the area and the functions considered. Local governments,
in contrast, are elected (or appointed) entities and are defined by political boundar-
ies that fragment the metropolitan area (see Bahl, chapter 4). The idea of metropoli-
tan governance across political boundaries has not been easy to sell.”

The decentralization choice that so perplexes central governments in developing
countries can also be applied to the question of governance within metropolitan
areas (see chapter 4). The fiscal decentralization theorem gives a norm that all ser-
vices should be delivered at the lowest level of government, consistent with effi-
ciency considerations (Oates 1972). So, if there were no economies of scale in service
provision and no externalities, and if only economic efficiency was considered, the
best governance for the metropolitan area would be a large number of small munici-
palities with relatively homogeneous populations. But there are scale economies,
externalities, and political factors to consider, and preferences for strong local auto-
nomy vary across regions. So, how metropolitan governance is finally structured

*Hong Kong and Singapore also demonstrate that it is possible to turn troubled cities into thriving metropo-
lises in a few decades. While these two cities are atypical in that they are city-states, they also faced many of the
same challenges and grasped many of the opportunities that the large metropolitan areas in the rest of the devel-
oping world are facing today.

*For a discussion of the difficult political economy issues involved in moving toward metropolitan governance
in Toronto, see Slack (2000). For a discussion in the developing country context, see OECD (2008b).
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depends on the relative strength of the demand for home rule versus the demand for
more efficiency in service delivery.®

The Practice

The practice of metropolitan governance varies considerably. Any taxonomy of
the various models used is likely to oversimplify things, but this section classifies
governance systems according to the horizontal (intrametropolitan) and vertical
(federal-provincial-local division) arrangements for service delivery and taxation.”

HORIZONTAL ARRANGEMENTS

The structure of governance within metropolitan areas is usually a mixture of
the three basic strategies: jurisdictional fragmentation (autonomous municipalities
within a metropolitan area), functional fragmentation (single-purpose public en-
terprises), and metropolitan-wide government (Bahl and Linn 1992). The way in
which countries mix these strategies depends on politics and how they value local
autonomy, on the one hand, and technical efficiency, on the other. At one extreme
are Sdo Paulo, which includes 39 autonomous municipalities, and the Mexico City
metropolitan area, where services are delivered by two states, a federal district, and
more than 50 local level governments. Johannesburg and Cape Town, at the other
end of the spectrum, are metropolitan governments that deliver their assigned ser-
vices on an areawide basis with little autonomy at the submetropolitan level. Lying
between are all sorts of arrangements. Manila’s 17 cities and municipalities are
overlaid by a metropolitan government with some areawide responsibilities, and
metropolitan Mumbai relies on central- and state-owned parastatals (public com-
panies) for metrowide service delivery.

The great variation in practice that exists among developing countries suggests
that almost any arrangement can work, if “work” means that local services do not
collapse. The questions are whether a stronger set of services could have been deliv-
ered under a different government structure, and whether economic development
would have progressed as a result. Unfortunately, there is no good evidence to
prove the better results from one system than from another, and of course, “better”
also depends on what local voters want from their government. This is mostly be-
cause so many other factors are important.

There is much for developing countries to learn from the experience with metro-
politan governance in industrial countries about how they have handled the ten-
sions from demands for local control versus areawide government and how they
have financed this growth.® This experience can help identify the governance
choices that are feasible when constraints on revenue mobilization and service de-
livery capacity are relaxed. It supports a hypothesis that time and economic growth
will lead metropolitan governance practices in developing countries toward workable

® Here home rule means the extent to which governance of a local jurisdiction is in the hands of the local
population.

7While the taxonomy originally developed in Bahl and Linn (1992) is followed here, an alternative is suggested
by Shah in chapter 9.

8'The experience with fiscal decentralization in industrial countries is reviewed in Bahl (2011) and Slack (2007).
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decentralized structures. But in the short run, the choices in developing countries
are much more limited because of rapid population growth and scarce resources,
and movement away from fiscal centralization is proving to be difficult. It will be a
long time before governance in a metropolitan area such as Mumbai or Mexico
City settles into a structure like those adopted by Toronto or Copenhagen.

VERTICAL ARRANGEMENTS

The defining feature of public finance and governance in most developing coun-
tries is centralization. In chapter 5, Sud and Yilmaz point out that only a handful of
developing countries specifically recognize local governments in the constitution.
Central governments raise most of the tax money, spend the largest share of the
public budget, and make the rules about how subnational governments operate
(e.g., expenditure assignment, taxing powers, and the borrowing framework). The
road to better metropolitan governance and fiscal outcomes in metropolitan areas
begins with the national government (and with the state government in some large
federal countries). Virtually all enabling legislation for metropolitan-area gover-
nance requires a central or state government initiative.

To a large extent, the success of metropolitan-area public finances depends on
how vertical intergovernmental relations are structured (see chapter 3). In particu-
lar, three issues are of great importance. The first is whether metropolitan cities
will be treated the same as other local governments in the country or be given a dif-
ferential fiscal treatment. In some countries, local governments in metropolitan
areas are not treated differently (see Bird and Slack, chapter 6). In others, there is
differential treatment (see chapter 3), usually taking one of the following forms: (1)
provincial city status (see box 1.1); (2) special expenditure assignment and taxing ar-
rangements for cities of different sizes; (3) special arrangements under the intergov-
ernmental transfer system (Bahl 2011); or (4) special status for national capital cities.

The second issue is the direct delivery of services within metropolitan areas by
higher-level governments: the so-called vertical programs of the central (or state)
government. The policy question is whether and how service delivery by local gov-
ernments and higher-level governments will be coordinated within the urban area.

Third, there is the issue of the degree to which the actions of metropolitan local
governments will be tightly regulated by higher-level government ministries. A
ministry of local government or a ministry of interior often provides general con-
trol to ensure compliance with laws and regulations, but regulations that are too
stringent can undermine local authority and create obstacles to good performance
(see chapter 3). Arguably, more problematic are the controls imposed by sector
ministries (e.g., in infrastructure, education, and health), which can significantly
limit local government expenditure discretion, as has been the case in Colombia and
Peru (see Bird forthcoming; Martinez-Vazquez forthcoming; see also chapter 3).

REFORM OPTIONS

On balance, stronger metrowide governance approaches, supported by local coor-
dination and accountability mechanisms, are appropriate and ultimately unavoid-
able. Continuing rapid urbanization has overtaken present metropolitan gover-
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BOX 1.1
Provincial-level cities

Historically, city-states have been among the most successful jurisdictions in producing rapid
economic growth and effective urban growth. Medieval Venice and the cities of the Hanseatic
League in Northern Europe are early examples. Hong Kong and Singapore are the contempo-
rary counterparts. Interesting questions are whether there are lessons to be learned for metro-
politan governance and finance from the experience of the city-states, and whether there is a
way to pattern metropolitan governance at least partially after that model. In larger countries,
this could take the form of provincial cities, where the metropolitan-area local government has
both provincial and local status. For example, in China, the four largest cities are treated as
provinces and have the powers of both provincial government and local government.

There are some clear advantages to this approach. It allows for areawide governance that can
internalize potential external effects but also allows for significant autonomy in making bud-
getary decisions. It becomes much like a state in a federation but usually with more manageable
boundaries and without the understructure of local governments to deal with. A further advan-
tage is that its boundaries can be large enough to allow regional taxation, and perhaps to adopt
a broad-based tax. Finally, its borrowing powers can be enhanced because it can oversee and
regulate larger public enterprises and because its revenue base can support debt better than if it
were a city government within a metropolitan area or subject to provincial oversight.

There also are disadvantages. For one, the metropolitan area may have already spread across
jurisdiction boundaries so that the city-province status is assigned to the core city. In this case,
the areawide governance advantage is lost. This is the case of Buenos Aires. Another disadvan-
tage is the hinterland problem; for example, if Mumbai were made a state in India (an appealing
prospect), it would leave the present state of Maharashtra without its most important revenue
generator. A third disadvantage is that city-states are ad hoc arrangements, created as special
cases by the central government. How does one draw the line for deciding if there will be more of
them, and how will the provincial city be made to fit within the existing local government code
or budget law? Finally, a city-state may be politically strong, with a governor or mayor who
might be considered a rival by the central government and the legislature. This can lead to
some degree of discrimination against the metropolitan area in terms of its treatment within
the metropolitan area.

nance structures in terms of the ability to coordinate services, provide infrastructure,
and make use of regional financing tools. There is no single magic bullet for reform
that is right for all countries, because the taste for fiscal decentralization within
metropolitan areas varies from location to location. However, the reform process
must begin with the central government (or state government) taking a metropoli-
tan (vs. a submetropolitan local-government) view of reform choices. One likely
result of this reform direction is that some measure of home rule below the metro-
politan level will be lost.

If the potential loss in home rule from areawide governance is thought to be too
great, and history suggests this to be the case in many metropolitan areas, a second-
best solution is to institute coordination mechanisms. Vertical coordination, if the
case of Mumbai is any indication, is a very difficult matter (see chapter 10). In prac-
tice, the experience with this approach has been one of mixed success, especially
when coordination and consultation are voluntary rather than mandatory. A good
case in point is the Sdo Paulo metropolitan area, where the autonomy of the 39
municipalities is guaranteed by the constitution, leaving each with veto power over
coordination programs for service delivery (see chapter 12). In response, Sdo Paulo
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and other Brazilian metro areas have begun to experiment with metropolitan
councils and other such coordination mechanisms that bring all the stakeholders
together to find solutions.

PUBLIC EXPENDITURE CHALLENGES

The pressure on expenditure budgets to support metropolitan services is not likely
to lessen in the coming decades, though the severity of the problem will vary from
city to city. The demand for services will remain high, costs are rising, backlogs
are severe, management is problematic, and the special problems of slums are
overwhelming.

Expenditure Demands

The factors that will pressure increases in public expenditures in urban areas in-
clude (1) population growth; (2) growing per capita incomes; (3) business demands
to upgrade the infrastructure and to upgrade the public amenities necessary to at-
tract and retain a strong labor force; (4) the negative externalities that accompany
urbanization, such as pollution (solid waste collection) and congestion (transporta-
tion); and (5) the special needs of a heavy concentration of poor and badly housed
families, often in sprawling slums, that call for major public investments by metro-
politan governments. The magnitude of the slum problem is staggering. One esti-
mate is that about $60 billion per year will need to be spent on slum improvement
and prevention for the next 15 years (see Freire, chapter 14).

Supply-side factors also drive up unit costs of service provision disproportion-
ately in the urban areas. Some of these are due to diseconomies of size. Examples
are the costs of handling refuse collection and solid waste disposal, managing traf-
fic congestion, dealing with pollution, and supplying such resources as potable
water. Metropolitan labor and land costs also are higher than in smaller cities and
rural areas.

A tension in urban budget decisions arises from the pressure to invest in new
physical and social infrastructure versus the pressure to maintain and improve
existing assets. Metropolitan economic growth is often associated with heavy in-
vestment in transportation: mass transit and freeways to reduce congestion, as well
as seaports and airports (see chapter 2). Infrastructure to support new residential
developments is in step with strengthening the amenity attractions of cities, while
infrastructure to support industrial parks is in keeping with the goals of capturing
agglomeration economies. Modern hospitals and an emphasis on education cur-
riculum that supports the new economy are also aligned with the strategy. Innova-
tions in governance, such as e-governance, are signs of progress with which most
political leaders would like to be associated. And in all of this, there is the political
appeal of being associated with modernity and all the visibility this produces.

The competing strategy is to concentrate more on fixing what already exists, and
what in many cases is woefully inadequate. For example, basic water and sewer
systems may need major repair and upgrading, roads and streets are often in disre-
pair, and solid waste disposal may be surviving on a temporary solution. The deliv-



GOVERNING AND FINANCING METROPOLITAN AREAS 9

ery of social services is often outdated, for example, overcrowded school classes,
improperly staffed or supplied health clinics, and unenforced environmental reg-
ulations. As necessary as they are, expenditures to address the backlog can, at the
margin, be viewed as crowding out expenditures that attract new investment
(Glaeser 2011).

Managing Service Delivery

The poor record of service delivery by local governments in developing countries
has long been used as the justification for keeping public expenditure management
centralized (see Bahl and Linn 1992). In various countries, the problem is linked
to a combination of weak staffing, inadequate management systems, inability to
capture economies of scale, expenditure mandates imposed by higher-level govern-
ments, and an inadequate revenue base. In chapter 5, Sud and Yilmaz argue that the
institutional weaknesses of local governments that stand in the way of the pro-
vision of good services are an even bigger problem than the shortage of resources.
A major reason for lack of capacity at the local level is the inadequacy of the civil
service system, which often accords local government officials a lower status, in-
cluding lower salaries and fewer chances for advancement, and generally a system
that does not encourage professionalism.

The view that local governments have little capacity to deliver services (or collect
revenues) is, however, too broad a generalization. A review by the World Bank
(2009) of 190 of its municipal development projects, covering about 3,000 munici-
palities, reports significant improvements in urban public management. And the
quality of public services delivered in metropolitan cities is far better than that
provided in the rest of the country (see chapter 6). The coverage of basic water and
sewer services is higher, health clinics are more accessible, and the scope of services
provided is broader. This has been explicitly recognized in countries such as Co-
lombia, where the large cities have been given more expenditure responsibility and
autonomy.

An important route to further strengthening public management in metropoli-
tan areas is to give local governments more discretion in making decisions about
service delivery and about managing their budgets. The kinds of central controls
that might be relaxed are the appointment of chief local officers; decisions about hir-
ing, firing, and promoting employees; employee compensation; budget allocations;
and the selection and design of capital projects (see chapters 3, 5, and 6).

Another key element of improved urban management is increased accountability
of the service providers to their ultimate clients: voters and businesses in the cities.
How exactly such accountability is established, through political oversight by elected
officials and local councils, community and business advisory councils, citizens re-
port cards, contractual obligations, and so forth, will vary with the political and ad-
ministrative system and culture. But without such accountability, public and private
providers will have few incentives to improve the management and delivery of met-
ropolitan services.
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Reform Directions

Those who believe that the problem of efficiency in service delivery is mostly poor
management have an oversimplified viewpoint. The following are five areas where
structural and management changes could benefit service delivery in urban areas.

1. Clear up the often murky division of responsibilities across central, state, and
metropolitan local governments. The action needed here is to review and revise
the local government code or budget law and to make explicit provision for the
metropolitan level of government.

2. Improve the capacity of local employees to deliver services. Achieving this goal
involves undoing a multitude of policy sins, including freeing up local govern-
ments to make budgetary decisions (including personnel decisions), upgrading
the status of local government employees in the civil service system, and im-
proving management techniques.

3. Increase resources available so that more efficient infrastructure can be put in
place and properly maintained.

4. Better capture economies of scale in service delivery by addressing external ef-
fects stemming from local government budget decisions in metropolitan areas.
This might involve more effective coordination of service delivery among local
governments or, preferably, internalizing the externalities by creating areawide
governance and service delivery.

5. Increase accountability of local officials for the quality of service delivery by
instituting various accountability mechanisms and by moving away from the
practice of higher-level governments appointing local officials.

TAXES AND CHARGES

The low level of revenues raised by subnational governments in developing coun-
tries is often cited as a failing of the intergovernmental fiscal system (see chapters 4,
6, 8, and 13). However, implementing a strategy to increase local revenue mobiliza-
tion will be difficult. Subnational governments often have only limited taxing power,
and they often underuse the taxing power that they do have. Central (state) govern-
ments are loathe to give up their control over the tax base for fear that their own
revenue mobilization efforts will be harmed by the competition, and elected local
government leaders are not always eager to have the accountability that comes with
increased taxing powers. There also is a pure political dimension: increased local tax-
ing power may enhance the success and hence visibility of local politicians, who may
be present or future political rivals. Add to this the limited assignment of expenditure
responsibilities given to subnational governments in many developing countries. The
result is that subnational government taxes in developing countries account for 2.3
percent of GDP, compared with 6.4 percent in industrialized countries (see table 1.1).

Theory

In chapter 8, Martinez-Vazquez points out that no unified theory of revenue as-
signment will identify the best division of taxes between local and higher levels of
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TABLE 1.1
Fiscal decentralization: International comparisons for the 2000s

Subnational government Subnational government
expenditures taxes

Percentage of

total government Percentage Percentage of Percentage
Region expenditures of GDP total taxes of GDP
Developing countries 18.8 5.1 11.4 2.3
(n=16) (n=20) (n=16) (n=20)
Industrial countries 27.8 13.9 22.7 6.4
(n=26) (n=26) (n=24) (n=25)

Data reported are unweighted averages for the 2000s for years in which data are reported. Numbers in parentheses are
numbers of countries included.

sOURCE: Calculations based on data from the International Monetary Fund (various years) and estimates drawn from the
case studies by Roy Bahl.

government. However, he argues that the principles of benefit taxation and opti-
mal taxation can provide useful guidance.” The benefit approach to subnational
government taxation emphasizes vertical balance in the system; that is, metropolitan-
area governments should have enough taxing power to cover the portion of as-
signed expenditure responsibilities that confers local benefits. In practice, few, if
any, metropolitan areas in developing countries achieve this level of vertical bal-
ance, and by this rule, almost all are overly dependent on transfers. When the
cost of raising funds is introduced as a consideration, the theoretical vertical im-
balance is smaller.

Practice

No reliable, comparable data allow a comprehensive international comparison of
how metropolitan-area public services are financed (see box 1.2). In chapter 8,
Martinez-Vazquez uses country case studies to survey the practice. He points out
two systemic weaknesses related to the failure of local governments to use their tax-
ing potential: the limited assignment of revenue-raising powers to subnational gov-
ernments, and the bad design of the local tax instruments that are assigned. These
weaknesses may be attributed to political economy constraints; the frequent in-
compatibility of metropolitan government structure with regionwide taxation; the
fact that the usual candidates, user charges and property taxes, cannot be levied at
high enough rates to cover the expenditures of large urban governments; and the
failure of central governments to design intergovernmental transfers to provide
incentives for increased local government revenue mobilization.

?In chapter 8, Martinez-Vazquez notes that from optimal taxation, the optimal solution to the revenue assign-
ment problem is characterized by an identical marginal cost of public funds for all government units. The mar-
ginal cost of public funds captures the economic losses to society associated with raising additional revenues to
finance government spending, including the excess burdens of taxes, political costs, and administrative and
compliance costs.
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BOX 1.2
Data limitations

Very few comparable data are available to describe or track the fiscal performance of metropolitan-
area local governments. Neither of the two major sources of fiscal information, the International
Monetary Fund and the OECD series, report data for individual local governments or attempt
to aggregate the finances of these local governments to a metropolitan-area standard. To the ex-
tent that data for individual local governments are available at all, it is for individual countries.
And even here, many countries do not bother to report this information on a comparable basis.!

If the chapters in this book identify a constraint to understanding the fiscal performance of
metropolitan-area fiscal systems, it is the absence of comparative information. And, given the
expected explosion of urban population that will continue until mid-century, it is crucial to
know more about public finances. It is not possible to benchmark important indicators such as
tax effort, infrastructure spending, or fiscal disparities or how the metropolitan areas fit within
the transfer equalization system. Such data would also be invaluable for evaluating fiscal decen-
tralization strategies, assessing borrowing capacities, and researching the determinants of suc-
cessful practice.

Why has such a data set not emerged? One answer is that there has not been much interest in
local finances in general and in metropolitan-area finances in particular. Another is that it would
be a costly exercise and would require country cooperation. But it could be done, probably best
by an international agency. The International Monetary Fund would be a good choice because of
its interest in revenue mobilization and because much of the national tax base lies in metropoli-
tan areas. The World Bank would be a good choice because of its extensive urban operations and
its interest in the financial solvency of subnational governments. The job itself could start with a
sample of perhaps the 50 largest governments and would entail defining the database, working
out the method of aggregation to a metropolitan-area basis, and assembling the data on a com-
parable basis. The resulting annual compendium could be of enormous value.

! South Africa and Indonesia do report local government finance data on a comparable basis for individual local
governments.

PROPERTY TAXATION

The property tax has most of the characteristics of a good local tax, including the
potential to match tax burdens approximately with expenditure benefits, to make
relatively little interference with market decisions, and to avoid imposing heavy
burdens on poor families.!® It is a particularly good fit for metropolitan areas, even
where government structure is fragmented. The assignment of expenditure respon-
sibilities to local governments may be limited to property-related services such as
police and fire protection, parks, refuse collection, local roads, and primary schools.
Since these functions have relatively limited spillover effects, the case for financing
by a property tax (and user charges) is a strong one (Bahl and Linn 1992).

In practice, the property tax is a relatively minor source of revenue in most devel-
oping countries (Bahl and Martinez-Vazquez 2008). Data are not readily available
to compare property tax collections in individual metropolitan areas of developing
countries, but a survey of 30 large metropolitan areas carried out by McCluskey
and Franzsen in chapter 7 provides some basis for inference about recent revenue
performance. Two conclusions stand out in this survey. First, most property tax
revenue is collected in metropolitan areas. For example, metropolitan Manila local

°Tn chapter 6, Bird and Slack caution that the burden of nonresidential property taxes might be exported and
therefore might not offer the efficiency advantages that residential property taxes offer.
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governments account for 20 percent of the Philippine population but for nearly
half of all property tax collections. Second, recent revenue performance varies
widely, with some large cities showing growth and others experiencing real per
capita declines. It is difficult to generalize about why some cities do better than
others.

One explanation for the weak revenue performance of the property tax is its un-
popularity with voters and local political leaders. Property taxes are visible; they are
levied on a subjective, judgmental basis; and they tax unrealized increases in wealth.
The result is that most local governments are unwilling to impose the tax at a mean-
ingful effective rate. Exemptions and preferential treatments narrow the tax base,
sometimes dramatically; collection rates are low in many metropolitan areas; and
aggressive enforcement measures have little support.

Another explanation for the weak revenue performance of the property tax is
that intergovernmental transfers have grown along with the economies in many
countries (see Shah, chapter 9). This has allowed metropolitan local governments
to avoid raising property tax rates or issuing new valuation rolls. Another possible
explanation for slow growth in property tax revenues is that successful nonprop-
erty tax revenues such as the sales tax on services in Brazilian cities have crowded
out the use of property taxes. Finally, for many large metropolitan areas, especially
those with significant slums, property tax collections are limited by the absence of
legal title to property.

Administration is a major constraint to property tax revenue mobilization,
though significant improvements have been made in many metropolitan areas in
recent years. The use of technology and the improved quality of staft have led to a
more comprehensive coverage of parcels and to better recordkeeping (see chapter 7).
But some metro cities are still tied to the paper-based systems, and the property tax
rolls are incomplete. Furthermore, property valuation presents major administra-
tive problems. While it has become easier to identify properties and keep track of
improvements with computerization and such tools as satellite photography and
geocoding of data, reliable information on market values are rarely available. Hence,
properties are assessed infrequently and at a rate that is well below market value.
Finally, legal constraints such as rent control in Mumbai have held back revenue
mobilization (see chapter 10).

Governments in developing countries have not been standing still on property
tax policy, and many different approaches to defining the tax base have been tried.
In chapter 7, McCluskey and Franzsen note a trend suggesting that governments
are moving toward capital value systems where the tax is levied on both land and
improvements and away from rental systems and site value systems. In recent
years, there has been increased interest in area-based systems where the tax is
levied on the physical characteristics of properties rather than on its assessed value.

The property value base might be reached with several other forms of taxation.
Such taxes include property transfer taxes, capital gains taxes on land, various kinds
of special assessments, and the sale of government land. In principle, these revenue
instruments can increase the total return from the property value base. However,
the size of the revenue yield on these taxes varies significantly from place to place, as
does the quality of the administration (see box 1.3).
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BOX 1.3
Property transfer taxes

The property transfer tax is levied at the time of a sale of real property, usually against a legal base
of the total market value of the property as stated in the sales contract. However, the taxed base
in developing countries is almost always lower than the actual sales proceeds because of under-
reporting in the value of sales contracts (see chapter 7). Moreover, the property transfer tax is
sometimes a state or central government tax, and the revenues do not flow to local governments
in the metropolitan area where the transaction takes place.

Some analysts have argued that the transfer tax is an inefficient and badly administered sales
tax whose elimination is overdue. Another view is that with appropriate reforms it has good po-
tential as a revenue instrument and could be used to strengthen the annual property tax (Bahl
and Wallace 2010). If there were a joint administration with the property tax, local governments
would be in a position to upgrade the property and transfer tax administration and valuation
simultaneously, based on a roll of market values for all properties that sold in the metropolitan
area in a given period of time.

An alternative to the property transfer tax, and arguably a superior tax instrument, is a capital
gains tax on real property. By taxing property value increases, governments could recoup some
of the gains associated with public investment in the metropolitan area. The drawback to capital
gains taxes on land is the administrative difficulty, particularly with setting a base value and with
making adjustments for inflation and investments in new improvements.

USER CHARGES AND BENEFIT CHARGES

Researchers of local government finance have long discussed the significant poten-
tial for user charges and benefit charges, including charges for water and sanita-
tion, electricity, solid waste disposal, urban transport infrastructure, and mass tran-
sit services (see Bahl and Linn 1992; see also chapter 6). The charges can be directly
related to the use of a service (e.g., the consumption of water), or they can be levied
on the value or physical attributes of the property that is serviced to capture some
of the benefits that result from public investments in metropolitan areas. The so-
called betterment levies, special assessments, or development charges may be struc-
tured to cover the cost of construction of new infrastructure or to capture a part of
the land value increase resulting from new infrastructure. Various forms of
betterment levies are used in the financing of general infrastructure and even
slum upgrading projects (Bahl and Linn 1992; see chapters 13 and 14).

There is ample evidence that user and benefit charges can be structured to sup-
port cost recovery, especially in the case of transportation and public utilities. User
charges have formed the backbone of financing for public enterprises that deliver
urban services on an areawide basis. But some analysts argue that metropolitan
local governments have not used such charges to the extent they could have (see
chapters 8 and 13), and when they have made use of public service pricing regimes,
they often have done it badly (see chapters 6 and 10).

The primary reason for the poor experience with user charges is the politics of
raising the price of services that are often considered as necessities and hence the
concern that user charges are highly regressive. More likely, the resistance is from
those who use the services most heavily, who usually are not poor, and who basi-
cally object to the removal of a subsidy that they have enjoyed (Bahl and Linn 1992;
see chapter 6). Moreover, users resist paying higher charges when services are of
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low quality or only intermittently provided, which is often the case in cities in low-
income countries.

NONPROPERTY TAXES

It is not likely that even well-administered property tax and user charge systems will
generate enough revenue to meet the financing needs of metropolitan local govern-
ments; therefore, other broad-based taxes will be necessary if revenue self-sufficiency
is to be enhanced (Bahl and Linn 1992; see chapter 6). One might also argue that,
structured correctly, such alternative taxes could approximately pass the benefits
test; that is, a local sales tax or a local income tax could be viewed as a benefit levy
on those living, shopping, or working in the city.!

Though several types of nonproperty taxes can meet the revenue test and can
satisfy efficiency norms to a reasonable extent, these options are not widely used in
developing countries.'? This said, it should be noted that some metropolitan-area
local governments in developing countries have adopted broad-based taxes (see
chapter 8). Where metropolitan local governments have provincial status, sales and
payroll taxes have been easier to assign. The local business tax accounts for one-
third of city and provincial revenues in China (see Wong, chapter 11), and the gross
receipts tax accounts for 70 percent of revenues in the capital district of Buenos
Aires. Various forms of local sales tax have also done well in Bogota and Sao Paulo,
where they account for about one-third of revenues.

In practice, however, these taxes are often badly designed. For example, Buenos
Aires and Bogotd make use of distortionary gross receipts taxes, and the state gov-
ernments and the national capital district in the Mexico City metropolitan area
impose a tax on payrolls by place of work, with no recognition of commuting pat-
terns."* Metropolitan Mumbai still relies heavily on revenues from the octroi, a kind
of import duty on goods entering the city, which distorts trade flows and is poorly
administered (see chapter 11).

Motor vehicles are an attractive target for financing metropolitan services (Bahl
and Linn 1992) but are generally underutilized. Motor vehicle taxes can take the
form of licenses to operate; a tax on the estimated value of the vehicle; a sales tax on
motor fuel, tolls, or parking; and restricted permit charges. Aside from the poten-
tial to raise substantial amounts of revenues, higher motor vehicle taxes might lead
to beneficial economic and environmental benefits. One of the formidable obstacles
to more use of motor vehicle taxes to finance metropolitan-area services is the frag-
mented nature of local governance. Vehicle owners in a system such as Manila, with
17 local governments, could simply shop for the lowest rate, and enforcement by the
losing local governments would not be cost-effective. The same would be the case

'In chapter 8, Martinez-Vazquez makes the good argument that taxes on public utility use, such as telephone
service and electricity, can fit the benefit principle well because consumption of these services tends to be a good
proxy for the use of local public services by households and businesses.

2By contrast, subnational governments in industrial countries make relatively heavy use of broad-based taxes
(see chapter 8).

B Technically, the industry and commerce tax in Bogotd is better described as a business tax, though its base is
primarily gross receipts.
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for motor fuel taxes. For governments that have a regionwide jurisdiction bound-
ary, or for regional taxing districts, this problem would largely disappear.**

Reform Options

Allowing local governments to set the tax rates and user charge rates so that the
cost of local services is more nearly covered is an efficient strategy and reduces the
claims of large cities on the national budget. Certainly there are instruments of non-
property taxation that can lead to a significant revenue increase. One is to finance a
greater share of expenditures assigned to metropolitan governments with region-
wide taxes on sales, income, or motor vehicles. If the metropolitan government
structure is fragmented, the direct levy of a broad-based tax may not be feasible. In
this case, the options are to use intergovernmental transfers more heavily or to
make use of a regional taxing district and then allocate the revenues by formula
among the eligible local governments in the metropolitan area. Such horizontal shar-
ing arrangements are used in industrial countries and a few developing countries.

There is an especially strong case for metropolitan-area taxation of automobile
ownership and use, including motor fuel taxation. The technical difficulty to be
overcome is how to assess the tax on a destination basis, either by fuel taxation at
the pump or by requiring recordkeeping by distributors.

Metropolitan local governments need to look especially hard at the policies for
making more and better use of user and benefit charges. Here there are many good
options, ranging from a recapture of land value benefits resulting from public in-
frastructure investment, to removal of subsidy elements in the present system of
user charges (see chapters 13 and 14), to user charges levied at cost recovery levels.

The property tax has not played the dominant role in big city finances that many
had hoped. But reformers have not given up, and sizable investments continue to
be made in making the tax more productive and fair. Investment is concentrated
mostly on administration, particularly on the identification of taxable properties
and on valuation. To some extent, such improvements will naturally evolve in met-
ropolitan areas because of economies of scale in administration and because of
their ability to attract and retain higher-quality staff and to make more extensive
use of private valuers. The ability to absorb modern technology has also led to an
upgrade in property tax administration (see chapter 7).

Valuation remains key to a more productive and fair property tax. Some coun-
tries have begun to experiment with computerized mass appraisal, but the jury is
still out on whether this is an appropriate technology for developing countries. Other-
wise, better sales value data, as might be obtained through a better administered
property transfer tax, and three-year revaluation cycles are the most obvious steps
to be taken.

In many countries, changes in the property tax structure are a prerequisite to
improving property tax revenue performance. Reforms in broadening the tax base
by eliminating exemptions and preferential treatments can lead to a significant

“1n the United States, some local governments raise substantial amounts of tax revenue from taxes on auto-
mobiles registered in their jurisdictions.
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increase in revenue productivity and can improve horizontal equity. The potential
returns from such actions are great but require taking on some powerful special
interests. This political resistance is often the deal breaker in property tax reform.

Many urban areas could benefit from a comprehensive review of their property
tax system. Among the important questions that can be answered in such a review
are how to divide administrative responsibilities when government structure is frag-
mented, how best to capture economies of scale in assessment and collections, how to
set up an areawide system for monitoring outcomes, how to coordinate the admin-
istration of the various property related taxes, and how to involve higher-level gov-
ernments in the administration of the property tax.

INTERGOVERNMENTAL TRANSFERS

The amounts spent for public services provided in most metropolitan areas are
much larger than own-source revenues of local governments, which means that
much of the job of financing local services is left to the intergovernmental transfer
system and to vertical programs. Some policy analysts see this as an inevitable out-
come in developing countries and stress the need to sharpen the structure of trans-
fers so that they can better match the goals that have been set for them (see chapter 9).

Theory

Grants can be justified to fill the gap between expenditure assignments and revenue-
raising powers, to compensate for external benefits of metropolitan government
spending beyond the city boundaries, and to equalize revenues across jurisdic-
tions. These objectives tell us that grants will play a significant role in metropolitan
finances in developing countries (see chapter 9).

However, there is a good case for an asymmetrical transfer system in terms of
how metropolitan local governments are treated compared with all other local gov-
ernments. Their stronger economic base and hence higher local revenue mobiliza-
tion capacity suggest that they will require fewer transfers than other jurisdictions
and will not participate in equalization grants. However, rapid and sustained met-
ropolitan growth also generates needs and expectations for rapid expansion and
improvements in physical and social infrastructure services; hence, revenue needs
are greater (see chapter 6). Another asymmetry stems from different choices made
about governance in metropolitan areas. For example, a fragmented local govern-
ment structure will require more financing from transfers (or through vertical
programs), all else being equal, than an areawide structure, because externalities
and disparities must be accommodated and because the possibilities for regional
taxation are more limited (see chapters 4 and 9). In cases where metro areas com-
bine state/provincial and local government responsibility, as is often the case for
capital cities, they will be entitled to a larger transfer share.

The Practice

The extent to which metropolitan local governments depend on transfers varies
greatly across cities. On the one end of the spectrum, central cities like Buenos Aires
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have been assigned significant taxing powers and finance nearly 70 percent of their
budget from own-source revenues. The same is true for the metropolitan areas in
South Africa. But most large urban areas appear to depend much more on inter-
governmental transfers (see chapter 9). More self-financing might be a favorite rec-
ommendation of policy analysts, but it has been less embraced by elected politi-
cians. Indeed, control of transfers and direct spending in metropolitan areas is a
tool often used by central authorities to encourage the “good behavior” and/or pol-
icy alignment of key metropolitan areas.

The reasons behind this are not hard to understand. Metropolitan areas in many
developing countries raise much of the national revenue.'® By keeping metropolitan-
area local governments more dependent on transfers (vs. local taxes), the competi-
tion for the metropolitan tax base can be minimized. If the central government can
give itself a near monopoly in taxing urban economic activity, by denying sub-
national government’s access to the more productive tax bases, it will be in a posi-
tion to use the tax/transfer system to draw funds away from the metropolitan area
to use for equalization grants and for its own direct expenditures. Moreover,
elected subnational government officials are not anxious for more power to impose
politically unpopular taxes and often would rather lobby the national parliament
for discretionary grants. With the increased urban population in most countries,
and increased representation in national and state congresses, their chances at suc-
cess with discretionary grants have increased. Finally, in chapter 8 Martinez-
Vazquez notes that the structure of broad-based taxes that most subnational gov-
ernments levy is highly distortionary.

Many countries do not provide for a differential structure of transfers for metro-
politan vs. nonmetropolitan local governments (see chapter 9). The large urban
governments may get less on a per capita basis, for example, in South Africa, but all
local governments are covered under the same transfer formula. Some countries
use an asymmetric treatment but usually owing to special governance structure ar-
rangements such as provincial-level cities or national capital districts (see box 1.1).
Asymmetric treatments are more likely to favor metropolitan areas by recognizing
their special needs, while uniform-formula systems are more likely to discriminate
against them with provisions for equalization. The other route to a differential treat-
ment is conditional grants, usually for capital projects, which are given on an ad
hoc basis and may be earmarked for urban infrastructure, as has been the case
in India.

Reform Options

It is not uncommon for developing countries to restructure their intergovernmen-
tal transfer systems. But reforms rarely focus on developing a metropolitan strategy.
If they did, the strategy for restructuring transfer regimes for big cities might in-
clude two reform components.

1> For example, metropolitan Bogotd accounts for about 20 percent of Colombia’s population but for nearly
one-half of total value added tax collections (Klink 2008).
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The first would focus on weaning the metropolitan local governments from
transfers while ensuring that they have sufficient authority to tax and impose user
charges. A hard budget constraint with no “back door” for financing deficits would
be part of this strategy. The financing of infrastructure investment would be shifted
from transfers toward debt finance, where the borrowing is supported by locally
raised revenues. Transfers will never disappear entirely as a financing source, be-
cause there will always be externalities to reckon with, but in many metros, grants
can be reduced dramatically.

A second, complementary component of the strategy would be to redesign the
transfer system to be asymmetric, with metro local governments treated under a
different regime than other local governments. The vertical-share entitlement of
metropolitan-area governments would be lower because of their greater taxable
capacity. The resulting revenue loss to metropolitan local governments would be
compensated by increased taxing powers. With a separate regime, it will be pos-
sible for the central government to accommodate differences in metropolitan gov-
ernment structure (more reliance on grants where local government is more frag-
mented), provide incentives for regional taxes and greater tax effort, and address
intrametropolitan fiscal disparities. The latter could be accomplished with the trans-
fer formula for central (state) grants, with horizontal transfers from rich to poorer
local governments within the metropolitan area and with earmarked grants, such
as for slum improvement programs.

INFRASTRUCTURE PROVISION AND FINANCING

The success of metropolitan areas in attracting the investment necessary to sustain
economic growth, offering the amenities to attract and retain high-quality human
capital, and providing minimum acceptable levels of public services to the popula-
tion will depend to a large extent on the quality of the metropolitan-area public in-
frastructure. Better infrastructure can attract investment that leads to new revenue
streams and can draw private investors, foreign capital, and donor support, thereby
increasing the pool of available resources. But the provision of infrastructure in
large urban areas is beset with an enormous backlog and with new demands gener-
ated by rapid population and income growth.

Expenditure Needs

No comparative data set will allow an international comparison of infrastructure
expenditure needs in developing countries. In chapter 15, Kharas and Linn project
annual global urban public infrastructure investment requirements amounting to
$120 billion, based on estimates for Asian cities by the Asian Development Bank.
Another recent model based on country data estimates annual expenditure needs
to be about 3 percent of GDP for new infrastructure plus another 2 percent for main-
tenance (see Ingram, Liu, and Brandt, chapter 13). By comparison, subnational gov-
ernment taxes in developing countries average only 2.4 percent of GDP (see table 1.1).

Case studies of metropolitan areas provide evidence on the magnitude of unmet
infrastructure needs. For example, in chapter 12 Wetzel reports that the city of Sao
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Paulo has maintained capital spending levels at 8-10 percent of current expendi-
tures, which is well below investment needs. Mumbai metropolitan local govern-
ments could cover only one-tenth of infrastructure needs, even if borrowing were
at full capacity (see chapter 10).

Quality of Services

The responsibility for providing infrastructure services within the metro areas is
often shared among several local governments, and there usually are coordination
problems among them. This is the case in both Mexico City and Sao Paulo. An alter-
native is for the service to be the responsibility of a metropolitan public enterprise (or
several public enterprises) or of a higher-level government, but in this case, local
control over planning and service delivery will be diminished, as in the case of
Mumbai (see chapter 10).

Other arrangements have the potential to produce a more satisfying result. One
possibility is a metropolitan local government with areawide responsibility for a
range of infrastructure services. Under this arrangement, some degree of home
rule for the underlying municipalities and even neighborhoods can be preserved;
service delivery can be coordinated, and planning can be more efficient. This is the
case in Johannesburg, Cape Town, and Toronto.

An arrangement that might work effectively is one where the general-purpose
metropolitan government plans and authorizes the infrastructure investments
but the management and financing are accomplished through a special district: a
single-purpose local government such as a school district or an urban development
district. This approach has been taken in some metropolitan areas in China (see
chapter 11).

Irrespective of the governmental responsibility for planning and management,
infrastructure service provision is often weakened by inappropriate public policies.
These include poor incentive frameworks such as soft budget constraints, subsidies,
poor maintenance, and bureaucratic inefficiencies (see chapter 13).

Financing

Infrastructure needs on the order of 5 percent of GDP are well beyond the financial
reach of most metropolitan areas in developing countries. However, there is space
to increase significantly the resource base for infrastructure finance. The focus
might be in four areas: (1) increased revenue mobilization from own-source reve-
nues; (2) debt financing; (3) transfers; and (4) funding from public-private partner-
ships (PPPs).

Own-Source Revenue

Buenos Aires, Sao Paulo, and Bogota are examples of metropolitan areas that have
done quite well with additional revenue mobilization. But in most developing coun-
tries, local governments are less successful. Own-source revenues of all subnational
governments in developing countries are equivalent to less than 3 percent of GDP.
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The overall contribution to infrastructure finance has been well below what is needed.
In fact, however, there are plenty of viable revenue options, including improved prop-
erty taxation, selective use of nonproperty taxes, and user and benefit charges (see
chapters 6-8).

Chinese metropolitan governments have been particularly innovative and have
engaged heavily in land sales (long-term leases) as a method of mobilizing resources
for infrastructure finances. For all local governments in China, land leases now
account for about 30 percent of revenues (see chapter 11). Land sales have great ad-
vantages: revenue potential and low political cost. But even in a unique setting like
China, there are drawbacks, including sensitivity of land revenues to the real estate
cycle; riskiness of land value collateral for loans; the temptation of “easy money”
leading to overspending in local government budgets; underestimating opportunity
costs of converting land to urban use; and the exhaustible nature of government-
owned land as a resource (see chapter 11).

INTERGOVERNMENTAL TRANSFERS

In countries that decentralize revenue raising to a lesser extent, capital transfers may
be used directly to fund infrastructure projects. These are usually ad hoc grants that
are earmarked for specific capital purposes, as is done, for example, in Sdo Paulo
(see chapter 12). Direct transfers earmarked for infrastructure are also used in In-
dia (see chapter 10). South Africa makes use of a more formal municipal infrastruc-
ture grant, designed primarily to improve services in poor neighborhoods, and about
24 percent of the allocations go to metropolitan-area local governments (van
Ryneveld 2007). Another approach is to dedicate a share of intergovernmental trans-
fers to debt repayment, as has been done in Mexico.

BORROWING

Borrowing is arguably the most efficient way to pay for public assets that have a long
life. By matching payment for the infrastructure with the time pattern of benefits
received, governments can capture the returns from infrastructure investments
while deferring the payment. Larger urban governments often are in a good posi-
tion to make use of debt markets to fund long-lived public assets. Their economic
bases are stronger and more diversified; there is an unmet demand and some will-
ingness to pay for better services, and metropolitan areas (sometimes) have access to
a strong base of own-source financing. In functionally fragmented systems, enter-
prises operating on a metropolitan-area basis can support debt with properly struc-
tured user charges.

But there can be problems with borrowing by metropolitan-area governments,
as some researchers of metropolitan finances have argued (Prud’homme 1995; Tanzi
1996). The revenue stream of local government revenues may not be large enough
to sustain repayment, but borrowing may go forward anyway in anticipation of some
form of bailout. This has led to overborrowing and to some form of bailout in such
metropolitan cities as Buenos Aires, Sdo Paulo, and Johannesburg, and more recently
in China (see chapter 11). Many countries attempt to control for overborrowing with
various forms of fiscal responsibility legislation (Liu and Webb 2011), though these
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programs have met with varying degrees of success. Another problem is that the
capacity of subnational governments to manage, plan, and deliver local services may
be limited, and this may compromise both the quality of the services provided and
the repayment plan (see chapter 10).

Intergovernmental arrangement may be a further complicating factor in metro-
politan areas with fragmented government structures. In these cases, the best pos-
sibilities for debt finance will involve enterprises that operate on a regionwide basis
but are independent of the underlying municipal governments.

The practice of borrowing by metropolitan local governments in developing coun-
tries and the success with debt finance vary widely among large urban governments.
South African metropolitan governments borrow from a government-owned bank
and through a privately owned intermediary but without a repayment guarantee
from the central government (van Ryneveld 2007). At the other extreme are Chi-
nese local governments, which could not borrow but created a backdoor route with
special-purpose urban investment companies that borrowed on behalf of the mu-
nicipal government and were supported by assets pledged by the municipal govern-
ment (see chapter 11).

Governments might consider the following guidelines in forming policies
to strengthen the use of debt finance for improved metropolitan infrastructure
services.

e Provide local governments with more autonomy on both the revenue and expen-
diture sides of the budgets. If infrastructure is to be maintained, and if the debt
obligations are to be met, local governments need to be able to control their level
of budgetary resources. Even a well-structured borrowing framework cannot
substitute for repayment capacity of the local government.

e Limit debt finance to capital projects with a long life.

e Impose a hard budget constraint on borrowers, with no possibility of a “costless”
bailout by higher-level governments if the underlying problem is that the local
government was imprudent in incurring the debt obligations. Put a central-
government-mandated borrowing framework in place with clear rules about
who can borrow, how much, for what purpose, from whom, with what instru-
ments, and with what restrictions. Compliance with the framework should be
carefully monitored.

PUBLIC-PRIVATE PARTNERSHIP

During the 1990s and early 2000s, the hope was that private involvement would
increase the efficiency of service provision and provide badly needed resources
to support urban infrastructure investment. In fact, PPP has added relatively
little to urban capital financing in developing countries in the 1990s and 2000s
(Annez 2007; Alm 2010). Less than 10 percent of investment has been in the
high-priority water/sewer sector, and an even smaller share has been in the form
of full or partial privatization (Menard forthcoming). To the extent that PPP has
been used, it has focused more on the energy, telecommunications, and trans-
port sectors.
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Annez, Huet, and Peterson (2008); Annez (2007); and Ingram, Liu, and Brandt
in chapter 13 all argue that the inherent riskiness of urban investments is the main
constraint to increasing the flow of private capital. There is a weak record of full
cost recovery and often an unwillingness of local governments to stand behind
the kinds of tariff levels and regulatory arrangements needed to attract private
investors, especially for longer-term contracts. In chapter 10, Pethe describes
the failure to use PPP arrangements in Mumbai as being due to a “trust deficit”
between the public and private sectors. There also is weak institutional capacity
for dealing with PPP.

For the public sector, there is the risk that services provided may not be what the
public wants. There is also the risk that the private partner will fail and the public
sector will have to take on the obligation in full. How successful such arrangements
are from the perspective of either partner depends very much on the details of ex-
actly how the contractual arrangements are structured and how the risks are shared.'®
Given the weak institutional capacity of subnational governments in many devel-
oping countries, it seems unlikely that they will have a strong hand in negotiating
such contracts. The Indian High Powered Commission on Urban Infrastructure
(High Powered Expert Committee 2011, 101) puts it well: “Weak governments can-
not rely on private agents to overcome their weaknesses nor can they expect to
make the best possible bargains for the public they represent.”

FINANCING SLUM IMPROVEMENT

Slums are a pervasive feature of most cities in developing countries. Poor people,
both city born and immigrants, live in overcrowded and unhealthy conditions, with
little access to clean water and sanitation; no tenure security; limited access to jobs,
education, and health services; and restrictions on their ability to engage in basic
entrepreneurship, except in informal activities that fall below the radar of munici-
pal authorities.

According to estimates of the United Nations, about 1 billion slum dwellers lived
in the cities of developing countries in the mid-2000s, a number that is projected
to double by 2030. The largest concentrations of slums are then expected to be in
Africa and South Asia (see chapter 14). The total amount in investment required to
meet the backlog in services and the demands of the growing urban poor popu-
lation is huge: one estimate puts the total cost at $900 billion over 15 years. This
would require a sixfold increase over what is currently being spent.

Five key elements are needed to address the problem: (1) basic services, including
water, sanitation, transport, education, and health; (2) improved shelter (housing);
(3) security of tenure; (4) an absence of obstacles for the poor to engage in formal-
sector employment and entrepreneurial activity; and (5) improved security to deal
with the pervasive threat of crime and violence, especially in Latin America.

1 For detailed exploration of the appropriate way to structure PPP arrangements when this approach seems
appropriate, see Engel, Fischer, and Galetovic (2010). For a skeptical view of the range of opportunities to exploit
such possibilities, see Menard (forthcoming).
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The good news is that, among these problems, only basic services, shelter, and
crime control place significant demands on the national and metropolitan authori-
ties” fiscal resources. Creating security of tenure and a supportive business environ-
ment, in contrast, mainly requires political readiness to take on established interests
that benefit from the status quo and resist the regularization of tenure and a sup-
portive approach to low-income entrepreneurial activity. Indeed, by providing ten-
ure security and by drawing the poor into the formal economy, the metropolitan
authorities will be able to turn some slum dwellers into urban citizens who can
share in financing the costs that metro governments incur on their behalf. Protec-
tion from crime and violence requires not only better policing, which does cost
money, but also more jobs, reduced corruption, and more community engagement.

In terms of financing instruments, it helps to distinguish between service and
shelter provision (Bahl and Linn 1992; see chapter 14). Metropolitan infrastructure
services for slum areas, such as water, sanitation, solid waste collection, and trans-
port, usually involve a combination of public and private provision, and their oper-
ating costs can in principle be funded by user charges; however, the capital costs
need to be covered from cross-subsidies (with better-off users funding the poorer
ones), from general municipal revenues, or from higher-level government grants.
Education and health services usually also involve a combination of public and pri-
vate providers, but if metro governments wish to upgrade these services for slum
dwellers in the interest of a better-educated and healthier work force, they will have
to find the resources in their municipal budgets or partner with national or state
level ministries.

The situation differs for shelter construction. Slum dwellers generally create for
themselves a minimum amount of shelter, without any public financial support, by
investing their own limited resources and labor in incremental improvements over
time. The question, then, is how public and private engagement can support and
enhance this process of shelter construction. Traditional mortgage finance mecha-
nisms are usually out of reach of slum dwellers. However, credit is potentially im-
portant, and one avenue is the development of microcredit schemes. These are often
initiated by nongovernmental, not-for-profit organization without direct govern-
ment funding, but they need a supportive regulatory framework and can be helped
by limited public grant funding, especially to overcome start-up hurdles. Other
mechanisms involve grants that allow slum dwellers to purchase building materials
or help them improve specific components of their houses (e.g., pouring a cement
floor, such as the piso firme program in Mexico that was supported by a large pri-
vate company). Public housing programs that involve the large-scale construction
of multistory housing for slum dwellers are generally financially unaffordable in
low-income countries, and even in middle-income countries they are difficult to fi-
nance and manage, the successful experience of Hong Kong and Singapore notwith-
standing (see chapter 14).”

7In chapter 14, Freire reports that in some developing countries public housing subsidies are sizable, up to 4
percent of GDP; however, they are usually not effectively targeted at poor families living in slums; rather, they
tend to benefit the better off. One option for governments therefore is to reduce such housing subsidies and put the
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Addressing the challenge of slum improvement in the large cities of developing
countries is complicated by the geographic fragmentation of metropolitan jurisdic-
tions and by murky intergovernmental fiscal relations. Metropolitan fragmenta-
tion means that poor and rich municipalities coexist in metro cities, making it very
difficult to plan and implement comprehensive slum improvement programs and
to cross-subsidize from better-oft to poorer neighborhoods, even though all would
benefit if the prevalence and severity of slums were reduced. The problem is com-
pounded where responsibility for metropolitan slum improvement is divided or
unclear among national, state, and metro agencies, as is generally the case, and
where revenue authority at metropolitan and municipal levels is constrained. Es-
tablishing a metrowide authority to address slum improvement and giving it clear
planning, implementation, and financing mechanisms, as was the case in Hong
Kong and Singapore, would go a long way toward overcoming the challenges that
slums pose to modern metro management and financing.

THE ROLE OF INTERNATIONAL AID

As in other areas of development, international development assistance can and
does provide support in filling domestic resource gaps for urban investments.

