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Decentralization has gained momentum across
East Asia, and it is time to take stock of the experi-
ence so far. This study reviews intergovernmental
reform in the region, distills key messages, high-
lights positive experiences, and points out areas
where policy makers will need to take priority
action to avoid going down the wrong path. Where
relevant, the study draws on international experi-
ence while recognizing the economic, political, and
cultural factors unique to East Asia.

The report has been written primarily for policy
makers who are currently making decisions on
these issues, but academics, business people, and
development practitioners should also find it use-
ful. It does not attempt to provide an exhaustive
analysis or a detailed practical manual on decen-
tralization in East Asia. Space limitations do not
permit coverage of all facets of decentralization
that may be important. Nor is every country in the
region included. Instead, the volume focuses on six
East Asian countries where decentralization is a
major issue: Cambodia, China, Indonesia, the
Philippines, Thailand, and Vietnam. The report is
intended to be helpful in tracking progress on
decentralization in East Asia today and in guiding
reforms as they go forward.

Thisreportwas produced by a multisector team led
by Duvvuri Subbarao and Roland White. Chapter
authors are listed on the Contents page. The authors
benefited from background papers and input from
various specialists, namely Alex Brillantes, Hana
Brixi, Jasmin Chakeri, Robert Ebel, James Ford, Kai
Kaiser, Bui Duong Ngheim, Barbara Nunberg,
Duvvuri Subbarao, Helen Sutch, Charas Suwan-
mala, Jorge Martinez Vazquez, and Christine P. W.
Wong. Team assistance was provided by Muriel
Greaves, Gloria Elmore, and Walter Meza-Cuadra.
The work was carried out under the overall direc-
tion of Homi Kharas.

PREFACE

The report received useful advice from a team of
peer reviewers comprising Richard Bird, Roy Bahl,
James Hicks, Stuti Khemani, Keith McClean,
Ranjana Mukherjee, David Rosenblatt, Dana Weist,
and Don Winkler.

Many people both inside and outside the World
Bank provided comments on the report during draft-
ing. Valuable contributions were received from
Madga Adriani, Mats Anderssen, Naomi Aoki,
Philippe Auffret, [Them Baghdadli, Jitendra Bajpai,
Aldo Baietti, Joven Balbosa, Halsey Beemer, Simeth
Beng, Kirida Bhaopichitr, Jasmin Chakeri, Songsu
Choi, Luis Crouch, Soren Davidsen, Lynnette de la
Cruz Perez, Robert Ebel, Wolfgang Fengler, Cyprian
Fisiy, James Ford, David Gomez-Alvarez, Philip Gray,
Arvind Gupta, Alejandro N. Herrin, Dingyong Hou,
Boun Oum Inthaxoum, Emmanuel Jimenez, Kai
Kaiser, Wolfgang Koehling, Philip Lam, Qing Lani
‘W, Jennica Larrison, Blaine Lewis, Xiaofan Liu, Puti
Marzoeki, Stephen Mink, Amitabha Mukherjee, Tariq
Niazi, Antonio M. Ollero, Demetrios Papathanasiou,
Juan Antonio Perez, Tanaporn Poshyanand, Sjamsu
Rahardjs, Merwin Salazar, Rubi Sugana , Bambang
Suharnoko, Hioraki Suzuki, Luiz Tavares, Thanh Thi
Mai, Jessica Tisch, Roy van der Weide, Minh Van
Nguyen, Khuankaew Varakornharn, Emiliana Vegas,
Jonathan Walters, Liping Xiao, Bastian Zaini. Despite
efforts to compile a comprehensive list, some who
contributed may have been inadvertently omitted.
The team apologizes for any oversights and reiterates
its gratitude to all who contributed to this report.

The team undertook a wide range of consulta-
tions including workshops in Cambodia, China,
Indonesia, the Philippines, Vietnam, and the Lao
People’s Democratic Republic. The participants in
these workshops included policy makers, academ-
ics and nongovernmental organizations.

Book design, editing, and production were coor-
dinated by the World Bank’s Office of the Publisher.






A fundamental transformation in the structure of
government has been taking place across East Asia.
Before 1990 most East Asian countries were highly
centralized; today subnational governments have
emerged as the fulcrum for much of the region’s
development. They deliver many critical services
and account for a significant fraction of total public
expenditures (see figure 1.1). Though East Asia’s
decentralization has come later than in some other
parts of the world, it is now here to stay.

From China to Cambodia to Thailand, countries
of varying sizes, income levels, and political systems
are moving government down this path. Reform
processes are under way in almost every country.
Demands for accountable government whose serv-
ices reach the grassroots effectively are on the rise.
Thus, a wholesale recentralization of government is
unlikely. With all that is invested in successful
development of these decentralized public sectors,
the key question is no longer whether to decentral-
ize. It is how best to design intergovernmental
structures and manage the implementation process
to achieve optimal results.

In many countries initial progress is encourag-
ing. Where decentralization “leaps” have been
attempted, as in Indonesia and the Philippines,
they have gone fairly smoothly. Intergovernmental
fiscal systems have been institutionalized. Workers
have been transferred from central ministries to
local governments without significant disruptions.
And local authorities have taken up their service-
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delivery functions reasonably effectively. Where
decentralization has proceeded more gradually, as
in Cambodia and Vietnam, it has produced some
gains in service delivery and public participation at
the local level. Decentralization has also unleashed
local initiative and energy. New service-delivery
models have begun to emerge, and the potential
for continued improvement and innovation has
become tangible.

But there have also been problems, and there is a
real danger that programs could stall. While East
Asian decentralization does not pose the macro-
economic risks confronted in other regions, it does
face three distinctive challenges, which play out
differently in each country setting. The first chal-
lenge relates to the design of sound intergovern-
mental organizational arrangements. For example,
unclear assignments of functions among levels of
governments threaten to sidetrack decentralization
reforms in some countries. The second challenge
concerns the development of robust financial
mechanisms for channeling money to subnational
governments. In some countries, the failure to
allocate sufficient own-source revenues to local
governments could hamper their ability to deliver
services, for example. The third challenge relates
to the accountability of local governments and
the capacity of their management systems. Attenu-
ated accountability and weak management—of
both financial and human resources—could con-
strain effective implementation of decentralized
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FIGURE 1.1 Subnational Expenditures as a
Share of Total Public Spending
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functions by subnational entities. In sum, the
potential benefits of harnessing the power of sub-
national government in East Asia are substantial.
But national leadership across the region will be
critical in responding consistently and systemati-
cally to these three broad challenges if decentraliza-
tion is to live up to its promise.

This Study

Clearly, governments in East Asia have an impor-
tant stake in getting decentralization right. They
will need to develop strategic approaches that fit
country conditions but that also benefit from
regional and global lessons of decentralization.
This study seeks to provide guidance to country
reformers by reviewing the East Asian experience
so far, and by furnishing an analytic perspective on
the design and implementation challenges that face
policy makers in the region.

This chapter sets the stage for more detailed dis-
cussions in subsequent chapters. It provides an
overview of East Asian decentralization. First, it
shows why decentralization is an important issue
in the East Asian context by highlighting its
broad implications for economic, governance, and
service delivery outcomes. The discussion then
examines the origins of decentralization in East
Asia, pointing to structural and political factors
that have driven the process. The approaches taken
by East Asian governments are discussed, and an

early view of the record provided. The chapter
proceeds to examine the three main intergovern-
mental challenges outlined above, looking at the
organizational structures, financial mechanisms,
and subnational government management and
accountability systems that have emerged in East
Asian countries engaged in the decentralization
process. This discussion touches on themes that
will be taken up again in later chapters. Finally, the
chapter distills some key messages for East Asian
policy makers grappling with decentralization
issues.

The ensuing chapters are organized as follows.
Chapter 2 delves into greater detail on the frame-
works, structures, and processes of decentralization
across East Asian countries. Chapters 3 and 4 dis-
cuss the macro-fiscal issues of maintaining fiscal
sustainability and ensuring interregional equity.
Chapters 5 through 7 explore the nuts and bolts of
decentralizing public management systems, includ-
ing public expenditures, revenues, and human
resources. Chapters 8 through 10 examine the
nexus between decentralization and service deliv-
ery in key sectors: health, education, and infra-
structure. Chapters 11 and 12 cover governance
and citizen empowerment.

Why Does Decentralization Matter
for East Asia?

Intergovernmental reforms adopted in the process
of decentralization are important because they
inevitably affect broader country performance
in three critical, interrelated areas: the economy,
service delivery, and governance.

The Economy

East Asia’s remarkable achievements in economic
growth and poverty reduction over the past 30
years can be attributed largely to significant public
investment in human capital formation and infra-
structure, and to the establishment of a regulatory
environment conducive to private enterprise.' With
decentralization, subnational governments are now
at the heart of a range of investment, fiscal, and reg-
ulatory activities that affect both the pace and qual-
ity of economic growth. For example, they are now
responsible for planning and financing economic



infrastructure, such as local roads and irrigation
schemes, and for regulating and taxing businesses.
In some East Asian countries, such as Cambodia,
the role of local and regional authorities in these
areas is still limited. But in most, including China
and Indonesia, it has become crucial.

There are fiscal dangers associated with decen-
tralization. To the extent that newly empowered
subnational governments can transfer significant
financial liabilities to the center, the expansion of
subnational activities could generate macroeco-
nomic risks for national governments. With the
possible exception of China, this has yet to emerge
as a problem in Fast Asia. But local off-budget fiscal
activity, subnational borrowing, and inadequate
local control of contingent liabilities are common
throughout the region. These weaknesses, com-
bined with deepening autonomy and expanding
access to domestic and international capital mar-
kets, could aggravate longer-term risk unless insti-
tutional, regulatory, and monitoring systems
improve.

Service Delivery

While many East Asian countries have strength-
ened the delivery of public services in recent years
(chapters 8, 9, and 10), profound problems
remain. It is precisely in the areas where these dif-
ficulties are concentrated—such as primary
health, education, and potable water supply—
that subnational governments in East Asia have
assumed most of their responsibilities. As dis-
cussed in later chapters, performance in these
sectors has been mixed. In addition, subnational
governments have been required to assume regu-
latory roles in areas (such as environmental pro-
tection) for which they are poorly structured and
have little technical capacity. The concern is that
if local and intergovernmental systems do not
function well, countries are unlikely to sustain
positive service-delivery trends, or to reverse neg-
ative ones.

The equity of service delivery is also a concern.
Wide divergences in natural resource endowments
and economic concentration, combined with the
design of frameworks for own-source revenues at
the subnational level in most countries, have pro-
duced pronounced horizontal fiscal inequalities in
East Asia. In China, the per capita own-revenue of
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the richest province is 16 times that of the poorest
region. In Indonesia, the Philippines, and Vietnam,
own-source revenues are even more skewed. Such
disparities can be mitigated by fairly designed sys-
tems of intergovernmental transfers. In the absence
of such mechanisms, decentralization may rein-
force inequitable distribution of services across
jurisdictions, potentially posing serious concern for
both subnational and national political leaders in
the region.

Governance

While the successes that came to be known as the
Asian Miracle were partly attributed to well-
performing public sectors, serious deficiencies in
public sector governance were evident in many
countries by the time the 1997 financial crisis hit
East Asia (World Bank 2000). Low levels of gov-
ernment accountability, transparency, and probity
contributed to the calamity. Despite postcrisis
efforts to reform these governance weaknesses,
problems persist. In particular, institutions of
public financial accountability often diverge
strongly from internationally accepted standards,
especially with respect to procurement, account-
ing and auditing, and performance management
and information systems in government (Mount-
field 2001).

Perception surveys suggesting that corruption
runs deep and wide across East Asia are particu-
larly vexing. Transparency International’s 2003
Corruption Perceptions Index ranks the six coun-
tries covered in this report in the bottom half of
the 133 countries surveyed, ranging from China at
66 to Vietnam at 100 (Transparency International
2003). The World Bank’s Governance Research
Indicators for 2002 show East Asia’s control of cor-
ruption in a steady decline since 1996 (Kaufmann
et al. 2003). Country-specific diagnostic surveys in
Cambodia, Indonesia, and Thailand also point to
the high costs of corruption for households and
enterprises alike.” Recent Investment Climate
Assessments in Cambodia and the Philippines pro-
vide further evidence that graft—pervasive in the
justice sector and revenue administration—is a
major obstacle to doing business.’

Decentralization magnifies these governance
challenges for subnational governments. Opportu-
nities to strengthen grassroots accountability are
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paired with risks that, absent tight central controls,
corrupt practices could proliferate (Bardhan and
Mookherjee 2000). Chapter 11 discusses these
issues at length, emphasizing the importance of
intergovernmental reform design to ensuring good
governance in decentralized contexts.

What's Driving Decentralization?

Decentralization is a process, not an event, and stipu-
lating a starting point in any country is a difficult and
sometimes controversial exercise. But there is broad
consensus that, for most countries in Fast Asia, inter-
governmental reform gained significant momentum
in the 1990s. The evolution of intergovernmental
reform has been distinctive for each country, but
common dynamics can be identified. For the most
part, long-run structural transformations—mainly
economic and demographic—have created an envi-
ronment conducive to decentralization, while pow-
erful political imperatives have precipitated and
shaped it.

Structural factors. In most East Asian countries,
decentralization has been preceded by significant
and continuous periods of economic growth and
urbanization, broadly suggesting a relationship
among these three phenomena (see table 1.1).

As nations develop and urbanize, there is
growing pressure to provide services to rapidly
expanding and increasingly concentrated popula-
tions (World Bank 2000). The challenges facing
national governments in effectively administering
services create demands to empower subnational
governments to meet the burgeoning needs.
Indeed, for developing and developed countries
alike, evidence shows that growth in per capita
income is associated with a declining central
government share in public investment (World
Bank 2000).

Urbanization rates in the region are particularly
informative. With the exception of Thailand in
recent years, urban growth rates over the last
quarter-century have been high for the six coun-
tries under consideration here, particularly during
earlier periods in China, Indonesia, the Philippines,
and Thailand. Although Cambodia and Vietnam
began urbanizing later, their urbanization rates
have accelerated and are projected to be substantial

up to 2015. The interplay between economic
growth, urbanization, and intergovernmental
reform in East Asia is not clearly understood. But,
as in other parts of the world, the basic economic
and demographic transformations in East Asia
seem to have created an environment conducive to
decentralization, raising the stakes for intergovern-
mental systems to function effectively (World Bank
2000).

Political factors. While these structural changes
have generated pressures for decentralization,
political factors appear to have been the more prox-
imate and powerful drivers of the process.* Demo-
cratization appears sometimes to have been an im-
portant trigger. In the Philippines and Indonesia,
decentralization was adopted after the sudden
collapse of authoritarian regimes (Marcos in 1986
and Soeharto in 1997, respectively) fueled demand
for legitimate, local representation. Thailand’s
prodemocracy movement in the 1990s paired
protests against the inordinate role of the military
in politics with the development of an initial decen-
tralization framework. Explicit moves toward plu-
ralism have not figured in China and Vietnam. But
in both cases, more audible demand for citizen par-
ticipation and good government at the local level
has driven decentralization. Certainly, the impedi-
ments that China’s sheer physical size poses to
effective central control has reinforced these ten-
dencies through the refinement of an intergovern-
mental framework that has long had quasi-federal
features (World Bank 2002a).

Political dynamics have also shaped the nature
of decentralization arrangements. In Indonesia, the
need to minimize the probability of provincial sep-
aratism in the fragile post-Soeharto era produced a
system that favored subprovincial governments.
Central political elites have also sought to prevent
the emergence of regional provincial rivals by
pushing authority and resources down to less pow-
erful city and district levels of government. Faced
with calls for grassroots “People’s Power,” post-
Marcos regimes in the Philippines created multilay-
ered systems that diffused subnational power
among different jurisdictions, for example. In con-
trast, low levels of party competition in China and
Vietnam may explain the relative administrative
power of the provinces, as these don’t act as plat-
forms for rival political interests.



TABLE 1.1

World

Cambodia

China

Indonesia
Philippines

Thailand
Vietnam

Economic and Demographic Trends in East Asia, 1975-2002

Population
2002
(millions)

6,199
12
1,281
212
80

62

81

6,837
1,747
3,796
2,768
3,672
5,932
1,956

1975-1983 1984-1994 1995-2002 1980 2000 1975-1980 1985-1990 1995-2000

7.6/1.3
11.2/5.1
11.1/4.5
8.5/2.1
10.8/4.3

Compound annual
rates of growth,
current/constant PPP

4.1/1.3
10.9/7.9
7.3/4.4
2.1/-0.7
9.7/6.8
7.3/4.8

Sources: World Bank (SIMA); United Nations 2004, tables A.2 and A.6.
Note: PPP = purchasing power parity.

3.3/1.8
5.4/—

7.8/6.1
1.9/0.2
2.4/0.9
2.1/0.0
6.2/4.7

Urban
population,
% of total
population

39.2 47.1
12.4 16.9
25.7 35.8
22.1 42.0
37.5 58.5
26.8 31.1
19.4 243

2.72
2.25
3.39
4.90
3.75
4.71
2.56

Urbanization rate

2.72
3.65
4.09
5.00
4.87
2.36
2.85

2.22
6.25
2.84
4.74
3.64
1.61
3.22



East Asia Decentralizes

BOX 1.1 Variants of Decentralization: Pros and Cons

Deconcentration refers to decentralization of cen-
tral government ministries and arrangements
whereby subnational governments act as agents
of the center. Sometimes regional branches of
central offices and agent governments have
some authority to make independent decisions,
usually within central guidelines. Often, though,
deconcentrated local government lacks author-
ity over the scope or quality of local services and
how they are provided.

Under delegation, subnational governments
rather than branches of central government are
responsible for delivering certain services, sub-
ject to some supervision by the central govern-
ment. Delegation may improve efficiency when
subnational governments can better administer
programs of national interest—including certain
aspects of education, water, and health—in
ways that better reflect local circumstances. The
center, or sometimes intermediate government,
determines what should be spent, and may also
set minimum service standards, while subna-
tional governments define the details. The
design of intergovernmental fiscal transfers, and
the degree and nature of central monitoring,
influence the balance between central and local
decision making under delegation.

Devolution is the most complete form
of decentralization. Independent or semi-
independent and, typically, elected subnational

How Are Governments
Approaching Decentralization?

In response to these structural and political drivers,
East Asian governments have taken different
approaches to decentralization, combining standard
elements of delegation, deconcentration, and devo-
lution found in many intergovernmental reforms
around the world (see box 1.1). Country approaches
can be divided into three broad categories: fast
starters, incrementalists, and cautious movers.

The fast starters (the Philippines and Indonesia)
have rapidly introduced major structural, institu-
tional, and fiscal reforms in response to a sudden
and far-reaching political stimulus. Sweeping
decentralization reforms were introduced in the
late 1980s after the fall of Marcos in the Philippines,

governments are responsible for delivering a set
of public services and for imposing fees and
taxes to finance those services. Subnational
governments have considerable flexibility in
selecting the mix and level of services they pro-
vide. Other levels of government may provide
intergovernmental transfers. For devolution
to work, the central and local governments
must act as partners, with the former keeping its
commitment to devolve functions, and local offi-
cials agreeing to make difficult choices and
develop the capacity to exercise their powers
effectively.?

Intergovernmental systems usually have
some elements of each of these variants. In prin-
ciple, devolution should improve efficiency by
giving citizens more influence over the mix and
level of services, and by giving local govern-
ments greater incentives to mobilize resources.
The associated efficiency gains—combined with
the ability to mobilize untapped revenues at the
subnational level (from the formal and informal
sectors)—may prove particularly significant in
countries with diverse economies, cultures,
geography, or tastes for services. Indeed, assign-
ing some local control over expenditure and tax
decisions can be key to nation building.

a. Bahl 1999.

and through a “Big Bang” decentralization in the
aftermath of Soeharto’s fall and the 1997 financial
crisis in Indonesia. These fast starters introduced
the basic elements of a decentralization framework,
subnational democratic elections, and substantial
resource sharing swiftly. Considerable follow-up
policy and legislative work to create a fully coherent
and functional system remains.

The incrementalists (China and Vietnam) have
taken a more piecemeal approach to decentraliza-
tion. In China, the government made ad hoc policy
decisions and passed legislation directly affecting
subnational governments (some decentralizing,
some recentralizing), but decentralization is not an
officially documented policy. Instead, it is anchored
in historical realities and broader political and



economic reforms. In Vietnam, decentralization
policy has been more formal than in China, involv-
ing a sequence of specific legislative measures. But
with the exception of a few bolder, asymmetric
experiments in some of the major cities, decentral-
ization in Vietnam has been limited and incremen-
tal. In both cases, decentralization has focused on
administrative and fiscal reform, with modest
political change and the retention of considerable
central control over subnational governments (in
law and policy if not always in practice).

Cautious movers (Cambodia and Thailand) have
established significant elements of decentralization
at the formal policy and legislative levels, but there
has been limited progress with implementation. In
Thailand, the ambitious decentralization framework
developed in the wake of the 1997 Constitution has
been only partly implemented. In Cambodia, elected
commune councils have limited functions and
receive only modest resources. The provincial sys-
tem is stronger but heavily managed by national line
ministries and centrally appointed governors. Only
recently has the government undertaken further
work on devolution policy. In both countries, the
commitment to extensive decentralization appears
to be limited.

Cross-Country Trends

The broad categories outlined above describe a
cluster of characteristics related to the pace and
timing with which different countries have intro-
duced decentralization. Other features of decen-
tralization in the region defy straightforward classi-
fication. There is an ongoing unevenness in the way
in which decentralization is being planned and
implemented across countries.

For example, the degree to which countries uti-
lize consistent and intentional policy frameworks to
guide reform varies considerably and appears unre-
lated to the pace or appetite for reform. Indonesia
decentralized faster than any other country in the
region, but the Big Bang took place in the absence
of a comprehensive policy framework. While recent
revisions of the key Indonesian framework laws
(Laws 22 and 25 of 1999, now Laws 32 and 33 of
2004) have clarified outstanding issues in the gov-
ernmental transfer system, many other policy
elements—such as the regulatory frameworks for
subnational borrowing—have yet to be defined.
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China lacks even the incomplete policy framework
of the Indonesian case but has gradually developed
one of the most decentralized intergovernmental
structures in the region (World Bank 2002a). In
contrast, countries with well-developed, more com-
prehensive policy frameworks have yet to imple-
ment decentralization reforms. Thailand’s decen-
tralization framework is elaborated in great detail
in the Constitution, in law, and through parliamen-
tary and cabinet decisions, but the country has been
slow in carrying out reforms.’

Decentralization in East Asia is a complex blend of
characteristics in other respects as well. Decentral-
ized subnational governments have, for the most
part, been assigned substantial functional mandates
and responsibility over large fractions of total public
spending. And even where limited recentralization
has taken place (such as in China in 1994), this was a
temporary move to improve system performance. So
the trend has been mainly toward greater local
autonomy—albeit at varying rates. The difficulty,
however,isthatthistrend coexists with weak intergov-
ernmentalinstitutional environmentsandarecord of
generally poor (while in some instances improving)
performance of core mandates by most subna-
tional governments. In some countries (Indonesia,
the Philippines) centralized, top-down systems for
economic investment and service delivery have
weakened. Oversight and regulation of the emerging
intergovernmental arrangements are undeveloped.
And local systems—lacking appropriate bottom-up
incentives and human resource capacity—are not in
place to take up the slack.

