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Foreword

WHEN THE WORLD BANK initiated its research program on urban
public finance in the early 1970s, Roy Bahl, Johannes Linn, and I found
it difficult to raise much interest in the topic. Indeed, with the exception
of the Bank's work, research on public finance then-and in the many
years since-concentrated almost exclusively on central governments.
Fortunately, over the years, much of the work on urban public finance
in developing countries by Bahl, Linn, and their collaborators has reached
audiences in academia and developing countries both by finding its way
into print in journal articles, conference papers, and World Bank Staff
Working Papers, and by being used in the World Bank's operational and
training activities. Our main objective all along was to provide these
audiences with a structure on which research and operational work could
build, rather than to write a book.

The publication of this encyclopedic volume on urban public finance
is, however, now very timely. The book distills the lessons learned by
the authors during many years of work. After a significant worldwide
diminution in concern for urban policy during the 1980s, these lessons
will be of great value for policymakers, who more and more are rec-
ognizing that urban development is still a major challenge for developing
countries. This return to urban policy is reflected in the World Bank's
recent policy paper, Urban Policy and Economic Development: An Agenda
for the 1990s (World Bank 1991b), and in the U.S. Agency for Inter-
national Development's recent Urban Economies and National Development
(Peterson, Kingsley, and Telgarsky 1991). What has caused this shift, in
the wake of which far more attention has also begun to be given fiscal
decentralization and local public finance than has traditionally been paid
them?

One reason is that investments by urban local governments in social
and physical infrastructure have, however belatedly, come to be rec-
ognized as critical. Second, the maintenance of public capital assets in
urban areas is now largely the responsibility of local authorities. Third,
central government budgets have often been strained in recent years,
which has made it politically more attractive to devolve responsibility
for public finance to lower levels of government. At the same time, it
has become more widely recognized that local authorities, if given un-
fettered access to central revenues and credits, can drain national re-
sources, with significant macroeconomic implications. Fiscal discipline
and reliance on local resources have thus become the watchwords of the
1990s.

ix



X FOREWORD

There have also been growing demands to involve citizens more di-
rectly in governance. This naturally leads to efforts to decentralize re-
sponsibility for governance to the lower levels of government, which are
closer to constituents. Related to this is the notion that people will pay
more taxes, and do so more willingly, if they see a closer relation between
what they pay and what they receive in public goods and services. Finally,
it appears that urban governments in developing countries have grown
able to take on more responsibilities, even though most countries and
cities still have a long way to go.

This volume addresses many of these concerns outright. The only
treatise of its kind, it provides a policy framework for urban public fi-
nance in developing countries. On the basis of an in-depth survey of
global experience during the past two decades, it offers detailed guidance
on issues of how to design local revenue instruments. But beyond this,
it seeks a better understanding of the critical elements that connect urban
policy and national economic development, as highlighted in the World
Bank's recent urban policy paper:

* The requirements for both citywide policy reform and institutional
development

* The relation between macroeconomic policy and the urban econ-
omy

* The linkage between fiscal policy and economic development in the
cities of the developing world.

In sum, the book provides policymakers at all levels of government
with the framework and the evidence to help them relax basic constraints
on the growth of urban and thus national productivity. By following the
lessons of comparative experience gathered here, cities in the developing
world can begin to overcome their governments' failures to provide them
with critical physical and social infrastructure, and they can begin to
mobilize the financial resources that will sustain their efficient and eq-
uitable development.

Douglas H. Keare
The World Bank
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Data Sources and Definitions

Data Sources

The data in this study are drawn from many different sources. We
began with a series of comparative case studies that followed a similar
methodology for Bogota and Cartagena, Colombia; Ahmadabad and
Bombay, India; Jakarta, Indonesia; Kingston, Jamaica; Seoul, Republic
of Korea; and Manila, Philippines. We added to this the results of a
number of case studies that we either carried out ourselves or gained
access to. We also benefited from the results of a number of cross-country
analyses done both inside and outside the World Bank.

Finally, and perhaps most important, we relied on World Bank doc-
uments to update these data. These World Bank documents include eco-
nomic reports, background papers for loan negotiations, appraisals, and
so forth. Because these are official documents of the Bank, they may
not be cited-even though the data they draw on are a matter of public
record. The source notes for data from these documents thus simply read
"World Bank data."

The sources of data for those tables which do not have a source note
are given in an appendix at the end of the book. We realize that this is
not wholly satisfactory, but it is probably the easiest way to identify the
sources. In the appendix, the sources are listed in alphabetical or nu-
merical order by country, table, city, and year.

Definitions

The expressions "the World Bank" and "the Bank" as used in this
book mean both the International Bank for Reconstruction and Devel-
opment (IBRD) and the International Development Association (IDA).

Unless noted, all dollars are current U.S. dollars.

The symbol "!" in dates, as in "1990/91," means that the period of time
may be less than two years but refers to a fiscal year that straddles two
calendar years.
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1 Introduction: Why Study Urban
Public Finance?

THE PROBLEM of urban growth has taken on national significance in
most developing countries. There are few governments that do not con-
sider their large cities much too big, and policymakers everywhere seem
enamored with regional decentralization programs. Though many stu-
dents of economic development are more ambiguous in their assessment
of the relative costs and benefits of urbanization, there is general concern
about both the rapid growth of large cities and the need for policies to
manage more effectively urban growth and its related problems of
congestion, pollution, slum settlements, and inadequate services and
facilities.

Many of those who emphasize the great problems of large cities argue
for policies that will slow rural-urban migration. A U.N. survey in the
early 1980s reported that more developing-country governments were
concerned with internal migration than with overall population growth
and that more governments had policies to slow the rate of migration
than to reduce the birth rate (United Nations 1982; Standing 1984).
Others see significant advantages in large cities: their agglomeration ef-
fects lead to higher productivity than in the rest of the country, their
more cosmopolitan populations and better educational systems make for
a greater potential to develop human resources, urbanization generates
an increase in taxable capacity from which additional public resources
can be mobilized, and there are economies of scale to be gained from
the large investments already made in infrastructure (Hamer and Linn
1987).

Those who emphasize the advantages of city size take the position that
large-city problems are a result of an inability to find efficient ways to
manage and finance urban growth. They are led to "accommodationist"
policies, that is, to the view that the solution to the urban population,
problem is not to stop migration but to find a better way to deal with
the growth which is surely coming. This book, which is about the fi-.
nancing of urban public services in developing countries, is in the ac-
commodationist tradition. The central question we raise is how better
to finance public services in large, growing cities and in particular how
to capture the benefits of urbanization in order to increase the supply
of services.

1



2 INTRODUCTION: WHY STUDY URBAN PUBLIC FINANCE?

Urbanization and National Planning

The rest of this century is the right time to be concerned with the
fiscal health of urban governments. Urbanization will continue to be
rapid, and there is a shortage of government revenues to provide the
services demanded in growing cities. The prospects are for continued
urbanization in developing countries, and there is little evidence that
antimigration policies will have a measurable effect on this trend. For
the rest of this century, the rate of urban population growth in developing
countries is projected to be about 3.5 percent, some three times the rate
of rural growth.1 Whereas in 1960, developing countries had an urban
population of 460 million, by 1990 it rose to more than 1.3 billion, and
by 2000 it will rise to almost 2 billion (U.N. Center for Human Settle-
ments 1987: 23). In particular, the problems that most concern govern-
ment planners in developing countries are those associated with very
large and rapidly growing cities-the giant cities and the largest met-
ropolitan areas in a country. U.N. projections have indicated that the
number of cities with more than 4 million population in developing
countries will have increased from 9 in 1960 to 50 in 2000 (10 to 16 in
industrial countries) (U.N. Center for Human Settlements 1987: 29).

With projected growth at such rates, the special problems of large
cities are crucial national issues in many developing countries. At the
head of the list of problems is how to finance and deliver adequate public
services in cities. It is inevitable that central government economic plan-
ners will eventually accept increasing urbanization and begin to ration-
alize the role of local governments in accommodating this growth. So
far, however, formal policy has progressed very slowly in this direction.
For example, of fifty-four development plans examined by the Inter-
national Union of Local Authorities in 1981, not one explicitly consid-
ered the role of local government in the promotion of economic growth
(as reported in Cochrane 1983).

The fiscal problems of cities will sooner or later occupy more of the
attention of central government policymakers because urbanization will
continue to bring pressures on central governments to improve public
services in cities. To date, central governments, because of their pre-
carious financial position, have as often ignored as dealt with these pres-
sures. The political and economic constraints on greater taxation are well
known, and in fact the mood of the 1980s has been in the direction of
reductions in tax rates. In many countries such reductions have caused
a large central government deficit financed by an expansion of domestic
credit and more external borrowing to support the development of urban
infrastructure. The possibilities for further expansion in external debt
are quite limited in many developing countries, and there remain sub-
stantial pressures to hold the line on tax rates. Against the backdrop of
pressing need for a stabilization program and limited potential for greater
mobilization of central government revenues, the objective of shoring



INTRODUCTION: WHY STUDY URBAN PUBLIC FINANCE? 3

up the budgets of urban governments has taken a back seat. Moreover,
the larger taxable capacity in urban areas can now take on an added
significance. A central policy question should be whether (and how) cities
can pay their own way.

With migration to urban areas, the formal sector of the economy and
overall taxable capacity grow. Some of this capacity, however, is not easily
reached by the central government revenue system because its indirect
taxes miss many types of transactions, because personal income tax li-
ability begins at quite a high income level, and because urban residents
are more likely to resist payment of taxes that do not produce local
benefits. Local governments may be better able to reach parts of the
urban tax base because they are better able to identify liability for prop-
erty taxes, automobile-related taxes, business licenses, and user charges,
and because resident consumers may be more willing to pay higher taxes
to finance local services. Moreover, local governments are in a better
position to mobilize more resources through benefit charges for invest-
ment in and maintenance of infrastructure. Before all this can happen,
however, central governments must help local authorities better under-
stand which taxes they can levy and collect efficiently and must give them
the necessary powers and technical assistance to implement such pro-
grams. In addition, they must provide better incentives for local gov-
ernments to improve their fiscal condition, for example, by designing
grant programs which stimulate local tax efforts and by instituting credit
mechanisms to promote capital formation by local governments.

Objectives of this Book

This book has three objectives. The first is to pull together and in-
terpret what is known about the subject of urban public finance in de-
veloping countries and, we hope, to carry the literature another step.
The second is to identify and analyze systematically the problems that
developing countries have with urban finance. The third is to evaluate
options for policy and reform. We hope the book makes two important
general contributions: to quantify and describe some of the detail of local
fiscal practices in developing countries, and to flag the most common
data problems which arise in cross-national analysis.

Improving the State of Knowledge

In pursuing our first objective-to extend the state of knowledge
about urban public finance in developing countries-our intent is not
simply to describe practices and identify important issues but also to
demonstrate the applicability of the techniques of analysis conventionally
used in industrial countries. Throughout, we look for parallels between
cities in developing and industrial nations.

One has relatively little to build on in studying local government fi-
nance in developing countries. For many years, Ursula Hicks's Devel-
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opment from Below (1961) was the state of knowledge about this subject.
In the past two decades, a number of good comparative studies of various
aspects of developing-country local finances have appeared. 2 These stud-
ies are important because they assemble data and descriptions from dis-
parate sources to describe an "average" practice, and because they extend
the framework for analysis from industrial to developing countries. De-
spite this good work, however, far too little progress has been made in
the direction of generalizing about how urban governments in developing
countries are financed, what problems and public financing bottlenecks
they face, and what successful and unsuccessful practices have improved
or worsened their financial position. In short, there is not a good enough
feel for what these cities do or how important they are in the scheme
of things. A major aim of this research is to fill this gap by providing a
substantial amount of description about city government finances in de-
veloping countries. A first step toward resolving urban fiscal problems
is surely an understanding of the state of the practice.

Insofar as data will permit, we try to describe taxation and borrowing
practices, expenditure responsibilities, intergovernmental grant systems,
local government structures, and user-charge financing. In some in-
stances, this work is purely qualitative description, but in others we have
been able to quantify, identify an average practice (we hope), and explain
some of the variation about this average. The data for this comparative
analysis come primarily from case studies of individual cities (often un-
published) and give perhaps as good a picture of city finances in devel-
oping countries as has been gathered.

Evaluation of the Issues

In pursuing our second objective-to frame the important issues in
analyzing urban government finances in developing countries and to offer
a way to evaluate them-we face the possibility that the conventional
analytic frameworks for studying local government finance (for example,
median voter models, general equilibrium incidence analysis, marginal
cost-pricing rules) need to be recast to fit the developing-country setting.
This recasting, a number of cultural considerations, and a much greater
concern with administrative constraints give us not only some new an-
swers to a number of old questions about local public finance but also
some new questions.

The full list of specific issues considered in this study is too long to
recite here, but these general questions seem to emerge in country after
country:

* How can one reconcile the strong advantages of fiscal centralization
in developing countries with the need to promote local autonomy?

* How can tax structure and administration be changed to mobilize
an adequate share of the growing taxable capacity that comes with
urbanization?
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* What is the potential for capturing full public investment and service
costs from beneficiaries?

* How important are equity effects and allocative impacts as opposed
to revenue-raising and administrative issues in formulating local
government tax reform?

* Can central grant systems be constructed to provide incentives for
local governments to mobilize additional resources and channel the
funds to development purposes?

Developing Criteria for Public Policy

Our third objective-to develop some general rules for improved local
government financial practices in developing countries, or at least some
guidelines for formulating urban finance policy-might be pursued by
devising a better approach to evaluating alternative financing practices
(for example, by demonstrating how one might choose among alternative
grant-in-aid programs). A goal throughout this book is to help urban
governments sharpen their formulation of fiscal policy.

Another potential contribution to policy formulation has to do with
the transferability of successful experiences. Clearly some important
techniques of local government finance may be applicable on a broader
scale, for example, land readjustment in the Republic of Korea, valor-
ization in Colombia, municipal development banks in Latin America, and
land value taxation in Jamaica and Kenya. These techniques will not work
in all settings because of a variety of cultural, legal, and political con-
straints, but some knowledge of how they have worked in specific set-
tings may improve local public finance in general.

Scope, Method, and Limitations

This study is meant to cover the finances of local government in large
cities of developing countries. The questions of what is large and what
is a city immediately arise. We define "large" very loosely and concen-
trate primarily on the larger cities within a country. We are as concerned,
for example, with Kenya's two largest cities, Nairobi and Mombasa, as
with Calcutta and Bombay, even though the latter two cities have many
times more people. On the question of what we mean by "city govern-
ment," we do not limit ourselves to municipal governments narrowly
defined but rather refer to all public authorities operating within an urban
area (for example, transportation and water authorities, smaller and ad-
jacent municipalities in the same metropolitan area, and overlapping spe-
cial districts). States, provinces, departments, and so forth, are not the
primary focus of study here, except in the context of intergovernmental
fiscal relations, but villages, barrios, and other subcity units are consid-
ered. In some places we consider the relation between urban and rural
local governments, but the focus is primarily on urban areas.

Unfortunately, there is a shortage of good secondary data; a compen-
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dium of local government finances in developing countries does not exist.
The newcomer to this area of analysis might expect that one of the in-
ternational agencies would have begun to gather such data by now, at
least for the world's largest cities. This guess would be incorrect. The
best comparable data on international public finance are in the Inter-
national Monetary Fund's Government Finance Statistics Yearbook, but this
source reports only aggregate, nationwide data from state and local gov-
ernments. Even in this source, aggregate statistics for subnational gov-
ernments are not presented for many countries and are incomplete for
others. Neither the United Nations nor the World Bank gathers com-
parable data on local public finance.

The data and information for this study come from a variety of sources.
A very important source is a series of case studies of urban public finance
in developing-country cities carried out by the authors or under their
direction.3 These studies provide a wealth of fiscal data and information
that have been made reasonably consistent, and a substantial amount of
qualitative information about tax structures, expenditure responsibilities,
and so forth. In each case, the data and information were gathered during
field interviews with public officials and from public records, budgets,
financial accounts, tax departments, and so forth. Fieldwork rather than
home-office analysis is important because accounting methods, budget
structures, and fiscal terminology all vary among cities; detail is necessary
to bring the data to a common basis.

Case studies of various cities-carried out under a variety of auspices,
using different methodologies, covering different years, but asking sim-
ilar questions-provide the other basic source of information. The sta-
tistics in these studies suffer from some lack of comparability, and the
supporting details on fiscal operations are not always available. Still, when
carefully used they can add significantly to what we know.

Together, these sources of data provide information on more than fifty
cities in developing countries and provide as comprehensive a look at
developing-country urban government finances as has been taken. There
are also important caveats. Some of the data are not comparable in form,
different years are used in the comparisons, much of the information is
dated, and the sample of cities is not random. We have tried to remedy
some of these problems by updating the information where possible and
by augmenting the sample where particular types of cities seem under-
represented.

This work also is limited by what we have chosen to study. Many
important subjects-budgeting, financial accounting, personnel man-
agement, internal organization, political structure-are not covered. We
also say far too little about the urban economic base which underlies the
fiscal performance of the local government studied here. Population,
income, and employment growth are perhaps the major determinants of
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fiscal health and to a large extent dictate fiscal options. Yet few countries
have reliable regional income accounts or employment data, and hence
we have only isolated evidence about the relation between the local fisc
and the local economy. Finally, this volume-in its focus on public fi-
nance-has little to say on the role of private financing of urban infra-
structure. This is a topic that warrants much additional research beyond
the scope of this book.4

Plan of the Book

This work is organized in four parts. Part I, comprised of the next two
chapters, sets the framework for urban fiscal analysis. The structure of
urban government expenditure and revenue is described in chapter 2.
Chapter 3 discusses how public policy and external events affect the fiscal
behavior of local governments in developing countries and explores the
relevance of the traditional explanations of public expenditure levels and
growth in a developing-country setting.

Part II is about taxation by local governments. Since the property tax
in one form or another is the principal generator of revenue in most
cities, it is the subject of three chapters. After describing the prevailing
practice in chapter 4, we turn to the question of the incidence of the
property tax in developing countries in chapter 5 and then to the allo-
cative effects of taxes and charges on land and improvements in chapter
6. The property tax, it turns out, is as justifiably maligned in developing
countries as in advanced countries, and its practice is as much in need
of improvement. Taxes related to automobiles are given a separate treat-
ment in chapter 7 because of their growing importance and revenue
potential and because of the special problems they raise. Finally, chapter
8 analyzes the use, advantages, and disadvantages of taxes on sales and
income and of a number of other smaller levies.

Part III is concerned with user charges for urban services. Chapter 9
explores from an analytical perspective the most important of the issues
related to the pricing of urban services: the difficult question of recon-
ciling the needs to cover costs and to provide an efficient level of services.
The practical issues of pricing public services are reviewed and evaluated
in chapter 10, with special attention given to water supply and sewerage
charges because of their importance in local budgets and because of their
special importance to the quality of urban life. Practical methods of charg-
ing for other urban services are analyzed in chapter 11.

Part IV covers intergovernmental fiscal relations: the division of fi-
nancing and spending powers and responsibilities between central and
subnational governments. In chapter 12, the structure of local govern-
ment in a national setting is considered; that is, what are the economic
role and extent of fiscal autonomy of local governments in developing
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countries, and what common patterns of central-local relations exist? The.
advantages and disadvantages to fiscal centralization are also considered,
and the trend toward centralization is described. Chapter 13 turns to the
question of central grants to local governments and attempts to identify
the state of the practice and the choices open in designing an optimal
grant program. Chapter 14, an epilogue, gives lessons for policy.



PART I

A Framework
for Analysis

CHAPTER 1 POSTULATED that urban public finance poses important
problems and development challenges. Part I provides the basis for this
judgment and a framework for analysis. Chapter 2 reviews the available
evidence on the trends and composition of urban public spending and
revenues and concludes that urban government plays a significant role,
especially in larger cities, in raising and allocating public finances relative
to other levels of government. Moreover, the functions of urban gov-
ernments, although varying across and within cities, always give local
authorities a large say in how effectively cities grow, especially through
their involvement in the provision of urban infrastructure and of social
services such as education or health.

On the revenue side, urban governments tend to rely heavily on the
property tax, on ad hoc local taxes, and on user charges. Intergovern-
mental transfers tend to make a relatively small contribution to the rev-
enues of urban governments; local borrowing is rarely a significant source
of finance.

Chapter 3 provides a framework for analyzing the role of urban gov-
ernment and the forces that have contributed to the growing discrepancy
between expenditure needs and revenue availability, also referred to as
the "fiscal gap." It provides a broad outline of approaches that might be
followed to close this fiscal gap, both on the expenditure and the revenue
sides, and it closes with a discussion of some of the political factors which
tend to constrain reform of urban finances.
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2 The Expenditure and Revenue
Structure of Urban Governments

THE INFLUENCE of urbanization on the budget of a local government
is dependent on the government's expenditure responsibility, revenue
raising authority, and fiscal autonomy. Accordingly, the purpose of this
chapter is to describe the fiscal practices of urban governments in de-
veloping countries. 1 We begin by trying to gain some perspective on the
fiscal importance of the local public sector, that is, to answer the inev-
itable question of whether the issue is worth studying. We then describe
the expenditure responsibilities of local governments, particularly the
division of responsibilities among central, state, and city governments
and local public enterprises. Lastly, we consider the revenue authority
of local governments, their independence in using this authority, and
their reliance on external sources of finance. The aim here is primarily
to give a picture of the structure of urban government finances; each of
these issues is explored in more detail in subsequent chapters.

There is little precedent for this kind of description of city financing
practices. Davey (1983) focused on differences in the institutions that
govern local finances but did not attempt comparative, quantitative anal-
ysis. Smith (1974) used secondary data to compare city government fi-
nances in developing countries but did not use the broader definition of
local government employed here. Walsh (1969) relied on case studies
of selected cities but was not primarily concerned with financing patterns.
This book also relies on case studies but differs from earlier works in
that the case studies focus on financing, many were designed to produce
comparable information, and all use a more comprehensive definition of
local government.

The Importance of Local Government
in Developing Countries

The expenditure responsibility of local government varies widely
across countries. As noted above, accurate data on the finances of in-
dividual local authorities are not collected by any central agency for
purposes of international comparison.2 Hence, cross-country compari-
sons of the degree of fiscal decentralization have usually focused on
intercountry variations in the fiscal importance of the entire subnational
level of government. On the basis of such evidence, it is possible to
obtain some first impressions of the importance of subnational author-

11



12 A FRAMEWORK FOR ANALYSIS

ities in developing countries and, to some extent, the importance of local
government.

Using fiscal data for 1973-76, a sample of twenty-three industrial and
thirty-four developing countries for which data were available, and the
expenditure share of subnational governments as the measure of fiscal
decentralization, Bahl and Nath (1986) found an average subnational
share of 15 percent of all government expenditure in developing coun-
tries. Around this average is a substantial variation, with the subnational
government sector accounting for up to half of all government expen-
ditures in some countries (for example, Brazil, Chile, and India). To the
extent that these figures are reliable, they indicate that state, provincial,
and local governments are of substantial fiscal importance in developing
countries, though much less so than in industrial nations.3 It seems clear,
however, that fiscal decentralization accompanies development. The sub-
national average expenditure share for advanced countries in the study
mentioned above was 32 percent, and econometric results in Bahl and
Nath (1986), Wasylenko (1987), Oates (1972), and Pommerehne (1977)
show a significant positive statistical association between the degree of
expenditure decentralization and per capita GNP.

There is no clear consensus from past research about whether the
expenditure share of subnational government has been increasing. Bahl
and Nath's (1986) comparison of twenty-five developing countries for
1960-73 shows an approximately constant share, as does our own com-
parison of twenty-seven developing countries for 1973 and 1980 using
International Monetary Fund (IMF) data.4

Such estimates do not necessarily help us understand the fiscal im-
portance of urban local government and how it has changed. In part this
is because of the inclusion of state and federal governments, which in
some federal countries dominate public financing activities in the sub-
national government sector. It is also true that local governments in large
cities often have more fiscal responsibility than do other local govern-
ments because urbanization has pressed them to offer a broader range
of services. Many countries in fact have differentiated the fiscal powers
and responsibilities of their local governments on the basis of popu-
lation size. Simple comparisons of subnational expenditure shares do not
pick up intercountry variations in these dimensions of the importance
of local government.

The problem here is to find a measure which better describes the
importance of local government in metropolitan areas. One possibility
is to aggregate the expenditures made in the urban area by the central,
state, and local governments and to identify the contribution of local
government to this total. Unfortunately, few higher-level governments
track expenditures according to destination; hence, it is necessary to
make some simplifying assumption in order to derive an estimate of total
spending within urban areas. We begin with the simplifying assumption



THE EXPENDITURE AND REVENUE STRUCTURE OF URBAN GOVERNMENTS 13

that the national (or state) government spends as much on a per capita
basis in the city as it does on average throughout the country (or state).
To the extent that per capita higher-level government spending is more
city-biased, our assumption will understate total government spending
in urban areas and will overstate the relative contribution of local gov-
ernment. If biases in higher-level government budgets are toward rural
areas and smaller cities, our assumption will overstate the relative im-
portance of higher-level governments.'

Using this basis for comparison, and data from a sample of 23 cities
in developing countries, estimates of the share of national, state, and
local government expenditures in urban areas are presented in table 2-
1. For example, all local governments in metropolitan Bombay spent the
equivalent of $55 per capita in 1982, which was 43 percent of estimated
total (central, state, and local) government spending in the Bombay met-
ropolitan area. (Throughout the text and in the tables, unless noted, all
dollars are current U.S. dollars.) As may be seen from the local per-
centage share column in this table, the median local government ex-
penditure share is about 20 percent, but there is wide variation, and a
share of one-third or more is not at all uncommon. Moreover, even this
estimate is probably biased downward by the underlying assumption that
per capita central (state) government expenditures are equal in the met-
ropolitan area and the rest of the country (state). The right conclusion
to draw from this small sample would seem to be that the local govern-
ments of many developing-country cities play an important role in the
provision of urban services and therefore have an important effect on
the economic development of cities. These results should make the case
that the fiscal problems of large cities in developing countries deserve
more than the little attention they usually are given, and that the popular
belief that urban local governments in developing countries play a very
minor budgetary role is mistaken.

Table 2-1 (and most of the other tables in this volume) has been
constructed to include information from an earlier and a more recent
period, usually the 1970s and the 1980s. Accordingly, the data might be
used to describe very roughly the changing fiscal importance of urban
governments. For example, local governments in metropolitan Bombay
increased expenditures by 9.3 percent in the late 1970s and early 1980s
while the state and central governments increased spending by 9.3 and
10.2 percent respectively. This would imply that the importance of the
local government sector as a provider of public services in metropolitan
Bombay has not changed markedly. The data for other cities show a
mixed pattern of increasing and declining importance. For example, the
rate of growth of local government expenditures in Seoul was signifi-
cantly higher than that of central expenditures in both periods observed,
with the result that the local government share increased by about 2
percentage points. Just the opposite, centralizing tendencies can be ob-



Table 2-1. Distribution and Growth of Estimated Public Expenditure in Selected Cities
(dollars)

Per capita Percentage share in total government expenditure Percentage growth rate in per capita government expenditureb
local ---

City, years expenditurea Local State Central Local State Central

Bangladesh
Dhaka, 1980-83 1.5 5.7 na. 94.3 0.8 n.a. 8.9
Brazil
Rio deJaneiro, 1980-84 42.1 13.8 22.9 63.2 --12.4 -5.8 -6.6
Sao Paulo, 1980-84 56.0 16.1 28.8 55.1 10.4 - 10.1 -6.6
Colombia
Bogota, 1970-72 59.5 49.9 n.a. 50.1 20.2 n.a. 21.9
Cali, 1975 51.4 48.8 6.7 44.5 - - -
Cartagena, 1969-72 20.0 23.0 8.5 68.4 13.6 15.9 21.9
India
Ahmadabad, 1965-71 19.7 41.5 49.8 8.7 14.6 9.5 12.5

4\ Ahmadabad, 1977-81 29.6 30.7 34.8 34.5 9.9 13.9 11.2
Bombay, 1963-70 22.0 41.7 31.5 26.9 6.1 12.7 11.5
Bombay, 1975-82 54.5 42.9 30.9 26.2 9.3 9.3 10.2
Indonesia
Jakarta, 1972-73 8.3 36.9 n.a. 63.1 -
Jakarta, 1980-81 46.0 21.6 n.a. 78.4 11.2 n.a. 28.1
Iran
Tehran, 1974 26.2 3.9 n.a. 96.1 - -
Jamaica
Kingston, 1968-72 20.7 19.4 n.a. 80.6 13.7 n.a. 18.2
Kenya
Nairobi, 1980-81 58.3 46.3 n.a. 53.7 8.3 n.a. 18.1
Korea, Rep. of
Daegu, 1976 41.0 23.0 n.a. 77.0 - n.a. -
Daegu, 1981-83 174.5 34.2 n.a. 66.0 58.4 n.a. 6.5
Daejeon, 1976 38.4 21.9 n.a. 78.1 - n.a. -
Daejeon, 1981-83 90.5 21.3 n.a. 78.7 6.0 n.a. 6.5
Gwangju, 1976 37.8 21.6 n.a. 78.4 - n.a. -



Gwangiu, 1981-83 141.2 29.6 n.a. 70.4 14.5 n.a. 6.5
Jeonju, 1975 31.0 23.5 n.a. 76.5 - n.a. -
Jeonju, 1981-83 128.9 27.7 n.a. 72.3 14.0 n.a. 6.5
Seoul, 1965-71 31.4 36.3 n.a. 63.7 31.5 n.a. 23.0
Seoul, 1981-83 214.4 38.4 n.a. 61.6 16.1 n.a. 6.5
Mexico
Mexico City, 1966 32.3 18.0 n.a. 82.0 - - -
Mexico City, 1980-84 142.2 22.0 78.0 -10.1 - 0.8 -

Nicaragua
Managua', 1972 1/4.9 15.2 n.a. 84.8 - n.a. -
Managua, 1979 15.99 12.4 n.a. 87.6 - n.a. -

Peru
Lima, 1981-82 13.1 6.0 n.a. 94.0 - 13.1 n.a. - 14.6
Philippines
Manila, 1960-70 7.5 30.5 n.a. 69.5 6.5 n.a. 9.7
Manila, 1980-85 5.8 10.0 n.a. 90.0 - 12.2 n.a. - 10.3
Thailand
Bangkok, 1975-77 23.9 25.1 n.a. 74.9 15.7 n.a. 17.4

a Tunisia
Tunis, 1965-70 17.6 17.0 n.a. 83.0 -3.5 n.a. 7.1
Tunis, 1984-85 52.3 10.1 n.a. 89.9 -14.0 n.a. 3.4
Median
Before and including 1979 23.0 23.0 19.1 76.5 13.7 14.3 12.5
After 1979 54.5 21.7 32.9 68.2 7.1 5.5 6.5

- Not available.
n.a. Not applicable.
Note: The underlying expenditure figures for the local authorities are derived directly from local budgets and financial reports. The spending figures for higher-

level governments are, with the exception of Cali and Mexico City, based on the per capita assumption stated in the text. For Cali and Mexico City, direct estimates
of higher-level government spending in each city were available. Even these are subject to limitations, however, since the allocation of certain higher-level government
expenditures to particular urban areas is necessarily arbitrary.

a. Consolidated expenditure by all local government agencies in the metropolitan area. including (semi-) autonomous local public service enterprise, converted to
dollars at the prevailing official exchange rates as shown in INIF (various years, b). The figures are for the terminal year of the period showii in the preceding column.

b. Average annual compound growth rate of per capita expenditures, expressed in dollars at the prevailing official exchange rate.
c. Local revenues are used to approximate the level of local expenditures.
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served for Tunis. It is difficult to draw out an average performance from
so small a sample and from data that are drawn from so many different
combinations of years. The medians presented in table 2-1 suggest that
the urban government share of total expenditures has declined over the
long run. However, even if this conclusion could be substantiated with
a larger and more complete sample of data, it would not suggest a poor
fiscal performance by large city governments. Indeed, as we shall show
below, some urban governments have done surprisingly well in keeping
their expenditures in step with population and inflation.

In table 2-2, we have elaborated on the variation in expenditure growth
rates among these cities and have made compar.sons with population
growth and inflation. As might be expected, there is wide variation in
the consolidated expenditure performance of urban local governments.
Some city governments have experienced expansions in real expenditure
which are substantially above the rate of increase in the city's population
(for example, Gujranwala and Seoul). Other cities suffered a decline in
real spending (Mexico City and Tunis), whereas yet others show declining
real per capita spending (Madras).

One way to read the results presented in table 2-2 is that real per
capita expenditures increased in many of the cities in this sample during
the periods under consideration. The ability of some local governments
to raise per capita expenditures, despite rapid increases in population,
limited resource bases, inflation, and constraints placed upon them by
higher government authorities, is a remarkable achievement. It suggests
a very important conclusion: urban governments can play a significant
role in local resource mobilization. Two cautions accompany even this
generally favorable evaluation of the fiscal performance of cities. First,
expenditure needs still may have gone unmet; that is, although actual
expenditures may have kept up with population, they may not have
grown enough to hold levels of public service constant. Second, the
increase in real per capita expenditures in many cities was probably not
sufficient even to dent the existing deficit in services.6

One can also read these data as painting a less favorable picture of city
finances. Growth in local government expenditure was stronger in the
1970s than in the 1980s for about half the cities studied. This might be
attributed to some combination of the aftermath of the oil crisis, a weak
world economy, the debt crisis, high rates of inflation, and the low buoy-
ancy of local government revenues in some countries. Many cities show
substantial declines in real per capita expenditure in the 1980s, an almost
certain sign of fiscal problems and the deterioration of locally provided
services.

What Do Local Governments Do?

Another way to examine the importance of local governments in de-
veloping countries is to ask what services they provide. How true is the
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claim that the services provided by local governments are essential to
developing the urban economy and to protecting the living conditions
of the urban populace, especially low-income families? On the basis of
our analysis of urban governments in developing countries, their com-
mon functions would appear to be markets, abattoirs, fire protection,
street cleaning and lighting, garbage collection, cemeteries, libraries, and
minor public disease prevention services. Beyond these common func-
tions, responsibilities vary widely, including-in many cases-the re-
sponsibility for major governmental functions. We have attempted to
describe this variation in service responsibility for a sample of cities by
categorizing local governments as having primary (P), secondary (S), -or
no (N) responsibility (see tables 2-3, 2-4, and 2-5).7

As may be seen from these compilations, many local governments have
full or partial responsibility for the provision of physical infrastructure,
in particular the construction and maintenance of streets, potable water
supply, sewerage, and drainage. In contrast, telephone and electricity
services are typically the responsibility of higher-level government agen-
cies, with a few notable exceptions, such as in Colombia. It will be a
surprise to many that primary education is frequently controlled by local
government in developing countries. Health and welfare services, how-
ever, are rarely a local responsibility and are often not provided on a
significant scale by any government agency. Local housing programs are
of importance in some cities, particularly in former British colonies
where the British focus on local public housing has been retained (for
example, Kenya and Zambia). Minor local public housing programs are
found in many cities; however, they tend to be small relative to national
or state housing programs and frequently cater only to municipal em-
ployees. Urban mass transportation is frequently the responsibility of a
local authority, and sometimes it is managed by private firms which are
supervised by local or national authorities. Police protection is almost
universally a responsibility of national authorities.

Within developing countries, local governments in the larger cities
usually have a greater range of responsibilities than do their counterparts
in the smaller cities. One reason is that the largest cities in developing
countries, and in particular the capital cities, tend to have a special ad-
ministrative status combining local and state (provincial) functions and
therefore have a greater range of local government responsibilities. This
practice is certainly not limited to developing countries; for example,
Washington, D.C., is a special district with some of the fiscal functions
of both a city and a state.

Cities in virtually all developing countries face an overlap of respon-
sibilities of local, state, and national authorities. Often all levels of gov-
ernment are involved in the provision of a particular service within an
urban area, though the intergovernmental arrangement under which re-
sponsibility is shared varies widely. For example, various national, state,

(Text continues on page 23.)



Table 2-2. Annual Growth Rate and Composition of Expenditure by Local Governments in Selected Cities
(percent)

Growth rate of
Population total local expenditure Growth rate of recurrent Share of recurrent

growth local expenditure in total local
City or state, years rate In current prices In constant prices current prices expenditurea

Brazil
State of Guabara,b 1980-84 1.2 129.1 - 1.5 120.6 82.6
Rio deJaneiro, 1967-69' 27.0 46.7 16.6 - 71.0
Sao Paulo, 1980-84 3.7 126.7 --2.5 120.9 35.1

Colombia
Bogota, 1963-72 6.6 20.5 9.0 21.8 59.0
Cali, 1964-74 4.4 21.3 7.9 22.9 72.8

x Cartagena, 1970-72 5.0 31.0 18.2 31.9 76.4

India
Ahmadabad, 1965-71 3.3 9.4 3.7 12.2 88.0
Ahmadabad, 1977-81 4.1 12.4 3.9 14.1 81.7
Bombay, 1963-72 3.7 10.5 4.3 11.2 83.7
Bombay, 1975-82 3.7 12.2 6.4 11.3 78.2
Madras (Corp.), 1972-76 3.7 4.3 8.8 9.2 74.0
Madras (Corp.), 1977-79 3.3 -3.4 -4.1 5.9 71.3

Indonesia
Jakarta, 1970-73 4.6 17.8 9.2 19.4 49.3
Jakarta, 1981-82 6.0 11.9 -0.3 11.1 55.1

Jamaica
Kingston, 1969-73 2.8 15.3 8.2 1 I.id 86.5

Kenya
Nairobi, 1960-76 7.0 17.4 4.6 14.2 70.3
Nairobi, 1980-81 6.0 8.3 -3.1 30.0 53.9



Korea, Rep. of
Seoul, 1963-72 7.6 34.5 20.8 22.5 34.7
Seoul, 1981-83 3.0 27.6 21.2 18.8 35.0

Mexico
Mexico City, 1980-84 3.6 53.1 -5.1 59.5 35.5

Nigeria
Lagos, 1979-80 6.5 32.4 18.6 163.6 78.2

Pakistan
Karachi, 1972-75 5.6 30.2 7.7 26.7 64.2
Karachi, 1981-82 4.3 17.7 11.4 7.9 53.5
Gujranwala, 1971-75 5.8 34.1 16.9 37.6 58.3
Gujranwala, 1983-85 5.8 40.5 32.3 34.1 94.1

Philippines
Manila, 1960-70 4.9 11.4 6.1 - -
Manila, 1980-85 3.4 5.2 - 12.7

Tunisia
Tunis, 1966-72 4.0 -3.2 -6.5 0.0 84.8
Tunis, 1981-82 4.0 -2.3 -9.6 -7.2 74.6

Turkey
Istanbul, 1960-70 3.9 5.3 -0.6 5.9 86.8

Zambia
Lusaka, 1966-72 11.3 14.6 5.7 16.8 84.0

Median
Before and including 1979 4.5 15.0 7.1 14.2 74.0
After 1979 4.0 27.6 -1.5 32.1 54.5

- Not available.
a. For terminal year of the period under consideration.
b. Not including autonomous agencies.
c. 1969 figures are budgeted expenditure.
d. 1966/67-1972/73.



Table 2-3. Local Public Responsibility for Services in Selected Cities with Extensive Responsibility

Rep. of Korea

Daegu,
Daejeon,

Colombia India 1976,
Francistown, Jakarta, Nairobi, Gwangju,
Botswana, Bogotai, Cali, Ahmadabad, Bombay, Calcutta,' Delhi, Indonesia, Kenya, Seoul, Jeonju,

Function 1974 1970 72 1975 1971 1972 1977 1970 1972 1976 7965-71 1975

Public utilities
Water supply P P P P P P P P P P P
Sewerage and drainage P P P P P P P P P P P
Electricity P P P N P N P N N N N
Telephone P P P N N N N N N N N

Social services
Primary education S P S P P P P P P P P
Health S S S P S S S S P P P
Social welfare N S N P S P S S S S S
Housing S S S S P S S P P S S

Transportation
Highways and roads P P P P P P P P P P P
Street lighting P P P P P P P P P N N
Mass transportation N S N P P N P S N P N

General urban services
Refuse collection P P P P P P P P P P P
Parks and recreation P P P P S P P P P P P
Markets and abattoirs P P P P P P P P P N N
Cemeteries P P P P P P P P P N N
Fire protection N P N P P P P P P P P
Law enforcement N S N N N N N S N N N

Note: P, primary responsibility; S, secondary responsibility; N, no responsibility.
a. Calcutta (:orporation.



Table 2-4. Local Public Responsibility for Services in Selected Cities wuith Moderate Responsibility

Zambia

Cartagena, Madras, Casablanca. Karachi, Manila, Bangkok, Kitwe,
Colombia, India, Morocco, Pakistan. Philippines, Thailand, Lusaka, Ndola,

Function 1972 1976 1970s 1976 1980 1974 1974 1974

Public utilities
Warer supply P p P P P P P P
Sewerage and drainage P P P P P P P P
Electricity N N N N N N N N
Telephone P N N N N N N N

Social services
Primary education S P N S S P N N
Health N S S P S P S S
Social welfare N S S S S N S S
Housing N S N N S N P P

Transportation
Highways and roads P P P P S N P S
Street lighting P P P P S N P P
Mass transportation N N P N N S N N

General urban services
Refuse collection P P P P P P P P
Parks and recreation P P P P S P P P
Markets and abattoirs P P P P P P P P
Cemeteries P P P P P P P P
Fire protection P P S P P P P P
Law enforcement N N S N N N N N

Note: P, primary responsibility; S, secondary responsibility; N, no responsibility.



Table 2-5. Local Public Responsibility for Services in Selected Cities with Little Responsibility

Zaire

Bukaru,
Tehran, Kingston, Lagos, Gsojranwala, Lima, Davao, Tunis, Valencia, Lumbumbashi,

Iran, Jamaica, Nigeria, Pakistan, Peru, Philippines, Tunisia, Venezuela, Kinssasa, Mbiuji-May,
Function 1974 1973 1960s 1975 1982 1980 1972 1960s 1973 1973

Public utilities
Water supply S S S S P N N N N N
Sewerage and drainage S N S S P P P N N N
Electricity N N N N N N N N N N
Telephone N N N N N N N N N N

Social services
Primary education N N P P N S S S N N

Ns Health S S S S S S S S S N
Social welfare S S N S N N N N S S
Housing S N N N N N S N N N

Transportation
Highways and roads P P P S S P P S P S
Street lighting P N P p p P N P P p
Mass transportation N N S N S N N S N N

General urban services
Refuse collection P P P P P P P P P P
Parks and recreation P P P P P P P P P P
Markets and abattoirs p P P P P P P P P P
Cemeteries P P P P P P P P P P
Fire protection P P P n.a. P P P P P P
Law enforcement N N S N S S N N N N

n.a. Not available.
Note: P, primary responsibility; S, secondary responsibility; N, no responsibility.
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and local agencies in Cali, Colombia, are involved in providing public
housing, public health services, and education (Bird 1980); and inJakarta
the national government and the city government share in the provision
of water supply services, public health services, education, and trans-
portation (Linn, Smith, and Wignjowijoto 1976). The different levels of
government can also share the responsibility for delivering a service
when one level of government controls what another level does. For
example, the government of the Republic of Korea replaced the transfer
of shared taxes to local government with a more ad hoc allocation which
includes project-specific grants and which leads to much greater central
control over local investment policies (Smith and Kim 1979). Another
means of increasing central control is to create special metropolitan de-
velopment agencies or autonomous service companies in which the
higher levels of government take a more direct role than is the case with
regular local government operations. Examples are the metropolitan de-
velopment authorities in Calcutta, Karachi, and Manila. Overlapping re-
sponsibility also occurs where national or state-appointed civil servants
carry out local government functions, for example, the manager of an
autonomous agency or the local assessor.

Are local governments in developing countries less involved in deliv-
ering public services than those in industrial countries? These data do
not give us an answer. Because there is so much variation in the scope
of local government responsibility, it is difficult to make a statement
about differences in the "average" practice. It is generally true, however,
that urban mass transportation, health and welfare, and education are
provided with greater local government involvement in the industrial
nations.8 And public utility services are more likely to be provided
through the private sector in industrial countries. Otherwise, there are
some close similarities between developing and industrial countries in
the division of expenditure responsibilities. Large cities and capital cities
have broader fiscal powers and responsibilities in most countries. Like-
wise, cities in developing countries are not alone in this pattern of over-
lapping responsibilities of local and higher levels of government. There
is a similar pattern in the industrial nations, and calls for clearer defi-
nitions of expenditure responsibilities are heard in virtually every in-
dustrial country.9

Expenditure Patterns

This section concentrates almost exclusively on expenditures by local
authorities. The data are drawn from comparable case studies which give
a reasonably consistent and comprehensive view of local government,
including the finances of autonomous local public agencies. These bodies
have separate budgets and varying degrees of independence from the
city government. They may go by a variety of different names, for ex-
ample, authority, agency, committee, district, and empresa. We view them



Table 2-6. Percentage Contribution of Autonomous Local Agencies to Consolidated Local Government Spending in Selected Cities

Percentage Percentage
Number of of total of capital

City, year agencies expenditure expenditure Autonomous agency functions

Botswana
Francistown, 1972 2 39.9 - Water, electricity
Colombia
Bogota, 1972 12 79.3 98.5 Public utilities, housing, roads, public transportation, refuse collection
Cali, 1974 4 80.0 90.9 Public utilities, housing, roads, refuse collection
Cartagena, 1972 4 84.1 84.4 Public utilities, roads, refuse collection
India
Ahmadabad, 1971 3 58.7 32.7 Education, public transportation, milk scheme
Bombay, 1972 1 30.2 19.7 Electricity, public transportation
Bombay, 1982 1 39.2 19.4 n.a.
Indonesia
Jakarta, 1972 5 23.2 15.9 Water, public transportation, land development, education, abattoir
Jakarta, 1982 4 11.0 n.a. n.a.
Jamaica
Kingston, 1972 1 43.4 73.4 Water
Korea, Rep. of
Daegu, 1975 - 42.2 - Water, land readjustment, housing
Daegu, 1983 35.4
Daejeon, 1975 - 38.4 - Water, land readjustment, housing
Daejeon, 1983 45.4
Gwangju, 1975 - 21.6 - Water, land readjustment, housing
Gwangju, 1983 65.6
Jeonju, 1975 - 36.0 - Water, land readjustment, housing
Jeonju, 1983 40.5
Seoul, 1971 1 23.1 10.3 Education
Seoul, 1983 1 25.5 39.1 n.a.
Nicaragua
Managua, 1974 1 28.7- _ Water
Managua, 1979 1 25.1 - n.a.

-Not available.
n.a. Not applicable.
a. Based on revenues.
b. Metropolitan water company administered under central government control. The expenditures and revenues of this enterprise are not included in the other

expenditure and revenue tables in this chapter.
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here as overlapping units of local government. Exclusion of these special
districts would have introduced an important error; for example, these
bodies contributed more than 80 percent of total local government
spending in Colombian cities in the 1970s. It is not at all unusual for an
autonomous local government agency to account for more than one-third
of total local government expenditures, as suggested by the data pre-
sented in table 2-6. Even this consolidation of all local governments and
local agencies does not eliminate all the issues of cross-country com-
parability. There remains the assignment problem, that is, the problem
of comparing local government finances when local governments have
different sets of responsibilities assigned to them by higher levels of
government.

There are wide variations in the distribution of expenditures by service
categories (tables 2-7, 2-8, and 2-9). This is to be expected because of
the wide variation in urban government responsibilities, the relative se-
verity of existing backlogs in public services, and differing policy ob-
jectives. Still, these data show some patterns which are suggestive of the
different roles taken on by local governments. Colombian cities spend
relatively more on public utilities and relatively less on social services,
the transportation system, and general urban services.' 0 Because it is a
capital district, Bogota has the combined expenditure responsibilities of
a state ("department") and a municipality and therefore directs a rela-
tively high share of its expenditure to education."

For the Indian cities, with the exceptions of Bombay and Calcutta, the
picture is reversed: relatively more local spending has been devoted to
social services, especially education, and less to public utilities. These
cities also have devoted a substantial portion of their resources to the
operation of their urban transport (bus) systems. A similar pattern may
be observed for the Korean cities, except for Daejon, Gwangju, and
jeonj u.

The local authorities in Jakarta and Kingston have in common a rela-
tively very small involvement in public utilities because their national
governments carry most of this responsibility. But the similarity between
these two cities ends here. Per capita spending in Kingston in the 1970s
was two and a half times that in Jakarta, and although spending was spread
across virtually all urban services in Jakarta, it was concentrated in social
welfare, highways, and refuse collection in Kingston. (There are a few
noticeable outliers in this comparison. Lusaka stands out because of its
high per capita spending and its relatively heavy involvement in housing
and industries, whereas Madras and Karachi spent a relatively high share
on health care.)

Finally, it is of interest to return briefly to a review of the role of
autonomous agencies in providing urban public services in the cities of
developing countries. The data in table 2-6 indicate that in cities where
public utilities are provided by autonomous agencies, the central gov-

(Text continues on page 32.)



Table 2-7. Percentage Distribution of Total Expenditure of Local Authorities by Function
in Selected Cities of Colombia and India

Colombia India

Bogotd, Cali, Cartagena, Ahmadabad, Ahmadabad, Bombay, Bombay, Calcuetta,a Calcutta,' Madras,b Madras,b
Function 1972 1974 1972 1971 1981 1971/72 1981 1974175 1982 1975/76 1984

Public utility 47.9 50.2 36.4 10.2 17.6 24.4 29.6 55.2 26.1 23.0 -
Water supply 26.1 12.3 13.1 5.7 12.0 6.8 10.5' 19.9 21.3 2 3 .0 d

Sewerage and drainage - - 9.2 4.5 5.6' 4.7 6.2 35 3d - - _
Electricity 11.0 27.5 - - - 12.9 19.7 - 4.8g
Telephone 10.8 10.4 14.1 - - - - - -

Social services 14.0 3.5 1.6 45.1 32.0 25.0 21.8 14.1 12.9 34.0 44.4
Education 10.7 1.1 1.6 16.5 13.2 10.3 7.2 14.1 5.8 10.7 29.3
Health 1.6 1.8 - 7.9 10.6 9.9 10.6 - 5.6 23.3 10.3
Social welfare 1.4 - - 0.4 - - - - - - 4.8

Gs Housing 0.6 0.6 - 0.8 4.2h 4.8 4.0 - 1.5 -

Milk scheme - - - 19.5 4.0 - - - - - -
Transportation 8.5 6.0 5.9 20.0 8.2 21.4 29.0 8.2 10.9 19.7 40.7

Highways and roads 3.9 4.3 5.9 4.4 7.4 5.8 9.5 8.2 7.9 19.7 40.7i
Mass transportation 2.1 1.7 - 15.6 - 15.6 19.5i - 3.1 - -

Other - - - - 0.8k - - - - - -
General urban services 6.4 3.9 12.6 8.4 9.5 7.6 4.9 2.0 20.1 - 3.1

Refuse collection 2.8 2.4 3.9 3.4 5.4 4.3 4.7 - 20.1 - 0.1
Parks and recreation 3.0 - 2.4 1.2 1.5 0.4 - - - - 2.2
Land development

schemes - - - 0.8 - - - -
Industries - - - - - - - - -
Markets and abattoirs 0.3 1.5 4.8 0.1 0.1 1.5 0.2 2.0 - - 0.8
Fire protection 0.2 - 0.9 1.1 - 0.4 - - - -
Law enforcement 0.1 - - - 2.5 0.6 - - - 5.0
Other - - 0.6 1.8 - 0.4 - -



Other expenditure 25.6 36.5 43.5 16.4 32.6 21.8 7.7 20.3 22.1 16.1 3.4
General administration 4.5 18.3 24.7 5.7 9.1 4.5 2.1 17.8 20.4 5.6 -

Employee pensions,
health care, and so on 5.8 - 3.1 - 18.9 3.1 - 2.5 - 10.5

Debt service 14.3 16.3 14.1 10.7 - 14.2 - - -

Grants and transfers 1.0 1.9 1.6 - - -
Unallocated - - - - - - - - - -
Other - - - - 4.6' - 5.6 - 1.7 - 3.4

Per capita expenditure
(dollars)"n 59.5 51.4 35.1 19.7 n.a. 26.0 n.a. 6.8 n.a. 1.1 n.a.

-Not available.
n.a. Not applicable.
Note: Except where otherwise stated, the figures include all local authorities within each metropolitan area.
a. Calcutta Corporation.
b. Madras Corporation.
c. Includes general administration of sewerage.
d. Includes night soil and refuse collection.
e. Responsibility for water and sewerage transferred to a local agency (MMWSSB) in 1978/79.
f. Includes maintenance of drainage and roads.
g. Includes street lighting.
h. Includes land management of estates, regulation of buildings, commercial buildings, land acquisition, slum clearance, and urban development.
i. Includes conservancy of buildings and bullock carts.
j. Includes general administration of electricity.
k. Street lighting.
1. Conversion of latrines and public conveniences.
m. Converted at prevailing official exchange rates according to 1986 data from IMF (various years, b).



Table 2-8. Percentage Distribution of Total Expenditure of Local Authorities by Function
in Selected Cities of Indonesia, Jamaica, Korea, and Zambia

Jakarta, Indonesia Rep. of Korea
Kingston, - - Lusaka,

1972/ Jamaica, DaegAu, Daega', Daejeon, Daejeon, Gwangiau, Gwangij, Jeonja, jeonja, Seoel, Seoul, Zambia,
Function 73 1981 1972 1976 198,3 l976 1983 1976 1983 1975 7983 1970 1983 1972

co -- --

Public utility 7.1 7.5 3.8 18.9 16.4 17.6 14.6 14.6 21.5 23.1 11.3 15.2 9.2 26.9
Watcr supply 6.4 3.6 3.8 15.2 16.4 11.2 14.6 9.2 21.5 19.2 11.3 11.7 8.1 21.1
Sewerage and drainage - 3,9 - 3-7a - 6.4' - 5.4a - 3.9a - 3.5 1.0 5.8
Electricity 0.7 - - - - - - - - - - - - -
Telephone - - - - - - - - - - - -

Social services 20.5 5.1 17.0 35.9 48.0 38.6 12.7 41.7 7.1 32.9 5.1 20.5 40.6 15.4
Education 9.0 - 2.2 21.5 35.4 25.8 - 28.0 - 22.9 - 19.7 25.5 0.7
Health 2.8 - 5.0 1.8 1.6 2.2 - 1.6 - 0.8 - 2.8 0.8 3.3
Social welfare 1.6 - 9.2 6.7 7 ,jb 6.9 12.7b 4.9 7.1 b 7.6 5 .1 1.8 10.7 b -

Housing - 5.1 0.6 5.9 3.91 3.7 - 7.2 - 1.8 - 8.0 3.7 11.4
Milk scheme - - - - - - - - - - - - - -

Transportation 19.3 17.1 23.5 10.0 0.7 8.1 31.1 15.0 44.2 18.2 29.3 23.2 16.3 5.3
Highways and roads 12.8 9.6 22.2 10.0 0.0 8.1 30.8 15.0 44.2 18.2 29.3 21.2 0.4 4.9
Mass transportation 6.5 7.5 1.3 - 0.6 - 0.3 - 0.0 - 0.0 2.0 15.9 0.4
Other - - - - - - - - - - - - - -



General urban services 22.6 2.6 39.4 17.8 16.2 16.6 14.0 9.2 9.7 7.5 10.5 22.6 7.6 20.5
Refuse collection 4.5 - 23.3 - - -- - - - - - 4.0 - 2.1
Parks and recreation 3.6 - 1.7 - - - - - - - - - 1.2' 1.9
Land development

schemes 6.9 -_ 7.1 15.2 5.7 12.9 5.7 8.3 0.1 9.4 14.7 4.5 -

Industries 2.2 - - 3.8 1.0 2.2 1.2 1.2 0.3 2.5 1.1 2.5 0.6 13.1
Markets and abattoirs 2.0 2.6 4.4 - - - - - - - - - - 0.3
Fire protection 1.2 - 9.0 - - - - - - - - 0.3 - 1.8
Law enforcement 0.9 - 1.0 1.0 0 .5 d 1.1 0 .9 d 1.7 1 .2d 4.8 1 .5d 0.3 1.4 d

Other 0.3 - - 5.9 - 7.6 - 0.6 - 0.1 - - - 1.3
Other expenditure 30.4 68.0 16.4 17.3 18.2 19.2 26.7 19.4 17.5 18.3 42.3 7.5 26.3 31.9

General administration 30.4 23.0 10.5 17.3 12.4 19.2 21.7 19.4 15.3 18.3 26.0 7.3 9.7 7.2
Employee pensions,

health care, and so on - - - - - - - - - - - - - -
Debt service - 2.3 5.9 - - - - - - - - 0.2 - 24.7

tv Grants and transfers - - -
us Unallocated - - -

Other - 42.6e - - 5.8' - 5.Oe - 2.3e - 16.3' - 16.6' -

Per capita expenditure
(dollars)f 8.3 n.a. 20.7 41.0 n.a. 38.4 n.a. 37.8 n.a. 31.0 n.a. 28.8 n.a. 63.1

- Not available.
ni.a. Not applicable.
Note: Except where otherwise stated, the figures include all local authorities within each metropolitan area.
a. Includes night soil and refuse collection.
b. Social welfare includes expenditures on health, cleaning and sanitation.
c. Expenditure on olympic (sports).
d. Includes fire protection.
e. Expenditures on local development work may include tourism and transport. Also includes expenditures on buildings and development of cities.
f. Converted at prevailing official exchange rates according to 1986 data from IMF (various years, b).



Table 2-9. Percentage Distribution of Total Expenditure of Local Authorities by Function
in Selected Cities of Brazil, Kenya, Pakistan, Philippines, and Tunisia

Brazil
Kenya Pakistan

Rio de Sao Manila, Tunis,
Janeiro, Paulo, Mombasa, Nairohi, Karachi, Karachi, Gujranwala, Philippines, Tunisia,

Function 1984 1984 198Th 1981 1973/74 1982 1983 1985 1985

Public utility - 26.1 - - 25.9 21.6 31.8 - -
Water supply - - - 31.8 18.9 11.6 7.5
Sewerage and drainage - - - - 7 0b 10.0 8.6
Electricity - - - -- - -
Telephone - - - - - - - - -

Social services 77.0 51.4 64.0 41.0 32.6 30.8 11.6 51.4 8.5
Education 38.2 13.3 30.2 14.3 8.8 6.4 8.7 39.5c -

Health 12.4 8.2 30.1 18.9 23.8 24.4 2.6 7.2
Social welfare 8.6 12.1 3.7 3.5 - - 0.3 4.2 -

Housing 1.3 17.8 - 4.3 - - - 0.5 8.5
Milk scheme - - - - - - - - -

Transportation 2.0 18.5 28.0 6.8 19.6 30.7 28.2 0.1 3.5
Highways and roads 2.0 18.5 28.0 6.8 19.6 30.7 26.4 0.1 3.5
Mass transportation - - - - - - 1.8 - 3.0
Other _- -



General urban services - 0.4 - - 20.5 7.4 20.2 12.4 2.1

Refuse collection - - - - - - 16.0 - -

Parks and recreation - - - - 4.9 6.3 2.3 1.6 -

Land development schemes - - - - - - 9.4 2.1

Industries - 0.1 - - - - - -

Markets and abattoirs - - - - - - 0.1

Fire protection - - - - 1.7 1.1 1.8

Law enforcement - 0.3 - - - - 1.4
Other - - - - 15.2 - - - -

Other expenditure 21.5 29.8 8.0 20.3 - 9.4 24.1 36.0 82.8

General administration 19.1 29.8 6.4 4.2 - - 12.7 4.2 18.0

Employee pensions,
health care, and so on - - - - - - -

Debt service - - 0.1 6.0 - - 11.1 - 3.0

Grants and transfers - - - - - - - 19.d-

uW Unallocated 2.4 - 1.5 10.1 - - 0.3 12.7 61.8e

Other -. - - 9.4 - - -

Per capita expenditure
(dollars)f 42.1 56.0 n.a. 58.3 6.18 n.a. n.a. 5.8 52.3

- Not available.
n.a. Not applicable.
Note: Except where otherwise stated, the figures include all local authorities within each metropolitan area.
a. Does not include all capital funds.
b. Includes night soil and refuse collection.
c. Includes expenditure on provincial/city libraries.
d. Includes intergovernmental aids, loans, advances and transfers, and aid to nongovernmental entities.
e. Includes personnel expenditures, expenditures on buildings, real estate purchase and expenditures on cars and equipments.

f. Converted at prevailing official exchange rates according to 1986 data from IMF (various years, b).
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ernment is less involved in financing capital projects. When capital fa-
cilities are not financed through autonomous agencies, central govern-
ment financing is much more important. The implication is that the
autonomous agency is seen to have a comparative advantage over general
local government financing and implementation, perhaps because of its
autonomy in management or its potential for relying on user charges
(see also chapter 12).

Financing Urban Services

How do local governments in cities of developing countries finance
their expenditures? How much autonomy do they have in structuring
this financing, and what are the basic factors determining their ability to
meet this challenge? This section addresses these questions on the basis
of case studies of selected cities.

Revenue Structures

A first step in analyzing the financing patterns of urban governments
is to distinguish between local and external sources of revenues. The
three categories of local revenue considered here are (a) locally collected
taxes; (b) user charges and benefit charges; and (c) other locally raised
revenues, such as license fees, penalties, stamp duties, and the like. The
external sources of local financing are transfers (grants or shared taxes)
from higher-level governments and borrowing. The distinction between
locally raised and external revenues is important because it describes the
degree to which urban governments draw on the resources generated
by the urban economy."2 Furthermore, there is a presumption that local
authorities have more discretion in managing their local sources of fi-
nance than is the case for external revenues.

The distribution of revenues according to these financing sources is
shown in table 2-10. The share of locally raised revenues in financing
total expenditure has ranged in recent years from 100 percent in Karachi
to an exceptionally low share of 26.9 percent in Kinshasa. More typically,
however, between 60 percent and 90 percent of local expenditure is
financed from local sources, with a median share of about 70 percent.
The locally financed share, however, declined significantly in the 1980s,
as may be seen by comparing the medians reported in table 2-10. These
data also suggest a negative correlation between the ranking of cities
according to the share of locally raised revenues and the ranking ac-
cording to the share of local government spending in total public ex-
penditure (table 2-1). This supports the hypothesis (Kee 1977) that the
broader the expenditure responsibility of general-purpose local govern-
ments, the less they can depend on their own revenue sources, that is,
the more they must rely on external sources which tend to be controlled
by higher-level governments.
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LOCALLY RAISED TAXES. Taxes provide more than half of locally raised
revenues in the average city, and self-financing revenues contribute about
a third. These averages hide a wide variety of local financing patterns
and preferences. The large Colombian cities (Bogota, Cali, and Carta-
gena) are notable for their relatively limited reliance on local taxes. This
is because the governments of these cities provide the most important
public utilities (water, sewerage, electricity, and telephones), but it also
reflects the relatively heavy emphasis in Colombia on benefit-related
charges in financing urban infrastructure. l By contrast, Bukaru, Jakarta,
Karachi, Madras, and Manila rely heavily on local taxes. This is in part
because the governments of these cities provide education, public health
services, and other general urban services which do not readily lend
themselves to benefit financing. It also may reflect a lack of attention to
the potential for benefit and user-charge financing (see Linn, Smith, and
Wignjowijoto 1976; Bahl, Brigg, and Smith 1976). Bombay, Francis-
town, and Seoul appear to have balanced structures of local revenue in
the sense that local taxes and self-financing service revenues contribute
roughly equal shares to locally raised resources. In Bombay and Fran-
cistown the thriving local electricity undertakings contribute substantially
to revenues, whereas in Seoul there is an emphasis on benefit and user-
charge financing even though the scope for application of such charging
systems is limited. Finally, for those cities whose governments have little
responsibility, such as Dhaka and Valencia, revenue sources other than
taxes or user charges are most important.

