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ABSTRACT

In this paper we focus on the relationship between fiscal decentralization and
government quality. In a sample of 29 developing and developed countries over
the period 1984-1997, fiscal decentralization has a positive effect on institutional
quality but this effect diminishes as countries become wealthier. Moreover, the
positive effect of fiscal decentralization on government quality is reduced by
electoral and decision-making decentralization in poor and medium income
countries whereas these forms of decentralization seem to improve the impact
of fiscal decentralization on government quality in rich countries.

JEL Classification: HI |, H77, K42.
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I. INTRODUCTION

In this paper, we empirically investigate the relationship between fiscal
decentralization and government quality for a sample of twenty-nine poor and
rich countries over the period 1984-1997. The quality of government is a multi[]
dimensional concept (La Porta et al., 1999). In general, government quality
improves if the public sector does not distort the proper functioning of the
private sector (respects property rights, does not over-regulate), is an efficient
administrator (low corruption, less bureaucracy, high tax compliance), provides
public goods (education, health, infrastructures, etc.) and, finally, allows for and
protects political freedom.

A good number of empirical studies have pointed to the importance of good
government for economic growth (Knack and Keefer, 1995; Mauro, 1995; Hall
and Jones, 1999; Acemoglu et al., 2001; Salinas and Salinas, 2007). But the
quality of government has itself been the object of analysis in an effort to
understand why some countries have better governments than others. In this
context, La Porta et al. (1999) point to the importance of economic, political
and cultural factors in explaining international differences in government quality.
More recently, Adsera et al. (2003) and Persson et al. (2003) have shown the
importance for government quality of periodic elections, a well informed
electorate and well designed electoral rules'.

Another factor which may determine variation in government quality is the
degree of fiscal decentralization. As is explained in section 2 below, the
theoretical literature provides arguments both for and against decentralizing
fiscally in an effort to contribute towards better government. Similarly, the lion’s
share of empirical studies that have examined the effect of fiscal decentralization
on government quality have not clearly established the sign and significance of
this relationship as is explained in section 3. This study will add to this empirical
literature by estimating the impact of fiscal decentralization on government
quality based on a panel of countries. It improves on previous studies which are
mostly cross-section based not least because it increases the sample size and
thus improves the precision of the estimates. Moreover, and as discussed in
section 4, the use of fixed effects estimation corrects one serious problem
affecting previous cross-section estimates namely, omitted variable bias.

The obtained results, discussed in sections 5 and 6, point to a positive

relationship between fiscal decentralization and government quality in the case
of poor to medium income countries. Another notable finding which emerges

' See Aixala and Fabro (2007a) for a cross-section analysis of the determinants of
government quality as well as Aixala and Fabro (2007b) for a review of the literature of the
impact of government quality on economic growth.
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from the analysis is the impact of political decentralization on this relationship.
Political decentralization seems to erode the positive effect of fiscal
decentralization on government quality in poor countries while it improves its
impact on the quality of government in rich countries.

2. THEORETICAL PRIORS

There are several theoretical arguments why decentralization may improve
government quality. First, decentralized government will be better informed
about local conditions and so can better satisfy citizen preferences (Oates,
1972). Second, citizens themselves may be better informed about local
government activity and, assuming that local politicians are locally elected rather
than centrally appointed, good (or bad) performance in such a setting can be
directly rewarded (or punished) (Seabright, 1996; Tabellini, 2000).

Third, in a fiscally decentralized setting with interjurisdictional mobility and
thus competition, we would expect locally elected governments to offer public
goods more efficiently (responsive to local demands and at lower cost) and also
to be less corrupt since economic agents would flee more corrupt regions
(Hirschman, 1970; Brennan and Buchanan, 1980; Weingast, 1995; Montinola et
al., 1995). The capacity of economic agents to choose among regulatory
regimes in a competitive setting will tend to drive down the degree of
corruption whereas corruption is likely to increase in a setting characterized by
numerous public monopolies all of which must be satisfied to undertake any
particular economic activity (Shleifer and Vishny, 1993). In a competitive setting,
voters can use the performance of each jurisdiction as a benchmark and this
should increase efficiency in public good supply (Salmon, 1987; Breton, 1996).

The inter-jurisdictional competition literature emphasizes the importance of
tying local revenues to expenditures for the proper functioning of competition
since vertical transfers may create incentives for local officials to ignore
competitive pressures for better management (Oates, 1999; Fisman and Gatti,
2002b). Similarly, in the context of revenue sharing schemes, assigning local
government a greater share of revenue from locally-originating taxes may lead
them to limit costly regulations, corruption as well as provide public goods more
efficiently since these reduce economic activity and thus eventually reduce its
tax base (Zhuravksaya, 2000; Jin et al., 2005). More generally, sub-central
governments will tend to be more inefficient if they face soft rather than hard
budget constraints, or, in other words, if they can count on the central
government for future bail-outs (Qian and Rolands, 1998).

On the other hand, several arguments have been made explaining why fiscal
decentralization may deteriorate government quality. For example, if capital is
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too mobile, local governments may not be able to collect sufficient taxes to
provide basic public goods (Keen and Marchand, 1997; Oates, 1999). Further,
locally elected governments may indulge in rent-seeking behaviour if more
immobile factors such as farmers, workers or consumers are more numerous
than mobile ones such as investors (Rodden and Rose-Ackerman, 1997).