The result is a kind of “institutional limbo” which
typifies decentralizing environments internation-
ally. In East Asia, it has two main features. First,
whether by design or as a result of slippages in the
implementation process, intergovernmental struc-
tures have substantial internal inconsistency. The
functions of different levels of government overlap.
Bottom-up accountability of locally elected bodies is
dampened by top-down methods for appointing key
officials. And the discretion given to local authorities
in spending unconditional fiscal transfers is effec-
tively curtailed by central government control over
human resources. The aforementioned substantial
capacity constraints—both local and central—
compound these policy and design deficiencies.

Second, the decentralization process itself has
slowed, even among countries that had been on the
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more accelerated, “fast starter” path described
above. For example, repeated attempts to revise
aspects of the Local Government Code in the
Philippines have borne little fruit, and there are few
signs of significant advances in implementing other
key policy initiatives (e.g., the reform of the Internal
Revenue Allotment grant system). In China, recent
intergovernmental reform has become more mod-
est, restricting its focus to introducing equalizing
adjustments to the existing central-provincial fiscal
transfer system. Reforms that would address more
fundamental problems, such as those of subna-
tional debt, do not seem to be on the immediate
horizon. In Indonesia, aspects of Law 32 of 2004
represent a tightening of central control over local
budgeting and own-source revenue decisions, alter-
ing the more deliberate move toward subnational
autonomy present in the initial phases of the Big
Bang reforms.

Of course, policy and design inconsistencies,
along with stop-and-start progress, characterize
institutional reform processes in developing coun-
tries around the world. Progress is rarely monoto-
nic, and policy reconsideration and reformulation
can even be sensible and salutary. To the extent
that such fits and starts reflect problematic aspects
of the decentralization process in East Asia, how-
ever, they are mainly explained by political and
bureaucratic conflicts, which break down into
three broad types.

First, conflicts between national agencies and
subnational governments—usually over the pace of
decentralization and resource questions (such as
revenue allocations)—have been gaining impor-
tance. Some conflicts are explicit and formal, such as
public disputes between central and local govern-
ment officials over jurisdictional issues. Some are
informal and implicit, such as disputes between
local and central authorities over local tax bases and
the regulatory powers of subnational governments.
The latter are particularly prevalent in countries
where the law remains unclear. In Indonesia, local
authorities have increasingly begun to assert them-
selves in competition with central and provincial
government in local business regulation. In China,
local governments have disputed centrally imposed
fiscal constraints and raised local revenues outside
the regular budget in response.

Second, in most East Asian countries, con-
flicts among central agencies themselves over the

leadership and direction of decentralization are
widespread:

+ In Indonesia, the recently completed modifica-
tion of Laws 22 and 25 (now Laws 32 and 33 of
2004) was complicated, and hence delayed, by
policy disagreements between the ministries of
Finance and Home Affairs. In fact, these laws
now provide for simultaneous regulatory juris-
diction of both ministries over a number of
subnational fiscal and financial matters.

+ In Cambodia, responsibility for policy develop-
ment and implementation of decentralization is
divided across a number of key interministerial
agencies, and coordinated progress has proven
difficult. Only recently has the central govern-
ment attempted to institute a single process of
policy development on issues related to decon-
centration and decentralization, backed by a
program of joint donor support.

+ In the Philippines, it appears that opposition
from major government banks has played a role
in ensuring that the legal and regulatory envi-
ronment for local borrowing continues to place
private investors at a competitive disadvantage
(World Bank and Asian Development Bank
2003; Pellegrini and Ma 2002).

+ In contrast to other regions, finance ministries
in East Asia are less active in managing decen-
tralization than are ministries of Interior, Home
Affairs, or Planning, which have strong incen-
tives to limit local autonomy. These central min-
istries often prevail, as those who would cham-
pion decentralization tend to be less powerful.

Third, in some countries, conflicts over the
scope of decentralization have become an issue
between elected political leaders and administra-
tive bureaucracies. For example, the Indonesian
Parliament developed its own bill to reform Law 22,
as an alternative to the legislative drafting efforts of
the ministries of Finance and Home Affairs. Similar
dynamics appear to have slowed attempts to reform
aspects of the intergovernmental transfer system in
the Philippines.

While these conflicts may be no more pro-
nounced in East Asia than in other decentralizing
regions, it does appear that they have seriously
impeded progress on key reforms in some coun-
tries (Cambodia, Indonesia, and the Philippines).



Even where agreement has been reached among
central agencies on intergovernmental frameworks,
the arrangements that have been struck tend to fix
in place confusion over functional mandates that
perpetuate interagency squabbles which, in turn,
slow implementation. Moreover, in a number of
countries, the absence of clear intergovernmental
reform policies, combined with weak management
capacity at the center, has generated incentives and
opportunities for local authorities to work outside
the formal system. Indeed, almost half of Chinese
subnational government revenue is, by some
estimates, not captured in formal local budgets
(Ahmad et al. 2000). With decentralization, local
payrolls for temporary workers have expanded
in the Indonesia, the Philippines, Thailand, and
Vietnam. Indonesian businesses are increasingly
subject to regulation and taxation imposed by local
ordinances that have not been harmonized with
existing central government legislation. These prac-
tices are largely the unintended result of inade-
quately designed reform programs, and illustrate
the difficulties countries face in trying to system-
atize decentralization policies.

Early Impacts

Despite initial anxiety in many countries, the effects
of decentralization in East Asia appear to have been
largely benign so far. In particular, there seems not
to have been a systematic deterioration in the deliv-
ery of key services, a major preoccupation in many
countries. Indeed, while subnational governments
have had difficulties with service delivery, so have
some central governments. These are still early
impressions. Comprehensive assessment of the
effects of decentralization is yet to be done. But ini-
tial trends can be detected in three broad areas:
resources (particularly fiscal resources), outputs
and outcomes, and propoor service delivery.®

Spending Envelopes

Overall, decentralization seems to have had a posi-
tive effect on aggregate fiscal spending. In health,
average annual expenditure in Indonesia and
Vietnam remained constant as a proportion of
gross domestic product (GDP) during the most
intense decentralization reforms, from 1997 to
2001. In the Philippines, health spending at the
local level exceeded that at the national level by
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2001, while total health spending remained in line
with other East Asian countries. In education, the
positive trend is more pronounced. In China, edu-
cation spending nearly tripled as a share of total
expenditure from 1978 to 2001 (from 6.7 to 18 per-
cent). In the Philippines, total government spend-
ing on education grew from just over 2.5 percent to
well over 4 percent of GDP between 1991 and 1998.
In Indonesia, the share of spending on education
has risen to 4 percent of GNP from only 1.4 percent
before decentralization. The subnational share
of education resources has also increased, partly
because funds and functions have been transferred
to the local level, and partly because local govern-
ments are expected to mobilize additional resources
to perform these functions.

The record on infrastructure is mixed. Local
infrastructure investment in China has recently
been sustained at high levels, but an initial postde-
centralization spending surge in the Philippines has
given way to a slow but steady decrease in spending
since 1995. There are some indications that hori-
zontal disparities in spending in some sectors have
widened during decentralization (education in
China). But this has not been widely found and
is not entirely consistent with the evidence on
service-delivery outcomes.

Outputs and Outcomes

The positive trends in health outcomes in East Asia
that began in the 1980s have been broadly sus-
tained through the period of decentralization
reform. During the period of intensive intergovern-
mental reform in Indonesia, the Philippines, and
Vietnam, infant mortality rates (IMRs) fell and life
expectancy grew steadily, albeit slowly. In some
countries, gaps in health status between rich and
poor local governments have narrowed markedly.
In the Philippines, the difference in IMRs between
the richest and poorest regions was further reduced
in the 1990s, and by 2000 the IMR of the poorest
area was lower (Eastern Visayas, at 10.7 per 1,000
live births) than that of the richest (Manila, 19.4
per 1,000) (chapter 8). This favorable trend was
due, in part, to improved health outputs and serv-
ice coverage that extended its subnational reach:
the proportion of births attended by trained health
personnel, and the share of the population with
access to water or sanitation, rose discernibly over
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the postreform period. Similar trends were evident
in education during periods of intergovernmental
reform. As China decentralized, literacy rates rose
from 1982 to 1999, most dramatically in the poorer
regions. (Further examples of service-delivery trends
can be found in chapters 8,9, and 10.)

Service Delivery to the Poor

The impact of decentralization on the poor is not
well understood. National decisions related to
decentralization (fiscal equalization, nationally
mandated service levels) affect the poor. So do local
processes (budgetary allocations, planning deci-
sions, and service mix and quality). In 2001, prede-
centralization survey data on perceptions among
Indonesian households of service delivery sug-
gested that the poor knew less about programs and
policies affecting them than did other groups. A
postdecentralization follow-on survey is under way
to understand these issues more deeply. Better
monitoring and evaluation—and more data—are
needed to get a fuller picture of service delivery
performance in poor communities throughout the
region.

Intergovernmental Systems:
What Challenges Do East Asian
Countries Face?

As countries in the region continue to decentralize,
they will need to design and implement reforms of
their intergovernmental systems in the three broad

areas touched upon earlier in this chapter. These
include the organizational arrangements that con-
stitute a country’s basic intergovernmental struc-
ture; the financial resources that subnational
governments can mobilize and the way they are
distributed; and the management and accountabil-
ity systems that govern resource allocation and
control at the subnational level. The following dis-
cussion highlights the key characteristics of these
challenges. It draws on international experience to
stimulate thinking about pitfalls to avert and inno-
vative approaches that might be adapted to each
country’s circumstances.

Organizing the Intergovernmental System

The first broad challenge faced by decentralizing
East Asian governments is how to design the
organizational structures of the intergovernmental
system. This section examines how functions and
expenditure responsibilities are assigned, explores
issues related to coordination among intergovern-
mental structures and subnational entities, and
examines questions of special configuration and
subnational boundaries.

Functional and Expenditure Assignments. Sub-
stantial functions have been assigned to subna-
tional governments in East Asia (see table 1.2). But
in most countries, specific responsibilities are
unclear, and overlaps among the different levels of
government are common. In Indonesia, despite
recent legal revisions (Law 32 of 2004), a lack of
clarity regarding central and subnational functions

TABLE 1.2 Expenditure Shares and Functional Allocations in East Asia

Subnational
expenditure
Country (% of total)?
Cambodia 17 Provincial
China 69 Local
Indonesia 32 Local
Philippines 26 Central,
provincial, local
Thailand 10 Central, provincial
Vietham 48 Provincial, local

Functional allocations®

Provincial Provincial
Local Local
Local Local
Central, Central,

provincial, local
Central, provincial
Provincial, local

provincial, local
Central, provincial
Provincial, local

Sources: Various country case studies prepared for this report and World Bank statistics.

a. 2001, except for China, Indonesia, and Vietnam (2002).

b. “Provincial” refers to the level immediately below the central or national level; “local” refers to all levels
below the provincial level. Classifications vary across countries; municipalities, for example, can be at either
the intermediate level (as in Cambodia and Vietnam) or the local level (as in the Philippines and Thailand).
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TABLE 1.3 Vertical Organization of Intergovernmental Systems in East Asia

Levels of
subnational
Country government®
Cambodia 2
China 4
Indonesia 3
Philippines 4
Thailand 3
Vietnam 3

Number of first-tier

Average population of
first-tier subnational

subnational governments
governments (millions, 2002)
24 0.5
32 40.0
32 7.0
149 0.5
76 0.8
61 1.3

Sources: Various country case studies prepared for this report and World Bank statistics.
a. “Level” refers to an organ of government with some degree of formal budget (expenditure) authority.
In some cases (such as Indonesia), this can be highly circumscribed, particularly at the lowest levels.

remains, as do a number of inconsistencies between
Law 32 and various sectoral laws (such as Law 31 of
2004, which assigns all fisheries functions to the
central government). In the Philippines, some
clauses in the 1991 Local Government Code appear
to distribute functions unambiguously across levels
of government, but this clarity is diluted by other
clauses allowing both national government agen-
cies and local government units to initiate devolved
activities. In China, there is no national law that
clarifies the functions of each level of local govern-
ment; expenditure assignments are decided by the
provinces and thus differ across regions (World
Bank 2002a).

Achieving greater de jure clarity on functional
mandates will not entirely eliminate vertical intera-
gency conflict, and even mature intergovernmental
systems are characterized by some dynamic tension
over jurisdictional issues. But East Asia may be able
to learn from countries that have faced these ques-
tions in other parts of the world. As with many
other issues, solving these problems is usually
about overcoming political obstacles more than
technical challenges, and an ongoing dialogue
involving various stakeholders will be necessary to
resolve these challenges in most countries.

Organization of Intergovernmental Structures
and Coordination among Subnational Entities. The
character of decentralization varies considerably
across East Asian countries, ranging from decon-
centration to devolution, and encompassing dif-
ferent levels of subnational government. The inter-
governmental structures in turn have varying
implications for the scope of intergovernmental

coordination, both among subnational govern-
ments and between subnational governments and
the center.

All East Asian countries have multiple levels of
subnational administration or government, but the
structures vary widely (table 1.3 and chapter 2).
These variations make simple cross-country com-
parisons difficult, but a rough pattern of vertical
organization is evident. Intergovernmental struc-
tures in Indonesia and the Philippines are oriented
toward the subprovincial level, though interprovin-
cial variations in size, wealth, and influence are
wide. In both, however, countries now have limited
powers and functions relative to subprovincial
governments—perhaps to the point that being
precluded from oversight, coordination, and regula-
tion of city and district governments has become
dysfunctional for the intergovernmental system
as a whole. Subnational structures in China and
Vietnam focus more on the intermediate level.
These are “nested hierarchies,” in which central gov-
ernment determines the overall character of the sys-
tem and deals directly only with provincial adminis-
trations; provinces oversee subprovincial levels; and
so on (World Bank 2002). This has allowed the
development of significant variation in fiscal and
institutional arrangements below the provinces.

Cambodia and Thailand are at the other end of
the spectrum, with the most centralized structures
in the region. In both, there are elected subprovin-
cial governments, but they have not been assigned
significant resources, authority, or functional man-
dates. In Cambodia, provinces operate fully under
the control of the center. In Thailand, provinces

1
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have some independent functions in principle, but
their realization in practice has been limited.

When planning and budgetary authority is dis-
persed laterally and devolved downward, there is a
need for horizontal coordination across subna-
tional entities and vertical coordination among
levels of government. As the responsibilities of local
authorities expand, the effects of their activities can
spill over into neighboring jurisdictions, intensify-
ing the need for horizontal cooperation across
boundaries. This area has not yet been well studied,
but initial indications are that horizontal coopera-
tion has generally been weak in the region. There
are some examples of progress in some sectors,
such as the Joint Health Councils in Yogyakarta,
Indonesia (chapter 8), but these tend to be excep-
tions. Some donor projects are attempting to intro-
duce incentives to stimulate such cooperation—in
China, for example—but systematic initiatives are
not common in the region.

Vertical coordination between central and sub-
national governments is also critical for major
planning and investment activities. In Indonesia,
provinces are reportedly encountering difficulties
in facilitating cooperation across local govern-
ments, leading to underperformance in tasks with
large spillover effects and significant economies of
scale, such as ocean management. An ongoing
tug-of-war between the center and the regions on
investment approval and land has cooled local
investment (World Bank 2003b). These difficulties
are related in part to the underlying lack of clarity
in the division of functions and powers among the
different levels of government—and in part to the
changing scope and diminishing authority of
national planning agencies under decentralization.
To maintain efficient planning, budgeting, and
regulation of infrastructure investment, govern-
ments need to make conscious efforts to develop
models of vertical and horizontal cooperation that
can function in a more complex institutional
landscape.

There are many international examples of suc-
cessful intergovernmental cooperation. A number
of these lie in the area of tax administration. In the
United States, the sovereignty accorded the states
by the constitution has created a highly independ-
ent system of tax administration and generated the
need for cooperative arrangements between state
and federal tax authorities. These arrangements

aim primarily to improve tax compliance and
enforcement, including the exchange of personal
and corporate information between federal and
state levels and across states. This exchange may be
accomplished either through a voluntary uniform
exchange of information or through separate bilat-
eral exchange agreements. At present, 45 states use
the uniform exchange of information agreement as
a framework for exchanging this kind of taxpayer
information—and for cooperative activities to
combat tax avoidance (Duncan and McLure 2005;
Ebel and Taliercio 2004).’

In Estonia, localities have the authority to levy
local gross receipts taxes and then verify taxpayer
reports by checking reported gross receipts against
the central government’s VAT declarations. To en-
force the tax payment, localities may choose to
deny operating licenses to businesses that have not
paid the tax and/or they may choose to contract
with the National Tax Board for collection of the
tax (Sootla et al. 2000). Mexico presents a special
case of cooperative administration whereby the
central government may enter into agreement with
states to audit and otherwise verify compliance
with federal laws in exchange for a portion of the
federal revenues. States thus reduce costs of admin-
istration by using their knowledge of the local
economic activity, which the central government
might not possess (Mikesell 2003).

Spatial configuration and boundaries of subna-
tional entities. The wide variation in the structure
of subnational governments across East Asia is
consistent with the political and geographic diver-
sity in the region. As decentralization has pro-
gressed, two important concerns have emerged for
the spatial organization of local authorities. First,
there is the question of the administrative effi-
ciency and capacities of subnational units. In
Cambodia, studies have raised issues about the abil-
ity of communes to operate effectively given their
very small sizes (1,600 communes serve 12 million
people) (Rusten et al. 2004). In Indonesia, where
around 400 kabupaten/kota® governments serve
well over 200 million people, the limited political
connectivity between decision makers and con-
stituents in large districts is often considered
problematic.

Second, there is more fragmentation of subna-
tional jurisdictions. In Indonesia, the number of
kabupaten and kota increased from 292 to 434



between 1998 and 2003; in Vietnam, the number of
provinces expanded from 61 to 64 during 2003.
This fragmentation raises questions about whether
the process for creating new subnational units cre-
ates incentives for increasingly inefficient local gov-
ernment structures. Recent research on Indonesia,
for example, indicates that “perverse fiscal and
bureaucratic rent-seeking initiatives also may be at
work in the creation of new regions” (Filtrani et al.
2004, p. 3). Proliferation often introduces substan-
tial instability in local institutional frameworks,
discouraging economic investment and possibly
undermining the institutional consolidation needed
for effective government administration.

East Asia has much in common with other
regions here. Decentralization in a number of
African, Central European, and Latin American
countries has been characterized by a proliferation
of local governments, sometimes to the point
where the average unit has become inefficiently
small (Bird et al. 1995). In some of these instances,
fragmentation has been followed by a later phase of
consolidation, in others not. These dynamics are to
some extent intrinsic to decentralization. But inter-
national experience provides examples of transpar-
ent processes that force a more objective examina-
tion of technical factors—such as the impact of
boundary changes on the fiscal position and
administrative capacities of local authorities—and
that appear to lead to more rational outcomes.
South Africa is worth examining in this regard. In
2000 it rationalized a wasteful and dysfunctional
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system of more than 800 local authorities into 284
municipalities and districts by introducing legisla-
tion and establishing an independent, nonpolitical
body to scrutinize local government boundaries on
the basis of detailed, technical criteria. While the
final boundary determinations were not without
controversy, the overall streamlining of the system
is widely regarded as having laid the platform for a
major improvement in local government efficiency
and operations (Glasser and White 2004).

Accessing and Distributing Financial Resources

The second common challenge in East Asia’s inter-
governmental reform relates to access by subna-
tional governments to financial resources. This
discussion covers fiscal resources such as own-
source revenues and intergovernmental transfers,
as well as local government borrowing activities
and the extent to which they are subject to hard
budget constraints.

Own-source revenues. East Asian decentraliza-
tion has been characterized by a relative lack of
own-source revenue autonomy, in both the range
of local revenue sources assigned to subnational
governments and their authority to determine the
tax base and rate. As in other areas, comprehensive
data on fiscal arrangements are not available for
most countries in the region, but table 1.4 presents
an informed impressionistic overview of key fea-
tures of the intergovernmental fiscal structure,
including own-source revenues (see chapter 6).

TABLE 1.4 Subnational Fiscal Structure of Selected East Asian Countries

Own-source

Shared taxes
Low

revenues
Cambodia

China Moderate High
Indonesia Low Moderate
Philippines Moderate Moderate
Thailand Low High
Vietnam None High

Unconditional Conditional Informal
transfers transfers revenues
n.a.

High? High
Low High High
High Low Moderate
High Low Moderate
Moderate Moderate Low
Low High Moderate

Sources: Subsequent chapters and unpublished country case studies prepared by World Bank staff for

this report.
Note: “Low,

" ou

moderate,” and “high” refer to the rough proportions of total subnational revenues

attributable to each revenue source relative to international experience.

a. Refers only to the commune level.

b. Most “provincial” agencies are deconcentrated arms of central ministries, so the term “transfer” does

not apply.

13



14

East Asia Decentralizes

A brief survey of typical own-source revenues in
East Asia demonstrates the overall lack of subna-
tional autonomy. Among the six countries consid-
ered in this study, none permits personal income
taxes or general sales taxes at the subnational level.
The real property tax on land or on land and build-
ing improvements is effectively a national tax in
Indonesia, Vietnam, and Thailand. Real estate
(property) taxes are a potentially robust source of
local revenue, but they are either permitted only
on a very narrow base, as with unused land in
Cambodia, or subject to maximum rates set by the
center, as in China and the Philippines. Business
receipts taxes are also underused, except in the
Philippines and China, where they constitute about
a third and a fifth of local revenues, respectively.
Some decentralization laws allow the imposition of
modest excises and fees, including those on motor
fuel in Indonesia, vehicle and vessel use in China,
markets in Cambodia and Indonesia, and public
transportation in Thailand.

One result of this limited authority over subna-
tional tax policy is increasing informality, through
which subnational governments seek “unofficial”
sources of revenue. Allowing subnational govern-
ments to enact new taxes and fees has generated
some productive entrepreneurial behavior in sev-
eral countries, but it has simultaneously created
problems. Chinese subnational governments have
developed an abundance of “illegal” extrabudgetary
fees, with distortionary effects. In Indonesia, a
proliferation of “nuisance” taxes yields limited
revenues, imposes high administrative costs on
subnational governments and compliance costs on
taxpayers, and, in some cases, impedes inter-
regional trade. Subnational governments in the
Philippines have created a complex variety of taxes,
fees, and charges, many of which are uncollected or
undercollected.

Weak local revenue authority creates depen-
dency on higher levels of government, restricts
subnational autonomy, and undermines the link
between services and finance needed for strong
local accountability—a key factor in successful
decentralization. Combined with the incentives for
poor collection of allowable taxes and fees and the
proliferation of “illegal” taxes, this contributes to a
culture of noncompliance and undermines the
integrity of the fiscal system. Although political
dynamics pose serious challenges in this area, there

is significant scope—and an imperative—for most
East Asian countries to empower and encourage
subnational governments to generate revenues.