Data also were gathered on the percentage distribution of local tax
revenues for forty-two cities (table 2-1 1). Two striking features emerge
from an inspection of these data. First, local governments draw on a large
variety of taxes. Second, the property tax is levied in virtually all cities
and often dominates the revenue structure-the median share in total
local taxes is above 40 percent (though it has been declining), pretty
much regardless of region or location.

Taxes on motor vehicles and on entertainment are levied in many
cities, but with very few exceptions (motor vehicle taxes in Bangkok and
Jakarta, for example) neither is of substantial importance for revenue.
Industry and commerce taxes (usually a business license or a crude form
of sales tax) are common in Latin America and parts of Africa and can
account for a significant amount of revenues. For example, this tax con-
tributes approximately one-third of the financing of local government
expenditure in Bukaru, La Paz, and Manila. Some other forms of sales
tax raise significant revenue in some cities. For instance, the general sales
tax levied in Rio de Janeiro and Managua has contributed more than half
the financing of total local expenditure in some recent years. Cities of
India and Pakistan levy a special type of sales tax called "octroi" on all
goods crossing city boundaries. This accounts for a significant share of

(Text continues on page 40.)



Table 2-10. Percentage Distribution of Financing of Local Public Expenditure in Selected Cities by Type of Revenue

Locally raised revenue Revenue from external sources

Local Self-financing Grants and Net
City, year Total' taxes services Other Total shared taxes borrowingb

Dhaka, Bangladesh, 1983 113.4 48.9 30.5 34.0 -13.4 34.6 -48.0
La Paz, Bolivia, 1975 97.0 61.9 3.6 31.5 3.0 9.0 -6.0
La Paz, Bolivia, 1985 83.0 46.9 8.8 27.3 17.0 2.0 15.0
Francistown, Botswana, 1972 102.9 46.8 56.1 - -2.9 1.9 -4.8
Francistown, Botswana, 1986 55.8 33.5 22.3 - 44.2 47.0 -2.8
Rio deJaneiro, Brazil', 1967 88.4 74.5 7.2 6.7 11.6 1.7 9.9
Rio de Janeiro, Brazil, 1984 92.2 72.3 12.0 7.9 7.8 0.4 7.4
Sao Paulo, Brazil, 1984 72.9 62.0 4.2 6.7 27.0 0.4 26.6

4\ Bogota, Colombia, 1972 62.5 13.7 48.5 0.3 37.5 14.0 23.5
(72.4) (23.6) (48.5) (0.3) (27.6) (4.1) (23.5)

Cali, Colombia, 1974-77 74.4 15.6 57.5 1.3 25.7 2.8 22.9
Cartagena, Colombia, 1972 70.4 23.3 43.3 3.8 29.6 12.8 16.8
Ahmadabad, India, 1970-71 86.3 38.6 41.8 5.9 13.7 4.2 9.5
Ahmadabad, India, 1981 65.9 60.1 4.5 1.3 34.2 8.6 25.6
Bombay, India, 1970-71 84.6 37.9 38.7 8.0 15.4 1.0 14.4
Bombay, India, 1981-82 81.8 35.8 42.3 3.7 18.2 0.7 17.5
Calcutta (Corp.), India, 1974-75 73.8 64.4 - 9.4 26.2 19.4 6.8
Calcutta (Corp.), India, 1982 61.3 49.0 - 12.3 38.7 54.9 - 16.2
Madras, India, 1975-76 69.2 54.5 3.7 11.0 30.8 25.1 5.7
Madras, India, 1979 72.9 58.0 0.6 14.4 27.1 13.7 13.4

(84.6) (69.6) (0.6) (14.4) (15.4) (2.0) (13.4)
Jakarta, Indonesia, 1972-73 78.8 40.6 15.2 23.0 21.1 21.1

(81.9) (43.7) (15.2) (23.0) (18.1) (18.2) -
Jakarta, Indonesia, 1981 65.7 38.8 17.6 9.3 34.3 39.1 -4.8

(69.6) (42.7) (17.6) (9.3) (30.4) (35.2) (-4.8)
Tehran, Iran, 1974 46.9 42.8 - 4.1 53.1 45.2 7.9
Kingston, Jamaica, 1971-72 30.1 23.9 2.7 3.4 69.9 67.2 2.7



Mombasa, Kenya, 1981 75.6 75.6 - - 24.4 32.2 -7.8
Nairobi, Kenya, 1981 80.2 34.1 46.1 - 19.8 13.7 6.0
Daegu, Rep. of Korea, 1983 54.9 25.4 21.5 8.0 45.1 32.9 12.2
Daejeon, Rep. of Korea, 1983 63.2 20.8 34.9 7.6 36.8 32.5 4.3
Gwangju, Rep. of Korea, 1983 41.2 12.4 25.4 3.4 58.8 22.2 36.7
Jeonju, Rep. of Korea, 1983 59.8 13.8 18.8 27.1 40.2 31.0 9.2
Seoul, Rep. of Korea, 1971 80.0 30.3 36.3 13.4 19.9 15.8 4.1
Seoul, Rep. of Korea, 1983 70.1 38.7 26.8 5.5 29.1 22.0 7.0
Managua, Nicaragua, 1979 80.2 45.8 - 34.3 19.8 5.0 14.8
Lagos, Nigeria, 1980 51.2 42.8 0.2 8.2 48.8 48.8 -

Guiranwala, Pakistan, 1983 106.9 82.0 8.5 16.4 -6.9 10.3 -17.2
Karachi, Pakistan, 1974-75 84.1 67.6 2.2 14.3 13.9 2.8 13.1
Karachi, Pakistan, 1982 101.4 93.3 0.9 7.2 - 1.5 3.0 -4.5
Lima, Peru, 1982 73.4 27.8 36.1 9.5 26.6 19.0 7.7
Manila, Philippines, 1970 70.0 55.0 10.0 5.0 30.0 30.0 -

Manila, Philippines, 1985 71.6 58.3 6.0 7.4 28.4 24.1 4.3
Bangkok, Thailand, 1977 60.4 47.2 5.3 7.9 39.6 39.6 -

(84.2) (71.0) (5.3) (7.9) (15.8) (15.8) -
Tunis, Tunisia, 1972 93.9 36.8 7.1 50.0 6.1 0.7 5.4
Tunis, Tunisia, 1985 33.8 24.7 5.3 3.8 66.2 17.1 49.1
Valencia, Venezuela, 1968 90.8 44.8 13.4 32.6 9.2 9.2 -

Bukaru, Zaire, 1971 69.9 67.4 - 2.5 30.1 30.1 -

Kinshasa, Zaire, 1971 26.9 25.4 - 1.5 73.1 73.1
Lumbumbashi, Zaire, 1972 90.5 72.8 - 17.7 9.5 9.5 -

Mbuji-May, Zaire, 1971 70.2 66.5 - 2.7 29.8 29.8 -

Kitwe, Zambia, 1975 92.7 35.0 53.1 4.6 7.3 2.2 5.1
Lusaka, Zambia, 1972 78.2 39.3 36.9 2.0 21.8 6.0 15.8
Median

Before and including 1979 78.5 46.2 13.4 7.9 21.5 11.2 8.7
After 1979 70.1 38.8 17.6 7.8 29.1 22.0 7.0

- Not available.
Note: Figures not in parentheses include shared taxes as a component of grants; figures in parentheses include shared taxes as a component of taxes.
a. Because net borrowing can be negative, this can exceed 100.
b. Net borrowing consists of loan financing minus net changes in financial assets or reserves.
c. Because of the exclusion of autonomous agencies, the contribution of self-financing service revenues are probably understated.



Table 2-11. Percentage Distribution of Local Tax Revenues by Source in Selected Cities

Locat taxes
as Tax as percentage of total tax revenues

percentage
of total Industry

local Property General and Motor All
City, year expenditere Property transfer Income sales Octroi Beer Gasoline Entertainment commerce vehicle Gambling other

O'N Dhaka, Bangladesh, 1983 48.9 51.1 8.5 - - 31.9 - - 4.3 3.5 0.6 - -

La Paz, Bolivia, 1975 61.9 5.2 - -_ _ 7.1 - 1.5 73.8 - - 12.4
La Paz, Bolivia, 1985 46.7 25.0 - - - - - - - 52.1 22.9 -
Francistown, Botswana, 1972 46.8 12.9 - 61.1 - - - - - - - - 26.0
Francistown, Botswana, 1986 33.5 58.9 - - - - - 41.0
Rio deJaneiro, Brazil, 1967 84.4 3.9 1.0 - 89.2 - - - - - - - 5.9
Rio deJaneiro, Brazil, 1984 72.3 15.7 - - 50.1 - - - - - - - 34.2
Sao Paulo, Brazil, 1984 62.0 18.7 - - 50.5 - - - - - - 30.8
Bogota, Colombia, 1972 13.7 58.4 - - - - - 1.8 7.0 18.2 5.1 - 9.5
Cali, Colombia, 1974 23.2 54.0 - - - - - - 6.1 27.8 4.3 - 7.8
Cartagena, Colombia, 1972 23.3 61.2 - - - - - - 4.4 12.2 2.1 5.8 14.2
Abidjan, C6te d'lvoire, 1982 - 38.7 - - - - 57.2 - - - - - -
Ahmadabad, India, 1971 38.6 43.0 - - - 52.0 - - - - 2.0 - 3.0
Ahmadabad, India, 1981 60.1 29.7 - - - 68.7 - - 0.2 - 1.4 - -
Bombay, India, 1970 37.9 55.6 - - - 37.7 - - 0.3 - 3.7 - 2.7
Bombay, India, 1981 37.4 51.9 - - - 46.8 - - 0.2 - 1.1 - -



Calcutta (Corp.), India,
1974-75 64.4 64.8 - - - 27.1 - - 8.2

Calcutta (Corp.), India, 1982 73.1 58.5 - - - 32.9 - - - 6.4 - - 2.1
Madras, India, 1975-76 54.5 68.9 5.1 - - - - - 16.0 - - - 10.0
Madras, India, 1979 69.6 72.0 3.7 - - - - - 16.7 - - - 7.6
Jakarta, Indonesia,

1972-73 43.7 - - - - - - - 16.9 - 50.2 26.9 6.0
Jakarta, Indonesia,

1981-82 42.7 9.5 - - - - - - 12.2 - 64.5 - 13.8
Tehran, Iran, 1974 42.8 55.3 - - - - - - 9.1 - 10.1 - 25.6
Kingston, Jamaica,

1971-72 23.9 100.0 - - - - - - - - - - -
Mombasa, Kenya, 1981 75.6 100.0 - - - - - -
Nairobi, Kenya, 1981 34.1 100.0 - - - - - -
Daegu, Rep. of Korea, 1976 n.a. 49.5 21.2 9.1 - - - - 10.4 - 5.4 - 3.5

u> Daegu, Rep. of Korea, 1983 25.4 27.9 47.8 9.2 - - - - 3.4 0.6 6.9 - 4.1
N Daejeon, Rep. of Korea,

1976 n.a. 51.0 20.1 9.7 - - - - 10.7 - 5.5 - 3.0
Daejeon, Rep. of Korea,

1983 24.3 56.3 - 21.9 - - - - 7.1 1.7 12.1 - 0.9
Gwangju, Rep. of Korea,

1976 n.a. 50.3 23.1 13.2 - - - - 6.4 - 4.1 - 2.9
Gwangju, Rep. of Korea,

1983 15.8 58.6 - 22.0 - - - - 4.8 0.9 13.0 - 0.6
Jeonju, Rep. of Korea, 1976 n.a. 52.0 24.4 8.9 - - - - 7.5 - 4.9 - 2.1
Jeonju, Rep. of Korea, 1983 15.6 55.3 - 23.2 - - - - 6.4 1.4 12.5 - 1.1

(Table continues on the following page:)



Table 2-11 (continued)

Local taxes
as Tax as percentage of total tax revenues

percentage
of total Industry
local Property General and Motor All

City, year expenditure Property transfer Income sales Octroi Beer Gasoline Entertainment commerce vehicle Gambling other

Seoul, Rep. of Korea, 1971 30.3 20.6 34.8 - - - - - 16.4 - 22.2 - 6.0
,>, Seoul, Rep. of Korea, 1983 38.7 21.1 51.3 - - - - - 3.5 0.5 7.6 - 16.1
c Monrovia, Liberia, 1982 n.a. - - - - - - - - - - - -

Managua, Nicaragua, 1974 84.3 - - - 69.4 - - - 2.3 21.1 3.1 - 4.1
Managua, Nicaragua, 1979 45.8 - - - 77.1 - - - - - - - 22.9
Ibadan, Nigeria, 1982 1 4 0 b 8.6 12.9a - - 38.8c - - - - 4 d
Lagos, Nigeria, 1962-63 50.9 100.0 - -

Lagos, Nigeria, 1980 42.8 99.7 - - - - - - - - - - -
Maknqdi, Nigeria, 1982 n.a. - - 1.7' - - 40.5' - - - 2.7f - 54.0k
Onitsha, Nigeria, 1982 n.a. 34.1 - - 1.Oa - - 36.8' - - - - 19.0h
Lima, Peru, 1982 27.8 57.5 - - - - - - 20.4 - - - 22.2
Guiranwala, Pakistan, 1983 82.1 15.1 9.1 - - 75.4 - - 0.2 - - - 0.3
Karachi, Pakistan,

1974-75 67.6 46.0 - - - 49.9 - - - - 3.0 - 1.0
Karachi, Pakistan, 1982 - 27.3 - - - 71.8 - - 0.1 - - - 0.8
Manila, Philippines, 1970 55.0 61.9 - - - - - 2.2 - 32.1 - - 3.8
Manila, Philippines, 1985 58.3 59.2 1.0 - - - - - 7.3 30.7 - - 1.9
Dakar, Senegal, 1982 - 21.0 20.6a - - - - - - 4l1.0 3.8 - 13.6a



Bangkok, Thailand, 1977 71.0 15.4 - - - - 2.0 - 1.1 42.1 33.3 3.5 2.6
Tunis, Tunisia, 1973 36.8 82.6 12.8 - - - - - 4.6 - - - -
Tunis, Tunisia, 1985 24.7 42.4 57.1 - - - - - 0.5 - - - -
Valencia, Venezuela, 1968 44.8 21.4 - - - - - - - 66.7 11.8 - -
Bukaru, Zaire, 1971 67.4 - - 3.7 - - 87.0 - - - - - 9.3
Bukaru, Zaire, 1986 - - - - - - - - 34.0 13.0 - 53.0
Kinshasa, Zaire, 1971 25.4 - - 14.4 - - 62.5 - - - - 23.1
Kinshasa, Zaire, 1986 - - - - - - 41.9 - 3.9 10.9 - - 43.3
Mbuji-May, Zaire, 1971 66.5 - - 62.7 - - - - - - - - 37.3
Kitwe, Zambia, 1972 n.a. 80.0 - 20.0 - - - - - - - - -
Lusaka, Zambia, 1972 39.3 74.6 - 25.4 - - - - - - - -
Ndola, Zambia, 1972 n.a. 75.6 - 24.4 - - - - - - - -
Overall median

Before and including 1979 46.3 54.7 16.5 14.4 77.1 43.8 34.8 1.8 6.7 32.1 5.0 9.1 7.6
After 1979 38.7 42.4 12.9 21.9 50.1 46.8 41.9 36.8 4.3 3.5 7.6 - 13.8

- Not available.
n.a. Not applicable.
a. Revenue from liquor licenses.
h. Includes rental and plot fees, slaughter fees, and other fees.
c. Includes fees and licenses from business and building inspection, layout development, and other items.
d. Poll and cattle taxes: these were abolished in1981. Figure for 1982 is arrears collected.
e. Parking fees.
f. Includes ground rent and plot fees.
g. Refers to business taxes and licenses.
h. Includes fees.
i. Includes garbage collection tax collected by central government and other taxes collected by the municipality.
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local revenues and where used is a buoyant source of local revenue. In
Karachi, more than half of all local spending is financed from octroi
proceeds.

Local income taxes are not common but have been important in some
African cities, especially in Botswana, Nigeria, Senegal, Zaire, and Zam-
bia.1 4 Property transfer taxes are a local tax instrument in a few cities,
but only in a few instances-notably the Korean cities-did this source
raise a substantial share of local taxes. In Seoul it financed about 20
percent of total local government expenditure. Finally, the category la-
beled "all other taxes" has contributed a sizable share of local taxes in,
for example, Cartagena, Francistown, and Tehran. Usually, however, the
taxes falling under this heading comprise a motley collection of nuisance
taxes which often are costly to collect and to comply with and which
provide little revenue.

The data in tables 2-10 and 2-11 show several quite noticeable changes
in the pattern of urban government finance from the 1970s to the 1980s:

* There is a trend toward more or less overall reliance on locally
raised revenues.

* Locally raised revenues from charges are increasing in importance,
and those from taxes are declining.

* Among local taxes, there appears to be a shift from property-based
to consumption-based taxes.

EXTERNAL FINANCING. On average, about 30 percent of all local rev-
enues in these cities are raised from external sources, mostly from grants
and shared taxes (see table 2-10). The median share of external financing
in this sample is up about 8 percentage points from the previous decade.
There is a wide variation around this average, but relatively few cities
derive more than half their revenues from external sources and only two
in the entire sample get more than half their revenues from grants and
shared taxes."5 This low share flies in the face of popular notions of
relatively little self-sufficiency on the part of urban governments in de-
veloping countries (Marshall 1969). It also casts some doubt on the com-
mon belief that national government policy heavily subsidizes urban as
compared with rural dwellers through its fiscal policy. It would appear
from these data that if such a subsidy takes place, it is not through trans-
fers to urban authorities. It is not even clear that large cities in developing
countries are on average more dependent on grants than are large cities
in industrial countries. 1

Do these results suggest that the share of grant financing in large cities
of developing countries is too low? One answer is that it is, and that a
way out of the serious problem of urban service deficits in developing
countries is to expand the extent of grant and shared-tax financing. In-
deed, these data do show an increase in the share of local government
expenditure financed from external grants. Another view, however, is
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that urban local governments in developing countries should receive less
intergovernmental assistance than those in industrial countries. This is
because public service provision in cities in developing countries tends
to have fewer spillovers to the rural hinterlands, and cities in low-income
countries do not perform as many central-place functions as do those in
industrial countries."7 Moreover, since cities in developing countries
tend to suffer less from jurisdictional fragmentation than is the case
especially in the United States, there is less need for equalizing trans-
fers from higher-level government to relieve intrametropolitan fiscal
disparities.

Loan financing generally is the smallest revenue source for cities in
developing countries, contributing less than 10 percent of total financing.
In this respect developing-country cities seem to differ markedly from
their counterparts in industrial countries, where capital outlays are largely
financed from borrowing (Kaufman and Fischer 1987; Prud'homme
1987). The practice is more possible in industrial countries because cap-
ital markets are more highly developed and because higher-level gov-
ernments are more flexible in their need to control the aggregate level
of credit.

A wide variation in the reliance on borrowing may be observed in
developing countries (table 2-10). Several cities experienced negative
net borrowing during the earlier period under observation, and several
others did no borrowing at all. The more important borrowers were the
Colombian and Indian cities. For the Colombian cities and for Bombay
this may in part be explained by the importance of local public utility
operations which (a) require loan financing for their lumpy investments
and (b) are relatively good credit risks because they are often run by
autonomous local authorities and are heavily financed by user charges.
It is also important to note than in Colombia and India the higher levels
of government are relatively flexible in permitting loan financing by state
and local governments.

Revenue Trends

For a smaller sample of cities, data are available to determine how
much each major category of local government revenue has contributed
to the financing of the growth in expenditure in recent years (table 2-
12). The financing choices of these cities have varied widely. For instance,
the Colombian cities have tended to rely more heavily on increases in
user charges and borrowing than on increases in grants or local taxes-
possibly because of the importance of public utility expenditure in these
cities. Bombay and Seoul showed a more balanced expansion in revenues
from local taxes and benefit charges but have relied less on external
sources of revenues to finance increases in expenditure. In general, how-
ever, these data suggest a trend toward increased reliance on external
financing.



Table 2-12. Financing of Changes in Local Expenditure in Selected Cities

Percentage of expenditure change financed'

Change Front locally raised revenues From revenue from external sources
in total

expenditure Self-financed Grants and Net
City, year (dollars per capita) lTotal Taxes services Other Total shared taxes borrowing

La Paz, Bolivia, 1983-85 -3.7 -30.4 -5.1 6.0 31.4 -69.6 -26.2 -43.2
Rio de Janeiro, Brazil, 1980-84 - 29.6 -71.5 -58.3 -6.5 -6.7 - 28.5 - 11 - 27.4
Sao Paulo, Brazil, 1980-84 -30.9 -105.1 76.2 -8.8 20.1 5.0 -3.2 8.2
Bogota, Colombia, 1963-72 10.4 48.4 13.4 35.9 -1.1 51.8 7.7 44.1
Cali, Colombia, 1969-72 31.0 68.4 15.8 51.0 1.6 31.6 3.9 27.7
Cartagena, Colombia, 1969-72 2.4 34.5 13.1 25.6 -3.2 65.5 15.6 49.9
Ahmadabad, India, 1965-71 -2.1 108.4 -38.4 -65.9 -4.1 8.4 4.3 12.7

-1t Ahmadabad, India, 1977-81 9.3 -25.1 42.8 -0.6 67.3 125.1 10.6 114.5
Bombay, India, 1963-71 0.4 89.0 48.6 32.8 7.6 11.0 0.4 10.6
Bombay, India, 1975-82 25.3 70.3 26.4 36.0 7.9 29.7 0.4 29.3
Jakarta, Indonesia, 1970-73 3.2 72.5 51.1 1.8 19.6 27.5 27.5 -
Jakarta, Indonesia, 1981-82 4.6 22.4 -7.0 21.6 7.8 77.7 42.9 34.8
Kingston,Jamaica, 1963-72 12.4 17.8 16.4 1.2 0.2 82.2 81.5 0.7
Seoul, Rep. of Korea, 1969-72 17.3 81.8 30.1 38.6 13.1 18.7 11.3 7.4
Seoul, Rep. of Korea, 1981-83 55.2 74.6 41.7 18.9 14.2 25.3 22.6 2.7
Mexico City, Mexico, 1980-84 12.0 -94.6 -32.4 -6.5 -55.8 194.6 -190.8 385.4
Karachi, Pakistan, 1980-81 2.9 73.0 55.9 1.9 15.2 27.0 6.9 20.1
Manila, Philippines, 1960-70 -4.8 -63.6 -51.9 -49.0 -6.8 --36.4 -36.6 -0.2
Manila, Philippines, 1980-85 -5.4 -78.7 -73.6 -3.9 -1.2 -21.3 24.5 3.22
Tunis, Tunisia 1966-73 -7.6 -195.0 -30.1 -17.7 147.2 95.0 102.9 --7.9
Tunis, Tunisia 1984-85 -8.5 -118.8 -64.7 -50.0 -4.1 18.8 -17.4 36.2

- Not available.
a. Numbers may exceed 100 because some sources may have increased while others decreased, asset positions may lIave changed, and debt retirements or additions may have occurred.
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In fact, a reasonably consistent picture emerges. During the 1970s,
for those cities where per capita expenditure increased, locally raised
resources were the largest contributors; whereas in those cities where
per capita expenditure declined, locally raised resources were the prin-
cipal culprit associated with this decline. To the degree that one may
generalize from such a small sample, it would appear that changes in
locally raised resources determine the ability of an urban government
to expand its services. Where locally raised revenues fare badly, urban
government expenditure suffers; where they do well, urban expenditure
thrives. Central government transfers and borrowing play only minor
roles either way. The picture is only a little different in the 1980s. Where
local expenditure budgets expanded, there generally was a strong local
revenue performance, but external financing played a greater role than
in the 1970s. Where local revenues did not grow adequately, local ex-
penditure declined or grew slowly, but external financing provided more
of a safety net than in the 1970s.

Revenue Authority

In evaluating the capacity of local governments in developing countries
to respond to rapidly increasing urban service needs, the degree of local
control over revenue sources is of primary importance. Can they adjust
tax rates, impose new taxes, borrow to finance capital projects, adjust
user-charge schedules, and so forth? An overview of local government
revenue authority for selected cities is provided in table 2-13.

The most important of the local taxes, the property tax, is generally
not freely controlled by local government. For the cities under consid-
eration here, the setting of property tax rates is almost always constrained
by higher-level government, usually by setting a tax rate ceiling to apply
to all local authorities. Where property value assessment is a local re-
sponsibility it may be freely handled by local authorities (India) or it may
be centrally controlled (Korea and Philippines) with national and local
agencies cooperating to determine taxable property values. General sales
and income taxes are less frequently at the disposal of urban govern-
ments, and even then rate setting is usually done by national authorities.
There are exceptions. Some specific sales taxes and business taxes are
often unhampered by central control, which helps explain their impor-
tance in cities where they are levied (especially the octroi in India and
Pakistan and the industry and commerce taxes in Latin America and parts
of Africa). Motor vehicle taxes, although quite frequently at the disposal
of urban government, are usually restricted in use by higher-level gov-
ernment, with Jakarta being a notable exception. The importance of
motor vehicle tax revenues in Jakarta points to the significant potential
of this tax in the large cities of developing countries (see also chapter
7). Entertainment taxes are often not subject to restrictions by central
government but in any case have rarely shown great potential for con-



Table 2-13. Revenue Authority of Urban Governments by Revenue Source in Selected Cities
Rep. of Korea

Daega, Kitwe,

Coltmbia India Daejeon, Losaka,

Jakarta. Kiogsoon, Nairobi, Gsasgia, Manila, Ndola,

Bogota, Cali, Cartagena, Ahmadabad, Boms/ay, Iodonesia, Jaioaira, Kenya, Seoul, Jeonju, Philippines, Zambia,

Re-enae source 1972 1975 1972 1981 1981 1982 1973 1981 1983 1983 1980 1974

Taxes
Property n,s

Assessment F _ _ F F - - F R R F R

Tax rate R R R R R _ _ R R R R R

General sales ta. - - - _

Specifi alestar - _ _ F F - - - F -

Incometar - - - - - -W R. F _ R

Busiuess taxes F F F - _ F R R R

jz,
5

Vehicle saxes R R R F R F - R R

Entertainment tases R R R F R F - -- R R

Minor taxes and fees F F F F F F R F F PI R R

Betterment leries F F F F F F F _ F F F

Us,er bharges
Water and sewerage R R R F F F - R R R R R

Electricity R R - F - - R _ _ R

Telephootes R R R

Housing F F - - F F - R F R F P

Pubic traasport R _ _ _ F F R- 

Shared taes N N N N - N _ N N N

Grants N N N N N N N N N N N N

Borrowing
Private capital R R R R R R R R R R R R

Public capital R F R F R R R R R R F R

Not available.
Note: F = Freely administered at the local leveL. R = Regulated by higher-level governments. N = No local control.

a. Introduced in 1973.
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tribution to local revenues. Other minor taxes and fees, somewhat iron-
ically, are the sources of local government revenue which are least subject
to higher-level government controls and restrictions. In some cities this
has led imaginative local officials to design such a wide variety of these
minor sources that they add up to a noticeable proportion of total city
revenues. But they do not provide a basis for healthy and reliable local
revenue collections, and local governments which rely heavily on them
usually have serious problems with their revenue structures.

With the exception of the Colombian and Korean cities, betterment
levies and related revenue sources rarely account for an important share
of revenue." 8 The problem in this case is not central government re-
strictions. In fact, virtually all the cities shown in table 2-13 are entitled
to use this form of expenditure financing. The problem is partly the
reluctance of local authorities to apply these levies and partly their lack
of knowledge about implementation.

User charges, like taxes, are often controlled by central authorities.
In Colombia, this has taken the form of nationwide guidelines from the
National Utilities Tariff Board, which also reviewed and approved all
applications for changes in user charges. The board has in the past dis-
couraged cross-subsidization between service users, but in general it has
been a force supporting the recovery of average long-run costs of public
utility services through user charges (Linn 1980a). In other countries and
cities, the central control on local user charges has had negative impacts
on local revenue-raising efforts. Some Korean cities, for instance, have
been unable to raise user fees to levels thought appropriate by local
authorities because of intervention by higher-level government. The only
sizable self-financing service for which local government has generally
been free to set its user charges is the provision of public housing. To
the extent that the national government is involved in the planning and
design of local housing projects, however, it may also exert influence
over the cost-recovery policies in this sector. In any case, in virtually all
cities where large housing programs are managed by local government,
severe financial problems have arisen (the Zambian cities are a good case
in point).

It is not surprising that external revenue sources are even less ame-
nable to local control than are locally raised revenues. Local governments
rarely have a say in the determination of shared taxes and grants.

Local borrowing is almost always controlled by higher-level authorities
in developing countries, but there are variations in the extent of this
control. The Colombian Planning Ministry has reviewed and approved
all applications for borrowing which exceed a low ceiling, below which
local authorities may freely borrow from commercial banks mainly for
purposes of cash-flow management (Bird 1980; Linn 1980a). In Kenya
and the Philippines, local public agencies have had to receive prior au-
thorization for all borrowing activities (Hubbell 1983). In many coun-
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tries, local authorities may borrow only from higher-level governments.
These universal restrictions on borrowing by local governments are no
surprise in countries where capital markets are poorly developed and
where the national government has to be concerned about the nationwide
allocation of public and private savings. Industrial countries do not face
such constraints on their capital resources and thus tend to control local
borrowing to a lesser degree. It should be noted, however, that the almost
unlimited freedom of local authorities in the United States to borrow in
private capital markets is exceptional compared with the situations in
other industrial countries (Prud'homme 1987). The combination of
poorly developed capital markets, savings constraints, and higher-level
government restrictions and controls over local government borrowing
explains why this source of financing urban services is the least important
of all sources of local government revenue, and much less important in
developing than in industrial nations.1 9

These constraints on borrowing are particularly troublesome where
lumpy investment projects need to be financed by local authorities, es-
pecially in the area of public utilities, but also for slum improvement,
public housing and sites-and-services projects, school building projects,
and the like. Where borrowing is made impossible for these purposes,
the investments have to be financed by higher-level grants, carried out
directly by higher-level government agencies, or more frequently yet,
they will not be made at all.

A comparison of revenue authority with revenue performance suggests
that urban governments differ not only in the degree of freedom they
possess to raise revenues from various sources but also very much in the
ways they use their authority. Ahmadabad, Bombay, and Jakarta have
relative freedom to raise revenues but have not used it to the extent one
might expect. Jakarta has relied most heavily on its motor vehicle tax,
although it has not drawn on betterment levies or user charges to any
significant degree. Ahmadabad and Bombay have relied heavily on the
octroi, and Bombay has drawn on user charges from electricity services
to finance its mass transit system. Colombian cities, in contrast, are more
restricted in their use of local taxes and consequently have expanded
their use of local taxation very slowly. These cities have used their fiscal
autonomy to develop systems of benefit charges, which have led to sig-
nificant recovery of the costs of providing these services. The govern-
ment of Seoul, despite the fact that its authority over virtually all revenue
sources is limited, has expanded expenditure rapidly with a balanced use
of local taxes, betterment levies, and user charges (see table 2-10). The
lesson in this comparison of revenue authority and its use is that even
cities with comparable degrees of freedom over comparable revenue
sources have used them to very different degrees. Furthermore, central
government control per se is no guarantee of a more or less successful
use of particular revenue sources.
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Conclusions: Local Fiscal Performance

Do local governments have enough fiscal importance to warrant study?
The evidence would seem to indicate that they do. Subnational govern-
ments in developing countries account for an average of 15 percent of
total government spending, and an average of about one-third of all urban
area spending is financed through local government budgets. Perhaps
most important, the expenditure responsibilities of local governments
often include major development functions, notably public works, mass
transit, and primary education. Together, these findings suggest that local
governments have an important impact on the economic development
of metropolitan cities.

The trend and pattern of growth in consolidated local government
expenditure (general purpose local governments and autonomous agen-
cies) are perhaps surprising: real per capita expenditure increased during
the late 1960s and first half of the 1970s. The ability of some local
governments to raise per capita expenditure during this period-despite
rapid increases in population, limited resource bases, inflation, and con-
straints placed upon them by higher government authorities-was a re-
markable achievement.

The situation changed somewhat in the 1980s. Local revenues were
not buoyant enough to cover expenditure needs, and there was a no-
ticeable shift toward central financing of urban services and a slower
growth in real per capita local government expenditure. Even so, there
is enough evidence here to suggest that urban governments have a sig-
nificant fiscal potential and that they may make an important contribution
to national resource mobilization.

Local public enterprises also are important in providing services in the
cities of developing countries. When such an autonomous agency pro-
vides a city's public utilities, the central government tends to finance
fewer capital projects. And if capital facilities are not financed by an
agency, central financing plays a much more important role. The auton-
omous agency thus appears to have a comparative advantage over general
local government in capital project financing, implementation, and man-
agement. This advantage may stem from the enterprise's autonomy in
management, potential for relying on user-charge financing, and general
freedom from the local political process. A major factor determining the
importance of the local government sector, then, may be the ability of
local governments to create autonomous enterprise activities.

About 70 percent of revenues of metropolitan governments, on av-
erage, is raised from local sources, of which the property tax is by far
the most important. It will come as a surprise to many that a relatively
low average share of financing comes from central government grants
and loans, though there is a wide variation in this dependence among
the cities studied here.
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An examination of changes in local government finances during the
late 1960s, the 1970s, and part of the 1980s gives a reasonably consistent
picture. In cities where per capita expenditure increased, locally raised
resources were the largest contributors, whereas in cities where per cap-
ita expenditure declined, a slowdown in locally raised resources was ev-
ident. In the 1980s, when real growth in expenditure slowed, growth in
locally raised revenues also slowed, and reliance on external financing
increased. On the basis of a small sample, changes in locally raised re-
sources appear to have determined the ability of urban governments to
increase the services they provide. A fall in locally raised revenues hurts
urban government expenditure, and a rise helps it thrive. Central gov-
ernment transfers and borrowing are less important either way-at least
for this small sample and for this time period.2 0

Local governments that want to achieve revenue autonomy face severe
constraints in choosing their fiscal patterns. Even when they have had
substantial freedom of action, however, their existing revenue authority
has not always been fully utilized. The revenue instruments which seem
most underutilized are property taxation, motor vehicle taxation, bet-
terment levies, and user charges. Thus the degree to which a city's gov-
ernment is able to meet its rapidly rising expenditure requirements de-
pends only in part on its revenue capacity, as determined mainly by the
economic base of the city and by the restraints imposed by higher-level
governments. It also depends on the revenue effort, that is, the extent
to which the local government is using its revenue capacity.



3 The Urban Fiscal Problem
in Developing Countries: Issues
and Approaches

ANYONE WHO HAS visited a large city in a developing country will
have been impressed with the obvious need to improve and expand urban
public services. Anyone who has visited a large city in an industrial coun-
try will likely have had the same reaction.' But the problem is qualita-
tively different. In the cities of developing countries, the basic services-
potable water supply, sewerage, solid waste collection, electricity, tele-
phones, fire protection, health and education facilities-are all in des-
perately short supply for a majority of the population. Prohibitively large
expenditures would be required to eliminate the unmet demand for these
services in virtually any developing country.2 The other main difference
from the industrial countries is that resources, particularly for financing
capital facilities, are in much shorter supply.

This state of affairs raises two important issues for those concerned
with reshaping the fiscal programs of urban governments. First, what are
the sources of fiscal pressures on urban governments in the developing
world, and how are these pressures (and perhaps fiscal dividends) likely
to play out over the next two decades? Second, what are the appropriate
policies for responding to the fiscal challenges of urbanization? We begin
this chapter by examining these two questions. Next, we consider a theo-
retical framework for explaining the budget problems of local govern-
ments, and we then turn to the evidence on the determinants of urban
government revenue and expenditure growth in developing countries.
We conclude with a discussion of the scope for urban fiscal reform and
the political constraints likely to limit it.

Is There an Optimal Size for an
Urban Government's Budget?

It seems clear that local governments in developing countries do not
provide adequate levels of service. Does it follow that they underproduce
public goods and allow too much private consumption? Discussions about
the fiscal problems of local governments in developing countries almost
never address the normative question of whether the government's share
in economic activity is optimal. The fact of the matter, however, is that
urban governments in developing and industrial countries alike have
been criticized for allocating resources inefficiently. In some industrial
countries it is often claimed that the urban authorities are too heavily
involved in the lives of their citizens (overprovision), while in the de-
veloping countries urban governments are challenged for not providing

49
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enough support (underprovision). The following exposition is meant to
put these concerns into some perspective by focusing attention on how
fiscal policy can intervene to correct the economic inefficiencies of urban
finance systems.

Consider first an ideal urban economy in which the consumption and
production of one private good and one government good (or service)
is efficient. In diagrammatic terms, the urban economy is located on point
A on the production possibility frontier (transformation curve) P in figure
3-1, where the community indifference curve I is tangent to P.3

But now assume that instead of efficiently representing community
preferences, decisionmakers select consumption points B or C. In the
former case, too few publicly produced (government) goods are pro-
vided; in the latter, too many. The inefficiency of this allocation of re-
sources is shown by the fact that the new consumption and production
points (B and C) lie on a lower community indifference curve (II). Since
B and C are still on the production possibility frontier P, the production
of private and public goods remains efficient. The misallocation of re-
sources enters on the consumption side through the mistaken choice of
consumption along P. In order to get to the optimal consumption point
A, an increase in publicly produced goods and a reduction in privately
produced goods would have to take place if the consumption point is B,

Figure 3-1. The OptimalProv*ion of Government
and Private Goods
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goods
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and the converse would have to take place if the consumption point is
C. The concern over excess provision of publicly produced goods and
services may represent a judgment that the city is at a point like C and
that a reduction in the relative size of the public sector is desirable. The
constraints to making such an adjustment in industrial countries are
largely political, although the tax limitation movement in the United
States in the late 1970s showed that such adjustments were in fact quite
possible (Ladd and Wilson 1982; Courant, Gramlich, and Rubinfeld
1980).

In developing countries, one frequently hears the argument that urban
public services are underprovided. This might be interpreted as implying
that the urban economy is situated at a point such as B, and that it is
desirable to shift from privately to publicly produced goods and services
by moving along P from B to A. The constraint to such a movement may
be administrative in that the city cannot collect the additional taxes
needed or does not have the technical capacity to deliver additional ser-
vices; it may be legal in that the city has very little taxing or borrowing
power to use; or it may be that the central government is providing too
little in grant funds or loan resources.

A different interpretation is also appropriate. If the public sector is
inefficient in its production of goods and services, it is possible to draw
a production possibility frontier P', which lies to the left of and below
P. The efficient consumption point on P' is D, where community in-
difference curve III is tangent to P'. In this case, the problem is not an
underprovision of publicly produced services caused by a mistaken con-
sumption decision or a binding revenue constraint; rather, the problem
lies in the inefficient production of public services. Its solution must
therefore be found in eliminating the inefficiencies in public production.
This would permit the urban economy to move from D to A by shifting
the production possibility frontier from P' to P. As a result, a larger
amount of publicly produced goods and services would be provided but
private production would not be sacrificed. Better management and
training, use of appropriate low-cost technologies, contracting with the
private sector, more effective coordination of public agencies, and cap-
ital-labor substitution are among the methods that can be used to improve
the efficiency of public production.

There are, of course, combinations of these problems. Cities in de-
veloping countries may not be at the efficient consumption point D on
P', but they may be at a point such as D', where publicly produced goods
are underprovided along the inefficient production possibility frontier.
A reform of the urban public finance system should therefore aim si-
multaneously to eliminate the inefficiencies in public production, correct
the present consumption bias in favor of privately produced commod-
ities, and remove the bottlenecks to mobilizing more local resources.

What this analysis suggests is that in theory there is an optimum level
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of government production and service provision and that it varies from
place to place. Because we cannot measure the production possibility or
indifference curves, we can never know where this optimum lies, but
we can say what reforms might carry us closer to it.

The Fiscal Gap and the Budget Deficit

Whether local governments underproduce or overproduce, they face
a financing problem. The more normative definition of the problem is
the existence of a "fiscal gap," that is, a gap between perceived service
needs and financial resources. It is important for the analyst to distinguish
this gap from the budget deficit and to understand how each is pressured
by urbanization. We can best understand the nature of this gap by un-
derstanding its components and determinants. A useful starting point
may be to cast the problem in terms of a set of identities defining the
expenditure requirements and revenue constraints of urban authorities.

Expenditure needs or requirements for the ith public service in a par-
ticular city may be defined as:

(3-1) E = (si) (Q) P =eP

where

Ei = required expenditure for service i
Qi = required quantity of service i
P = population

e^i = -=unit cost of required service
i

qi= p = required quantity of service i per inhabitant.

The actual level of expenditures (Ei) for public service i may be defined
as

Ei Qi
(3-2) Ei - p * P = eiqiP

Qi P

where Q = the quantity of service i actually provided. Local government
revenues may be defined as

(3-3) R = T + C + G

where T = taxes, C = user charges and other current revenues, and
G = externally raised revenues. The "fiscal gap" (15) in a city may then
be defined as

(3-4) D = E - R = E( ) - R.
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By contrast, the actual budgetary deficit (D) is

(3-5) D = E, i-R = R (e,q,P) -R.
i i

This formulation clarifies the distinction between the fiscal gap, which
reflects the shortage of revenue available to provide required services,
and the budget deficit, which reflects the actual shortfall of recurrent
revenues. While budget deficits do not always occur, fiscal gaps are com-
monplace.

Why Do Urban Government Budgets Grow?

One suspects that urban governments in developing countries produce
too little, tax too little, and that virtually all face a fiscal gap. Even so,
urban government budgets have been growing-above the rate of in-
flation and population growth in some cases-and the prospects are for
continued pressure to increase expenditures. Since these expenditures
must be financed by central and local revenues (or by a larger public
deficit), it is important to understand what causes urban government
expenditures to grow.

Can theory tell us how population growth and urbanization will affect
local government budgets? Economists have long been interested in this
question, but they have focused on industrial countries, that is, countries
with representative local governments, substantial fiscal autonomy, and
the technical expertise to deliver services and collect taxes efficiently at
the local level. This research has given a number of theoretical expla-
nations about why government expenditures grow, why budget deficits
occur, and why budgets depart from optimal patterns; these are reviewed
below. The issue we raise is whether an understanding of urban fiscal
problems in developing countries can be based on these theories.

Empirical Theories of Expenditure Growth

A first answer to the question of why local government budgets are
growing so rapidly is that the general size of government in developing
countries is growing and local governments are simply sharing in this
growth. Economists have offered many theses about the relation between
economic development and the growth in government expenditures. 4

Wagner's early and much discussed "law" held that a growing government
share of output was inevitable (Wagner 1890). Though Wagner's rea-
soning for the growing share of state activity was not clearly stated, his
thesis of a rising government share of expenditure during development
has held up-whether examined for industrial or for developing coun-
tries (Hinrichs 1966). Most analysts have taken this observed regularity
as a starting point and have attempted to construct positive theories of
the growth of public expenditure.
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Perhaps the most notable theory of long-term expenditure growth is
the Peacock-Wiseman displacement thesis, which argued that govern-
ment expenditures undergo a shift in response to some major crisis or
disruption. 5 The displacement thesis as an explanation of the upward
shift in government's share has been tested statistically with some success
for a number of industrial countries (for example, see Gupta 1967),
although it has been challenged on both empirical and conceptual
grounds (Bird 1972). This would also seem a plausible explanation for
the growth of expenditure in developing countries, given the suscepti-
bility of many developing-country economies to "external" events such
as commodity price swings, natural disasters, worldwide recession, and
so forth. For a small sample of developing countries, Goffman and Mahar
(1971) found evidence of an upward displacement effect, but Bahl, Kim,
and Park (1986) estimated a downward displacement for Korean gov-
ernment expenditures between 1961 and 1964, which was caused by
changes in government fiscal policy, devaluation, hyperinflation, and in-
ternal revolution. Whether upward or downward, the displacement effect
puts pressure on local authorities to increase their financing efforts: in
the former case, because local authorities may be among the first to feel
citizen demands for more public goods and services; in the latter case,
because a reduction in spending by the central government is likely to
require increases in local public expenditures to offset it at least partially.
There has been no testing (that we know of) of the local government
dimension of the displacement effect.

A Median Voter, Demand Theory

Another important theory treats the public as a rational consumer of
government and private services. This industrial-country model of ex-
penditure determination holds that the fiscal choices of politicians are
influenced by the preferences of the median voter. This leads to the
development of demand models which link expenditure growth to
changes in relative prices of public and private goods, income, and tastes.6

The model is roughly described in figure 3-2, in which the indifference
curves describe the median voter's preference for government and pri-
vate goods. If the budget constraint were at AA', the consumer-voter
would maximize his welfare by choosing OGo government goods, OXo
private goods, and a tax rate of (XoA)/(OA). If the relative price of public
goods fell-for example, because of a matching grant-the budget line
would pivot to AA" and the consumer would move to a new equilibrium
at X1 G1 and a higher tax rate. Likewise, an increase in income in the
urban area would shift the budget line to a higher level and cause an
adjustment in the tax rate, and a change in preferences for public versus
private goods would also call forth a response. Using this model, public
expenditure demand functions have been estimated, usually on a cross-
section basis. The results of the more careful among these studies have
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Figure 3-2. A Median Voter Modelfor Determining the Size
of the Public Sector
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been consistent with theory: price-elasticities were negative, income-
elasticities were positive, and "taste" variables usually exerted the hy-
pothesized effects (Inman 1971).

The developing-country situation differs because voters have less
chance to express their preferences (local councils are as often appointed
as elected) and the chief administrators of the city can be employees of
the central government who have substantial autonomy. In addition, the
fiscal autonomy of local government is quite restricted; for example, it
is common for the central government to place tight controls on the
changes in tax rates and borrowing practices of the local government and
to impose constraining mandates on service levels. It would seem far-
fetched to use the traditional median voter model in a developing-coun-
try context. But to say that local fiscal choices in developing countries
are constrained is not to say that they do not exist. Indeed, many local
councils and mayors are elected, the composition of appointed local
councils may reflect local political considerations, and appointed city
managers surely do take local preferences into account. Even in centrally
planned and politically controlled developing countries, higher bus fares
or water rates may cause riots, slum conditions will breed social unrest,
tax rate increases may be effectively resisted, unions may press vigorously
for higher wages, and more public services may be demanded.
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Returning to figure 3-2, we might believe that some preference func-
tion does exist in developing-country cities and that there would be some
budgetary response to a change in relative prices (or income or pref-
erences) as in this example. The response, however, may be more con-
strained in the developing-country context. For example, in the case in
which the budget constraint pivots from AA' to AA", a central govern-
ment mandate or a bottleneck in administering taxes may limit the growth
in government services to GoG*.7

This thinking leads us to hold to a more constrained version of the
median voter model. Statistical analyses do give results that support this
explanation of expenditure growth. Though there has been a less thor-
ough specification and estimation of such demand models for developing
countries, the empirical work available suggests that total public expen-
ditures grow in response to general economic development, population
growth, and urbanization (Martin and Lewis 1956; Musgrave 1969; Lotz
1970; Goffman and Mahar 1971; Bahl, Kim, and Park 1986). The extent
to which local (as opposed to central) governments are pressured by these
factors has not been clearly substantiated, but the importance of urban-
ization as a determinant of higher total government spending suggests a
substantial impact.

In the next sections we turn to the a priori and empirical evidence
that urban government expenditures in developing countries are driven
by increases in the demand for public services.

EXPENDITURE NEEDS. An important consequence of the urbanization
process may be to change the "needs" for public services, such that de-
cisionmakers may have to interfere with or override individual (median
voter) preferences in providing certain goods and services. The contin-
uing increase in the number of the urban poor calls for increased social
and economic services and perhaps for a different package of public
services, for example, serviced sites rather than permanent housing, small
health clinics rather than hospital additions, and more public water taps
rather than water main extensions.

The growth in the need for public services is most often associated
with growth in population. Some would argue that expenditures are re-
quired to grow at least in proportion to population in order to maintain
a constant level of service. For examples of the argument, theorems on
congestion-imposed expenditures are well known: water system expan-
sions may involve increasing marginal costs because of a greater depth
required for tubewells or a greater distance to a catchment area. In fact,
urban population growth rates in developing countries (see table 3-1)
tend to lie well above national population growth rates. Though the
projections of urban growth have been revised down somewhat since
1980, the conclusion about the much higher rate of urban versus rural
population growth holds. This rapid increase in urban population (P)
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Table 3-1. Urbanization in Selected Developing Countries, 1960 and 1980

Urban population as Percentage of urban
percentage of total population population in largest city

Country 1960 1980 1960 1980

Louw-incomea
Zaire 26 38 14 28
Tanzania 5 29 34 50
Zambia 23 53 - 35
India 19 27 7 6
Kenya 9 22 40 57
Sudan 13 21 30 31
Pakistan 4 31 20 21
Nigeria 17 33 13 17
Ghana 26 32 25 35
Sri Lanka 20 21 28 16
Indonesia 16 27 20 23

Total 17 30 11 13

Middle-incomeb
Philippines 32 41 27 30
Egypt 41 48 38 39
Cote d'lvoire 23 44 27 34
Thailand 13 21 65 69
Jamaica 38 51 77 66
Tunisia 40 54 40 30
Colombia 54 69 17 26
Chile 72 85 38 44
Peru 52 69 38 39
Malaysia 26 40 19 27
Mexico 55 71 28 32
Brazil 50 75 14 15
Argentina 76 85 46 45
Algeria 38 44 27 12
Korea, Rep. of 32 69 35 41
Venezuela 70 83 26 26
Iran, I.R. 37 53 26 28

Total 42 57 28 29

- Not available.
Note: Countries are given in ascending order of per capita GNP from top to bottom.
a. Weighted average for all low-income countries given in World Bank (1981:.
b. Weighted average for all middle-income countries given in World Bank (1981 .
Source. World Bank (1981).

results directly in larger requirements for urban government expendi-
tures (equation 3-1).

INCOME EFFECTS. The positive and strong relation between urbanization
and per capita income in developing countries has been well established
in two respects: the more urbanized developing countries tend to have
higher per capita incomes (Beier and others 1976; Smith 1974; Renaud
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1981), and per capita income in the largest cities tends to be the highest
in the country (Linn 1983: chap. 4). There is less objective evidence on
the relation between the increase in urban population and the increase
in per capita income in urban areas.

Rising per capita income tends to increase the per capita demand for
services (q), with the magnitude of the increase being dependent on the
income-elasticity of demand for services which are locally provided. Pos-
itive income-elasticities for urban services have been observed for water
supply, electricity, telephone services, and for solid waste disposal ser-
vices (Linn 1983). These higher levels of consumption may largely be
due to more ownership of water- and electricity-using appliances (wash-
ing machines, radios, television sets, and the like), while the greater need
for solid waste.disposal may be associated with generally higher con-
sumption levels and reduced recycling in the home.

There is also strong evidence that the demand for motor vehicles is
highly income-elastic. It follows that the demand for urban highway in-
frastructure is positively related to per capita income.8 The demand for
schooling is strongly correlated with household income, since the lower
the incomes the more likely it is that children are forced to drop out of
school in order to seek employment (Beier and others 1976), and the
less likely that households are able to bear out-of-pocket education ex-
penditures (Meerman 1979). Similarly, the demand for health care is
likely to increase with income, better education, and the growing fa-
miliarity with modern techniques of health care.

Increases in per capita income also cause a demand for a higher quality
of urban services. This demand may take the form of desires for indi-
vidual rather than communal water supply and sanitary facilities;9 for a
reduced risk of electricity outage (Munasinghe 1980); for more rapid
communication and transportation; and for better health care, education,
and fire and police protection.10

EXPECTATIONS AND DEMONSTRATION EFFECTS. Another important set of
factors which may shift the demand for urban services upward over time
are changing tastes and expectations regarding appropriate levels and
quality of service. A changing preference for public goods affects the
rate at which consumers are willing to substitute private for public goods
and also signals a willingness to pay a higher price for public goods.
During the development process, preferences may change to reflect the
demand for better education services by families whose income has risen
above subsistence levels, new societal values such as substitution of wel-
fare and housing services for the extended family structure, the demand
for more redistributive actions to offset potential unrest,1 i and the will-
ingness to pay more taxes in order to have government offset negative
externalities resulting from the growing underprovision of urban public
services. In urban areas of developing countries, changes have been es-
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pecially observed in the preferences for water- and electricity-using ap-
pliances, motor vehicles, and educational achievement, and therefore for
the derived demand for related urban services, that is, public utilities,
road construction, and education.

The demand for public services, or the translation of this demand by
those who set service standards, may be heavily influenced by a "dem-
onstration effect" from more industrial countries. As a result, govern-
ments in some developing countries have raised standards rapidly in
attempting to attain the levels of quality and technology found in in-
dustrial countries. Examples are the often unchecked growth of private
automobile ownership; high standards for the use and quality of water
supply; water-borne sewerage technologies as replacement for traditional
disposal techniques such as nightsoil collection; and incinerator or com-
posting plants for solid waste disposal, replacing conventional recycling
techniques. Higher standards can significantly increase expenditures.
From World Bank project data it has been calculated that the following
cost increases were incurred when providing urban services at higher
than minimum levels of quality and quantity in residential areas: for water
supply, the cost increases ranged between 53 and 81 percent; for sewage
disposal, between 22 and 31 percent; and for circulation and drain-
age, between 271 and 321 percent. For electricity, a relatively negligible
increase of only 5 percent was found (Linn 1983: chap. 5).

MIGRATION AND POVERTY. Local government expenditures also grow
because of the migration of people from rural areas to cities. Very often
these migrants settle on mountainsides, swamps, floodplains, and so forth
where land is cheap and difficult to service. As these settlements become
more and more established, servicing them becomes a political and hu-
manitarian necessity for urban governments, and substantial expendi-
tures are required.

Cost and Productivity Factors

Local government expenditures may also rise because the cost of pro-
viding any given quantity of public services rises, that is, because of an
increase in ei in equation 3-2. The question at hand is the extent to which
these unit costs are pushed up by population growth and urbanization.1 2

Many of the factors pushing up unit costs-such as general inflation
and energy price increases-affect all public activities in developing
countries, and in that sense are not problems faced exclusively in the
larger cities. Yet it is frequently observed that input prices tend to in-
crease with city population size, though accurately measured differentials
in the general price levels between larger cities and the rural areas are
rare. Thomas (1978) found that the average cost of living in Lima ex-
ceeded that in rural Peru by a substantial margin. This may largely be
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explained by the fact that input prices are differentially higher in Lima
than in the rest of the country.

INFLATION. Probably the major factor responsible for unit cost increases
is inflation. To the extent that developing countries are generally plagued
with higher levels of price inflation than industrial countries, costs of
local government will increase more rapidly than in industrial coun-
tries.13 Moreover, as explained below, factors at work in developing
countries may cause urban public service input costs to rise more rapidly
than the general inflation rate and hence raise the relative cost of the
public budget.

Another impact of inflation on public budgets is not often recognized.
If government expenditures are more automatically responsive to infla-
tion than are government revenues, the greater the rate of inflation the
lower the purchasing power of local government revenue receipts. In-
flation may drive up expenditures, but each dollar of revenue is likely
to buy less.

Inflation will drive up spending because the cost of materials and sup-
plies will rise, and either there will be pressure to increase the salaries
of government employees or "dearness allowances" may automatically
be awarded. Revenues, however, are not so automatically responsive:
property tax increases (if not indexed) require valuation, local sales taxes
are not broadly based, and many local government taxes are imposed on
a specific rather than an ad valorem basis.

This situation will push local governments to take discretionary action
to restore their lost purchasing power. Inflation may even be a positive
force for good government if these actions include improved tax ad-
ministration, higher tax rates that make better use of existing tax bases,
increases in user charges to efficient levels, and the introduction of more
cost-effective methods of delivering public services. Unfortunately, local
governments may also try to close the budget gap by simply cutting
essential services, and central governments may exacerbate the problem
by refusing to allow tax rate or user charge increments or, paradoxically,
by giving additional subsidies which remove some of the pressure for
local government fiscal reform.

CAPITAL COSTS. The provision of public utility services frequently re-
quires investment outlays on a large scale. Urban governments therefore
have to rely on foreign credits from international agencies, from the
international capital market, or from suppliers. The supply curve for
funds is well known to slope upward, and large cities in developing coun-
tries are likely to run into increasing costs of capital unless the central
government is the primary borrower and passes on the loan funds at
subsidized rates to urban governments. The extent and terms of bor-
rowing by urban governments are almost always controlled by the central
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government, and thus the cost of capital as it is passed on to local au-
thorities is effectively a policy instrument of the central government.
The rising cost of capital, however, ultimately is reflected in the public
sector as a financial cost, whether at the national or at the local level.
Thus the construction of the large, capital-intensive infrastructure
projects required by urbanization may well involve higher than average
interest rates.

Land prices might be expected to rise rapidly in cities because of fast
urban population growth, increased population density, and the resulting
scarcity of serviced urban land. Rising land prices tend to have partic-
ularly strong impacts on the unit costs of services that are relatively land-
intensive: the transport sector, parks and recreation, public housing,
schools, and solid waste disposal.

Whether the relative price of land increases, however, is an open ques-
tion. The land rent share of GNP has remained approximately constant
in the United States over the long run (Mills 1972). Ingram (1982),
working with Korean and Colombian data, found only weak support for
the hypothesis that urban land rents grow in proportion to output and
no support for the hypothesis that land rents grow faster in large cities
than in small cities. These findings suggest that the relative pressures of
land costs as a determinant of public expenditure increase are less than
some have supposed them to be and that the natural buoyancy of the
urban property tax base is no more than unity in the long run.

Labor Costs and Productivity

The growth of government expenditure has also been explained in
terms of the differential increase in labor productivity in the private and
public sectors. If productivity increases less rapidly in the public than in
the private sector because of the public sector's high labor-intensity and
service orientation, and if there is a "wage rollout" from the public to
the private sector so that the wages of public employees increase more
rapidly than their productivity, then a continuous increase in the gov-
ernment's share in national income will result (Baumol 1967). This
hypothesis is likely to have some validity in developing countries,
particularly for local governments whose service package is most
labor-intensive. The implication of this theory is that as urban econo-
mies become more productive, their public sectors will eat up an increas-
ing share of the income generated. This conclusion only holds, how-
ever, if the wage rates in the "less productive" public sector keep pace
with those in the private sector.

Consider a simple two-sector urban economy with private and gov-
ernment sectors and demand (D) and supply (S) curves for labor as shown
in figure 3-3. Suppose that in equilibrium the public and private wages
are equal at W,. If some increase in demand for the products produced
in the private sector shifts the demand for labor to DL, then the private
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sector wage rises to W, and there is need to employ QLOQLi additional
workers. If those workers are all drawn from the government sector, the
supply curve shifts back to SL and the wage rate in that sector rises to
W,. Since we believe that urbanization is associated with increases in
productivity and expansions in export markets, the situation described
in figure 3-3 is a reasonable explanation of increasing labor costs during
periods of urbanization.

This conclusion may be challenged. The extent to which the compet-
itive wage thesis holds for developing countries depends on the rate of
immigration, and all other things being equal a greater rate of immigra-
tion will dampen the wage rollout effect described in figure 3-3. The
local public sector, as part of the general services sector, is labor-intensive
and does not require as skilled a work force as does the industrial sector.
Newly arrived migrants swell the numbers of unskilled workers available
and hold down the wage rate in the services sector.

One might also argue that public wage rates in urban areas increase
more rapidly than the general price level or productivity because of
institutional factors. Labor unions for local civil servants are found in
some countries and can be extremely vocal in pressing for higher wages. 4

In other cases, local government salaries and wages are determined by
the central government. Since it frequently does not bear the brunt of
local government salary readjustments, the central government may be
quite willing to raise local civil service salaries more rapidly than the
general price level."5

TECHNOLOGICAL PROGRESS AND ECONOMIES OF SCALE. Technological
progress should reduce input requirements per unit of public output,
thereby reducing unit cost (ei). It is generally recognized, however, that
technological progress in most urban services is slow and that developing
countries may sometimes adopt modern technologies which are ineffi-
cient and excessively costly. Examples are composter facilities for solid
waste disposal, water-borne sewer systems and treatment plants, limited-
access rapid highways, subways, and premature computerization.

Technological economies of scale may also imply declining unit cost
during urbanization. A detailed study of engineering costs for certain
urban services in India appears to support this hypothesis (Stanford Re-
search Institute 1968). Similarly, a study of water supply costs for small
and intermediate-size cities in Colombia has shown declining unit costs,
which are probably largely attributable to technological economies of
scale (Insfopal 1975). These economies are likely to be limited to public
utilities, however, and it is not clear whether governments in rapidly
growing urban areas are always in a position to benefit from such econ-
omies. 16

Moreover, technological economies of scale may be offset by dis-
economies of agglomeration, particularly in larger, denser urban areas.
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These diseconomies result from problems of congestion, which tend to
increase with city size and density and which are especially problematic
in the transport sector. Diseconomies may also result from limits in the
carrying capacity of the natural environment (for example, air and water
pollution) and from the increasing scarcity of natural resources, especially
water and energy. Other examples are the increased need for disease
control and fire and police protection, which are associated with the large
scale and high density of urban living. In all cases, some inputs (space,
natural resources, and so forth) grow scarce with increased urbanization,
and as a result larger amounts of other inputs (labor, capital, and inter-
mediate inputs in particular) have to be applied to produce equal service
levels (clean water and air, good health, and a safe environment).

PUBLIC SERVICE EMPLOYMENT. The costs of urban services may increase
if local government is viewed as an employer of last resort. Unfortu-
nately, we have no good data to determine whether local governments
are generally overstaffed. Heller and Tait (1984: 8-10) estimate state
and local government employment in thirty-five developing countries to
average 0.4 percent of total population, as compared with 4.6 percent
in sixteen industrial countries belonging to the Organisation for Eco-
nomic Co-operation and Development. They also report that the average
wages of state and local government employees are generally lower than
those of central government employees. Even so, the local government
share of the total government wage bill can be quite significant: 23 per-
cent in the Philippines, 50 percent in Argentina, and 43 percent in Costa
Rica (Cochrane 1983: 23-26).

