1. Introduction and Summary

The paper provides information and anaysis in
support of the Bank’s subnational devel opment
strategy (GN-2026). . Subnational. . The strategy
will guide future Bank operations in support of
decentralization to address the complex issues
countries are facing in their efforts to promote the
socioeconomic development in subnational terri-
tories.

Chapter 1 provides an overview of the decentrali-
zation process in Latin America and the Carib-
bean and sets the stage for an analysis of the key
issues that need to be addressed by the Bank when
supporting the decentralization process in the re-
gion.

Chapter 2 discusses the challenges confronted by
subnational  governments. The development of
subnational governments is key to improving
well-being. subnational

The strategy recommends that the Bank assist
countries to create the conditions necessary to
reach these goals. That is, subnational govern-
ments capable of taking over expanded responsi-
bilities in the provison of services and infra-
structures and becoming active players in the
promotion of economic development in their ju-
risdictions. This approach requires a change in the
way the Bank approaches lending for subnational
development moving away from merely financing
the expansion of capacity and good financial
management and focusing attention on the system
of incentives built into the different structures that
determine subnational government outcomes:

1. The structure of intergovernmental relations.

2. The system of governance.

3. Theingitutiona capacity of subnationa gov-
ernments and

4. The mechanisms for financing subnational
entities.

The goal for Bank involvement in decentralization
isto establish subnational governments capable of
providing for themselves the ingtitutional and fi-
nancial resources needed to discharge ther re-
sponsibilities

The following chapters of the Background Docu-
ment support the objectives and recommendations
related to the four areas identified. Chapter 3 fo-
cuses on the structure of intergovernmenta rela-
tions and concludes that a well-designed structure
of intergovernmental relationships provides sub-
national governments with incentives to effi-
ciently allocate resources to the most sociadly
profitable uses. Consequently, recommends the
Bank to assist countries to establish subnational
governments with:

1. Clearly defined responsibilities.

2. Sufficient resources to discharge their func-
tions.

3. And facing hard budget constraints that force
decision makers to fully assume responsibility
for the tradeoffs involved in collecting and
alocating alimited pool of resources.

It is further recommended that to foster the effi-
cient alocation of resources at the subnational
level, the Bank should stress the need for a close
correspondence between those who benefit and
those who pay for government programs and
services to ensure that the different constituencies
are aware of the costs of their choices. The use of
transfers, co-participation in centraly collected
taxes, and other forms of higher tier financing of
subnationa governments need to be guided by the
objective of putting in place incentives for local
decision makers to adopt fiscally sound decisions.

Chapter 4 discusses the governance issues in-
volved in decentralization. It recommends the
Bank to stress the importance of well-functioning



mechanisms of citizen representation and over-
sight so that elected subnationa officials can be
effectively be held accountable and the manage-
ment of local affairs can be made transparent. At-
tainment of these governance objectives — essen-
tial conditions for democratic oversight — is a nec-
essary condition for good fiscal management and
accountability at the subnational governmental
level. To this end, the Bank will also contribute to
the strengthening of the centra government func-
tions related to setting performance standards,
performing evaluations and ensuring the transpar-
ency of subnational governments operations.

Chapter 5 concentrates on the institutional aspects
of decentralization and concludes that the Bank
should emphasize the need for subnational gov-
ernments to have sufficient ingtitutional capacity
and resources to discharge their responsibilities at
socially acceptable levels of performance. When-
ever necessary, the Bank sponsored programs
should include reforms and institutional develop-
ment components to support the development of
the organizational structure, administrative sys-
tems and human resource policies of subnational
governments of different size. Emphasis should be
placed on strengthening the civil service career,
thereby providing incentives for continuity and
the professional development of subnational civil
servants.

Chapter 6 discusses the variety of issues related to
financing subnational governments and recom-
mends the Bank to stress the paramount impor-

tance of sufficient sources of financing for ensu-
ing good subnational government performance.
Own sources of revenue should constitute the
principa source of financing for subnational gov-
ernments, using fee for services rendered where
possible. Otherwise, to the extent possible the
services should be financed from taxes borne by
local residents. When subnational services are
associated with national or regiona priorities,
high tier government transfers are efficient. Trans-
fers should not substitute for own revenues, and
should be in forms that do not distort local expen-
diture preferences. For borrowing to be an effi-
cient source of financing for subnational govern-
ments, regulations and capital markets, combined
with a sound structure of inter-governmental rela-
tions, should impose on them a hard credit disci-
pline. Therefore, the Bank will stress the need for
linking subnational development programs to pro-
grams aimed at developing capital markets and
their regulatory framework.

When appropriate, the Bank will incorporate the
necessary conditionality in subnational develop-
ment loans and will provide the required technical
cooperation and policy advice to foster a hard
credit discipline for subnational governments. R-
nally, chapter 7 discusses the implications of these
proposals for Bank operations in support of a-
centralization including a revision of the potentia
role that the lending and non-lending products
offered by the Bank can play in pursuing the -
jectives identified in the preceding chapters.



2. The Decentralization of Government,
A Sustained Trend in Latin America and the Caribbean

WHAT ISIT HAPPENING?
DEMOCRATIZATION AND
DECENTRALIZATION

Democratic Decentr alization

One of the most remarkable features of the e-
cent history of Latin America and the Caribbean
has been the decentralization of political and
fiscal decisions. The devolution of responsibili-
tiesto subnationa entities of government has
proceeded at a fast pace in the last decades. The
process has run in parallel with the democratiza-
tion of government, dramatically changing the
way local affairs are run in the region.

The number of IDB borrowing member states
with democratically elected centra governments
increased from 13 in the mid-1980s to al 26 in
the late 1990s. Democratization also has taken
place in subnational governments. Elected offi-
cias run municipal governments in 23 countries
(up from only 6 two decades ago), in most of
them (17) mayors are elected by direct vote
while in the rest theyare nominated by an elected
council (IDB 1997a).

Subnational governments not only are becoming
more democratic; they are also playing a larger
role in the management of loca affairs. In less
than 15 years the average share of public expen-
ditures managed by subnationad governments
rose from 8 percent to amost 15 percent. How-
ever, there are dgnificant variations among
countries in the degree of decentraization.
While Argentina, Brazil and Colombia are
highly decentrdized (with over 40 percent of
total government expenditures managed by sub-
nationals) others are still highly centralized. For
instance in Costa Rica, Dominican Republic,
and Panama subnational governments manage
less than 5 percent of total government expen-
ditures. Others have not decentralized at dl. In
Barbados and The Bahameas the central govern-

ment remains in charge of all expenditures (see
Table 1.1). There is sill much room for ex-
panding decentralization considering that in in-
dustrialized countries 35 percent of government
expenditures are in the hands of local authorities
(IDB 19974). In sum, as stated by Bird (2000)
decentralization is not only in the air; it is &
ready on the ground and influencing policy out-
comes throughout the continent in a major way.

Motivation

The motivations of the decentralization process
in Latin America and the Caribbean are many
and do not aways fully coincide with the propo-
sitions that support decentralization as a mecha-
nism to better allocate and use public resources.

The often-quoted advantages of decentralization
include allocative efficiency; that is, the poten-
tial for attaining a better match between the set
of goods and services offered by the government
and the preferences of the population. Decen-
tralization is aso reputed to foster greater levels
of engagement and ownership by the community
on loca development programs. In functioning
democracies, it should also result in greater a-
countability and better governance as decisions
are adopted closer to the community’s scrutiny.
The expectation is that the great variation of
needs and preferences observable in different
parts of the countries will be better served by
decentralized systems of decision-making than
by centraization (IDB 1998). These advantages,
significant for the alocation of resources, are
not present in the discharge of the governments
stabilization and redistribution functions that are
better executed in a centralized manner. Not
surprising, they have remained largely central-
ized.

The downsides of decentraization are aso sig-
nificant and fuel a strong counter current that
has tempered the decentralization drive in many



countries. Opponents point to the fact that
autonomy of decision does not by itself guaran-
tee improvements in public services. Service
provison may even worsen for certain groups if
the loca political elite captures the decision-
making process or if the distribution of resources
does not balance the delivery capacity among
subnational jurisdictions. Although these out-
comes are mostly the result of faulty intergov-
ernmental relationships that do not alow the full
benefits of decentrdization to bloom, they pro-
vide arguments to the centraization lobby usu-
aly nested around finance ministries and those
concerned with macroeconomic stability and
fiscal discipline.

Specific motivations driving decentralization
vary among countries. There are cases where the
process is driven by the desire of strapped cen-
tral governments to transfer the responsibility to
pay for local services to lower tiers of govern-
ment in the hope that local governments may be
able to mobilize community resources or raise
additiona revenue. In other instances, decen-
tralization is driven by the need to diffuse politi-
cal pressure exercised on the central government
by communities calling for greater participation
in decison-making. These motivations rarely
support efficient decentralization processes and
often lead to partia transfers of responsibilities
(thus generating overlapping jurisdictions) and
the alocation of insufficient resources to subna-
tional governments. There are also governments
that genuinely try to improve the provison of
certain services through decentralization. How-
ever, this motivation still may lead to deficient
intergovernmental relationships as central gov-
ernments find it easier to transfer the responsi-
bilities but not the resources decision-making
autonomy required to properly perform them.
Decentralization often clashes with dated legis-
lation framing intergovernmental relations, fur-
ther hampering the process.