Intergovernmental transfers. Subnational gov-
ernments are invariably in a better position to
spend resources than to raise them, so intergovern-
mental transfers form a substantial part of the pub-
lic sector fiscal structure in most countries. In
OECD countries, subnational governments depend
on transfers to finance about 40 percent of their
expenditures, on average, with the numbers for
Eastern Europe and Central Asia, and for Latin
America and the Caribbean, slightly lower, and
those for Africa closer to 60 percent (Ebel and
Yilmaz 2002).”

East Asia follows this pattern, with transfers
accounting for significant but widely varying
proportions of total local revenue, ranging from
nearly 100 percent in Cambodia to about 34 percent
in Thailand. Local fiscal dependence on transfers is
about 70 to 80 percent in Indonesia and the Philip-
pines and 50 percent in Vietnam. In addition, in
countries such as China, Thailand, and Vietnam,
subnational governments obtain much of their
income from shared taxes, a form of intergovern-
mental transfer. These vary widely across the region,
and have important additional implications for the
dependence of local governments on non—own-
revenue sources of funding (see chapter 2).

Many East Asian countries have recently been
moving toward internationally accepted “best prac-
tice” norms by simplifying complex intergovern-
mental transfer systems, improving the trans-
parency and predictability of allocations, and
increasing subnational government discretion over
the use of these resources (Schroeder and Smoke
2003). This is particularly true in Cambodia,
Indonesia, and the Philippines, where transfers
are formula-driven and largely not earmarked.
Thailand and Vietnam have also begun to move in
this direction, though central control over the use
of transferred resources remains tighter than in
other countries. China’s transfer system is less
transparent, having developed piecemeal over the
years; recent efforts have focused on improving
horizontal equalization.

These trends are positive, but the increase in
local discretion over how transfers are spent often
masks important constraints in local decision
making. There is a degree of internal inconsistency



in the design of intergovernmental transfer
systems. While transfer policies seem to favor local
expenditure discretion, human resource policy
tightly restricts it. For example, the Internal
Revenue Allotment in the Philippines and the dana
alokasi umum in Indonesia are not earmarked
transfers. But because they are used primarily to
cover local wage costs, and because the central gov-
ernment retains significant control over local civil
service staffing and employment conditions, local
discretion over the use of these grants is limited.
The actual amount of intergovernmental transfer
funds that can be spent on truly local priorities in
the region is much smaller than first appears.

Subnational borrowing and hard budget con-
straints. Subnational borrowing varies widely across
East Asia (see chapter 3). Such borrowing is virtually
nonexistent in Cambodia, highly restricted in
Indonesia, moderate in the Philippines and Vietnam,
and extensive but indirect in China. The frameworks
that regulate local borrowing and the actual practices
of subnational governments are complex. In China,
for example, subnational borrowing is illegal except
when financed by higher levels of government. How-
ever, local authorities effectively raise credit (and
hence incur liabilities) through special-purpose
vehicles created for investment and financing.
Therefore, while local borrowing is legally more con-
strained in China than in many other countries, it is
in reality both widespread and unregulated.

The emergence of sustainable subnational bor-
rowing in East Asia is hampered by a number of
serious problems. First, while the economic and
demographic growth of cities is propelling signifi-
cant latent demand for financing for subnational
loans, policy and regulatory frameworks are poorly
developed. Thus, while the larger cities and towns
in East Asia are in need of increased financing flows
(primarily to fund infrastructure investment) and
are expanding their capacity to service debt, the
lack of reliable financial data, constrained borrow-
ing authority, and the absence of rules in the event
of default interact to undermine the de facto credit-
worthiness of subnational governments and make
them unattractive investment propositions.

Second, private lending to subnational govern-
ments remains low throughout the region, even
where central governments have attempted to
stimulate it. This situation arises from the weak
creditworthiness of subnational governments, as
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well as the public sector-dominated character of
the banking industry and the regulatory advantages
typically conferred on state-owned banks. As a
result, lending to subnational authorities, and the
associated credit risk, tends to concentrate in the
public sector even in countries such as the Philip-
pines where greater private participation in the
subnational debt market is an explicit policy goal."

Third, there are questions about the extent to
which subnational governments are subject to hard
budget constraints (see box 1.2). China is the only
East Asian country in which soft local budget con-
straints may pose a major problem at the macro-
economic level, largely because of the significant
off-budget expenditures of local governments and
their widespread—albeit
Cambodia is at the other extreme, as communes are

indirect—borrowing.

responsible for only about 2 percent of total public
spending and cannot borrow. While Cambodian
provinces account for more spending (17 percent),
80 percent of that is under the direct control of the
central government. Provincial off-budget activities
are minor, and provinces may not borrow, leaving
little scope for accumulating contingent liabilities.
The other countries lie between these two extremes,
although data weaknesses, the complexity of regu-
latory frameworks, and the opacity of local
accounting systems make the situation unclear. In
Indonesia, where subnational governments are usu-
ally entitled to borrow, but where these powers are
currently restricted,'’ regulatory weaknesses and a
poor record of loan repayment indicate potential
concern in the medium and long term. Whether
local borrowing will become a problem will depend
on whether these restrictions are relaxed, as well as
on reform of the subnational borrowing framework
and the evolution of the intergovernmental transfer
system, among other factors.

The degree to which subnational governments
are subject to hard budget constraints depends on
several aspects of the intergovernmental system,
especially the regulatory environment surrounding
subnational borrowing. Ultimately, if East Asian
countries wish to expand sustainable private invest-
ment at the subnational level without misalign-
ing incentives and risking undesirable macroeco-
nomic impacts, they need to develop much more
thorough policies and regulations and devote
significant efforts to implementing them. This
will require a fundamental reassessment of the
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BOX 1.2 Hard Budget Constraints

The ability of subnational entities to borrow
funds is fundamental to the concept and prac-
tice of fiscal decentralization and local fiscal
autonomy. Subnational borrowing can be an
effective tool for local development, if limited to
financing capital investment expenditure. When
structured well, it can improve both economic
efficiency, in which the cost of debt repayment
matches the flow of benefits over time, and
intergenerational equity, so that future genera-
tions who benefit from investments also share
the responsibility for payment.

The key to making subnational borrowing
work is the presence of hard budget constraints.
These ensure that subnational governments can-
not transfer the liabilities they accrue to higher
levels of government, either by shifting debt
service obligations upward or other means such
as expenditure deferrals or the accumulation of
contingent or implicit liabilities. The best way to
enforce a hard budget constraint is to establish
procedures that clearly signal that local govern-
ments will bear the costs (and accrue the bene-
fits) of their fiscal decisions.

When this message is conveyed to creditors,
asset owners, and voters, the market mechanism
comes into play. First, creditors will demand
sound fiscal decisions by withholding credit.
Second, knowing that local fiscal decisions can
directly affect property values and rents, asset
owners will have a strong incentive to lobby
against imprudent borrowing and debt buildup.
Third, political factors may also be important in
countries with local elections, where voters can
oust underperforming local officials.

In well-established intergovernmental sys-
tems, the fiscal discipline of the capital market
suffices. Yet markets work only when good infor-
mation is available on local fiscal performance
and risk, when the central government makes a
credible commitment that it will not provide
bailouts, and when accountability systems are
robust. Where these conditions are not in place,
as in many developing countries, two reinforcing
strategies can help. First, it is important to ensure
that subnational entities do not “pay down”

objectives of subnational borrowing, close study
of the local borrowing environment, a broad
framework conducive to disciplined subnational
credit activity, and the central capacity to monitor
local credit activities, including collection and

debts by borrowing from their own banks, or
from a central financial authority that provides
additional funding, without accompanying—and
severe—consequences for default.

The problem with a subnational entity bor-
rowing from itself is clear. A pattern of central
government bailouts may also be costly. Not only
will this undermine the center’s own credit stand-
ing, but it can also lead to selective allocation of
credit across subnational governments according
to political, ethnic, or religious favoritism. Capital
investment can become inefficient, and national
cohesiveness may be jeopardized.

The second strategy is to establish a fiscal
framework that ensures subnational budget dis-
cipline. Central or higher-level governments
may limit local borrowing to capital expendi-
tures only, as in Argentina, Latvia, and Poland.
They may place statutory limitations on local
debt, as in Italy, Portugal, and Canadian
provinces. And they may provide for a municipal
bankruptcy law, as have Hungary, South Africa,
and many member countries of the Organisa-
tion for Economic Co-operation and Develop-
ment. Other rule-based approaches include pro-
hibitions on foreign borrowing in Ethiopia and
Ireland, and the establishment of intergovern-
mental coordinating committees. For example,
the Australian Loan Council provides informa-
tion to the financial markets on local govern-
ment fiscal positions, and the French Regional
Chambers of Accounts may establish remedial
fiscal measures if a deficit appears.

A range of sanctions may also be established.
In Austria, an explicit Domestic Stability Pact sets
overall fiscal targets for municipalities as a
group, and allows the transfer of surplus/deficit
obligations and rights across subnational gov-
ernments if the group target is not met. In Brazil,
partly in reaction to sharp increases in subna-
tional debt levels (up to 17 percent of GDP in
1996), the central government not only restricts
debt service levels but also penalizes governors
and mayors for irresponsible performance
through impeachment or imprisonment.

dissemination of better credit data. East Asia could
draw on the experiences of other countries that
have begun—and in some cases successfully
completed—such exercises, including Hungary,
Mexico, Brazil, and South Africa.



Some Fast Asian governments are beginning to
tackle at least some aspects of this agenda. For
example, the Department of Finance in the Philip-
pines has recently begun developing mechanisms
to measure and monitor subnational liabilities, and
the department intends to create an early warning
system to identify impending local debt defaults. In
the rest of the region, however, efforts appear to
address much narrower concerns. Indonesia has
focused on developing a regulatory system for the
onlending of donor-sourced investment funds
within the public sector (KMK 35). Notwithstanding
the positive steps mentioned above, the Philippines
has invested significant effort in restructuring the
Municipal Development Fund Office into a nonbank
financial institution that—Ilike two government
banks (the Land Bank and the Development
Bank)—will cater to the subnational market. Gov-
ernments have devoted much less attention to
broader policy and regulatory issues surrounding
subnational borrowing.

Creating Sound Management
and Accountability Systems

Management and accountability systems often
determine the performance of intergovernmental
mechanisms. Designing and implementing systems
that work on the ground are not easy tasks. This is
where decentralization often falters. The following
section examines three key elements of this third
common challenge: human resource management;
planning, financial management, and information
at local and national levels; and local accountability
systems.

Human resources. East Asian countries have
started down the path of decentralizing human
resources (see chapter 7). In most cases, subna-
tional governments have the authority to hire and
assign junior staff, but the central government
retains control over the aggregate number and pay
levels of local staff.'” Under these arrangements, the
overall management of the civil service effectively
remains largely centralized.

To compensate for this limited local formal
autonomy, subnational practices in some countries
have tended to circumvent formal systems. In the
Philippines and Thailand, local managers have
avoided central guidelines by hiring contractual
workers. In Indonesia and the Philippines, local
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governments have often relied on nontransparent
allowances to boost civil service pay. In China,
where subnational governments return budget sur-
pluses to the central government, local civil service
employment has swelled in the absence of incen-
tives to local managers to keep staffs lean.

The design of decentralization has also had
important impacts on the accountability, incen-
tives, and capacity of local civil servants. Unclear
policies have sometimes created confusion con-
cerning accountability relationships. In Indonesia,
for example, conflicting laws have produced ineffi-
cient overlaps in authority. In China, the Philip-
pines, and Vietnam, “double subordination” to cen-
tral authorities and local assemblies conflates the
accountability of local staff.

Though some East Asian countries have estab-
lished formal mechanisms for merit-based recruit-
ment and performance management, these tend to
lack teeth in reality, and civil servants are rarely
held accountable for their behavior. Seniority and
party loyalty have frequently trumped performance
in promotion decisions. In China, the awarding of
across-the-board performance bonuses has under-
cut their ability to leverage civil service quality. In
the Philippines, where staff performance has not,
until recently, been rigorously evaluated, patronage
and nepotism have figured prominently in recruit-
ment and promotion. In countries where wages are
low and absenteeism is endemic, service delivery
quality cannot be maintained. Throughout East
Asia, less well-resourced local governments are
often unable to attract enough staff to fill the
required number of spots or to fund centrally set
wages. For local governments that manage to staff
their civil services despite poor incentives, the lack
of strong systems for career management also
dampens the incentives of local functionaries to
perform.

International experience shows that countries
often neglect the details of administrative decen-
tralization. In Central and Eastern Europe, confu-
sion about the role of the postcommunist state
prompted many governments to decentralize tasks
without providing adequate resources (Verheijen
2002). In Latin America, local authority to control
personnel costs was critical in enhancing macro-
economic management under decentralization
(Burki et al. 1999). Yet even when far-reaching
on paper, decentralization of human resource
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management has usually been quite limited in
practice. Governments tend to decentralize the civil
service in similar ways, giving local governments
autonomy to hire and fire staff and supplement
centrally set salaries, while the center retains con-
trol over wage rates and interregional mobility
(Evans and Manning 2004). Concerns about local
capacity, interregional equity, and national unity
can spur recentralization of the civil service and
threaten the decentralization agenda.

Despite the relative inattention to administrative
decentralization, a few interesting experiences in
local civil service management provide lessons
for East Asian countries. In Uganda, independent
District Service Commissions manage the recruit-
ment of local civil servants. The commissions have
experienced some growing pains, such as limited
ability to discipline and dismiss staff, but they can
still serve as a useful model. In Pakistan, reforms
envision organizing lower-echelon staff into cadres
to facilitate their mobility across districts, while
provinces will officially employ more senior staff to
allow vertical movement into central government
service. In this case, the challenge has been to ensure
that district governments rather than provinces
hold civil servants accountable for performance.
Personnel exchange programs in Japan enhance the
career prospects of local civil servants by transfer-
ring them between subnational governments and
the center. Broadly, international experience sug-
gests that some central controls on wages and civil
service mobility, combined with local autonomy
over hiring and promotion of more junior staff,
have been the preferred policies for most countries
moving from centralized to decentralized human
resource management systems. These experiences
show how important human resource arrangements
can be to making intergovernmental systems work.

Planning and financial mangement. As is com-
mon in newly decentralizing environments, local
planning in East Asia is fairly weak (see chapter 5).
Though the Local Government Code of the Philip-
pines prescribes a participatory approach to plan-
ning, less than a third of subnational governments
accounted for external inputs in creating develop-
ment plans, according to one survey (Azfar et al.
2000). Indonesia has also begun to introduce a par-
ticipatory planning process at the kabupaten level,
but project affordability is not a factor in expendi-
ture choices, so this process creates “wish lists” that

do not inform the budget in a meaningful way. In
China and Vietnam, insufficient coordination
between planning and budgeting means that plans
typically far outstrip resources.

The budgeting process is often inefficient and
only loosely scheduled. In China, the budget
process often starts only two months before the fis-
cal year begins, creating delays throughout the sys-
tem as each level of government must wait for
information from the previous tier before creating
its own expenditure and transfer plans. In Indone-
sia and the Philippines, poor estimates and unpre-
dictable release of transfers over the budget year
distort budget execution.

Difficulties with local financial management
systems are also common. In China, Indonesia, the
Philippines, and Vietnam, programs to modernize
financial management systems are in their infancy,
particularly at the subnational level. Though
management information systems in the Philip-
pines and Vietnam produce general reports, they
cannot do so in a timely or accurate way. Year-end
accounts are thus not available in Vietnam until
18 months after the end of the fiscal year. In the
Philippines, local financial management is still
based mainly on manual systems.

Internal and external auditing of expenditures at
the subnational level are of extremely low quality,
suffering from low capacity and confused man-
dates. In Indonesia, the legal framework is unclear
with regard to the authority of various auditors in
examining local budgets. In the Philippines, inter-
nal auditing is nonexistent among most local gov-
ernments, and the regional offices of the Commis-
sion on Audit, which have the power to audit local
governments, are overstretched. In Thailand, only a
few large-scale local authorities have internal audi-
tors, and two external auditing units—the Office
of the Auditor General and provincial auditing
teams—have considerable credibility but limited
capacity to provide services to all local authorities.

Decentralization implies a shift rather than a
weakening of systems and capacity at the center. In
fact, as the intergovernmental structure becomes
more complex, central ministries need to develop
new systems to monitor and manage it effectively.
Two challenges are typical of East Asian countries.
First, development of the systems connecting dif-
ferent layers of government often lags far behind
the policy decisions and institutional arrangements



they are meant to support. Cambodia is an extreme
case: grant disbursements to provinces are so
consistently late and so divergent from initially
budgeted amounts that budgets themselves have
become virtually meaningless. But similar difficul-
ties with the timely release of intergovernmental
transfers are fairly widespread in the region.

Second, central governments face growing prob-
lems in monitoring the activities of local govern-
ments. China’s deficiencies in managing subna-
tional liabilities have already been mentioned. The
Philippines and Vietnam have a limited ability to
monitor and control the addition of “temporary”
or “informal” workers to local establishments. In
Indonesia, decentralization has undermined data
systems in sectors such as education, for which
local authorities are now responsible. As a result,
the central government is less able to measure ser-
vice delivery in these sectors than before decentral-
ization (see chapter 9).

Accountability systems. A number of interlocking
factors constrain local accountability in East Asia.
Upward accountability—or central oversight of
local administrations—tends to be stronger than
other forms of accountability but suffers from a
lack of clarity in functional allocations, incomplete
flow of information, and inadequate monitoring.
Horizontal accountability—the monitoring of local
bureaucrats by local politicians, and of local gov-
ernment by local legislatures and courts—is diluted
by clientelist politics and a serious lack of capacity
among local countervailing powers. Downward
accountability, or responsiveness to citizens, is
often interrupted by a tendency to focus on compli-
ance rather than performance.

East Asian countries have historically empha-
sized top-down, ex ante control of subnational
expenditures. As decentralization evolves and local
governments gain greater financial autonomy, both
ex post review processes (such as external audits)
and horizontal and bottom-up systems inevitably
become more important in deepening accountabil-
ity. For any of these to work, local data must be pro-
duced, shared, and maintained. In Vietnamese
communes, poor record keeping makes monitoring
the use of funds extremely difficult. In China, local
reliance on extrabudgetary funds has reduced
transparency, and thus accountability, in public
spending. Thailand and Vietnam have experi-
mented with mechanisms to shift from central con-
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trol of expenditures to performance-based account-
ability, but these are in the early stages.

Low capacity within oversight bodies challenges
horizontal accountability at the subnational level.
Local legislatures and judicial institutions often
lack the financial and human resources to hold
local administrations accountable. In some cases,
political corruption prevents local politicians from
exercising oversight of local bureaucrats. In May
2004, 43 of 55 members of Indonesia’s West Suma-
tra legislative council were found guilty of corrup-
tion. Though this experience highlights widespread
corruption in local administrations in Indonesia, it
also provides a successful example of judicial over-
sight and prosecutorial effectiveness.

Civil society groups, including the media, can also
raise awareness of the extent and costs of weak gover-
nance, in terms of monitoring government per-
formance and giving citizens a voice to demand
accountability from their leaders (see chapter 12).
The importance of civil society grows as decentral-
ization expands citizens’ access to government
actors. In the Philippines, the Social Weather Stations
produced a Report Card of Pro-Poor Services to share
citizen feedback on public services. Vietnam is
launching a similar initiative. In China, some locali-
ties have introduced Citizens’ Charters through
which service users rate how government agencies
and public utilities perform against their stated com-
mitments. However, although civil society organiza-
tions are growing rapidly in most East Asian coun-
tries, they tend to concentrate in national capitals
and are therefore less influential at subnational lev-
els. Where they do exist, local civil society groups are
constrained by insufficient financial and human
resources, political interference, and weak links to
central organizations.

International experience shows that accountabil-
ity stems from numerous processes and relation-
ships, including those outside the formal public
sector. Enhancing access to information is a critical
step in bringing external pressure to bear on govern-
ments. In Mexico, the government has established a
System of Evaluation of Municipality Transparency
to measure how much information municipal
governments are offering their citizens and to
encourage greater transparency. In Uganda, after a
Public Expenditure Tracking Survey revealed that
schools had received only 13 percent of per-student
grants, the central government launched a massive
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information campaign, spreading the word through
the media and on notice boards outside schools and
district offices. Four years later, a repeat survey
showed that over 90 percent of resources were
reaching schools. Community report cards have
produced similar successes, notably in Bangalore,
India, where citizens rated public services and the
media widely disseminated results. Workshops
allowed providers and clients to interact, and some
agencies took steps to improve their service delivery
systems.

Finally, citizens need opportunities to hold local
governments accountable. In the Brazilian city of
Porto Alegre, an experiment in participatory bud-
geting improved public service delivery considerably
and has since expanded to over 80 cities. The gram
sabha public forum in Indian local governments and
community oversight committees in Bolivia allow
citizens to monitor government expenditures and
help make decisions regarding future activities.
Across the spectrum, the most successful mecha-
nisms tend to be those that link information, capac-
ity, and opportunities for participation.

Conclusion: Key Messages
and Challenges

As the preceding discussion has shown, East Asia’s
decentralization process—Ilike the region itself—is
characterized by heterogeneity as well as a set of
shared features, many of which are common to the
decentralization experience of other countries
around the world. As elsewhere, the thrust of
decentralization in the region has been determined
largely by structural and political factors. These fac-
tors suggest that decentralization is likely to be a
pivotal fact of East Asian life for the foreseeable
future. It is already affecting prospects for eco-
nomic development, possibilities for “good gover-
nance” in country institutions, and the quality of
service delivery, especially for the poor. Some early
indicators give reason to hope that outcomes in
these areas are trending in the right direction—that
is, that the benefits of decentralization in improv-
ing access and voice for local constituencies will
outweigh the costs of disruption and inefficiency
that overhauling formerly centralized institutions
inevitably bring. But the decentralization process
has been uneven and, in some countries, may
actually have stalled. International experience sug-

gests that progress in moving decentralization for-
ward is rarely monotonic; programs proceed in fits
and starts. But there is cause for concern in East
Asia that a low-level equilibrium has set in, with
only minimal reforms proceeding at a glacial pace.

Recognizing the importance of national require-
ments in developing decentralization approaches,
this report does not offer specific recommen-
dations on the way forward. These must be devel-
oped at the country level. But the paramount need
to make decentralization work broadly across
the region may warrant general guidance to
policymakers as they think about the strategies
needed to advance the range of intergovernmental
reforms appropriate to their particular contexts.
Drawing on the earlier sections of this chapter,
and previewing the themes that will recur in later
chapters of this report, the following three broad
substantive imperatives merit priority attention in
decentralization:

Improving the organization of the intergov-
ernmental system will usually require focused
attention on policy and, often, legislative develop-
ment in three core areas:

«  Clarifying the expenditure assignments and func-
tional roles of the various levels of government
with a view to eliminating (or greatly narrow-
ing) jurisdictional overlaps and reducing the
gaps between mandates and funding.

* Rationalizing the vertical and horizontal organi-
zation of the intergovernmental system to ensure
an appropriate balance in the roles of central,
intermediate, and local authorities, and to inject
greater transparency and objectivity into the
processes that determine the size and geographic
boundaries of subnational entities.