Although these data indicate the importance of state and local gov-
ernment employment in developing countries, they do not help us un-
derstand whether large urban governments do in fact act as employers
of last resort. Indeed, any comparable data on municipal employment
are not likely to cover the vast amount of part-time casual workers that
would be included in public employment programs. Indirect evidence,
however, suggests a relation between local government employment and
urbanization. Heller and Tait (1984: 15) find a significant positive re-
lation between state and local government employment and per capita
GNP; that is, the higher the income level of the country (and presumably
the more urbanization), the greater the employment by subnational gov-
ernments. A second bit of indirect evidence is the International Labour
Office (ILO) estimates that the proportion of "urban specific jobs ...
increases with the size of agglomerations, ranging from 9-11 percent for
those with 100,000 to 200,000 inhabitants to 10-15 percent for those
with 200,000 to 300,000 and 15-20 percent for those with more than
one million inhabitants" (Bairoch 1982). The ILO definition of urban-
specific jobs-those connected with urban transport, urban administra-
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tion, traffic police, upkeep of parks, libraries, museums, and general
urban services-includes many functions traditionally supplied by local
governments.

Are Expenditures Driven by Revenues?

Another explanation for the rising government share of income starts
with the assumption that the expenditure level is determined by the
availability of revenues (Heller 1954; Please 1970). This theory is con-
sistent with empirical observation, since studies of the relation between
the tax share of GNP and stage of development have shown a significant
positive association between level of taxation and per capita income (Bahl
1971, 1972; Chelliah 1971). Although these studies do not prove that
revenue availability determines expenditures, they do suggest that as
development proceeds, countries tend to tax a greater share of GNP, thus
permitting greater government spending. The question at hand is
whether these increasing revenue shares accrue partly to local govern-
ments, either in the form of increased local taxes or increased central
grants.

Conclusions: Urbanization and Expenditure Growth

Urbanization involves, or is associated with, many determinants of the
level of expenditures. Rapid population growth, increasing per capita
incomes, rising productivity and wage rates, greater ability to collect taxes
because of better "tax handles," and even displacements caused by war
or civil strife are all to some extent associated with the process of ur-
banization in developing countries. What is more, compared with rural
and village life, urban living requires more government intervention.
This is because the high population density of cities generates exter-
nalities which need to be addressed through public regulation and public
involvement in service provision, for example, urban transport and traffic
management, infrastructure services, sanitation, public health, and safety.
We may begin this study, therefore, with the reasonable expectation that
local government budgets will increase with urbanization. 17 The ques-
tions we continue to return to are whether and why the expenditure
response might exceed the revenue response.

Revenue Constraints and Opportunities

Although it seems clear that urbanization will pressure local govern-
ment budgets by driving up expenditures, it is less clear whether reve-
nues will be driven up by a commensurate amount. Following equation
3-2 above, total revenues available to finance the growing expenditure
requirements of cities may be separated into tax revenues (T), other
current revenues, including user charges (C), and external funding (G).
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Taxes

The level of total tax revenues of an urban government is determined
by a set of factors which may be summarized in the following definitional
identity:

(3-6) T = T, L, By Y p r, t b Y P

j L, B1 Y P

where T = total tax collections, Tj = revenue from tax j, Lj = legal
tax liability of tax j for given tax statutes, B, = base of tax j, Y = total
personal income, rj = collection rate, t1 = legal tax rate, bj = base-to-
income ratio, yp = per capita income, and P = population. Total rev-
enues of a local authority are therefore determined by (a) the size of the
economic base of the city, which in turn may conceptually be divided
into the per capita income level (yp) and the size of population (P); (b)
the relation (bj) between the economic base and the various tax bases
(for example, real estate, motor vehicles, sales); (c) the statutory tax rate
for each tax (tj); (d) the collection efficiency (rj) defined as the ratio of
actual tax collection to statutory tax liability; and (e) the mix of taxes
selected.

The economic base of a city is probably the most important influence
on the level and buoyancy of tax revenues for the city government; that
is, it defines the limits to the city's taxable capacity. The size and growth
of the economic base, however, is largely outside the influence of the
local authorities, in the sense that urban governments have only limited
control over the population or economic growth of their jurisdictions."8

Other factors in equation 3-6 which determine the level and growth
of taxes are more under the control of the local government. In the case
of the property tax, for example, the relation between the growth in
market value of real estate and the economic growth of the city (bj) is
determined largely by economic forces, although policy intervention may
play an important role through regulations such as rent control. Fur-
thermore, the extent to which property values are translated into assessed
values (bj) depends on the property assessment practice. The statutory
tax rates (tj) may be adjusted or held constant, depending on the legal
status of the local property tax, while collection efficiency (rj) is largely
a matter of local government practice.

In sum, the tax revenue effects of population and income growth can
be substantially enhanced or diminished depending on a number of im-
portant factors, only a few of which are under the control of local au-
thorities. Moreover, there is no reason to expect that the exogenous
influences of urbanization will call forth a balanced response in revenue
and expenditure policies. In fact, the pressures on expenditures are usu-
ally greater, and increased urbanization is all but synonymous with in-
creased fiscal gaps.
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User Charges

The revenues generated by user charges (C) may be represented as
follows:

(3-7) C = ( Qi P) = E (ciqiP)

where Ci = the user charges collected for urban service i, Qi = the
quantity of service i consumed, ci = the unit charge for service i, and
qi = the quantity of service i provided per capita. In contrast to urban
taxes, user charges for services show a direct link between the quantity
of services provided and the revenues generated to finance the provision
of these services. Of course, the extent to which user charges cover the
cost of service provision will depend on how the average price charged
(ci) compares with the average cost of service provision (es).

The evidence on the relation between city size and the cilei ratio is
mixed. On the one hand, autonomous public utility agencies in some
large cities seem able to charge rates high enough to cover increasing
marginal costs and sometimes to generate a surplus. The same result
seems to hold for special assessments on urban landowners, for example,
in the Republic of Korea (Doebele 1979) and Colombia (Doebele,
Grimes, and Linn 1979). The point is that urbanization creates a demand
for these services and a capacity to pay full costs. On the other hand,
some services (notably transportation and housing) do not generate
enough revenue from user charges to cover full costs. The problem here
is that urbanization also generates a great many social costs (for example,
congestion and pollution) and poverty problems that may require ci be
held at a level below ei.

External Funds

Grants and loans (G) are not under the control of local authorities.
Rather, they depend on the decisions of higher authorities on how to
distribute grants and loans to local governments. Will urbanization bring
greater grant assistance to local governments? The answer is that it de-
pends on how the revenue-sharing system operates. For example, if
grants are distributed on a straight per capita basis or on the basis of
local tax collections, as in a shared tax, urbanization may generate an
increased inflow of external resources. The sarne might be true if grants
are made on a cost reimbursement basis.

To help understand the issue, one can write the following functional
relationship:

G = G(P, Yp, Qi)
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where one would usually expect to find partial derivatives such that

aG
-- O
aP

aG, 0
ayp

WG 0
aQi

In other words, grants will tend to vary directly with city population size
and with the amount of services provided under a system of per capita
grants or cost reimbursement grants. External resource flows may in-
crease or decrease in response to increases in per capita income in the
city, depending on the structure of the grant system. A tax-sharing
scheme will channel more funds to cities as urbanization proceeds,
whereas formula-equalizing grants may have just the opposite effect.
These possibilities are discussed in chapter 13.

Reform and the Prospects for Urban Government Budgets

Of all the demand and cost factors discussed above, most act to increase
expenditures-actual and required-for urban services. The effects of
relative price increases, of technological progress, and of economies of
scale could conceivably reduce the expenditure for urban services. But
because none of these is likely to have strong cost-reducing effects, one
may conclude that public expenditure requirements increase with ur-
banization in absolute terms, and very probably also in per capita terms.

On the revenue side certain forces-in particular, the growth in pop-
ulation and per capita incomes-work to enlarge the revenue capacity
of urban governments. In most cities of the developing countries, how-
ever, revenue growth has been hampered by a combination of local gov-
ernments' insufficient taxing authority and lagging revenue efforts. As a
result, revenues often have not kept pace with expenditure needs, and
this has led to a severe public service shortage. There is little reason to
suspect that this situation will significantly change, unless policy adjust-
ments are made to bring revenue growth more in line with expenditure
requirements.

The problem of an urban fiscal gap can in principle be.addressed in
four different ways: (a) increased local revenue effort with unchanged
revenue authority; (b) increased local revenue authority; (c) increased
transfers from higher levels of government; or (d) reduced local ex-
penditure responsibility. By asking which combination of these four
courses should be chosen, one effectively raises the question of what is
an appropriate role for local government budgets in urban areas, or more
generally, what is the appropriate degree of fiscal decentralization in
developing countries.
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The Reassignment of Expenditure Responsibility

In developing countries, one common response of higher levels of
government to urban fiscal crises has been to assume responsibility for
certain urban services, such as public utilities, roads, education, and
health.' 9 Arguments for the relief of financial pressures, greater eco-
nomic efficiency, and more equitable distribution of services are often
cited as the justification for such reassignments. In some cases, the ra-
tionale is clear: services such as education are too important to nation-
building to be interrupted by local revenue shortages. In other cases, it
is difficult to measure the gains in efficiency and equity and not easy to
justify such reassignments. In any case, two important considerations
weigh heavily against this approach to resolving the urban fiscal problem.
First, when specific functions are transferred to a higher level of gov-
ernment, the local authority's potential for responding to urban problems
is reduced. This is a problem because many urban development activities
are interrelated and therefore require an integrated approach to planning
and implementation. Local authorities are often better equipped to pro-
vide such planning than are national ministries or special-purpose agen-
cies. Second, national governments often assume only the responsibility
for making capital investments and leave to the local authorities the tasks
of operating and maintaining the facilities. This "turnkey" approach has
significant disadvantages in that it tends to burden local authorities with
facilities that are often beyond their financial and technical capacity to
operate and maintain, and with facilities that may not reflect local pref-
erences. Indonesia is an example of this practice and the problems it
raises (Linn, Smith, and Wignjowijoto 1976).

Higher Locally Raised Revenues

Two of the reform options suggested above called for local government
to raise more taxes-either by increasing the rates on existing taxes or
by receiving central authority to expand their taxing and charging powers.
In either case, the reform begs the question of what is the "proper"
revenue structure for a city in a developing country. One answer to this
question is that it depends in part on the local expenditure functions.

For a given set of expenditure responsibilities, an appropriate revenue
mix may be chosen largely on the grounds of efficiency (Bahl and Linn
1983). For publicly provided goods and services from which the benefits
accrue to individuals within a jurisdiction and to which the exclusion
principle can be applied in pricing, user charges are most efficient. This
is the case particularly for public utilities such as water supply, sewerage,
power, and telephones, but also for public transit and housing. These
services may involve externalities, but most of them are likely to be local
and can therefore appropriately be handled either by cross-subsidies
among service users or by subsidies from other locally raised revenue
sources.
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Other local services, such as general local administration, traffic con-
trol, street lighting, and security are local public goods whose primary
benefits accrue to the local population but to which the exclusion prin-
ciple in pricing cannot be applied. These are most appropriately financed
by taxes whose burden is local so that the electorate is confronted with
the true opportunity cost involved (Musgrave and Musgrave 1984: chaps.
1 and 3). Services such as health and education, which have substantial
spillovers into neighboring jurisdictions, should receive transfers from
state or national government. Purely local financing would lead to un-
derprovision of these services from a regional or national perspective.
In the face of interjurisdictional inequalities of incomes, there is also
likely to be a need to equalize levels of service across jurisdictions
through intergovernmental transfers. Finally, borrowing is an appropriate
source of capital for those services which involve investment in long-
lasting infrastructure, which is the case particularly for public utilities
and roads. Appropriate financing for common local expenditure cate-
gories, from the four main types of revenue which have so far been
distinguished, is summarized in table 3-2. With these general criteria in
mind, we turn to the question of the potential for raising local govern-
ment taxes and user charges in developing countries.

Higher Local Taxes

The judgment about which taxes are most appropriately allocated to
local authorities will depend in part on the perspective of the decision-
maker. From the perspective of the central government, the main goals
are to (a) limit competition with local governments for the important
national tax bases (broad-based taxes on wealth, income, and expendi-
ture); (b) limit the local use of taxes that are mainly exported to other
jurisdictions; (c) provide local authorities with a reasonably buoyant rev-
enue base; (d) avoid local reliance on regressive taxes; (e) encourage the
use of taxes that are most easily administered at the local level; and (f)
encourage the use of taxes which are closely linked to urban infrastruc-
ture and congestion costs, so that some of the externalities prevalent in
the urban economy are internalized.

From the local government's vantage, criteria (c) to (f are likely to be
equally relevant, although they may vary in strength. For example, local
government is likely to place more emphasis on buoyancy and admin-
istrative ease and less emphasis on equity and efficiency. But for criteria
(a) and (b)-competition with national tax bases and exported taxes-
local authorities are very likely to have priorities exactly the opposite of
those of the higher level of government. Since the broad-based taxes
tend to be the more buoyant and the most easily tapped, local govern-
ments will wish to have access to them. Reliance on taxes which can be
shifted to taxpayers outside the jurisdiction will be especially attractive
to local politicians.
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Table 3-2. Efficient Assignment of Local Revenue Authority Classified
by Type of Expenditure Responsibility

Sources of financea

Local User
Services taxes charges Transfers Borrowingsb

Pwblic utilities
Water supply S P A
Sewerage S P A
Drainage p P' A
Electricity P A
Telephones P A
Markets and abattoirs S P (A)
Housing S P A
Land development P A
Transportation
Highways and streets P P' A
Public transit S P (A)
General urban services
Refuse collection P
Parks and recreation P (A)
Fire protection P (A)
Law enforcement P S (A)
General administration P

Social services
Education P S P (A)
Health P S P (A)
Welfare S P

a. P = primary source; S = secondary source.
b. A = borrowing is appropriate for major capital expenditures; (A) = borrowing is appro-

priate for capital spending, but likely to account for small share of total spending.
c. Development charges (that is. special assessments, valorization charges, and so forth) are

appropriate for drainage, highways, and streets, especially when their benefits are geographically
well defined within a jurisdiction.

Source: Bahl and Linn (1983).

Given these sometimes contradictory criteria, it would appear that the
property tax and motor vehicle tax are on balance the most desirable
and least objectionable among the major tax instruments that could be
delegated to local jurisdictions (see chapters 4-8). From the perspective
of central government, they do not compete substantially with national
taxes; tax exporting is likely to be limited, particularly for the large cities;
and they tend to have salutary effects on revenue, efficiency, and eq-
uity.2 0 From the local perspective, too, these taxes are largely appro-
priate. Local access to broadly based taxes on consumption, income, and
wealth is generally not granted by national governments (chapter 2) be-
cause it is not consistent with central government objectives. "Exportable
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taxes"-taxes borne substantially by taxpayers outside the jurisdiction
that levies the tax, such as selective excise taxes, the Indian octroi, tour-
ism, hotel taxes, and the like-are popular among local authorities, but
their use is usually limited if not actually prohibited by the central au-
thorities in most countries. Local use of such taxes is usually tolerated
only because it tends to reduce local governments' claim on national tax
resources.

The empirical evidence on the actual use of taxes by urban govern-
ments of developing countries is fully compatible with the tenor of this
discussion (Bahl, Holland, and Linn 1983). The property tax is a major
source of local government revenue in most developing countries, and
some taxes on motor vehicles are common, though not used as exten-
sively as the property tax. The issue raised here is whether the authority
to tax property might be extended to those local governments which do
not now have it and whether motor vehicles might be taxed more gen-
erally by local governments. In fact, there would be substantial practical
and political difficulties in transferring additional taxing authority to local
governments. The principal constraint is other national priorities, and
thus the allocation of new revenue authority to local governments simply
may not be in the cards. It may be more realistic to argue for reducing
the central government's limitations on the use of taxes already collected
by local governments in order to develop more effective local tax sys-
tems.

User Charges

From the national perspective, an effectively administered set of user
charges should be a desirable source of local revenues. User charges do
not compete with central government revenue bases, are largely nonex-
portable, can have desirable effects on revenue, efficiency, and equity,
and are administratively feasible at the local level. It may therefore come
as a surprise that national governments have sometimes extensively coun-
teracted local authorities' intentions to increase their revenues by raising
user charges in line with costs (see chapter 2). The reasons for these
interventions are generally twofold. First, national governments are con-
cerned about the rate of price inflation and want to limit the rise in
charges for local public services. Second, national governments fear the
political repercussions of price increases for urban services, since con-
sumers are often quite emphatic in their opposition, at times even en-
dangering the political stability of the country through riots and the like.
Local authorities also tend to have mixed attitudes toward raising urban
service fees, partly for the same political reasons as the national gov-
ernment, and partly because they may in the past have come to rely on
central government transfers to finance portions of their public service
investments.

On balance, however, it appears that local service charges have become
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increasingly important sources of local government revenues. In fact,
chapter 2 gave examples of user charges that have been utilized effec-
tively by local authorities in lieu of alternative revenue sources to con-
tribute even to the financing of general expenditures that are not re-
coverable through user charges. Instead of obstructing user charges,
central authorities should give judicious support to their use as a pro-
ductive way to raise local revenues and close the urban fiscal gap (see
chapters 9-11).

Transfers

An increase in the fiscal transfer from higher level to local government
is another means of coming to grips with the urban fiscal gap. There are
good reasons for developing a system of revenue sharing between dif-
ferent levels of government: to provide central financing for services
which are characterized by large externalities, to collect taxes centrally
for greater administrative efficiency, to equalize interjurisdictional dif-
ferences in the revenues of local governments, and to provide incentives
for the efficient allocation of local government resources in the presence
of externalities. These issues are discussed in chapters 12 and 13. For
the large cities, however, it would be unrealistic and inappropriate to
expect that transfers could permanently fill the fiscal gap. The pressures
on the central fisc tend to be such that transfers to local authorities are
among the first programs to be cut when national austerity programs are
needed for macroeconomic stabilization. Moreover, there is an ever-
present concern that large cities are somehow receiving too large a share
of total transfers.

The Prospects for and Politics of Urban Fiscal Reform

Fiscal reforms have been proposed over the years in virtually every
major city and in every country to alleviate the serious problems which
face urban governments. Although the nature of these proposals has
varied from place to place in line with local conditions and with the
preferences and background of the study team responsible for the pro-
posals, it is clear from a review of the evidence that major reforms are
not commonplace. The countries that have had major reforms in the last
twenty years are mainly industrial, for example, Germany (consolidation
of communes and reform of revenue-sharing arrangements), Sweden
(consolidation of communes), United States (reform of revenue-sharing
arrangements and state tax reforms), and Yugoslavia. Among the de-
veloping countries the rule would seem to be that fundamental changes
in urban finance are very slow and may take decades, if they occur at
all.

Much more typical for the developing countries are relatively minor
adjustments. These include creating special districts for capital cities with
special expenditure responsibilities and revenue authority (as in Manila
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and Seoul); enlarging metropolitan jurisdictions by annexing adjacent
municipalities (Bogota); gradually developing new revenue sources (bet-
terment levies in Colombian cities, land readjustment schemes in Korea,
vehicle taxation in Jakarta, and most recently urban land taxation in
China); gradually reforming existing revenue sources (property taxation
in Jakarta); reassigning expenditure functions (Kenya and Zambia); and
making similar gradual and ad hoc responses to urban fiscal pressures.
Major reform proposals have often been shelved or taken up only in
very minor respects; for example, proposals for comprehensive local
government fiscal reforms in India and Kenya have come to naught. If
major adjustments in the fiscal structure of urban governments have
occurred, either the higher level of government has taken over important
revenue sources previously allocated to local authorities (for example,
Islamic Republic of Iran and Kenya); or sweeping political changes re-
sulted in major shifts of national policy priorities (Nigeria, Tanzania, and
Uganda); or the fiscal problems have become so unmanageable that some
drastic reform was unavoidable (removal of most of the important ex-
penditure responsibilities from rural and small town councils in Kenya
in the early 1970s). The lesson from the history of urban fiscal reform
is that major proposals rarely have a chance for adoption and imple-
mentation. Gradual and stepwise adjustments of the existing structure
toward a more desirable state is perhaps the best that can be hoped for.

There are four reasons for this state of affairs. First, policymakers and
citizens share an antipathy to the uncertain effects of untested large-scale
changes in the economic environment. Second, most major reforms are
associated with substantial unexpected losses for relatively few among
the urban population-mostly among the elites-while windfalls are
likely to be spread over a much larger number of people-mostly among
the less well-off. Third, local politicians and officials can be directly
linked to a reform and are therefore more accountable to the winners
and losers in their constituency. By contrast, individual members of par-
liament are not as easily identified with national fiscal reforms. We would
argue that this makes local tax reform a tougher political sell than national
reform. Fourth, although there has been a growing concern in developing
countries about how to strengthen the ability of urban governments to
come to grips with their tasks, progress has tended to become bogged
down in a three-way debate over fiscal decentralization, typically in-
volving the ministry of finance, the ministry of local government, and
the administration of the city governments.

The ministry of finance often is in the position of greatest strength
and tends to argue in favor of the status quo. It generally refuses to
relinquish control over major tax sources or borrowing, arguing that such
decentralization would compromise the central government's important
fiscal and tax policy programs. On the expenditure side, the finance
ministry would rather emphasize central government projects and prior-
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ities and is often suspicious of the ministry of local government's ability
to regulate the fiscal operations of local governments. The finance min-
istry will reluctantly agree to a grants system but would prefer that the
grant pool be decided year by year rather than take the form of a shared
tax. It doubts the management and tax collection abilities of local au-
thorities and believes they can get much more revenue with their existing
authority without recourse to new sources of revenue. In general, the
finance ministry looks on the local governments, even the largest, as less
than junior partners in the fiscal process.

The ministry responsible for local government is often less influential
than the finance ministry and in such cases is less well staffed. The min-
istry of local government usually argues for an extensive grant system
and for other regulatory mechanisms which allow a greater measure of
control over local government finances. It would prefer that the total
grant pool be determined as a fixed share of some national tax, but that
the distribution of some or all of these grants be at its discretion. Such
a scheme would limit the vulnerability of the grant system to changing
priorities in the finance ministry budget and maximize the control of the
ministry of local government over local authorities.

The administration of the large city would prefer more independent
taxing power and less central regulation of its finances. If there is a grant
system, a shared tax based on origin of collection would be the most
preferred form, while a grant pool determined by the finance ministry
and allocated by the ministry of local government would be the least
preferred form.

The competition, suspicion, and lack of mutual confidence frequently
characterizing the debate between national and local government au-
thorities in developing countries have jeopardized the success of far-
reaching proposals for urban government financial reform. If such re-
forms are to be passed and succeed, a mutually supportive system of
local-central government relations must be established. What is more,
in developing such reforms it is important that an overall framework
guide the direction of change to ensure that the reform steps are cu-
mulative and mutually consistent in addressing the main problems of
urban finance.21





PART II

Local Government
Taxes

IF URBAN governments are to play a more significant role in the eco-
nomic development process, they must generate a greater share of total
revenues than they do at present. But how? Through new taxing powers
or through improved administration? The next five chapters attempt to
answer these questions, on the basis of both theory and the past two
decades' experience with local government taxation in the cities of de-
veloping countries.

The urban property tax, the most important local government revenue
source, is the focus of chapters 4, 5 and 6. Chapter 4 reviews the practice
in developing countries as regards structure and administration. On the
basis of this review, we offer lessons for effective property taxation.
Chapter 5 turns to the question of equity, that is, Who pays the property
tax? We modify the economic theory of property tax incidence to the
developing countries, and we present available empirical evidence to
challenge the conventional wisdom that the property tax is regressive.
Finally, chapter 6 reviews and evaluates the attempts of developing coun-
tries to use property tax policy to influence urban land use or investment
in real property.

The subject of chapter 7 is the effectiveness of local governments in
using other taxes on individuals and businesses, chiefly income, sales,
license, and "nuisance" taxes. Chapter 8 concludes this part by consid-
ering local government taxes on the ownership and use of motor vehicles.
We think the evidence shows that these are underutilized sources of
revenue with considerable potential.
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4 Property Tax Systems: Practice
and Performance

THE PROPERTY TAX is the single most important local government tax
in developing countries. It is, however, not necessarily the best revenue-
raising instrument for a city because it is very difficult to administer
efficiently, can have undesirable land use effects, and is very unpopular
with taxpayers. Yet local governments often have few other sources of
revenue, and important strides have been made toward improving the
fairness and revenue productivity of property taxation.

In this chapter, we attempt to describe the range of property tax prac-
tices in developing countries. 1 We also make some rough estimates of
the responsiveness of revenue to increases in income, population, and
prices and attempt to identify the major difficulties raised by current
administrative practices. Analysis of the equity and allocative effects is
left to the next two chapters.

The comparative approach taken here emphasizes the practice in large
cities and draws heavily on the results of individual case studies.2 There
are advantages to this focus on individual cities. The alternative, a country
survey, is not always useful for comparative urban analysis because there
are wide variations among cities within a country in the specifics of the
tax structure and its applications. For example, the systems in Bogota
and Cartagena, Colombia, have been markedly different in structure and
administration, with the result that the revenue growth is driven by dif-
ferent sets of underlying factors (Linn 1975, 1980b). A general descrip-
tion of property tax practices in Colombia would miss these features.
Yet there can be important commonalities within countries, especially
where property tax administration is centralized. An analysis of individual
city systems without regard for the constraints imposed by higher levels
of government would also miss a great deal. So we concentrate most
heavily on the practice of individual local governments, but pay close
attention to the partnership in property tax administration with the cen-
tral government and to any legal constraints to discretionary action that
are imposed by higher levels of government.'

Some general lessons emerge from this review. The first is that pol-
icymakers rarely consider reform of the entire property tax system, that
is, rate and base structure, valuation principles, and administration. As
a result, reform measures sometimes have offsetting effects or unin-
tended side effects and do not lead to the expected increase in revenue.
Second, governments have adopted a wide array of property tax practices,

79



80 LOCAL GOVERNMENT TAXES

and there seems little by way of a pattern to help us understand the
determinants of this variation. Third, policymakers tend to overload the
property tax with policy objectives-for example, to affect the distri-
bution of land use, to change the distribution of income, or to reward
homeownership. Not only does the property tax fail to meet such ob-
jectives, but the overload compromises its more basic mission: to raise
revenue. Fourth, it is more the quality of administration than the struc-
tural form chosen that determines the success of the property tax. Fifth,
while the property tax is often a source of revenue for local government,
it is almost always controlled to some extent by the central government.
Reform of the local property tax in developing countries, it seems, is as
much a central as a local matter. We will return to these themes over
and over in this chapter.

The Importance of Property Taxation

The importance of the property tax as a source of financing is often
overlooked because fiscal analysis usually focuses on central government
finances, and in that context the property tax is truly a minor source of
revenue. For example, Chelliah (1971) reported that the average ratio
of property and wealth tax revenues to gross domestic product (GDP)

among fifty-two developing countries was less than 1 percent. More than
a decade later, Tanzi (1987) reported that property taxes on land and
buildings accounted for no more than 0.2 percent of GDP and 1.2 percent
of total tax revenues in forty-nine developing countries. According to
these analyses, the property tax is neither an important nor a growing
component of aggregate revenue mobilization in developing countries.

These data understate the importance of the property tax as a source
of financing for urban services. In part this is because of shortcomings
in the data series used. The IMF's Government Finance Statistics Yearbook,
the basic source, reports little on the finances of those city governments
which have the property tax as their mainstay. Measures of the impor-
tance of property taxation in financing urban government are also biased
downward by a narrow definition of property taxation. The convention
proposed here is to consider two kinds of taxes on urban land and build-
ings: (a) all general taxes on property, including those which are formally
designated for certain uses (for example, the water and refuse collection
rates in Indian cities and the fire and city planning taxes in Seoul, Re-
public of Korea); and (b) special assessments, which are levied for a
specified purpose and limited to those residents considered to be direct
beneficiaries. These special assessments, sometimes referred to as "bet-
terment levies," can become very important for the local budget. For
example, in some years of the 1970s, proceeds from the valorization tax
accounted for between 2 and 5 percent of all locally raised revenues in
Bogota and Cartagena respectively, and land adjustment receipts for
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nearly 40 percent in Seoul. This type of tax on property is discussed
below in chapter 6.4

The property tax takes on added importance if one considers only the
financing of public services in urban areas, as shown in table 4-1. The
first column of this table refers to the fiscal importance of local govern-
ments as reported in table 2-1. The second column shows the contri-
bution of the property tax to financing urban public expenditures. For
the large urban areas considered here, the median share of property tax
financing in total central, state, and local expenditures in the urban area
is 4.6 percent before and including 1979 and 2.8 percent after 1979. If
we abstract from the general issue of the relative importance of local
and central government expenditures and consider only the share of local
expenditures supported by property taxation, quite a different picture
may be painted. The third column of table 4-1 shows that it is not un-
common for the property tax to finance more than one-third of all ex-
penditures made by the local government.

We do not have enough data to test rigorously the determinants of
intercity variations in the level of property taxation. We can, however,
offer some basic hypotheses that appear to be supported by these data.
The property tax will be a less important source of finance under four
sets of circumstances. The first is that local governments are unimportant
relative to the central and state governments in providing services, that
is, where the fiscal system is highly centralized (for example, in Kingston
and Cartagena local governments accounted for less than 20 percent of
urban area financing). The second is that expenditure responsibility has
been decentralized but heavy use is made of grants and shared taxes
(Nairobi). The third is that expenditure responsibility has been decen-
tralized but the local government finances a major share of its expend-
iture responsibilities with locally raised nontax revenues (Bogota and
Seoul) or with another local tax (Ahmadabad). The fourth is that the
national government collects the property tax and returns a portion of
receipts as transfers to local authorities (Jakarta). Since relatively few
cities fall under the latter two explanations, one might generalize that
where local government taxes play a major role in financing urban public
services, the property tax will be an important source of revenue.

One would like to use these data to infer whether the property tax
has been increasing or declining as a source of local government finance.
Such comparisons, however, are difficult and depend on the sample of
cities and the time period chosen. Still, the median share of the property
tax in total local taxes fell from 54.7 percent in the pre-1979 period to
42.4 percent in the post-1979 period (table 2-11). Yet it is worth noting
that the cities for which we have comparable data for the 1970s and
1980s were as likely to increase as decrease their property tax shares.

A reasonable hypothesis, again supported by these data, is that the
property tax had a rougher time of it in the 1980s. This was attributable
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Table 4-1. Revenue Importance of Property Taxes in Generating Revenue
to Finance Urban Public Services

Percentage of
total puiblic Percentage of total Percentage of local
expenditures expenditures expenditures
made by local financed from financed from

City, year governments property taxation property taxation

Capital value systems
La Paz, Bolivia, 1975 - - 3.2
La Paz, Bolivia, 1985 - - 11.7
Rio de Janeiro, Brazil, 1980 17.4 2.4 13.8
Rio deJaneiro, Brazil, 1984 13.4 1.6 11.5
Sao Paulo, Brazil, 1980 17.6 3.1 17.6
Sao Paulo, Brazil, 1984 16.7 1.9 13.8
Bogota, Colombia, 1972 49.9 4.0 8.0
Cali, Colombia, 1975 48.8 6.1 12.5
Cartagena, Colombia, 1972 23.0 3.3 14.3
Jakarta, Indonesia, 1970-73 36.9 - -
Jakarta, Indonesia, 1981-82 21.6 0.9 4.0
Kingston, Jamaica, 1971 19.4 4.6 23.9
Nairobi, Kenya, 1981 46.3 17.2 34.1
Pusan, Rep. of Korea, 1971 33.2 0.6 1.9
Pusan, Rep. of Korea, 1983 21.7 2.8 13.3
Seoul, Rep. of Korea, 1965-71 36.3 2.2 6.2
Seoul, Rep. of Korea, 1981-83 38.4 3.2 8.2
Lima, Peru, 1981-82 6.0 1.4 23.3
Manila, Philippines, 1970 30.5 10.4 34.0
Manila, Philippines, 1985 10.0 3.5 35.0
Lusaka, Zambia, 1971 26.8 7.9 29.3

Annual value systems
Dhaka, Bangladesh, 1983 5.7 1.5 26.3
Ahmadabad, India, 1965-71 41.5 6.9 16.6
Ahmadabad, India, 1977-81 30.7 5.5 17.8
Bombay, India, 1963-72 41.7 8.8 21.1
Bombay, India, 1975-82 42.9 8.3 19.4
Calcutta (Corp.), India, 1974-75a - - 41.7
Calcutta (Corp.), India, 1982a - - 42.8
Madras, India, 1972-76 - - 50.1
Madras, India, 1977-79 10.1 5.1 50.4
Gujranwala, Pakistan, 1983-85 11.0 3.3 30.0
Karachi, Pakistan, 1972-75 - - 31.1
Karachi, Pakistan, 1977-82 20.2 17.8b 25.4
Singapore, Singapore, 1971 - - 9.4
Singapore, Singapore, 1983 - 11.5 11.5
Bangkok, Thailand, 1977 25.1 2.7 10.9
Tunis, Tunisia, 1986 10.1 2.4 23.8

Median
Before and including 1979 33.2 4.6 15.5
After 1979 17.5 2.8 19.4

- Not available.
a. Includes only Calcutta municipal corporation.
b. Excludes state government expenditures.
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to several factors: (a) the financing pressures on local governments, which
forced the search for new revenue sources, (b) the inelastic response of
property tax revenues to income growth and inflation, (c) the legal and
administrative difficulties associated with increasing property tax reve-
nues through discretionary actions, and (d) the special difficulties posed
by high rates of inflation. The last two factors may be particularly im-
portant since discretionary changes in sales tax rates and some user
charges are less visible than changes in the property tax and are therefore
politically more feasible.

Types of Property Taxation

According to conventional wisdom, there are three basic forms of
property taxation. The property tax may be levied on the annual or rental
value of the property, the capital value of the land and improvements,
or the site value of the land. The annual value form may be seen as an
attempt to tax the yearly income from properties, whereas the capital
and site value forms are partial wealth taxes. We follow this distinction
in most of the following discussion of property tax practices.

This classification of the property tax base is a useful point of depar-
ture, but it is an oversimplification and does not necessarily identify all
systems. Tax systems are also differentiated by varying coverage, dif-
ferent rate structures, and, perhaps most important of all, different as-
sessment practices. In a sense, each country and each city implants its
own style-its cultural values and a unique set of political considera-
tions-on its property tax system. As a result, cities practicing the same
basic structural form of property tax do not necessarily implement sys-
tems that are even similar. Another reason why this trichotomy over-
simplifies is that many systems use both capital and annual value bases.
These mixed systems are common in cities of the former French colonies
(for example, Abidjan and Tunis), where land is assessed on a capital
value basis and improvements on an annual value basis; Mexico levies
both an annual and a capital value tax. In Thailand, a capital value basis
has been used for vacant land, but an annual value basis for the land and
buildings tax (Hubbell 1974). In Turkey, the basic property tax is levied
on the capital value of land and improvements, but municipal charges
for street cleaning and lighting are based on the rental value of properties
(Keles 1972).

Throughout this description and comparison of various applications
of urban property taxation, the notion of a "system" is emphasized. This
is because the achievement of the desired effects on equity, revenue,
and the allocation of resources depends on all aspects of the property
tax system-the definition of the tax base, the rate structure, the val-
uation principles, and the administrative practices. Many of the diffi-
culties encountered with urban property taxation in developing countries
have resulted from a failure to consider the total system when making
discretionary adjustments. More often than not, the approach to property
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tax reform is piecemeal, with too little attention paid to whether the
components of reform might have offsetting rather than reinforcing ef-
fects.

Annual Value Systems

Annual value property tax systems, more or less resembling the British
rates, are still used in most of the former British colonies. But inherent
assessment problems have prompted many countries to modify their
approach to property taxation. Indeed, perhaps the most significant fea-
ture of the annual value systems surveyed here is that all resort to some
use of capital value assessment.

In an annual value system the base is defined as the expected or no-
tional rental value of a property. An English court has described well
the problems of measuring this notional value:

The rent prescribed by the statute is a hypothetical rent, as hypo-
thetical as the tenant. It is the rent which an imaginary tenant might
be reasonably expected to pay to an imaginary landlord for the ten-
ancy of this dwelling in this locality, on the hypothesis that both are
reasonable people, the landlord not being extortionate, the tenant
not being under pressure, the dwelling being vacant and available
to let, not subject to any control, the landlord agreeing to do the
repairs, and pay the insurance, the tenant agreeing to pay the rates,
the period not too short nor yet too long, simply from year to year.
I do not suppose that throughout the length and breadth of Pad-
dington you could find a rent corresponding to this imaginary rent.5

Definition and Cooverage of the Base

The common feature of annual value systems is property assessment
according to some estimate of rental value or net rent. In theory, a
discounted stream of net rent payments is equivalent to the capital value
of a property; hence, the capital and annual value bases are equivalent.
In practice, there is no such equivalence because annual value systems
are not based on market rents any more than capital value systems are
based on market prices.

There is usually a wide divergence between assessed annual value and
net market rent. Though assessment-sales ratio studies are rarely done,
some available evidence suggests the extent of underassessment. A sur-
vey by the World Bank in Calcutta has estimated the assessment ratio
at about 50 percent for central commercial properties and 7.5 percent
for outlying industrial estates. Nath and Schroeder (1984) report as-
sessment ratios in the 25 to 35 percent range in Delhi and Madras. The
ratio for residential property was estimated at 40 percent in Tunis
(Prud'homme 1975) and 50 percent in Dakar. Quite apart from the po-
litical and administrative problems that lead to infrequent reassessment,



PROPERTY TAX SYSTEMS PRACTICE AND PERFORMANCE 85

there are three reasons for such divergences: (a) legally allowable re-
ductions in annual value; (b) rent controls; and (c) assessment difficulties,
particularly for nonresidential properties.

With respect to the first, the annual value tax base is often adjusted
to a basis which is net of maintenance costs. These reductions, however,
require no evidence of maintenance expenditures and so are tantamount
to a general reduction in the assessment ratio. For example, there was
an allowance of 10 percent of annual value in many Indian cities. The
allowance in Dakar was 40 percent for residences and 50 percent for
businesses.

The presence of rent control confounds the notion of what constitutes
a market rent. In theory, the rent control constraints could severely limit
both the level and growth of assessed value. The actual level of rent is
the controlled amount plus the premium which the renter must pay to
secure the lease. The latter component-also called "key money" or a
"charge for furnishings"-is indeed a part of market rent but is generally
illegal, unreported, and therefore excluded from the base of most tax
systems. Where controlled rents are used as the property tax base, as-
sessed value grows only with new construction because controlled rents
are rarely increased.6

In practice, however, the problem of assessment under rent control
has been dealt with in different ways. For example, Bombay, Cairo,
Delhi, and Singapore all have had long-standing rent control ordinances,
and all assessed property was subject to rent control according to the
controlled rent. Ahmadabad ignored the rent control ordinance and as-
sessed at what it deemed market rent-a procedure which has been
challenged in the courts.

Two other important points can be made about rent control and the
property tax. The first is that rent controls are usually imposed by the
state and central governments, which do not feel the pain of the loss of
property taxes. The second is the considerable opportunity cost of rent
control assessments, in terms of property tax revenues forgone. Mohan
(1974) estimated that Bombay's property tax revenues could have been
50 percent higher in the absence of rent controls. Nath (1983) made a
similar estimate of property tax loss in Calcutta. Any gains from rent
control, which protects low-income families from rent increases, are
therefore achieved by sacrificing revenue, and therefore the public ser-
vices available to these same low-income families may ultimately be re-
duced.

The third reason for a divergence between net market rents and annual
value arises because of the difficulties in defining the tax base for non-
residential properties and for vacant land. In theory, and according to
law, it is the annual expected rent, or the amount for which the property
could be let; if capitalized, the base is equivalent to the present value of
the expected future flow of earnings from the property. In practice,
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however, the assessment procedure for such properties usually assumes
that annual rent is equivalent to a fixed proportion of estimated capital
value. But practices in assessing capital value and assumptions about rates
of capitalization vary widely. The same inconsistency appears to exist in
the treatment of vacant land.

The tax base under rental value systems is further reduced by ex-
emptions of certain classes of property and by a range of preferential
assessments. Most annual value systems fully exempt properties of the
government, properties of religious and charitable institutions, and for-
eign embassies. Another important class of exemption is owner-occupied
properties, as in Abidjan, Bangkok, and Karachi. Where owner-occupied
properties are not fully exempt, preferential assessments are not uncom-
mon; this is the practice in Ahmadabad and Tunis. The underassessment,
relative to comparable rented properties, has been roughly estimated for
selected Indian cities: 60 to 80 percent underassessment in Ahmadabad
(Bahl 1975), 15 to 20 percent in Bombay (Bougeon-Maassen 1976), 10
to 15 percent in Madras, and 25 percent in Delhi (Mohan 1974, 1977).

Rate Structures

There are important differences among cities in the level, structure,
and flexibility of annual value property tax rates. A flat rate structure is
not as common as one that is progressive with respect to property value.
Otherwise, statutory rates may vary according to the location of the
property within the urban area, whether or not the land is developed
and whether or not it is owner-occupied. To give the flavor of the varia-
tions in rate structure, some examples are presented in table 4-2.! The
problem in reading these schedules is that they may not approximate
real tax rates because of wide variations in the assessment ratio.

Table 4-2. Statutory Rate Structures: Selected Annual Value Systems

City. year Ratea Comments

Ahmadabad, India, 1980 0.120-0.300 Progressive rate with respect to annual
value. Exemption limit of 300 rupees.

Madras, India, 1983; In addition, all properties pay a 3.5
ratable value (rupees) percent lighting tax on ratable value.

Less than 500 0.160 Plant and machinery are not taxed. A
500-1,000 0.220 10 percent depreciation offset is
1,000-5,000 0.240 allowed, and owner-occupied relief of
More than 5,000 0.265 up to 25 percent may be provided.

Bangkok, Thailand, 1980; The rate is reduced to 0.042 for
House and rent tax 0.125 structures that contain machines for

manufacturing activities. Vacant land
and unoccupied housing are exempt
from tax.

a. Rate for Madras includes general tax, water tax and drainage tax, and education tax.
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From an examination of the statutory rate schedules in use in various
cities, it might be concluded that two objectives underly their markup.
The first is to allocate property tax burdens according to ability to pay.
This objective is reflected in the progressive features of statutory rate
schedules, as in the cities of India. The second is to allocate property
tax burdens according to benefits received, as evidenced by the lower
rates on suburban properties (for example, Bombay and Singapore) and
on undeveloped properties (for example, Calcutta), where public service
levels are thought to be lower, and by the divisions of the total property
tax rate into separate rates for water, refuse collection, fire fighting,
general services, and the like.8 From this observation, it would seem that
there is more than a little concern about how to make the distribution
of the property tax burden more equitable, or at least more fair.

In fact, such attempts to improve the fairness of the property tax may
fail because they do not take into account all elements of the property
tax system. For example, the equity effects of a graduated rate structure
may be offset by preferential assessment of higher-valued properties. A
good illustration of this is in Ahmadabad (Bahl 1975), where owner-
occupied properties were assessed at as little as one-fifth the level of
rented properties. Since owner-occupants were likely to have higher
incomes than renters, the intent of the graduated rate structure was de-
feated by the assessment practice. There was a similar result in Bombay,
but in Dakar owner-occupants are taxed at 30 percent and rental units
at 15 percent.

Assessment Procedures

Variations across cities in the effective tax rate-the ratio of taxes paid
to market rent or market value-are probably as much influenced by
variations in assessment practices as by variations in either the definition
of the legal base or the statutory rate structure. No matter what the base
and rate structure is stated to be, evaluation of the equity, elasticity, and
performance of annual value systems must begin with a careful exami-
nation of the methods used to determine annual value.

Central to the evaluation of any assessment practice is its potential to
keep pace with property values and thereby give some buoyancy to the
revenue yield. This in turn means that there must be a system for ac-
curately and regularly determining changes in market value. The as-
sessment procedure should be objective, which means that a manual
describing the assessment method should exist, and the procedure should
be in some sense horizontally and vertically equitable. Finally, the as-
sessment office should be adequately staffed so that assessment practices
match the intent of the stated assessment procedures. Assessment prac-
tices under annual value systems in developing countries satisfy few of
these maxims. The major problems are an arbitrariness in determining
net rent and infrequent reassessment.
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RESIDENTIAL PROPERTY. One advantage of rental value systems in urban
areas of developing countries is the possibility for mass assessment. This
advantage arises if many residential units are rented and if the structures
are relatively homogeneous within a neighborhood. Given the substantial
understaffing of the assessment office in virtually all cities, mass assess-
ment would be desirable. Available data would seem to support the
contention that renting dominates the tenancy arrangement in most cities
in developing countries (Lemer 1987: 1-11). The homogeneity case,
however, is a much more difficult one to make. Rental value assessment
schemes have been criticized in the past on grounds that they ignored
variations in the quality of rented premises, such as location by floor in
a building or exposure to breezes, factors which surely affect market rent
(Manning 1970).

It is possible to gain a better understanding of the strengths and weak-
nesses of assessment practice under an annual value system by examining
some of the detail of the practice. A comparison of the approaches taken
in three cities which use mass assessment of rented properties-Ah-
madabad (Bahl 1975), Bombay (Bougeon-Maassen 1976), and Singapore
(Singapore, various years [1965-731) can provide this detail.9 Assess-
ment of rented property in Ahmadabad was based on rents actually re-
alized by the landlord, if such rents were thought by the assessor to
approximate a fair market rent. Under this system, both the landlord
and the tenant were required to produce a rent payment receipt. If the
assessor felt that the stated rent was not a fair one, the estimated average
market rent for the neighborhood was used. This neighborhood average
was then estimated for a sample of properties on which market rent data
were available, and the judgment of the assessor played a major role as
these data were combined to reach a neighborhood average. Though a
significant proportion of city properties were subject to rent control,
assessment was done on the basis of estimated market rents. In the case
of Singapore's residential properties, annual values were determined cen-
trally on a basis of comparative rent analysis. Typically, an average rent
was estimated for an area-block or neighborhood-and a given type
structure, and this average was taken as the assessment of annual value
for all similar properties in the area. Actual rents paid varied about this
mean, but the residuals were usually ignored on grounds that the proper
assessment is on reasonable expected annual rent and that an arithmetic
average best approximates the norm. The approach taken in Bombay
was similar in terms of mass appraisal, except that controlled rents, where
applicable, were taken as the base. For newer properties that are leased,
the lease documents were used as evidence of annual rental value.

Because of the great difficulties of imputing rental values to owner-
occupied properties and to nonresidential properties, which are typically
not rented, the similarities in assessment practice end with rented res-
idential properties. Cities have responded to the problems of assessing
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owner-occupied and nonresidential properties by developing a wide
range of appraisal methods, many of which use elements of capital value
assessment.

Owner-occupied residential properties are assessed on a completely
different basis than are rented properties. Among the important consid-
erations in determining assessed value are location, the specific amenities
of the property, construction material, ventilation, and carpet areas. In
Ahmadabad, there were graduated assessment rates (assessed value per
square meter) which depended on these considerations but, again, the
judgment of the assessor played a major role. Though there was no
manual to which assessors strictly adhered, the range of assessment rates
which evolved over time were used as a guide. One study estimated that
the result of this procedure in Ahmadabad was a substantial preferential
assessment of owner-occupied properties, on the order of about one-
fifth that for rented properties (Bahl 1975). A similar procedure was
followed in Bombay, but the preferential treatment was estimated to
have resulted in a reduction to 80-85 percent of ratable value (Bougeon-
Maassen 1976).

Mexico assesses owner-occupied properties by a capital value method
and rented properties by an annual value method. Both types of prop-
erties are subjected to the same capital value rate structure after annual
value is converted to rental value using a discount rate of about 15 per-
cent (Garz6n L6pez 1989).

COMMERCIAL AND INDUSTRIAL PROPERTIES. Assessment of comrnercial
and industrial properties is generally made on a different basis. Since
the direct estimation of expected rent of an industrial or large commercial
property is all but impossible, the capital value is estimated and converted
to net annual rent with some arbitrarily chosen discount rate. The ar-
bitrary discount rate is inevitably too low; hence, net rents tend to be
underestimated. Moreover, since these rents are fixed over time, they
dampen the elasticity of the property tax revenue system. As a result,
the local government has to negotiate assessment changes with indus-
trialists periodically-a practice which leaves the tax system relatively
inflexible with respect to discretionary changes. The practices in Ah-
madabad, Bombay, and Singapore illustrate this problem. Ahmadabad
(Bahl 1975) used a construction cost approach to estimate the capital
value of improvements, a comparative cost method to estimate land val-
ues, and a ratio of 6-7 percent to translate this capital value (of land and
improvements) to an annual value equivalent. In 1968, the city changed
the assessment base from original to current market value and proposed
a uniform capitalization rate of 6 percent. Industrialists contested, and
after four years of debate property tax liability was increased 25 percent
above the pre-1968 levels. When increases in actual property value are
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considered, large nonresidential firms in Ahmadabad have been assessed
at a rate far below market value.

Industrial properties in Bombay (Bougeon-Maassen 1976) fell into two
categories: (a) small, traditionally oriented factories and (b) large firms
such as textile mills, Bombay Port Trust properties, oil refineries, and
railways. In the first group, the properties were usually assessed by a
comparative rental value method with the rates varying by location within
Greater Bombay. Industrial properties were usually assessed according
to some combination of a reconstruction cost basis and negotiation.
Under the reconstruction cost method, land values were estimated on
the basis of comparative sales and building values on the basis of re-
placement cost. To convert the capital value estimates to annual values,
rates of 6.5 percent and 9.0 percent, respectively, were used for buildings
and land. The textile mills were assessed every five years on a capital
value basis by mutual agreement between the city government and the
millowners' association.

In the cases of commercial buildings and factories for which rental
data are not available or easily estimated, Singapore adopted a somewhat
more objective method (Singapore, various years {1965-731). The sum
of (a) a fair return on capital value, (b) a fixed maintenance allowance,
and (c) property tax payments was used to approximate gross annual
rent. The fair return was computed as 6 percent of the cost of land and
buildings. The maintenance cost was computed as a percentage of build-
ing costs alone-a figure of approximately 2 percent was used, varying
with the type of construction. The tax base, gross annual rent, was then
determined by grossing up to include the property tax. In the case of
small commercial and business establishments, a comparative rental basis
was used to establish annual value. Where subletting occurred and ten-
ants paid a large premium for the lease and small annual rents thereafter,
annual value was computed on a basis of both the capital sum involved
and the smaller monthly rent payments.

VACANT PROPERTIES. In the case of vacant or underutilized properties,
a capital value approach is often used. The Singapore experience in this
regard is particularly interesting in that the law provided for special as-
sessment practices for such properties (Singapore, various years [1965-
731). At the option of the assessor, annual value could be set at 5 percent
of the estimated capital value. Valuation practice in Singapore also pro-
vided for separate assessment of land and buildings where the use of the
land is uneconomic; that is, if the land adjacent to any house or building
exceeds some maximum allowable amount fixed by the authorities, the
excess land was treated as vacant and its annual value was determined
as 5 percent of its estimated market value.

Capital Value Systems
There appears to be much more diversity in practice among cities using

capital value systems than among cities using annual value systems. There
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also are some important common features in assessment practices among
capital value systems. The more important of these are (a) a differential
tax treatment of land and improvements, (b) an objective assessment
practice for residential properties, and (c) a uniform assessment proce-
dure for various types of land. Another common tendency is for capital
value systems to involve central and state governments much more heav-
ily in the administration of the tax.

Definition and Coverage of the Tax Base

The tax base is defined as the assessed value of land and improvements,
or as only the assessed value of land under the site value version. In fact,
most capital value systems in developing countries assess land indepen-
dent from improvements; hence, the site value approach differs from
most other capital value systems only in that it does not tax buildings.

In theory, the legal assessment ratio may vary from 0 to 1, although
the assessed value is almost always defined by statute to equal full market
value, that is, the value on which a willing buyer and seller would agree
in a free market. In practice, however, actual assessed value is generally
below market value because of infrequent reassessment and poor as-
sessment practices. Studies of the extent of underassessment are not
regularly carried out in cities of developing countries, but evidence from
analyses of property tax practices suggests that drastic underassessment
is the rule rather than the exception. The ratio of assessed to market
value has been roughly estimated at 25 percent in Jakarta (Lerche 1974),
45 percent for Manila (Yoingco 1971), 25 percent in La Paz (Holland
1979), and about 20 percent in the cities of Taiwan (China) (Riew 1987).

In addition to assessment problems, there is a difference between
market value and taxable value which results from a number of exclusions
from the base. Site value systems (such as in Nairobi and Lusaka) are
extremes in excluding all improvements from the tax base. A sweeping
reform in Jamaica in the mid-1970s converted Kingston's capital value
system to a pure site value tax.10

In other cities, improvements are partially exempt. For example, only
commercial and industrial buildings were taxed under the previous sys-
tem in Jakarta (Linn, Smith, and Wignjowijoto 1976), and only residential
properties were taxed in Peru before 1983 (Greytak 1983).11

Rate Structures

Three important features of capital value rate structures (table 4-4
below) distinguish them from annual value systems: the use of flat rates
is more common, there is more frequent use of differential taxation of
land and improvements, and the capital value rate structures tend to be
more complicated. Some examples are given in table 4-3 to illustrate the
variations but, as noted above, these are statutory rates and cannot be
used to make inferences about effective property tax rates because there
are wide variations in the assessment ratio.



Table 4-3. Statutory Rate Structures: Selected Capital Value Systems

Land

City, year Vacant Improved Improvements Comments

Taipei, Taiwan (China), 1986;
assessed value class
psv, 0.015 0 l/lb The tax rate for nonresidential
Psv to (PSV + 500 percent) 0.005 improvements is 3 percent. A
(Psv + 500 percent) to (Psv + 1,000 percent) 0.010 preferential rate of 0.5 percent
(Psv + 1,000 percent) to (Psv + 1,500 percent) 0.010 is applied to owner-occupied
(PSV + 1,500 percent) to (Psv + 2,000 percent) 0.010 residential land (if under 300
(PSV + 2,000 percent) to (Psv + 2,500 percent) 0.010 square meters and within a city
More than Psv + 2,500 percent planning area or 700 square

0.010 meters if outside city planning
areas), and a flat 1.5 percent
rate is applied to all factory
sites.

Jakarta, Indonesia, 1986 0.005 0.005 All buildings are given an
exemption of 2 million rupees.

Seoul, Rep. of Korea, 1985 0.05-0.10' 0.003-0.05" 0.003-0.05d All commercial buildings are
taxed at the 0.003 rate. Land
serving as plant sites is taxed at
the 0.003 rate.



Manila, Philippines, 1987 0.02 0.02 The tax code fixes assessment
ratios, which may range up to
80 percent. A mandatory 1
percent additional levy is
applied in all jurisdictions in
the Philippines, with revenues
earmarked for education.

Rio dejaneiro, Brazil, 1982 0.005-0.07' 0.008 0.006-0.012' Properties with a tax liability less
than 0.2 "standard units" are
exempted. A standard unit is a
reference value fixed by the
municipality; it is expressed as
a multiple of the price of
national treasury bonds. In
October 1987, Rio's standard
unit was equivalent to $19.50.

a. Psv = progressive starting value. The "progressive starting value" is defined as the average value of 700 square meters and is determined separately for each of
the twenty-three local taxing jurisdictions.

b. Applies to all values.
c. The actual rate depends on the holding period.
d. These rates are applied to a graduated structure of assessed values.
e. The rate depends on the location within the city.
f. The rate depends on the floor area of the structure.



94 LOCAL GOVERNMENT TAXES

These examples do, however, suggest a different emphasis for those
designing capital value rate structures (versus those designing annual
value rate structures). There is an apparently greater concern with the
allocative (land use) effects of the tax under capital value systems than
under rental value systems, or at least a concern that there be more
flexibility to deal with allocative effects. This is reflected in the differ-
ential taxation of improvements versus land, improved land versus idle
land, and land in different locations in the urban area. Where tax rates
on land and improvements are different, most cities tax land more heavily
than improvements; for example, differentially lower rates have been
applied to improvements in Bangkok, Francistown, Istanbul, Jakarta, and
Tehran. Higher effective tax rates have been applied to improvements
in Seoul, Taipei, and Tunis because of higher statutory tax rates, and in
Manila because of a higher assessment ratio."2 Differentially higher tax
rates on idle or unimproved land are also common, and in some cases
the rate levied, if properly enforced, would be a significant stimulus to
develop the land. Bolivia levies a surcharge on idle land-above the basic
rate of 0.4 percent of market value-of 2 percent on the land that has
access to public utilities and 1 percent that does not. In Honduras, the
basic rate is 0.5 percent, but vacant land is subject to a 1 percent rate.

Conversely, the general absence of progressive rate structures implies
less propensity to use the property tax to reshape the distribution of
income.1 3 Rate structures in some cases appear to have been designed
to achieve other objectives. The structure in Taipei tends to encourage
the breakup of large landholdings because it applies graduated rates to
the aggregate value of all holdings of a single owner within the city (Harris
1979; Riew 1987). The Peruvian system also applied a graduated rate
structure to all holdings of a single taxpayer within a province (Greytak
1983).

Assessment Procedures

The assessment practices now used in many developing countries were
influenced heavily by these countries' colonial heritage but have devel-
oped over time into unique systems. Among the cities in this sample
which use capital value bases, there is a wide diversity in assessment
practices. Each city has introduced its own variations on the basic as-
sessment methods-comparative sales, construction cost, or discounted
earnings flow. Indeed, if each of these many variations was applied in
the same city, markedly different patterns of assessed value would surely
result.

The strengths and weaknesses of capital value systems show up in the
application of five features more common to capital value than to annual
value assessment: (a) formula-based valuation, (b) separate assessment
of land and improvements, (c) multiple sources of valuation information,
(d) provisions for reassessment, and (e) centralized assessment.
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First, the assessment procedure is often formula-based and is much
more complicated than that used in rental value systems. The process
typically starts with a classification of land according to its location, amen-
ities, and/or use. Each class of land is then given an assessed value ac-
cording to a comparative sales analysis. This is done by either computing
the average value for a small number of properties (for example, in Bo-
gota and Seoul), by using mathematical techniques to establish relative
property values (Cartagena), or on a judgmental basis (Sao Paulo).1 4

Even though the actual valuation process differs across cities, and the
assessor's judgment plays an important role, the more objective valuation
under capital value systems should result in a more uniform treatment
than would occur under an annual value system. The more objective the
system, however, the more costly it is to administer. Capital value sys-
tems are indeed costly to administer. A formula basis for assessing land
requires a basic urban plan defining existing and desired land use and a
relatively large and skillful staff capable of carrying out comparative sales
analyses. Moreover, this technique presumes the existence of an up-to-
date property tax roll (that is, an accurate cadastre). The assessment of
improvements requires an up-to-date manual of construction costs and
substantial fieldwork to record the features of each property. As a result
of staff shortages and the high cost of proper assessment, the quality of
assessment tends to be compromised, and many of the advantages of the
rnore objective assessment systems are lost. These losses result in dis-
parities between assessed and market values, horizontal inequities, and
a failure of the property tax base to keep up with the growth of property
value. The first two of these shortcomings cannot be carefully docu-
mented (beyond the crude evidence presented above) because few cities
in developing countries regularly monitor their assessment-sales ratios.
The third shortcoming is evidenced by the slow growth of assessed value
relative to income, population, and prices-relations that are discussed
below.

A second common feature of capital value systems is the separate
assessment of land and improvements. A separate valuation of land and
improvements makes possible the application of different assessment
ratios and different rates of taxation, and hence can provide authorities
with greater flexibility in inducing allocative effects. But there are costs
to this approach. Not only is the valuation separate, but the basis of
valuation is different. Whereas land is valued on a comparative cost basis
and is meant to reflect advantages of location and amenities, improve-
ments are usually valued according to construction costs. The experience
in most cities surveyed was that the (construction cost) assessment man-
uals were out of date and a great deal of judgment crept into the process.
This likely reduces horizontal equity and probably results in an under-
valuation of improvements relative to land.

A third similarity among capital value assessment systems is their use



96 LOCAL GOVERNMENT TAXES

of multiple sources of information to arrive at an appraised value for a
property. Though these data are combined in varying ways to estimate
land value, basic land value information is obtained from comparative
sales records, realtor and banker opinions, real estate boards, and self-
assessment. Improvement values are often based on data provided by
the government construction ministry and collected from the private
sector. In all cases, the judgment of the assessor plays a major role in
adjusting and combining these data.

Fourth, the provision for updating assessed values takes one of three
forms. The less frequently used one involves yearly value updates, which
are based on a sampling of property sales. This method is used in Seoul.
The more common provision is for a specified reappraisal cycle (for
example, every five years in Nairobi, every three years in the Philip-
pines). The other possibility is simply to index the property tax base, as
has been done in Brazil, Chile, and the United Kingdom.

A fifth area where capital value assessment practices are similar and
tend to differ from annual value systems is in the degree to which they
are administered centrally for large parts of an economy, if not in fact
for the entire economy. The assessment function has been a shared cen-
tral-local responsibility in Jakarta, Seoul, and Tehran. Bogota, Nairobi,
and Taipei maintained more control over their systems, though other
cities in Colombia, Kenya, and Taiwan (China) were subject to more
centralized assessment." 5

Site Value Taxation

Site value taxation1 6 is a special case of capital value property taxa-
tion,"7 and one that is particularly interesting because of its potential for
improving the efficiency of urban land use. The argument for this form
of taxation is straightforward: if only the land is taxed, the owner will
have no disincentive to developing the land to its most efficient use. Site
value taxation has been practiced in a number of developing economies,
for example, Barbados,Jamaica, Kenya, and Taiwan (China), and in parts
of Australia, New Zealand, and South Africa.1 8 Despite the inconclusive
results about whether this form of property taxation leads to a better
use of urban land (see chapter 6) academic and practitioner interest has
remained high.' 9

There are two disadvantages to site value taxation, which many think
limit the possibilities for its use in other countries.2 0 The first is an
assessment problem. There is alleged to be a paucity of evidence on sales
of vacant properties, especially in urban areas; hence, sites must be valued
by some residual method. That is, first the property value must be de-
termined and then the value of improvements must be deducted. Such
an approach makes site valuation less objective than property valuation.
Others disagree with this position and can call on some impressive sup-
porting evidence. As is clear from the discussion above, most capital
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value systems carry out a separate assessment of land and improvements
in any case. The implication of the current practice is either that there
is no shortage of evidence on transfers of vacant properties2 1 or that
there are acceptable ways around the problem. With respect to the latter
possibility, it is interesting to note that real estate agent opinions, assessor
judgments, and consensus are all part of the assessment process in many
countries. Indeed, Prest (1982: 386) reads the evidence as showing that
site value assessments are quite feasible: "the experience of countries
where this tax has operated and general principles lead to the conclusion
that valuation is easier, that it can be repeated more frequently, and that
there are fewer problems of concealment than if improvements are in-
cluded in the tax base."

The second frequently discussed disadvantage is that site value alone
provides a limited tax base and can produce sufficient revenue only at
high rates. Financial officers and politicians of fiscally strapped local gov-
ernment will naturally see downtown office buildings, hotels, and luxury
residences-outside the site value base-as legitimate and fruitful ob-
jects of taxation. Moreover, there can be no question but that it is po-
litically easier to levy a lower rate on a broader base (one that includes
the value of improvements) than vice versa. The rate argument is not
easily dismissed. Some countries have made exceptions to the site base
to capture this value of luxury improvements. Lent (1974) reports that
improvements in Trinidad and Tobago were taxed when the ratio of
improvement to land value exceeded 5:1.