L evel of Decentralization and
Type of Gover nment

The influence of the system of government on
decentralization is not conclusive to explain the
degree of decentralization attained in a country.
In principle, federa systems of government

would grant more autonomy to subnationa lev-
els of government than unitary systems, the lat-
ter leaning toward the exercise of greater de-
grees of central control. Actua autonomy
though, seems to be determined more by the po-
litical circumstances and size of the countries
involved than by the system of government.

Argentina, Brazil, Mexico and Venezuela are all
federal republics. However, the autonomy en-
joyed by subnational governments in each of
them is very different. At one end of the scale,
the large politicdl and fiscal autonomy of the
Argentine provinces is noteworthy. They have
their own constitutions and legidative bodies
that regulate many aspects of loca political and
economic life (including the responsibilities and
resources assigned to municipalities). They e
ceive block transfers from the central govern-
ment (coparticipaciones federales) that they can
alocate with autonomy. At the other end are the
Venezuelan states that have but nominal respon-
shilities and manage a small proportion of pub-
lic resources. Similarly, decentralization also
varies sgnificantly in countries with unitary
systems of government. For example, decen-
tralization is much greater in Colombia, a uni-
tary state, than in Mexico, which has a federa
government system. A decade-long, sustained
political commitment to decentralize responsi-
bilities and resources has made Colombia one of
the most decentralized countries in Latin Amer-
ica. In Mexico, however, the centra government
has retained many of the responsibilities and
resources that could have been handled by sates
and municipalities. Measuring decentralization
as the percentage of total public expenditures
managed by subnational governments, Argen-
ting, Brazil and Colombia are the most decen-
tralized countries of the Region (40 percent or
more), followed by Bolivia, Mexico and Vene-
zuela (between 20 and 30 percent) (see Table
1.1). This is a good mix of federal and unitary
states. Differences also exist in the focus of -
centralization. There are countries that trans-
ferred responsibility and resources to intermed-
ate levels of government, while others have done
it directly to the municipa level, often to the
detriment of the intermediate level. Argentina
and Brazil have emphasized devolution to the
intermediate level (provinces and states respec-



Table1.1. Countriesand Level of Decentralization

Level of Decentralization

Focus of De- (Subnational Public Expenditures as a percent of total)
centralization
More than 20% Between 10 and 20% | Lessthan 10%
Intermediate érrg;?tz 2; g)19.3) Peru (10.5)
Level (statesor ) y
provinces) Mexico (25.4)
Venezuda (19.6)
Colombia (39.0) Uruguay (14.2) Ecuador (7.5)
Bolivia (26.7) Chile (13.6) Trinidad and Tobago (7.2)
Honduras (12.3) Paraguay (6.2)
Guatemala (10.3) El Savador (6.0)
Local Leve Nicaragua (5.2)
(municipalities) Panama (3.2)
Dominican Rep. (2.9)
CostaRica (2.3)
Barbados (0.0)
Bahamas (0.0)

Source: IDB 1997a

tively) and through them, they transfer resources
and responsibilities to municipalities. Peru has
strengthened the provincial level of government
at the expense of the municipa level, while Bo-
livia and Colombia have done the opposite,
transferring resources and responsbilities
mostly to municipalities.

The decentralization processes currently taking
place in Latin America and the Caribbean sgl-
dom addresses explicitly the underlying system
of incentives driving the behavior of the differ-
ent actors in the process. the central government,
the various subnational governments, national
and local paliticians, government officials, the
loca community and the private sector. It is n-
creasingly evident that these incentives deter-
mine the outcome of decentralization and their
reform should play a magjor role in any decen-
tralization process. Failure to address the system
of incentives makes the resulting structure of
intergovernmenta  relationships incapable of
fully redlizing the potential benefits offered by
decentraization. This is a mgor theme of this
document that will be discussed in following
sections.

WHAT ISIT BEING AFFECTED?
LOCAL GOVERNMENTSAND THE
ASSIGNMENT OF RESPONSIBILITY

Assignment of Responsibility

A key aspect of decentralization is the assign-
ment of responsibility among different levels of
government. History and the system of govern-
ment have a significant influence on this. Cer-
tain functions have belonged to the subnationa
level of government since colonia times (for
example, the control of markets, abattoirs or
cemeteries has always been a municipa respon-
sibility). Other functions have been transferred
from the central or intermediate levels of gov-
ernment as a result of decentralization programs.
The net result of this process is that, to date, the
distribution of responsibility among the different
levels of government is only partialy optimal.
While some functions are alocated according to
the subsidiarity principle (i.e., decisons should
be made at the lowest possible level of govern-
ment), many are being shared by different levels
of government with a logic that can only be ex-



plained by the history of the decentralization
process.

The complexity of the issue prevents its full
analysis within the scope of this paper.” (It in-
volves a variety of factors, including the distri-
bution of responsibility for allocating resources
and choosing a delivery structure, as well as re-
sponsibility for the execution and supervision of
delivery.)A review of one of these aspects (the
distribution of responsibility for 24 functions in
18 countries), indicates that the greater the a-
centralization the larger the number of functions
whose execution is shared among levels of gov-
ernment (see Table 1.2). Not surprisingly, in
countries in which the subnationa level of gov-
ernment is responsible for less than 10 percent
of total public expenditure (Table 1.1), the divi-
sion of functions is fairly clear: the central gov-
ernment is responsible for providing most serv-
ices. In these cases, municipalities are mainly
concerned with traditional functions such as
maintaining roads and regulating markets, abat-
toirs and cemeteries. In countries with greater
decentraization of expenditures (between 10
percent and 20 percent controlled by subnational
governments), national and subnational govern-
ments share responsibility for a number of func-
tions. These are typicaly centered on socid
services, including primary and secondary health
care and education, and subsidized housing. The
involvement of intermediate levels of govern-
ment in the provision of services is only signifi-
cant in the most decentraized countries of the
region (Brazil, Argentina, Colombia and Mex-
ico). Most often, they share responsibility with
the nationa and municipa levels.

Allocation of Resour ces

A lesser degree of devolution of responsibility is
apparent in the alocation of resources among
the different levels of government. Frequently,
central  governments retain  decision-making
powers in the allocation of resources for services

! The IPES (IDB 1997a) contains data concerning the
distribution of responsibility the amount of resources
allocated to the function, decisions on the delivery
structure, execution and supervision of its delivery
for 20 servicesin 18 countries.

but assign their provision to lower levels of gov-
ernment.  In many countries, decentralization
refers to a delegation of responsibility for serv-
ice provison that places subnational govern-
ments in the role of agents of the central gov-
ernment for the execution of certain functions.
Proper decentralization involves devolution.
Devolution implies that the authority to decide
what services will be provided is transferred to
subnational governments together with respon-
sibility for implementation. A disturbing trend is
that, in the more decentralized countries, there
are a number of services for which decisons
about the allocation of resources are shared
among the different levels of government (often
al three levels). The ambiguities that this situa-
tion produces may be a source of inefficiency in
the alocation of resources that negates some of
the benefits of decentralization.

Sharing execution responsbilities among the
various levels of government may be efficient in
certain circumstances and a waste of resources
in others. When the overlap in responsibilities
results from a legitimate need to support weak
subnational governments, as is the case in pri-
mary and secondary education, sharing respon-
sibilities for providing the service may be effi-
cient. When the overlap results from an incom-
plete transfer of responsbility and duplicates
efforts, it is wasteful and may lead to an under-
supply of services. Programs whose aim is to
optimize the decentralization process must &-
sess this aspect carefully. The rationale for &-
signing responsibilities for making decisions and
alocating resources, as well as the structure of
delivery, execution and supervison, must be
evaluated in each particular case in order to e
act the appropriate reforms. What matters is not
so much that each expenditure function is clearly
assigned to one level of government or another,
but rather that al those involved understand
clearly who is responsible for carrying out which
tasks.



Table 1.2 Assignment of responsibility for the provision of services selected countries

Level of government

Shared responsibility of more than one level of government

N

National

Intermediate, State, Province, Regional

7

Local

Level Activity Country
ARG ' BRA ' COL ' BOL TMEX ' VEN T URY ' CHL THND ' PER 'GIM Y ECU ' TTO ' PRY I SLV ' PAN 'DOM ! CRI
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National |Utilitiesiregulation
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Police I :
Welfare services | : | :
Regiond highways | I | | : :
Secondary and tertiary health | I I
care : : :
Primary hedlth care I I H I |
Tertiary education r H _=
Secondary education i H i i H
Primary education i ‘ H I _=
Public transportation i i i I i i _i
Socia housing i H H H H I H h
Urban planning H 1 ll H H _I
Public hygiene i ! H i i I i
Potable water i I i i i I I _i
Sewaage i i i i i i i i
Waste management H 1 d ‘ 1 ‘ H H
- I I I
Drainege ! HERENEER HEE NN HERERRENN
1 1 T 1 1 1 1 1 T 1
Markets L[] | || L] ] HEEEEEERN
1 Ll T | T T Ll | | T Ll
Abattoirs HEEENN il EEEEEEEEEEEEENE | HEN
q 1 T 1 T 1 1 1 1 1 T 1
Cemeteries I I I I I i I I I I I I I
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Street mantenance ! ! H H H ! H ! 1J
T 1 1 1 1 1 1
Street lighting i i ] i i i i i i
i 1 1 1 1 1 1 1 1
Traffic control i i 1 1 i i i i i i i 1 i
i 1 ] I 1 I I I I 1 ] I
Loca Parks and recreation i 1 1 i i i i i i i 1 i
I Exclusive function N[Nation
Shared function |_|Intermediate
LfLocad [ |
Does not include traditional national functions like foreign affairs, defense, national highways. Functions are ordered from those most local at the botton to those more nationa at the top.
Countries are ordered according to decreasing level of decentralization from left to right on the basis of the dataon Table 1.1.
Source: IDB 1997 and Nickson 1995
Legend [ Soleresponsibility of thelevel of government



WHERE ISIT HAPPENING?
SUBNATIONAL GOVERNMENT,
POPULATION AND URBANIZATION

Decentralization and Size

A recent study identified a strong relationship
between size and decentralization. Measuring
size in terms of population, territory and GNP, it
was found that the greater the size, the greater
the decentralization (IDB 19974). The region’s
largest countries (Brazil, Argentina, Colombia,
Mexico), show greater degrees of decentraliza-
tion than smaller countries in terms of territory,
demographics or economic size. Extreme cases
of this relationship are the very small countries
of the Caribbean where there is no decentraliza-
tion at al. For instance, al public expenditures
in Barbados and The Bahamas are the responsi-
bility of the central government.

