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Preface

The theme of this volume is “Fiscal Decentralisation and Inclusive Growth in Asia”. Given the
current economic context around the world, inclusive growth is a hugely important topic and has
been made a key national policy objective in many countries. It is also promoted by international
organisations — especially the OECD — as well as the ADB, the IMF, the World Bank, and the UN.
The OECD has been a leading promoter of inclusive growth policies, and frameworks for analysis.

Since sub-national governments are involved in so many aspects of policymaking, it is important to
investigate how and to what extent sub-national governments can play a role for inclusive growth.
However, there has been little research on the links between fiscal decentralisation and inclusive
growth. As an initiative to address this issue, the OECD and the KIPF held a workshop on the theme
of “Inclusive Growth and Fiscal Decentralisation” in Paris in May 2017 as a special session of the
OECD Network on Fiscal Relations across Levels of Government (an OECD committee on fiscal
decentralisation established in 2004) involving experts from OECD countries. However, achieving
inclusive growth is arguably even more important for developing and emerging economies, because
the inclusiveness of economic growth affects economic growth trajectories and the pace of
convergence. Without sufficiently inclusive economic growth, it can be hard for a converging
economy to sustain economic growth.

The concepts of inclusive growth and fiscal decentralisation are both broad and general. Yet for each
individual country, there are specific and pressing challenges related to inclusive growth and fiscal
decentralisation. This is especially the case for many developing countries in Asia for which the
success of inclusive growth and sustainable development is particularly important and the design of
fiscal decentralisation is still being shaped. Following up on the May 2017 workshop and to extend
its policy dialogue to the Asian region, the OECD and the KIPF held a workshop (Roundtable of the
Network on Fiscal Relations in Asia — RONFRA) on 21-22 December 2017 in Seoul. This volume
is the outcome of the 1st RONFRA.

The chapters of this volume show that the challenges faced by Asian countries in addressing
inclusive growth and fiscal decentralisation are indeed diverse and country-specific. They also show
that the challenges faced by each country evolve in accordance with the changes in demography and
the economic environment. The main question is how to get the institutions right, and overcome
political economy constraints, in addition to getting the design of intergovernmental fiscal
framework right. In order to facilitate a deeper understanding of these issues, we hope they will be
further addressed in future RONFRA workshops.

T i,

Junghun Kim
Chair, OECD Network on Fiscal Relations across Levels of Government
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Foreword

Sub-national governments are a crucial part of the public sector. In many countries, sub-national
governments are almost as large as or even larger than the central government in terms of their shares
in government spending and revenue. In almost all areas of the government, such as education,
infrastructure, poverty reduction and public health, sub-national governments are a major player in
improving the effectiveness of the public sector. Therefore, understanding the nature of
intergovernmental fiscal relations and its optimal design is a key policy challenge in both developed
and developing countries.

Decentralisation has a political, fiscal and administrative dimension. The analysis of fiscal
decentralisation of a country inevitably involves understanding the political and administrative
institutions of that country. This is why comparative analysis of fiscal decentralisation across
different countries, based on both qualitative and quantitative indicators, provides a rich
environment for studying different aspects of fiscal decentralisation. Ultimately, this process
enhances our appreciation for various forms of fiscal decentralisation that often correspond to
differing political and economic institutions.

Countries have greatly benefited from the activities of the OECD Network on Fiscal Relations across
Levels of Government (the “Fiscal Network™), which has carried out a comparative analysis of
various fiscal decentralisation issues. However, a good understanding of the nature of fiscal
decentralisation is arguably even more important for developing countries, because the design of
fiscal decentralisation is still evolving in many of these countries. Many OECD directorates,
including the Public Governance Directorate, the Centre for Tax Policy and Administration, the
Centre for Entrepreneurship, SMEs, Regions and Cities, and the Economics Department deal with
fiscal decentralisation issues. Therefore, given the wide knowledge base of the Fiscal Network on
fiscal decentralisation, there is great potential for collaborative work between the Fiscal Network
and developing countries in the Asia-Pacific region.

In order to maximise this potential, the Korea Institute of Public Finance (KIPF) and the Fiscal
Network launched the Roundtable of the Network on Fiscal Relations in Asia (RONFRA) in 2017
to start a policy dialogue on fiscal decentralisation in the Asia-Pacific region. This volume is the
outcome of the first RONFRA and provides expert views and policy analysis on the interaction
between fiscal decentralisation and inclusive growth in the Asia-Pacific region. We are grateful to
the authors who contributed to this volume. We also thank country delegates who participated in the
first RONFRA meeting for their interest and contributions to the Roundtable.

\jﬁ,! § SN

Yu-Chan Kim Marcos Bonmfi

President, Korea Institute of Public Finance Director, Public Governance Directorate
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Luiz de Mello Lamia Kamal-Chaoui
Director, Policy Studies, Economics Department Director, Centre for Entrepreneurship, SMEs,

Regions and Cities

Pascal Saint-Amans
Director, Centre for Tax Policy and Administration
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Executive summary

Many countries have made inclusive growth a major national policy objective. This volume
looks at the relationship between fiscal decentralisation and inclusive growth in the Asia-
Pacific region. It begins with a chapter that provides a perspective on decentralisation in a
globalised world. The authors (Robin Boadway and Sean Dougherty) discuss the
challenges posed by globalisation accompanied by the growing importance of information
technology and its implications on fiscal decentralisation and inclusive growth. The authors
then discuss that the roles of various levels of governments should change in response to
increasing pressure for innovation and widening inequalities, and that the role of large
urban governments is becoming particularly important in this new environment. They
suggest that new thinking on the design of fiscal decentralisation (revenue decentralisation,
policy harmonisation, and the structure of intergovernmental transfers) is required to help
cities meet the new challenges.

The chapter by Isabelle Chatry and Rose Camille Vincent documents a detailed and
comprehensive database on sub-national government structure and finance in sixteen
countries in the Asia-Pacific region, which is based on an ambitious project by the OECD
and the United Cities and Local Governments (UCLG) that constructs a World Observatory
on Sub-national Government Finance and Investment in more than 100 countries.
As expected, this study finds high diversity of socioeconomic characteristics and
complexity of sub-national government's structure and role. But this study also finds that,
for many countries surveyed in the study, there is generally lack of sub-national fiscal
power. This indicates that strengthening fiscal autonomy of sub-national governments and
adequate vertical and horizontal equalisation mechanisms are an important element of
fiscal decentralisation for many countries in the Asia-Pacific region.

The chapter by Paul Smoke notes that in order to know how decentralisation contributes to
promoting inclusive and equitable development, it is important to understand how country
characteristics, history and political economy forces affect the way decentralisation is
organized and operates. Smoke further notes that the results of the interaction of
intergovernmental system structure, decentralisation framework, the level of accountability
reflected in the local political system may differ across countries. He emphasises that, given
the diversity, complexity and information gaps involved, there are limitations of policy
generalisations on fiscal decentralisation. So Smoke’s chapter again confirms that
understanding country-specific institutional and policy environments is a key to gaining
the benefits of fiscal decentralisation.

The chapters by Christine Wong, Masayoshi Hayashi and Hyun-A Kim nicely show how
country characteristics, history and political economy forces interact with the challenges of
fiscal decentralisation and inclusive growth in China, Japan, and Korea. Wong notes that
the major challenges China faces today is the divide between urban residents with local
registration (hukou) and rural migrants without local registration (non-Aukou). The children
of rural migrants have limited access to urban schooling. One solution Wong suggests is to
use education funds less for salaries in rural schools and more for non-Aukou children in
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cities. A better alternative she suggests is to wholly revise the revenue and expenditure
assignments. Such reform is desirable and important for inclusive growth in China, but not
an easy challenge due to political economy constraints. The chapter by Hayashi discusses
the challenges caused by rapid pace of ageing, population decrease, and aggravating
regional disparities in Japan. Hayashi notes that given the inevitability of population
decrease especially in rural areas, a “balanced development policy” is not sustainable and
does not contribute to economic growth either. So he suggests that Japan's growth policy
should be through agglomeration and compactisation (relocation of residents and facilities
to more compact areas). Hyun-A Kim addresses education and fiscal decentralisation in
Korea. Korea has the record of a very successful education policy — in terms of
inclusiveness and productivity — backed up by the co-ordination of central and local
governments in financing and implementation. However, Kim notes that given the
widening income and regional disparities, sustaining inclusiveness of local education is an
increasingly challenging issue in Korea.

The chapters by Petar Vujanovic, Jocelyn Cuaresma, Michael Alexeev & Hansjorg
Blochliger, and Duangmanee Laovakul address the challenges faced by countries with a
relatively short history of fiscal decentralisation (Indonesia, the Philippines, the Russian
Federation, and Thailand). The chapter by Vujanovic discusses the case of Indonesia which
embarked on an ambitious decentralisation process in the late 1990s; the chapter by
Cuaresma discusses the importance and limitations of general grants (IRA) in the
Philippines; the chapter by Alexeev and Blochliger discusses the intergovernmental fiscal
framework in the Russia Federation; and the chapter by Laovakul discusses the issues of
expenditure and revenue assignment in Thailand. While the challenges these countries face
are very diverse, they share a common nature: enhancing institutional functionalities and
complementarities and strengthening local capacities so as to reap the benefits of fiscal
decentralisation by making it more inclusive and productive.
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1. Decentralisation in a globalised world: Consequences and opportunities

by
Robin Boadway and Sean Dougherty *

Globalisation accompanied by the growing importance of information technology and
knowledge-based production pose challenging problems for federations. The chapter
summarises the difficulties that traditional decentralised federations face in addressing
problems of competitiveness, innovation and inequality brought on by globalisation.
Adapting to these challenges involves rethinking the roles of various levels of government
and rebalancing them appropriately. On the one hand, responding to inequality enhances
the policy role of the federal government. On the other hand, state and local governments
must respond to the imperative of providing education and business services to equip
citizens and firms to compete in the knowledge economy. Perhaps most important, large
urban governments are best placed to provide the physical and social capital to support
innovation hubs. A key challenge for fiscal federalism is to facilitate the decentralisation
of responsibilities to urban governments. This entails new thinking about revenue
decentralisation, policy harmonisation and the structure of intergovernmental transfers so
that cities can implement their policies effectively and accountably.

* Robin Boadway is Professor Emeritus at Queen’s University, Canada, while Sean
Dougherty is Senior Advisor to the OECD Network on Fiscal Relations across Levels of
Government, France. This chapter draws on collaborative work with Anwar Shah,
particularly Boadway and Shah (2009), and with Oguzhan Akgun, particularly Dougherty
and Akgun (2018). It incorporates feedback from delegates at the 2017 annual meeting of
the Network on Fiscal Relations and the 1% meeting of the Roundtable of the Network on
Fiscal Relations in Asia in December 2017.
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1.1. Introduction

Modern nation-states face a globalised world characterised by challenging features.
Globalisation implies that markets for capital and skilled persons are international, and that
much of production is organised on a transnational supply-chain basis. Advances in
information technology mean that a growing proportion of production is knowledge-
intensive and “footloose”. International patterns of specialisation and the mobility of skills
result in growing inequality within nations, as the gains from growth accrue to top income
groups, although international inequality becomes moderated as workers in developing
economies are lifted out of poverty. OECD economies are becoming more urbanised, and
technological innovation is especially concentrated in urban innovation hubs. Nation-states
are prone to economic shocks transmitted from abroad, often regionally specific in the case
of heterogeneous nations, and the nature of employment itself becomes increasingly
precarious. National governments are constrained by globalised markets, as well as by the
instantaneous flow of information to citizens to whom they must account (see Boadway
and Shah, 2009).

Our objective is to explore the consequences of these developments for decentralised
nations. Globalisation and decentralisation may influence each other (Alesina et al., 2005).
Decentralisation can help or hinder the challenges posed by globalisation, while the extent
and nature of decentralisation should adjust with globalisation, urbanisation and
information innovation. Our discussion is in terms of federations with federal, state and
local governments, though similar considerations apply in unitary nations with active local
and regional governments. Our approach complements that of Sean Dougherty (in
OECD/KIPF, 2018) who finds that fiscal decentralisation—especially both expenditure
and revenue decentralisation combined—encourages economic growth in highly open
economies, but that it also can induce economic inequality (see Figure 1.1).
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Figure 1.1. Growth and inequality effects of decentralisation, conditional on globalisation

A. Effect of decentralisation on growth (GDP per capita)

Effect of revenue decentralisation

Effect of expenditure decentralisation

. 5 1
Trade openness (ratio to GDP) Trade openness (ratio to GDP)

B. Effect of decentralisation on inequality (inverted 90/10 decile ratio)

Effect of revenue decentralisation

Effect of expenditure decentralisation

A 2 3 A 0 A 2
KOF globalisation index KOF globalisation index

Note: Growth elasticities are based on a time series regression framework, with government size fixed;
inequality effects are analogous, but based on an inverted 90/10 decile ratio, also with government size fixed.
Red and green lines are 95% confidence intervals around the estimated elasticity (in blue).