On the other side of the ledger, site value taxation has two important
advantages, aside from the removal of a disincentive for investing in
improvements. The first, paradoxically, is an assessment advantage. It
stands to reason that the job can be done more cheaply and uniformly
if improvements need not be considered. Moreover, there are much
better possibilities for mass appraisal, or even the use of computerized
systems, under the land value approach. In an interesting analysis in New
Zealand, a former chief valuer estimated the relative costs of assessing
a plot under capital, annual, and site value to be 6.7 to 4.3 to 1.0 (Brown
1971). The second advantage has to do with the equity of property tax-
ation. A pure land value tax is likely to be borne proportionately more
by owners of the land (compared with a capital value or annual value
tax); hence, it should be more progressive (see chapter 5).

Is There an Optimal Property Tax Structure
for Developing Countries?

On the basis of this review, could one say that there is an optimal
property tax structure for urban local governments in developing coun-
tries? Probably not, but we can identify some common trends and reex-
amine the developing-country experience in light of the supposed ad-
vantages and disadvantages of each system. To the extent that there is
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a trend in property tax practices in developing countries, it is away from
the annual value base and toward capital value assessment. This change
reflects the fact that, as urban areas modernize, the virtues of the annual
value system become less and less important, and the comparative ad-
vantages of a capital value system become more apparent.

The move toward a capital value basis implies more than simply a
change in the method of assessment. The administration of rental based
systems is more likely to be left with the local authority than is the
administration of a capital value system. Capital assessment is more dif-
ficult and more technical and requires a larger staff of qualified assessors
than does rental value assessment as currently practiced. Nearly all the
annual value systems studied here were completely administered by the
local government, whereas the assessment function tended to be shared
or centralized under the capital value systems studied. The movement
toward capital value, then, may strengthen the property tax practice, but
it also may reduce local discretion.

The horizontal equity of the property tax system is potentially better
under capital value assessment because individual property differences
are considered in some detail and because an objective assessment man-
ual can be used. A more objective assessment system also can improve
vertical equity, and progressive rate structures can be used under either
system. Moreover, the assessment of owner-occupied, rented, and non-
residential properties on the same basis (not possible under annual value
systems) is likely to improve both horizontal and vertical equity. This is
not to say that capital value systems are more equitable in practice, only
that they potentially might be.

The capital value basis has the great virtue, as an urban tax, of possibly
affecting the intensity and spatial distribution of land use and would also
seem preferable on grounds that it can be adapted more easily to affect
land use patterns. Differential assessment of land and improvements,
and differential tax rates, are common under capital value systems. This
differentiation is not possible under the traditional annual value system.

There would seem little room to choose between the two systems in
terms of revenue productivity and elasticity. In theory, annual and capital
value should grow at the same rate and respond similarly to income and
price fluctuations. Annual value is probably more easily reassessed for
rented residential properties but is more difficult to determine for com-
mercial and industrial properties (where negotiated settlements seem to
be more common than under capital value systems).

The clear advantage to an annual value system is that it is less costly
to administer. Fewer qualified valuers are necessary and, where mass
appraisal techniques are used, it is not necessary to develop and update
a file of particulars for every property. Many annual value systems, how-
ever, already rely to a certain extent on capital value assessment, and in
some countries and cities annual and capital value systems exist side by
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side. In these cases, a conversion may in fact reduce duplication, clarify
procedures, and increase horizontal equity across different uses of real
property.

This cataloging of advantages and disadvantages is of course subject
to qualification depending on the application of the tax system in specific
cities. Particularly in the case of capital value systems, there is wide
variation in the effectiveness of property taxation. Still, with so few ad-
vantages to the annual value system, one might raise the question of why
it continues to be used so widely. A first reason is simply inertia. Where
the system is understood and accepted by the taxpayers and the gov-
ernment, a change appears to be costly and disruptive. Second, the lower
cost of assessing annual value is difficult to give up when there are so
many other pressures on local government budgets. Third, it is well
known that qualified valuers are hard to attract because government
salaries tend not to be competitive-a problem which has resulted in
some capital value systems working rather badly. Fourth, the rental sys-
tem is likely to be more palatable to the influential interest groups, such
as industrialists and owner-occupiers, and is acceptable to the courts.
Fifth, there is a fear that a capital value scheme will lead to centralized
assessment and eventually to a loss in local control over the property
tax.

These influences notwithstanding, the tide is turning away from annual
value systems. Rapid urbanization is placing demands on the local tax
system that annual value systems probably cannot meet. In particular
there are demands for horizontal and vertical equity, a need to consider
land use effects and to raise more revenue, and a desire to capture the
land value increments resulting from urbanization. Moreover, the ad-
vantages of mass assessment of homogeneous rented properties will con-
tinue to diminish as urbanization brings more owner-occupancy and more
diversity in the housing stock. On the political side, one would expect
more willingness to yield to the pressures for centralization, in exchange
for greater leeway in affecting land use and for greater revenues from
the property base.

Once the notion of a capital value base is accepted, the question arises
as to whether one wants to tax or exempt improvements. The exclusion
of improvements would hinge on the interest of the city and country in
promoting a more intensive development of land, and on whether the
heavy administrative costs of assessing property and collecting a property
tax on improvements figure greatly as part of the government's goals.
One could not say that there is a groundswell of enthusiasm for site value
taxation among local governments in developing countries. Indeed, some
of those countries which have adopted site value systems have found
ways to tax improvements, for example, the Barbados case mentioned
above and the use of a service charge for properties in Johannesburg
(McCulloch 1979: 265). Other countries, such as Jamaica and Kenya,
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have held to more pure land value taxation. There is a clear and dominant
trend, however, in the direction of taxing land at a differentially higher
rate than improvements. Pure site value taxation may be one step further
than most developing countries are willing to go.

Exemptions from the Property Tax Base

Governmental and certain other institutional properties are usually
exempt from local property taxes, but there are good arguments for
questioning this practice. First, urban services must be provided to work-
ers in these buildings, just as in any other buildings. Second, the absence
of a property tax artificially lowers the relative price of a location and
may induce a government to choose an inefficient location for certain
of its activities. Third, because of the exempted properties, a city with
a concentration of government activity (especially a capital) loses a great
deal of revenue compared with other cities in the country. Garz6n L6pez
(1989) estimates that between 25 and 30 percent of the assessed value
in La Paz is exempt.

In fact, some central and state governments do make a payment in
lieu of property taxes, which is usually negotiated as some fixed per-
centage of actual property tax liability. This percentage varies substan-
tially by city and by type of institutional property, and there do not appear
to be general patterns or procedures. For example, Ahmadabad re-
quested state and central government payments equivalent to 75 percent
of the general rate of property taxes, with assessment at 9 percent of a
property's original capital value. In Bombay and Singapore, payment was
negotiated with each payee (for example, government, railroad, port,
and utilities). Even where payments are made, however, they may be
small relative to the actual tax liability forgone, are often made only after
delays, and tend to be less buoyant than increases in property value.
Bombay and Nairobi, among the cases studied here, are cities in which
government agencies have been notably delinquent in their payments.
In many cities-such as Cartagena, Jakarta, and Seoul-no payments
were made.

Institutional properties are but one important class of exemption from
the property tax. Another is tax incentives to stimulate construction or
increased investment. For example, Singapore used a set of property tax
holidays to encourage the development of multistory hotels, and the
central government in the Philippines exempted "pioneer industry" firms
from local property taxes. Particularly noteworthy about the Philippines
case is that the tax loss was not incurred by the level of government
granting the exemption. The important issue in the case of these incen-
tive programs is whether they work, that is, whether property tax relief
can provide enough cost savings to induce business expansion. Evidence
from the United States on this question is inconclusive (see Bartik 1989;
Wasylenko and McGuire 1985). In the cities of developing countries
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where tax rates are even lower, property tax exemptions are even less
likely to be effective in stimulating economic development.

Another class of exemptions is for owner-occupancy. The intent is to
provide an incentive for homeownership and, presumably, to tax land-
lords, renters, and nonresidential property more heavily. Full exemption
is given in many countries, preferential assessments in others, and pref-
erential rates in yet others. Again, the rate of property taxation may not
be high enough to influence the ownership decision. The more pertinent
question may well be how the city wants to divide the total property tax
bill among various classes of taxpayers; that is, the most important effects
of the owner-occupancy exemption have to do with the equity of the
property tax. The net equity effects depend on the relative income levels
of owner-occupants, renters, and landlords; the extent to which absentee
landownership predominates; and the extent to which the property tax
may be passed on to renters. One could hypothesize that few govern-
ments have based the owner-occupancy decision on a thorough consid-
eration of these issues. Indeed, as we will show in chapter 5, the net
effect of this provision probably reduces the overall progressivity of the
system.

A third common type of exemption is for low-income families, or at
least for low-value properties, such as has been given in Bogota and Cali;
Bombay, Calcutta, and Madras; and in Seoul, Singapore, and Tehran.
Whether the primary aim of this exemption policy is to reduce admin-
istrative costs or to introduce a progressive element into the tax structure
is not entirely clear. Many have argued that such exemptions can lower
administrative costs significantly without having much effect on revenue.
Mohan (1974) estimated that the exemption of low-income properties
in Bombay could reduce the number of taxpayers by 35 percent but tax
liabilities by only 5 percent. He reports similar results for Madras. Linn
(1980b) reports for Bogota that the aggregate assessed value of the least
valuable 60 percent of properties contributed only 13 percent of total
property value in 1972. If these examples are indicative, local govern-
ments not giving exemptions for low-valued properties may be incurring
a relatively high collection cost for little revenue return. The net revenue
cost of such exemptions could be quite low.

Does the Property Tax Generate Adequate Revenue?

The property tax, it is alleged, does not generate enough revenue to
satisfy public expenditure demands at any given point in time, nor does
it grow as rapidly as do expenditure requirements. This complaint is most
forceful in cities which do not have recourse to other taxes or where
intergovernmental transfers play an important role in local finances. To
examine the adequacy of revenue, we make cross-city comparisons of
the level of property tax effort and of the income-elasticity of the prop-
erty tax. Comparisons of property tax effort can serve as a first approx-
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imation to whether there is room to raise additional revenues through
discretionary actions. An analysis of the elasticity of the property tax in
various cities may also identify international norms, as well as suggest
possibilities for improving the responsiveness of the tax to income and
population growth in the local area.

Tax Effort

There are conceptual problems with measuring tax effort, that is, the
extent to which taxable capacity is actually used (Bahl 1971; Bird 1976a).
Interpreting comparisons of effort for particular taxes is even more trou-
blesome; for example, a low property tax effort may mean only that other
taxes are used more intensively. For these reasons, we suggest no nor-
mative interpretation of the rather mechanical comparisons below-they
show norms only in the sense of describing the variation in actual prac-
tice.

The ratio of property tax revenue (T) to personal income (Y) is a
traditional measure of tax effort. This ratio may be disaggregated for any
city as follows:

(4-1) T _KT ) (TL) (AV) jMV)
Y VTLJ AV} MVJ VYJ

where TL = the property tax liability, AV = the total assessed value
of the property, and MV = the total market (capital or rental) value of
the property. The level of effort, then, may be viewed in terms of (a)
collection efficiency (TITL), (b) a tax rate effect (TLIAV), (c) assessment
efficiency (AVIMV), and (d) a base effect (MV/Y). The last term, the
ratio of the market value of property to income, is beyond the short-
run discretionary control of the local government. In fact, in countries
where assessment is highly centralized and where tax rate adjustments
require central or state government action, local governments may in-
fluence only the efficiency of collection. Where there is more local au-
tonomy, the collection, tax rate, and assessment effects may all be subject
to manipulation by the taxing local government. This might lead us to
the conclusion that, at least in some countries, variations in property tax
effort may be attributed in considerable degree to conscious decisions
by local governments.

A quantitative comparison of cities according to the four components
of equation 4-1 is not as straightforward as it may seem. There are many
reasons. Since cities using annual and capital value systems are not strictly
comparable in terms of their ratio of property tax base to income, some
rate of capitalization must be assumed.2 2 Comparable data are not always
available to analyze variations in efficiency of collection and assessment.
Moreover, actual collections are rarely disaggregated according to how
much was collected in relation to any given year's liability; hence, com-
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parisons for a single year may be spurious. Studies of assessment ratios
are rarely done in developing countries, thereby making impossible com-
parisons of assessed and market value across cities. Because of these data
problems, we combined the first two terms in equation 4-1 into an ef-
fective tax rate (TIAV) and the last two into an effective base rate (AVI
Y). If, in a particular city, the effective tax rate is low relative to other
cities, the difference may be ascribed either to a low statutory rate or
inefficient collection. If the effective tax base is relatively low, under-
assessment is likely the problem. The effective base and effective tax
rates are comparable only among cities using the same base, but the
composite measure of property tax effort (TIY) is comparable across all
cities in the sample.

From the small sample available to this study, it is most difficult to
infer a normal property tax effort, but the median of property tax col-
lections relative to income of the cities studied was about 2.5 percent
in the 1970s and slightly lower in the 1980s (table 4-4). If an effort ratio
of 2.5 percent is about average, then Bogota, Cartagena, Jakarta, Kings-
ton, and Seoul would appear to have made abnormally low property tax
efforts relative to their incomes. Because of the very small number of
urban areas for which we have data, it is difficult to uncover any sys-
tematic relations which may exist between this pattern of effort and the
characteristics of the cities.

Something may be learned by analyzing the components of the below-
average performance of these five capital value cities. In Seoul, the prob-
lem has been a low effective rate, while in Bogota, Jakarta, and Kingston
both the effective rate and the base ratio have been low. This rough
comparison squares with policy concerns about the property tax in Kings-
ton and Seoul, that is, Seoul's very low rate and Kingston's long-standing
need for overall reassessment before its conversion to site value taxation
in the late 1970s. The variations in the tax-to-assessed-value ratio shown
in table 4-4 appear to be due primarily to differences in rate level and
structure. Variations in the collection ratio (the ratio of taxes collected
to tax liabilities) are smaller (table 4-5).

Among the rental value cities, the pattern is less clear. Calcutta and
Ahmadabad have made the highest tax efforts, Calcutta because of a high
effective rate and Ahmadabad because both the effective rate and the
effective base are high.

The wide variation in the base effect observed here could stem from
a number of factors, including variations in the composition of the tax
base, heavy underassessment, and the level of exclusions. There are many
examples of drastic underassessment in these cities, and in virtually every
city there was evidence that property is assessed at a rate considerably
below true market value. But the reasons for this underassessment vary
widely. In some cases it is due to a conscious underassessment of property
value, whereas in others it is due to infrequent and dated assessments.



Table 4-4. Comparative Levels of Property Tax Effort

Per capita total Per capita Assessed value as Taxes as Property taxes as
property taxes assessed value percentage of percentage of percentage of

City, year (dollars) (dollars) income value income

Capital value systems
Bogota, Colombia, 1971 3.49 653 1.260 0.50 0.63
Cartagena, Colombia, 1972 2.76 518 2.040 0.50 1.00
Cartagena, Colombia, 1980 5.43 1,669 1.410 0.32 0.46
Jakarta, Indonesia, 1972 0.35 3 0.020 0.18
Kingston, Jamaica, 1971 4.75 90 0.109 0.06
Nairobi, Kenya, 1971 12.04 317 0.635 3.80 2.40
Seoul, Rep. of Korea, 1971 2.20 840 1.935 0.30 0.50
Seoul, Rep. of Korea, 1983 17.33 - 0.820 1.00 0.82
Manila, Philippines, 1972 14.20 1,276 2.463 1.10 2.70

c Manila, Philippines, 1984 2.13 98 0.170 2.18 0.36
Lusaka, Zambia, 1972 9.60 845 5.709 1.10 6.40
Annual value systems
Hong Kong, Hong Kong, 1973 15.20 131 0.111 11.60 1.30
Hong Kong, Hong Kong, 1985 289.44 323 0.262 8.95 2.35
Ahmadabad, India, 1972 3.75 15 0.142 24.90 3.50
Bombay, India, 1971 4.80 18 0.068 27.40 1.90
Calcutta, India, 1971 5.73 14 0.080 40.90 3.30
Singapore, Singapore, 1968 14.30 32 0.046 44.40 2.10
Singapore, Singapore, 1985 211.92 593 0.080 35.72 2.86
Tunis, Tunisia, 1971 10.00 143 0.644 18.80 4.50
Median
Before and including 1979 5.27 137 0.640 2.45 2.00
After 1979 17.33 458 0.262 2.18 0.82

Negligible (less than 0.10 percent).
- Not available.
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Table 4-5. Property Tax Collection Ratios in Selected Cities

City, year Collection ratio (percent)

Dhaka, Bangladesh, 1984 55
Bogota, Colombia, 1972 84
Cartagena, Colombia, 1972 66
Bombay, India, 1971 82
Calcutta, India, 1971 53
Delhi, India, 1979 68
Madras, India, 1977 65
Jakarta, Indonesia, 1985 53
Dakar, Senegal, 1981 50
Kandy, Sri Lanka, 1983 75

Revenue Growth

Another important question is the adequacy of the growth of property
tax revenue. This adequacy is usually measured in terms of the income-
elasticity of property tax revenues, with a normative judgment often
made that at least a proportionate response is desirable. Such normative
statements require qualification. If the property tax were the sole source
of local finances and if income were the sole determinant of public ex-
penditure needs, then the unitary income-elasticity argument for prop-
erty tax revenues might be persuasive. But local governments have re-
course to other revenues, and although it may be important that total
revenues grow in response to expenditure needs, it is not necessary, or
even desirable, that each tax so respond. Moreover, although income
growth seems a reasonable basis on which to measure revenue respon-
siveness, there is nothing magic about an elasticity of 1.0 or 0.8 or 1.2,
since it is not at all clear how expenditure needs increase with income.
Indeed, one might ask whether it would be good policy, for example,
to give up some revenue-elasticity in the short run if an elastic property
tax would increase the effective tax burden on the housing sector in the
long run and dampen construction activity in the local housing market.

It would be incorrect, however, to ignore the implications of an in-
come-inelastic property tax, especially where the property tax is the prin-
cipal source of financing for a local government. Income growth is a
significant (and elastic) determinant of the demand for public expendi-
ture in industrial countries, and other studies suggest that it may serve
as a reasonable proxy for increased wage demands by public employees.
To the extent that these patterns hold true in developing countries, a
property tax which responds less than proportionately to income growth
may substantially reduce the flexibility of a local government to increase
public service levels and may force frequent and politically unpopular
adjustments to the rate and base.
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In fact, the urban property tax in developing countries appears to be
income-inelastic. Available data suggest that the growth in property tax
revenues has lagged behind the growth in income, and in some cases
behind the growth in the general price level; that is, the real property
tax yield has fallen. The rates of growth in real and actual levels of prop-
erty tax revenue and assessed value are described for a sample of cities
in the first three columns in table 4-6. There is a wide variation in these
growth rates and a normal performance is difficult to identify. Only in
about half the cities, however, was there an increase in the intensity of
property taxation, that is, in the effective rate.

Ideally, one would like to estimate the long-term income-elasticity of
the property tax for each city, but data problems are severe. In particular,
data on changes in income are not generally available. Moreover, a major
conceptual problem with estimation of the income-elasticity of the prop-
erty tax is the difficulty in separating the increase in revenue due to
automatic growth from that due to changes in the discretionary rate or
base. Nevertheless, some estimate of the responsiveness of property tax
revenues to urban economic growth is an important element in tax policy
planning in general, and in evaluating and adjusting the property tax
structure in particular.

In each of the cities studied, some attempt was made to estimate the
responsiveness of property tax revenues to growth in the local economy.
Because of inadequate data on personal income, we must approximate
an upper boundary on the income-elasticity of the property tax. We may
derive a revenue-population elasticity, the percentage increase in prop-
erty tax revenues associated with a 1 percent increase in population,
which is equivalent to the income-elasticity of revenue if there has been
no change in per capita income. If per capita income has increased, then
the population-elasticity exceeds the income-elasticity.

As may be seen in table 4-6, nominal property tax revenues have
generally grown two to three times faster than the population. This im-
plies that there has been an increase in per capita property tax revenues,
but in real terms this increase has tended to be small or negative. With
respect to the cities studied here, the population-elasticity of the property
tax exceeds unity in real terms only in Calcutta, Cartagena, Jakarta, and
Seoul in the earlier period, and in Cartagena, Seoul, and Singapore in
the later period.2 3 Though adequate statistics on income growth rates
are not available, it seems likely that incomes in these cities have grown
at a faster rate than population and that therefore the property tax is
inelastic. This conclusion of an income-inelastic revenue response is es-
pecially disturbing because we have included discretionary changes in
computing revenue increases; that is, these data are an overstatement of
the automatic elasticity of the system.

For some cities, income estimates are available, and it is possible to
estimate the income-elasticity of property tax revenues and its three



Table 4-6. The Growth in Property Tax Revenues and the Property Tax Base
Populateon-elasticztya

Annual rate of increase
-____________ _ _Property tax revenue Assessed value

Property tax Assessed
City, years revenue value Pricesb Actual Real Actual Real

Bogota, Colombia, 1963-72 12.9 19.4 10.5 2.0 0.70 3.7 1.80
Cartagena, Colombia, 1970-72 16.5 22.5 9.0 3.3 1.40 4.4 2.50
Cartagena, Colombia, 1978-80 50.5 23.0 25.6 27.0 1.05 12.30 0.48
Hong Kong, Hong Kong, 1984-86 7.95 2.96 7.9 3.79 0.32 1.41 0.18
Ahmadabad, India, 1961-78 8.88 5.9 6.8 2.17 0.32 1.44 0.21
Bangalore, India, 1961-78 13.46 13.34 5.9 3.64 0.62 3.60 0.61
Bombay, India, 1963-72 8.0 7.2 7.1 2.2 0.20 1.9 0.02
Bombay, India, 1969-78 15.32 7.7 5.8 3.29 0.57 1.66 0.29
Calcutta, India, 1966-78 5.29 4.6 5.5 9.12 1.66 7.98 1.46
Delhi, India, 1961-81 14.61 13.41 5.9 3.14 0.53 2.9 0.49
Madras, India, 1967-77 13.98 9.34 6.1 4.98 0.81 3.32 0.54
Jakarta, Indonesia, 1970-73 120.7 - 13.1 33.6 2.56 - -
Kingston, Jamaica, 1969-73 6.9 4.7 5.4' 2.6 0.47 1.7 0.30
Seoul, Rep. of Korea, 1963-72 38.0 31.0 12.0 4.2 2.50 3.4 1.90
Seoul, Rep. of Korea, 1981-83 16.5 - 5.3 5.5 1.04 -
Manila, Philippines, 1974-84 13.8 8.4 18.4 3.8 0.21 2.33 0.13
Singapore, Singapore, 1983-85 12.29 8.99 1.5 10.24 6.69 7.49 4.90
Tunis, Tunisia, 1966-72 4.8 6.8 3.6 1.2 0.30 1.7 0.80
Lusaka, Zambia, 1966-72 16.3 14.8 6.8 1.2 0.60 1.1 0.50

Median
Before 1979 13.7 9.3 6.5 3.2 0.62 2.90 0.50
1979 12.3 8.4 6.6 3.8 0.68 2.3 0.18

- Not available.
a. Percentage increase in property tax revenues (assessed value) per 1 percent increase in population.
b. The annual increase in price is on a nationwide basis taken from IMF (various years, b) except as otherwise noted.
c. Actual rate of price increase for city.
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components (again including discretionary changes). The base-elasticity
measures the responsiveness of assessed property value to income
changes. The rate-elasticity measures the responsiveness of tax collec-
tions to changes in the assessed property value. The collection rate-
elasticity indicates the responsiveness of tax collections to changes in tax
liabilities. The first component therefore indicates the extent to which
property tax revenues respond to changes in the economic base of the
city (that is, income) because of changes in the assessed-value base. The
second component shows the extent to which increases in assessed value
are actually translated into property tax collections, reflecting three fac-
tors: the built-in elasticity of a given rate structure, the effect of changes
in the rate structure which have occurred during the period of mea-
surement, and changes in collection efficiency. The third component
isolates the impact of collection efficiency on changes in property tax
collections.

Analysis of these components, as reported in table 4-7, indicates an
income-inelastic property tax in most cities, even if discretionary changes

Table 4-7. Estimated Income-Elasticity of Components of the Property Tax
in Selected Cities

Elasticity
- Total

Collection income-
City, years Base-' Rate_b rate-c elasticity

Bogota, Colombia, 1962-72 0.71 1.06 1.03 0.77
Cartagena, Colombia, 1961-72 0.70 1.15 - 0.81
Ahmadabad, India, 1961-71 - 0.94 - -

Ahmadabad, India, 1961-78 - - - 0.81
Bombay, India, 1961-71 - - 1.17 -

Bombay, India, 1969-78 - - 0.67 0.83
Calcutta, India, 1960-71 - 1.43 0.56 -

Calcutta, India, 1966-78 2.50 0.26 0.38 0.65
Delhi, India, 1966-73 - - 0.68 -

Delhi, India, 1961-81 1.04 0.98 1.02 1.02
Madras, India, 1961-71 - - 0.59 -

Madras, India, 1967-77 1.15 0.84 1.20 0.97
Kingston, Jamaica, 1961-72 - 2.33 - -

Seoul, Rep. of Korea, 1968-71 - 0.89 -

Manila, Philippines, 1974-84 - 2.12 1.00
Tunis, Tunisia, 1962-72 - 1.56 -

- Not available.
a. The base-elasticity is the percentage change in assessed value divided by the change in

income.
b. The rate-elasticity is the percentage change in actual tax collections divided by the per-

centage change in assessed value.
c. The collection-rate-elasticity is the percentage change in actual tax collections divided by

the percentage change in tax liability.
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are counted. The primary source of growth appears to be the rate-elas-
ticity, likely because of the influence of increases in the statutory rate.
These results square with Dillinger's (1988a: 6-8) analysis of the prop-
erty tax performance in eleven developing countries in the 1980s: seven
showed a real decline in property tax revenues.

Property Tax Administration

That the property tax is difficult to administer is an often lamented
fact in industrial as well as developing countries. The problems are par-
ticularly severe in developing countries because of a shortage of skilled
staff and because records of landownership and property transfers are
often notoriously bad. Yet urban property values are growing rapidly,
and local governments have little option but to make the most of the
property tax. It should not be surprising, therefore, that some notable
improvements have been made in administering the local property tax
in some cities of developing countries.

The administrative constraints to improving the fairness and revenue
productivity of the property tax lie in all four facets of property tax
administration: identification of property site and ownership, record
keeping, assessment, and collection. Reforms that attempt to improve
any one aspect without considering the other three are not likely to be
successful. Indeed, when the poor revenue performance of the property
tax is attributed to administrative shortcomings, the reference may be
to any or all of these four areas.

As is discussed below, however, it is difficult to know where to start.
Most attempts at reform begin with either property identification or
valuation, but Dillinger (1988a) argues that the best place to begin is
with collections.

Discovery and Determination of Property Ownership

The problems of identifying ownership and assembling a complete
enumeration of properties are perhaps the greatest constraints to effi-
cient administration of the property tax. The basis of a good property
tax practice is a full fiscal cadastre. This would involve describing and
defining boundaries for every property (cadastral maps), establishing
ownership or taxpayer liability,2 4 valuing the land, and if necessary de-
scribing and valuing all improvements on the land. An estimated 20-40
percent of all urban households in developing countries are living on
land to which neither they nor their landlords have legal title. In many
cities the figure is much higher (Mayo, Malpezzi, and Gross 1986: 192).

The difficulty of the task is compounded even further because of the
poor quality of available information on ownership and sales values.
Property title records are in poor shape in developing countries, and a
search and interview process to establish ownership for every plot is a
very expensive undertaking. Some governments have tried to get around
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the problem of determining ownership by requiring self-declarations (for
example, Guatemala, the Philippines). Such programs do not give the
clear-cut results that one would hope for, because of a number of com-
plications: disputes among heirs over ownership, how to treat declara-
tions on occupied properties in illegal and squatter settlements, uncer-
tainties about ownership in regions of land reform, different declared
values for family-owned properties, and so forth. One result of required
self-declarations in the Philippines, for example, was a large number of
duplicate ownership claims (Wasylenko, Bahl, and Holland 1980).

The preparation of cadastral maps is expensive, especially if full aerial
surveys are necessary, but these maps are essential to successful valuation
and collection. Indeed, the first step toward improved property tax ad-
ministration is to prepare or update the tax maps. Starting with partial
and dated cadastral maps-or better yet, with existing aerial photo-
graphs-this procedure establishes (by field survey) a complete inven-
tory of all real property and assigns to each parcel a unique property
identification number. This system provides a simple means to keep track
of all parcels and to link assessment, billing, and property transfer rec-
ords. Even this process-which includes no valuation-is expensive;
1980 estimates for the Philippines placed the cost of tax mapping at
between $1.30 and $2.60 per parcel, excluding the cost of any aerial
photographs (Wasylenko, Bahl, and Holland 1980). Estimates as of 1984
were that the cost per parcel was $2.75, including the assigned overhead
cost of the project (Dillinger 1988a: 21). As a result of this relatively
high cost and the management and training problems, tax mapping was
carried out by only about 20 percent of all Philippine local governments.

The Philippine tax mapping exercise, because it addressed only one
phase of the problem of property tax administration, did not necessarily
improve the revenue productivity of the property tax. Wasylenko, Bahl,
and Holland (1980) studied a sample of 19 tax-mapped municipalities
in the Philippines and drew the following conclusions: (a) the total num-
ber of parcels increased by more than 10 percent in 11 of the 19 mapped
communities, decreased in 4 (because of the removal of duplicates) and
remained essentially unchanged in 1; (b) collection efficiency increased
in 11 of the 19 but decreased in 8; and (c) assessed value increased in
11 of the 14 for which suitable data were available for analysis. A com-
parison of 18 mapped with 18 nonmapped but otherwise roughly com-
parable municipalities showed that the average collection efficiency was
62 percent among the mapped and 57 percent among the unmapped.
Yet in 10 of the comparisons, collection efficiency was higher in the
nonmapped jurisdiction. Tax mapping may be an important first step to
improved property tax administration, but it is only one step in a process.
In a later review of the Philippine project, Dillinger (1988a: 46) reports
that revenues in the municipalities involved remained stagnant because
the project "did not address problems in collection administration and



PROPERTY TAX SYSTEMS: PRACTICE AND PERFORMANCE 1II

enforcement. In many jurisdictions, reductions in collection efficiency
more than offset increases in assessments."

Record Keepisng and Records Management

The inadequacy of property tax records is a large problem for admin-
istering property tax systems in developing countries. The problem may
go back to an incomplete tax roll or inadequate ownership information,
but it may also be due to dated information, duplicate records, poor or
out-of-date information on improvements, or simply a poor method of
maintaining and filing the information. Underlying this problem is a lack
of attention by the government responsible and a lack of coordination
among the local, state, and central government offices involved.

As a rule, there is an absence of coordination between the office of
the assessor, the registrar of deeds, those handling building permits, the
public utilities providing services, and the office handling property trans-
fer stamps. It follows that information on changes of ownership, sale
prices, and new construction is not recorded promptly by the assessor.
Resolution of this problem of coordination lies mostly with the central
government, because the office of deeds registration is usually part of a
central ministry. Local governments sometimes station an officer in the
land registry office to improve the flow of information, but there still
remain the problems of the quality of information on deeds and the
underdeclaration of sales values. The resolution of all these problems
will generally require action by the central government. The problem
may reflect the low priority which central governments have assigned to
strengthening the local property tax. If that is so, even centralized as-
sessment will not improve matters.

The local government is better able to enforce building permits and
regulations and make sure that new improvements are reported to the
assessor's office. Improvements require policing to determine that build-
ing permits are being obtained and that files describing improvements
are being updated. Most local governments simply do not have the staff
to carry out such a task, and, as a result, improvements are typically
assessed well below their market values.

Brazil has made an attempt to use cross-referencing of information to
improve property tax assessment. A system has been developed that
requires any approval of subdivision, building or occupancy, permit, or
registration of title to be reported directly to the office of the assessor.
Brazil's experience with cross-referencing, however, has been somewhat
disappointing (Dillinger 1989). In part this is because many of the
changes above occur outside the systems of formal permits and regis-
trations-either legally or in violation of the law. Another problem is
that the various government agencies are either uncooperative or inef-
ficient in their record keeping.

The organization and handling of the records present other problems.
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Procedures for updating are often poor; the design of the records is
sometimes inadequate (for example, in Grenada the records were filed
alphabetically by owner's name rather than by parcel identification num-
ber); quite often all reports are handled manually; and generally not
enough clerks are assigned to the job, and they may be unskilled, and
have little incentive to carry out a more efficient operation.

Local governments may deal with the records problem in three stages,
depending on the level of sophistication of their present system. First,
the existing tax records can be sorted manually by neighborhood, du-
plicates can be eliminated, and some coordination with valuation, billing,
and collecting can be established. This option is likely to be most at-
tractive to smaller local governments and to some larger places not yet
ready to overhaul their records system. A second stage of reform involves
redesigning the format and the content of the information contained on
the cards and assigning each parcel an identification number. At this
stage, the fiscal cadastre could be updated and a linkage could be estab-
lished with the titles office to obtain updated information on sales prices.
A third level of reform is to computerize the system. This last level is
essential, particularly for large cities, but requires specialized technical
expertise, careful planning and implementation, and sufficient financial
resources. Where these ingredients are absent (as they were, for example,
during the 1970s in Bogota), computerization of property records can
cause endless confusion in cadastral administration and property tax col-
lection (Linn 1981). The advent of microcomputers, however, has greatly
reduced the problems of computerization and has brought the possibility
of efficient and inexpensive computerized record keeping even to small
local governments.

Assessment

The largest problems in administering assessments fall under the head-
ings of inadequate staffing, the poor quality of basic information for the
valuation process, and the political obstacles to regular reassessment.
Qualified valuers are in short supply in nearly all countries, even in the
largest cities. In the public sector, wages may be relatively low because
of civil service salary schedules, and valuers are often bid away by much
more lucrative salaries in the private sector. The shortage of qualified
assessors is a story told in nearly every developing country.

Governments might take a number of actions to deal with the staffing
problem. The most obvious is to move appraisers out of the civil service
schedule so as to offer competitive salaries. This action would produce
such a large return in revenue that it is likely to be one of the most
lucrative investments open to local governm-ents. It might work for some
of the larger cities, but not for all local governments in the nation. An-
other approach would require something akin to centralized assessment
and a centralized training of assessors. A secondment system, whereby
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senior valuers do a substantial amount of the training, has worked with
reasonable success in the Philippines. Yet another approach is to alter
the property tax system to make the appraisal job less demanding. Ex-
cluding the valuation of improvements can substantially lighten the work
load of the valuation staff.

There are problems with the basic data inputs and their use in con-
structing an assessment manual and instructions. Assessment under all
systems is notional; that is, it attempts to determine the value of a prop-
erty in the market. Yet all systems must rely on some objective evidence
in reaching decisions about property values. Unfortunately, the basic data
are often badly flawed. In the case of annual value systems, rent receipts
may be falsified, or under-the-table payments known as "key money"
may be involved if rent control ordinances are in force. The situation is
as bad for records of property sales values, because of intrafamily trans-
actions and because sales values may be consciously understated to avoid
property transfer and capital gains taxes. The response to these data
problems in most developing countries has been to use a combination
of sales data and opinions of real estate agents, bankers, and assessors
in establishing values or rents. Time may sort out some of the problems.
With continuing urbanization, more impersonal or arms-length trans-
actions, greater use of bank mortgage financing, and a tax system that
provides incentives for buyers and sellers to state property sales amounts
correctly, property sales records may become the more accurate reflec-
tions of market values that they are in industrial countries.

The data problems inherent to valuing improvements are the most
severe. The valuation is based on estimates of construction costs and
building materials, often gathered from the private sector. In most of
the cities surveyed here, there did not seem to be a systematic approach
that used averaging or formulas, but rather the judgment of assessors
was used in developing the manual for assessing improvements. In prin-
ciple, however, there is no good reason why the appropriate central
government ministry could not construct and maintain a reasonably ac-
curate schedule of construction costs.25

One important determinant of the accuracy of assessed value and the
revenue productivity of the property tax is the frequency of reassess-
ment. Countries and cities vary in their statutory requirement for reas-
sessment, but generally the law states that properties must be reassessed
every three to five years. In fact, however, because of the scarcity of
assessors and other difficulties of frequent reassessment, the cycle tends
to be much longer, more on the order of five to ten years. This is the
primary explanation of the low buoyancy of property tax revenues, since
in the absence of reassessments the only way for the property tax base
to grow is for newly improved properties to be added to the tax roll.
Indeed, in the presence of inflation, assessed property values tend to
decline in real terms and, even more important, so does the real value



114 LOCAL GOVERNMENT TAXES

of property taxes collected on existing properties. This sets up an un-
fortunate downward ratchet effect, since property taxpayers get accus-
tomed to the gradual decline in their real tax burden. Thus they will
object to a revaluation of their properties and to the resulting sharp
upward jump in their tax burdens, even if such a reassessment does no
more than reestablish the original value of property and property tax.
In the face of such opposition, local authorities often do not find it
possible to maintain the real value of their property tax rolls, let alone
keep up with the actual increase in real property values.

One solution to this problem, of course, is to carry out regular re-
valuations. Since administrative costs and political opposition are likely
to prohibit this solution, an alternative measure must be found to main-
tain the real value of property tax burdens and collections between reas-
sessments. One approach is to increase the nominal tax rate between
reassessments and roll it back at the time of reassessment, thereby elim-
inating large jumps in property tax liability. Periodic reassessments would
then be used more to maintain accuracy in the relative values of prop-
erties than to reestablish tax burdens after long periods of erosion (Bahl
and Schroeder 1983d).

Although such explicit and flexible use of the property tax rate would
seem to have much to recommend it, it has not been frequently applied
in the cities of developing countries (exceptions are Lagos and Nairobi).
There are three main reasons for this failure. First, local governments
are usually restricted by central and state governments in their liberty
to adjust property tax rates. Second, increases in the property tax rate
require explicit policy actions which are politically difficult for any level
of government. Third, rate increases between revaluations would intro-
duce horizontal inequities to the extent that the values of all properties
in the area would nor increase at the same rate.

An alternative approach to indexation has been taken in Brazil. Be-
tween 1980 and 1987, the inflation rate averaged 160 percent and val-
uations were indexed to maintain the buoyancy of the property tax. Mu-
nicipalities were permitted to make increases in valuations, without
physical inspection of properties, with the approval of the municipal
council; or, the mayor could make these adjustments directly so long as
the increase did not exceed the inflation index for treasury bonds (Dil-
linger 1989). A similar indexing procedure has been followed in Chile
and Colombia.

Collection

The last step in administering the property tax, collection, may present
the most difficult problems because costs are high and collection effi-
ciency often low. As described above, collection rates (the ratio of col-
lections to collectibles) of less than 7 5 percent are not at all uncommon.26

Data problems notwithstanding, these low rates of collection are prob-
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ably a good indication of the situation. The source of the problem may
lie with an inadequate collection procedure, with the structure of the tax
itself, with an inadequate set of penalties necessary to enforce the tax,
or with the inducements necessary to stimulate collection.

In many cities problems with collection procedures often grow out of
a shortage of skilled staff in the treasurer's office. Any number of other
problems have been cited: poor coordination between the assessor's and
treasurer's offices, no follow-up mailings or field visits to major delin-
quents, records which do not easily permit an identification of delin-
quents, and of course inadequate records of property ownership.

High collection costs and low collection efficiency might also be due
to the property tax structure. If the tax is thought to be unfair because
of horizontal inequity, taxpayers' resistance increases. For example, the
high dispersion of assessment ratios was seen as a partial explanation of
Jakarta's ability to collect no more than 30 to 40 percent of residential
property tax liabilities in the early 1970s (Lerche 1974). In addition,
where low-valued parcels are not exempt from the tax base, collection
costs may be quite high. In the case of Jakarta, for example, there was
a very high concentration of the property tax base: 69 percent of tax-
payers accounted for 11 percent of the base, and 7 percent of the tax-
payers accounted for 63 percent of the base (Linn, Smith, and Wign-
jowijoto 1976). Such concentrations and equity objectives have led some
cities to exempt low-valued properties from the base. For example, in
1972 Seoul exempted properties with a value less than $300, in 1974
Abidjan exempted properties with an annual rent less than $650, and in
the early 1970s Lusaka exempted all squatter settlements.

Two final collection problems are a lack of enforcement and the ab-
sence of adequate incentives for prompt and full payment. There are
some successes to report in solving these problems, but also many fail-
ures. Governments in developing countries have not vigorously exer-
cised their powers to impose heavy penalties on property tax delinquents.
In some cases the penalties are adequate but not enforced, in other cases
they are quite inadequate. Cash penalties are frequently too low to be
effective. For example, the penalty rate in the Philippines (2 percent per
month to a maximum of 24 percent) was less than the return on private
investments (Bahl, Holland, and Linn 1983), and there has been a poorly
enforced lump sum penalty charge of 5 percent in Jakarta (Linn, Smith,
and Wignjowijoto 1976). Central governments are hesitant to move to
the stiffer penalties (for example, sale of property at auction) for political
reasons and also because lengthy court action may be involved. The lack
of a special court for the local authority cases has been cited as a serious
impediment in Lagos and Nairobi, since the regular courts are unable to
dispose speedily of appeals or tax enforcement actions such as expro-
priation. In court actions, there inevitably arises the problem of deter-
mining ownership and the long delay which the local government may
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face in getting its money. Because of these delays, some Indian cities
have in the past negotiated the amounts due (Bahl 1975; Bougeon-Maas-
sen 1976). If contested taxes have to be paid before a court ruling (with
the payment refundable), the local government is placed in a much more
comfortable position (Mohan 1974). In Anambra State, Nigeria, prop-
erty tax cases have been dismissed for want of a judge to try the case
(Dillinger 1988a: 35).

Other enforcement mechanisms that do not require court action might
be effective. In Tehran, where in past years the collection record was
good, the electric company cut power to owner-occupied or nonresi-
dential properties that fell two months in arrears. City councils have
attached rents in Nigeria (Orewa 1966). Finally, moral suasion is some-
times used: the names of tax delinquents are posted in public places or
announced in the news media (Bahl and Schroeder 1983d). One difficulty
which inhibits enforcement is that property taxes generally are not levied
on the property but on the owner; that is, the tax is in personam, not
in rem. This means that the owner must be located and brought to court
in order to institute proceedings for nonpayment of taxes. This greatly
complicates the collection of the tax, particularly where ownership titles
are contested or unclear.

Another possibility to increase collection rates is to provide a set of
positive inducements. In many countries (Colombia and the Philippines
are examples), cash discounts have been provided for early payment.
Unfortunately, these discounts often are well below the market rate of
interest. Bangladesh, Indonesia, and Thailand have provided direct in-
centives to the collectors-village chiefs, neighborhood leaders, and so
forth-who participate in the collection process on a commission basis.
Alternatively, the incentive might be given to the local government. In
the Philippines, 10 percent of the total amount collected has been re-
turned to the neighborhood council (barangay) budget. Finally, periodic
amnesties have been used in Bogota, probably to the extent of becoming
so expected that the effectiveness of all penalties is reduced (Linn 1980b).

Conclusions

There are three important conclusions here. One is that property tax
structure and administration go hand in hand and cannot easily be sep-
arated when undertaking a reform. A second is that there are four critical
aspects to administration of the property tax-property identification,
record keeping, assessment, and collection. Unless all are considered,
administrative reform will not necessarily produce a "better" property
tax. Both of these conclusions point to the need to view the property
tax as a system rather than as a set of independent activities.

A third conclusion is that it is important to monitor and if possible
quantify the importance of the property tax in order to plan for effective
reform. The major weaknesses in the administrative practices of property
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taxation can be identified by quantitative measurement of such com-
ponents as assessment, exemptions, and collection. This approach was
developed and applied in Bogota (Linn 1980b). For 1972, it was found
that a ratio of effective to statutory property tax rate of 0.50 was ac-
counted for by a collection ratio of only 0.68, an exemption ratio of 0.87,
and an assessment ratio of 0.85. In other words, the 50 percent shortfall
of the actual average property tax rate from the legal rate was accounted
for by the combination of a 32 percent shortfall in collection below tax
liabilities, exemption of 13 percent of all assessed property value, and
an underassessment of 15 percent. The low income-elasticity of property
tax revenues of 0.77 between 1961 and 1972 was, however, accounted
for mainly by the relatively low income-elasticity of market value (0.67).
Administrative practices (in particular collection efficiency), exemptions,
and assessment practices actually improved slightly over time as indicated
by greater than unitary elasticities of tax collections to tax liabilities,
taxable assessed value to total assessed value, and total assessed value to
market value of property (Linn 1980b). In Bogota, therefore, adminis-
trative practices of property taxation, and especially collection efficiency,
left considerable room for improvement. But permanent improvements
in the revenue buoyancy should, according to this analysis, not be ex-
pected from improved tax administration.27

Property Tax Reform

In concluding this chapter, a number of broad findings about property
tax policy and administration can be summarized, drawing for complete-
ness on the findings of the next two chapters which, respectively, elab-
orate on the equity and allocative features of the property tax. There
are, we think, some universal lessons about the property tax, irrespective
of country setting. There are also some practices that are neither inher-
ently good nor bad, but require countries to make choices and face up
to the costs involved.

The Time Horizon

The most important consideration in determining the effect of prop-
erty tax policy is the time horizon of the decisionmaking process. In the
short run, the incidence of the property tax will tend to be neutral; that
is, there will be no substantial effect on the allocation of resources or
the distribution of income. In the longer run, the allocative and distrib-
utive effects are likely to be more substantial, depending on the property
tax rate applied.

Whether the short-run or long-run considerations are more important
in formulating policy depends on three considerations. The first is the
elasticity of factor supplies and the speed of adjustment in response to
changes in the property tax. Obviously, property tax effects will vary
directly with the elasticity of supply of land and capital and the speed of
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adjustment. These parameters will differ from country to country, how-
ever, and too little is known on this matter. The second consideration
is the discount rate of the policymaker, which will determine his tradeoff
between policy effects in the near term and in the future. For example,
a high discount rate will lead to a preference for a reform that will gen-
erate substantial and immediate revenues, even though its long-term
effects may be to increase the regressivity of the local tax system. It is
important to note in this connection that fiscal planners the world over
are notoriously shortsighted.

The third consideration is that the speed with which the allocation of
resources adjusts in response to policy depends on past policy. If public
policy signals in the past have switched frequently (for example, if policy
reversals are the rule rather than the exception), then the private sector
is likely to respond more slowly to public incentives. This is because a
quick response is likely to be more costly and more risky to the private
entrepreneur. For example, a new amnesty is not likely to draw in de-
linquent taxpayers if the granting of amnesty has been a frequent practice,
and the imposition of new punitive measures for property tax delin-
quency is not likely to be effective if old measures were not enforced.

Multiple Objectives

Besides intertemporal tradeoffs as reflected in the need to discount
the effects of future policies on particular objectives, choices also have
to be made between multiple and sometimes conflicting objectives. The
discussion in this and the subsequent two chapters on property taxation
makes it clear that there is no magic in property tax policy. The raising
of substantial revenues from property taxation will have some undesir-
able effects on land use and will burden some taxpayers more than others.
This will set in motion a cry for property tax reform and will inevitably
lead to piecemeal adjustments to "correct" some of the inequities. These
usually well-intentioned adjustments often ignore side effects and lead
to further conflict.

There are many examples of this problem. Equity-minded reformers
in Peru and Taiwan (China) promoted the application of a progressive
rate structure of the total value of an individual's landholdings. Although
the burden of the tax may well have fallen heavily on large landowners,
this provision encouraged an uneconomic splitting of landholdings in
Peru (Greytak 1983) and tax evasion in Taiwan (China) (Harris 1979).
Perhaps the principal form of this problem is the tradeoff introduced
when the property tax rate is raised-that is, revenue yield is raised-
at the possible cost of dampening housing investment.

Sometimes the problem of conflicting goals arises because so many
independent actors are involved in formulating property tax policy that
it is not always seen as a "system." In particular, the assessment function
is often separate from the rate-making and general administrative ac-
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tivities. It is not uncommon to find the local council responsible for
establishing taxable values and the treasurer's office responsible for col-
lection, record keeping, and enforcement of penalties. Many problems,
can arise from such a division of responsibility. For example, in Ah-
madabad a graduated rate structure was meant to increase progressivity,
but owner-occupied properties were given a preferential assessment and
the progressivity effects were thus offset.

There are two important messages here. First, the fact that the property
tax constitutes a system needs to be recognized, and rate, base, and
administrative decisions need to be made in a coordinated way. Inde-
pendent decisions about tax structure and administration are as likely to
be offsetting as reinforcing. Second, it needs to be recognized that all
reforms will not satisfy all objectives. In making policy decisions, it is
therefore necessary to assign relative weights to the policy goals so that
they can be directly compared and traded off against each other. As
important as this may be, it is easier said than done because of problems
with measuring the direct tradeoffs between the efficiency and equity
implications of various property tax reforms.

Initial Conditions and Transition Costs

Much of this discussion has been cast as if one could start with a clean
slate and compare alternative property tax systems. In fact, most coun-
tries and cities already have some kind of property tax system, and it is
crucial to consider the transition costs from one system to another. Ex-
isting systems have the advantage that the start-up costs have already
been met. In particular, a fiscal cadastre has been set up and adminis-
trators and assessors have been trained. No less important is the fact that
property owners will have already capitalized the windfall losses and gains
resulting from the development of the existing property tax system.
Moreover, taxpayers are familiar with the present system, and a major
change will call for reeducating the public and perhaps selling the virtues
of the new system. These transition costs may turn out to be quite high.

But one must consider the state of disrepair of the current property
tax system. If things have deteriorated too far, the costs of reform may
be almost as high as those resulting from the institution of a new system.
The relevant considerations, then, are the tradeoffs between the current
transition costs and the future benefits of a better system.

Two cases highlight the importance of considering initial conditions
and transition costs. Jamaica, after many years of transition, adopted a
universal site value tax to replace its capital value tax system, which had
not been utilized effectively. Because of the virtual absence of general
reassessments for approximately forty years and the resulting weaknesses
in the fiscal cadastre and staff, a reform of the existing system probably
would have required the same start-up costs as did the introduction of
the new site value tax. Considerable efforts were necessary to overcome
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the political difficulties associated with the higher property taxes col-
lected after the reform (Risden 1979). These difficulties would have been
very similar, however, had the old tax system been revised to yield higher
revenues. In this sense, then, Jamaica started with something analogous
to a clean slate.

An apparently similar set of circumstances prevailed in Jakarta during
the early 1970s. The property tax system was producing low yields and
was based on an index method which required neither a fiscal cadastre
nor substantial administrative skills (Linn, Smith, and Wignjowijoto
1976). Property tax experts recommended a new capital value tax on
property. Two years of effort went into the preparation of a land value
map and the training of a staff of valuers which, according to the experts,
would have permitted a quick transition from the old to the new system
and a substantial increase in revenues (Lerche 1974). Despite the exis-
tence of this detailed blueprint for reform, authorities decided to main-
tain the existing tax system and to upgrade its revenue performance
through improvements in administration and collection. The start-up
costs of the new system were apparently perceived to be too high. Since
there appeared to be little disagreement about the facts in this case, the
difference between the advice given by the experts and the decision of
the authorities must be explained by the higher implicit discount rate
used by the latter (thus weighting present costs more and future benefits
less than did the experts).

This process was repeated in Indonesia ten years later, but this time
the setting was right and a capital value property tax was adopted (Kelley
1986). The base is both land and improvements with a single rate of 0.5
percent. Only a short and conventional exemption list is included, and
the government's discretion in giving exemption is dramatically curtailed.
The real effective rate is 0.1 percent because the assessment ratio has
been set at 20 percent of market value, but it may be raised up to 100
percent by presidential decree. A tax credit of up to 2 million rupiah
($2,597 in 1989) on buildings excludes most low-income and rural hous-
ing from the base.

The new property tax in Indonesia, a dramatic improvement over the
old, was adopted for many reasons. There had been a chronic revenue
shortage in the pre-oil period; the property tax is a central government
levy in Indonesia and local government approval of a reform program
is not required; the central income and sales taxes were comprehensively
reformed in 1984-86; policymakers were in a mood to accept major
change in the property tax; and the World Bank provided important
finanical assistance in upgrading the government's evaluation and ad-
ministrative capabilities.

There are many other instances of rejection of major changes in the
property tax system. For example, in the mid-1970s the Kenyan gov-
ernment resisted a recommendation to include improvements in its site
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value system, and Bogota rejected the advice of an expatriate expert to
replace the existing property tax system with a land value increment tax.
In both cases, there was a system that already worked toward the goals
of the proposed reforms-to raise more revenue in Kenya and to im-
prove resource allocation and equity in Bogota. Both initiatives were
rejected because the transition costs far outweighed the potential ben-
efits.

Generalization about Property Tax Policy

For all the reasons listed so far, it is difficult to draw even broad
conclusions in the evaluation of alternative property tax systems and
practices. We cannot simply conclude that one country's system is better
than another's. The discussion in this volume, therefore, provides an
analytical framework and some quantitative methods which can be uti-
lized to study the effects of existing or proposed property tax systems.
Examples were provided where possible to illustrate the application of
these approaches. Ten generalizations, however, can be helpful in for-
mulating tax reform in cities of developing countries:

1. The property tax should be kept as simple as possible. Exemptions
should be kept to a minimum and rate structures kept as uncomplicated
as possible. Reform should emphasize improving the general property
tax administration rather than adding special features to affect resource
allocation or income distribution.

2. The property tax needs to be viewed as a system, and reforms need
to be coordinated by all parties involved in structuring and administering
the property tax. Decisions about assessment and collection practices,
exemption policy, and rate structure design may be the responsibility of
different offices but must not be made independently.

3. In general, a flat rate property tax on all real estate is not likely to
be regressive in either the short or long run (see chapter 5).

4. The distribution of property tax burdens will be more progressive
if the preferential treatment granted to owner-occupants is eliminated
(see chapter 5).

5. The exemption of low-value properties or, better yet, granting all
taxpayers a deduction from assessed value will make the property tax
more progressive, favor low-income housing development, and ease
property tax collection problems. The revenue costs will be small (see
chapter 5).

6. On balance, it is preferable to tax land more heavily than improve-
ments. Therefore, if increased revenues are to be raised from an existing
capital value tax, it is worth considering raising the tax rate only for land,
rather than for land and buildings alike (see chapter 6).

7. If a special tax is to be levied on vacant urban land to speed up its
development, this tax instrument should be explicitly linked to a land
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use development plan rather than applied indiscriminately to all vacant
property in the metropolitan area (see chapter 6).

8. A property transfer tax is likely to interfere with the efficient op-
eration of urban land markets and should be replaced by more effective
administration, and possibly a higher rate, for the general property tax
(see chapter 6).

9. A land value increment tax is not likely to be effectively adminis-
tered in developing countries. Efforts to raise property tax revenues
would do better to focus on improving the administration of existing
property tax systems (see chapter 6).

10. The four facets of property tax administration-identification of
properties, record keeping, assessment, and collection-must all be im-
proved to make the property tax more productive. Improving collection
efficiency alone will increase revenues in the short run but will not pro-
vide the broader base necessary for long-run growth.



5 The Incidence of Urban Property
Taxation

PROPOS ALS TO REFORM the property tax in developing countries have
tended to emphasize possibilities for improving revenue performance.
The distributive and allocative effects of the tax have usually been con-
sidered only in very general terms. Indeed, it would be unusual to find
a thorough analysis of these effects in any study of tax reform by urban
governments in a developing country. Yet the issues-the equity of the
tax and its effects on urban land use-are of great importance in cities
of developing countries.

The question "Who pays the property tax?" is very much related to
the question "How does the property tax affect the allocation of re-
sources?" Indeed, the extent to which an owner of real estate can shift
the property tax burden to others depends on his ability and willingness
to reshuffle his asset portfolio. As a result, the relative use of land, capital,
and labor may change because of property taxation, as may factor and
commodity prices, and thus the distribution of wealth and income.

This chapter focuses on the question of who pays the property tax.
We begin with a review of the theory of the incidence of the property
tax, drawing extensively on Linn (1979). At least a rudimentary under-
standing of this theory is required to interpret the results of previous
studies of the incidence of the property tax in developing countries. We
then turn to an analysis of the distributive effect of a number of policies
for adminstering the property tax in order to emphasize that the inci-
dence of the tax is very much influenced by practices in developing
countries. We conclude with a brief summary of empirical results.

Conventional Theories of Incidence

The fundamental question regarding the incidence of the property tax
is how the tax burden, that is, the ratio of tax payments to personal
income, varies with income. If the tax burden is higher for individuals
(or families) with higher incomes than for those with lower incomes,
then the tax is progressive. If the reverse is true, then the tax is regressive.
It is neutral or proportional if the tax burden is the same for all income
groups.

The incidence of the property tax is a difficult and interesting problem
for study because those who are legally required to pay the tax collector
may not ultimately bear the burden of the tax. The taxpayer may simply
adjust his demand for or supply of the taxed asset and thereby shift the
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tax onto someone else. For example, landlords may reduce the supply
of rental units, thus increasing the price of rental housing and passing
some of the tax burden on to renters. Moreover, to the extent that the
after-tax rate of return on investment in housing is reduced as a result
of the tax on property, capital owners may reduce maintenance of and
new investment in housing and shift their resources to other uses, re-
ducing the rate of return on capital in those uses also, and thus passing
some of the burden of the property tax on to all owners of capital.
Alternatively, if capital is perfectly mobile internationally, and thus its
(post-tax) rate of return is fixed, the capital outflow associated with higher
property taxes will reduce the marginal product of labor and the wage
rate and thereby pass some of the burden of the tax on to labor. In effect,
therefore, the property tax burden may be divided among the owners
of taxed land and buildings, all owners of capital, labor, consumers of
housing services, and consumers of all goods and services.

Analyzing the incidence of the tax therefore involves two tasks. The
first is to determine which groups-land and capital owners, renters,
consumers in general, and labor-bear what portion of the tax. The
second is to locate the position of these groups in the distribution of
income in order to compute the distribution of tax burdens across income
groups and thus establish whether the tax is progressive, regressive, or
neutral. The theory of tax incidence has addressed mainly the first task
in attempting to determine the appropriate tax shifting assumptions,
whereas empirical studies of tax incidence usually start out with a set of
shifting assumptions and then attempt to trace out the distribution of
the tax burden across income groups.

Two dominant sets of shifting assumptions have been debated in the
literature on incidence (for a review of the history of this debate, see
Aaron 1975 and McLure 1979). The "traditional view" has assumed a
fixed supply of land and a perfectly elastic supply of capital. Its conclusion
is that a tax on land is borne by the owners of land because they cannot
adjust the amount of land which they own, whereas a tax on improve-
ments is borne by the consumers because owners of improvements as a
group will reduce the amount of capital embodied in improvements until
their post-tax rate of return is restored to its previous level. The resulting
reduction in the supply of buildings and improvements will drive up the
cost to consumers of goods and services (including housing) that use
taxed improvements and structures as an input. According to the tra-
ditional view, the incidence of the property tax therefore depends on
the distribution of landownership across income groups and on the extent
to which the propensity to consume goods and services using taxed im-
provements and structures in their production varies with income levels.

In contrast to the traditional view, the "new view" of incidence assumes
that all factors of production, including capital, are perfectly inelastic in
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supply in the country as a whole but that capital is perfectly mobile within
a country. Under these conditions, any uniform tax on all capital and
land in a country will be borne entirely by owners of capital and land,
because as a group they cannot shift the use of the taxed assets (Miesz-
kowski 1972). The incidence of the property tax, then, depends on the
distribution of capital and landownership across income groups.

In principle, the new view makes allowance for the fact that property
tax rates are not uniform throughout the country. It postulates that,
because of perfect mobility, capital will move from high-tax to low-tax
areas and activities until after-tax returns to capital are equalized. As a
result, the after-tax rate of return is lowered for capital in all its uses and
in all regions. But since the capital movements induce changes in relative
factor use and therefore in factor returns, and since output prices may
be expected to rise for locally traded goods in the high-tax area, tax rate
differentials are shifted to land, labor, or consumers in the high-tax areas
or activities. In practice, most analysts have judged it extremely difficult,
if not impossible, to determine the net countrywide incidence of these
so-called "excise effects" (Aaron 1975; Netzer 1974).

A synthesis of the traditional and the new views has emerged in recent
years, which may be called the "new orthodoxy." According to this ap-
proach the traditional view is appropriate in evaluating a tax change re-
stricted to a particular jurisdiction and the new view is appropriate in
analyzing a nationwide change in the effective property tax rate (Aaron
1975; McLure 1979). This synthesis follows directly from two hy-
potheses regarding capital mobility: (a) for the country as a whole, capital
supply is taken to be fixed, as under the new view, and thus a uniform
nationwide tax on property must be borne exclusively by owners of
capital and land; and (b) for any individual city, capital is assumed to be
in perfectly elastic supply. As long as the city's capital stock is small
relative to that of the country as a whole, the rate of return on capital
will remain unaffected by a tax increase that is restricted to one locality,
and the tax will be passed on to other, more immobile factors or to
consumers. I

Limitations of the New Orthodoxy

The general equilibrium theory of incidence, which underlies the new
orthodoxy of property tax incidence just summarized, requires a number
of simplifying assumptions: (a) capital, labor, and land are in fixed supply
nationwide; (b) capital and labor are in perfectly elastic supply in any
jurisdiction (perfect mobility); (c) land is in fixed supply in each juris-
diction; (d) all factor and product markets are perfectly competitive; and
(e) all factors are fully employed. Some of these assumptions do not fit
the industrial-country context, and even fewer seem applicable in de-
veloping countries.
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The Elasticity of Aggregate Capital Supply

The new orthodoxy assumes that changes in the rate of return on
capital do not affect the nation's capital stock either via international
capital flows or through changes in domestic saving. Proponents of the
new orthodoxy recognize that savings may respond to changes in the
rate of return on capital (Boskin 1978; Tullio and Contesso 1986). It is
more generally argued, however, that this is relevant only for the very
long run (and thus beyond the immediate concern of economic policy),
or that the savings rate is in fact not significantly influenced by the return
on capital even in the long run (Aaron 1975; Friend and Hasbrouck
1983). It therefore appears safe to conclude that aggregate domestic
saving is not likely to be affected substantially by variations in the rate
of return on capital induced by the property tax. There is one major
exception to this conclusion: the rate of saving and investment of low-
income urban households. Since their saving and investment are mostly
in the form of housing, property taxation can have an effect. But such
households often face a low rate of property taxation, and the share of
this component in total national savings is likely to be small.

Potentially more damaging to the validity of the new orthodoxy is the
likelihood that, for a small country with substantial foreign investment
and access to foreign capital markets, capital is internationally mobile.
Under these conditions, the aggregate supply of capital cannot be as-
sumed to be fixed even in the short run (Bird 1976a; Harris 1976;
McLure 1979; Linn 1979b). If one could go so far as to assume a perfectly
elastic supply of capital, then this would resurrect the traditional view
as correctly applying even to a nationwide property tax; that is, the tax
on improvements is passed to consumers, labor, and land. Although there
is evidence that foreign investment in developing countries reacts to
variations in general profitability,2 one would go too far to assume a
perfectly elastic supply of capital for any developing country. Foreign
direct investment is influenced by several considerations other than the
rate of return on capital-especially risk and concern for market share.3

Moreover, it is well known that costs of foreign borrowing rise at the
margin for developing countries.4 And government controls on capital
outflows limit capital movements out of the country. Since the onset of
the debt crisis in the early 1980s, many highly indebted developing coun-
tries have faced, in effect, a near-perfectly inelastic supply of foreign
capital.