One of the basic characteristics of a subnational
government is a clearly defined jurisdiction.
Therefore, the apportioning of the territory
among these entities becomes a significant fac-
tor in the analysis. History, geography and the
regional economic development determine how
territories have been apportioned for interna
governance. Territoria jurisdictions established
in colonia times have survived the hazards of
independence and different economic and politi-
ca development cycles and define subnational
territories to this day. The boundaries of most
Brazilian states and Argentine provinces that
were established during the colonia era persist
to this day (to some degree because of inertia
and parochia interests). Only a handful of
countries have undertaken methodical revisions
of their territoria subdivision that changed sub-
national boundaries signif icantly.

Population size has a definitive impact on a
country’s political subdivisions regardless of
whether the government is federal or unitary.
Except for a few odd cases (Peru, which has
more municipdities than Colombia even though
it has a smaler population, or the Dominican
Republic with a larger population but fewer nmu-
nicipalities than Honduras and Paraguay) the

larger the country the larger the number of sub-
national governments (see Table 1.4).

Typesof Subnational Governments

The Latin American subnational government
landscape is complex. The more than 100 states
and provinces (also known as departments or
regions) and 14,000 municipalities that exist in
the region comprise a vast and varied set. Some
dtates have very large populations (the state of
Bahia has over 30 million inhabitants and the
province of Buenos Aires has more inhabitants
than most Latin American and Caribbean coun-
tries). Others are the economic powerhouses of
their countries (the state of S&o Paulo accounts
for over 50 percent of the industria output of
Brazil). There are also small and poor states that
command fewer resources than a medium-sized
municipality.

The great mgjority of the municipaities listed in
Table 1.4 are small and many are very small. As
Graph 1 shows, 90 percent of the municipalities
have less than 50,000 inhabitants and more than
30 percent have less than 5,000 inhabitants. Still,
the average sze of municipalities in Latin
America and the Caribbean is reatively large
compared with the European countries. Table
1.4 shows that, excluding Jamaica and Uruguay,
the average population of municipdities is
36,000 compared with 12,000 in the European
Union countries (Dexia 1997). In other words,
the average Latin American municipality must
provide services to three times as many people
than their homologous ingtitution in Europe.

In terms of the size of the population served by
municipal governments it is worth distinguish-
ing four groups. The first group comprises the
very smal municipalities (with less than 10,000
inhabitants). These account for 53 percent of the
total number of municipalities but serve only a
small portion of the population (8 percent),
which is mostly rurd and lives scattered
throughout the territory in small hamlets. Small
size (usually accompanied by a lack of human
and financia resources and low population den-
sity) poses a significant challenge to the efficient
provision of services.



Table1.4. Number of Subnational Gover nments, Selected Countries

Country Population Federal Unitary Average
(000s) States Municip. | Depart*. | Municip. | size Mun.

Brazil 174,825 26 5,001 35,000
Mexico 102,410 32 2,397 42,700
Colombia 37,822 23 1,026 36,900
Argentina 36,648 23 1,922 19,000
Peru 25,082 12 1,818 14,300
Venezuea 24,170 22 333 72,600
Chile 15,311 13 Al 44,900
Ecuador 12,646 21 205 61,700
Guatemaa 12,222 22 330 37,000
Bolivia 8,329 9 311 26,800
Dominican Republic 8,495 28 153 55,500
Honduras 6,485 19 291 22,300
Paraguay 5,613 17 213 26,400
Nicaragua 5,169 15 143 36,100
Costa Rica 3,798 7 81 46,900
Panama 2,856 9 68 42,000
Uruguay 3,274 19 172,300
Jamaica 2,543 14 181,642
Guyana 8383 6 147,200
Suriname 447 10 44,700
Subtotal 103 9,653 195 5,029

Total number of municipalities 14,682

* Departments otherwise known as provinces or regions

The second group includes municipdlities in the
10,000 to 100,000 population range. These make
up 42 percent of the municipalities and provide
services to 40 percent of the population. The
local governments in this group face complex
ingtitutional problems. A significant portion of
the population of these municipaities is scat-
tered in rura areas (although a portion live in
urban areas). Except for particular circumstances
(for instance, municipalities that receive royal-
ties from the exploitation of natural resources),
their capacity to provide services is hampered by
lack of institutional and financial resources.

The third group comprises municipalities with
populations between 100,000 and 1.5 million.
Although relatively few in number (just over
600 in the sample analyzed, or less than 4.5 per-
cent of total), they are very significant, provid-
ing services to 40 percent of the population,

which is mostly urban. Most municipdities with
more than 100,000 people are in fact medium-
sized cities that play significant roles in their
regiona economies.

Large metropolitan areas make the fourth group
and represent a speciad casein local government.
There are four mega cities (cities with more than
10 million inhabitants) in the region: S&o Paulo
(17.8 million), Mexico City (16.4), Buenos Ai-
res (11.4) and Rio de Janeiro (10.2). Three other
metropolitan areas are home to more than 5 mil-
lion inhabitants, they are Lima (8.4), Bogota
(6.3) and Santiago de Chile (5.4). Nine large
cities are in the 3 million population range. The
later group includes Belo Horizonte (4.4), Porto
Alegre (3.8), Recife (3.5), Guaddaara (3.4),
Savador de Bahia (3.2), Caracas (3.1), Fortaeza
(3.1), Monterrey (3.1), and Santo Domingo
(3.0). In most cases, the built-up area of these



Figure 1.1.Number of Municipalities and Population (in per centages)

Number of municipalities Range Population
0.1 Over 1.5 million 11.2
0.5 | | 500.000to 1.5 million 141
39 100,000 to 500,000 262
5.1 50,000 to 100.00 123
370 10,000 to 50.000 279
21.7_ 5,000 to 10,000 54
317 Under 5.000 27
BRI OBRQINREEIYTwov Percentage NrooSRREEESNREBECBRELS
Table 1.5. Number of Subnational Gover nments, Selected Countries
Country Population | Federal Unitary Average
(000s) States Municip. | Depart*. | Municip. | Sze Mun.
Brazil 174,825 26 5,001 35,000
Mexico 102,410 32 2,397 42,700
Colombia 37,822 23 1,026 36,900
Argentina 36,648 23 1,922 19,000
Peru 25,082 12 1,818 14,300
Venezuda 24,170 22 333 72,600
Chile 15,311 13 341 44,900
Ecuador 12,646 21 205 61,700
Guatemala 12,222 22 330 37,000
Bolivia 8,329 9 311 26,800
Dominican Republic 8,495 28 153 55,500
Honduras 6,485 19 291 22,300
Paraguay 5,613 17 213 26,400
Nicaragua 5,169 15 143 36,100
CostaRica 3,798 7 81 46,900
Panama 2,856 9 68 42,000
Uruguay 3,274 19 172,300
Jamaica 2,543 14 181,642
Guyana 883 6 147,200
Suriname 447 10 44,700
Sub-total 103 9,653 195 5,029
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cities extends well beyond the adminigtrative
boundaries of the core municipalities, encom-
passing the jurisdiction of severa loca govern-
ments, and their economic and functional influ-
ence extends even beyond their territories.

The last group involves the states and provinces
of federal countries and makes a varied lot. The
just over 100 subnational governments of this
type have diverse functions and fiscal and budg-
etary autonomy. They range from the fairly
autonomous Argentinean provinces and Brazil-
ian states to the limited Venezuelan states. Some
are larger than many countries; they have sizable
resources and generate a large percentage of ra-
tional output. Others are small, commanding
fewer resources than a middle-sized municipal-

ity

The differences in size among subnational gov-
ernments reflect enormous differences in insti-
tutiona capacity. There are municipalities like
S0 Paulo, Buenos Aires and Mexico City
whose ingtitutional capacities are greater than
those of many small countries and allow for so-
phisticated financial management. However,
some smal municipaities often do not have
permanent staff and, least of all, the services of a
professiona accountant. Their financial capaci-
ties also show staggering differences. The per
capita revenue of the Government of the City of
Buenos Aires is over US$1,000 per year while
many municipalities have to do with less than
USS$5 per year in own-source revenue.

URBANIZATION AND THE
CONCENTRATION OF POPULATION
AND ECONOMIC ACTIVITIES

Over 75 percent of the population of Latin
America and the Caribbean live in urban aress,
making it one of the most urbanized regions in
the world. The great maority of this urban
population lives cities with 100,000 residents
and over. Therefore, municipdities servicing
large and medium-sized cities are a critical com-
ponent of loca government inasmuch as their
capacity to provide services affects large popu-
lations. This becomes even more important te-
cause medium-sized cities are growing faster
than any other urban areas in the region.