Source: Adapted from Dougherty and Akgun (2018).

Federations are both economic unions in which factors of production and producers flow
freely across internal borders and social unions with common citizenship rights and some
degree of solidarity. The extent and form of decentralisation vary from country to country,
but some common features can be noted. The level of combined state and local
expenditures in most federations tends to be comparable with that of the central/federal
government (Watts, 1999). The proportion of expenditures consisting of transfers is much
higher at the federal level, including transfers to lower levels of government. State and
local expenditures are dominated by goods and services, and local governments are
especially important in the provision of infrastructure. The extent of decentralisation of
revenue-raising varies greatly among federations, and this is reflected in the extent to which
sub-national governments rely on transfers from higher levels of government. In many
federations, states have access to at least one broad-based tax, such as income or
consumption taxation, and they have significant discretion to borrow from capital markets.
Local governments are generally more reliant on states for their finances, and have only
limited discretion to borrow. In addition, localities face significant oversight from state
governments.
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Relations among governments are typically hierarchical, with the federal government
engaging fiscally with the states, and the states in turn with localities. Vertical fiscal gaps
exist between levels of government and are the outcomes of interdependent tax and fiscal
transfer choices. Despite what the fiscal federalism literature would suggest, there is
considerable institutional co-operation between the federal government and the states,
albeit with the federal government exercising leadership and with both levels of
government enjoying legislative autonomy. The federal government can influence state
decisions by a variety of means that vary by federation, such as conditional transfers,
mandates, the disallowance of state legislation, and moral suasion. Sub-national
governments with more revenue-raising ability are better able to deal with adverse fiscal
shocks, although this will depend upon how federal-state transfers respond to shocks. There
are no fail-safe mechanisms to guarantee that higher governments will not bail out lower
ones who fall into fiscal distress. The design of formula-based transfer systems, however,
offers some protection.

1.2. Decentralisation in heterogeneous federations

It is useful to summarize briefly some standard arguments from the fiscal federalism
literature on the pros and cons of decentralisation. By decentralisation we mean the
devolving of responsibilities to state and local governments. This includes especially
legislative responsibilities, but can also include state governments administering or
designing programs legislated by the federal government. We consider mainly fiscal
responsibilities: raising revenues through taxes, user fees and borrowing; spending on
goods and services, infrastructure and transfers to individuals and firms; social insurance;
and intergovernmental transfers. State responsibilities may be exclusive to the state, or they
may be subject to oversight by federal legislation or regulation. Moreover, federal and state
governments may share some fiscal responsibilities, with paramountcy given to one level.
And, governments may enter into bilateral or multilateral agreements, for example, to
harmonize taxation or spending programs, or to facilitate internal free trade. Dispute
settlement mechanisms necessarily accompany such agreements, although sometimes the
federal government is the final authority.

Decentralisation contributes to the efficient delivery of public services to residents,
including those that are important for competitiveness, growth and fairness. Indeed, state
spending programs are critical components of government policies for redistributive equity
and equality of opportunity. State programme responsibilities typically include: important
public services delivered to individuals, such as education and health; targeted transfers
such as welfare; in-kind transfers like childcare and elderly care; and employment and
training services. State governments, along with local governments, undertake the bulk of
infrastructure spending. Local governments also provide some social programs like low-
income housing and transportation, and care programs for children and the elderly. States
generally have access to discretionary revenue sources, although they rely in varying
amounts on federal transfers. Local governments have less buoyant revenue sources and
enjoy limited discretion for spending on infrastructure programs.

The arguments for decentralisation anticipate its consequences. Beneficial consequences
of decentralisation include the following;:

1. good governance by locating decisions at a level close to those being served;

2. respect for local preferences and for diversity of needs, while abiding by national
standards;
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3. holding governments to account via exit (migration) and voice (local participation
by citizens, community leaders and politicians);

4. innovation and experimentation in service delivery (laboratory federalism); and

5. beneficial fiscal competition with other jurisdictions including through yardstick
competition and mimicking best practices.

The responsiveness and accountability of state and local programs to citizens’ needs and
preferences varies with the amount of legislative and financial discretion these
governments enjoy. State governments enjoy more discretion than local governments.

Decentralisation also has some potentially adverse consequences. It creates horizontal
imbalances such that states and localities differ in their ability to provide public services at
comparable levels of taxation. To the extent that this causes fiscally-induced migration,
labour and business will be inefficiently allocated among jurisdictions. Horizontal
imbalances also lead to horizontal inequities in the federation, that is, with otherwise
identical persons being treated differently depending on their state of residence. Whether
this is a serious issue depends on the weight society puts on solidarity or social citizenship.
On the other hand, horizontal imbalances may reflect agglomeration and scale economies,
in which case undoing them can be counter-productive. Also, while decentralisation allows
states to differentiate their policies in accordance with local preferences and needs, it may
also detract from national standards of fairness and distort inter-provincial movements of
products and factors of production. In particular, fiscal competition can lead to a race-to-
the-bottom in redistributive policies and in sub-optimal tax rates and levels of public
services, due to mobility of capital and labour, especially skilled labour. As well, the
decentralisation of broad tax bases and major public services to the states can lead to
distortions in the internal economic union simply because policies are not harmonised
among states. Finally, decentralisation of spending responsibilities that is not accompanied
by sufficient revenue-raising discretion can leave state and local finances without adequate
ability to respond to fiscal shocks and face the federal government with deciding whether
to come to their aid. The expectation that the federal government will bail out state and/or
local governments that are in financial trouble can encourage behaviour by the latter that is
not fiscally sustainable.

A variety of measures can be taken to address the adverse consequences of decentralisation
without sacrificing its advantages. Fiscal equalisation transfers from the federal
government can undo the horizontal imbalances created by decentralisation without unduly
influencing state behaviour provided they are well-designed. This requires that the transfers
to a state not be too responsive to its fiscal decisions. Block transfers with broad but non-
intrusive conditions can be used to close whatever gap remains between sub-national
spending responsibilities and their revenue-raising abilities as well as to encourage states
to abide by minimum national standards in the design of their public service programs.
Detrimental effects of decentralised decision-making on the internal economic and social
union can be ameliorated by fiscal harmonisation agreements between the federal and state
governments. Institutional arrangements such as fiscal rules and fiscal councils can be used
to encourage governments to be fiscally responsible and to minimise the chances of
bailouts. In some federations, more decentralisation of revenue-raising to the states can
induce greater fiscal accountability and responsiveness to local needs and shocks.

Enhancing the effectiveness of local governments, especially in larger urban areas, is more
challenging but crucially important. The demands on urban government for infrastructure
and other public services are substantial, but getting fiscal tools to them is difficult. Cities
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vary greatly in size, and within states one or two cities can dominate the populations. The
case for asymmetric treatment is strong, for example, giving only larger cities access to
selected revenue sources. Local equalisation systems that are based on need and that
distinguish among cities by population size are relatively straightforward to design. An
open question is the extent to which the federal government should have direct fiscal
relations with larger cities, especially since their policies can have national implications.

1.3. Challenges of globalisation for decentralisation

Globalisation accompanied by the movement of populations to large urban areas and the
growing importance of knowledge-based production poses an enormous challenge for
national economies and national governments. Competitive pressure puts a premium on
innovation, entrepreneurship and investment in physical, intangible and human capital.
Governments at all levels are constrained by the openness of markets for capital, products
and highly skilled labour. They increasingly compete with one another to attract economic
activity, and this limits their control over tax bases and tax rates. Moreover, open
economies are vulnerable to economic shocks, both aggregate and sector-specific, and this
affects the fiscal fortunes of all levels of government. Advances in information technology
increase the rapidity with which change occurs and propagates, and result in more
disruptive and precarious labour markets facing workers. This is on top of the tendencies
for inequality to increase as wages of low-income workers face increasing competition
from abroad, and the fruits of information-based innovation and transnational production
accrue to the already better off.

New forms of information technology also serve to empower citizens by enhancing their
ability to hold governments to account and by enabling novel forms of citizen activism.
This bottom-up accountability has the potential to induce more responsive and efficient
service delivery and reduce the costs of citizens transacting with their governments,
particularly local government. Information technology also improves the voice of non-
government entities and offers the possibility of enlisting them in local service delivery.
There is also greater awareness of neighbouring jurisdictions leading to more competition
and innovation since local performance can be judged by benchmarks established
elsewhere (so-called yardstick competition). The upshot is an enhancement of the role of
local governments at the expense of state governments, especially as the federal
government takes on some of the responsibilities of the latter in response to globalisation
pressures.

Policy responses to these challenges involve all levels of government, and especially call
for reinvigorating the role of local governments. The federal government has a prime role
to play in responding to the challenges of inequality. It dominates the personal tax-transfer
system, which is the first line of attack on income and wealth inequality. It can also use the
corporate tax system to both encourage innovative investment and to tax economic rents at
source, albeit constrained by corporate profit shifting using tax avoidance devices. Though
profit shifting is often not illegal, it nonetheless exploits tax loopholes that exist
unintentionally. The federal government also controls the main elements of social
insurance, especially the unemployment insurance system.

At the same time, state and local government policies complement federal redistributive
equity policies. To the extent that public expenditures are used to address redistribution—
and arguably they are at least as important as taxes and transfers—sub-national
governments are largely responsible for them. Such policies include education and training,
health, social services, childcare and housing.
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Pursuing economic growth involves policies to enhance productivity, innovation and
entrepreneurship. Federal tax policy can partly address this by making both business and
personal taxes friendly to investment and innovation. However, a growth agenda will also
involve investments in human capital, in public capital and in information technology, and
sub-national governments have a role to play. State governments influence human capital
investment through the universities and colleges that they typically operate. They also
control much of the transportation facilities and communications technology. As previously
mentioned, local governments are responsible for the bulk of infrastructure spending. Most
important, cities are home to innovation hubs and to the high-tech sector and the highly
skilled persons it employs. Cities are also home to capital markets, including those for
venture capital. More generally, urban areas are where agglomeration economies and
technology networks are found, and local governments provide the public infrastructure
that supports them.

For state and local governments to play their part in complementing the redistributive
policies of the federal government, and in providing infrastructure and other public
investments that support innovation and growth, discretion in revenue-raising is important.
The ability to decentralise revenue-raising effectively and efficiently to the states has been
well established in many federations. Systems of federal-state tax harmonisation can
achieve that. Income and sales tax bases and rate structures can be harmonised, while giving
discretion to the states for the level of state tax rates. Provided this is accompanied by an
effective revenue equalisation system, states will have comparable fiscal capacities with
which to pursue fiscal programs that best suit their needs and preferences, while at the same
time abiding by national norms of efficiency and equity.

It is rather more difficult to decentralise revenue-raising to local governments in a way that
enables them sufficient discretion to choose their tax rates while at the same time retaining
balance in the fiscal capacities of what are highly heterogeneous jurisdictions. Given the
crucial role that large cities play in growth and innovation, a high priority must be given to
establishing financing mechanisms that leave them with the ability and the discretion to
implement the important infrastructure programs and local services in support of
knowledge-intensive economic activity. Devolving income or sales taxes to local
governments is one possibility, although it poses administrative and economic challenges.
Alternatively, block-grant programs or revenue-sharing mechanisms could be devised to
ensure that local governments have sufficient discretionary funds to fulfil their growing
responsibilities. As mentioned, asymmetric solutions are important to consider.

