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Abstract

In countries around the world, the local public sector delivers the public services that people rely
on day-to-day: schools for their children, public health services, access to clean drinking water,
extension services for small farmers, roads for getting goods to market, garbage collection, and
so on. Many of these public services are crucial for achieving sustainable and inclusive
development. While a considerable amount of research is being done on the impact of different
service delivery technologies on service delivery outcomes across a wide range of public
services in the developing world, relatively little is known about the extent to which the structure
of a country’s public sector—including the level of local public expenditures and the nature of
local institutional arrangements—contributes to successful service delivery outcomes. The wide
variety of service delivery outcomes at the local level, both within and between different
countries, shouts out for a better understanding of the role that the local public sector plays in
achieving pro-poor development outcomes.

With support from USAID, the Urban Institute engaged in an analysis of local public sector
finances in ten developing countries, with the intent to better understand the size and scope of
local public sector finances in achieving a country’s development objectives. In particular, the
study analyzed the vertical allocation of resources within the public sector by considering the
share of public financial resources that is spent “close to the people” within the public sector at
the local level. Our analysis finds that there is considerable variation in the degree to which
financial resources trickle down to the local public sector (from less than 20 percent to over 50
percent), and that a positive relationship appears to exist between the size of the local public
sector and government effectiveness.
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Background

All development is local in nature. In countries around the world, the local public sector delivers
the public services that people rely on day-to-day—schools for their children, public health
services, access to clean drinking water, extension services for small farmers, roads for getting
goods to market, garbage collection, and so on. In fact, almost all pro-poor public services that
are believed to spur sustainable economic development are delivered at the local level, where the
public sector interacts on a regular basis and in a localized manner with the people that it serves.

Perhaps the most obvious indication of the critical role played by the local public sector in
achieving growth-enhancing service delivery and inclusive development is the fact that
industrialized countries typically spend 50 percent or more of public sector resources to fund
public services at the local level, where the public sector interacts in a direct and localized
manner with its citizens. In contrast, the majority of poor countries have much higher
concentrations of public spending at the central level. Thus, an important, but often overlooked,
problem in the public sector of developing countries around the world is to make sure that
resources flow down “vertically” within the public sector to the local (sub-central) level, where
public services are actually delivered and where economic development takes place.

While a considerable amount of research is being done within specific sectors on the impact of
different service delivery technologies and interventions on service delivery outcomes in
developing countries, many of these studies focus on projectized or experimental interventions
that do not necessarily take into account the institutional context in which localized services are
normally delivered within the public sector. As such, relatively little is known about the extent to
which the structure of a country’s public sector—including the level of local public expenditures
and the nature of local institutional arrangements—contributes to successful service delivery
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outcomes. There are clear indications, however, that an effective local public sector is a critical
ingredient in delivering effective public services across a wide array of important pro-poor
public services. To the extent that the local level (whether through local governments or through
other local entities) plays a critical role in delivering key pro-poor public services such as basic
education or public health services, forming a better understanding of the role of local public
sector should be recognized as an important cross-cutting issue within the global development
community.

The Local Public Sector Initiative (LPSI) was launched by the Urban Institute in December 2010
to start filling this knowledge gap. As part of the broader research agenda set out by LPSI, this
study focuses on the analysis of the vertical allocation of public sector resources across ten
developing countries, revealing a wide range of experiences with regard to the size, role, and
institutional organization of the local public sector in different countries. Other research streams
under LPSI include efforts to document the political and administrative context of the local
public sector in different countries as well as targeted analyses of service delivery constraints in
particular sectors.

Our theory of change: development progress depends on the effectiveness of the local public
sector. Over the past fifty years, the focus of most international development agencies and
international financial institutions has been on the provision of projectized interventions at the
central government level (through sectoral line ministries) or through NGOs, largely ignoring the
important role played by the local public sector in improving public services and in achieving
inclusive and sustainable development.*

Recognizing that most pro-poor public services are quintessentially local in nature should
motivate the global development community to pay greater attention to how local governments
and other local entities can serve as catalysts for improved public service delivery and economic
development. Indeed it could be argued that, within a well-structured public sector, the effective
and equitable delivery of localized public services can only be achieved in a sustainable manner
when

(1) frontline public servants within the local public sector are given the necessary financial
resources to do their jobs well, relative to total available public resources and the public
sector’s priorities (vertical fiscal balance);

(2) the public sector’s resources are distributed efficiently and equitably across the national
territory in such a way that localities with greater need receive greater resources
(horizontal fiscal balance); and

! Two major development phenomena over the past fifteen years—the Poverty Reduction Strategy approach, and the
introduction of Millennium Development Goals—appear to have done little to reduce the central bias of the global
development community. In fact, PRSs and MDGs may have exacerbated the focus on centralized development
interventions to achieve quick wins in sectoral service delivery and poverty reduction without fundamentally
improving the ability of the local-level institutions to deliver public services more effectively and in a sustainable
manner.
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(3) the institutional mechanisms at the local level are in place to efficiently transform public
sector resources into the desired policy outputs and outcomes.?

As a first step into better understanding the role and functioning of the local public sector, this
study of local public sector finances limits itself to empirically investigating the vertical
allocation of public sector finances.

The finances of the local public sector: Limits on the current state of
knowledge

While fiscal decentralization and local government finance reforms have traditionally been
treated as an important theme in international development and in the design of country
assistance strategies over the past ten years, the international development community (including
USAID) seems to have increasingly focused on the governance aspects of decentralization. As
such, within the realm of fiscal decentralization reforms supported by the global development
community, efforts have almost exclusively focused on strengthening the role and impact of
elected (devolved) local governments. Most academic research on local public sector finances in
developing and transition countries has also focused narrowly on the finances of the local
government sub-sector (i.e., exclusively on the finances of elected local governments).®

The considerable focus on devolved systems—in research and in practice—ignores the broad
array of subnational finance practices engaged in by countries around the world. Most countries’
local public sectors—in addition to including devolved local governments—are typically formed
by subnational departments or territorial units of the state administration which often are tasked
to deliver public services at the local level but report upward. A quick review of developing and
transition countries suggests that up to half of all developing countries around the world deliver
key public services (such as primary education, basic health services, water provision, and
agricultural extension services) in a deconcentrated manner.

The scarcity of relevant data on local public sector organization, finances, and institutions.
Understanding the local public sector is a complex and multi-disciplinary ambition. In order to
better understand the role of the local public sector in economic development and effective
public service delivery, we should recognize that there are four different dimensions or aspects
of the (local) public sector that contribute to, or detract from, its effectiveness: (1) its
organizational structure (which refers to the country’s territorial-administrative structure, as well
as the organizational (e.g., legal and budgetary) status of subnational entities), (2) the assignment

2 Achieving effective systems at the local level—point (3) —typically requires giving local officials both the
discretion as well as the incentives to perform well, in addition to ensuring that appropriate mechanisms are in place
to hold local officials accountable for their performance.