Current Practice

Many donors are involved in providing such aid, with the World Bank by far the
largest, followed by Japan and then the regional development banks (see chapter
15). But aid flows to urban areas have been stagnant in recent decades and under-
sized relative to urban investment needs, despite frequent calls by urban experts
in and out of aid agencies for greater support. Aid in urban areas has often been
confined to single sectors, such as roads or sanitation, without addressing broader,
cross-cutting issues of management that might strengthen the sustainability of
those interventions that do exist. Africa’s urban investment needs, in particular,
have seen neglect by donors. Donor agencies have prepared urban strategy docu-
ments; these have called for greater engagement in supporting urban develop-
ment, but implementation of the strategies generally has fallen short of the stated
goals.

This underinvestment in urban aid occurred even though evaluations show that
such investments on average tend to have greater development impact than does
aid to other sectors. To make matters worse, engagement of donors at country and
city levels has generally lacked a long-term strategic perspective and hence has
been one-off, fragmented, and uncoordinated rather than systematically sequenc-
ing and scaling up successful interventions.

A key constraint to the sustainability and scaling up of donor-supported pro-
grams has been the lack of development of local financing capacity for maintaining

money to better targeted use in supporting urban infrastructure development and schemes that directly help slum
dwellers improve their shelter conditions.



26 Roy W. BAHL, JoHANNES F. LINN, AND DEBORAH L. WETZEL

and building on the aid-financed initiative, once donor support ceases. This, in
turn, can be traced back to either a lack of focus by donors on the fiscal capacity of
urban governments or, where donors did focus on this important dimension, a lack
of impact in actually enhancing local revenue-raising capacity. In addition, donors
generally do not focus on the question of how to rationalize intergovernmental
transfers, which provides a critical part of local government resources. And while
there have been some examples where donors systematically tried to help strengthen
the borrowing capacity and institutional and policy framework for city govern-
ments, in general such interventions showed little impact. Finally, donors have
not paid adequate attention to the special financing needs and capacities of metro-
politan areas compared with other urban areas (see chapter 10). This is in part
because donors are obliged to work with national-level government entities and
metropolitan areas are often not a formal level of government, in contrast to state
or city levels.

Reform Directions

Aid donors need to go beyond broad statements of strategy and focus more system-
atically on the financing needs and the need to build the institutional capacity of
urban governments. Experience shows that donors could effectively channel at
least some of their resources through municipal development funds (also known as
urban investment funds), which are national-level agencies that provide funding
and technical support to urban governments for meeting their investment needs.
But such funds, and the financial and technical support that donors provide, have
to be carefully tailored to country conditions, for example, credits in middle-income
countries and grants in low-income countries (Annez, Huet, and Peterson 2008;
see chapter 15).

Donors could also form better partnerships with one another and pool their
resources for comprehensive and longer-term engagement in support of urban and
metropolitan investments, institution building, and policy reform. To do so effec-
tively, they would need to better support the preparation of in-depth analytical re-
views of metropolitan socioeconomic conditions and investment needs, assess the
institutional capacities and stakeholder interests, and help develop and implement
longer-term metropolitan development strategies. In doing so, special attention
should be paid to the urban finance dimension, that is, supporting the development
of (1) local financial revenue mobilization and management capacity; (2) effective
intergovernmental transfer schemes; and (3) effective metropolitan debt manage-
ment frameworks.

THE WAY FORWARD

Building and sustaining metropolitan economic competitiveness and providing
adequate services will be as essential as it is difficult, given the existing backlogs
and the expected high rate of urbanization. The relative prosperity in urban areas
has also drawn poor migrants, and large slums have grown up, with attendant so-
cial problems. The urban poor have little taxpaying power and many needs. A com-
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peting claim on resources is the infrastructure and social services needed to support
the economic growth sectors. Both face significant financing gaps.

There are different scenarios for where all of this might lead. No doubt, different
countries will make different choices. The following three considerations might
usefully inform these choices: the metropolitan strategy; the relation of finance,
function, and governance; and political economy.

Developing a Metropolitan Strategy

In most developing countries, metropolitan finance and governance seem to have
been on the back burner, with higher-level governments more often reacting to prob-
lems brought by urbanization than addressing the more fundamental issues. The
reasons for this are not difficult to understand. The quality of services is already
much better in metropolitan areas, and metropolitan local governments tend to
finance a greater share of their budgets from their own resources than do other lo-
cal governments. Metropolitan local governments also typically serve a more edu-
cated electorate than do those in the rest of the country, and the accountability
process probably works better. Why spend central reform efforts and political capi-
tal on something that seems to be working? Moreover, mayors and governors might
be future political rivals, and strong ones at that, so it is understandable that the
sitting central government might not want to address metropolitan governance and
finances.

But the continued growth of urban populations and urban economies and the
challenges of global competition will change all of that, at least for some metropoli-
tan areas. Many countries will come to recognize the need for a metropolitan strat-
egy. They will amend their approach to fiscal decentralization by developing a
separate model for spending, taxing, and borrowing in the large metropolitan
areas. The efficient provision of public services, and their financing, has outgrown
the jurisdictional boundaries of the central cities; hence, a new approach needs to
be designed to cover these metropolitan-wide governance and finance challenges.
The new mix of service provision and financing should include regional taxes, de-
livery of at least some services on a regional basis, and a revenue model for metro-
politan areas that focuses more on self-sufficiency.

Finance Follows Function Follows Governance

Many metropolitan areas comprise numerous local governments. The boundaries
of these jurisdictions do not change often or easily. To a large extent, the assignment
of expenditure responsibilities to local governments conforms to these boundaries,
as does the financing. Most of the fragmented local government structures in met-
ropolitan areas are highly dependent on intergovernmental transfers or on vertical
program spending by higher-level governments.

Metropolitan-wide government, on the other hand, allows externalities for many
public services to be internalized and a broader range of services to be assigned to
the metro-level agencies. Financing of a metropolitan city government will include
property tax and user charges, but other taxes, often those reserved for state-level
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authorities, should be considered in the mix, while intergovernmental transfers
will become less dominant in the revenue structure.

The lesson here is that discussions of innovative financing of metropolitan-area
local services must begin with a recognition of the limits placed by the existing
governance structure and an assessment of how it might be changed to accom-
modate service delivery on an areawide basis, and hence regional taxation. Efforts
to build metropolitan councils and to draw on new e-technologies for account-
ability and transparency may also help to support more effective management of
metro areas, when it may be politically difficult to alter formal governance
structures.

Political Economy

Good economics and good public management objectives may point toward met-
ropolitan strategies that are not in step with the political realities in the cities con-
cerned. In the end, political solutions usually win out. Most developing countries
have a long history of fiscal centralization, and the centralists are particularly resis-
tant to giving subnational governments more power to tax the broad bases of income
and consumption. Borrowing by subnational governments is another fear, and
rigid local borrowing frameworks are now the rule in many countries. On the
question of expenditure assignment to metropolitan local governments, centralists
will resist giving up control over matters such as employee compensation policy
and will hesitate to relax some mandates for local spending.

But for many cities of the developing world, circumstances may now be more in
favor of a metropolitan strategy. With the increase in urban population, the
metropolitan-area constituency is growing in political power and may be in a better
position to sway politicians. Moreover, the opportunities and the challenges of
metropolitan cities are likely to become great enough to force themselves onto the
policy agenda of governments around the world.
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METROPOLITAN CITIES 2

Their Rise, Role, and Future

SHAHID YUSUF

he world’s population crossed the 7 billion people mark in 2011, more than

half of whom make their homes in cities. Each week, the ranks of urban resi-
dents increase by 1 million, and on every single day some 20,000 new dwellings and
160 miles of road are added to the existing stock. China alone constructs 2 billion
square meters of floor space each year, approximately half of the global total. Look-
ing toward the middle of the century, demographers project a global population of
close to 9 billion, barring unexpected changes in fertility trends and unforeseen
calamities, and urbanists assume that 70 percent of this vast number will live in cit-
ies. More people and more cities are an inescapable part of the future. Should urban
densities continue declining at about 2 percent per annum, as they have through
much of the twentieth century, the built-up area will expand at a far faster rate than
the urban population. By one estimate, the urban population in developing coun-
tries could double by 2030, whereas the built-up area encompassed by cities would
triple. Clearly, future generations are in for exciting times.

METROPOLITAN CHALLENGES

Research on urbanization since the 1960s shows that it closely correlates with indus-
trialization and with rising incomes because of the higher productivity of average
urban workers relative to their rural counterparts.! But too many cities in advanced
and developing countries are failing to exploit the “urban advantage” and in fact are

I am greatly indebted to Lopamudra Chakraborti for assistance with the research for this paper. I owe a special
thanks to the editors and the participants of the Brookings workshop for their many valuable comments and sug-
gestions that have helped improve content and presentation.

"However, industry does not appear to cause urbanization in the sense proposed by Clive Granger (1969 as it
arguably did from 1850 to 1960 (see Henderson 2010). Granger devised tests for determining whether one time
series data could forecast another thereby demonstrating a measure of causality.
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struggling to cope with the physical and financial pressures resulting from grow-
ing populations and the associated crowding, pollution, vehicular traffic, shortages
of housing and services, increasing poverty and inequality, spread of slums, and
environmental degradation.? Very few cities in developing countries are fortunate
enough to steadily generate enough jobs for the growing workforce and to address
endemic problems of unemployment. Where economic performance falters and/or
revenue effort is weak, urban services suffer, which affects business activity and the
quality of life, especially for the poor. With vehicle ownership mushrooming, cities
confront an equally daunting task of financing, building, and maintaining needed
infrastructure. Soaring automobility is exacerbating the problem of carbon and
other emissions associated with urbanization. In fact, most cities have barely be-
gun to tackle the physical and institutional changes required to contain green-
house gasses and to engineer the resilience demanded by the threat of climatic
extremes.’

For an expanding global economy, energy and resource scarcities will be mount-
ing concerns requiring a change in urban design, in modes of transport, and in soft
and hard infrastructures. And climatic change will expose cities to pressures and
shocks rarely experienced before. Few cities will be spared, and many coastal and
semiarid locations may continue to remain habitable only through major injections
of capital.4

Inevitably, no infallible recipe or sufficient conditions will assure successful urban
development. However, the collective experience of scores of urban centers, many of
which have embarked upon innovative policies, strengthened their finances, and
introduced new technologies, provides reliable pointers on creating a dynamic
metropolitan region that would provide most inhabitants with jobs and a decent
quality of life.?

Starting with the reasons underlying rapid urbanization in recent decades and
its likely continuation through the first half of the century, this chapter first exam-
ines the rise of the metropolitan region and the advantages stemming from ag-
glomeration. It then details the factors determining the pace and characteristics of
urbanization, focusing on national policies, economic structure, financing issues,
physical characteristics and infrastructure, the implications of “smartness,” gover-
nance, and sustainability.

*That too many cities in advanced and developing countries are failing to exploit the “urban advantage” is em-
phasized by the U.N. Human Settlements Programme (UN-HABITAT 2008). Inequality is greatest in African cit-
ies (Gini coefficients of 0.58), but it is rising most rapidly in Asia (UN-HABITAT 2008). Although the percentage of
those living in urban slums is estimated to have declined from 39 percent to 32 percent from 2000 to 2010, the
absolute numbers have risen. On current trends, there will be almost 900 million slum dwellers by 2020 (UN-
HABITAT 2008). According to other estimates, up to 2 billion people will be living in informal settlements by 2030.

3 Cities account for 80 percent of all greenhouse gas emissions, with the top 50 cities releasing 2.6 trillion tons
of greenhouse gases per year (Oxford Analytica 2011). The topic of urban resilience has brought forth a consider-
able literature (see, e.g., International Council for Local Environmental Initiatives 2012; Newman, Beatley, and
Boyer 2009; World Bank 2008).

4In a number of instances, these injections of capital will include expenditures on infrastructure to augment
the water supply with the help of transfers from other parts of the country, as in China, and through desalination
of seawater.

® An increasing number of innovations are targeting the vast army of low-income slum dwellers (see Smith
2011).
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URBANIZATION: FROM CANTER TO GALLOP

Five factors account for accelerating urbanization and its structural characteristics,
and their persistence determines the dynamics, challenges, and policy implications
of urbanization discussed throughout this chapter.

First, the demographic transition caused by a sharp decline in infant mortality,
increasing life expectancies, and a much more gradual reduction in fertility has re-
sulted in ballooning populations in developing nations. This increase in population
has caused cities to grow and has also led to in situ urbanization with small towns
and villages mushrooming into cities in China (see Zhu et al. 2009), Pakistan, and
Brazil, for example, with Brazil having achieved European rates of urbanization by
2000.° Greater rural population densities have pushed people to migrate, and higher
incomes and greater amenities in cities have exerted a parallel pull.” With popula-
tion pressures rising, cities are seen as beacons of opportunity as economic pros-
pects are diminishing in rural areas. Urbanization is correlated with rising living
standards, even as the transfer of populations has led to increased poverty in cities
(Ravallion 2007). The share of the population in urban areas living on the equiva-
lent of less than a dollar a day rose from 19 percent to 24 percent from 1993 to 2002;
over the same period, the urban share of the population as a whole rose from 38
percent to 42 percent. The urbanization of poverty was most rapid in Latin Amer-
ica, with a rise in proportion of the poor living in urban areas from 50 percent in
1993 to 60 percent in 2002. By contrast, less than 10 percent of East Asia’s poor live
in urban areas, largely because absolute poverty in China is overwhelmingly rural.

Second, agricultural production is becoming less labor intensive, with machin-
ery, chemicals, and energy serving as substitutes.® Fewer hands are needed on farms,
and if the impressively productive agricultural systems in advanced economies are
harbingers of what developing economies can expect, the share of the agricultural
labor force in low- and middle-income countries will drop from an average of about
25 percent of the national total in 2007 to less than 10 percent. Furthermore, dis-
persed small-scale rural industry, which tends to be inefficient and polluting, is
fighting a losing battle with urban producers, which enjoy manifold advantages
compounded by declining costs of surface transport and increasing efficiencies in
distribution and marketing technologies.

Third, technological advances and the evolving income elasticity of demand are
responsible for structural changes that have enlarged the role of services. A stream
of innovations have raised the productivity of manufacturing, contributing to growth
but also resulting in declining relative prices of manufactures and reduced employ-
ment in industry, which explains why the share of manufacturing has fallen from
1980 to 2008. Thus, the share of manufacturing is a shrinking proportion of gross
domestic product (GDP) in the larger cities, although it remains high for some
smaller cities with industrial specializations. Meanwhile, rising demand for urban
services and much slower gains in productivity have increased the share of

®Brazil’s urban population rose from 36 percent in 1950 to 75 percent in 1990. http://www.citymayors.com
/statistics/urban-population-intro.html; and World Bank, World Development Indicators 2011.

7'This income gradient is the so-called Harris-Todaro effect of higher urban incomes (see Fields 2007).

80n the energy (and nitrogen fertilizer) intensity of modern agriculture, see Smil (2008; 2011).
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urban services in GDP and employment. With the exception of China, services
now dominate GDP everywhere, and in most cities in advanced countries, services
provide the majority of jobs and generate more than half of the income.’ In fact,
with industry pushed to the margins of some urban economies, services are the
economy. A fraction of services are tradable, but the bulk of urban services in de-
veloping countries are nontradable, and services comprise a small share of the ex-
ports of low- and middle-income countries, tourism being the largest contributor.'
This has long-term implications for the number and type of jobs the urban econ-
omy is likely to create, for growth, and for exports to balance the city’s trade ac-
counts, because to be viable over the longer term, cities, much like countries, must
have something to sell, with any shortfall being offset through capital transfers. Until
a few decades ago, all growing cities were industrial cities with export potential.
This has ceased to be the rule with the rise of services, both formal and informal."!
Fourth, cities enable firms to specialize and realize scale advantages. These so-
called localization economies are an important asset for midsize industrial cities
and a source of productivity gains from labor markets, technological spillovers, and
the benefits of clustering of other producers and suppliers of services. For larger
urban centers, urbanization economies are more prominent. These are the econo-
mies arising from the multiplicity of industry and services that open the door to
diversification and induce the entry of new firms. Together, these lead to significant
productivity gains and higher average incomes. Currid (2007, 460) notes that “ag-
glomeration may be even more important to maintaining the social mechanisms
by which the cultural economy sustains itself [through nonmarket transactions].”
A vast literature, mostly on cities in developed countries, has attempted to estimate
the gains from agglomeration, whether from localization or urbanization or from
scale economies (Gill and Goh 2009; Glaeser and Gottleib 2009; Rosenthal and
Strange 2004; World Bank 2009).!? Researchers differ on which type of agglomera-
tion matters more; however, all agree that agglomeration pays, although how much
productivity can be traced to size and diversity varies from 3 percent to 12 per-
cent.”” A meta-analysis of elasticities drawn from 34 studies cautions that the gains
from largeness should not be exaggerated (see Melo, Graham, and Noland 2009),
but little or no evidence indicates that growth is disadvantageous for cities. How-
ever, casual empiricism suggests that as cities grow larger and more complex, man-
agement and service provision become difficult and congestion, pollution, and crime
diminish the quality of life, as, for instance, in Bangalore (Bengaluru), Sao Paulo,

From 1977 to 2007, the share of services in global GDP rose from 55 percent to 70 percent, and to 75 percent
in Organisation for Economic Co-operation and Development member countries (Francois and Hoekman 2010).

1°See Eichengreen and Gupta (2009; 2011) on the role of services with reference to India, Ghani (2010) on how
growth in India could continue to be propelled by services, and Spence and Hlatshwayo (2011) on the contribution
of nontradable services to the bulk of the employment created in the United States since 1990.

In 2007, the global value of cross-border trade in services amounted to $3.3 trillion, or about a fifth of total
trade. However, the share is closer to 50 percent when measured by value added, both direct and indirect (Fran-
cois and Hoekman 2010). The growth of cross-border trade is impeded by regulatory restrictions and by the
greater protection accorded to services.

12 Physicist Geoffrey West compares large cites to big animals whose size is a source of scale economies; when a
city doubles in size, the resources required to sustain it grow by 85 percent (see Lehrer 2010).

3 Rosenthal and Strange (2004) note that a doubling of city size can lead to an increase in productivity of
3-8 percent.
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Lagos, Karachi, and many booming Chinese cities in the Pearl River Delta.
Whether these collectively erode the productivity-enhancing advantages of size is
debatable."

The fifth and final factor contributing to the vigor of urbanization is the role
of cities in sparking ideas, stimulating social change by inculcating new values, and
encouraging innovation in every sphere of life. Johnson (2010, 16, 162) compares
cities in all their variegated complexity to coral reefs “powerfully suited to the cre-
ation, diffusion and adoption of good ideas. ... [T]hey cultivate specialized skills
and interests, and they create a liquid network where information can leak out of
those subcultures and influence their neighbors in surprising ways. This is one rea-
son for superlinear scaling in urban creativity.”"> Such innovation has buoyed pro-
ductivity; equally, it has enhanced human capabilities and raised the quality of life.
Looking ahead, as cities in developing countries attempt to come to grips with in-
creasing size, complexity, and pressures arising from climate change, their innova-
tive potential will become ever more important and the basis not just of survival
but also of prosperity.'®

While continued urbanization appears to be a given, urban development is likely
to evolve in different directions, with implications for growth and quality of life.
From the perspective of this volume, the interesting issues pertain to the potential
of the metropolitan model of urban development and how creatively metropolitan
centers address the many different challenges they will face.

THE METROPOLITAN POWERHOUSE

Megacities, with populations of 10 million and more, have increased in number from
9 in 1985 to 23 in 2010, and they account for almost half of the world’s wealth.!”
Moreover, some of the megacities in East Asia and South Asia account for a third or
more of the national GDP. A striking characteristic of the urbanizing tendencies in
the United States, Latin America, and East Asia is the emergence of metropolitan
regions or metropolitan corridors composed of a cluster of cities, which may or may
not include a megacity. Seoul, Jogjakarta, Sao Paulo, and Bangkok are examples of
metropolitan economies with a core primate city that has brought (or created) a
number of dormitory, secondary, and edge cities into its orbit. The Pearl River Delta
comprises another vast metropolitan corridor extending from Hong Kong to
Guangzhou that arose with great rapidity once China adopted the Open Door Pol-
icy in 1979 and industry began transferring from Hong Kong.'"® A metropolitan

1 Inskeep (2011) vividly describes the combustible nature of life in Karachi. Cohen (2004) presents some data
underlining the unstoppable increase in average city size over the past two centuries: the largest 100 cities in the
world had an average population of 200,000 in 1800, which rose to 5 million by 1990. Beijing was the only city
with 1 million inhabitants at the beginning of the nineteenth century; 100 years later only 16 cities were of this
size, but by 1950 their numbers had swelled to 86.

5 Superlinear scaling refers to a faster than exponential rate of increase. Thus, as cities grow, according to physi-
cist Geoffrey West and his coworkers at the Santa Fe Institute, such superlinearity is evident in telecommunica-
tion traffic, patenting, and pedestrian speed (see Andris et al. 2009).

1 How cities can induce innovation is compactly summarized in Atkinson (2012).

7The 2010 U.N. State of the World Cities report (UN-HABITAT 2008) points to the emergence of the megare-
gion: an endless city. However, the bulk of the urban population resides in midsize and small cities.

8See McGee et al. (2007) on the rise of the Hong Kong-Guangzhou region and Berger and Lester (1997) on the
transfer of industry from Hong Kong to emerging cities in the Pearl River Delta.
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corridor is also taking shape in Pakistan, connecting the cities of Lahore and
Rawalpindi. There are a number of reasons that the metro region might be the form
that urbanization will take in the future, with isolated cities becoming an endan-
gered species.'”

The need to economize on energy use and on the cost of providing urban infra-
structure makes the compactly designed metropolitan model a more viable pro-
position than the relatively isolated city that lacks the connectedness to a multiplicity
of other conurbations (Glaeser 2011). The metropolis can also internalize urbaniza-
tion and localization economies by combining a portfolio of cities in a single urban
domain. The core city, with diverse services and advanced emerging industries that
draw oxygen from proximity to centers of research, can be the primary source of ur-
banization economies (or Jacobs economies), while smaller peripheral specialized
cities can serve as sites for industrial activities requiring cheaper land for factories
and lower-rent accommodation for workers.?’ By yoking these different kinds of cit-
ies together with an efficient multimodal transport system that tempers the reliance
on private cars, the metropolitan region can maximize the gains from agglomeration
and market size economies. By expanding in the vertical plane, it can also squeeze
many more people into a place with proven locational advantages, for example, a
coastal or riverine plain location amply supplied with potable water, and capitalize
on an existing foundational infrastructure and possibly a brand name.

A broad economic base and a large urban market make it easier for a metropoli-
tan region to meet its financing needs and minimize fluctuations in revenue streams
while keeping tax rates at moderate and competitive levels. Revenue adequacy un-
derwrites industrial capabilities and provides the means for a city to adapt and
change as circumstances change, calling for displacing of older industries by newer
ones and a renewal of infrastructure and buildings so as to incorporate the latest
technologies and accommodate changing lifestyles.?! No metropolitan region ever
optimizes on all these fronts, and when there are many adjacent municipal juris-
dictions, coordinating infrastructure development, revenue-raising arrangements,
and financial burden sharing can be severely challenging. By failing to arrive at
coherent and mutually advantageous outcomes through negotiated give-and-take,
multijurisdictional metropolitan entities are squandering the benefits of agglom-
eration, both economic and financial.

BUILDING THE METROPOLITAN ENGINE

Size and agglomeration economies can influence urban fortunes through pro-
ductivity, but there are too many examples of metropolitan regions that are not

19 Eventually, some of these isolated cities will either shrink drastically or end up as ghost towns once younger
people migrate, revenues decline, services atrophy, and infrastructures deteriorate.

0 Jacobs (1970) emphasized the advantages of innovation and stimulation of new activity that cities derive
from diverse industries, hence the term Jacobs economies, which larger cities are more likely to benefit from than
are smaller cities with a narrower base of activities.

2! An example of recent technologies is the incorporation of information and communication technologies and
new green technologies, which enable buildings to economize on water and energy. Smaller household size, in-
creasing numbers of older people, and the explosion in relational networking are among the factors influencing
lifestyles and demands on urban infrastructures and services.
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realizing their potential. In some megacities the development of industry and trad-
able services is creeping along or in retreat, growth is stagnating, unemployment is
widespread, and the supply of housing and public services is struggling to keep up
with the demand because the productive economic base and revenue effort are
both weak. Karachi, Sdo Paulo, Cairo, Manila, and Johannesburg belong to this cat-
egory of cities that are deriving few advantages from size and suffer instead from the
diseconomies of unbridled agglomeration and sprawl. What differentiates these cit-
ies from metropolitan regions that are dynamic economically and registering high
growth rates? For low- and middle-income countries, with lagging urban develop-
ment in the face of rising urbanization, the missing ingredient is exploding business
activity represented by the entry and growth of firms producing tradables (either
manufactured products or services), creating good jobs, generating exports, and serv-
ing as a channel for new technologies absorbed from overseas and supplemented by
their own adaptation and innovation.?* Shenzhen, Bangkok, and Bangalore owe their
dynamism to the continual value-adding and growth-enhancing churning of the
business scene, with new (domestic and foreign) firms serving as a conveyor belt
for investment and technology and competitive pressures sharpened by exposure
to global markets, continually weeding out the laggards.

Entry of firms and growth of the most entrepreneurial ones are the lifeblood of
the metropolitan region.”® The dynamic cities not only benefit from high rates of
entry but also, as in Beijing or Dongguan, encourage the formation of clusters that
give rise to technological spillovers, stimulate productivity, and create conditions
conducive to the formation of new firms.?* Entry, cluster formation, and growth of
the more productive firms can promote exports that in turn further stimulate eco-
nomic expansion.? In fact, urban industrialization in the current context, and for
all but the largest countries, is inseparable from participation in the international
market.?® This broadens market opportunities for the venturesome firms—a mi-
nority everywhere, but an important one—and spurs productivity and growth.
Firms with the greatest managerial, organizational, and technical capabilities grow,
and in both East Asia and Latin America, participation in international value chains
has provided firms with technology and growth ladders. The Taiwanese experience,
in particular, highlights this process of urban industrialization through a proli-
feration of small and midsize enterprises, their entry into trade, their proactive
technology absorption and reverse engineering aided by public research institutes,

22 All those who pour into cities are looking for “good jobs,” if not for themselves then for their children
(Banerjee and Duflo 2011).

#Firms develop and test their competitiveness by selling in the domestic market, frequently sheltered by tar-
iffs, transport costs, local regulations, cultural predispositions of consumers, and complexities of marketing and
logistics that foreign firms have difficulty mastering. Lenovo, the Chinese personal computer manufacturer, and
Haier, the producer of white goods, have established and maintained a lead in the domestic market by catering
more effectively to local preferences and effectively using domestic marketing channels.

24See McGee et al. (2007) on the globally oriented industrialization of Dongguan and Yusuf, Nabeshima, and
Yamashita (2008) on the international experience with clusters.

2 Larger, capital-intensive, and productive firms are more likely to venture into the export market (see Bernard
etal. 2007). On the relationship between trade and growth, see the survey by Lopez (2005).

26 Some evidence suggests that successful small and midsize businesses begin orienting toward global markets
from the very outset (see Lloyd-Reason and Sear 2007).
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and their emergence as globally competitive entities that drive the economies of
Taiwan’s cities and the national growth rate.

Once urban development takes off, the large metropolitan region has several
advantages that can help to both build and sustain momentum. The medium-size
peripheral cities are likely to be a fast-growing worldwide trend, with a large, youth-
ful population that can provide entrepreneurial dividends and with lower-priced
land to encourage new starts, especially in manufacturing. The core city, with a
concentration of services and unskilled workers, offers a different range of oppor-
tunities, with many more niches for new startups and easier access to financing for
existing firms or clusters of firms and for small and midsize enterprises.?” The core
city is better supplied with business development services, which can be valuable
for new starts. The core city is also the focus of academic and cultural activities.
Together, the concentration of universities, research and consulting services, and
recreational facilities provides opportunities for knowledge workers with diverse
skills to exchange and breed new ideas, some of which are enriched by combining
two or more disciplines.

The metropolitan region, combining the advantages of midsize and large cities,
has strong economic potential; however, its full development is realized when cer-
tain other criteria are met, in whole or in part:

National policies.

Industrial composition and clustering.
Financing of urban development.
Smart urbanization and governance.
Connectedness.

Sustainability.

These criteria or attributes were not uppermost in the minds of national policy
makers when metropolitan cities were taking shape in the twentieth century. At the
time, the financing of infrastructure and services was viewed as largely being the
responsibility of the state; fuel was cheap; land for development seemed abundant;
pollution and population pressures were less obtrusive; and sprawling low-rise cit-
ies seemed appropriate for the foreseeable modes of economic activity and lifestyles.
Few, if any, city authorities and their allies among the developer communities seri-
ously considered adopting a holistic long-term approach, which is warranted from
the vantage point of current knowledge. But looking ahead, to succeed in attracting
resources and talent and to maintain adequate growth rates, metropolitan cities,
which have acquired more autonomy, will need to monitor progress with reference
to the above, moving further along some axes than others, depending upon cir-
cumstances, without neglecting any one of them. Moreover, metropolitan cities
will need to mobilize their political capital and to play a more active role in shaping
national policies, something that cities such as Karachi have not done.

¥ Much depends upon the availability of affordable accommodations for small firms and their employees. In
cities such as New York, London, and Paris and the cities in Silicon Valley, such space is becoming hard to find,
which is squeezing out the most dynamic elements of the urban economy.
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Wealth of Cities Derives from National Policies

If cities are truly the drivers of economic growth, how closely is that performance
keyed to the national policy and overall national economic conditions? In other
words, can cities forge ahead by dint of good urban policies more or less indepen-
dent of events at the national level? Singapore surely fits this description, being
a city-state, but other cities, even the largest and most prosperous, such as Tokyo,
Seoul, Sdo Paulo, Bangkok, Hong Kong-Guangzhou, and Shanghai, depend upon
the enabling matrix of national-level trade, investment (domestic and foreign), fis-
cal, education, innovation, and other policies to provide the springboard for their
own development.?8

Even though decentralization and localization have transferred more adminis-
trative and fiscal discretion and policy initiative to subnational governments, and
even though cities are at the leading edge of development, fundamental national
policies define policy parameters, incentives, and the degrees of freedom available
to city managers and, crucially, determine the fiscal and financial resources they
can mobilize. The industrialization of Seoul and Shanghai was enabled by plan-
ning and day-to-day decision making conducted by city authorities and by a host of
local regulations, rules, standards, and licensing requirements, but the opportuni-
ties for the cities were delineated and circumscribed by the investment, exchange
rate, trade, industrial, labor, education, and technology policies of the central govern-
ment. Both cities successfully groomed highly competitive export industries, which
generated economic momentum and employment and catalyzed the development
of other sectors of the urban economy. In particular, export-oriented industrial
growth was paced by the expansion of transport and energy infrastructures fi-
nanced partly through central government budget allocations and partly through
loans from state owned (or controlled) banks.

From the mid-1990s, Seoul took a lead in establishing a world-class infrastructure
to harness the potential of information and communication technologies (ICT), with
Shanghai now close behind. Weak leadership and an incoherent national policy envi-
ronment have hobbled cities in South Asia, Latin America, and Africa, a malaise now
spreading to “developed” countries. In East Asia, these measures initiated the pro-
cess of modernization and integration with the global economy. The end result as of
2012 is two metropolitan economies that rank among the most vibrant in the world.

However, in both instances (and these examples can be multiplied), urban out-
comes were prompted and shaped by national policies. The Korean government,
once it embraced export-oriented industrialization, viewed Seoul as the engine of
the economy, and urban development complemented other policies, more recently,
policies to develop an ICT-supported knowledge and cultural economy.? It is the

*8Foreign direct investment is an important source of capital and technology transfer for industrializing coun-
tries and is likely to remain a vital conduit. Singapore was the leading urban recipient of foreign direct investment
projects in 2009, followed by Shanghai, London, and Dubai. In Latin America, Sao Paulo, Bogotd, and Mexico
City led the field. See FDI Intelligence (2011).

» Even though the Korean government was painfully aware of Seoul’s vulnerability to an attack from the
north, given that it was just 30 miles from the demilitarized zone, it acknowledged and exploited the city’s strategic
location and long-standing role in the national economy.
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industrialization of the Seoul metro region that propelled the Korean economy
during the high-growth era starting in the mid-1960s and continues to do so as
Korea enters a postindustrial stage. Seoul has served not only as the seat of govern-
ment and the nation’s cultural hub but also as home to several of Korea’s leading
export industries, including textiles, machinery, electronics, and now the creative
industries.*

Once China set its sights on reform and catching up with the leading East Asian
economies and designated Shanghai as the head of the Dragon because of its loca-
tion at the mouth of the Yangtze delta and its role in leading the economy of the
Yangtze region, the city authorities had the green light to pursue an ambitious ur-
ban industrial strategy, which was amply supported by the central government and
banks, as in the case of Seoul, and supplemented by the leasing of land to develop-
ers and by foreign direct investment induced through central policies reinforced
by municipal incentives.”’ Shanghai’s development since the early 1990s is the
stuff of legend, and it owes much to the vision and energy of a succession of local
officials, but it was the central government that loosened the rules binding Shang-
hai, encouraged the local authorities to raise their sights, and created the policy
environment that allowed the city to more fully exploit its resource base, harness
its vast latent capabilities, and bid for capital from elsewhere in China and from
abroad.®

It is the central government that sets the stage and, to a greater or lesser extent,
through policies and other interventions, choreographs urban development, in
either positive or negative directions. Where central governments are missing in
action, passive, or obstructive and predatory, urbanization may continue as it has
in sub-Saharan Africa and in South Asia, but the urban economic, infrastructural,
and institutional development that results in growth, exports, and jobs may be
slow to materialize, if at all. Some cities in Africa, such as Kinshasa and Dar es Sa-
laam, have become more populous during the 2000s but have not developed. Ur-
banization in Zimbabwe and the Congo is the direct outcome of conflict and wors-
ening conditions in rural areas. Development has gone into reverse because the
states have faltered or are failing (see World Bank 2011). Thus, the policy-making
and administrative capabilities of the state and its urban strategy broadly define
the opportunities for urban development. Some cities, especially capitals, are fa-
vored over others, and they have a head start; however, with the rules of the game
as points of reference, it is up to the municipal authorities and other stakeholders to
derive maximum mileage from the urban assets at their disposal, to enhance com-
petitive advantage in profitable directions, to augment the local resource base, and
to encourage investment that can maximize long-run growth.

30The creative industries include online video games, multimedia, moviemaking, and publishing (see Organ-
isation for Economic Co-operation and Development 2005; World Bank 2008; Yusuf and Nabeshima 2006).

3'ts past history made Shanghai a logical choice as a principal Dragonhead (see Yusuf and Nabeshima 2006;
2010; Yusuf and Wu 1997).

32Some of the mayors who contributed to Shanghai’s resurgence were Wang Daohan (mayor 1981-1985); his
protégé and successor, Jiang Zemin (1985-1989, later party chief and president of China); and Zhu Rongji
(1989-1991).
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The Matrix of Industry and Services

It is appropriate to start with industrial composition because this is of immediate
relevance for growth, employment, and exports, and the current mix foreshadows
future options for a metropolis. The competitiveness of activities dominating the
metropolitan economy determines growth prospects through sales in domestic and
foreign markets and the gains to be derived from productivity through innovation
or technological catch-up. Industrial composition also points to employment elas-
ticities and the types of skills likely to be in demand. When firms cluster in ways
that promote spillovers, the productivity bonus can be larger. The information tech-
nology (IT)-enabled service sector in Bangalore and in Gurgaon, the second larg-
est city in the state of Haryana, located about 30 km south of New Delhi, are clusters
of proven competitiveness and export success employing highly skilled workers
and diversifying into more complex services offering larger rewards.” I'T and similar
industries, with good long-term potential and significant local linkages, are assets for
the metropolis, not least because they have low entry barriers, which encourages the
proliferation of businesses in societies where demonstration effects can uncork pent-
up entrepreneurial energies.

Dongguan, one of the fastest-growing metro cities in China, is the center of man-
ufacturing, covering a spectrum ranging from textiles to electronics.** These in-
dustries provide jobs to skilled and unskilled workers, and the diversity is fertile
soil for new businesses. Manufacturing activities in Dongguan target foreign mar-
kets, and major multinational corporations (MNCs) such as Foxconn and Nike have
located their main manufacturing assets in the city. This further enriches the indus-
trial ecology of the city because large factories owned by MNCs exploit scale econo-
mies and buy inputs from or subcontract with thousands of specialized suppliers.’
The MNCs nourish the ecosystem with capital and production technologies and boost
the development of local research, standard setting, and testing facilities.*® No less
important from the productivity angle are the managerial, design, and marketing
techniques and the multifaceted, incremental innovations that the MNCs introduce.
That manufacturing productivity is increasing by 10 percent or more in cities such as
Dongguan testifies to the speed at which technologies are being disseminated, and
this helps to absorb rising wages while maintaining healthy profit margins.”

Bangkok is yet another example of a dynamic industrial metropolis. The core city
is richly supplied with services, and around it have sprung several secondary cities
crowded with manufacturing firms that rely on the providers of IT, finance,

¥ See Heitzman (2004) on the development of Bangalore.

3 With a population of almost 7 million in 2008, including nearly 5 million migrants, Dongguan is ranked
fourth in China in exports.

% As of 2012, Chonggqing is attempting to create a similar ecosystem, having induced Hewlett-Packard and
Foxconn to establish production facilities for computers and peripherals in the city, with the promise that the city
would work with them to attract suppliers to the inland metropolis. Together, the two companies will be investing
$3 billion (Song 2009).

3 MNCs account for 87 percent of China’s exports of electronic devices and 88 percent of the exports of tele-
communications equipment (Moran 2011).

¥ Despite rising wages, new entry and export growth continued in the Pearl River Delta during 2009-2010.
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management, marketing, logistics, and human resource management services lo-
cated in Bangkok city.*® The metropolitan economies and the advantages accruing
from the presence of the central government are such that efforts to disperse eco-
nomic activities to the central and northern parts of Thailand have made limited
headway. Other cities, such as Cairo, Rio de Janeiro, and Johannesburg, with a mod-
est suite of tradable activities, pay a price. Cairo’s manufacturing sector is smaller,
mainly low tech, and low also in the scale of competitiveness. Services cater mostly
to domestic demand and tourism. This constrains productivity gains, technologi-
cal change, diversification, and growth. Sdo Paulo and Rio de Janeiro are in a simi-
lar predicament, having deindustrialized and failed to adequately substitute de-
parting industries with tradable services.* Rio, for all its natural beauty, is a city
without the leading export and research-intensive sectors that can deliver high rates
of growth and employment and lessen the city’s dependence on budgetary trans-
fers from the center.*’

Johannesburg also suffers from slow growth, largely because of the decline of
mining and affiliated engineering industries as ore bodies have been depleted and
producers have begun shifting their operations to other countries. Engineering
industries, which tend to be skill intensive, have created few jobs for South Africa’s
legions of unemployed, youthful, unskilled workers. Growth prospects of the
Johannesburg-Gauteng region look increasingly dim over a longer horizon unless
industrial trends are reversed.

What is learned from Chinese and some Southeast Asian metropolitan centers
is that, for low- and middle-income countries, a broad manufacturing base, com-
plemented as in Bangkok, Taipei, and Shanghai by the densification of service in-
dustries, promises growth and the scope for diversification. Analysis using the
Hausmann-Rodrik-Hidalgo product space-mapping technique indicates that pro-
duction systems lying on the periphery of the product space without many linkages
to other product categories, as in the case of Johannesburg and Rio de Janeiro, face
difficulty in acquiring the richly networked core activities that contribute to a deep-
ening of industrial capabilities with better longer-term growth prospects.*' A broad-
ening industrial base and the complementary deepening of business services are
the vital sources of local financing: cities that are able to draw upon such financing
can support services that underpin continuing development; without resource
mobilization, development is quickly imperiled.

¥ Government investment in port and highway infrastructure and incentives for developers contributed to the
growth of these cities and the transfer of some of the auto, electronic, machinery, and other industries from the
core city areas (see Yusuf and Nabeshima 2010).

¥ A software industry serves the domestic market in Sdo Paulo and Rio de Janeiro, but the cities lack the large
firms that account for the performance of Indian IT centers. Cape Town is in a similar predicament: the software/
IT industry caters mostly to the domestic finance and insurance industry, which constrains its growth prospects.

40The discovery of huge offshore pre-salt oil deposits will increase the revenues accruing to the state, depend-
ing, of course, upon the terms negotiated with the center. Whether this leads to the emergence of firms serving the
oil exploration, drilling, and downstream activities or instead inflicts damage on the metro economy (so-called
Dutch disease) remains to be seen.

#1See the discussion of the product space and core periphery issues in Hidalgo et al. (2007) where it is explained
how various products are related with respect to technologies and sophistication and how closeness facilitates
transition from one product group to another.
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Financing Urban Development

Urban development assumes the provision of an array of services for businesses
and households. If these dip below minimum standards of adequacy, development
is impeded and the urban economy begins to stall and unravel. Infrastructure ser-
vices, public health, education, and police/security services are among the basics.
Scarcity of water, for example, can seriously constrain urban development, and poor
sewage, waste disposal, and sanitation compromise the health and living conditions
of the majority.

Whether a metropolitan region can build and maintain the physical infrastruc-
ture, provide basic services, supply affordable housing, and offer recreational ame-
nities is ultimately a function of finances. Transfers from central and provincial
level governments (both general and specific) are a source of revenues, but these are
on a declining trend as a share of metropolitan revenues in most countries, with the
spread of fiscal decentralization and fiscal constraints impinging on central gov-
ernments. In the interest of sustainability, transfers should constitute a relatively
modest source of revenue, and the local tax base should be the primary source of
revenues. For a city to be broadly revenue self-sufficient, at least five criteria need to
be satisfied.

First, as noted above, revenue generation is a function of the scale of economic
activity and how this translates into earnings of residents, the distribution of in-
comes, and the values of taxable assets. Thus, metropolitan policies to promote
business activities, which include fiscal policies and service delivery, are important
determinants of the revenue base.

Second, the revenue actually raised depends upon the degree of local tax au-
tonomy and taxes assigned to local authorities. Other fees collected by municipali-
ties supplement taxes, but income and real property taxes generally constitute the
bulk of local revenues. To meet expenditure assignments, subnational governments
often look to central governments to bridge any gaps, but a sustainable metropolis
should in principle be self-sufficient (see Bird 2011). Self-sufficiency also should not
be tied to the leasing of land that is providing short-term revenue windfalls for many
cities in China (40 percent of revenues on average) and Vietnam but is a rapidly
depleting source of municipal income.

Third, the selection and use of tax instruments need to be efficient and to derive
the maximum advantage by maintaining incentives for businesses and households
to remain in the jurisdiction (see Inman 2007). Moreover, local authorities need
to be able to enforce and collect the taxes, especially property/real estate taxes, and
regularly assess properties and adjust rates.

Fourth, a metropolis spanning multiple jurisdictions must be able to coordinate
regional development to optimize the provision of infrastructures and internalize
scale economies where these exist. Equally important is the coordination of tax
instruments and rates to avoid distorting incentives and inducing tax arbitrage and
Tiebout shopping.*?

42 Philadelphia has suffered from a lack of coordination on taxation, land use, and transport development
among the 238 municipalities comprising the greater metro area (see Pugh O’Mara 2002). Municipalities offer a
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Fifth, fiscal responsibility laws can serve to underscore local responsibilities,
minimize moral hazard, and induce fiscally prudent behavior.** Furthermore,
local government fiscal performance and service delivery can be bolstered by pro-
cedures for evaluating performance. Bangkok, much like other metropolitan centers
in developing countries, relies on a mix of transfers and locally sourced revenues,
but efficiency is compromised by the large number of local government organiza-
tions and an inability to effectively analyze the data collected so as to improve moni-
toring and performance.

Tax revenues can partially finance infrastructure; however, most long-lived
capital-intensive facilities call for additional financing, which can come from de-
velopment grants provided by the center or can be raised by issuing bonds that are
guaranteed by the center or provincial governments until such time as a city has
established a track record and financial credentials.

Whether via tax revenues or financing through public-private partnerships or
the financial market, sustainability first and foremost assumes that industrial de-
velopment is on track and that the trends are pointing in the right direction. Where
the development impetus is weak or failing, financial sustainability can prove elu-
sive. Financial health can also be imperiled by a failure of governance mechanisms,
central and local. This includes corruption and malfeasance, which are rife in
Karachi and Mumbai, as well as legislative logrolling, when legislators avoid the
risk of policy gridlock by indiscriminatingly voting for all new initiatives and, in
the process, store up vast problems of indebtedness, as in Brazil, for instance.**

The Smarter Metropolis: Harnessing Intelligence and
Improving Governance

The globally connected metropolis, which is a “smart city,” like Seoul, Singapore,
San Francisco, or San Jose, is doubly advantaged because it has the capabilities to
exploit the opportunities arising from globalization. There is no precise definition
of the smart city. Being “smart” is associated with a number of attributes, including
a large percentage of the population with college degrees, state-of-the-art ICT in-
frastructure, and the early adoption of environmentally friendly and green tech-
nologies.*> However, for our purposes, urban “smarts” or intelligence derives from
a concentration of skills and the quality of governance. In other words, being smart
has to do with the brainpower a city can marshal to manage and accelerate its de-
velopment with the help of innovation at many different levels. Alongside depth
and quality of human capital, these cities require institutional mechanisms and

bundle of services, amenities, and tax rates, and in principle, the mobile and well-informed individual can choose
among competing priced options a la Tiebout (1956).

43 The bailouts of Rio de Janeiro and Sao Paulo highlight this problem. Discouraging cities from using long-
term debt to finance current expenditures is a key objective. For a review of international experience of fiscal
responsibility laws, see Liu and Webb (2011).

“Inman (2007) cites a study of U.S. cities showing that a doubling in the size of a city council results in a 20
percent increase in spending per city resident.

45 Cisco, IBM, and Siemens are among the companies working to create smart networked cities, where com-
puter monitoring and control of activities will increase the efficiency of everything from transport systems to
energy and water use. For a description of Cisco’s Connected Urban Development approach and how it affects the
workplace, transport, energy consumption, and businesses using IT, see Villa and Mitchell (2010).
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basic research for generating ideas and avenues of debating, testing, and perfecting
these ideas.

The smart city can achieve rapid and sustainable growth of industry by bringing
together and fully mobilizing four forms of intelligence: (1) the human intelligence
inherent in local knowledge networks enriched by in-migration of people with di-
verse talents; (2) the collective intelligence of institutions that support innovation
through a variety of channels and serve to urbanize technologies, shaping them to
suit the environment and making them easily available to users; (3) the production
intelligence of its industrial base; and (4) the collective intelligence that can be de-
rived from the effective use of digital networks and online services, a kind of invol-
untary crowd sourcing that contributes to problem solving and a progressive up-
grading of the urban environment (Komninos 2008).* Cities positioning
themselves to become innovative hotspots (e.g., Singapore and, more distantly,
Bangalore) are open to ideas and thrive on the heterogeneity of knowledge workers
drawn from all over the country and the world. Moreover, such cities are closely
integrated with other global centers of research and technology development (they
are a part of the global innovation system), and their teaching and research institu-
tions must compete with the best for talent and to validate their own ideas. Last but
not least, because smart cities are at the leading edge of the knowledge economy,
their design, physical assets, attributes, and governance need to reflect their advan-
tage over others.

Industrial cities can become innovative cities, and in fact, a strong manufactur-
ing base can be an asset, as it is for Tokyo, Stuttgart, Munich, Seoul, Seattle, and
Toulouse. But industry is not a necessary condition: Cambridge (U.K.), Helsinki,
San Francisco, and Kyoto are not industrial cities; they are innovative cities that
have acquired significant production capabilities that are high tech or Information-
tech. As long as a city is part of a metro region or adjacent to one, size can be a sec-
ondary consideration and overridden by the advantages of livability. Medium-size
industrial cities, by exploiting localization economies, can promote the formation
of vibrant industrial clusters. And because they tend to be less congested, medium-
size cities can appeal to younger age groups concerned about the cost of living and
environmental quality, as well as to members of the creative class who place a high
premium on the quality of life, all of which ranks cities with respect to quality of
life and creativity and highlights the lead enjoyed by medium-size cities.*” Of course,
only a subset of midsize cities are potential winners, but those that exploit their loca-
tion and strategically develop the assets that contribute to long-term prosperity can
equal or exceed the innovation and productivity advantages of the most dynamic
large cities.*®

A city with an abundance of skills is better positioned to maintain industrial com-
petitiveness, to move up the value chain by assimilating technologies and reinforc-
ing catch up with innovations, and to diversify into more profitable activities as
existing ones enter the stage in their life cycle when commoditization lowers entry

46 The presence of major universities is likely to attract these four forms of intelligence (see Winters 2011).

47 Depending on the type of industry and environmental regulations, midsize cities can be more or less
polluted.

“8'The relationship between size and innovation is analyzed in Carlino, Chatterjee, and Hunt (2007).
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barriers, pares profit margins, and triggers migration to lower-cost locations. Glaeser
(2005) singles out Boston as a skilled city that has flourished because its world-class
universities and urban ambience have made it unusually “sticky” for talented peo-
ple.*® The wide base of skills has nurtured entrepreneurs and has led to the prolif-
eration of firms, supported by local venture capitalists and angel financiers, offering
jobs for skilled workers. In addition, with the universities generating so many ideas,
Boston has recovered from downturns and bouts of deindustrialization by pursuing
new technological opportunities using its unique labor pool and financing these with
the help of highly experienced, locally based venture capitalists. Boston is not alone—
other cities, such as Taipei, Beijing, Singapore, and Bangalore, aided by national poli-
cies, are adopting similar models of development to good effect.

The leading smart cities have not only deep pools of skills but also the highest-
caliber skill qualities. Growth regressions have uncovered a robust relationship
between the quality of schooling as captured by test scores of middle school students
and increases in GDP (Hanushek 2010; Hanushek and Woessmann 2010). These
results are supported by related findings highlighting the significance of the num-
bers of students in the upper tail of the distribution of test scores (see Pritchett and
Viarengo 2010). A country or city with many students with science and math scores
in the highest percentiles has the strongest growth prospects. Singapore, which is
top ranked by test scores, also has impressive competitiveness and innovation ca-
pacity rankings. It has successfully diversified and sustained an average growth
rate of 5 percent since 1995. Shanghai, which topped the Organisation for Eco-
nomic Co-operation and Development’s Programme for International Student As-
sessment results in 2009, is on its way to becoming a smart metropolis the equal of
Seoul and Tokyo. Shanghai is a magnet for talent from throughout China, and this
inflow augments its own base of high-quality skills. As traditional light manufac-
turing industries transfer to cities in Shanghai’s hinterland or to the interior, new
and more skill-intensive activities are enabling Shanghai to expand in fresh direc-
tions appropriate for a city with a per capita GDP that is five times the average for
China. Mexico City and Sdo Paulo trail Shanghai’s performance, and their pros-
pects are less bright because they have not set their sights on becoming smart cities
with human capabilities as the prime source of growth.