The discussion so far reinforces the importance of decentralised decision-making combined
with inter-governmental co-operation as organising features of multi-level government in
a globalised world. Decentralisation poses two further challenges for policy design. The
first is that economic shocks will apply asymmetrically to different regions, leaving some
states with difficulties in meeting their fiscal obligations. In a decentralised federation,
there are various mechanisms for addressing these shocks. An important one is the fiscal
equalisation system, which automatically boosts the revenues of states facing an adverse
fiscal shock. The more decentralised the system, the more important is a well-functioning
equalisation system. Yet there are many challenges involved in designing an effective
equalisation system, including that the system is bound to operate with lags and this cannot
be avoided. In addition, as local governments take on greater responsibilities, devising an
equalisation system to include them becomes harder.

The second challenge for policy in a decentralised federation, in which sub-national
governments rely on federal transfers to some extent, is to avoid soft-budget constraints

FISCAL DECENTRALISATION AND INCLUSIVE GROWTH IN ASIA © OECD, KIPF 2019



24 | 1. DECENTRALISATION IN A GLOBALISED WORLD: CONSEQUENCES AND OPPORTUNITIES

(see Herold, 2018). There is no easy answer to this problem since in principle it involves
the federal government being able to commit not to bail out a state or local government that
faces a funding crisis. At best, the possibility of a soft-budget constraint can be mitigated.
Decentralisation of revenue-raising responsibility is one element of this. Sub-national
governments that have such discretion can be expected to respond to fiscal crises on their
own at least to some extent. Fiscal councils can also be set up whose role is to enhance the
transparency and sustainability of sub-national budgets. They can also help to provide early
warning of fiscal problems, or of the risk of such problems.

Ideally, fiscal councils ought to encompass both federal and state government fiscal
behaviour. Fiscal shocks and fiscal profligacy are sometimes difficult to distinguish. Both
can lead to fiscal crises in particular states as well as imbalances between federal and state
finances. Fiscal councils, like parliamentary or congressional budget offices, can forestall
unexpected difficulties by recording fiscal sustainability measures for both levels of
government.

1.4. Future reforms and research

The above discussion emphasises that globalisation, combined with the growing
importance of information and knowledge-based technology, poses challenges for
traditional structures of authority in multi-level governments. While national governments
cede decision-making ability to supra-national bodies and to international and global
markets, they are expected to deal with the inequality induced by globalisation and the
imperative of enhancing the skills needed to thrive in a knowledge-based economy. This
requires assuming greater responsibility for improving the social safety net, for educating
and training citizens and for encouraging innovation. This entails federal leadership as well
as co-operation with sub-national governments, given that many of these policies are best
delivered by levels of government that are closer to their citizens. These strengthened
federal responsibilities will come especially at the expense of state governments, which
have traditionally taken responsibility for social program design and delivery and for
education. At the same time, the responsibilities of local governments grow in importance
as urban areas expand and densify, especially in larger urban areas. Local governments will
be called upon to provide the infrastructure and social capital—possibly in collaboration
with non-government institutions—to support this growth as well as to serve as hubs where
innovation and human capital development is most likely to occur. Overall, this represents
a fundamental shift in government responsibilities from state governments, both upwards
to central governments and downward to local governments, a phenomenon referred to as
“hourglass” federalism (see Allain-Dupré, 2018).

Responding to the need for re-alignment of responsibilities will be challenging. It will
require a fundamental shift in state-level responsibilities from primary providers of public
services to overseers of services that are delivered by local governments. States will be
called upon to co-operate with both the federal government and with the localities, and
possibly to act as a conduit between them. States can assume a coordinating role with local
governments in the provision of infrastructure, transportation and education where
spillovers are important. Similarly, the roles of local governments will be enhanced
considerably, both as providers of essential services and as builders and maintainers of
infrastructure.

Means will have to be found to establish mechanisms of financing local governments in
ways that foster local autonomy. This will inevitably involve a role for state-local transfers
that will not only provide sufficient finance to localities in a way that recognises their
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varying fiscal needs, but will also encourage efficient and results-based accountability (see
Phillips, 2018). Moreover, care must be taken to avoid as much as possible soft-budget
constraints. In principle, giving enough revenue-raising ability to local governments so that
they are held responsible for any budget shortfalls would be ideal. This can include piggy-
backing on state taxes. Other sources of local finance should be sought, such as revenue-
sharing and fiscal transfers. In the case of infrastructure finance, private financing can be
enhanced, possibly through infrastructure banks or direct access to pension funds. To the
extent that localities rely on state-local transfers for their financing, measures such as fiscal
rules or fiscal councils are desirable to maintain transparency and anticipate fiscal
problems. In addition, such transfers should be formula-based rather than discretionary so
that state governments are not tempted to pass their fiscal problems onto localities and local
governments can engage in long-term planning.

These realignments of responsibilities and the imperative of responding to the joint
challenges of globalisation-induced inequality and the need to compete in knowledge-based
economies requires re-thinking federal decision-making structures and evaluating their
performance. This suggests a forward-looking research strategy that focusses on how best
to reform fiscal structures. Some combination of qualitative research and empirical analysis
would be useful.

A qualitative approach would be useful to explore options for realigning fiscal
responsibilities in ways that:

1. recognise the importance of the federal government role in addressing inequality,
innovation and human capital investment,

2. recognise the need for local governments to have the ability to provide
infrastructure and innovative hubs possibly in collaboration with non-government
actors; and

3. foster appropriate levels of cooperation among levels of government and explore
especially the relationship between the federal government and local governments.

Importantly, options for revenue-raising and intergovernmental transfers would be
considered, as well as mechanisms for inter-governmental agreements, either bilaterally or
multilaterally. What might come out of such research would be a menu of “best practices”,
including some that may not have been tested in practice. It will be important to recognise
that one size does not fit all, and that history, diversity, political institutions and culture will
influence what is right for any country or autonomous region.

It is more difficult to suggest empirical analyses. One might want to investigate the role of
decentralisation to local governments and particularly local infrastructure on growth,
inequality and other dimensions of inclusive growth (see OECD, 2015). One could also
look at how urbanisation has influenced the design of local government finances, both
revenue-raising and grants. It would also be useful to study the performance record of
institutions like private-public partnerships, infrastructure banks, and fiscal councils,
among others.

FISCAL DECENTRALISATION AND INCLUSIVE GROWTH IN ASIA © OECD, KIPF 2019



26 | 1. DECENTRALISATION IN A GLOBALISED WORLD: CONSEQUENCES AND OPPORTUNITIES

References

Alesina, A., E. Spolaore, and R. Wacziarg (2005) “Trade, Growth and the Size of Countries”, in
Handbook of Economic Growth, P. Aghion and S. Durlauf (eds.), North Holland, Amsterdam.

Allain-Dupré, D. (2018), “Assigning responsibilities across levels of government: Trends, challenges and
guiding principles for policy-makers”, OECD Fiscal Federalism Working Papers, No. 24.

Boadway, R. and A. Shah (2009), Fiscal Federalism: Principles and Practices of Multiorder
Governance, Cambridge University Press, Cambridge, UK.

Dougherty, S. and O. Akgun (2018), “Globalisation, decentralisation and inclusive growth”, in S.
Dougherty and Junghun Kim (eds.), Fiscal Decentralisation and Inclusive Growth, OECD/KIPF,
Paris.

Herold, K. (2018), “Insolvency Frameworks for Sub-national Governments”, OECD Fiscal Federalism
Working Papers, No. 23.

OECD (2015), All on Board: Making Inclusive Growth Happen, OECD Publishing, Paris.
OECD/KIPF (2018), Fiscal Decentralisation and Inclusive Growth, OECD Publishing, Paris.

Phillips, L. (2018), “Improving the performance of sub-national governments through benchmarking and
performance reporting”, OECD Fiscal Federalism Working Papers, No. 22.

Watts, R. (1999), Comparing Federal Systems, 2™ Edition, McGill-Queen’s University Press, Montreal
& Kingston.

FISCAL DECENTRALISATION AND INCLUSIVE GROWTH IN ASIA © OECD, KIPF 2019



2. A GLOBAL VIEW OF SUB-NATIONAL GOVERNMENTS IN ASIA: STRUCTURE AND FINANCE | 27

2. A global view of sub-national governments in Asia:
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This chapter provides insights into the potential impact of sub-national government’s
involvement in achieving inclusive growth and sustainable development in the Asia-Pacific
Region. Based on data collected by a pilot study entitled “Sub-national governments
around the world: structure and finance”, it provides a comparative analysis of sub-
national government organisation, responsibilities and finances across the 16 selected
countries. The preliminary findings highlight the high diversity of the sample in terms of
socio-economic characteristics and institutional settings as well as the complex nature of
sub-national government structure with many asymmetric situations. They also stress
significant fiscal imbalances in the region. While sub-national governments are involved
in the provision of a wide range of public goods, services and infrastructure, in particular
for social cohesion, they have in practice very limited discretionary power over their
revenues, most particularly tax revenues, confirming that fiscal decentralisation is still
lagging behind in many countries of the Asia-Pacific Region. This situation delays the
empowerment of sub-national governments as key actors in the developing process of their
countries, in particular for inclusive growth.
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2.1. Introduction

Decentralisation has been one of the most prominent public reforms around the world over
the last two decades, particularly in Asian countries. It encompasses devolving a range of
powers, responsibilities and resources from central government to elected sub-national
governments. Engaging in a decentralisation process is grounded in theoretical premises
that, under certain conditions, a varied pattern of local outputs in accordance with local
tastes will be pareto superior to an outcome characterised by a centrally determined,
uniform level of output across all jurisdictions (Oates, 2005). Decentralisation is often
presented as a way to increase efficiency in public service provision, especially in remote
areas, leading to a better use of public resources and effective spending, increasing equity
in access and services, tailoring policies to local contexts and population preferences and
needs, improving local democracy and citizen participation, and creating greater
accountability and transparency, given that citizens can better monitor their elected
representatives (OECD, 2017).

The recent emphasis on inclusive growth and sustainable development calls for a much
deeper understanding of how decentralisation can contribute to the global development
agenda and the elaboration and implementation of pro-poor urban and rural development
strategies. Because sub-national governments are responsible for the delivery of basic
services, investment and policies that are essential for development, the debate requires a
comprehensive analysis of the organisation, powers, capacity and fiscal resources of sub-
national governments to effectively contribute to inclusive growth in their respective
countries.

Yet, until recently, there has been limited comparable information on sub-national
governments covering a large number of countries in the world, from developing, emerging
and more developed economies. While there is a significant lack of data in this area, the
OECD and the United Cities and Local Governments (UCLG) have joined forces to start
filling the gaps by carrying out a pilot study in 2016 that resulted in the publication of Sub-
national Governments around the World: Structure and Finance.' This ground-breaking
report comprises a comparative synthesis analysis and 101 country profiles - 17 federations
and 84 unitary countries - covering seven main regional areas in the world and representing
almost 6 billion inhabitants, i.e. 82% of the world’s population and around 88% of the
world’s gross domestic product (GDP), from low- to high-income economies. This study
was a first exploratory step towards a more ambitious initiative as it helped set up in 2017
the “World Observatory on Sub-national Government Finance and Investment”, a multi-
partner initiative aimed at providing reliable and comparable data and information on sub-
national government organisation, responsibilities and finance for around 130 countries
around the world, with a new report expected in 2019.

This chapter is based on the 2016 pilot study. Data have been extracted and analysed for
16 countries located in northern, central and south-eastern Asia in addition to New Zealand
and Australia to provide a comparative analysis of sub-national government organisation,
responsibilities and finances across countries of the Asia-Pacific region. This group is also
compared to three other major regions — namely Europe, Africa and Latin America.

The preliminary findings of this research show that the sample of countries is very diverse
in terms of socio-economic characteristics and institutional settings. The group presents a
complex sub-national government structure with many asymmetric situations, both in terms
of territorial organisation and responsibilities. This results from territorial and
decentralisation reforms that took place in numerous Asia-Pacific countries (see the next
part of this chapter, Section 3.2).
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The progress of decentralisation also explains the high level of sub-national government
spending on average in the Asia-Pacific region, which is however uneven across countries
and restricted in terms of “real spending power”. General public services, education and
economic affairs/transport expenditure represent the bulk of sub-national government
spending, but sub-national governments’ involvement in social cohesion is quite high,
varying greatly from country to country, however. Sub-national investment is particularly
significant in the Asia-Pacific region, but it is driven by half of the country sample and
seems to be correlated with a country’s wealth (see Section 3.3 of this chapter).