® The focus of the academic (empirical) literature on devolved government finances is driven to some extent by the
(virtual) absence of comparative international data of non-devolved local public sector spending. In predominantly
deconcentrated countries, non-devolved expenditure often account for somewhere between 80 percent to 90 percent
of public expenditures. In addition, the evolution of the fiscal decentralization and fiscal federalism literature has
been strongly influenced by thinkers from the United States and other countries with a tradition of devolved local
governments.
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of functional responsibilities, (3) its fiscal (expenditure and revenue) profile, and (4) the political,
administrative, and fiscal institutions that define how subnational entities operate and guide their
interactions with other government levels and tiers. Indeed, no meaningful understanding of the
role and functioning of the local public sector in a country can emerge without at least a basic
understanding of each of these four different aspects of the local public sector.

Our understanding of the role and functioning of the local public sector is hindered by a scarcity
of relevant and comparative international data on decentralization, local governance, and local
public sector finances. In fact, there is no single global dataset that applies a consistent
methodology and provides consistent and comparable information about the political,
administrative, and fiscal institutions of state and local governments around the world (Abdelhak
et al, 2012).

There is a similar absence of data on local government finances. Even the International Monetary
Fund’s (IMF) Government Finance Statistics—arguably the most-used data source for measuring
(fiscal) decentralization—provides quite limited coverage of sub-central public sector finances in
developing economies. When the IMF recently prepared an analysis of subnational public
finances for 67 countries for which “subnational maps of government” were available, this
analysis contained only four Asian countries, three African countries, and two countries in the
Middle East and North Africa region (Dziobek, Gutierrez Mangas, and Kufa 2011).

Absence of an appropriate metric of local public sector expenditures. A concern with regard to
the available statistics on local public sector finance is that the available measures only capture
one specific type or dimension of local public sector finances, notably finances that are
transacted by devolved local (or regional) governments. However, roughly half of the countries
around the world deliver public services (predominantly or exclusively) through central
government ministries directly, or through non-elected “deconcentrated” local administrative
structures. Even though some countries spend a considerable share of their budget in a
deconcentrated manner “close to the people,” the expenditures of deconcentrated entities are not
considered to be part of local public sector finances under the existing metrics, and therefore,
local public sector spending in deconcentrated countries is simply considered to equal zero. In
the absence of a metric that measures non-devolved local public sector expenditures, we will
have no idea about the vertical allocation of resources in countries that have a deconcentrated
public sector structure.

Even in countries that rely on elected local governments to deliver important public services to
the people, the existing metrics fail to recognize that considerable funding for public services is
often provided through central line ministries or through deconcentrated structures, in addition to
(or around) the funding provided to the local government level. For instance, this is the case
when a line ministry provides in-kind transfers (for instance, school books or medicines) or when
a central line ministry procures capital infrastructure on behalf of local authorities (for instance,
the construction of schools that are operated and managed by local governments). Without taking
such funding flows into account, any existing study that seeks to explain the impact of
decentralized finances on service delivery indicators (or on other measures of development
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outcomes) simply by measuring the level of public resources spent by local governments might
suffer from omitted variable bias.

A comprehensive metric of local public sector finances thus ought to recognize that virtually no
country around the world is purely devolved or purely deconcentrated, but rather, that central
authorities in each country simultaneously interact with residents, civil society and the private
sector through four different mechanisms: through the direct delivery of public services (by
central government entities directly); through the delegated delivery of public services (for
instance, through NGOs or para-statal organizations); through deconcentrated subnational
departments or jurisdictions; or through devolved, elected local governments. Together, these
four institutional and fiscal mechanisms comprise the range of arrangements that make up the
local public sector (figure 1).

Figure 1. Interaction between the central public sector and residents civil society, and the private
sector
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A good measure of local public sector finances, however, should not simply aggregate the
different funding streams to the local public sector into a single measure of local public sector
finance, since each funding flow is guided by different political, administrative, and fiscal
arrangements at the subnational level. Different intergovernmental mechanisms should be
expected to provide different levels of discretion, accountability, and incentives to local officials,
and in turn, different service delivery outcomes. As a result, rather than simply aggregating all
types of local public sector expenditures into a single amount, the local public sector expenditure
profile (the metric of local public sector expenditures developed as part of this study) provides a
breakdown of the different types of local public sector expenditures in each country.*

* As noted above, a comprehensive analysis of local public sector finances needs to reflect on the political,
administrative, and fiscal governance arrangements that guide the funding flows to the local public sector.
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Research objective

The existing empirical research that has sought to determine whether allocating a greater share of
public financial resources to the local level indeed improves public sector outcomes (such as
faster economic growth, improved services, or greater poverty reduction) has largely been
inconclusive. As already noted above, one potential reason for these inconclusive findings in the
literature is the fact that the measure of fiscal decentralization most commonly used to capture
the vertical allocation of public resources (i.e., a country’s share of expenditure devolution) is an
inadequate reflection of the level of local public sector expenditures.”

In analyzing the vertical allocation of resources across the public sector, the current study does
not a priori assume that any single type of subnational or intergovernmental institutional
arrangement is inherently more efficient or superior than others. Instead, the methodology
developed here provides the foundation for a future line of research to empirically explore
efficient mechanisms for the delivery of localized public services and whether—and under what
conditions—different institutional approaches (such as devolution or deconcentration) might be
appropriate. Although it is beyond the current study to answer the ultimate empirical question—
whether increased local public sector spending improves public sector outcomes such as
economic growth, improved services, and greater poverty reduction—the current study does
offer important building blocks that build towards an answer to that question.

The main objective of this study is therefore to engage in an analysis of local public sector
finances in a sample of developing countries, with the intent to measure the size and scope of
local public sector expenditures, regardless of the form of the institutional mechanism, to better
understand the role of local public sector expenditures in achieving a country’s development
objectives.

To this end, a first research objective is simply to explore the size of the vertical distribution of
resources across countries: how big is the local public sector within different countries, and
within what range do countries vary with regard to the size of their local public sector? What is a
“normal” amount of resources to be allocated to the local level? Is the perception correct that in
many developing countries, a considerable share of public resources remains stuck at the central
level, thereby underfunding the delivery of public services that need to be delivered in a
localized manner?

A second research question might ask why the size of the local public sector varies across
countries. Do we see patterns in the vertical allocation of resources across sectors? Does a
country’s subnational governance structure influence the size of the local public sector? For
instance, is the share of local public sector finances generally larger or smaller in predominantly
devolved countries when compared to predominantly deconcentrated countries? What other
factors help to determine the size of a country’s local public sector?