Governing the Metropolitan Center

A metropolis will struggle to accumulate and retain talent and create new business
lines if urban planning, management, and financing do not provide the necessary
preconditions for development. That is, smart urban governance complements other
forms of urban intelligence. The topic of urban governance and management is
covered elsewhere in this volume. Suffice it to say that the selection and empower-
ment of city managers are requisites. Smart cities plan ahead, establish realistic
monitorable targets, and place a premium on rapid and efficient implementation of
policies.*® Cities such as Singapore, Seoul, and Tokyo draw their governance capa-

4 On city stickiness, see Markusen (1996).
0The grave weaknesses of governments in industrializing countries are not so much in the making of policies
as in their implementation.
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bilities from the quality of a well-paid municipal workforce and an institutional
infrastructure that evolves with changing developmental imperatives and is quick
to incorporate IT as well as other technologies to enforce accountability and improve
service delivery. The enduring characteristic of smart cities is the awareness of com-
petition and the commitment to incremental progress through benchmarking and
learning from other cities. Smart cities, such as Singapore, are not caught unawares
by the hollowing out of traditional industries and seek to anticipate and avert or
neutralize trends that can lead to the entrenching of slums and environmental de-
cay, both physical and social. Rio de Janeiro, Karachi, and Cape Town have sacri-
ficed many of the advantages that could be derived from producing and con-
centrating skills because the environment in both cities is rendered perilous by
widespread unemployment, serious security concerns, and the obtrusiveness of
slums, whether in the core city areas or on the outskirts.

Being smart is all about defining ambitious but achievable development objec-
tives, mobilizing resources using a frequently sharpened set of incentives to deliver
results, thinking ahead so as to minimize the risk of being caught unawares, and
solving problems expeditiously. Smart cities can raise their game by making full
use of technological opportunities as they arise and by inculcating a culture of in-
novation. However, high-tech and IT intensity is not the answer for most cities, or,
at best, is it a partial answer. Smart urban development in Karachi and Cairo would
be low-tech yet innovative at the outset while aiming for longer-term growth based
on skills and technological capabilities that would narrow the vast gaps in produc-
tivity between these cities and some of their competitors in East Asia.

Connectivity

A highly connected metropolitan region enhances productivity and maximizes the
benefits from increased trade and capital flows, the circulation of talented people,
and the collaborative efforts of researchers in different countries. There are several
facets to connectedness, but the two that deserve the most attention are the quality
of the ICT and the transport infrastructures and the linkages they help create.

A wealth of research has pieced together evidence mainly from developed
countries showing that the cross-sectoral applications of ICT in myriad activities
has raised productivity and induced innovation. Erik Brynjolfsson, who is a pro-
fessor at the MIT School of Digital Business and co-author with Saunders (2010)
of “Wired for Innovation,” believes that ICT is changing the innovation process
itself. He claims that ICT “is setting off a revolution on four dimensions simulta-
neously: measurement, experimentation, sharing, and replication. They reinforce
and magnify each other” and permit the rapid scaling up of innovations (quoted
in Hopkins 2010, 52). The United States has been the leader in this regard, al-
though European countries have also benefited, and some developing countries are
catching up.

The point to be noted is that the use of ICT for industrial, commercial, or so-
cial purposes is to a great extent an urban phenomenon, and because frequency
of exchanges via electronic media also increases face-to-face encounters (Leamer
and Storper 2001), a metro region well furnished with ICT infrastructure and
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recreational amenities is the ideal setting for circulating information, testing ideas,
and developing innovation.

Seoul is a classic example of a city with state-of-the-art ICT infrastructure pro-
viding locals with unparalleled access to the Internet and the latest advances in
mobile telecommunications. Seoul’s edge over most other cities derives from the
government’s ambitious plans to wire the nation, launched in 1995 in enlightened
anticipation of a tectonic shift in communications and in the use of media (see Fari-
var 2011; Lee 2005), and its subsequent initiatives to develop IT-based activities, in-
cluding the Digital Media City, to support the growth of the digital content indus-
try, a major source of high-value-adding jobs in the metro area.

Productivity gains aside, the large strides made in weaving ICT into the fabric of
Korean urban life has spurred innovation, as evidenced by increasing patent out-
put and, more important, the rise in international collaboration between Korean
and foreign researchers. Domestic connectivity strengthened urban civil society
and energized social and intellectual activities. International connectivity is tight-
ening the linkages that Korea needs to sustain its competitiveness.

Singapore is another example of a city that has leveraged ICT to maximize gains
from globalization and has made its business environment the envy of other coun-
tries in the region and beyond. Singapore is a leader in technologies to expedite the
operations of its busy container port and its world-class airport.> It has also used
time of day electronic pricing of autos using downtown streets to smooth traffic flows
and to minimize congestion. Singapore’s e-government platform is the benchmark
for other cities, and the government is continuously searching for ways of further
pruning transaction costs. Through these investments in ICT, as well as others in
education and in health care, Singapore has strengthened connectivity, attracted
investment in productive activities, and raised total factor productivity. Other cit-
ies, taking note of the benefits accruing to Seoul and Singapore, have begun investing
in infrastructure and training, but what they frequently neglect is a comprehensive
approach encompassing financing, which is the key to mutually reinforcing gains
from several interlocking activities.

A major metropolis seeking greater connectivity must also look to its airport
and, if it is a coastal city, its port facilities. An urban economy reliant on trade—
and the foremost metropolitan regions depend upon trade to boost domestic sources
of demand by a few percentage points—must enlarge and grease the channels
through which trade flows.>? The economic significance of ports has long been rec-
ognized. A busy port has a large footprint, employing tens of thousands, and con-
sumes a wide assortment of locally produced services.*® The contribution of a ma-
jor international airport equals and may exceed that of a port. By value, close to
one-third of global trade is now shipped by air.>* This includes high-value electronic

*1On Singapore’s Portnet I'T-based business-to-business system, see Portnet.com (n.d.).

2830 Paulo’s Port of Santos has long been a bottleneck, even though the cost and the roots of its inefficiency are
well known (see Doctor 2002).

3 Cities with major ports are coming to recognize the air and water pollution caused by shipping but have been
slow to take remedial action, although some are preparing to offer docked ships power sources to run their
systems.

> On the importance of air cargo services, especially for high-value goods, see Leinbach and Bowen (2004).
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products and pharmaceuticals, cut flowers, and meat and other farm products re-
quiring a cold chain, and the percentages are rising as the cost of air transport de-
clines in relative terms with the introduction of larger fuel-efficient aircraft. In ad-
dition, airports serve as the gateways for the export of tourism and business travel
services that cities such as Cape Town, Rio de Janeiro, Cairo, and Bangkok depend
upon for the large slice of their earnings from trade. As air transport has increased
its share of trade, major airports with space around them are becoming the foci
of industrial, agricultural, and service clusters, as in the case of Dubai.® A classic
example is Dulles International Airport, which serves the area in Washington, DC,
that is the axis of IT, telecommunications, and defense industry clusters and the
growth driver for the metropolitan region.>® Other cities are also discovering that
airports can stimulate clustered industrial activities through connectivity and in-
duced employment. Songdo, a city that is sprouting IT activities adjacent to Incheon
International Airport in Seoul, is one example (see Songdo IBD 2012); Bangkok’s
new Suvarnabhumi International Airport is another. Both cities see these airports
as hubs for new activities with a high trade component.

The Sustainability Imperative

A metropolis that is deemed smart and successful must also meet the test of sustain-
ability. Metropolitan economies in low- and middle-income countries, after decades
of growth in the 5-8 percent range, must strive to generate enough employment,
raise living standards of the vast majority to socially acceptable levels, and find the
resources to address legacy problems and upcoming challenges, not to mention en-
vironmental and economic shocks.

Today’s metropolitan regions emerged in most instances with a minimum of
planning and without much attention given to resource constraints or long-term
environmental considerations. Low energy prices, transport subsidies, cheap land,
low property taxes, the lure of automobility, and the emergence of powerful lobbies
composed of real estate developers and auto manufacturers together led to hori-
zontal, sprawling urban development. Unfortunately, urban planning as actually
practiced remains frozen in time, and one can see the dead hand of the past in
industrializing economies such as China, Malaysia, Indonesia, Nigeria, and South
Africa, and also in North America, which provided the model of the sprawling
metropolitan region.”” This form of development, while it surely gives city dwellers
more living space, requires costly investment in transport, water, sewage, and en-
ergy infrastructures and greatly increases dependence on private automobiles.*®

% The greenhouse-based cut flower business around Addis Ababa also depends on air transport to ship flowers
to markets in Dubai and The Netherlands. Looking a decade into the future, rising fuel costs could put a damper
on air shipment, absent major gains in productivity.

% This clustering has given rise to Internet Alley in a four-square-mile area named Tyson’s Corner, a short
drive from Dulles International (see Ceruzzi 2008).

*7In China and Vietnam, the dependence of municipalities on revenue from land leasing (40 percent on aver-
age) makes a retreat from sprawl even harder. North America is the model also of the sprawling industrial and
science parks that have proliferated in developing countries (O’Mara 2007).

8]t also imposes a heavy burden on the poor living on the fringes of the city who must engage daily in long and
costly commutes, as in, for instance, Johannesburg and Rio de Janeiro.
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Sprawl also goes hand in hand with eating and exercise habits that are injurious to
health (Frumkin, Frank, and Jackson 2004).

The sprawling metropolis, with its low densities (see Seto et al. 2011) and its
emptiness, poses a huge challenge for sustainable development.*® Sustainability is
predicated on energy and resource conservation and on the building of robust and
resilient infrastructures. The model of a resource-frugal city is compact and verti-
cal, with high population densities that permit the efficient utilization of public
transport.®® This model, attractive to efficiency- and resource-conscious planners,
may be coming into vogue, but it should not take the form of the “tower in the
park” model so popular in China, which is much more energy intensive and isolat-
ing than the mixed-use neighborhoods it is displacing.

A doubling of urban populations demands a rethinking of how people can be
accommodated, especially if there is a growing need to conserve energy and the fer-
tile farmland adjacent to cities. The need to invest in facilities to protect the more
vulnerable cities from the consequences of climate change is another factor that
will be harder to realize given the declining trend in global savings linked to aging
populations in the developed world, as well as in some industrializing countries.
The imminence and seriousness of each of these can be debated. Legacy housing,
transport and public utility infrastructures, and inertia arising from habit persis-
tence and entrenched lifestyles are huge obstacles to changing the pattern of urban
development that cannot be ignored, but retrofitting these cities will be unavoid-
able. Resistance to increasing energy and water prices, to pricing the externalities
arising from unchecked private automobile use, to raising and collecting real prop-
erty taxes, and to modifying zoning and floor area regulations affecting land use
(Mumbai is a frequently cited example) is fierce in all countries.®® The political
economy of urban development in virtually all countries favors endless delay. This
is because politicians with short time horizons have few incentives to champion
radical policies; interest groups with a stake in the status quo forcefully oppose ac-
tions that would jeopardize the rents they gain from existing arrangements; and
households reflexively oppose higher taxes and prices. Even severe fiscal crises, the
threat of spiraling energy prices, and the increasing frequency of severe weather
events seem unable to persuade metropolitan residents in advanced and develop-
ing countries that delay is fast becoming an unaffordable luxury.

The issue of urban sustainability is here to stay, and with each passing year it will
only become more pressing. In different ways, sometimes obliquely, sometimes di-
rectly, it is being debated in crisis-ridden advanced countries in a state of political
paralysis, such as the United States; in industrializing countries currently with deep

The architect Rem Koolhaas remarks that “there are city centers around the world in which no one seems to
be a full time resident” (quoted in Heathcote 2010, 4).

60 This point is strongly championed by Glaeser (2011). Interestingly, although Manhattan is compact and
densely populated, the New York metro area covers 3,000 square miles (Greater London is 600 square miles; Paris,
1,000 square miles), and it is significantly less dense than Los Angeles, the supposed epitome of a sprawling
metropolis (with 7,738 residents per square mile vs. 5,728 per square mile for New York). But for all its density,
Los Angeles is not a walkable city (Rybczynski 2011). Metropolitan Sao Paulo covers 8,000 square kilometers,
while the Cape Town city region stretches almost 100km from end to end (UN-HABITAT 2008).

' Regarding automobile use, the vision of “mobility on demand” offered by the MIT Media Lab is alluring, and
bit by bit some elements of this are taking shape. Whether it or something like it is a part of the metropolitan fu-
ture, and not in just a few enlightened cities but worldwide, remains to be seen.
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pockets where urbanization is approaching a midpoint, such as China; and in low-
income countries in the crosshairs of climate change, such as Pakistan, struggling
with acute resource scarcities, limited organizational capabilities, and dysfunctional
governance. Reluctantly, and later rather than sooner, the great metropolitan cen-
ters throughout the developing world will translate the concept of sustainable ur-
banization into practice through a physical redesign of cities and the widespread
incorporation of green technologies and resource-frugal ways of living. Legacy in-
frastructures cannot be wished away overnight; however, through a process of de-
construction, retrofitting, adaptation, and new construction based on green tem-
plates, cities will be transformed if they are to remain livable and economically
dynamic. It may be too late to maintain atmospheric carbon dioxide concentrations
below the desired 450 ppm; mankind will need to adapt to the 550-ppm atmo-
sphere toward which the planet is heading.

CONCLUDING OBSERVATIONS ON THE METROPOLITAN FUTURE

Continuing urbanization and global warming are among the few trends about which
there can be little doubt. But no one can claim with reasonable certainty that an
increasing number of metropolitan regions will adopt the coherent long-term strat-
egies that will lead to smart, IT-enabled, compact, vertical, mixed-use, green, and
sustainable development, including in Beijing, Karachi, and Sao Paulo, to take just
three very dissimilar metro regions.®? Although many initiatives abound, with cit-
ies forming alliances and eagerly sharing experiences, the organizational capabili-
ties underpinned by political consensus and the mechanisms for formulating long-
term strategies and mobilizing resources seem far too elusive from the current
perspective. City managers have internalized few lessons on effectively planning
and financing urban development or in promoting tradable activities that can be a
source of jobs, and too many cities remain vulnerable to financial crises. Despite
recurrent fiscal debacles, local politicians and city managers are unable to learn
enduring lessons, and the accumulating research on urban fiscal policies has failed
to substantially improve urban tax systems worldwide.

The advantages, and also the drawbacks, of the compact city have been aired
for many years, but the fast-growing metro regions in emerging economies have
ignored these. The technologies, hard and soft, that can make a city “greener” have
been taking shape and are being tested piecemeal, but little has been achieved to
date. Not one of the tiny experimental green cities currently under construction
has been put to the test and its carbon neutrality convincingly established.®® The
livability of compact and green cities and how they would accommodate diverse
industrial activities are also unknowns. The technologies coming off the drawing
boards, and some being commercialized, are perhaps decades away from wide-

2For example, the World Bank (2009) notes that in China the fragmentation of land on the fringes of cities is
growing worse, land use is not being coordinated with the development of urban transport, and floor area ratios
are increasing much too slowly. In fact, the gross floor area ratios of Chinese cities are far lower than in Seoul or
Tokyo and much lower than in Manhattan.

% Some incredible specimens of the green city are taking shape in Abu Dhabi (Masdar), in Tianjin, in Shang-
hai, and in Seoul-Incheon, but their economic and social viability and carbon neutrality remain to be established
(see also Kahn 2010).
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spread application once they have been debugged and made more affordable. How-
ever, building sustainability cannot wait. Karachi, Dhaka, Cairo, Shenzhen, and Sao
Paulo are daily pouring more concrete into the ground, accommodating more
people, and building more roads. Instead of densifying, urban densities are declin-
ing. Bangkok’s urbanized area grew 16-fold from 1944 to 2002; that of Accra, by
153 percent from 1985 to 2000.

These are frightening trends and missed opportunities. Left unchecked, they will
make rationalization of urban development far more difficult. Some economists are
of the view that price adjustments reflecting energy and water scarcities, increased
vulnerability of cities near rivers to flooding and coastal locations to rising sea
levels, and inland areas to droughts and firestorms will bring about the redistribu-
tion of the population, force a refashioning of the urban landscape, and demand
the building of passive and active coastal defenses, as in The Netherlands (see Kahn
2010).%* Economists rightly underscore the strength of market mechanisms but are
apt to minimize its failings, as evidenced by the devastating financial crisis of 2008
and 2009 and the many real estate bubbles.

From the perspective of urban sustainability and green development, market-
induced changes might be too slow, too myopic, and too piecemeal, and the market
might not promote the kind of fast-paced innovation that is urgently needed or
provide the insurance required by inhabitants of vulnerable cities in developing
countries.

On the current trajectories, Karachi and Lagos could become the world’s two
largest cities by mid-century, assuming that the availability of water (fresh, desali-
nated, and recycled) permits such growth. A doubling of populations with no change
in the layout will lead to metropolitan regions that suffer from agglomeration dis-
economies and are ungovernable.

Advanced countries may have the resources to indulge in wasteful sprawling
urban regions, and they may even endure deindustrialization for several decades
by living off their accumulated fat. But industrializing countries need to learn
quickly and avoid the costly decisions made when energy, land, and water were rela-
tively cheap, green technologies were unknown, and global warming was a scientific
curiosity. Low-income countries have even less room to maneuver because they lack
the growth momentum of the leading middle-income nations, as well as the techno-
logical capabilities and resources, and in addition, they must cope with rapidly ex-
panding populations.

With so much urbanization still lying ahead and the stakes rising, the design
and implementation of forward-looking urban development strategies are taking
on a heightened importance. Whether countries make rapid strides on the eco-
nomic front will depend upon one or a small handful of metropolitan centers. And
whether these are smart, sustainable, economically dynamic, and livable will also
depend on how cities develop organizational and technical skills, assure revenue
autonomy, create agile infrastructures (soft and hard), and make the best use of
evolving practical ideas and technologies to take existing and budding metropoli-
tan regions boldly into an uncertain future.

%4See Jha et al. (2011) on both the magnitude of the problems and remedial measures.
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THE NATIONAL FISCAL AND
INSTITUTIONAL STRUCTURE

PAUL SMOKE

An important yet neglected issue in the study of urban public finance in devel-
oping countries is how urban and metropolitan governments are situated in
the broader national fiscal, institutional, and political framework. The details and
dynamics of this framework affect the ability of urban governments to operate with
legitimacy and to perform effectively. This is particularly critical at a time when ur-
ban governments are being called on to play greater roles in promoting economic
development, addressing environmental problems, and dealing with other grow-
ing challenges (see, e.g., United Cities and Local Governments (2010), Birch and
Wachter 2011).

The multifaceted national framework for urban government has likely been
underexplored because its diverse, complex, and evolving nature creates challenges
for both single-country and comparative analysis. Factors that affect urban perfor-
mance, such as the number of government levels and their respective functions, are
shaped by context-specific historical dynamics that may limit or complicate policy
reform options.

Despite these challenges, there is potential value in broad-based assessment of
national frameworks. Much fiscal analysis of urban governments has been too cen-
tered on normative diagnostics that are limited in scope and inadequately consider
key factors that can affect fiscal performance. The best intergovernmental fiscal sys-
tems, for example, are unlikely to be effective without appropriate institutional
structures and accountability mechanisms in place, and politics always influence
reforms.

Normative principles of fiscal federalism, local democracy, local accountability,
and other aspects of intergovernmental frameworks are well known and have

Research assistance was provided by Dave Algoso, Gundula Loffler, Jenna Magee, and Alberto Orozco-Ochoa.
Particularly valuable comments were provided by Roy Bahl, Blane Lewis, Vito Tanzi, Philip van Ryneveld, Khaled
Amin, and David Gomez-Alvarez.
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received considerable attention, including elsewhere in this volume. Rather than
exhaustively cover these principles or present a comprehensive diagnostic, this
chapter provides a broad synopsis of fiscal and institutional structures and inter-
governmental relationships that do or could affect the ability of local governments
to meet critical objectives.! To illustrate variations and how they may influence fis-
cal performance, a selective set of countries is considered, with reference to addi-
tional experiences where relevant.

The next section outlines basic facts about the countries being examined. This is
followed by a review of their overarching institutional, fiscal, and governance frame-
works and other aspects of their intergovernmental systems. The chapter concludes
with a summary of the case for better understanding national frameworks as part
of the process of selecting pragmatic policy choices to promote local and metro-
politan fiscal performance.

THE COUNTRIES AND SOME BASIC FACTS

The countries examined in this chapter are not scientifically representative, but
they do include an array of developing and middle-income countries located in Af-
rica, Asia, Latin America, and the Middle East (table 3.1).2 The countries range from
primarily rural (Cambodia, Uganda) to primarily urban (Brazil, Mexico, South Af-
rica), with several countries in between (Egypt, Ghana, India, Indonesia, Philippines).?
Some of the less urbanized countries (Cambodia, Uganda, Ghana) are urbanizing
rapidly.

India has 46 urban areas with more than 1 million inhabitants, while Brazil,
Mexico, Indonesia, and South Africa have 21, 12, 8, and 7, respectively. Smaller coun-
tries (Cambodia, Ghana, Uganda) have only one or two urban areas of this size. Even

! A number of broad-based or comparative references include Ahmad and Tanzi (2002), Cheema and Rondi-
nelli (2007), Connerly, Eaton, and Smoke (2010), Slack (2007; 2010), Slack and Chattopadhyay (2009), Steytler
(2005), and Wilson (2011).

2 A number of comparative (global or regional) references were used to derive information for multiple coun-
tries reviewed here, including Burki, Perry, and Dillinger (1999), Crawford and Hartmann (2008), Ichimura and
Bahl (2009), Martinez-Vazquez and Vaillancourt (2011), Ndegwa and Levy (2003), Peterson and Annez (2007),
Sahasranaman (2009), Smoke, Gomez, and Peterson (2006), Stren and Cameron (2005), United Cities and Local
Governments (2010), World Bank (2005), and Wunsch and Olowu (2003).

*Information on Cambodia is drawn largely from the review in Smoke and Morrison (2011) and the website of the
National Committee for Subnational Democratic Development (http://www.ncdd.gov.kh). Information on Uganda
is drawn largely from Ahmad, Brosio, and Gonzalez (2006), Smoke, Muhumuza, and Ssewankambo (2011), and
the Uganda Local Government Finance Commission website (http:/www.lgfc.go.ug). Information on Brazil is
drawn largely from Alfonso and Araujo (2006), de Mello (2007), Rezende and Garson (2006), and Souza (2003).
Information on Mexico is drawn largely from Grindle (2007), Guigale (2000), Moreno (2003), Revilla (2012), and
informal sources provided in other notes. Information on South Africa is drawn largely from Bahl and Smoke
(2003), Republic of South Africa (2008), van Ryneveld (2007), and the National Treasury (Intergovernmental Fis-
cal Affairs Division) and Department of Cooperative Governance and Traditional Affairs (formerly the Depart-
ment of Provincial and Local Government) websites (http://www.treasury.gov.za/publications/igfr/default.aspx
and http://www.cogta.gov.za). Information on Egypt is drawn largely from Algoso and Magee (2011) and Ebel and
Amin (2006). Information on Ghana is drawn from Awortwi (2010), Hoffman and Metzroth (2010), and Kuusi
(2009). Information on India is drawn largely from Garg (2007), Government of India (2009), Rao and Bird (2010),
and the websites of the India Finance Commission (http://www.fincomindia.nic.in/), the India Planning Commis-
sion (http://planningcommission.nic.in/), the Union Public Service Commission (http://www.upsc.gov.in/), and
National Institute of Public Finance and Policy (http://www.nipfp.org.in/). Information on Indonesia is drawn
largely from Alm, Martinez-Vazquez, and Indrawati (2004), World Bank (2005), Republic of Indonesia, Ministry of
Finance (2011), and Indonesian Decentralization Support Facility (2012). Information on the Philippines is drawn
largely from Manasan (2004), Nasehi and Rangwala (2011), World Bank (2005), and Yilmaz and Venugopa (2010).
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some larger countries only have a few, for example, two each in Egypt and the
Philippines.

Most of the countries are unitary systems, but Brazil, India, and Mexico are fed-
eral. All of the countries are at least nominally multiparty democracies, but some
have competitive elections, while single parties dominate others (Cambodia, South
Africa, Uganda), and one (Egypt) is undergoing a dramatic political and institu-
tional transition.

These country characteristics are often indicative, although not neatly determin-
istic, of how subnational governments are treated in the intergovernmental system.
Intergovernmental relations differ in unitary systems relative to federal systems,
although not always in obvious ways. Strong local governments can be established
in the former, and local governments can be constrained by state governments in
the latter.

Larger urban governments tend to have more independence through formal
design or, more typically, by virtue of their greater size, functions, and revenue
capacity. That does not, however, necessarily protect them from higher-level inter-
ference and problematic intrajurisdictional dynamics. Such relationships can be
complicated even in federal systems where states have strong constitutional au-
thority or where different political parties control national/state (provincial) and
urban/metropolitan governments.

THE OVERARCHING POLICY FRAMEWORK

This section reviews the constitutional and legal framework for subnational gov-
ernment, noting (if known) whether urban or metropolitan areas are differen-
tially treated. The focus is on basic institutional structures and major legal/policy
provisions.

Intergovernmental Institutional Structure

All countries considered here have multiple subnational levels (table 3.2), ranging
from two (Brazil, Mexico, South Africa) to five (Egypt, Uganda). Some countries
have semiautonomous local governments that substantially answer to their con-
stituents (devolution), such as South Africa. In others, subnational jurisdictions have
greater accountability to the central government (deconcentration), as in Ghana,
where one level (the region) is purely administrative.

The treatment of urban areas varies across countries. It is not uncommon to
adopt a special designation for the capital city (Brazil, Cambodia, India, Indonesia,
Mexico, Philippines, and Uganda). In some cases, the capital is legally equivalent to a
higher government tier. For example, the city of Kampala has the legal status of a dis-
trict, and Jakarta functions much like a provincial government. Mexico City has char-
acteristics of both a state and a municipality, but it has a unique legal status. Cairo has
no special status, but it is governed differently than other urban areas in Egypt.

There are also other asymmetries in the treatment of urban governments. In
Cambodia, the three largest municipalities after the capital Phnom Penh have
provincial status, and metropolitan divisions in Ghana (districts) have the same



TABLE 3.2

Levels of government and administration

Country

Levels

Brazil
(two levels)

Cambodia
(three levels)

Egypt
(five levels)

Ghana
(three levels)

India

(three levels)

Indonesia
(three levels)

Mexico
(two levels)

Philippines
(four levels)

South Africa
(two levels)

Uganda

(five levels with

one primary)

« States (26) and Federal district (Brasilia)
» Municipalities (5,564)

« Provinces (23, including 3 municipal) and capital
« Districts (159) and municipalities (26)
» Communes and sangkat (municipal communes) (1,621) divided into villages

» Governorates (29)

» Markaz (regions) and city administrations (232)

« Districts (smallest entity in urban governorates)

« Villages (in mixed urban/rural governorates)

« No special provisions for the capital, but new legislation planned

« Regions (administrative) (10)
« Districts (170), including 40 municipal and 6 metropolitan districts
« Town/area councils/others under districts (>16,000)

« States (28)

« Union territories (7), including the federal district

« Local bodies—urban local bodies: municipal corporations (138), municipal
councils (1,595), town councils (2,108); rural local bodies (panchayati raj):
zilla (593), samities (6,087), gram/village (239,432)

« Provinces (33), special regions (2), and capital city
« Local governments: kota (cities, 98) and kabupaten (districts, 410)
« Desa (villages)—very limited role (69,249)

« States (31) and the federal district (Mexico City)
» Municipalities (2,456)

« Provinces (79)

« Cities (112)

« Municipalities (1,496)

« Barangays/villages (41,944)

» Provinces (9)
» Municipalities: metropolitan (8), districts (44), and local (231); the latter are
“wall to wall” within districts

« Districts and the city of Kampala (112) (primary)

« Counties (162) plus 22 municipal councils and 5 city divisions

« Subcounties (1,147 plus 64 municipal divisions and 165 town councils)
« Parishes (7,771 including city wards)

« Villages (66,579)

SOURCE: Urban data are taken from U.N. Department for Social and Economic Affairs (2009). Other data from country-
specific sources summarized in notes 2 and 3.
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status as rural district governments. In Indonesia, cities (kota) are legally identical
to districts (kabupaten), and South Africa has three categories of municipal gov-
ernment: metropolitan or metro areas, districts, and local areas.

Decentralization and Subnational Government Policy

Countries take different approaches to decentralization and subnational govern-
ment policy (table 3.3). Egypt is the only country here that has not formally empow-
ered local governments, although minor decentralization was piloted prior to the
fall of President Mubarak in 2011, and the new constitution (2012) suggests that
decentralization is likely to be important in the future, but many details need to be
developed in future laws.

Devolution tends to be stronger in federal countries (Brazil, India, Mexico) than
in the unitary countries, but the former usually give states considerable control over
local (and urban) governments. Brazil empowers and finances municipalities

TABLE 3.3
Decentralization and subnational government policy

Country Policy

Brazil Strong devolution, with three levels of government and considerable relative
independence of third tier from second tier.

Cambodia Long centralized system with minor decentralization to communes (2001). Reforms
have been mandated for provinces, municipalities, and districts (2008) but not
fully implemented.

Egypt Highly centralized system with limited experimentation with decentralization.

System will change after uprising of January 2011, with some form of decentral-
ization likely.

Ghana Deconcentration with nominal devolution. Lack of resources at subnational levels
severely constrains district autonomy.

India Federal system with strong states. Lower tiers are dependent on states, but larger
urban areas have more independence. There is some policy discussion about
pushing states to empower local tiers more significantly.

Indonesia Focus on devolution to cities and districts in 2001, replacing former emphasis on
deconcentration to provinces. More recent reforms have marginally increased
the role of higher levels.

Mexico Federal system with strong states. Lower tiers are dependent on states, but there are
new efforts to empower municipalities and promote cooperation in metropolitan
areas.

Philippines Focus on devolution to subprovincial units since early 1990s, but national agencies

and provinces still play a significant role.

South Africa  National/provincial/local framed as three distinct but interdependent (not
hierarchical) spheres of government. Municipalities (especially metropolitan) are
more independent than provinces. Recently, powers of metropolitan and large
urban governments have increased, and there has been some discussion of
restructuring weak municipalities.

Uganda Focus on decentralization of responsibilities to devolved district councils with four
tiers below, but considerable recentralization in recent years.

SOURCE: Information from country-specific sources summarized in notes 2 and 3.
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directly, although over time the federal government has increased constraints on
municipalities.

A number of unitary states (Indonesia, South Africa, Philippines, Uganda) give
considerable powers to subnational governments, sometimes differentially to cer-
tain levels or urban jurisdictions. Indonesia and the Philippines empower the local
tier more than the intermediate (provincial) tier. Uganda has no provincial or state
governments (due to geographic ethnic identification and association with tradi-
tional kingdoms that modernizers wanted to marginalize), and Ghana has admin-
istrative regions without elected councils. South Africa does not use the terms tier
or level in its framework; it has three distinct, nonhierarchical spheres (national,
provincial, municipal).

Another noteworthy issue is how decentralization is rolled out and sequenced.*
Reforms often focus simultaneously on all levels, or first on larger urban areas, but
there are exceptions. In Cambodia, for example, decentralization started at lower
rural levels, not in urban areas (due to strong rural support for the ruling party).
Only more recently have higher levels been included, including conferring special
status on Phnom Penh.

Decentralization policy may change over time. Uganda has rolled back key local
(including urban) powers, while South Africa has increased metropolitan powers
through sectoral laws, including in transport and housing (and is also considering
consolidation of small/low capacity municipalities). The Indian and Mexican gov-
ernments have proposed or taken steps to increase lower-level powers because states
have not. Such shifts generally result from evolving political dynamics and/or per-
formance concerns (see Eaton, Kaiser, and Smoke 2011).

Formal Basis for Decentralization

Countries establish and define subnational governments through constitutional,
legal, or administrative provisions (table 3.4), with the former generally considered
stronger and more durable. In the Philippines and South Africa, reform was initi-
ated with constitutional provisions followed by clarifying laws. In Ghana, Indone-
sia, and Uganda, laws established the framework, which was then at least partly
codified in a constitutional amendment or new constitution. The recently replaced
Egyptian Constitution provided for local administration, with subsequent laws
both supporting and limiting local powers. The 2012 constitution outlines the broad
contours of a decentralized system but leaves the details to further legislation. Cam-
bodia is the only country here that has no constitutional basis for decentralization
(except to establish levels of administration).

Constitutional and legal provisions are usually general, such that additional le-
gal or administrative action is required. In Cambodia and Indonesia, follow-up has
been insufficient to establish functional clarity. In some unitary systems and under
certain political conditions (Philippines and Uganda), it has been possible to ignore
or rescind, formally or informally, constitutional and legal provisions without a
strong challenge (see Smoke, Muhumuza, and Ssewankambo 2011; World Bank

*The issue of sequencing is reviewed in Smoke (2010).



TABLE 3.4

Decentralization frameworks

Country

Framework

Brazil (constitutional
and legal)

Cambodia (legal and
administrative)

Egypt (legal and
administrative)

Ghana (legal basis/
constitutional
codification)

India (constitutional
and legal)

Indonesia (legal
basis/constitutional
amendment)

Mexico (constitutional

and legal)

Philippines (legal and
constitutional)

South Africa
(constitutional
and legal)

Uganda (constitutional
and legal)

The constitution (1988) gives considerable powers to state and municipal
governments. The Fiscal Responsibility Law (2000) outlines additional
regulation and oversight, and various specific laws apply.

The Law on Commune/Sangkat Administrative Management (2001) and
Election Law (2001) established elected commune councils. The Law
on Administrative Management of Capital, Provinces, Municipalities,
Districts and Khan (2008) extends powers to other levels. Details are to
be provided in laws or decrees.

Law 124 (1960) created a hierarchy of local councils. Law 52 (1975)
increased powers of local elected councils. Law 43 (1979) removed some
powers. A new system is outlined in general terms under the 2012
constitution.

The Local Government Law (1988) established a new system with district
assemblies as the key institutions. The constitution (1992) further
codified this system. The Local Government Act (1993) assigned
general responsibilities to districts.

The federal system is outlined in the 1949 constitution; some amendments,
including the 73rd and 74th (1992), strengthen substate institutions and
governance, but these are subject to state government legislation and
regulation.

Law 22 on Regional Government (1999) amended as Law 32 (2004), Law
25 on Fiscal Balance (1999) amended as Law 33 (2004), and Law 34 on
Regional Taxes/Levies (2000) amended as Law 28 (2009) provide the
basic framework. A constitutional amendment (2000) strengthens the
basis for decentralization.

The constitution (1917) lays the foundation for state and municipal
governments, with additional details outlined in the Law on Fiscal
Coordination (1980) and amendments. New legislation is intended to
strengthen municipalities.

The constitution (1987) provides for local government autonomy. The
Local Government Code (1991) and various laws (pre- and post-
Marcos) define aspects of the system.

The constitution (1996) and the Municipal Structures Act (1998)
established three spheres of government and defined functions/powers.
Additional laws include the Municipal Systems Act (2000), Municipal
Finance Management Act (2003), Municipal Fiscal Powers and
Functions Act (2007), and some sectoral legislation, including the 2009
National Land Transport Act.

The Local Governments (Resistance Councils) Statute (1993) reinforced
political authority of existing local councils. The constitution (1995)
outlined functions and finances of local councils. The Local Government
Act (1997) defined expenditure assignments in more detail.

SOURCE: Information from country-specific sources summarized in notes 2 and 3.
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2005). States in federal systems (India and Mexico) tend to retain substantial con-
trol over lower tiers. In Mexico, the central government recently acted to empower
municipalities. In India, the 13th National Finance Commission increased re-
sources for local bodies (although still channeled through the states), and there is
talk of further pro-local-government reform.

Finally, even if they establish urban and metropolitan governments, few consti-
tutional and legal provisions differentially empower them with specificity. For
example, Article 197 of the Ugandan Constitution states: “Urban authorities shall
have autonomy over their financial and planning matters in relation to the district
councils as Parliament may by law provide.” The Ghana Local Government Law
(1988) provides for metropolitan and municipal districts where the population
meets certain thresholds but without asymmetric empowerment. South Africa, on
the other hand, allows for differentially empowered metropolitan municipalities.
Similarly, the Indian framework enables creation of municipal corporations with
more robust powers (subject to state variation) in large urban areas. National laws
may provide for overarching governance structures where there is jurisdictional
fragmentation, for example, the Metropolitan Manila Development Authority.?

FISCAL POWERS AND FUNCTIONS

Any level of government, urban or otherwise, is assigned fiscal powers (functions,
revenues, transfers, and borrowing authority). Some frameworks are specific about
and differentially empower urban areas, but more often detailed assignments are
left to subsequent laws and regulations. Where there is lack of clarity, service deliv-
ery gaps, redundancies, or inefficiencies are more likely. Problems can arise in metro-
politan areas where functions are fragmented across separate jurisdictions.

Distributing Functions Among Levels of Government

There is considerable variation in functional assignments and public spending shares
across levels (table 3.5). Brazil has extensive cosharing, with only limited exclusive
municipal assignments. In other cases, subnational levels receive more functions
than the center, including Indonesia, the Philippines, and Uganda. In Cambodia
and Ghana, functions remain more centralized or are subject to strong central con-
trol and/or require follow-up legislation. In Egypt, most functions are centralized,
and subnational actors largely follow national directives. South Africa splits major
functional responsibilities between levels: provinces have more responsibility for
education, health, and social welfare, while municipalities provide roads and basic
utilities, although there is considerable concurrency that complicates service deliv-
ery.® In federal countries, such as India and Mexico, state governments have discre-
tion over functional assignment to municipal and rural governments as well as how
and at what pace to devolve.

Formal provisions assigning differential functions to urban/metropolitan areas
appear uncommon, with a few exceptions. South Africa provides for differential

%See the discussion of the Metropolitan Manila Development Authority in Nasehi and Rangwala (2011).
®For recent thinking on this, see Steytler and Fessha (2011).



TABLE 3.5

Local functional assignments and expenditure shares

Subnational share of total

Country Subnational functions expenditures*

Brazil Most functions are shared. Preschool and primary 26.3% (2007) by municipal
education, preventive health care, and historic/ governments.
cultural preservation are primarily local. Only public
transport (inner city) and land use are purely local.

Cambodia Provinces dominate subnational service delivery but Around 20% overall (2007),
remain under national line ministries until 2009 but only 2-3% at the
legislation is further defined and implemented. commune level, with the
Communes have discretion but few mandatory rest mostly deconcentrated
functions and resources. Legal provisions are in place until new reforms occur.
for eventual transfer of more functions.

Egypt Major public services (education, health, housing, etc.) 11.2% (2007) by all subnational
are primarily delivered by national line ministry levels, mostly deconcentrated
departments/agencies at the governorate level. expenditures made as per
Funding is available for limited local functions central directives.
through the Ministry of Local Development.

Ghana National ministries provide education, health, and 10% (2006) local, including
agriculture services. Districts provide water/electricity metropolitan areas and
and have authority for other sectors but lack districts.
resources.

India The constitution (12th Schedule) allows 18 municipal Around 66% subnational (2004),
functions, but each state determines specifics. States nearly evenly divided between
differentiate (variably) in practice, generally favoring states and lower tiers, with
large urban areas. Around 60% of local government higher expenditures in urban
spending is on “core functions” (mostly urban), areas.
including water, street lighting, sanitation, and roads.

Indonesia Obligatory local functions include health, education, Around 35% (2007) by all
environment, and infrastructure. Provinces were subnational levels, with
originally assigned coordination and gap-filling roles. about 80% of that by
Law 32/2004 increases their role and raises concern districts and cities.
about lack of functional clarity.

Mexico Many functions shared across levels. Local functions Around 45% in total, of which
include fire, housing, planning, refuse collection, around 6% is municipal
parks, leisure, aspects of transport, and public (2007).
utilities.

Philippines Substantial functions are devolved to subnational 25% at the subnational level
governments, particularly health, social services, (2006), with about 55% of
environment, agriculture, public works, education, that by cities, municipalities,
tourism, telecommunications, and housing. and barangays.

South Africa  Provinces are responsible for primary/secondary 56.3% of total public expendi-
education, health care, and social welfare. Municipal tures (2007) occur at the
governments are responsible for water/sanitation, subnational level, and 22.1%
roads, and electricity. Actual responsibility varies by municipal, with metros
region and municipal government capacity. There is an accounting for 57.5% of all
ongoing shift of built environment functions to municipal spending.
metros.

Uganda Districts and urban governments are responsible for most ~ 23% of total public expenditures

functions but are increasingly governed by national
mandates and conditional transfers. Urban areas have
larger revenue bases and more de facto discretion.

occur at the local govern-
ment level.

*Separate data for intermediate and local levels are provided where relevant and available.

SOURCE: Information from country-specific sources summarized in notes 2 and 3.
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treatment of metropolitan municipalities in the constitution and in some laws (see
table 3.4). The 2009 National Land Transport Act, for example, specifically empow-
ers metros. With or without explicit legal mandates, however, metropolitan and
large urban areas tend to provide a greater range of services than other local govern-
ments, often with greater de facto autonomy.” In South Africa, eight metro munici-
palities accounted for nearly 60 percent of total spending by the 238 municipalities
in 2007 (for details, see Republic of South Africa 2008).

Subnational Revenues: Own-Source Revenues and Sharing of
Specific Higher-Level Revenues

Subnational own-source revenue and tax-sharing provisions are diverse (table 3.6).
Local sources are limited in Cambodia, Egypt, and Uganda and more extensive in
Brazil and the Philippines (see also chapters 6, 7, and 8). Full local autonomy over
any tax is rare, but there is often some discretion over the rate, at least within a
range. Pricing of major services, such as water, is typically subject to regulation, but
there is often some flexibility on setting local user charges. In Indonesia and Uganda,
postdecentralization constraints have been placed on local revenue generation. In
Indonesia, however, these restrictions were intended to reduce the use of problem-
atic taxes that emerged after decentralization (for details, see Lewis 2003; 2005).

With respect to tax sharing, a few countries, for example, Brazil and Indonesia,
provide substantial sharing of revenues from a number of individual higher-level
taxes. In most cases, however, revenue sharing is primarily accomplished through
formula-based transfers (see next section and table 3.7) that allocate a block of
nationally raised revenues.

Local governments not uncommonly collect 10 percent or less of their revenues.
This might be expected in Cambodia, Egypt, and Uganda, but it is also true in
more devolved countries, such as India and Indonesia. However, this must be inter-
preted in context. Indian subnational governments, for example, receive significant
shared revenues and transfers, which may reduce their incentive to tax locally. The
Indonesian property tax has been a national tax shared with lower levels, although
it is now being devolved.

There can be considerable variation in vertical imbalance within countries. In
federal systems, this partly results from differential state policies, but it is substan-
tially due to the superior revenue bases and capacity of major urban areas relative
to smaller urban and rural jurisdictions.® In South Africa, for example, metropoli-
tan municipalities are much more fiscally independent than other local govern-
ments, and they are seeking the implementation of a new local business tax.

Intergovernmental Transfers

Intergovernmental transfers often heavily supplement subnational resources, but
they can also constrain local autonomy and discourage revenue generation (see
also chapter 9). Their use, in terms of importance, objectives, distribution across

7'This is the general sense that emerges from the various case materials.
8This is the general sense that emerges from the various case materials.



TABLE 3.6

Subnational revenues: Local/municipal own-source revenues and shared taxes

Country Own-source revenues Shared sources*

Brazil Municipalities are allowed to collect tax on services The federal level shares rural
(most important in major cities), urban property tax, property tax (50%), industrial
real estate transfer tax, and fines and public utilities tax (25%), and gold financial
fees. Municipalities collect about 20% (2007) of their operations tax (70%).
revenues from own-source revenues, more in larger Municipalities get 25% of state
cities. value added tax and 50% of

vehicle registration.

Cambodia No major own-source revenues are collected. Com- Most revenue sharing occurs
munes are legally allowed to collect administrative through line-ministry allocations
fees, land and property tax, and user charges, but this to provinces and transfers to
authority remains mostly unimplemented. Authority communes (see table 3.7).
to higher levels under 2009 legislation is also not
implemented.

Egypt Only minor local own-source revenues are permitted. Local entities share tax
The only notable exception is the Local Services and (entertainment, property) and
Development Account, which allows local adminis- nontax (drivers license and
trations to charge fees for ad hoc activities, but it various fees) sources, but rates
rarely raises more than a small portion of local are fixed.
revenues.

Ghana Local governments collect more than 50 mostly minor Central revenue sharing to local
taxes, licenses, fees, and charges. They can set the tax governments occurs through
rate but not the base, and they collect fees but not a pool of general resources
taxes. Revenue generation is subject to central (see table 3.7).
approval.

India Municipal bodies can levy/collect taxes allowed by Federal and state revenues are
states from a list in the constitution (7th Schedule): mostly shared with lower
« Property taxes (highest own urban revenue). tiers through formula-based
« Octroi (on goods entering a locality), once a major transfers (see table 3.7). The

source but now abolished in all but one state. government is proposing a
» Minor fees/charges (dominate rural own-source destination-based goods and
revenue). services tax, with sharing
There is major vertical imbalance: local bodies account details under discussion.
for 33% of public spending but only 3% of revenues,
>10% of own-source revenue, and >90% from urban
areas.
Indonesia Subject to some central control: Main sharing is via formula

« Provincial (substantially shared with local level):
motor vehicles, fuel, groundwater taxes.

« City/district: electricity, hotel/restaurant,
entertainment, advertisement, mineral
exploitation, parking taxes, various others.

o User fees and charges at both levels.

Local governments collect around 15% of their revenues

(2008), more in cities; provinces collect around 45%.

transfers (see table 3.7). Select
taxes/state enterprise revenues
are shared, including property
tax (being devolved), natural
resources revenues, and personal
income tax. Revenue sharing has
been expanded.



TABLE 3.6

(continued)

Country Own-source revenues Shared sources*

Mexico Municipalities receive revenues from urban property Main sharing occurs through
taxes, vehicle registration, and fees that vary by intergovernmental transfers (see
states. Municipalities collect 15.6% (2007) of their table 3.7); 20% of oil production
total revenues, but this can be higher in major urban revenues from states are shared
areas. with municipalities.

Philippines Subject to regulation, subnational sources include Central revenue sharing
« taxes on real property/property transfer, local occurs mostly through

business turnover, quarries, amusement, public intergovernmental transfers
enterprise proceeds; and (see table 3.7). National wealth
« many types of user fees and charges composite (based on a specific
Cities can impose the full set of subnational taxes, with set of national revenues) and the
fewer allowed in provinces and municipalities. Cities tobacco excise tax are shared
and provinces must share many revenues with with subnational governments.
municipalities and barangays.
Subnational governments collect about 30% of their
revenues (2006) but less (20%) by provinces and can
be much higher (=260%) in cities.

South Africa  Major municipal revenue sources include Revenue sharing is done primarily
« property rates; through the intergovernmental
« service fees (water, sanitation, electricity); and transfer system (see table 3.7).

« a Regional Services Council Levy until abolished in
2006 and replaced in metros with an origin based
share of the national fuel levy.
The metros are seeking approval for a new local
business tax.
Municipalities in the aggregate collect about 75% (2007)
of their revenue but there is considerable diversity,
from near fiscal independence in metros to near full
dependence in smaller urban/rural areas.
Uganda Primary local revenue sources include Central revenue sharing is done

e property rates;
« arange of fees and charges; and
« a graduated personal tax that was the main
source outside Kampala until suspended in 2006.
Local governments were partly compensated, and
service/hotel taxes instituted, but with uneven
benefits.

Local governments collect <10% of revenues, although
this can be higher in urban areas.

entirely through transfers (table
3.7). No individual taxes are
specifically shared; this may
change with the discovery of
oil and gas and the possibility
of shared taxation of these
resources.

*The focus is on municipal/local sources unless provincial/state resources are shared with lower levels.

SOURCE: Information from country-specific sources summarized in notes 2 and 3.
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levels of government, and degree of discretion in their use, varies substantially
(table 3.7).

In some cases, fixed percentages of specific taxes (Brazil) or national revenues
(Cambodia, Ghana, Indonesia, Mexico, Philippines) are transferred, mostly by for-
mula but sometimes in part on derivation (Mexico). In a few cases, the pool is
decided in the annual budget process (South Africa and Uganda) or fixed for a
period (e.g., five years in India as per the National Finance Commission recom-
mendations). Transferred resources dominate in Egypt but through a nontranspar-
ent budgeting process (see Algoso and Magee 2011; Ebel and Amin 2006).

Some countries have only a few transfer programs with a dominant uncondi-
tional formula-based transfer (Indonesia, South Africa, Philippines). In other
cases, multiple transfers are important or use of general revenue sharing is re-
stricted (Brazil, Ghana, Uganda). In Ghana, this was intentional from the start, but
in Brazil and Uganda earmarking increased over time because of service delivery
concerns. India has a complex set of transfers framed by national planning and fi-
nance commissions and further defined by state finance commissions. This in-
cludes a variable (across states) mix of unconditional and conditional transfers,
some not transparently allocated. In India and Mexico, states have an important
role in determining transfers to municipal and other substate levels.

Few transfers are specifically dedicated to large urban or metropolitan areas.
Examples include the Jawaharlal Nehru National Urban Renewal Mission for
urban infrastructure in India (see Government of India 2009) and the Municipal
Development Fund in the Philippines (which also executes infrastructure loans;
see below). Major urban areas, however, are often considerably less dependent on
transfers in both aggregate and per capita terms because of their superior revenue
capacity and, in some cases, ability to borrow for capital investment.

The impact of transfers on urban areas can shift over time. In South Africa, for
example, metros are increasingly dependent on transfers because of an influx of
poor residents (the Equitable Share transfer formula is based on the cost of pro-
viding certain basic services to citizens living below the poverty line), devolution
of expensive functions (especially public transport), and the abolition in 2006 of
the Regional Services Council levy, a combination payroll levy and turnover tax
that heavily benefited larger municipalities (for details, see Republic of South Af-
rica 2008).

Subnational Government Borrowing

All countries reviewed here except Cambodia have constitutional and/or legal pro-
visions for subnational borrowing (table 3.8). In Ghana, Egypt, and Uganda, there
is little or none in practice. In Indonesia, borrowing has at times been significant
(mostly from public sector mechanisms), but poor repayment and lack of an ade-
quate borrowing framework have led to a decline relative to infrastructure invest-
ment needs (see Lewis 2007 and Indonesian Decentralization Support Facility 2012).

A number of more advanced economies with some creditworthy subnational
governments have moderate or extensive borrowing, including Brazil, India, Mex-
ico, the Philippines, and South Africa. In federal systems, a large share of subnational



TABLE 3.7

Intergovernmental transfers

Country

Unconditional transfers

Conditional transfers

Brazil

Cambodia

Egypt

Ghana

India

Indonesia

Mexico

Philippines

South Africa

Uganda

Federal equalization transfer to the municipali-
ties funded with a 22.5% share of the federal
value added tax and income tax revenues;
10% goes to the state capital and 90% to
other municipalities by formulas.

Communes receive unconditional formula-
based transfers financed by a fixed
percentage of national revenues (currently
3%) allocated to the Commune Sangkat
Fund. Transfers for provinces, municipalities
and districts are to be determined.

There are only minor unconditional transfers;
most funds are allocated through the
national budget by sectors.

The District Assembly Common Fund, which
receives 7.5% of national revenues, is by law
permitted to be unconditional but is usually
earmarked.

Indian transfers are complex. There are
substantial formula-allocated transfers.
National finance commissions constituted
every five years determine the revenue-
sharing pool and formula and the planning
commissions provide development grants.
State finance commissions share state
revenues with lower tiers. Minor federal
transfers for lower tiers pass through states.

Formula-driven Dana Alokasi Umum revenue
sharing accounts by law for at least 26% of
domestic revenues. Horizontal shares are
based substantially on salaries and partly on
a fiscal gap measure. Criteria change
periodically.

Twenty percent of the state share in federal
revenues is shared with municipalities; 1% of
federal revenues are shared on a derivation
basis with municipalities.