11

The Metropolitan Regions pose a particularly
complex problem for loca governments, which
increases with size (see Habitat, 1996). As Ta-
ble 1.6 shows, this is an issue of growing sig-
nificance since the number of urban agglomera-
tions with more than 1 million residents grew
from 21 in 1975 to 47 in 1999 housing a total
population that more than doubled in that period
from just under 70 million to more than 150
million. As urban areas expand and begin to ex-
tend over severd loca jurisdictions, authority
and responsibilities for the provision of services
weaken and overlap.” Often other levels of gov-
ernment complicate matters attempting to solve
the problems created by territorial fragmenta-
tion. Examples of the problems created by met-
ropolitan growth include the imbaances be-
tween the demand for services felt by core nmu-
nicipalities and the resources available to pro-
vide them. (These demands often originate from
commuters living in outlying communities who
do not contribute to the tax base of the core mu-
nicipality.). The increasing complexity of man-
aging the transportation and environmental
problems of these agglomerations is another ex-
ample. These problems often surpass the capac-
ity of any single municipality, forcing state or
central government intervention and the emer-
gence of a plethora of semi-autonomous organi-
zations created to provide services in a unified
manner.

Territorial Imbalances

The digparity in the distribution of Latin Amer-
ica's population and the region’s urban concen-
tration are rooted in economic trends that favor
the concentration of economic activities. Dis-
parities in absolute and per capita output among
different regions are significant throughout Latin
America. Per capita GDP in Argentina's richer
provinces (or the richest states in Mexico or
Brazil), for example, can be up to four times
higher than in the poorer regions. This serves as

2 For example, Authority in the Buenos Airesis split
between the city government (which has provincial
status) and 19 other municipalities situated in anther
province. Similarly, 32 independent municipalities
have responsibility in Santiago, Chile.



Table 1.6 Urbanization Trends 1950-2000
(Population in thousands)

1950 1950-1975 1975 1975-2000 2000
Total population 179,050 319,893 523,875
Increase in total population 140,843 203,982
Urban population 74,484 196,094 401,287
Increase in urban population 121,610 205,193
Urban population as % of total 41.6% 61.3% 76.6%
Agglomerations of over 1 million
Population 69,534 153,995
Number 21 47

Sairce HABITAT 1996

a population magnet to these areas and their u-
ban centers. Projections of the economically ac-
tive urban population of Mexico indicate that it
will double by 2025 (from 26.8 million in 1995
to 54.3 million in 2005). In contrast, the eco-
nomically active rural population is only ex-
pected to grow by 18% in the same period (from
8.5 million to 10.1 million).

The concentration of economic activity in large
metropolitan areas and medium size cities gen-
erates agglomeration economies that favor pro-
ductivity. However, it aso creates shortages of
infrastructure and environmental damage whose
solution requires huge investments. In rura a-
eas, the out migration of the population and the
sector concentration of productive activities
(which are usualy limited to a few extractive or
natural resources based activities) make produc-
tive diversfication difficult and render loca
economies extremely vulnerable to market fluc-
tuations.

These regiona imbalances waste the local -
tential for economic expansion; create migratory
and socia tensions among territories, uneven
wedlth distribution, and the perpetuation of huge
disparities among the regions. Further, regiona
imbalances have strong impacts on subnational
governments affecting their resource base and
institutional capacity. Subnational governments
in rich regions may command more resources to
maintain the infrastructure and services required
for economic growth and development. In con-

trast, the subnational governments of poor re-
gions may face a vicious cycle where the lack of
financid and ingtitutional resources hampers
local economic development.

Cultural Diversity

Local cultura differences are another ingredient
of the chalenges (and often opportunities) of
effective decentralization. Ethnicity, history, and
geography combine to produce a varied mosaic
of cultural differences among communities. Al-
though these differences may pose a challenge to
old-fashioned policies that aimed for the unifi-
cation of the modes and structures of loca gov-
ernment, they are a great asset for effective ce-
centralization. Cultural differences are the foun-
dations on which socia capita is constructed.
They present an opportunity to build diverse
loca communities whose forms of organization
respond to share cultural traits. For instance,
taking advantage of cultural traits can increase
the effectiveness of the provision of services in
communities with a strong tradition of coopera-
tion, or facilitate local democracy in communi-
ties with long traditions of community councils.
Cultural diversity can aso be a destructive force
for local cohesion, asis the case where ethnic or
cultura clashes remain unresolved. Perfecting
local democracy can go a long way in reducing
these conflicts and turning cultural diversity into
apositive factor for local identity.



WHO ISIN CONTROL?
THE MANAGEMENT OF
DECENTRALIZATION

The indtitutional  setting  within  which
subnational governments function in  most
developing countries falls into one of three
categories. (i) the overcontrolled local public
sector, (ii) the undercontrolled local public
sector, and (iii) the perversely regulated loca
public sector (World Bank, 1995a).

The first of these situations seems most common
in developing countries. Centra governments
sometimes control  al the details of loca
government—who they hire, what they pay,
where and when the buses run, etc.—and leave
little or no freedom of action for local initiative.
In addition, central governments often finance
local services directly or earmark the resources
they transfer to local governments to such an
extent that local finance is as effectively
restricted as if they did exercise direct control.
These arrangements (microcontrol) generaly
produce weak and incapable local governments.
While less common, the opposite problem
(under control) is aso apparent in severd
countries as a result of inappropriate
decentralization  dtrategies. Under  control
resulted in fiscal imbaances (excessive
borrowing and inefficient service provision).
Findly, al too frequently loca governments
receive perverse  signas  from  centra
governments in a number of ways. If, for
example, the amount of transfers a government
receives depends upon the size of its budget
deficit, incentives are clearly perverse. As
another example, nationa funding is often
available for infrastructure investment at no cost,
but no funds are available for operation and
maintenance. This creates a perverse preference
for new investment and rewards localities for not
maintaining existing facilities (which they would
have to do out of their own funds) in order to
strengthen their apparent need for new ones (for
which the central government will pay).

Even when the incentives facing local govern-
ment are wrong-headed, local efforts and poli-
cies may sometimes make a real difference. In
Brazil, for example, some cities are well run and

13

provide services efficiently, while others, appar-
ently similar in character and resources, are
badly run and poorly equipped. In Colombia,
some departments provide better health services
than others with similar resources. Almost eve-
rywhere, some loca governments do better than
others. The reason may be smply historical cr-
cumstance (for one reason or another an area
started to do something well some time ago, and
it continues to do so0) or it may be because of a
caring and charismatic local leader or some
other chance circumstance. Whatever the cause,
such experiences emphasize two important
points. First, even in the perverse stuation in
which many local governments are placed by
inappropriate central policies, there is usualy
some scope for loca initiative. Second, such
local initiatives may make a real difference in
the lives of local residents. Indeed, an important
aspect of making decentralization effective and
efficient in any country is both to make it easier
for such "good examples' to occur by giving
subnationa governments some room for maneu-
ver, and through facilitating an adequate flow of
information, to make it easier to emulate such
successes elsewhere.

IDB REACTION:
NEW APPROACH TO DOING BUSINESS

Overview of Bank Lending to Subnational
Governments

The Bank has been an active supporter of -
centralization in Latin America and the Carib-
bean. Bank loans have traditionaly supported
investment in most sectors for which subnational
governments are responsible. In addition, lend-
ing has focused on strengthening subnational
governments and supporting national or state
municipal development institutions. More re-
cently, through its private sector window, the
Bank has expanded the scope of its support to
decentralization by providing loans to private
companies that have acquired municipa serv-
ices. In its forty years of operations, the Bank
has lent more than US$17 hillion (in 1992 US$)
in more than 240 projects that directly benefit
subnational governments. This figure represents
14 percent of the total resources lent by the Bank



during this period and amost 10 percent of all
the loans approved.

Bank operations for municipal development,
integrated urban development and urban trans-
portation have covered investments in aimost all
areas of responsibility of subnational govern-
ments. These include water supply and sewer-
age, waste disposal, urban and rura roads, traf-
fic management and public transportation, edu-
cation and hedth infrastructure, markets, pas-
senger and cargo terminals, rural and urban
electrification, abattoirs, burial grounds, envi-
ronmental protection and recreational parks. The
number of municipal development operations
has grown steadily in recent years. Stand-alone
operations in the sanitation, infrastructure, envi-
ronment, education and health sectors also bene-
fited subnational governments, mostly by fi-
nancing state and provincia investment pro-
grams. In terms of number of projects and tota
loans, the sanitation and infrastructure sectors
are important, particularly in Brazil where bor-
rowing by states have been signif icant.

Phases of Bank Lending

Bank lending in support of subnationa devel-
opment has evolved considerably. Bank opera-
tions have adapted their objectives, digible n-
vestments and execution mechanisms in re-
sponse to the expanded responshbilities and
growing autonomy granted to subnational gov-
ernments. However, the share of Bank municipal
lending to finance the expansion of infrastruc-
ture and services has remained relatively stable
over the years. It ill accounts for the largest
proportion of project funds. Changes in Bank
thinking and investment in support of decen-
tralization parallels shifts in the role of subna-
tional governments in service delivery and ©-
cioeconomic development. In the last decade,
central governments have decentralized many
functions, such as the provision of socia serv-
ices. For subnationa governments, these new
responsibilities have been added to existing ones
since they have not relinquished responsibility
for traditional tasks like street lighting, garbage
collection and maintenance of open spaces. Con-
sequently, Bank operations expanded the variety
of eigible infrastructure and service activities

Table 1.7 Bank Lending for Local Gover nments 1961-1998
(1992 US$ million)

Type of Oper ation Sector Amount No
32

Municipal Development 2,668.5

Urban development operations

benefiting Integrated Urban Devel opment 1,335.2 14

local governments
Urban Transportation 707.0 6
Sanitation 8,881.0 160
Infrastructure 1,952.6

Sector operations benefiting .

local governments Urban Environment 1,512.1 12
Education 165.1 2
Health 155.1 1

Total 17,376.6 247
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and adjusted the execution mechanisms to fit the
needs of the new subnational responsibilities.