® In addition, other factors that would likely influence the success of decentralization reforms—including the
decentralization of authority, discretion, accountability, and incentivize to perform—are difficult to measure and
account for in explanatory models of decentralization success.
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Third, we explore whether the size and the composition of the local public sector matters. Most
importantly, does more spending at the local level result in better development outcomes?
Ideally, we would like to know if service delivery performance improves when more resources
reach frontline service delivery units.

In order to start addressing these questions, this study will (1) develop a rigorous methodology
for comparing local public sector finances for countries with different subnational budget
structures; (2) collect comparative data for a variety of developing countries; and (3) conduct an
analysis of local public sector finances, by comparing local public sector expenditures in both
predominantly devolved as well as deconcentrated countries.

Research methodology

With the immediate focus of the current study being on the analysis of the vertical allocation of
financial resources within the public sector resources, our research methodology involves three
key steps: (1) the selection of countries to be included in our initial research sample; (2) the
development of a methodology to capture the size and composition of the local public sector
expenditures; and (3) consideration of the potential shortcomings of the methodology. It would
also be prudent to establish prior expectations about the potential determinants of the size of
local public sector expenditures, as well as about the potential impact of the size of the local
public sector on government effectiveness and other development outcomes.

Country selection. The aim for the initial country selection was to create a dataset that would
include data points for about a dozen countries, including countries with a predominantly
devolved public sector structure and countries with a predominantly deconcentrated public
sector. Additional considerations for country selection included the expected availability of the
necessary (fiscal and non-fiscal) data to prepare a local public sector Country Profile, as well as
the desire to have regional diversity. In particular, the aim was to collect data for countries from
Asia and sub-Saharan Africa, as these are the most under-represented regions in terms of
available data.

With these selection criteria in mind, the following twelve countries were selected for the initial
analysis of the vertical allocation of public sector resources in developing countries: Bangladesh,
Cambodia, Ghana, Indonesia, Kenya, Mozambique, Nepal, Nigeria, South Africa, Sierra Leone,
Tanzania, and Uganda. Expenditure data for Ghana and Kenya were omitted from the analysis at
this time, due to the incomplete nature of their expenditure profiles.

Capturing the size and composition of the local public sector: the LPS expenditure profile.
Public spending decisions, especially in developing countries, are seldom driven by a detailed
analysis of how public resources ought to be spent in order to obtain the biggest impact on the
policy objective being pursued (i.e., how to obtain the best value-for-money).® Instead, poor
budgetary practices (whether caused by political influence, incrementalism in budget

® In developed economies, a host of analytical tools are available and frequently used in a domestic context before
major spending decisions are made.
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formulation, weaknesses in budget execution, or institutional or bureaucratic capture) often drive
the allocation of budgetary resources. In an odd alignment with host-country practices, the same
lack of analysis generally characterizes the interventions pursued and supported by the
international development community as well.

Although the vertical allocation of public resources (i.e., the share of public sector finances that
is spent close to the people—in contrast to resources spent on central government bureaucrats
sitting hundreds of miles away) would likely be an important indicator of the efficiency or
performance of a public financial management system (PFM), most PFM assessment instruments
generally do not look at how resources are actually allocated or spent: instead these assessment
tools tend to focus on the adequacy of the PFM systems themselves without looking at actual
resource allocations, and without looking at the share of public resources spent on frontline
services or other indicators of expenditure effectiveness.’

Based on existing data sources, the approach that comes closest to allowing us to establish a link
between public sector expenditures on specific public sector functions and specific development
outcomes is to rely on the functional classification of expenditures. While the IMF Government
Financial Statistics yearbook presents a functional breakdown of public sector expenditures for
dozens of countries, statistics for functional expenditures at the regional or local governments are
generally not reported for developing countries in Africa and Asia. Nonetheless, a mapping of
public expenditures by functional classification would at least show the share or public sector
resources that the public sector allocated in pursuit of sectoral development objectives (shown in
figure 2, panel A). Note that the width of each sectoral bar in the graph corresponds to the
relative share of sector expenditures (as percent of total public expenditures).

Figure 2. Capturing the size and composition of the local public sector
The local public sector expenditure profile—an example

Panel A: Sectoral expenditures Panel B: Local government Panel C: Local public sector
(central and local combined) expenditures by sector expenditure profile
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" For instance, consider the Public Expenditure and Financial Accountability (PEFA) assessment, or the Open
Budget Index.
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From this level of detail (i.e., based on total sectoral expenditures alone), it is possible to
conclude that a country allocates a smaller or larger share of its public finances in support of the
education sector or the health sector, perhaps revealing a preference for spending in these sectors
vis-a-vis spending on other sectors. One might use such a profile to analyze whether greater
public spending within a sector results in better sectoral performance, for instance, by relating
sectoral MDG performance indicators in the education, health, or water sectors to sectoral
expenditures. This rudimentary expenditure profile, however, provides no information whether
the resources within each sector are spent in a prudent manner. For instance, are the majority of
sectoral resources used to fund teachers and school books, or are these funds retained at the
central government level for workshops and travel allowances for central-level officials?

In order to establish an (incrementally) stronger link between public sector expenditures and
development outcomes, it would be useful to know—within each sector—the share of sectoral
expenditures made by local government officials versus central government entities. This
information is especially helpful if we believe that local officials under the control of locally
elected leaders are responsive and accountable to their communities, whereas central officials are
far removed from effective accountability controls. This option is highlighted in figure 2 (panel
B), where the dark blue bars denote the share of sectoral expenditures that are made by elected
regional or local governments, while the grey portion of each bar indicates the proportion of
sectoral expenditures made by central authorities. As was the case in the first panel, the width of
each bar reflects the relative share or proportion of each sector in total public expenditures.
Currently, the data necessary to prepare a public expenditure profile at this level of detail is only
availablesfor a number of OECD countries, as well as a handful of developing countries in Latin
America.

As was noted earlier in this document, an public expenditure profile looking exclusively at
devolved expenditures (as is the case for panel B) continues to fall short from showing a
complete picture of local public sector expenditures, as it fails to reflect other local public sector
expenditures, such as deconcentrated expenditures or other (central direct or delegated)
expenditures on localized public services. In response, panel C present a comprehensive local
public sector expenditure profile, which shows not only devolved local government expenditures
(dark blue), but also reflects expenditures made by deconcentrated local administration bodies
and other local public expenditures (in light blue). This is the level of detail with which the
current study was able to collect public expenditure data for a sample of developing countries. In
order to achieve a consistent picture of local public sector expenditures across countries,
guidance on how to characterize and quantify local public sector expenditure was developed as
part of a detailed Local Public Sector Country Profile Handbook (Boex 2012).

Although an even greater level of detail would be desirable,” the current LPS expenditure profile
establishes a unique starting point to construct a “production function” for each sector, linking

8 See Dziobek, Gutierrez Mangas, and Kufa (2011) for public expenditure mappings by government level and by
economic classification.