« Developing systems to facilitate lateral and verti-
cal cooperation between subnational govern-
ments and central government agencies, partic-
ularly in the areas of planning and investment.

Strengthening local fiscal and financial struc-
tures involves expanding the financial resources
available to subnational governments while improv-
ing their incentives to use these resources efficiently.
Three focus areas are evident: own-source revenues,
subnational borrowing, and intergovernmental trans-
fers. Substantial progress has been made in East Asia
with respect to intergovernmental transfer policy



and systems, but this dynamic area will require
ongoing attention. In the other two instances, the
picture is more problematic. Throughout the region,
policy environments are not conducive to the emer-
gence of enhanced own-source revenue or vibrant
and disciplined borrowing systems. Little serious
policy work is under way, and current solutions tend
to be at odds with emerging international best prac-
tice. The problems that arise in these areas, including
the lack of hard budget constraints at the local level,
often stem more from enforcement failures than
from poor policy. Rules need to be well designed and
effectively enforced. And local authorities need to
have incentives to raise revenues and control expen-
ditures. Serious efforts are needed in this area.

Developing the functional systems that under-
pin the effectiveness of intergovernmental struc-
tures has three important dimensions:

*  Deepening and enhancing accountability. Effective
accountability systems required to reap the
potential developmental benefits of decentralized
government are consistently weak across the
region. Substantial improvements are needed in
formal and informal bottom-up processes of
accountability at the local level, and in top-down
systems for generating information and effec-
tively monitoringlocal performance by the center.
National and local governments alike need better
data on all aspects of the local and intergovern-
mental system, particularly subnational finance
and local government performance in delivering
services. Systems must therefore be developed to
ensure regular and accurate production and dis-
tribution of basic local government data.

« Improving the performance of intergovernmental
functional and management systems. As intergov-
ernmental structures evolve, systemic “plumbing”
needs to be built to allow these structures to func-
tion properly. Intergovernmental transfers need
to be disbursed, local financial statements need to
be produced and audited, and budgets need to be
produced in a timely manner. In many East Asian
countries, these systems have not kept pace with
the evolution of the intergovernmental structure,
and local performance has suffered.

* Building capacity. The best-designed intergov-
ernmental system in the world will not func-
tion effectively without sufficient capacity,
particularly in the area of human resources.
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While capacity limitations have surfaced as an
important issue in decentralization processes
throughout the developing world, two aspects
require particular attention in the East Asian
environment. First, insufficient capacity at the
local level is not the only issue; central govern-
ments also require improvements in their ability
to administer the intergovernmental system and
drive the decentralization process effectively.
Second, capacity-building efforts that focus
purely—or even predominantly—on the supply
side are likely to bring limited success. For
capacity to expand and endure, reform efforts
need to generate effective and ongoing demand
for enhanced capacity at the local level, and to
create systems for responding to that demand.
Reforming subnational human resource systems
will be critical to this endeavor.

Finally, in addition to these substantive chal-
lenges, three messages on the nature of the decen-
tralization process are important:

+  Given varying conditions within countries, inter-
governmental frameworks will need to be crafted
with enough flexibility to allow for appropriate
asymmetries in the design and implementation
of decentralization structures and processes.

+ The inevitably uneven pace of reforms and the
need to capitalize on political opportunities as
they arise call for a reform process that is more
piecemeal than comprehensive. International
experience suggests that focusing on a few key
areas where change is possible and getting these
right is likely to yield greater success than trying
to accomplish too much simultaneously on too
many reform fronts.

+ While the inevitably long-term nature of the
decentralization process must be understood,
each country’s policymakers should take stock of
progress on intergovernmental reforms and
assess whether the pace and energy of reforms are
sufficient to meet the important challenges dis-
cussed in this report. Mindful of the magnitude
of problems that are likely to accumulate if local
and intergovernmental structures remain weak
and incentives are not in place, governments need
to combine political capital, strategic focus, and
technical effort to ensure consistent progress on
decentralization in the region.
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Endnotes

1. In 2001, central government spending on capital in East
Asia and the Pacific was 3.6 percent of GDP, compared
with 3 percent in Eastern Europe and Central Asia and
1.6 percent in South Asia. (Figures are derived from the
World Bank’s World Development Indicators and World
Bank 2004b.)

2. In Indonesia, households perceived corruption as the top
national problem. In Cambodia, urban citizens and foreign
firms called corruption the leading problem, while rural citi-
zens called it the second most serious problem (after the high
cost of living), as did domestic firms (after street crime). In
Thailand, respondents called it the third most serious
national problem, after the poor economy and high cost of
living. See World Bank, Partnership for Governance Reform
in Indonesia 2002b; World Bank 2000; and Phongpaichit
et al. 2000.

3. For example, in Cambodia, 82 percent of firms reported some
level of bribe payments, and 71 percent of large firms sug-
gested that such payments are frequent (World Bank 2004a).

4. This view is consistent with earlier regional analyses of
decentralization by the World Bank in Latin America and
East and Central Europe (Burki al. 1999; World Bank 2001).

5. To date, only 172 of the 245 functions specified for devolu-
tion in the Master Plan have been or are in the process of
being devolved, and the rate of devolution has declined over
the past two years. The Nine Policy Measures to improve
local revenue mobilization, approved by the Cabinet in
1994, have made slow progress toward legal enactment
(chapter 2).

6. These assessments are based on initial data that will need to
be reviewed over time. Attributing impact to intergovern-
mental reform is also problematic, as decentralization has
occurred in parallel with other policy changes.

7. A review of intergovernmental tax administration in E.
Asia is provided in Ebel and Taliercio 2004.

8. Kabupaten are districts; kota (or kotamadya) are cities.

9. These figures are based on a limited sample of countries in
each region.

10. Borrowing from private sector sources typically constitutes
less than 1.5 percent of total annual subnational revenues
in the Philippines, despite the 1996 Local Government Unit
Financing Framework, which stresses private lending to
local governments as a core objective.

11. The Finance Ministry has imposed a temporary freeze on
subnational borrowing, but indications are that this will
expire in 2005.

12. There are many legitimate reasons for the center to retain
some authority over civil service management, such as to
maintain minimum standards for the working conditions
and professional qualifications of public servants, to
broaden their career paths, and to unify a fragmented
nation. On the other hand, as shown by Vietnam’s experi-
ment with block grants to districts and departments in Ho
Chi Minh City, service delivery and operational efficiency
can be improved by extending autonomy over budget allo-
cations to civil service managers and allowing them to keep
the savings.
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THE RULES OF THE
INTERGOVERNMENTAL
GAME IN EAST ASIA:
DECENTRALIZATION
FRAMEWORKS AND

Although political forces have largely driven decen-
tralization in East Asia and most countries face
similar reform challenges, their decentralization
experiences are far from uniform. Countries have
adopted different intergovernmental structures,
proceeded at uneven paces, and adopted a wide
range of implementation strategies. This diversity is
not surprising, as East Asian countries vary greatly
in geographical size, population, history, economic
structure, and political and institutional dynamics,
all of which influence the form that decentraliza-
tion can and should take.

This chapter provides expanded context for the
analysis presented in chapter 1 and lays a foundation
for later chapters. After reviewing the origins of
decentralization, it compares the basic intergov-
ernmental frameworks, structures, and processes
evolving in Cambodia, China, Indonesia, the
Philippines, Thailand, and Vietnam.' The chapter
focuses, in turn, on enabling frameworks, the gover-
nance environment, fiscal decentralization, and the
management and implementation of decentraliza-
tion reforms.

PROCESSES

Paul Smoke

The Basics of Decentralization
in East Asia

This section briefly examines the origins and paths
of decentralization in the region. It also outlines the
levels and structures of government, compares the
thrust of decentralization policy in various coun-
tries, and describes the enabling frameworks.

The Origins and Evolution
of Decentralization Reforms

Some East Asian countries, such as China, have along
tradition of limited decentralization, while the con-
cept is more recent in countries such as Cambodia.
Crisis sparked decentralization in Indonesia and the
Philippines, while in China and Vietnam it is part
of a gradual process of market and public sector
reform. In a few cases, decentralization is essentially
complete (in structure if not in practice), such as in
the Philippines, or heavily in process, such as in
Indonesia. In other cases reforms are less advanced,
either with limited policy development, as in
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Cambodia, or a substantial but only modestly
implemented framework, as in Thailand.

The Philippines has the strongest history of
democratic decentralization in the region. The
country’s colonial heritage established limited dem-
ocratic roots, and a series of presidential decrees
enacted under the autocratic Marcos government—
including the Local Tax Code, the Real Property Tax
Code, and the Local Fiscal Administration Code—
laid the institutional foundation for decentraliza-
tion. The country reestablished democracy after the
fall of Marcos in 1986, and decentralization and
local autonomy were among the fundamental prin-
ciples embodied in the 1987 Constitution. The
Aquino administration launched a pilot decentral-
ization project and established autonomous regions
in Muslim Mindanao and the Cordilleras. But not
until 1991 did constitutional provisions begin to
take robust shape through the Local Government
Code, which mandated significant devolution to
local governments. Today a formal decentralization
framework is essentially complete, but much effort
remains to realize full implementation.

Although China’s lack of democratic institutions
may be seen as an impediment to decentralization,
the country has some history of subnational author-
ity because its size has made central control difficult.
The provinces, in particular, have long enjoyed
a degree of administrative and fiscal autonomy.
The market transition that began in the late 1970s
enhanced the subnational role. As economic reform
progressed, changes in the composition of expendi-
tures and relative prices moved the burden of public
spending to subnational governments. These adjust-
ments led to further modifications of government
operations, but the country never adopted a formal
decentralization policy. Still, by 1993, the central
government was collecting only 20 percent of public
revenues. This prompted the substantially recentral-
izing Tax Sharing System reforms in 1994. Public
demand for more responsive government and greater
entrepreneurial freedom has also shaped central-
subnational relations, but formal intergovernmental
political reforms have been limited.

Indonesia—also a large country and spread over
thousands of islands—had elements of decentral-
ization during its Dutch colonial period. As in many
ethnically diverse countries colonized by European
powers, building national unity through greater
centralization was the goal after independence.

Weak attempts to decentralize in the 1970s and
1980s did not gain political momentum. The East
Asian economic crisis in 1997 hastened the fall of
the Soeharto regime. Around that time, a successful
independence referendum in the former province of
East Timor and growing complaints from resource-
rich provinces about insufficient revenue autonomy
increased pressure for reform. The 1999 decentral-
ization legislation was a direct response to this polit-
ical crisis and a perceived need to hold the diverse
and tenuously unified country together. The reform
devolved power primarily to subprovincial govern-
ments, largely because of fear among national lead-
ers that empowered provinces could fuel regional
ethnic and political conflicts, leading to further sep-
aratism or federalism. The government revised the
initial decentralization framework legislation in
2004. This increased higher-level control but left
unresolved important aspects of the intergovern-
mental system. Local capacity is deficient in many
areas, and citizens and government officials, both
elected and appointed, are still learning to function
in the evolving democratic environment.

Vietnam, which became a centrally planned
communist state after the Vietnam War, has increas-
ingly formalized the subnational government
framework since the mid-1990s. As in China, eco-
nomic reforms (doi moi) spurred initial progress on
intergovernmental reform. The center still exerts
substantial control, but subnational governments
have some discretion. Provinces have greater pow-
ers, including considerable authority over lower lev-
els. Popular participation and grassroots demand
for political voice have grown, but Vietnam remains
a one-party state and a fairly centrally driven sys-
tem. The country has moved forward with its
decentralization framework and conducted some
successful policy experiments, but implementation
is uneven and additional reforms are required.

Thailand has been modestly enhancing the role
of subnational entities for some time, but decentral-
ization has been a priority only since the Seventh
National Economic and Social Development Plan
(1991-96). The plan emphasized developing local
infrastructure, providing credit to expand and
improve local services, and helping local authorities
mobilize capital and pursue development projects.
The May Five democracy movement emerged in the
mid-1990s to demand stronger democratic institu-
tions more insulated from the military, which has
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long played a pivotal role in Thai politics. The Eighth
Plan (1997-2002) advocated stronger local institu-
tions, the 1997 Constitution formally enshrined
decentralization, and later legislation detailed it. The
country has formally adopted many reforms but
implemented few of them, and political consensus
on further progress remains unclear.

Cambodia’s decentralization is relatively unique.
Following elections brokered by the United Nations
(UN) in 1993, the center reclaimed power from
provincial governors—who had previously ruled
with a free hand—in order to impose discipline on
the intergovernmental system. The UN-funded
Cambodia Resettlement and Reintegration
(CARERE) Project of the early 1990s, particularly its
second stage known as Seila, experimented with
sweeping local institutional and governance reforms
in many areas. Seila’s success in delivering develop-
ment projects made its formal integration into the
government system attractive to the ruling party.

Reforms adopted in 2001 led to the election of com-
mune councils and provided them small intergov-
ernmental transfers without formal service respon-
sibilities or own-source revenues. This approach
focuses on meeting immediate community needs
and developing trust between citizens and the gov-
ernment as a first step in decentralization. Provincial
reforms have been limited, except for the adaptation
of Seila mechanisms to provide provincial support
to communes and a few ad hoc reforms by individ-
ual sectoral ministries. A program to build capacity
is under way and the country is planning further
reforms, but it is unclear how the system will evolve.

Structures of Subnational Government

The structure of subnational governments in the
region varies considerably (see table 2.1). Most
countries have three or four levels of administra-
tion. In China, the Philippines, and Vietnam, each

TABLE 2.1 Levels of Government Administration

Subnational levels of government

Cambodia Two levels in two parallel systems:

e Provincial administrations (20) and municipalities (4) with provincial status divided

into districts and khans

e Elected commune and sangkat (urban commune) governments (1,621) divided

into villages

China Four levels:

e Provinces (22), autonomous regions (5), and large cities (4)

e Prefectures and cities (300)
e Counties (2,100)
e Townships (44,000+)

Indonesia Three levels (de jure):

e Provinces (33), special regions (2), and capital city (1)
e Local governments: kotamadya (cities) and kabupaten (districts) (440)

e Desa (villages)
Four levels:

e Provinces (79)

Cities (112)

Municipalities (1,496)
Barangays/villages (41,944)

Philippines

Thailand
e Provinces (75)

Four levels with top three formally empowered:

e Districts and municipalities (811)

e Tambons (subdistricts) (6,744)
e Villages (67,000+)

Vietnam Three levels:

e Provinces (58) and municipalities (3)

e Districts (600)
e Communes (10,000+)

Source: Compiled by the author from multiple sources.
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level is an active player. In Thailand, all but the low-
est level have formal authority. In Cambodia and
Indonesia, two levels have independent powers,
while other levels perform mostly subsidiary
administrative and political functions. In Indonesia,
the lower tiers have no formal functions or inde-
pendent budgets, but centrally managed—often
donor-funded—community development schemes
have channeled substantial resources to them (see
chapter 12). In Cambodia, the provinces (with dis-
trict subdivisions) and communes (with village
subdivisions) have functional mandates, although
with a different relationship to the center.

A few countries also have ad hoc subnational
institutional arrangements such as special status for
the capital and other major cities. These include
Jakarta in Indonesia and the Bangkok Metropolitan
Administration and Pattaya City in Thailand.
China, Indonesia, and the Philippines have created
a number of autonomous regions, often in areas of
special political, historical, or ethnic significance. A
few countries have interjurisdictional structures
designed to meet specific needs. The Philippines,
for example, has designated 16 planning regions,
each with a Regional Development Coordinating
Council composed of provincial governors, city
mayors, and representatives from national agencies
and the private sector.

TABLE 2.2 Decentralization Policy

Decentralization Policy

East Asian countries also vary in the extent to
which their decentralization policy emphasizes
deconcentration, delegation, or devolution of
functions and revenue authority (see box 1.1).
Some countries such as China and Vietnam have
seen legal or de facto deconcentration of functions
to subnational entities that remain substantially
accountable to the center, though elements of dele-
gation and devolution have emerged. Thailand is
gradually shifting its focus from deconcentration
to devolution, but reform remains at a relatively
early stage. Indonesia, the Philippines, and, to a
certain extent, Cambodia have emphasized devo-
lution of responsibilities to more autonomous
subprovincial entities, but specific approaches dif-
fer (see table 2.2).

China’s decentralization is unusual in that eco-
nomic reform rather than specific deconcentration
or devolution policies has shaped its evolution.
During the last two decades China has transitioned
from a largely deconcentrated system to one
that incorporates elements of delegation and
devolution. Subnational governments have become
more responsible for financing their expanding
functions from their own revenue, both formal and
informal, giving them more autonomy except in

Policy orientation

Hybrid case, with deconcentration to provinces and devolution to communes; commune

system new and given greater emphasis, but provinces are more significant in terms of

Main focus on deconcentration to provinces and larger cities, although lower levels have

larger public expenditure role and elements of de facto devolution have emerged in
some areas; provinces have considerable regulatory control over lower levels.

Focus on substantial devolution to cities and districts, which replaced earlier emphasis

on deconcentration to provinces; limited formal role at lowest levels; 2004 reforms

Focus on devolution to subprovincial units, but provinces still play a significant role.
Historical focus on deconcentration to provinces and districts, but 1997 framework

shifts toward devolution to municipalities, districts, and subdistricts; implementation

Cambodia
public expenditures.
China
Indonesia
increased the role of higher levels.
Philippines
Thailand
has been limited.
Vietnam

Focus mainly on deconcentration with stronger role for provinces, including regulatory

control over subprovincial levels; subnational governments have been allocated rights
over specific functions, approaching devolution.

Source: Compiled by the author from multiple sources.
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sectors with mandated service standards (see chap-
ters 1, 6, and 10).

In Vietnam, decentralization policy blends a
deconcentration of service responsibilities with an
allocation of rights that resembles devolution. The
latter, however, is much less developed than the for-
mer, although provinces have considerably more
power and autonomy than subprovincial entities.
Even provinces are subject to minimum expendi-
ture requirements in some sectors, and the central
government still sets rates on major sources of
revenue.

Thailand has long-established deconcentration
policies but enacted a decentralization law in 1999.
The country has drafted action plans for devolving
specific functions to subnational governments, but
has assigned relatively few functions thus far. The
most significant devolution has occurred in infra-
structure, quality of life, and natural resources and
the environment. Decentralization of health and
education has not yet occurred, though the min-
istries of Public Health and Education have pro-
posed deconcentrating some responsibilities to area
health boards and local education authorities until
local governments can meet “readiness” criteria for
full devolution. The country plans to enhance
decentralization of revenues, which are now under
substantial central control.

Decentralization reforms in Indonesia include
both devolution of authority and, to a lesser
extent, deconcentration of functions. Deconcen-
tration to provincial authorities was the dominant
form of decentralization before 1999, when the
emphasis shifted to devolution to city and district
governments. Local governments have broad func-
tions and receive substantial intergovernmental
transfers, but have limited revenue authority. The
country has increasingly developed the legal
framework (most recently through Laws 32 and
33 of 2004), but functional responsibilities and
subnational revenues require further elaboration
and regulation.

In the Philippines, deconcentration was histori-
cally important. The Integrated Reorganization
Plan of 1972 divided the country into 11 (later 16)
regions, each with administrative authority. In 1991
the center devolved many responsibilities, person-
nel, and resources to local governments. These gov-
ernments have some revenue authority, but most

resources are subject to central control. Provincial
departments continue to be major providers of
national services, though the country has not
emphasized formally deconcentrating more respon-
sibilities to them.

Both devolution and deconcentration reforms
are occurring in Cambodia. The decentralization to
elected commune councils is a limited form of devo-
lution, while the central government is planning to
deconcentrate responsibilities to provinces and
municipalities. Progress with devolution—albeit
modest—has been more rapid than with deconcen-
tration, owing largely to the Seila Program’s signifi-
cant influence over institutional reform since the
mid-1990s. Deconcentration reform is at an earlier
stage and more fragmented, although a few central
ministries, such as Agriculture, Education, and
Health, have experimented with limited functional
deconcentration. Communes have relative auton-
omy in pursuing small-scale local priorities with the
modest resources they receive, but their fiscal roles
are limited.

The Formal Basis for Decentralization

The formal basis for decentralization varies widely
throughout East Asia (see table 2.3). A few coun-
tries have a constitutional basis for subnational
governments, and most have at least a law or set of
laws that defines the decentralization framework.
The formal basis and extent of this framework do
not seem to be closely associated with decentraliza-
tion performance, as highlighted in chapter 1. Still,
the nature and depth of enabling provisions could
become more important as challenges to decentral-
ization arise.

Thailand and the Philippines have both a con-
stitutional and a legal basis for decentralization.
Thailand’s 1997 Constitution clearly specifies prin-
ciples of local autonomy and elected representa-
tion, and establishes specific intergovernmental
reform objectives. A National Commission on
Public Sector Reform includes a subcommittee to
implement decentralization policy. The cabinet
approved a Local Fiscal Master Plan in 1997, which
defined the framework for Decentralization Act of
1999 reforms. Yet the country needs further legal
and regulatory instruments to define the sub-
national system more fully. The constitutional and
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TABLE 2.3 Decentralization Frameworks

Formal basis for decentralization

Provincial Budget Law (1997) gives limited functions to provinces; Law on Commune/
Sangkat Administrative Management (2001) and Election Law (2001) establish
commune system; all legislation clarified in numerous administrative decrees.

Comprehensive Fiscal Reform (1994), Budget Law (1995), and Tax Sharing System (1994)

Law 22 on Regional Government (1999) amended as Law 32 (2004), Law 25 on Fiscal
Balance between Central Government and Regions (1999) amended as Law 33 (2004),
and Law 34 on Regional Taxes/Levies (2000) (to be amended) provide a framework for
decentralization; constitutional amendment (2000) strengthens basis for decentralization.

Constitution (1987) provides for local government autonomy; Local Government Code

Constitution (1997) specifies principles of local autonomy and elected local government;
Provincial Administration Act (1997) codifies deconcentration policies; Decentralization

Cambodia Legal and administrative basis:
China No constitutional or dedicated legal basis:
relevant for roles of subnational governments.
Indonesia Legal basis and constitutional amendment:
Philippines Constitutional and legal basis:
(1991) and various Marcos-era and post-Marcos laws define aspects of the
intergovernmental system.
Thailand Constitutional and legal basis:
Act (1999) defines functions and decentralization process.
Vietnam Legal and administrative basis:

Law on Organization (1994), Ordinance on Concrete Tasks (1996), Budget Law (1998),
and revised Budget Law (2002) assign functions and resources to subnational

governments.

Source: Compiled by the author from multiple sources.

legal basis for local government is stronger and
more specific in the Philippines. Articles IT and X of
the 1987 Constitution establish the autonomy of
local governments and give them the power to cre-
ate their own sources of revenue. The Local Govern-
ment Code of 1991 codifies existing laws on local
government, provides for substantial devolution of
services, and creates local institutions, such as
school boards, development councils, health boards,
and peace and order councils.

Most other East Asian countries have a legal
but not a constitutional basis for decentralization.
Cambodia does not have a unified decentralization
framework. However, the Provincial Budget Law of
1997 provides for modest provincial fiscal powers,
and the Commune/Sangkat Administrative Man-
agement Law and the Commune Election Law of
2001 broadly define the functions and structures
of commune councils and procedures for electing
them. No legislation deconcentrates powers to
provincial and district governments, but the coun-
try is developing such a law within the framework of
the National Program for Administration Reform.