The Internal Revenue Allotment allocates by
formula 40% of internal revenues, distributed
as 23% each to provinces and cities, 34% to
municipalities, and 20% to barangays. The
allotment dominates transfers (94% in 2006).

There is no fixed pool for the Equitable Share
(unconditional) transfer, which accounts for
almost 20% of aggregate local revenue (2007)
but much less in metros and much more in
rural municipalities (pro-poor formula).

No fixed pool is shared with local governments.
Only about 10% of transfers are unconditional
(2008). A small equalization grant authorized
by the constitution has been shrinking and is
almost inconsequential.

Some earmarked and discretionary transfers are
partly funded from revenue sharing (e.g.,
primary education and health) and partly from
special sources (e.g., education tax on payroll
and the National Fund for Social Assistance).

Provinces and districts rely mostly on line-
ministry allocations, not transfers.
Decentralization laws allow for conditional
transfers to communes, and multiple kinds
of transfers to higher levels as further
decentralization mandated in 2009 proceeds.

Conditional transfers dominate in the form of
nontransparent budget allocations; there are
few formal allocation criteria or formulas.

The District Assembly Common Fund finances
an average of 80-90% of each district’s
revenues; these funds are typically earmarked
by the central government for capital projects.

There is a large and growing number of conditional
transfers, mostly through individual ministries.
Allocation criteria vary greatly in terms of
clarity. A key urban infrastructure program is
the Jawaharlal Nehru Urban Renewal Mission.
Recent finance commissions, especially the
13th Commission (2010-2015), have adopted
performance-based grants for specific
purposes.

Special-purpose transfers (Dana Alokasi Khusus)
were initially limited, grew in importance for
several years, and then stabilized in 2007. There
is a 10% subnational matching requirement
under Law 33 (2004) and recent limited
experience with performance-based transfers.

Not highly conditional, but 20% of federal
government investment grants (Fondo de
Compensacién) go to the 10 poorest states for
use by their municipalities.

There is a modest level of categorical but not
highly conditional grants, including the
Municipal Development Fund, the Local
Government Empowerment Fund, and the
Calamity Fund.

Conditional transfers are growing; their
importance varies over time, but in 2007
they constituted only about 15% of provincial
transfers and about 30% of municipal
transfers.

Almost 90% of total transfers are conditional
recurrent grants earmarked for sector-specific
activities, and about 20% of total transfers are
development grants; these used to be mostly
unconditional and are now mostly conditional.

SOURCE: Information from country-specific sources summarized in notes 2 and 3.
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TABLE 3.8
Local government borrowing frameworks

Country Framework

Brazil Subnational borrowing is allowed by the constitution but subject to a regulatory
framework developed in response to problematic state borrowing. Some critics
argue that fiscal restraints imposed in the wake of the subnational debt crisis in
the 1990s have constrained municipal access to capital markets.

Cambodia Subnational government borrowing is prohibited by law.

Egypt Subnational governments are allowed to finance debt up to an amount equal to 20%
of shared tax and nontax revenues. In practice, they only borrow from Egyptian
government sources and with approval from the Ministry of Local Development.

Ghana Subnational borrowing is allowed by law but is virtually nonexistent in practice.

India Subnational government borrowing is allowed and increasingly accessed from
multiple sources, including bonds. Local borrowing is subject to state guarantee,
although not always in practice. Urban governments dominate local borrowing;
indications are that loans are increasingly used to finance operating deficits.

Indonesia Subnational government borrowing from public and private sources is allowed by
law, but most has been from the central government or international agencies
through central government on-lending, which has diminished in importance.

Mexico Local government borrowing is permitted subject to regulation but was long
underutilized. Until 2002 much municipal borrowing came through the federal
government. There has been an increase in state and municipal borrowing and
some recent innovations to promote borrowing, including at the state level.

Philippines Local government borrowing is allowed by law but relatively limited in practice.
Much of it comes through government or quasi-government mechanisms, but
some municipalities issue bonds or borrow from private sources.

South Africa  Subnational government borrowing is allowed by constitutional and legislative
provisions. It is increasingly important (13% annual growth rate from 2004 to
2008), especially for metros, and Johannesburg and Cape Town have issued bonds.

Uganda Subnational government borrowing is allowed by the constitution with central
government approval but is rare in practice.

SOURCE: Information from country-specific sources summarized in notes 2 and 3.

debt is assumed by states. Brazil and South Africa have robust fiscal responsibility
and borrowing frameworks. In Brazil, however, critics argue that the framework, a
response to a 1990s subnational debt crisis, unduly constrains municipal borrow-
ing (see Rezende and Garson 2006).

Allowable sources and mechanisms of credit for subnational governments vary.
In the Philippines, much borrowing occurs through dedicated mechanisms: the
Municipal Development Fund, a public agency that mixes grant and loan finance,
and the Local Government Unit Guarantee Corporation, a private entity promoted
by the Development Bank of the Philippines. A range of finance options is available
in South Africa, but nearly 70 percent of municipal borrowing occurs through the
Development Bank of Southern Africa (a public agency) and the Infrastructure
Finance Corporation (a private corporation that issues bonds to lend for municipal
infrastructure) (see Republic of South Africa 2008). Cape Town and Johannesburg
have issued bonds, and other urban municipalities access private credit.
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The Ahmedabad Municipal Corporation was the first urban local body in India
to directly access capital markets in 1998. Since then, municipal corporations have
raised considerable resources through both taxable and tax-free municipal bonds,
some without state guarantees. In recent years, both the Tamil Nadu Urban Devel-
opment Fund and the Greater Bangalore Water and Sanitation Project have raised
funds through pooled financing that allows municipalities to jointly access the
capital market (see Government of India 2009). Mexico has also adopted innova-
tive finance mechanisms, including future flow securitization and pooled finance
schemes, which are making municipal credit more readily available (see Guigale,
Korobow, and Webb 2000; Leigland and Mandri-Perrot 2008; U.S. Agency for
International Development 2010).

There are no special legal provisions for borrowing by urban and metropolitan
governments, but they tend to be among the more creditworthy local governments.
In Brazil, three large municipalities recently accounted for 70 percent of local bor-
rowing (see de Mello 2007). Indian municipal corporations have also incurred a
large share of local borrowing. Loans financed about a third of South African mu-
nicipal capital expenditures in 2007, but only 26 of 283 municipalities have bor-
rowed, with the metros dominating the field (see Republic of South Africa 2008).

OVERSIGHT, GOVERNANCE, AND ACCOUNTABILITY

Beyond the fiscal powers discussed above, other key aspects of the overarching na-
tional framework can affect subnational government performance, some of which
are discussed in more detail in chapters 4 and 5.° These include a variety of higher-
level oversight, governance, and accountability measures.

Higher-Level Regulation and Monitoring

Unitary states commonly have ministries or departments with a general mandate
to regulate, monitor, and support local governments: local administration (Egypt),
local government (Ghana, Uganda), interior (Cambodia), interior and local govern-
ment (Philippines), provincial and local government (South Africa), and home af-
fairs (Indonesia). In some cases they have considerable control, while in others they
largely ensure that substantially autonomous local governments meet legal require-
ments. Specific formal provisions for metropolitan governments are rare, but they
may be treated differently because of their higher profiles, greater roles, and resource
significance.

Central or state agencies with a specific cross-sectoral mandate (finance, plan-
ning, civil service, etc.) generally have some regulatory and monitoring control
over local governments or policies that govern them (see Connerly, Eaton, and Smoke
2010). The framework for subnational public financial management, procurement,
audit, and so forth, is particularly critical.!” Unitary states tend to have standard-
ized public financial management systems, while variations among states may
exist in federal systems. Standardized systems and strong fiscal responsibility

° A framework for assessing local accountability is outlined in Yilmaz, Beris, and Serrano-Berthet (2010).
1"Fedelino and Smoke (2013) review public financial management and fiscal decentralization linkages.
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frameworks, as in South Africa, Brazil, and Uganda, can promote transparency
and consistency.

Sectoral ministries (health, education, public works, etc.) also play a key role in
subnational service delivery in most countries. In some cases, they primarily de-
velop and monitor standards, while in other cases they heavily control local gov-
ernment spending, for example, through how they manage sector-specific condi-
tional fiscal transfers.

Although these regulatory and oversight functions are essential for an effective
public sector, they can create obstacles to good performance if they are too strin-
gent, not appropriately followed, or inconsistently applied. Public financial man-
agement provisions, for example, can undermine local autonomy if they highly
limit local expenditure discretion, as in Uganda, or if procurement is managed or
must be approved by a higher level, as in Cambodia and Egypt. Thus, higher-level
agencies have a legitimate oversight role, but they can also interfere in ways that
may undermine local government performance.

Subnational Elections and Assemblies

In all countries under review, subnational elections are held regularly except at
purely administrative levels, such as the county and parish in Uganda (table 3.9).
How elections are conducted affects the role that representative bodies can play in
realizing the expected benefits of fiscal decentralization.

In some cases, elections are multiparty and competitive (Brazil, India, Indo-
nesia, Mexico, Philippines). In other cases, multiple parties exist but one or two
dominate (Cambodia, Ghana, South Africa). In still other countries, there has been
a recent transition to multiparty democracy (Uganda) or a major transition is
under way (Egypt). Choice in municipal elections is, of course, a key aspect of
accountability.

Mayors or local assembly heads are directly elected in Brazil, Indonesia, Mexico,
Philippines, and Uganda, but this is of mixed significance. In Mexico, mayors can
serve only one three-year term. In other cases, the significance of direct elections
is partly neutralized by the appointment of an influential local representative of
the center (Uganda) or the chief executive to elected councils (Cambodia, Ghana),
potentially reinforcing upward accountability.

In a few countries, there is a lack of clarity on the relationships among sub-
national levels of government. These include local and district municipalities in
South Africa, the panchayati raj institutions in India, districts and communes in
Cambodia, and the multiple subdistrict councils in Uganda (including city and
municipal divisions). The use of multiple tiers with unclear mandates can com-
plicate developing consistent mechanisms for service delivery and accountability
relationships between the electorate and the main local governments. On the
other hand, if properly structured with appropriate functions and financing (e.g.,
with major network functions at the higher tier), multitier arrangements can en-
hance local political connectivity while promoting efficient areawide delivery of
major services.
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TABLE 3.9
Subnational elections and assemblies

Brazil Elections are held at both state and municipal levels every four years. Municipal
councils and mayors are directly elected. There is considerable political competition.

Cambodia Representative bodies are elected through universal suffrage only at the commune
level. District and provincial councils are elected indirectly by the next lower
council. Political competition is limited, with dominance by the Cambodia
People’s Party.

Egypt Local people’s councils were elected at governorate and markaz levels. Under
Mubarak the former ruling National Democratic Party dominated. Local
elections are provided for in the 2012 constitution, but the details need to be
determined.

Ghana District (including metropolitan) assemblies have four-year terms. They comprise
70% elected members and 30% presidential appointees. The district chief
executive, who serves like a mayor, is appointed by the president, and a presiding
officer is elected by the members of the assembly.

India Elections are held at the state (some bicameral) level and various substate levels
(three-tier panchayati raj system in states with >2 million population), including
the municipal level. There is considerable political competition and diversity, and
the system is very complex.

Indonesia Regional people’s assemblies are elected at local and provincial levels every five
years. Since 2005, provincial governors and local mayors are directly elected.

Mexico State and municipal assemblies are elected, every six years at the state level (in line
with federal elections) and every three years in municipalities. Direct election of
municipal mayors is relatively new, and those elected can serve only one term.

Philippines Directly elected bodies exist at all subnational levels, with the assembly size depending
on status (province, city, municipality, barangay) and population. Provincial
governors, municipal mayors, and barangay captains are directly elected.

South Africa  Each province and municipality elects a unicameral legislature every five years.
Provinces use party-list proportional representation. The legislature elects a
premier from members, and the premier appoints an executive council.
Municipal elections use proportional representation and a ward system. The
council elects a mayor from its ranks, and the mayor appoints a mayoral
committee with executive powers.

Uganda Three of the five subnational government levels (district, sub-county and village) have
an elected council with direct election of a chairman and vice chairman (the other
two levels are administrative). Adoption of multiparty democracy (abandoning the
“no party” National Resistance Movement) increased political competition.

SOURCE: Information from country-specific sources summarized in notes 2 and 3.

Subnational Autonomy in Budgetary and Staffing Decisions

Local governments prepare their own budgets except in Egypt and at higher levels
(until recent legally mandated reforms are implemented) in Cambodia (table 3.10).
Various factors, however, constrain local discretion, and some countries allow
more flexibility than others. Local governments in the Philippines and South Af-
rica have considerable autonomy (and receive mostly unconditional transfers) in
spending and hiring. Higher-level governments review budgets in the Philippines
but only to ensure regulatory compliance.
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TABLE 3.10
Subnational budgeting and staffing discretion

Country Framework

Brazil State and municipal governments have independent budgets and hire staff.
Autonomy has been somewhat constrained by earmarked transfers, but there is
still considerable flexibility, and municipal budgets do not require state approval.

Cambodia Commune governments have their own budgets, whereas provincial and district
budgets remain embedded in the national budget until reforms proceed.
Egypt Local autonomy is highly limited by the complex and fragmented national budgeting

process. The many budget authorities are not coordinated within, much less
across, sectors. All public hiring is subject to central guidelines and review.

Ghana District assemblies prepare and approve their own budgets subject to earmarks,
and personnel decisions are made jointly by local and national government.
The president appoints chief executives of districts, with approval from district
assemblies.

India State governments have considerable autonomy. Urban and rural local bodies fall
under state jurisdiction, and levels of local autonomy vary across states, with
different transfer and supervisory policies.

Indonesia Subnational governments initially had complete budget autonomy, with legality
review by the next-higher level. National civil service regulations allowed a
reasonable degree of subnational discretion. Law 32 of 2004 expanded higher-level
control over budgeting review and civil service decisions.

Mexico State budgets are coordinated with federal allocations by sector and through a
codified fiscal negotiation process. Municipal budgeting also includes joint
negotiations with state governors and the federal government for resources
beyond revenue-sharing allocations. Municipal budgets and borrowing must be
approved by state legislatures. Municipalities hire staff subject to state laws.

Philippines Subnational governments prepare budgets with legality review by the next-higher
level. National civil service regulations allow subnational discretion.

South Africa  Municipalities develop their own budgets for approval by the municipal council,
but budgets and hiring must follow relevant laws and regulations.

Uganda Local governments have little budgetary autonomy. Most revenue is in the form of
conditional transfers. Unconditional transfers are mostly consumed by fixed
administrative costs. Local governments had significant hiring autonomy, but
with central approval, and some local positions have been recentralized.

SOURCE: Information from country-specific sources summarized in notes 2 and 3.

At the other end of the spectrum, local budgeting and hiring in Egypt are al-
most fully controlled by national agencies. Cambodia’s communes have budgets
and unconditional transfers subject only to legality control, but they are small.
Provincial, municipal, and district budgets are still embedded in the national
budget. The center controls civil servants at all levels, with line department staff
accountable to the parent ministry. The budgeting situation may change as re-
form proceeds, but continued central control of the civil service seems likely (see
Smoke and Morrison 2011). In Ghana, district (including metropolitan) assem-
blies pass budgets but subject to heavily conditional resources and the appoint-
ment of their chief executives by the president. Other hiring seems to involve
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joint central-local processes (see Awortwi 2010; Hoffman and Metzroth 2010;
Kuusi 2009).

Between extremes is a range of experience. Among unitary countries, Ugandan
local governments have legal autonomy in budgeting and hiring, but the 2001 fis-
cal decentralization strategy imposed a budget template of conditional transfers.
Local own-source revenues have been declining, and recent laws increase the cen-
tral government role in local hiring and place a central representative in every
district. Larger urban areas seem to enjoy more de facto discretion, but this is not
well documented. Like Uganda, Indonesia’s local governments have legal auton-
omy, but with some restrictions imposed in recent years. Budgets require higher-
level approval, and there is more central control over local personnel decisions
than there was under the initial decentralization policy. Indonesia is still more
devolved than Uganda (transfers are mostly unconditional, and the relatively pro-
ductive property tax is being devolved), but there has been some modest rollback
of local autonomy.!!

The federal cases are more complicated. Brazilian municipalities have consider-
able independence from states in budgeting and hiring, and they receive generous
revenue shares. At the same time, the federal government has increasingly earmarked
shared revenues. In Mexico, municipal budgets are partly negotiated (for resources
above statutorily allocated shares) through a formalized fiscal coordination pro-
cess, making municipal mayors dependent on state governors. Municipal budgets
must be approved by state legislatures, and staff decisions are subject to state civil
service legislation. Indian states also regulate budgeting and hiring processes for
local, including urban, bodies. As with all things in India, there is much complex-
ity. A periodic national pay commission outlines terms of service guidelines, and
some individual states form a pay commission. Each state has a public service com-
mission, but their exact functions differ across states.

Metropolitan-Area Coordination Frameworks

Fragmented metropolitan governance is a well-known challenge in major urban
areas around the world (see, e.g., Slack 2007; 2010; Slack and Chattopadhyay 2009).
This topic is covered more fully in chapter 4, but it is important to note here that
coordination mechanisms can be part of the national framework. The Philippine
government, for example, created the Metropolitan Manila Development Author-
ity to help coordinate metropolitan-wide planning and service delivery among the
16 cities and one municipality located in the Manila metropolitan region. The au-
thority is not considered to be very effective, however, in part because it is seen as a
national agency (dating to the Marcos era), but also because it is financially depen-
dent on the center and creates few incentives or accountability mechanisms to in-
duce individual mayors to work beyond their own constituencies for the larger
metropolitan good."

' For further details on Uganda, see Ahmad, Brosio, and Gonzalez (2006) and Smoke, Muhumuza, and
Ssewankambo (2011). On Indonesia, see Indonesia Decentralization Support Facility (2012).
2For further details on Manila, see Nasehi and Rangwala (2011).
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Greater Cairo incorporates five governorates and eight new cities (see Algoso
and Magee 2011). The latter were created to attract people from the Nile Delta and
operate outside the regular intergovernmental system under the New Urban Com-
munities Authority of the Ministry of Housing, Utilities and Urban Development.
Governorates face poorly coordinated planning and budgeting by central agencies.
Governors in the Cairo region formed a steering committee to create a strategic
metropolitan plan that includes the new cities with support from the General
Organization for Physical Planning of MHUUD. How this will play out in the
evolving political environment remains to be seen.

Another promising development is offered by recent policy reforms in Mexico.'?
Recognizing the negative effects of metropolitan fragmentation, new federal legis-
lation is creating incentives and funding for municipal-state coordination of devel-
opment and public investment among municipalities in metropolitan areas. New
laws in the states of Monterrey and Guadalajara are creating additional mecha-
nisms. In general, there is often room for improvements in metropolitan coordina-
tion in developing countries, and national frameworks and policies can play a key
role if properly conceived and implemented.

Transparency and Civic Engagement Frameworks

Access to information and mechanisms that allow citizens to engage with local
governments beyond elections are critical for accountability. Most countries cov-
ered here have made efforts on these fronts. Some countries have passed national
legislation, such as South Africa’s Promotion of Access to Information Act (2000),
Mexico’s Federal Law of Transparency and Access to Public Government Informa-
tion (2002), India’s Right to Information Act (2005), Uganda’s Access to Infor-
mation Act (2006), and Indonesia’s Freedom of Information Act (2009). Brazil also
recently passed legislation after many failed attempts, but the Philippines and
Ghana failed to enact similar bills in 2010. Cambodia and Egypt have no such leg-
islation. In some cases, such as Indonesia and Uganda, the implementation of the
transparency laws has been criticized as lacking.

Civic participation is also critical to promoting good local governance, especially
in developing countries, where local governments often lack political credibility.
All countries here except Egypt have formal frameworks, some of which were ini-
tially piloted by international donors. In Cambodia, for example, participatory
mechanisms developed for a donor program took root in the communes but have
not yet expanded into higher levels or urban areas (see Smoke and Morrison 2011).
In contrast, participatory mechanisms broadly promoted by the Ministry of Local
Government in Uganda are criticized as mechanical and have not been deeply
embraced (see Smoke, Muhumuza, and Ssewankambo 2011). In a few cases, such
mechanisms emerged organically from specific local political contexts, through
formal government action (e.g., participatory budgeting in Brazil) or civil society
channels (as in parts of India).!* National enabling frameworks for civil society

B3 This discussion is based on personal communications with David Gomez-Alvarez and Alberto Orozco-
Ochoa in May and June of 2011.
1A critical overview of participatory budgeting is provided in Wampler (2007).
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organizations are also critical. Some governments (Brazil, several Indian states,
Philippines, South Africa) enable or promote civil society. Support in other coun-
tries, such as Cambodia, Ghana, and Indonesia, has been more muted.

Finally, it is important to recognize that citizen engagement can be affected by
how intrametropolitan governments and governance are organized. The elected
councils and administrations of large municipalities can be distant from constitu-
ents. Size may help local governments to achieve scale economies and internalize
externalities, but it may also reduce political connectivity to constituents. The above-
noted resistance of individual jurisdictions to metropolitan coordination is partly
rooted in the desire of smaller councils to respond primarily to their specific elector-
ate rather than attend to the broader needs of the larger metropolitan area. Some
balance, however, may be achieved in larger jurisdictions by leaving limited local
functions to subjurisdictions. Uganda, as noted above, has multiple levels in district
and municipal structures, with most powers at the higher level, and in the Philip-
pines the barangays can enhance political connectivity by providing minor local
services while leaving major functions to the larger municipalities.

International Development Assistance Frameworks

International development agencies often play a major role in supporting urban de-
velopment and local government, as discussed more fully in chapter 15. Such sup-
port, however, is often fragmented and may push the intergovernmental system and
individual urban governments in conflicting directions, particularly where aid must
be channeled through national ministries (see Eaton, Kaiser, and Smoke 2011). For
example, donors commonly support local government development and capacity
building through a ministry of local government or the equivalent. The same or
other donors may simultaneously support public financial management or civil ser-
vice reforms through a ministry of finance or civil service commission in a way that
weakens decentralization. Still others may support service delivery through indi-
vidual line ministries in ways that are inconsistent with other public sector reforms
or limit local autonomy. Fragmented, competing donors may even reinforce coun-
terproductive dynamics among government agencies. Such problems have occurred
in a number of countries, including Cambodia, Indonesia, and Uganda.

These issues are generally less relevant in higher-capacity countries that depend
less on or more selectively seek foreign aid, or where national development assistance
coordination is robust. Donors themselves, however, acknowledge their weakly
harmonized and ineffective use of resources for local governance programs in
some countries (see Donor Partner Working Group on Decentralization and Local
Governance 2011). Where donor fragmentation occurs, the risks need to be recog-
nized and addressed.

IMPLICATIONS FOR SUBNATIONAL GOVERNMENT PERFORMANCE

The national fiscal and institutional frameworks in which local and metropolitan
governments operate can decisively affect their performance. Evaluating the nature
and effects of these frameworks, however, is not a simple exercise.
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The diversity of even the small number of developing and middle-income coun-
tries considered here is great. Although they face a number of common issues, there
is much variation in historical context, intergovernmental systems, the degree of
authority and autonomy granted to local and metropolitan governments, and the
nature and quality of accountability mechanisms, among others. The observed
variations do not seem particularly systematic, even across countries with some
similar characteristics. Equally diverse are the multiple factors that influence how
systems are framed and function, including political economy considerations,
which may constrain the feasibility of desired reforms and affect the nature of suit-
able strategies to implement them (see, e.g., Smoke 2007; 2010). In this complex
landscape, generalization about improving national frameworks is difficult beyond
a few well-known normative principles.

The most fundamental step in evaluating metropolitan fiscal performance is to
diagnose in a broad-based and well-grounded way the match between the features
of the national institutional and fiscal framework and a country’s objectives for
metropolitan government and development. A number of considerations are im-
portant in this regard.

First, the powers and functions of metropolitan governments must be under-
stood in the context of the overall structure of the public sector. This requires doc-
umenting what they do and how they are funded relative to the central government
and other types of subnational governments, including any cosharing of functions
and any special metropolitan status or considerations. Metropolitan governments
may be territorially isolated or contiguous to independent jurisdictions with which
they should ideally work to deliver services, raise revenue, and promote develop-
ment. Inadequate functional clarity and insufficient vertical and horizontal inter-
jurisdictional cooperation can nontrivially compromise performance.

Second, it is important to understand how components of the fiscal system
interact. Proper functional assignments for metropolitan areas are important, but
implementation can suffer if funds are poorly matched to responsibilities, un-
predictable, or subject to rigid conditions or problematic manipulation. Uncondi-
tional development grants, for example, are often recommended to finance de-
volved infrastructure, but they may have limited impact if metropolitan governments
have insufficient access to and/or control over the resources needed to operate and
maintain new infrastructure. Similarly, responsible borrowing is considered desir-
able, but metropolitan governments may have weak incentives or capacity to take
loans if they have easy access to development transfers or inadequate recurrent re-
sources to service debt. Such inconsistencies and weaknesses in the fiscal architec-
ture can impede good performance.

Third, recognizing how aspects of the accountability framework fit together is
critical. Reasonable national (and in federal systems, state) standards and oversight
for metropolitan and other local governments are legitimate, and collection and
analysis of performance data help higher levels to allocate resources and provide
useful information to voters. Strong downward accountability mechanisms (be-
yond competitive elections) are also needed to realize the expected benefits of de-
centralized decision making. Yet central and/or state regulatory overreach is com-
mon, even for capable and well-resourced metropolitan governments, and downward
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accountability (through the structure of metropolitan government and the means
for citizen engagement) is also often neglected. Together, these realities may com-
plicate local accountability and tend to skew it too far to the upward side of the
spectrum.

The relevance of these institutional, fiscal, and accountability framework issues
will vary across countries, as will the reasons these frameworks have evolved in a
particular way and the prospects for improving on the status quo. Documenting
the facts is needed in each case if pragmatic remedial action is to be crafted.

Three different approaches can be used to help overcome the effects of observed
framework limitations. First, national policy measures (institutional reform, in-
centives for local actors, asymmetric treatment of metropolitan governments, etc.)
can, if properly structured, help to correct common systemic problems, such as
revenue-expenditure mismatches, inappropriate assignment of responsibilities, and
functional or jurisdictional fragmentation that undermines good governance and
service delivery efficiency.

Second, governmental actors in metropolitan areas can independently take
formal or informal steps within the existing national framework to alleviate fiscal
and governance problems that undermine good performance. Such measures in-
clude improving cooperation in making fiscal decisions and raising funds, as well
as adopting mechanisms to improve transparency and appropriately increase citi-
zen engagement.

Third, civil society actors in metropolitan areas can put pressure on government
officials to change their behavior. This can be accomplished through more robust
use of electoral and participatory mechanisms, collective action taken by business
and industry associations, and the adoption of civil society organization driven
citizen report cards, among others.

Although each can play an independent role, the relationships among these ac-
tors and levels of action needs to be considered. Focusing on larger fiscal and insti-
tutional issues independently of how metropolitan areas are governed internally
and the extent to which their governments are credibly connected to their constitu-
ents is not sufficient. For example, the desirability of additional revenue generation
in many countries is well recognized. But national policies to increase revenue au-
tonomy may have little impact if local governance is weak and citizens and busi-
nesses resist paying taxes because they lack faith in their metropolitan government.
What matters for realizing potential benefits from empowered metropolitan gov-
ernments is how intergovernmental structures, local governance mechanisms, and
political connectivity to local taxpayers work together.

If meaningful change is to occur, at least some of the actors involved in this chal-
lenging arena must be motivated to act. Productive action requires sufficiently
understanding the structures of metropolitan governments, the challenges they
face, and the factors underlying both. This chapter provides a preliminary sense of
why such analysis is important and how to approach it. The relative dearth of work
on the topic, however, should inspire researchers and practitioners to deepen our
understanding of how metropolitan governments are being and could be better
supported by the national fiscal and institutional framework to meet their critical
responsibilities and priority goals.
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THE DECENTRALIZATION OF 4
GOVERNANCE IN
METROPOLITAN AREAS

ROY W. BAHL

he theory and practice of providing government services in metropolitan areas

are subjects that have attracted a great deal of attention in the industrial coun-
tries but have been largely ignored in low- and middle-income countries.! With
urbanization and the growth of megacities, time is running short for these coun-
tries to develop a workable approach to governance and finance in metropolitan
areas with several million persons.

This chapter assesses whether the fiscal decentralization model that has been so
instrumental in decisions about structuring governance on a nationwide basis can
be applied successfully in metropolitan areas. The first section considers the theo-
retical underpinnings for choosing among the various possible metropolitan gov-
ernance structures. Next is a review of some of the urban governance models used
around the world and a discussion of their advantages and disadvantages. The
chapter concludes with a discussion of the range of policy reform options that
would appear to be feasible.

Unfortunately, there are no comparable data on metropolitan-area governance
and public finances, so there is little empirical evidence on the impacts of various
forms of decentralized governance on economic performance.? This chapter adopts
the less ambitious goal of describing and analyzing the governance practices in a
nonrandom sample of metropolitan areas in both industrial and developing coun-
tries. The choice of the sample is based on availability of information rather than
any formal attempt at “representative” coverage. This chapter draws on the experi-
ence in industrial countries to demonstrate the kind of governance choices that are
possible at higher levels of economic development.

'Mohanty et al. (2007, 139) conclude an intensive study of urban government finances in India by noting that
local governments are yet to be put “on the public finance map of the country.”

2 For discussion of the link between decentralization and economic performance, see Martinez-Vazquez and
McNab (2001) and OECD (2006a).

85



86 Roy W. BAHL

THEORY AND METROPOLITAN GOVERNANCE

There is no single “best” way to structure governance in metropolitan areas; it
depends on which objectives the government most wants to achieve and the costs
it most wants to avoid. Most researchers on this subject start with economic effi-
ciency criteria. The core argument is the now-familiar decentralization theorem,
which holds to a basic rule of assigning each function to the lowest level of govern-
ment consistent with its efficient performance (Bahl 2011; Bahl and Linn 1992; Bird
and Slack 2004; Oates 1972). The apt phrase is that “people get what they want.”
When this rule is followed, the overall public welfare is enhanced. The assignment
that finally results involves a balancing act where expenditures characterized by
economies of scale, or those generating external costs or benefits, are assigned to
higher-level governments, and everything else stays local.

Can this same thinking be applied to assigning expenditure responsibilities
within metropolitan areas? If so, such issues as the extent to which smaller local
governments in a fragmented metropolitan governance system should drive ex-
penditure decisions, whether a metropolitan government is necessary for manag-
ing and financing areawide services, what physical area the regional government
should encompass, and how important state/federal vertical programs should be,
can begin to be answered.’

Preferences and Home Rule

A major factor driving expenditure assignments in metropolitan areas is the de-
mand for home rule. The smaller the population of a government, the greater the
influence of an individual voter on budget choices. The larger the local govern-
ment, the less likely it is that local voters will see their preferences matched by bud-
get outcomes. Unless preferences are uniform, the welfare losses will rise as the
population of the city government increases. Loss of local control and, even more
s0, loss of direct involvement of higher-level governments in urban service delivery
are major criticisms of metropolitan-area-wide government. In places where bud-
getary decisions are in the hands of areawide governments or a higher-level gov-
ernment, lower-level units sometimes have been created either to give autonomy to
neighborhood units or to get their advice for purposes of inputs to fiscal planning.*

Where this thinking leads is that, all else being equal, the stronger the push for
direct local involvement in governance and fiscal decisions, the smaller the “opti-
mally sized” local government. If sentiments about home rule are strong, a juris-
dictionally fragmented system, or a two-tier metropolitan government structure
with a strong bottom tier, is more likely than a dominant metropolitan government.

*Avertical program is one where the service is delivered in the metropolitan area by a provincial or central level
government, and the funds do not pass through the budget of any local government budget.

4 An example from industrial countries is the 21 districts within the city of Madrid that have been delegated
administrative functions in such areas as urban parks, health, and licensing. In 2007, these districts managed
about 12 percent of the city budget. The district councils include both appointed and elected members. A similar
arrangement to encourage local participation is in place in The Netherlands, in the form of elected district coun-
cils that operate at a level below the elected municipal councils.
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Economies of Scale and Externalities

A justification for assigning expenditure and financing responsibility to a higher
tier of government is the welfare gains that come from economies of scale in the
delivery of a service. To translate this guideline to practice, it is necessary to iden-
tify those public services that are characterized by economies of scale. Intuition
and some empirical evidence tell us that some public services are characterized by
economies of scale, for example, capital-intensive infrastructure such as public
utilities, solid waste disposal, sewerage, and mass transit. Some social services may
also qualify, and not much is known about the relationship between unit cost and
government size for functions such as education, health, and welfare services. Un-
fortunately, much of the empirical research on this question has been undertaken
in industrialized countries, and even there the findings are mixed (Fox and Gurley
2006). Most studies conclude that separating out all other variables (e.g., the qual-
ity of the service offered and the setting in which the question is asked) makes it
difficult to come to a single, defensible answer about the optimally sized city.”

The presence of externalities will also push up the optimal size of government.
For those public services assigned to them, lower-tier governments will underspend
(or overspend) because they will account only for local benefits and costs in mak-
ing their budgetary decisions. The problem is multiplied in a metropolitan area
because there often are so many local governments operating in close proximity to
one another. Almost every government’s decisions affect someone else.

There are many examples of this. Suburban jurisdictions might underspend on
hospitals and clinics, causing their residents to commute to the central city to take
advantage of better health care services. Central city governments might under-
spend on the infrastructure necessary to control pollution, with the result that the
environmental conditions in other jurisdictions in the area are harmed. Moreover,
if services such as mass transit are not coordinated, the resulting congestion will
harm all consumers, and the cost of providing any given level of services might be
higher. In all of these cases, the provision of such services by a metropolitan-areawide
government would internalize these externalities.

As in the case of economies of scale, it is difficult to translate theory into practice.
Spillover effects are known to cause economic losses, and often the public service
areas that are most challenged can be identified (e.g., transportation and solid waste
disposal). But in most cases, the welfare loss due to underspending or overspending
by the local government can only be guessed. Nor is it usually known how large the
service boundaries should be in order to internalize these external effects.

GOVERNMENT STRUCTURE IN METROPOLITAN AREAS

Policy leaders have used these considerations, and politics, to decide on a gover-
nance arrangement for service delivery in metropolitan areas. Some have created
very fragmented structures with strong decentralization of responsibility and power,

° An interesting review of the evidence for other Organisation for Economic Co-operation and Development
(OECD) member countries comes to a similar conclusion (OECD 2006a).
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whereas others have taken a more regional approach to service delivery. Almost all
have tried to strike some balance between capturing the efficiencies of areawide
government and maintaining local control. If there is a general conclusion that can
be drawn about the choices actually made, it would seem to be that the sentiments
for local control have largely held oft the formation of metropolitan governments.

Bahl and Linn (1992) considered three basic approaches to metropolitan gover-
nance: jurisdictional fragmentation, which emphasizes home rule; functional frag-
mentation, which emphasizes technical efficiency; and metropolitan government,
which emphasizes coordination and internalizing externalities. In practice, the ad-
vantages and disadvantages of various forms of metropolitan governance almost
always play out in a compromise that attempts to capture the benefits of a favored
approach while minimizing some of its costs. The result is mixed models of metro-
politan governance.

Jurisdictional Fragmentation

Under a jurisdictional fragmentation approach, many general-purpose local govern-
ments operate in the same metropolitan area with some degree of independence in
choosing their package of public services and their tax, user charge, and debt fi-
nancing arrangements. In some cases, there also is an overlying metropolitan gov-
ernment, or regionwide special district, but the emphasis in service delivery is on
the role of the lower-tier governments.

The advantage of the jurisdictional fragmentation model is that it keeps govern-
ment close to the people. That is, the population of the fiscal decision-making unit
is smaller than it would be if governance were areawide (as in the case of a metropoli-
tan government). It also protects the position of the local government bureaucracy
and local politicians by making them accountable to a relatively small constituency
to whom they are known. However, the welfare gains from this home rule model
will come at some cost: a failure to capture economies of scale, and operating within
a set of boundaries that are arguably too small to internalize important external
effects or to allow coordinated service delivery. Jurisdictional fragmentation also
can lead to large fiscal disparities among local governments in the metropolitan
area, since constituent local governments almost surely will have different expen-
diture needs and different financing and service delivery capacity.

INDUSTRIAL COUNTRIES

The jurisdictional fragmentation model best characterizes governance in most in-
dustrial countries. The traditions of home rule are particularly strong in the United
States. Most urban services are delivered by municipalities, counties, and single-
function special districts, that is, by the lower-level local governments. Regional
planning is commonplace in the United States, but regional governance seems to
have hit a dead end.

Strong traditions of home rule are also found in western Europe (Lotz 2006;
OECD 2009a). The Copenhagen metropolitan region is an example of a jurisdic-
tionally fragmented structure. Its 2.4 million population is governed by 45 munici-
palities, which are the dominant tier in terms of service delivery and taxation, and
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the national capital region. The capital region is an elected areawide government
that has health services as its primary responsibility, but it has no taxing powers.

The population of the city of Paris is about 2 million, but another 6 million people
live in the inner suburbs. Local governance in this agglomeration is by eighty mu-
nicipalities, three departments, and numerous companies that provide public ser-
vices. The Stockholm metropolitan region includes sixty-five municipalities and
five counties (OECD 2006b). The Randstad (Holland) metropolitan region contains
50 municipalities (OECD 2007b).

MIDDLE- AND LOW-INCOME COUNTRIES

The local government code in the Philippines, enacted in the 1990s, reassigned
expenditures among the central, provincial, and local governments in a manner
“consistent with the decentralization theorem” (Manasan 2009, 338). In metropoli-
tan Manila, the eleven cities and six municipalities are responsible for those ser-
vices whose benefits are thought to not spill over local boundaries.® The Metropo-
litan Manila Development Authority, the overlapping areawide government, is
responsible for planning and for delivering or coordinating services with a metro-
wide impact, such as transportation, flood control, sewerage, urban renewal, zon-
ing, health, sanitation, and public safety.

The Mexico City metropolitan area is perhaps the textbook example of jurisdic-
tional fragmentation. The metropolitan area is overlapped by the Federal District
and its 16 municipal-like subunits, the states of Mexico and Hidalgo with their
59 municipalities, and the federal government. The Federal District has most of the
fiscal functions of states and an elected assembly. It has no constitution and is di-
rectly subordinate to the federal government. All of the lower-tier local units in the
two states have elected governments, but the boroughs within the Federal District
have no taxing powers. The service delivery emphasis is with the states and the
Federal District. There is very little coordination of service delivery within the met-
ropolitan area and virtually no planning (OECD 2004a).

The Kolkata metropolitan area is governed by three municipal corporations (in-
cluding Kolkata), thirty-eight municipalities, and twenty-four rural local govern-
ments. The municipal governments are dominant in terms of service provision and
revenue raising. The Kolkata Metropolitan Development Authority, an areawide
government, has responsibility for planning and carrying out major infrastructure
development in the metropolitan area. The authority is a state agency, though some
elected local representatives are on its board. It is financed by grants from the fed-
eral and state governments.

The Sdo Paulo metropolitan region, with a population of about 18 million, com-
prises 39 municipal governments with no overlapping metropolitan government.
Coordination among the local units is attempted by agreement or compact among
these municipalities, by a number of agencies and councils, and by the state gov-
ernment. The core city in the metropolitan area more or less drives the fiscal health

¢The major departure from the textbook assignment is elementary and secondary education, which remains
with the central government (though the responsibility for construction of school buildings was assigned to the
local government units).
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of the region. In the first half of the 2000s, the municipality of Sao Paulo faced a
fiscal crisis that limited the ability of the larger metropolitan area to deal with over-
all problems (World Bank 2007). This reflects an important concern with jurisdic-
tional fragmentation.

Functional Fragmentation

A second approach to metropolitan governance is functional fragmentation. Under
this model, the delivery of a single function (or a related grouping of functions) is
placed under the control of either a public company or a special district govern-
ment. In fact, some degree of functional fragmentation exists in almost all metro-
politan areas, but the structures vary widely, as does the degree of emphasis placed
on the use of public companies.

A main advantage of functional fragmentation is that the autonomous agency is
likely to be more technically efficient because it is specialized. Moreover, if the sal-
ary schedule is outside the normal civil service, the company may be able to attract
and retain higher-quality workers. It also may be more efficient in its operations
because it has a large enough area of coverage to capture economies of scale. Be-
cause it is usually the only entity in the urban area responsible for the function, the
problems of coordination for that function are considerably less than under a juris-
dictionally fragmented model. Finally, a public company or a special district gov-
ernment may have access to a dedicated revenue stream (e.g., an earmarked tax, a
compulsory transfer from the city government, or user charges), and if well run,
it has arguably a greater potential for debt finance than would a general-purpose
local government.

The major drawback to this approach is that it is usually under less direct con-
trol of local voters than, for example, an elected municipal council. The extent of
this disadvantage depends on how the board and the management of the autono-
mous agency are determined. Under one version of this approach, the city council(s)
may have some membership on the board of the autonomous body, or even some
ownership of the company. Under another model, the public service company
might have an appointed independent board with no local government member-
ship. A third approach would have the autonomous body function as an arm of the
state or national government, with operational but not political autonomy. Neither
of the latter two models protects accountability to a local constituency.

INDUSTRIAL COUNTRIES
Regional transportation is often provided by a separate agency that may or may not
be linked to the municipal governments in the area. In the case of bus transit in
Copenhagen, the coordinating body is a joint regional government/municipal gov-
ernment company. But in the New York metropolitan region the transportation
authorities function more as state agencies than as local entities (Benjamin and
Nathan 2001).

Another version of functional fragmentation assigns several areawide functions
to a single government or agency. Sometimes these are related functions, such as
transportation services and transportation planning, but sometimes they have only



THE DECENTRALIZATION OF GOVERNANCE IN METROPOLITAN AREAS 91

their regional coverage in common. The Greater Vancouver Regional District con-
solidated all functions provided previously by special districts, most notably hospi-
tals, water and sewer, capital expenditures, and solid waste management. Finances
are primarily from user charges (Bird and Slack 2004). The governing board of the
regional district is elected municipal government officials, but municipalities can
opt out of many of the district functions.

The water boards in the Randstad region in The Netherlands, with responsibil-
ity for flood control, water quality, and wastewater treatment, are local, indepen-
dent public authorities that are democratically elected (OECD 2007b). The 11 boards
do not have administrative boundaries that are coterminous with municipalities
but do have taxing powers, including a water board charge and a pollution levy.

Functional fragmentation opens a number of new doors in terms of financing
metropolitan services. Since the services delivered are often amenable to pricing
(e.g., public transportation and garbage collection), user charges provide a base
level of revenues. In other cases, the services are partially financed by compulsory
transfers from the city budget, or they might be profitable enough to subsidize the
city budget. In Stockholm, a holding company was organized to manage several city-
owned companies that provide services such as public housing, real estate manage-
ment, port operations, and water utilities. These public companies are in a surplus
position and have been paying dividends to the city budget. The same is true in the
case of two energy companies in which the city of Oslo holds equity. The city of Lau-
sanne has fully incorporated the electricity company into its budget, and the com-
pany maintained a surplus position during the late 2000s.

In other cases, the local government subsidizes the public company. The city of
Paris participates (or is part owner) in several enterprises that provide services
ranging from transportation to social services. These are financed by user charges
and by compulsory transfers from the city budget. The city of Madrid makes com-
pulsory transfers to the two public companies that provide transportation services.
In several Italian metropolitan cities, transfers to the companies providing trans-
portation, waste collection and disposal, and water treatment services account for
about 25 percent of total metropolitan city government expenditures.

MIDDLE- AND LOW-INCOME COUNTRIES
Special-purpose agencies can be especially important in managing and financing
public service delivery in countries that are not industrialized. Because the special
district status helps to separate the service delivery function from politics at the
local government level, it can make management easier and arguably more pro-
fessional, and it can be a route to a dedicated revenue stream and debt finance.
Moreover, separation from the general-purpose local governments enhances the
possibility for full cost recovery in providing the service. Probably the most impor-
tant reason is that it provides for more efficient delivery of the service than under a
fragmented assignment of expenditure responsibilities. The institutional arrange-
ments vary greatly, from public companies with some local control to central and
state government enterprises that operate within the metropolitan area.

One area where public companies can play an especially important role is in
the provision of metropolitan transportation services. In metropolitan Mexico
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City and in Rio de Janeiro, mass transit is the responsibility of many providers, and
there is relatively little coordination on routes or fares. In metropolitan Bogota, how-
ever, a public company was created to implement a comprehensive transportation
plan that included the regulation of private providers of bus services. The transit op-
erations are fully financed from user charges and a surcharge on the gasoline tax.

In some cases, special-purpose agencies can become a dominant player in local
government finance. Webster (2000) points out that more than 65 percent of urban
infrastructure expenditures in metropolitan Bangkok are by state enterprises,
compared with approximately 25 percent by the national government and less than
10 percent by the city government. India makes use of parastatals, which are public
companies operated by various departments within the state government. The
functions of these agencies range from planning to roads to housing and slum re-
development. The 21 parastatals operating within Mumbai account for a large share
of total infrastructure spending in the metropolitan area. A joint venture company
owned by the city of Buenos Aires and the province of Buenos Aires is responsible
for the disposal of solid waste.

Public companies also are important in delivering services in the metropolitan
areas in transition countries. For example, the city of Riga provides services through
42 companies in which it holds ownership or has an equity stake. Most of these
companies are self-supporting, but the transport enterprise claims about 10 per-
cent of the operating budget of the city. In Zagreb, most capital spending (and some
current spending) is the responsibility of a holding company that was created fol-
lowing the merger of 22 municipal companies. The city of Zagreb uses more than
15 percent of its budget for subsidy payments to the holding company. In other
eastern European metropolitan cities, such as Sofia, Budapest, and Odessa, it is of-
ten more a matter of the city supporting the loss-making activity of a single com-
pany, notably transportation.

Metropolitan Government

Under the metropolitan government model, most general services are provided by
an areawide metropolitan government.” In theory, the metropolitan government
would be elected and would have significant powers to regulate service delivery and
financing. In practice, most areawide governments share fiscal powers with lower
tiers of government or publicly owned companies.

The significant advantage of the pure metropolitan government approach is built-
in coordination in the delivery of functions. This has the potential for better resource
allocation compared with dividing responsibility for local services among multiple
municipalities and special-purpose governments. The metropolitan government
form also offers greater potential for equalization because the quality of local ser-
vices is not tied to the wealth of each local jurisdiction, as it is with jurisdictional
fragmentation. Finally, because factors are less mobile across than within metro-
politan areas, there are more choices for efficient taxation (Bahl and Bird, 2008).

7For discussions of metropolitan-area governance, see Bahl and Linn (1992), Bird and Slack (2004), Jouve and
Lefevre (2002), OECD (2006a), and Slack (2007).
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On the other hand, the metropolitan form of governance diminishes the power
of local voters to influence the local budget. In effect, the election of the local coun-
cil is replaced by election of local representatives to the more distant metropolitan
council. A second drawback is that metropolitan governance often brings intergov-
ernmental conflict. If lower-tier local governments exist under a metropolitan
arrangement, they may resist the leadership (and especially the dominance) of the
metropolitan government. When a function is shared between the metropolitan
government and a higher-level state (province) or federal government, as is often
the case, another set of conflicts may arise.

Another drawback is that the boundaries of the metropolitan government may
not be large enough to fully capture the benefits of areawide governance. In this
situation, one of the most significant advantages of metropolitan government may
be substantially diminished. This problem might be resolved by annexations or
consolidations or by appointing a commission to redraw jurisdictional boundaries,
as was done in South Africa (Ahmad 2003; Cameron 2005).

INDUSTRIAL COUNTRIES

Toronto comes close to being a true metropolitan government. The former two-tier
metropolitan government was replaced with a single-tier metropolitan city in 1998
(OECD 2009b; Slack 2000). All local government functions, including those pre-
viously invested in special districts and underlying municipalities, rest with the
new metropolitan government. Following the amalgamation, the provincial gov-
ernment established the Greater Toronto Services Board to oversee regional tran-
sit. This board has no legislative authority.

There are other examples of areawide governments in Organisation for Economic
Co-operation and Development (OECD) member countries. In Madrid, the domi-
nant local government in the metropolitan area is the Community of Madrid,
which is seen by some as being about the same size as the functional urban region
of Madrid (OECD 2007a). Underneath the community are 179 municipalities, in-
cluding the city of Madrid, which account for about half of the population of the
metropolitan area. The functions of the community, however, are considerably
broader than those of the municipalities.

The Tokyo metropolitan government has responsibility for service provision to
a population of about 12 million persons (Togo 1995; Tokyo Metropolitan Govern-
ment 2012). It has prefecture (state) status in Japan’s intergovernmental fiscal sys-
tem. Below the metropolitan government are twenty-three special wards in the core
area, in addition to twenty-six cities, five towns, and one village. All have elected as-
semblies. The special wards carry out service delivery for designated functions on
behalf of the metropolitan government, while the municipalities are general-purpose
local governments.

The Greater London Authority was created in 1999 as a senior level of govern-
ment in metropolitan London, with provision to elect a mayor and, separately, an
assembly. The authority has responsibility for a number of functions, including
transport, economic development, land use planning, environmental protection,
and police. About 80 percent of expenditures are made for transport and police.
It is financed by central government grants (63 percent), user charges (20 percent),
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and property taxes (10 percent) (Bird and Slack 2004). In part because resources are
so limited, it would be inaccurate to classify London as a strong metropolitan gov-
ernment. The underlying 23 boroughs are independent of the authority and pro-
vide basic urban services such as education, housing, social services, street clean-
ing, and roads. There is a clear separation of expenditure responsibilities between
the higher and lower tiers of government in the metropolitan area.

MIDDLE- AND LOW-INCOME COUNTRIES

Before 1994, Cape Town comprised 61 local government entities. This number was
reduced to six general-purpose governments and a metropolitan authority in 1996,
and finally to a single local authority, the “unicity” of Cape Town, in 2000 (OECD
2008a). The gross inequity in services provided and the need for local input and co-
ordination of areawide services were driving forces behind the consolidation. The
present expenditure assignments mostly square with what theory would suggest:
functions with large external effects and fixed costs are assigned to the center and the
provinces; services with a smaller benefit zone are assigned to the local governments.
When Cape Town became a metropolitan city with no lower-tier governments, it
inherited all local government functions. In practice, most city expenditures are
made for water, sewerage and drainage, and administration. Social services are a
shared function with the province.

A different model was adopted in Manila, where the Metropolitan Manila
Development Authority exists to manage areawide functions, while the local govern-
ment units are responsible for local functions. The local government units (cities
and municipalities) are governed by elected councils, while the chair of the author-
ity is appointed by the president and its membership is prescribed by law. The for-
mation of the authority (and its predecessor bodies) was a result of the concern for
delivery of areawide services and the perception of government that the well-being
of metropolitan Manila is a national priority. The history of metropolitan gover-
nance in Manila has been one of a struggle for power between the metropolitan
government and the lower-level local governments.

Istanbul is a special case because the metropolitan area has both a provincial
and a metropolitan city government. Beneath the metropolitan municipality are
73 local-level municipalities. The general pattern of assignment is much like that in
other countries: higher-level governments plan and deliver services that are
thought to have large external effects, while local (metropolitan) governments de-
liver services that are thought to have a smaller benefit zone. The result in Istanbul
is a highly centralized system, with central ministries and their provincial arms ac-
counting for about 90 percent of public spending in the metropolitan area (OECD
2008b).