Similar shifts are noticeable in the structure of
Bank loans. Early loans were granted to the
central government, which acted as borrower,
executor and guarantor, even when part or all of
the activities may have been executed by public
enterprises or agencies of other levels of gov-
ernment. Later, Bank operations allowed for de-
centralized execution by subnational govern-
ments, but the central government continued as
borrower and guarantor. Due to legal and con-
stitutiona restrictions, there are countries in the
region where the central government has been
unable or unwilling to guarantee the provision of
counterpart funds or subnational government
compliance with their contractua performance
covenants. In these cases, the Bank has alowed
a partial guarantee from the sovereign covering
only the repayment of the principal, interest and
charges, with the loca government assuming
other elements of the guarantee.

First Phase: Expanding Capacity. The initial
Bank approach to subnationa lending focused
on expanding the capacity of local governments
to provide infrastructures and services to a
growing urban population. A key concern of this
generation of projects was the efficient aloca-
tion of investment resources and the proper @-
eration and maintenance of the infrastructure.
Bank loans thus emphasized project preparation
and appraisal, devoting the bulk of institutional
development resources to improving the execu-
tion of project-related activities. Bank condi-
tionally focused on cost recovery to cover @-
eration and maintenance and later, part of the
capital investment. The Bank also promoted ra-
tiona intermediary ingtitutions to on-lend re-
sources to subnational governments. With cen-
tra government guarantees, the Bank supported
municipal development banks and state or pro-
vincial municipal development funds to on-lend
or transfer Bank funds to states or municipali-
ties.

Second Phase: Building Financial Capacity. In
response to deepening political and functiona
decentralization in the region, the Bank provided
support to a second generation of municipal -
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velopment programs that promote reforms to the
intermediation mechanisms and the structure of
intergovernmental relationships in an attempt to
improve the fiscal Situation of subnational gov-
ernments. Key objectives for these projects n-
cluded (i) ensuring reliable sources of revenue
for subnational governments to effectively dis-
charge their expanding duties, (ii) sustaining the
financial buoyancy of subnational governments,
and (iii) strengthening the financial capacity to
plan and finance investments and to mount effi-
cient cost recovery mechanisms. Still, the bulk
of the resources provided by the Bank were des-
tined to investments to expand capacity. Innova-
tion in financia intermediation was a paralée
objective. The Bank supported a variety of in-
stitutional  arrangements including second-tier
financia ingtitutions rediscounting loans by pri-
vate banks and the refinement of government
sponsored municipa funds to prepare them for
issuing debt instruments in the local capital mar-
kets.

The Future: Restructuring Intergovernmental
Relations. In the meantime, the decentralization
wave sweeping the region has increased the
complexity of the development problem posed
by subnational governments. In many countries
municipalities are now responsible for providing
key services for the low-income population (like
health and education), while many others are
assuming new regulatory roles for privatized
services. Moreover, subnational governments
are assuming more active roles in promoting
local economic growth and favorable business
conditions. . As Table 1.8 shows, the Bank
pipeine contains a significant number of prg-
ects that benefit state and provincia govern-
ments. Based on the recent experiences of loans
to the provinces of Buenos Aires and Mendoza
in Argentina, these operations focus on the e
forms required by these governments to fit in the
system of intergovernmental relations. These
operations are an addition to traditional munici-
pal development loans, which play a significant
role in the pipeline. To assist loca government
develop, Bank operations will have to give pri-
ority to institutional capacity.. This means that
the Bank must address topics as varied as re-
forming the structure of intergovernmental rela-
tions, strengthening local fiscal management,



Table 1.8 Bank Pipeline 1999-2001

(in US$ millions)

Type of Operation Sector Amount No
Operations with subnational Municipal Development 2059 23
governments State and provincia development 1,340 8
Sector operations benefiting Sanitation 2,737 17
local governments

Infrastructure 1,952.6 20

Urban Environment 77 2

Education 150 1
Total 8,315.6 71

and the quality of community involvement in
local decision-making. These topics will assume
an even more critica role in the Bank effort to
assist subnational governments to become effi-
cient and democratic providers of services.
Noteworthy is the number of sector operations
that directly benefit subnationa governments.
The drategic approach adopted by the Bank
concerning its support to local government has a
direct impact on these operations.

The Institutional Component of
Bank Projects

A review of the municipa development projects
in execution and recently completed {/erdisco
1998) shows that dthough indtitutional devel-
opment concerns are being incorporated into
Bank operations, what has been done is till n-
sufficient. Projects executed in the 1980s typi-
cally devoted around 2 percent of their resources
to ingtitutional development activities and, as
noted earlier, they were mostly targeted to the
enhancement of the executing agency’s capacity
to identify, evaluate and execute investment
projects. Projects under execution in the 1990s
typically devote around 8 percent of their re-
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sources to institutional development activities
that encompass a wider set of concerns, includ-
ing fiscd management, budgeting and invest-
ment planning in addition to the traditiona proj-
ect oriented ingtitutional support of the past.

Responding to IDB-8 mandates, Bank opera-
tions in support of decentralization are now con-
cerned with a wider array of social services and
focus on ingtitutional developments to ensure the
sustainability of subnational governments in the
emerging structure of intergovernmenta rela-
tions and new responsbilities. In order to re-
spond to and complement on-going changes in
the roles of subnational governments, the design
and execution mechanisms of Bank operations is
more process oriented and flexible than in the
past.

However, implementation of the institutiona
components is frequently far from efficient ke-
cause the need to strengthen institutions that are
simultaneoudly the target of institutional devel-
opment and essential for the execution of Bank
operations creates certain ambiguities. Only a
handful of Bank loans contain ingtitutional con-
ditionality to discriminate among beneficiaries



on the basis of their ingtitutional capacity prior
to disbursng Bank investment funds. Institu-
tions are dow to change; reform is not auto-
matic, nor does it occur in alinear fashion. As a
result, the scope and reach of the reforms often
fal victim to institutional inertia. Despite inno-
vation in delivery mechanisms, service provision
may, in practice, still replicate the top-down
modes of the status quo ante well into the exe-
cution of Bank sponsored reforms. Such inertia
conflicts with the timetables and disbursement
schedules laid out in Bank loans. Delays in im-
plementation, nor surprisingly, thus arise.

Delays in implementation in municipa projects
under execution are consistently traced to weak-
ness in institutional capacities. Similarly, proj-
ects rated as unsatisfactory in their execution
status or as unlikely to achieve their develop-
ment objectives al appear to have ingtitutional
problems. These weaknesses paradle those
found in the overdl portfolio where amost 90
percent of projects with unsatisfactory perform-
ance cite institutional capacities as principa rea-
sons for difficulties in implementation (IDB
1997h).
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This problem is only partialy solved in Bank
operations that rely on “executing units,” (agen-
cies especialy created to execute Bank projects),
which commonly operate under different rules
than the rest of the civil service. These are more
of a Band-Aid approach to institutional problems
than a permanent ingtitutional solution. Institu-
tional strengthening activities required to exe-
cute the increasingly complex Bank operations
must be address ex-ante or in a more compre-
hensive manner.

Encouraging trends are emerging from recent
loans. They give subnational governments a
larger role in project implementation than that
assigned to them in the past and consequently,
provide more attention to their ingtitutional
strengthening. Furthermore, they are linking
more closely ingtitutional strengthening activi-
ties at the local level with the reforms introduced
in the fisca and legal framework of the decen-
tralization process. Most operations approved in
the late 1990s complement wider processes of
ingtitutional reform launched by the countries.



3. New Responsibilities, New Opportunities
Emerging Challenges to Subnational Institutional Capacity

The transfer of responsibilities to subnationa
governments is a complex undertaking. It is
further complicated by the assgnment of new
tasks to states and municipalities, in addition to
their traditional responsibilities of supplying
infrastructure and loca services. Some of these
new tasks emerge from the need to respond to
economic globalization (for example, the pro-
motion of economic development). Others, like
the provision of services to the poor, are the re-
sult of the reassgnment of responsibilities
among levels of governments. Y et others emerge
from the privatization of the provision of infra-
structure and services that force local govern-
ments to assume supervisory roles for privatized
services. These new responsibilities are taxing
the ingtitutional and financia capacities of sub-
national governments. The proper integration of
these new functions into the subnational gov-
ernment structure is perhaps the single most ce-
manding chalenge faced by the countries of
Latin America and the Caribbean in their decen-
tralization efforts. It requires not only an expan-
sion of capacity to take over the new functions
but a profound reshaping of the way subnational
governments are financed and managed. This
chapter discusses de characteristics of the chal-
lenge posed by the new responsibilities as a
frame of reference for discussion of the reforms
required in intergovernmental relations, govern-
ance, ingtitutional capacity and subnational fi-
nancing.