Two main laws established decentralization in
Indonesia. Law 22 on Regional Government of 1999
eliminated hierarchical relationships between cities
and districts and higher levels of government,
granting the former autonomy and broad responsi-
bilities. This legislation has been revised as Law 32
of 2004, which allows for the direct election of sub-
national leaders beginning in 2005, reestablishes
central control over the hiring and firing of civil ser-
vants, and requires ex ante approval of subnational
budgets. Law 25 on Fiscal Balance of 1999 modified
the intergovernmental transfer system and provided
for limited local revenue authority. This law has
been updated as Law 33 of 2004, which further
defines aspects of the intergovernmental fiscal sys-
tem. Law 34 on Regional Taxes and Levies of 2000
modestly enhances local revenue authority and the
government has plans to expand these powers in
future legislation. Constitutional amendments
passed in 2000 consolidated certain decentraliza-
tion reforms and make it more difficult for the
National Assembly and the president to substan-
tially reverse them.
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Vietnam has no constitutional basis for decen-
tralization, but a 1994 Law on Organization and a
1996 Ordinance on Concrete Tasks assign functions
to provinces and districts. Decentralization is an
important part of the Public Administration
Reform Program launched in 1995. Budget laws in
1996 and 1998 also formalized fiscal arrangements
among levels and assigned budgeting responsibili-
ties to subnational governments, particularly
provinces. More recent legislation, including the
revised Budget Law of 2002, provides more details
on subnational functions and revenue sources.

China has the weakest formal basis for decen-
tralization. Because intergovernmental changes in
China have occurred mostly through economic
reform, they have no constitutional or dedicated
legal framework. Intergovernmental fiscal relations
rest largely on a complex system of bargaining
between higher-level and lower-level authorities.
Since 1994 a number of reforms and legislative
changes have clarified the fiscal responsibilities of
different levels of government somewhat, although
important areas remain undefined. The most rele-
vant reforms include the 1994 Tax Sharing System,
the 1994 Comprehensive Fiscal Reform, and the
1995 Budget Law.

The Governance Environment

This section reviews key aspects of the governance
environment in East Asian countries; subnational
elections, autonomy, and transparency; and the role
of civic participation mechanisms and civil society
organizations. These factors, among others, help
determine governance quality in a decentralizing
environment (chapters 5 and 11).

The National Political Environment

East Asian countries exhibit a broad spectrum of
political environments. China and Vietnam are
single-party states. In Cambodia a single party
dominates, while Indonesia, the Philippines, and
Thailand have multiple competitive parties. All of
these countries have some type of national and
subnational assemblies. Table 2.4 summarizes key
features of their political systems.

China is a popular republic with a single official
political party, the Chinese Communist Party.
Minority parties are extremely small and play no

role in the political process. The executive branch
encompasses a state council, which includes the
prime minister. The president serves as head of
state. The legislative body—the National People’s
Congress—is elected by representatives of lower-
level legislatures and designates the president and
prime minister. The Chinese Communist Party
plays a pivotal role through its power to designate
senior officials throughout the governmental
system. Vietnam is also a one-party state, with the
Communist Party the leading force. Party organiza-
tions at all levels must operate within the constitu-
tional and legal framework, but they have great
power in determining who can run for elected
office. The main legislative body is the National
Assembly, which localities elect directly. As in
China, National Assembly delegates elect the presi-
dent and prime minister.

Cambodia is a constitutional monarchy under a
democratic regime established in the 1991 peace
accord. The executive branch includes the king, as
head of state, and the prime minister, who holds the
real power as head of government. The legislative
branch includes a National Assembly and a Senate.
The Cambodia People’s Party has dominated recent
elections, but other parties have won national and
subnational seats. Opposition parties did well
enough in July 2003 elections that negotiations
to form a new government took a full year. Like
Cambodia, Thailand is a constitutional monarchy
with a unitary democratic government. A directly
elected Parliament selects a prime minister. The
country has a multiparty system with a history of
unstable coalition governments and military inter-
vention. Under the 1997 Constitution, however, the
country is evolving into a two-party system domi-
nated by the incumbent Thai Rak Thai Party and the
opposition Democrat Party, with the latter advocat-
ing decentralization.

Indonesia and the Philippines are both demo-
cratic republics. Indonesia’s governmental structure
is particularly complex. The main legislative body is
the largely elected People’s Assembly (DPR). In 1999
the electoral system included hybrid proportional
and district elements based on closed party lists
(voters could not vote for individuals). Most of the
500 DPR members were elected, but 38 were ap-
pointed by military and police factions. The People’s
Consultative Assembly (MPR), which included
the DPR plus 135 members selected by provincial

31



32

East Asia Decentralizes

TABLE 2.4 Basic Features of Political Systems

Governmental Political
Country system competition Legislative branch Executive branch

King (head of state);
prime minister (head of
government) designated
by National Assembly

President, vice president,
and state council
(15 members,
including prime
minister) all designated
by National People’s
Congress

President elected by the
People’s Consultative
Assembly until direct
election in 2004

President elected directly
by the people

King (head of state);
prime minister (head

Cambodia Constitutional Multiparty; National Assembly and
monarchy Cambodia Senate with direct
People’s elections
Party
dominates
China Popular Single party: National People’s Congress
republic Chinese elected by lower-level
Communist congresses
Party
Indonesia  Democratic Competitive People’s Assembly (DPR)
republic multiparty directly elected; largely
system consultative Regional
Representative Council
(DPD) created in 2004;
People’s Consultative
Assembly (MPR)
composed of DPR
and DPD manages
constitutional reform
Philippines Democratic Competitive House of Representatives
republic multiparty and Senate largely directly
system elected
Thailand Constitutional  Multiparty: Parliament with direct
monarchy two elections
dominate
Vietnam Popular Single party: National Assembly elected
republic Vietnamese by lower-level assemblies
Communist
Party

Source: Compiled by the author from multiple sources.

legislatures and 65 members representing other
groups, met only as needed to elect the presi-
dent and reform the Constitution. The country
adopted major changes for 2004 elections. Political
representation by the military, police, and special
interest groups ceased, and Indonesians directly
elected the president. A new, territorially based, and
largely consultative body, the Regional Representa-
tive Council (DPD), was also elected, and the DPR
and the DPD now together constitute the MPR,
which retains only its as-needed constitutional
reform function. Until the 1998 collapse of the
Suharto regime, Indonesia was effectively a one-
party state run by the Golkar Party. Golkar still plays
a major role and did well in the 2004 elections,

of government)
designated by
Parliament

President and state council
(including prime
minister) designated by
National Assembly

but other parties, particularly the nationalist Demo-
cratic Party and the United Development Party, an
Islamic party, have become more powerful. The
resounding defeat of former President Megawati
Sukarnoputri by former army chief Susilo Bambang
Yudhoyono in the 2004 direct elections signals a
new era in Indonesia’s democratization, and has
raised expectations of the national leadership.

The Philippines also has a multiparty system, and
competition typically requires parties to form a
coalition government. The country relies on direct
elections to fill all elective offices, including the pres-
ident and members of the House of Representatives
and the Senate. The exception is the provision for a
limited number of special party-list representatives
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TABLE 2.5 Subnational Assemblies and Elections

Subnational assemblies and elections

Cambodia
commune level.

China
directly elected.

Indonesia
Philippines
Thailand

Vietnam
immediately superior council.

Source: Compiled by the author from multiple sources.

of marginalized sectors, where people vote for par-
ties rather than individuals.

Subnational Elections

All East Asian countries reviewed here have subna-
tional government assemblies, but they vary consid-
erably in whether and how they elect those assem-
blies (see table 2.5). The number of levels, the size of
jurisdictions, whether the elections are direct or
indirect, the degree of political competition, and the
relationship between elected councils and subna-
tional executives all influence the degree of genuine
subnational representation and accountability.

At one extreme are China and Vietnam, where the
Communist Party heavily influences subnational
elections, reinforcing upward accountability. In
China, People’s Congresses exist at all levels of gov-
ernment, but voters elect delegates only at the village
level, which is not a formal unit of local government.
Subordinate congresses elect delegates to higher-
level congresses from party lists. In Vietnam, People’s
Councils are elected through universal suffrage at all
levels, but leaders are elected by council members
and ratified by the People’s Council at the next level.

Other countries hold more freely contested elec-
tions, but not at all levels. Cambodia holds subna-
tional elections with universal suffrage only for com-
mune councils. These are elected with a five-year
mandate on a proportional basis, such that the
councils can include representatives of more than
one political party. The council chief is the individ-
ual receiving the most votes on the majority-party
list. The Cambodia People’s Party dominated the
first local elections in 2002, but other parties also

Subnational representative bodies elected through universal suffrage only at the
People’s Congresses in China exist at all levels of government, but only the village level is

Regional People’s Assemblies elected at local and provincial levels.

Directly elected bodies exist at all subnational levels of government.

Different types of subnational governments have directly elected councils of different sizes.
People’s councils at all levels of government are directly elected and ratified by the

won seats on many councils. Indonesia directly
elects the Regional People’s Assemblies (DPRD) at
local and provincial levels. Under Law 32 of 2004,
subnational leaders (governors and mayors) will be
directly elected and can be removed with cause by
the DPRD, subject to higher-level approval.
Thailand holds subnational elections every four
years at all but the lowest (village) tier. The Local
Election Act of 2002 shifted responsibility for con-
ducting local elections from the Ministry of the Inte-
rior to the Election Commission, a new independent
constitutional agency. Various levels of subnational
government have councils of differing sizes that are
directly elected. Council members have elected the
chair of subnational councils, except in the Bangkok
Metropolitan Administration, where the governor is
popularly elected. Broader direct election of subna-
tional executives (although not provincial gover-
nors) is intended for the future. Among countries
with multiple political parties, only the Philippines
conducts elections at all levels. Per the 1991 Local
Government Code, the country holds subnational
elections every three years, except at the barangay
level, where they occur every five years. The Local
Government Code also created special-purpose rep-
resentative bodies such as Local Development Coun-
cils, which formulate and ratify development plans.

Subnational Autonomy in Budgetary
and Personnel Decisions

The autonomy of subnational governments varies
considerably across East Asian countries (see
table 2.6). This section characterizes their indepen-
dence in making budgeting and personnel decisions
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TABLE 2.6 Subnational Budgetary and Personnel Autonomy

Degree of subnational autonomy

Commune governments have their own budgets, whereas provincial budgets are linked

Subnational governments have their own budgets but are hierarchically integrated with

higher levels and subject to central civil service regulations; control is weaker in

Subnational governments initially had complete budget autonomy, with next-higher

level having legality review, and national civil service regulations allowed a reasonable
degree of subnational discretion; Law 32 of 2004 significantly expanded higher-level

Subnational governments prepare budgets with legality review by next-higher level;

Local governments prepare budgets subject to certain central mandates and follow civil

Cambodia

to the national budget; strong central civil service control.
China

practice and off-budget activity is considerable.
Indonesia

control over budgeting and the civil service.
Philippines

national civil service regulations allow subnational discretion.
Thailand

service regulations; major reforms planned.
Vietnam

Subnational governments have their own budgets, but these are hierarchically

integrated and approved by higher levels; this is being phased out, and major cities
have been permitted to experiment with greater autonomy.

Source: Compiled by the author from multiple sources.

(see also chapters 1, 5, and 7). Subnational govern-
ments in some countries are subject to significant
control by higher levels, although such control is
not always exercised effectively. In other cases, sub-
national governments are more independent.

Official autonomy is generally weak at the sub-
national level in China and Vietnam. In China, sub-
national budgets are approved by People’s Con-
gresses at the same level, but hierarchical linking of
budgets, a lack of local tax autonomy, higher-level
directives, and earmarked funding offset this dis-
cretion somewhat. Most subnational officials are
also appointed by People’s Congresses at the same
level, but higher levels appoint top officials. These
senior officials increasingly come from lower-level
ranks rather than the central bureaucracy, which
may improve local accountability. Management of
the subnational civil service closely follows national
regulations, although local leaders exercise some
discretion.

Although subnational People’s Councils in
Vietnam have their own budgets, they are integrated
into a hierarchical system that requires higher-level
approval. Provinces have more expenditure auton-
omy than subprovincial levels. As of January 2004,
provincial budgets no longer require approval from
the National Assembly, and Provincial People’s
Councils have some authority to assign expenditure
and revenue functions among subordinate levels of
government. Central rules and regulations govern

staffing of the People’s Councils, but each level of
subnational government now has limited discretion
in managing local personnel. Pilot schemes in
Hanoi and Ho Chi Minh City allow even more local
discretion in managing budgets and personnel.

The Philippines has established fairly strong
local autonomy, in principle. Local governments
prepare their own budgets, which are reviewed at
the national level in the case of provinces and cities,
and by provinces in the case of municipalities and
barangays. This review is intended to ensure that
budgets meet regulatory requirements, not to inter-
fere in composing the budgets. Civil service regula-
tions, particularly regarding salary, are national, but
local chief executives exercise some discretion.
Salaries of local officials may vary widely, as some
local governments lack the funds to meet national
standards.

Indonesia, Thailand, and Cambodia fall in the
middle of the autonomy spectrum. Indonesia’s
Laws 22 and 25 of 1999 originally provided for
strong regional autonomy in principle. Local gov-
ernments had authority over their budgets, subject
to national legality review, and technically con-
trolled their staff subject to national regulations.
On the other hand, local governments did not
select many of their staff, who were transferred
under the 1999 decentralization, along with sub-
stantial intergovernmental transfers to support
them. As noted, recent revisions to Law 22 (Law 32
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of 2004) expanded central control over budget and
civil service decisions. Subnational budgets require
formal approval rather than legality review, and
authority to hire and fire subnational civil servants
has been significantly recentralized.

In Thailand, local governments prepare and exe-
cute their own budgets, but they are subject to cen-
tral direction. A significant share of local expendi-
tures is centrally mandated, with the largest portion
devoted to personnel expenses (representing 30 per-
cent of local budgets, on average). Central directives
govern staff numbers, salaries, and benefits. Major
reforms, however, are intended to eventually move
this highly centralized civil service to one where
local governments have considerable authority over
personnel management.

Cambodia is a more unusual case, as its system is
new and the gap between provincial and local pro-
cedures is significant. Centrally appointed provin-
cial governors have some power and influence in
coordinating budgets, but provincial line depart-
ments are primarily accountable to parent min-
istries. Commune councils have greater autonomy,
in principle: they have some discretion in preparing
plans and budgets if they follow basic guidelines.
Under nascent decentralization, however, centrally
appointed key staff limit local autonomy. For
example, the Ministry of Interior appoints the
commune clerk (though council members can
request a replacement if they show cause), and the
commune treasurer is a member of the Provincial
Treasury (though officially required to follow the
instructions of the commune council).

TABLE 2.7 Subnational Transparency

Subnational Transparency

East Asian countries have all made some attempts to
improve transparency and expand access to infor-
mation at the subnational level, but intent has often
been more substantial than practice (see table 2.7).
Some countries, such as the Philippines, provide
extensive public documentation of and access to
subnational government budgets and other infor-
mation, while other countries, including China, do
not. Audits do generally occur—internally in some
cases, both internally and externally in others—but
countries usually do not monitor subnational budget
performance comprehensively.

Transparency in China and Cambodia is low. In
China, a finance director for each subnational gov-
ernment provides an annual report to the People’s
Congress on budget implementation and the main
features of the current budget. This is the only docu-
ment on subnational budgets and includes only
highly aggregated data. Substantial off-budget fund-
ing also limits transparency. Internal audits are rela-
tively strong in the Chinese system. Local audit
bureaus conduct external audits, but these fall under
the direct authority of the subnational government.
External auditing by higher levels is infrequent.
There is no system for evaluating budgets, although
the central government does focus on meeting tar-
gets in priority areas such as family planning and tax
collection. Cambodia has a legal framework for
budget review, including the 2000 Audit Law. How-
ever, the capacity to implement this system is not in
place, and public access to documentation is limited.

Mechanisms for subnational transparency

Cambodia
National Audit Authority weak.

China

Evolving commune reporting requirements provide public information in some areas;

Limited publishing of official subnational government documents; strong internal audit;

external audit weak and not independent from executive.

Indonesia

Various public reporting requirements but weaker in practice; Commission on Audit has

mandate to review subnational governments but limited in practice.

Philippines
internal audit generally weak.
Thailand

Several subnational public reporting requirements; Audit Commission review of budgets;

Subnational governments required to generate significant public financial reports;

external audit hampered by capacity limitations; internal audit generally weak.

Vietham

Well-defined system of reporting but weaker in practice; State Audit reviews subnational

governments, but not independent from executive; weak internal audit.

Source: Compiled by the author from multiple sources.
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The Philippines, Indonesia, Thailand, and
Vietnam have adopted transparency frameworks,
but they do not always function well. In the
Philippines, budget documents—including reports
on implementing the previous budget and an
annual financial report—are made public. The
Department of Budget and Management and the
Commission on Audit require regular accountabil-
ity reports, and the financial transactions of local
governments are subject to ex post review by the
Commission on Audit. In Indonesia, budget docu-
ments are supposed to be public and external
audits are conducted, although not always on
schedule because of capacity constraints in higher-
level departments. The revised Constitution guar-
antees freedom of information, and a new anti-
corruption law requires access to information.
However, bureaucratic barriers make exercising
these civic rights difficult.

Thailand has been improving transparency. The
1997 Constitution guarantees freedom of informa-
tion, although the country has not yet passed laws
implementing that freedom. Local governments
must submit budget plans, financial reports, and
procurement reports to the Department of Local
Authority Promotion, the Bureau of the Budget,
and the Auditor General. All are publicly disclosed,
and some local authorities prepare publications

and Web sites. Internal auditing is weak except in
large cities. The auditor general and provincial
audit units are credible but do not have the capacity
to audit all subnational governments. Vietnam has
a well-defined system of reporting from lower to
higher levels, and governments must make certain
budget data public. Internal auditing is seriously
deficient, primarily because of capacity constraints.
The State Audit of Vietnam must audit all sub-
national governments, but the agency is not
independent of the executive. Subnational budgets
include no performance measures.

The Role of Civic Participation and Civil Society

Most East Asian countries officially require civic
participation, and civil society organizations gener-
ally exist, but their development and influence
vary substantially (see table 2.8). This section
focuses on how central governments engage citi-
zens in decision making and support and regulate
civil society organizations. In countries with lim-
ited democratic institutions, such as China and
Vietnam, mechanisms for civic participation tend
to be weak, and civil society less independent of the
state. The roles of nongovernmental organizations
(NGOs) also differ greatly across East Asia, with
some taking direct responsibility for providing

TABLE 2.8 Subnational Civic Participation and Civil Society

Subnational civic participation Subnational civil society

Cambodia Civic participation introduced in Some active civil society groups
the context of emerging commune emerged from the period of
system, but weak in many areas. civil war.

China No formal government mechanisms Civil society organizations permitted
for civic participation. but heavily regulated, creating

disincentives.

Indonesia Civic participation encouraged and Emerging civil society, but complex and
sometimes required by donors, but limited in some respects.
no official mechanism.

Philippines Civic participation framework in Local Relatively active civil society.
Government Code (1991), but no
formal mechanism.

Thailand Strong constitutional and legal basis Civil society groups limited but growing.
for civic participation; much weaker
in practice.

Vietnam Civic participation mechanisms encouraged Many civil society organizations, but

under Grassroots Democracy Decree
(1998), but new and unfamiliar.

major groups are under state control.

Source: Compiled by the author from multiple sources.
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services. Cambodia, Indonesia, and Thailand, for
example, boast many active NGOs, but they tend
not to interact extensively with local governments.

Civic participation mechanisms are most
developed, and civil society the most organized and
dynamic, in the Philippines. Civil society grew
during the Marcos dictatorship, when antigovern-
ment sentiment was high and focused on “people’s
empowerment.” After the democratic transition,
civil society organizations became more active.
The 1987 Constitution and Bill of Rights ensure
the rights of independent NGOs and facilitate
popular consultation. The 1991 Local Government
Code requires public participation in barangay
development plans and certain local functions.
A Barangay-Bayan Network assists barangays in
developing plans and projects, and the Local
Government Code Network supports governance.
Despite these positive features, the country has
room for improvement. The country has not
implemented key constitutional provisions on the
representation of marginalized groups and local
referenda, and civil society includes armed left-
wing groups that threaten national stability.

The official framework for civic participation
and civil society is relatively strong in Thailand and
Indonesia. Thai military regimes discouraged
NGOs, but civil society is now officially considered
important for good governance. Thailand’s 1997
Constitution requires the state to promote popular
participation in preparing policies and plans, mak-
ing public decisions, and monitoring the exercise of
state power. The Constitution also enshrines the
right to petition and receive a response from the
state, and to peacefully resist unconstitutional
attempts to acquire power. The Eighth Development
Plan (1997-2001) supported the emergence of local
civil society, but slow progress on decentralization
has constrained the development of civil society
organizations.

Neither Indonesia’s Constitution nor its recent
Bill of Rights mentions popular participation.
However, the country does have some local tradi-
tion of community consultation. For decades,
repression and state-organized unions weakened
social participation. Thousands of NGOs have
sprung up since the late 1980s, but the Internal
Security Law limited their development. The move-
ment that overthrew Suharto dissipated without
developing into strong civil society organizations,

but those that attained formal status have moved
into advocacy on key policy issues. Examples
include attempts by the Forum for Popular Partici-
pation to push amendments to Law 22 of 1999, and
the support of citizen forums by the Indonesian
Partnership in Local Governance Initiatives, a net-
work of local NGOs.

China and Vietnam do not emphasize civic par-
ticipation and do not have vibrant civil societies.
Formal NGOs have a shorter history in China than
in other East Asian countries, and social welfare is
considered the responsibility of central govern-
ment. In the late 1970s and 1980s, government
departments at all levels approved and managed
social organizations. As these groups proliferated,
the Ministry of Civil Affairs took control of this
process in 1988. In 1989, after the Tiananmen inci-
dent, new regulations were applied retroactively
and became even stricter and more extensive in the
late 1990s. Social organizations—ofticial, semioffi-
cial, and popular—must register and win sponsor-
ship of a government agency. Only a minority of
grassroots organizations has been able to register
legally. Many are financed by international agen-
cies, but support is scarce in less-developed areas.
In the late 1990s, a government campaign to regu-
larize NGOs required reregistration at the Ministry
of Civil Affairs. The number of NGOs fell from
180,000 in 1995 to 160,000 in 2000.