Despite the checkered history of success with metropolitan governance, one
might make the case that there are some prospects for its success in low- and middle-
income countries. One reason is just inertia: in some cases, areawide governments
were in place and their boundaries simply grew with their populations. Another
reason is that, in many countries, democratically elected local government is rela-
tively new, home rule traditions are much less entrenched, and the opposition to
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metropolitan government is less unyielding. Finally, the weak level of infrastructure
in place and the strains placed on city finances by migration may make areawide
government an easier sell.

COSTS AND BENEFITS OF VARIOUS GOVERNMENT STRUCTURES

Most of the normative discussion about government structure in metropolitan
areas centers on how various forms of governance and fiscal structures match up
with the economic efficiency criteria. But there are other issues to consider, includ-
ing equity, coordination, and, in some models, the cost of providing services under
different structures. There also is more to be said about issues of local autonomy
and about the political economy of choosing a metropolitan government structure.

The Cost of Service Delivery

Advocates of metropolitan government often try to make the case that some com-
bination of scale economies and elimination of duplication will lead to a lower cost
of government. This was a principal argument made in selling the metropolitan
government in Toronto in the late 1990s. In fact, however, there is no convincing
evidence that one form of government is more costly than another.

There are several reasons that one might expect a fragmented governance model
to be a more costly way to deliver services. This governmental arrangement usually
does not capture scale economies, and it leads to costly duplication of services and
bureaucracy. For example, in the case of public management, each government
must establish a general services staff, support an elected council, and provide fa-
cilities for the delivery of services. In theory, governance on an areawide basis
could eliminate much of this duplication. Slack (2000) reports such results in the
creation of the new metropolitan government in Toronto. The number of depart-
ments in the new city was reduced from fifty-two (in the seven former munici-
palities) to six; the number of divisions, from 206 to 37; the number of executive
positions, from 381 to 154; and the number of management positions, from 1,837
to 1,204.

On the other hand, there also is good reason to think that an areawide approach
to governance will be a higher-cost solution. Metropolitan government may lead to
an equalization of service levels within the region but possibly at a level near the
best that was provided prior to the consolidation. It is not clear that the reduction
in duplicated efforts due to consolidation will offset the cost of “leveling up.” To-
ronto is a case of consolidation where the harmonization of wages and salaries, as
well as the harmonization of service levels, resulted in a cost increase rather than a
cost reduction (Slack 2007). This pattern also was observed in the aftermath of gov-
ernment consolidations in the United States in the 1960s and 1970s (Bahl and Camp-
bell 1976). Public companies also may drive up costs if they are able to attract higher-
quality (and more expensive) personnel, though this higher cost may lead to
better-quality services. Finally, areawide governments are monopolists and miss out
on the cost-cutting advantages that might come from competition in a fragmented
government setting.
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Interjurisdiction Equity

Fiscal disparities within a metropolitan area are likely to be most pronounced in a
jurisdictionally fragmented system. A metropolitan government would seem more
conducive to the goals of uniformity of service levels. As is discussed below, how-
ever, the path to removing fiscal disparities is much more complicated than this.

INDUSTRIAL COUNTRIES

The existence of a metropolitan government would eliminate jurisdiction bound-
aries. The result should be uniformity in service levels. But will this occur? The
political process that often protects the politically powerful under a fragmented
system may continue to work under a metropolitan government, and some neigh-
borhoods will continue to be better serviced than others. If the form of metro-
politan governance chosen is the weaker version, a jurisdictional fragmentation
with an overlying metropolitan government, then equalization possibilities will
be limited to those services provided on an areawide basis or through vertical
programs.

Areawide government is not the only route to reducing fiscal disparities. In
countries that have stayed with the jurisdictional fragmentation model, equaliza-
tion has been pursued with intrametropolitan transfers from richer to poorer
jurisdictions. For example, intermunicipal transfers of tax revenues are required
in Copenhagen (OECD 2009a), Stockholm (OECD 2006b), and Madrid (OECD
2007a). In Tokyo, metropolitan government tax collections are allocated among
the 23 special wards in the core city according to the difference between their
revenue-raising potential and their estimated expenditure needs. The metropolitan
city in Busan, Korea, allocates a portion of its tax revenues (on a judgmental basis)
to subunits in order to reduce disparities in their fiscal base (OECD 2004b).

Another strategy for equalization of fiscal capacity is through national- or
provincial-level fiscal equalization transfers. The U.S. states use this approach to
equalization with differential transfers to rich and poor school districts. The Nether-
lands and Norway accomplish a similar equalization outcome by giving local
governments little power to tax, thereby reducing the fiscal advantage of higher-
income jurisdictions.

MIDDLE- AND LOW-INCOME COUNTRIES
Klink (2008) points out significant disparities between richer municipalities in
the core and those on the outskirts of metropolitan Buenos Aires and Sdo Paulo.
He argues that these disparities will continue to grow because the poorer local
governments lack sufficient voice to capture a greater share of funds for them-
selves. A striking example of extremes of fiscal disparities within metropolitan
areas is the case of Abidjan, where the average per capita expenditure of the three
wealthiest of the ten communes was 49 times the average for the three poorest com-
munes (Stren 2007).

The metropolitan government approach to reducing disparities seems to have
been effective in Cape Town. Before 1994, the Cape Town local government com-
prised 19 white local authorities, six white rural councils, 29 colored management
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committees, and seven black local authorities. By 2000, this fragmented system,
which had delivered a highly unequal level of services, was replaced by a single
metropolitan government. The new unicity government produced a rationalization
plan in order to create uniform standards of services across the new metropolitan
region (OECD 2008a). At the same time, the metropolitan government invested
capital to extend water distribution, electrification, and sanitation to disadvantaged
areas. Still, equity has been only slowly gained, and significant fiscal- and service-
level disparities still exist within the metropolitan region (Jaglin 2004).

Interjurisdictional fiscal disparities were not the primary reason for the creation
of a metropolitan layer of government in Manila (Manasan and Mercado 1999). In
fact, this may be one of the rare cases where metropolitan government exacerbated
disparities. The Metropolitan Manila Development Authority established during
the Marcos regime had broad powers to establish and administer programs and
provide services. It was an appointed body, but it had legislative powers. It could
levy taxes, it received a share of the national government transfer program to local
governments (the Internal Revenue Allotment), and it received a 45 percent share
of property tax collections by local governments within the metropolitan area. In
addition, local governments were required to contribute 20 percent of their regular
income to the metropolitan authority. In effect, the first version of metropolitan
governance in metro Manila emasculated the local governments. Moreover, a fixed-
percentage contribution from each local government, and a fixed-percentage claim
on property taxes collected in each jurisdiction, almost guaranteed that the new
system would increase fiscal disparities. Later reforms shifted the balance of power
back toward the cities and municipalities, but the driving factor appears to be more
politics than the desire for more equalization.

Lower-level governments in Istanbul must transfer 35 percent of their revenues
to the Istanbul metropolitan municipality to finance services provided by the met-
ropolitan government. Of the remainder, an additional 10 percent of local resources
must be transferred to metropolitan Istanbul for transportation investments.

There are significant fiscal disparities between the Federal District of Mexico and
the other local governments operating within the Mexico City metropolitan area
(OECD 2004a). Per capita spending in the federal district is 75 percent higher than
that in Hidalgo state and 42 percent higher than that in Mexico state. The reasons
for this disparity are the higher level of economic development of the Federal Dis-
trict and the significantly greater taxing capacity that it has. Since there is no metro-
politan government, fiscal equalization is left to the federal and state governments.
The intergovernmental transfer system in Mexico, however, has no equalization
transfers. A similar situation holds in Buenos Aires, where the capital district spends
40 percent more for education on a per student basis than do the surrounding sub-
urban jurisdictions. The corresponding city-suburb disparity in per capita total
expenditures in Mumbai is 60 percent.

Coordination

Public service delivery programs are not well coordinated in many metropolitan
areas (Bahl 2011; OECD 2006a; Slack 2007). Even adjacent local jurisdictions
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may have different ideas about the right level of services to be delivered (e.g., fire
protection or policing); traffic and mass transit may not be synched, and ideas
about good land use may vary greatly. One reason may be competition among local
governments, which can lead to efficiency gains (Tiebout 1956) but also to higher
costs, because some economies of size are forgone, as well as to uncompensated
spillover costs and irritated consumers who must use these uncoordinated ser-
vices. Vertical coordination between the higher-level metropolitan government
and the lower-tier municipalities also can be very difficult. Sector ministries of
higher-level governments deliver services within the urban area and often take
little account of local government plans and practices.

The approaches taken to dealing with this issue include establishment of area-
wide governments, assumption of expenditure responsibility by higher-level govern-
ments, voluntary or mandatory cooperation schemes, and simply ignoring the
problem.

INDUSTRIAL COUNTRIES

In some U.S. cities, various voluntary schemes have been tried in an attempt to
improve service coordination. These include informal arrangements such as joint
planning committees and interlocal agreements to cover such functions as police
patrols and fire protection services (Chen and Thurmaier 2009). Where areawide
government has been tried in the United States, it is usually in the form of single-
function special districts.

Some Canadian metropolitan areas have maintained an emphasis on home rule
by local jurisdictions but have introduced a mechanism for coordination of service
delivery. Metropolitan Vancouver includes 21 municipalities and a population of
about 2 million and has a strong tradition of local government autonomy. In 1967
the Greater Vancouver Regional District was created by local initiative to coordi-
nate the delivery of services with regionwide benefits, including water and sewer,
capital spending, and solid waste management. It is governed by its member mu-
nicipalities, which can freely reject its recommendations and even decline to be
involved in district functions. Some have argued that it is not likely to succeed in
coordinating services in the long run (Smith 2009).

Stockholm authorizes several instruments for interlocal cooperation, ranging
from contracting for services to forming a “federation” for joint provision of ser-
vices and a regional development council for coordination of regional development
work and infrastructure planning (OECD 2006b). Denmark replaced a voluntary
scheme for coordinating metropolitan services among municipalities in Copenha-
gen with a directly elected regional government that has the mandate to do com-
prehensive planning. The regional government has no taxing powers and limited
service delivery responsibilities, and it covers an area that is less than the func-
tional metropolitan area. Nevertheless, OECD (2009a) sees the capital region as
becoming the vehicle for coordination in metropolitan Copenhagen.

The metropolitan government arrangement in Toronto offers the greatest poten-
tial for coordination of services provided in the metropolitan area because a bot-
tom tier of local government is no longer in place. Still, the problem of coordinat-
ing service delivery with the provincial government remains. Moreover, the
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metropolitan government does not cover all local governments in the functional
metropolitan area, and as Sanction (2009, 236) puts it, “In short, all the difficult is-
sues associated with metropolitan growth were taking place outside the new city’s
borders.”

MIDDLE- AND LOW-INCOME COUNTRIES

In general, the governance in most developing and transition countries is more
centralized than that in industrialized countries. Thus, it is not surprising that the
most problematic coordination issue is conflict between governments in the met-
ropolitan area, which take alocal view, and sector ministries, which are more bound
by national objectives. In the case of Manila, for example, some have argued that
the ministries in charge are more concerned with their sectoral priorities than with
serving the needs of the metropolis per se (Manasan and Mercado 1999).

The general approach to resolving conflicts between levels of government is
some sort of intergovernmental arrangement where the various levels negotiate
to resolve the issues. For example, in Cape Town, the law provides a framework
for dispute resolution. Still, important unresolved conflicts remain regarding
responsibilities for certain functions of government, particularly transportation,
infrastructure, housing, land use planning, and policy implementation (OECD
2008a).

In Mexico City, the coordination problem is complicated by the number of lay-
ers of government involved, the number of local governments, and the presence of
two states and a national capital district. It is further complicated by disagreements
among the subnational governments about the uncompensated costs they impose
on one another and by the strong presence of political parties with different views
(Bird and Slack 2004). The response has been the creation of a number of coordi-
nating and planning bodies, regional trusts, and federal programs. OECD (2004a)
argues that the results so far have not led to much coordination.

The metropolitan municipality of Istanbul does have lower-tier membership on
its council, but there are 73 participating lower-tier governments. In this situation,
dialogue with any single local government and reaching a general consensus be-
come very difficult.

Arguably, the most important vehicle for coordination among governments on
matters of service delivery is a metropolitan government. But even this can be a
problematic solution. The metropolitan government in Cape Town carries out a
five-year management plan that links the municipal budget to the sector plans for
transportation and other infrastructure. However, the metropolitan government
has no jurisdiction over parastatals or sectoral programs of higher-level government
ministries.

Home Rule

Local voter influence is strongest under a jurisdictionally fragmented system. The
problem becomes how to maintain some degree of local (even neighborhood) in-
volvement in fiscal decision making while expanding jurisdiction boundaries to
capture economies of scale and deal with externalities.
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INDUSTRIAL COUNTRIES

Amalgamation to an areawide government will lessen the influence of local voters
over local budgets. It also may result in some voters being alienated from govern-
ment. In the case of Toronto’s metropolitan government, the heretofore lower-tier
municipality budgets simply disappeared, and voters from smaller municipalities
were right in feeling that they had less voice. Slack (2000) reports that for one mu-
nicipality in what is now metropolitan Toronto, the elected representation changed
from 7,300 people per councilor before the reform to 54,214 afterward. The corre-
sponding numbers for the city of Toronto were from 41,850 to 54,214.

This said, various fixes for decentralization in metropolitan governance can be
used to claw back some home rule features. The Vancouver arrangement of lower-tier
control of the regional government is one example. A two-tier structure of governance
as in Montreal is another approach. The election of decentralized districts within the
larger urban government, as in Madrid, Amsterdam, and Tokyo, is another.

MIDDLE- AND LOW-INCOME COUNTRIES

In some poor countries, home rule is a luxury that might not be affordable. Gov-
ernment structure in the large cities is driven more by technical efficiency and pos-
sibilities for cost recovery and more effective maintenance of the asset stock. These
objectives point toward metropolitan governance, special districts or public com-
panies, or central government responsibility as the best arrangements for deliver-
ing services.

To make some provision for local voice, arrangements have been institutional-
ized for community inputs on budget decisions. In Cape Town, there are no poli-
tical jurisdictions below the metropolitan government level, but 23 subcouncils
have been established and empowered to present development plans. This decon-
centration approach allows the metropolitan city to demonstrate that it recognizes
the need for decentralized decision making without giving up much power.

In the Philippines, elected local government units remain as a lower layer in the
metropolitan structure. Beneath the local government level there is a provision for
a barangay government with some fiscal powers, thereby providing another layer of
decentralization.

Political Economy Considerations

Important political agendas and bureaucratic politics must be addressed in designing
the structure of service delivery and finance in metropolitan areas. Political economy
considerations are often the determining factor on metropolitan government struc-
ture. The stronger the local government units in urban areas and the more wedded
they are to home rule, the more difficult it will be to create and sustain a strong met-
ropolitan government. And, the more dominant the central and state governments,
the weaker will be both the local and the metropolitan-area governments.

INDUSTRIAL COUNTRIES
In the case of Toronto, the metropolitan government was put in place by a provin-
cial act. It was hotly opposed by some citizen groups, mostly on grounds of losses
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in home rule (Slack 2000). To gain some favor with voters, there also was a promise
that the amalgamation proposed would save money by eliminating many “dupli-
cate” local government jobs. Elsewhere in Canada, however, the strength of senti-
ment for home rule was not overcome, even with provincial involvement in enact-
ing the legislation. In fact, the provincial government in British Columbia went to
some lengths to make the point that restructuring Vancouver was not about creat-
ing a new level of government (Sanction 2009). The concept of the Greater Vancou-
ver Regional District was sold as a vehicle for better coordination of services. The
Quebec legislature established metropolitan communities for Montreal and Que-
bec City. The Montreal community is made up of the councils of Montreal and
Longueuil and 61 other municipalities.

Politics also has led to the dismantling of metropolitan governments. Grimaldos
and Ferrer (1999) cite the conflict between the socialist majority in the metropoli-
tan government and the autonomous government of Catalonia as leading to the ab-
olition of the Barcelona metropolitan government. Politics have deadlocked the
discussion in Italy to a point where even agencies for intermunicipal cooperation
have failed.

The United States represents perhaps the extreme case of opposition to metro-
politan government. Hundreds of proposals for governmental consolidation have
reached the referendum stage over the past 20 years, but only 34 had succeeded as
of 2008 (Hall 2009; Leland and Thurmaier 2005). Boundary changes and changes
in the distribution of political power are a tough sell in the United States.

MIDDLE- AND LOW-INCOME COUNTRIES

Governance and finance in low- and middle-income countries are more central-
ized in general, but this pattern has been challenged by democratization and the
growing voice of elected metropolitan-area political leaders. Another consideration
is that the post of mayor or governor of a large metropolitan area is high profile and
can be a good platform for some who aspire to national office. Especially when the
local leader is from an opposition political party, the turmoil can spill over into
counterproductive intergovernmental conflicts.

In Mexico City, a political tug-of-war is played out between the federal govern-
ment and the state governors within the metropolitan area. Matters have become
more complicated with the end of one-party rule.

The history in Manila has been a clash between the municipal government units
and the appointed metropolitan government. During the Marcos period, the met-
ropolitan government was stronger in terms of its regulatory powers and even held
a claim on a significant part of the revenues of the local government units. In the
post-Marcos period, the balance of power has swung back toward the local govern-
ments in terms of both service delivery autonomy and the claim on revenues
(Laquian 2002).

CONCLUSIONS: HOW TO MOVE FORWARD?

Removing the constraints to providing an adequate level of public services in metro-
politan areas is a subject that will continue to demand more attention from policy
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makers, particularly those in middle- and low-income countries. The population
growth of urban areas, their importance in the national economy, and the large
unmet demand for public services will force this. But reform in this area will not be
for the politically faint-hearted. Addressing these issues will require considering
whether metropolitan-area governance and finance should be structured differ-
ently from the rest of the country.

The Problem

Part of the problem with metropolitan governance is the limited resources available
to invest in expanding and maintaining the infrastructure and to support basic so-
cial services. This might lead to increased revenue mobilization by local govern-
ments, which might be better done under an areawide governance arrangement.
But the problem can also be helped by reducing some of the costs of service deliv-
ery. This would lead to reforms that address the economies of scale that go uncap-
tured in many fragmented metropolitan areas and to reforms that can reduce bur-
densome spillover costs, such as traffic congestion and pollution.

The solution to this problem, or at least part of it, might be to organize metropoli-
tan governance in a more efficient way, that is, to move toward an areawide gover-
nance model. But this model would move governance another step away from local
control and would impose an efficiency cost on the local population. The dilemma
facing those who would change government structures is the trade-off between
benefits inherent in metropolitan governance and the loss in home rule this would
bring.

The underlying problem in metropolitan governance and finance is the un-
realistic goal of marrying two very different spatial units. The functional economic
region has boundaries that are informal and always changing, as one would expect
of a labor market area. The “champion” of making the region a government entity
is the planner who sees great efficiency and equity gains from some form of regional
service delivery. The other spatial unit, the local government, has fixed boundaries.
The champions of local government are elected officials and voters, both of whom
want to maintain control over services provided in the local area. It seems unlikely
that these two very different actors will come together easily in support of a general-
purpose regionwide government. The issue is even more complicated by the tech-
nocratic goals of special districts or public companies whose service boundaries
may not be coterminous with either the metropolitan area (labor market area) or
the general-purpose local governments. It will take participation by a higher-level
government to get around these special interests, though higher-level governments
will themselves have vested interests.

The public policy solution lies in finding a way to deliver some services with a
degree of local control and financing, while delivering others on a regionwide basis
and with a broader finance base. All governments will likely identify with a model
that produces better prospects for long-run economic growth and better infra-
structure services. Local governments can be moved by strategies that give them
some voice and a promise to hold down taxes. But none of these arguments seems



THE DECENTRALIZATION OF GOVERNANCE IN METROPOLITAN AREAS 103

to be convincing when it comes to moving basic services away from the local gov-
ernment level or, more drastic yet, abolishing local units of government. The prac-
tice shows that governance and finance in some metropolitan areas have moved
toward this solution, but almost no one would declare that the delivery of regional
services is properly coordinated.

How to Design a Reform

The reform of metropolitan governance and finance in low- and middle-income
countries is a relatively new frontier in policy analysis. Economics, politics, history,
and culture all play an important role in deciding on the best arrangement for met-
ropolitan governance and finance, so it is not surprising that many different ver-
sions are in practice. Theory would have us think of governments and perhaps
voters sitting down to decide who should do what, as if the game had just begun. In
fact, the game began long ago, and many subnational governments are locked into
expenditure assignment and financing “entitlements.” These entitlements are not
easily discarded just because an urban area has grown rapidly, because two urban
areas have grown together to become a single labor market area, or because the cur-
rent structure of government has become unwieldy. However, the time for wholesale
rethinking may be close at hand in many low-income countries.

The place to begin the reform process is with a comprehensive fiscal review for
the metropolitan area. This will be new ground for many metropolitan regions,
where the status quo on governance is accepted and where there is often a willing-
ness to stray only so far, such as appointing regional advisory commissions. Mostly,
there is a willingness to live within the fiscal regime set by the central or state
government.

This comprehensive review might include the following:

o A rethinking of the structure of government that will deliver services. While
this seems a daunting undertaking, one might point to the experiences in To-
ronto and Cape Town, where exactly this was done.

e An analysis of options for the division of expenditure assignments among the
tiers of government.

e A review of revenue-raising choices, including local and areawide taxes and user
charges and intergovernmental transfers.

¢ Consideration of borrowing powers of metropolitan local governments, and per-
haps a separate regulatory framework for these governments.

e Integration of alternative fiscal structures for the comprehensive development
plan and land use plan for the metropolitan area.

The committee that develops this plan must include the important stakeholders
in the metropolitan area. Without the local government’s inputs and eventually
approval at some level, fiscal reform cannot move forward. However, most low- and
middle-income countries are centralized, so the fiscal review and action plan would
have to be led by the central government (or perhaps state government in the case
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of some federations). It is quite possible that the recommendation will be to enact
a completely different fiscal regime than exists for other local governments in the
country.
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s discussed in chapter 2, metropolitan cities play a vital role in economic

development. In most Organisation of Economic Co-operation and Devel-
opment member countries and in the dynamic emerging economies, they ac-
count for a significant share of gross domestic product and jobs and have higher
labor productivity, economic growth rates, and incomes compared with national
averages. Metropolitan cities benefit from a diversified economic base, strong in-
novative capacity, and a high level of skill among residents. While agglomeration
economies may initially drive the growth of metropolitan cities, sustaining the
comparative advantage of cities as the engines of growth requires that they pro-
vide adequate infrastructure and a business-friendly regulatory environment to
maintain their competitiveness as attractive destinations for private investment.
In an era of growing mobility of skilled and specialized workers, both within and
across national borders, the metropolitan cities must also provide a good quality
of life that attracts an educated and skilled workforce. Finally, metropolitan
cities must deal with problems of exclusion and poverty that tend to accompany
growth.

However, few cities in the developing world are able to discharge all these func-
tions effectively. Infrastructure deficiencies are evident in most of the metropolitan
cities, and few have been able to deal with the issues of social equity as evidenced
by the continued prevalence and even growth of slums and squatter settlements
(see chapter 14).

A lack of financial resources is cited by most city managers in developing coun-
tries as the principal cause of the unsatisfactory state of affairs, and this is certainly
an important factor, as discussed elsewhere in this book. However, inadequate fi-
nance is only a part of the story. An even more important factor is weakness in
metropolitan institutions that are unable to mobilize the necessary resources or to
plan and deliver services effectively to the growing population.
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In many countries, the institutional weaknesses of local governments, including
those of high-population metropolitan cities, stem from the legal/regulatory envi-
ronment. Only a handful of countries specifically recognize local governments in
their constitutions as organs of governance, and even there, how they should func-
tion has not been specified.! In most cases, the local governance structure has de-
veloped by trial and error, largely through laws and regulations passed by the
higher levels of government. Several developing countries have also undertaken
reforms in recent years aimed at defining the functions and powers of local govern-
ments. While many such efforts emphasize efficiency as the ultimate goal, the in-
creasing voice of the people is becoming an equally important objective in most
countries. This chapter draws on the experiences of 11 large metropolitan cities to
suggest possible directions in the development of metropolitan institutions in de-
veloping countries.

The institutional design for effective metropolitan management rests on three
interrelated and mutually reinforcing pillars: autonomy of action; accountability
for performance; and capacity to perform the functions. The autonomy of action is
largely determined by a city government’s charter that defines its powers vis-a-vis
the higher level(s) of government. Capacity of the city government is determined
by its legislative and management structure and how the two are related. Account-
ability is determined by the nature of the city-central relations (upward accountabil-
ity) and the voice the citizens have in the functioning of the city and in demanding
performance (downward accountability).

CENTRAL-CITY RELATIONSHIP: HOW MUCH AUTONOMY?

There is wide agreement that cities can perform their functions effectively only if
they are given substantial autonomy in managing their affairs: planning, mobiliz-
ing, and allocating resources and procuring goods and services. This is based on
the theory that the closer the government is to the people, the better it works (Stigler
1957). This assertion has been increasingly borne out by experiences in many in-
dustrialized countries, where local governments now enjoy substantial autonomy,
albeit with considerable variation in the specific functions assigned to the local
government, the financing mechanisms for services, and the legal framework un-
derpinning roles and responsibilities (Shah 2006a).

In terms of functions, cities in virtually all industrialized countries are respon-
sible for providing what Shah (2006b) terms “property-oriented” services, such as
water, drainage, transport, garbage collection, environment protection, and land
use planning. In many industrialized countries (e.g., Nordic countries, Canada,
and the United States), cities also provide many people-oriented services, such as
education, health, and social welfare, even though funding sources can vary, with
largely local funding at one extreme (Nordic countries), virtually totally central
government funding at the other (Australia), and a mixture of local and state/federal
in between (Canada, the United Kingdom, and the United States). However, cities
are allowed considerable leeway in revenue mobilization from local sources to meet

'South Africa and Turkey are notable exceptions among developing countries.
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their assigned functions. As noted in chapter 6, cities in industrialized countries
meet on average about 70 percent of their expenditure needs from local taxes and
fees.

In terms of the legal framework underpinning the assignment of powers and re-
sponsibilities to cities, in the industrialized countries cities enjoy a large degree of
autonomy in managing their affairs. However, variations derive from national con-
stitutions (Denmark, France, Germany, The Netherlands) or national legislation
(New Zealand, United Kingdom) in unitary states and from state constitutions
(United States, Australia, Switzerland) or state legislation (Canada) in federal states.
Although legal frameworks specify the regulatory and oversight roles of the higher
levels of government, there are periodic disputes regarding authority of higher-level
government in local affairs, particularly in what the local governments consider
unfunded mandates.

However, city governments in many developing countries still play a relatively
small role in people’s lives. The assignment of functions to local governments in
most developing countries is still limited, with many essential functions per-
formed de facto or de jure by national/state governments. Lack of capacity, both
financial and managerial, is often the reason cited for this limited assignment, al-
though as discussed later, weak capacity is just as much linked to the limited as-
signment of functions and powers. Table 5.1 presents an overview of assignment
of functions in the 11 large metropolitan cities in developing countries selected
for this chapter.

In terms of raising revenues, there are relatively few areas where local govern-
ments are allowed to operate autonomously. They are generally allowed quite lim-
ited autonomy in mobilizing revenues. Higher-level government often decides not
only the types of permissible local taxes (which is appropriate for reasons of eco-
nomic efficiency) but also the rates, levels, and collection methods. The expenditure
authority of local governments is similarly highly circumscribed: they are often
required to seek approval from higher levels for most contracting of any significant
value.

Intergovernmental transfers, the main source of local government revenue, in-
variably take the form of conditional earmarked grants rather than budget trans-
fers over which local governments have planning and expenditure jurisdiction.
Table 5.2 presents an overview of revenue and expenditure autonomy for the same
11 large metropolitan cities.

Other forms of central control commonly include approval of senior staff ap-
pointments; reserving senior positions in the city government for appointees from
the central government; setting salary levels for city governments; budgets; land use
plans; performance standards; and external audit. While many such requirements
are justifiable to minimize the risk to public resources, the issues are often the de-
gree of control, the manner in which they are exercised, and whether the control
function is within the capacity of the higher level of government itself. For exam-
ple, central approval of budgets in Kenya can take time, sometimes many months,
and sometimes are given only after the end of the financial year (Lewa and Devas
2004). In Ghana, central appointment of the district chief executive is often a cause
of political conflict and undermines local accountability. Centrally appointed staff
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often becomes a point of contention with the local elected officials, as in Kenya and
India, because they are seen as serving not local interests but those of politicians in
the center. There is an inherent tension between local autonomy and central con-
trol, and a reasonable balance must be struck between local autonomy and the need
for supervision. What is often overlooked in rule making is the limited capacity of
the central government to supervise, resulting in a web of rules and regulations that
are ineffective in practice or, worse, obstacles to good local governance. The absence
of a well-conceived legal framework that governs the central-local relationship adds
uncertainty in the relationship and is another factor inhibiting local initiative.

Recent years have seen some progress at least in middle-income countries in de-
volving greater powers to city governments. Brazil and Argentina had been moving
toward increasing decentralization as a part of their transition to democracy in the
1980s and 1990s, but the fiscal autonomy of local governments was curtailed consid-
erably in the late 1990s with the onset of the financial crisis. China devolved func-
tions very aggressively, particularly to the larger cities that it considered drivers
of economic growth, at the beginning of its economic reform and the opening up
of the economy; however, fiscal autonomy still remains weak. South Africa has
been undertaking a major realignment in the functions among its three “spheres” of
government that places much greater emphasis on municipalities. India adopted a
constitutional amendment in 1994 requiring the states to devolve powers to local
urban governments, although in practice the states have generally been very slow
to implement the amendment. Indonesia embarked on far-reaching reforms under
the new constitution adopted in 2001 whereby cities were granted significant lee-
way in local taxation and expenditure autonomy both for own-source revenues and
for transfers from the central government.

CITY GOVERNMENT INSTITUTIONS

All city governments have three constituent parts: the legislature, most commonly
referred to as the city council; the executive responsible for the day-to-day running
of city functions; and the bureaucracy. However, the division of functions and rela-
tionships among these three parts vary among major cities in the world and define
different forms of city government. The variations result from history, tradition,
and the system of government at the national level.

The City Council

Most major cities have a council composed of representatives elected by the people.
City councils have always been considered an important part of representative de-
mocracy, but their importance has grown even more in recent years as the govern-
ment “closest to citizens.” Most theories of representative democracy emphasize
the role of elected laymen both in the representation of citizens and in the decision-
making process (Berg and Rao 2005). The extent and type of elected representa-
tives’ involvement in local affairs depend on the design of the electoral system and
the form of government chosen, which in turn defines the relationship between the
council and the executive.
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TABLE 5.2
Local government revenue and expenditure autonomy in select metropolitan cities

Buenos
Istanbul Jakarta* Manila Sao Paulo Aires
Revenue Mobilization Authority of LG (1)
Control over: R B C R B C R B C R B C R B C
Property tax O © e ® O © e o o e o o e o o
Taxes on vehicles o O O e o o O O O ®© © o e o o
Fees e O o e o o e o o e o o e o o
User charges for services e o o e o o e o o e o o e o o
Expenditure Authority
Control over expenditures o L] L] L] L]
from own revenue (2)
Control over expenditures L] O] L] L] L]
from intergovernmental
transfers
Intergovernmental Transfers
Distributable pool (3) F F F F F
Distribution across local F F F F F
governments (4)
Purpose of transfers (5) UCBG UCBG, UCBG UCBG UCBG
CEG
Management of transfer ©) (@) (@) O (@)
system (6)
Do local governments have International:O O] @**x (O] O]
discretion to borrow? (7) Domestic: ®

Abbreviations: AH, ad hoc; B, base setting; C, collection; CEG, conditional earmarked grant; F, formula based; R, rate
setting; UCBG, unconditional block grant.

Symbols indicate control: ® = Full control of the local government O = No control of the local government ® = Partial
control.

*The property tax is in the process of devolution to the local government level in Jakarta, which will have full authority
over base setting, collection, and, up to a limit, the rate-setting discretion to borrow. Bond issuance is currently being
piloting.

**In theory, Mumbai has control over setting rates, but in practice the state exercises considerable control through its
approval powers.

***Local government units have the power to undertake loans and borrowing subject to a statutory debt limit (annual
debt service cannot exceed 20 percent of income)

There are two main forms of election of councilors: proportional representation
and majoritarian or first-past-the-post systems. In the proportional representation
family of electoral systems, seats are shared in rough proportion with votes gained
by each party, whereas a majoritarian electoral system is based on a “winner-take-
all” principle. The proportional representation system favors small and marginal-
ized groups being represented in the council.? In majoritarian systems with single-

2In other words, the objective of a proportional representational system is to form a legislative assembly with
each group of voters represented, in proportion to their number in the polity at large, by a party or person who
shares their ideology.
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Addis Dar es
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member districts, only two parties will emerge as major parties. That is why the
majoritarian system is also sometimes called the two-party system. Table 5.3 de-
scribes different electoral arrangements and presents country examples.

Some countries have tried to take politics out of local elections in order to im-
prove their efficiency. They require local elections to be nonpartisan on the the-
ory that party politics are more appropriate for national/state level issues and not
relevant to the local needs. However, in many cases this restriction is impossible
to enforce, as in Kerala, India, where independent candidates for local bodies in
practice tend to have a known party affiliation (Venugopal and Yilmaz 2009).
Similarly, in Ghana, although district assembly elections are supposed to be non-
partisan, in reality local governments are not free from partisan politics (Yilmaz
2009).

In other countries, party affiliation is integral to the system of government at all
levels. In these cases, national politics tend to intrude into local elections, thus dif-
fusing the focus away from local governance. In South Africa, for example, the he-
gemonic African National Congress controls local politics and local politicians.
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The City Executive

Most cities have a mayor or equivalent, elected either directly by the citizens or
from within the city council, who leads the executive branch of the government.
But the extent of the mayor’s power and influence, and thus role in running the
city, varies widely depending on the different institutional arrangements for, and
the extent of, the separation of powers between the council and the executive. This
in turn determines the relationship of the two branches of government with the
citizens. For example, if the executive is also the chairman of the city council, the
division of authority is blurred. This is usually the case in parliamentary systems,
as opposed to presidential systems, where the executive branch is completely inde-
pendent of the legislative branch. In a parliamentary system, the extent of authority
of the council chairman relative to the council determines, to a significant extent,
the responsiveness and representation of the local government. Similarly, if the
executive is appointed rather than elected, the political representativeness and re-
sponsiveness are compromised.

There are at least four models of city governance practiced around the world,
ranging from the council exercising the most powers at one end of the spectrum
and the all-powerful mayor at the other, with shared functions between the two.
Table 5.4 provides an overview of the four models, their strengths and weaknesses,
and examples of some countries that follow each particular model.

COUNCIL AS EXECUTIVE

Sometimes referred to as the “weak mayor” or “strong council” form of government,
this is the earliest form of city government. The council elects a mayor from among
their ranks, but only as the nominal chief executive. The city council (and, in some
U.S. cities, other elected officials such as the city clerk or city auditor) also hold
substantial power. The council designates specific members and/or committees of
members to run and oversee specific city functions. The council performs all execu-
tive functions, including administration and budgeting. The role of the mayor is
largely ceremonial and limited to presiding over the meetings of the council and, in
some cases, being the “face of the city government” to outsiders.

This model has evolved from the earliest days of postimperial/postcolonial
governments when small communities organized themselves to run their affairs. A
great premium was placed on local control, in part as a reaction against centralized
power. As the representatives of the people, the executives were considered as hav-
ing the most intimate knowledge of the needs of the citizens to whom they were
responsible and accountable. The system works reasonably well in small, homo-
geneous cities where people are in general agreement and do not expect a lot from
the government. But the system comes under strain as cities grow in size. The infor-
mal, personal contacts that underlie the council-executive model no longer function
in big cities, where social relations tend to be formal and impersonal. City growth
also brings bigger and more complex problems that require much more technical
expertise than the council typically possesses and that a leaderless, fragmented
government is not best equipped to provide. Governance of larger cities also needs
more formal checks and balances that the model does not provide. More generally,
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councils can often be “debating chambers,” which are not able to implement sound
policy decisions (Lankina 2008).

For all these reasons, the council-executive form of government is not well
suited to managing metropolitan cities, and most industrialized countries have
moved away from it in recent years. Denmark, however, stands out as an exception
to this trend and has actually been moving back to the model, even for its largest
city, Copenhagen. The Danish approach is driven by the goal of weakening the po-
sition and influence of political leaders and increasing the power of the councils
that it considers much more representative of, and responsive to, the needs of the
citizens (Berg 2005).

COUNCIL-CITY MANAGER FORM

One of the early reforms of city governments was to infuse greater professionalism
in the management of various city functions. There was a recognition that the busi-
ness of local government is to provide basic services of a technical nature and should
therefore not be political. This led many cities to adopt the council-city manager
form of government. Under this system, the political element of the system, the city
council, appoints a qualified individual as the city manager, who is responsible for
all day-to-day functions of running the city and exercises most executive powers,
with the council providing policy guidance and supervision. As in the council-as-
executive model, the mayor is normally elected from among the members of the
council (in the United Kingdom the mayor can be elected) and has limited powers,
similar to the council-as-executive form of government. The model is akin to a
private corporation, with the council being analogous to the board of directors and
the city manager the chief executive.

The principal advantage of the model is that a professional manager runs the
city in a business-like manner, something that is necessary given the premium
on making the best use of limited city financial resources. Such an institutional
arrangement can preclude politically motivated patronage (Montjoy and Watson
1995). Since city managers are ostensibly guided more by actual effectiveness
and efficiency than by short-term electoral considerations and pressure-group
demands, as is the case with elected political executives, they are more likely to
pursue policy innovations (Montjoy and Watson 1995). In addition, city manag-
ers are not subject to frequent turnover and thus are more likely to ensure policy
continuity and to have credible commitments to other actors in local develop-
ment (Clingermayer and Feiock 1997). In the United States, where the model
is quite prevalent (in the majority of small and medium-size cities, but less so in
the larger cities), there is a well-recognized cadre of competent city managers who
are in high demand.

The criticism of the model is that it undervalues the importance of political
leadership that is critical in the running of a city. The city manager may be just a
transitory stranger in charge of city affairs (many U.S. cities prefer to hire an out-
sider who is not immersed in local politics), using the city as a rung on her or his
career ladder. In addition, despite the intention of city managers being apolitical,
experience from the United States indicates that in practice they view themselves
as having substantial influence, often higher than the mayor or the city council
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(Svara 2005). In fact, few countries outside the United States have adopted the model
to a significant extent; in the United Kingdom, where the local government reform
law of 2000 allowed this option, only one local authority, Stoke-on-Trent, has
adopted it (Chandler 2009).

The model has also not been much used in developing countries, except where
it has implicitly evolved because of higher levels of government maintaining the
power to appoint the heads of local governments from among the ranks of national/
state civil servants (e.g., India). While technically a council-manager form, it is in
practice more of a mechanism for higher-level government to keep a tight grip on
city governments and thus is not really an appropriate practice for effective city
management. Metropolitan cities in South Africa use a blend of strong execu-
tive and city manager approach by having the mayor as the chief executive who
is unambiguously the leader and the city manager as a professional working
under him.

LEADER AND COUNCIL CABINET FORM

Most prominent in countries with a parliamentary tradition of government, this
form has the leader elected from among the council members (normally the leader
of the majority party) serving as the mayor, who in turn appoints up to a prescribed
maximum number (three to ten in the United Kingdom) of the council members to
serve as his or her cabinet. Individual members of the cabinet can be given respon-
sibility for specific services and/or cross-cutting themes, with delegated authority
to make decisions. The council performs the oversight function and may set up
committees for specific subjects/themes. However, this arrangement has been criti-
cized for violating the division of powers (Montjoy and Watson 1995). The council
is responsible for agreeing on the policy framework and the budget for the city,
normally but not necessarily on the proposal of the executive.

A variation of the model is for the people to elect the mayor directly, who then
forms the cabinet in the same manner from among the council members. This
variation makes the mayor more visible and potentially more powerful than a mayor
who is the leader of the council.

The model attempts to strike a balance between the need for clear executive
powers and legislative oversight. Keeping the executive leadership within the
council, it ensures that the council as the representative of the people is fully en-
gaged in the running of the city. The main disadvantage of the model is that, like
parliamentary systems, it can result in an unstable government that is at the
mercy of potential changes from votes of no confidence in situations where na-
tional party politics are closely divided. While this may well be an appropriate
system for national/state level politics, it is not well suited for city government,
which requires more stability in order to deliver service effectively. In order to
overcome this problem, the U.K. legislation requires a supermajority of a council
to remove a mayor or is without the power to remove a mayor that is directly
elected. Another disadvantage cited by some is the passive role played by the
members of the majority party in the council who are not members of the cabinet
(the “back benchers” in the United Kingdom) since they are expected to vote on
party lines (Chandler 2009).
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MAYOR AS EXECUTIVE

Also sometimes referred to as the “strong mayor” form of government, this model
has the mayor (generally) elected directly in citywide polling. The election of the
mayor can be at the same time and for the same term as the council, but some cities
have chosen to stagger both the timing and the term to draw a clearer distinction
between the legislative and executive functions and to provide greater continuity
in city governance. The councils normally cannot remove the mayor through no-
confidence votes, but some cities provide for the citizens to force a recall election by
petition signed by a specified number of voters.

The executive power is entirely vested in the mayor, with the council playing
only the oversight role. The city bureaucracy is directly under the control of the
mayor, who also may have the powers to appoint (or dismiss) the heads of the vari-
ous departments. The council may be granted appointment powers for certain po-
sitions (e.g., city clerk, auditor, inspector general) that are closer to its role of ensur-
ing accountability in city functions. The mayor presides over the council meetings
and sets its agenda. The mayor also has the powers to prepare the budget for coun-
cil consideration, administer it after approval, and veto acts of council, which the
council can override only with significant majority, and generally acts as the leader
of the city for all practical purposes.

Despite its increasing prevalence, there is considerable disagreement about the
strong mayor model. The proponents of the model see it as offering clarity of lead-
ership and streamlined functioning of the city government, which helps improve
efficiency. It also allows the voters to see the mayor clearly as whom they should hold
accountable for the performance of the city government. Finally, it clearly separates
the oversight responsibility of the council, which tends to be diluted when the coun-
cil also takes on executive functions. A review of the German experience with di-
rectly elected executive mayors seems to confirm these views (Wollman 2005).

The main criticism of the strong mayor model is that it concentrates too much
power in one individual, to the detriment of having truly participatory and demo-
cratic governance. Critics believe that leadership that relies on formal power to forge
coalitions among divergent views and interests common in any city is not neces-
sarily responsive, particularly to those outside the ruling coalition (Blodgett 1999).
Citing successful examples of San Antonio, Texas, and Charlotte, North Carolina,
Blodgett (1999) argues that it is possible for the mayor to use powers of persuasion
and consensus building in a council-leader form of government to bring together
different factions to support important initiatives.

Blodgett (1999, 354-355) also dismisses the notion that the council-manager form
means “leaderless” government, which cannot take hard decisions because of the prob-
lem of “too many hands on the tiller,” arguing: “Do we really want a mayor’s lead-
ership tools to comprise trading votes for services? Political leadership should not
be confused with reactive, demand-responsive leadership. Too often, the political
leadership in strong mayor governments encourages conflict among elected offi-
cials, which, in turn, produces political gridlock and a reliance on short-term coali-
tion building.”

A second criticism of the model is that it marginalizes the role of the councils to
essentially rubber-stamping the preferences of the mayor and thus risks weakening
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the horizontal and vertical accountability linkages between the council and the
executive and between the council and the citizens (Lankina 2008). In Cote d’Ivoire
and Uganda, use of the strong mayor system has led to mayoral domination of local
councils and lack of accountability of councils (Crook and Manor 1998; Wunsch
2001). Surveys of council members in U.S. cities with strong mayors show a grow-
ing disaffection among council members, the representatives of the citizens, in
their influence in key decisions (Svara 2005).

Despite the differing views, the strong mayor form of government has become
increasingly popular, and many countries, developed and developing, have adopted
this as the model. France, Germany, and Spain in western Europe are the most
prominent examples of directly elected strong mayors, although it has also gained
increased prominence in England following the local government reforms of 2000.
Most of the largest U.S. cities have directly elected mayors.

The Bureaucracy

Like any other function, cities require managers and staff at all levels who have the
necessary expertise, tools, and resources to carry out their assigned functions. The
growing complexity of metropolitan cities requires high-caliber staff, or at least
staff members who are no less qualified than those who serve in state or national
governments. This, however, is not the norm in many developing countries. Local
government staff are invariably of lower caliber and command less respect. This
contributes to the commonly held view of a lack of capacity in the local govern-
ments, which is one of the main inhibiting factors for greater devolution to local
government cited by higher-level governments.

In practice, the lack of capacity is not due to lack of availability of qualified people,
at least in the metropolitan cities that generally offer amenities (e.g., schools, hous-
ing, culture) valued by civil servants. Rather, the main reason is the inadequacy in
the civil service system governing local governments that often accords local gov-
ernment officials a lower status, including lower salaries, fewer chances of advance-
ment (when higher-level positions are filled by transitory appointees from the na-
tional government), insufficient value assigned to local government functions, and
does not encourage professionalism.

Poor governance in the cities is also detrimental to bureaucratic functions.
Many local politicians use government jobs as patronage. High levels of political
corruption inevitably seep into the ranks of the civil servants, who then become
the “enablers” for the politicians. Low salaries and a lack of proper systems of
accountability serve as incentives for petty corruption, which is felt most directly
by the citizens.

The net result of these factors is that the local government staff are held in low
esteem. Citizens generally see them as inefficient, unresponsive, and corrupt. This
is quite in contrast with industrialized countries, where local government staft
members receive generally positive ratings from citizens, at times even higher than
those for the higher levels of government. This reflects the fact that citizens in in-
dustrialized countries value the importance of local services on which they exer-
cise much more direct control through their elected representatives.
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City governments need significant autonomy over civil service and employ-
ment policies in order to address these issues. Ideally, it should include pay policy
autonomy (setting overall wage rates); budget transparency (paying staff from one’s
own budget); budget and establishment control (controlling staff numbers and au-
thority to remove surplus staff); recruitment autonomy (recognition as formal em-
ployer); career management control (vertical and horizontal mobility, including
transfers to other units within the local government system); and performance man-
agement (directing and supervising activities and tasks, conducting evaluations,
and exercising the ability to discipline and fire) (Evans 2004). Discretion over these
functions allows the local government to hold staft accountable and to allocate staft
efficiently by aligning their skills with local activities while managing financial
resources. For example, pay policy autonomy and performance management not
only enhance the accountability of the local staff to the local government but also
give the local government authority over managing fiscal resources. In other words,
if the local governments are not in control of each of the above-mentioned func-
tions, the structures of accountability remain misaligned.

In practice, local governments in most developing countries have hardly any
authority to make decisions on employment policies, because central governments
participate in every aspect of the employment management, including budget pay-
roll, recruitment, setting up standards, and even performance management. As
a result, civil service rarely enters the decision calculus of institutional design and
is not recognized as essential to good governance. Table 5.5 presents an overview of
local government power over different functions in select developing countries.

DEMOCRATIC GOVERNANCE: AUTONOMY
WITH ACCOUNTABILITY

Devolving discretion or autonomy to local governments to improve performance
needs to be accompanied by strong measures of accountability. As argued above,
effective metropolitan management requires local government to have substantial
autonomy in carrying out its functions, managing its finances, and managing the
personnel or functionaries, the essential “three Fs” of autonomy. Such discretion-
ary power should be accompanied by safeguards against its abuse. In the absence of
such safeguards, autonomy alone may actually leave the door open for misuse and
abuse of new powers. Public officials could be influenced and captured by elite groups
due to a lack of checks and balances for discretionary power. In addition to safe-
guarding from abuse, accountability mechanisms should create incentives for per-
formance. Devolution without addressing accountability at the same time has been
a major reason for the lack of success of decentralization (World Bank 2009).

The traditional approach to accountability of local governments has relied on
supply-side or public-sector accountability instruments, which is the hallmark of,
and a sine qua non for, good governance (Bovens 2005). It is the obligation of public
authorities (governments, elected representatives, and corporate and other govern-
ing bodies) to explain publicly, fully, and fairly how they are conducting responsi-
bilities that affect the public. Public accountability focuses on public-sector manag-
ers who spend public money, exercise public authority, and manage a corporate body
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under public law. The predominant focus is on compliance requirements of public-
sector managers for how they exercise public authority, spend public funds, and
manage a corporate body under public law. For local governments, institutional-
ized systems and procedures, upward reporting, prior approvals, public disclosure,
and independent audits are the most common instruments of accountability. These
have been the areas of focus of many donor initiatives for institution building.

Elections of councilors and the mayor are opportunities for citizens to enforce
accountability, and indeed, most developing countries now have some sort of elec-
tions at the local level consistent with the trends toward democratization at the
national level. However, essential as they are, in practice electoral accountability
has been weak because of voter apathy, which can be due to a lack of adequate in-
formation on performance or a lack of confidence among the citizens that they have
an influence in changing things. As discussed later, electoral arrangements can also
influence voter interest and participation in the elections.

Increasingly, however, both practitioners and academics recognize the critical
role of the demand side in contributing to accountability. Also referred to as social
accountability, the demand side refers to an approach to building accountability
that relies on civic engagement, in which ordinary citizens and/or civil-society
organizations demand accountability. Recognizing the limitations of both elec-
toral and public accountability mechanisms, demand-side/social accountability
approaches require concerted civic education efforts and an expansion in the rep-
ertoire of instruments through which citizens can hold the state to account, be-
yond voting.

Social accountability requires active involvement of citizens in the affairs of the
government. Citizen participation at the local level is seen as the foundation of
the development of democratic governance that many countries now seek. Indeed,
in the industrialized countries, this objective has become the central goal of in-
creasing decentralization, equal to or even more important than the efficiency goal.
Citizen involvement can also ensure more effective oversight of governmental func-
tions, something that is particularly necessary at the local government level with
the historic concerns about poor performance and malfeasance.

Electoral Systems

Direct election of councilors and the mayor has now become increasingly common
and provides the most fundamental form of citizen participation. However, mea-
sures can be taken that encourage voter interest and turnout. Of course, fair and
open elections are critical. Election of the mayor on a citywide basis has generally
drawn greater voter interest because it gives citizens a clear choice of one person
they can look to for leadership. Election of councilors on an area basis is important
to link citizens to their representative on the council. However, the large popula-
tion of metropolitan cities and the limits on the total numbers of councilors from
the point of view of effectiveness mean that a large number of people are represented
by one person (e.g., with a city population of 10 million and council size of 50, one
councilor represents 200,000 people, or 40,000-50,000 households). This dilutes
citizen voice in the metropolitan cities.
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Exogenous factors can negatively affect the effectiveness of the electoral sys-
tem. In many cases, informal power structure outside of the electoral system influ-
ences representation and electoral accountability. Voters in many local settings cast
their votes based on their affiliation with the traditional leaders/tribal chiefs. They
might be obliged to make their vote public, which prevents them from making their
choices in a democratic manner. More important, informal power structures restrict
the entry of candidates into the electoral space as those currently in power stifle dis-
sent to exclude certain groups and maintain strict hierarchies. In Punjab, Pakistan,
for example, the majority of the candidates who contested local elections previously
belonged to the landed elite class of their communities and were related to the poli-
ticians at the national and provincial levels (Aslam and Yilmaz 2011). Similarly, in
Burkina Faso, traditional chiefs frequently intercede with the deconcentrated or de-
centralized authorities, especially in rural areas (Mahieu and Yilmaz 2010). In Ethio-
pia, the de jure multiparty electoral competition is dominated by the ruling party
(Yilmaz and Venugopal 2010). Table 5.6 presents such examples from other countries
and emphasizes the detrimental effect that certain political factors can have on elec-
toral competition and, consequently, on including citizens in the political process.