° An even more meaningful breakdown of expenditures would be to collect public expenditures for each government
level or administrative tier by sector and by economic classification. It was not possible to obtain local public sector
expenditure profiles at this level of detail given the constraints on time, resources, and data access.
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how desired sectoral outcomes may be determined not only by the total amount of sectoral
expenditures, but also the different levels and types of sub-central spending within each sector.

Weaknesses of the LPS expenditure profile methodology. The process of applying the local
public sector expenditure profile methodology to a dozen developing countries revealed a
number of practical—but largely unavoidable—weaknesses of the methodological approach.
These issues are common to all cross-country comparative efforts that depend on data
consistency across different forms and levels of government. To the extent that these issues may
result in potential biases in the resulting expenditure profiles, it is appropriate to recognize these
issues and contemplate the impact of these issues on the empirical results.

Expenditure profiles are influenced by the degree of detail in budget documents. The
composition of LPS expenditure profiles is unavoidably influenced by the level of
expenditure detail with which budget documents are available. In countries with a highly
centralized or deconcentrated budget structure, the LPS methodology relies extensively on
central budget documents to identify the degree to which national budget expenditures are in
fact deconcentrated expenditures, and the extent to which central ministries provide (direct or
delegated) funding to support localized public services. In countries where the national
budget provides greater expenditure detail, it is easier to identify deconcentrated expenditures
and/or other public sector expenditures that are local in nature. As such, the degree to which
the methodology will identify expenditures as “local” is driven in part by the level of
transparency in the national budget.'

Lack of reporting on local government expenditures and revenues. Many countries do
not collect or aggregate local government expenditure data, and even those countries that do
collect local government finance data seldom collect them based on the functional
classification of expenditures. In such cases (in the absence of local government reports on
expenditures), we typically made the assumption that earmarked (or sectoral)
intergovernmental fiscal transfers are spent for their intended purpose. For some of the other
countries in our sample, assumptions or estimates had to be made regarding (1) the level of
local own source revenue collections, and (2) the way in which these revenues were spent
across functions, in order to arrive at the most comprehensive picture of local government
finances possible.

The profile performs better in countries with a single local government level. The LPS
expenditure profile (as shown in figure 2, panel C) cannot necessarily be given the same
interpretation in countries with a single local government level when compared to countries
that have one or more substantive intermediate government levels. In countries with a single
local government level or local administrative tier, local public sector expenditures
consistently reflect resources flowing down to the local level, much of which is used to fund

1970 the extent that vertical resources flow to the local public sector in a highly fragmented manner in the national
budget—with fragmentation that makes these funding flows unobservable at the level with which the national
budget is prepared and reported—the potential bias due to the level of budget reporting might be partially offset by
the fact that multiple, highly dispersed, small vertical funding flows might be more prone to capture or diversion
before actually arriving at the local level.

Analyzing the role of the local public sector in achieving sustainable development 10



or support frontline services. This stands in some contrast to countries with a substantive
intermediate government level, as regional governments in such countries may in fact
perform administrative and oversight functions similar to central governments in single-
tiered unitary countries. Similarly, depending on the size of intermediate (regional)
government jurisdictions, these intermediate-level governments may be too far removed from
the electorate to be meaningfully held accountable by their constituents.

e The extent to which development resources are captured is unclear. The intent of the
expenditure profile is to capture all of the public sector’s resources that are available for
service delivery and infrastructure development in each sector; this includes both financial
resources contributed by domestic taxpayers as well as development spending contributed by
international donor agencies. Whenever development assistance is captured on-budget, these
resources are included in the local public sector expenditure profile. Without further
investigation, however, it is difficult to determine to what extent donor agency resources are
appropriately reflected in government budgets at various levels.

e The expenditure profile shows financial resources spent at the local level, but not
necessarily who controls them. Finally, it is important to recognize that the LPS
expenditure profile—when taken by itself—does not show how resources are controlled at
each level.™ For instance, it is not unusual for local government spending on wages to be
fully earmarked and controlled (in essentially all aspects) by the higher-level government. As
a result, the expenditure profile reflects the degree of spending that takes place at the local
level, and not necessarily the degree of local spending that falls under the control of local
governments or other local entities.

Possible determinants of the size of the local public sector. Before proceeding with the analysis
of the size and composition of local public sector expenditures in different countries, it is useful
to take a moment to consider possible determinants of the size and composition of local public
sector expenditures. Why is the local public sector in one country larger than in another? Both
economic and technical reasons, as well as political economy arguments, should be considered.
Although the initial data sample is too small to conclusively answer these questions, these
potential determinants are explored below. These possible determinants could further be
transformed into testable hypotheses in the future when additional data points become available.

e Demand for localized public services. If the demand for the services provided by the local
public sector varies from one country to the next (for instance, based on different levels of
income across countries), then this would likely cause variations in the size of the local
public sector. The standard assumption in public finance literature is that the demand for
public services is highly income elastic (exceeding unit), meaning that the demand for
spending on public services rises more than proportionally when household incomes grow.
This phenomenon would (help) explain relatively small public sectors in low-income

11t should be noted that the institutional profile—which is part of the broader Local Public Sector Country
Profile—does seek to identify the degree of institutional discretion that local entities have, including the discretion
over managing their own financial resources. However, the institutional profile considers the overall degree of
discretion, rather than considering discretion and control over each separate funding flow.
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countries vis-a-vis large public sectors in more developed economies. Similarly, if the
income elasticity of demand for local public sector services (e.g., education and health
services) exceeds the income elasticity for central public services (e.g., national defense),
then we would expect wealthier countries to have a larger local public sector.

e Population size of country. A second economic argument could be made based on the
concept of scale economies. If there are fixed costs to the provision of central public services
in a country, then we would expect the relative size of the central public sector to decline
(and conversely, the size of the local public sector to increase) as a country’s population size
increases.

e Capacity and responsiveness of the local level. Next, the overall capacity and
responsiveness of the local level could also have an impact of the size of the local public
sector. Economists would argue that a higher relative price for (local) public services
associated with lower levels of capacity (vis-a-vis central public services) could potentially
either increase or decrease the total amount of spending on local public services, depending
on the price elasticity of demand for local public services. Of course, it is likely difficult to
measure the capacity or responsiveness of local-level officials and local jurisdictions,
especially in proportion to the capacity level of central government officials. Furthermore,
care should be taken to interpret the relationship between local-level capacity and the size of
the local public sector, as local capacity levels could either be a cause or an effect of a larger
local public sector.

e Organizational structure of the subnational public sector. Building on the previous point,
one may expect the organizational structure of the subnational public sector to influence the
size of the local public sector. For instance, devolved countries may have a larger local
public sector if the presence of elected local bodies makes the provision of local public
services more responsive or efficient and thereby creates a stronger demand for vertical fiscal
balance. Similarly, other features of the organizational structure of the subnational public
sector could influence the size of the local public sector. For instance, one could speculate
that the average jurisdiction size of the main local level might have an impact on the level of
local public sector expenditures: local public sector spending is likely to go down when
jurisdictions are inefficiently small (failing to capture scale economies) or inefficiently large
(failing to be responsive or accountable).