According to Vietnam’s 1992 Constitution, the
Communist Party is the leading organ of the state,
which includes civil society and mass organiza-
tions. Economic reform, however, has encouraged
the development of civil society. The country
enacted a Law on Co-operatives in 1997 and issued
a Grassroots Democracy Decree a year later, estab-
lishing a legal framework for citizen participation
at the commune level. The Law on Complaints and
Denunciations is now under revision to expand
opportunities for citizens to register complaints
against the civil service. State-sponsored mass
organizations, however, are still the major form of
social organization. Representatives of the Women’s
Union, Youth Union, Farmer’s Union, and General
Confederation of Labor—whose memberships
include a large proportion of citizens—sit on
national and local committees that discuss policies
affecting their constituencies. Strictly speaking,
state-sponsored mass organizations are not part of
civil society, although they have become somewhat

37



38

East Asia Decentralizes

more like NGOs. A growing number of community-
based organizations, such as water users’ associa-
tions, medical volunteers, and village development
committees, have formed and are enhancing
Vietnamese civil society. A 2003 decree on NGOs
recognizes their importance, but some of its provi-
sions raise concerns about how freely they can
function.

Cambodia’s decentralization legislation requires
participatory planning at the commune level,
although the extent to which this is genuine and
inclusive varies considerably. Though weak in
many parts of the country, civil society groups
played an important role in providing community
services in the absence of local government.
Initially hostile to government-related local institu-
tions, NGOs in Cambodia have since offered
important expertise and capacity building under
Seila, and some are partnering with new commune
councils. With little tradition of popular participa-
tion in local governance beyond religious-based
community development, effectively incorporating
civil society participation in local public sector
decision making will remain a challenge for the
foreseeable future.

Fiscal Decentralization

This section outlines the fiscal functions of sub-
national governments in East Asia, focusing on
assigned roles and own-source and intergovern-
mental revenues. (See chapter 6 for more detail on
own-source revenues, and chapters 1 and 3 for
information on subnational borrowing.)

Distributing Functions among Levels
of Government

The distribution of functions among levels of
governments is far from uniform in East Asia,
with subnational roles ranging from modest to
dominant (see table 2.9). Although subnational
governments have substantial functions in most
countries, incomplete implementation of legal
authority has resulted in low subnational expendi-
ture shares in some cases. The pattern of assign-
ments also varies across government levels and
sectors, and the magnitude of subnational expendi-
tures is not clearly related to autonomy.

At one extreme is Cambodia, where provinces
account for less than 20 percent of public expendi-

tures and act primarily as agents of the center. Elected
communes have few mandatory functions and
account for only about 2 percent of public expendi-
tures, although enabling legislation provides for the
eventual formal transfer of specific functions to
them. Other East Asian countries have assigned,
at least in broad legal terms, relatively signifi-
cant responsibilities to subnational governments,
although legal provisions are not always opera-
tionally defined and implemented. An interesting
contrast to Cambodia is Thailand, where the 1999
Decentralization Act calls for the transfer of six
major functions to local administrations. Because
the country has implemented these legal provi-
sions only partially, Thai subnational governments
account for only about 10 percent of public expen-
ditures, although that figure is expected to grow
sharply.

The Philippines and Indonesia have gone fur-
ther in defining and implementing functional
assignments. The 1991 Local Government Code in
the Philippines devolved substantial responsibili-
ties to the various types of local governments,
which currently account for about 20 percent of
public spending. They also have some regulatory
powers, including land reclassification. Indonesia’s
Law 32 of 2004 reserves only national defense, for-
eign policy, security, justice, monetary and fiscal
policy, and religion for the center. Local govern-
ments must perform a wide range of obligatory
functions under Law 22 of 1999 and Law 32 of
2004. The province played a smaller role in many
functions under the 1999 legislation, focusing
mainly on regional coordination and the backstop-
ping of underperforming local governments. Many
of the provincial functions assigned under Law 32
of 2004 are similar to those assigned to local
governments, raising concerns about clarity and
redundancy. Subnational governments account for
just over 30 percent of total spending, and that fig-
ure is expected to continue growing.

China and Vietnam emphasize the sharing of
responsibilities. China’s Budget Law defines a broad
division of functions between central and local
governments, but does not disaggregate local cate-
gories. The result is concurrent assignment and
significant variation across regions. Subnational
governments have heavy safety net responsibilities,
including pensions, unemployment, and social wel-
fare, which are unusual subnational responsibili-
ties. The center sets broad expenditure guidelines,
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TABLE 2.9 Subnational Functional Assignments and Expenditure Shares

Subnational functions (see chapter 5) Subnational share of expenditures

Cambodia

Provinces dominate subnational service delivery;

Around 20% overall; 2% at

China

Indonesia

Philippines

communes have few mandatory functions,
but legal provision for eventual transfer of
more functions.

Broad legal division of responsibility between
levels without disaggregation; in practice,
multiple levels perform many functions
concurrently.

Obligatory local functions include health,
education, environment, and infrastructure,
among numerous others; provinces were
originally assigned mainly coordination and
gap-filling roles, but Law 32/2004 increases
their role and raises concern about lack of
functional clarity.

Substantial functions devolved to subnational
governments, particularly health, social
services, environment, agriculture,
public works, education, tourism,
telecommunications, and housing.

commune level, the rest at
provincial level (2001).

Around 70% overall; 40% at the
county level (2002).

Around 32% for all levels; expected
to increase (2002).

Around 20% at subprovincial level
(2002).

Thailand

Six broad functions to be devolved to local
governments: infrastructure, quality of life,

Around 10% for all levels; expected
to increase (2001).

community and social order, planning and
investment and promotion of trade and

tourism, management of natural resources
and the environment, and culture, values,

and local wisdom; slow progress on

implementation.
Vietnam

Main functions remain centralized but different

Around 50% for all levels (2003).

levels share responsibilities in practice;
subnational governments dominate in
agriculture, forestry, irrigation, fisheries,
power, water, education, and health.

Source: Compiled by the author from multiple sources.

at least in principle. Subnational governments
account for around 70 percent of public spending,
with the county level accounting for more than
40 percent. In Vietnam, intergovernmental respon-
sibilities are more specific on paper, but the center
and subnational levels share functions in practice.
Still, subnational governments have been playing a
more dominant role in some sectors, including
agriculture, forestry, irrigation, fisheries, power,
water, education, and health. Their share of public
expenditures stands at around 50 percent.

Subnational Revenues: Own-Source
and Shared

Most East Asian countries have few productive own-
sources of local revenue (see table 2.10 and chap-
ter 6). Even where local revenue shares are relatively

high, most are centrally defined and/or managed
taxes over which subnational governments have
little control, with the proceeds fully assigned or
shared locally. These are in fact intergovernmental
transfers, but are included here with own-source
revenues because of the lack of disaggregated data
to clearly distinguish between the two in some
countries. Informal, off-budget revenue is a major
issue in some countries (see chapters 1 and 6).
China, Vietnam, and Thailand rely primarily on
shared taxes. As economic reforms proceeded and
subnational governments came to dominate public
sector revenues, China introduced the recentraliz-
ing 1994 Tax Sharing System noted above and
further refinements in 2002. Subnational revenue
includes shared taxes—the relative proportions
of which are sometimes negotiated—and several
exclusive subnational taxes. Provinces have nearly
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TABLE 2.10 Subnational Revenues

Cambodia Subject to strong central control. Most revenue sharing occurs through
Provincial sources: taxes on transportation, line-ministry budget allocations to
unused land, markets, business licenses, provinces, and intergovernmental
parking, slaughter; fees and charges. transfers to communes (see
Commune sources: administrative fees and table 2.11).
contributions required for transfer-funded
development projects (current); land and
property tax and user fees/charges
(authority not implemented).
China No formal subnational own-source revenues, Value added tax (25% share).
except for a limited set of user fees/charges. Income tax on enterprises (40% share).
Some national revenues fully shared with Taxes on personal income, natural
subnational govemments (See next C0|umn). resources, nonp'an Constructionl Salt’
security and exchange (50% share).
Taxes on non-VAT-sector businesses,
urban maintenance and
construction, urban land use, rural
markets, vehicle use, property,
entertainment; also various
business-related taxes (100% share).
Taxes shared with provinces, which
control sharing to lower levels.
Indonesia Subject to some central control. Main revenue sharing is through
Provincial sources (substantially shared with formula transfers (see table 2.11)
local level): taxes on motor vehicles, fuel, rather than shared taxes.
groundwater extraction and use. Selected taxes and state-owned
City/district sources (modestly shared with enterprise revenues shared with
lower level): taxes on hotels and both provinces and cities and
restaurants, entertainmentl districts: property, natural resources,
advertisement, street lighting, limited and personal income tax.
mineral exploitation, parking; limited 32% of provincial and 20% of
locally designed taxes under Law No. 34 subprovincial revenue (2002).
(2000). Revenue sharing, especially for
User fees and charges at both levels. natural resources, expanded under
35% of provincial and 6% of subprovincial Law 34 of 2004 and is not reflected
revenue (2002)' in above percentages.
Philippines  Subject to some central control. Central revenue sharing occurs
Main sources: taxes on real property, mostly through intergovernmental
proceeds from public enterprises, local transfers (see table 2.11).
business turnover. National wealth composite (based
Other sources: taxes on transfer of real on a set of national revenues
property, quarries, amusement; many fees derived from related bases) and
and charges. the tobacco excise tax are shared
Cities can impose full set of taxes; fewer in with subnational governments,
provinces/municipalities.
Cities and provinces must share portions of
revenues with municipalities and barangays.
+ 30% of subnational revenue (2002).
Thailand Largely centrally defined. Value added tax (30% share).

Provincial: petroleum sales tax; tobacco sales
tax; hotel tax.

Subprovincial: taxes on vehicles, houses and
land, land development, signboards, slaughter.

Various permits, licenses, and fees at all levels.
+ 12% of subnational revenue (2001).

Natural resources (60% share).

Sales, special business, excise taxes
(10% share).

+54% of subnational revenue (2001).
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Vietnam
except for a limited set of user fees.

Some national revenues are fully shared with
subnational governments (see next column).

Source: Compiled by the author from multiple sources.

complete freedom to assign revenue to lower levels,
resulting in a variety of practices across the country.

Strictly speaking, Vietnam has no subnational
taxes. The central government controls tax bases
and rates completely, and the Department of Tax
Administration collects all nontrade revenue.
Subnational taxes are either assigned 100 percent to
the local level or shared among levels. Under 2002
reforms, provinces formally receive the proceeds of
all shared taxes and assign portions to districts and
communes subject to central standards. Fully and
partially shared taxes have recently provided around
46 percent of subnational revenues, in roughly equal
proportions.

In Thailand, subnational revenues include own-
collected taxes and nontax revenues, centrally col-
lected taxes, and shared taxes. In 2001, locally col-
lected revenues accounted for only 11-12 percent
of subnational revenues, while shared revenues
accounted for about 54 percent, including about
18 percent from the value added tax. The recent
Property Tax Act—which combines the land and
building tax and the land development tax—could
provide subnational governments with more local
revenue.

Indonesia and the Philippines take a different
approach. Both have tax sharing, but they pool a
high proportion of shared resources into a consoli-
dated fund allocated by formula as an intergovern-
mental transfer (see below). Indonesia also assigns
to provincial and district and city governments a
share of revenues from selected taxes. Provinces
have uniform tax rates and share the revenues with

No formal subnational own-source revenues,

Taxes on natural resources (except
petroleum), transfer of land-use rights,
agriculture, land and housing,
licenses, state dwelling leases, lottery
revenues (100%).

Value added tax, taxes on enterprise and
personal income, special consumption,
remittances, gas and oil fees (partial).

Taxes shared with provinces, which
control sharing with lower levels.

+46% of subnational revenue (2003).

lower levels. Shared taxes account for about 32 per-
cent of provincial and 20 percent of local income,
but Law 33 of 2004 increases tax sharing, particu-
larly on selected natural resource bases. Local
governments exercise control—within national
ceilings—only over a limited set of taxes, many of
which are holdovers from the prereform era. Both
provinces and local governments collect user
charges. Law 34 of 2000 allows new local sources,
but it led to the adoption of some problematic local
tax and nontax revenues and is slated for revision.
Overall, own-source revenues account for about
35 percent of provincial and about 6 percent of
local income, although the latter average masks
stronger performance in larger urban areas. In the
Philippines, only cities may impose the full set of
local taxes, while provinces and municipalities have
less taxing power. Cities and provinces must often
share portions of their tax revenues with munici-
palities and barangays.

As anewly decentralizing country, Cambodia has
established few official subnational own-source rev-
enues. As noted above, the government centralized
revenues after the 1993 elections to impose disci-
pline on provinces. The 1998 Provincial Budget Law
reinstated limited provincial revenues, but most
provincial resources continue to flow through cen-
tral sectoral budgets. The 2001 Law on Commune/
Sangkat Administrative Management grants rev-
enue sources to communes, including a land and
property tax, but the law requires follow-up legisla-
tion. The central government has formally assigned
only a few nonproductive fees for civil registration

M1



42

East Asia Decentralizes

to communes. Some communes also collect minor
user fees, but these are extralegal as no enabling
regulation exists. The new Department of Local
Finance in the Ministry of Economy and Finance
has made developing commune own-source rev-
enues a priority.

Intergovernmental Transfers

Intergovernmental transfer systems in East Asia
range from substantial to modest in terms of both
central and subnational government budgets,
from complex to simple in structure, and from rel-
atively transparent to highly nontransparent (see
table 2.11). In most cases the central government
provides significant intergovernmental transfers,

TABLE 2.11 Intergovernmental Transfers

which represent a large share of subnational
resources.

The intergovernmental transfer system in China
is the most complex and least transparent among
the countries considered here. During the past two
decades, the government has added components
designed to address newly recognized problems
without removing or altering existing elements.
Beyond shared taxes (discussed above), which
account for some 40 percent of transfers, there are a
variety of specific-purpose grants. These include
quota subsidies (left over from an earlier scheme
that subsidized deficits on approved expenditures),
transfers to offset the impacts of the 1994 Tax
Sharing System, final account subsidies, and a few
minor programs. Subnational governments rely on

Unconditional transfers Conditional transfers

Cambodia

China

Indonesia

Philippines

Thailand

Vietnam

Communes receive largely unconditional
transfers via formula allocation from
Commune/Sangkat Fund.

Tax Sharing System (1994) assigns shares
of certain taxes (table 2.10) to
subnational governments’ general
revenue, but they are officially subject
to some expenditure guidelines.

Certain taxes shared with lower levels
(table 2.10); formula-driven dana alokasi
umum revenue sharing accounts for
at least 26% of domestic revenues;
provincial/subprovincial shares based
on responsibilities (Law 33 of 2004).

Internal Revenue Allotment shares by
formula account for 40% of internal
revenues; 23% each to provinces and
cities, 34% to municipalities, 20% to
barangays; the IRA accounts for 94% of
transfers.

Substantial shared tax revenues
(table 2.10); “general” transfers for fiscal

equalization and other purposes; some,
such as the transfer for devolution of
compulsory functions, are not truly
unconditional.

Certain taxes fully assigned to or shared
with subnational governments
(table 2.10); equalization transfer
distributed by formula to jurisdictions
where approved expenditure budgets
(based on minimum standards) exceed
the sum of shared taxes.

Source: Compiled by the author from multiple sources.

Provinces receive line-ministry allocations,
not transfers; decentralization law allows
for conditional transfers to communes.

Complex accumulation of old and new
systems; conditional grants account
for more than half of all transfers;
dominated by social security, wage
increase, and fiscal stimulus grants.

Minor; special-purpose transfers—dana
alokasi khusus—under development;
10 percent subnational matching
requirement under Law 33 of 2004.

Modest categorical grants, including the
Municipal Development Fund, the Local
Government Empowerment Fund, and
the Calamity Fund.

Specific grants are mostly for capital
expenditures, with one type earmarked
for education and other types less
restricted, so not heavily conditional;
some “general” transfers (see left
column) subject to conditions.

Before 2002, no conditional grants, only
national program budget allocations;
Budget Law (2002) recast these as
specific transfers and provides for more
types of conditional transfers.



The Rules of the Intergovernmental Game in East Asia: Decentralization Frameworks and Processes

transfers to finance nearly half their budgetary
expenditures in the aggregate.

Thailand and Vietnam also have complex trans-
fer systems, but they are generally more transparent.
Thailand has two main forms of intergovernmental
transfers besides shared tax revenues. The central
government devotes the bulk of seven types of
so-called “general” grants to fiscal equalization,
devolution of compulsory functions, and tax
promotion. Grants fulfilling the first goal are allo-
cated by formula, those fulfilling the second goal
are based on the number of beneficiaries, and those
fulfilling the third goal are based on past tax per-
formance. Specific grants—largely discretionary—
are mostly for capital expenditures; one program
is earmarked for education, and larger programs
are broader. Subnational governments depend on
transfers for about 34 percent of their revenues,
not including the 54 percent derived from shared
taxes.

Vietnam provides two types of intergov-
ernmental transfers: equalization transfers and
specific-purpose transfers. In the past, the central
government negotiated transfers with subnational
governments mostly to fill budget gaps. As of 2003,
the government distributes the equalization trans-
fer by formula to jurisdictions whose approved
budgets (based on minimum standards) exceed the
sum of “100 percent shared” and partially shared
taxes. The formula must remain in place for three
to five years. These reforms have improved the
transparency and stability of intergovernmental
transfers. Line ministries have also long used trans-
fers to support national priority programs, and the
2002 Budget Law formalizes these resources as con-
ditional transfer programs. As noted above, just
under half (46 percent) of the revenues of subna-
tional governments come from 100 percent and
partially shared taxes; the other 54 percent takes the
form of intergovernmental transfers.

Indonesia’s Law 25 of 1999 significantly altered
the transfer system. The dana alokasi umum (DAU)
combined substantial transfers for local civil service
wages and the fragmented general program Inpres
into a revenue-sharing fund financed by at least
25 percent of central domestic net revenues, with
2.5 percent assigned to provinces and 22.5 percent
to cities and districts. Under Law 33 of 2004, the
pool increased to at least 26 percent of domestic
revenues, and provincial/subprovincial shares now

depend on functions. The DAU is formula-driven,
so the allocation of transfers is more transparent
than in the past, and the formula attempts to con-
sider expenditure needs and revenue capacity. Law
25 of 1999 and Law 33 of 2004 also provide for
special-purpose transfers: the dana alokasi khusus
(DAK). These are expected to be mainly sectoral
conditional (matching) transfers designed in con-
sultation with line ministries, but the Ministry of
Finance has only begun to experiment with DAK on
a small scale. Given the weak devolution of revenue
powers, subnational governments rely on transfers
(exclusive of shared taxes) for more than 65 percent
of their revenues, with provinces averaging 34 per-
cent and local governments averaging 74 percent.
The main intergovernmental transfer program in
the Philippines is the Internal Revenue Allotment
(IRA). The Local Government Code requires that
this program share 40 percent of gross national
internal revenues (with a three-year lag), and the
program accounts for 94 percent of total transfers.
Subnational levels share the IRA pool, with 23 per-
cent going to provinces and cities, 34 percent to
municipalities, and 20 percent to barangays. A sim-
ple formula based on population, equal share, and
land area allocates the appropriate pool share among
units at each level. Two modest revenue-sharing
schemes—the national wealth share (national rev-
enues derived from certain taxes) and the tobacco
excise share—and a few small categorical grants also
exist. Subnational governments rely heavily on trans-
fers, which account for over 80 percent of provincial
budgets and around 70 percent of municipal budgets.
Cities are more financially independent, relying on
the IRA for just over 40 percent of their income.
Cambodia’s intergovernmental transfer pro-
gram is modest, reflecting its early stage of
decentralization. The country launched the Com-
mune/Sangkat Fund (CSF) in 2002 to coincide with
the first election of commune councils. The CSF
relies on both domestic and external sources. The
central budget contributed 1.2 percent of recurrent
domestic revenue in 2002, and that share grew to
2.5 percent in 2004. The Commune/Sangkat Law
requires that the Cambodian government devote a
share of its budget to the CSF, but how to deter-
mine this percentage and ensure that it will grow is
unclear. CSF transfers are divided into general
administration and local development compo-
nents, with no less than 70 percent allocated to the
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TABLE 2.12 Responsibility for Managing Decentralization

Institutional responsibility

Cambodia

The interministerial National Committee to Support the Communes (chaired by the

Ministry of Interior) in charge of developing and implementing decentralization
involving communes; Council for Administrative Reform in charge of deconcentration
involving provinces; generally weak coordination between the two. Single integrated,
interministerial process created in 2004 to develop consistent decentralization and

deconcentration strategies.

China
government institutions.

Indonesia

No formal decentralization policy, so intergovernmental issues managed through regular

High-level Regional Autonomy Review Board initially in charge of decentralization policy

but process now dominated by the Ministry of Home Affairs, with specific matters
formally under the Ministry of Finance or other ministries; generally weak
interministerial coordination and some problematic competition.

Philippines

Interagency oversight committee to monitor implementation of Local Government

Code; National Economic and Development Authority, Department of Budget and
Management, and Department of Interior and Local Government also play important

roles.
Thailand

National Decentralization Committee, with broad representation from national and

subnational governments as well as the nongovernmental arena, charged with making,
implementing, and monitoring decentralization policy.

Vietnam

No formal decentralization-specific body; regular government institutions such as Ministry

of Finance and Ministry of Planning and Investment manage reform.

Source: Compiled by the author from multiple sources.

latter. The central government allocates the general
administration share to communes and sangkats in
proportion to the number of councilors, and the
local development share based on a formula with
three components: equal share, a share propor-
tional to population, and a share proportional to
relative poverty. Given the weak development of
local resources, Cambodian communes depend on
the center for almost 100 percent of their funds.

Managing Decentralization Reforms

Chapter 1 highlighted the importance of moving
beyond the decentralization structure to consider
the decentralization process. This section provides
a more in-depth, country-specific look at key
aspects of this process, focusing on responsibility
for designing and managing decentralization, the
strategy for implementing it, and the capacity-
building activities designed to support it.

Responsibility for the Decentralization Process

In some East Asian countries, regular government
institutions manage decentralization. In others, spe-
cial bodies manage the process, but these differ in

composition and role. All countries experience ten-
sions between reformists and defenders of the status
quo, and various political parties and institutions
may hold different visions of decentralization.
Table 2.12 summarizes arrangements for designing
and managing decentralization in the region.

Because decentralization is not a formal policy in
China, central ministries “manage” decentralization
through routine interactions with subnational gov-
ernments. Existing institutions similarly manage
the decentralization process in Vietnam. The Min-
istry of Finance and Ministry of Planning and
Investment, and their provincial counterparts, are
particularly important. The Philippines has also
relied on existing national institutions, supported
by an interagency committee responsible for moni-
toring implementation of the Local Government
Code. Key players include the National Economic
and Development Authority, the Department of
Budget and Management, and the Department of
Interior and Local Government. Besides cities and a
few provinces, associations of local governments
also play important roles in the Philippines’ decen-
tralization process.

Indonesia, Thailand, and Cambodia all estab-
lished special bodies to guide decentralization.
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Indonesia’s Regional Autonomy Review Board
(DPOD), composed of minister-level members,
played a significant role in setting the initial direc-
tion of decentralization policy. With a basic legal
and institutional framework for decentralization
now in place, key national ministries have assumed
principal responsibility for detailing and imple-
menting broad policy parameters. The Ministry of
Home Affairs plays the strongest official role, and
the Ministry of Finance and the national planning
agency (Bappenas) provide key inputs in specific
areas. Sectoral ministries help develop regulations
for decentralizing services, but Home Affairs is
attempting to assert leadership. Weak coordination
and interministerial competition remain signifi-
cant problems. Although Home Affairs is techni-
cally in charge, it has limited authority over other
ministries with important decentralization roles.