Many U.S. cities try to overcome representation and participation problems
by having citizens serve on various advisory commissions, neighborhood councils,
and so forth. India has created “ward committees” with representation from trade
organizations, nongovernmental organizations, and so on, that provide inputs to
the councilor (Baud and de Wit 2008). Unfortunately, the ward committees have
been captured by elite or special interests in many cities, but they have been effec-
tive when they truly comprise grassroots-level representatives and the political
leaders show commitment to their success (e.g., Kolkata, India). New Delhi, India,
has tried neighborhood committees that are given responsibility for specific func-
tions (e.g., parks, cleanliness), but experience shows that they have been more effec-
tive in middle- and upper-class communities and not in the poorer neighborhoods.
Greater citizen involvement remains a continuing challenge in urban governance
in most cities. In the Philippines, for instance, the local government code mandates
that all provincial, municipal, and barangay (village/district) governments estab-
lish a local development council to set the direction of economic and social devel-
opment and review local governments’ budgets. One-quarter of the council members
should come from nongovernmental organizations and community-based organi-
zations (Estrella and Iszatt 2004).

Some countries (e.g., most U.S. states) have made local government elections
nonpartisan on the theory that for local-level government it is better to focus on
the qualifications and work of the individual rather than promises of political par-
ties. Experience in the United States generally validates this assumption. In contrast,
experience in some other countries suggests that partisan elections actually increase
voter turnout.

Empowering Citizens

Building a civil society is a long evolutionary process, as witnessed in industrialized
countries. The mechanisms by which they develop, or the events that trigger them,



(6007) Yueg PIIOM :HOYNOS “JUIPIsaId 9} dA0UIAT 0) IPIDAP
ued wnionb s UIZNID © [OAI] pyqps wiv.S 3y 1e ‘A[Te[IWIS “JUdwWUIA0S € Sulsserrequa 1o Sunjeajap jo adoy ay) ur wnionb s wazno 1o uonisoddo ayy £q juswrerpred e a10joq nd A[[EUONIPEI] ST UOTJOW 2OUIPYUOI-0U Y,

'sarnjonays A[Iqejunosde

ur sanSiqure sajea1d pue

SIUSWIUIA0S [800] 3 Jo s1omod

Areuorjarostp reonyrjod sjrwi|
SUOT}D3]d [8J0] JO [0JJUO0D [BIJUI))

*S[RIDIJJO [RIIUD
Jo SuruayiSuais ur sjnsax uory
-2I2STp 110103 Jo a1njded g

*SUOI}23[3 JO SUI0OINO A}

109J& SJOIYD [eqLL], "9010YD pue

a8e1yns 12104 Jo uorssaxdxo 1rey
pue 2213 sjuasaxd Aoearrd jo yoe

“Ayxed Surnr

o) £4q pajeurwrop A[I1us Jsourye

st adeospue] [eonyrjod a3 ‘ura)sAs
Ayrednmu e sey erdorgyg ySnoyyyy

*92URBUIIA0S

[BO0] UT SAI[qUIISSE JATIR[SISI]

UT SIOQUIDW 9)B)S JO [0 )

Paonpal pue UOTIRZI[BIJUIIIP

JO SWISTUBYDIW PUE SUOTINIIISUT
a3 uayySuans paday suonoa[g

'saInseaur

[[®231 03 19Ja1 sanyred [euoryeu

Jo sajeI[Iye A[UQ "SUOTII[d [BI0] A}

as1AIadns 0] SANUTIUOD SJUSUIUIIA0T
[©20[ 103 A[qIsTOdsaT I9)STUTU AT,

*SIO[IOUNOD UoTun

I9A0 ddouanfjul [eonI[od 119y} asn pue

BaI® 9} UI SIop[oy Jomod [euriojur
pue [EUONIPEI) TB SIOARW JO11ISI(T

"me] £q 121095 10U ST JO[[eq 3}

(1192 pue a3e[1A) S[2AJ] $100IsSLIS 2} 1Y
“Ayred Surna oy £q pajoafas are

pIeog UOTII[ [eUOTIEN Y] JO SIOqUID]A

'sanjred uonsoddo 105 aoeds [eonrjod oN

‘uonelyge

£yxed e aaey € 0) PUI) SUOIIIID

jefeypued 1edoo] 19130 pue sjedeypued
ww.8 103 sayeprpued juapuadapuy

'SAUWI02IN0 A} JUTWLIIP

pue 1edy 03 AJLI0yINE Y} 2ARY

OIYM ‘531102 3y} ut suonnad

y3nouiyy padpoy oq ued ssaooxd
UOTOI[ Y} YIIM SIOUBAILIS UDZNI))

"2ATINDIXA A}

Jo Juapuadapur suotsIap Supeur
U [N$SI00NS UIIq ALY S[IOUNO))

*S}SEOPROIq OIPRI d)B)S

uo suonjisod 119y 93e)s 0} ssad0e
uaA1d axam sanpred uonsoddp

'SUOT}O9[d SurIASTUTWpE

Jo a8xeyd ur s1 4121008 [IAD pue

sonyred jsowr woiy saanjejuasardar

J0 pasodwod ‘uoIsSTUwoy)
[©I03O3[{ [BUONEN SNOWOUOINY YT,

‘safenSue|
[BIOA3S UT OIPEI UO A[TEp Pajsed
-proiq sem ss9201d U0 YT,

‘uruor)ouny [om
ST ‘SUOT}O3[d [BIO] SIISIIA0 UITYM
UOISSTWUIOY) UOTI[T )81 YT,

*29)31WIW0))
uor)d3[q [euorjeN £q pazrueSio
ST UOI}OI[2 Y[, "S[2AJ[ [IOUNOD
vojus pue ‘1fouogy ofeqia

a3 je papraoid are suorstaoxd [[eooy

‘me[ £4q JySis1oa0
[1oUN05 03 352[qNs ST SATINDIXA YT,

's1eak

IN0J JO ULId) 0 ‘Uorjejuasaidar

reuonaodoid £q pa3oa72 A30211p
Ik S[IDUNOD [BINI PUE UBQIN [JOg

"UOT)D3[d [BI0] 10 19)s1331 0)
pamoy[e uaaq aaey saryred [edonrog
*SUOT)D9[d [BI0] UT UNI UBD SdJBP
-1pued Juapuadapuy “Juaprsard
91A pue JUaPIsaId 9y} dA0WAI UL
Jdvyoupd oy Jo s1oquuiaw a3 £q
,UOTIOUI 2DUIPYUO0I-0U Y "S[RIILJO
P2103]2 [820] 3} 10] pajepuL
A[reSo7 st s1e2A 9AT) JO W)

(sooz
Teaf UOT}OIQ)

eruezue]J,

(T00T
1224 U01}OI?)

(qelung) ueisnyeq

(5007 Teak
UO0I129[9) BIUIND)

(8007 TeaA
uonoapa) erdoryyg

(9002
Ie2f UOTIOI[Q)

BIPU] ‘@RI

2Wwoo1no ERITETIEY o) 8207

saonpoeadiepy

saopoead poon

03084 3@

ainlaQg

K1unod

so|dwiexa 309|95 :A}1|IqBIUNOIIE [B103D3]9 [€207]

9°'G 318Vl



126 INDER SUD AND SERDAR YILMAZ

are not entirely clear, so the best course is to put in place instruments conducive to
civic involvement and participation. Examples of such instruments follow.

GENERIC LEGISLATION THAT EMPOWERS CITIZENS TO

DEMAND LOCAL ACCOUNTABILITY

Specific measures can be enshrined in legislation governing local bodies that
empower citizens for grievance redress or with the right to request explanations
regarding municipal legislation. The following are some examples.

o Public hearings and consultations. These are probably the most common instru-
ment of dialogue between citizens and the local government. In most cases the
hearings are consultative and nonbinding. They make the government answerable
to its constituency, but they lack the enforcement dimension of an accountability
relationship.

o The right to demand a public hearing. As part of the process of adopting norma-
tive acts, the municipality must hold a public hearing on the proposed act if it is
requested by at least a minimum number of persons or an association having a
minimum membership.

e Public petitions. Any person or organization may petition the municipality to
adopt, amend, or repeal a normative act, and the petition must be reviewed and
responded to in writing.

o Administrative complaints. The municipality must go beyond the minimal pro-
visions of the country’s administrative appeals law by giving complainants an
opportunity to be heard and by shifting the burden of justification to the govern-
ment to prove that they followed rules and processes, as opposed to the
complainant having to show that the government failed to do so.

o The right to initiate a recall or referendum. The local government code in the
Philippines establishes the mechanism of recall as an immediate accountability
mechanism for elected local officials. Their tenure may be terminated by popular
vote under a special recall election that can be initiated by a petition. The code
also guarantees citizens the right to pass key legislation directly or oppose pro-
posed legislation with the instrument of referendum.

SPECIFIC BODIES AND PROCESSES FOR CITIZEN OVERSIGHT

Citizen oversight bodies are institutional structures that citizens form to provide
a direct channel for citizen oversight over local government’s work. In Bolivia, for
example, the 1994 Law of Popular Participation created local vigilance committees
to monitor activities of elected local government bodies and to participate in local
planning and budget creation. In Japan, in response to widespread perception of
local government corruption, a civic movement began establishing citizen ombuds-
men in several municipalities. This initiative spread throughout the country and
led to formation of the National Citizen Ombudsmen Liaison Council and recogni-
tion of the mechanism in government statutes. In addition, the national council
developed a survey to rank the level of transparency of local governments, which
was used as an additional source of pressure over local government to improve its
performance.
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INFORMATION PROVISION AS THE BASIS FOR CITIZEN MONITORING

Improved information flows to citizens reduce opportunism by political leaders and
improves resource allocation (Besley, Pande, and Rao 2004). In India, a small Indian
nongovernmental organization in Rajasthan initially introduced public hearings in
1994 to stop fraud at the local level. This initiative led to the Every Citizen Has the
Right to Information Campaign, which led to India’s Right to Information Act of
2005. The act provides that, on payment of a small fee, every citizen can demand
and receive details of expenditures on the work done over the last five years in his
or her village. In many countries, the right to information does not exist for many
administrative activities, and citizen groups have to establish their own networks to
make information public. In Uganda, for example, the Uganda Debt Network estab-
lished local monitoring committees in order to track local public expenditures.

MONITORING PROCUREMENT AND IMPLEMENTATION OF

LOCAL GOVERNMENT CONTRACTS

Procurement, including contracting and implementation of public works and ser-
vices, is a major source of corruption and mismanagement. A typical source of local
government corruption and collusion involves drafting tender documents in ways
that unfairly benefit one contractor over others. In the Philippines, the local gov-
ernment code wrestles with this risk by assigning a seat to accredited nongovern-
mental and community-based organizations in the prequalification, bid, and award
committees for local contracts. In many countries, such as El Salvador, Nicaragua,
and India, the beneficiaries of public investment projects form a social audit com-
mittee to monitor the physical construction process, from the receipt and quality
of the materials to their proper use.

MONITORING LOCAL SERVICE PROVISION

Citizens have used a number of strategies to oversee service quality around the
world. Some strategies rely on participatory assessments and feedback surveys and
are often accompanied by agreements on expected standards of services. Others
rely more on public representation in service-specific institutions that channel
citizens’ complaints and allow them regular oversight. One of the main innova-
tions that drew attention to the potential of the social accountability approach was
the experience of citizen report cards, which are participatory surveys that solicit
user feedback on performance of public services. They are used in situations where
there are no demand-side data, such as user perceptions of quality and satisfaction
with public services. Citizens’ report cards are instrumental especially in gather-
ing demand-side data about state-owned monopolies, many of which lack incentives
to be responsive to their clients. The report card process relies on extensive media
coverage and civil society advocacy to achieve greater accountability. The initial ex-
periment of citizen report cards in the municipality of Bangalore proved that, by
collecting citizen feedback about the performance of local services in a structured
way and using that assessment as a yardstick against which to measure future im-
provements, the report card approach was a powerful way to improve local govern-
ment services (Paul 2002). This basic concept has led to a proliferation of initia-
tives. In Uganda, for instance, Kampala conducted its first citizen report card in



128 INDER SUD AND SERDAR YILMAZ

early 2005. It provided the city council and other basic public service providers with
feedback on water and sanitation, health, education, roads and public transport,
solid waste management, public toilets, the management of the city environment,
maintenance of law and order, and management of city infrastructure. A comple-
mentary strategy has been to develop citizen charters. These are pacts between the
community and service providers, spelling out expectations and roles, enabling citi-
zens to interact more effectively with the municipality. They specify the expected
standards of services, identify who is responsible, and outline the procedures for
redress of complaints. For example, the Citizens’ Charter in the municipality of
Mumbai, India, covers detailed public services for each municipal department.

RECOMMENDATIONS FOR DEVELOPING COUNTRIES

In considering the appropriate models of urban institutions for developing coun-
tries, three important points should be kept in mind. First, there is wide diversity
in the structure and functioning of metropolitan institutions both across countries
and often within the same country. No single model can be considered as the best
model to follow. For every model discussed here, positive experiences have been
reported in some cities and negative ones in others.? Second, institutional change is
a long and slow process, brought about not just by legislation but by cultural
changes and adjustments in the perceptions and attitudes of actors implementing
the change. Third, getting the right institutions in place is an evolutionary process
requiring constant adjustments with changing circumstances. In most industrial-
ized countries, laws governing metropolitan governance have been undergoing
change for decades, and in many cases there are still ongoing debates about the
right structures (Berg and Rao 2005; Chandler 2009; Sancton and Young 2009).*

With these considerations in mind, it is neither feasible nor desirable to set out a
single best institutional model for governance of metropolitan cities in developing
countries. The structure must be sui generis in each country. With rapidly growing
population of their metropolitan cities and their critical role in the economy, devel-
oping countries do not have the luxury of the gradual evolutionary approach that
typifies metropolitan governance in developed countries.’ There is now sufficient
experience to allow us to draw some key principles of metropolitan governance, as
outlined in the following.

A Legal Framework Should Underpin Metropolitan Governance

Local governments are clearly one of the fundamental democratic institutions of a
country. Inclusive and effective democratic processes can most readily be achieved
at the local level through participatory, transparent management of public resources.

3 See Berg and Rao (2005) for a useful discussion of experiences in a number of countries in Europe and the
United States.

4The case of the United Kingdom is typical: the first local government act in the United Kingdom was enacted
in 1888, and the most recent one in 2000, with several intervening revisions, and there is still ongoing debate
about whether certain provisions need to be further amended.

®Thirteen of the 20 most populated cities today are in the developing world.
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In this process, the roles, responsibilities, authority, and accountability of local
governments, including metropolitan cities, should be formalized in an appropri-
ate legal governing framework. Legal frameworks are laws and policies at multiple
levels, national, regional, and local, that operate interdependently and together can
be considered to constitute an overall legal framework within which citizen and gov-
ernment actions take place. National laws and constitutions provide a backdrop by
establishing rights, freedoms, and entitlements of local governments. They should
also spell out the fiscal and administrative relationship between the metropolitan
city and the national/state government. This provides the citizens a basis on which
they can hold metropolitan government accountable by pursuing remedies in the
court of public opinion and law.

Central/State Governments Should Delegate Significant
Autonomy to Metropolitan Local Governments

This autonomy should include on the expenditure side, (1) full control on at least
all property-related services; and (2) implementation of people-related programs
(basic education and health) even when the financing may be provided by higher
levels; and on the revenue side, (1) autonomy to determine levels of taxes that are
clearly property-related; (2) transparency in the share due to metropolitan govern-
ments from taxes that are collected by the higher levels; and (3) flexibility in setting
rates for their share of the shared taxes.

Metropolitan Governments Must Be Given
Full Autonomy in the Three Fs

As mentioned above, the three Fs in metropolitan government refers to functions,
finances, and functionaries (personnel). In this regard, the role of higher-level gov-
ernment should be limited to (1) setting the broad legal framework under which
local governments are expected to operate, particularly in managing their finances;
(2) monitoring compliance with people-oriented programs funded by higher levels;
and (3) monitoring the performance of local governments but assigning power for
any remedial action to only the legislature at the national/state levels and not to civil
servants at higher levels. Higher-level government should not intervene in day-to-
day functioning, leaving the oversight of such functions to duly elected local repre-
sentatives and citizens. The legislative framework should clearly spell out these
roles of the national/state levels.

Improve the Quality of Civil Service to Improve
Metropolitan Governance

This should start with a clear policy that all city government staff belong to the city
and are to be recruited by the local government and not seconded from higher levels
of government. Staff appointments and administration should be within a well-
defined civil service system that is comparable to the system at the higher levels.
There is no reason for salaries at local levels to be lower than those at the state or
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national levels except for any location cost differences. The system should be
administered transparently with all selections done on merit. Although difficult to
administer, the system should also provide for merit-based promotions and mech-
anisms for termination for poor performance. These are not easy measures to under-
take, but interestingly, developing countries (e.g., South Africa, Indonesia) are
deciding to grant the authority to set civil service conditions to each local govern-
ment. On the other hand, European countries have moved toward uniformity be-
tween national and local levels, preferring to avoid unnecessary political complica-
tions from having multiple systems. Some other countries provide national/state
guidelines within which the local civil service conditions are set.

Make Strong Executive Leadership Visible to the Citizens to
Promote Accountability

A legislature at the city level is essential for overseeing the executive, promoting
citizen interest, and encouraging citizen participation. Separation of the executive
from legislative functions is also an essential part of maintaining checks and bal-
ances for good governance, and various models are possible to achieve this within
the political traditions of a country. Nevertheless, it is important that a clear leader
is seen as being responsible for the functioning of the city and can be held directly
responsible by citizens for delivering results. There is much to recommend for a
strong mayor system.

Establish Mechanisms for Downward Accountability

A major impediment to granting greater autonomy to local governments in most
developing countries has been the concern about malfeasance, whether in the form
of lack of performance or misappropriation of public funds. While mechanisms
need to be in place for some oversight by higher levels of government, the most
critical accountability is the one that is exercised by the citizens. A representative
electoral system with wide participation and the necessary checks and balances is
the most critical element. But this should be accompanied by proactive mecha-
nisms for citizen input enshrined in the city charter. Reporting on key city func-
tions by independent bodies in a timely manner and with the widest reach should
be another important requirement.

Several developing countries have in the last few years been attempting to carry
out reforms of local governments. In Asia, the Philippines and Indonesia have
undertaken significant decentralization of functions and resources to local levels.
They have also been actively promoting greater participation of citizens in the gov-
ernance of cities, although there have been concerns that the powerful and the
influential still dominate local politics (Hadiz 2010; Laquian 2005). Cities in Brazil,
Colombia, and Argentina in Latin America have traditionally enjoyed greater au-
tonomy but have yet to address effectively the problem of multijurisdiction metro-
politan governance (Rodriguez-Acosta and Rosenbaum 2005). Similarly, there has
been piecemeal progress in some African countries. But few developing countries
are yet to implement the fully integrated framework for metropolitan institutions
and governance discussed here.
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Two notable exceptions, Turkey and South Africa, have implemented reforms for
different reasons: Turkey in its quest to join the European Union, and South Africa
in taking advantage of the need to move the cities away from the apartheid system
that had fragmented cities into enclaves.

Both countries have promoted democratic governance, empowerment, and ac-
countability at the municipal level. In both, the constitution and subsequent local
government laws recognize municipalities as organs of local development and
make a distinction between different types of municipalities. The South African
Constitution (1996) is one of the rare examples from developing countries that
explicitly recognize the importance of municipal governments for promoting eco-
nomic and social development of the cities. It defines local governments as one of
the three “spheres” of government (the other two being national and provincial)
rather than the conventional “tiers” or “layers” in most federal structures, thereby
denoting unique roles, responsibilities, and authority for each. The constitution is
also unique in specifically recognizing the importance of some cities (the eight
largest cities categorized as “category A” or metropolitan municipalities) and accords
them power to exercise “exclusive municipal executive and legislative authority in
its area.” The constitution also explicitly directs higher levels of government to sup-
port and not hinder municipal development. Turkey has been successful in creat-
ing a two-tier municipal system in large cities with representative government at
both levels, a clear delineation of responsibilities between the two, and effective
mechanisms for coordination. But the process of improving metropolitan gover-
nance even in these countries is still evolving. In South Africa, there has been con-
cern that the law prescribes too intrusive a role for citizens, which has seriously
overburdened municipal administrations and detracted from their core functions
of service delivery (Cameron 2005). Nevertheless, both countries can serve as broadly
appropriate models for developing countries to follow, albeit with changes to suit
their specific circumstances.
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METROPOLITAN PUBLIC FINANCE 6

An Overview

RICHARD M. BIRD AND ENID SLACK

Let me tell you about the very rich. They are different from you and me.
—F. Scott Fitzgerald, “The Rich Boy”

Not all big cities are very rich.! But they are all, by definition, big, and most
of them are also rich relative to smaller cities, towns, and rural areas in the
countries in which they are located. These differences have substantial implications
for metropolitan public finance. The most obvious reason that big cities are differ-
ent is because they have a much larger population. They also have a population that
is both more concentrated and more heterogeneous in terms of social and economic
circumstances, often with a higher proportion of immigrants and in-migrants.
Moreover, big cities are important generators of employment, wealth, and produc-
tivity growth and are often the major economic engines of countries. In the emerg-
ing global knowledge-based economy in which innovation is increasingly seen as
the key to prosperity, most innovation occurs in large cities and metropolitan areas
in which people can reap the benefits of close proximity, often referred to as ag-
glomeration economies (Slack, Bourne, and Gertler 2003).? Big cities also serve as
regional hubs for people from adjacent communities who come to work, shop, and
use public services that are not available in their own communities. All these factors
have significant implications for the magnitude and complexity of metropolitan
public finance.

!For simplicity, this chapter follows Angel (2011) in using city or big city interchangeably with metropolitan area.
Studies of metropolitan areas frequently employ such different terms as metropolitan cities, metropolitan regions,
city-regions, and urban regions. As Stren and Cameron (2005) discuss, these terms are used in different countries to
refer to much the same concept: areas in which there is a large urban core (the “city”) plus adjacent urban and rural
areas that are integrated socially and economically (if not legally) with the core. Unfortunately, at present, the great
differences not only in definition but also in the structures, functions, and finances of metropolitan areas across
(and even to some extent within) countries make it impossible to provide comparable cross-country data.

2As Glaeser and Gottleib (2009) note, agglomeration economies are simply a way of saying that productivity
rises with population, as indeed the evidence suggests. However, since productivity and population size are deter-
mined simultaneously, the precise magnitude and nature of such economies remain elusive, although, on the
whole, as Glaeser and Gottlieb (2009, 1023) conclude, “the largest body of evidence supports the view that cities
succeed by spurring the transfer of information.”

135



136 RicHARD M. BIRD AND ENID SLACK

Although in most countries large cities and metropolitan areas are seldom
treated very differently than other local governments (Bahl 2011), in practice
their expenditures are often both much higher and different in nature. Moreover,
in part because of their greater ability to pay, big cities should generally have
more “fiscal autonomy” than other areas in the sense of being more responsible
for delivering local services and for levying and collecting the revenues to pay for
such services.> One reason that such issues are not adequately addressed is that
there seldom is a single “metropolitan government.” Instead, a variety of govern-
ments and public agencies provide local services and raise revenues within the
metropolitan region. Because the political boundaries of governments in metro-
politan areas rarely coincide with the boundaries of the metropolitan economic
region, problems arise in coordinating efficient service delivery and sharing costs
appropriately across the region.? Such problems are often exacerbated by overlap-
ping special-purpose districts that are responsible for delivering specific ser-
vices, such as water or electricity, but within boundaries that are not cotermi-
nous with either local or regional governments. Although finance and governance
are closely intertwined, the issue of metropolitan governance is not discussed
further in this chapter.’

Instead, this chapter considers the following questions: Do big cities spend more
and differently than smaller cities? Do big cities have more fiscal capacity to fi-
nance such spending? How should metropolitan regional finance be structured?
The chapter then considers which revenue sources are appropriate for metropolitan
cities and concludes with some reflections on how best to deal with the challenges
facing metropolitan public finances in developing countries.

DO BIG CITIES SPEND MORE?

Local government expenditures are generally high in per capita terms in large
metropolitan areas (Chernick and Reschovsky 2006; Freire 2001). Higher popula-
tion density often implies a high concentration of problems as well as people. Urban
poverty in close proximity to concentrated urban wealth may result in higher crime
rates and more expenditure on policing. The higher concentration of special needs
and public health problems may call for greater spending on social services. The
different physical characteristics often associated with high density also incur costs:
taller buildings require more specialized training and equipment for fire fighters,
and the need to move large numbers of people around generally makes a good pub-
lic transit system essential to the effective functioning of the metropolitan area.
Moreover, since large cities around the world must increasingly compete on the
international stage, they need to provide not only adequate “hard” services such as
transportation, water, and sewers, but also, to be competitive in attracting and retain-

3This argument is further developed with respect to Latin America in Bird and Slack (2007).

“There are a very few exceptions, such as Cape Town, where the Municipal Demarcation Board set the geo-
graphic boundary of the city to coincide with the economic region.

°For further discussion of metropolitan governance and finance, see Bahl (2011), Bird and Slack (2007), Rojas,
Cuadrado-Roura, and Fernandez Guell (2008), and Slack (2007a).
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ing the knowledge workers on whom their prosperity often rests, such “soft” ser-
vices as parks, recreational facilities, and cultural institutions (Florida 2002). All
this costs a lot, and such costs are especially difficult to finance in rapidly urbaniz-
ing developing countries.®

For all these reasons, expenditures in the metros of South Africa, for example,
are considerably higher than in other municipalities in the country. The six South
African metros account for only 34 percent of the population but 59 percent of
total local government expenditures in 2007-2008 (Steytler 2013).

Per capita local government expenditures not only are higher in large metro-
politan areas but also are particularly high in the central cities within such areas.
For example, municipal expenditures in the central city of Sdo Paulo in 2009, with
a population that is more than half of the metropolitan region, were twice as much
as all of the suburban municipalities combined (Arretche 2013). This difference
reflects higher expenditures in the central city on transportation, urban develop-
ment, housing, and pensions for municipal employees.

Although metropolitan expenditures may be high, there may also be opportuni-
ties to take advantage of economies of scale in service provision.” However, the
evidence on the existence of economies of scale is mixed, varying both with the
service in question and the unit of measurement (e.g., jurisdiction size or size of
the facility).®

Although scale economies are often achievable with respect to central adminis-
trative and governance functions, as well as for services with large capital inputs
such as public transportation and water and sewage systems, it is less clear that
there are economies of scale for “people-related” (soft) services such as education.’
Moreover, the literature also suggests that diseconomies of scale may exist when
cities become too large to deliver services efficiently. Bigness may have many vir-
tues, but lowering the per capita costs of providing local public services is not one
of them.

®Concerns with urbanization costs are not new. Earlier literature (e.g., Linn 1982; Richardson 1987) explored
the possible impact of financing such costs on the economy in general and especially the possibly adverse impact
on the nonurban population. The more recent literature, however, follows Glaeser (2011) in viewing such costs less
as something to be minimized in order to free resources for more productive investment and more as a potentially
productive investment in national economic growth.

7Cost differences are not the same as spending differences. Spending differences include not only differences
in costs (based on factors beyond the control of the local government) but also differences arising from both local
preferences for public services and waste or inefficiency.

8See, for example, Chernick and Rechovsky (2006), Fox and Gurley (2006), and Hermann et al. (1999). Many
measurement problems have been identified in such cost studies. For example, population is commonly used as a
proxy for output, and expenditures as a proxy for costs. But population is not a good measure of output: two mu-
nicipalities with the same population might have very different outputs for a particular service because of demo-
graphic differences. Nor are expenditures a good measure of costs, in part because the pattern of expenditures
may reflect differences in local government wealth. Since the local government fiscal base is likely correlated with
population size, larger expenditures do not necessarily mean that costs are higher.

20f course, expenditure patterns differ sharply from country to country, reflecting the governance structure
and the distribution of functions. In Brazil, for example, by far the most important expenditure in Sdo Paulo and
Belo Horizonte is social protection (more than one-third of total metro outlays), followed by education (about
one-quarter). In Cape Town, on the other hand, the most important metropolitan expenditures are on environ-
ment and electricity (about one-quarter each) (Slack and Chattopadhyay 2013).
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DO BIG CITIES HAVE GREATER FISCAL CAPACITY?

Revenue patterns differ in metropolitan regions, reflecting both the different na-
ture and level of services they provide and their greater ability to levy taxes. Larger
cities usually have a larger per capita property tax base because of higher property
values that reflect the extent to which urban public services are at least partly capi-
talized into land values. Not only do larger cities have above average commercial
and industrial tax bases, but they also have higher agglomeration “rents” and can
impose relatively higher taxes on such properties without losing tax base to com-
petitive localities (Jofre-Monseny and Solé-Ollé 2008).1° Similarly, simply because
of their higher level of economic activity, big cities are also more able to levy in-
come and sales taxes, if they are allowed to do so. Sales taxes may be particularly
attractive when substantial numbers of commuters and visitors from neighboring
areas visit the city to work, shop, or enjoy cultural or recreational facilities. The
broader the geographic area covered by the metropolitan government, the easier it
is to impose such taxes.

Revenue levels in central cities are often higher than in the suburbs. In the case
of Sao Paulo, for example, per capita revenues in the central city are approximately
twice what they are in the suburbs, comparable to the difference in expenditures
noted above (Arretche 2013). Both property taxes and local sales taxes are higher
in per capita terms in the city than in the surrounding suburban municipalities.
Of course, the fact that big cities may be legally and economically able to impose
higher taxes than their smaller neighbors does not mean they will always do so. Big
city mayors are no keener to tax their constituents than are their counterparts else-
where when there is a politically less painful way to raise revenue, such as transfers.

ARE BIG CITIES TREATED DIFFERENTLY?

Bahl (2011) notes three broad ways in which countries may treat large metropolitan
areas differently: city-state status, special taxing powers, and special intergovern-
mental transfers. Tokyo and the Special District of Bogota are examples of city-
states in which the metropolitan government has both city and regional (state)
status and, as a result, has greater taxing powers than other municipal govern-
ments. Germany also gives broader responsibilities to three city-states, Berlin, Bre-
men, and Hamburg, which have both state responsibilities, such as education, se-
curity, and social policy, and local government functions, such as transportation,
housing, and day care (Zimmermann 2009). German city-states collect both state
and local revenues.

Even without city-state status, big cities are sometimes granted additional tax-
ing powers. For example, Toronto is allowed to impose a number of taxes that other
municipalities in the province cannot, such as a vehicle registration fee, a land trans-
fer tax, and a billboard tax, although it has done little to exploit this additional taxing

1"Big cities must, of course, be careful not to push this argument too far. In Colombia, for example, where the
largest city, Bogotd, both has more taxing power and utilizes that power more extensively than the municipalities
surrounding the metropolitan district, there is some evidence that industry has to some extent migrated beyond
the district boundary in response (Vazquez-Caro and Childress 2010).
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power. New York City can similarly levy a wider range of taxes than most U.S. cit-
ies and gets significant revenue from corporate income and business taxes. Large
U.S. cities rely less on property taxes and more on sales and income taxes, and they
also depend more on own-source revenues than do smaller municipalities. In
South Africa, metro governments, but not other local governments, were recently
given access to fuel taxes.

Although one might expect that large metropolitan governments elsewhere
would also depend less heavily on intergovernmental transfers than do other local
governments, the reality is mixed. In Europe, for example, some do (e.g., Stock-
holm, Paris, Madrid, and Lausanne) and some do not (e.g., in Switzerland and in
Eastern Europe) (Bahl 2011). In some capital cities (e.g., Berlin, Bern, and Brussels),
the national government provides grants for specific services such as transporta-
tion, parks, or cultural facilities, although this appears uncommon. In Brazil and
South Africa, as in Spain, large cities receive more grants than do smaller muni-
cipalities, apparently in recognition of the presumed higher costs of service provi-
sion in such areas.

Examples from less developed countries are also mixed in terms of dependence
on intergovernmental transfers by large metropolitan areas compared with other
cities. Cape Town derived 30 percent of its revenues from operating and capital
transfers in 2008-2009 (Steytler 2013). Because the major transfer is an equalizing
transfer, the metros receive a much smaller per capita grant than do smaller cities
(Bahl 2011). The Federal District of Mexico also receives significantly less in trans-
fers than do other states in Mexico (Bahl 2011), as does the Special District of
Bogota (Bird 2012). Metropolitan areas in Brazil similarly rely more on own-source
revenues than do other municipalities in the country; Sao Paulo, for example, re-
ceives nearly half of its revenues from self-generated taxes (Arretche 2013). On the
other hand, Istanbul receives more transfers than smaller municipalities in Turkey
because the main transfer is a revenue-sharing grant that is distributed on a deriva-
tion basis (Bahl 2011).

FINANCING METROPOLITAN CITIES

An important rule of sound fiscal decentralization is that finances should follow
functions (Bahl 2002). Local governments need access to adequate revenue sources
to finance the public services they are mandated to provide. How urban public ex-
penditures are financed is a key issue in urban planning and development. Since
every city is different, no single approach will suit all. The appropriate strategy for
any city will differ depending upon a variety of factors, such as its size, economic
conditions, the composition of various population groups within the city, and the
extent of urbanization.

As the European Charter of Local Self-Government (Article 9, paragraph 2)
puts it, “Local authorities’ financial resources shall be commensurate with the
responsibilities provided for by the constitution and the law.” Those that spend the
most, usually the largest cities, obviously need more to spend. For the most part,
however, they also have the most to tax. It follows that they should be largely respon-
sible for raising the necessary funds themselves. However, the traditional theory of
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fiscal federalism prescribes a very limited tax base for local governments." The only
good taxes are said to be those that are easy to administer locally, are imposed
mainly on local residents, and do not raise problems of harmonization or competi-
tion either horizontally (between local governments) or vertically (between local
and central governments). Such prescriptions appear to impose severe limits on the
revenue instruments likely to be open to big cities. These instruments fall under
three headings: (1) own-source revenues: current revenues that are to a significant
extent under direct local control; (2) transfers from other levels of government; and
(3) sources of capital finance.

Own-Source Revenues

A truly local revenue source might be defined as one whose base is determined by
local governments, that is levied at rates decided by local governments, and that is
collected by local governments (Bird 2006). In the real world, however, many taxes
possess only one or two of these characteristics, and the “ownership” of a particu-
lar levy in these terms is often unclear. In some countries, for example, a tax may be
called a local tax, and part or all of its proceeds may accrue to a city, but the rate
and base of the tax are determined by a central or provincial/state government.
Such taxes are best thought of as central or provincial/state government taxes that
are allocated to cities through a form of transfer. This interpretation is particularly
plausible when there is little connection between the amount transferred and the
amount collected locally. In appraising local taxes, names and appearances can be
deceiving."

USER CHARGES

Consider first the obvious point that local governments should, wherever possi-
ble, charge directly for services (Bird 2001). Appropriately designed user fees al-
low residents and businesses to know how much they are paying for the services
they receive from local governments. When proper prices are charged, govern-
ments can make efficient decisions about how much to provide, and citizens can
make efficient decisions about how much to consume. All too often, however, a
vicious circle exists in which the low quality of local public services makes it dif-
ficult to collect user charges, with the result being further deterioration in the
service levels.

This circle needs to be broken, and not just to obtain the revenues needed to im-
prove services. User charges are also an important way to provide signals, both to
consumers of the scarcity value of services and to providers about the demands
that need to be met through service provision. Establishing a strong link between
demand and supply by forcing both sides to face the real opportunity costs of ser-
vice provision helps to generate resources for services that people really want and
are willing to pay for and also to ensure efficiency in production and accountability
in service delivery. User charges are especially appropriate for services such as

For a critical review of the traditional theory, see Bird (2009).
2This issue and the degree to which revenue sources are under local control vary from country to country, as
discussed further in Ebel and Yilmaz (2003) and OECD (1999).
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water and public transit, where most direct benefits are confined largely to indi-
vidual consumers.

Charges are especially important in large metropolitan areas because they not
only result in more efficient use of services but also encourage more efficient land
use. When marginal cost prices are charged, consumers who are far away from
existing services and hence more costly to serve will pay more, and those closer
will pay less. The distributional impact of such pricing obviously depends on who
lives where and is hence very context specific; with respect to water pricing, for in-
stance, the poor may live higher up (as in Cali) or lower down (as in Nairobi). On
the other hand, uniform pricing of urban services, while often politically appeal-
ing, is usually economically ineflicient. Studies in Chile, for instance, show that
underpricing and distortions in water and sewer pricing have resulted in severe
locational distortions (Daniere and Gomez-Ibafiez 2002). An additional important
benefit of more appropriate pricing of urban services is to reduce pressure on ur-
ban finances by reducing the apparent need for more investment in underpriced
infrastructure. If something costs users nothing, they will generally want more of it,
but this does not mean that cities should continue to give it to them for nothing.

All this has been known for years (Bahl and Linn 1992). However, not much has
been done along these lines anywhere, essentially for political reasons. Despite the
clear (if not always simple) economic advice available on how to design and imple-
ment charges and some evidence that people accept the benefit principle at least to
some extent, urban user charges appear in most cases to be neither popular nor
particularly well designed anywhere.”* A common reaction to suggestions to in-
crease reliance on user charge financing, for example, is that the results are simply
too regressive to contemplate. In reality, almost the opposite is true in most large
urban areas: those who benefit most from underpricing services are those who
make the most use of them, and the poor are not well represented in this group
(Bird and Miller 1989). Relatively simple pricing systems such as low initial “life-
line” charges for the first block of service use often can deal adequately with any
remaining perceived inequity from introducing more adequate pricing systems.

The political economy problems of user charge pricing are much deeper than
simple concerns with perceived regressivity. Imposing prices on services that were
previously provided for free or increasing prices on heavily subsidized services in-
evitably arouses substantial opposition, particularly when, as is usually the case,
those who must pay receive (and perceive) no offsetting benefit for doing so. The
politics of user charges are perhaps more difficult in large cities than in smaller
communities owing to lower visibility of the direct connection between the amount
people pay and the amount of services they receive. On the other hand, getting
one’s neighbors to accept charges for services is not necessarily easy, even (or per-
haps especially) when everyone knows everyone else in the neighborhood.

A possible way of balancing some of these considerations may be for some city
functions to be carried out, and the revenues to pay them obtained, at the

BThe sorry state of most user charges in urban North America is set out in such early studies as Bird (1976),
Meltsner (1972), and Mushkin (1972). No changes for the better were evident 25 years later (Bird and Tsiopoulos
1997), or now.
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neighborhood level, as is done, for example, with a form of land value increment
tax in Colombia. Another way to reduce the political pressure on local govern-
ments may be to turn over the provision of “chargeable” services like public transit
and water supply to a public or even private enterprise. This approach may not in-
crease the likelihood of a sensible charge policy, but it may at least make it easier to
finance and provide such services in a metropolitan service area that is fragmented
among a number of different governments.

PROPERTY TAX

The property tax is appropriate for financing local services for at least two reasons.
First, real property is immovable: it cannot move away when it is taxed. Second, to
the extent that there is a visible connection between the types of services funded at
the local level and the benefit to property values, the accountability of local govern-
ments to local residents may be substantially improved. If a property tax (whether
levied on a unit-value or market-value basis) roughly approximates the benefits prop-
erty taxpayers receive from local services, it is like a tax on the capitalized value
of those benefits. Residential property taxes are particularly appropriate to fund local
governments because they are borne by local residents.!* From this “generalized user
charge” perspective, residential property taxes may thus again be seen as a way to
ensure that those who enjoy the benefits of local services are required to pay for them.

The nonresidential portion of the property tax, generally the most important part
of the tax in many countries, while equally appropriate for financing cost-reducing
services provided to businesses, is less appropriate for financing local government
expenditures directly benefiting residents (Slack 2011)." Because taxes on business
may be partially exported to residents of other jurisdictions who are consumers of
the products or services produced in those properties, there is less accountability.
Those who bear the burden of the tax are not those who enjoy the benefits. To the
extent such taxes are exported to residents of other jurisdictions, restrictions on
local tax autonomy may be needed, such as a maximum rate or perhaps even a re-
quirement that a uniform rate be levied on residential and nonresidential property.
Even if agglomeration rents permit metropolitan governments to impose higher
rates on business property than do other governments, restrictions may still be
needed in metropolitan areas to prevent excessive tax exporting to consumers out-
side the metropolitan area.

Despite their many virtues as a source of local revenues, relying solely on prop-
erty taxes for metropolitan revenue substantially reduces the scope of services the
big cities are able to provide from their own resources. No country seems able to
raise more than 10 percent of total tax revenues from the property tax (OECD
2006), in part because the property tax is relatively costly and difficult to adminis-
ter properly. The difficulty in pushing for revenues from this source is exacerbated
as the size of the tax burden increases.

In some instances, simplified procedures, for example, area-based assessments
in such cities as Bangalore (Bengaluru) and the introduction of self-assessment in

“For a fuller discussion of property tax incidence, see Bird and Slack (1993).
*In Poland, for example, 85 percent of property tax revenues come from business property (Swianiewicz 2011).
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such cities as Bogota, have led to significant immediate increases in property tax rev-
enues.'® However, any gains are likely largely transitory in nature, reflecting more the
failings of the preexisting system than any particular virtues of these approaches to
property tax administration. Such reforms may serve a useful interim purpose both
by increasing revenues and by creating the essential administrative framework and
making the tax more acceptable, paving the way over time to a “gold standard”
property tax: a well-administered tax based on current market values.”

In any case, even a well-administered local property tax is unlikely to be able to
finance major social expenditures (education, health, social assistance). Local gov-
ernments financed primarily by property taxes must either confine their activities
to providing such purely local services as street cleaning and refuse removal or re-
main heavily dependent on transfers from senior levels of government.

Furthermore, property tax revenues respond less quickly to changes in the econ-
omy than do taxes on income or sales because economic growth is not fully capi-
talized into real estate investment and land ownership. Even if property values do
increase, tax revenues are unlikely to increase proportionately because assessed
values are seldom updated on a regular basis (Bird and Slack 2004). On the other
hand, as part of a balanced revenue portfolio, there is much to be said for the rela-
tive stability of property tax revenues, as has recently been demonstrated in coun-
tries in which land transfer taxes and other revenue sources were substantially
expanded by a boom in housing prices, only to decline sharply when prices fell.

INCOME TAX
In principle, a strong case can be made for a local income tax to supplement prop-
erty taxes for large metropolitan governments that are increasingly being called
upon to address issues of poverty, crime, land use planning, regional transportation,
and other regionwide needs (Nowlan 1994). To the extent that large metropolitan
areas are required to provide social services, an income tax is a more appropriate
revenue source than a property tax because it is more closely related to ability to
pay. Furthermore, since mobility across jurisdictions in response to tax differen-
tials is less the larger the geographic area, large metropolitan areas are more able
than other local governments to take advantage of income taxes. Even within the
largest metropolitan areas, however, it is probably desirable to “piggyback” onto
higher-level income taxes (i.e., to levy the tax as a supplement to a central or pro-
vincial/state income tax) rather than to impose independent local taxes. However,
this may be too much of a stretch in developing countries in which even the central
government income tax is often a weak and limited source of revenue (Bird and
Zolt 2005).

A quite different justification for income taxes for large metropolitan areas might
be on grounds of benefits received. Since the residential property tax is tied to
the consumption of housing rather than the consumption of public goods, even

1®For discussion of the Bangalore and Bogota cases, see, respectively, Rao and Bird (2010) and Acosta and Bird
(2005).

17See Bahl (2009) on paths to property tax reform in developing and transitional countries. Connolly and Bell
(2010) provide an interesting comparison of the relative merits and effects of area-based and value-based property
taxes in Lithuania.
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this portion of the property tax is a benefit tax only to the extent that housing con-
sumption and local goods consumption are highly correlated across different
households (Thirsk 1982). In large metropolitan areas with a heterogeneous popu-
lation, in all likelihood incomes are more highly correlated with consumption of
public services than are property values.

Finally, because income taxes increase or decrease in response to changes in
wages and salaries, local revenues will increase more quickly in economic expan-
sions. Of course, the other side of this coin is that they will also decrease more
quickly in an economic downturn, so even cities with income taxes need more
stable property taxes in their revenue portfolio.

GENERAL SALES TAX

General sales taxes are seldom levied by even the largest local governments outside
of a number of U.S. states, except in the highly undesirable form of a gross receipts
tax. In Brazil, however, the major source of municipal taxation is the service tax
(imposto sobre servicos, 1SS), which is imposed on all services except communi-
cations and interstate and intercity public transportation, which are taxed by the
states. Generally, the ISS is imposed on retail sales at a minimum rate of 2 percent,
with maximum rates that differ by the type of service, the usual maximum being
5 percent of gross revenue. More presumptive methods of assessment are used in
some cases. Most analysts in Brazil think that this cascading tax is not desirable
and suggest that it should be abolished and services incorporated more fully into a
comprehensive value-added tax (Werneck 2007). Much the same has been said at
times about the industry and commerce (industria y comercio) tax in Colombia, a
classified gross receipts tax on a wider range of businesses at lower rates that is both
the most revenue-elastic form of local taxation in Colombia and often the largest
source of revenue in the largest cities (Bird 2012). However, critics of such “bad”
taxes have paid little attention to the need to provide local governments, particu-
larly those in large urban areas, with an elastic source of revenue that is within their
control.

The ISS and industry and commerce taxes, like other local sales taxes that are
really gross receipts taxes (e.g., China’s local business tax), apply to all sales in the
taxed sector, including all sales to other businesses. Unlike true value added taxes,
businesses do not receive credits for taxes already paid on purchased inputs. Such
taxes, particularly when applied not just to services, as in Brazil (and, for the most
part, China), but to both goods and services, as in Colombia, may in principle have
a very broad base (much broader than gross domestic product, which equals final
sales or value added), so they may generate a lot of revenue for a relatively low tax
rate. They are also relatively simple to implement, since doing so does not require
the government either to determine whether sales are to households or businesses
(since all sales are taxable) or to keep track of taxes paid by businesses on their pur-
chased inputs (since these taxes are not deductible from a company’s own tax lia-
bility). The major problem with gross receipts taxes is that they take a flaw found in
most retail sales taxes, the taxation of business inputs, and elevate it to their defin-
ing characteristic. The result is substantial tax cascading with consequent distor-
tion to the organization of production in order to reduce tax liabilities.
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Nonetheless, even if the only local sales tax is a bad one, a case can be made for
it as addressing some of the externalities in municipal services when some benefi-
ciaries of services, such as commuters and visitors, do not otherwise have to pay for
them. Sales taxes would both give big cities more choices in determining their own
tax structure and allow them to benefit more directly from growth in local eco-
nomic activity than would a property tax, while at the same time discouraging sav-
ings and growth less than an income tax. However, since evasion both is econom-
ically distorting and erodes the tax base, large rate differentials between neighboring
jurisdictions are unlikely to be sustainable over long periods of time. Piggybacking
onto the central or provincial/state tax system with an additional city sales tax of 1 or
2 percent, however, would avoid many of the problems associated with a local sales
tax, including high administrative and compliance costs.'

SELECTIVE SALES TAXES
As Bahl and Linn (1992) emphasized, taxes and charges on automobiles such as fuel
taxes, vehicle registration levies, parking fees, and tolls on major roads are doubly
useful: they both discourage road use and produce revenues. The message is pow-
erful, and the logic is persuasive, at least to most economists. As in the case of user
charges more generally, however, almost no one (outside of Singapore) seems to
have been listening. The most important tax on automobiles from a revenue per-
spective is the fuel tax, which is also the simplest and cheapest from an administra-
tive perspective. While difficult to levy locally, fuel taxes can generally be levied at
a regional level, including in a metropolitan region, although regions would prob-
ably not be able to differ much from the rates imposed by their neighbors, given the
mobility of the tax base.”” Cities that levy a fuel tax generally piggyback onto state/
provincial fuel taxes, principally because the administrative costs of levying their
own taxes would be prohibitive. The revenues generated from such taxes are often
earmarked for local roads and transit services. In South Africa, for example, the
National Treasury introduced sharing of the national fuel tax levy, for metros only,
starting in October 2009. Fuel tax sharing is being phased in, and the metros re-
ceive 50 percent of the fuel tax levy share as of November 2010 (Steytler 2013).
However, if automotive taxation is intended to price either externalities (conges-
tion and pollution) or the use of publicly provided services, fuel taxes are at best a
crude instrument. Tolls and an appropriate set of annual automobile and driver li-
cense fees are preferable. For example, vehicle fees might be based on such features
as age and engine size (older and larger cars generally contribute more to pollu-
tion), location of the vehicle (cars in cities add more to pollution and congestion),
and axle weight (heavier vehicles do exponentially more damage to roads and re-
quire roads that are more costly to build). Road tolls and congestion charges, to-
gether with appropriate regulatory policies, have been used successfully, for exam-
ple, in Singapore and London. However, while the merits of this approach from both

8Such piggybacked sales taxes can work well at the regional level even in countries in which the central sales
tax takes the form of a value added tax (Bird and Gendron 2001). However, the only value added taxes that now
exist anywhere at the local level appear to take the quite different form discussed below in the section on business
taxes.

Such local fuel taxes currently exist in at least eight U.S. states (American Petroleum Institute 2012).



146 RicHARD M. BIRD AND ENID SLACK

the developmental and the revenue perspective have frequently been pointed out
(Bird 2005), countries have proved extremely reluctant to follow this politically
unpopular road, even though it leads not just to better urban finance but also to
less sprawl and a more efficient pattern of urban development (Slack 2002).

Finally, parking fees in major metropolitan cities may potentially generate sub-
stantial revenues. The main rationales for levying parking fees are to reduce con-
gestion of vehicles on the roads and to generate resources to construct parking
spaces. At first glance, these two objectives may seem contradictory since increas-
ing parking spaces in itself might seem more likely to induce rather than reduce
road congestion. However, in most big cities in developing countries, the poor
quality of the public transportation system combined with inadequate provision of
parking spaces for vehicles and poor enforcement of street parking regulations re-
sults in large-scale traffic congestion on roads. With sharp increases in household
incomes and the emergence of a large middle class in countries such as India, the
number of vehicles is going to increase sharply in the coming years. Introducing a
more comprehensive policy of charging parking fees in accordance with the scar-
city value of open spaces in cities as part of a more rational road and urban policy
should reduce congestion problems. While such a policy may also generate reve-
nues to construct multistoried parking places, a strong case can be made for letting
the private sector deal with the business of providing (taxable) parking facilities,
with the public sector concentrating on its proper task of enforcing street parking
regulations (Barter 2010).%°

BUSINESS TAXES
Many countries have regional and local business taxes in the form of corporate
income taxes, capital taxes, nonresidential property taxes, transit taxes (octroi), li-
cense fees (patente), and various forms of industry and commerce taxes (Bird
2003). Most of these taxes would not score highly on most reasonable criteria. In
India, for example, in most big cities the most important revenue source is often
octroi, an archaic local levy on goods entering the city, which a few years ago was
reported to account for 70 percent of urban tax revenue in the country as a whole,
compared with only 20 percent for property taxes (Rao and Singh 2005). Economists
as a rule dislike octroi (essentially a local import duty) as an inefficient, distortion-
ary tax that is often administered very corruptly. Although some states have abol-
ished this tax, in some instances it has been replaced with an “entry tax” with simi-
lar characteristics. In most cases, when states abolished octroi, they provided no
alternative source of revenue and simply increased the size of the unfunded man-
dates confronting municipal governments (Rao and Bird 2010).*

Few such crude local business taxes are equitable. Almost none are neutral.
Most accentuate the disparities between localities, giving most to those who have

20Creating better parking infrastructure in the central business district of major cities may be an appropriate
area in which to explore the public-private partnership approach to capital finance, discussed below.