Moreover, the benign effects of competition depend on the assumption that
sub-central jurisdictions are homogeneous with regard to their factor
productivity. If they are heterogeneous, competition may mean the outflow of
capital from less endowed regions leading governments in these regions to give
up on business-friendly policies and to dedicate themselves to predation instead
(Cai and Treisman, 2005). In addition, local governments may also compete for
capital by helping agents cheat the central government in ways that reduce the
latter’s capacity to enforce regulations and collect taxes (Cai and Treisman,
2004). Also, although assigning local governments a greater share of revenue
may improve their incentives, it may at the same time weaken the incentives of
central government by reducing its stake in economic development since its
share of locally generated revenues is reduced (Treisman, 2006).

Additionally, more decentralized polities may involve duplication and thus a
waste of resources (Rousseau, 1762). Moreover, local officials are more
susceptible to corruption than central government ones because of intimacy and
frequency of interaction and greater discretion on the part of local governments
(Tanzi, 1995; Prudhomme, 1995), because national office being more prestigious
and powerful it will be more intensely monitored (Prudhomme, 1995; Tabellini,
2000) or because local officials are more susceptible to capture by local
economic interests partly because voters are more uninformed due to lower
media attention and because interest groups find it easier to overcome free[]
rider problems (Bardhan and Mookherjee, 2000).

In this vein, Blanchard and Shleifer (2001) suggest then need for a degree of
political centralization —such as for example the right of central government to
appoint or fire regional governors or the creation of national parties exercising
influence on regionally elected governors— so as to deal with the possibility of
capture. Alternatively, the combination of strong national parties and elected rather
than appointed sub-central government politicians makes them sensitive to national
and local preferences respectively and is thereby likely to improve the effectiveness
of fiscal decentralization (Riker, 1964; Enilolopov and Zhuravskaya, 2007).

3. EMPIRICAL PRIORS

Most empirical studies on the impact of decentralization have focused on one
aspect of government quality namely, corruption. Thus, De Mello and Barenstein
(2001) control for GDP per capita and population and find that more fiscally
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decentralized countries tend to be less corrupt. Fisman and Gatti (2002a) find a
similar relationship but controlling for more factors (GDP per capita, civil
liberties, population and government share of expenditure of GDP). They
moreover find that when fiscal decentralization is considered then whether a
country is federal or not has no effect on corruption. Treisman (2002a) finds
that if one includes a control for the percentage of Protestants in the population
in Fisman and Gatti’s estimations, the negative relationship between fiscal
decentralization and corruption disappears - he finds no statistically significant
relationship between fiscal decentralization and corruption. All these empirical
studies calibrate the impact of fiscal decentralization on corruption based on
cross-section analyses®.

Several empirical studies have gone beyond corruption to consider other
aspects of government quality in order to investigate the importance of fiscal
decentralization. Estache and Sinha (1995) calibrate the effect of expenditure
decentralization on infrastructure provision in a panel of both developing and
developed countries. They find that decentralization is related to more
infrastructure spending in sub-central levels in developing countries and, to a
lesser extent, in developed ones. Robalino et al. (2001) also use panel data and
find that more fiscally decentralized countries (again expenditure
decentralization) have lower mortality rates. In another study, (Khaleghian,
2003) shows that fiscal decentralization (measured in terms of both a binary
variable and as expenditure and revenues in the hands of sub-central
governments) is related to higher immunization coverage in a panel of low and
middle-income countries. In a cross-section study, Treisman (2002a) finds
expenditure decentralization ambiguously related to public good provision
(positively with infrastructure and negatively with health and education).

Defining government quality more widely, Huther and Shah (1998) find that
fiscal decentralization is associated with enhanced quality of government as
measured by citizen participation, political and democratic accountability, social
justice, improved economic management and reduced corruption. However,
their study suffers from omitted variable bias since they only provide simple
correlations among these variables.

Finally, based on both cross-section and panel data of low and high income
countries, Dreher (2006) estimates the relationship between expenditure and
revenue decentralization and quality of government measured as respect of law
and order, the cost of opening up a new business and judicial independence
while controlling for GDP, population and civil liberties. He finds that law and
order is more likely with a higher share of sub-national revenues for the full

2 For a survey of the causes and consequences of corruption see Lambsdorff (2006). For a
review of some of the theoretical and empirical literature on the relation between
decentralization and corruption see Bardhan and Mookherjee (2006).
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sample and low income countries but not for high income countries. The same
happens with the cost of starting a business. Judicial independence increases
with sub-national revenue or expenditure share for both high income countries
and the full sample.

In this paper we estimate the impact of fiscal decentralization on government
quality more widely defined based on panel data. As will be more fully explained
in the following section, our definition of government quality is wider than that
used by Dreher (2006) since it goes beyond law and order to include corruption
and bureaucratic quality. We reduce the risk of possible omitted variable bias
present in previous studies by including more time-variant control variables as
suggested by the literature as well as several interaction terms. In addition, we
correct our estimates both for serial autocorrelation and cross-section
heteroscedasticity to avoid overestimating the significance of our explanatory
variables.

4. DATA AND EMPIRICAL METHODOLOGY

In this section we review how both fiscal decentralization and quality of
government have been measured in empirical work with a view to identifying
the strengths and weakness of the available data. We moreover introduce the
empirical methodology which is employed in the following section and review
the set of control variables which have been used in related empirical literature
examining the relationship between fiscal decentralization and government
quality.