In the same way, one could argue that the political economy effect could run in the opposite
direction: the more autonomous local entities are, the smaller the institutional incentive
would be for higher-level officials to advocate for subnational resource increases. Under this
alternate hypothesis, public sectors that are more politically decentralized could face greater
pressures from central-level stakeholders (politicians and senior civil servants) to reduce the
level of local public sector expenditures.

e Central monopoly power. Finally, if excessive centralization is driven by political and
institutional motives at the central government level, then we would expect countries that are
less politically competitive (e.g., where more political power is centrally monopolized) to
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have a smaller local public sector. In contrast, countries with a competitive political
environment would tend towards an optimal vertical sharing of powers and resources.

Does the size of the local public sector matter? Possible impacts of the size of the local public
sector. A final question to be asked is whether the size of the local public sector matters. What
are the possible impacts of the size of the local public sector on the functioning of the public
sector?

The theory of change proposed earlier suggests that greater local public sector spending, all else
equal, will result in a more effective public sector, greater levels of popular empowerment over
the public sector, and better (more efficient and equitable) public services.'? In contrast, other
voices have suggested that due to perceived weak capacity and accountability of local institution,
more decentralization (i.e., greater local public sector spending) generally has the opposite effect.
In this line of reasoning, a larger local public sector would be associated with less effective
public service delivery and greater corruption.

Although the current study does not relate local sectoral spending shares with sector-specific
development outcomes,™ the preliminary empirical analysis below considers the relationship
between the size of the local public sector in different countries and the relative level of
government effectiveness in each of these countries based on an indicator of government
effectiveness prepared by the World Bank. In addition, the analysis considers the relationship
between the size of the local public sector and the effectiveness of corruption controls based on
the available data sample.

Of course, we would not necessarily expect all local government expenditures to have the same
level of impact on government effectiveness. For instance, although one could speculate that
different types of local public sector spending all have a positive impact on the effectiveness of
the public sector, many observers would expect certain types of local public sector spending
(e.g., devolved local public sector spending) to have a bigger impact on government
effectiveness than other types of local public sector spending (e.g., deconcentrated local public
sector spending or central line ministry spending on localized services). The simplest
multivariate empirical model might define this relationship as

Government Ef fectiveness; = [, + B1 Devolved LPS; + B,Non — devolved LPS; + €;
Although conducting a multivariate quantitative analysis would require a sample size that is

greater that the ten observations currently available, it is useful to think ahead to the types of
empirical analysis that would be feasible when a sufficient number of observations are available.

12 One of the things held equal is the system of local governance, which influences the degree of discretion,
accountability and incentives for local officials to perform well.

3 More detailed sectoral analyses are currently being pursued for the education and health sectors (DeLoG/Ul
2013).
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Empirical results: an overview of the size and composition of local public sector
expenditures in different countries

As part of this study, local public sector expenditure profiles were prepared for ten countries:
Bangladesh, Cambodia, Indonesia, Mozambique, Nepal, Nigeria, South Africa, Sierra Leone,
Tanzania, and Uganda.'*

It is difficult to provide in-depth discussions of ten public expenditure profiles without
distracting from the main story line. As such, two figures are presented in this section in order to
provide an overview of the main finding from the large number of profiles prepared. First, figure
3 (next page) shows detailed local public sector expenditure profiles for four sample countries:
Indonesia, Mozambique, Tanzania, and Bangladesh. These four country examples provide a
range of experiences with regard to the size and scope of the local public sector. Next, figure 4
presents a comparative overview of the size and composition of Local Public Sector
Expenditures in all ten countries included in the study.

Figure 3 shows considerable variation in size and composition of local public sector expenditures
in each of these four countries. A brief description of the salient features of local public sector
expenditures in each of the four countries follows. More detailed country case descriptions—
along with detailed Local Public Sector Country Profiles— can be found online at
www.localpublicsector.org.

Indonesia. The role of Indonesia’s subnational public sector was defined by the “big bang”
decentralization reforms that were introduced in 2001. These reforms devolved 26 key public
functions—including the responsibility for the delivery of basic education, health, and other key
service delivery functions—to the local (district) level. In addition, the decentralization reforms
introduced legislation that provides considerable financial resources to the local level through a
combination of revenue sharing, an unconditional equalization grant (the so-called Dana Alokasi
Umum, or DAU), various earmarked grants and local own source revenues.

The success of Indonesia’s decentralization reforms to ensure that “finances follow function” is
revealed by figure 3, panel A. About half (48.3 percent) of public sector expenditures in
Indonesia take place within the local public sector. This does not mean, however, that all local
public sector expenditures are undertaken by the elected local government level: just under one-
third (29.1 percent) of total public expenditures take place at the local (kabupaten/kota) level,
while another 9.5 percent of public expenditures are made at the (elected) provincial government
level. In addition to these provincial and local expenditures, central government ministries
dedicate another 9.7 percent of total public expenditures to public services delivered at the local
level. The national government retains 51.7 percent of public sector resources for national
functions and activities that fall outside the local public sector.

Beyond the generous share of public sector finances that is spent by the local public sector in
Indonesia, it is notable that local public sector expenditures are not limited to the “typical”

 Whenever possible, data were collected for 2010 or the closest budget year for which budget execution data were
available.
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sectoral functions assigned to the local level, such as education and health; instead, local public
sector expenditures are relatively high across all functional areas, including public administration
(general public services).

Figure 3. Size and composition of LPS expenditures in four countries: Indonesia, Mozambique,
Tanzania, and Bangladesh
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Mozambique. As revealed by figure 3 (panel B), the organizational structure of Mozambique’s
public sector is considerably different than Indonesia’s public sector structure. Mozambique’s
Law on Local State Organs (Law 8/2003) defines the country’s provinces, districts,
administrative posts and localities as deconcentrated local state organs. This law designates the
(unelected) district level in Mozambique as “the principal territorial unit of the organization and
functioning of the local administration of the State and the base of the planning of the
economical social and cultural development of the Republic of Mozambique”. In addition to the
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deconcentrated state structure, 43 politically autonomous, elected municipalities (autarquias)
deliver urban public services in the country’s urban areas.

Despite the virtual lack of political decentralization in Mozambique, a considerable share of local
public sector expenditures take place below the central administration level (figure 3, panel B).
Guided by a highly detailed and transparent national treasury system that covers all tiers of the
public sector, 44.1 percent of public sector finances are spent at the provincial, district, or
municipal levels. Similar to Indonesia, and in seeming contrast to the country’s centralized
political structure, local public sector entities (provinces, districts, and municipalities) are
involved in the provision of public services across the board.