On the revenue side, tax revenue is the first source of revenue on average, just before grants
and subsidies, in contrast with the world average. However, this average is driven by only
some countries that have a high level of tax revenues, yet mainly composed of shared taxes,
with no or limited sub-national government taxing power. While Asia-Pacific sub-national
governments are involved in the provision of a wide range of public goods and services,
they have in practice very limited discretionary power over their revenues, most
particularly tax revenues, resulting in significant fiscal imbalances in the region.

Sub-national debt is high on average, despite disparities across countries and restrictions
with a higher level of bonds in the Asia-Pacific region than in Europe and at the global
level (see Section 3.4 of this chapter).

2.2. Overview of the Asia-Pacific region: A highly diverse group of countries that
face common decentralisation challenges

The target group of the selected 16 countries from Asia and the Pacific? is very diverse in
terms of geography, population and economy as well as in terms of multi-level governance
frameworks and sub-national government organisation. Despite this diversity, there are a
number of similarities and common trends and challenges, in particular for more inclusive
growth.

2.2.1. Asia-Pacific countries are socially and economically diverse

The Asia-Pacific target group represents 26% of global land area (inhabited), but with some
very large countries: two (China and the Russian Federation — hereafter, Russia),
accounting for 57% of the whole area of the target group (Table 2.1). These two countries
are respectively the largest and the third largest countries in the world. At the opposite end,
the target group comprises small countries such as Cambodia and Korea. It regroups some
of the most populated countries in the world: China, India and Indonesia combined
represent almost 3 billion inhabitants, i.e. 50% of the entire world population. Meanwhile,
Mongolia and New Zealand have fewer than 5 million inhabitants. The target group
countries are also very diverse in terms of density, with countries with very low population
density (Australia, Kazakhstan) to densely populated countries such as Korea.
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Table 2.1. The geographic and socio-economic diversity of selected Asia-Pacific countries

GDP GDP
per growth HDI HDI

capita rate HDI global

(USD 2014 vs. group - “rank

PPP) 2013

Australia High 7703 354 23.7 3 89.3% 45 550 2.5% 0.935 Very 2
income: high
OECD

Cambodia Lower 181035 15.2 85 20.7% 3282 7.1% 0.555  Medium 143
middle
income

China Upper 9596 961 1401.6 146 55.6% 12 855 7.3% 0.727 High 90
middle
income

India Lower 3287 263 1295.3 394 32.7% 5701 7.3% 0.609 Medium 130
middle
income

Indonesia Lower 1910 930 2545 133 53.0% 10517 5.0% 0.684  Medium 110
middle
income

Japan High 373530 127.1 340 93.0% 36 623 -0.1% 0.891 Very 20
income: high
OECD

Kazakhstan Upper 2724 900 16.6 6 53.3% 25223 4.4% 0.788 high 56
middle
income

Korea High 99 461 50.4 507 82.4% 33395 3.3% 0.898 Very 17
income: high
OECD

Kyrgyzstan Lower 199 900 58 29 35.7% 3325 3.6% 0.655  Medium 120
middle
income

Malaysia Upper 330800 29.9 90 74.7% 25639 6.0% 0.779 High 62
middle
income

Mongolia Lower 1564 120 2.9 2 72.0% 11 892 7.8% 0.727 High 90
middle
income

New High 264 944 4.5 17 86.3% 37 477 3.0% 0.913 Very 9

Zealand income: high
OECD

Philippines Lower 300 000 101.8 339 44.4% 6 969 6.1% 0.668 Medium 115
middle
income

Russia Upper 17 098 240 143.8 8 73.9% 23353 0.64%  0.798 High 50
middle
income

Thailand Upper 513120 67.7 132 50.4% 14242 0.9% 0.726 High 93
middle
income

Viet Nam Lower 331041 934 289 33.6% 5629 6.0% 0.666  Medium 116
middle
income

Urban
Density population
(inhabitants/km2) (%
population)

Population
2014 '”Igsge Area (km?)  (million
inhabitants)

Source: Authors elaboration based on OECD/UCLG (2016), Sub-national Governments around the World:
Structure and Finance, http://www.oecd.org/cfe/regional-policy/sngs-around-the-world.htm.

The region encompasses some of the most urbanised countries in the world: in Australia
and Japan, urban population represents more than 89% of the national population. By
contrast, there are several countries in the target group where the rural population is
dominant, such as Cambodia, India, Kyrgyzstan and Viet Nam (more than 60% of
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population). However, there is a rapid urbanisation in the region, which adds to the
challenges for urban governments, which can be further addressed by decentralisation
policies.

The region is also diverse in terms of wealth: they range from the four OECD high-income
economies (Australia, Japan, Korea and New Zealand) with high GDP per capita and a
“very high” human development index (HDI) to lower-middle income countries (seven
countries), with low GDP per capita and a medium HDI index, such as Cambodia, India
Indonesia, Kyrgyzstan, Philippines and Viet Nam. Five countries are classified as upper-
middle income economies (China, Kazakhstan, Malaysia, Russia and Thailand), ranging
from the 50™ rank (Russia) to the 93™ rank in terms of HDI. Seven countries had a very
high growth rate in 2014 vs. 2013, above 6% (Cambodia, China, India, Malaysia,
Mongolia, Philippines, Viet Nam), while the four OECD countries, Russia and Thailand
had the lowest growth rates, particularly Japan, Russia and Thailand (below 1%) .

2.2.2. Sub-national government structures are very diverse across and within
countries

The country sample also provides an interesting case for studying the diversity in terms of
multi-level governance frameworks and sub-national government structure. Among the
16 countries, 4 are federal - namely Australia, India, Malaysia and Russia - while the
remaining 12 countries are unitary states (Table 2.2). Nonetheless, this categorisation often
does not hold when one considers the degree of sub-national involvement in public
provisions or revenue collection. By most decentralisation-related measurements, unitary
countries like China or Indonesia may appear far more decentralised than Malaysia.

Table 2.2. State and sub-national government organisation within selected Asia-Pacific

countries
Form of Number of Number of Number of Total number of sub-
2013-14 Country C intermediate h .
the state municipalities regions national governments
governments
Three-tiered sub-national ~ Cambodia Unitary 1621 185 24 1830
govemment countries China Unitary 2852 334 31 3217
Kazakhstan Unitary 2445 215 16 2676
Kyrgyzstan Unitary 459 63 9 531
Mongolia Unitary 1744 339 22 2105
Philippines Unitary 42028 1594 81 43703
Russia Federal 20 055 2 351 83 22489
Thailand Unitary 2232 209 76 2517
Viet Nam Unitary 11145 700 64 11909
Two-tiered sub-national Australia Federal 571 8 579
government countries India Federal 250 671 35 250 705
Indonesia Unitary 508 34 542
Japan Unitary 1741 47 1788
Korea Unitary 228 17 245
Malaysia Federal 149 13 162
New Unitary 67 11 78
Zealand
Total 338516 5990 571 345076

Source: Authors elaboration based on OECD/UCLG (2016), Sub-national Governments around the World:
Structure and Finance, http://www.oecd.org/cfe/regional-policy/sngs-around-the-world.htm.

Overall, there are around 345 000 sub-national governments in the target group belonging
to the municipal, intermediate and regional levels. In comparison to other regions (Africa,
Europe and Latin America), the Asia-Pacific region has the largest number of sub-national
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governments: Europe counts around 92 000 sub-national governments, Latin America
15 000 and Africa nearly 9 000.

These numbers should be interpreted with caution, however, as India alone counts around
250 700 sub-national governments, i.e. almost three-quarters of the target group total. In
fact, India has a singular structure, as sub-national governments include around
250 000 villages and small towns (panchayat), which are the cornerstone of local self-
government in the country.

The country sample comprises around 571 state governments (in federal countries) and
regions, 5 990 intermediate governments and around 338 500 municipal-level authorities.
In several Asia-Pacific countries, there is also, below the municipal level, an additional
level of entities set up by municipalities for administrative and representation purposes. In
general, these sub-municipal localities (civil parishes, villages, wards, community boards,
settlements, etc.) are not autonomous or self-governing (except the panchayat in India or
the barangays in the Philippines), as they depend on the “mother” municipality, even if
they can be managed by elected representatives and have delegated budget and staff. The
situation of these villages can, however, evolve, such as in Indonesia where the new Village
Law will now consider villages as self-governing entities.

The majority of countries in the sample (9 out of 16) have a three-tiered structure of sub-
national governments, made of regions, municipalities and an intermediate level between
them. The others have a two-tiered structure with municipal-level entities and regional
governments. There is no country with only one level, unlike among OECD countries,
which count eight single-tiered countries. While in the OECD, most federations have three
sub-national layers, it is not the case in the Asia-Pacific region, as only Russia has three
layers (depending however on the regions, as some have only one tier of local government).

Behind this apparent, clear structure, the reality of the sub-national government system is
far more complex in the Asia-Pacific region. This complexity seems to be higher than in
Europe or Latin America, where there is more uniformity. It reflects the great diversity of
countries in terms of geography, ethnic and linguistic make-up, socio-economic
characteristics, and historical trajectories as well as different socio-political paths. Some
are former colonies, which have integrated, to a greater or lesser extent, part of their
colonial legacy into their current institutional structure — be it French, British or Dutch.
Others have retained pieces of more recent dominant political or ideological movements
such as the Marxist-Leninist ideology of the former Soviet Union and China and Viet Nam
socialist models.

In some countries, we can find four or even five sub-national government levels, such as
in China. Countries frequently have a differentiated organisation within the same sub-
national level, which may comprise several sub-categories. This often results in asymmetric
decentralisation, when these sub-categories do not have the same assignment of
responsibilities and revenues (see below). Regions may have different self-governing
status, some being more autonomous than others and having a special status (Malaysia,
Russia). Some large municipalities may also have the status of an intermediate government
or even of a regional government, e.g. cities of regional or republican significance or capital
cities (Cambodia, Kazakhstan, Korea, Mongolia, Thailand or Viet Nam, etc.). In Japan, the
municipalities are also not uniform, being subdivided into 20 designated cities, 42 core
cities, 40 special cities, and 688 other cities. Korea has a composite municipal structure,
including cities, counties (mostly rural) and autonomous districts, which are further divided
into sub-municipal localities. In some countries, there are also significant differences
between urban and rural areas (in structure, powers and capacities). In India, for example,
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urban areas can be organised in a single tier (urban councils), while the panchayat system
in rural areas may have three tiers, depending on the population of the states.

To add to this complexity, some Asian countries have a dual or “mixed” system of a
deconcentrated local administration, representing the central government on one side, and
local autonomous self-governments on the other side, such as in Thailand (before the
military coup in 2014, as local elections have been suspended since), Cambodia,
Kazakhstan or Kyrgyzstan, which inherited this mixed political-administrative system from
its Soviet past. In some cases, the same entity has an executive body appointed by the
central government and a deliberative body (councils) elected by the population.

Malaysia is a singular case: it has a federal structure that would suggest substantial
decentralisation. In practice, however, the autonomy of sub-national tiers has been
systematically undermined through a range of mechanisms, creating a system that is highly
centralised in practice. States and at local level, local councillors and mayors are appointed
by state governments since the suspension of local elections in 1965 (Ostwald, 2017).

This diversity of institutional settings within the same country allows for some degree of
differentiation and adaptation according to local characteristics and needs (geographic,
ethnic, linguistic, historical, urban/rural), which is quite positive. However, this situation
of “puzzle” or “patchwork” can also result in a complex sub-national system with an
unclear definition of responsibilities across layers and risks of overlap in public service
provision.

The target group has the largest average municipal size across all four regions, Africa
ranking second and Europe last with an average municipal size four times smaller. At the
global level, the average municipal size is around 56 000 inhabitants (Figure 2.1). Although
this type of average remains quite theoretical, especially in Asia given the high diversity of
municipal organisation within the same country and huge disparities across countries, it
reflects a certain reality.