The indicator of government quality employed in this paper comes from the
International Country Risk Guide (ICRG) as developed by the Political Risk
Services Group since the early 1980s in an effort to assess the political,
economic and financial risks in more than 120 countries. The index is based on
the analysis of a worldwide network of experts, and is subject to a peer review
process to ensure the coherence and comparability across countries. Different
variables from the ICRG data have been used to measure the determinants of
government quality since La Porta’s et al. (1999) seminal piece on the subject.
We focus on three dimensions from this source namely corruption, rule of law
and bureaucratic quality. Corruption refers to the demand for bribes by political
and administrative bodies as well as patronage, nepotism, job reservation,
‘favors-for-favors’, etc. The variable law and order assesses the strength and
impartiality of the legal system as well as popular observance of the law.
Bureaucratic quality refers to the strength, expertise, autonomy and
recruitment and training mechanism of the civil service. The quality of
government indicator used here is the average of these three dimensions and is
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scaled from O to | where a higher number implies higher government quality.
Averaging the dimensions has the advantage of reducing the influence of
idiosyncratic ratings stemming from any one dimension. On the negative side
however, it does not allow us to separate the effect of each dimension.

Fiscal decentralization refers to the distribution of tax revenues and
expenditures among the different tiers of government. A system is more fiscally
decentralized the greater the proportion of tax-revenues and expenditures
“owned” by lower tiers of government. The most widely used measure of fiscal
decentralization in the literature is provided by the IMF’s Government Finance
Statistics (GFS) and refers to expenditure or revenue share of sub-central
governments in total public expenditures or revenues (Expshare and Revshare)
or as a proportion of GDP (ExpGDP and RevGDP). But these general definitions
are problematic in that they do not reflect on whether sub-central governments
own these resources (Ebel and Yilmaz, 2002; Rodden, 2004; Martinez-Vazquez
and McNab, 2006). Thus, expenditures that are mandated by the central
government appear as sub-national expenditures in the GFS while revenues
received from grants by the central government appear as sub-central revenues
regardless of whether they are conditional or unconditional. As a result,
expenditure and revenue accruing to sub-central levels of government will tend
to overestimate the degree of fiscal decentralization (World Bank, 2004)°.
Despite their shortcoming, these indicators are available for the widest
coverage of countries and time periods and it is for this reason that we too
employ them in this paper. They give rise to a balance panel of 29 countries for
the period 1984 to 1997 (see appendix | for the list of countries).

The GFS also contain data on other fiscal decentralization variables but with
an even more limited cross-section and temporal availability. One line of data
refers to vertical imbalance (VIM) or the degree to which sub-national
governments rely on central government transfers to support their
expenditures (measured as intergovernmental transfers as a share of sub[]
national expenditures). Another calculates transfers share as transfers to sub[]
central governments as a share of total sub-national revenues and grants
(Trashare). However, these measures do not distinguish what proportion of
transfers is conditional versus general purpose. The GFS also contain
information about sub-national tax and non-tax revenues. For example, tax
share measures sub-national tax revenue as a percentage of total sub-national
revenues (Taxshare). But it does not distinguish whether they are collected
through shared taxes, piggybacked taxes, and locally determined "own-source"

? Rodden (2004) points out that in the GFS data Denmark comes out the 3rd most decentralized
country in the world (even more decentralized than the US) though the central government
regulates almost every aspect of local government finance. The same goes with Nigeria (7th
position) although the states were really administrative outposts of the central government.
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taxes. Similarly, no consideration is given to whether the central government
has the power to set the rate and the base, leaving sub-national governments
just to collect revenues labeled as own-source (Rodden, 2004). The OECD
(1999) tackles these data problems for OECD countries generating an analytical
classification of sub-central taxes according to the degree of discretion of sub[]
central government. Based on this classification, Stegarescu (2006) generates
several indicators of decentralization across 23 OECD countries for the period
1965-2001 including a measure of tax decentralization which refers to sub[]
central government tax revenue —on which the sub-central government
determines the tax rate and/or base— as a proportion of total government tax
revenue taxes (Taxdec)*.

The just mentioned variables are available for the |5 high income countries
from our total sample of 29 countries. As can be appreciated in the correlation
matrix in table | below there are four variables which are closely correlated
namely, ExpGDP, Expshare, RevGDP and Revshare. Stegarescu’s Taxdec
measure is also closely correlated to the IMF statistics on the revenue side but
less so on the expenditure side as we would expect.

Table |

CORRELATION MATRIX FOR THE FIFTEEN HIGH INCOME COUNTRIES.
DECENTRALIZATION VARIABLES

ExpGDP|ExpShare|RevGDP|Revshare Taxdec Taxshare Trashare| VIM

ExpGDP | 1.0000| 0.8812 | 0.8762| 0.7640 | 0.6518| 0.2548| -0.2571 |-0.2568
Expshare | 0.8812| 1.0000 | 0.8523| 0.9143 | 0.7113| 0.3074| -0.3843 |-0.3796
RevGDP | 0.8762| 0.8523 | 1.0000| 0.9182 | 0.8181| 0.6315| -0.6571 |-0.6501
Revshare | 0.7640| 0.9143 | 0.9182| 1.0000 | 0.8251| 0.5963| -0.6754 |-0.6668
Taxdec. 0.6518| 0.7113 | 0.8181 | 0.8251 | 1.0000| 0.6447 | -0.6197|-0.6200
Taxshare | 0.2548 | 0.3074 | 0.6315| 0.5963 | 0.6447| 1.0000| -0.9183 |-0.9471
Trashare |-0.2571 | -0.3843 |-0.6571 | -0.6754 |-0.6197| -0.9183 | 1.0000| 0.9869
VIM -0.2568 | -0.3796 |-0.6501 | -0.6668 |-0.6200| -0.9471 | 0.9869 | 1.0000

All correlations are statistically significant at the 1% level.