Tanzania (Mainland). The United Republic of Tanzania is a federation of Tanzania Mainland
and Zanzibar. Elected local governments were (re-)established in Tanzania Mainland in 1982.
Since adopting a Policy Paper on Local Government Reform in 1998, the government has been
pursuing an incremental strategy of ‘“decentralization by devolution.” Although local
governments at the district level form the frontline in the delivery of key public services, central
authorities continue to play an important role in the local decision-making and in local service
delivery processes.

Even though district and urban authorities are assigned many important social and economic
public service delivery responsibilities, spending by local government authorities accounts for
only 20.2 percent of public sector expenditures. In addition, regional administrations are
responsible for 2.0 percent of public expenditures, while central line ministry expenditures on
frontline service delivery at the local level account for 11.5 percent of total public spending. In
total, therefore, local public sector expenditures in Tanzania account for only about 33.7 percent
of total public expenditures. This means that almost two-third of public sector resources (66.3
percent) is retained at the central level without finding its way to the local public sector.

Unlike Indonesia and Mozambique, there is a greater contrast in Tanzania between the role of the
local public sector in the main social sector functions (which receive sectoral grant support from
the central government: education, health, agriculture, and water) and all other public sector
functions (figure 3, panel C).> A noticeably smaller share of general public services (i.e., local
administration expenditures) takes place in Tanzania (17.5 percent) when compared to Indonesia
and Mozambique (26.2 percent and 29.9 percent, respectively).

Bangladesh. The government of Bangladesh has committed to bringing “basic public services to
people’s doorsteps.” However, with a population of around 150 million people and a highly
centralized and hierarchical government structure, the country is widely considered to be among
the most centralized in the world. However, the government has been pursuing a series of
reforms since 2006 to strengthen the role of local bodies in the public sector. While local
elections were held in 2008, most of the recent legislation empowering local bodies has yet to be
fully implemented.

> Local road maintenance and local administration also receive sectoral grants from the center.
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The absence of detailed budget data sources makes it difficult to disentangle exactly what share
of public sector expenditures finds its way to the local public sector to fund frontline public
services in Bangladesh. Estimates for FY 2010-11 suggest that approximately 3.1 percent of
public spending in the country is done by Union Councils and urban local bodies. In addition,
roughly 8.3 percent of public expenditures take place through deconcentrated bodies at the Zila
and Upazila level, whereas an additional 7.5 percent of spending is contained in central line
ministries budgets in direct support of 'local’ front line service delivery. These estimates suggest
that in total, only about 18.9 percent of public expenditures are devoted to the local public sector.

Beyond the overall much smaller share of the local public sector in the country, the visual
depiction of Bangladesh’s local public sector expenditure profile (figure 3, panel D) shows three
trends. First, the total share of spending on the main social sectors (education, health, agriculture,
and water) is much smaller in Bangladesh than in the other countries highlighted. Second, in
these social sectors, the share of public spending that flows down to the local level appears to be
considerably smaller than in the other countries reviewed. Third, extremely limited financial
resources appear to be available at the sub-national level in all other functional areas, including
general administrative services).

The level of detail in national budget documents hindered the process of identifying all funding
flows and financial resources that may find their way to the local public sector to fund frontline
public services.

Comparison of selected countries. What do we find when we analyze the size and composition
of all ten countries for which local public sector expenditure profiles were completed as part of
this study? This analysis is presented in figure 4 below.

Figure 4. Size and composition of local public sector expenditures: comparison of selected
countries
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The small size of the sample means that no definitive conclusions can be drawn based on this
initial sample. Nonetheless, the preliminary findings are an important step in achieving a better
understanding of the local public sector, and for guiding future research

Finding 1. There is considerable variation in the size and composition of local public sector
expenditures between countries.

The first finding revealed by the comparative analysis of local public sector finances is that there
is considerable variation in the size and composition of local public sector expenditures between
countries. Based on the sample of developing countries analyzed, it appears that in a “typical”
developing country (to the degree that such a country exists) roughly 30-40 percent of public
resources is spent at the local level. Around this average, the share of local public expenditures
ranges widely from around 20 percent (e.g., Bangladesh) to around 55-60 percent (e.g., South
Africa, Nigeria). It is hard to imagine that such huge variations in expenditure patterns do not
have an important impact on the respective countries’ development and service delivery patterns.

The LPS expenditure profile methodology further reveals the size and composition of local
public sector expenditures in predominantly deconcentrated countries which—until now—were
hidden from view. The comparison in figure 3 indicates that a wide range of practices exist in the
vertical allocation of resources among deconcentrated countries, ranging from around 20 percent
in Bangladesh to approximately twice that in Mozambique.

Figure 3 also confirms the importance of looking beyond just the expenditures of elected local
governments, and emphasizes that, in reality, countries pursue a multi-level approach to service
delivery and development. This is revealed in the graph by the considerable differences between
the level of devolved (local government) expenditures on one hand (in dark blue) and the total
size of the local public sector on the other hand. One would get an extremely incomplete sense
about a country’s local public sector by looking exclusively at devolved local government
expenditures rather than by looking at the total size of the local public sector. While, as expected,
we find this to be true for predominantly deconcentrated countries (where the existing metric for
local government finance overlooks the majority of local public sector spending), we also find
this to be true for predominantly devolved countries, where it is not unusual for non-devolved
funding streams to account for 25 percent or more of local public sector expenditures.

The pattern confirms the notion that local government sector expenditures (as currently measured
by the IMF [2001], and frequently used as a measure of expenditure decentralization) are
unlikely to be a satisfactory measure of (fiscal) decentralization in the developing world given
the wide variety of mechanisms with which local public sector entities and services are being
financed. As a result, any empirical analysis that has looked at the question of fiscal
decentralization and economic development exclusively on the basis of the devolved
expenditures is, at best, looking at only part of the picture.

Analyzing the role of the local public sector in achieving sustainable development 18



Analysis and discussion: additional findings regarding the size and composition
of local public sector finances

Given the observed variations between different countries in the size of their local public sector,
what clues—if any—can we find as to why the local public sector in some countries is larger
than in other countries? Similarly, does the size of the local public sector have an impact on
development outcomes? Even based on a relatively small sample of ten local public sector
expenditure profiles, a number of initial findings or lessons can be drawn from a basic analysis
regarding the size and composition of local public sector expenditures. Of course, these findings
are influenced by the selection of the sample, and it would be desirable to collect more LPS
expenditure profiles in order to verify whether these initial findings would still hold in a larger,
more representative sample. As such, this section presents four additional findings from the
current research phase.

Finding 2. The organizational structure of the subnational public sector seems to have some
impact on the size of the local public sector (but is not a dominant factor.)