21 As Pethe (2011) discusses, Maharastra state recognized its inability to provide adequate offsetting transfers
to Mumbai for the loss of octroi revenues and decided, while abolishing the levy in general, to leave it in place in
Mumbai, a curious example of one of the developing world’s most dynamic and expanding cities relying to a sur-
prising extent on one of the oldest (and least economically efficient) forms of local revenue.
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most, though this may, of course, make them especially attractive to metropolitan
areas. Most such taxes also lend themselves to tax exporting, thereby violating
the correspondence principle that those who pay should be those who benefit. Such
taxes are sometimes costly to administer.

Despite such defects, city governments often impose various taxes on local
business. Such taxes are popular with officials and citizens for several reasons. They
produce substantial revenue and are more responsive to economic growth than are
property taxes. Moreover, cities often have more discretion over the rate, base, and
application of such taxes than for any other form of taxation. In Colombia, for ex-
ample, the industry and commerce tax has often been the major source of revenue
growth for Bogotd and other such large cities as Cali and Medellin (Bird 2012).
Since no one is quite sure of the incidence of such taxes, it is easy to claim that they
are paid by someone other than local residents, which makes them more politically
palatable, though less accountable, than other taxes such as the property tax.

In addition, a good economic case can sometimes be made for local business
taxation as a form of generalized benefit tax. Ideally, specific public services benefit-
ing specific businesses should be paid for by appropriate user charges; however, when
for some reason, technical or political, such user charges are not feasible, some
form of broadly based, general levy on business activity may be warranted. This
argument suggests that a broadly based levy neutral to factor mix, such as a tax on
value added, is likely the best form of local business tax (Bird 2003). Such a tax was
introduced in 1998 in Italy and was adopted in 2004 in Japan and in 2010 in
France.?? However, considerable attention must be paid to the details of both de-
sign and implementation if such local business taxes are not to create a major bar-
rier to the formalization of small and new businesses (World Bank 2007).

A PORTFOLIO OF TAXES

None of the potential sources of metropolitan revenue discussed briefly above is
perfect, though, curiously, the one that comes closest in economic terms (user
charges) is perhaps the least (and worst) used of all those listed, for reasons that
have been discussed elsewhere (Bird 2001). Perhaps the best approach is to provide
metropolitan cities with access to a portfolio of taxes adequate to provide both
enough stability (through the property tax) to provide a stable source of local gov-
ernment finance and enough elasticity (through good income, sales, or business
taxes) to finance the expanding services almost certain to be needed by large and
rapidly expanding urban areas in developing countries.

Intergovernmental Transfers

Big cities are more able to levy and collect their own revenues than are smaller cities.
They thus need to rely less on grants from senior levels of government.?* Even though

22See Bordignon, Gianni, and Panteghini (2001) on Italy and Gilbert (2010) on France. The Japanese system is
described in Ministry of Internal Affairs and Communications (2012).

2 Although there are at least as many problems in classifying transfers as there are in classifying the degree of
autonomy with respect to local taxation (Kim, Lotz, and Mau 2010), this subject is not discussed further in this
chapter.
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their expenditure levels are also generally higher, on the whole big cities should
receive less in grants on a per capita basis than do smaller and rural municipalities.
The relatively higher costs of services and the greater need for services in big cities
than in other urban areas seem unlikely to outweigh the much greater potential tax
base.”* An alternative way to achieve equity may be to design the governing struc-
ture to cover the entire metropolitan area. By combining rich communities and
poor communities, equalization can take place at least within the metropolitan
area. Such equity concerns were, for example, the main reason that the one-tier gov-
ernance model was adopted in 2000 in Cape Town, South Africa (van Ryneveld and
Parker 2002).

In some instances, however, when big cities provide services whose benefits spill
over municipal boundaries, intergovernmental transfers, horizontal or vertical, are
required to ensure allocative efficiency (Slack 2007b). In large metropolitan areas,
some externalities can be internalized within the jurisdiction if boundaries are
extended to include all of the users of the service. Nonetheless, for services that
generate externalities beyond the borders of the metropolitan area, such as “hub”
or nodal services for national transportation or other networks or clear contri-
butions to national competitiveness in the international economic arena, some
transfers may still be appropriate.

On the whole, however, in both principle and practice, transfers are less im-
portant for large metropolitan areas than for other local governments. Indeed, in
countries with wide regional economic disparities, there seems to be little reason
that the wealthiest regions (including big cities) should not be able to raise and
spend most of their budgets themselves, although even they seem likely to remain
to some extent transfer dependent when it comes to financing expensive services
with substantial national implications, such as health and especially education. To
achieve this goal and to reduce their present dependence on intergovernmental
transfers, large metropolitan areas need not only an appropriate governing struc-
ture but also more and different revenue sources than other local governments.

Sources of Capital Finance

Good physical and social infrastructure is essential to the economic, social, and
environmental health of cities. Cities not only have to provide roads, transit, water,
sewers, and other hard services but also have to provide soft services that enhance
the quality of life in their communities, such as parks, libraries, social housing, and
recreational facilities. Metropolitan infrastructure, like metropolitan spending in
general, should usually be financed locally. Often, the most sensible way to do so is to
borrow. Other sound ways to pay for infrastructure in particular cases may include
such instruments as development charges and PPPs (public-private partnerships).®

**The costs of services in remote areas tend to be even higher than in large metropolitan areas, owing to higher
transportation costs (greater distances), higher heating costs (climatic conditions), and so on (Kitchen and Slack
2006). However, particularly in small countries (e.g., Switzerland), these factors may be offset by those resulting in
higher costs in more urbanized areas.

A case can be made for “capital grants” from national or state governments when a given infrastructure ac-
tivity is expected to yield substantial external benefits that will “spill over” to other areas. Such grants are some-
times disguised as loans (that are subsequently forgiven or not repaid) or subsidized loans (from public-sector
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BORROWING

Borrowing is generally a perfectly appropriate way to pay for capital expenditures.
Where the benefits of a capital investment (e.g., the construction of a water treat-
ment plant) are enjoyed over a long period of time, say, 25 years, it is both fair and
efficient to pay for the project at least in part by borrowing so that the stream of
benefits matches the stream of costs through the payment of debt charges. On the
whole, big cities tend both to have greater access to bond markets than do smaller
municipalities and tend to pay lower servicing costs.

Borrowing allows a municipality to enjoy the immediate benefit from the capital
improvement, which is not always possible when relying on current revenues (taxes
and user fees), which are in any case seldom sufficient to fund large expenditures
on a pay-as-you-go basis. Since the pattern of capital expenditures is lumpy, a city
may need substantial funds to finance an infrastructure project in one year and
then much less for the next few years. Borrowing allows municipalities to avoid
large year-to-year fluctuations in tax rates.

The main disadvantage of borrowing from a local perspective is that loans not
only have to be repaid at some point but also generate interest obligations that must
be serviced annually. Revenues dedicated to debt repayment cannot be used to
meet other current expenditures. The costs of the capital project are spread over
time, but the need to service the debts constrains local fiscal flexibility. This prob-
lem may be particularly important when local revenue streams are volatile. Cities
that have less debt and hence lower debt service obligations obviously have more
flexibility to respond to unanticipated future events.

Local governments in many developing countries are restricted from borrow-
ing.?® In some countries, such as China, local governments have found a way around
these restrictions. They have created independent, wholly owned companies whose
activities are “extrabudgetary” (Wong and Bird 2008). These companies are used to
provide funding for development projects and, in particular, infrastructure. They
are permitted to borrow on the capital market and are backed by assets (e.g., land)
transferred to them by the municipality or the revenue stream from their projects.
Because of their extrabudgetary status, however, they do not use standardized ac-
counting and reporting systems and do not face the same level of public scrutiny.

DEVELOPMENT CHARGES

A development charge is a one-time levy imposed on developers to finance growth-
related capital costs associated with new development (or, in some cases, redevelop-
ment). These charges are levied for works constructed by the city, and the funds col-
lected are used to pay for the infrastructure made necessary by the development. The
rationale for charging developers for such costs is in part one of equity, that growth
should pay for itself and not be a burden on existing taxpayers, and in part simply to

financial institutions). The “grant” element may vary substantially from case to case. For a discussion of the many
different ways that urban infrastructure is financed around the world, see Annez (2010).

26Even when localities can borrow, they are often not eager to do so. In Canada, for example, even the largest
cities, with relatively unrestricted access to capital markets, borrow much less than seems optimal (Bird and Tas-
sonyi 2001). On the other hand, smaller municipalities often have little direct access to capital markets unless
their debt obligations are guaranteed or “pooled” by higher levels of government.
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expand the capacity of local government to carry out infrastructure development
without incurring new debt or requiring taxpayers in general to pay higher taxes.”

Although development charges are widely used in North American jurisdic-
tions to pay for infrastructure costs that are external to the development (e.g., major
roads and trunk sewer lines), only charges for internal infrastructure are common
in less developed countries (Peterson 2009). One exception is Santiago, Chile,
where development charges are levied to cover the costs of major roadways neces-
sitated by development.

Who ultimately pays development charges (the new buyer, developers, or prede-
velopment landowners) depends largely upon the demand and supply conditions in
the market for new housing or commercial or industrial buildings (Slack and Bird
1991). Over the long term, however, it seems likely that in most circumstances
charges imposed for new developments are borne by buyers. If properly imple-
mented, such development charges act, in effect, as a form of marginal cost pricing
and hence induce more efficient development patterns and discourage urban sprawl
(Slack 2002). For this to be true, however, development charges generally need to be
differentiated by location to reflect the different infrastructure costs. In practice,
this seldom appears to be the case in North America, at least, although some of the
experience in Latin America with land-based charges appears to have induced
more efficient land use (Peterson 2009).28

PUBLIC-PRIVATE PARTNERSHIPS

Public-private partnerships (also known as P3s) are partnerships between a gov-
ernment body and a private-sector party under which the private sector provides
infrastructure or services that have traditionally been delivered by the public sec-
tor. PPPs do not necessarily mean full privatization; the government body retains
ownership of the assets and sets the policies and level of service. These partnerships
are widely used in Europe and Australia, reflecting the expectation of an improve-
ment in the efficiency and effectiveness of local public service delivery and, in some
instances, the desire to reduce the public-sector financial obligations connected
with such projects.

*’Many other levies are sometimes imposed on developers: land dedications that require the developer to set
aside land for roadways, other public works, school sites, or environmental purposes; parkland dedications that
require a portion of the land used for development to be set aside for parkland or that a cash payment in lieu of
parkland be made; density bonusing, under which developers are granted higher densities than permitted in re-
turn for meeting conditions such as providing day care, preserving an historic building, and so on; connection
fees to permit developers to buy into existing capacity of water and sewer facilities; and oversizing provisions
(sometimes called front-end financing) that require developers to provide more infrastructure than is strictly re-
quired for their development.

28See also the recent discussion of “betterment levies” in Colombia in Borero Ochoa (2011) for an example of an
unusually successful use of taxes on estimated land value increments to finance local public works. Interestingly,
although the Colombian experience has been noted and praised for many years (Rhoads and Bird 1967), and su-
perficially similar legislation exists in a number of other Latin American countries (Mac6n and Mafién 1977), no
other country in Latin America has made such successful use of it, and indeed, only a few cities in Colombia itself
have consistently done so. The keys to success appear to be a capable and credible local administration that estab-
lishes a clear link between benefits and taxes and delivers “value for money.” Of course, much the same could
likely be said about any effective and sustainable system of local finance.
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One of the main advantages of PPPs for local governments is that, by relieving
municipalities of the financial responsibility for up-front capital costs, they may
enable infrastructure to be built at times when government funding is constrained
(Tassonyi 1997). PPPs offer a way to get facilities built without incurring highly vis-
ible government debt. The operation of facilities and programs by private operators
also reduces municipal operating expenditures and may enable additional revenue
to be collected. Ancillary uses such as retail can be accommodated within facilities
to provide another source of revenue. Finally, the public sector can draw on private-
sector experience and skill.

On the other hand, potential risks are also associated with PPPs (Tassonyi 1997).
For the private sector, there are risks that the regulatory framework could change
and cause delays in the project. For the public sector, there is the risk that the na-
ture of the public services provided will not be what the public wants. There may also
be the risk that the private partner will fail and the public sector will have to take on
the obligation in full, as has sometimes happened, for example, with respect to sports
facilities. As with any partnership, how successful such arrangements are from the
perspective of either partner depends very much on the exact details of the con-
tractual arrangements regarding structure and risk-sharing.?

CHALLENGES AND ISSUES FACED BY METROPOLITAN AREAS

Even this brief outline of metropolitan public finance in practice and theory makes
it clear that many challenges and issues face big cities around the world, and espe-
cially those in developing countries. One common problem, for example, is that the
division of expenditure responsibilities is either not clear or simply wrong, as is
arguably the case with respect to the extensive downloading of social financing on
local governments that took place in the 1990s in a number of Eastern European
countries (Bird, Ebel, and Wallich 1996). Similarly, in China local governments are
responsible for such significant expenditures as pensions, unemployment insur-
ance, disability, and minimum income support (Wong and Bird 2008).

Even clarity in expenditure assignment and assigning the “right” expenditures
to the right government are not enough to ensure good results. There must also be
both accountability, in terms of democratic accountability to the local population,
and authority, in terms of the ability to manage expenditures and to determine
(within limits) revenues. Both financial honesty and political accountability require
that municipal budgeting, financial reporting, and auditing be not only comprehen-
sive, comprehensible, comparable, and verifiable but also transparently public. In
Brazil, for example, and increasingly in other countries, more and more local bud-
gets and financial accounts are freely accessible on the Internet, and in some in-
stances residents are actively encouraged to participate to some extent in developing
the expenditure plans for their areas.*

2For detailed exploration of ways to structure PPP arrangements when this approach seems appropriate, see
Engel, Fischer, and Galetovic (2010).

¥ Participatory budgeting is the practice of including citizens in decisions on how the budget is formulated.
Porto Alegre, Brazil, introduced the practice in 1989. It is now used by 180 municipalities in Brazil and many
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A strong central hand may be needed not only, as Glaeser (2011) emphasizes,
to provide such urban basics as safe streets and safe water but also to ensure that
good rules are in place and are complied with, both for urban public finance and
for such essentially private-sector activities as construction and vehicle use. For
example, higher-level governments might establish a model “framework” local
budget law and financial reporting system and require adequate external audit.
Improving the local budgeting and financial system along these lines will satisfy
two essential requirements of good government: (1) establish the basis for finan-
cial control; and (2) provide reasonably accurate, uniform, and timely financial
information.

Improving local finance information is not a small matter. Improved account-
ability may be the key to improved public-sector performance, but improved infor-
mation is the key to accountability. The systematic collection, analysis, and report-
ing of information that can be used to verify compliance with goals and to assist
future decisions are critical to successful urban development. Such information is
essential to informed local participation through the political process and to the
monitoring of local activity by the central agencies responsible for supervising and
(sometimes) financing such activity. Unless local “publics” are aware of what is done,
how well it is done, how much it cost, and who paid for it, no local constituency for
effective government can be created. Similarly, unless central agencies can monitor
and evaluate local performance, there can be no assurance that functions of na-
tional importance will be adequately performed once they have been decentralized.
Perhaps paradoxically, an important accompaniment of any successful program
to strengthen urban local bodies must therefore be an improvement in national
evaluation capacity. Decentralization and improved central evaluation and assess-
ment of local activities are not substitutes; they are complements.

Another common problem is that cities have inadequate revenue tools to meet
expenditure requirements. In India, as mentioned earlier, some states have at times
simply abolished local taxes without providing adequate substitute sources of rev-
enue to municipalities, as when Rajasthan and Haryana simply abolished the prop-
erty tax without even consulting urban local governments. Similarly, Punjab, again
with no consultation, raised the threshold for the property tax so high that almost
two-thirds of the properties are exempt (Rao and Bird 2010).

Cities are often further encumbered by unfunded edicts and mandates issued by
higher-level governments. In China, for instance, where local governments have
substantial social expenditure responsibilities, they cannot set tax rates, change the
bases of collection, or introduce new taxes. On the other hand, they often control
substantial assets such as land, enterprises, and sometimes natural resources. In
these circumstances, it is not surprising that China’s cities (and other local govern-
ments) have at times responded to fiscal pressures in a variety of undesirable ways.
One is to accumulate arrears in wage payments to teachers and other employees,

countries in Latin America and elsewhere. Participatory budgeting was introduced, in part, as a way to address
severe inequalities in services (especially water and sanitation) and quality of life (Abers 2001). However, experi-
ence suggests that such innovations work best when there is a good public financial system in place; they cannot
replace such a system.



METROPOLITAN PUBLIC FINANCE 153

pension and unemployment insurance payments, and debt payments to suppliers
such as utilities. Another is to exact fairly arbitrary payments under a variety of
guises (fees, charges, and levies) from local businesses and residents.

Some countries have the opposite problem: instead of being required to spend
money they do not have, local governments may be overdependent on intergovern-
mental transfers that are sometimes poorly designed (incentive perverse) and of-
ten, even worse from a local fiscal perspective, unreliable. As mentioned earlier, for
example, when some Indian states abolished the local octroi, they promised to
replace lost local revenues by state transfers. Unfortunately for local finances, the
amount and timing of this transfer in most cases turned out to be more a matter of
whim, it seemed, than of law.

Of course, not all problems of city finance are attributable to other govern-
ments. Some are definitely the fault of the local government. Both higher levels of
government and outside observers have frequently, and critically, commented on
the extent to which local governments fail to utilize adequately even those tax
and fee powers that they have, in particular by failing to put forth an adequate
collection effort. The “fiscal laziness” of subnational governments has been, for
example, a common theme in the ongoing discussion of fiscal decentralization in
Colombia, as well as in some other Latin American countries, although the em-
pirical evidence of the existence and importance of this phenomenon is far from
clear (Bird 2012).

The fragmentation of the governmental structure of metropolitan areas in many
countries gives rise to other problems. For example, it is often both technically and
politically difficult to make appropriate decisions on expenditures when benefits/
costs spill over municipal boundaries, as has been the case with respect to some
major aspects of urban development projects in Mexico City (Raich 2008). It can be
equally difficult to provide local services in a coordinated and adequate fashion
when higher-level governments persist in interfering in such detailed local issues as
bus routes and the design of council buildings. How to share costs fairly within the
metropolitan area is always and everywhere a controversial issue.

Different models of voluntary cooperation and special-purpose bodies have
been used to address the fragmentation of governmental structure. In Sdo Paulo,
for example, the Inter-municipal Consortium of the Greater ABC Region was cre-
ated in 1990 to coordinate economic development policies that had spillover effects
across municipal boundaries (Arretche 2013). The Metropolitan Manila Develop-
ment Authority was created in 1995 to perform planning, monitoring, and coor-
dinating functions for the metropolitan area (but only if they do not diminish the
autonomy of local governments on local matters) (Laquian 2002). These attempts at
coordination have met with mixed success (Slack 2007a).

Sometimes, however, despite such problems, cities have managed to improve
themselves. In Bangalore, for example, the local property tax was substantially re-
formed by revising the area-based values, introducing a self-assessment system,
and improving the technology of the payments system with the result that revenue
more than doubled in two years (Rao and Bird 2010). Properties were classified into
different zones based on the guidance rental values per square foot set for each
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zone on the basis of type and quality of construction and age of the buildings.
These values were then made available online so that any property owners could
compute their tax liabilities simply by plugging in the location, type of construction,
and area of the property; they could then also pay their taxes online.” The Bangalore
experience suggests that such reforms work best when the system is simple and
transparent enough to be easily understood by the general public and when there is
both clarity in the reform process and thorough public discussion and debate when
the reform is adopted. Online payment of the tax was also essential so that the tax-
payer did not have to go to the tax department and face numerous hassles simply in
order to pay the tax. Furthermore, by matching the properties paying the tax with
those in the Geographical Information System (GIS), the government was able to
identify and pursue many who were not paying the tax.

Finally, it is critically important to consider metropolitan finance in the context
of the whole public policy system with respect to both metropolitan areas versus
other municipalities and the relationship between the metropolitan city and the
metropolitan region. As Burki, Perry, and Dillinger (1999, 24) put it, “A structure
that fails to distinguish between major metropolitan areas and small villages makes
it difficult to clearly define the functional responsibilities of local government.” The
standard economic theory of local governments does not distinguish among large
metropolitan areas, intermediate-size cities, or towns and villages. If all local gov-
ernments are assigned the same responsibilities, either the assignment reflects
what the smallest municipalities can provide or, more likely, those municipalities
are unable to fulfill their assigned responsibilities. From any economic perspective,
it is clear that different types of municipalities should be distinguished in terms of
expenditure assignment: big cities can and should do more.

Government structure should adequately encompass the relevant metropolitan
region. In addition, appropriate fiscal relationships are needed both between the
metropolitan region and the rest of the country and within the region itself. It is
important both to avoid unduly subsidizing (or taxing) large urban areas and to
price scarce public resources (especially the use of space and public services) prop-
erly within such areas.

Metropolitan cities should be given more access to fiscal bases such as property
and vehicle taxes and a good local business tax, as well as some access to other tax
bases (income and sales taxes) when they are expected to play significant roles in
financing expensive and expanding soft services such as health and education.
Most important, because metropolitan regions should be essentially self-financing,
they should generally have greater fiscal autonomy than other urban or rural areas
in terms of both greater responsibility for local services and greater ability to levy
their own taxes and charges.

3 A major weakness of this system is the need to revise the unit values periodically in keeping with changes in
prices. In the absence of periodic revision, revenues will not respond to changes in the values of properties, and
the buoyancy of the tax will depend only upon the addition of new properties. As a rule, it is politically difficult to
change the values periodically. One way to overcome this problem might be to link these values automatically to
an index of property values, as is done in Colombia, for example.
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PROPERTY TAXES IN 7
METROPOLITAN CITIES

WILLIAM J. MCCLUSKEY anD RIEL C. D. FRANZSEN

his chapter reviews the practice of property taxation with the focus on metro-

politan cities in developing and transition countries.! Since there are no com-
parative data to rely on, this chapter presents a database constructed from a sample
of metros. Using this sample as illustrative, some important questions about the
practice are examined:

e What is the revenue performance of the property tax?

o Is there a pattern to the practice of property taxation among large urban local
governments, that is, in the choice of a tax base, the structure of rates, or prefer-
ential treatments?

e What choices have metros made about administration of the metro property tax,
for example, identification of properties, valuation, billing, collection, and en-
forcement? To what extent do metros utilize economies of scale to drive efficien-
cies in the administration of the property tax?

e Do metros have different powers in property taxation compared with other local
governments in the country?

e What are the main obstacles to overcome if the effective rate of property tax is to
be increased in metros?

REVENUE MOBILIZATION

The importance of property taxation in mobilizing revenues in metros is not sur-
prising (table 7.1), because the concentration of property wealth in metropolitan
areas gives a substantial base for taxation. In most cities in this sample, it accounts
for 20 percent or more of total revenues (including transfers) and is the dominant

'The term metro is used to refer to large cities.
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TABLE 7.1
Importance of the property tax in select metropolitan cities

Percentage of total city Percentage of local tax
revenue revenue

Metro/city 2005 2010 2005 2010
Belo Horizonte No data No data 36.1 31.2
Cape Town 22.6 20.5 33.1 41.1
Durban (eThekwini) 27.9 21.6 40.5 55.3
Hong Kong 6.9 3.78 8.77 5.10
Johannesburg 19.9 16.3 30.0 43.8
Kampala 32 10.7 (2008) 20.2 40.6 (2008)
Kuala Lumpur 68.4 44.9 92.0 93.0
Makati City (metro Manila) 39.0 34.0 (2009) 47.0 41.0 (2009)
Manila (metro Manila) 27.0 28.0 (2009) 43.0 54.0 (2009)
Muntinlupa City (metro Manila) 27.0 28.0 (2009) 52.0 49.0 (2009)
Quezon City (metro Manila) 31.0 21.0 (2009) 44.0 33.0 (2009)
Pretoria (Tshwane) 20.4 19.4 28.4 42.8
Rio de Janeiro 21.8 17.5 34.5 25.0
Sao Paulo 27.2 24.8 35.0 31.0
Singapore 6.12 5.80 6.90 6.30

SOURCES: Data obtained from various city or country reporters.

local tax. However, revenues from the property tax have declined in their relative
importance in recent years in this sample. One explanation for this is the rapid
growth of intergovernmental transfers during the economic expansion in the 2000s
and the failure of assessed property values to keep up with rising property values
(see table 7.1).2

Another feature of the property tax to note is its revenue concentration in large
cities. For example, Accra, Ghana, contributed more than 50 percent of the country
total in 2007 (see table 7.2). In Kenya (Nairobi, Mombassa), the Philippines (Ma-
nila), South Africa (Cape Town, Durban), and Tanzania (Dar es Salaam), the prop-
erty tax is much more important in the metros than in secondary cities and smaller
local municipalities. In 2004-2005, property tax collections in the six South Afri-
can metros (namely, Cape Town, Ekurhuleni, eThekwini, Johannesburg, Nelson
Mandela Bay and Tshwane) accounted for 70.3 percent of the country total, but the
total metro population accounted for only approximately 42 percent of the national
population. Although the property tax generally performs better at the metro than
at the country level, a review of revenue growth in real terms over a three-year pe-
riod (2006-2009) in a number of metros reveals that it has made significant prog-
ress in only a few cities (see table 7.3). Interestingly, the greater success with prop-
erty tax collections in Belgrade, Belo Horizonte, Bengaluru, Cape Town, and

*Dar es Salaam (Mukhandi 2012) and Kampala (Olima 2010) are outliers in showing a significant increase in
reliance on the property tax in overall city revenue, but this could at least partly be explained by the abolition of
poll taxes in Tanzania and Uganda.



TABLE 7.2
Importance of metropolitan property tax in select developing counties

Population Property tax
Metro Metro
Country Metro percentage percentage

Metro (million)  (million) total Country total Metro of total
Accra 25.2 39 15.48 3.73 (2007) 1.93 51.74
Belgrade 7.3 1.7 23.29 16.832 (2009) 4.793 28.48
Cape Town 48.9 3.0 6.13 26.492 (2009) 3.241 12.23
Dar es Salaam 43.6 2.7 6.19 7.580 (2010) 4.212 55.57
Durban (eThekwini) 48.9 3.5 7.16 26.492 (2009) 3.912 14.77
Johannesburg 48.9 7.5 15.34 26.492 (2009) 3.331 12.57
Kampala 359 1.7 4.74 43.30 (2008) 4.98 11.5
Kingston, Jamaica 2.9 0.7 24.14 1,395 (2009) 384 27.53
Manila 103.8 21.3 20.52 30.185 (2009) 13.779 45.65
Pretoria (Tshwane) 48.9 2.5 5.11 26.492 (2009) 2.257 8.52

SOURCES: Data obtained from various city or country reporters.

TABLE 7.3
Real growth in per capita property tax revenues in select metros (US$)

2006 2009
Property tax ~ Population  Property tax  Property tax = Population  Property tax
City (millions) (millions) per capita (millions) (millions) per capita
Belgrade 42.34 1.6 26.46 66.85 2.0 33.43
Belo Horizonte 115.91 4.0 28.98 127.14 4.2 30.27
Bengaluru 56.95 6.8 8.38 137.31 8.0 17.16
Cape Town 285.76 3.2 89.30 319.94 3.4 94.10
Dar es Salaam 2.62 3.2 0.82 3.06 3.6 0.85
Durban (eThekwini) 359.00 3.3 108.79 383.69 3.5 109.63
Johannesburg 364.13 3.7 98.41 321.52 4.0 80.38
Kampala 1.33 14 0.95 3.51 1.5 2.34
Kingston, Jamaica 7.28 0.66 11.03 4.12 0.68 6.06
Kuala Lumpur 174.74 6.9 25.32 178.38 7.1 25.12
Manila metro 317.60 14.8 21.46 288.71 16.3 17.71
Porto Alegre 61.82 2.8 22.08 71.83 3.7 19.41
Pretoria (Tshwane) 202.62 2.2 92.10 222.62 2.4 92.76
Rio de Janeiro 430.66 10.8 39.88 395.42 12.0 32.95
Sao Paulo 1,087.81 17.7 61.46 997.64 18.8 53.07

The year 2006 was used as the base year, and all local currencies were converted to U.S. dollars using the average exchange rate for
2006. The World Development Report consumer price indices (World Bank 2011) were used to determine the real growth in terms of
2006 U.S. dollars for each city. Population figures for 2006 and 2009 are rough estimates.

SOURCES: Data obtained from various city or country reporters.
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Kampala can be ascribed to structural reforms in the property tax and/or improved
administration.

TYPES OF PROPERTY TAX

The definition of the tax base is a decision usually taken at the national level in
unitary countries, or at the state/provincial level in federal countries. The choice of
the tax base defines the revenue potential of the property tax. In some countries
(Australia, Kenya, Malaysia, New Zealand), legislation explicitly allows cities to
select an appropriate tax base from two or more options. In a number of countries,
different tax bases are prescribed for different property-use categories (Cote
d’Ivoire, Niger, United Kingdom). In most cases, however, a single tax base is pre-
scribed by law (Brazil, Estonia, Indonesia, Philippines, South Africa).

A variety of tax bases are presently utilized in different jurisdictions (Franzsen
and McCluskey 2013), ranging from simple or calibrated area-based taxes (Free-
town, Dar es Salaam, Kinshasa) to value-based taxes. Regarding the latter, there
are examples of land-value or site-value taxes (Kingston, Nairobi, Tallinn), annual
or rental-value taxes (Accra, Cairo, Bangkok, Hong Kong, Kampala, Kuala Lum-
pur, Singapore), and capital-improved (market-value) taxes (Bogota, Cape Town,
Lagos, Rio de Janeiro, Yaoundé).

Area-Based Systems

Area-based systems are used in many cities to get around some of the difficulties of
valuation, but there are questions over its fairness and revenue buoyancy of the tax
base.’ For example, in Kinshasa, properties are categorized by neighborhood and
taxed accordingly. In Sierra Leone, the law prescribes an annual value-based sys-
tem, but Freetown, in the absence of a formal market and sufficient valuation skills,
presently still utilizes an area-based system (Jibao 2009).

Cities in Tanzania utilize both an area-based and a value-based system. In Dar es
Salaam, some adjustments to the area base are made for use, size, and location. This
might add fairness to the system, but the administration seems overly complex for
a tax with such a low revenue yield. Ahmedabad introduced a “calibrated” area-
based system (Rao 2008) that indexes each property according to location, building
size, usage, age, and occupancy. There are no clear provisions on how these factors
could be calibrated or amended in the future, so there is little buoyancy in the sys-
tem, apart from the increase in property numbers (Cornia 2008), and revenues have
been decreasing.

Bengaluru (Bangalore) has a rather unique system, which can best be described
as a hybrid between an area-based system and a value-based system. In 2000, prop-
erty tax reforms were initiated with the introduction of the self-assessment scheme
where property owners declared the physical characteristics of their property. The
process was transparent, public meetings were held, and most important, it was
backed by politicians and the media. More than 60 percent of taxpayers filed their

3An area-based system is one where tax liability is related directly to the physical characteristics of the prop-
erty, especially the size of the land and/or buildings.
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declarations within the prescribed 45-day period. In 2008, a unit-area-value taxa-
tion system was introduced. This tax is determined with reference to the average
rate of expected returns from a property per square foot per month, depending on
the location and use of the property. The municipal corporation was classified into
value zones based on published guidance values produced by the Department of
Stamps and Registration, which are adjusted regularly. Over a three-year cycle, the
value increase must be at least 15 percent, resulting in steadily increasing property
tax revenues.

Annual Value Systems

A number of countries, especially former British (Ghana, Hong Kong, Malaysia,
Singapore, Uganda) and French (Céte d’Ivoire, Niger) colonies, utilize an annual
value property tax system (Franzsen and McCluskey 2013). Singapore and Hong
Kong operate vibrant, state-of-the-art rental value systems with properties being
revalued annually. Although a number of large cities in India have abandoned their
outdated annual value systems (Rao 2008), Mumbai still uses the annual value sys-
tem under somewhat adverse circumstances. Rental values have been fixed indefi-
nitely, due to strict rent control legislation. Given static values over an extended
period, the tax rate exceeds 200 percent. As approximately 65 percent of properties
in Mumbai are rented, there is severe resistance to implementing a more appropri-
ate property tax system or significantly reforming the current system.

In Abidjan, an annual value system is used for developed parcels, whereas a capi-
tal value system is used for undeveloped parcels. In Uganda, an annual value system
was retained when the new property tax law was enacted in 2005, despite the short-
age of qualified valuers in the country. From 2003 to 2005, a new valuation roll
consisting of approximately 110,500 properties was prepared for Kampala. Why an
annual value system was retained, given the paucity of valuation skills in the coun-
try, is a question that must be asked.

Capital Value Systems

UNIMPROVED LAND VALUE OR SITE VALUE SYSTEMS

Systems based on unimproved land values or site values are presently used in some
cities in Australia and New Zealand, such as Sydney, Brisbane, and Christchurch.
In developing and transition countries, it is encountered in Kingston, Harare, Nai-
robi, Suva, and Tallinn. Until 2008, site value taxation was also used in Pretoria
(now the City of Tshwane) and Johannesburg. However, new property tax legisla-
tion in South Africa mandated that all cities migrate to a capital improved value
system. Various studies have been undertaken in Jamaica to research the feasibility
of a system based on improved values. In the context of the country, the recom-
mendations have consistently been to retain the system of unimproved land value
(Franzsen and McCluskey 2008). In Nairobi, the system is under pressure because
the most recent valuation roll could not be implemented. Rates are still determined
annually with reference to the 1982 valuation roll. Estonia introduced a land value
tax in 1993, and coverage is excellent.
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CAPITAL IMPROVED VALUE

The majority of metros studied use some form of capital improved value system.
However, systems vary rather significantly in terms of what is taxed and how it
must be assessed. South African cities tax the “market value” of the property, but in
Dar es Salaam buildings are valued on a depreciated replacement cost basis, with
land excluded from the base.

The Manila metro cities value land and buildings separately. Land assessments
are based on market transactions, whereas the assessment of buildings and other
improvements is based on depreciated replacement cost. This approach is also used
in most Latin American cities and is to some extent a solution to the problem of
scarcity of valuers/assessors. However, in some cities, such as Bogota, the assess-
ment process has become more driven by market prices.

Jakarta uses a rather simplified system of assessment for both land and build-
ings. Land is categorized into approximately 100 value zones according to use and
location, whereas buildings are categorized into 40 classes, with each class hav-
ing a prescribed unit price per square meter. Therefore, individual properties are
not separately valued but, rather, assessed according to the prescribed land zone
rate per square meter and building class rate per square meter.

SELECTION OF TAX BASE

Why a city uses a particular basis for its property tax can often be traced to the
historical British or French rental value approach. However, with the passing of
time, property markets in cities evolve, often creating a disjoint with the current
practice and the status of the property market. For example, the “old” rental value
approach failed in India because rent control had reduced market evidence to the
point that a value-based approach was untenable. In South Africa, the lack of reli-
able transaction evidence significantly weakened the case for a site value base. This
can lead to a nationally or locally driven policy to change the system, as in South
Africa and several Indian metros. The absence of reliable data on market value of
transactions is a major issue in the debate about the most appropriate base for the
property tax. Where this is the case and valuation expertise is limited, there has been
a tendency to look to area-based approaches. This has raised the question of whether
a value-based system is necessarily the best option. An outdated and/or incomplete
system relying on discrete values may indeed be more inequitable than a pragmatic,
simplistic alternative based on simple or adjusted areas or on value bands.

Infrequent revaluation is a major issue in many cities, such as Rio de Janeiro
and Accra. There are exceptions, but dynamic and progressive cities are in some
instances held back by national government. Examples of this can be seen in Nai-
robi (1982 roll), Kuala Lumpur (1992 roll), metro Manila (1993), Rio de Janeiro
(1999), and Sao Paulo (2000), where revaluations are dated not because of the
lack of capacity, but because of political interference. With the exception of Ben-
galuru and Bogota (Bird 2004), where city-specific property taxation applies, all
the other metros reviewed are subject to national (or state) laws pertaining to the
property tax.
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Size of Tax Base

An important question is whether the property tax rolls have been expanded to
keep up with population growth and rapid urbanization. In Accra, Dar es Salaam,
and Kampala, valuers have been unable to keep valuation rolls current on existing
properties, much less cover the new properties created as a result of the rapid
growth in these cities. However, in Bengaluru and Bogota, where the property tax
is linked to and underpinned by a comprehensive Geographic Information System
(GIS) database, comprehensive coverage is more attainable.

General revaluations and basic maintenance of the valuation roll are major un-
dertakings, as illustrated by the property counts shown in table 7.4. The city of
Cape Town, for example, has nearly 800,000 parcels, of which about 80 percent are

residential.

TABLE 7.4

The importance of residential properties in the tax base

Residential properties

Number of Average
properties in the Percentage  Percentage residential
tax base (current of total of total Percentage 2010 tax bill

City valuation roll) number value of revenue (US$)
Belo Horizonte 698,603 (2009) 74 66 58 437
Bengaluru 1,158,000 (2011) 71 40 No data No data
Bogota 1,788,229 (2004) 81 61 No data 208
Buenos Aires 1,610,901 (2003) 69 64 No data 105
Cape Town 792,356 (2011) 80 68 41 429
Dar es Salaam 476,667 (2011) 85 76 No data 12
Durban (eThekwini) 509,641 (2011) 87 64 39 459
Hong Kong 2,350,445 (2010) 75 41 No data 676
Johannesburg 812,275 (2008) 82 68 44 624
Kingston 109,011 (2010) 72 60 No data 73
Kuala Lumpur 463,033 (2010) 75 39 No data 189
Makati (metro Manila) 134,983 (2010) 78 27 No data 263
Muntinlupa (metro Manila) 107,086 (2010) 77 28 No data 100
Navotas (metro Manila) 29,384 (2010) 78 28 No data 20
Pretoria (Tshwane) 522,388 (2011) 87 72 39 750
Porto Alegre 538,296 (2011) 76 50 No data 233
Rio de Janeiro 1,630,225 (1999) 78 63 40 153
2,000,000 (1999) (1999) (1999)
(2010 estimate)
Sao Paulo 2,762,843 (2005) No data No data No data 273
3,000,000
(2010 estimate)

SOURCES: Data obtained from various city or country reports and/or reporters.
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Taxpayer

The taxpayer is usually the owner or the occupier of the taxable property and in
some instances can be both. Regarding area-based and capital value systems,
generally the owner is principally liable for the tax; however, if the owner cannot be
found, the occupier may be liable (Bengaluru). In the case of annual rental value
systems, the occupier is usually the principal taxpayer, although there are excep-
tions. In Abidjan, Bangkok, and Niamey, the owner of residential property is taxed,
although the tax is only levied on properties that are not occupied by the owner. In
Bangkok, this presents tax administration with challenges in identifying taxpayers
(Varanyuwatana 1999).

Tax Rates

Because of differences in valuation methods and legal tax bases, comparisons of
nominal tax rates are not meaningful. And, because data on real market value or
gross domestic product are rarely available by metro, comparisons of effective tax
rates are not possible. However, city governments have different levels of discretion
to determine their tax rates and use this discretion in different ways.

In a number of cities (Cairo, Jakarta, Kigali, Yaoundé) tax rates are fixed by the
central government. Other cities (in metro Manila, Kuala Lumpur, Dar es Salaam,
Kampala, Lagos) have some discretion in making adjustments to their tax rates, but
this power is rarely used. For example, in Lagos, rates have not changed since 2003,
even though the valuation rolls are badly outdated. The result is a decline in reve-
nue receipts. By contrast, the Hong Kong tax rate has not changed for many years
either, but revenues have been buoyed by annual revaluations.

Where metros have the power to set the rate, the variations are very large, usually
depending on revenue targets for the property tax. Nairobi sets very high nominal
rates, because of the site value tax base and the outdated 1982 valuation roll. South
African metros have set rates that range from 0.5 to 0.9 percent of market value for
residential properties and from 1.0 to 2.5 percent for commercial properties. In
contrast, the tax rate on capital value in Yaoundé and Douala in Cameroon is
0.11 percent (of which only 0.01 percent is assigned to the cities).

PROPERTY TAX ADMINISTRATION

The property tax is difficult to administer (Martinez-Vazquez 2011). However, the
administrative costs may be less in the metros, where they can often take advantage
of economies of scale and develop synergies and advantageous linkages between
various in-city departments. Such benefits may not be available to smaller cities.
However, not all metros approach property tax administration in the same way,
and some are more efficient than others. Administrative arrangements and out-
comes are often effected by metropolitan government structure, for example, in the
unified metros such as Cape Town, Johannesburg, Jakarta, and Bogota, as opposed
to fragmented metros such as Manila, Mexico City, Rio de Janeiro, Dar es Salaam,
and, as far as collection is concerned, Kampala.
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Can it therefore be postulated that metros have a distinct advantage in adminis-
tering the property tax? This question is addressed in the following sections, which
examine the four key administrative features of the property tax:

1. Identification of property, occupancy, and ownership.
2. Inventory management.

3. Assessment.

4. Billing, collection, and enforcement.

Identification of Property, Occupancy, and Ownership

The fairness and revenue mobilization goals of the property tax require full cover-
age of the base; that is, all property parcels have been identified and given a unique
reference number; inventory on land and improvements has been gathered; and the
taxpayers have been identified. This is one of the most resource-intensive adminis-
trative aspects of property tax administration and, consequently, one of the most
expensive. Metros with integrated management functions can achieve efficiencies
and reduce costs, particularly where, for example, building control, physical plan-
ning, and land use departments are electronically linked to the valuation depart-
ment, as is the case in Kuala Lumpur and South African metros. Where these func-
tions are not within the control of the metros, issues of information flow, accessibility,
and data timeliness create severe problems (Accra, Dar es Salaam, Manila).

Crucial in this respect is the cadastral map, which should identify parcels and
their boundaries. In this regard, donor agencies have been extremely active over
the last 20-30 years in funding projects aimed at land titling and registration. Land
administration and management projects in Jamaica, the Philippines, and Thai-
land have been making significant progress in creating titles for unregistered land
and providing “owners” with formal ownership documents. In Kingston, approxi-
mately 85 percent of all parcels have a registered title. Prior to the creation of the
National Land Agency in Jamaica in 2000, it took 70 days to produce a new certifi-
cate of title. Ten years later, in 2010, the average is 30 days.

GIS is the internationally recognized environment upon which digital mapping
and land titling is being based. Latin American and South African cities have their
cadastres within a GIS framework. Such technologies as satellite imagery, aerial
photography, and Google Maps have made significant contributions to improving
property tax coverage. Clearly, some metros have the financial capacity to do this,
as is evident from the practice in South Africa. Conversely, the use of such technol-
ogy in, for example, Manila is restricted to the larger cities in the metropolitan
region (Makati and Quezon). In several cities, it is estimated that coverage is now
almost 100 percent (Kuala Lumpur, Hong Kong, South African metros, Bogotd,
Bengaluru). In some Latin American cities, in contrast, informal and illegal con-
structions are generally not recorded, and the coverage is therefore around 75
percent (De Cesare 2004). The experience is less satisfactory in poorer cities; for ex-
ample, in 2002 coverage in Dar es Salaam was approximately 30 percent (McClus-
key and Franzsen 2005). Difficulties have arisen for other metros when they have
no control over the cadastre (Dar es Salaam, Kingston) or when they have no
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resources to create their own GIS (e.g., Accra, Kampala, and smaller cities in metro
Manila).

Metros tend to have a real advantage in this area because they need to create ef-
fective land use planning, and in this respect GIS is a principal tool. Bogota is a good
example of a metro that has been given the devolved power to manage and main-
tain its part of the national cadastre, which resulted in a significant increase in the
coverage and, ultimately, in assessed value (Bustamante and Gaviria 2004).

Another example of progress in this area is Bengaluru. This city commenced a
GIS project in 2008. An important feature was the allocation of unique property
identity numbers, which links property location with property tax data (i.e., loca-
tion, size, use, ownership, tax liability, and tax payment).

The three Baltic countries of Estonia, Latvia, and Lithuania are interesting in
terms of how their property taxes have developed since their independence in
the early 1990s. Fundamental to the process was the development of a real property
cadastre linked to a land registration system (Malme and Youngman 2008). Each
country adopted a centralized approach and created national bodies to develop and
maintain these systems. The development of the cadastre utilizing GIS technology
has resulted in almost 100 percent property base coverage. GIS and mass valuation
approaches have been extensively used in all three counties, permitting the annual
updating of values. In Lithuania, for example, some 3 million parcels of land and
buildings are revalued each year (Aleksiene and Bagdonavicius 2008).

Self-declaration by way of returns that provide information on the owner’s prop-
erty is widely used as a means of updating the property inventory. This is the case in
Bengaluru, Hong Kong, and Kuala Lumpur, as well as many cities in francophone
Africa (Abidjan, Kigali, Kinshasa, Niamey). Indian cities, such as Ahmedabad, Chen-
nai, and Delhi, also use self-declaration (even though it is referred to as self-assessment;
Rao 2008). Self-declaration of transactions is used in Manila. Pure self-assessment is
uncommon; however, Bogotd has successfully used this approach since 1993.

Inventory Management

The assessment department should be the central hub for the property tax system
because of its electronic data-sharing systems and protocols with cadastral offices,
land registry, and planning and building control departments, as well as the fi-
nance and revenue departments. In Jamaica, the creation of the National Land
Agency has brought previously separate government departments dealing with prop-
erty together under one agency (valuation, mapping, titles, and estate management).

With the developments in information technology, the storage and manipula-
tion of data have become more accessible and affordable. A property tax inventory
can be massive; for example, if a city has 1 million properties and for each property
there are 15 pieces of information, then the database will contain 15 million bits of
information, all of which must be maintained in some coherent, logical manner.
How the city manages this information is crucial. Property taxes that incorporate
improvements into the tax base tend to be more resource intensive compared with
land value and area-based approaches. Therefore, the former involves greater ad-
ministrative costs in maintaining the inventory for existing properties and new
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properties. The level of computerization and integrated data-sharing systems
should create economies and reduce costs. While comparative evidence is difficult
to find, it is possible to draw some inferences from the total number of taxable
properties and the number of assessors/valuers. In cities that have highly comput-
erized functions, the average number of properties per valuer ranges from 17,000
to 21,000 (Pretoria, Hong Kong, Kuala Lumpur), whereas for those cities using more
manual/paper-based approaches, the average ranges from 5,000 to 7,000 (Manila).

In most of the cities, the inventory management is fully computerized. In some
cases (Kuala Lumpur, Hong Kong, the larger metro Manila cities, and the South
African metros), the assessment department receives weekly/monthly electronic
downloads from other departments indicating changes to properties and transac-
tion information.

Transaction evidence can be particularly problematic with respect to two issues:
(1) how sales are recorded and notified to the various local and central government
departments, such as stamp duty, title registration, and assessor offices; and (2) the
reliability of the recorded transaction price. In this case, metros tend to suffer from
the same limitations as other smaller jurisdictions: they are at the mercy of archaic
paper-based systems that are inefficient and time intensive. Developments in elec-
tronic and online delivery of documentation are improving the flow of information.

Assessment

VALUATION CYCLES AND REVALUATIONS

With the passage of time, property values change across geographic space and by
property type. General revaluation of the entire jurisdiction is the mechanism to
“correct” assessed values and bring them back in line. However, revaluation is one
of the most difficult aspects of the property tax in terms of resources, administra-
tion, and, ultimately, political approval. In many cases, actual revaluation frequency
does not correlate with the legislative prescribed frequency. The practice varies
widely: Hong Kong, Jakarta, and Vilnius revalue on an annual basis; South African
metros are on a three- to four-year cycle, which appears to be sustainable; several
cities with legislated three- to five-year revaluation cycles rarely meet this require-
ment (Accra, Buenos Aires, Kampala, Rio de Janeiro, Tallinn); in other cites, such
as Dar es Salaam, Kuala Lumpur, Manila, Nairobi, Porto Alegre, and Kingston, have
serious issues with the age of the current valuation roll.

Revaluations are beset by two problems: enormity of the task and the conten-
tious results that will follow the revaluation. With respect to the first, metros that
revalue regularly can build up experience in terms of processes, procedures, and
ultimately delivery (Cape Town, Jakarta, Bogota, Hong Kong). The large numbers
of properties to be valued within metros do not necessarily imply greater problems.
On the contrary, use of automated valuation methods has greatly reduced the over-
all cost of revaluations (Cape Town, Hong Kong). However, even metros with ade-
quate in-house resources have problems when revaluations are delayed and post-
poned over long periods (Kuala Lumpur, Manila, Kingston, Accra).

The second aspect, and potentially the more important and politically sensitive,
results from the fact that some (perhaps most) taxpayers will see an increase in their
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assessed values, and the perception that “higher assessed values mean higher taxes.”
In practical terms, the tax rate is often rolled back to compensate for the general
increases in assessments, a revenue-neutral position in relation to the year prior to
the revaluation, but is contrary to the revenue-raising goals of the revaluation. A
mechanism to cushion the impact is to have a scheme of transitional relief. Al-
though not widely used, it can be effective in providing some protection against
abnormal tax increases. South Africa’s new property tax legislation provides,
among other things, a phasing in of tax for newly taxable property.

Many metro valuation/assessment departments have sufficient qualified and
experienced valuers/assessors to maintain the valuation roll (Bogotd, Hong Kong,
some South African metros). However, in some cities the paucity of skills still re-
mains critical (Accra, Dar es Salaam, Freetown, Kampala). Possibly as a response,
when revaluations do occur, the private sector plays an increasingly important role
(Accra, Kampala, Kingston, Cape Town).

Given the large numbers of properties within metros, it is surprising that segmen-
tal reassessment has not been considered to any great extent. This is a procedure by
which a specified fraction of real property parcels is reassessed each year, moving
through the jurisdiction in sequence. Thus, if a three-year cycle is used, one-third of
the properties in the area would be reassessed each year, with all properties being
reassessed every three years. This approach can be less resource intensive and make
the revaluation task achievable. It could be a more balanced approach and may be the
most realistic cycle for large metro jurisdictions. The problems with this approach
are that it can produce temporary inequities at a time of significant changes in mar-
ket values and where uniform rates are applied across the whole metropolitan area.

If general revaluation is not an option, then an alternative presently used in Sao
Paulo and Bogota is the application of indices to uplift assessed values to reflect
property value increases. Indices for each property category can be determined,
and all properties within that category receive the same adjustment. This ap-
proach is unpopular, particularly if the base valuation is dated, because it results
in inequities being further exacerbated. Indices are blunt instruments, and much
of the argument in favor of their use has to do with revenue mobilization. However,
as an interim measure to reflect increasing property values, it can be a viable option.

In some cases, the political pressure to deal with inequitable assessments is to
undertake piecemeal adjustments. In Buenos Aires, the replacement costs for build-
ings have remained unchanged for more than 20 years, but the city, in trying to
achieve greater fairness, made arbitrary adjustments to land value zones (Lafuente
2009). In Manila, increasing land values resulted in many of the cities updating
those assessments at various intervals while holding constant the assessed value of
the improvements.

Preparation for a general revaluation requires quite extensive data collection
and analysis. Irrespective of the basis of the property tax, the assessment depart-
ment needs to have robust procedures in place to collect information on all forms
of transactions, such as sales and lettings, as well as information on building costs.
This involves having a legislative system to ensure that transaction evidence is
recorded in an appropriate manner. This should be less of a problem in a formal
market with appropriate land titling and registration than in a market where many
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transactions occur informally. In Hong Kong, Kuala Lumpur, and Bogot4, the leg-
islation allows for the assessment department to ask owners to complete question-
naires to gather information on their property, rents, and leases. In Manila, when a
property is sold, the owner must complete a tax declaration, a copy of which must
be lodged with the assessor’s office.