These arguments do not go much further than to suggest that in many
developing countries the elasticity of capital supply is above zero and
that it is likely to be higher in the long run than in the short run, whereas
in others capital may in fact be perfectly immobile internationally. Thus,
much depends on the specific conditions of the country under consid-
eration.
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Elasticities of Factor Supply within a Country

The assumption that capital is perfectly mobile among activities, sec-
tors, and regions within a country may also be inappropriate for most
developing countries. Such a response of capital to differentials in prop-
erty tax rates requires that the entrepreneur have perfect information
regarding the differentials and the resulting differences in the rate of
return. But because in developing countries there appears to be virtually
no knowledge of the level of effective tax rates, even among local gov-
ernment officials responsible for them, it would seem difficult if not
impossible for entrepreneurs to determine tax rates in different locations
or for different activities. Furthermore, given the nature of assessment
practices, the variation around the average effective tax rate in any ju-
risdiction may well be so large as to swamp any interjurisdictional dif-
ferences.

Other considerations also lead to the conclusion that variations in tax
rates play only a minor role in the location decisions of firms in devel-
oping countries. In evaluating projects or in making location decisions,
firms frequently do not employ procedures that would allow an assess-
ment of the differentials in rates of return induced by property taxation
(Townroe 1979); and in any case, facilities and public services are often
too inadequate to attract firms anywhere but in the largest cities (Rich-
ardson 1977). Furthermore, the fiscal policies followed in many devel-
oping countries cause private decisionmakers considerable uncertainty.
Frequent policy reversals, uneven application of tax laws, and weak tax
enforcement tend to create an environment in which entrepreneurs may
perceive adjusting factor use to be potentially more expensive than just
sitting tight and attempting to minimize the impact of a tax change.

In sum, differentials in the rate of return induced by variations in
property tax rates between regions and cities should not be expected to
affect significantly the investment behavior of entrepreneurs in devel-
oping countries. It would be more appropriate to assume that capital is
internally quite immobile in response to variations in the rate of return
introduced by differential increases in the property tax rate. To the extent
that these observations on internal capital mobility are correct, any tax
on capital, whether nationwide or local, is likely to stay put in the sector
or location where it is initially imposed.

Elasticities of Factor Supply within a City

Conventional analysis of the incidence of the property tax postulates
that intraurban tax differentials are mainly capitalized into land values
because the supply of land is fixed and because "a metropolitan area
constitutes a set of reasonably well-connected markets for labor, housing,
and most other goods and services" (Aaron 1975: 44). Although U.S.
studies tend to confirm this hypothesis, we found no studies of tax cap-
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italizarion for developing countries. There is, however, some a priori
reason to believe that the assumptions of a fixed supply of land, perfect
intraurban factor mobility, and well-connected markets are much less
appropriate for developing countries. If this reasoning is correct, one
should expect less than full capitalization of intracity property tax dif-
ferentials into land values.

The assumption of a fixed supply of land probably has its origins in a
nationwide view of the property tax; that is, to a country as a whole the
supply of land is fixed. At the city level, however, the assumption be-
comes much less convincing, particularly for developing countries. The
typical inner city in the United States is hemmed into its land confines
by jurisdictional fragmentation, and zoning regulations may limit the
expansion of urban land use at a city's perimeter. In contrast, developing-
country cities are less troubled by jurisdictional fragmentation and have
fewer zoning controls regulating their expansion (see chapter 12). Al-
though the rapid rate of expansion of these cities is not a sufficient con-
dition to prove that the elasticity of land supply with respect to its rate
of return is greater than zero, it provides at least an environment in
which the supply of urban land may be expected to vary with changes
in the rate of return on land as induced, for instance, by changes in the
level of urban property taxation.5

If the rate of conversion of rural to urban land varies at the margin
with the rate of return on land, a higher tax on urban property would,
all other things being equal, slow the growth of the urban land area. As
a result, some portion of the tax on land may be passed on to other
factors or to consumers. As with capital, however, one would also err
in assuming that the supply of land is perfectly elastic. The marginal costs
of expansion at the urban periphery are certainly rising in the short run
(and possibly even in the long run) as cities expand into areas which are
costly to service. Some portion of the tax will surely be capitalized.

Intracity capital mobility has generally been assumed to be quite high,
especially in industrial countries. The hard evidence to support the as-
sumption of intrametropolitan capital mobility in response to differen-
tials in tax rates is very weak, however, even for industrial countries (see
Ihlanfeldt and Martinez-Vazquez 1987). In developing countries, matters
are further complicated because capital markets appear to be segmented
between the formal and informal urban sectors.

Related to this segmentation of the capital market is the segmentation
in the urban housing market. For instance, in Bogota, Vernez (1973) has
observed the existence of two important submarkets between which
there is little competition: the first submarket services illegal or "pirate"
settlements (mainly low- and lower-middle-income), and the second
serves middle- and upper-income renters and owner-occupants. The pir-
ate submarket is characterized by a gradual or staged upgrading of res-
idential construction, which is financed by owners. Given the isolated
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nature of the informal sector capital market with a fixed capital supply
in the short run, the pirate settlement owners will not be able to pass
the tax on to other capital owners outside the urban informal sector of
the particular city, or to labor or renters. Because the pirate owners see
their disposable incomes and the returns to their housing investment
reduced by a property tax, however, they may slow down the speed of
the phased construction or may even be forced to discontinue expansion
altogether. This effect may occur quite quickly, since the savings and
investment decisions are effectively identical. As a result, the pirate hous-
ing stock will be lower than it would have been otherwise, and thus
prices to renters will increase. To the extent that pirate housing con-
struction also involves nonfamily labor, labor earnings in the informal
sector are likely to drop. But because the capital stock of pirate housing
is also less than it would have been in the absence of the tax, the capital
earnings of the entrepreneur are lower and he or she thus still bears part
of the burden. These effects depend on the extent to which housing in
pirate settlements is reached by the property tax, a subject we take up
below.

The effects of a property tax in the formal residential sector depend
in part on the elasticity of the supply of capital to that sector from the
outside (either from the rest of the country or from international capital
flows). To the extent that this elasticity is low, increases in the property
tax rate will lead to a reduction in the rate of return on capital in the
formal urban sector. This will not result in a reduction in investment
activity if the elasticity of investment is low. But if capital is elastic in
supply to the formal urban sector, the tax can be passed on to consumers
and to labor, as in the pirate sector. To the degree that the lowest income
group tends to be heavily involved in the commercial (formal) submarket
as renters, they are likely to bear a considerable portion of the property
tax levied on the commercial sector.

Market Imperfections

The assumption of perfect markets may also be less applicable in de-
veloping countries than in industrial countries. 6 One of the most prev-
alent market imperfections introduced in the urban housing market in
developing countries results from rent control. If rent control is effective
and an increase in the property tax cannot legally be passed on to renters
in the form of higher rents, then the price of housing is fixed and the
incidence of a tax on housing may be treated as if housing were a traded
commodity whose price is determined in national or international mar-
kets. This would imply that the tax is borne by property owners. If,
however, the tax increase can legally be reflected in higher rents and
rents are initially kept below the competitive market-clearing level, then
owners can pass the tax increase on to renters in the form of higher rents.
In that case the burden would fall squarely on the housing consumers.
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Before taking these conclusions for granted, however, the analyst must
carefully investigate whether rent controls are effectively applied. In
Indian cities, for instance, it has been observed that black market pay-
ments, or special payments at the outset of a rental agreement (for ex-
ample, for furnishings), tend to render ineffective the legally imposed
rent ceilings (see chapter 4). As a result, the rental market may actually
operate quite well, and the usual analysis of incidence applies. Other
factors which might impede the functioning of urban land and housing
markets are zoning regulations and monopolistic property ownership.
However, research on urban land and housing markets in developing
countries generally has concluded that zoning and related regulatory in-
terventions tend to be ineffective and that monopoly conditions do not
generally prevail (Dunkerley 1983; Linn 1983).

Market imperfections may also result from monopolistic conditions in
commodity or factor markets. An important and widespread imperfec-
tion in developing countries results from the production of goods and
services by state enterprises. In some countries these enterprises account
for a significant share of GDP and are often subject to property taxation.
The incidence of property taxes on state enterprises will depend on their
pricing and investment policies. If their prices are fixed, then the tax
cannot be shifted forward to consumers. If, furthermore, investment
decisions in these enterprises are not based primarily on rate-of-return
criteria-that is, if the primary objectives are social-then a change in
the property tax would not induce a shift in factor use from capital to
labor, and thus backward shifting to labor would not occur. Under these
circumstances the public sector itself will entirely absorb the tax change.
If, however, public enterprises produce nontradable commodities (for
example, public utilities) and are permitted to pass on a higher property
tax in the form of higher prices, then a substantial part of the tax increase
(perhaps all of it) will be borne by consumers. If public enterprises are
untaxed but compete with private enterprises in the production of non-
traded commodities, this would dilute the impact of a change in the
property tax on consumers because the taxed private firm would not be
able to pass on as much of the tax as they could in the absence of public
participation in production.

In summary, if the assumption of perfect competition is not applicable
because of public intervention, the incidence of the property tax depends
essentially on whether or not output prices are permitted to reflect
changes in tax rates. If prices are permitted to change, then consumers
will bear the burden of the increased tax. If prices are not permitted to
change, then producers (private or public) will tend to bear the burden.
Furthermore, where monopolistic conditions prevail in the commodity
or labor markets, the private producer tends to bear a greater share of
a change in the property tax.
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A Framework for a Theory of Incidence
in Developing Countries

Because many of the assumptions which are crucial to the conventional
theories of incidence are not applicable in developing countries, it is
necessary to alter the conventional approach. An alternative approach
that accommodates these differences is presented in figure 5-1.

Assume that there is an urban sector with two cities and a rural sector.
Each sector consists of a formal and an informal subsector, and each
subsector has residential and business activities. There is assumed to be
no capital mobility between the formal and the informal subsectors (as
indicated by the absence of any arrows linking these subsectors). But
capital is perfectly mobile between the activities (business and residen-
tial) in each subsector. Labor is assumed to be fully mobile within the
country, and land is assumed to be fixed in supply in the short run in
the country as a whole and in each city. In the long run, however, urban
land is assumed to be elastic in supply in an individual city but inelastic
in the country as a whole. For the formal subsector, intersectoral and
international capital mobility are less than perfect but not entirely absent.
Capital is more mobile in the long run than in the short run. Each informal
subsector is assumed to be entirely isolated in its capital supply from
international as well as national sources.

On the basis of this framework a general theory regarding the inci-
dence of property taxation in developing countries can be formulated.
A nationwide tax increase will be treated separately from a tax increase
restricted to one locality.

A Nationwide Increase in the Property Tax

In the short run, capital is likely to be inelastic in supply in the country
as a whole and in each locality. In this case, the increase in the property
tax is borne largely by owners of capital and land in each locality. If the
tax increase is restricted to the urban sector, there are no spread effects
to the rural sector.

In the long run, capital is more mobile both internationally and in-
ternally within the formal sector. Assuming, furthermore, that land and
labor are quite inelastic in aggregate supply, one finds that in the formal
subsectors the tax on structures is shifted to land, labor, and consumers
throughout the economy, whereas the tax on land will be borne largely
by landowners. Taxpayers in the informal subsectors cannot pass on the
tax outside their respective subsectors, given the assumed immobility of
capital between the formal and the informal sectors. Within each informal
subsector, property owners will bear the tax on land but shift the tax on
structures to consumers, renters, and labor by reducing their investment
activity.



Figure 5-1. The Model of Property Tax Incidence
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A Localized Increase in the Property Tax

Given the short-run assumptions employed in the previous paragraphs
(an inelastic supply of capital and fixed supplies of land and labor), the
incidence of a tax increase by a single local government will parallel that
for a countrywide increase, except that the effects will be restricted to
the taxing jurisdiction.

Given long-run assumptions (elastic supplies of capital, land, and labor
in the taxing jurisdiction), most of the tax on residential properties in
the formal subsector will be passed on to renters with only a minor part
remaining with landowners. The tax on commercial properties in the
formal subsector will be shifted forward largely to consumers: to local
consumers in the case of nontraded commodities, especially services,
and to national consumers in the case of traded commodities for which
local producers dominate the national market and are protected from
foreign competition. Within the informal subsectors, the tax burden is
shifted to renters and consumers.

Summary and Assessment

The framework presented above emphasizes three important points
in assigning property tax incidence: (a) the distinction between nation-
wide and localized tax changes; (b) the segmentation of commodity, hous-
ing, and capital markets into the formal and informal subsectors; and (c)
the time frame in which the incidence of the tax is considered. For a
nationwide increase in property taxes, the burden will in the short run
be limited to local and subsectoral property owners; that is, it is not
spread to all owners of capital. In the long run, a nationwide tax may be
shifted away from capital and land to labor and consumers because of
international capital mobility. For a localized change in the property tax,
most of the burden would again be borne by property owners in the
short term but would substantially be shifted to consumers in the long
term, including not only the tax on improvements but also that on land.

The distinction between short-run and long-run incidence is thus very
important. In the short run property owners largely bear the tax, and
they may suffer substantial capital losses as a result of the tax change
since property values are likely to be depressed. This may be demon-
strated as follows. Assume a property is expected to yield an annual
pretax return of $1,000 in perpetuity. Its present value in the absence
of a property tax would then be equal to $10,000 if the discount rate is
10 percent. Assume then that an annual tax of $100 is levied in per-
petuity; that is, there is a tax rate of 10 percent on the rental stream. If
this tax is not shifted by the property owner for a period of ten years
but is entirely shifted thereafter, the capitalized present value of the ten
years' tax payments amount to approximately $614, or some 60 percent
of the total present value of all future tax payments.8 If the tax is borne
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Table 5-1. Percentage Share of Total Present Value of Property Tax
Burden Borne by Property Owner. A Hypothetical Case

Years borne Percentage share Years borne Percentage share
(n)' of owner (n)a of owner

1 9.1 11 64.9
2 17.4 12 68.1
3 24.9 13 71.0
4 31.7 14 73.7
5 37.9 15 76.1
6 43.5 16 78.2
7 48.7 17 80.2
8 53.3 18 82.0
9 57.6 19 83.7

10 61.4 20 85.1

a. Assuming the tax is fully borne by the owner for n years at a discount rate of 10 percent,
applying the equation in note 8 of text.

by the owner for five (two) years, his share in the present value of the
tax will be 38 (17) percent (table 5-1). These capital losses will be re-
flected in a temporarily lower value of the property. The lesson from
this example is that property owners are likely to be affected substantially
by a change in the property tax rate, even if they eventually are able to
shift the burden of the annual tax payment to others. It is not surprising,
therefore, that property owners tend to object vigorously to increases
in tax rates.

Empirical Estimates of Incidence

The heavy reliance on property taxation by local governments in in-
dustrial and developing countries alike has often been lamented on
grounds of regressivity. This concern comes partly from an intuitive feel
that property taxes are regressive and partly from studies that have con-
firmed this intuition. In this section we review a number of studies of
the incidence of the property tax in developing countries to determine
whether, and under what assumptions, they confirm or disprove the com-
mon notion that the property tax is regressive.

A number of these studies are summarized in table 5-2. For purposes
of comparison, estimates for the United States are also included. Before
discussing the nature and implications of these studies, three comments
are in order. First, most of the studies deal with the incidence of the
property tax in the context of an analysis of the incidence of all taxes in
the country on a nationwide basis. Since property taxes generally do not
weigh very heavily in the overall national tax system, they are treated
rather superficially in some of these studies. Second, with the exception
of four studies (numbers 10, 11, 16, and 24 in table 5-2), all these analyses
treat the property tax as a nationwide system rather than as city-specific

(Text continues on page 141.)



Table 5-2. Summary of Studies of the Incidence of the Property Tax

Shifting as-Plinspoo regarding tax Elasticity of
housing Income DBwribuotn of ownenhip

On residenialproperties On industrial expenditure elastifcty of Allowanejfor
Study Type of and commercial sith respect to cooumptSon Of land and administratir

Economy, city Year number property tax Land Improsements properties -ncome exprnditure improremenos Of al capital characterisco Inscidense

Broril 1976 16 Local property Tax borne by property owners - Presumed - Implications Progressive,
tan it se- progressive of differen- but not allo-
lected cities tial tax rates cated by in-

and exemp- come
tions are classes
discussed
qualitatively

Colombia 1961 6 All property '/4 of rtn is bornes by owners Tan on coin- Utisty Slightly Property own- - No Slightly pro-
taxes na- (presormably the tax on lasld) mercial and greater than ers belong gressive
sionwsde '/8 of thc tae is borse by hous- industrial unity to highest

ing consumers (presumably properties is income
the tas on improvements) '/8 of all tan quartile

payments
and is
passed on

sumers in
proportion
to nonfood
expenditure

1966 7 All property /3 (presumably rax on land) is allocated to three Slightly i lighest 3.8 - No Progressive
taxes, n- highest income groups (approximately 3.8 greater than percent of
tionwide percent of population) unity income dis-

5
/s (presumably tax on improvements) are allo- tribution

cated according to nonfood expenditure

(Table continaes on the following page.)



Table 5-2 (continued)

Shziftng assurotption regarding tax Elasticity of
housiong Income Distribution of ownership

On residentialproperties On indastrial expendituore elasticity of Allowan,efor

Study Type of and commercial with respect to consucmption Of land and adminiotrasi-e

Economy, city Year number property tax and Impro,oement, properties income expenditure improemeons Of a!! -apital ,haracterwtii, Incidence

1970 8 All property Borne by capital owners Borne by - - All capital: No Very progres-

taxes, na sharehold very pro- sive

tionwide ers gressive
Share capital:

owned by
appro.i-
mately high-

est 15 per-
Cent

1970 9 All property 70 percent of the t-a is collected from the rich- No Very progres-

taxes, na- est quartile; 30 percent from the second q-r- sive

tionwide tile
Bogota 1970 10 Urban prop- Borne by occupants in propor- Bornie by con- Approxi- Slightly less - - No Slightly re

-as erty tax in tion to housing expenditure sumers in nmtely unity than unity grersive

Bogota proportion
to nonhoris-
ing expendi-
cure

Cali 1975 11 Urban prop- Borne by Borne by oc- Borne by con- Unity for Approxi- Progressive Tax rate strac- At least net-

erty tax in owners cupants in sumers in owner-occo- matcly unity ture, ex- tral, proba-

Cali proportion proportion pants emprions bly progres-

to housing to nonfood Less than collection sive

cxpenditure consump- unity for have pro
ion renters gressive im-

pact; assess-

neutral

19/5 12 All property Borne by capital owners Borne by - - - As for study 8 Excise effects Very progres-

taxes, na- sharehold- resulting sive

tionwide ers from rax
rate differ-
ences (see
roral and
spatial) are
progressive



jamaica 1963 18 National and Tax borne by occupants No Regressive,
local prop- except for
erry taxes, highest in-
nationwide come

group,
which bears
a relatively
high burden

Korea, Rep. of 1970 24 Taxes on resi- Entire tax borne by occupants - Less than - - Differential Regressive for
(Seoul) dential in proportion to actual or unity rate struc- lower in-

properties imputed rent tore for come
in Seoul land and groups;

improve- neutral for
ments, and middle and
for different higher in-
value classes come

groups

Lebanon 1968 21 Nationwide Allocared to owners according to properry in- - - Progressive in - No Highly pro-
U,i property tax come lower in- gressive for

come lower in-
groups, come
then neutral groups,

then neutral

Malawi n.d. 23 Nationwide Borne by owners of dwellings and real estate - - Not specified Not specified No Not allocated

property tax

Pakistan n.d. 22 Nationwide Not specified Not specified Not specified Not specified Not specified Nor specified No Progressive

property tax

Panama 1969 14 National 19 percent of tax is allocated to 76 percent of - Not specified Not specified - No Progressive,
property tax urban residential property the rax falls except for

and is assumed to be borne on business highest two
in proportion ro estimated property Income
income from owner-occupied and is borne brackets,
housing in line with for which it

5 percent of the rua is borne nonfood declines
by agricultural landowners consump- steeply

(ion

(Table continues on the following page.)



Table 5-2 (continued)

Shifting assumptions regarding tax Elasticity of
housing Inceme Distribution of ownership

On residential properties On industrial expenditure elasticity of Allowancefor
Study Type of and commercial with respect to consumption Of land and administrative

Economy, city Year number property tax Land Improvements properties income expenditure improvements Of all capital characteristics Incidence

Peru 1966 13 All property Borne by property owners in proportion to ac- - All property - Lower than Very progres-
taxes, na- tual and imputed rental incomes income, en- average ef- sive, except
tionwide cept im- fective tax for highest

pated rent, rates for two income
is assigned rural and groups, for
to persons low-income which the
with income urban prop- tax burden
greater than erties are declines but
$1,300 a mentioned remains
year above aver-

All reported age
profits, in-

> cluding cash
rents, are

assigned to
the highest
0.1 percent
in the in-
come scale

Imputed rents
are distrib-
uted in pro-
portion to
the value of
homeownership

Portugal 1973 19 Nationwide Tax is borne by occupants in Tax on busi- Not specified Not specified - -- No Neutral ex-
rental tax proportion to actual or im- ness borne cept for

puted rental payments by con- highest in-
somers of come
output of group,
business which bears
sector a relatively

low burden



Puerto Rico n.d. 17 All national Tax on owner-occupied prop- Tax on busi- Progressive - No Slightly pro-
and local erties borne by owners ac- ness land gressive
property cording to expenditure on borne by
taxes, na- owned dwelling owners and
tionwide Tax on rental property borne distributed

by consumers in proportion according to
to rental payments dividend re-

ceipts
Tax on busi-

ness im-
provement
shifted to
consumers

Turkey 1968 20 Natiottwide Allocated accorditg to housing expenditure Greater than - - - No Progressive,
property tax unity for all except for

income highest in-
groups, ex- come
cept the group,
highest; less which bears
than unity a relatively
for the low burden
highest two
tncomte
groups

(Table continues on the following page.)



Table 5-2 (continued)

Shifting assumptions regarding tax Elasticity of
-________________ - housing Income Distribution ofownership

On residentialpropertie On industrial expenditure elasticity of - Allowance for
Study Type of - and commercial with respect to consumption Of land and administrative

Economy, city Year number property tax Land Inmprorements properties income expenditure improvements Of all capital characteristics Incidence

United States 19
6
0s 1 All local prop- No differentiation between l2 passed on Less than Less than Progressive Progressive No Regressive at

and erty taxes, land and improvements to con- unity unity lower end
1970s nationwide Tax on rental property, borne sumers, I/ of income
(var- by tenant borne by scale, pro-
ious Tax on owner-occupied prop- capital own- gressive at
years) erty, borne by owner-occu- ers top

pant
2 As for study i Tax on rental propeny, borne Borne by all - - Progressive Progressive No Progressive,

by all capital owners capital own- but propor-
Tax on owner-occupied prop- ers tional in

s-, erty, borne by owner-occu- middle in-
42) pant come range

3 As for study I Borne by all capital owners Borne by all - Progressive Progressive No As for study 2
capital own-

4 As for study I As for srudy I Passed on to As for study I As for study 1 - No Regressive
consumers

5 As for study I Taox on rental property, passed Borne by all As for study I As for study 1 - As for study I No Regressive at
on to renters capital own- lower end

Tax on owner-occupied prop- ers of income
erty, borne by owner-occu- scale
pants

- Not available.
n.d. No date.
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property tax systems. As the preceding section has made clear, this has
important implications for the type of shifting assumptions which are
appropriate. Third, out of twenty-three studies, only five (11, 12, 13,
16, and 24) attempt to allow for administrative factors-assessment prac-
tices, rate structure, and so on-in the analysis of incidence.

Overall, these studies have used a bewildering variety of assumptions
about shifting and assigning the tax burden across income classes. One
group assumes that the entire tax is shifted forward to consumers (4, 10,
18, 19, 20, and 24). This set of assumptions approximates the long-run
incidence of an increase in the local property tax in the framework de-
veloped above. Of the six studies cited, however, only two (10 and 24)
actually deal with a local rather than a nationwide property tax. For Col-
ombia (Bogota), Korea (Seoul), and the United States, these studies show
a regressive incidence of property taxation. For the three other countries
the evidence is mixed: in Jamaica, the tax is estimated to be regressive
except for the highest income group, which bears a relatively high bur-
den. The reverse is true for Turkey, while in Portugal the tax is neutral
with the exception of the highest income class, which bears a lower
burden than the other income groups. The crucial determinants of the
distribution of the tax burden for this set of studies are (a) the income-
elasticity of housing expenditure for that part of the tax which falls on
residential property, (b) the income-elasticity of total expenditure on
goods and services for that part of the tax which falls on industrial or
commercial property, and (c) the tax rate schedule.

There is no clear consensus on the income-elasticity of demand for
housing in developing countries. Comparative evidence on housing con-
sumption patterns in developing countries is scant. Grimes (1976) and
Jimenez and Keare (1984) have concluded that the elasticity of housing
expenditure with respect to current income is generally in the neigh-
borhood of unity or slightly below. However, data from surveys of hous-
ing expenditure in Peru and the Philippines show income-elasticities of
housing consumption greater than unity (1976 World Bank data for the
Philippines; Webb 1977 for Peru). Mayo and Gross (1987) have recently
concluded that short-run income-elasticities of housing demand (based
on cross-sectional analysis of household behavior within cities) fall in the
range of 0.31-0.88 for renters in selected cities of developing countries
(the median is 0.49) and in the range of 0.17-1.11 for owners (the median
is 0.46). However, the long-run income-elasticity of housing demand
(based on estimates across cities and/or countries) is greater than unity.
According to one of their estimates, the long-run income-elasticity for
renters is 1.60; for owners it is 1.38.

There are good a priori arguments that the income-elasticity of housing
expenditure will not be less than unity in developing countries, especially
in large ones. The first argument is that for the poorer segments of the
population food is probably the principal essential commodity, whereas
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shelter, especially at the lowest levels of income, is much less of a ne-
cessity, particularly where the climate permits subsistence with minimal
shelter and where squatting reduces the monetary cost of land occu-
pancy.9 Second, estimates of the income-elasticity of housing expendi-
ture may be on the low side since they usually refer to current rather
than permanent household income. Although it is doubtful that it is
appropriate to use life-cycle income in analyzing income-elasticities of
housing expenditure in developing countries for the purposes of studying
incidence (Linn 1979b), a longer time horizon than the one frequently
used in surveys of expenditure may be appropriate. As confirmed by
Mayo and Gross (1987), the use of a longer time horizon would lead to
higher income-elasticities of housing expenditure than those estimated
on the basis of current income data because of the averaging of income
fluctuations over longer time spans. In summary, the long-run income-
elasticity of housing expenditure in developing countries is not likely to
be less than unity and therefore would not imply a regressive tax on
residential properties, even where it is assumed that the entire tax is
shifted forward to the occupants.

Most empirical studies assume that the property tax burden on non-
residential properties is shifted forward to consumers of the goods and
services produced on the taxed properties. To approximate the relation
between expenditure and income on these goods and services, the in-
come-elasticity of total consumption is frequently used. This elasticity
is generally below unity. Thus, a regressive element is introduced into
the incidence of the property tax. Since agricultural property often is
not taxed or is taxed at lower rates than urban property, however, it
would be more appropriate to assume that the tax is borne in proportion
to nonfood consumption rather than total consumption. The income-
elasticity of nonfood consumption tends to be above that of total con-
sumption and is probably in the neighborhood of unity (Taylor and others
1965; McLure 1975a). The incidence of the property tax on commercial
properties then would be approximately neutral. The overall incidence
of the tax on residential and nonresidential properties combined is likely
to be at least neutral, and possibly somewhat progressive, if one assumes
a perfectly elastic land and capital supply and thus a complete shifting
of the tax to consumers.

In the next group of studies, four (6, 7, 11, and 14) have estimates of
incidence which apply the traditional view and thus assume that the tax
on land is borne by landowners, whereas the tax on improvements is
assumed to be shifted to consumers. These assumptions approximate the
long-run assumptions about incidence for a nationwide tax increase under
the framework suggested above except that the likely burden on labor
has been neglected. Because in developing countries the ownership of
land is likely to be quite highly concentrated among high-income
groups,"0 under this set of assumptions incidence is virtually certain to
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be more progressive than for the group of estimates discussed in the
preceding paragraphs. Indeed, with the exception of the Panama study
(14), all estimates under this set of assumptions indicate a uniformly
progressive incidence."

Only two studies for developing countries (8 and 12) have attempted
to apply the new view of incidence and thus assume that the entire tax
burden is shifted to the owners of capital. 1 2 These studies find the prop-
erty tax to be progressive, as is the case in the United States (see studies
2 and 3). As was argued above, the new view implies that capital is
perfectly mobile domestically but perfectly immobile internationally,
which is not likely for many developing countries.

Four studies (13, 16, 21, and 23) assume that the entire property
tax burden is borne by property owners. This approximates the short-
run assumptions about incidence and leads to a conclusion that the bur-
den of property taxation is highly progressive. To the extent that income
from real estate tends to be understated in surveys in developing coun-
tries, the property tax is probably even more progressive than found in
these estimates. 1 3

In sum, of nineteen studies of the incidence of the property tax in
developing countries or cities, only two found clear evidence of regres-
sivity (10 and 24). In both cases, rather extreme assumptions were made
regarding the full shifting of the tax burden to consumers and occupants,
and general expenditure patterns were found to be unusually income-
inelastic. For the remainder of the studies, incidence varied from neutral
to very progressive depending on the precise assumptions made. If the
theoretical framework developed above is accepted, then these empirical
studies lead to the conclusion that a proportional property tax in de-
veloping countries is likely to be very progressive in the short run and
at least neutral, if not slightly progressive, in the long run. Therefore,
the popular assumption that the property tax is regressive seems inap-
propriate for developing countries.

Distributive Effects of Structure and Administration

Most studies of the incidence of the property tax assume the appli-
cation of equal rates to all properties, that is, a tax strictly proportional
to property value. Yet in fact the property tax typically is not applied at
uniform legal rates, and a great deal of additional variation is introduced
by assessment and administrative practices. Indeed, probably more than
for any other major tax, the incidence of the property tax depends on
its implementation. Unless one takes account of this implementation, it
is impossible to determine the distribution of tax burdens.

The features of property tax structure and administration which are
relevant to the question of incidence are summarized in table 5-3 for
selected cities of developing economies. Typically, these practices can
be distinguished by how they affect the appraisal of property values, the

(Text continues on page 153.)



Table 5-3. Structure and Administration of the Property Tax, Selected Developing-Economy Cities

Net effect of
administrative

Differential treatment by property value Differential treatment by location or use Differential Preferential practices on
treatment of land treatmnent of owter- Differential Frequency of property tax

City, economy, year Rate ste-1-re Assessment Rate structure AJsesament and improvements occapanct collection practices ajsesens s injcdeesc

La Paz, Bolivia, Higher tax on va-
1976 cant urban land

(P)

F..ncistow-, Vacant land is Before 1974 only Every five years Progressive
Botswaia, 1974 taved at rates lond value was (statutory and

above im- taxed. Since actual)
proved la-d 1974 improve-
(P)' meats are also

452 taxed, but at a
lower rate than
laod

Rio de Janeiro, Lower rates for Higher assess- For improved (In some Brazil- Regressive
Brazil, 1975 vacant urbat- ment ratio for properties only, ian cities

land (0.3 per- vacant land (80 the improve- owner-occupied
cent) than for percent) than ments are properties are
inproved prop- f&r improved taxed, with taoed at lower
erties (1.3 per- properties (55 land exempt rates than
cent) (R)I percent) (P) (R) rental proper-

ties)
Salvador, Brazil, Residential prop- Progressive

1973 erties taxed at
lower rate (0.7
percent) than
industrial (1.0

percent) or
commercial
property (1.5
percent).



Higher rates for
vacant urban
land (3 per-
cent) than for
improved prop-
erties (0.7-1.5
percent) (P)

Sao Paulo, Brazil, Higher rate on Ma- Higher assess- Progressive
1975 cant urban land ment ratio in

(2.4 percent) center of city
than for im- (75 percent);
proved proper- lower on pe-
ties (1.2 per- riphery (50
cent) (P) percent) (P)

Taiwan (China), Land value tax: Land value tan: Land value tan: Separate tax on Land value tan Progressive
1974 rates increase penalty rates urban land at land (national Preferenttial

with assessed for conrest- periphery of ci- land value tan) treatment for
land value dents in each ties frequently and improve- owner-occupi-
("progressive city. Higher assessed as ments (local ers in residen-

4\ starting val- taxes on vacant rural land government tial properties
'' nues") (P) land (P). blouse house tax) below a certain

tax: higher size
rates for busi-
ness structures

Bogord, Colombia, Exemption of Rural property Rotating revalua- About every 5-8 Progressive
197/4 low-value prop- taxed at lower tion by area years (unoffi-

erites (P) rates than cially)
urban property.
Higher rax on
vacant urban
land (P)

(Table continues on the following page.)



Table 5-3 (continued)
Net effect of

administrative

Differential treatment by property value Differential treatment by location or use Differential Preferential practices on
___________ treatment of land treatment of wner- Differential Frequency of property tax

City, economy, year Rate structure Assessment Rate structare Assessment and improvements occupants collection practices assessnmnets incidence

Cali, Colombia, Partial or full en- Rural property Rotating revalna- Discount for Every 6-8 years Progressive
1975 emption of taxed at lower tioss by area, early payment (unofficially)

low-value prop- rates than concentraunsg of property tax
erties (P) urban property on high-value

areas; squatter
areas valued on
basis of out-
dated mass ap-
praisals (P)

Cartagena, Rate decreases with Rural property Rapid property 1962, 1965, Regressive
Colombia, 1973 property value taxed at lower value growth of 1967, 1971-72

(R) rates than high-income
411 urban proper- and tourism de-

ties velopment
areas not cap-
tured (R)

Abidjan, Vacant land, in- Relative overas- Lower assessment Annual assess- Regressive
Cote d'Ivoire, sufficiently de- sessment of ratio for ment by zones,
1974 veloped land, properties in owner-occupied but not keep-

and land owned low-income properties (R); ing in line with
by cooperatives areas (R); as- longer enemp- property value
are taxed at sessment ratio tion period for growth
rates additional lowest for new owner-oc-
to bssic prop- owner-occupied cupied prop-

erty tan (P). residential erty (twenty
Temporary en- properties (20 years instead of
emptions of percent), standard ten
newly con- higher for years) (R); all
structed prop- rental proper- owner-occupied
erties (ten ties (50-60 properties val-
years) and of percent) amd ued at less than
public housing industrial/com- $652 were per-
(R) mercial proper- manently ex-



ties (50 per- empted; all
cent) (R) owner-occupied

housing perma-
nently ex-
empted from
Fonds National
d'investisse-
ment surcharge
(R)

Hiong Kong, 1974 Refund of "prop- Owner-occupants Regressive
erty tax" (but are exempted
not of "rates") from "property
on business tax" bat not
property from "rates"

(R)
Ahmadabad, India, Rates increase Preferential as- Every four years

1973 with assessed (In some cities in sessment for
rental value (P) Gujarat State, owner-occupier

vacant land is (rental proper-
not taxed) ties assessed

3.5 to 5.0
times higher)
(R) (similar
preferential
tre.tme.,t in
other cities of
Guiarat State
and in Assam
State)

(Table continues on the following page.)



Table 5-3 (continued)

Net effect of
aedministrative

Differential treatmnet by property talue Differential treatment by loa-tion or use Differential Prefeential pratices on
treatment ofland treatment of recer- Differential Frequency of property tax

City, economy, year Rate structure Assessment Rate structure Assessment and improvements occupants collection practies assessments incidence

Bombay, India, Rates increase Suburban proper- Every four years Progressive

1973 with assessed ties toned at

rental value lower rates.
(P). Properties Temporary en-
with very low emptions (ten
rental value are years) for
exempt (P). De newly con-
facto enemp- structed small
tions of squat- tenements
ters on monici-

no pal land (P)
4\ Calcutta, India, Rates increase Vacant land is ex- Preferential as- Every six years

1973 with assessed empt from sessment to
rental value trues (R). Dif- owner-occospier
(P). Properties ferential tan at 80 percent
with low rental rates in frog- of full imputed
value are ce- mented metro- rental value (R)

empt (P) politan jurisdic-
tiots

Delhi, India, 1973 Rates increase Higher rates for Preferential as- Every three years Progressive
with assessed industrial and sessment of

rental value (P) commercial owner-occupied
properties than properties was
for residential recently abol-
properties ished by court

corder

Madras, India, 1973 Rates increase Informal reduc- Every five years
with assessed tion of 10-15
rental value percent of tru
(P). Low-value liability for
property is e- owner-occu-

empted (P) pants (R)



Jakarta, Indonesia, Declin.ng assess- Residential im- Infrequent adjust-
1973 meats (by for- provements are meats in Index

mula) with in- exempt system
creasing
distance from
city center

Tehran, Iran, 1975 Low-value prop- Higher rates on Discounts for Every five years Progressive
erty is exempt land than on early payments

(P) improvements
Kingston, Jamaca., Rate increases Higher rates in Last revaluation Progressive

until and 1974 with property St. Andrews in 1928
value (P) Parish

Kingston, Jamaica, Rate ascreases Temporary reduc- Tax on land only Last revaluation Progressive
after 1974 with property tions in site in 1974

value (P) value assess-

ments on ap-
peal where as-
sessed on basis
of potential al-
ternative use

4o. with higher

yield than in
present use

Nairobi, Kenya, Lower rates for All Impro-ements Every five years
1975 properties in exempt (statutory), last

certain subur- revaluation in
ban locations 1969

Seoul, Rep. of Exemption of Higher rates lev- An.nual Progressive
Korea, 1973 low-value prop- ied on im-

erties (P) provements
thais on land

(Table continues on the following page.)



Table 5-3 (continued)

Net effect of
administrative

Differential treatment by property vaine Differential treatment by location or use Differential Preferential practices on
treatment of land treatment of owner- Differential Frequency of property tax

City, economy, year Rate structure Assessment Rate structure Assctsment and improvements occupants collection practices assessments incidence

Korea, 1975 Property tax rate Newly built fac- Assessment ratio Progressive
increases with tories in Seoul, is 100 percent
size of land- Poissn, and for improve-
holding and Daegu are meins and 60
value of im- taued at five percent for
provement (P) times the regu- land. Range of

lar rate for fise tax rates is
years after con- identical for
struction land and im-

provement but
varies accord-
ing to urea on
former case
and according
to value in the
latter

Karachi, I'akistan, Rates increase Owner-occupied
1976 with assessed properties ex-

rental value (P) empt (R)
Manila, Philippines, For residential Differential rates Higher assess- To be carried out Progressive

1974s properties, stat- in metropolitan ment ratio for every five years
utoty assess- area due to ju- commercial and
ment ratio in- risdictional industrial land
creases with fragmentation (50 percent)
property value and freedom of than for agri-
(P). This may local govern- cultural (40
be offset by ef ments ot vary percent) and
fective underas- rates limited residential land
sessment of only by nation- (30 percent).
market value in ally legislated Higher assess-
some high- maximum val- meat ratio for
property-valooe aes improcenrents
areas than land on



cormercial, in-
dustrral. arid

agricultural
laird lap to 80
percent). As-
sesstnirtt ratio
varies between
jurisdictions in
metropolitan
area

Portugal, 1976 Rate oitreraser Rural properties Exemption for Progressive

with property taxed at lower owner-occupied
value (Ph, par- rates than properties up
tial or full ex- urban proper- to higher as-

emption of ties sessed value
low-value resi- than fir rented
dential proper- property (R)
ties (P)

Singapore, Preferential treat- Property tax snr- Lower rates for Progressive

Singapore, 1974 ment for low- charge on for- retrain proper-
value proper- eigners. Tem- ties in subar-

ties in certain porary ban areas
area (P) reducrion in tax

rate by 50 per-
rent for twenty
years on ap-
proved devel-
opment
projects for
urban renewal

Thailand, 1974 Land develop- House ard rent Iotal property Preferential treat- Every four years Regressive

mena ta on tax and laId tan on land en- rnent for
land levied at devrlopmoent ceeds that on owner-occupi-
rates which de- tax levied only improvements, ers by partial
crease with on commercial since land de- exemption of
valuo class (R) and industrial velopmenr tax taxable land

properties is levied only area (R)
on former

(Table continues on the following page.)



Table 5-3 (continued)

Net effect of
administraoive

Differential treatment by property value Differential treatment by location or ase Differential Preferential practices on
treatment of land treatment of otsner- Differential Frequency of property tax

City, economy, year Rate structure Assessment Rate structure Astessment and improvements occupants collection practices assessment, incidence

Tunis, Tunisia, Separate tax on Underassessment Surcharge on res- De facto underas- Every three years Regressive
197d unimproved of industrial idential housing sessment of

land (P). Fift plants contributing to owner-occupied
teen-year ex- National Hous- properties (R)
emption for ing Improve-
newly con- meno Fund
structed resi-
dential (busi-
ness) properties
(R)

v-. Istanbul, Turkey, Rare on improve- Rural land taxed Urban land taxed Owner-occupied
1972 ments increases at lower rares at higher rate residential

with improve- than urban land than buildings properties
ment value (P) taxed at lower

rates than other
properties (R)

Zaire, 1973 Differenotial land
aood imoprove-
oetot taoes
based on land
area and floor
space respec-
tively

Zambia, 1976 1st Lusaka de Only buildings Every five years Progressive
facto exemp- and infrastruc- (statutory); last
tion of squatter ture are taxed revaluation in
areas (P) Kitwe and

Ndola in 1971)

a. P = progressive.
b. R= regressive.
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structure of tax rates, and collection procedures. Rate structure and ap-
praisal practices in particular may vary with the value, location, or use
of the property and differ for land as compared with improvements and
for owner-occupants and tenants.

Differential Treatment by Property Value

Property tax structure and administration may discriminate among
properties of different values by applying graduated tax rates, by allowing
assessment ratios to vary across value classes, or by granting exemption
to properties in particular value classes. As was pointed out in chapter
4, two of these practices are common in developing countries. Rate struc-
tures are more often graduated than not, and exemptions for owner-
occupancy, industrial activity, and low-valued properties are frequently
granted. The evidence on assessment bias is less clear. Bahl (1975) found
a preferential assessment on owner-occupied properties in Ahmadabad,
and we found one city (Manila) in which the statutory assessment ratio
increases with property value. Yet another systematic study of assess-
ment ratios by value class in Cali (Linn 1977b; this is the only such study
of a developing-country city that we know of) found no statistically sig-
nificant bias in assessment ratios.

The distributive effects of differential rates or assessment ratios by
property value class and of exempting low-value properties are quite
straightforward. Since ownership of property and housing consumption
tends to vary directly with income, a progressive (or regressive) rate
structure, assessment ratio, or exemption policy will also result in a more
progressive (regressive) tax incidence than would be the case for a pro-
portional property tax, irrespective of whether the tax falls on owners
(short run) or consumers (long run).

Differential Treatment by Location or Use

Cities in developing economies have found numerous ways to dis-
criminate among properties according to use or location. One frequent
practice is to apply higher tax rates to vacant lots within the urban pe-
riphery (for example, in Abidjan, Bogota, Francistown, La Paz, Salvador,
Sao Paulo, Taipei, and Tunis). The distributive effect of this policy is
likely to be progressive since the burden of the tax differential is nec-
essarily borne by property owners rather than by consumers (even in
the long run), and since the ownership of vacant land is likely to be
concentrated in the higher-income groups.

Many Indian cities (for example, Ahmadabad and Calcutta) do not tax
vacant land. This may be traced to the colonial origins of the Indian
property tax: under British rule, vacant lots were not taxed because they
were presumed to yield no actual or imputed rental income. This ex-
emption is likely to have regressive effects on income distribution. A
special situation appears to have existed in Rio de Janeiro, where lower
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rates have been charged for vacant than for improved lots but where a
higher assessment ratio has been applied to vacant lots. Although these
practices partially offset the regressive effects of the undertaxation of
vacant land, their net effect is to leave vacant land still relatively un-
dertaxed, at about a quarter of the effective legal rate for improved
properties (Richman 1977).14

In many countries, rural properties are assessed and taxed on a dif-
ferent basis than urban properties. And even where the same tax is ap-
plied to both types of property, different rates are frequently charged.
For instance, in the cities of Colombia, Portugal, and Turkey rates within
the urban perimeter have been higher than outside. The incidence of
this practice is uncertain, but on balance it may heighten the regres-
siveness of the system. In the long run, much of the tax differentiation
may be shifted forward to consumers or to labor, but since the consumers
of rural production activities are likely to reside mainly in urban areas
and some of the goods and services produced in urban areas are con-
sumed in rural areas, the incidence may be regressive. In the short run,
where the tax differential is borne by property owners, the incidence
depends on the relative pattern of property ownership of urban and rural
land. Since rural land in some countries is owned by wealthy city dwellers,
the lower rural rates may again have a regressive impact.

Differential tax rates and assessment ratios are frequently applied to
specified locations within cities. For instance, certain suburban areas of
Bombay and Nairobi are taxed below the standard rates. In the met-
ropolitan areas of Jakarta, Sao Paulo, Singapore, and Taipei lower as-
sessment ratios have been applied at the periphery. The explanation
frequently given by city officials for these lower effective rates of taxation
is that peripheral properties receive fewer urban services and therefore
should not be required to pay the same amount of taxes. Even where
this criterion is given officially as the explicit rationale, however, it is
not always correct, since the favored areas may actually receive the same
services as the majority of urban areas taxed at standard rates (for ex-
ample, in Bombay and Nairobi). Assessment ratios may also differ by
area within a city not because of statutory provisions but because of
systematic differentials in assessment procedures. In Abidjan and Car-
tagena, properties in higher-income areas on balance appear to have been
assessed at ratios below the standard, whereas in Bogota and Cali squat-
ters' areas and illegal subdivisions have been favored by lower assessment
ratios. Finally, differential tax rates and assessment ratios tend to apply
in different sections of metropolitan areas where jurisdictional fragmen-
tation prevails, as in Calcutta and Manila. The distributive effect of all
these differential rates and assessment ratios depends on whether they
favor high- or low-income areas of the city. In Abidjan and Cartagena
it appears that the preferential treatment is given mainly to high-income
areas and therefore has a regressive impact, whereas in Bogota and Cali
the reverse is the case.
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Tax rates and assessment ratios may also differ according to whether
a property is used for residential or commercial purposes. Tax rates have
been typically higher for commercial and industrial properties in Salvador
(Brazil), Delhi, and the cities of Korea, Taiwan (China), and Thailand.
Legal assessment ratios have been higher for the same type of properties
in Abidjan and Manila, while the actual assessment ratio appears to have
been lower than average for commercial and industrial properties in
Tunis. In the short run, higher effective tax rates on industrial and com-
mercial properties may well have progressive effects, since we can assume
that owners of commercial property will on balance be in higher-income
groups than owners of residential property. In the long run, this pattern
of incidence may be reversed. Since the income-elasticity of consumption
of nonresidential goods and services may on balance be lower than the
income-elasticity for (residential) housing services, the higher tax on
commercial properties which is passed on to consumers may well be
more regressive (less progressive) than a nondiscriminatory tax. But the
precise distributional impact of this differentiation can be established
only by careful analysis of surveys of consumer expenditure.

Other, less common administrative features of tax rate and assessment
include temporary exemptions for newly constructed buildings in Abid-
jan, primarily to stimulate construction. The effect on incidence is likely
to have been regressive, however, since the poorer segments of the pop-
ulation tend to live in older housing. The tax on their houses would
probably only in part be offset by lower rentals resulting from a larger
housing stock. Singapore has placed a higher tax rate on foreigners,
whereas penalty rates have been applied to nonresidents in the cities of
Taiwan (China). On balance these two provisions may well be progres-
sive, although they were probably not instituted for that reason.

Differential Treatment of Land and Improvements

In many cities differential tax rates or assessment ratios are applied to
land as compared with improvements. Under site value taxation, im-
provements are not taxed, for example, in Kingston and Nairobi. More
common is the application of a differentially higher tax rate on land,
though in some cases improvements are taxed at a higher rate. Two main
objectives explain differential taxation of land and improvements. Lower
taxes on improvements are justified as providing an investment incentive.
Higher rates on improvements are usually supported on the grounds that
improvements reflect ability to pay, and thus higher improvement rates
are beneficial on equity grounds.

In the short run the distributive impact of differential rates on land
and improvements depends on the distribution of ownership of land and
structures across income classes, and on the land-improvement ratio. If
poorer people tend to own property for which the ratio of land value to
structure value is higher than that for property owned by higher-income
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Table 5-4. Assessed Urban Land Values in Colombia as a Percentage of
Total Urban Property Value by Property Value Class in Ten Departments
(1974) and in Four Departmental Capitals

Land as Number of Land as Number of

percentage of properties as percentage of properties as
Property value total assessed percentage of total assessed percentage of

dloss
0

value totalb value total'

Bolivar Caldas
Less than 5 63.5 43.3 60.4 14.9

5-20 54.7 27.0 41.3 36.0
20-50 34.0 16.0 35.2 27.4
50-100 33.7 7.6 37.4 10.7

100-200 38.8 2.9 37.1 6.4
200-500 43.4 2.3 36.6 3.5
500-1,000 47.6 0.7 38.3 0.7
More than 1,000 44.2 0.3 32.9 0.4
Total 42.5 100.0 36.5 100.0

Norte de Santander Qumsdie
Less than 5 71.2 35.7 60.3 13.0

5-20 37.5 33.7 42.1 38.3
20-50 30.9 17.6 34.6 26.3
50-100 32.2 .0 32.2 12.0

100-200 31.6 4.0 31.1 6.2
200-500 37.2 1.7 35.2 2.9
500-1,000 42.1 0.3 36.5 1.0
More than 1,000 32.3 0.2 25.0 0.3
Total 34.7 100.0 33.1 100.0

Total (Ten departments) Armenia (Quindioe 1971
Less than 5 65.4 - 78.3 4.7

5-20 47.3 - 46.6 36.9
20-50 37.6 - 45.2 28.9
50-100 38.3 - 46.1 14.8

100-200 38.0 - 45.2 8.7
200-500 41.6 - 48.8 4.0
500-1,000 44.0 - 44.6 0.7
More than 1,000 39.0 - 31.3 0.7
Total 40.5 - 43.3 100.0

Not available.
a. In thousands of Colombian pesos.
b. May not add to 100 percent due to rounding.

people, then a lower tax rate on improvements would be regressive rela-
tive to a uniform (equal-yield) tax on land.

In the long run it is useful to distinguish between a nationwide ap-
plication of preferential taxation of improvements and an exclusively
local policy charging lower tax rates on structures. In the nationwide
case, where it may be assumed that land is relatively fixed in supply,
most of the tax on land will fall on landowners. If capital is assumed to
be perfectly elastic in supply in the long run, most of the nationwide tax
on structures will be passed on to consumers, to labor, and to land.
Because landownership is likely to be concentrated among high-income
recipients, a preferential treatment of improvements is likely to be more
progressive (less regressive) than a uniform tax.15 For the case of local
changes in tax rates, land and capital are assumed to be elastically sup-
plied. This means that much of the tax on land and capital is passed on
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Land as Number of Land as N,,mber of Land as Number of

percentage of properties as percentage of properties as percentage of properties as
total assessed percentage of total assessed percentage of total assessed percentage of

ralue totalb value totalb value totalb

Cordoba Cesar AMagdalena
72.1 45.0 62.3 33.6 59.2 44.9
54.7 26.9 50.5 34.6 42.1 27.0
42.1 16.4 39.5 17.3 32.3 16.6
42.9 6.5 44.1 6.3 39.5 6.3
44.7 3.2 50.7 2.3 39.6 3.5
45.0 1.5 51.5 0.8 49.8 1.3
48.2 0.4 40.8 0.0 47.4 0.3

38.6 0.2 19.1 0.0 43.1 0.1
45.5 100.0 55.0 100.0 41.5 100.0

Risaralda Sucre Santander
59.6 13.6 65.4 50.0 74.8 17.4
37.0 38.4 58.2 29.7 52.0 31.4
28.8 28.2 42.8 11.7 47.4 28.0
28.8 10.4 41.0 4.8 45.3 13.6
29.0 5.7 40.2 1.9 41.0 6.6
34.9 2.9 38.6 1.3 45.7 2.2
38.2 0.5 33.5 0.2 50.1 0.4
27.9 0.3 35.2 0.0 45.6 0.3
31.3 100.0 43.3 100.0 46.0 100.0

Cali (Va/let 1973 Cartagena (Bolirar) 1972 Pereira (Risaralda) 1971
93.7 15.1 83.6 - 75.0 5.9
54.9 28.3 71.0 - 45.2 36.2
46.9 20.7 36.7 - 37.2 31.9
48.1 17.2 35.3 - 38.6 13.0
44.7 10.1 42.1 - 42.9 7.6
40.3 6.5 45.2 - 52.2 4.3
47.7 1.1 49.0 - 52.3 1.1
41.6 0.8 47.2 - 30.5 0.5
44.4 100.0 45.1 - 42.1 100.0

Source: Calculated from data obtained from Instituto Geografico "Agustin Codazzi."

to consumers of commodities whose prices are not fixed through national
or international trade. Taking the case of residential housing services,
the incidence of a preferential treatment of structures relative to land
depends on the relative income-elasticities of the expenditure on services
from land and structure, respectively. If the income-elasticity of the de-
mand for land services is higher than that for structures, then the lower
(higher) rates on improvements are progressive (regressive) relative to
a uniform tax rate on all property.

The answer to the question of the tax burden therefore seems to de-
pend on the relative distribution across income classes of ownership of
land and buildings (for short-run incidence), and on the income-elasticity
of expenditure on services for land and buildings (in the long run). Very
little information is available on this question for developing countries.
The only source of information we found is a set of data on assessed
property values in Colombia. Table 5-4 shows land value as a percentage
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of total urban property value for eight classes of property value in ten
departments (states) and four departmental capitals. If one assumes that
there is no systematic change in assessment bias across classes, then the
lowest classes show the highest ratio of land value to total property value
in all departments and cities. In some cases the lowest ratio is found in
the middle value ranges. In other cases the decline in the ratio is uniform
as one moves from lower to higher classes. At least for Colombia this
provides an important clue for the distributive effect of exempting im-
provements. Because one can reasonably assume that low-income groups
on balance tend to own or rent lower-value properties, the exemption
of improvements would have a regressive impact in the short run,
whether or not this is done purely locally or nationwide. In the long run
it would be regressive if done purely locally by any of the Colombian
cities. In any case, as pointed out above, the long-run incidence of a
nationwide preferential treatment of improvements would have pro-
gressive effects.

In summary, it cannot be assumed automatically that lower (or higher)
taxation of improvements will have a progressive effect. If improvements
are treated preferentially, as is the case in most cities where differential
rates apply, then it should be done nationwide, since this will ensure a
progressive effect, at least in the long run.

Preferential Treatment for Owner-Occupants

One of the most common biases in administering and structuring the
property tax is preferential treatment of owner-occupied properties.
Lower than average tax rates were applied to owner-occupied properties
in Abidjan, Istanbul, Karachi, Madras, and three Brazilian cities. In Por-
tugal higher cutoff levels are applied for tax exemptions of low-value
property in the case of owner-occupants. In Abidjan, Ahmadabad, Bang-
kok, Calcutta, and Tunis, preferentially low assessment ratios have been
applied to owner-occupied properties. In Abidjan, furthermore, owner-
occupants were given larger temporary exemptions from property tax-
ation than was the case for all other types of properties.

In the short run, where all property taxes may be assumed to be borne
by owners, this preferential treatment of owner-occupants is not nec-
essarily regressive. In fact, if the distribution of property ownership is
such that owner-occupied residential property weighs more heavily in
the total taxed property portfolio of lower-income groups than on higher-
income groups (as is indeed quite likely), then the preferential treatment
of owner-occupied properties is likely to have a progressive impact. In
the long run, however, where most of the property tax is passed on to
renters and consumers, the exemption of owner-occupied properties is
likely to be regressive since rental tenancy is likely to be more common
among low-income groups than among high-income groups. Where
rental is predominant, the regressive impact will be more important. In
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countries where rental is relatively important (for example, India, Sri
Lanka) the exemption of owner-occupants would be more regressive in
the long run than in countries (Colombia and Mexico) where property
rental is a less preponderant type of land tenure.

Collecting the Property Tax

Collecting the property tax may introduce further biases into its in-
cidence. In developing countries high-income taxpayers are more suc-
cessful in evading taxation than are low-income taxpayers. "6 This directly
reduces the progressivity of the existing property tax system or worsens
its regressivity. It is, however, difficult to quantify the extent to which
different income groups benefit from inefficiencies of collection. In Cali,
Linn (1979b) measured the relation between arrears and the income level
of taxpayers. The evidence indicated the reverse of the usual presump-
tion, in that lower-income taxpayers tended to contribute more heavily
to arrears. Evidently the pattern of tax collections by income group may
differ from city to city and country to country (and may well differ for
different taxes within the same locality). The incidence effects will vary
accordingly.

Summary and Evaluation of Administrative Practices

The prevalence of administrative and statutory procedures which tend
to distort the incidence of the property tax away from the distributive
effect of a proportional tax points to the importance of considering the
institutional framework within which property taxes are applied. One of
the most extreme cases was found in the city of Abidjan, where a complex
system of differential tax rates, differential assessment ratios, and tem-
porary as well as permanent exemptions has made it virtually irrelevant
to consider the incidence of the average property tax. In that city, owner-
occupants in some past years paid no property tax during the first two
years after construction of a building, 1 percent of gross rental value
between year three and year twenty, and 6.2 percent thereafter. Rental
housing and office buildings paid 6, 9, and 20.5 percent respectively for
the same periods. Factories always paid 20.5 percent. Various other stat-
utory provisions and de facto administrative procedures further com-
plicated the picture. Overall, the incidence of this complex set of ex-
emptions is probably more strongly regressive than the proportional tax
applied to all properties (1974 World Bank data).

From the broad overview of urban property tax administration in all
the cities and countries shown in table 5-3 one can assess to some extent
the distributive effects of these practices."7 In seventeen out of thirty-
two cases the overall effect of these institutional aspects is progressive
when compared with that of a proportional property tax; in six cases it
appears to be regressive. In the remainder of the cases it was either
impossible to assign a clear direction to the impact of the administrative
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practice, or procedures with mutually offsetting distributive effects are
being applied (Ahmadabad, Calcutta, Istanbul, Karachi, and Madras).
These last examples reflect not only the effect of objectives other than
equity, but also the ad hoc way in which distributive objectives are pur-
sued by those who administer the property tax in these cities.

In some countries administrative practices and their net distributive
effects differed among cities (for example, Brazil, Colombia, and India).
This reinforces the conclusions of the preceding chapter that an analysis
of property tax systems at the country level may miss important intra-
country differences in property tax practices.

A Case Study of the Effect of Structure
and Administration on Incidence

For Cali (Colombia) an effort has been made to quantify the effect of
administrative and structural practices on the incidence of property tax-
ation (Linn 1977b, 1979b). The measure used for this purpose is the
(cross-section) elasticity of actual property tax payments with respect to
income, E(T,,Y). This elasticity indicates whether tax payments vary
more or less than in proportion with income. If the elasticity E(Ta,Y) is
less than unity, the tax is regressive. If E(Ta,Y) is unity, the property
tax payments vary in proportion with income and the tax is neutral in
its incidence. To explain the reasons for any observed pattern of property
tax incidence, E(Ta,Y) is broken into a number of component elasticities.

The Model

Five factors determine the actual property tax paid on any particular
property: the market value of the property; the assessment ratio appli-
cable to the property, that is, the ratio between the value assessed by
the official assessment agency and its market value; the "transmission
ratio," that is, the ratio of the assessed value used by the municipal
treasury for billing the property tax in relation to the assessed value as
appraised by the assessment agency; the statutory tax rate as determined
by local or national laws; and the collection ratio, that is, the ratio between
actual tax collected and statutory tax liability. In algebraic terms these
five factors may be combined and written as follows:

(5-1) T_ = ( 'IT (AV) (MV)MV

[actual tax payment] = [collection ratio] x {tax ratel x [transmission ratiol

x [assessment ratiol x [market value]

where t, = actual tax payment, t, = statutory tax liability, t = statutory
tax rate = TSIAVT, AVT = assessed value as registered in the municipal
treasury, AVG = assessed value as registered in the assessment agency,
and MV = market value. Taking natural logarithms on both sides of
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equation 5-1 and differentiating with respect to the logarithm of income,
one can derive the following disaggregation of the income-elasticity of
property tax collections:

(5-2) E(Ta, Y) = E(T aY) + E(t, Y) + E(j )VT

± ( AVG EM, )(MV, Y)

The first four elasticities on the right-hand side of equation 5-2 reflect
the administrative and legal framework of property taxation: tax collec-
tion, statutory tax rates, transmission of assessment records, and assess-
ment practices. The last is the income-elasticity of the property tax base,
which is exogenous to local government policy. For owner-occupants, it
is a direct measure of the income-elasticity of housing expenditure. For
renters, it is possible to disaggregate the base elasticity E(MV,Y) further,
to

(5-3) E(MV, Y) = + E(RR)1 E(R, Y)

where R is the rental payment. The elasticity of the market value of
properties with respect to income for renters is therefore determined
by the elasticity of rental payments with respect to income, E(R,Y), and
the elasticity of the value-rental ratio with respect to rent, E(MVIR,R).

Conventional property tax analysis has concentrated almost exclusively
on the housing expenditure conditions reflected in E(M,Y) and E(R,Y)
and has generally not separated renters from owner-occupants in the
analysis of residential properties." 8 The remainder of this section sum-
marizes the results of a study carried out for the case of Cali, which
estimated the sign and size of the various component-elasticities in equa-
tions 5-2 and 5-3 and thus derived an estimate of the overall incidence
of a property tax change. 19

Results for Owner-Occupied Properties

For owner-occupants in Cali the estimation results are shown in table
5-5.20 The elasticity of property tax liabilities with respect to income,
E(T,Y), is approximately 1.25 when evaluated at the mean and is sig-
nificantly larger than unity at the 5 percent confidence level; therefore,
the incidence of property taxation in Cali is progressive for this subgroup
of taxpayers. In the framework of equation 5-2, this finding may be
explained by a combination of a housing expenditure roughly propor-
tional to income, E(MV,Y) = 1.056, and a progressive statutory tax rate,
E(t,Y) = 0.207, while the elasticities of the assessment and transmission
ratios with respect to income were found not to be significantly different
from zero. The effect of tax collection could not be evaluated in the
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Table 5-5. Incidence of the Property Tax for Owner-Occupants: Linear
Regression Equation Results for Cali Household Sample

MV= -5.1731 + 16.8274 Y R 2 = 0.4896 EMV,Y = 1.056a
(2.590)

AVGIMV= 0.4852 - 0.0004 Y R2 = 0.0000 E(AVG,MV),Y = -0.005

(0.0008)

AVT/AVG = 0.9909 - 0.0041 Y R 2 = 0.0072 E(AVT/AVG).Y = 0.050
(0.074)

t= 0.0083 + 0.004 Y R 2= 0.1721 E,Y = 0.207^
(0.0001)

Ts= 0.1277 + 0.1043 y2 R= 0.4231 ET,,Y b= 1.266
(0.0184)

Note: There were 42 observations; elasticities evaluated at the means. Figures in parentheses
represent standard errors of the regression coefficients. Y is monthly income and T, is annual
statutory tax liability; both are expressed in thousands of Colombian pesos. In 1975 the official
exchange rate was 31.2 pesos to the dollar.

a. Elasticity is significantly different from zero at the 5 percent confidence level.
b. Elasticity is significantly greater than unity at the 5 percent confidence level.

framework of equation 5-2 because of insufficient information, but data
on arrears indicate that higher-income owner-occupants tend to pay taxes
more promptly, thus further strengthening the progressivity of the tax.