The pattern revealed in figure 4 suggests that the organizational structure of a country’s public
sector—whether it is predominantly deconcentrated or devolved—is probably not as decisive of
a factor in determining the size or functioning of the local public sector as the conventional
wisdom may have suggested. Local public sectors that fall in the range from roughly 30 percent
to 45 percent of total public expenditures reflect a mix of devolved and deconcentrated country
systems. Thus, the organizational structure of the subnational public sector does not seem to have
a decisive impact on the size of the local public sector.

That said, a pattern appears to be detectable at the extremes of the spectrum in figure 4:
predominantly deconcentrated countries lean from the center of the graph towards the smaller
size of the spectrum, whereas devolved countries occupy the right-hand side of the spectrum
containing larger-sized local public sectors. As such, the political and institutional forces that
have led to a certain organizational structure also seem to provide a floor or a ceiling to the level
of sub-central spending in a country. Whereas it seems it would be difficult for countries with a
devolved public sector structure to fall below local public sector spending less than 30 percent of
public sector resources, countries that spend in excess of 45 percent of total public spending at
the local level seem to prefer a devolved organizational structure.

Another common assumption related to the organization of the local public sector—that
countries with one or more intermediate (government or administrative) levels have higher levels
of local public sector spending—does not appear to be supported by the current sample of
countries. While it is true that the three countries with the highest shares of local public spending
(Indonesia, South Africa, and Nigeria) each have a robust regional government level, virtually all
countries in the sample have two or more subnational levels or tiers, including those countries
with the smallest local public sectors (Bangladesh, Uganda Tanzania, Cambodia, and Nepal).'®

1% However, it is notable that three countries with the highest share of local public sector spending—in contrast to
the other countries—each have more than one elected subnational level.
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Figure 5. LPS Expenditures and Per Capita GDP

Figure 6. LPS Expenditures and Freedom House Score
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Based on our sample, however, it appears that predominantly deconcentrated countries tend to
have somewhat different public sector structure in terms of the number and size of subnational
jurisdictions at the lowest local government level. Bangladesh, Cambodia, and Nepal each have a
formal village level that plays an important political economy role in the public sector, even
though these jurisdictions typically have little or no service delivery responsibility.

Finding 3. For low-income countries, there appears to be no relationship between per capita
GDP and the size of the local public sector.

Figure 5 explores whether the size of the local public sector in a country is related to a country’s
income level, as measured by (per capita) GDP.!" As noted earlier, public finance theory would
suggest that if the demand for (localized) public services is income elastic (or at least, more
income elastic than centralized public services), than the demand for localized public services
would rise more than proportionally with income growth, resulting in higher-income countries
having a larger local public sector. Instead of a consistent linear relationship, our limited sample
suggests that two separate patterns may exist.

On one hand, for countries above a certain per capita GDP threshold, higher incomes seem to
result in a larger local public sector. Nigeria, Indonesia and South Africa (the three highest
income countries in the sample, each exceeding a GDP of US $ 1000 per capita) all have a local
public sector close to (or exceeding) 50 percent of public spending. However, it is unclear
whether this is the direct result of the rising demand for localized public services as income goes
up, or whether increases in the size of the local public sector above a certain income threshold
(and, possibly, impacts of domestic income on the organization of the public sector) are the
result of an increase in the demand for good governance associated with higher income levels.

On the other hand, the available empirical results do not suggest that there is a similar positive
relationship between GDP levels and the size of the local public sector for low-income countries
(with GDP per capita below US $1000 per capita per year). In fact, for low-income countries in
the sample, there appears to be no relationship whatsoever between per capita GDP and the size
of the local public sector (figure 5).

The finding of an apparent threshold effect is consistent with Collier’s (2009) argument that the
benefits of participatory governance institutions are likely to vary with a country’s income level.
Specifically, Collier notes that for middle-income countries, democratic governance
systematically reduces the risk of political violence, whereas for low-income countries, the
introduction of democratic institutions may make society more prone to political violence.
Collier identifies a per capita GDP of $2,700 per annum as a tipping point, below which the
preconditions for accountability and legitimacy for a responsive, democratic society may be
missing.

7 Note that in figures 5-8, predominantly devolved countries are indicated with blue markers, while predominantly
non-devolved (e.g., deconcentrated) countries are indicated with red markers.
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Finding 4. Central (political/bureaucracy) monopoly power seems to be an important factor in
determining the size of the local public sector.

A factor that seems to play a more consistent role in determining the size of the local public
sector is national political contestability. Above, we hypothesized that countries where central
authorities have an uncontestable hold on state power, center-level stakeholders (be they political
or bureaucratic) are likely to retain a greater share of public resources for themselves. In effect, if
state power is not contestable at the central level, central regimes (whether the political
leadership itself or the central bureaucracy) may end up exploiting this lack of contestability by
retaining resources for themselves, resulting in behavior that is much like a predatory state. The
evidence presented in figure 6 seems to support this hypothesis.

Figure 6 reveals a relatively consistent, positive relationship between the degree of political
representation and civil liberty in a country (as judged by the Freedom House rating) and the size
of the local public sector. Countries that have fewer political rights and civil liberties (reflected
by a higher score on Freedom House’s seven-point rating scale) typically have a larger central
public sector. In turn, freer societies (with a lower score on the Freedom House rating) tend to
have larger local public sector, as hypothesized.

As far as the causality of the relationship shown in figure 6, it is likely that the presence of
central monopolistic power over the public sector (reflected by an absence of central political
representation and civil liberties) is indeed a causal determinant of the size of the local public
sector. Although central authorities are clearly able to control the size of the local public sector,
the exogenous paths through which the size of the local public sector would be able to directly
(or indirectly) cause greater political representation and civil liberties are much more tenuous.*®

Finding 5. There is a positive correlation between the size of the local public sector and
perceived government effectiveness and control of corruption.

Perhaps the most relevant policy question addressed by this study is not necessarily what causes
the size of local public sector expenditures to differ between different countries, but rather,
whether variations in the size and composition of local public sector finances cause the public
sector to be more effective or efficient in achieving its policy objectives. In a similar vein, what
does the analysis of local public sector finances reveal, if anything, about whether countries with
a more decentralized public sector (countries that spend a greater share of their public finances
within the local public sector) are more prone to corruption?

One of the empirical challenges faced in answering this question is the difficulty in measuring
government effectiveness: the (local) public sector produces a complex and multi-dimensional
basket of outputs across a range of functions and sectors. Although the United Nations has been
tracking countries’ progress on the Millennium Development Goals (MDGs) over time based on

'8 The Freedom House rating for political representation (and civil liberties) exclusively focuses on political
representation at the central or national level, and does not measure the absence of subnational political
representation.
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a set of MDG indicators, these indicators are difficult to aggregate or collapse into a single
variable.