L ocal Economic Development

The most important determinant of the wel-
being of the population is the strength of the lo-
ca economy and its ability to provide jobs and
raise government revenue. International experi-
ences suggest that there are a host of factors un-
der the purview of local governments that play a
key role in the development of small and ne-
dium enterprises and overal economic devel-
opment. The proper management of these factors
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by subnational governments is becoming a key
factor in shaping the competitiveness of the local
economies.

Thelmpact of Globalization

Rapid economic globdlization is not only af-
fecting the economy as whole, but is having dif-
ferential impacts within countries. Local factors,
which are strongly affected by territorial con-
gtraints, remain imperfect but globa markets of
goods and services have become highly devel-
oped. Globa markets of goods and services n-
volve large numbers of suppliers and consumers
interacting in increasingly efficient and com-
petitive markets. However, Latin American fac-
tor markets (like financial and labor markets) do
not exhibit the levels of efficiency that charac-
terize industrialized countries. They are often
constrained by the dynamics of the domestic
economy, at the national, subnational and local
levels, which has a negative impact on the sys-
tem’s overal competitiveness.

This imbalance between global markets and -
ca factor markets has a significant impact on
small and medium enterprises. These firms have
more problems than large enterprises in reaching
productive factors that are mostly supplied in
main cities or internationa markets. Small and
medium enterprises in out-of-the-way regions
are in a weaker competitive position to access
key inputs such as sophisticated financia prad-
ucts or highly quaified labor than larger enter-
prises that thanks to their scale and resources
can reach metropolitan and international mar-
kets.

Given present trends, traditional economic
growth factors (natural resources endowment,
capital, technology, and labor) explain only part
of the growth of any given economy. The rest
depends on the local factors that determine the
competitiveness of the local enterprises. Territo-



rialy determined factors like the socia capita
embedded in loca networks of entrepreneurs,
the quality of the labor force, and the quality of
local infrastructure, affect the costs of produc-
tion and play a significant role in determining
the success and vigor of the local economy.

L ocal Competitivenessand Growth

Local economic development efforts are geared
to attracting new investments in a broad business
base (small, medium and large enterprises) &-
pable of generating stable growth in local en-
ployment and income. These include investment
to expand capacity in loca industries or to a-
velop new local industries and attract new in-
vestment. To this end, three basic factors need to
be considered:

? The use of endogenous capabilities and as-
sets for development They depend on the
territory’s development capacity (location,
resource endowment) and the population’s
entrepreneurial and managerial skills. Their
mobilization requires identifying and taking
advantage of business opportunities in
emerging and external markets for loca
products and improvements in the quality of
the labor force.

? The generation of external economieswithin
the local territory. The public and private
provision of business services that generate
or enhance the type of economies of ag-
glomeration that are typica in industrial
concentrations but are usually lacking in less
industrialized areas.

? The reduction of business transaction costs.
The cost of doing business differs among
territories depending on factors such as. -
ca governance, red tape, the rule of law, in-
stitutional efficiency, the articulation of civil
society ingitutions, and the level of trust
among economic actors. The socia capital
of a community and its level of productive
integration in local clusters aso affect the
competitiveness and ease with which firms
can reach global market
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The Role of Subnational Gover nments

Severd of these factors fall under the purview of
subnational governments, making this level of
government a significant player in promoting
local economic development. This means that
subnational governments should enact economic
development policies, a task that opens up an
opportunity to establish productive partnerships
with the private sector. Small and medium size
enterprises (SMEs) are a natural focus for eco-
nomic development policies. As the largest
source of forma employment in urban aress,
they are dignificant actors in employment gen-
eration strategies. Furthermore, they are aso
important in rural aress, representing the most
effective way of promoting local economic d-
versification.

Loca factors influencing local economic devel-
opment include both tangible (all kinds of infra-
structures) and intangibles (efficient local labor
markets, financial and nonfinancial services,
support for technological innovations, entrepre-
neurial culture). Some of these factors are sensi-
tive to subnational government policies, while
others are more sensitive to the activities of the
private sector. This makes private-public part-
nerships an effective mechanism to promote lo-
ca economic development. The most dynamic
subnational governments in the region are al-
ready working in partnership with private sector
organizations. Through an equitable distribution
of responsbilities (social gains and costs be-
tween the public and private partners) they ac-
tively promote competitive local factor markets.
Success stories are more obvious in the more
decentralized countries, reflecting the benefits of
decentralizing policies such as labor training,
dissemination of technology, business develop-
ment services, and small and medium size enter-
prise development. The advantage of subna-
tional governments rests on their greater capac-
ity to identify the needs of local enterprises.
However, the transfer of these responsibilities to
subnational governments requires a corre-
sponding increase of their technical and manage-
riad capacities and stable sources of financing
that alow long-term planning and sustained in-
terventions.



L ocal Economic Development Strategies

Subnational governments can promote new -
vestments by creating a favorable environment
for putting unused or underutilized loca re-
sources into full production, or by improving
local competitiveness for new direct investment.
Subnational governments have long been aware
of the importance of good qudity local infra-
structure to attract and retain economic activi-
ties. Reliable and cheap supplies of energy, wa-
ter and communication services are central to the
productivity of firms, as is a good and uncon-
gested road system. Consequently, governments
have long endeavored to ensure the provision of
good infrastructure in their territories and, more
recently, of good residential services. Subna-
tiona policies and regulations also determine a
wide variety of factors influencing the efficiency
of firms. These factors range from labor training
to the regulation of natura resources including
the operation of real state markets.

New factors, also within the purview of subna-
tiona governments, are gaining in importance as
determinants of local economic growth. These
include fostering the availability of services in
the loca economy and the cooperation of indi-
vidual enterprises for acquiring economies of
scale in the provision of certain goods and serv-
ices. Local governments can encourage the d
versfication of local service providers by fa-
cilitating the creation of new enterprises, foster-
ing the entrepreneurial culture and supporting
coordination among enterprises in areas such as
the promotion of local goods in international
markets. Local development agencies can also
have an impact on local economic development
by promoting increased flexibility in loca labor
markets. Training labor on the basis of the needs
of local producers has long been an area of loca
concern and action. More recently, local institu-
tions are experimenting with labor pools (bolsas
de trabajo) to match skilled workers to avail-
able jobs. Anther effective public/private part-
nership is that of allowing the loca private sec-
tor to participate in the provision of public serv-
ices.
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L ocal/Regional Development Agencies

The indtitutional setting is critical for the devel-
opment of effective public-private partnerships
to promote local economic development. Sub-
national governments, the business community
and civil society organizations (particularly
universities, chambers of commerce and entre-
preneurial organizations) come together in this
setting to discuss economic development goals,
prepare strategic plans, and design and imple-
ment programs and projects. The more decen-
tralized the structure of the political and institu-
tional system, the easier it is to create discussion
and negotiation forums between subnational
governments and local civil society.

An effective approach to establishing a suitable
inditutional setting is the creation of lo-
cal/regiona development agencies. The interna-
tiona experience, including some cases in Latin
America, indicates that there is no unique model
for a regional/loca development agency. Differ-
ences reflect different responsbilities and inter-
vention approaches. Some operate as think
tanks, specializing in the research and analysis
of the local economy’s growth potential. Others
work as forums for the discussion of the long-
term role of the local economy. Yet other agen-
cies focus on designing strategic development
plans that establish an outline for achieving local
economic and human development goals in their
area of influence. Still others are more con-
cerned with operationa planning and the design
and implementation of development programsin
specific fields such as infrastructure, tourism,
technology, the creation of SME clusters, fi-
nancing innovative projects, internationa mar-
keting of local products and enterprises, attract-
ing foreign investors and the like.

Financing for these jointly owned (pub-
lic/private) agencies depends on the kind of a-
tivity that they perform and their beneficiaries.
Partid public financing would make sense if the
agency’s activities generate direct returns (paid
for by the beneficiaries), increase the subna-
tional government’s tax revenues or have meas-
urable beneficial impact on the local economy.
For example, a unit that specializes in reducing
red tape (single window or one-stop-shop), can



cover its expenses by charging processing fees
(although it will aso generate indirect benefits
to the local government through the smplifica-
tion of bureaucratic procedures). In any event,
success cases indicate that the regional/local de-
velopment agencies should be managed under
private sector criteria and follow demand driven

programs.

The source of public funding for local economic
development should be consistent with sound
fisca discipline. Investment promotion must not
require tax exemptions or other types of fiscal
concessions (a traditional resort of loca politi-
cians). The objective is not subsidized economic
development but the growth of dynamic, com
petitive and self-sustaining enterprises. New
enterprises must be tax contributors, not con-
sumers of local resources. It is important to sup-
port the efforts of small businesses in this a
deavor. Their entry into the forma economy, as
well as their growth and consolidation are the
basis of their contribution to the creation of new
jobs and wesdlth. As they grow and prosper,
these small businesses can become taxpayers
assisting loca government to continue with the
process. Local governments need to be cautious
of not imposing an excessive tax burden on mi-
cro, smal and medium enterprises to avoid
driving them underground.

The diversity of institutional models and respon-
sibilities of local/regional agencies is dso a
function of the areas in which they operate, their
political and administrative structure and the
priorities established by stakeholders. The term
“local” can refer to various geographic areas. It
can be used to represent a regiona area (state,
province or department) or a municipal jurisdic-
tion. Further, differences exist a the municipal
(urban) level between large metropolitan cities,
middle-size cities and their immediate area of
influence; and small rura cities. Each one of
these jurisdictions plays a different and variable
role in nationa economic develo pment.