Results for Rental Properties

The incidence estimate for rental properties21 is shown in table 5-6.
In contrast to that of owner-occupied properties, the income-elasticity
of tax liabilities for rented properties in Cali, E(TS,Y), is significantly less
than unity at the 5 percent confidence level. In order to determine the
causes for this divergence in results between renters and owner-occu-
pants, the component elasticities derived in equations 5-2 and 5-3 were
estimated. The results indicate that the difference does not lie primarily
in any differential legal or administrative treatment accorded to rental
properties with respect to statutory tax rates or assessment practices but
rather in different housing market conditions. The elasticities reflecting
assessment practices for rental properties, E(AVG/MV,Y) and E(AVT/
AVG,Y), are not significantly different from zero; and although tax rates
on rented properties do not rise significantly with income, the elasticity
E(t,Y) is positive. As for owner-occupants, the ratio of property tax ar-
rears to tax liability is negatively related to income, although not sig-
nificantly. Tax collection is therefore not a major determinant of dif-
ferences in tax burdens between owner-occupants and renters. In any
case, the difference introduced into the elasticity E(TS,Y) for rental as
compared with owner-occupied properties on account of administrative
and legal factors is very minor. The conclusion that renters and owner-
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Table 5-6. Incidence of the Property Tax for Renters: Linear Regression
Equation Results for Cali Household Sample

MV= 67.4197 + 6.2896 Y R2 =0.0932 EMvy= 0.325a
(3.5816)

MV/R= 109.2182 - 19.9431 R R2 =0.0710 E(MvIR)R= -0.345
(13.1747)

R= 0.8211 + 0.1132 Y R2 =0.02780 ER,Y= 0 .4 1 6a,b

(0.0333)

AVGIMV= 0.5298 - 0.0070 Y R2 =0.0208 E(AVGIMV)Y= -0.074
(0.0088)

AVTIAVG = 0.9884 - 0.0008 Y R 2 = 0.0003 E(AVTIAVG,*Y= -0.004
(0.0083)

t = 0.0099 + 0.0002 Y R2 = 0.0390 Et,Y= 0.091
(0.0002)

T,= 0.3634 + 0.0371 Y R 2 = 0.1106 EfT.Y= 0 3 4 5 b

(0.0192)

Note: There were 32 observations; elasticities evaluated at the means; figures in parentheses
represent standard errors of the regression coefficients. R is monthly rent expressed in thousands
of Colombian pesos.

a. Elasticity is significantly different from zero at the 5 percent confidence level.
b. Elasticity is significantly less than unity at the 5 percent confidence level.

occupants are treated alike is also obtained when comparing average
assessment, transmission, and collection ratios, and statutory tax rates
for rental and owner-occupied properties. The means of AVGIMV, AVTI
AVG, arrears/Ti, and t are not significantly larger for rental properties
than for owner-occupied properties.

In contrast, the elasticity of the market value of property with respect
to income is significantly below unity for renters. Further disaggregating
this elasticity into its two component elasticities E(MV/R,R) and E(R,Y),
as in equation 5-3, one finds from the Cali household sample that E(MVI
R,R) is negative. From the estimation equations, one finds furthermore
that E(R,Y), the elasticity of rental payments with respect to income, is
significantly below unity, indicating that rental payments increase less
than in proportion to income. The low elasticity of tax liabilities on rental
properties with respect to income of renters is therefore explained
largely by the declining value-rental ratio as rents increase and by the
low income-elasticity of rental payments.

The combined distributive effect of the property tax on owner-oc-
cupied and rental property in Cali is estimated to be neutral, mainly since
the progressively structured tax rate offsets the regressive impact of over-
all patterns of housing consumption. An overall progressive collection
performance further reinforces the conclusion that the property tax in
Cali is approximately neutral in the long run. Assessment practices were
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not found to introduce a systematic bias into the distributive effect of
the property tax.

Summary

Assessing the distributive effect of property taxes is a complex task.
A careful determination of tax shifting assumptions must be made. Then
a statistical investigation of the distribution of tax burdens-allowing for
such important aspects of property tax administration as property as-
sessment and tax collection-must be done. Such an analysis is often not
feasible when tax reform is being contemplated. It is therefore useful to
summarize the major conclusions of this chapter in the form of several
reasonably reliable "stylized facts" regarding the distributive effect of
reforming the property tax.

On balance, an increase in the average level of property taxation tends
to be progressive in the sense that it burdens higher-income groups more
heavily in relation to their incomes. The progressive effect is more pro-
nounced in the short term than in the long term, and more for nationwide
property tax increases than for increases restricted to a particular juris-
diction.

The structure and administration of property taxation have a significant
impact on the pattern of incidence, and a number of developing countries
have introduced structural changes to achieve equity goals. Graduated
rate structures and the exemption of low-value properties tend to in-
crease the progressivity of the property tax. Exemption or lower tax rates
on improvements, preferential treatment of non-owner-occupants, and
tax rate differentials by location may well result in a more regressive (or
less progressive) property tax.

These broad guidelines may be useful for reforming the property tax.
But it is also appropriate to invest some effort in quantitatively analyzing
the distributive effects of reforms that are expected to make far-reaching
changes in tax structure and administration and in the level of revenue.
The examples in this chapter indicate that this kind of analysis can be
carried out effectively and can contribute to an understanding of the
distributive effect of the property tax.



6 Allocative Effects of Urban Property
Taxation

EFF IC I ENCY LOSSES ASSOC IATED with raising property tax revenues
should be minimized. Few would argue with the importance of adhering
to this maxim of good taxation. Urban areas in developing countries are
already plagued by a shortage of buildable, serviced land, by high land
prices, and by an inadequate housing stock. It would be unwise to allow
the property tax to make things worse. In fact, many developing-country
governments have adjusted their property tax structures to promote bet-
ter use of the land resource. Some of these discretionary adjustments
have worked, while others have not. This chapter is both a description
of this practice and a statement of how the issue of the allocative effects
of the property tax might be better addressed.

In the next section we discuss the underlying theory of the economic
effects of property taxation and then evaluate the potential of the prop-
erty tax to affect land use and land prices. Finally, we provide an overview
of the various ways in which the property tax has been bent to achieve
desired allocative effects.

Property Taxation and Resource Allocation

The imposition of a property tax affects the allocation of resources
only if the supply of land and of improvements responds to the impo-
sition of a property tax. To the extent that it does, society may be worse
off, for example, if the property tax results in a reallocation of investment
from housing to automobiles. Alternatively, society might be better off,
for example, if property taxation induces improvements of slums. The
question is whether and how the use and price of land are affected by
the property tax.

In the short run, if factor supplies are inelastic, no significant resource
allocation effects will occur in the wake of changes in the property tax;
that is, the property tax will not result in significant losses in efficiency,
nor can it be counted on to correct a misallocation of resources. In other
words, unless a particular property tax practice is permitted to remain
in force for a sufficiently long period, its main effects will be to redis-
tribute income and generate public revenue.

In the long run, if capital is assumed to be mobile within and between
countries and if land is flexible between alternative uses, the property
tax changes the allocation of resources and thus the efficiency of factor
use. As in the previous chapter, it is necessary here to distinguish the
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economic efficiency effects of a nationwide change from those of a purely
local change in the property tax. If the change in the tax is uniform and
nationwide, it will not significantly affect the allocation of resources. If
the tax on land is purely local or affects only certain land (for example,
urban but not rural, or residential but not commercial), then land use
may be adjusted by changing it from taxed to untaxed status. Thus a
local tax on land in the long run will affect the allocation of resources.
Moreover, because the supply of capital will adjust in the long run, a
tax on improvements will also affect resource allocation and can result
in important losses in efficiency-irrespective of whether a tax on im-
provements (capital) applies nationwide or only locally.

Property Taxation and Land Use Policy

A review of property tax practices in developing countries indicates
that they frequently deviate from a basic proportional tax on the value
of property in all uses in order to pursue a wide variety of intermediate
policy goals. Sometimes these policies are thought to be related to the
ultimate goal of minimizing the losses in efficiency resulting from the
use of the property tax as a revenue-raising instrument, sometimes to
the goal of correcting preexisting market distortions, and sometimes to
promoting social and economic goals. In practice, policymakers and the
public see the property tax as being able to help resolve a wide variety
of urban ills by increasing investment in construction (or in business),
increasing home ownership, speeding up the development of land, dis-
couraging urban sprawl or land speculation, and encouraging lower (or
less rapidly rising) land prices (Shoup 1978). These various policy con-
cerns are all somehow related to the goals of promoting a better use of
urban land and holding down land prices. The question at hand is whether
they can or should achieve either.

Land Use Effects

The assumption that a dense and more rapid pace of urban land de-
velopment leads to more efficient land use is the basis for discouraging
land speculation, inducing early development, encouraging the "infill"
development of the urbanized area to a higher density, and encouraging
subdivision of land at the periphery. But this assumption may or may
not be valid.1 Unless the government has more accurate information on
the private costs and benefits than do private developers, or monopolistic
market conditions or externalities prevail, there is little reason to assume
that the decisions of government planners would lead to greater effi-
ciency than those of the private sector.

Land Price Effects

A second issue is whether the property tax can and should be used to
dampen land prices. There is little to recommend the view that land
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prices, or the rate of increase in land prices, are "too high" in cities of
developing countries. As Walters (1983) has shown, rapid increases in
urban land prices may be compatible with normal rates of return on
investment in land. Landownership may involve relatively low current
yields (especially if the land is not yet fully developed) as well as high
risks. As a result, if land is to be held as an asset, that is, if its rate of
return is to be comparable to that on other assets, it has to appreciate
in value at a relatively high rate. Land speculation with a destabilizing
effect may occur if expectations of rising land prices feed on themselves
and drive land prices up more rapidly than justified on the basis of
normal rates of return and risk-taking propensity (Mohan 1977). There
is no apparent reason, however, why the usual law of speculation should
not apply to the urban land market, even in developing countries: if
speculation is destabilizing (in the sense of reinforcing rather than
smoothing out basic fluctuations in market prices), it eventually leads to
losses for the speculators.

Much of the concern about the escalation in land prices is probably
related to equity and fairness rather than to efficiency. First, it is thought
to be unfair that individuals should benefit from unearned increments
in land value, that is, the part of the increase which is caused by public
investments in infrastructure and for which the landowner does not pay.
Second, the rapid rise in land values may price low-income groups out
of the land market in the sense that they are unable to raise the necessary
capital as a down payment for a land purchase.2 These are legitimate
concerns of land policy, but they should not be construed as showing an
inefficiency in the operation of land markets.

There is also some question regarding the factual basis for the as-
sumption that land prices are increasing more rapidly than general price
levels or than the relative riskiness of land investments. Biases in land
price reporting and estimation would lead one to believe that the average
increase in land prices is overstated (Walters 1983). Furthermore, there
are few good empirical studies to support the general impression of
rapidly increasing average land prices in developing countries. In virtually
every city examples of rapid price increases of individual properties or
types of properties may be found, particularly at the fringe of urban
development or where existing services are upgraded by private or public
action. Often, these rapid price jumps occur before actual development
or upgrading because expected future benefits are capitalized into cur-
rent property value. But every city is likely to have areas where land
values are stagnant or even declining,3 and therefore an average change
in land value-rather than some exceptional change-should be esti-
mated in analyzing the rate of increase in land values.4

Nevertheless, there is some empirical work to support the argument
that land prices have not grown faster than inflation and real income in
developing countries. Holland and Follain (1990) report an average an-



168 LOCAL GOVERNMENT TAXES

nual increase in land values in Jamaica of 10 percent between 1974 and
1984, in comparison with an inflation rate of 18 percent. Jamaica had
no real income growth during this period. Korea, by contrast, had real
income growth of 10 percent per year during the 1960-77 period, and
urban land values appear to have increased faster than nonagricultural
output during most of this period (Ingram 1982: 107-08). Ingram (1982)
estimated that land values grew at about the same rate as ouput in Bogota
during the 1970-78 period, but McCallum (1974), Linn (1980b), and
Mohan and Villamizar (1980) found lower rates of increase in land values.

Turning then to the question of whether or not the level of land values
is too high, the relevant consideration is "what is too high?" As Walters
(1983) points out, there is ample reason to believe that in cities of de-
veloping countries actual property value will frequently understate the
economic opportunity costs of land in its likely alternative use, let alone
in the best possible alternative use. This is the case since market prices
of land reflect the private valuation of inputs and outputs involved in
generating market rents, since they embody taxes on land, and since they
do not fully allow for the social cost of central city congestion. Only
monopoly power by landowners or restrictions on land use imposed by
the public authorities (such as zoning) are likely to maintain the market
value of urban land above its opportunity cost by limiting the supply of
various categories of land, for example, by allowing commercial activities
only in certain areas or by not permitting expansion of residential use
at the urban fringe. Because landownership is frequently dispersed, mo-
nopoly power by landowners is not likely to be a major problem in many
cities of developing countries;' it is not readily apparent that property
taxation is the appropriate antidote to high land prices if they are caused
by the government rationing the land supply through zoning or not pro-
viding urban services. It may be more appropriate to reconsider the use
of land-rationing devices.

Thus, as with the growth in land prices, there is reason to doubt an
efficiency argument for use of the property tax to reduce land prices.
Again, an equity argument may be at the heart of the matter: urban land
prices are frequently so high that low-income groups cannot afford to
purchase land, given their disposable incomes and the prevailing capital
market conditions, which prevent access to mortgage credits at affordable
interest rates. To the extent that the revenue from property taxes is
capitalized into lower current land values (since the tax reduces the ex-
pected future private yield on the land), it partially expropriates land-
ownership rights from the present owner and also constitutes a loan to
future owners, who can now acquire the land at a lower price but will
have to pay property taxes in the future. If low-income groups cannot
buy land because they lack liquidity and access to capital markets, prop-
erty taxation may be one of the policy instruments to improve their access
to landownership.
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There is, however, a caveat: when property ownership is clouded by
illegal subdivision or squatting on private or public lands, proof that the
property tax and related charges (for example, special assessments) have
been paid may be taken by private purchasers and public authorities as
a sign of relatively well-established claims to the land (Linn 1980a). By
increasing the security of tenure, this feature of the property tax tends
to offset the decline in property values which would usually be expected
to result from the imposition of a property tax.

Allocative Effects and Property Tax Practices

Consideration of the allocative effects of property taxation is compli-
cated by the large number of proxy goals with unclear relations to the
underlying efficiency objective and by the large number of property tax
instruments used to achieve these goals. This problem is documented in
table 6-1, which summarizes the effects of a variety of property tax pol-
icies on multiple objectives. The table compares the effect of each in-
strument with that of a tax on capital value levied at a flat rate and
producing an equal revenue yield. It is assumed that capital supplies
adjust to changes in rates of return resulting from changed property tax
burdens but that the supply of land is fixed; in other words, the long-
run effect of a nationwide change in the property tax is reflected in table
6-1. Besides showing the intended direction of the effect of a property
tax instrument on a particular goal, the table indicates in parentheses
what possible unintended effects may be associated with the use of a
particular instrument. The instrument's intended and likely effects on
the distributive (equity) and revenue objectives are also shown, as are
the places where such instruments have been used.

Three preliminary conclusions may be drawn from these data. First,
a large array of property tax instruments has been employed in the cities
of developing countries to attain a large number of policy goals. This
sometimes has led to conflicts between the goals of equity and efficiency
and causes offsetting resource allocation effects. Second, there is a con-
siderable degree of uncertainty regarding the effect of these policy in-
struments. Third, there is often a difference between desired and actual
effects of policies because secondary effects are not explicitly considered
or because there is a lack of knowledge regarding the actual effects of
a particular policy instrument.

If one takes the effects shown in table 6-1 at face value and does not
question the relation between basic objectives and proxy goals, one finds
that site-value taxation, land value increment taxation, higher taxes on
vacant land, and the exemption of low-value properties have relatively
few conflicts between goals and tend to work in the direction of the
stated goals. Property transfer taxes, higher taxes on improvements,
lower taxes on vacant land, preferential treatment of owner-occupants,
and lower taxes on suburban locations also have relatively few conflicts



Table 6-1. Instruments and Objectives of Property Tax Policy

Objective

Reduce
efficiency

loss Increase Adv ance Discourage
resulting invest- timing of urban

from ment in Increase Increase land sprawl, Discourage
property construc- business home- develop- encourage land

Instrument tax tion intestment owneriship ment fill-in speculation

Higher effective tax on + - - + + + +
land than on
improvements,
including site-value

tax (ST)

Lower effective tax on (-) (-) (-) (-) (?) (-
land than on
improvements

Temporary exemption + + + +
of improvements

Higher tax on vacant + + +
urban land

Lower tax on vacant (- ) -) (-)

urban land

Preferential treatment (-) + (?) +(
of owner-occupants

Lower tax (or (-, +
temporary
exemption) on
industrial and
commercial property

Higher tax on industrial ( -

and commercial
property

Progressive tax rates (-1 1-) 1-(

Exemption of low-value (+) (') (?)
properties
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Objective

Reduce
rate of Encourage Encourage Promote Raise

sower increase subdivision land more equal higher Simplify
Iand of land at assembly ditribsution revenues admin-

prices prices periphery in center of income (elasticity) istration Cities or economies

+ 1?1 + +?t + + (?) Francistown, Botvswana;
for (ST) Taiwan (China) (ST);

Tehran, Iran; Kingston,
Jamaica (STI Nairobi,
Kenya (ST), Thailand;
Istanbul, Turkey

(?) (2J I?) + (?) + Rio dejaneoro, Brazil,
Singapore; Zambia

-) (5) Abidjan, C6te d,Ivoire;
Bombay, India: Singapore,
Tanis. Tunisia

+ + -I (+) I) Buenos Aires, Argentina, La
Paz, Bohva, Francistown,
Botswana; Salvador and
Sio Paulo, Brazil; Chile;
Taswan (China); Bogota,
Colombia; Abidjan, C6te
d'lvoire: Ecuador: Peru:
Senegal; Syria: Tunis.
Tunisia; Turkey

1-1 (?1 (-l -) Bahamas; Rio dejaneiro,
Brazil; Egypt; Haiti: Hong
Kong; India (except Delbo
and Madras), Mauritius,
Morocco; Sierra Leone; Sri
Lanka

-) : -) Taiwan (China); Abidian.
C6te d'lvoire. Hong
Kong: Ahmadabad,
Calcutta, and Madras,
India; Karachi, Pakistan;
Portugal; Thailand; Tunis,
Tunisia, Istanbul, Turkey

-) I 1-) Hong Kong; Tunis, Tunisia

(?) +) Salvador, Brazil; Taiwan
(China); Delhi, India:
Jakarta, Indonesia; Manila,
Philippines: Thailand

(?) (+) e+) (-) + + Taiwan (China); Ahmadabad,
Bombay, Calcutta. Delhi.
and Madras, India:
Kingston, jamaica; Rep. of
Korea: Karachi, Pakistan:
Manila, Philippines,
Portugal; Istanbul, Turkey

( - ) + (?) + Bogota and Cali. Colombia;
Bombay. Calcutta, and
Madras, India; Tehran,
Iran; Seoul, Rep. of
Korea; Portugal,
Singapore: Lusaka, Zambia

(Table continues on the following page.)
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Table 6-1 (continued)

Objective

Reduce
efficiency

lOss Advance Discourage
resulting Increase timing of urban

from invest- Increase Increase land sprawl. Discourage
property ment in business bore- develop- encourage land

Instrument tax construcstion -nst-tmen -- hnersip ment fill-in speculation

Lo.er (nts on X-

suburban locations

Land-value increment (7) + I?)

ta tation
Property transfer tan ( ) I?) -

Rental-value tan (-I )-)

Noor: This sable refers to she long-rtem impact of policy instruments used on a nationwide basis. Impac- of insrument on she
objective: + = positve, - = negative, ? = uncer-ain. Signs nut in parentheses indicare den red -mpuct of policy insteuaent. Signs
in parentheses indicate actual impuct of poicy instrument. ST = site value ta-.

but on balance move the urban economy away from the stated goals.
Some policy instruments, such as progressive rate structures and differ-
ential taxation of industrial-commercial and residential properties, have
such extensive conflicts in goals that it is impossible to identify their net
effects. For policy prescription, therefore, the first category of property
tax instruments is useful in promoting an efficient land use; the second
set is not; and the third set may be, depending on the relative weights
allocated to particular goals.6

Having made this general assessment, we turn to a brief study of the
prevailing practices in using each of these instruments. If we have learned
anything about property taxation, it is that one may not easily generalize
about "the prevailing practice."

Differential Taxation of Land and Improvements

Cities in which land and improvements are taxed differentially tend
to use lower rates, lower assessment ratios, or exemptions for improve-
ments. There are only a few cases (that we can identify) of improvements
being taxed more heavily than land (see chapter 4). The main argument
for lower taxation of improvements is to minimize the losses in efficiency
associated with property taxation.7 In the short run, however, there is
no such efficiency advantage, since the tax on improvements does not
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Objectine

Reduce
rate of Encourage Encourage Promote Raise

Loner increase subdirision land more equal higher Simplify
land of and at assembly dutribution re-enes admin-

prices priceo peripbery in center of income (eilast,wci ittration Cit-ic or economies

1-) lA-i (ii + I')' I-) Sho Paulo, Brazil. Twan
(China), Bombay, India,

Jakarta, Indonesia;
Nairobi, Kenya; Singapore

+ (?) + Ž1 (-) +) La Paz, Bolv-a; Ta-wan
(China); Rep. of Korea

<?) (i) (-) ( 4 ) Afghanistan: Taiwan China),

Colombsa; Greece,
Guatemala, Rep. of Korea;
Lebanon, Mexico; Nepal;
Singapore

_ -: -r + (?' Algeria, Egypt, Haiti; Hong
Kong, India, Malaysia;
Mauritius: Morocco:
Lagos, Nigeria; Pakistan,
Sierra Leone, Singapore:
Sadan; Syria; Tunmsa;
Venezaela

a. The allocasive effect of each tin measare is shown in comparison with the effect of a proportional capIal valoton of equil
yield on all types of real estate, icluding land and improvemen.s The goal Is hori-inal eqaity rather than vertical equity

Soiatr: Table 5-3: Smith ( 19-91, Lent 1974 .

affect resource allocation. It is simply suffered by owners of land and
capital. The same is true in the long run if a uniform tax is levied na-
tionwide.

Besides minimizing losses in efficiency from rising tax revenues,
higher rates on land and lower rates on improvements are also favored
on the grounds that they will force landowners to develop land to its
fullest potential and thus will stimulate investment in construction, ad-
vance the timing of land development, encourage the "infill" develop-
ment of underutilized urban land, and discourage speculative landholding
practices. The degree to which these will occur has long been debated
in the literature. If capital markets operate perfectly, higher land taxes
will not stimulate the development of land over and above what would
be expected from reduced taxation of improvements. The main effect
of a higher land tax will be to lower the acquisition value of land while
raising the costs of holding the land, which-in the presence of perfect
capital markets-should not affect the decision of anyone considering
investing in improvements. To the extent that capital markets are not
working perfectly and that site values drop as a result of the higher tax
on land, population groups that otherwise are locked out of the land
market by their inability to raise the required capital will be able to
purchase land and subsequently improve it as a result of higher land
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taxes. This is, incidentally, also the reason why a higher land tax may be
thought to lead to a higher degree of homeownership, which is yet an-
other goal of land policy sometimes encountered in the cities of devel-
oping countries.

There are reasons, however, to doubt that higher land taxes accom-
panied by a decrease in the tax on improvements necessarily lead to
lower land values. The higher investment on land, which in the long run
results from lower taxes on improvements would raise the productivity
of land. As a result, the rate of return to land may rise, and land value
will rise to the degree that these changes are capitalized into it (Turvey
1957). But if increased land taxes are not accompanied by reduced taxes
on improvements, or to the extent that one is mainly concerned with
the price of undeveloped land, higher land taxes will produce the gen-
erally expected result of lowered land prices, provided land taxes are
capitalized into land values to a significant extent.

To the extent that higher land taxes result in lower land prices, they
should not also be expected to lower the rate of increase in land prices.
As Shoup has put it succinctly, "the rate of return to landowners is the
sum of the rate of return of the land in current use plus the rate of price
appreciation of land. For vacant fringe land awaiting development the
rate of return in current use may be zero or negative; if so, the rate of
appreciation must cover both the supply price of capital (the interest
rate) and the land tax. Therefore, to provide the same after-tax rate of
return as that on other assets, land prices must increase faster in the
presence of an annual land value tax" (1983: 139).

Site Value Taxation

Despite the fact that the debate about site value taxation has been
going on for many years, there is little quantitative evidence regarding
the effect of the site value tax on urban development and investment in
improvements. The debate has mainly been about theoretical consid-
erations and has relied on casual observation of developmental effects.
In this section, we make use of some primary data from developing
countries to analyze site-value effects. Although it is not possible here
to add much new, hard evidence to the debate, some effort is made to
evaluate the likely extent of investment incentives generated by alter-
native forms of property taxation.

In order to analyze the effects of site value taxation on physical de-
velopment, consider the hypothetical case of a switch from a pure land
value base to an annual value base with an equal yield.8 The inclusion
of improvements in the tax base is thought to discourage development
by penalizing redevelopment and renovation. Whether this disincentive
is an effective constraint, however, depends very much on the level of
the property tax rate imposed, that is, on the degree to which the tax
reduces the potential return to the investor.
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Calculations based on valuation estimates made by the senior valuer
of the Nairobi City Council in the mid-1970s provide some evidence of
this disincentive effect. Table 6-2 indicates the potential development
effects of switching from a site value to an annual value basis. For ex-
ample, property 17, a modern, high-rise office building in central Nai-
robi, paid KSh230,000 ($1 = KSh7.4 in 1975) under the site value
system, but its liability under a rental value system would have risen to
more than KSh412,000, an increase of nearly 80 percent. This increase
amounts to nearly 5.2 percent of the estimated yearly rental value of the
building. In other words, annual profits were 5.2 percent higher under
a site value tax. One might argue that this is enough of an incentive to
affect an investment decision.

Conversely, property 20 is an old, low-rise property in central Nairobi
whose site value is more than ten times its annual rental value. This
property would pay KSh258,750 under a site value rate but only
KSh47,160 under a rental system. The 82 percent lower level of taxes
is equivalent to about half the annual rental value of the property. Sup-
pose this property were improved by erecting a structure that would
yield a rent of KSh3.5 million annually. Taxes under a rental system
would exceed those under a site system by KSh365,000, an amount
equivalent to about 10 percent of the annual return in the higher use.
If the owner bears this higher tax cost, that is, if he cannot pass it on in
the form of higher rents, the incentive for redevelopment under a site
value tax would appear to be great.

Although these two properties admittedly represent extremes in land
use, table 6-2 shows significant changes in tax liability for all commercial
properties reported in this sample. By contrast, of the three industrial
properties none shows a large increase in tax liability, owing to some
combination of the labor-intensive nature of their operations and to
rental value assessments which do not adequately take into account the
yearly earnings attributable to the use of the property.

Residential properties also show varied effects, which primarily de-
pend on whether the property has multiple units or is for a single family.
That is, if intensive use is made of the land, as in an apartment house,
the property will fare better under a site value than a rental value tax.
In table 6-2 only two properties had a lower liability under the rental
value system.

The one vacant plot in this sample-property 15-would experience
a drastic reduction in total tax liability under a rental value system. This
failure to penalize holding land off the market is often given as a major
argument against taxing the total property value-and its converse, as a
major argument in favor of a site value system. But the question arises
of why, under the present tax system, this plot has remained vacant or,
for that matter, why the older commercial property, number 20 in table
6-2, has not been renovated or redeveloped.



Table 6-2. Tax Liabilities in Kenya under Equal-Yield Site Value and Rental Value Systems
(Kenyan shillings)

System
___________________Site Rental (2) - (1)

Property Site value Rental value value tax' value taXb as a percentage of
number Use (thousands) (thousands) (1) (2) (2) - (1) rental value'

1 Residential 50 65 2,875 7,664 4,789 7.4
2 Residential 60 57 3,450 6,720 3,270 5.7
3 Residential 60 48 3,450 5,679 2,229 4.6
4 Residential 55 28 3,162 3,301 139 0.5
5 Residential 55 48 3,162 5,659 2,497 5.2
6 Residential 56 58 3,220 6,838 3,618 6.2
7 Residential 65 40 3,738 4,716 978 2.4
8 Residential 65 33 3,738 3,891 153 0.5
9 Residential 60 80 3,450 9,432 5,982 7.5

10 Residential 10 40 575 4,716 4,141 10.4
11 Residential 6 12 345 1,415 1,070 8.9
12 Residential 10 15 575 1,768 1,193 8.0
13 Residential 100 10 3,750 1,179 -2,571 -25.7
14 Residential 75 90 4,312 10,611 6,299 7.0
15 Residential 200 25 11,500 2,948 -8,552 -34.2

(vacant)
16 Residential 16 36 920 4,244 3,324 9.2
17 Central 4,000 3,500 230,000 412,650 182,650 5.2
18 Commercial 800 180 46,000 21,222 -24,778 - 13.8
19 Offices 2,500 900 143,750 106,110 -37,640 -4.2
20 Shops 4,500 400 258,750 47,160 -211,590 -52.9
21 Industrial 1,800 1,500 103,500 176,850 73,350 4.9
22 Industrial 104 56 5,980 6,602 622 1.1
23 Industrial 100 62 5,750 7,310 1,560 2.5
24 Industrial 500 150 28,750 17,685 -11,065 -7.4

Totald 15,247 7,433 874,702 876,370

a. Tax rate equals 5.7 percent.
b. Tax rate equals 11.79 percent.
c. An approximation of the reduction or increase of the annual returns to the property.
d. Differences in the totals are attributable to rounding the tax rate on rental down to 0.1179.
Source: World Bank data.
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This small and nonrandom sample does suggest that a potentially large
incentive effect will accompany the move from a rental to a site value
tax or vice versa. It also suggests a substantial shift of the tax burden
from nonresidential to residential taxpayers-a potentially significant
disadvantage of site value taxation.

Bougeon-Maassen and Linn (1977) compared a site (unimproved)
value tax and a capital value tax, using an even smaller set of data for
Kingston, Jamaica. The results are described in table 6-3. Site and capital
values for six typical residential urban properties and two hotels were
estimated by the chief valuer of Jamaica. The sample is dominated by
the two hotels, which have much higher site and capital values than do
the residential properties. The results are expected: those properties in
which land is used more intensively fare significantly better under the
site value system. Because of the much lower level of property taxation
in Kingston, however, the investment incentives are not as great as in
Nairobi.

In both examples, it was possible to establish only the size of the
potential incentive which may be attributed to a site value system. Of
equal interest is the question of whether such incentives would actually
change the resource allocation. One way to deal with this question is
with a model which traces the direct and indirect effects of changes in
a property tax system. Such a model has been developed by Grieson
(1974) for the urban residential housing market in the United States. It
is clearly a dubious undertaking to transfer this model without serious
adaptation to cities in developing countries, where factor immobility and
market segmentation may be much more prevalent than in the typical
city in the United States. No attempt has been made here to replicate,
let alone adapt, the Grieson model to developing countries. Instead, we
have estimated on the basis of Grieson's model the general equilibrium
effects of the abolition of a tax on improvements given some represen-
tative parameter values for the Colombian urban sector. Using these
simulations, we might suggest some orders of magnitude. On the basis
of calculations explained in the appendix to this chapter, the supply of
structures would increase by 5 to 7 percent in the long run as a result
of the abolition of an annual tax of 1 percent on the capital value of
structures with a concomitant increase in the value of land by 10 to 13
percent.

Perhaps the best study carried out on this subject is by Follain and
Miyake (1986) forJamaica. They used a computable general equilibrium
model to estimate the effects of replacing part of the national income
tax with either a national land value or capital value tax. The results of
this analysis can be summarized in four interesting observations:

1. The land value tax cannot be a primary source of central government
revenue such as an income tax or general consumption tax. If the land



Table 6-3. Tax Liabilities in Jamaica under Equal-Yield Site Value and Capital Value Systems, 1977
(Jamaican dollars)

System
Site Capital (2) - (1)

Property Site value Capital value value tax value tax as a percentage
numsber Use (thousands) (thousands) (I) (2) (2) - (1) of capital value'

I Residential 5 20 250 123 - 127 -6.4 (2.1)
2 Residential 10 35 500 216 -284 -8.1 (0.3)
3 Residential 12 45 600 278 -322 - 7.2 (1.3)
4 Residential 19 60 850 370 -480 -8.0 (0.4)
5 Residential 28 80 1,400 494 -906 -11.3 (-2.9)
6 Residential 20 75 1,000 463 -537 -7.2 (1.3)
7 Hotel 1,600 13,860 80,000 85,565 5,565 0.4 n.a.
8 Hotel 485 1,100 9,700 6,791 -2,909 -2.6 n.a.

n.a. Not applicable.
Note., The site value tax is assumed to be levied at a flat 5 percent rate. The equal-yield tax rate on capital value is rhen calculated to amount to 0.62 percent and

is used to determine the tax burden on capital value. Rental value is computed at an assumed rate of return of 10 percent on capital value.
a. Figures in parentheses show tax differences when only residential properties are considered in which case the capital value tax rate is 1.5 percent.
Sonrce. Site and capital value estimates provided by the Chief Valuer, Government of Jamaica.
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tax were used to replace 20 percent of the income tax in Jamaica, it
would amount to expropriation.

2. The efficiency gains associated with a switch to a land value tax from
an income tax are quite small in a closed economy with a labor-supply-
elasticity of 0.15. The gain amounts to about 0.06 percent of GNP. In an
open economy with the same labor-supply-elasticity, the gain is more
than ten times larger. The efficiency gains associated with a switch to a
capital value tax are equally modest.

3. A land value tax will generate larger ratios of structure to land,
relative to a capital value tax. It is less widely recognized that a capital
value and land value tax can have different effects on the use of other
inputs. This analysis indicates that some of the increase in the intensity
of land development associated with a site value tax comes at the expense
of employment and investment in equipment. The capital value tax gen-
erates a process with smaller buildings that house more labor and ma-
chines. The land value tax encourages the construction of larger plants
which house fewer workers and fewer machines.

4. The implications for income distribution are that labor gains from
a shift to either the land value or capital value tax, and landowners lose
from a switch to either. For example, the share of income distributed to
landowners declines by 42.3 percent and capital and labor increase their
share by about 2.5 percent in the closed economy model when the land
value tax replaces 10 percent of the income tax.

Differential Taxation of Vacant Urban Land

The main purpose of higher vacant land taxation is to encourage earlier
development of vacant urban land. As Smith (1979) has shown, this
objective is likely to be met provided the taxes are levied and enforced
at rates which significantly affect the rate of return to vacant urban lots.
Evidence from Taiwan (China), where this tax was levied until 1985 and
where some of its effects have been studied, suggests that the tax has
acted as an inducement to land development in a considerable number
of cases (Lent 1977). Another likely effect of higher taxation of vacant
land is to lower land values before development and thus to tax away
some of the land value increments which precede actual development
of a lot as a result of capitalization of expected future increases in yields
(Smith 1979). The rate of appreciation in land values is likely to be
increased as a result of the vacant land tax, however, for much the same
reason that site value taxation is likely to accelerate the rate of increase
in land prices. Investors who continue to hold vacant land have to earn
a higher proportion of the total rate of return from that investment
through capital gains once the yield of the vacant lot is reduced or pos-
sibly even turned negative by the vacant land tax.

Surcharges on vacant land are usually of minor revenue importance.
Therefore any favorable distributive effects are likely to be unimportant.
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The vacant land tax must therefore be judged almost exclusively by how
well it achieves its major objective-advancing the timing of devel-
opment of vacant plots-and to what degree achievement of this goal
actually leads to more efficient use of urban land. There is by no means
a necessary link between advanced timing of land development and in-
creased efficiency. As Shoup (1983) points out, the tax may also mean
that development may occur prematurely or inappropriate structures may
be put up in response to the incentives provided by the vacant land tax.
And even if in some areas the private sector may be too slow in filling
in undeveloped lots in central locations or may not permit rapid enough
subdivision at the periphery (this is likely to be the much rarer problem),
it is not likely that all vacant urban land will be developed too late. In
fact, city officials frequently complain about excessively early develop-
ment through squatting or illegal subdivision. In order to minimize the
distortions generated by a vacant land tax and to maximize its corrective
effect, it must therefore be used in coordination with a land development
plan designed by the urban authorities to yield the most rational pattern
of urban growth. This would require selectively higher taxation of vacant
land in certain areas where development is to be accelerated. Such se-
lective vacant land taxation has been employed in Bogota.

Taxes on vacant land are administratively feasible. With the more ex-
tensive use of computers in property tax record keeping, especially in
the larger cities in developing countries, it is possible to keep track of
liable properties. There remains, however, the problem that it is difficult
to provide a watertight definition of what constitutes vacant or under-
developed land. Such definitional problems, according to Yoingco (1988:
10-11) are a principal reason why the idle land tax sur-rate has never
been imposed in the Philippines.

In sum, the vacant land tax can be an effective instrument in advancing
urban land development provided it is tied explicitly to existing land use
plans, provided it is levied at rates high enough to affect landowners'
perceptions of the cost of holding vacant urban land, and provided an
unambiguous definition of the tax base is agreed upon. Certainly, there
is little reason to tax vacant urban land at rates lower than developed
land, although this is done in some countries (see table 6-1).2

Preferential Treatment of Owner-Occupants

Many countries provide tax breaks to owner-occupants of residential
properties. In the United States, these take the form of income tax de-
ductions for property taxes and mortgage interest payments, and non-
taxation of capital gains upon the sale of owner-occupied properties. In
many developing countries, owner-occupants tend to receive preferential
assessments or outright exemptions, whose immediate goal is to en-
courage homeownership. This goal does not, however, appear to be re-
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lated in any direct manner to the basic efficiency objective. Rather, it

may be founded on the belief that homeowners provide greater political
stability, or it may very simply be intended as a tax break for the middle
and upper classes. This last aspect is probably the major actual effect of
this preferential treatment, since it has never been established that it has
actually led to more homeownership.

Differential Taxation of Industrial and Commercial Properties

Industrial and commercial properties are often more heavily taxed than
residential properties. The justification is that owners of these properties
have a greater ability to pay than do owners of residential lots; in other
words, the main objective is that of equity. In the long run some shifting
of the burden will occur and as a result the differentiated tax will become
less progressive and may even be more regressive than a flat rate property
tax. At the same time, there will be added distortions introduced into
decisions about resource allocation and thus a potential loss in efficiency.

If lower taxes are charged to industrial and commercial properties, it
is usually with the purpose of encouraging and attracting business in-
vestment in a particular jurisdiction. To the extent that tax exemptions
are competitive between jurisdictions, they will have no effect on the
location decisions of firms; and even if only one jurisdiction were to
grant the preferential treatment, the rate differential would have to be
substantial and in prolonged existence to have any effect at all. When
property tax exemptions for business are pervasive throughout a country,
they will result in an added tilt in favor of capital-intensive development,
as do subsidized interest rates and other tax breaks for business invest-
ment. This is not likely to be a desirable effect in developing countries
where capital is a relatively scarce resource.

Progressive Rate Structure

The main purpose of progressively structured property tax rates is to
put a higher share of the tax burden on the more valuable properties
and therefore presumably on the wealthier population groups. This goal
is probably served quite well by this practice. But progressive tax rates
also have some allocative effects, which are usually not explicitly con-
sidered by policymakers.

As an owner invests in improvements to his property, its value will
increase and it will be pushed into a higher tax bracket. This is likely to
act as a disincentive to more intensive use and development of the land
and as such implies a distortion in the allocation of resources. Conversely,
to the extent that increased land value is taxed at higher rates, progressive
property tax rates-compared with a flat rate tax-will tend to reduce
the rate of growth of land values and will reduce the spread between
property values by raising those at the lower end of the spectrum. This
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effect is probably undesirable on equity grounds, since (given imperfect
capital markets) higher land prices for low-value land tend to interfere
with the access of low-income groups to the land market.

Exemption of Low-Value Properties

The exemption of low-value properties from property taxation rep-
resents one form of progressively structured tax rates. There are two
types of exemption. The first, which is the more common, exempts all
properties below a certain cutoff value; all properties at or above that
value are taxed at the full rate. This system has the great disadvantage
of involving a discrete jump in the average tax rate and therefore implying
a marginal tax rate of infinity at the cutoff point. As a result, a strong
incentive is introduced to falsify property value assessments, so that prop-
erties which lie above the exemption limit are actually assessed below
it. Furthermore, this structure provides a strong disincentive to invest
in improving the property.

Much less distortionary is the second type, under which a certain
amount is deductible from taxable property value for all properties. This
will result in the full exemption of properties which fall below that value.
For properties growing in value above that limit, the marginal tax rate
will switch from zero to the basic tax rate. Thus there will still be some
incentive for underassessment and some disincentive to investment, but
this incentive would be much less than when the marginal tax rate is
infinity at the cutoff point. For properties with values above the de-
ductible amount, the marginal tax rate will remain constant while the
average tax rate rises asymptotically to equal the marginal tax rate. This
has the advantage of distorting investment decisions to only a small extent
for a limited number of properties, while at the same time placing higher
average tax burdens on properties with higher values, thus continuing
the redistribution efforts up to higher property values. Compared with
progressively structured tax rates, the deductible method is easier to
administer in the absence of computer facilities and does not involve
frequent jumps or continuous changes in the marginal tax rate.

Low-value exemptions or deductibles will, like progressively struc-
tured rates, raise the value of low-value properties relative to high-value
properties. This may again make it more difficult for low-income people
to acquire land. Conversely, those low-income people who own land will
have more disposable income available for improvements and a greater
incentive to make them, since they do not pay taxes on the land and
improvements as long as the value of their property remains under the
exemption or deductible limit. This would encourage more investment
in low-cost housing than would a flat rate tax on all property. Low-value
property exemptions would be very simple to administer since the col-
lection costs-as well as the compliance costs-for the many small prop-
erties in cities of developing countries are likely to be quite high. This
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reduction in collection cost should offset to a large extent the loss in
revenue resulting from the exemption policy (see chapter 4).

Lower Taxes on Suburban Locations

As mentioned in chapter 5, lower taxes on suburban locations are
generally rationalized on the grounds that these properties receive fewer
services than inner-city properties and their owners should therefore not
be required to pay property taxes at the inner-city rate. This is essentially
an argument regarding the horizontal equity of the urban service pricing
structure. If the objective of horizontal equity is taken in isolation, this
argument is basically correct, although unserviced properties will pay
lower property taxes already because the value of these properties tends
to be lower than the value of serviced properties. As the appendix to
this chapter demonstrates, however, there remains a significant net ben-
efit to properties that have access to public services provided by tax-
financed investments.

More problematic in the implementation of differentiated property
tax rates is the fact that some areas with lower rates actually have equal
or better services than some areas with higher rates. This situation often
occurs because of inadequate property tax administration; that is, it takes
considerable effort to reclassify particular areas from low- to high-tax
status, even after most or all of the public services have been provided.
If the property tax is viewed primarily as a benefit charge for services
provided, it must be linked explicitly and directly with the quantity and
quality of services provided rather than being levied on the basis of an
outdated urban-rural classification (as is the case in Colombia and Taiwan
[China]) or on an outdated central-periphery dichotomy (as was the case
in Bombay and Hong Kong).

One needs to consider the effects of this policy on the timing of de-
velopment, urban sprawl, speculation, and land prices. Taxing properties
at lower rates in specified locations would not tax away any of the spec-
ulative gains from holding land vacant before development; it may en-
courage development of areas outside the high-tax perimeter rather than
within the perimeter, to the extent that structures are included in the
property tax; and it would leave land prices in the low-tax areas at levels
higher than would have existed with equal tax rates applied to all prop-
erties.

Land Value Increment Taxation

Land value increment taxation has been promoted on the grounds of
equity as well as resource allocation. Perhaps the best-known use of this
tax is in Taiwan (China), where it is levied at a progressive rate on the
net increment to the value of land at transfer (Riew 1987). Statutory
rates range from 40 to 60 percent, and the basis for computing value
increments is tied to the wholesale price index. The land value increment
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tax accounted for about 9 percent of total revenues in Taiwan (China)
in 1985 (King 1988: 9-10).

Advocates of this tax claim that it improves horizontal and vertical
equity since it taxes away unearned increments in land value which result
from public investment. This will tend to equalize benefits from land-
ownership, since it helps to eliminate windfall gains from public activity,
and it will improve vertical equity, since unearned land value increments
are thought to accrue to the landowners, who have higher incomes.

Besides these uncontroversial equity arguments, there are also the
intended efficiency effects, measured as usual by the use of proxy goals
such as advanced timing of development, reduced land speculation, and
lower land prices (or lower land price appreciation). Apart from the
question of whether in general it is desirable on efficiency grounds to
advance the timing of development or reduce land prices, it is not clear
that land value increment taxation will have the desired effect on these
proxy goals. As Smith (1979) has argued, the effect of a land value in-
crement tax on the land price depends on whether or not the tax is levied
on realized or accrued increments. The latter is the usual practice in
developing countries, and it may result in "lock-in" effects (that is, effects
which provide a disincentive to sell a property). The stronger these ef-
fects, the less likely it is that the price of land will drop as a result of
the imposition of an increment tax. Similarly, it is quite uncertain on
analytical grounds that a land value increment tax will uniformly affect
the timing of development or the rate of change in land prices (Smith
1979). It therefore comes as no surprise to find little strong evidence
regarding the effects of this tax on the timing of development or land
prices (Grimes 1974).

The main justification for the use of a land value increment tax would
therefore appear to depend on its equity effects. These must be balanced,
however, against the administrative difficulties of applying such a tax.
Land valuation procedures are very imperfect in most developing coun-
tries, and it is difficult and costly to refine them with the frequency
required to make a land value increment tax work effectively. Further-
more, a standard property tax, if levied at sufficiently high rates, can
achieve much the same goal as does a land value increment tax in cap-
turing land value increments. With the framework developed in the ap-
pendix to this chapter, it may be shown that a 5 percent tax rate on the
site value of land at a 10 percent discount rate captures 50 percent of
the increased yield of a property. Any general land value increment tax
policy, however, would probably not attempt to recapture much more
than 50 percent of estimated increases in land value (given the admin-
istrative difficulties of fine-tuning value increment estimates and because
some of the land value increases may be due to private, rather than public,
action; see Grimes 1974). A site value tax may have much the same
equity effects as a land value increment tax. Especially if a reasonably
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effective property tax system is in place, or if urban services are effec-
tively financed by user or development charges, it would not be good
policy advice to argue for a switch from the existing property tax system
to a land value increment tax.

Property Transfer Tax

A tax is often levied on the transfer of real estate in industrial and
developing countries alike, generally as a proportion of the stated sales
price (Smith 1979: 145). In many respects this tax has the characteristics
of a true nuisance tax. Its main purpose is to raise revenues, but with
few exceptions (for example, in Korean cities) it does not raise significant
amounts of resources at either the national or local levels. At the same
time, it is likely to affect resource allocation adversely and provides an
incentive for understating the sales price of properties, thus weakening
the main data base of real estate appraisal for the purpose of other taxes,
especially the regular property tax.

The allocative effects of the property transfer tax, like those of any
other tax on improvements, would in the long run tend to provide a
disincentive to investments in improvement and structures. Whether this
is stronger than the case for an equal-yield property tax levied annually
depends on the effective tax rates, the owner's expected holding period
for the property, and his discount rate. As Smith (1979) has shown, the
property transfer tax does not necessarily lead to a lock-in effect in de-
laying property transfer, but it may delay development if payment of the
tax can be avoided or postponed until the owner dies or finds sufficient
funds to develop the property himself. These conditions are likely to be
typical for many developing countries, and therefore one would expect
a lock-in effect to occur. Unfortunately, no empirical evidence is available
to verify the conclusion.

Because the post-tax return on property ownership is reduced by a
property transfer tax, property values will in general be depressed by
the imposition of such a tax. Whether this reduction is more or less than
is the case with a flat rate property tax collected annually is difficult to
tell in the absence of detailed information on relative tax rates, expected
holding periods, and discount rates. Similarly, the relative effect of a
transfer tax on the appreciation rates of property values cannot be es-
tablished without this type of information.

In summary, the property transfer tax can be collected relatively easily
if property transfer registration is required in any case; but when levied
at rates high enough to provide significant revenues, its effect on land
market operations make it a poor substitute for a land tax or even a
general property tax. Where both taxes are in operation side by side, as
is typically the case, its administrative resources would be saved and
distortions avoided if the property transfer tax were removed and ad-
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ditional revenues were raised through a somewhat higher general prop-
erty tax rate.

Annual Value or Rental Value Tax

A final variant of the flat rate property tax levied annually on the capital
value of real estate is the frequently employed tax on the annual or rental
value of properties. In discussions of the preferability of one system over
the other, two main arguments are usually given. The first relates to the
supposed ease of administering a rental tax, which, as was shown in
chapter 4, may no longer be a very convincing argument for most de-
veloping countries, given changed housing tenure patterns, the difficul-
ties of assessing the nonresidential base, and the difficulties of admin-
istration. The second argument relates to the fact that the tax on rental
value is based only on the present-use value of a property rather than
on the property's development value (that is, that part of the property's
current market value which is accounted for by its potential for future
development rather than current use). The most extreme form of this
practice is found in the nontaxation of vacant urban property under some
rental value systems precisely because their current-use value is zero,
although their market value, which reflects the capitalized (discounted)
stream of expected future benefits from development, may be quite sub-
stantial.

To the extent that the property tax is seen mainly as a charge for urban
services provided to serviced and improved properties, the exemption
of vacant lots, and more generally the taxation only at use value rather
than at development value, appears at the surface to be justifiable in
terms of horizontal equity. Even in equity terms, however, upon closer
inspection it is questionable because a vacant lot in an area which is
provided with infrastructure and other urban services unavoidably im-
poses costs on the service facilities: distribution networks need to be
extended to and beyond the property, and excess capacity must be cre-
ated to allow for future demand resulting from the expected development
of the empty lots. In this respect, therefore, taxation of vacant lots is
appropriate on equity grounds (sharing costs imposed by lots even before
they are developed), and it may be conducive to efficiency in the sense
of advancing the timing of development or further improvement. This
aspect of capital value taxation-the discouragement of speculation and
the creation of incentives for development of vacant urban lots or under-
developed properties-has been cited as one of the main reasons for
preferring capital value over rental value taxation (Lent 1974).

Closely related is the effect on land prices of the alternative property
tax systems. Since the capital value tax imposes a higher burden on vacant
or underdeveloped land than does the rental value tax, vacant land prices
should in general be lower under the capital value tax system. Con-
versely, in line with the earlier arguments regarding the relations be-
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tween the level of land prices and their rate of appreciation, the latter
will be more rapid the lower the level of land prices in order to com-
pensate for the lower rate of return while the property is still under-
developed.

Appendix

The Effect of Property Taxes on the Supply of Structures

The following estimation of the effect of a tax on structures is based
on the model of the urban housing market developed by Grieson (1974).

As a first step, take Grieson's finding that the elasticity of supply of
structures (E,) may be approximated by the following equation:

1 Total property value

2 land value.

From Colombian data presented in table 5-4, it can be shown by using
this equation that the average value of Es is 1.23, as compared with 2.36
for the United States (Grieson 1974). This finding confirms the expec-
tation that capital is less mobile within developing countries than it is in
the United States.

Next, it is possible to estimate the elasticity of the supply of structures
with respect to the tax rate (Eqt) as

1 1

E, Ed

where E, is the supply elasticity of structures as defined above and Ed is
the demand-elasticity of structures. This may be set at unity for devel-
oping countries as for the United States and therefore, given the esti-
mated value of Es = 1.23 for Colombia, E,t = -0.55. And since the
elasticity of land value with respect to the tax rate (E,,) may be shown
to be equal to 2 Eyt, it follows that E,, is - 1.10. It is also possible to
estimate the elasticity of the total property price with respect to the tax
rate (Ep,) from the equation

Ep, = = -0.45.
1 + Es

If one then wants to establish the effect of the adoption of, say, a 1
percent annual tax on the value of structures, it is merely necessary to
calculate 10 percent of the figures shown above for Eq,, E.,, and Ep,. The
quantitative results indicate that a conversion from a general property
to a site value tax would increase the supply of structures by 5.5 percent,
land values by 11 percent, and total property value by 4.5 percent. Table
6-4 shows similar changes for alternative assumptions regarding the value
E,. The results conform closely to the theoretical conclusions derived
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Table 6-4. Estimated Impact of the Elimination of the Tax
on Improvements in Colombia

E, Supply of structures Land price Structure price

0.0 0.0 0.0 10.0
0.5 3.3 6.7 6.6
1.0 5.0 10.0 5.0
2.0 6.7 13.3 3.3

10.0 100.0 20.0 0.0

Source. See text for explanation.

earlier. As the supply elasticity of structures increases (that is, as the
time horizon lengthens), the percentage change in structures increases
from a low of zero (for E, = 0) to a maximum of 100 (for E, = 10),
land value changes from 0 percent to 20 percent, and property value
changes from 10 percent when E, = 0, to 0 percent when E, = 10.
Taking the range of E, between 1 and 2, as reflecting the most likely
capital market conditions in developing countries, the supply of struc-
tures may be assumed to increase between 5.0 percent and 6.7 percent
in the long run as a result of the abolition of the tax on structures, with
a concomitant increase in land prices between 10.0 percent and 13.3
percent. If, in addition, taxes on land are raised in order to offset the
loss from structure taxes, as is likely, additional allocative effects may
occur, especially a tendency toward lower land prices offsetting the in-
crease in the price of land observed above.

Property Value Change and Property Taxation

An increase in land value due to improved urban services will be re-
flected in higher property taxes. This note demonstrates the relation
between property value increments and property tax changes on the basis
of a simple capitalization model.

Consider two properties, one at the center (property 1) and the other
at the periphery (property 2). Property 1 is assumed to command a higher
annual yield RI, due to the availability of publicly provided services, than
property 2, which does not benefit from these services and thus has the
lower annual yield R2. The unit value of a property (V) may be expressed
as:

V = R
r + t

where r is the discount rate used to discount the yield stream R, which
is expected to remain constant to infinity, and where t is the ad valorem
property tax rate, also expected to remain constant to infinity. The tax
rate t is defined by the relation T = tv, where T is the property tax
payment per unit of property. Given this relation, it is then possible to
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write DV, the difference in property value between property 1 and prop-
erty 2, as a function of DR, the difference in yield streams:

DV = VI - V2 = R - R2 DR
r + t r + t

DT, the difference in tax payments between properties 1 and 2, may be
written as

DT = T, - T2 = t(VI - V 2) = tDV.

Combining the last two equations, it follows that:

DT = DR, where < I for r > 0.
r + t r + t

In other words, this last equation shows that there is a difference in tax
burdens between properties 1 and 2, which is a constant proportion of
the difference in annual yields. However, since the proportionality factor
is less than unity whenever the discount rate is positive, the difference
in tax burden will in general be smaller than the difference in yields.
Taking typical values for t and r, at 1 percent and 10 percent respec-
tively, it may be seen that DT is only 1/11 of DR. Thus there remains
a significant net benefit to property 1 from the tax-financed investments
in urban infrastructure, whereas property 2, which does not receive this
benefit, fails to be compensated by a correspondingly lower tax burden.
In this analysis it was assumed that property 2 is not expected to be
serviced in the foreseeable future. To the extent that such an expectation
exists, however, and that expected higher yields are capitalized into pres-
ent market values of the property, the tax burden on the still unserviced
property will be even higher or, what amounts to the same, the difference
in tax burdens DT will be even less than in the case explained above.



7 Automotive Taxation

MOTOR VEHICLE OWNERSHIP and use represent an excellent but
much neglected tax base for urban governments in developing countries.
A city's number of automobiles often grows faster than its population
(see table 7-1), automobile ownership and use are easily taxable, and the
burden of automobile taxes is likely to fall on persons with higher in-
comes. The case for greater use of such taxes is strong: in addition to
possibilities for yielding revenue, the growing number of automobiles
requires more expenditures to maintain roads and imposes the costs of
congestion and pollution on the urban environment. This chapter iden-
tifies and evaluates the various fiscal instruments which urban govern-
ments might develop to utilize this important revenue base and to control
the high costs of urban vehicular congestion.

The Case for Automotive Taxation

There are three possible arguments for taxation of the ownership and
use of automobiles:

• To take advantage of a rapidly growing tax base
* To recapture the costs of public expenditures required because of

automobile use
* To control the social cost of automobile use.

In this section, we explore each of these arguments.
Table 7-1 shows the degree to which the growth in the number of

registered automobiles has exceeded that of the population in a sample
of cities in developing countries. (The overwhelming proportion of the
total urban motor vehicle fleet is made up of automobiles.) Furthermore,
comparing automobiles and populations in urban areas with national to-
tals shows that car ownership is heavily concentrated in the largest cities
of developing countries.' For example, in 1970, Bangkok had 8 percent
of Thailand's population and 83 percent of its cars. Comparable figures
are 7 and 57 percent in Seoul, 15 and 65 percent in Tunis, but 17 and
16 percent in Paris. These trends of growth and concentration in de-
veloping countries are likely to persist, and thus-along with the con-
tinued growth of urban populations and of income-make the case for
automobiles as an important part of the urban tax base.

Associated with the growth of the urban motor vehicle fleet is the
greater expenditures required to maintain road and street infrastructure

190
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Table 7-1. Rates of Growth of Population and Number of Automobiles,
Selected Cities

1960-70 1970-80

Rate of Rate of grow.th Rate of Rate of growth
growth of of number of growth of of number of

City population automobiles population automobiles

San Jos6, Costa Rica 5.4 10.9 3.5 -

Hong Kong, Hong Kong 2.9 7.1 2.5 7.4
Bombay, India 3.7 8.2 3.7 6.1
Calcutta, India 2.2 7.2 3.0 5.6
Madras, India 4.5 5.8 3.5a 2.4a
Jakarta, Indonesia 5.3 8.8 4.0 9.8
Seoul, Rep. of Korea 8.5 22.0 5.0 11.7
Beirut, Lebanon 2.9 9.1 -

Kuala Lumpur, Malaysia 6.5 11.3 2.5 40.0
Mexico City, Mexico 5.8 10.5 5.0 11.5
Lagos, Nigeria 7.9 15.5 7.6 5.2
Singapore, Singapore 2.6 6.7 1.5 6.8
Bangkok, Thailand 6.2 12.0 9.1 7.9
Tunis, Tunisia 2.5 6.0 3.1 2.6'
Istanbul, Turkey 6.0 12.2 - -

Caracas, Venezuela 5.4 8.3 -

- Not available.
a. Growth in population is for 1970-86; for automobiles. 1970-84.
b. 1983-85.
c. 1980-83.
Source: World Bank (1986).

and to manage traffic. That more cars will create more pressure for more
expenditures is only half the story. The unit costs of these services are
also likely to rise with the growth of congestion and land prices in central
urban areas, and the growth of the relative price of materials (for ex-
ample, asphalt and concrete; World Bank 1975c).

Besides these two reasons for taxing motor vehicles-the base is there
and greater numbers of cars generate a need for more road expendi-
tures-there are the strong efficiency arguments for controlling the use
of motor vehicles in urban areas. Traffic congestion and air and noise
pollution in many cities of developing countries are either as bad as or
worse than in industrial nations.2 And although higher levels of conges-
tion and pollution may be more acceptable in developing than industrial
countries, actual congestion and pollution in most of the large devel-
oping-country cities have almost certainly far exceeded tolerable levels.
Perhaps most important, things are likely to get worse in the years ahead.

The potential gains from reducing the growth of automobile use are
substantial-time savings, health benefits from cleaner air, reduced ex-
penditures on roads and streets-but structuring automobile taxes to
achieve them is not easy. Consider three observations about taxation and



192 LOCAL GOVERNMENT TAXES

road congestion. First, the costs imposed by an additional vehicle using
an urban roadway are external to the operator in that other road users
bear most of the additional costs in terms of time.3 The private cost of
operating a vehicle on congested urban streets therefore diverges from
the social cost, and the result is an inefficient use of urban streets. One
of the aims of urban motor vehicle taxation should be to reduce this
discrepancy between private and social cost by charging road users the
marginal social cost of operating their vehicles. This would reduce urban
street congestion and increase the efficiency of urban road use. Second,
buses and commercial vehicles are likely to be affected more seriously
by congestion than are automobiles because of the high proportion of
labor costs in their total operating costs, their lesser degree of flexibility
in timing and road choice, and the losses of efficiency associated with
uncertainty in bus schedules and delivery times (World Bank 1975c: 27-
29). Third, congestion varies according to the time of day and the location
in the city. Any road user charges designed to account for the external
costs of congestion should therefore be restricted to the times and places
at which congestion occurs; otherwise the use of uncongested roads
would be overpriced and reduced to inefficiently low levels.

Which level of government should tax motor vehicles? A strong case
can be made that urban governments, rather than higher-level authori-
ties, should be permitted and required to deal with the social costs of
the rapid growth in the number of urban motor vehicles. Urban residents
bear most of the negative externalities, such as congestion and pollution,
and are therefore likely to be most interested in countering these costs
through appropriate fees and taxes. Furthermore, local authorities are
often responsible for constructing and maintaining much of the urban
road infrastructure and are frequently responsible for regulating city
traffic and for providing public transportation (see chapter 2). Local gov-
ernments in metropolitan areas should therefore be given authority to
control congestion with fiscal instruments and to provide for urban in-
frastructure commensurate with an optimal expansion of motor vehicle
traffic.4 This does not imply that higher-level governments should not
levy any taxes on motor vehicle ownership and use. In fact higher au-
thorities should levy automotive taxes (over and above standard sales or
value added taxes) to meet three goals: to recover (approximately) the
variable maintenance costs of uncongested rural and interurban high-
ways, to recover some of the capital costs of the interurban and rural
road network, and (perhaps) to tax consumers of luxury cars more highly
in the interest of income redistribution. Fuel taxes-and probably quite
low ones-would serve the first goal, sales and license taxes on motor
vehicles would serve the second and third. Import tariffs on automobiles
would serve to protect domestic production of automobiles and limit
imports for balance of payments reasons. In most cases, however, such
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protection is likely to be a second-best instrument of national economic
policy.5

Local Automotive Tax Practices in Developing Countries

Despite the strong case for local government taxation of urban motor
vehicle ownership and use, particularly in large metropolitan areas, urban
governments in developing countries are not universally authorized to
levy such charges. For instance, in Manila local authorities have been
expressly enjoined from levying any taxes or fees on motor vehicle reg-
istration (Bahl, Brigg, and Smith 1976). And local governments that can
impose taxes on motor vehicles or fuel consumption generally have not
made a large effort to tap this revenue source at its full potential. Only
in two of the approximately thirty developing-country cities discussed
in chapter 3 have automotive taxes contributed more than 10 percent
of total local revenue (Jakarta and Guatemala City), and only in five cities
has the share of these taxes in total local tax revenue exceeded 10 percent
(Guatemala City, Jakarta, Seoul, Tehran, and Valencia). The example of
Jakarta especially underlines the fact that automotive taxation, if turned
over to local authorities and if given sufficient attention, can make a
major contribution to local revenues even in a city not otherwise noted
for its fiscal or administrative achievement.6 In all cities for which de-
tailed revenue and expenditure data could be assembled, the expenditure
on urban roadways exceeded revenues from automotive taxes. In Jakarta
the reverse held true, with motor vehicle tax revenues exceeding road-
related expenditures by 220 percent (table 7-2).