Another highly correlated pair of fiscal decentralization indicators are VIM
and Trashare which is not surprising since they both capture sub-central

* Even with such an indicator, Rodden (2004) alerts us that ideally one should take into
account the possibility that central governments may restrict fiscal autonomy through formal
limitations on borrowing (not only through conditional grants and regulation of tax rate and
base).
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government dependence on central transfers on the expenditure and revenue
sides respectively. Both these variables are moreover highly negatively
correlated with Taxshare which again is what we would expect since it is the
negative image of these two variables — it captures tax-autonomy whereas
they capture the tax-dependence of the sub-central governments. These
three variables are less correlated with Taxdec as well as Revshare and

RevGDP and much less correlated with the general expenditure variables
offered by the IMF.

Our empirical strategy is based on fixed effects estimation for panel data.
Bringing fixed effects estimation to bear on the relationship between fiscal
decentralization and government quality has one important advantage over
previous cross-section estimations exploring this relationship namely, the ability
to control for cross-country heterogeneity due to time constant (or slowly
changing) observable or unobserved factors (cross-section fixed effects) as well
as the ability to control for period-specific factors common to all cross-section
units (period-fixed effects). Time constant factors include many variables which
have been typically employed in cross-section analyses of the determinants of
quality of government such as ethno-linguistic fractionalization, legal origin,
religion, latitude, country area and continental or regional dummies. Given the
possibility that these variables, and other non-observable ones, may be related
to both fiscal decentralization and government quality, their exclusion would
induce omitted variable bias, affecting both the estimated impact of
decentralization and its statistical significance. Bardhan and Mookherjee (2006)
identify this form of bias as one of the important methodological problems with
existing cross-section studies estimating the effect of decentralization on
governance.

We lag the RHS variables with their values lagged one period to mitigate
problems stemming from possible reverse causality in the panel regressions (see
also, Enilolopov and Zhuravskaya, 2007). To allow for arbitrary period serial
correlation and period heteroskedasticity between the residuals for a given
cross-section, we report Period SUR panel corrected standard errors.
Moreover, in order to fathom whether the first order autocorrelation we detect
seriously alters the statistical significance of our findings, we also undertake
regressions where we correct for this by way of taking four year averages®. We
allow for cross- section heteroskedasticity in these autocorrelation-free
regressions by reporting White cross-section corrected standard errors.

> Davoodi and Zoo (1998) also take averages when measuring the impact of fiscal
decentralization on economic growth based on a panel of data. They argue that this is
reasonable since they would not expect fiscal decentralization to affect year to year changes
in economic growth. This argument could probably be made more strongly for the impact of
fiscal decentralization on government quality.

14—
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Our fixed effect estimation then reduces the likelihood of omitted variable
bias since it eliminates the possible influence coming from both observable and
unobservable time constant variables. What fixed effects estimation does not
control for are time variant omitted variables affecting government quality and
fiscal decentralization. As a result and in tune with the research in this area using
both cross-section and panel data, we include the following time variant control
variables (available in our sample of countries) in our regressions: real GDP per
capita, democracy, size of government, population, and checks and balances
(see appendix 2 for descriptions and sources of all the variables). We therefore
estimate the following equation:

Government Quality;; = o; + Y; + B4 Fiscal Decentralization;_; + B, Xj;_1 + €;t

where i refers to countries and t to years, o; and Y; are country and period
fixed effects respectively, X; is the vector of control variables and ¢; is the
error term.

Richer countries tend to be more decentralized (Panizza, 1999; World Bank,
2004) and have better government quality since economic development makes
better quality institutions more affordable (Islam and Montenegro, 2002) and
will tend to create a demand for better government (La Porta, et al. 1999)
perhaps because of income's positive effect on education, literacy and
depersonalized relationships (Treisman, 2000). Democracy is positively
correlated with decentralization (Panizza, 1999; Treisman, 2002b) and is likely
to be negatively related to corruption since it makes politicians more
accountable (Adsera et al., 2003).

Treisman (2002a) takes population to be an indicator for country size and
expects larger (more populous) countries to be more decentralized but also to
have lower government quality — small states are easier to govern. Mello and
Barenstein (2001) suggest that more populous countries may be more
heterogeneous. This being the case, we would expect population (as a proxy of
heterogeneity) to be positively related to decentralization (Panizza, 1999) and
negatively related to quality of government (La Porta et al., 1999).

More decentralized countries are likely to have more checks and balances.
Checks and balances in the political decision-making process could stabilize
good institutions but by locking in the status quo they may just as much impede
reforms, including those which may improve the quality of government
(Treisman, 2002a).

All other things equal, one would expect a larger public sector to be
relatively more decentralized. Moreover, Tanzi (1998) expects a bigger state
sector to imply greater corruption due to the greater possibility for rents. On
the other hand, Fisman and Gatti (2002a) expect a larger government to enjoy
economies of scale in the fight against corruption. Similarly, the effect of a larger
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state sector on the rule of law and bureaucratic quality is arguably positive
insofar as more resources improve the capacity of government to provide such
services. In relation to this, higher civil service pay has also been found to
reduce bureaucratic corruption (Van Rijckeghem and Weder, 2001).