Asia-Pacific countries range from having a highly fragmented municipal landscape with
fewer than 2 000 inhabitants (Mongolia) to highly populated municipalities with over
400 000 inhabitants, as in the case of Indonesia and China (Figure 2.2). There are
permanent territorial reforms at the municipal level in the different countries that aim to
find the right scale. In fact, the issue of municipal size matters because it affects the ability
of local governments to reap the benefits of scale economies in service provision. It appears
however that there are some diverging trends in the Asia-Pacific region: in Australia, Japan,
Korea and New Zealand, the trend is towards the reduction of the number of municipalities
through amalgamation policies. In Japan, several waves of mergers (Great Showa from
1953 to 1999, Great Heisi consolidation, new “Basic Policy for Promoting Municipal
Mergers” since 2006) have drastically reduced the number of municipalities, from 9 868 in
1953 to 1 718 today. In Mongolia, a development programme has been introduced to reduce
municipal fragmentation. In some other countries, the trend seems to be the reverse, for
example through the recognition of villages as self-governments with more autonomous
powers like in Indonesia (Village Law), Russia (from 12 000 in 2005 to more than 20 000
municipalities today), a process which is also ongoing in Kazakhstan (2013 Law).
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Figure 2.1. Average Figure 2.2. Average municipal size by
municipal size by country (number of inhabitants)
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2.2.3. Decentralisation has become a primary goal of reform agendas in the
Asia-Pacific region

In recent years, Asia-Pacific countries have been particularly active in the design and
implementation of multi-level governance reforms to enhance the degree of
decentralisation and empower lower-tier governments (Table 2.3). Before 1990, most
Asian countries were highly centralised, for example, and decentralisation reforms only
gained significant momentum in the 1990s (Smoke, 2015; World Bank, 2005).

Table 2.3. Multi-level governance reforms and decentralisation processes in selected Asia-

Pacific countries

Past and recent reforms

Cambodia

Indonesia

Following political turmoil in 2001, the country launched a decentralisation process through the law on
Commune Administrative Management and Elections (establishment of elected commune councils, with
political autonomy and an independent budget).

In 2008, a new decentralisation process was launched, based on the 2005 “Strategic Framework for
Decentralization and Deconcentration Reforms”. It was supervised by the National Committee for
Democratic Development of Sub-national Administrations (NCDD): establishment of elected councils at
provincial and district level and transfer of new powers (2008 Law on Administrative Management of the
Capital, Provinces, Municipalities, Districts and Khans). However, higher levels are indirectly elected, and
they remain under central government scope (the budget was still integrated within state budget).
Adoption in 2010 of the National Program for Sub-National Democratic Development (NP-SNDD), a
comprehensive local governance reform agenda for ten years (2010-19), to be developed in three stages.
Foundation for decentralisation was established through several laws adopted in 1999 (basic institutional
and administrative provisions, fiscal framework), amended in 2004 (establishment of district and provincial
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Past and recent reforms
autonomy - no longer subordinate to provinces) and 2009 (fiscal revenues allocated to sub-national
governments). In 2014, a new Local Government Law was adopted to rearrange decentralisation for a
more effective public sector. The 2014 Village Law granted autonomy to over 83 000 villages.The 2014
Village Law granted autonomy to over 83 000 villages.

Japan o  Decentralisation was carried out step by step, supported by a Decentralisation Promotion Committee set
up in July 1995.

e  Thefirst “Decentralisation Promotion Reform” (1995) led to the adoption of the Omnibus Decentralisation
law in 2000.

e  This law was followed by the Trinity Reform in 2004-06, which laid out the fiscal decentralisation
component.

e The Second Decentralisation Promotion Reform started in 2006: new sets of recommendations led to the
adoption of a new set of bills, in 2011 and 2012.

e Further decentralisation reforms are still on the agenda. In parallel, reform of the prefectural level and the
creation of a Doshusei Regional System were considered, but have not been implemented yet.

Kazakhstan e  The 2001 Law on Local Public Administration and Self-Government established a complex sub-national
government system and defined the general division of responsibilities across levels of government.

e The 2012 Concept for Development of Local Self-Government and “Strategy Kazakhstan-2050” consider
decentralisation reform to be a high priority.

e A 2013 law, amending the 2001 law, increased decentralisation, with the election of local akims through
indirect suffrage by local level councils and the expansion of local financial and economic independence.
Direct election by citizens is planned instead at some point in the future, and a new division of powers
and responsibilities between the central government and sub-national governments is currently being
developed.

Korea o  Decentralisation started in 1987 with the “Declaration for Democratisation” and gained momentum in 1988
with the reform of the Local Autonomy Act, the Local Finance Act and the first local elections (1991 for
local councillors; 1995 for the chief executives of local governments).

e  Decentralisation continued with a vast public sector reform, implemented in 1999 and with the 2004
Special Act on the Promotion of Decentralisation.

e  Fiscal tax reform was implemented in 2011, in order to simplify the local tax mix.

o New decentralisation process launched in 2017 by the Moo Jae-In administration.

Kyrgyzstan e The 1991 Law of Local Government in the Kyrgyz Republic was one of the first laws adopted after the
country gained its independence in 1991, laying grounds for the decentralisation process.

e  Several decentralisation reforms have been adopted since in a piecemeal approach. A national strategy
on “Decentralisation of State Government and Development of Local Self-Governance in the Kyrgyz
Republic until 2010” was adopted in 2002.

e In 2008, the new Law on Local Self-Government and Local State Administration devolved a list of
23 competences of local importance covering all public utilities and local administration.

e The new Constitution (2010) and the National Sustainable Development Strategy for the Kyrgyz Republic
2013-2017 aim at improving the decentralisation framework.

Malaysia e  Malaysia has been a federation for decades (Federation of Malaya in 1948), and achieved independence
on 31 August 1957, adopting a federal constitution.

e  Local government elections were discontinued in 1965 and suspension became permanentin 1976, when
the Parliament passed the Local Government Act, which provided for appointed councillors and mayors
by state governments.

e Local council elections might be implemented within three years, according to a declaration of the Housing
and Local Government Minister in 2018.

Mongolia e The decentralisation process launched after the political system changeover of 1990: the 1992
Constitution and the Law on Administrative and Territorial Units Governance (LATUG) established local
self-governing bodies and territorial administrative units.

e Until 2002, a significant decentralisation process of most social services was underway, but a process of
recentralisation took place with the 2002 Public Sector Finance and Management Law (PSFML), which
retransferred functions to line ministries.
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Past and recent reforms
e Anew trend towards decentralisation emerged in 2011 with the New Budget Law, which created the Local
Development Fund and introduced requirements for citizens’ participation in decision making on the use
of the Fund (effective from 2013).

New Zealand e  Local government reforms are strongly influenced by the New Public Management movement.

e  The Local Government Act 2002 redefined sub-national government responsibilities and increased their

autonomy regarding the activities they undertake, by providing them with a general power of competence.

e  This 2002 Act was amended in 2010 and 2014, in line with the Better Local Government New Zealand

reform with the aim, among others, to clarify responsibilities between regional councils and territorial

authorities. The Local Government (Financial Reporting and Prudence) Regulations 2014 introduced new
benchmarks and indicators for financial management.

The 1987 Constitution established decentralisation, local autonomy and popular participation.

e The 1991 Local Government Code set up legal and regulatory provisions for the local governments’
operating framework.

e In 2018, the consultative committee (Con-Com) was created to revise the 1987 Constitution and set up a

federal system. It is proposed to establish 17 federated regions and the National Capital Region.

Decentralisation is enshrined in the Constitution since 1997, which resulted in a significant move towards

decentralisation, based on a Decentralisation Plan and Process Act.

e The 2007 Constitution reaffirmed the key principles of decentralisation, guaranteeing local autonomy and
setting out strict delineation of responsibilities and tax revenues between central and local governments
and among local authorities.

e  The Coup d’Etat in 2014 suspended local elections.

e Anew constitution was issued on 6 April 2017.

Philippines

Thailand

Source: OECD (2017), Multi-level Governance Reforms: Overview of OECD Country Experiences, OECD
Publishing, Paris, http://dx.doi.org/10.1787/9789264272866-en; OECD/UCLG (2016), Sub-national
Governments around the World: Structure and Finance, www.oecd.org/cfe/regional-policy/sngs-around-the-
world.htm; Smoke, P. (2015), “Quality Support Facilities in the Field of Decentralisation, Local Governance
and Local Development: Overview of the Asia Decentralisation Case Studies”.

Structural economic and demographic transformations are often regarded as some of the
common dynamics and main catalysts of decentralisation reforms in the region. In East-
Asian countries more particularly, decentralisation reforms seem to have been preceded by
significant and continuous periods of economic growth and urbanisation (World Bank,
2005), but also by an economic crisis, such as the 1997 Asian Financial Crisis (World Bank,
2005). Improving economic competitiveness and responding to globalisation challenges
thanks to the adoption of new public management models, oriented towards more
efficiency of public policies and service delivery, are considered as the main drivers of
decentralisation in countries such as India, Indonesia, Japan, Korea, Thailand, as well as
China (Shin, 2016). Achieving more democratic political outcomes has also been a strong
incentive for decentralisation in several countries such as India, Indonesia, Korea, the
Philippines and Thailand, with pro-democratic movements and popular mobilisation
rejecting centralised autocratic governments and dictatorships. Finally, decentralisation
was also a way to address ethnic and religious conflicts as well as preserving historical,
linguistic, and cultural specificities (e.g. Cambodia, Indonesia and the Philippines).
Granting local autonomy to regional and local governments may prevent the disintegration
of the “nation-state” and ensure more political stability. In Japan, among the rationales
behind the 1995 decentralisation reform were also regional development and spatial
planning considerations (decentralisation was viewed as a way to correct the excessive
concentration in Tokyo) as well as a way to address the consequences of its ageing
population (OECD, 2017). Finally, the strong support of the international community has
played a crucial role in pushing decentralisation forward in several Asia-Pacific countries.
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Yet, many countries have approached decentralisation in many different ways. While
remaining unitary, Indonesia and the Philippines have empowered their local tiers through
recent reforms. Mongolia and Thailand, on the other hand, have experienced a back and
forth between decentralising and recentralising their countries. While there exists an
incomplete policy framework for decentralisation in China, the transition of the country to
the market economy contributed to empowering local authorities and making them key
stakeholders in the development process and the provision of local public services.

In most Asia-Pacific countries, decentralisation is now anchored in the constitution, with
parallel or subsequent legal provisions. Some of these legal provisions date back to the
1950s or earlier, but they have been revised and amended over the years, granting less or
more power to sub-national authorities.

Despite the constitutional, subsequent or adjacent legal mandates, decentralisation reform
remains fragmentary and incomplete. While these mandates delineate the resources and
responsibilities of each government tier, a consistent trend with regard to overlapping of
responsibilities across layers of government exists. In some cases, the legal provisions may
have been either not implemented or have resulted in policy inconsistencies that prevent
sub-national governments from effectively carrying out their responsibilities. In addition,
fiscal decentralisation has not always accompanied political and administrative
decentralisation, resulting in under- or un-funded mandates as well as a limited autonomy
of sub-national governments to raise and manage their own revenues. Most sub-national
governments of the Asia-Pacific region are highly constrained by federal or central control
over financial resources as well as over human resources.

While some past decentralisation reforms may have been more successful than others, the
pattern shows that decentralisation is still part of the national debate and public
administration reforms. Many countries continue to implement institutional changes with
the aim of strengthening the institutional setting in support of sub-national governments,
better delineating the competencies across government layers (with more or less success)
or expanding fiscal decentralisation in order to increase sub-national fiscal autonomy and
improve sub-national government financing (e.g. the 2011 Law in Kazakhstan, the 2007
Constitution of Thailand, the 2010 National Program for Sub-National Democratic
Development in Cambodia, although it has not been fully implemented). The Philippines
are currently in the process of switching to a federal system of government, viewed as a
remedy to counterbalance the concentration of power and resources in Manila that has left
provinces in poverty.

2.2.4. Assignment of responsibilities varies across and within countries,
resulting in asymmetric decentralisation

The assignment of responsibilities across levels of government varies greatly across
countries, depending on the degree of decentralisation. It may also vary within countries
for the same category of sub-national governments, resulting in asymmetric
decentralisation.

In federal countries, this situation is quite common as asymmetric arrangements between
federated states can be the very essence of the federal system (but not always, as some
federations tend to favour symmetry, e.g. Austria or Switzerland). It is particularly the case
in Asia where asymmetric federalism is a means to maintain diversity together with unity.
India, Malaysia and Russia are highly asymmetrical, while Australia has some forms of
regional asymmetry. Russia, for example, is divided into 83 regions (“subjects of the
federation”) with various degrees of autonomy. In India, the division of powers between
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sub-states is not symmetric: the Indian Constitution makes special provisions for nine
states. In Malaysia, Sabah and Sarawak, which became part of the federation in 1963, has
since retained a higher degree of autonomy than the other 11 states.