A careful look at the practices in selected countries and cities reveals
that local automotive taxation consists of a very heterogeneous set of
levies (Linn 1979a). Most cities impose some form of annual license taxes

Table 7-2. Revenues from Local Automotive Taxation as a Percentage
of Total Local Expenditure on Urban Roadways, Selected Cities

City, year Revensue

Cartagena, Colombia, 1972 7.2
Ahmadabad, India, 1972 19.2
Ahmadabad, India, 1981 19.4
Bombay, India, 1971 19.0
Bombay, India, 1982 4.1
Jakarta, Indonesia. 1973 220.2
Jakarta, Indonesia, 1982 286.9
Kingston, Jamaica, 1971 0.0
Seoul, Rep. of Korea, 1970 36.2
Seoul, Rep. of Korea, 1983 18.3
Manila, Philippines, 1970 0.0
Tunis, Tunisia, 1973 0.2
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on all motor vehicles whose owners reside in the particular taxing ju-
risdiction, some levy a one-time tax on the registration of motor vehicles,
and two cities levy a local fuel tax. Only in Singapore has an effort been
made to apply restrictive licenses according to time and area of road
usage within the city. Singapore also appears to be the only ^ity in the
sample in which parking fees have been introduced and collected at more
than a nominal level. Tolls on urban roads do not appear to be levied
in any of the cities surveyed for this study.7

Local license taxes fall into three major categories. In Guatemala City,
Ahmadabad, and the Honduran municipalities, flat annual taxes have
been levied, differentiated only by type of vehicle. In Colombian and
Korean cities and in Jakarta and Bombay, the tax has varied not only by
type of vehicle but also according to weight, cylinder size, or age. In
addition, there are "special features" in a number of cities: in Korea, the
local license tax was lower for business than for nonbusiness use, and
for large cars the tax varied with axle distance; in Bombay, higher taxes
applied to vehicles not equipped with pneumatic tires; in Bogota, the
license tax declined with the age of the vehicle; and in Colombian and
Korean municipalities buses were charged according to the number of
seats.

In contrast to annual license taxes, registration fees and transfer taxes
were levied whenever the title to the motor vehicle changed hands (Bo-
gota, Cartagena, Jakarta) or only once at the time of the initial registration
(Tehran). In Colombia the registration fee appears to have been nominal
(less than $1 in the mid-1970s) and was presumably intended to reflect
only the administrative cost of registration. In Jakarta and Tehran, how-
ever, the registration "fees" were clearly more in line with the nature of
taxes. They amounted to a sizable proportion of vehicle value in Jakarta
(10 percent for initial title transfer and 5 percent for any subsequent
transfer) and in Tehran a flat charge of approximately $44 was required
for the initial registration of cars, taxis, and buses (half that amount for
trucks).

Where local fuel taxes applied, they were usually levied on a specific
basis (in Bogota, Guatemala City, and Singapore) and generally applied
only to gasoline.8 The case of Singapore is exceptional since the fuel tax
is a combination of a local and national tax, and Singapore had one of
the highest national gasoline tax rates in a sample of forty-eight devel-
oping countries surveyed by Smith (1974). In the Philippines, cities and
municipalities could (before 1974) impose a tax on gasoline of up to 25
percent of the national gasoline tax. In the Manila metropolitan area,
different percentage rates applied in the various local jurisdictions, vary-
ing from 0 to 25 percent of the national tax.

Singapore is even more exceptional since it is the first city in the world
(that we know of) to make a significant effort to restrain central city
congestion through the application of area- and time-specific licenses and
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parking charges. The scheme was initiated in June 1975 and was mon-
itored extensively by local officials and by World Bank staff (Watson and
Holland 1978). In essence, a restricted zone in the city was defined to
include the most congested portion of the central business district, cov-
ering 62 hectares with twenty-two entry points. Between 7:30 a.m. and
10:15 a.m. entry into this restricted zone by private automobile was
permitted only if the vehicle exhibited a license which cost $26 a month
or $1.30 a day (in 1976). Buses, commercial vehicles, motorcycles, and
car pools (that is, cars carrying four persons or more) were exempt. This
scheme was supplemented by a drastic increase in public and commercial
parking fees. In addition, fringe parking lots and park-and-ride schemes
were offered.

In sum, local governments in developing countries have had a range
of experiences with automotive taxes, but with few exceptions these taxes
are underutilized. Considering the potential scope of these taxes for
raising local revenues, improving the allocation of resources, and more
equitably distributing income, a careful review of them is important. The
remainder of this chapter is devoted to this task.

Objectives of Automotive Taxation

Automotive taxes may serve multiple objectives, and various tax in-
struments can be used to emphasize one objective over another. Eco-
nomic efficiency, distributive equity, buoyant revenue performance, ad-
ministrative ease, and political acceptability are common goals of
automotive taxes.

The efficiency goal takes on special significance because of the fre-
quently encountered divergence between the private and social costs of
operating a motor vehicle. In an assessment of automotive taxation,
therefore, an important issue to address is how well various taxes are
able to approximate the difference between the marginal social and pri-
vate costs of automobile use. The marginal social cost includes the vari-
able maintenance and pollution costs and the marginal congestion costs,
that is, the additonal cost of vehicle operation, lost time, and noise and
foul air that the vehicle operator imposes on others by putting an ad-
ditional vehicle on the road. If automotive taxes exactly equal these
marginal costs, they will produce an efficient use of roads. If, however,
these taxes exceed or fall short of the marginal social cost, road use will
be inefficiently restricted or expanded, provided only that the demand
for road space is responsive to the cost borne by the user. The marginal
social costs of road use cannot be measured exactly, but they can be
approximated closely enough to generate a set of guidelines for tax rates.

Variable maintenance costs of road use, whether in rural or urban
areas, depend mainly on the type of road surface and are significantly
higher on unpaved than on paved roads.9 Therefore, the use of unpaved
roads should be taxed at a higher rate than the use of paved roads. The
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proportion of unpaved roads can be significant in cities of developing
countries. Officials in Cali estimated in 1974 that approximately 50 per-
cent of its streets were unpaved. In Guatemala City the proportion of
unpaved streets in the late 1960s was 51 percent, and in San Jose 21
percent.1 0 Congestion costs vary with time of day and location in the
city, and efficient charges for urban road users would have to vary ac-
cordingly. ' Air pollution costs are directly related to the amount of fuel
consumed, but also to the state of repair of the car and to climatic con-
ditions, in particular, wind and precipitation.

Even if these costs could be measured precisely it is unlikely that any
single tax instrument could be structured so as to reflect the full marginal
social costs. Moreover, when one considers other criteria, such as rev-
enue performance, equity, and administrative ease, the possibilities of
finding a single best tax are even more remote. The implication is that
more than one tax instrument will have to be used to attain the multiple
policy goals and that each instrument should be aimed at the goal it is
most likely to attain. It is therefore important to consider each form of
automotive tax carefully and to review its impact on the policy objectives.
On the basis of this analysis, a strategy for urban automotive taxation
might be developed.

Two important caveats are in order. First, no practicable tax design is
likely to achieve all objectives; in particular, some efficiency gains will
have to be traded off against some efficiency losses. Moreover, better
revenue performance, greater administrative ease, and equity will involve
some efficiency losses, whatever tax instruments are chosen. Much will
therefore depend on the circumstances of a city, as well as on the weights
attached to the various objectives. Second, existing tax policies, and more
generally the existing institutional framework in any given city, will in-
fluence the desirability and feasibility of automotive tax policy. Of par-
ticular importance are higher-level government actions, since they may
significantly interfere with the ability of local government to design a
rational automotive tax policy. This interference can occur either because
higher-level government regulations prohibit local motor vehicle taxes
or because higher-level government has "used up" the automotive tax
base.

Fuel Taxes

In order to focus on the issue of local government fuel taxes, let us
assume that higher-level governments impose a fuel tax at a rate which
covers the variable maintenance costs of interurban paved highways."2

The question is then whether and to what extent governments of large
cities in developing countries should levy an additional fuel tax over and
above this national tax, and whether and how national fuel taxes might
be adjusted to capture the externalities associated with road use.
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From the point of view of economic efficiency, the national fuel tax
would provide the appropriate charge for road use on uncongested paved
urban roads and for pollution. Fuel taxes are less appropriate for ap-
proximating congestion charges, since it is not feasible to vary fuel taxes
by the time of day or the extent of congestion at a location. One alter-
native is to set the fuel tax high enough to approximate congestion costs
at peak hours and risk restricting vehicle use on uncongested streets. 3

The efficiency losses resulting from this action may not be very great
for three reasons. First, the elasticity of road use with respect to changes
in the fuel price is likely to be low. 1 4 Second, to the extent that congestion
occurs mainly on paved urban roads but uncongested traffic is more
typical for unpaved roads, the higher fuel taxes on uncongested urban
road use would reflect the substantially higher variable maintenance costs
imposed by the users of unpaved roads. Third, more fuel is used on
congested than on uncongested roads, although the differential is not
high (World Bank 1975c). Therefore a fuel tax would fall less heavily
on operators in uncongested traffic than in congested traffic.

According to most estimates, fuel taxes set at rates designed to cover
the variable maintenance costs of unpaved urban streets would fall con-
siderably short of the tax necessary to recover peak congestion costs (by
a factor of three, according to Smith 1975). These figures indicate that
although fuel taxes are not likely to represent a good instrument for
controlling urban congestion, a much higher tax rate would result in
efficiency losses only to the extent of encouraging vehicle use on un-
congested paved streets. Such a tax would go some way toward con-
trolling congestion.

But the degree to which fuel taxes can be set higher in metropolitan
areas than in the surrounding nonurban districts is limited by the fact
that "fuel carrying" from low-tax to high-tax areas may become worth-
while. Some regional fuel price differentials exist without apparently
resulting in major fuel-carrying activities. In fact, fuel prices tend to be
lower in the cities and higher in the outlying rural areas. The reasons
for this reverse differential include the cost of transporting the fuel to
the outlying areas and the natural monopoly position of the fuel retailer
in isolated rural areas. Higher fuel taxes could therefore be imposed in
most urban areas at least at a level which would reverse the existing price
differential, without resulting in undue fuel carrying activities.

This tax falls short, of course, of approximating the cost of unpaved
urban roads, let alone a peak congestion levy. From the point of view
of efficiency, therefore, this tax is not likely to be particularly harmful
or beneficial. It would neither restrict congestion substantially nor im-
pose a significant burden of variable maintenance costs of urban unpaved
streets on the vehicle operator; nor would it significantly distort traffic
on uncongested urban streets.
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To the extent that one is particularly concerned about the distorting
effects of higher urban fuel taxes on commercial vehicles and buses, one
could consider excluding diesel fuel from the fuel tax, as is done in
Bogota, Guatemala City, and Singapore. Because generally there are
more diesel-powered trucks and buses than automobiles, this would favor
commercial vehicles and buses. Furthermore, where bus operators re-
ceive subsidies from the government (as in Bogota), these subsidies can
be adjusted to offset any higher fuel costs resulting from the tax increase.

The undesirable efficiency effects of local fuel taxes are thus likely to
be negligible. The effect on revenue, however, could be substantial. For
instance, in Guatemala City an increase of the fuel tax from the actual
rate of $0.02 to $0.10 per gallon in 1971 would have made the fuel tax
the largest local tax, exceeding in importance the local property tax, and
would have increased local tax revenues by about 50 percent. In Bogota
in the early 1970s, an increase of the local gasoline tax from $0.016 to
$0.10 per gallon would also have made the gasoline tax the most im-
portant local tax, with revenues almost double that of the property tax,
and would have raised local tax revenues by more than 100 percent. The
revenue-elasticity of this tax depends crucially on whether it is levied at
a specific rate or on an ad valorem basis. In the case of a specific rate,
tax revenues are likely to be quite income-inelastic, especially if inflation
erodes the real value of the specific tax and if gasoline consumption does
not grow. In the ad valorem case, however, tax revenues will rise if the
price of fuel rises. Ad valorem taxes also have the advantage of not
distorting the price-cost relation for fuels (Walters 1968: 211).

Besides their excellent revenue potential, fuel taxes have the great
advantage of being relatively easy to administer, especially if the pro-
duction and wholesale distribution of fuel is in the hands of a govern-
ment-owned enterprise, as in a number of developing countries. Ad va-
lorem taxes are more difficult to administer than specific levies because
of the possibility of evasion, especially at the retail level (Walters 1968).
This explains the general preference for national and local specific fuel
taxes in developing countries.

In terms of equity, urban fuel taxes are likely to be progressive, es-
pecially if a substantial portion of commercial vehicles benefit from an
exemption of diesel fuel. Automobile ownership and use are highly con-
centrated among higher- and middle-income groups in all developing
countries (World Bank 197 5c), and thus a tax on fuel is likely to be
highly progressive. i

A local fuel tax, in sum, is usually an excellent financing source for
local government in terms of revenue performance, social equity, and
administrative ease. Any efficiency losses are likely to be minimal, and
to the extent that they would arise could be more than offset by efficiency
gains resulting from the tax's effectiveness in helping to curb congestion
and lessen the inefficient use of unpaved urban streets. The principal
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limitation is the possibility that higher urban fuel taxation will lead to
fuel carrying; however, this is not likely to be a problem at the tax rates
suggested here. Perhaps the central question is whether higher-level
governments are likely to allow local authorities to share in such an
important revenue source. The fact that very few local governments levy
this tax may lead to some skepticism on this score. In 1969, Jakarta
imposed a fuel tax of approximately $0.01 per gallon. Other local gov-
ernments in Indonesia followed suit, but within a year the national gov-
ernment had taken over the tax (Linn, Smith, and Wignjowijoto 1976).
In 1989, however, the government was again considering proposals by
the provinces to impose a fuel tax.

Sales and Transfer Taxes on Motor Vehicles

Sales and transfer taxes on motor vehicles increase the cost of cars for
purchasers. This increase has two effects. First, it restricts ownership to
the extent that the demand for automobiles is price-elastic. In this way,
road use might be indirectly limited. Second, it raises the annual cost of
a car for the purchaser and, to the extent depreciation is linked to use,
the cost of its use.

Consider first the implications for efficiency of higher depreciation.
Because depreciation is not likely to be significantly higher if the vehicle
is used on congested rather than on uncongested roads, a sales tax could
cause substantial losses in efficiency if it were set at a level to raise user
costs to equal social costs on congested streets. This is because one would
expect as much reduction in motor vehicle use on uncongested as on
congested streets. For moderate increases in depreciation costs caused
by a higher sales tax, however, the response of vehicle use is likely to
be low and will probably cause neither large gains in efficiency by re-
ducing congestion nor losses in efficiency on uncongested streets.

Of greater importance may be the effect of the sales tax on the decision
of whether or not to own a vehicle at all, since the price of new (and
used) vehicles would be raised by approximately the amount of the tax.
To the extent that private automobiles are used mainly for commuting,
a reduction in automobile ownership could have a significant effect on
urban congestion, even if it did not much affect the use of automobiles
by those who continue to own them. The decline in automobile own-
ership-or, more likely, the slowdown in its growth-also means a loss
of welfare to those who would have owned and used the vehicles on
uncongested streets, and in that respect again results in some inefficiency.
As with fuel taxes, the efficiency effects of a vehicle sales tax operate in
opposite directions, and the net effect cannot easily be quantified.

Two other considerations are important. First, sales taxes are more
easily structured than fuel taxes to discriminate between commercial
vehicles and buses, on the one hand, which are operated mainly on in-
tercity highways and whose use one may not want to discourage, and
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automobiles, on the other hand, which are operated mainly on urban
roads and are generally seen as the main cause of urban traffic conges-
tion.16 Second, it is likely to be quite difficult to administer higher local
sales taxes on automobiles in urban areas because the potential for eva-
sion is considerable. Automobiles may be purchased in lower-tax juris-
dictions or out-of-town addresses may be given if the tax is linked to the
residence of the purchaser rather than to the place of residence. The
incentive for evasion is likely to pose a much greater problem in the case
of sales taxes than for the annual license tax discussed below if the two
are set at rates to produce equal annual revenues. This may explain why
local governments generally have been given access to license taxes on
automobiles, but only in rare cases to sales taxes.

One such case is Jakarta, where both transfer and license taxes are
levied by the provincial government, including Jakarta.17 In fiscal 1987,
the transfer tax accounted for 44 percent of locally raised revenues in
Jakarta and the license tax for 33 percent.

Both of these taxes are plagued by high rates of evasion. Bastin and
Hadiprobowo (1987) report that neither tax grew at as high a rate as
regional GNP. He estimates that if the 10 percent of motor vehicles which
are unregistered in Jakarta could be brought onto the tax rolls, revenues
would have increased over actual 1987 amounts by about 13 percent.

Thus while the revenue potential of a local automobile sales or transfer
tax could be substantial, and its tax incidence would likely be quite pro-
gressive, a problem arises with regard to the horizontal equity of the
automobile sales tax. As the tax is imposed or increased, current vehicle
owners experience a windfall gain since the values of their vehicles in-
crease as a result of the tax on new automobiles. This problem does not
arise with annual license taxes, which are considered next.

Unrestricted Annual License Taxes

Unrestricted annual license taxes are levied annually on the ownership,
rather than on the transfer or use of the motor vehicle. This tax, there-
fore, does not affect the use of a vehicle once it has been purchased;
however, as in the case of the transfer tax, the decision to own a motor
vehicle is affected by the license tax, since the expected annual net return
from the vehicle will decrease as a result of the license tax. The question
is whether license taxes are likely to be imposed at a rate sufficient to
affect the ownership decision. In theory, the greater annual depreciation
may indirectly affect the use of roads, and in particular a license tax on
cars may reduce urban traffic congestion to the extent that automobiles
are used in urban areas predominantly for the purpose of commuting to
and from work. Again, of course, a license tax which is high enough to
reduce traffic congestion to acceptable levels would also lead to a loss
in efficiency because of the decline in the use of uncongested roads. The
net effect on efficiency of the unrestricted annual license tax is therefore
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uncertain, and it is not necessarily superior or inferior to fuel or vehicle
sales taxes on efficiency grounds.

Much depends on how the license tax is structured. In practice, com-
mercial vehicles and buses are generally taxed at lower rates, relative to
vehicle value, than are automobiles. This practice perhaps recognizes
that the price-elasticity of demand for these vehicles may be higher than
that for private cars, that the marginal social cost of their use in urban
traffic is less than that of automobiles, or that they make a larger con-
tribution to development objectives. Differentiation of the unrestricted
annual license tax according to weight or tire type may reflect (apart from
ability-to-pay considerations) the realization that vehicles with higher
weight or nonpneumatic tires tend to impose higher variable mainte-
nance costs than vehicles with lesser weight or pneumatic tires. Engine
capacity, which also is a criterion for differentiating license taxes, is seen
as a proxy for fuel use, but of course there is only an imperfect correlation
between engine capacity and fuel use and between fuel use and the social
costs imposed by the motor vehicle. Thus in practice none of these typical
discriminating features of the annual license tax-with the possible ex-
ception of lower taxes on commercial vehicles and buses-is likely to
produce significant gains in efficiency. For instance, light and less pow-
erful vehicles may be encouraged by taxing according to weight and
engine capacity.

Instead of attempting to affect the allocation of resources by differ-
entiating among vehicles, it might be more desirable to primarily use
the annual license tax to raise revenue. It would then be more appropriate
to vary the tax with the value of the automobile since this reflects ability
to pay as well as the extent to which different users derive consumer
surplus from the use of the road system. This form of license tax is in
fact directly comparable to the personal property taxes levied on auto-
mobiles in many jurisdictions in the United States.

As with the local fuel tax and the motor vehicle sales tax, the problem
of evasion arises. Owners may escape the annual license tax by registering
their vehicles in low-tax jurisdictions. This limits the degree to which
license taxes can differ, especially between adjoining jurisdictions. There
are two reasons to believe, however, that some differentiation without
major evasion is feasible. First, in the United States, insurance rates differ
considerably between locations without any apparent large-scale attempts
at evasion by the insured (Walters 1968). Second, with a combination
of vigorous enforcement and sizable penalties, compliance may be ex-
pected to be good. The example of Jakarta tends to confirm this con-
clusion. Penalties of 100 percent of tax liability were applied and en-
forced-if necessary through confiscation of the vehicle where other
means of enforcement had failed (Linn, Smith, and Wignjowijoto 1976).
In recent years, enforcement efforts for automobile registration have
declined, and thus so has the collection efficiency for the registration
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tax. In Bogota it is claimed that many residents register their vehicles
in surrounding jurisdictions. The main reason for this does not appear
to lie with higher license taxes in the city than in the rural areas, however,
but with the long waiting times and the amount of red tape associated
with obtaining the annual license in Bogota. This emphasizes the im-
portance of compliance costs and therefore the need for more effective
vehicle registration and licensing procedures. For instance, permitting
registration and tax payment by mail rather than in person may make a
considerable difference in the degree of compliance.

A good motor vehicle registration and licensing system is not only in
the interest of better tax collection but also essential to curbing motor
vehicle theft, which in some cities (for example, Bogota) has reached
epidemic proportions, and necessary for identifying and prosecuting
traffic offenders. Once a good registration system is in place it is relatively
easy to tax motor vehicle ownership. 8 Assessment of the tax can proceed
by schedules designed either according to the physical characteristics of
the vehicle (such as weight and engine capacity), or according to the
assessed value of the car.

Annual motor vehicle license taxes can be important sources of local
revenue in cities of developing countries. In Jakarta, motor vehicle li-
cense taxes accounted for approximately 33 percent of all local taxes
during fiscal 1986, and in Seoul for 7.7 percent during 1982. The level
as well as the buoyancy of revenues depend very much on how the tax
is administered. In Jakarta and Seoul, where administration was good
and rates were regularly adjusted to allow for changes in the general
price level, high and buoyant revenues were generated. In Seoul the
buoyancy amounted to about 1.2 (Bahl and Wasylenko 1976). InJakarta,
the buoyancy was estimated at 1.5 in the 1970s (Linn, Smith, and Wign-
jowijoto 1976), but it was well below unity for the 1979-84 period
(World Bank estimates). In Bogota, per capita revenues collected from
the motor vehicle license taxes declined in real terms through the 1970s,
thus implying a very low buoyancy, whereas in Cartagena vehicle tax
revenues expanded rapidly and exhibited a buoyancy of about unity (Linn
1975). In Bombay and Ahmadabad revenues collected from the local
motor vehicle taxation remained approximately constant in real per capita
terms and thus showed a buoyancy of very probably less than unity
(Bougeon-Maassen 1976; Bahl 1975). The main lesson from these widely
divergent revenue experiences is that the motor vehicle license tax can
be a major revenue source for urban governments only if it is well-
structured and aggressively administered. The rapid growth in the base
will ensure a certain amount of revenue growth, but evasion and inflation
are likely to cut heavily into this growth if administration is poor and
specific tax rates are not regularly increased to keep pace with changing
prices.

With regard to the question of incidence, there can be little doubt that
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the motor vehicle license tax is progressive, especially because com-
mercial vehicles and buses are usually taxed at concessional rates. This
conclusion is confirmed by studies of tax incidence covering vehicle taxes
in various developing countries.1 9

The summary verdict on motor vehicle licenses is therefore that they
are an excellent tool for raising local revenue in terms of potential per-
formance and equity. But the administration of these taxes needs to be
designed and implemented carefully to reap their potential benefits. No
large losses or gains in efficiency should be expected from the imposition
of annual license taxes, and indeed there is probably little reason for the
tax structure to be as complex as it often is in the cities of developing
countries, for gains in efficiency are likely to be negligible while admin-
istrative costs are likely to rise. It might be preferable to develop a
reasonably accurate and flexible method of assessing the approximate
value of the motor vehicle, since this is likely to enhance the equitability
and buoyancy of the tax.

Congestion Charges

The principal goal of all local automotive taxes is to raise public rev-
enue equitably and simply. Efficiency is usually a secondary concern, and
justifiably so, for these taxes have an uncertain and, at moderate tax
rates, probably unimportant effect on automobile use and purchase. Still,
traffic congestion in the central city remains one of the major problems
of urban life, and automotive taxes and user charges could be designed
to address this problem. Some local governments have responded to this
possibility.

Three major types of congestion charges will be briefly evaluated here:
area- and time-specific vehicle licenses, parking charges, and tolls.2 0 All
of these are suited for local government administration, provided that
local governments pay enough attention to design and that they are given
the legal authority to levy the appropriate charges.

Restricted Licenses

The success of any pricing scheme depends on its ability to distinguish
between congested and uncongested areas and times and to a lesser de-
gree on the extent to which various types of vehicles contribute to
congestion.2 " Specific vehicle licensing schemes achieve this goal by re-
quiring that road users exhibit special licenses while operating in pre-
scribed zones of the city at specified times of day. For the efficient al-
location of urban resources, this type of scheme is preferable to any of
the other forms of automotive taxes discussed above.

The licenses are purchased daily or monthly at prices that approximate
the marginal social cost of vehicle use in the congested areas. In order
to be administratively feasible, the number of zones that are differently
priced must be kept small and clearly defined. This of course limits the



204 LOCAL GOVERNMENT TAXES

fine-tuning that may be expected from a restricted licensing scheme and
therefore the degree to which differing conditions of congestion may be
approximated.

The system is likely to be more easily applied if congestion is largely
confined to one central area of the city and if the peak times of congestion
are well defined and restricted to no more than two a day. If there are
several subcenters and multiple daily peak times, the restricted licensing
scheme is likely to be more difficult to apply. Bogota is a good case in
point. It has at least two main nodes of congestion-the central business
district and the commercial district in the north of the city-and four
peak traffic times because the city's citizens return home during the long
lunch hour. An area licensing system would therefore be very difficult
to install.

Another problem is that because congestion costs are difficult to mea-
sure precisely and the response of motorists to congestion pricing is not
easily predicted, the initial charges may be too high or too low to provide
the optimal rationing of road space. Authorities must therefore be pre-
pared to vary the charges if after some lapse of time they appear to restrict
traffic too much or too little.

To date, Singapore is the only city that we know of with a system of
restricted motor vehicle licensing. It is an invaluable example of the
feasibility and effect of this type of scheme and has been carefully mon-
itored since its inception. Singapore is special in four ways. First, it is a
city-state with a strong, dynamic executive branch not hampered by
higher-level government controls or intrametropolitan jurisdictional
fragmentation. Second, the metropolitan management and administra-
tion can attract highly qualified staff, whereas in many other cities, local
authorities are typically not able to compete effectively with higher-level
governments for scarce talent. Third, the metropolitan authorities for a
long time had been concerned with the rapidly rising number of privately
owned automobiles, growing congestion, and potential environmental
deterioration and had demonstrated their willingness to take strong mea-
sures to deal with these problems. Fourth, the pattern of congestion in
Singapore was amenable to the application of a restrictive licensing
scheme because prime congestion was limited to a readily identifiable
central area and to one morning and one evening rush hour.

For a detailed description and evaluation of the Singapore scheme and
its effects, see the excellent study by Watson and Holland (1978). Here
only the five major conclusions are summarized. First and most impor-
tant, the scheme has proved to be technically, administratively, and po-
litically feasible. And although Singapore's special circumstances cer-
tainly favored a successful outcome, its experience can serve as an
example for other cities.22

Second, the major objectives of the scheme were achieved, at least in
the short term, and there is little reason to expect a reversal as the scheme
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continues. Central city congestion has been reduced substantially by in-
ducing motorists to use alternative forms of transportation, in particular
public transport and car pools. As a result, all transport users reported
improvements: traffic moved faster, and there was less pollution and
fewer traffic accidents. Commercial operations apparently were not neg-
atively affected, although an existing trend toward increased decentral-
ization of commercial location decisions may have been somewhat rein-
forced.

Third, major problems affecting the efficiency of traffic operation were
limited. Initially, the scheme induced congestion on the ring road en-
circling the restricted area and created minipeaks in congestion imme-
diately before and after the restricted hours. The former problem was
alleviated by minor improvements in traffic management and engineer-
ing, the latter by extending the restricted hours.

Fourth, administration, enforcement, and public acceptance of the
scheme proceeded smoothly. This was at least partly due to the large-
scale publicity campaign which started a year before the scheme began,
the gradual introduction of the scheme, and the rigorous enforcement
of the license regulations and the application of stiff penalties.2 3 The
capital costs of the scheme were small in comparison with the high cost
of central city street construction and related mainly to a park-and-ride
scheme introduced simultaneously.2 4

Fifth, the revenue and equity implications of the scheme, although not
of great scope, are on balance favorable. Annual revenues net of oper-
ating costs, when compared with revenues collected from other taxes on
motor vehicles or from property taxation, are not substantial (approxi-
mately 2 percent of motor vehicle taxes and 1 percent of property taxes),
but at least the system does not constitute a net drain on the public purse
and compared with other tax measures it has a low ratio of administrative
costs to revenues (less than 1 percent). The overall incidence of the
scheme has not been fully assessed because there are no relevant figures
on income distribution and the effect of shifts in transport modes is
difficult to evaluate. Given the concentration of motor vehicle ownership
and use among high-income groups, however, there is reason to believe
that the financial cost of the scheme is borne mainly by these groups.2 5

One may therefore conclude that the area license scheme in Singapore
has proved to be a successful instrument for pricing central city road use
and for limiting congestion, without major negative administrative, rev-
enue, or equity implications. Although this is no guarantee for the
success of similar schemes elsewhere, the Singapore example indicates
that area license schemes must be taken seriously as a potential instru-
ment for improving the efficiency of urban road use. Any attempts to
follow the Singapore example should note the various practical aspects
which helped make the system work: adequate study and preparation,
including an extensive publicity campaign; simplicity of regulation and
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flexibility in implementation; preexistence of an effective vehicle reg-
istration system and a clear commitment to the enforcement of the
scheme; and unfettered authority by the metropolitan government to
impose whatever scheme was regarded as the most appropriate.

Parking Fees

Parking fees and taxes have been suggested as one alternative to charg-
ing motor vehicle operators directly for the use of congested urban
streets (for example, McLure 197 la: 795; Churchill 1972: 145; Walters
1968: 203). The argument, first, is that parking spaces are demanded by
the same commuters who use automobiles during rush hour; and second,
that because on-street parking interferes with the use of the roads by
moving traffic, parked vehicles should be charged the cost of these in-
terferences. The parking tax would have two components: a tax on com-
mercial and private parking facilities in congested central city areas, and
fees for on-street parking collected either by attendants (as in Jakarta;
Linn, Smith, and Wignjowijoto 1976) or by parking meters (as in Central
American cities; Churchill 1972).

Taxes on off-street parking facilities were not encountered in any of
the cities surveyed here with the exception of Singapore.26 (In fact, at
least one city, Cali, has employed a perverse policy that encourages the
construction of central city parking facilities through a blanket exemption
of them from municipal taxes for a period of ten years.27) Public au-
thorities apparently fail to realize the need for taxes on parking facilities,
and there is also a problem with administration, particularly if the tax is
to be levied on an ad valorem base of parking rates, as suggested by
McLure (1971a). It may be administratively simpler to levy a property
tax surcharge on central city parking facilities. This would discourage
use of central city space for private or commercial parking facilities and
discourage the use of existing commercial parking lots because parking
lot operators would presumably pass on the higher taxes to their cus-
tomers.

Fees for on-street parking are potentially more troublesome because
they require expensive metering and labor-intensive attendant and en-
forcement. Rough cost-benefit calculations can determine whether park-
ing meters should be used in any particular case.28 Collection and en-
forcement of parking fees, if properly administered, do not necessarily
lead to insurmountable problems. In Guatemala City, for instance, about
4,500 parking meters, as well as parking regulations, were apparently
successfully administered and strictly enforced (Churchill 1972). Simi-
larly in Cali, a well-trained and highly motivated team of municipal transit
police kept a tight rein over moving and stationary traffic in the city
center, to the great lament of many motorists. The administration of on-
street parking, however, is likely to be quite costly.29 It may be preferable
to forbid on-street parking altogether on congested streets during peak
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periods, for even one single parked car may seriously impede traffic flow
(Churchill 1972). Furthermore, parking meters and prohibitions are
more easily administered if the congestion is confined to relatively small
contiguous central city areas and a few main thoroughfares. If congestion
is wide and dispersed, as in some of the large metropolitan areas, on-
street. parking fees and regulations are less likely to provide an effective
control over the use of central city streets. As Churchill (1972) has ob-
served, at going wage rates in developing countries it may be worthwhile
to hire chauffeurs rather than pay the parking fees, thus possibly in-
creasing traffic congestion.

The upshot of this discussion is that parking taxes and fees by them-
selves are not likely to solve central city congestion, although they at
least work in the right direction. To ensure a reasonable degree of equity
and effectiveness it would be necessary to cover all forms of parking in
the prescribed area, including on-street parking as well as commercial
and private off-street parking.

Tolls

Only a couple of points need to be made about tolls for the control
of urban traffic, for they clearly are not the appropriate tool for imple-
menting a system of congestion pricing. First, for a toll system to be
operable, entry and exit points on the roadway must be limited in num-
ber, which is typically not the case for congested urban streets, with the
exception of a few limited-access expressways. Second, toll collection
is costly to administer and may itself contribute to congestion by creating
a bottleneck at the tollgate. Tolls therefore should not be considered
efficient instruments for congestion pricing in most circumstances. They
may be adequate for financing special urban expressways through charges
levied on users. But careful consideration first needs to be given to their
efficiency and administrative cost.

Summary and Evaluation of Local Automotive Taxation

The main arguments in this chapter regarding the objectives of eco-
nomic efficiency, equity, revenue-raising potential, and ease of admin-
istration may be summarized as follows. For economic efficiency, re-
stricted area license charges and parking fees and taxes are the most
desirable, because they can be designed to approximate the excess of
social over private cost of using congested streets without restricting the
use of uncongested streets. All other automotive taxes also affect the
allocation of resources to some extent, but the direction of the net effect
is uncertain, and efficiency gains and losses may occur side by side. The
unrestricted license tax probably affects resource allocation least of all.

For equity, all forms of automotive taxation are likely to improve the
distribution of income, and most are fair in the sense of horizontal equity.
One exception is the motor vehicle sales tax, which results in windfall
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gains for the present owners of vehicles because the value of these au-
tomobiles tends to increase after the tax is imposed.

For revenue performance, local fuel taxes and unrestricted license
taxes can be expected to do well in yield, buoyancy, and stability. These
taxes should be levied ad valorem if buoyancy is to be preserved in the
absence of frequent rate changes. Automotive sales and transfer taxes
are likely to be less effective in their revenue performance because of
the narrower tax base and the greater likelihood of year-to-year variations
in the base. Congestion levies also tend to have a relatively narrow rev-
enue base and are often costly to administer.

For ease of administration, fuel taxes are probably most easily handled,
whereas congestion levies are likely to be most troublesome. But the
examples referred to in the preceding sections have shown that restricted
licenses and parking taxes and fees are administratively feasible if care-
fully designed and implemented.

The extent to which the various taxes require coordination with higher-
level government is likely to be an important element in the local gov-
ernment's ability to impose them. On this account, fuel and sales taxes
are the weakest candidates, since the overlap with national or state taxing
authority is likely to be substantial. In contrast, license taxes and conges-
tion charges in most cities can probably be imposed without serious
interference from higher-level governments.

Political acceptability is a crucial constraint on local tax policy. Dif-
ferential fuel taxes may be relatively easy to impose because they tend
to be hidden in the sales price of the fuel. Tolls are likely to be acceptable
since they affect relatively few taxpayers and are clearly linked in the
public's mind to the benefit derived from the use of the roadway. At the
other end of the spectrum are restricted license taxes and high parking
fees. The problems here are that the principle of congestion pricing is
not well understood by policymakers and the public and that significant
changes in choice of travel modes would be induced by these measures.
This combination of lack of experience and unwillingness to consider
fundamental changes is a very powerful deterrent to policy action.

The optimal course of action in automotive taxation in the large cities
of developing countries is likely to include some combination of the
instruments reviewed here. Unrestricted license taxes and differential
fuel taxes can make major contributions to local revenue without causing
major efficiency losses. Restricted license taxes and parking fees and
taxes could then be imposed mainly to constrain urban congestion. Sing-
apore is a showcase for this kind of comprehensive approach to the
problem of automotive taxation. Although the city is favored with a
number of special circumstances, which have greatly facilitated the design
and implementation of a rational urban automotive tax structure, it is
well worth careful study by experts and practitioners in urban finance
and management.



8 Other Urban Taxes

APART FROM PROPERTY and automobile taxes, local governments can
and do make use of a large number of other taxes and licenses. Although
these alternative sources of revenue are not always easily administered
or free from unwanted efficiency or equity effects, and although they
tend not to be as revenue-productive as local governments would like,
they have the very great advantage of being available. If local govern-
ments were starting with a clean slate with no existing taxes and no
restrictions on the bases they could use, these residual revenue sources
would probably not be chosen. However, this is not the case, and despite
their second-best nature, many of these smaller taxes give local govern-
ments some opportunity to tap the growing taxable capacity of urban
areas.

Local governments in developing countries typically have one major
nonproperty tax. Usually it is an income or poll tax, some form of indirect
tax on local trade or business activity, or an automobile-related tax (see
table 2-1 1). In a few cases, these governments have made general use
of a sales tax. They also usually have a large number of "miscellaneous"
local taxes and fees that add relatively little to total revenues.

In most cities, the structure of the nonproperty tax system tends to
be antiquated. One reason for this is a virtual absence-usually for many
years-of comprehensive local tax reform. Tax structures that may have
been appropriate for smaller towns fifty or even a hundred years ago
persist and are adjusted ad hoc and piecemeal to attempt to deal with
the rapidly rising revenue needs which characterize the larger cities of
today. There seems to be little concern with how changes in individual
taxes affect the overall goals of the local tax system; practitioners rarely
get beyond the question of how to raise another thousand rupees, shill-
ings, or pesos. A second reason is simply that local governments lack
good alternative choices when they carry out a reform. Higher-level
governments have preempted the use of most, if not all, of the more
productive taxes (import tariffs and broadly based income and sales
taxes). Local governments, and especially those in the larger cities, there-
fore have been forced to look to what was left. Moreover, even in the
use of these residual sources, they are often inhibited by central gov-
ernment legislation regarding tax base, rate structure, and enforcement
procedures.

The situation need not be so dismal. Local governments in developing

209
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countries can reasonably impose a productive set of nonproperty taxes:
a large number of excises (for example, sumptuary taxes, various taxes
on business activities, and gambling and entertainment taxes); a set of
taxes which very aptly have been characterized as "nuisance taxes" (oc-
cupation charges, stamp duties, and the like); and, where the law permits,
even more narrowly based income and sales taxes. The trick is to find
a reasonable way to structure these taxes and to combine them in a
coherent tax system that meets the objectives of the local government.
This chapter describes the use of these taxes in the cities of developing
countries and discusses the possibilities for a more rational use of them.

Policy Objectives

The policy objectives to be considered in formulating the system of
nonproperty taxes may be subdivided into the usual four broad goals of
revenue policy: economic efficiency, fairness, revenue performance, and
low administrative cost. Our analysis of nonproperty taxes will center
on the relative importance of these goals in different settings and on the
tradeoffs a local government might be willing to make in certain circum-
stances. A consideration of these basic objectives leads us to a set of tax
rules or at least to criteria for evaluating the effects of particular taxes.

According to traditional public finance theory, the efficiency goal im-
plies that a tax instrument which creates unwanted distortions in resource
allocation would have a negative effect on economic efficiency, whereas
a tax which corrects any preexisting malallocation of resources due to
market failure would have a positive effect on it. Of course, all taxes
have some effect on economic activity, and it would be useless to suggest
that policy reforms should center on finding "neutral" taxes. A more
sensible approach here is to consider the strength of these effects for
various taxes. In some cases, policy may simply ignore efficiency effects
on grounds that local taxes are levied at too low a rate to make much of
a difference. In other cases, adjustments in tax policy might be called
for. For example, a sales tax or an increase in market stall rental fees
may drive shoppers or vendors from the local area. In still other cases,
the tax may be intended to change patterns of consumption or production
(for example, sumptuary taxes), and the issue is whether or not the tax
can achieve the desired objective.

In analyzing equity concerns, one can usefully distinguish between
horizontal and vertical equity. The former has to do with the equal treat-
ment of equals (however defined) and in that sense may be equated with
the common concept of fairness, and the latter represents the goal of
improving an existing maldistribution of income in the city.1 One ques-
tion we grapple with below is whether the nonproperty tax system can
have enough of an effect on the distribution of local incomes to make
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equity a guiding (or even a relevant) concern in formulating local gov-
ernment tax policy. Particularly when the low effective tax rates, the
failure to cover the informal sector, and the effects on the incidence of
expenditure are considered, the effects of changes in local nonproperty
taxes on the distribution of income may be a secondary consideration.

Generally, the most important criterion for the success of local gov-
ernment tax reform is revenue-productivity. Three issues are important
here. The first is defining a nonproperty tax system that is capable of
raising adequate revenue for the local government. The small size of
some tax bases-for example, signboards, nonmotorized vehicles,
slaughter activities-and their concomitant limited revenue yield, ex-
plains the proliferation of local taxes in many cities. The second issue is
the income-elasticity of the tax: the degree to which the revenues of a
tax grow more or less in proportion with the level of general economic
activity in the area. Because expenditure needs would seem to grow more
or less in proportion to personal income and prices, one might argue
that local government revenues should be equally buoyant. The third
issue is stability: the extent to which revenues are sensitive to yearly
fluctuations in economic activity. Hence, a high income-elasticity is good,
but it can be too good in making the yield of the local tax system unstable
and erratic. Similarly, revenue structures that are heavily reliant on a
single firm, industry, or crop are vulnerable.

Finally, there is the important criterion of low administrative cost. If
the tax cannot be effectively collected at reasonable cost, it will be of
little use to the local government. Perhaps the major problem with non-
property taxes is that local governments are unable to collect the taxes
they are permitted to levy. Often these taxes are badly designed and
thus all but impossible to administer because of, for example, shortages
of staff or the very high compliance cost placed on taxpayers. The goal
of low administrative cost suggests a number of sub-objectives in de-
signing the nonproperty tax system: compliance costs as well as govern-
ment administrative costs should be considered, the liability for and
methods of payment should be clearly known, penalties should be sizable
enough to induce payment and should be enforceable, and interference
with higher-level government taxation should be minimized.

In sum, the reform and redesign of local nonproperty tax systems in
developing countries are and will continue to be motivated by revenue-
raising concerns and constrained by administrative feasibility and re-
strictions imposed by higher-level governments. Efficiency and equity
effects are in most cases not important concerns. Yet urban local gov-
ernments have done much less with these taxes than they could have,
and they often have not taken the opportunity to design away some of
the undesirable efficiency and equity effects and administrative costs.
One is struck by how little attention has been given to integrating non-
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property taxes into a system of local government finance. Concerns about
efficiency and equity effects are in most cases not important.

Local Income Taxes

Income taxes are an important source of local tax revenue in a number
of industrial countries, for example, Japan, the Scandinavian countries,
and the United States.2 Local income taxes in developing countries,
though more widespread than might be expected, tend to be narrower
in coverage, more basic in structure, and often quite primitive in ad-
ministration (see table 8-1).

The limited coverage of local income taxes in developing countries is
due to a number of factors: the narrow coverage of the central govern-
ment income taxes, legal constraints imposed by the center out of a fear
of tax base competition,3 and administrative weaknesses. The result is
that local "income taxes" end up as some combination of a poll (head)
tax, a wage tax, and a limited income tax shared with higher authorities.
In Guatemala City, an ad valorem tax levied on all public employees
distinguished among three income groups.4 In Zambia, a similar system
has been applied, except that there are seven income classes taxed at
different specific rates. In Zaire, local authorities were permitted to levy
what amounts to a local wage tax at approximately proportional rates,
and a specific tax on traders and professionals, but only for those income
earners who are exempt from the national income tax. Nigerian cities
have levied poll taxes on those not subject to state income taxes, and
Dakar (Senegal) collects substantial revenue from a "withholding" poll
tax on all workers. Korean cities have combined a tax on heads of house-
holds (and on corporations) with a 7.5 percent surtax on all tax liabilities
of the national personal income tax, the corporate income tax, and the
farmland tax.

Effects on Efficiency

Local income taxes may affect the allocation of resources in urban areas
in a number of ways, not all of them beneficial. Theory tells us that if
the tax is levied only on wages in the formal sector, employment in that
sector will be discouraged, pretax wages will tend to rise, and a more
highly capital-intensive development (of the modern urban sector) will
be favored. Whether or not this basically undesirable effect on local
employment is realized depends on a number of factors: the level of the
tax rate, the possibility for capital-labor substitution in the modern sector,
and factor mobility between the modern and traditional sectors. A com-
bination of the low tax rates we know to exist and the low elasticities of
factor substitution which are believed to exist in the formal sector in
developing countries leads us to conclude that the efficiency effects of
an increase in the local income tax are likely to be quite marginal.

A second kind of efficiency cost is the result of individuals and firms
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making location decisions that differ from those they would have in the
absence of the tax. This is not likely to be of as much concern in de-
veloping as in industrial countries (Wasylenko and McGuire 1985) be-
cause there is less variation in the tax rate among local governments and
because the occupational and regional mobility of the labor force is lim-
ited. Local taxes are not likely to be a principal determinant of the choice
of location of business in developing countries (Hamer and Linn 1987).

Higher urban tax rates and the location choices they generate may
also be viewed in a positive light as a way to raise the relative price of
urban living and hold back migration to large cities. But whether the
higher taxes levied in large cities would be enough to offset the attrac-
tiveness of large cities, especially the capital city, is doubtful. Moreover,
because these higher tax rates are levied by the local government, they
may be used to purchase a greater quantity of those amenities that attract
firms and induce the migration of households.

This leaves us with little to say about the efficiency effects of local
income taxes. A good argument can be made that urban areas are pref-
erable to central-local government transfers biased in the direction of
urban areas. At present tax rates, and with limited factor substitution,
the magnitude of any distortions of resource allocation is likely to be
inconsequential.

Effects on Equity

Local income taxes in developing countries are by their very nature
unfair. As head taxes or as taxes limited to wages in the modern sector,
they do not treat all income earners the same. Those in the informal
sector and those with nonwage incomes face a lower effective tax rate.
Even where local income taxes are more broadly based in law, they are
usually unfair in the sense that not even all wages and salaries are being
taxed; that is, withholding schemes are easily evaded by employers in
smaller enterprises, in the service sector, and by the self-employed. Such
horizontal inequities are an obvious flaw in local income taxation, and
they are not easily dealt with because of administrative constraints.

Another question is vertical equity; that is, what is the effect of a local
income tax on the distribution of income? One answer is that it will have
very little effect because effective tax rates typically are very low.
Consider the case of Seoul's surtax on income tax liability or Dakar's
withholding-poll tax. In both cases, most of the burden is likely to be
borne by the modern sector because the mobility of factors between the
modern and the traditional sectors is limited, and because the supply of
capital and land is relatively inelastic, even in the long term (Bird 1977a).
Since employees and the owners of capital in the modern sector are on
the average likely to have higher incomes than owners of productive
factors in the untaxed traditional sector, a local tax on modern sector
wages should improve the relative income position of the poorest seg-



Table 8-1. Local Income Tax Structures, Selected Developing Countries

Level of
government

with collection
City, country, date Base Rate Exemptions responsibility

Monthly Annual
income tax

4-\

Guatemala City, All male inhabitants of the Under Q50: QI (0.3) None Local
Guatemala, 1979 city (and all women in Q50-200: Q2 (0.1)

public sector employment) More than Q200: Q4 (0.1)
($1 = Q1)

Calcutta, India, 1977 All professions, trades, and Rsl5-500, depending on trade or All taxpayers earning less Local
salaried persons profession than Rs8,000

Pusan and Seoul', Head tax: all heads of Head tax.' 4,000 won per household Head tax: heads of Local
Rep. of Korea, household, and corporations ($1 - won 484) household with annual

1977 with domiciles or offices in 40,000 won per corporation income below 360,000
each city Income tax.' 7.5 percent of personal won are exempt

Income tax.' tax liability for income tax, corporate income tax, and Income tax: none
personal income tax, the agricultural land tax
corporate income tax, and
the farmland tax



Ibadan, Nigeria, 1982 Males of 16 years of age or N7.50 per person ($11) Anyone paying state Local
older with annual earnings income tax
less than N600 (= $1,100)

Dakar, Senegal, 1982 All persons over 14 years of Rates vary from S2 to S17 depending on Students, military Central
age income level

All local authorities, Residents over 18 years of For wage earners: Approximately 4 None Local
Zaire, 1973 age, whose income is below percent of wage income

Z240 annually. ($1 = ZO.5) For traders or professionals: Z9.6 a year
For others: Z4 a year in Kinshasa, Z3 a

year in other cities, Z2 a year
elsewhere

Annual Annval
earnings tax

All local authorities, All personal earnings of K120-200: K1.25 (0.8) All income below K20 is Local
u Zambia, 1976 individuals 18 years or K200-300: K2.25 (1.0) exempt; income of

older K300-400: K4.00 (1.1) women below K300 is
K400-600: K8.00 (1.6) exempt; housing
K600-800: K12.00 (1.7) allowances are exempt
K800-1000: K16.00 (1.8)
Kl,000 and K20.00 (1.0)

above:

Note: Q = quetzales, Rs rupees, N Nairas, and S = Senegalese francs, Z zaires, K - kwachas.
a. In other Korean cities and counties identical taxes are levied, except that for the head tax lower rates apply in cities and counties according to size.
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ment of the population. A positive distribution effect may be augmented
by a judicious policy of exemption of the lowest levels of earnings, as
is done in India. Other considerations would lead us to expect a lessening
of progressivity. In particular, higher-income residents fall out of the
taxpaying population if administrative difficulties allow the self-em-
ployed and those who receive substantial nonwage income to avoid the
tax. A flat rate structure, or the use of specific rates, also tends to dampen
the progressivity of the national income tax.

In some cases, however, income tax structures have been designed
specifically to capture lower-income workers. Personal taxes in Ibadan,
for example, have covered only those with incomes below a certain level.
This is done to get around a central government limitation on the use
of local income taxes and, while the principal goal of the tax is to raise
revenue, there may also be a desire to extend the coverage to low-income
groups in order to expand participation in the governmental process. In
view of the negative income distribution effects of such a policy, as well
as its potentially high administrative and compliance costs, the wisdom
of such extensions of the tax is questionable.

Revenue Performance

The potential yield of a local income tax depends very much on the
coverage of the tax and rate structure, and the actual yield depends on
the effectiveness of assessment and collection. Of the six systems ex-
amined here, the systems used in Dakar and by the Korean and Zambian
cities would seem to hold the greatest revenue potentials because of
their relatively broad coverage. The inhabitant tax accounted for about
16 percent of local government tax revenue in Seoul in 1982 (Chun,
Kim, and Lee 1985), up from 10 percent in 1976, and for 12 percent
in Pusan in 1985. The withholdingversion of the poll tax in Dakaryielded
about 19 percent of local government revenues in 1982 (Dillinger
1988a). In the Zambian Councils of Ndola, Kitwe, and Chingola, the
personal tax accounted for between 6 and 10 percent of total local gov-
ernment revenue in 1976; and in the Nigerian cities of Ibadan and On-
itsha, the poll tax raised about 4 percent of local revenues in the early
1980s.

Unfortunately, there is relatively little information on which to base
an estimate of the income-elasticity of these taxes; one would, however,
expect a greater responsiveness from income-based than from head-
based taxes. If income-elasticity is high, the yield of the tax will keep in
better step with the demand for local government expenditures, but also
it will be less stable because revenues will tend to vary directly with the
ups and downs of the business cycle. According to World Bank data, in
both Zaire and Zambia the revenues from the local income tax were
subject to severe fluctuations in response to national economic condi-
tions, which caused local authorities to have considerable difficulties with
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fiscal management. Conversely, the more local income taxes approximate
poll taxes, the less is the scope for revenue raising and the less buoyant
is the revenue yield, but the more stable will be the revenue growth.

Administrative Costs

Local income taxes in developing countries have a narrow coverage
because of the problems of controlling evasion and avoidance. Moni-
toring payroll deductions for an income tax is a difficult enough job for
a local government, but collection of income from nonwage sources and
from the self-employed is nearly impossible. In fact, the income tax is
so difficult for local governments to administer that a simple alternative
such as a head tax seems attractive. The tradeoff is clear: the broader
the coverage of the tax and the more progressive its rate schedule, the
better its revenue potential and the less bothersome its equity impli-
cations, but the higher its administrative costs and the lower its collection
efficiency.

The main problem is that local governments simply do not have the
skilled staffs to assess and collect income taxes. An approach to over-
coming this problem is to coordinate the assessment and collection of
local and central government income taxes. The easiest procedure would
be to define the local tax as a surtax on the central tax, as in Korea, and
leave tax administration to the higher-level government. The drawback
of this solution is that it tends to reduce local autonomy with regard to
policies for rate structures and exemptions. Still, a surtax might be viewed
as a local tax (rather than as an intergovernmental transfer) if the local
government has some discretion in setting the tax rate.

A second version is to accept whatever base the central government
taxes and collect the local government tax by withholding at the source.
This could make the administrative and compliance costs of local income
taxes acceptable, and very probably no higher than for any other typical
local revenue source. The experience with such a wage tax in Dakar is
quite encouraging. The local rates are quite different in structure than
the central rates (see table 8-1), but the same base is taxed. Approxi-
mately 96 percent of all local income taxes in Dakar are collected by
withholding at the source. The problem with this approach is that for
the informal sector and the self-employed, for which withholding is not
possible, evasion of the tax becomes relatively simple and overall resis-
tance to the tax will inevitably grow. For example, Dakar is able to collect
virtually nothing from these groups, even though they are technically
subject to tax.

Administrative costs may become quite high when the local income
tax is extended to nonwage sources. In this particular respect, the track
record of income taxes in Guatemala, Zaire, and Zambia is dismal. Even
where a poll or head tax is substituted for the pure income tax on traders
and professions, taxpayer evasion is generally widespread.
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The other approach is pure local administration. Where this is done
the poll tax is not usually a viable proposition. The typical approach is
to construct a roll of eligible taxpayers; require a payment as a condition
for receiving tax clearance for a business license, property transfer, and
so forth; and make use of patrolling inspectors to enforce the tax. This
rarely works. Low-income taxpayers may have little need for clearance,
the patrol method invites corruption, and many local governments cannot
keep a proper roll in place. The implications of this approach for col-
lection efficiency are predictable. In Kinshasa, for instance, it was esti-
mated (1973 World Bank data) that the actual revenue collected was
equal to about one-tenth of the estimated total statutory tax liability. The
comparable number is about 15 percent in Ibadan and Onitsha (1984
World Bank data). Moreover, administrative costs associated with broad-
ening the base can be very high. World Bank estimates for 1982 indicate
that the payroll cost of inspectors to collect the poll tax in Onitsha was
equivalent to about half of the revenues collected.

Tax Base Competition

The threat of competition with central and state government taxation
limits the potential for income taxes as a source of local revenue in
developing countries. Central governments have been reluctant to grant
local governments access to the income tax base or even to offer the
possibility of administrative coordination. The assumption seems to be-
in some cases perhaps with justification-that if any more can be
squeezed out of the income tax base, it belongs to the center.

Reservations about tax base competition led the central government
in Kenya to abolish quite a lucrative local income tax, the graduated
personal tax. Moreover, in cities where powers have been granted to
local authorities to raise income taxes (for example, in Korea), they have
been so tightly circumscribed that the local authorities have little freedom
to vary the rate, base, or exemptions.

Conclusions

The scorecard for how well the local income tax meets the objectives
of local tax policy is thus mixed. If its administration is somehow piggy-
backed onto the central income tax, it becomes a more viable revenue-
raising proposition. The cost in this case is that local discretion is limited;
the tax begins to take on many of the features of an intergovernmental
transfer. If administration is left to the local governments, however, the
goal of revenue-productivity is likely to be compromised. In terms of
economic efficiency and equity, there is little to say about local income
taxes because the effective tax rates are so low that any effects are likely
to be small.
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General Sales Taxes

Very few city governments in developing countries are permitted to
levy broad-based sales taxes.5 Typically, this potentially important source
of local revenues is reserved for higher-level governments. In the quite
substantial review of the practice undertaken for this study, only Rio de
Janeiro and Managua were found to derive a sizable share of their sub-
stantial revenues from a local sales tax. Its success in these cities, how-
ever, attests to its considerable revenue potential (see table 2-11) and
so it is not surprising that general sales taxes have sometimes been pro-
posed in prescriptions for the fiscal reform of local government. A mu-
nicipal retail sales tax was proposed for Colombia by the Musgrave Tax
Reform Commission (Musgrave and Gillis 1971: 119-21).

Local governments in developing countries will "grow into" the use
of general sales taxes, in the next decade in many cases. As the business
sector modernizes and the enforcement of proper bookkeeping for most
firms becomes possible, many cities will graduate from the makeshift
sales taxes and business licenses that they now use. It would seem useful,
therefore, to examine the principles that might guide the design of urban
government general sales taxes in developing countries even though the
current pratice is quite limited.

An examination of the possibilities might begin by noting that there
are five basic types of sales taxes: the turnover tax is levied on every
sale; the manufacturer's sales tax is levied at the stage of production; the
wholesale sales tax is imposed on transactions between wholesaler and
retailer; the retail sales tax is imposed on the sale to the final consumer;
and the value added tax is levied on each transaction but is based only
on the additional value generated by the establishment selling the good
or service.6 From the point of view of administration, the turnover and
the retail sales taxes are likely candidates for a local tax.

Single-stage manufacturer's and wholesale taxes are not good candi-
dates for local taxes because substantial exporting of the tax burden is
possible, and because the yield will be measurably higher in large cities
with greater shares of a nation's commerce and industry. This raises
problems of fairness (because consumers in other locations might be
paying the tax indirectly but reaping little of the local public service
benefits as a result).

A value added tax (VAT) would in theory be no less appropriate as a
source of local tax revenue than the turnover or retail sales tax, but it
is unlikely to be administratively feasible at the local level.7 If a VAT

is chosen, the best bet is for local governments to receive a nation-
ally determined proportion of collections, as is done in Brazil and
Mexico.

Although the retail sales tax and the turnover tax are not without
problems, they remain the best candidates for general local sales taxes.
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An analysis of the possibilities for local sales taxes in developing countries
therefore must be concerned mostly with the merits of these two forms.
On grounds of economic efficiency, the retail sales tax is clearly superior
to the turnover tax. It results in a uniform ratio of taxation relative to
consumer spending if applied uniformly to all retail transactions and does
not distort the production or distribution of goods and services. The
turnover tax, in contrast, results in differing ratios of tax to consumer
spending depending on the markups for various commodities and the
degree of vertical integration in production and distribution. The dif-
ference in distortion effects, however, may not be serious because of
the typically low rates of local turnover taxes and large number of ex-
emptions likely to be given under a retail sales tax.

A more serious concern about the local sales tax is that it may bias
retailers and shoppers against choosing to do business in higher-taxing
local jurisdictions that have it. This is more likely to be an issue in in-
dustrial than in developing countries for two reasons. First, the problem
arises only where there is geographic fragmentation of governments in
the metropolitan area-a situation less common in developing than in-
dustrial countries (see chapter 12). Second, because private ownership
of automobiles is still much less prevalent in the cities of developing
countries, the mobility of shoppers is considerably lower. Large distor-
tions thus are not likely to arise from a general local sales tax.

In terms of vertical equity, local government general sales taxes are
likely to be regressive. This is because the marginal propensity to con-
sume tends to fall with income, and because services are likely to be
exempt. This regressivity can, however, be alleviated by exempting basic
necessities and foodstuffs, by exempting very small retail establishments,
and by gearing up the tax administration to capture goods and services
consumed by high-income groups-for example, automobiles, electrical
appliances, and restaurant and club services. Of course, there is no guar-
antee that local governments will utilize these means of increasing the
progressivity of the sales tax. A fair question is whether it is worth the
administrative cost involved to improve the vertical equity of income
distribution. Local sales tax rates will in all probability be so low that the
potential effects on the distribution of income will be insignificant.

The potential revenue performance of the local sales tax is its principal
attraction and justifies its typically higher collection cost. In Managua,
the local sales tax contributed 70 percent of local tax revenue and fi-
nanced almost 60 percent of total local expenditure in the mid-1970s.
The revenue-elasticity of the tax is also likely to be good because the
tax is levied ad valorem and revenues thus increase with general eco-
nomic activity and inflation. In terms of revenue stability local sales taxes
may be found wanting, because collections expand and contract in pro-
portion to general business conditions-although the consumption base
of a sales tax is not likely to be as unstable as that of an income tax.8
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A sales tax is revenue-productive for the local government only if it
can be adequately assessed and collected, and a retail sales tax is not a
good bet in this regard for low-income countries. The administrative
difficulties of a retail sales tax stem from the small formal sector and
from the preponderance of small retail establishments, even in the mod-
ern sector-for example, ambulatory salesmen and small shops set up
in residences. An attempt to levy a retail sales tax on these enterprises
would pose tremendous administrative costs. Small retail establishments
would almost certainly have to be exempt. Such a limited local retail
sales tax could be more easily administered because a considerably
smaller number of firms would be covered. For Bogota, Gillis estimated
that a retail sales tax with such an exclusion would lead to a reduction
in the number of taxpayers from about 40,000 to about 6,000-9,000
(Gillis 1971: 654). Because the number of taxpayers is relatively small
under such a system and because most larger merchants are keeping
accounts anyway, the added compliance costs are likely to be negligible.
The base would be so narrow, however, that statutory rates would have
to be quite high-perhaps dampening consumption in the modern sector
and stimulating it in the informal sector, which could encourage tax eva-
sion and certainly provoke political opposition by making the tax more
visible. The alternative is that the tax rate could be kept low and revenue-
productivity would be limited.

This quandary has led the few cities in developing countries that im-
pose general sales taxes to opt for the more broadly based turnover tax.
Even here, there remains considerable scope for evasion due to the dif-
ficulty of auditing small firms, and even some of the larger ones. Record
keeping is not good, even by medium-size firms, and there is little hope
that local government staffing will permit a thorough accounting of gross
sales (turnover) for all firms. Particularly for smaller firms, local turnover
taxes may be based largely on voluntary declarations, or a flat fee may
be assessed. The assumption in choosing a turnover tax over the retail
sales tax is that what is lost in ability to assess is made up for in the larger
number of firms covered and the lower statutory tax rate for each firm.