Consistent with previous literature then, we expect a positive effect on
government quality coming from income and democracy, a negative effect
coming from population while that of government size and checks and balances
is more ambiguous.

5. EMPIRICAL RESULTS

The variables included in the regressions reported in this section are those
which are mostly statistically significant or the exclusion of which seriously
changes the results. This means that several variables previously discussed
namely, democracy, checks and balances and population are not included
because they are not significant and their absence has no bearing on the results.
This is despite using several indicators of democracy available (see appendix 2).
Especially in the case of democracy and checks and balances, their irrelevance
may be due to the limited variation through time for the sample of countries
that we examine here. In the tables that follow, the size of government is
positively related with the quality of government and this relationship tends to
be statistically significant for the sample of high income countries.

Tables 2 and 3 report the results for the whole sample of countries
measuring fiscal decentralization in terms of expenditure and revenue shares of
sub-central governments in total government expenditure and revenues
respectively. On the expenditure side fiscal decentralization has a positive and
statistically significant effect on government quality (regression |). The direction
and statistical significance of this relationship is reinforced in the regression using
the four year averages of the variable as a way of correcting for a first-order
autocorrelation process detected (regression 2). Moreover, statistical
significance is improved with the inclusion of an interaction variable capturing
political institutions as suggested by Enilolopov and Zhuravskaya (2007). It turns
out that if regional governments or legislatures are elected rather than
appointed (regression 3) or if the constitution grants sub-national regions
residual powers or autonomy in certain areas (regression 4), then the positive
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impact of fiscal decentralization on government quality would be neutralized for
the complete sample®.

Table 2
EXPENDITURE SHARE: WHOLE SAMPLE

D2l @l 0 e

Means Means

Decentralization| 0.290 | 0.504 | 0.717 | 0.609 | 3.296 | 3.586 | 3.330 | 3.16l

(0.15)* |(0.18)***/(0.19)***(0. 1 6)***(1.29)**|(0.49)***|(1.17)***(1.19)***
GDP 0.109 | 0.172 | 0.022 | 0.010 | 1.003 | 1.090 | 0.828 | 0.808
per capita (0,32) | (0,23) | (0,30) | (0,29) |(0,48)**(0,36)*** (0,45)* | (0,47)*
Size 0,160 | 0,103 | 0,161 | O,116 | 0,245 | 0,141 | 0,236 | 0,199
Government (0,24) | (0,09) | (0,22) | (0,22) | (0,22) | (0,08)* | (0,21) | (0,21)
GDP per capita* -0.347 | -0.363 | -0.308 | -0.302
Decentralization (0,15)**(0,05)*** (0, 14)**| (0,14)*
Elections* -0.764 -0.660
Decentralization (0,28)*** (0,26)**
Autonomy* -0.691 -0.551
Decentralization (0,29)** (0,28)**
Adjusted R 0.85 0.84 0.87 087 | 087 | 0.85 0.88 0.87
Observations 377 87 377 377 377 87 377 377

Here as elsewhere in this paper, standard errors in parentheses.

*, Fk F measures statistical significance at the 10, 5 and 1% levels respectively. All
continuous variables are in logarithms.

Following Robalino et al. (2001) and Khalegian (2003), we introduce an
interaction term between fiscal decentralization and income so as to capture
possible differences in performance between rich and poor countries. As a
result, we find that the positive effect of fiscal decentralization on government
quality is true for poor to medium income countries but not for high income
countries as can be seen in regressions 5 to 8. The interaction term is negative
and statistically significant and yields a turning point for the base regression (5)
of $13,340. The negative impact of political decentralization on the relationship
between fiscal decentralization and government quality also appears.

® Following Treisman (2002a) this refers to electoral decentralization and decision-making
decentralization respectively.
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Table 3
REVENUE SHARE: WHOLE SAMPLE

D2 e @le !l L2 0 ®

Means Means

Decentralization| 0.119 | 0.553 | 0.207 | 0.451 | 3.270 | 4.103 | 3.244 | 3.175
(0.12) |(0.24)**| (0.15) |(0.18)**|(1.01)**¥(0.79)***(1.00)***(0.99)***
GDP 0.075 | 0.076 | 0.043 | 0.053 | 0.737 | 0.792 | 0.707 | 0.664
per capita (0,33) | (0,23) | (0,33) | (0,31) ((0,35)**(0,34)**|(0,36)**| (0,35)*
Size 0,172 | 0,049 | 0,168 | 0,167 | 0,270 | 0,143 | 0,266 | 0,259
Government (0,25) | (0,12) | (0,24) | (0,23) | (0,21) | (0,09) | (0,21) | (0,21)
GDP per capita* -0.356 | -0.401 | -0.349 | -0.324
Decentralization (0,12)**¥4(0,07)***(0, | 2)***(0, | [ )***
Autonomy* -0.304 -0.141
Decentralization (0,26) (0,22)
Elections* -0.561 -0.325
Decentralization (0,24)** (0,20)
Adjusted R? 085 | 0.85 0.87 0.87 0.87 0.87 0.87 0.87
Observations 377 87 377 377 377 87 377 377

These results are confirmed when using revenue share as our measure of
fiscal decentralization (table 3) although their statistical significance is reduced
with this measure in those regressions which exclude the interaction between
fiscal decentralization and GDP per capita. The turning point of the effect of
GDP on the relationship between fiscal decentralization and government quality
is now $9,754 for the base regression (5). Again, political decentralization seems
to have a negative effect on the relationship between government quality and
fiscal decentralization.