In addition, asymmetric arrangements within sub-states are a near universal rule as local
governments are governed by the state constitution and/or legislation. In Russia, India,
Australia and Malaysia (to a lesser extent, however), state governments set their own
municipal regulations provided that they are compatible with federal regulations.
Therefore, deriving from a state-level structure, local governments’ status, powers,
responsibilities and funding mechanisms often vary from one state to another.

In India, each state has its own local government legislation, devolving functions to the
local level with wide variation, and in many cases, Indian municipalities have few
expenditure assignments, often limited to the provision of basic public services. However,
the 73rd and 74th amendments of the Indian Constitution adopted in 1992 ensure
recognition and protection to local government and provide a basis for the state legislatures
to guide the state governments in the assignment of municipal responsibilities and
governance, pushing for greater functional responsibilities at the municipal level.

In Malaysia, the situation is more “mixed” in terms of asymmetry: on the one hand, local
governments are under the purview of the state governments (and appointed by them since
the suspension of local elections in 1965). On the other hand, the constitution of Malaysia
and federal legislation (e.g. Local Government Act 1976 for Peninsular Malaysia) make
provisions for all Malaysian local governments. In addition, the Federal Ministry of
Housing and Local Government and the Ministry of Federal Territory and Urban Well-
Being plays a role in co-ordinating and standardising the practices of local governments
across the country.

In the Asia-Pacific region, asymmetric arrangements are not only for federations; they are
also widespread in unitary countries, reflecting the diversity in terms of territorial
organisation (see above). Autonomous regions, capital cities, cities with special status, and
other specific categories of local governments may have different responsibilities, revenue
assignments or special rights (e.g. to borrow) than those of “ordinary” status. In Thailand,
for example, the three types of municipalities (i.e. sub-district municipality, town
municipality and city municipality) have different responsibilities. In addition, they may
also exercise differentiated tasks within the same sub-type, e.g. “Must-Do”” and “May-Do”
duties. In New Zealand, functions of the 67 “territorial authorities” (city, district and unitary
councils) are approved through consultation with their communities, therefore differing
from one council to another. In Japan, the 20 designated cities and the 23 Metropolitan
Tokyo special wards enjoy more administrative and fiscal autonomy than the other
municipalities.

The assignment of responsibilities across levels of government is generally defined in the
constitution and/or in local government legislation. While these regulations might be clear
on paper, the reality is somewhat different, in particular in the Asia-Pacific region, where
there is a frequent overlap in responsibilities, both vertically (between central/federal and
sub-national governments) and horizontally (within the different sub-national layers). This
results from shared competencies as well as a complex system of delegation, as in several
countries such as China or Viet Nam, local governments may be delegated additional
responsibilities by higher levels of government.

There are several examples of an unclear breakdown of responsibilities, both in federal and
unitary countries. In Australia, the 2008 Intergovernmental Agreement on Federal
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Financial Relations (IGAFFR) attempted to better specify responsibilities between the
federal government and the states, but there is significant overlap in mandates. In Russia,
there is a prevalence of shared competencies, rather than a clear delineation of tasks. In
Malaysia, there is a federal list of competences, a state list and a concurrent list as well as
vertically shared responsibilities between states and municipalities.

In unitary countries, cases of overlapping competences and redundancies are also common.
In Korea, the functions of local governments are not clearly defined by the Local Autonomy
Act, which only makes the distinction between functions delegated by the central
government and those that are local by nature. There is a large degree of overlap in the
division of responsibilities, as the regional and local levels have the same functions, but at
different scales, and the central government can use its own power and control over any
function. In Japan, there is also no clear-cut delineation of tasks between the responsibilities
of prefectures and municipalities. In Kyrgyzstan, the 2008 Law on Local Self-Government
and Local State administration defined a list of 23 competences to be decentralised at local
government, but despite this effort, it did not provide a clear definition of functions, nor a
clear vertical and horizontal division of responsibilities. In the Philippines, despite the
specifications included in the 1991 Local Government Code, responsibilities of provinces,
cities, municipalities and barangays tend to intersect, a situation that is exacerbated by the
existence of various other public agencies that provide public services and carry out public
works at the local level.

China is often regarded as a special case, not just because of the size of its population or
land area, but also because the delegation of responsibilities and power came mainly
through economic reforms and not necessarily through a legal provision that clearly defines
the functions of each level of local government. The 1979 Organic Law of the Local
People’s Congresses and the Local People’s Governments of the People’s Republic of
China do not define precise functional responsibilities that sub-national governments are
expected to fulfil. The legal framework only refers to general functions and powers of the
local people’s congresses and governments. However, there is no mention of the specific
areas for which each level has competence. In addition to being unclear, responsibilities
are uneven and can differ according to the province, upon which the municipal
governments depends, as the delegation of responsibilities to sub-national governments is
by administrative fiat from the central and provincial executives (OECD, 2015).

2.3. Sub-national governments are key social and economic actors in the Asia-
Pacific region

Sub-national governments are key economic and social actors in numerous countries of the
Asia-Pacific region. Federalism and significant decentralisation processes result in a high
level of sub-national government spending on average. It is, however, necessary to put this
into perspective, as the importance of sub-national spending is uneven across countries and
tends to be often overestimated: in a number of countries, spending is frequently
“deconcentrated” or “delegated” and not really “decentralised”. However, sub-national
governments are particularly involved in key areas, especially in those areas related to
social cohesion, while they are key investors, albeit to a varying degree.

2.3.1. Asia-Pacific sub-national spending is significant on average, but uneven
across countries and in terms of decision-making authority

Sub-national government expenditure accounts for more than 11% of GDP on average, a
ratio that is slightly lower than in Europe, but higher than in Africa, Latin America and at
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the global level. As a share of public expenditure, it accounts for 36% in the Asia-Pacific
region, i.e. the highest ratio in all four geographical areas (Figure 2.3).

Figure 2.3. Sub-national government expenditure as a percentage of GDP and public
expenditure by geographical area
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Source: Authors elaboration based on OECD/UCLG (2016), Sub-national Governments around the World:
Structure and Finance, http://www.oecd.org/cfe/regional-policy/sngs-around-the-world.htm.

These high levels are explained by the fact that many countries of the region have
undertaken a decentralisation process over the last decades, devolving new powers and
spending responsibilities to sub-national governments in many critical areas, including for
inclusive growth (see above).

The average, however, hides wide disparities across countries (Figure 2.4). China, Russia,
Viet Nam, India, Australia, on the extreme position at the top right of the figure are driving
the high average of the region.
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Figure 2.4. Sub-national government expenditure as a percentage of GDP and public
expenditure by country
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Source: Authors elaboration based on OECD/UCLG (2016), Sub-national Governments around the World:
Structure and Finance, www.oecd.org/cfe/regional-policy/sngs-around-the-world.htm.

Three of these countries are federal (Russia, India and Australia). Their high level of
spending results from the fact that the calculation combines spending by the federated states
with spending by the local public sector. Malaysia, despite being a federation, is strongly
centralised, with a limited role for its states and local governments, whose expenditure
accounted for 3% of GDP and 7% of public expenditure (to be compared to 18% of GDP
and 48% of public expenditure on average at the global level). Australia and India are two
federations where the power and responsibilities of states are significantly higher than the
lower government level. State governments represent a significantly larger share of sub-
national spending compared to that of local governments. In Australia, local governments
have fewer cost-intensive responsibilities than in most other OECD country federations,
handling community needs and providing property-related services such as waste
collection, road maintenance, street cleaning and lighting, stormwater drainage and flood
control, recreation and cultural facilities and town planning (depending on the
state/territory). Local government expenditure accounted for only 2% of GDP and 6% of
public expenditure in 2014, well below that of states (respectively, 17% and 40% for the
states alone).

Several unitary states, in particular, China, Viet Nam, Japan and Korea, also have a high
level of sub-national government spending. China has the highest ratio globally, sub-
national spending representing 86% of public spending and 25% of GDP.

The situation of certain countries confirms that high spending ratios do not necessarily
reflect a high degree of spending power. In many cases, sub-national expenditure can be
just “delegated” or “deconcentrated” by the centre to the sub-national governments, rather
than being “decentralised”. In fact, the assignment of responsibilities to sub-national
governments does not mean that they have full autonomy and decision-making authority in
exercising them and regarding the choice of how and where expenses are allocated. They
may simply act as a “paying agent” or “agencies”, carrying out a centrally defined spending
agenda with little or no decision-making power or room for manoeuvre. It is often the case
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when sub-national governments are in charge of paying teachers or health staff wages or
social benefits on behalf of central government, without control of their development
(OECD/UCLAG, 2016).

This reality can be observed world wide and is not specific to the Asia-Pacific region.
However, countries in the region that have a very high level of sub-national spending are
particularly representative of this “magnifying effect”, which can distort the reality of
spending autonomy. China and Viet Nam, where most public goods are provided by lower-
tier governments on behalf of the central government, are a good example, although not the
only ones. In fact, in these countries, there is no real distinction between central and sub-
national levels, as the latter is part of the national governmental system.

At the opposite end of the spectrum, a group of countries stands out with regard to the
limited role of local governments in public spending, especially Cambodia, Thailand,
New Zealand and Kyrgyzstan. The low level of local expenditure in Cambodia is explained
by the fact that the country is historically centralised and that the decentralisation process
is still in its infancy (elected communal councils since 2002 having few functions and
resources); and provinces, municipalities and districts having (indirectly) elected councils
since 2008, but are still integrated in the state budget and largely under central ministries
(with the recent transfer of responsibilities not being fully implemented).

Between the two groups, we find Indonesia, Mongolia, Kazakhstan and the Philippines
with spending ratios relatively high compared to the world average, between 20% and 50%
of public expenditure and between 7% and 12% of GDP. Indonesia, for example, is one of
the most decentralised unitary countries in the region. In 1999, provinces and municipalities
gained responsibility for the provision of a wide range of public goods and service in
healthcare, education, cultural and social affairs, labour, environment protection, land use,
citizenship and investment.

Beyond national averages, it is also worth noting that there can be significant disparities
within countries across sub-national governments. Some regions or cities may concentrate
most of the sub-national spending: for example, in Mongolia, the capital city accounts for
75% of all sub-national expenditure.

2.3.2. Spending and income ratios are not correlated in the Asia-Pacific region

The OECD-UCLG 2016 study indicates a positive correlation between sub-national
expenditure as a percentage of GDP and GDP per capita (Figure 2.5), suggesting that
wealthier countries tend to be more decentralised and implying, by contrast, that centralised
countries tend to be less wealthy. Of course, correlation does not imply causation, and
therefore, it is not possible to say if decentralisation raises income per capita or if it is
income per capita that tends to favour decentralisation.

It is interesting to note that for the Asia-Pacific group, the correlation does not hold: the
link between GDP per capita and the level of sub-national spending is not verified. This
confirms that, beyond the income level, there are many other geographic, socio-economic,
historical and institutional factors that explain why a country is centralised or decentralised
or why a country is wealthy or not. In the case of the Asia-Pacific group, this absence of
correlation suggests that sub-national government involvement in the economic and social
development might rather be the function of regulations and policy-decision making rather
than the level of country’s GDP per capita.
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Figure 2.5. Sub-national government expenditure as a percentage of GDP compared to GDP
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2.3.3. Administration, education and economic affairs/transport are the three
priority spending areas

General public services (administrative expenditure), education and economic
affairs/transport represent the bulk of sub-national spending as a percentage of GDP in the
Asia-Pacific region (near 9% of GDP based in a sample of 10 countries). These areas are
then followed by social protection expenditure, health, housing and community amenities
(which include potable water). The weight of housing and community amenities in GDP is
more significant in the Asia-Pacific region than in Europe and at the global level
(Figure 2.6). As a share in total sub-national spending, the same three priority sectors
(general public services, education and economic affairs/transport) stand out, but education
spending comes in at first place, representing 23% of sub-national spending on average.
All together, these three sectors represent more than 60% of sub-national expenditure. In
Europe, the three priority items are education, general public services and social protection.
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Figure 2.6. Sub-national government expenditure by economic function and by geographical
area as a percentage of GDP and percentage of sub-national expenditure
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Source: Authors elaboration based on OECD/UCLG (2016), Sub-national Governments around the World:
Structure and Finance, www.oecd.org/cfe/regional-policy/sngs-around-the-world.htm.