A comparison of revaluation costs across metros and, indeed, countries is quite
difficult. However, cities that revalue regularly will have developed cost-effective
systems and be able to drive down the cost per parcel. For example, Hong Kong
revalues annually, and the cost for the 2010 revaluation (annual values) of the 2.36
million parcels was approximately US$1.5 per parcel. In Dar es Salaam, the 2001
valuation of approximately 18,000 properties cost on average US$17.00 per prop-
erty (McCluskey and Franzsen 2005). In Bogotd, in 2009 updating property infor-
mation on 1.2 million properties cost on average US$6.46 (Ruiz and Vallejo 2010),
whereas in Jamaica, the estimated cost for the 2012 revaluation (site values) of 790,000
parcels is US$3.43 per parcel.

ANNUAL MAINTENANCE OF VALUATION ROLLS

The maintenance of the valuation roll between revaluations requires that proce-
dures be put in place to capture the alterations made to existing property and changes
in ownership and to value new properties. Most cities allow for such changes to the
main roll through annual supplementary rolls; for example, in some South African
cities, more than one supplementary valuation is done per year. However, in some
cities, the lack of resources often precludes this mode of updating the tax base (Dar
es Salaam, Accra, Manila).

VALUATION METHODS
The principle valuation methods used for determining property tax assessments on
all property types include comparative sales, income (or expenditure and receipts),
and cost (often depreciated replacement cost) methods. The majority of property tax
systems are based around the concept of market value and attempt to derive objec-
tive estimates of value based on market transaction evidence. While there are active
property markets in the metros of developing countries, there are not good compara-
tive sales data (Baraquero 1999). However, where this evidence is scarce or unreli-
able, jurisdictions have had recourse to cost-based approaches such as those used
in metro Manila cities, Accra, Dar es Salaam, and several Latin American cities. In
these cities, land values are normally estimated with reference to comparable land
sales. The use of construction costs without any direct comparison to market values
can lead to major problems with assessment levels; for example, the average assess-
ment level was 30 percent in Porto Alegre (De Cesare 2004) and 35 percent in Bue-
nos Aires (Lafuente 2009). This correlates with a study done in India that highlights
the lack of market value evidence but suggests assessment ratios of approximately 30
percent for a number of cities, including Nagpur and Kolkata (Mathur et al. 2009).
The need to develop simplified automated valuation processes has been one of
the major developments within property assessment during the 1980s, 1990s, and
2000s. Computer-assisted mass appraisal (CAMA) has become the primary tool
to assist valuers/assessors, particularly during general revaluations (Eckert 2008).



172 WIiLLIAM J. McCLUSKEY AND RIEL C. D. FRANZSEN

In developed Western cities, CAMA is used extensively, and the evidence would
suggest that significant cost savings can be achieved through the application of
automated valuation approaches. The development of mass appraisal solutions for
residential property is important for cities in developing countries, given the rela-
tively large number of those properties (see table 7.4). But the development of such
automated valuation processes has been held back by the lack of reliable data on
market transactions. Jakarta, Hong Kong, and South Africa’s metros have been
developing automated valuation systems for their bulk class properties: residential,
homogeneous office, retail, and industrial. Metros with lengthy revaluation inter-
vals (Accra, Dar es Salaam, Kuala Lumpur, Manila’s cities) have not invested in these
techniques to the same degree. Whereas CAMA can bring assessment efficiencies
(Eckert 2008), its use within many metros is limited due to data constraints.

The application of GIS in identifying the value influence of location is becoming
embedded within a number of cities, including Cape Town, several Latin Ameri-
can metros, and Bengaluru. However, a more widespread application of GIS is for
identifying parcels and supporting land titling projects. Those metros using GIS
have developed innovative tools to maximize the potential of this technique to
support valuation and to assist in quality assurance and ratio studies.

QUALITY OF PROFESSIONAL STAFF

It has often been stated that one of the key problems with the ad valorem property
tax is the lack of qualified experienced valuers/assessors to provide effective and
efficient assessments. Although this is certainly the case in many places, it is nota-
ble that in several of the metros reviewed, sufficient qualified staff is becoming
much less of a problem. Evidence would indicate that the city valuation depart-
ments in Kuala Lumpur, Manila, and South African metros are staffed adequately
with professionally qualified personnel. Metros tend to have the capacity to recruit,
train, and maintain a professional appraisal workforce. In some cases, valuation
responsibility has been assumed by centralized government departments, for exam-
ple, in Lagos (Ipaye 2007), Kingston, and Jakarta. These departments have greater
capability in utilizing CAMA and other automated valuation techniques.

A factor that possibly has contributed to the improvement in staffing levels is the
introduction of university-level courses in real estate and valuation (Dar es Salaam,
Kingston, Kuala Lumpur, Manila). It is clear that most of the city valuation depart-
ments are actively engaged in providing in-house training and workshops to develop
the necessary skills. Although the private sector will always be attractive to experi-
enced valuers, they are becoming more heavily involved in property tax assessments
in collaboration with city and government valuation departments (Jamaica, Malay-
sia, South Africa, Brazil, Colombia), as suggested by improved assessment coverage
and GIS integration in Bogot4, Bengaluru, Cape Town, Dar es Salaam, and Kingston.

ASSESSMENT QUALITY, OBJECTION, AND APPEAL

Although revaluation quality control may be sparse, many of the metros have built
up sufficient valuation/assessment experience to develop valuation manuals and
standardized procedures (Kingston, the larger metros in South Africa, Kuala Lum-
pur, Hong Kong).
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The quality of the assessments on the new valuation roll can be subjected to both
internal and external validation. The International Association of Assessing Offi-
cers provides benchmarks against which an internal audit can be based.* A number
of cities that undertake fairly regular revaluations publish the results of their inter-
nal benchmarking audit (Cape Town, Hong Kong). Some metros opt for external
validation (Kingston and Cape Town), but many other metros do not (Cairo, Johan-
nesburg, metro Manila). There is almost no assessment quality validation in the
Latin American cities. Assessment ratio studies are rarely undertaken in any of the
sample metros due to insufficient market-related data (Mathur et al. 2009).

An approach used in metro Manila prior to implementing the revaluation is to
publish a schedule of market values for land, buildings, and machinery and depre-
ciation rates for public consultation (Guevara 2004). After this exercise, the sched-
ule is incorporated into an ordinance. The objective is to instill acceptance of the
new values while trying to minimize objections.

In 2007, at the time of its migration from a site-value system to capital improved
values, Johannesburg published a draft valuation roll and likely tax rates and fol-
lowed it up in 2008 with the formal valuation roll and actual tax rates. The objective
was to ensure that the new valuation system was better understood by taxpayers.

In jurisdictions with a value-based system, property owners are generally al-
lowed to object and appeal the property value as determined by the assessor. In
South African metros, payment of tax is not deferred until the objection or appeal
has been finalized. In Lagos, 50 percent of the tax must be paid before an appeal
can be filed. This is controversial and could be construed as a violation of a tax-
payer’s constitutional right to access to the courts and/or a fair trial.

Billing, Collection, and Payment

In some metros, much of the billing is still done manually (Accra, Dar es Salaam,
Lagos, Lilongwe) because of data problems (e.g., properties cannot be identified,
poor postal services, and/or the lack of street names). In 2002 in Dar es Salaam,
municipal valuers were used for billing because of their intimate knowledge of
neighborhoods (McCluskey and Franzsen 2005). Some metros bill annually (Ac-
cra), some biannually (Istanbul), and others more regularly (e.g., monthly in South
African metros).

A few cities have outsourced collection to the private sector (Accra, Kampala).
In 2008, the Tanzanian government outsourced collection of the property tax in
Dar es Salaam to the Tanzania Revenue Authority. The authority’s commission
amounts to 20-25 percent of the amount collected, whereas the private collectors
in Kampala receive 10 percent (Olima 2010). It is not clear how successful these
steps were for these metros. Oversight is problematic when private tax collectors
are used.

In Dar es Salaam, collection levels are estimated at less than 50 percent, and in
Accra in 2009, it was estimated at 35 percent (Yeboah and Johansson 2010). In con-
trast, collection levels in South Africa’s metros generally exceed 90 percent, whereas

“The principal international benchmarks include the coefficient of dispersion and price-related differential.
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TABLE 7.5
Property tax performance in select cities

Estimated collection
rate (of amount billed)

Metro for 2009 (percent)
Accra 35
Bengaluru 80-85
Cape Town 90-95

Dar es Salaam 45-55
Johannesburg 85-90
Kingston 55-60
Manila 55-90

SOURCE: Mathur et al. (2009), Yeboah and Johansson (2010),
and various country reporters.

for cities within metro Manila, in 2009 it ranged from 18.6 percent to 125.4 percent
(see table 7.5).

Lower compliance costs may partly explain higher collection levels. South Afri-
can metropolitan taxpayers can pay bills at municipal offices, post offices, and large
retail stores; online; or by direct debit. In Accra and Freetown, taxpayers are ex-
pected to make payments at the tax offices. Some metros (Belo Horizonte, Bengal-
uru, Lagos, Nairobi) provide discounts for early payment. In Bengaluru, 80 per-
cent of taxpayers paid within the prescribed period, largely due to conveniently
located “help centers” spread across city wards. In 2011, about 60,000 taxpayers
paid tax online.

ENFORCEMENT

Although the legislation in most countries reviewed contains adequate enforce-
ment measures, in practice some of these measures are seldom (if ever) used. A rea-
son provided in many countries is the lack of political will and support from local
councilors and/or national politicians. In some cities in Tanzania, officials reported
poor property and taxpayer data as reasons that tax collectors were reluctant to
enforce against delinquent taxpayers. In some instances, the cost of enforcement
(e.g., civil action in a municipal or tax court) exceeds the annual property tax,
making it a nonviable option.

A measure commonly found in legislation, but only used in practice in a few
cities (Jakarta, South African metros), is seizure of the property and its sale in
execution. In some metros, this can happen only after three years (South African
metros, Dar es Salaam); in others, after only a few months (Freetown, Bangkok).
However, the political and public support for this enforcement measure is generally
absent.

South African metros withhold services (e.g., electricity) in response to non-
payment of the property tax. Furthermore, Nairobi and South African metros also
use “clearance certificates” with property transfers to claim unpaid taxes: before
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the transfer can be registered in the deeds office, the municipality must issue a
clearance certificate that all outstanding taxes and charges have been paid.

TAX RELIEF

Tax relief is granted directly and indirectly through tax base exclusions, preferen-
tial assessments, exemptions, and other forms of relief. Property tax bases are in
some instances eroded through narrow definitions of property. Exemptions are
encountered in all metros and almost always include properties used wholly or
mainly for charitable, education, and public worship purposes.

Achieving some progressivity by excluding the first tranche of value from the
tax base or by exempting low-value properties from the property tax is encoun-
tered in Kingston and Bengaluru, where a flat amount or minimum levy is payable,
respectively. In Cairo and South African metros, a national, statutory value thresh-
old applies.

Preferential assessment and rebates are utilized extensively. In many metros,
owner-occupied residential properties receive preferential treatment. In Accra, the
assessed value for owner-occupied buildings may not exceed 50 percent of replace-
ment cost. In Bengaluru, owner-occupied residential and nonresidential properties
receive a 50 percent tax rebate. This is also the case in Ahmedabad, Chennai, Delhi,
and Mumbeai. In other metros, for example, Abidjan, Bangkok, and Kampala, owner-
occupied residential property is completely exempt. In some metros (Cape Town,
Johannesburg), rebates are granted to categories of owners rather than use (e.g., on
the basis of age and income).

GOVERNMENT PROPERTY AND UTILITIES

In many metros, property owned by higher-tier governments is excluded from the
tax base (Brazilian metros) or exempt from local property taxes, and the revenue
loss can be considerable (Bahl 2009). One of the issues is whether lower-tier govern-
ments have the legal authority to tax this property, but legislation sometimes allows
for payments in lieu of taxes. If these payments are based on the assessed value
(which is seldom the case in practice), the tax sacrifice can be recovered by the local
government (Bird and Slack 2002). The tax treatment of exempt government prop-
erty is especially important in metros, where government operations are usually
headquartered. Often, branches of government occupy some of the most valuable,
modern, and well-located buildings within city centers.

The actual practice varies. Government property is exempt in some develop-
ing countries. However, in some of these countries (e.g., Cote d’Ivoire, Hong Kong,
Ghana, Niger, Sierra Leone, Tanzania), government does not pay any amounts in
lieu of taxes. In a number of metros, however, government property is indeed
taxed (Bengaluru, Kampala, Lilongwe, Mbabane, South African metros). In Nai-
robi, Lilongwe, Cape Town, and Kampala, government is often one of the major
defaulters, and some cities find it politically difficult to collect arrears. Interest-
ingly, Mbabane and Pretoria tax government property at rates higher than for
other properties.
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Some metros are able to account for the tax expenditures due to exemption of
government properties. In the Kingston metro area, all government property is
valued even though it is exempt. The estimated loss due to the exemption is equiv-
alent to about 5 percent of total property tax collections.

In Kuala Lumpur, government properties are subject to a contribution in lieu of
taxes that is negotiated based on local government expenditures on such services as
fire protection, street lighting, water supply, and refuse disposal (Choong 1998). In
2010, government properties in Kuala Lumpur were about 5.6 percent of the total
number, and the revenue contribution from these properties was approximately
3.3 percent of the total.

In Bengaluru, government properties pay only 25 percent of the rate for non-
residential properties, unless the property is used for commercial purposes, in which
case the standard tax rate applies. Cape Town and Durban also differentiate on the
basis of use for government-owned properties.

VACANT LAND AND UNOCCUPIED BUILDINGS

Often the taxation of vacant land is related to achieving other nonfiscal benefits,
such as reducing land speculation (Porto Alegre), ensuring optimal urban develop-
ment and densification, and ensuring that the owners of such land and buildings
contribute to the cost of services (Johannesburg and Pretoria). It is an especially
important issue in large metropolitan areas. However, the empirical evidence on
whether a vacant land tax brings forward the timing of development is incon-
clusive (Skaburskis and Tomalty 1997).

The practice varies quite widely across metros (table 7.6). An exemption for va-
cant property is generally associated with systems where the occupier rather than
the owner is taxed, as under some rental value systems. In other metros, vacant
parcels are taxed at significantly higher rates than developed parcels. In metros us-
ing land value systems, all land, whether vacant or not, is valued and, in principle,
taxed. In Kingston and Nairobi, a uniform tax rate is applied with no differentia-
tion as to use or occupancy.

In metro Manila, the cities have discretion to levy the idle land tax up to a maxi-
mum surcharge of 5 percent.” Only recently has this tax become “popular,” and it is
now levied by most cities. For example, in Quezon City the tax rate applied to idle
land located adjacent to national roads is 3 percent over and above the existing
property tax. The existing tax rates for 2009-2010 are 1.5 percent on the assessed
value of residential property and 2 percent for commercial, industrial, and special
properties; for other locations, the surcharge is 1 percent.

PROPERTY TRANSFER TAXES

Property transfer taxes, levied either as a stamp duty or as a transfer tax, are en-
countered in most countries. It has been suggested (Bahl 2004; Powers 2008; Ruiz

>The idle land tax is levied on unused agricultural land of more than one hectare, nonagricultural vacant land
greater than 1,000 m?, and approved residential subdivisions.
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TABLE 7.6
Treatment of vacant/unoccupied properties

Treatment Metro

Exclude or exempt Bangkok, Cairo, Dar es Salaam (vacant land), Karachi

Exempt on application for unoccupied Accra (although a minimum tax applies), Dar es Salaam
buildings

Tax vacant and unoccupied properties at  Jakarta, Kingston, Nairobi, Sdo Paulo
the same rate as developed properties
Tax vacant land at slightly higher rates Bengaluru (limited), Kuala Lumpur (residential property)
than developed properties
Tax vacant land at significantly higher Belo Horizonte, Bogota, Buenos Aires, Cape Town,
rate than developed properties Durban, Gaborone, Johannesburg, Manila, Mexico
City, Porto Alegre, Pretoria, Rio de Janeiro,* Windhoek

*However, impact is negated because it is coupled with a high value reduction and favorable assessment.

SOURCES: Data obtained from legislation, by-laws, and various city or country reporters.

and Vallejo 2010) that high real estate transfer taxes can be a contributing factor to
the poor performance of the property tax in some countries because it discourages
owners from transacting in an open transparent market and from truthfully re-
cording market values of property.

In some countries, such as Jamaica (Bahl 2004), as well as elsewhere in the
Caribbean, both taxes are levied on real estate transfers. These taxes are quite easy
to collect, as the title or deed registration system can effectively be used as an audit
for payment. In Indonesia, the land and building transfer tax became a local tax in
2011, with Jakarta being able to determine its own tax rate up to a maximum of
5 percent. It is noteworthy that tax rates are high in a number of jurisdictions,
especially in India, Jamaica, and South Africa. In India and Jamaica, however, rates
have been decreasing in recent years.

REFORM [SSUES AND TRENDS

Property tax reform never seems to get off the policy agenda in the metros of devel-
oping countries. In some cases, this is because reform just does not happen, but in
others it is because of the increased property tax capacity that comes with urban-
ization and economic development. In some metros, there has been reform, but the
directions taken do not seem to follow a general pattern.

To the extent that some sort of polarization occurs, it involves the choice of
property tax basis. Movement toward the use of capital improved value is clearly
evident in the recent reforms in South Africa, Northern Ireland, New Zealand,
Hungary, Slovenia, and several states in Australia. Lagos has migrated from an an-
nual value base to improved capital value, whereas the rest of Nigeria retained the
rental value approach. But in South Africa, a national uniform basis for the prop-
erty tax was implemented (capital improved value).® To be sure, in some metros

®Part of this section builds on Martinez-Vazquez (2008).
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capital value systems (Bogotd, Cape Town, Durban) or annual value systems (Hong
Kong, Kuala Lumpur), a pragmatic approach to the political and market realities,
seem to be working well, and the lack or shortage of skilled assessment staff sug-
gests that unique alternatives may indeed be appropriate in some jurisdictions.
Bengaluru is a case in point: this city has seemingly overcome the buoyancy prob-
lem generally associated with calibrated area or simplified value systems, by regu-
larly updating the use area values. In fact, several Indian metros have replaced a
rental value system by one based on property size. It is interesting, however, that
the land or site value tax that has been under pressure in several countries is retain-
ing its status in Queensland, Australia, where the 2011 reform brought a shift from
“unimproved” value to “site” value, and in Jamaica, Kenya, and Estonia. In fact, in
2011, Harare replaced its split-rate property tax system with a site value tax
(Chakasikwa 2011).

In some cases, the need for reform has been ignored. The retention of annual
values in Kampala and of capital values in Dar es Salaam, given poor base coverage
and the serious paucity of assessment skills, could be questioned. More simplistic
and pragmatic approaches, such as calibrated area system or even a U.K.-styled
value-banding approach (McCluskey, Plimmer, and Connellan 2002), may in the
medium term provide more revenue and a property tax that performs the primary
function of generating revenue.

Property categorization according to use, size, and/or location is commonplace
and seems to be on the increase (Bird and Slack 2002; Franzsen and McCluskey
2008). All metros in South Africa utilize classified rates. However, these differenti-
ations complicate the administrative tasks and may harm the fairness of the system.

CONCLUSIONS

Notwithstanding the difficulties in administering the property tax, it is clearly evi-
dent that it remains one of the key revenue tools for metros across the developing
world. Though supporting data are weak, this chapter argues that many metros are
able to handle the administrative demands of the property tax and to do a better
job of realizing its revenue potential than are other local governments. On the one
hand, there tends to be a stronger tax base and more human resource skills within
metropolitan areas; on the other hand, there are many more properties, more con-
struction, and greater changes in property values to be dealt with. Moreover, many
metros have shown an ability to absorb much of the new technology in property
tax administration. But the ability to improve property tax administration does
not hold everywhere, as can be seen from the practice in such metros as Accra,
Nairobi, metro Manila, and Rio de Janeiro.

The revenue mobilization of the property tax in metros continues to be held
back by several factors, even in the strongest of these jurisdictions. First, revalua-
tions tend to be problematic in part because of data limitations but mostly because
of political interventions. Second, there is need to verify the fairness of the valua-
tion process. The use of the private sector in undertaking the valuation function, in
whole or in part, is becoming much more widespread (Bogotd, Cape Town, Dar es
Salaam, Jakarta, Kingston). However, in some cases, monitoring the quality of such
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externally provided valuations by the city is lacking. What is required is more
formal oversight to ensure that legislative and technical procedures have been
followed.

Third, despite an abundance of literature (Franzsen and McCluskey 2005; Kelly
1995) suggesting that a “collection-led” rather than a “valuation-pushed” reform of
the property tax constitutes a more prudent approach, reforms in many low-income
developing countries still seem to focus primarily on assessment, for example,
Sierra Leone (Freetown), Tanzania (Dar es Salaam), and Uganda (Kampala).

It is probably fair to say that within low-income countries in particular, the met-
ros and cities tend to be holding their own regarding property tax administration.
However, outside of the cities, assessment and property tax administration present
significant problems. A system that works relatively well in metros or large cities
may only have limited applicability in smaller urban and rural jurisdictions, par-
ticularly where there is no central administrative support as a backup. Even where
such backup is potentially available, the actual reality can be quite different (Malay-
sia, Philippines, South Africa).
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LOCAL NONPROPERTY REVENUES 8

JORGE MARTINEZ-VAZQUEZ

his chapter focuses on the current theory and practice of nonproperty tax as-

signments to local urban governments in developing and developed countries.
Bahl and Linn (1992) concluded that if urban government revenues were to be vi-
able for financing urban public service delivery, broad-based taxes other than the
property tax would be needed in the revenue assignment mix. How good a predic-
tion has this been?

Although the theoretical rationale is clear for the presence of a basket of tax in-
struments, since the marginal resource costs are increasing for any single source,
and many urban governments rely on a variety of revenue sources other than prop-
erty taxation and transfers, the international experience in both developing and
developed countries, as described in this chapter, is mixed and uneven. While a few
urban governments have introduced economically attractive tax sources other
than the property tax, a vast majority of urban governments in developing coun-
tries, and also in many developed countries, still struggle with the imperative of
revenue adequacy to cover their growing expenditure needs and obligations. The
good news is that examples of best practices are not scarce; the bad news is that
there is still an extended failure in applying those best practices in the vast major-
ity of urban governments around the world.

This chapter is organized as follows. First the theoretical foundations for the use
of taxes other than the property tax in local governments are reviewed. The discus-
sion includes the kind of guidance provided by optimal tax theory and the issues to
be considered in making tax administration choices (e.g., central vs. local). Next,
actual practices in tax assignments are surveyed; special attention is paid to political

I am grateful to Gustavo Canavire-Bacarreza and Violeta Vulovic for helping organize the data collection and to
Krishanu Karmakar, Gabriel Leonardo, and Janet Porras for participating in the data collection. I am also grateful
to Charles McLure, Robert Ebel, Roy Bahl, Johannes Linn, and Deborah Wetzel for helpful comments.
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economy and institutional capacity issues as potential drivers for the observed dif-
ferences between an optimal metropolitan revenue system and those that are actu-
ally observed. The chapter concludes by extracting lessons from the global experi-
ence with nonproperty tax revenue sources and exploring reform directions for
urban finance in developing and developed countries.

THEORETICAL FOUNDATIONS OF SUBNATIONAL
REVENUE ASSIGNMENTS

Although over the last several decades there have been significant advances in the
development of a theoretical framework for tax assignments to subnational govern-
ments, a complete general framework is still lacking.

The Relevance of Revenue Assignments

The fundamental promise of fiscal decentralization is that public spending will
become more efficient because decentralized governments will be not only more
informed (Hayek 1945) but also more responsive and accountable to citizens’ needs
and preferences (Oates 1972). At the same time, there is general agreement among
experts in decentralization that increased accountability is best assured when sub-
national governments have an adequate level of autonomy and discretion in raising
their own-source revenues.

Thus, if effective fiscal decentralization requires meaningful revenue autonomy
at the subnational level, which taxes should be allocated at these levels? How much
revenue autonomy is needed? This is what is known as the “tax assignment
problem” (see, e.g., Bird 2000b; Martinez-Vazquez, McLure, and Vaillancourt
2006; McLure 1998).!

The basic role of revenue assignments is to provide adequate financing to subna-
tional governments so they can implement the functions they have been assigned.
However, revenue adequacy per se is not a guide for tax assignments because ade-
quate financing can be obtained from many different tax assignments or even
without them through intergovernmental transfers.

The “Benefit Principle”: How Far Does It Take Us?

To answer the question of how to tax at the local level, the public finance literature
has used the “benefit principle” (Lindahl 1919; Musgrave 1938): those that use the
service should pay for its costs. If it could be fully used, there is no other approach
to urban local finance with the same potential to organize the financial architecture
of local governments. The benefit principle tells us how services should be priced,
who should pay for them, and how much of the service should be provided. How-
ever, the power and simplicity of the benefit principle are diminished by a series
of factors.

First, within the complexity of institutional arrangements in many urban set-
tings, it is not always necessarily obvious who should be paid because it is unclear

!Part of this section builds on Martinez-Vazquez (2008).
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which governmental organization is in charge of providing particular services.?
Second, it is not always easy to identify those that are using the service, unless it is
possible to employ user charges and fees and exclude from the service those that do
not pay. Third, it is difficult to target users with alternative revenue-raising instru-
ments. Some taxes, such as the property tax, can fit the benefit principle well by tar-
geting taxpayers that directly benefit from an array of services. Other taxes can be
used, such as individual income taxes or sales levies, even though they can be hard
to design, but in the best of cases the link between benefits from services and tax
payments tends to be diluted and even lost, depending on the final economic inci-
dence of the tax.

There are some other limitations to the practical application of the benefit prin-
ciple, including equity issues, the presence of service externalities into other juris-
dictions, and the presence of tax externalities where the actions of some jurisdic-
tions may affect the tax bases of other local governments. All these cases may require
different types of corrective transfers from upper-level governments.?

However, the benefit principle can offer very useful guidance for the direction in
which institutional reforms should move. Those jurisdictions and entities provid-
ing the services should be paid by those individuals using the services, regardless
of where they reside. The place of residence still can be used as shorthand for ap-
proximating where individuals consume most their public services, but the assign-
ment of revenue sources cannot be restricted to the universal use of that proxy (the
place of residence). However, there is also little question that, in order to make the
benefit principle operational, governments must face the challenge of finding those
taxes (when direct use of fees and services is not feasible) that would best approxi-
mate a direct payment by users and that, at the same time, would meet other desir-
able economic properties, or at least avoid undesirable ones.*

In Search of a General Theory of Revenue Assignments

Since the application of the pure benefit principle is not possible, a theory of tax as-
signments is still needed. Significant progress has been made in laying out the desir-
able economic properties of taxes to be assigned at the subnational level, but up to
now a complete theory of tax assignments at the subnational level is still lacking.

*The issues are complex in this context because of the potential of extensive tax exporting, the presence of spe-
cial districts and public enterprises with managers that are not elected and thus lack direct accountability mecha-
nisms, and boundaries of elected governments that may not be clearly delineated. As Bahl (2011) points out, tax
assignment in metropolitan areas is not independent of how those jurisdictions are structured. And metropolitan
areas show diverse and often complex organization structures. For example, Bird and Slack (2004a) identify four
models of governance structure for metropolitan areas: (1) one-tier governance, with a single government provid-
ing all the local services within the area (e.g., Toronto, Bogotd, Quito); (2) two-tier governance, with one upper-
tier government (metropolitan unit) providing some regionwide public services and lower-tier municipalities
providing public services of a more localized nature (London, Santiago de Chile); (3) voluntary cooperation, with
the existing units of governments creating formal or informal cooperation mechanisms to provide certain ser-
vices and retaining full autonomy for other services (e.g., Vancouver, Sao Paulo); and (4) special-purpose districts,
created for the purpose of providing a single public service in the area and with all other services provided sepa-
rately by the existing jurisdictions (e.g., special districts in the United States, Buenos Aires). All these types in
reality show a wide array of financing combinations involving user charges, own taxes, and transfers.

*Ideally, a benefit tax may reflect the different types of externalities.

4See Ebel and Taliercio (2005) for a discussion of the broader interpretation of the benefit principle, including
general taxes.
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Before examining these issues, note first that the pure application of the benefit
principle, utilizing user charges to finance public services, delivers two important
things: (1) establishing the right amount of public services demanded by local resi-
dents; and (2) efficiently financing those public services with user charges: prices.
When moving from user charges to taxes, substitute arrangements must be found
for these two issues: (1) how to assure the efficient level of service provision; and
(2) how to use alternative tax sources to finance those services, which exhibit dif-
ferent marginal resource costs.

The public finance literature reflects two fairly unconnected strands, each sepa-
rately addressing one of the sets of issues that needs to be addressed by a theory of
tax assignments. The first strand of the literature, grounded on the tradition of
Musgrave (1959) and Oates (1972), focuses on the desirable attributes of taxation to
foster optimal expenditure decisions, emphasizing the importance of tax auton-
omy to bring accountability among subnational decision makers. From this per-
spective, accountability is key to having public officials provide the level and mix of
public services desired by taxpayers. This happens automatically when user charges
can be used but generally can be lost when moving to use of taxes, with financing
decisions being divorced from public service delivery decisions. Under this cate-
gory are a number of useful and widely accepted rules. First is McLure’s (2000) rule
that subnational governments require tax autonomy at the margin to fulfill the
allocation function efficiently, even though “inframarginal” expenditures can be
financed with transfers or other sources. A second widely accepted rule is that the
accountability of government officials, and of public expenditure efficiency, increases
with the share of own-source revenue collections in the subnational budgets, and
thus tax autonomy should be high enough to finance all, or most, expenditure needs
of the wealthiest subnational governments. Increasing the share of expenditures
that is financed with own taxes also has the benefit of increasing fiscal responsibil-
ity by subnational officials, avoiding overspending by making them face the full costs
of their decisions. Thus, this strand of the literature can also include those contri-
butions that have emphasized the importance of a “hard” budget constraint to
control the “tragedy of the commons” and inefficient expenditure decisions at the
subnational level (Rodden, Eskel, and Litvack 2003).

The second strand of the literature, based on optimal taxation theory, has fo-
cused on deriving the optimal conditions for an efficient assignment of subnational
revenue sources (Dahlby 2009; Dahlby and Wilson 1996; Smart 1998). These use the
concept of the marginal cost of funds to characterize optimal distribution of equal-
ization transfers among subnational governments.

In all, the first strand of the literature delivers useful principles and rules for tax
assignments, but it falls short of fully informing the choice of optimal subnational
tax structure. The second strand of research provides interesting insights about the
optimal subnational revenue structure, but it does not directly discuss the tax assign-
ment problem. Martinez-Vazquez and Sepulveda (2011) build on those two strands
of the literature in an attempt to develop an integrated theory of tax assignments.
For optimal taxation, the optimal solution to the revenue assignment problem is
characterized by an identical marginal cost of public funds for all government
units. In particular, the optimal mix of revenue sources can be seen as the solution
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to a classic multiplant problem, where the government uses several revenue sources,
or “plants,” in order to “produce” a certain amount of revenue at minimal cost. All
revenue sources must be used, up to the point where the optimal marginal cost of
public funds is reached.’

This framework allows the analysis of optimal revenue composition beyond
own taxes to include nontax instruments, such as revenue sharing and other inter-
governmental transfers. The role of each revenue type depends on its distinctive
marginal cost function. Own-source revenues are costly for government authori-
ties, so when their cost is equal to the optimal marginal cost of funds, this allows
efficient autonomous decisions about the amounts of public services to deliver. In
contrast, intergovernmental transfers (including revenue-sharing schemes) have,
in principle, a negligible marginal cost for the local authorities. For this reason, they
do not provide the information required for efficient expenditure decisions. How-
ever, they can play the important role of “shifting” the marginal cost function to
the position at which the government authorities are faced with the optimal mar-
ginal cost of public funds when making decisions. For example, equalization grants
(reducing fiscal disparities in expenditure needs and fiscal capacity) can help
achieve not only a fairer but also a more efficient solution for public good provision.
Martinez-Vazquez and Sepulveda (2011) also show that the gains in efficiency due
to greater accountability justify a more intensive use of own-source revenues, and
thus also a greater marginal cost of public funds.

Why, in Reality, Do Levels of Tax Autonomy Tend to Be Low?

Although decentralized systems in some developed countries have high levels of
tax autonomy, in reality, especially among developing countries, significant taxing
powers are rarely devolved to subnational governments at the onset of decentral-
ization. From a political economic perspective, low subnational tax autonomy is
an equilibrium outcome desired by the two main players involved. Central govern-
ments are reluctant to devolve taxing powers for fear of having to compete with
local governments for the same tax bases and/or fear of losing control of fiscal
policy. At the same time, subnational governments are reluctant to take on the re-
sponsibility of making politically unpopular decisions to raise their own taxes.
Thus, using intergovernmental transfers to finance subnational government func-
tions is most often the preferred solution for all the parties concerned.

Technical issues may also play a role. Low levels of revenue autonomy may be
associated with low levels of administrative capacity in some subnational govern-
ments. Uneven administrative capacities could in theory be addressed via asym-
metric tax assignments: providing more tax autonomy to larger subnational gov-
ernments and letting smaller ones “grow into this role” over time. Because of their
higher expenditure needs and generally higher administrative capacity, a good case

>The marginal cost of public funds captures the economic losses to society associated with raising additional
revenues to finance government spending (Dahlby 2008). The concept of marginal costs of public funds includes
the excess burdens of taxes, and it can be adapted to consider a wide range of possible determinants of revenue
collections, such as political costs (as in Hettich and Winer 1984), administrative and compliance costs (as in
Slemrod and Yitzhaki 1996), and mobility (as in Wildasin 1998). Thus it provides a great deal of generality to model
both the normative and positive aspects of revenue collections.
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can be made for an asymmetric assignment of tax sources to metropolitan areas.
Asymmetric decentralization design is the exception rather than the rule, and more
so in terms of tax authority.®

Implementing Revenue Assignments: What Form of Tax Autonomy?

Regardless of actual practice, it is unquestionable that a goal for revenue assign-
ments should remain the granting of a high level of tax autonomy to subnational
governments. In practice, the implementation of tax autonomy requires addressing
two questions: (1) what type of revenue autonomy is desirable; and (2) what kind of
tax instruments should be used to provide tax autonomy.

With respect to the form of tax autonomy, four dimensions have been identified
in the literature: (1) who selects the taxes; (2) whether tax bases should be exclusive
to each level of government or used by several levels; (3) which level of government
should legislate on tax base and tax rate; and (4) what level of government should
administer the tax (see Bird 2000b; Boadway 1997; McLure 1998; 2000; Musgrave
1983; Norregard 1997).

With respect to the selection of taxes, there are good reasons for some limits to
the ability of subnational governments to introduce certain types of levies, such as
in the case of the prohibition of internal tarifts for domestic trade in the U.S. Con-
stitution. Two general approaches are followed: subnational governments can choose
from either an open list of taxes, with general limits and restrictions, or a closed
list of allowable taxes, determined at the national level. Even though a closed-list
approach is more restrictive in terms of autonomy, it may be preferable because it
can avoid the introduction of highly distortionary taxes, nuisance levies, and so
on. The choice of approach is often specified in the constitution. Closed lists are
used more frequently in unitary systems of government. Open lists are used in
some federal systems, although a number of federal countries (e.g., India, Pakistan,
and Switzerland) clearly delineate what taxes can be used at different levels of
government.”

The second step is whether the base of specific taxes should be used exclusively
by one level of government or simultaneously by several levels of government. Co-
habitation has the advantage of providing subnational governments with more
choices and meaningful sources of revenue, which may otherwise be monopolized
by the central government. It has the disadvantage of introducing vertical tax ex-
ternalities because one level will not typically take into account the impact its poli-
cies may have on the tax base and revenues of the other level of government (see
Boadway, Marchand, and Vigneault 1998; Dahlby and Wilson 1996; 2003; Keen
1998). These externalities can be only partially addressed by intergovernmental
grants or even by increasing the number of subnational governments (see, e.g., Boad-
way, Marchand, and Vigneault 1998; Dahlby 1996; Flowers 1988; Keen 1998). In the

®See Bird and Ebel (2007) for the possibilities and problems associated with asymmetric fiscal decentralization
design in a large number of countries.

7Where those choices have not been updated in many decades, such as in India and Pakistan, where the fed-
eral governments can tax services but only subnational governments can tax goods, this has led to significant
difficulties in the implementation of functional value added taxes (VATS).
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international experience, when an open-list approach is chosen, generally cohabi-
tation of bases is allowed. In contrast, the selection of a closed list is often made
precisely to eliminate cohabitation of tax bases. All things considered, it appears
that a hybrid approach with a closed list allowing for the cohabitation of tax bases
and using intergovernmental transfers to correct for vertical externalities may cap-
ture most advantages and avoid most problems.

The third step in the design of tax autonomy is to assign authority to legislate
over the structure of the tax bases and tax rate levels. In general, autonomy to de-
fine tax bases is less desirable than autonomy to set tax rates.® Variations in the
definition of the tax base, either exclusions, deductions, or credits, can lead to more
complexity and higher compliance costs across jurisdictions. Autonomy to set tax
rates is generally simpler to deal with for taxpayers and administrators in multi-
jurisdiction settings. It is also more transparent in inducing political accountabil-
ity of subnational officials.

One last dimension of tax autonomy considers which level of government should
be charged with administering the various taxes. Although it has been often over-
looked, this dimension is quite relevant to autonomy and accountability.

Tax Administration: Administrative Efficiency
Versus Added Accountability

What is the most appropriate approach to organizing the vertical structure of tax
administration? That a particular tax has been assigned at the local level does not
necessarily mean that it should be administered at that level; under some cir-
cumstances, it may be more advantageous to have that tax centrally administered,
with the subnational government still making the policy decisions of setting tax
rates, and so forth.

What are the determinant factors that may make an approach (centralized ver-
sus decentralized) more or less optimal for any particular tax?® The international
experience shows a variety of approaches to the organization and degree of decen-
tralization in tax administration. Countries with considerable decentralized reve-
nue authority may have highly centralized tax administration (e.g., Scandinavian
countries), and countries with little decentralized tax autonomy may have highly
decentralized tax administration (e.g., Germany). Outside those polar cases are situ-
ations with separate tax administrations (each level of government administers its
own taxes) or mixed models (the central government administers some local taxes,
and much less frequently, local governments administer some central taxes).

From a technical perspective, several factors affect the choice of centralized versus
decentralized structure, including (1) economies of scale and scope, informational

8 Autonomy can of course lead to tax competition among subnational governments (Wilson 1999), with both
positive consequences, offering more choice to taxpayers and increasing accountability, and negative conse-
quences, a “race to the bottom” and inefficiently low services. Tax competition can also lead to “horizontal” fiscal
externalities, whereby the tax policies of one jurisdiction can affect the tax bases and revenues of other jurisdic-
tions. These externalities can be corrected via intergovernmental grants (Arnott and Grieson 1981; Gordon 1983;
Wildasin 1983; 1989).

?The literature on this issue is not large. See Ebel and Taliercio (2005), Martinez-Vazquez and Timofeev (2010),
Mikesell (2007), and Vehorn and Ahmad (1997). Some of the discussion in this section builds on Martinez-Vazquez
and Timofeev (2010).
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externalities, and so on; (2) compliance costs due to nonuniformity of tax pro-
cedures; and (3) accountability to the residents. Political economy factors, such as
opportunities for corruption and the creation or control of public employment, can
also become relevant.

A supposed primary advantage of centralized tax administrations is the ability
to operate with lower costs through a more efficient use of inputs because of eco-
nomies of scale in production, greater specialization of staff, and more sophisti-
cated uses of capital inputs, especially information technology systems. Neverthe-
less, some subnational jurisdictions may be large enough to realize at least some of
the advantages related to economies of scale, and new developments in hardware
and software have reduced the previous advantage of centralized information
and processing systems. Unfortunately, so far, the available empirical evidence is
still very scarce.?

Taxpayer compliance costs generally can be reduced more via centralized tax
administration because of fewer offices to visit, less information to process, and
so forth. However, decentralization may provide more proximity to subnational
offices. Here again, the empirical evidence is scarce and fragmented, although
some issues are rather apparent.!!

On the other side of the balance, there is the basic question of whether a separate
local tax administration regime can enhance the accountability of local officials to
residents and taxpayers (Mikesell 2007) beyond the accountability that may exist
when decentralized local taxes are collected by the central authorities but local
government have an appropriate degree of policy discretion, in particular, control
over tax rates (e.g., Bird, Burki, and Perry 2000). The particular mechanics of col-
lection and enforcement of each tax are likely to make a big difference in this
respect.

From a political economy perspective, subnational officials are sure to care about
other issues, such as control of taxes and enforcement levels, assurance of the cash
flow, obtaining and leveraging information on tax bases and collections, power
over employment decisions, and opportunities to receive bribes or use this power
for other kinds of self-benefit.'> And there is the important question of incentives
to collect the taxes of other administrations.”

Because of the different objectives that can be pursued, which can be weighted
in different ways by decision makers, and because of the variety of political econ-
omy issues at play, a large variety of organizational models for tax administration
in decentralized systems can be expected. This conjecture is fulfilled in reality. The

Qverall, that central tax administrations are always able to operate more efficiently should not be assumed.
For example, Ebel and Taliercio (2005) report subnational tax administrations in East Asia that operate quite
efficiently.

1As Vehorn and Ahmad (1997) point out, in the United States a big corporation typically has to file as many as
15,000 sales tax returns in any given year.

2This is highlighted in Casanegra de Jantscher’s (1990) well-known dictum, “Tax administration is tax policy.”
There is some empirical evidence that the budget situation does affect tax administration effort (Esteller-Moré
2005; Toma and Toma 1986). There is evidence that more centralized collections can delay the flow of cash to local
authorities (Bird, Wallich, and Peteri 1995; Mikesell 2007).

BDillinger (1991, 29), for example, argues that the choice between centralized and decentralized tax adminis-
tration was a choice between “indifference and incompetence.”
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international experience in the vertical organization of tax administration shows a
large variety of models and practices."*

Although there is always some arbitrariness about which countries fall into each
category, the international experience suggests four main models for the vertical
structure of tax administration found in practice: (1) a single centralized tax author-
ity enforcing all national and subnational taxes, which is the experience of Scandi-
navian countries and other countries, such as Russia and Belgium, and also com-
mon in more centralized unitary countries; (2) independent tax authorities at
different levels of government, with varying degrees of cooperation, which is com-
mon in large federal countries, including Brazil and the United States; (3) fully de-
centralized tax authorities, with all taxes, both national and subnational, collected
at the subnational level, which in practice is the rarest, with examples in Germany
and Laos, and historically in the Soviet Union and China before 1994; and (4) mixed
models of tax administration featuring variations of centralized and decentralized
characteristics, which can be found in Canada, Spain, and Switzerland.

Which model fits better is likely to depend on the specific tax assignment in a
country. Separate tax administrations, for example, will not be needed in the case
of revenue sharing and piggyback arrangements.”* Overall, there is a need for flex-
ibility in setting an approach since the desirable level of decentralized administra-
tion will vary from tax to tax.'®

From a purely administrative perspective, because of information externalities,
cost structures, and skill levels required, such taxes as income taxes, a destination
value added tax (VAT), customs duties, some natural resource taxes, and social
security taxes may be more efficiently administered by central tax administrations,
while excise taxes, property taxes, user charges, taxes on common natural resources,
and so on, may be more efliciently administered at the subnational level (Rubinfeld
1983). A complementary way to arrive at this conclusion is that decentralized tax
administration will tend to be more efficient, the less important cross-border trans-
actions are in the tax base (Boadway, Roberts, and Shah 1994). In multilevel tax
administration settings, there is ample room for coordination, especially in the ar-
eas of taxpayer information and audits. However, generally, less coordination takes
place than is desirable (for a review, see Martinez-Vazquez and Timofeev 2010).

What Tax Instruments Are Best Suited for Subnational Governments?

Beyond financing the provision of public services, taxes can also be used as policy
instruments to achieve other government objectives, such as income redistribution
or macroeconomic stability. Since Musgrave’s (1959) seminal contribution, there is

“The information on individual country cases is drawn from Martinez-Vazquez and Timofeev (2005), Mike-
sell (2007), and Vehorn and Ahmad (1997), as well as other sources cited throughout this section.

>There are examples of upward collection of shared taxes, but in most cases they represent a response to politi-
cal circumstances rather than of technical nature, such as separatist threats and historical rights in Italy and Spain;
constitutional tax sovereignty in Canada, Germany, and Switzerland; and political transformations in China and
Russia. In all cases, there have been important incentive issues. But the international experience also shows that the
centralized administration of shared taxes is not free from incentive, information sharing, or cash flow issues.

1°A good example of flexibility in the vertical structure of tax administration is presented by Canada’s Revenue
Agency, which collects some provincial and territorial sales, corporate income, and individual income taxes, but
not for all provinces and not necessarily in the same way for a given tax in all provinces.
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wide consensus that these other objectives are better pursued by central govern-
ments alone. At the subnational level, the focus needs to be on allocative efficiency
(how to best use the resources available to provide goods and services assigned to
local governments) in attempting to apply the benefit principle.”

Besides the suitability of particular taxes to approximate the benefit principle,
there are several properties for all taxes that are also desirable at the subnational
level: (1) buoyancy, with revenues changing roughly in proportion to the economic
base; (2) horizontal equity, providing equal treatment to taxpayers in similar circum-
stances; (3) relative efficiency, causing low distortions in economic activity; (4) rela-
tively low administration and compliance costs; and (5) political acceptability.

In addition, several other properties are desirable for subnational taxes, which
make them more adaptable to the benefit principle (see, e.g., McLure 1998). They
should be geographically neutral in the sense of not distorting the location of eco-
nomic activity, not interfering with domestic or international commerce, and not
being exportable so that the burden is not borne by residents of other jurisdictions,
unless matched by benefits to nonresidents.' They should also have tax bases that
are evenly distributed across jurisdictions, relatively immobile, and relatively stable
over the business cycle; be highly visible and transparent to increase accountabil-
ity; and be administratively feasible.

The typically fragmented structure of metro areas may impose additional con-
straints in the assignment of revenue sources. For one, tax base competition among
the different jurisdictions in the metro area is likely to limit the choices of taxes (on
capital and labor income) with highly mobile bases within the metro area. How-
ever, quite different equilibriums are possible in tax competition, and some of those
taxes may be used, although at rates that are lower and more uniform than may be
optimal. Nevertheless, differences in rates and taxes may be expected within frag-
mented metropolitan areas if jurisdictions can justify them to taxpayers as benefit
taxes. For this reason, a more intense utilization of well-defined user charges and
fees within fragmented metropolitan areas is expected.

Selecting Tax Instruments for Assignment at the Subnational Level

Few revenue sources fulfill all the desirable properties, and a compromise is gener-
ally needed. The criteria reviewed above, at the least, allow us to select among bet-
ter local tax assignments.

Charges and Fees

There is ample consensus that user charges and fees are the most appropriate source
of revenue for local governments, fitting perfectly within the benefit principle

7But as Bahl and Linn (1992) argued, the distributive impact of local taxes (and expenditures), of course, still
would need to be explicitly considered as part of the overall assessment of the distributive impact of the public
sector and in the national fiscal policy design.

8Tax exporting is generally undesirable because it can lead to an overexpansion of the public sector and to
inequities in the distribution of tax burdens. In contrast, the expansion effect may help compensate for the under-
provision of public services from several causes, including the lack of good tax handles, tax competition across
jurisdictions, public goods problems, or deficits where user charges are used for financing.
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(Musgrave 1983; Oates 1972). A considerable array of services are amenable to be-
ing financed with user charges and fees, including water and sewerage, electricity,
parking, garbage collection, urban transportation and road use, kindergarten and
residential care for the elderly, museums, parks, and sport facilities. Other services,
such as health and education, can be partially financed with user fees. In addition,
user fees can be charged to cover the public costs of registration and monitoring for
a wide range of activities, including business establishment, real estate titling and
registration, and driving permits. Betterment levies, paid up front by developers
and owners for local infrastructure improvements, such as sidewalks, lighting,
additional road construction, and water and sewerage access, can be considered a
variation of user fees.

Besides the economic efliciency advantages of benefit charges, from a political
economy perspective they also offer the advantage of not directly competing for
any tax base with central governments, so central authorities tend to be much more
generous in granting autonomy to subnational governments to set charges and fees."
One disadvantage is that they may be perceived as unfair to the poorer groups, and
on this basis, often fees and charges for excludable services, such as water and sew-
erage, in developing countries are set below full cost recovery for service provision.
However, in essence, to consider user charges regressive is tantamount to consider-
ing food prices or other private commodities regressive. Income redistribution and
equity are, of course, important objectives of any public finance system, but they
are better pursued by other levels of government through more appropriately
targeted policies. Maintaining user prices at too low a level leads to waste of the
resources and unnecessary subsidies for higher-income residents and squanders
one of the few good sources of revenue for local governments.

User charges and fees tend to represent significant shares of total revenues in the
city budgets of developed countries.”” However, they tend to represent a much smaller
share of total city revenues in developing countries. However, there are some impor-
tant exceptions; for example, user charges and fees represent more than one-third
of total revenues in Cape Town.

However, it is not generally feasible to finance all local services with user charges.
Sometimes it is not possible to identify the users; other times it becomes too

YWith price or benefit charges, which exclude from consumption those that do not pay, local government
providers can set the charge at the marginal cost of provision. Given that there is a “voluntary exchange,” users
will utilize the service to the point where their marginal willingness to pay for the service is equal to the price or
benefit charge. Direct pricing of these services allows local authorities to get the necessary information on supply
capacity at the same time it rations user demand for the services. Besides using the marginal cost of provision,
which can be hard to quantify and can lead to financial losses when marginal costs are below average costs, there
are several other pricing options. These include average cost pricing, going-rate charges adapting to the user’s
demand elasticity, and multipart tariffs consisting, for example, of a fixed charge to cover fixed infrastructure
costs and an additional charge for using the facility. The choice of pricing method depends on the nature of the
service and the type of infrastructure that is needed to deliver the service, and the administrative feasibility of the
different pricing options. This latter can be significantly affected by technological innovations; for example, nowa-
days it is entirely feasible to charge electronically varying fees for the use of highways, depending on the degree of
road congestion during the day. Even though the pricing of many public services is generally not complicated, in
some circumstances it can become a difficult issue. See Bos (1987) and Weare and Friedman (1998) for further
discussion of the issues.

*In the United States, local user fees and charges represent one-fourth of own-source revenues (35 percent
when local public utilities are included). Canadian local governments similarly raise one-fourth of their own-source
revenues from user fees and charges (Fox and Slack 2010). See also Bahl (2011).
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expensive to charge the fee or to exclude those that do not pay from using the ser-
vice.”! In these cases, services need to be financed through taxes. And ideally, many
of these taxes are “benefit taxes,” designed so that those that pay are the same as
those receiving the benefits from the public services. For example, the value or size
of a residential property may be seen as a proxy for the benefits received by resi-
dents from street improvements; in this case, a property tax acts as a user charge.

Better Choices of Local Taxes

PROPERTY TAXES AND BETTERMENT LEVIES

There is ample consensus in the public finance literature that property taxes and
betterment levies are closest to being benefit taxes, entirely appropriate for local
government financing. Because property taxes are analyzed in chapter 7, they are
not further addressed here.

VEHICLE AND TRANSPORTATION TAXES

These are generally an attractive form of local taxation because of the strong link
between the 