Since we detect that the impact of fiscal decentralization on government
quality differs between richer and poorer countries, we split the sample
between low to medium income and high income countries and repeat our
estimations (see also Aixala and Fabro 2007a). Table 4 reports the results for a
group of 14 low and medium income countries. We confirm the positive
relationship between fiscal decentralization and the quality of government,
especially on the expenditure side. However, the negative effect of electoral
decentralization or decision-making decentralization (regional autonomy) on this
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relationship is also observed. Indeed, in the presence of political decentralization
the positive relationship between fiscal decentralization and government quality
becomes a negative one. Thus, the result whereby fiscal decentralization
positively affects government quality in poorer countries can only be affirmed in
the absence of political decentralization.

Table 4
Low AND MEDIUM INCOME COUNTRIES

Expenditure Decentralization | Revenue Decentralization

(1) (2) (3) (4) () (6)

Decentralization 0.191 | 0706 | 0570 | 0,119 | 0537 | 0279
(0.22) | (0.25)%%*|(0.21)***| (0,15) | (0.24)** | (0.18)
GDP per capita 0.042 | -0.091 | -0.09 | -0.010 | -0.032 | -0.079

(0,49) (0,42) (0,43) (0.49) (0,44) (0,47)

Size Government 0,231 0,222 0,166 0.242 0,218 0,233
(0,35) 0,31) 0,31) (0,35) (0,32) (0,34)

Elections * -0.953 -0.804
Decentralization (0,35)** (0,30)***
Autonomy * -0.829 -0.467
Decentralization (0,40)** (0,34)
Adjusted R? 0.76 0.79 0.78 0.75 0.78 0.77
Observations 182 182 182 182 182 182

Turning now to the group of |5 high income countries (table 5), the positive
relationship between government quality and fiscal decentralization disappears.
In fact, the direction of this relationship is reversed: more fiscal decentralization
reduces government quality in this sample. Interestingly, this negative impact is
again altered in the presence of electoral or decision-making decentralization. In
rich countries, electoral decentralization mitigates the negative impact of fiscal
decentralization while decision-making decentralization may even make this
impact a positive one. But all these statements must be immediately qualified
since our decentralization variables are neither statistically significant nor are
they economically significant compared to their previous values (their impact is
reduced by a factor of 10). It seems therefore that the best we can do with the
available data is to state that fiscal decentralization does not seem to have a
significant effect on government quality in high income countries.
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Table 5
HiGH INCOME COUNTRIES

Expenditure Decentralization | Revenue Decentralization

() 2) 3) (4) ©) ()

Decentralization 0.023 | -0.032 | -0.057 | -0,030 | -0.057 | -0.05I
0.09) | (0.13) | (0.11) | (0,04) | (0.08) | (0.04)
GDP per capita 0411 | 0398 | 0379 | 0432 | 0430 | 0.394

(0, 14)%* | (0, 14)%** | (0,13)%%* | (0.12)%* | (0,12)%** | (0,12)***
Size Government | 0,172 | 0,153 | 0,132 | 0206 | 0202 | 0,179
©0,12) | (0,12) | (0,12) | ©,11)* | (0,11 | (0,11)*

Elections * 0.099 0.035
Decentralization 0,17) (0,10)
Autonomy * 0.202 0.142
Decentralization (0,16) (0,16)
Adjusted R? 0.87 0.87 0.87 0.87 0.87 0.87
Observations 195 195 195 195 195 195

In the case of the rich countries it is possible to check the robustness of the
obtained results using the different measures of decentralization available. In
table 6, we regress the government quality measure we use on GDP per capita
and the size of government while varying the fiscal decentralization indicator.
We start with the wider IMF measure (but now spending or expenditure as a
percentage of GDP to complement previous results), going through the IMF’s
measure of tax autonomy followed by its measures of transfer dependence and
ending with the OECD measure of tax decentralization taken from Stegarescu
(2006) which arguably goes some way towards correcting the over-estimation
of decentralization attributed to the IMF measures.

Table 6
DECENTRALIZATION IN HIGH INCOME COUNTRIES

GFS Decentralization measures OECD

0 2) @ (%) (6) 3)
ExpGDP | RevGDP | Taxshare | Trashare| VIM Taxdec

Decentralization 0.031 | -0,033 | -0.040 | 0.026 | 0.027 | -0.007
(0.06) | (0,04) | (0.02)* | (0.04) | (0.03) | (0.02)
GDP per capita 0.409 | 0.430 | 0385 | 0416 | 04l6 | 0431

(0, 13)*** | (0.12)*** | (0,12)** | (0,12)*** | (0,12)***| (0,12)**
Size Government 0,142 0.222 0,208 0,170 0,173 0,191
(0,14) | (O,11)** | (0,10)** | (O,I1) O,11) O,11)*
Adjusted R? 0.87 0.86 0.87 0.87 0.87 0.87
Observations 195 195 195 195 195 195
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The results tend to follow those obtained using expenditure and revenue
share. There is a negative relationship between fiscal decentralization and
government quality (as before the relationship is positive if the expenditure side
is the measure used). But this negative impact is both statistically and perhaps
more importantly, economically close to zero, less so when tax share is the
measure used but much more so when the OECD measure is employed. Again,
it seems, fiscal decentralization has little if any impact on government quality as
we measure it in this paper.