In Thailand, the National Decentralization
Committee serves as the strategic unit for decen-
tralization policy. Its members include local gov-
ernmental and nongovernmental officials as well as
representatives of central government. This com-
mittee, like the Indonesian Regional Autonomy
Review Board, was instrumental in designing
decentralization, and is now also charged with
monitoring and implementing reforms and pro-
viding policy recommendations to the cabinet.
National agencies, particularly the Ministry of Inte-
rior, also engage in the day-to-day management of
decentralization.

Responsibility for decentralization policy in
Cambodia is fragmented, with the Ministry of the

TABLE 2.13 Decentralization Strategies

Interior, the Ministry of Economy and Finance, and
the Ministry of Planning particularly involved. The
government established the National Committee to
Support the Communes, chaired by the Ministry of
Interior, to develop and implement decentraliza-
tion to the communes. The Seila task force and
its secretariat are also helping integrate the donor-
initiated Seila Program with the deconcentrated
and decentralized systems as they develop. The
Council for Administrative Reform, attached to the
Council of Ministers and responsible for overall
public sector administrative reform, has been the
main player in deconcentration, although the Min-
istry of Interior has recently taken a stronger role in
developing the required legislation. In 2004 the
Cambodian government established an integrated
process overseen by an interministerial committee
to develop decentralization and deconcentration
policy in an integrated way.

Strategies for Implementing Decentralization

East Asian countries have generally not imple-
mented decentralization strategically or systemati-
cally (see table 2.13). The tendency toward ad hoc
approaches is not surprising, given the variety of
political rationales for decentralization and the dif-
fering nature of regimes in the region. Decentraliza-
tion is mostly occurring within highly centralized
systems. National agencies often lack serious com-
mitment to reform, slowing progress even in coun-
tries with reasonable frameworks. The overall
environment is not conducive to well-planned and

Nature of strategy

Cambodia
term.

China
Indonesia

Limited elements of a strategy for commune system, but weakly developed and short

No formal strategy; some asymmetric treatment of subnational governments.
No formal strategy; some attention to key reforms after “Big Bang,” such as defining

functional assignments more clearly, but approach largely fragmented.

Philippines

Broad three-stage strategy for implementing Local Government Code, now in last phase;

unclear how carefully the country followed the strategy.

Thailand

Detailed master plan with three phases approved by Parliament in 2002; progress modest

(phase one finished in 2004 without meeting key goals).

Vietham

Ad hoc strategy in that reform has been slow and controlled; some asymmetric treatment

of larger cities through pilot programs.

Source: Compiled by the author from multiple sources.
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carefully executed implementation, the conse-
quences of which are highlighted in chapter 1.

Because decentralization in China was essentially
a by-product of economic reform, it lacks a real
strategy. The central government treats various
types of subnational governments differently, but
there is not a developed asymmetric decen-
tralization strategy. Because of the nature of the
administrative hierarchy and the diversity of the
country, however, provinces make decisions about
subprovincial roles, perhaps in some cases reflecting
strategic attempts to improve subprovincial per-
formance. The lack of an overall strategy is also
manifested in ad hoc central government steps to
define the intergovernmental system, resulting in
disjointed revenue and expenditure assignments
and an inconsistent intergovernmental transfer
system.

Indonesia and Cambodia also have weak imple-
mentation strategies. Decentralization was adopted
quickly and with little debate in both cases. In
Indonesia this occurred in a crisis situation, while
Cambodia’s efforts might be characterized as a
case of political opportunism. Because Indonesia’s
reforms emerged from crisis, the general frame-
work was pushed urgently, without much thought
given to how to make it work. The country’s decen-
tralization is often referred to as a “Big Bang”
because significant resources and functions were
devolved so quickly. A substantial portion of the
resources, however, are used to pay for staff who
were transferred to local governments, suggesting a
possible conscious effort to reduce the effects of
major reform shocks. Operational details on many
of the legally devolved functions still have to be
specified, and the above-noted weak coordination
of the national agencies involved constrains the
development of a genuine strategy.

Cambodia has limited elements of a strategy. As
many of the newly elected communes had little or
no capacity or political credibility, the early design
included initially modest functional expectations,
simple structure and staffing of councils, and clas-
sification of communes into two categories based
on capacity, with differential funding awarded on
that basis. As the system matures, communes are to
be assigned greater responsibilities. Unfortunately,
there is no strategy for making further progress.
The classification system has been abolished with-
out any assessment of the extent of capacity devel-

opment in weaker communes. There is no clear
vision of where the overall system is headed, the
plan for fully folding Seila into the formal govern-
ment system is incompletely developed, and, as in
Indonesia, coordination of the key actors is inade-
quate. The new interministerial effort noted above
is intended to provide direction and facilitate coor-
dination, but how successful it will be is unclear.

Though decentralization in the Philippines also
emerged from crisis, the country did attempt to
develop a strategy, at least on paper. A Master Plan
for the Sustained Implementation of the 1991 Local
Government Code (1993-98) provided the blue-
print for reform. The plan included three phases.
Phase one (1992-93) involved the transfer of func-
tions, which varied by type of local government.
Phase two (1994-96) gave local governments time
to adjust to their formal responsibilities. Phase
three (1997 onward) expected a more stable system
to focus on building local capacity, with technical
assistance from national agencies. The interagency
oversight committee noted above was charged with
monitoring implementation. The extent to which
this phasing was followed is not clear, and decen-
tralization continues to face political difficulties,
instability in some regions, and limited resources.
Some central agencies have held on to functions
they were supposed to devolve, and development of
local revenue has been slow.

Thailand and Vietnam are closest to having a
decentralization strategy, but both have imple-
mented it slowly. In 1997, after the new Thai Con-
stitution mandated decentralization, a Local Fiscal
Master Plan identified 17 measures to enhance
local revenues, clarify responsibility for expendi-
ture, reform the intergovernmental transfer system,
establish mechanisms for monitoring local fiscal
systems, promote new methods of mobilizing capi-
tal for local investment, and develop local capacity.
Parliament did not approve a more comprehensive
plan to decentralize administrative power to local
administrations until 2002. The plan includes a
general framework, objectives, and guidelines for
decentralizing administrative power in three stages.
During the first stage (2001-4), the country was
supposed to transfer 245 tasks, improve local and
regional administrative systems, eliminate overlap-
ping functions, and strengthen local capacity to
manage functions, personnel, revenue, and assets.
Unfortunately, these goals were not fully achieved,
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the coordinating National Decentralization Com-
mittee (NDC) is understaffed and inadequately
financed, and the strength of political support is
unclear. Thus, the NDC has not been able to opera-
tionalize what appears to be an atypically carefully
conceived implementation strategy.

In Vietnam, the movement to give greater respon-
sibility to subnational governments has progressed
in stages. Expenditure and revenue assignments have
been changed gradually, and the transparency and
stability of the intergovernmental transfer system
have improved. The central government has also
gradually introduced autonomy measures, removing
the requirement that the National Assembly approve
provincial budgets, and giving provinces more
authority over lower levels. Pilot programs have also
accorded some urban areas greater autonomy. How-
ever, these elements may reflect the conservatism of a
highly centralized government in a one-party state
more than a strategic effort to decentralize.

Building Subnational Capacity

As chapter 1 notes, capacity building is an impor-
tant part of any decentralization strategy. This is
true not only for subnational governments but also
for central agencies, which must learn new ways of
doing business and new skills in developing local
systems, strengthening subnational actors, and
monitoring the implementation of decentraliza-
tion. Although most East Asian countries have
relied on technical assistance and provided training
to central employees involved in decentralization,
they have paid limited attention to ensuring that

national staff can meet their shifting obligations
and to realign relationships in the way required.

Local level capacity building under decentraliza-
tion is generally of two types. The first type involves
training to ensure that subnational staff can per-
form their technical functions. The second type
involves building governance mechanisms that are
required for a decentralized system to work effec-
tively. Either of these two types can be supply-
driven (by the central government) or demand-
driven (by subnational governments). The latter
type is considered good practice based on the
recognition that a lack of demand for reforms and
the capacity needed to make them work under-
mines their chances of being realized and sus-
tained. Most countries in the region have focused
on traditional supply-driven technical capacity
building, and most governance training has also
been supply-driven (table 2.14).

Cambodia faces the greatest challenges. Capacity
is weak in many communes, which had no real
functions before the first elections in 2002, even as
part of provincial administrations. Regions that
participated in the Seila Program developed rea-
sonable capacity, but other communes generally lag
far behind. Even Seila communes must adjust to
new systems and procedures under official decen-
tralization policy, posing significant challenges. The
Ministry of Interior and the Ministry of Economy
and Finance have conducted most commune-level
training, and technical staff at the provincial level
help communes implement new procedures. This
training, however, has barely laid a foundation, and
much work remains at both the commune and

TABLE 2.14 Building Decentralization Capacity

Capacity-building provisions

Cambodia Massive, basic program run by central government for developing commune system.

China No specific decentralization-related training; most is organized at subnational level; some
temporary posting of higher-level staff to lower levels.

Indonesia Significant transfer of staff to lower levels; much capacity building driven by central
government, although some demand from lower levels.

Philippines  Significant transfer of staff to lower levels; subnational governments responsible for
training, which typically focuses on councilors rather than civil servants.

Thailand Some transfer of staff to lower levels; subnational capacity building driven by national
agencies.

Vietnam Training programs for subnational staff driven by central government.

Source: Compiled by the author from multiple sources.
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higher levels. Deepening and institutionalizing
capacity takes time, and the prominent role of
donors in providing and financing decentralization
capacity-building efforts in Cambodia raises con-
cerns about sustainability.

Subnational governments elsewhere in the
region have greater capacity, but the levels and
mechanisms for building it vary. In China, where
decentralization is not official policy, capacity
building has focused on improving overall govern-
ment performance. All ministries and departments
receive an annual training budget, and most train-
ing is organized locally. The central government
also posts its own mid-career staff to subnational
administrations for six months to a year, which
may boost the capacity of those governments.
Although Vietnam has also long been heavily cen-
tralized, its decentralization program is more for-
mal. Subnational capacity is generally strongest in
provinces and larger cities. Staff from higher levels
of government provide most training of subna-
tional staff. Neither China nor Vietnam has made
training of citizens to interact with local govern-
ments a priority.

In Indonesia, the Philippines, and Thailand, local
governments have benefited from the transfer of
higher-level staff. Indonesia has decentralized more
than 2 million officials since 1999. The Philippines
transferred some 70,000 employees from central
ministries to local governments following the Local
Government Code of 1991. Given its more incre-
mental approach to decentralization, Thailand has
made more limited transfers involving about 4,000
central employees so far. In all these cases, the help
local governments receive is not always the type they
need. Capacity levels vary widely within these coun-
tries and are generally higher in urban areas, with
significant gaps in smaller urban and rural areas. In
Indonesia and Thailand, higher-level agencies drive
local capacity building. In the Philippines, local
governments are formally responsible for building
capacity, but training focuses on councilors rather
than staff, and the central government, international
agencies, and NGOs often assist with the provision of
such training.

Summary and Conclusions

The various historical and political roots of decen-
tralization in East Asia are reflected in the observed

diversity in the paths it has taken, the enabling
frameworks that define it, and the ways in which it is
structured. In Indonesia and the Philippines, the
focus quickly shifted from deconcentration to
decentralization, and this is happening in Thailand
as well. The focus remains on deconcentration in
China and Vietnam, but there are emerging ele-
ments of delegation and devolution. Cambodia
makes a stark division between deconcentration and
devolution. Within their basic policy thrust, all
countries have multiple tiers of government or
administration, but exact forms and responsibilities
vary. In Thailand, most levels have a role, while the
focus has been on provinces and urban governments
in China and Vietnam. In Cambodia, Indonesia, and
the Philippines, subprovincial units have been the
main targets of decentralization reforms.

Decentralization enabling frameworks differ sig-
nificantly. The Philippines and Thailand have robust
constitutional and legal foundations, and Indonesia
adopted constitutional reforms to institutionalize
decentralization. Indonesia and Vietnam have legal
frameworks, although not fully developed. Weaker
laws underpin the system in Cambodia, but addi-
tional legislation is in process. China has the weakest
framework, with only a few laws that refer to subna-
tional roles. The nature and degree of development
of the enabling framework do not seem to affect
decentralization progress or quality, but all coun-
tries eventually need to define the roles of relevant
actors in a framework that protects their rights and
provides a basis for accountability.

Although far from complete, governance is
improving in the region through political, institu-
tional, and fiscal decentralization reforms. All
countries considered here have subnational elec-
tions, ranging from Vietnam at all levels to Cambo-
dia at one level. Subnational councils usually have
an element of direct election, but in some cases
there are higher-level appointments or party list
voting. In the Philippines, council leadership is
directly elected, and this will soon occur in Indone-
sia and Thailand. Political competition varies from
one-party states in China and Vietnam to the
nearly chaotic multiparty system of Indonesia.
Cambodia has multiple parties, but one dominates,
while political competition is somewhat more
robust in the Philippines and Thailand.

Autonomy differs in complex ways across coun-
tries. Thailand and Vietnam have higher-level
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controls over subnational budgeting and personnel
decisions, although they are not always exercised
and are being relaxed. Philippine subnational gov-
ernments are more independent in principle, if not
always in practice, while new laws curtail autonomy
in Indonesia. On transparency, the Philippines and
Thailand provide extensive public access to subna-
tional budgets and minimally acceptable auditing,
while China and Vietnam do not. Incorporating
citizen input into local decisions is a priority only
in a few cases, and civil society varies, from rela-
tively free and robust in the Philippines to heavily
controlled in China and Vietnam.

Expenditure and revenue assignments vary con-
siderably. In most cases there is some formal
assignment, but details typically need clarification.
In the Philippines and Indonesia, the process is
substantially or moderately advanced. Cambodia
has a very long way to go, and China has no clear
interest in formalizing assignments. Own-source
revenues are generally weak, so subnational govern-
ments rely heavily on shared taxes and intergovern-
mental transfers. In China, Thailand, and Vietnam,
national taxes are shared on a tax-by-tax basis,
often by origin. In Indonesia and the Philippines,
most shared revenues are pooled into a consoli-
dated fund for distribution as a formula-based
transfer. Cambodia has little formal tax sharing;
provinces are funded primarily through national
sectoral budgets, and the commune transfer pool is
determined on an ad hoc basis. Transfers vary
widely in significance, structure, complexity, and
transparency. China’s system is highly complex and
nontransparent. Other countries have somewhat
simpler and more transparent systems, especially
for general revenue sharing, but there are com-
monly less transparent conditional transfers, often
for capital expenditures.

Although often neglected, the institutional
structures and processes for defining and managing
decentralization are critical for success. In most
East Asian countries, decentralization is primarily
overseen by regular government agencies. Special
decentralization bodies exist in some countries, but
their composition and role differs. Indonesia has
a high-level policy body that influences major
design decisions. An interministerial body in the
Philippines has primary responsibility only for
monitoring implementation. Interministerial bod-
ies in Cambodia and Thailand play broader roles in

both design and implementation. In no case are
coordination or enforcement of decentralization
activities adequate.

Many decentralization problems result from the
lack of an implementation strategy. Given China’s
context, the conspicuous lack of strategy is under-
standable. Both Indonesia and Cambodia are
struggling to deal with the consequences of poor
planning prior to rapid, politically driven decentral-
ization. The Philippines, Thailand, and Vietnam
have more considered implementation strategies,
with articulated phases and timelines. In the
Philippines, the final phase of the 1991 decentraliza-
tion effort is in process, but the phasing does not
seem to have been systematically followed, and prob-
lems persist. Vietnam, out of an abundance of cau-
tion expected in a centralized one-party system, has
moved in an atypically structured way. Thailand
has a well-articulated strategy, but implementation
has been slow. None of these countries has a clear
strategy in the sense of using graduated, asymmetric
functional assignments and capacity-building sup-
port consistent with the performance of individual
local governments.

Political factors elaborated in chapter 1 compli-
cate the development of decentralization frame-
works and strategies, and the pitfalls of trying to be
too normatively comprehensive in designing and
implementing decentralization are well known. It is
also clear, however, that the costs of ignoring the
problems that have often emerged as decentraliza-
tion has unfolded in East Asia are potentially very
high. With a basic decentralization vision and a
degree of leadership, East Asian countries should
find it possible to accommodate political realities
and strategically use opportunities to build more
effective decentralization frameworks, structures,
processes, and outcomes. This is the significant
challenge facing all countries in the region.

Endnote

1. The information in this chapter is largely derived from
country reviews prepared as background papers for this
volume. These and other key country-specific citations are
included in the references at the end of the chapter. David
Gomez Alvarez supplied considerable research assistance
for this chapter. Some data and clarifications on particular
countries were provided by Robert Ebel, Amanda Green,
Bert Hofman, Kai Kaiser, Blane Lewis, Ed Mountfield,
Amitabha Mukherjee, Duvvuri Subbarao, Rob Taliercio,
Dana Weist, Roland White, and Christine Wong.
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ACHIEVING FISCAL

A well-designed system for fiscal decentralization
promises many benefits, including enhanced eco-
nomic growth and macroeconomic stability. If,
however, decentralization is designed badly or
implemented and monitored improperly, such a sys-
tem can foster “soft” budget constraints—loosened
controls on the fiscal activities of subnational
governments—that may undercut the spectacular
economic growth occurring in East Asia today.

This chapter highlights the challenges of decen-
tralization in the context of macroeconomic man-
agement, especially in achieving fiscal sustainability
and providing a medium-term environment for
sustained growth. The focus is twofold. First, the
chapter highlights the critical need for central gov-
ernments to monitor subnational fiscal and quasi-
fiscal activities through well-designed reporting,
auditing, and financial management institutions, as
well as information databases. Second, the chapter
addresses the need to institutionalize incentives for
subnational governments to publicly and regularly
report relevant financial information.

Most East Asian countries are at the early stages
of this twofold process. Unless the process keeps
pace with decentralization, the result will be subna-
tional arrears and pressures for central bailouts—the
latter occurring through ad hoc financial transfers,
or accounting “adjustments” that take significant tax
and spending activity off-budget. Once countries
abandon the discipline of hard budget constraints,
systematic budget planning and execution at central

SUSTAINABILITY
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and subnational levels will yield to uncertain inter-
governmental flows, capricious revenue policies,
and a lack of medium-term fiscal planning.

Much is at stake in getting this decentralization
system right. East Asian countries have recovered
rapidly from the 1997 financial crisis, posting high
growth rates. Regional output grew by 6.7 percent
in 2002 and 7.9 percent in 2003 and an estimated
7.8 percent in 2004. Growth is expected to reach
7.1 percent in 2005—the strongest record since the
start of the global and regional recession in late
2000. The number of people living below US$2 per
day is estimated to have fallen to around 34 percent
in 2004, amounting to some 636 million people—
down from 50 percent as recently as 1999, repre-
senting 890 million people (World Bank 2004, 2005
table 1.1).

The policy challenge for each country is to
maintain its high growth rate while strengthening
its fiscal health through intergovernmental coordi-
nation and monitoring. Unfortunately, this task
is far from straightforward. For a start, whether
developing countries experience a causal relation-
ship between decentralization, macroeconomic sta-
bility, and economic growth is unclear. The reasons
are twofold. First, the data for measuring the extent
to which a country has fiscally decentralized are
simply not available—a worldwide problem that
also exists in East Asia. Second, the line is not
always clear between formal and informal institu-
tional arrangements for enforcing hard budget
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constraints. Even if the right data and definition
were available to measure decentralization, track-
ing fiscal risks can be difficult when subnational
governments have hidden, off-budget expenses and
funds, as in some East Asian countries.

Still, the elements of responsible fiscal manage-
ment, and the criteria for maintaining fiscal disci-
pline in a decentralizing environment, are well
known. This chapter therefore focuses on empirical
conclusions regarding the links between fiscal
decentralization and growth, the role of budget
constraints in fostering fiscal discipline, the rela-
tionship between subnational borrowing and a
country’s overall fiscal sustainability, and the result-
ing need for managing financial risk.

Links between Fiscal
Decentralization and
Economic Growth

In theory, devolving fiscal responsibilities can
improve public sector efficiency, boost competition
among subnational governments in delivering pub-
lic services, and stimulate economic growth (Bird
and Wallich 1993). These potential benefits reflect
the belief that subnational governments can best
make growth-promoting public expenditures in
sectors such as education, health, and infrastruc-
ture, because they have better information on local
circumstances and interregional differences (Oates
1993).!

East Asia’s spectacular precrisis growth and
postcrisis rebound have depended significantly on
prudent macroeconomic management. However,
empirical research has been inconclusive regarding
any causal relationship between decentralization
and growth in developing countries.

In a study of 46 countries from 1970 to 1989,
Davoodi and Zou (1998) found a negative relation-
ship between fiscal decentralization and economic
growth in developing countries, and no relation-
ship in developed countries.” The authors explain
that “conventional wisdom points towards positive
growth effects of capital and infrastructure spend-
ing and negative growth effects of welfare and cur-
rent spending.” This implies that in developing
countries—where subnational entities spend a
larger proportion of their budgets on wages and
salaries and social welfare—decentralized systems
exhibit slower long-term growth per capita.” The

time frame for assessing the impact of different
types of public spending is also important. Analysts
see health and education spending, for example, as
an investment in human capital with a long-term
payoff, resembling physical investment.*

Ebel and Yilmaz (2003) reproduced this analysis
by weighing degrees of revenue autonomy. They
found that tax autonomy and nontax autonomy have
a positive correlation with economic growth, while
tax sharing has a negative relationship (see chap-
ter 6). These results suggest thata country’s economic
performance partly reflects the degree to which sub-
national governments control their revenues.

In a study of the United States, Xie et al. (1999)
showed that further fiscal decentralization with the
aim of boosting efficiency and economic growth
would in fact harm growth. Akai and Sakata (2002)
refuted that finding, incorporating a more elabo-
rate definition of fiscal decentralization. Their
study examined the growth impact of giving sub-
national governments the authority to raise taxes
and spend public funds.’ Since local governments
do not necessarily spend locally collected revenues
locally, the authors found that they may not in fact
have tax autonomy (Zhang and Zou 2001).

Martinez-Vazquez and McNab (2001) con-
firmed the inconclusive relationship between fiscal
decentralization and economic growth and the
importance of individual country circumstances—
including noneconomic ones—in determining
causality. Lin and Liu’s analysis of China (2000),
using provincial-level data from 1970 to 1993, sug-
gests that fiscal decentralization has helped spur
that country’s impressive growth over the past 20 or
30 years.® However, Zhang and Zou (2001) found a
negative relationship between fiscal decentraliza-
tion and economic growth in China.’”

Subnational Fiscal Discipline
and Budget Constraints

Determining the degree of fiscal discipline among
subnational governments in East Asia requires
identifying the budget constraints they face. Doing
so in countries like Cambodia—where subnational
governments have little spending and revenue
authority and rely almost entirely on transfers from
the center—is relatively easy. At the other extreme,
about half or more of the resources available
to China’s subnational governments come from



off-budget sources, over which they have virtually
total control.® In Vietnam, off-budget accounts
such as the Social Security Fund, the Health Insur-
ance Fund, and the National Development Fund
constrain the budget autonomy of subnational
governments.