Data by country show that only a few countries in the region influence the averages
significantly. As a share of GDP, the general public services spending average is driven
almost entirely by Russia; that of education is driven by Russia but also by China, Korea,
Australia and Kyrgyzstan and that of economic affairs/transport is driven by China and
India (Figure 2.7). It is interesting to note that most countries in the Asia-Pacific region
have a low ratio of social protection spending at the sub-national level, with the exception
of China and Japan.

FISCAL DECENTRALISATION AND INCLUSIVE GROWTH IN ASIA © OECD, KIPF 2019


http://www.oecd.org/cfe/regional-policy/sngs-around-the-world.htm

2. A GLOBAL VIEW OF SUB-NATIONAL GOVERNMENTS IN ASIA: STRUCTURE AND FINANCE | 45

Figure 2.7. Breakdown of sub-national expenditure  Figure 2.8. Breakdown of sub-national expenditure
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Looking at the share of total public expenditure, other findings emerge (Figure 2.8).
Expenditure related to general public services dominate in Russia, India, Indonesia and
New Zealand. Education represents a substantial proportion of expenditure in Kyrgyzstan,
Kazakhstan, Korea and Indonesia. Spending on economic affairs/transport has a significant
share in a number of countries, but especially China, India and New Zealand. Social
protection spending is the highest in China, followed by Japan. Health is the primary
budgetary item in Australia, amounting to 24%, the highest share across all the countries,
while housing and community amenities are particularly significant in Indonesia and
Kazakhstan. Finally, it is interesting to note that environment (sewerage, waste collection
and treatment, protection of green areas, etc.) does not appear to figure among the spending
priorities of sub-national governments in the region, with the exception of Japan, Korea
and especially New Zealand, which are all OECD countries.

Looking more closely at expenditure related to inclusive growth, COFOG (Classification
of the functions of government) data suggest a relatively significant involvement of Asia-
Pacific sub-national governments in social cohesion. The fours sectors that can be linked
to “social cohesion”, i.e. education, health, housing/community amenities and social
protection, amount to 7.2% of GDP, less than in Europe, but higher than the global level
(Figure 2.9). However, as already stressed, the analysis by country shows that only some
countries (China, Russia, Japan and Australia) tend to spend most on social inclusion
spending.
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Figure 2.9. Sub-national expenditure for social cohesion in the Asia-Pacific region
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2.3.4. Asia-Pacific sub-national governments are key public investors

Sub-national governments in the Asia-Pacific region represent 45% of total public
investment, i.e. the second largest ratio after Europe, and well above Latin America
(Figure 2.10). Their investments represent 2.4% of GDP on average, the largest ratio in the
world, far ahead of European and world averages.

Figure 2.10. Sub-national investment as a percentage of GDP and percentage of public
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Source: Authors elaboration based on OECD/UCLG (2016), Sub-national Governments around the World:
Structure and Finance, www.oecd.org/cfe/regional-policy/sngs-around-the-world.htm.
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This high level of investment shows that Asia-Pacific sub-national governments are
investing heavily in public infrastructure. Again, the regional averages do not capture the
cross-country differences, and there are large disparities across the Asia-Pacific region. The
sub-national investment contribution to GDP reaches its highest level in China (more than
7%), Viet Nam, Korea, Japan and Kazakhstan (Figure 2.11). These countries are also above
the regional average concerning the share of sub-national investment in public investment,
with Japan having the highest level (up to 75% of total public investment), just above
Viet Nam and Australia. In all these countries, sub-national governments are the driver of
public investment. By contrast, sub-national governments invest very little in Cambodia,
Kyrgyzstan and Malaysia. Mongolia, Russia, Indonesia and New Zealand score better but
remain below the regional averages for both measures.

Figure 2.11. Sub-national investment as a percentage of GDP and public investment by
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Source: Authors elaboration based on OECD/UCLG (2016), Sub-national Governments around the World:
Structure and Finance, www.oecd.org/cfe/regional-policy/sngs-around-the-world.htm.

While there was not a clear correlation between the level of sub-national spending and
country wealth measured by GDP per capita, we find a different situation as far as
investment is concerned: there is a statistically positive and significant correlation between
sub-national investment as a share of total public investment and GDP per capita. This
would imply that in countries with a high level of GDP per capita, sub-national
governments tend to be particularly involved in public investment. The reverse conclusion
could also hold, such that sub-national investment as a share of total public investment
positively affects GDP. It is, however, difficult to draw any inference from these measures.

In any case, the importance of sub-national investment in many countries around the world,
and especially in the Asia-Pacific region, shows that public investment is a shared
responsibility across levels of government (OECD, 2014). This situation makes the
governance of public investment particularly complex and challenging. Public investment,
when correctly done, can be a powerful tool to boost growth and provide a solid
infrastructure to leverage private investment. The OECD Recommendation on Effective
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Public Investment across Levels of Government adopted by the Council in 2014 (OECD,
2014) (OECD, 2015) is therefore highly relevant for Asia-Pacific countries as it focuses on
three main challenges: co-ordination across governments and policy areas; strengthened
capacities for public investment; and sound framework conditions at all levels of
government.

2.4. The level of sub-national tax revenue is high but uneven, and there are still
significant fiscal imbalances in the Asia-Pacific region

Adopting an “open-system” perspective is necessary to design a decentralisation reform.
This means that a systemic approach that links the three core dimensions of
decentralisation - political (distribution of powers), administrative (distribution of
responsibilities) and fiscal (distribution of resources) - should be followed. Each
component cannot be considered in isolation and to ensure effective decentralisation, they
should be taken into account in a comprehensive manner: they are closely interconnected,
complementary and interdependent. This approach involves two major challenges: one is
to find the right balance between the three core dimensions; the second is to find the right
sequencing, i.e. to decide when to deal with each dimension in the course of a long-term
decentralisation process (OECD, 2017).

Country experiences at the international level show that in practice, this integrated
approach is difficult to put into practice, and, in fact, is rarely applied. Countries from the
Asia-Pacific region are certainly no exception to the rule. In particular, there is often a
forgotten — or underestimated — dimension, which is the fiscal dimension.

Fiscal decentralisation is often the “weak link” of decentralisation policies, and this holds
true for the Asia-Pacific region where there are often imbalances between the assignment
of spending responsibilities and that of revenues, both in terms of “quantity” (the
“connection principle”, which involves that transferred resources should “match” with
transferred functions) and “quality”. Quality, in this context, means that beyond the number
of resources, the type of resources also matters. It is important to provide sub-national
governments with sufficient ability to raise and manage their resources. It implies that fiscal
decentralisation should also be done through a certain level of revenue autonomy, i.e. tax
autonomy, the extent of discretion in intergovernmental transfers, ability to set user charges
and raise income from property assets, etc. More tax autonomy in particular may improve
the quality and efficiency of spending to respond to community preferences, increase
democratic accountability to citizens, ensure better mobilisation of local resources, improve
budget management, promote fiscal responsibility, and ensure better access to credit, when
borrowing is allowed (OECD, 2017).

2.4.1. Tax revenue is the first source of revenue in the Asia-Pacific region
before grants and subsidies

Tax revenue is the primary source of sub-national revenue, representing almost 46% on
average. This is much higher than at the global level and higher than in the other regions,
even Europe (Figure 2.12). By contrast, the share of grants and subsidies is much lower in
the Asia-Pacific than at the global level and in other world regions. The same applies for
the “other revenues” category, which comprises a large diversity of resources: user charges,
fees, penalties, revenues from the sale or rent of physical and financial assets, royalties, etc.
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Figure 2.12. Breakdown of sub-national government revenue by category and by
geographical area (percentage of revenue)
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Source: Authors elaboration based on OECD/UCLG (2016), Sub-national Governments around the World:
Structure and Finance, www.oecd.org/cfe/regional-policy/sngs-around-the-world.htm.

By country, the breakdown of sub-national government revenue by category shows
considerable variation (Figure 2.13). In Malaysia, China and India, sub-national
governments are almost entirely financed by tax revenue, with a share of more than 75%
of total sub-national revenue. Tax revenues are quite limited in Australia and Russia despite
the fact that they are both federations, which is unusual.

Figure 2.13. Breakdown of sub-national revenue by category and by country (percentage of
revenue)
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Source: Authors elaboration based on OECD/UCLG (2016), Sub-national Governments around the World:
Structure and Finance, www.oecd.org/cfe/regional-policy/sngs-around-the-world.htm.
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At the other end of the spectrum, grants and subsidies are the main source of revenues in
Indonesia, where it accounts for more than 75% of revenues. In the Philippines, Thailand,
and Korea, sub-national governments are also highly dependent on central government
funding, transfers accounting for more than 60% of sub-national government revenues. In
Australia, states and local councils depend heavily on transfers from the Commonwealth
to finance their activities, resulting in a high degree of vertical fiscal imbalance.

The share of “other revenues” may be significant in some countries, especially those where
sub-national governments receive royalties from the exploitation of minerals and other
mining activities, such as in Australia and Viet Nam. In China, sub-national governments
also raise significant revenues from the sale of land-use rights, and in New Zealand, such
revenues come from service charges and fees, permits, licences, etc.

It is important to stress that most countries have established an equalisation system in their
intergovernmental fiscal transfers, which allows central or federal governments to more or
less address disparities across territories in terms of revenue or spending needs, in particular
in limiting heterogeneity in service provision. These equalisation mechanisms are based on
formulas that determine the redistribution of funds between richer and poorer sub-national
governments.

In Indonesia, for example, where transfers account for 75% of sub-national revenue, the
equalisation transfer system is based on the formula-based “general allocation fund”,
consisting of a base allocation and a fiscal gap allocation (which can be positive or
negative), which is allocated to the provinces, districts and municipalities, accounting on
average for 50% of local revenues. In Viet Nam, “balancing transfers”, which account for
half of the total transfers, are used to reduce horizontal and vertical imbalances across
provinces, as well as across districts within provinces. In the Philippines, local governments
receive 40% of national taxes through a formula-based grant, the Internal Revenue
Allotment, which varies according to the type of local government, and which is calculated
according to population, land area and an equal-sharing formula. In Mongolia, an important
reform was introduced in 2011 with the new Budget Law to establish the Local
Development Fund, a block grant fiscal transfer based on a formula taking into account the
development index, population size and density, area and distance, and local tax efforts.

Equalisation instruments are crucial tools for inclusive growth if they are well conceived
and implemented, with no disincentive or counterproductive side effects on local and
regional development, which is, however, sometimes the case (OECD, 2017) (OECD,
2013).

2.4.2. Tax revenue comes mainly from shared taxation in several countries

In addition to being an important share of resources to sub-national governments, tax
revenues are quite significant in terms of ratio to GDP and share in public tax revenues
compared to other regions in the world.

In the Asia-Pacific region, sub-national tax revenues accounted for 4.7% of GDP, the
highest ratio across world regions. In China, India, Japan, Russia and Viet Nam, sub-
national government tax revenues account for more than 7% of GDP. By contrast, tax
revenues in relation to GDP are less than 1.5% of GDP in Cambodia, Indonesia and
Thailand. As a share of public tax revenue, the Asia-Pacific ratio is also the highest
(23.3%), but it varies significantly across countries. In India, for instance, sub-national
government tax revenue amounts to more than 56% of total tax revenues. A similar pattern
is observed in China, Japan, Russia and Viet Nam. On the contrary, it is below 10% in
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Cambodia, Indonesia, New Zealand, the Philippines and Thailand, as local governments in
these countries are mainly funded through grants and subsidies.

The tax ratio provides some insights into the degree of tax revenue decentralisation in a
country. Nonetheless, it remains imperfect because it comprises both shared taxation and
own-source taxation. Own-sources taxes are taxes for which sub-national governments
have a certain power to set rates and bases, while shared taxes are national taxes (mainly
personal income tax [PIT], value-added tax [VAT], corporate income tax [CIT], but also
excise taxes), which are redistributed to sub-national governments according to allocation
criteria that are defined nationally with more or less possibility for sub-national
governments to intervene or negotiate, i.e. no or little taxing power.

Tax sharing arrangements are widespread in the Asia-Pacific region, meaning that tax
autonomy is limited. For example, shared taxes make up the bulk of tax revenue in China,
India, Kazakhstan, Russia, Thailand and Viet Nam.