Before closing here it is worth pointing out that several other variables were
included but not found to be statistically significant, nor did they appreciably
change the results. Thus, we interacted fiscal decentralization with two
measures of party strength as suggested by Enilolopov and Zhuravskaya (2007)
namely, party age and legislative fractionalization but these terms were not
statistically different from zero nor did they alter the regression results. The
squared value of decentralization was also included to check for a quadratic
relationship between it and government quality but again nothing changed.
Finally, in order to fathom whether the results are being driven by one
particular country in our sample, we repeat our regressions after removing each
of the 29 countries one at a time for the whole sample as well as each of the 15
and |4 high and low to medium income countries for their respective samples.
The results are stable indicating that no single country is driving our results.

6. DISCUSSION

One significant finding in our study is the importance of electoral and
decision-making decentralization on the relationship between fiscal
decentralization and government quality. In a cross section study and using
measures of electoral and decision-making decentralization, Treisman (2002a)
finds no statistically significant effect between these variables and corruption’.
Interacting these variables with fiscal decentralization (subnational expenditure
share) did not change his results. Alternatively, Enilolopov and Zhuravskaya
(2007) do find a positive effect on the relationship between fiscal
decentralization and public good provision (health and education) coming from
electoral decentralization. Our results confirm their findings but now vis-a-vis
fiscal decentralization’s effect on an aggregate measure of government quality
based on corruption, law and order and bureaucratic quality. Again, we find that
decision-making decentralization improves this relationship. Our results are
maintained when we interact fiscal decentralization with a federalism dummy.

” This follows his earlier finding (2000) that federal countries are more likely to be corrupt
(see also, Goldsmith, 1999 and Gerring and Thacker, 2004).
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But our findings go further since they differentiate the impact in poor to
medium income countries and rich countries. We find that both electoral and
decision-making decentralization autonomy have a positive effect on the
relationship between fiscal decentralization and government quality in rich
countries but a strong negative effect on this relationship in poor countries. It
may be that sub-national political institutions in poorer countries are under{]
developed compared to those in wealthy countries, and as a result, they are
unable to harness the positive effects expected from electoral and decision[]
making decentralization. Indeed, less developed political institutions may
convert the virtues expected from these forms of decentralization into vices.
This echoes Shah’s (2006) concern that sub-national governments in developing
countries may be more susceptible to capture by local economic interests as
well as Bardhan’s (2002) warning that electoral decentralization in
democratically immature countries may not work as expected.

The differential effect of political institutions in rich and poor countries is
interesting because it is related to another notable finding from our research
namely, that the marginal benefits of fiscal decentralization vis-a-vis government
quality diminish as GDP per capita increases. This finding parallels those of
Robalino et al. (2001) and Khalegian (2003) in relation to health and education
outcomes and is very similar to Dreher’s (2006) result —based on both a cross[]
section and panel analysis— such that revenue decentralization positively and
significantly affects law and order in a sample of poor countries but that this
relationship becomes negative and insignificant in a sample of rich countries.
Our results for rich countries are robust to the use of several different measures
of fiscal decentralization including the OECD’s measure of tax decentralization
which goes some way towards correcting for the over-estimation of fiscal
decentralization in the IMF’s Government Finance Statistics.

It could be that this result may be driven by our use of the GFS measures of
fiscal decentralization but since the more precise OECD-type data is not
available for poor countries we cannot pursue this possibility®. Or it could be, as
Robalino et al. (2001) suggest, that the problems associated with centralized
systems diminish as economic development takes place. If, for some reason,
central institutions in rich countries are better able to provide government
quality as we define it here, then this would explain the insignificant impact
(both economic and statistical) of fiscal decentralization in our rich country
sample. This said, our analysis points to an alternative explanation namely the
importance of political institutions in the guise of electoral and decision-making

® We second here Rodden’s (2004) call to extend the OECD type methodology to a much
wider set of countries, especially developing ones, so as to better capture the importance of
revenue mobilization when measuring the impact of fiscal decentralization on different
variables including government quality.
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decentralization. When these institutions are considered, the positive effect of
fiscal decentralization on government quality in poor countries is neutralized
while the effect in rich countries is positively reinforced. Again, the political
institutions at the sub-national level may be less developed in poorer countries.

7. CONCLUSIONS

In this paper we have focused on the relationship between fiscal
decentralization and government quality. In a sample of 29 poor, medium
income and rich countries over the period 1984-1997, fiscal decentralization has
a positive effect on institutional quality but this effect diminishes as countries
become wealthier. Moreover, the positive effect of fiscal decentralization on
government quality is reduced by electoral and decision-making decentralization
in poor and medium income countries whereas these forms of decentralization
seem to improve the impact of fiscal decentralization on government quality in
rich countries.

Before closing here it’s worth noting that governments may decentralize for
different reasons (Ebel and Yilmaz, 2002). Western countries mainly decentralize
in order to provide public services in a more cost-effective way, whereas low
income countries pursue decentralization as a way to overcome macroeconomic
instability and ineffective governance. Throughout post-communist Central and
Eastern Europe, decentralization is intimately linked to the transition from a
socialist system to market economy and democracy. In Latin America, the origin
of decentralization is the political pressure from the people for democratization.
All over the world, decentralization may be an important instrument for
diffusing secessionist tendencies (World Development Report, 1999/2000). Our
study points out that, on average, developing countries which are fiscally
decentralized but politically centralized may have better quality governments.
But any policy prescriptions flowing from these results must take into
consideration the particular circumstances of the country in question and the
wider motives for undertaking decentralization in the first place.
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APPENDIX |
LIST OF COUNTRIES
Low and medium income High income
Argentina Australia
Bahrain Austria
Bolivia Belgium
Brazil Canada
Costa Rica Denmark
Dominican Republic Finland
Hungary France
India Iceland
Indonesia Ireland
Malaysia Netherlands
Mexico Norway
Romania Spain
South Africa Sweden
Thailand UK
US
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APPENDIX 2. Description of the Variables

Government Quality: Is the mean value of the ICRG variables “Corruption”,
“Law and Order” and “Bureaucracy”. Source: Quality of Government Institute
at http://www.qog.pol.gu.se/.