In some East Asian countries, state-owned
enterprises at the subnational level receive off-
budget resources in the form of deferred taxes or
arrears accruals on debt service and other contrac-
tual payments. This is a particular concern in China
and Vietnam. In Thailand, this problem is miti-
gated by the fact that subnational governments do
not typically own enterprises, and by the inclusion
of all state-owned enterprises in the “consolidated
public sector’s” budgetary accounts.

Extrabudgetary revenues and expenditures
among subnational authorities make their true
budget constraints difficult to ascertain. This is
especially problematic when data are not reported
in a timely manner and are often incomplete, as in
most East Asian countries. Thus, when govern-
ments rely substantially on extrabudgetary funds,
national budgets give only a partial picture of fiscal
realities.

Enforcing hard budget constraints among subna-
tional governments requires clear expenditure
assignments, formula-based transfer systems, local
revenues, prudent subnational borrowing rules, and
good financial reporting (see box 1.3 in chapter 1).
None of the East Asian countries examined here meet
these prerequisites. Such a situation can lead to per-
verse incentives to overspend, accumulate arrears,
and overborrow. Key among such incentives is the
prevailing practice of higher-level financial bailouts
for subnational governments that are already in or
even heading toward default. This is of particular
concern if the subnational government is large, as is
often the case with soft budget constraints.’

A country’s system of intergovernmental fiscal
management (or lack thereof) may also motivate
subnational authorities to keep their transactions
off-budget—especially richer provinces that do not
want to cede part of their revenue base to the center
for tax sharing. Effective fiscal decentralization
requires an institutional structure that minimizes
such adverse expectations. In China, “fee-to-tax”
reforms aim to bring some off-budget subnational
revenues within the budgetary umbrella, but much
remains to be done in most East Asian countries.

Achieving Fiscal Sustainability

Information on these quasifiscal transactions
remains weak, and work on improving this infor-
mation base is just beginning, even in China.

Finally, subnational governments in many coun-
tries have faced difficulties in planning their activi-
ties and managing their finances owing to delays in
allocation decisions and a lack of predictability
regarding intergovernmental transfers. In Thai-
land, other than knowing with certainty that their
nongrant revenues will equal those of the previous
fiscal year, local governments find it difficult to
predict their shared tax revenue allocations. This is
mainly due to delays in establishing the criteria for
distributing the allocations from the center to local
governments. '’

Subnational Borrowing and
Fiscal Sustainability

Fiscal sustainability means that a subnational gov-
ernment covers its expenditures out of its own rev-
enues, reducing its dependence on borrowing and
transfers from the center (Bird 2003). To determine
whether a subnational government’s plans are fis-
cally sustainable, analysts need accurate informa-
tion on revenues and expenditures at the central,
regional, and local levels. Analysts also need to
understand the interplay between intergovernmen-
tal grants and government borrowing—that is, how
hard the subnational budget constraint truly is.
Careful analysis of country-specific intergovern-
mental relations, and the resulting incentive frame-
work, should accompany any analysis of fiscal
sustainability.

Subnational governments in most of the East
Asian countries examined here rely heavily on
intergovernmental transfers. The large bailouts
during the 1997 financial crisis and since, such as
the recent recapitalization of Chinese state-owned
banks in 2004, have undermined fiscal sustainabil-
ity in East Asia by softening the budget constraints
imposed on subnational governments. Discre-
tionary transfers to deficit subnational govern-
ments in China, Indonesia, and Vietnam, and
unclear assignment of responsibilities throughout
the region, have compounded this result.

Many subnational governments in East Asia also
have access to onlending from the central govern-
ment and donors. Such lending is typically in the
form of sovereign guaranteed external loans that
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the central government contracts but channels to
subnational entities at different interest rates.
Onlending interest rates and terms vary across
countries. In China, the final borrower bears the
entire foreign-exchange risk associated with these
loans, while in other countries the center assumes
some or all of this risk. Most subnational borrow-
ing in Indonesia has occurred through central gov-
ernment onlending mechanisms on terms that are
highly favorable to the center. However, the repay-
ment record of Indonesian subnational borrowers
has been poor."" Thailand allows subnational gov-
ernments to borrow from domestic banks and
bond markets, subject to legal ceilings in any given
budget year. In Indonesia, the Ministry of Finance
sets the aggregate limits to regional borrowing for a
particular fiscal year in August of the previous year,
and no direct borrowing from foreign sources is
permitted. Instead, all such borrowing occurs
through onlending arrangements with the min-
istry. Subnational governments in Vietnam may not
borrow at all (see table 3.1).

International experience since the early 1980s,
especially in Latin America, suggests that without
appropriate accountability and transparency mech-
anisms, decentralization can encourage dangerous
opportunistic behavior by state and local authori-
ties. If left unchecked, such opportunism could
undermine macroeconomic stability. The most
vivid manifestation of this phenomenon is the soft-
ening of subnational budget constraints (Rodden
2000a; World Bank 2002). Avoiding this risk
depends on the ability of the central government to
prevent subnational authorities from passing their
liabilities to higher-level governments.'> This, in
turn, requires institutional mechanisms to disci-
pline borrowing by state and local governments.

Examining experiences in Argentina, Brazil, and
India, Rodden et al. (2003) show that unsustainable
subnational deficits emerge when provinces have
powerful representatives, when they depend heavily
on intergovernmental transfers, and when they
have autonomous access to sources of deficit
financing. The latter can include bonds, loans from
domestic banks (which may themselves be state-
owned, as in China), nonpayment of employee
wages, and contingent liabilities. If these exist
where the central government cannot commit to
a no-bailout policy, or cannot limit subnational

borrowing, subnational governments have incen-
tives to run unsustainable deficits.

Fiscal, political, and financial institutions that
strengthen competition at the local level, especially
for capital, can promote hard budget constraints."
If institutions directly or indirectly suggest that the
central government will step in to cover subna-
tional liabilities in the case of default, they may
encourage subnational governments to “overbor-
row, overspend, or undertax” (Rodden 2000a).

The Latin American experience suggests that
subnational governments that are subject to hard
budget constraints are more likely to tax and spend
prudently (Bird 2001). Fiscal sustainability is also a
forward-looking concept, in that it requires accu-
rate assumptions about revenues and expenditures
and key economic variables. Making meaningful
assumptions that are palatable to policy makers and
their constituents requires a good understanding of
institutional and country-specific details.

In Indonesia, for instance, only after it passed
Laws 22 and 25 on intergovernmental fiscal rela-
tions in 1999 and issued implementing regulations
(PP107) in 2000 could regions borrow without
strict approval from the center."* Subnational
domestic borrowing is now subject to a rule-based
approach and central government approval. For-
eign borrowing is not allowed, except through
onlending from the central government or donors.

In view of Indonesia’s public debt burden, how-
ever, and as the country establishes local financial
management structures, a ministerial decree tem-
porarily banned any subnational borrowing until
the intergovernmental fiscal relations Law 25/99
was revised. This ban has been in effect since 2000
but was to be lifted at the end of fiscal year 2004,
after the implementation regulations of the revised
Law 25 are in place. The goal is to maintain fiscal
discipline by strengthening both market and rule-
based mechanisms—highlighting the fact that
countries may sometimes require strong, centrally
imposed fiscal constraints, especially in the early
stages of decentralization. Subnational govern-
ments may rely on short-term borrowing (with
maturities of less than 12 months) to manage their
cash flow. In theory, as in China, the Indonesian
central government can intercept general grant
funds if a region fails to meet its debt service
obligations.
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TABLE 3.1 Subnational Borrowing Practices

Summary
of practices Cambodia China Indonesia Philippines Thailand Vietnam

Borrowing power
and practices
(excluding bor-
rowing from cen-
tral government)

Borrowing from
the government/
donor onlending

LGs cannot borrow.

Stipulated according
to central govern-
ment regulations.

LGs may not
borrow.

LGs may not borrow

against general
revenues or issue
bonds.

LGs can and do
borrow through
asset-holding
or project
companies.

Borrowing by LG
(mainly special
service units)
from China
Development
Bank; commercial
bank loans to
“off-budget”
funds.

LGs can borrow or
issue bonds in
domestic market
subject to rules
and central gov-

ernment approval.

Temporary freeze on
all borrowing up
to 2005.

LGs borrow mainly
from CG through
donor onlending
and from budget.

50% of latter loans
in arrears; 63% of
loans to LGs in
arrears.

New onlending
terms being
negotiated.

Under new PP107,
CG can intercept
DAU.

LGs can borrow or
issue bonds; some
prudential
restrictions.

LGs borrow exclu-
sively from gov-
ernment financial
institutions;
largely donor
onlending.

GFIs monopolize
depository bank
business, so de
facto IRA intercept
has led to good
LG repayment
history.

Terms of onlending
loans by GFl to be
in line with those
of local commer-
cial banks, but in
practice GFl often
sets a lower rate.

LGs cannot borrow,

domestically or
from abroad,
without prior
approval

from CG.

LGs not allowed to
borrow without
prior approval
from CG.

Provinces and cities

with provincial
status can borrow
within prudential
limits and as
approved by CG.

(Continued)
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TABLE 3.1 (continued)

Summary
of practices Cambodia China Indonesia Philippines Thailand Vietnam

Banking sector

Not much banking

sector-related
activity; basically
a cash economy.

Most banks

foreign-owned.

National Bank of

Cambodia
opened dollar-
denominated
accounts for
commercial banks
in 1998; deposits
with the bank are
remunerated at
7/8 of SIBOR.

LG-owned

Interest rates

LGs borrow short
term from banks
to cover cash flow.

Banking sector still
under restructur-
ing; 22 of 27 BPDs
recapitalized.

companies borrow
primarily from
commercial banks,
mostly 3-5 years;
sometimes 10.

regulated by PBC.

Banking sector is

burdened by high
rate (40%) of
nonperforming
loans; concern for
the ability of LG
companies to
depend on
rollover of bank
loans.

Private commercial
bank lending to
LGs virtually
nonexistent.

Land Bank of the
Philippines, the
largest provider
of credit to LGs,
now uses its own
resources (as well
as donor funds):
5 years.

Privatized Philip-
pines National
Bank still lends to
LGs (eligible to be
an LG depository):
4-7 years.

New GFl players in
LG credit.

LGs are only now
exploring oppor-
tunities to borrow
from local com-
mercial banks and
public revolving
funds.

LGs mainly borrow
from local
development
funds monitored
by Ministry of
Interior.

LG-owned compa-
nies borrow from
banks to finance
infrastructure
projects.

Commercial banks
purchased HCMC
private placement
bond.

Gradual liberaliza-
tion of interest
rate since 1996;
State Bank of
Vietnam (SBV)
removed lending-
rate ceiling.

SBV launched
banking-sector
restructuring
program in 2001,
phasing in SOCB
recapitalization.
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Capital markets LG-owned compa-
nies cannot issue
bonds.

Credit to the private
sector is 7 percent
of GDP, loans are
mostly short term.

Mainly providing
import/export
financing and
working capital to
trade and service
sectors.

Monitoring of local
government
credit

Financial accounting
centralized in
National Treasury
and provincial
branches.

Main financial state-
ment for LG
expenditure man-
agement pro-
duced by Ministry
of Finance Budget
Dept.

Source: World Bank.

Defaults of munici-
pal bonds in early
1990s led to ban
on LG bond
issuance.

LG companies issue
bonds (Shanghai:
8 years); strict
procedures for the
issuing corporate
bonds (single A or
better for issues
greater than Y
100 million).

Government finan-
cial information
system being
piloted.

LG credit not
assessed.

Credit-rating
agencies exist.

6 LG banks: West
Java, East Java,
Central Java,
North Sulawesi,
West Sumatra,
and PT Bank DKI
issued 12 bonds
(1991-2000);
3-7 years.

Regional financial
information
system being

prepared; Ministry

of Finance starts

mapping LG fiscal

capacity?

13 LG bond issues
since 1991: 4
issues guaranteed
by Home Guaran-
tee Corp. (govern-
ment agency), 8
issues guaranteed
by LGUGC; mostly
7-year.

LGUGC established
in 1998, owned
51% by Bankers
Association and
49% by Develop-
ment Bank of the
Philippines.

Ministry of Finance
pilots new system
for LG fiscal/
financing
reporting.

GFl appraises central
government
transfer and LG
tax base.

LGUGC has internal
credit-rating
system.

LGs cannot go
directly to capital
markets.

Debt financing by
LGs has been
limited (some
revenue bonds
issued).

Ministry of Informa-
tion monitors sub-
national borrow-
ing from local
development
funds and public
revolving funds.

HCMC issued GO
bonds in 1995
(D 30 billion,
3-year, private
placement) for
toll-road project;
is preparing
another. (Decree
93/2001 allowed
HCMC bond
issuance.)

Ministry of Finance
approval required
for bond issues;
market-rate
pricing unlikely.

HCMC Securities
Exchange estab-
lished in 2000;
bond is 10% of
transaction vol-
ume; the Hanoi
exchange opened
in early 2005.

Central budget
guidelines.

City budget
information not
disclosed.

SOCB evaluates
large-scale
projects.

Note: BPD = state-owned commercial banks; DAU = dana alokasi unam, the main intergovernmental fiscal transfer mechanism in Indonesia; HCMC = Ho Chi Minh City;
GO = government order; IRA = Internal Revenue Allotment; PBC = People’s Bank of China; LG = local government; CG = central government; GFI = government
financial institution; LGUGC = local government unit guarantee corp.; SOCB = state-owned commercial bank.
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In Thailand, local governments may borrow
domestically and internationally, with prior
authorization from the cabinet. These governments
may issue debt securities and borrow from official,
external bilateral creditors for development proj-
ects. In practice, local debt financing is somewhat
limited, including from domestic capital markets.
The primary source of borrowing has been local
development funds managed by the Ministry of
Interior. Subnational governments have more
recently borrowed from commercial banks and
public revolving funds.

In Vietnam, subnational governments may not
run fiscal deficits. Provinces may borrow, but only
domestically, by issuing project investment bonds,
or by borrowing from the Development Assistance
Fund." Provinces may use these funds only for
projects with prior approval from the Provincial
People’s Council under the five-year provincial
Public Investment Plan. The province must also
allocate funds for debt service in future budgets
until the debt matures.'® Local state-owned enter-
prises that provide essential services, such as waste
disposal, water, electricity, and transportation, may
borrow from both external and domestic sources.
All external borrowing is subject to approval by the
central government, which provides a sovereign
guarantee.

To promote responsible subnational borrowing,
some East Asian governments have disseminated
well-defined, transparent fiscal rules. The rationale
is that all borrowing decisions should take into
account the fiscal implications for future genera-
tions.'” The issue of implementation remains to be
addressed, however.

In Indonesia, regulations implementing the
decentralization framework limit the debt-to-
revenue ratio to 75 percent of the previous year’s
general revenue, and the debt service-to-revenue
ratio to 40 percent in any given budget year. Regula-
tions also govern onlending to the regions.' In the
Philippines, the central government limits transfers
to local governments to 40 percent of their internal
revenues from three years before."” Since the ratio
of revenue to gross domestic product has been
falling, this rule implies that some local govern-
ments may receive higher transfers than intended,
or than the central government can afford. Declin-
ing trade taxes also build upward bias into the rev-
enue share of local governments. If policy makers

do not intend such an outcome, or if local gov-
ernments do not use the allocated resources effi-
ciently, the resulting trends will undermine fiscal
sustainability.

For such rules to be credible and sustainable,
they must be part of a well-articulated fiscal frame-
work that improves the government’s position over
the long term. Such a framework includes clear
intergovernmental fiscal relations, appropriate sub-
national tax structures, and public pensions.*
The central government needs to clearly define
accountability and establish financial management
practices to enforce these rules.?' In fact, the tem-
porary ban on subnational borrowing in Indonesia
is a prudent interim measure until the country
establishes a more solid framework for regional
borrowing and a regional financial information
system. A more solid framework for subnational
borrowing must include procedures for handling
regional default. Otherwise, without a credible legal
or regulatory threat, the center will end up paying
the bill.*?

Managing Fiscal Risks

Rules and administrative controls can help reduce
the risks of subnational borrowing. Key measures
include strengthening the intergovernmental fiscal
system and, when the situation warrants, requiring
ex ante authorization and ex post monitoring. For
instance, the central government could set annual
limits on the debt of individual local governments,
review individual loans, including their terms and
conditions, and centralize all borrowing, with
onlending to local governments.” Other measures
to encourage fiscally sustainable borrowing include
prohibiting subnational authorities from issuing
guarantees (see table 3.2 for the kinds of explicit
and implicit guarantee mechanisms that may exist
at subnational levels), and imposing ceilings on the
net worth or loan portfolio of borrowers. Indonesia
and Thailand have established ceilings on debt or
debt service as a share of local revenues. Other
countries, such as Vietnam, require local govern-
ments to balance their budgets and restrict their
borrowing to specific purposes, such as capital
investment.

Countries can also rely on the market to regulate
subnational borrowing. A market-based system
requires minimum legal and regulatory structures,



TABLE 3.2 Subnational Fiscal Risks

Direct
Liabilities (obligation in any event)

Explicit
Government Local government debt.
liability is Arrears (if legally binding).
recognized Nondiscretionary budgetary
by law or spending.
contract.
Implicit
A “moral” Capital and recurrent costs of local

obligation on
the part of the
government
that mainly
reflects public
expectations
and pressure by
interest groups.

public investment projects.

Source: Brixi and Mody 2002.

such as supervision and disclosure practices; guide-
lines for issuing, settling, and repaying debt; bank-
ruptcy procedures (including creditor remedies);
protection against disruption of essential public
services; and measures to prevent moral hazard.
East Asian countries are only now establishing
these institutional structures.

Another market instrument for reducing the
credit risk of subnational borrowing is regular
monitoring of creditworthiness. Private sector enti-
ties can help investors by rating the likelihood that
subnational governments will default. Such credit
ratings should reflect both the capacity and the
willingness of debt issuers to make timely payments
on both principal and interest. Key elements of
creditworthiness include the subnational govern-
ment’s economic base (net worth), revenue auton-
omy and stability, revenue-expenditure balance,
intergovernmental fiscal relations, the subnational
debt burden, and contingent liabilities. Financial
management practices in the region matter, as do
guarantees, insurance, and other mechanisms to
enhance the credibility of subnational borrowing.
However, credit ratings of subnational entities are
not yet available in most East Asian countries.

The cost of future benefits under
local social security schemes.

Achieving Fiscal Sustainability

Contingent

(obligation if a particular event occurs)

Local government provides
guarantees for debt and other
obligations of financial and
nonfinancial enterprises and
other entities.

Local government insurance
schemes (such as crop insurance).

Claims arising from local
government letters of comfort.
Claims by failing local financial
institutions and other entities.
Claims related to enterprise
restructuring and privatization.
Claims by beneficiaries of failed
social security or other funds,
beyond any guaranteed limits.
Claims related to local crisis
management, such as public health,
environment, and disaster relief.

Subnational governments that relax their budget
constraints contribute to public sector deficits and
threaten national solvency. Hidden budget channels
include off-budget borrowing; arrears on civil serv-
ice wages and payments to suppliers and other levels
of government; indirect liabilities through public
enterprises or publicly owned banks, which are often
insolvent; and other contingent liabilities such as
unfunded pension and provident funds. Soft budget
constraints and the expectation of central bailouts
contribute to moral hazard. Data on these “hidden
deficits” in East Asia are just becoming available
(Kharas and Mishra 2001). Thus central govern-
ments lack the information they need to monitor the
fiscal risks of subnational governments. In most East
Asian countries, the Ministry of Finance typically
receives regular reports on budgetary revenues and
expenditures on a cash basis from subnational gov-
ernments. The ministry does not, however, have
access to timely information on many extrabudgetary
and off-budget capital expenditures and borrowing,
or on local guarantees, financial institutions, pen-
sion funds, employment insurance funds, and other
transactions that could generate liabilities (Ma and
Brixi 2002). Anecdotal evidence on provincial-level
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off-budget and contingent liabilities abounds in
some countries.

In China—where direct and indirect support of
expanded investment and credit to subnational
entities has driven much recent growth—reliance
on banking and off-budget funds has been impor-
tant.”* Poor monitoring of such investment implies
that the health of the financial sector is at risk. Sig-
nificant investment in industries such as cement,
steel, and aluminum seems even riskier, given sub-
stantial excess capacity.

Table 3.2 outlines typical sources of contingent
liabilities, which can be explicit or implicit. For
instance, the explicit fiscal burden from rising
safety net expenditures may generate liabilities for
the central or provincial government. Also, what
may be “contingent” for the central government
may be a direct liability for a provincial or subna-
tional government. Cataloguing such liabilities is
an essential first step in establishing a system to
assess the obligations and fiscal risks of local
governments.”> China, Indonesia, Thailand, the
Philippines, and Vietnam are now embarking on
this important endeavor.

As provincial and municipal governments gain
greater authority to tap domestic and international
financial markets, the financial risk at subnational
levels will also grow—and will need managing.
Weaknesses in regulation and oversight have led to
the proliferation of off-budget financing, govern-
ment guarantees, and other contingent liabilities.
Decentralization has given subnational governments
a greater role in managing and delivering public
services, and more budgetary responsibility for civil
service pensions and provident funds. All these fac-
tors exert a significant impact on the quality of serv-
ices and expenditure mix of local governments.

Countries need to estimate the costs of deliver-
ing devolved responsibilities so they understand the
potential fiscal risks. For example, if Thailand allo-
cates 20 percent of revenues to local authorities but
does not devolve commensurate responsibility for
expenditures, then the central government bears a
significant risk of assuming the resulting deficit.*®
These risks will grow if service delivery declines
owing to capacity constraints among subnational
governments. In China and Indonesia, where sub-
national governments have more expenditure
responsibilities than revenue-raising authority,
subnational borrowing and off-budget financing

vehicles that carry explicit or implicit guarantees
from the central government raise the latter’s risk.
Yet estimating the scope of the contingent liabilities
that subnational spending and borrowing impose
on the central government is difficult, especially if
no one government agency is cataloguing these
transactions. East Asian countries are just begin-
ning to undertake this task, at least for large contin-
gent liabilities. China and Thailand have been
building the capacity of the central government to
manage overall public debt.

Early warnings, such as those used in Brazil,
Colombia, and the United States, can provide a
good starting point for monitoring the fiscal risks
of subnational borrowing, but such indicators may
not reliably reflect future financing pressures.”” Ma
(2001) has proposed a composite indicator that
reflects both fiscal pressures and the current fiscal
position of subnational governments. Information
on their assets and liabilities, exposure to market
and rollover risks, capacity for managing these
finances, and the compatibility between revenue
and spending responsibilities will enable informed
judgment concerning fiscal risks that may need
immediate attention. Without sound fiscal report-
ing and auditing at the subnational level, even the
best-designed early-warning system will not be
effective. Countries need clear rules for dealing
with debt-distressed subnational governments.
Vietnam is examining the fiscal risks of borrowing
by state-owned enterprises, but most East Asian
countries are just beginning to tackle this issue.

Conclu