For the purpose of this study, we rely on two governance indicators prepared by the World Bank
(Kaufmann, Kraay, and Mastruzzi 2010), namely government effectiveness, which reflects
perceptions of the quality of public services, the quality of the civil service and the degree of its
independence from political pressures, and the quality of policy, and control of corruption,
which reflects perceptions of the extent to which public power is exercised for private gain,
including both petty and grand forms of corruption, as well as capture of the state by elites and
private interests. Although these measures reflect perceptions about government effectiveness
and corruption rather than objective measures of public sector performance (such as the number
of pupils enrolled in public schools or the number of patients treated by public health facilities),
these measures should be considered consistent and relevant indicators measures of public sector
performance for the purpose at hand. A higher value for these indicators reflects a better
governance outcome (i.e., a more effective government or better control over corruption).

Although it worth repeating the caveat that the number of countries included in our initial
analysis of local public sector finances is small and not necessarily representative, figure 7
reveals a fairly strong, positive correlation between size of the local public sector and
government effectiveness. Likewise, figure 8 reflects a clear, positive correlation between size of
the local public sector and control of corruption, suggested that countries that have a large public
sector (i.e., more decentralized) are less corrupt than more centralized countries.® These
findings seem to go against the warnings issued by critics saying that fiscal decentralization is a
road full of dangers and pitfalls. Of course, correlation does not necessarily mean causality, and
the established relationships are not linear, suggesting that (as expected) there are other variables
that help determine the degree of government effectiveness and control of corruption. In
particular, the data suggests that Nigeria (and to a lesser extent, Sierra Leone) is an outlier.

These results are consistent with our theory of change, which states that the effective and
equitable delivery of localized public services is likely to be achieved in a sustainable manner
when the local public sector is given the necessary resources to do its job well, relative to total
available public resources and the public sector’s priorities. This initial result is also consistent
with the basic argument made by the fiscal federalism literature—that increased local
government spending is generally a force for good in improving public services. The empirical
evidence presented in figures 7 and 8 suggest that this conclusion is not limited to devolved local
government expenditures and can likely be extended to include other local public sector
expenditures as well.

Although it is clear that a large local public sector is generally associated with greater
government effectiveness and better control of corruption, care should be taken not to over-
interpret this initial evidence. After all, it is possible that the causality runs in the opposite
direction, and that countries with more effective government systems (and countries with more
robust accountability mechanisms) are able to allocate a greater share of public sector resources

9'In both of these cases, Nigeria proves to be a clear outlier.
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below the central level.”® It is important to note that many of the impediments to government
effectiveness and corruption control, however, are endogenously determined by public sector
officials (often referred to as “political will”), rather than being exogenously determined by
factors beyond a country’s control (such as a country’s income level).?

Clearly, the relationship between size of the local public sector (on one hand) and government
effectiveness and corruption control (on the other hand) requires further exploration beyond the
bivariate analysis presented here. A multivariate analysis based on a greater number of
observations would be able to more definitively answer whether government effectiveness is
improved by greater local public sector spending or vice versa. Such analysis could further
explore to what degree other factors, such as differences in subnational organization, discretion,
accountability, or incentives, contribute to differences in government effectiveness and to
differences in other public sector performance indicators.

Conclusions and next steps

This study reflects the first-ever comprehensive attempt to look at local public sector
expenditures by going beyond the conventional wisdom that the only type of local spending that
matters is the expenditures of elected local and regional governments. Though elected local
governments are key providers of local public services in countries with a predominantly
devolved public sector structure, this study looks at all different types of financial resources
available at the local level across devolved as well as non-devolved countries. For instance, in
addition to local government expenditures, the local public sector expenditure profiles upon
which our analysis is based take into account deconcentrated expenditures (expenditures made
by regional and local administrative bodies or departments) as well as central line ministry
expenditures made directly (or through delegation) in support of public services delivered in a
localized manner.

The comparative analysis of local public sector finances reveals that there is considerable
variation in the size and composition of local public sector expenditures between countries.
Based on the sample of developing countries analyzed, the share of local public expenditures
across countries ranges from around 20 percent (e.g., Bangladesh) to around 55-60 percent (e.g.,
South Africa, Nigeria). Defying conventional wisdom, the observed variation does not allow us
to neatly divide countries into devolved versus deconcentrated categories solely based on the size
of their local public sector.

In addition to revealing the size and composition of local public sector expenditures in
predominantly deconcentrated countries which—until now—were hidden from view, the
analysis of local public sector expenditures also confirms the importance of looking beyond the

% It should be noted that the measures of good governance relied on here—government effectiveness and control of
corruption—measure governance outcomes that apply to the public sector as a whole, rather than exclusively
capturing government effectiveness or corruption at either the central or the local level.

2! For instance, Mozambique is good example of a low-income country that spends a considerable share of public
resources subnationally (largely in a deconcentrated manner) through highly transparent national budget and
treasury systems.
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expenditures of elected local governments, even in countries that are predominantly devolved.
The analysis finds that most—if not all—countries pursue service delivery and development
through a multi-level approach by which different elements of frontline services are supported
and delivered by different government levels through a range of different funding modalities.

Based on our initial sample, the analysis pursued in this study further suggests that central
political contestability seems to be an important factor in determining the size of the local public
sector, as countries where central regimes have a stronger monopoly on power tend to spend less
at the local level. Likewise, the study uncovered a positive correlation between the size of the
local public sector and perceived government effectiveness and control of corruption. Although
the direction of causality of these relationships is unclear, our results provide initial evidence that
more effective (and less corrupt) public sectors spend a greater share of their resources at the
local level.

However, our initial conclusions are limited by a relatively small number of countries for which
we were able to prepare local public sector expenditure profiles. A larger sample of country
profiles will be needed to make firmer conclusions about the impact of the local public sector on
government effectiveness, and in order to make other inferences about the impact of the local
public sector on service delivery performance and development outcomes. For instance, while
our preliminary results suggest that greater government effectiveness is associated with greater
spending at the local level, it is clear that more money at the local level is not enough. An
important unresolved challenge that requires additional data to resolve is the determination of
what (local and intergovernmental) institutional factors matter in achieving effective and
inclusive delivery of local public services. One question in particular that is likely to garner great
interest is whether the impact of devolved expenditures on service delivery performance and
development outcomes is greater or equal than the impact of non-devolved expenditures on
public sector performance.

Whether more spending at the local level results in better development outcomes may also vary
from sector to sector. As such, further study is needed to determine whether more local-level
spending results in better service delivery outcomes for local services such as basic education,
primary health services, water supply, or other pro-poor public services. An effort to address
some of these questions is already underway, as development agencies are keen to understand
whether it is possible to unlock the potential of the local public sector in order to achieve the
health and education objectives to be pursued as part of the post-2015 global development
agenda (DELOG 2013).
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