Subnational Involvement in Local Economic
Development

The states and provinces of large decentralized
countries such as Argentina and Brazil aready
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have a considerable tradition of promoting eco-
nomic development through long established
ministries of development, industry, economy or
promotion. This is a more recent development
in Mexico, where the states of Jaisco, Chihua-
hua and Bga Cdifornia are involved in pro-
moting local development. Local governments
in other countries, such as Venezuela, Chile or
Colombia are less involved in promoting loca
development.

The availability of a good communication infra-
structure, attractive living conditions (access to
cultural activities, entertainment and educationa
ingtitutions), and the variety and quality of the
specidized services available from the local d-
versified economy attracts the comand and con-
trol activities of the large enterprises to large
metropolitan areas (Sassen 1998). Two prime
examples are Sdo Paulo and Buenos Aires,
whose combined GDP exceeds that of four An-
dean countries (World Bank 1999). These cities
attract dl types of enterprises and are engines of
economic growth for the nation as a whole. Yet,
appropriate management of loca factors like
congestion, pollution, and the quality of housing
are essentia to maintaining their economic d/-
namism. The size and complexity of these
problems is a mayor chalenge that only recently
has started to be addressed.

The impact of local factors in boosting economic
development is evident in the increasing eco-
nomic importance of medium size cities. Their
population is growing at a faster rate than any
other component of the urban structure in most
Latin American and Caribbean countries.
Moreover, their economies are playing a grow-
ing role in national economic development. To a
great extent, this reflects the fact that these cities
offer most of the advantages of larger cities
(good infrastructure, diversified services, and a
well-trained labor force) without the problems
normally associated with metropolitan areas
(congestion, poor environmental quality, high
cost of land).

Locd factors not only affect the development of
medium size cities but also that of al types of
settlements. For example, rura growth and pro-
ductivity are influenced by loca factors that fall



under the control of loca governments. These
include the availability of feeder roads as well as
the efficient management of water resources and
loca environmental impacts. Rurd areas are
excellent niche markets where SMEs can dart-
up and grow thanks to the availability of idle
local resources. In exchange, SMEs benefit local
economies through their impact on economic
diversification and vigor.

PROVISION OF SERVICES
TO THE POOR

The Rationalefor Subnational Participation

Differing community preferences and resources
lead to spatialy differentiated patterns of con-
sumption of public goods and services. Subna-
tional governments can increase the general well
being by better adjusting the use of public e-
sources to local preferences and capacities. They
are in a better position to understand the varying
needs and preferences of the local population
and thus have advantages in the provison of
goods and services that generate spatialy de-
fined benefits whose delivery can be tailored to
the preferences of different communities. Ac-
cordingly, traditional loca functions have al-
ways included responsibility for items such as
local infrastructure (including parks, community
centers and sports facilities), transportation and
land use planning, and the delivery of public
services like garbage collection, street cleaning,
public lighting.

By taking advantage of their capacity to tailor
services to community needs and preferences,
subnational governments are also in a good po-
sition to take responsibility for public services
whose centralized national provision presents
intrinsic diseconomies of scale, lack of flexibil-
ity and administrative inefficiency. This is the
case of socia services, such as socia assistance,
which are very specific and must be targeted.
The same is often aso true of those whose pro-
vision involves the management of a multiplicity
of small units, like education and health. (Marcel
1993). Note must be made of the fact that a-
centralization of services delivery does not nec-
essarily mean that the subnational level of gov-
ernment is the most efficient provider. There are

cases where efficient delivery calls for the trans-
fer of resources and decision-making powers to
even more decentralized structures like school
boards or individua hospitals.

Areasof Subnational Government Action

Social Service Provision. Second generation re-
forms affecting health and education are taking
advantage of the potential benefits of decentrali-
zation and enhancing the role of subnational
governments and other loca organizations in the
alocation of resources and the provison of
services. A similar trend is apparent in the exe-
cution of emergency programs such as socia
investment funds.

Access to Land. In the absence of sustainable
mechanisms to alow low-income households
access to housing through the forma sector,
progressive housing congtruction is the strategy
of choice for these households. The viability of
this strategy rests on the access to suitable land.
More often than not, subdivison and land use
regulations hamper access to land by the poor,
requiring infrastructure standards and lot sizes
that put the land out of their reach. Management
of land development is a traditiona activity of
loca governments that has significant impacts
on the housing status of the poor. Subnational
governments can facilitate access to land by
low-income families by amending regulations
governing the subdivision of land.

Settlement Upgrading. Traditionally, subnational
governments provide urban infrastructures that
are critica for the health and well being of the
population. These include water supply, sewer-
age or wastewater control and treatment, drain-
age and garbage collection. Making these serv-
ices available to the poor is one of the most
powerful tools to improve the living conditions
of disadvantaged members

of the community. Municipalities (often with
centra government encouragement and help)
have embarked in settlement upgrading pro-
grams that provide services that weak public
utilities have been unable to provide. These pro-
grams target substandard settlements that origi-
nated from land invasions or illegal subdivisons



and provide, in addition to sanitation, secure
land tenure and community infrastructure.

Transportation Services. The management of
urban public transportation aso offers loca
governments an opportunity to assist the poor.
By regulation or incentives, local governments
can direct transportation services to low-income
neighborhoods, thus improving the poor’s access
to jobs and urban services.

Challenges of Service Provision

Hedlth and education services provide for the
basic needs of the population and supply an es-
sential service to the economy, a hedthy and
educated labor force. The latter offers the best
hope the poor have to escape poverty. However,
the provison of these services is plagued with
difficulties and has yielded less than satisfactory
results given the resources expended. The most
critical difficulties facing delivery systems are
monitoring performance, ensuring equity and
addressing distortions in the allocation of re-
sources (IDB 1996a).

Most problems can be traced to the
government’s inability to run centralized and
sandardized delivery systems in an efficient
way. In most countries, centralized and
hierarchical structures give operational decision-
making power to officids that are distant from
service providers and who lack the necessary
information and direct contact with beneficiaries
to improve delivery. Standardization prevents
providers from adjusting services to locd
circumstances and needs. Most services systems
are trapped in a vicious circle in which low pay
is used as an excuse for absenteeism and low
efficiency while poor performance is uses as an
excuse to limit discretion and autonomy for
providers. These systems are considered to be
unresponsive to changes in demand, incapable of
achieving an efficient input mix, dow to
innovate and ineffective at motivating improved
performance. This leads to weak performance
and the discrediting of the system.

Experience indicates that services can be better
supplied locally by fostering competition. Most
countries could be better served through central
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funding of services to address externaities and
inequities. By the same token, multiple services
providers can lead to reduced costs, improved
quality and a better responsive to changing
needs and innovations. Service providers can
include subnationa entities or autonomous
enterprises in addition to the private for-profit
and nonprofit organizations. The critical feature
is giving clients the option to choose among
providers and make the public resources follow
them to their chosen providers.

The way in which social services are financed
affects the structure of incentives. It is important
to ensure that financing for services responds
closely to the demand for services. For example,
schools can be funded on the basis of the
number of students attending, and hedth
services financing can be made a function of the
number of people kept healthy rather than the
number of employees. In other words, public
ddivery systems should be budgeted on the
basis of output, not inputs. Capitation grants,
discussed in Chapter 3, are one mechanism that
can serve this purpose wdl. In systems
undergoing this trangtion, attention must be
given to complementary actions to assure that
outcomes are properly measured and rewarded.

Subnational Impact

Decentralization of the delivery of socid
services to subnationa entities will not improve
the provision of services, in and of itself. Such
improvements require the assignment of
responsibilities to different levels of government
and providers in ways that creates incentives for
making efficient decisions. Proposals must also
be judtified on the basis of economies of scae
and scope, efficiency gains from coordination
and the bresking of deivery units among
relatively homogeneous client groups. In other
words, in order to improve services, some
functions must be decentralized while others are
centralized.

The education sector provides a good example.
The centrd government may, for example,
appropriately set  national standards  for
graduates and teachers, and may aso establish
the basic curriculum. It can promote research on



pedagogical techniques and learning; reward
innovations in teacher training and disseminate
findings and teaching tools. In turn, regiona
governments may develop their own policy
goas (for instance, with respect to school
facilities) and deploy appropriate regulatory
instruments in an attempt to achieve them. Loca
governments or independent school boards may
be responsible for actualy paying teachers and
maintaining facilities. And, of course, loca
schools deliver educational services which as,
experience suggests, produce better outcomes if
they have a substantial degree of budgetary
autonomy and managerial authority to respond
to teachers, parents, the loca community and
information regarding performance and cost.

As governments face ingtitutional difficulties in
the delivery of services, nongovernmental
organizations (NGOs) and, to a lesser extent
community based organizations (CBOs), have
stepped in to provide services to low-income
households. These initiatives have encompassed
a large variety of mostly isolated projects that
profess to rely on popular participation.
Although sometimes successful in aleviating
poverty at the community level, these initiatives
are not immune to the ingtitutional limitations in
which local governments operate. For instances,
they rardy are able to undertake long-term
planning and development activities to
effectively benefit the target population, nor are
they capable of generating programs of
sufficient scale to tackle the problem effectively.
NGOs and CBOs can play a sgnificant role in
strategies to aleviate and eliminate poverty
provided that their activities are framed in an
integrated long-term plan whose formulation and
financing is best carried out by the subnational
government.