In China, for example, four taxes are shared with the provinces, with uniform sharing rates
across provinces: the VAT, the CIT, the PIT and the securities trading tax. The tax sharing
system only specifies how taxes should be divided between central and sub-national
governments and leaves it to the provinces to divide funds among the four levels of sub-
national governments further. In Russia, the regions are the main recipient of sub-national
tax revenue (83%), which made up 47% or their total revenue in 2013. Shared taxes
represent the bulk of sub-national tax revenue and most regional tax revenues come from
the share of the PIT and CIT, redistributed according to uniform percentages. In Viet Nam,
shared taxes include the VAT, the CIT, the PIT, environmental protection tax and excise
tax on domestic goods and services. There is one state budget for all levels of government
and revenue sharing is defined according to a “sharing rate” defined for three to five years,
called the “Stability Period” and redistributed according to an equalisation scheme. In
Kazakhstan, most sub-national tax revenues are shared taxes (PIT and the social tax, based
on payroll), which are also redistributed through an equalisation mechanism.

In theory, own-source taxes provide more autonomy to sub-national governments. In
theory, because even when taxes are own-source, tax autonomy can be restricted. In fact,
in many Asia-Pacific countries, numerous taxes, although classified as “local taxes”, may
have their rate and base determined by the central government. In some cases, the local
leeway over rates and bases may be regulated, thus reducing tax autonomy, e.g. caps on
rate increases or imposition of a minimum rate, limitation of exemptions decided locally
and, conversely, an obligation to apply exemptions decided nationally by the central
government, etc.

In Viet Nam for example, tax bases and rates are determined largely by the central
government, local taxes being “taxes which are fully assigned to local governments”,
e.g. natural resources taxes, licence tax, land use taxes and levies, etc. In China, local
governments have no discretionary power to raise taxation. The central government sets
the legislation governing taxation and the rate of each tax. In Kazakhstan, sub-national
governments have very little taxing power over the rate or base of local taxes. They can
only revise the land tax rate within a margin of 20%, depending on the characteristics of
the land and fix the rate of minor local taxes. In Korea, while the 2011 tax reform aimed at
simplifying the tax mix, most tax rates are determined by the central government. In
Mongolia, local governments have little autonomy over their tax revenues, as any change
to tax rates or bases requires the approval of central authorities.
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It is interesting to note that tax autonomy can be, in some countries, large and represent a
large share of local revenues, although remaining small in total tax revenues. It is the case
in New Zealand, where territorial authorities enjoy a very large autonomy over property
taxation, setting the tax rates and choosing how to apply the taxes (based on rental or market
value). Property tax represents more than 50% of their revenues, but overall, local taxes
account for only 7% of public tax revenues. A large gap also exists in Cambodia: tax
revenues account for 63% of sub-national revenues, but they represent only 6% of public
tax revenues. In Australia, the only tax for local governments is the land property tax
(shared with the states). Rates accounted for approximately 37% of total local government
revenue in 2013, while it represented just 3.3% of total public tax revenue.

The property tax on land and/or on real estate/buildings is very widespread as a local tax in
the Asia-Pacific region, as in every region around the world. In fact, it is the local tax by
excellence. Yet, the rates and base are often set by central authorities who are also in charge
of tax collection and administration; alternatively, a sub-national government can be
allowed to set a rate that falls within a range defined jointly or independently by central
authorities.

The other common tax instruments at sub-national level are motor vehicle taxes
(e.g. Australia, India, Indonesia, Japan and Korea), excise taxes, in particular on fuel or
domestic goods and services (Indonesia, Malaysia, New Zealand, Russia, Thailand,
Viet Nam), local business taxes, licences, tax on payrolls and professional tax (Australia,
India, Japan, Korea, Mongolia, the Philippines, Viet Nam), local consumption taxes (Japan,
Korea), land use taxes (China, Viet Nam), taxes on natural resources (Indonesia, Viet Nam)
and other minor taxes such as an education tax (Korea, Philippines), or taxes on touristic
activities and entertainment. Other countries also have specific taxes targeted specifically
at cities (city planning tax in Japan), metropolitan cities (Korea) or even a special tax for
the capital Ulaanbaatar in Mongolia.

2.4.3. There are large fiscal imbalances between expenditure and tax revenue

There are great fiscal imbalances across countries between the level of sub-national
expenditure and the level of sub-national tax revenue, higher than in OECD countries,
because of the low level of tax autonomy.

Figure 2.14 depicts such a comparison, however imperfectly. As explained above, the tax
indicator used in the figure comprises both shared and own-source tax revenues and
therefore does not fully reflect tax autonomy. Such a measurement thus indicates whether
sub-national government, given their spending responsibilities, are appropriately financed
through the tax system.

Countries close to the dotted line are most likely to be fiscally balanced from a tax revenue
perspective, with more or less comparable levels of tax revenue and expenditure
decentralisation. Countries far from the line are those who are more fiscally imbalanced,
undertaking a high share of public spending but with a limited share of public tax revenue,
such as in China and Russia, but also Indonesia, Australia, Korea and Kazakhstan: in these
last four countries, sub-national governments are in charge of near or more than 40% of
total public spending, but their share in public tax revenue is below 25% and even below
10% in Indonesia.
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Figure 2.14. Comparing tax revenue and expenditure of sub-national governments in the
Asia-Pacific region
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Source: Authors elaboration based on OECD/UCLG (2016), Sub-national Governments around the World:
Structure and Finance, www.oecd.org/cfe/regional-policy/sngs-around-the-world.htm.

2.5. Sub-national government debt is high by international comparisons in the Asia-
Pacific region

The average level of sub-national government outstanding debt? is higher in the Asia-
Pacific region than at global and European levels: it amounts to 9.7% of GDP and 16.6%
of public debt, compared with around 9% and 14%, respectively, in Europe and in the
world.

With the exception of Cambodia, sub-national governments in Asian and Pacific countries
have legal borrowing rights. Sub-national debt is however very uneven across countries,
both as a percentage of GDP and percentage of public debt (Figure 2.15 and Figure 2.16.
The average level of outstanding debt is driven by five countries: Japan, China, India, and
Australia, and to a lesser extent, Russia.

There are different levels of flexibility attached to the borrowing legal framework, which
can explain these differences, on top of insufficient fiscal capacity and therefore
creditworthiness, which remain a major obstacle to borrowing in several Asia-Pacific
countries.

In general, sub-national government borrowing still requires central or federal government
approval for many countries of the region, except for example in Australia and India (for
the state level), Japan, Korea or Russia. A governmental agency, a federal or central
institution, or the Ministry of Finance is in charge of overseeing the borrowing procedures,
setting or enforcing the debt limit, ensuring compliance with the legal clauses of borrowing
and the fiscal sustainability of lower-tier governments. In Australia, a Loan Council was
set up in 1929 to co-ordinate and monitor the aggregate level of borrowings by the
Commonwealth and each state and territory on the basis of fiscal positions and
infrastructure needs.
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Figure 2.15. Sub-national Figure 2.16. Sub-national
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Quite often, the higher government tier (federal or central government) remains the primary
lender (e.g. Kazakhstan, Malaysia and Mongolia) and borrowing may be restricted to
investment projects as far as the local government level is concerned according to the
“Golden Rule” (e.g. Japan, Korea, the Philippines, Thailand). A ceiling on the debt stock
or service may be imposed (e.g. China, Indonesia, Kazakhstan, Kyrgyzstan, the Philippines,
Russia and Viet Nam). Local governments may be forbidden to borrow internationally (e.g.
Indonesia, Mongolia with the exception of Ulaanbaatar). Besides the ceiling, there are some
other conditionalities attached to borrowing, such as in New Zealand (obligation to set out
financial strategies to borrow), Thailand (only specific investment projects can be financed
through borrowing) or the Philippines (only local infrastructures anchored in the local
development plan and public investment programme can be funded via borrowing).

Loans come as the primary source of external funding (Figure 2.17). They are of particular
importance in New Zealand, Russia, Australia and Japan. Non-financial debt constitutes
the second source and is particularly significant in Indonesia and Korea. Bond issuance
remains limited, with the exception of Japan (40% of debt stock), Mongolia and Russia. In
fact, the discretion over issuing bonds is limited in most countries with a few exceptions.
In China, because of the over-indebtedness of sub-national governments, a new budgetary
law passed in January 2015 is dedicated to restoring local governments’ finance. With this
law, the only way for local governments to access borrowing is through bonds, limited to
CNY 1 600 billion per year and a few wealthier municipalities are allowed direct access to
capital markets under central government supervision. In Japan, a consultation system with
the central government replaced a prior approval system in 2006 for the issuance of local
bonds. In Kazakhstan, only Almaty and Astana are able to borrow through bond issuance
to cover their budget deficits and to finance the construction of public social housing. The
14 oblasts are also allowed to issue bonds but under the supervision of the Ministry of
Finance. In Viet Nam, local governments can — legally — mobilise capital through the
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issuance of local government bonds, but doing so depends upon central government
approval and unclear regulations.

Figure 2.17. The composition of sub-national government debt stock
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Source: Authors elaboration based on OECD/UCLG (2016), Sub-national Governments around the World:
Structure and Finance, www.oecd.org/cfe/regional-policy/sngs-around-the-world.htm.

Interesting to note is the initiative taken by the central/federal government or by sub-
national governments to develop the recourse to financial markets. In India, for example,
the Ministry of Urban Development has introduced a State-Level Pooled Finance
Development Fund (PFDF) Scheme to provide credit enhancement to Urban Local Bodies
to access market borrowing. Ratings are mandatory for local governments in India when
the issue maturity is more than 18 months. In New Zealand, the Local Government Funding
Agency (LGFA) was created in 2011 on the initiative of local and central governments.
This is a debt vehicle that regroups around 50 member councils to raise bonds on financial
markets and lend to their members at competitive interest rates.

2.6. Conclusion

The analysis provides some insights into the potential impact that sub-national
governments can have in achieving inclusive growth and sustainable development.
Decentralisation is of interest in most countries. However, implementation, particularly of
related norms and legal provisions, and of sound fiscal frameworks, remains a major issue.
Compounding this can be an overlap in competencies across government levels and an
increase in fiscal gaps and imbalances, delaying the empowerment of sub-national
governments as key actors in the development process of their countries.

Sub-national governments, especially those in remote areas, with their proximity to citizens
constitute a vector through which these countries can promote inclusive development and
ensure that all residents have equitable and sustainable access to basic goods and public
services. Through their expenditure and investment policies, sub-national governments can
establish their own priorities and develop programmes targeted at reducing poverty in urban
and rural areas, at enhancing social inclusion through education, social policy and health
policies and at ensuring adequate conditions for inclusive growth.
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Sub-national governments’ greater involvement in the sustainable and inclusive growth
development agenda implies a need for central/federal government (and state governments
in some cases) to establish an adequate fiscal decentralisation framework. It should strike
the right balance between, on the one hand, reinforcing fiscal autonomy, which provides
regions and cities with more fiscal space to design and invest in inclusive policies and, on
the other hand, limiting the risks of higher fiscal disparities, which can be the adverse
effects of a badly designed decentralisation process. This can be achieved through the
appropriate assignment of revenues and expenditure as well as adequate vertical and
horizontal equalisation mechanisms that foster solidarity, equity, performance and
economic efficiency. Building better capacities at the sub-national level in order to carry
out fiscal assignments more effectively as well as strong fiscal rules, including
accountability and transparency, can help, as fiscal discipline is also a necessary corollary
of fiscal decentralisation. Finally, strengthening public institutions at all government levels
and developing co-ordination mechanisms across levels of government would further help
establish an adequate fiscal decentralisation framework. These are the preconditions the
OECD has identified to make decentralisation work (Allain-Dupré, 2018; OECD, 2019).

Notes

L This pilot study was a first step toward the OECD-UCLG World Observatory on Sub-
national Government Finance and Investment (SNG-WOFI). The SNG-WOFI was
officially launched at the first meeting of the Steering Committee on 17 November 2017.
An updated and expanded version will be published in June 2019.

The 16 countries are located in northern, central, south-eastern Asia as well as in Oceania
(New Zealand and Australia). The Asia-Pacific target group was constituted based on the
OECD-UCLG database set up for the 2016 pilot study, Sub-national Governments around
the World: Structure and Finance.

Sub-national government debt is comprised of financial debt in the form of loans and bonds,
and non-financial debt amounting to other accounts payments, pension liabilities, currency
and deposits.
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