Decentralization: All fiscal decentralization variables come from the
Government Finance Statistics of the IMF except the variable Tax
Decentralization which comes from Stegarescu (2006).

Income: Real Gross Domestic Product (RGDP) per capita. Source: World Penn
Tables at http://pwt.econ.upenn.edu/.

Government size: Government Share of Real GDP. Source: World Penn Tables.

Population: Total Population is based on the de facto definition of population,
which counts all residents regardless of legal status or citizenship — except
for refugees not permanently settled in the country of asylum, who are
generally considered part of the population of their country of origin. Source:
World Penn Tables.

Democracy: One variable is an institutionalized democracy indicator on a scale
from O to 10. It is derived from codings of the competitiveness of political
participation, the regulation of participation, the openness and competitiveness
of executive recruitment, and constraints on the chief executive. Source:
Variable DEMOC from Polity IV at http://www.cidcm.umd.edu/polity/. Another
variable measuring democracy is the GASTIL INDEX which we employ as the
average values of the political rights and civil liberties indicators. Source:
Freedom House at http://www.freedomhouse.org/.

Age of democracy: Corresponds to the first year of an uninterrupted string of
positive yearly POLITY IV values until the end of the sample, given that the
country is also an independent nation (foreign occupation during WWII not
considered an interruption of democracy). Source: Adapted from Persson et al.
(2003).

Checks and balances: Captures the number of veto players and whether or not

these players are competitively elected. Source: Variable CHECKS from Beck
et al. (2001).

Elections: Dummy variable. 0 if neither regional executive nor regional
legislature are locally elected. | if either are elected. Source: Adapted from
the variable STATE from Beck et al. (2001).

Autonomy: Dummy variable where | represents residual and/or autonomy
where residual means that in the constitution subnational governments are
given residual powers and autonomy means that subnational legislatures have


http:http://www.freedomhouse.org
http://www.cidcm.umd.edu/polity
http:http://pwt.econ.upenn.edu
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autonomy in certain specified areas not explicitly subject to central laws.
Source: Treisman (2002a).

Federalism: Dummy variable where | represents federations as classified by
Elazar (1995) a leading federalism scholar. Source: Treisman (2002a).

Legislative fractionalization: The probability that two deputies picked at random

from the legislature will be of different parties. Source: Variable FRAC from
Beck et al. (2001).

Party age: This is the average of the age of the I* and 2™ government parties
and the |* opposition party, or the subset of these for which age of the party
is known. Source: Variable PARTY AGE from Beck et al. (2001).
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SINTESIS
PRINCIPALES IMPLICACIONES DE POLITICA ECONOMICA

A nivel tedrico hay distintos argumentos que justifican que el grado de
descentralizacion fiscal puede tener implicaciones positivas o negativas sobre la calidad
de las actuaciones del sector publico. A nivel empirico, la escasez de estudios
aplicados, hasta fechas relativamente recientes, hace que aln no exista un cierto
consenso sobre la magnitud y el signo del impacto de la descentralizacién sobre la
calidad de gobierno. Si bien es cierto que en los ultimos lustros han aparecido un
nimero elevado de trabajos que tratan de contrastar la presencia de una relacion
directa entre ambas variables, los resultados son adn limitados y no ofrecen pruebas
concluyentes.

Desde una perspectiva académica, la apariciéon de distintos indicadores de calidad
de gobierno, desde mediados de los anos noventa, ha supuesto un nuevo impulso para
el desarrollo de trabajos empiricos que traten de esclarecer la relacion entre la
descentralizacion fiscal y la calidad de las actuaciones del sector publico.

Los resultados obtenidos en este trabajo para una muestra de 29 paises y para el
periodo 1984-1997, indican que la descentralizacién fiscal tiene un impacto positivo
sobre la calidad de gobierno, pero este efecto disminuye con el nivel de renta de los
paises. En otras palabras, los efectos de la descentralizacién fiscal en los paises ricos
pueden ser distintos que en los paises pobres.

Otro resultado destacable que se deriva de este trabajo, es que el impacto positivo
de la descentralizacién fiscal sobre la calidad de gobierno se reduce si va acompanada
de descentralizaciéon politica en los paises pobres, mientras que en los paises ricos
sucede el fenédmeno contrario. Una posible explicacion de este comportamiento
diferencial es que los paises pobres sufririan de unas instituciones subnacionales no lo
bastante desarrolladas para aprovechar la mayor descentralizacién fiscal. En cambio,
en los paises ricos, la descentralizacion tendria un impacto positivo siempre que
estuviera acompanada de descentralizacién politica.

Este es un resultado ciertamente importante tanto desde el punto de vista
académico, por novedoso, como desde el punto de vista aplicado, por su potencial
trascendencia para la realidad de los sectores publicos de los diferentes paises y los
respectivos organigramas y niveles de descentralizacion fiscal y/o politica.
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