Regulating Privately Provided Infrastruc-
tures and Services

Loca governments are important providers of
services to firms and households. These services
are intrinsic in their management of key eco-
nomic infrastructures and services that are es-
sential to ensure the quality of life and protect
the environment. They include, for example,
water and sanitation, wastewater and solid waste
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management and the regulation of protected a-
eas. To increase efficiency and promote cost
recovery, loca governments are increasingly
transferring responsibility for the provision of a
wide variety of services to private providers un-
der many different modalities. Examples range
from the small town council giving private e+
trepreneurs the concession to manage the local
market, to the large metropolitan municipality
privatizing the municipal water and sewerage
company. The privatization drive also encom-
passes outsourcing the provision of services, like
the operation of the land cadastre. Although
widely different in the amount of resources n-
volved, once completed, the types of transac-
tions described face loca governments with a
smilar problem, that of regulating service provi-
son.

The Challenge of Decentralization

The development of an adequate regulatory
framework for the private provision of services
isanew area of concern where subnational gov-
ernments need to develop capacity. To fully tap
the potentia of privatization, subnational gov-
ernments need to develop privatization strate-
gies. These strategies will indicate the most effi-
cient privatization schemes under the loca cir-
cumstances. Further, local governments need to
develop ingtitutional capacity to outsource serv-
ices, sdll or lease assets, award concessions and
supervise contracts or build infrastructures under
innovative financial and operational arrange-
ments. The efficient provison of the services
that cannot be privatized aso requires institu-
tiona developments to ensure the appropriate
separation of functions and finances between
services and to run efficient cost recovery
schemes. Loca governments must aso be
equipped to solve equity issues arisng from the
privatization of services by means of clearly de-
fined and well-funded social programs that do
not jeopardize the financial foundations of serv-
ice provision.

The complexity of the problem varies signifi-
cantly among different types of loca govern-
ments. What in a small rurad community entails
establishing and operating a cooperative to run
the potable water service, in a large metropolitan



area may involve a complex international trans-
action to award a concession for the ddlivery of
water and sewerage services. The complexity of
the problem is aso large when the city turns to
the private sector to expand service capacity
through innovative finance schemes like build,
operate and transfer (BOT). States and provinces
face smilar complex problems, for instance
when dealing with the concession of the regional
road network.

There is ample opportunity for loca govern-
ments to engage civil society organizations
(OCS). Private nonprofit corporations, coopera-
tives and professional associations are aready
playing arole in providing health, education and
socia services with private and public funding.
They can be contractors to loca governments in
providing these services, a role that can be par-
ticularly significant in small rura municipalities
where for-profit providers may find it difficult to
operate. Taking advantage of this opportunity
means that local governments must develop the
capacity to contract and supervise the services of
this varied group of socia actors. Furthermore,
local governments must develop a strict payment
discipline since these organizations rarely have
the financial capacity to deal with delays (a
common means by which loca governments
obtain credit from suppliers).

Traditional Responsibilities,
Renewed Challenges

Traditionally, subnational governments, par-
ticularly municipalities, have taken responsibil-
ity for the provison of important community
services. This includes, for instance, environ-
mental functions such as land use regulation,
building codes and drainage works. Municipali-
ties often take responsbility for a variety of
functions that range from fire and hazardous
materials safety and control, to safeguarding
public health, ensuring the safety of public
events and regulating commerce and the profes-
sions. Loca jurisdictions are a so responsible for
the administration of justice in areas such as
neighborhood relations and maintaining archives
and registries (property, marriage, birth, and
death). Although great variation exists among
different types of municipalities, some of these
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activities are still performed according to their
original intent and objectives (such as, for &-
ample, responsibility for operating traffic courts
and adjudicating neighbor disputes). Other ac-
tivities are a form of control and regulation on
behaf of the common good that is rarely exer-
cised, but for which municipdities still collect
revenue. These include the issuance of licenses
to carry out commercial activities or practice
professions.. Others are carried out in a per-
functory manner, like the maintenance of ar-
chives and records and the control of land use
and building regulations.

Most large and medium sized municipalities
should have sufficient institutional capacity to
properly discharge these functions. In these
cases, shortcomings in service provision relate
more to organizationa and operationa deficien-
cies than to structura problems. Institutiona
strengthening programs should be able to take
care of these problems provided that sufficient
priority is given to them. Unfortunately, most of
the attention of institutional development usually
goes to financia and budgetary management to
the detriment of these activities. However, their
importance can be easily understood. A few ex-
amplesillustrate the point.

The regulation of commerce to safeguard public
hedlth involves the licensing and supervison of
establishments selling food and drugs, and re-
quires periodic site visits by specialized person-
nel. With the exception of the better organized
municipalities, most municipaities find this a
difficult task and their failure to properly carry
out their duties can give rise to potentia threats
to the community. Lacking the knowledge and
information to protect themselves, consumers
are unable to mitigate their exposure to these
risks. The same is true of land use regulations
and building codes supervison. Compliance
with land use regulations is important to avoid
construction on dangerous sites such as flood
plains or landslide prone areas). Building codes
ensure the structural safety of buildings (a criti-
cal issue in earthquake and hurricane prone a-
eas) and their ingtallations (electricity and natu-
ral gas). As with public hedth, this involves the
licensing and inspection of buildings by spe-
ciaized personnel, a task that is beyond the fi-



nancia and administrative capacity of many
municipalities. Consumers do not have the
knowledge and access to the required informa-
tion to protect themselves. The cost of not per-
forming these duties (or doing so inadequately)
is the heavy casudties sustained when natural
disasters occur. These casudlties are, to a great
extent, avoidable.

The hidden costs of not performing functions
that are less conspicuous but nonetheless m-
portant are obvious in the case of municipa a-
chives. Municipalities inherited the functions of
the cabildos or ayuntamientos, which were the
backbone of loca administration in colonia
times. These loca authorities had responsibility
for civil and criminal justice as well as the alt-
ministration of their jurisdictions. They main-
tained these functions after independence and
most still perform them. Documents from colo-
nial and republican adminigtrations are valuable
records of the history and culture of the commu-
nities. However, they are poorly stored and kept
in municipal (or provincia) archives and are
being lost a aarming rates. Some of these a-
chives, like those of Santa Marta (Colombia),
Lima (Peru), La Paz (Bolivid), Buenos Aires
(Argentina) are invaluable and need to be pre-
sarved (Colon de Carvaga, 1998). The loss of
these documents may have no obvious signifi-
cance for the day-to-day concerns of local ak
ministration, but it does affect the preservation
of the community’s historic and cultura heri-
tage. On a more practical vein, municipa ar-
chives often provide essentiad information for
updating land cadastres or settling commercial
disputes.

WHAT ISREQUIRED?
CHALLENGESFACING
DECENTRALIZATION

The decentralization process in Latin America
and the Caribbean will not result in more effec-
tive government unless deficiencies in the leg-
idation and practices that govern intergovern-
mental relationships are addressed and resolved.
The solution to these challenges depends grestly
on the particular circumstances of each loca
jurisdiction, from small and scattered popula-
tions to the region's mega cities. This section
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outlines these challenges and provides a frame-
work for organizing the discussion that follows.

It appears useful, therefore, to separate subna-
tiona governments according to size and insti-
tutional capacity because each group faces
unique challenges and requires different solu-
tions. In addition, states and provinces under
federa systems of government often face unique
fiscal and governance problems that are neces
sary reflected in the problems faced by the mu-
nicipaities under their jurisdiction. The group-
ing of subnational governments in functiona
associations often creates economies of scale for
service provision or to access capital markets. In
other cases, associations are needed to cope with
problems that cut across the administrative
boundaries, for instance, the association of rmu-
nici palities within a metropolitan area.

I nter gover nmental Relationships

Most legal frameworks that define the responsi-
bilities and resources of loca governments fail
to properly match the devolution of responsibil-
ity with the allocation of resources and to pro-
vide appropriate incentives to foster efficient
and fiscally responsible responses from loca
governments. The mismatch takes the form of
poorly defined responsibilities, improperly de-
signed fiscal policies or lack of clarity in inter-
governmental transfer systems. The regulatory
environment in which loca governments dis-
charge their responsbilities requires develop-
ment to alow higher levels of government to
efficiently regulate local borrowing, resource
alocation and the provision of services.

Governance

There are more than 15,000 local governments
in Latin America and the Caribbean. Although
reforms are necessary to improve institutional
capacity in dl loca governments, implementa-
tion mechanisms may vary significantly de-
pending on the circumstances. The rules gov-
erning democracy in subnational government
affect the accountability of eected officias and
their inclination to respond to the demands of
their congtituencies. Community involvement in
decison-making is another central factor deter-



mining the capacity of oversight that can be ex-
ercised by the constituencies and their capacity
to get their views taken into consideration in
day-to-day decision-making. Governments have
a critica role in establishing legal and institu-
tional mechanisms to ensure transparency in bo-
ca government administration, an essential con-
dition for democratic oversight and capital mar-
kets involvement in local financing.

L ending to Subnational Gover nments

There are compelling reasons for subnational
governments borrowing to finance investments
in infrastructure and in other areas of capacity
building. The IDB’s principal contribution to
decentraization is lending to subnational gov-
ernments.
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However, borrowing creates opportunities for
wasteful and inefficient resource alocation if
not carefully regulated. Unfortunately, most of
the time intergovernmenta relations do not pro-
vide sufficient oversight and create opportunities
for subnational governments to shift financia
responsibility to other government entities.
There are till few sources of capital for subna-
tional governments and their capacity to acquire
debt varies widely. Tapping the full potential of
this source of financing requires significant im-
provementsin subnational financid and ingtitu-
tiond capacity and the development of long-
term debt instruments in the loca capital mar-
kets.