In all developing countries, sales taxes are levied by higher levels of
government. This raises the question of how a local tax could be piggy-
backed onto the central tax-that is, assessed and collected by the
higher level of government but with a share of revenue remitted to the
local authority where the tax was collected. Two arrangements are pos-
sible. First, the local tax could be a sur-rate on the central tax, and the
central government could act as collection agent. The local government
would set the local rate, determine special exemptions, and so forth, and
pay the central government a collection charge.' Local autonomy would
be sacrificed only in that the central government would choose the tax
base and determine how to collect the tax efficiently. The problem with
this arrangement is competition for the tax base. The central government
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(or state governments in some federations) is not willing to share this
very lucrative source of revenue with local authorities.

The second arrangement would consist of pure tax sharing. The central
government would return a percentage of what it collected in a locality
to the local authority, thereby providing revenue with no administrative
cost but also with no local autonomy. For example, municipalities in
Brazil receive a guaranteed share of state value added tax collections,
but distribution is by formula and local governments have no say in rate
or base determination. This is an intergovernmental transfer rather than
a local tax. The problem with such tax sharing is that local governments
might not trust the higher-level tax collectors to turn over revenues
during budget squeezes.1 0 If the sharing arrangement is constitutional
and if local tax receipts do not enter into the national (or state) budget
but are paid directly to the local government accounts, the problem is
not likely to be serious. But this is rarely the arrangement under a purely
shared tax (see chapter 13).

A final criterion for evaluating the local sales tax is its political ac-
ceptability. Because indirect taxes can be hidden in the purchase price
of goods and services, they are less likely than direct taxes to raise tax-
payer resistance and grassroots political opposition. This is especially
true for local government taxes on gross receipts, which are likely to
have a very low rate and which will be buried in sales at several levels
of production and distribution.

ln summary, the main advantage of the local sales tax is its substantial
potential for raising revenue. The main problems are administration and
regressivity. The first step toward resolution of these problems is ex-
emption of food and small retailers.

As development proceeds and the modern sector grows, general sales
taxes will come to be seen as much more feasible. Even the largest cities
in some developing countries are, however, many years away from the
conditions necessary to levy a retail sales tax effectively. The best option
is probably some combination of a shared sales tax with the state or
center and a makeshift sales tax, levied locally, that captures the portion
of the base that is presently not reached by the central system. It is to
these makeshift sales taxes that we now turn.

Local Taxes on Industry, Commerce, and Professions

Taxes on industry, commerce, and professions are a common source
of local revenue, particularly in Latin America. The data in table 2-11
show that these taxes have accounted for as much as 67 percent of local
taxes in Valencia and for 74 percent in La Paz. In the Philippines about
40 percent of municipal revenues come from the business license tax.
Dakar and Abidjan each receive about a third of total revenues from the
business tax or patente.

The nature of this local tax varies widely among countries and even
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among cities within a country. In Colombia, five types of local taxes have
been called "industry and commerce taxes." A turnover tax was used in
Armenia, Bogota, Medellin, and Monteria. A tax on the value of gross
business assets was levied in Barranquilla, Cali, and Cartagena, among
other cities. Some cities levied a tax on the value of fixed assets of the
firm located in the taxing jurisdiction (Neiva and Popayan), others on
the rental value of the business establishment (Cucuta). Finally, most
smaller municipalities imposed specific levies by type of enterprise.
Thus, although all municipalities imposed a tax with the same name, it
was actually a sales tax in some cities, a tax on business capital in others,
an annual value tax on business real estate in yet others, and in most
small municipalities nothing but a business license.

In other countries the business and commerce tax has been more uni-
form than in Colombia, but its form may vary widely by type of business.
In San Salvador, most commercial establishments were taxed according
to the value of their assets, but some were taxed at specific rates according
to the type of enterprise (Avenarius and others 1975). The business tax
in Abidjan and Dakar has two components: a fixed amount based on
type of activity and an ad valorem rate based on the annual value of the
business's real estate (1984 World Bank data). To reach the service sec-
tor, provincial and city governments also tax various occupations at a flat
rate, but this is a much less important source of revenue. In Kingston,
trade licenses are based on the valuation of the premises in which the
commercial activity takes place. The municipalities of Brazil levy a ser-
vice tax on a federally defined base of the gross value of "municipal"
services. In practice, the tax is levied on self-declared values of gross
receipts for most firms and according to a notional reference value for
self-employed occupations (Silveira 1989).

In theory any tax on industry and commerce will impose efficiency
costs by taxing business capital more than other capital-or, probably
more important, by applying various rates to different types of enter-
prises. But in Brazil it is argued that since the local service covers a part
of the base that is missed by the state value added tax, the efficiency
effects are positive (Silveira 1989). In most countries, however, the tax
rates are very low and so, one would guess, are the price distortions.
For the same reason, adverse effects on equity may not be important.

Nevertheless, one might speculate about the potential effects on eq-
uity of a tax on industry and commerce. If the tax is shifted forward to
consumers (as for a gross receipts tax), it will tend to be regressive. If
it is not shifted forward (as is likely in the case of a tax on business
capital), vertical equity may depend on the rate structure. For example,
a proportional tax on business capital or on the rental value of business
property may well be progressive because it mainly affects the high-
income modern sector. In contrast, a flat charge for business licenses is
likely to be regressive because large and small establishments pay equal
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taxes,+even though the latter belong to the low-income traditional sector.
But once one allows for graduated rate structures, which are common,
the issue becomes more complicated. For instance, in the Philippines
the tax rate declined with the level of gross receipts, in Cartagena and
San Salvador rates declined with the value of business assets, and in
Yumbo (Colombia) the rate increased with the value of assets. Yet as-
sessment of the tax on smaller firms can be much more lax, and effective
rates may be lower; in the Philippines small firms have paid a flat charge
which is likely below the normal rate.

The potential revenue yield of business taxes can be quite substantial.
With urbanization, the number and size of businesses grow, and so does
the taxable base. Although the base may be inadequately assessed, the
tax yield can grow quite rapidly. An analysis of the Philippines business
license tax shows that even with quite poor assessment and collection
practices, the income-elasticity of the tax yield can be greater than unity
(Bahl and Schroeder 1983a). Dakar reports the same growth experience
in the late 1970s, but there has been a revenue-inelastic response in
Abidjan (1984 World Bank data). The local services tax in Brazil benefits
from inflation adjustments and has an estimated income-elasticity greater
than unity (Silveira 1989: 10-11).

Taxes on industry and commerce are difficult to administer. The short-
age of skilled staff makes it difficult for local governments to assess busi-
ness capital, gross receipts, or rental value, especially for very small firms
which do not keep proper accounts. Moreover, it is very difficult to get
a complete enumeration of taxable firms within an urban area. As a result,
there is a high degree of evasion. For example, a 1971 study by the
municipal authorities in Cartagena revealed that 60 percent of businesses
were operating without valid business licenses and thus were evading
the industry and commerce tax. At the same time, it was estimated that
exempting as many as 70 percent of all businesses because of small size
would lower gross tax liabilities by only 1.2 percent (Linn 1975).

Urban governments have tried to resolve the problem of assessment
and collection in various ways. A flat charge eliminates the need to assess
small firms and self-employed professionals and leaves only a collection
problem. How to assess larger firms remains a difficult issue, however,
which has been addressed in different ways. In many cases, the tax is
self-assessed; in effect, it is a voluntary levy. These declarations are often
accepted, and only the larger firms are asked to support their declaration.
Special problems arise when the base of the business tax is rental value.
In such cases, appropriate coordination with cadastral authorities might
reduce assessment costs. This was the situation in Dakar. But assessment
data gathered for the property tax are likely to be useful for the business
tax only if the property tax is an annual value tax. Under the capital value
or site value tax system, usually no effort is made to collect information
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on rental incomes from properties. In Kingston, where trade license taxes
were imposed in relation to the value of the premises in which the com-
mercial activity was carried out, property tax assessments were not used.
Instead, local officials made separate assessments for the purpose of is-
suing trade license taxes (Bougeon-Maassen and Linn 1977).

The business tax is also plagued by serious collection problems. For
example, delinquency rates were 30 percent in C6te d'Ivoire (1984
World Bank data), which probably represents a strong performance. Two
ways to improve the efficiency of collection have been tried. First, in
Abidjan, the tax was collected from larger firms by the central govern-
ment and from smaller firms by patrolling tax collectors (who are also
responsible for assessment). About 12 percent of 1981 collections were
made by these field inspectors. Second, tax collection and other gov-
ernment actions can be coordinated-for example, by requiring proof
of payment of business taxes before issuing a permit of operation. In
some Philippine cities, proof of property and business tax payments has
been required for the issuance of the mayor's business permit. In Brazil,
about 70 percent of the local service tax due is actually paid, although
this percentage may vary widely across cities."

In summary, the main problems with these types of business taxes is
that, to make them a permissible revenue source for local governments,
they must be contrived to differ from central government sales taxes.
For example, the business license tax in the Philippines was really a gross
receipts tax on all businesses, but its administration and design were kept
quite separate from central government sales taxes. As a result, the local
business tax is rarely designed to reflect the four common objectives of
a "good" tax. It is usually meant to tax firms according to the level of
their activities but rarely does so, either because local governments can-
not easily tax turnover or value added or because they are legally barred
from taxing sales and resort to a proxy sales tax or a property tax on
businesses. Even with these flaws, industry and commerce taxes tend to
be acceptable politically, in the sense that local politicians are generally
willing and able to convince their constituents that local business should
contribute a fair share to the fiscal health of local government. And there
is not usually much resistance to it from the business community because
substantial amounts can be passed on or evaded.

The typical business tax has either inconsequential or unfavorable ef-
fects on efficiency. Its effects on equity depend on local practice, and
its administrative costs are high. One therefore justifies a business tax
on the grounds that it can raise substantial revenues, that its rate and
base adjustments will largely be unfettered by higher-level government
restrictions, that it will be relatively costless politically, and that it often
has no suitable alternative. Given the weight local politicians usually
attach to its revenue-raising advantages and the mild political resistance
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to it, analysts might best be concerned with what if anything can be done
to alleviate its relative inefficiency, uncertain equity, and administrative
shortcomings.

The path must vary according to a country's and jurisdiction's stage
of development. The more modern the local economy, the more per-
suasive is the case for switching to a formal sales tax. The legal framework
may permit a relatively easy changeover, as witnessed for instance by
the adoption of a turnover tax in Bogota (which still, however, is called
a business and commerce tax). Or such a reform may necessitate changes
in the legal framework and hence the support of higher levels of gov-
ernment. But given the aversion of these higher levels to sharing their
control of income and sales taxes with local government, the outlook for
a modern local sales tax is not very good. In such cases, the best strategy
is to improve administration of the present levy.

In smaller jurisdictions and in those with less modern economies, the
path must be a simple one. For administrative reasons, more modern
sales taxes, for example a turnover tax, are out of the question. The
emphasis must be on improving administration and on structuring a tax
that can be easily administered. Two rules are more or less universal.
First, a flat rate should be adopted, because a graduated rate structure
would unduly complicate administration. Second, administration can be
simplified by exempting smaller establishments or taxing them a flat
charge. This reduces collection problems, increases efficiency (at least
if license taxes are used), and very probably improves the vertical equity
of the tax with relatively little loss of revenue.

"Terminal" Taxes

Terminal taxes are levied on goods, vehicles, or passengers entering
or leaving a local jurisdiction. The most important form is the octroi,
which is an important source of revenue for local governments in India
and Pakistan. There is also some use of local terminal taxes on intercity
passenger traffic, both air and surface.

The Octroi

The octroi is a tax levied on goods entering a city for the purpose of
local processing or final consumption." 2 It is found in many local juris-
dictions in India, Pakistan, and (until 1981) Bangladesh.1 3 Despite the
revenue success enjoyed by the octroi in India and Pakistan, there are
strong movements afloat to abolish this tax. It has been condemned
regularly by analysts of local government finance, including numerous
Government of India Study Commissions. Gujarat, Karnataka, and
Madya Pradesh states in India have all abolished octroi. In Calcutta,
however, where the octroi was more recently adopted, it was introduced
by the state for the entire metropolitan area, with its revenues to be
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shared among the various local bodies and the Calcutta Metropolitan
Development Authority.

The base of the octroi is the value, weight, or number of items entering
a local jurisdiction by road, rail, sea, or air. In Bombay, for instance, the
tax has been imposed according to value for some commodities, ac-
cording to weight for others, and on a specific basis for oil entering the
city via a pipeline. In Karachi, the tax has been imposed by weight for
commodities entering on roads but by value for commodities entering
via the city's port. Rates varied according to complicated schedules, and
some types of commodities and goods in transit were exempt. The taxes
were collected at octroi stations: checkpoints on roads at the jurisdic-
tional borders and at railway stations, airports, and docks. In Ahmadabad,
for instance, there were 34 stations in 1973-18 rail, 15 road, and 1 air.
There was usually no assessment problem when the levy was specific;
however, an invoice was required and had to be examined at the octroi
station. Ahmadabad assessors were equipped with a manual of market
values which they used to double-check the invoiced amount. The taxes
were collected directly from the driver by the attending clerks (Bahl
1975).

A major problem with the octroi is that it may greatly increase trans-
port time and cost, and therefore the price of "imported" goods. Many
have estimated these costs as being quite substantial. A good example
of the magnitude of lost time is the estimate from the Mysore Taxation
Enquiry that "between Bangalore and Mangalore, about 800 km, a ve-
hicle has to stop for 36 hours and 40 minutes at checkposts" (Rao and
Rao 1977: 32).

Other complications of the octroi, such as bribery of octroi staff by
operators and spoilage of merchandise, are frequently mentioned. Nan-
jundappa (1973) estimated that in India the total nontax cost of reduced
utilization at border crossings was approximately 25 percent of variable
vehicle operating costs. Not all of these costs could be directly ascribed
to the local octroi, but the magnitude of the figure indicates that con-
siderable losses in efficiency may be imposed.

The octroi therefore gives locally produced commodities a pricing
advantage over commodities imported from outside the metropolitan
area. If a metropolitan area has grown beyond the boundaries of taxing
jurisdictions, the octroi may curtail even intrametropolitan trade. And
as the final irony, the tax can provide a cogent disincentive for metro-
politan integration under an areawide authority, because consolidation
of fragmented local authorities would automatically reduce the octroi tax
base by detaxing intrametropolitan commodity flows. From the stand-
point of efficiency, the octroi is therefore an unmitigated disaster.

In terms of equity the picture is more complicated and depends on
local practice. In the cities of Pakistan, attempts have been made to
structure the tax in such a way that it does not fall heavily on food and
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other essentials consumed mainly by low-income groups, and to tax es-
pecially luxury items. In Ahmadabad and Bombay, where in the past less
emphasis has been put on a progressive octroi rate structure, the octroi
was regressive and probably more so than state sales taxes (Bahl 1975).

In view of its many problems-costs of administration are consider-
able, the degree of collection efficiency is unknown but likely to be poor,
and the method of collection invites corruption-why does the octroi
continue to be used by local governments on the Indian subcontinent?
There are three reasons. First and most important, the octroi can produce
substantial revenue for local authorities. In fact, in many Indian and
Pakistani cities, it dominates the revenue structure. For example, in Ka-
rachi the octroi accounted for 80 percent of total taxes in 1986. The
corresponding statistic in Ahmadabad was 70 percent in 1984. This buoy-
ancy is caused in part by the underlying automatic growth in the base as
intercity trade expands in value and volume, and in part by the efforts
of local authorities to increase revenues by raising and restructuring
octroi rates.

A second reason for the growing reliance on the octroi is the absence
of a good alternative. Other potential sources, such as automobile taxes,
income or sales taxes, and user charges, are generally of only minor
importance in the revenue structures of cities in India and Pakistan.
Moreover, the central and state governments of India and Pakistan have
not provided sufficient grants or subsidies to enable local governments
to move away from the octroi. The fact is that the octroi is the only
major tax base (besides property values) not claimed by higher-level
authorities. Indeed, in Bangladesh and in those Indian states where the
octroi was abandoned, it was not replaced by an equally productive and
buoyant revenue source. A third reason for the continued popularity of
the octroi is that, in the Indian and Pakastani fiscal tradition, the octroi
has been politically more acceptable than user charges, and this has
tended to reinforce its use.

For these three reasons, belaboring the disadvantages of the octroi is
not a very useful approach to resolving the fiscal problems of Indian and
Pakistani cities. As long as no other productive and buoyant source of
revenue is offered and accepted, the octroi will remain a prime source
of funding for urban governments.

Other Terminal Taxes

Besides the octroi, some Indian local authorities have levied taxes on
intercity vehicle and passenger transport by charging according to the
vehicle or the number of passengers entering the city. Cities in other
countries have comparable charges, but these appear to be linked mainly
to the provision of public bus terminal facilities (in Jakarta and Kingston)
and to airport taxes (in Jakarta). In evaluating these taxes one must dis-
tinguish between taxes related to road transport and to air travel.
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If a terminal tax covers the marginal cost imposed by each bus or
passenger using the public bus station, it is efficient. If it exceeds the
marginal cost, it will introduce a bias in favor of the private automobile
and reduce overall passenger traffic. The extent of such losses in effi-
ciency depends on the price-elasticity of demand for intercity transport.
Even if this elasticity is relatively low and the efficiency losses are min-
imal, there is little reason to use this tax base. The tax base is narrow
and subject to fluctuations, administration is difficult, and in the best of
cases revenues will be negligible. Higher automotive taxation would be
a much better alternative on both efficiency and revenue-raising grounds.
Moreover, automotive taxation is likely to be less regressive because
high-income people tend to use automobiles but low-income people are
restricted to buses, if they engage in intercity travel at all.

A local terminal tax at airports presents a somewhat different situation.
It is likely to generate little distortion in resource allocation and is quite
progressive: the price-elasticity of demand for air travel is likely to be
low, and the income-elasticity is high. Furthermore, because most cities
have only one major civilian airport, usually managed by a higher-level
public authority, the collection of a local airport terminal tax is in prin-
ciple quite simple. It can be collected directly from the airlines on a per
passenger or per airplane basis, from the airport operator, or from pas-
sengers. In any case, the proceeds from local airport taxes are not likely
to weigh heavily in the local budget.

Local Sumptuary Taxes

Taxes on beer, liquor, and tobacco-usually referred to as "sumptuary
taxes"-are widely used in developing countries. In some countries, local
authorities are entitled to levy such taxes or to share in the revenues.
For example, in Zairian cities the local tax on beer consumption has been
the most important source of local tax revenues (see table 2-1 1); in Gua-
temala City local taxes on liquor, beer, and cigarettes contributed about
8 percent of local tax revenues in the early 1970s; in San Salvador a local
tax on liquor contributed 15 percent and in La Paz a local beer tax con-
tributed 7.1 percent, both in the mid-1970s. In Bogota the national tax
on beer consumption, of which 40 percent was shared on a derivation
principle with departments (states) and the city government, in 1979
raised 14.4 percent of all local revenues (excluding local autonomous
agencies). The government of BogotA also derived revenues from a local
tax on foreign cigarettes and a shared tax on all tobacco products.

On the surface, local sumptuary taxes seem to have three advantages.
First, there is a perceived moral advantage stemming from the traditional
justification for these taxes: the paternalistic concept that commodities
thought to be harmful to society should be taxed. In developing countries
the argument is at times heard that consumption of liquor, beer, and
cigarettes is not in the interest of national development and should there-
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fore be discouraged. The second argument is that these taxes can generate
substantial revenues. Third, sumptuary taxes are relatively easy to collect,
although smuggling and evasion impose rate limits.

Three considerations, however, should dampen the enthusiasm with
which sumptuary taxes are sometimes viewed by local or national au-
thorities (Due 1988; McLure and Thirsk 1978). First, consumption of
sumptuary items tends to be quite inelastic with respect to price changes.
This implies that the moral objectives of sumptuary taxes are not likely
to be well served. Indeed, at lower income levels a rise in the price of
beer, liquor, or tobacco products may lead to a reduction in the con-
sumption of other essential or nutritious goods. If this is so, even the
moral argument that those who indulge in the vices of liquor or tobacco
ought to pay for them may be quite misguided because often it may be
the children of drinking and smoking household members who are paying
the tax in terms of reduced consumption. Thus, inadvertently, sumptuary
taxes may reduce health standards and interfere with efficiency.

Second, because the consumption of beer, liquor, and tobacco is quite
inelastic with respect to income, sumptuary taxes are highly regressive.
In Bogota it has been estimated that low-income families paid about 2.5
percent of household income in local sumptuary taxes, which accounted
for about 70 percent of their local tax burden in the early 1970s. High-
income families, in contrast, paid only 0.2 percent of household income
in sumptuary taxes, less than 20 percent of their local tax burden (Linn
1980a). ̀4 This regressivity is lessened in many countries by taxing locally
produced liquors at lower rates than imported brands.

Third, in the long term the income-elasticity of sumptuary taxes is
likely to be quite low-unless real tax rates are continuously increased-
because of the low income-elasticity of liquor and cigarette consumption.
The beer tax in Bogota, which was one of the success stories of revenue
performance, actually maintained its share in overall city government
revenues from 1963 to 1972. But this was a time when the most im-
portant source of local revenue, the property tax, remained quite stagnant
in real terms, thus depressing the overall growth of revenues. The
income-elasticity of all local taxes in Bogota during this period was a
dismally low 0.142 (World Bank data).

In sum, sumptuary taxes can raise a substantial and steady amount of
local revenues with relatively little administrative complexity, minor po-
litical costs, and no major efficiency loss, except for the possible but
largely unproven reduction of nutritionally important items in a family's
food basket. The main drawback of these taxes is therefore their distri-
butional effect, which is potentially quite regressive. This drawback
causes us to ask about the distributive implications of expenditures fi-
nanced by these sumptuary taxes.

To answer this question, one must carefully consider the expenditure
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policies of the local taxing authority. If expenditures are primarily di-
rected toward the population-such as primary education, basic health
care and disease prevention, infrastructure provision for low-income
neighborhoods, and community development-then additional revenue
generation, even through a regressive tax on beer, liquor, and tobacco,
may improve the overall distribution of income. Cursory observation of
the activities of the local government in Bogota (excluding autonomous
agencies) suggests that indeed this may have been the case. Nevertheless,
the property tax in Bogota, which is clearly more progressive than the
beer tax, decreased in importance in the 1970s, although the beer tax
at least maintained its share. Thus quite possibly the total distributional
effect of local government activities in Bogota has deteriorated (see Linn
and others 1984).

Entertainment Taxes

Local governments in many developing countries commonly levy taxes
on various forms of entertainment: restaurants and hotels, theaters, mov-
ies, other public events, and betting and gambling. Lotteries operated
by local governments might also be thought of as an entertainment tax.
Most commonly, taxes are levied on theaters and movies, sometimes at
specific rates per show, sometimes as recurrent license fees, and in yet
other cases as a proportion of gross receipts or of the value of the tickets
sold. Rates can be quite high, as for instance in Jakarta during the early
1970s, where they ranged up to 45 percent on the gross receipts of the
better movie houses.

In most countries, local governments assess and collect the entertain-
ment tax and in many cases may freely alter the rate and base. In some
Indian states, however, it is a shared tax with state assessment, collection,
and rate-base determination. Ninety percent of collections in Karnataka,
for example, were assigned to local bodies on the basis of origin (Mal-
hotra 1986).

Local taxes on betting and gambling may be a particularly important
source of revenue, especially where a racecourse or casinos provide read-
ily identifiable tax opportunities (as in Cartagena, Jakarta, and Seoul).
Arrangements between local authorities and casino operators typically
involve a considerable amount of bargaining and at times even take a
contractual form (Cartagena). To what extent this practice also invites
under-the-table payments is difficult to establish, but in some cases it
leads to poor budgetary management and control. For instance, unex-
plained discrepancies between contractual obligations and actual pay-
ments occurred in Cartagena in the early 1970s. At the same time in
Jakarta, a substantial part of the revenues from gambling taxes and li-
censes did not enter the official accounts of the local authorities but was
channeled into a separate fund under the exclusive control of the gov-
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ernor (mayor) of Jakarta and was used without formal accountability for
various local projects.

In many respects the common arguments for entertainment taxes are
similar to those for sumptuary taxes. Entertainment is not regarded as
essential consumption, and it is believed that those being entertained
deserve to pay heavily for it and to support the public purse. As with
sumptuary taxes, there is little evidence that the price-elasticity of de-
mand for entertainment is high or that these taxes significantly restrict
the consumption of luxury goods. If people intend to play, an enter-
tainment tax probably will not deter them. Indeed, the greater danger
may well be that for gambling operations and other more dubious forms
of entertainment, local officials may get too closely involved with op-
erators while bargaining for and collecting taxes and thus incur the risk
of losing their credibility as impartial administrators.

In contrast to sumptuary taxes, however, entertainment taxes may be
structured so as to be quite progressive. Taxes on restaurants and hotels,
as well as those on theaters and movies, frequently vary with the type
of establishment, such that more luxurious establishments are taxed at
higher rates than those providing cheaper fare. The distributive effect
of gambling taxes depends on the type of gambling covered. In Colombia,
for instance, various types of betting cater heavily to low-income groups.
Conversely, casino gambling tends to be restricted to high-income
groups, including tourists. Therefore, unless these taxes fall especially
heavily on forms of entertainment enjoyed by the low-income classes,
such as cheap movie houses and some common types of betting, the
distributive effect of these taxes is likely to be quite progressive. Indeed,
entertainment is one type of luxury consumption that can be taxed quite
effectively at the local level (as in Bogota, Cartagena, and Seoul).

The revenue performance and administrative sides of entertainment
taxes are somewhat less favorable. Assessment and collection can be
difficult, as in Jakarta and Seoul, but it is also possible for the central
government to act as the collection agent, as in Bangkok.15 Revenues
are generally not substantial, although their buoyancy can be consider-
able. For instance, entertainment tax revenues in Jakarta and Seoul had
a buoyancy greater than unity in the 1970s, and in many of the other
cities revenues from these taxes were among the most rapidly growing
of all local taxes.

Except for public lotteries, which are a rather special way to raise local
revenues, entertainment taxes represent a relatively desirable form of
local taxation, although their administration may cause some concern.
But these taxes cannot be relied upon to provide a major source of
financing for urban governments. Jakarta was exceptional in two respects:
first, the base for entertainment taxes was particularly large; and second,
other local revenue sources, with the exception of motor vehicle taxes,
were not very well developed. Thus the contribution of entertainment
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taxes, which appeared large when considered in relation to all other
revenues, was less impressive on a per capita basis or relative to income
in the city.

Public lotteries deserve special consideration because they are not
coercive and do not distort resource allocation. Common objections are
that they encourage gambling, that by making betting a matter of public
policy they undermine the moral fiber of society, and, most important,
that they divert consumer spending away from necessities-especially
among low-income groups. But lotteries can make quite a substantial
contribution to revenue. For instance, Bogota's lottery raised 11 percent
of all local tax revenue in 1982.

At first glance, the incidence of lottery ticket payments might seem
quite regressive, but much depends on how one views it. Lottery rev-
enues do not compete with other forms of taxes, simply because they
are not perceived as taxes by the public or by policymakers. Rather, their
revenues are often viewed as a financial resource which could not have
been raised in other ways. Another way to look at the problem is that
the lottery tickets would have been purchased in a private game had
there not been a local government lottery; hence, there is only a transfer
effect and no harm to the income distribution. In addition, there is the
question of how the money is spent. Lottery proceeds are often ear-
marked for socially worthy causes. In Bogotd the statutes governing lot-
tery operations required that 75 percent of the net proceeds be spent
on basic public health and general welfare measures, with the remainder
going to help the large number of homeless children stranded on the
streets of the city. Ar least in this case, the overall distribution effect of
the local lottery might be quite favorable. Providing that lotteries are
acceptable on ethical and political grounds, they may present a useful
supplement for local finances in the large cities of developing countries.
They bring in some revenue and have few bad side effects.

Minor Local Taxes, Licenses, and Fees

One of the most striking features of the tax systems in most cities of
developing countries is the proliferation of minor revenue sources. 6
These are mostly selective excise taxes and a variety of license taxes,
fees, stamp taxes, and poll taxes. Although any one of them does not
contribute much to revenues, they may jointly weigh quite heavily on
the overall financial structure, making wholesale abandonment quite dif-
ficult (see table 2-1 1).

There are three good reasons for the continued existence of these
taxes. The most obvious is the lack of other options for raising revenue.
The second is simply inertia: these miscellaneous sources have "always
been there." Comprehensive local government tax reforms are very rare,
though not unheard of; hence, there is no particular occasion to abolish
these taxes. Their abolition can occur, however. In the past, Buenos Aires
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relied on a large number of minor nuisance taxes, but these were abol-
ished and replaced by a tax on commercial and industrial activities
(Mouchet 1972). The third reason for using these taxes is the desire to
include as much as possible of the local population in the taxpaying
community. This can be a costly process, but there may be important
social benefits to be gained from expanding the public's involvement in
government.

For some combination of these reasons, it is thus not unusual to find
as many as two dozen different local taxes. Of 20 local taxes in Managua,
only 3 yielded as much as 3 percent of total local revenues in 1974. In
Cartagena, 28 of 32 local taxes contributed less than 5 percent (in ag-
gregate) to locally raised revenues in 1972 (not including revenues of
local autonomous agencies). In Jakarta, of the 11 largest local taxes, only
3 yielded more than 5 percent of total local revenues in 1974. All local
governments in Indonesia are eligible to impose more than 100 taxes,
but together these yield less than 20 percent of local governments' own
source revenue.

In general, these minor taxes are difficult and costly to collect, and
compliance costs are high. In Cartagena the cost of assessing and col-
lecting all local taxes, with the exception of the property tax, amounted
to approximately 15 percent of receipts from taxes and licenses. In many
cases the taxes are poorly understood and enforced by local officials, and
they may amount to little more than voluntary contributions by those
who choose not to evade them.17 Each individual tax source yields little
revenue and shows little buoyancy or predictability, although some cities,
notably Jakarta, have been able to increase revenues through more ag-
gressive collection efforts and by increasing the number of minor taxes.
The effect on efficiency and equity varies widely with the particular tax
concerned, but on balance they tend to interfere with consumer choice
and business activity and are likely to be quite inequitable horizontally
as well as vertically. The size of these effects, however, is likely to be
minimal.

There is an almost endless variety of these minor taxes. The following
five types are the most common. First, local governments frequently have
taxed advertisements (Bangkok, Bogota, Cali, Cartagena, Jakarta, Teh-
ran). These taxes are imposed on specific types of advertisements (for
example, signboards) and are characterized by complicated rate sched-
ules, considerable collection and compliance costs, and small revenues.

Second, taxes on construction activity also abound. Typically, they are
levied on building permits (in the cities of Colombia and Zaire and in
Valencia), but in some cases on building materials (Managua, Tehran).
These taxes interfere with construction activity and thus can lead to
inefficiency in the building sector. Building permits could conceivably
be used to tax luxury construction in the interest of equity and resource
allocation, but this is generally not done. In Cartagena, where it was
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possible to analyze carefully the local construction tax, it was found that
the tax rate was inversely related to the value of the structure. In any
case, administration and enforcement of this type of tax are likely to be
difficult and costly, unless this type of tax can be combined with a well-
administered property tax. Unfortunately, coordinated administration of
these two taxes is the exception rather than the rule.

Third, nonmotorized vehicles are frequently taxed by local authorities,
as in Colombia, India, and Indonesia. These taxes generally are designed
to recover the cost of road and street construction and maintenance, and
they usually take the form of annual license fees. As the discussion of
automotive taxation in chapter 7 indicated, license fees cannot approx-
imate the marginal cost of road use. If the costs imposed by nonmotorized
vehicles are believed to be excessive (for example, in a heavily congested
city center), it may be preferable to restrict their use through more direct
means. As a revenue raiser, taxes on nonmotorized vehicles are inef-
fective, given the difficulties of assessment and collection and the low
value of the tax base. Furthermore, on equity grounds, these taxes are
quite objectionable because they tend to burden mainly low-income op-
erators and users.

Fourth and much less common are local excise taxes on public utilities.
In Cali, the local public utility-which provides water, sewerage, elec-
tricity, and telephone services-was required to pay 4 percent of gross
revenues to the general account of the local government. In Cartagena
in the 1970s the local government levied a tax on telephones. In Tehran,
a local tax was levied on the sale of electricity, but for most uses this tax
was only nominal; instead of collecting a tax on electricity sales, the
municipality received free electric services from the electric company.
Elsewhere, implicit taxes (or subsidies) are frequently levied on (granted
to) the users of local public utility services through utility pricing prac-
tices. These are discussed further in chapters 9, 10, and 11.

The main feature of interest here is that in some cities public utility
operations have been explicitly recognized and utilized as a local tax base.
Of the three major types of public utility services (water, power, and
telephones), telephones are probably the most promising source of local
revenues. Residential telephones, in particular, are a luxury consumption
item restricted mainly to high-income groups that can be the base for a
progressive local tax. The tax is easily administered and can raise quite
substantial revenues. In Cartagena a tax of $5 per telephone connection
per month (compared with the fees of $0.15 actually in place) would
have increased tax revenues of the local authority by 120 percent as of
1972. In Bogota a similar tax would have increased tax revenues by
approximately 80 percent during the same year. This type of tax is
uniquely suited for the larger cities of developing countries, in which
telephone ownership is heavily concentrated. Because excess demand
for telephone connections is frequently encountered in cities of devel-
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oping countries and because the price-elasticity of demand for telephone
connections is likely to be quite low, the efficiency losses from a resi-
dential telephone tax are probably minimal. 8 More problematic are taxes
on water supply and electricity. The equity argument is likely to be less
strong in this case, and the efficiency losses may be more serious.

Fifth, local governments typically employ a whole host of stamp duties,
licenses, and fees. In the least, they are merely bothersome for tax ad-
ministration, as for instance the stamp duty on salaries and wages of local
government employees in Cartagena. Usually, however, they interfere
with the efficiency of local government (for example, by setting up an
incentive for evading local regulatory actions such as health and sanitary
inspections) or they impede the administration of other taxes (for ex-
ample, by subjecting bank checks or receipts to stamp taxes and thereby
encouraging the use of cash in transactions and reducing actual evidence
for sales and income tax administration and enforcement; Due 1988).

Selective license taxes and fees are generally intended to recover the
cost of issuing licenses or providing minor government services (for ex-
ample, building inspections), or to limit public nuisance caused by private
actions (for example, pet ownership or the obstruction of sidewalks by
scaffoldings). To the extent that these charges are actually linked to ad-
ministrative or nuisance costs, this can be a reasonable basis for taxation,
provided that costs of administration and compliance do not outweigh
gains in revenue and efficiency. But most of the licenses and fees actually
applied in developing countries are likely to be way off the mark in this
respect, and a careful review with an eye toward reducing the number
of charges usually levied would be appropriate.

Summary and Evaluation

Local taxes fall into five broad categories. The first group includes
property taxes, vehicle license taxes, and entertainment taxes. These
taxes are generally uncontroversial on efficiency grounds, with the ex-
ception of the issues of the taxation of buildings, and tend to improve
the distribution of income. Most important, each of these sources can
raise substantial local revenues at relatively low administrative cost. "
Although they may require some coordination with higher-level au-
thorities, local authorities are given a relatively large degree of freedom
to manage these taxes. Finally, these taxes tend to be quite well estab-
lished and accepted by politicians and taxpayers alike as fair and rea-
sonable bases for local revenue generation, provided that their admin-
istration is moderately effective in avoiding unnecessary horizontal
inequities and compliance costs. These are, therefore, the taxes which
should generally be expected to finance a major share of urban expen-
ditures.

The second group of taxes includes industry and commerce taxes,
terminal taxes, and sumptuary taxes. The main reason for their existence



OTHER URBAN TAXES 237

is that they can raise substantial amounts of revenue in politically and
legally acceptable ways and with little need for coordination with higher-
level authorities. But they potentially distort the allocation of resources
in production and consumption, they can be regressive and usually in-
volve horizontal inequities, and almost invariably they have considerable
administrative and compliance costs (sumptuary taxes excepted). These
well-known drawbacks are given little weight by local legislators and
administrators, for whom the expanded use of these taxes offers a path
of least resistance in meeting revenue objectives. More important, all
possible modifications must be made in the structures of these taxes to
reduce distortions, inequities, and administrative costs; and less costly
alternative local taxes or revenue sources must be explored.

The third group of taxes includes income taxes and general sales taxes.
The major problem with these taxes is that their success requires a large
degree of coordination between local and higher-level authorities and
that the higher level frequently does not accept them as suitable instru-
ments of local taxation. The efficiency losses and horizontal inequity
associated with local income taxes and general sales taxes are likely to
be small, and although revenue yields may be large and buoyant, they
are likely to fluctuate considerably with business activity.

The fourth group of taxes consists of what may best be called nuisance
taxes (selective excises, licenses, stamp duties, poll taxes, and so forth),
most of which are highly inefficient and inequitable, perform poorly in
raising revenue, and have high administrative costs. They continue to
exist because their use is generally unencumbered by higher-level gov-
ernments and because they are a conventional and thus politically ac-
cepted source of local revenues in many countries. To the extent which
is feasible, they ought to be abolished, simplified, or integrated into other
less harmful local taxes.

This leaves the fifth group, those charges which are primarily intended
to increase efficiency. The main examples discussed so far are the various
forms of congestion charges on motor vehicles in urban areas. They are
also generally desirable on grounds of equity, revenue performance, and
the relatively low need for coordination with higher-level authorities.
Their main problems are difficulties with administration and political
acceptability, although the admittedly limited experience in Singapore
indicates that congestion charges are feasible and effective. User charges
for urban services are the most important source of urban revenues
whose collection can help improve, not worsen, the efficiency of resource
allocation. We turn to these charges in chapters 9, 10, and 11.





PART III

User Charges for Urban
Services

URBAN GOVERNMENTS in developing countries rely on a large variety
of charges which are directly related to the provision or use of urban
public services. These charges include public utility tariffs, special as-
sessments to recoup the costs of infrastructure investments, fees for
education and health services, and, more generally, all the types of
charges which are levied on urban residents on the basis of some benefit
received or cost imposed on account of service provision and use.

The extent to which these charges contribute to urban fiscal resources
varies widely between countries and cities (see chapter 2 above), but in
many places service-related charges have contributed significantly to the
level and growth of revenues of urban government. Considering that
user charges can raise substantial revenues in a fair and publicly accept-
able manner, increase the efficiency of allocation of existing service ca-
pacity, and help guide investment decisions, it is surprising how often
their role in financing urban services in developing countries is neglected.

The purpose of the following chapters is, therefore, to direct attention
to the principles and practices of user charge financing in the cities of
developing countries. The services discussed here include the main pub-
lic utilities (water supply, sewerage, electricity, and telephones), solid
waste disposal, public transport, road construction, and housing. Edu-
cation, health, public markets, cemeteries, and abattoirs will be dealt
with only in passing, whereas police, fire protection, and recreation will
largely be ignored on the grounds that either the scope for user charge
financing of these services is severely limited in developing countries
(for example, police and fire protection), or that the services do not have
the prominence which they tend to have in the cities of the more in-
dustrialized countries (for example, recreation).

Chapter 9 discusses the basic principles of user charge finance as they
apply, to a greater or lesser extent, to all major urban services. Chapter
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10 deals in detail with water supply and sewerage services. The reasons
for this emphasis are twofold. First, these services are almost universally
a responsibility of the local authorities in developing countries, and they
lend themselves particularly well to user charge financing. Second, the
empirical evidence on these services is quite rich, thus providing a good
basis for a case study of the issues involved in user charge financing of
urban services. Chapter 11 discusses briefly the major issues and the
evidence available on the pricing of each of the other urban services.



9 Issues in Pricing Urban Services

THIS CHAPTER PROVIDES an overview of the most important issues
arising from an analysis of the pricing of urban services. The complexity
of the matter warrants a careful exposition of how the same basic ana-
lytical arguments apply to various services. Without this exposition, the
impression could be given that different principles apply to different
services. In fact the opposite is the case: the same basic principles apply
to all services, provided one allows for the specifics of supply and demand
and for the varied institutional situations.

This chapter is organized in four sections dealing with four concerns
in pricing urban services: efficiency, fiscal constraints and their impli-
cations for financial viability, equity and growth, and political and ad-
ministrative feasibility. Although economists are prone to emphasize ef-
ficiency, all four concerns need to be considered if one is to arrive at a
reasonable compromise among them. This chapter treats each concern
to show how tradeoffs among them are made for various services.

The Efficiency Argument for User Charges

Efficiency is clearly not the only objective for which user charges are
levied or designed; indeed financial, administrative, and equity objectives
tend to dominate policy decisions regarding the level and structure of
user charges.' Although these objectives can and should not be forgotten,
it behooves the economist to begin the discussion from the vantage point
of efficiency because "he is likely to be a lone voice for efficiency (in a
chorus of shouts for inefficiency) in order to achieve this or that desired
social or political goal."2 The efficiency argument for user charges begins
with the simple but much debated rule of marginal cost pricing for public
enterprises, which requires considerable amendments before it can be
applied to any specific service.

The Marginal Cost Pricing Rule

The basic rule of efficient pricing states that the price of a public service
should be set equal to the marginal cost of producing the service. The
justification of this rule is that welfare is maximized when the benefit
of an additional unit of the service to the consumer-which is reflected
by his willingness to pay the price-is equal to the cost of producing
this additional unit, that is, its marginal cost. As long as price is above
marginal cost, a reduction in price and the resulting additional con-
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sumption of the service will lead to an increase in net benefits because
total costs will increase by less than total benefits. If price falls short of
marginal cost, however, then consumers will value the last unit consumed
at less than the cost of producing it, and therefore net benefits will be
increased by raising the price and reducing consumption.3 The rule thus
allocates resources efficiently in that it identifies the level of output that
produces the greatest net benefit from service provision.

The marginal cost concept of relevance here is short-run marginal cost,
that is, the cost incurred by producing an additional unit while keeping
productive capacity constant. To the extent that capacity can be expanded
in small installments, long-run costs will equal short-run marginal costs
in an efficiently managed plant. This is because the plant will always
operate at the level at which the cost of producing an additional unit
with existing capacity is equal to the cost of expanding capacity to provide
the additional service. Matters are more complicated if capacity can be
expanded only in "lumpy steps," as is the case for many urban services-
for example, the construction of a dam, sewage treatment plant, highway,
school, or hospital. Unless service shortages are endemic, the service
system will possess excess capacity after a new (large) unit of capacity
has been added. As long as this is the case, in principle all that should
be charged for an additional unit of the service consumed is the variable
cost of increasing service output at that time. To determine this cost,
one should be guided by the causal relationship between output and
costs. For instance, an additional unit of potable water may require ad-
ditional pumping and treatment expenses but not much else. An addi-
tional passenger on a half-empty bus or an additional student in a half-
empty schoolroom may impose virtually no additional cost. Therefore,
on a strict interpretation of the principle of marginal cost pricing, when-
ever there is excess capacity, the charge should be very low, possibly
even zero, because the marginal use of excess capacity imposes virtually
no opportunity cost.

There will also be times when existing service capacity is fully utilized,
however, and this is frequently the case for urban services in developing
countries. A corollary of the marginal cost pricing rule then applies:
whenever capacity is fully utilized, the price should be set so that it will
cause demand for the service to adjust to equal the capacity to supply
it. This prescription is based on the principle that using price to ration
a scarce commodity is more efficient than other means of rationing (for
example, waiting lines or administrative fiat). Price rationing is superior
to other forms of rationing because it allocates the scarce commodity or
service among users according to the highest marginal valuation; it saves
administrative costs; and it may prevent losses associated with over-
crowded public facilities, such as low pressure in water pipes caused by
excess demand, and the like.

The implication of this corollary to the marginal cost pricing rule is
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that, whenever extension of capacity is feasible only in lumpy stages,
price will fluctuate over time. Price would equal short-run marginal cost
as long as there is excess capacity, and thus it would be set low or possibly
at zero. But as full capacity is reached, price would increase to equalize
demand and capacity supply. Investment in new capacity would be ap-
propriate if consumers were willing to pay the long-run marginal cost of
system expansion, that is, if price equaled the opportunity cost of ex-
panding the system to provide the additional unit demanded. Ideally,
then, the marginal pricing rule can also guide the investment decision
because consumers are made to reveal their preferences for the additional
output and thus provide a measure of the marginal benefit of system
expansion which can be compared with its cost.4

This scenario of the "pure" marginal cost rule of pricing a publicly
provided service may strike the reader as rather unreal for a number of
reasons, not the least of which is that wide fluctuations in price may be
quite impractical, and indeed costly. In fact, application of the pure rule
requires a number of restrictive assumptions:

* The demand for the service should respond to price changes; that
is, it should not be perfectly price-inelastic.

* There should be perfect information on the part of the users re-
garding future cost and price changes.

* No externalities should result from the provision or consumption
of the service.

* There should be no distortions anywhere else in the economy.
* The prices of inputs to the production of the service, and the prices

of substitutes or complements to the service, should not be dis-
torted by taxes, subsidies, or externalities.

* Whenever the rule results in a financial surplus or deficit for the
service, nondistorting subsidy or tax schemes should be available
so that it will be possible to absorb the surplus or deficit without
affecting the allocation of resources in the economy.

* There should be no administrative or transaction costs associated
with implementing the rule.

* Production of the service should be efficient in that the costs of
producing a given unit of it are minimized.

These assumptions represent a formidable array of limitations on ap-
plying the rule. Their effect will be further assessed below. Even under
most modified pricing rules, however, five implications of the marginal
cost principle remain relevant. First, the marginal cost principle is not
concerned with sunken or historical costs but with opportunity costs
incurred by greater use of a service. These may or may not equal historical
costs, and in many cases they will not, because economies or disecon-
omies of scale, technological advances, natural resource constraints, shift-
ing factor prices, changed service standards, and the like will change the
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marginal costs of service provision over time. Factors that lead to changes
in marginal cost include economies of scale in public utility services,
advances in telecommunications technology, limitations on energy and
water resources, improvements in educational or health standards, and
increases in labor costs.

Second, consumers should be charged equal prices for the services
consumed unless they impose differential marginal costs on the system.
Rising (or falling) block rates commonly encountered in public utility
services usually cannot be justified on efficiency grounds because it is
the cost of the last or additional unit consumed by any user (large or
small) that must be matched by the price.5 Quantity discounts or sur-
charges can sometimes be justified on efficiency grounds, however, be-
cause of (dis)economies of scale or externalities associated with the extent
of an individual's use of the service.6

Third, marginal cost prices need to be adjusted frequently during in-
flationary periods. If the underlying real cost structure does not change
over time and if a user charge has been correctly set at a particular time,
rapid inflation means that after two or three years the nominal user charge
may diverge considerably from the efficient charge. User charges thus
share the fate of excise taxes in that their real value erodes during periods
of general price inflation unless an effort is made to maintain it through
frequent (and often politically difficult) upward adjustments. We could
find only a few cases in which frequent attempts were made to keep user
charges in line with the rise in the general price level.

Fourth, only if the demand for the public service shows some price-
elasticity will efficiency be affected by whether or not the service is priced
at marginal cost. If the demand for a service is perfectly or almost per-
fectly inelastic, the quantity consumed will not change in response to a
change in price. Therefore, the use of economic resources will not be
affected by the price, and no loss or gain in efficiency will result from
setting prices above or below marginal cost. Demand does not have to
be very elastic, however, before the effects of price setting on resource
allocation become important. For instance, Ray (1975: 12-15) develops
a simple example of a bus transit system in which he assumes that the
elasticity of demand is as low as -0.3 (that is, demand for the service
falls by 30 percent as price is raised by 100 percent). He then shows
that even for such a low demand-elasticity a welfare loss of 6-58 percent
can occur for every unit of additional revenue generated by an increase
in transit fares. The exact amount depends on the response of operating
costs to the reduced demand for public transit. Thus the efficiency losses
or gains from incorrect or correct pricing may not be negligible, even
at low demand-elasticities.

Fifth, developing and industrial countries differ in the reasons for their
concern about user charges. In industrial countries there are two main
reasons for more efficient user charges. One is to limit the excess pro-
vision of public services, which is encouraged by pricing policies geared
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to satisfy such noneconomic objectives as the desire of public service
managers to increase their sphere of influence via even an inefficient
expansion of the service (Bird 1976b). The other is to control environ-
mental hazards, in particular water and air pollution. Pricing policy is
seen as one way of promoting an efficient use of natural resources
(Kneese and Schultze 1975).

In developing countries the problem is perhaps less one of an over-
extension of the public sector, although here, too, charging for public
services is a way to ensure that public and private providers compete on
an equal footing. Rather, a policy for user charges should discipline plan-
ners and users to limit service standards so users are able and willing to
pay for their costs, permit the replicability of services, and raise resources
for the expansion of services required by rapidly growing large cities.
The role of user charges in controlling the environmental damage caused
by economic development is so far still largely undetermined, mainly
because many developing countries have not made a priority of envi-
ronmental conservation. As environmental issues take on more impor-
tance in developing countries, however, the possibility of limiting en-
vironmental damage through appropriate pricing policies is becoming a
major concern. These perceptions of the differing potential roles of user
charges in developing and industrial countries reflect large differences
in resource endowments and preferences. In rich and poor countries
alike, however, user charges set equal to marginal cost can increase the
efficiency of urban growth and development.

The remainder of this section, which takes economic efficiency in re-
source allocation as the dominant objective of pricing policy, explores
further implications of the marginal cost pricing rule and critically re-
views the assumptions on which it is based. Two kinds of refinements
need to be made before the rule can be applied. The first is a more
careful specification of the dimensions of cost and output of a service
and a recognition that the cost may vary across space, time, and consumer
classes. This consideration leads to a more complex formulation of the
rule without, however, affecting its basic validity. The second refinement
is to amend the basic rule because one or more of the assumptions on
which it is based do not hold. This particularly relates to the problems
of lumpiness of investment, lack of perfect information among con-
sumers, administrative and transaction costs, externalities and distortions
elsewhere in the economy, and the fact that nondistorting taxes or sub-
sidies generally are not available to finance deficits or absorb surpluses
that may result from an application of the rule. These refinements are
discussed below.

Refinements of the Rule

DIMENSIONS OF PUBLIC SERVICE OUTPUT AND COSTS. In applying the mar-
ginal cost pricing rule the first question which arises is, What aspect of
service provision is being considered? Is it the consumption of a service
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output such as potable water, electricity, waste disposal, education, or
health? Is it access or connection to a service such as water, electricity, or
telephones? Or is it the opportunity to use or to connect to a service? For
each of these three dimensions, different private decisions and marginal
costs are involved.

The decision to demand or not to demand an additional unit of a
publicly provided good or service involves consideration of the short-
run marginal costs of public production and distribution, that is, the
additional inputs required to produce the added service unit. These may
include the wear and tear from use and stock depletion. For example,
the consumption of an additional unit of drinking water may involve
marginal costs of treatment and pumping, of wear and tear on machinery,
pipes, and so forth, and of depletion of storage tanks.

The decision to connect or not to connect to a service (that is, gain
access to a service) involves two types of costs. First, there is the cost
of the infrastructure work to connect a customer to the arteries of the
distribution (or collection) network, including any recurrent costs of
maintaining service. The costs of any extension of the network required
to hook up a customer (piping, electric lines, earthworks, and so forth)
and of maintaining it, the costs of metering equipment and of maintaining
it, and the costs of reading meters and billing customers could thus be
attributable to the connection decision. Second, with the connection of
an additional customer the public authority in charge of the service often
incurs a requirement of "readiness to serve" whatever amount of the
service the customer demands. This requirement may mean that capital
investment must be made to provide productive capacity related to the
number and type of connections rather than to actual use.

For some services actual connections do not determine the need for
capital investment. Rather, enough investment must be made to give
people who decide to settle at a particular location the opportunity to
connect. For instance, if people move from the countryside to the city
or from one part of the city to another the public sector must provide
service capacity (education and health facilities, production and distri-
bution facilities for public utilities, and so forth), whether or not any one
migrant decides to utilize a service. For example, public utility mains
and the urbanized area of a city must expand together. A property owner
may decide not to connect to a service or may decide to send his children
to private school; the public authorities must nevertheless (within mar-
gins set by experience) provide service capacity.8

These different private decisions and costs are important because the
main function of an efficient service pricing structure is to ensure that
each individual has to weigh the marginal costs of each decision against
its benefits. Therefore a use-related price should reflect the marginal
cost of production and distribution, a connection charge should reflect
the marginal connection costs (capital and recurrent) and the capacity
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costs related to the need to be ready to serve those who are connected,
and a location charge should reflect the costs of being ready to serve the
population which are not taken care of in the connection price.

The use-related decision, and its associated cost and price, exist for
virtually all urban services. The connection-related decision, cost, and
price exist mainly for site-specific services which require a hookup to
distribution or collection networks (especially public utilities). The
location-related decision, cost, and price are particularly important for
services that are not site-specific, such as public education and health.
But they are also applicable to the distribution (and collection) mains,
major storage facilities, and productive capacity required for public util-
ities, to the extent that these are linked not only to connection but also
to the locations of potential consumers or connections in particular ser-
vice areas.

For the optimal provision of the services related to each type of de-
cision, their prices need to be set equal to their marginal costs. Multiple
service charges may therefore be required for efficiency, even before
financial viability or equity is considered. The application of these con-
siderations to several urban services and their implications for pricing
structures will be discussed in chapters 10 and 11.

VARIATIONS IN COSTS ACROSS SPACE, TIME, AND CONSUMER CLASSES. The
marginal cost pricing rule requires that each individual pay the marginal
cost he generates. Hence, differences in service costs-across space,
time, and customer classes-should be reflected in a refined pricing
structure. This concern must be tempered by consideration of the higher
costs of administering and processing the transactions required by these
refinements. This section briefly describes possible spatial, temporal, and
consumer-group service cost differences without weighing these trans-
action costs explicitly.

There are three kinds of spatial cost differences: sectoral (rural and
urban areas compared), interregional (one region or city compared with
another), and intraregional (neighborhoods within a region or city com-
pared). First, sectoral differences may occur because the marginal cost
of providing public services to rural consumers may be higher than for
urban consumers, mainly because rural areas have lower population den-
sities and thus higher costs of distribution or collection. The smaller-
scale operations that tend to be found in rural areas, especially public
utilities, may also have higher unit costs for providing certain services.

Second, interregional differences may occur because of variations in
natural resource availability, input costs, technologies, or size of oper-
ations. Much of the argument about optimal city size has revolved around
the question of whether it is more costly to provide public services in
larger than in smaller cities.

Third, intraregional or intracity differences result mainly from varia-
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tions in density of population and topography. In general, densely pop-
ulated areas are cheaper to service because less needs to be spent on the
distribution or connection network per consumer or per connection,
particularly for public utilities and for road and street construction. The
negative relation between density and per unit service costs is, however,
not a necessary phenomenon. Higher density may require higher-cost
technologies (underground electric cables instead of overhead lines, wa-
terborne sanitary sewerage systems instead of septic tanks, and so forth)
and may be associated with higher input costs, especially for land. Top-
ographical cost differences result mainly from the fact that many of the
larger cities in developing countries have rapidly expanded into such
areas as steep mountainsides, swamps, and floodplains, which are difficult
and therefore costly to service. In such areas, the construction of roads,
the laying of service pipes, and even the construction of schools and
health facilities may require larger capital outlays (and possibly higher
operating costs, for example, special pumping of water) than in areas of
flat and dry ground. 9

An efficient system of service prices should reflect these location cost
differentials. If marginal service costs are not reflected in service prices
and are instead averaged across locations, then use and extension of the
service will be overly encouraged in costly areas and discouraged in
cheaper areas. Nevertheless, if the service is provided by a suprasectoral
or regional authority, costs are frequently averaged across sectors (that
is, rural-urban differentials) and regions. And intraregional cost differ-
entials are often neglected by local and higher-level government agencies
alike. The reasons for this averaging and neglect differ from case to case.
Sectoral averaging is often a deliberate policy pursued for equity reasons,
that is, an attempt to redistribute income from the more prosperous
urban sector to the poorer rural sector, where without some subsidization
the provision of services might not otherwise be feasible because of rural
consumers' lack of ability or willingness to pay."0 Interregional averaging
often has a similar cause, but it may also be part of an explicit policy of
encouraging the development of lagging regions for reasons other than
inrerregional equity (for example, in order to offset biases in favor of
the development of central or leading regions, which exist for various
reasons in many developing countries).

Very often, however, there is simply not much knowledge about, or
attention paid to, cost differentials, not least because of a pervasive phi-
losophy that public services should be provided as a right to consumers,
all of whom may be expected to pay the same price because "a gallon
of water [or whateverl is a gallon of water," whenever or however con-
sumed. If such a philosophy prevails, there is no incentive to compute
differential intersectoral, interregional, or intraregional costs, let alone
apply different charges based on different costs. The following chapter
will report the results of research on locationally differentiated marginal
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costs for water supply and sewage services in Cali and Nairobi which
indicate that at least for these services intracity cost differentials can be
quite significant.

Demand and supply change not only across space but also over time.
On the demand side, many public services are characterized by seasonal,
weekly, or even daily peaks in consumption. Seasonal demand peaks
especially affect water supply. During the dry season(s) more water may
be demanded due to the absence of private substitutes and the increased
need to water gardens and lawns. Weekly and daily peaks occur for
virtually all public services, but especially for electricity, telephones, and
urban transportation. The main point about intertemporal demand varia-
tions is that, although excess capacity exists, during off-peak periods peak
demand typically runs into capacity constraints beyond which supply
cannot be expanded or can be expanded only at the cost of increased
crowding and congestion (for example, longer telephone waiting times,
low water pressure, electrical brownouts or power outages, and crowded
buses and congested highways"1 ). Service prices should therefore vary
with demand.

During off-peak periods, price can be set equal to short-run marginal
cost (provided excess capacity exists). During peak demand periods, the
principle of efficient pricing requires that the price be set equal to the
higher marginal cost which applies at the peak, including costs of crowd-
ing or congestion. Moreover, when an absolute capacity constraint is
reached during peak periods, then the service should be rationed by
price (rather than by other methods, such as waiting).

Another reason to charge different prices at different times is to reflect
changes in costs. This phenomenon is often linked to seasonally changing
climatic conditions. Water, for example, may become more expensive
during dry seasons when it requires additional pumping or treatment.
Another example is electricity: the supply of hydropower may vary across
seasons, and more expensive sources of power may have to be used
during periods of low hydropower supply.

A failure to charge differential prices over time may cause not only
efficiency losses from over- or underconsumption but also mistaken in-
vestment decisions. Excess demand is commonly taken to mean it is time
to invest in new capacity, but if this demand is due to a failure to apply
peak-load pricing the investment is likely to be premature. The extension
of capacity is appropriate only if the discounted expected benefit of the
new capacity exceeds the cost of providing it. Though this investment
rule is not directly related to the question of peak-load pricing, the ap-
plication of an effective pricing system can help establish consumers'
willingness to pay and thus assist in forecasting private benefits.

There is one other important aspect of intertemporal pricing. In the
preceding examples, the dimension of service provision which was as-
sumed to be affected by intertemporal variations in demand and cost was
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the use of a service, not access or connection to it. This reflects the fact
that intertemporal variations occur mainly in the context of use rather
than access. In other words, it is not the demand for service connections
which shifts according to season, week, day, or time of day but rather
the use of the service by those who already have access to it or are already
potential customers."2 The private decision which must be affected by
the intertemporal price variations is the decision of how much to con-
sume at any particular time, not whether to seek access to (stay on) the
system. The implication of this point is that peak charges should be
applied to service use during the peak so as to reflect peak-time use-
related costs, or so as to ration peak-time demand in line with available
supply. It would be inefficient to try to deal with the intertemporal pric-
ing problem by, say, changing the price of access to the service.

Figure 9-1 may be used to demonstrate this argument and some of its
implications. Panel A describes the price and quantity of service use, and
panel B describes the demand for, and cost of, service connections. Panel
A shows intertemporally shifting demand curves DI and D2 (which de-
scribe off-peak and peak periods, respectively) and a marginal cost curve
which rises beyond Q*. Following the analysis in the preceding para-
graphs, optimal prices would be PI in the low-demand period and P2 in
the high-demand period. Now assume that the price for connections
shown in panel B is raised above the optimal level P, to P'-thus reducing
the demand for connections from C to C' and leading to an efficiency
loss in terms of consumer surplus forgone, as shown by the shaded tri-
angle in panel B. The reduction in the number of connections leads to
a downward shift in the use-related demand curves in panel A, as shown
by D, and D2. The seasonal "problem" is now reduced, in the sense that
if P, is charged during the high-demand period, the actual quantity con-
sumed lies below the quantity consumed if price PI had been charged
with the original demand conditions (that is, Q2 versus Q'2). There is
still, however, an efficiency loss in this case during the peak times because
marginal cost still lies above price (the efficiency case is shown by the
shaded triangle in panel A). Only if the demand curve D2 is shifted even
further to the left so that it intersects with MC in the horizontal stretch
(that is, to the left of Q*) would this efficiency loss be eliminated. How-
ever, elimination of this efficiency loss in panel A is connected with the
efficiency loss in panel B, which could be even greater than the one
shown for the initial distorted price of connections, PI. Whether the
pricing system which attempts to deal with the peak-load problem by
changing connection prices leads to a net gain in efficiency as compared
with a system that does not recognize the peak-load problem at all cannot
be said a priori. In any case, both pricing systems are suboptimal when
compared with a true peak-load pricing system which deals with the
problem in the proper output, cost, and price dimension.
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Figure 9-1. The Case ofMisguided Peak-Load Pricing
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The problem of addressing the peak-load pricing problem in the wrong
dimension arises quite frequently. The problem is seen as "an attempt
to allocate the utility's fixed or capacity costs to user groups on the basis
of their contribution to, or responsibility for, the peak loads that ne-
cessitate a given level of system capacity" (Mann 1968: 41). Often this
is carried out by differential fixed charges, that is, charges not varying
with use but with some other characteristic of the service, for example,
maximum load capacity for electricity, connection or meter rental fees
for water supply, and automobile license fees for urban street congestion.
In any case, it is not appropriate to view the peak-load problem as one
of capacity-cost allocations between users; rather, it should be viewed
as a problem of how to achieve the most efficient use of existing capacity
if demand fluctuates intertemporally.i3

When service providers are able to discriminate among relatively ho-
mogeneous groups of consumers, they frequently charge varying prices.
Public utilities, for instance, frequently have different rates for residential
consumers and for industrial or commercial consumers. In aiming for
efficiency, there are two possible situations in which different consumer
groups should be charged different prices for what may appear to be the
same service. First, the kind of service provided, and thus marginal ser-
vice costs, may differ between groups. Second, even if the service pro-
vided is the same, groups' consumption patterns and thus elasticities of
demand may differ sufficiently to warrant different prices.

In the first situation of differences in service provision, it is clearly in
the interest of economic efficiency to charge different prices. For in-
stance, industrial consumers may be using untreated water that is less
costly to produce than treated water used by residential consumers. This
lower (marginal) cost should be reflected in a lower price. Conversely,
residential sewage may require less treatment than industrial effluents,
and residential waste disposal consumers should therefore, for reasons
of efficiency, be charged a lower price. In the case of garbage collection,
removing and disposing of residential refuse may cost considerably less
than removing industrial and commercial waste. Again, different prices
would be appropriate on the grounds of efficiency.

In a special case, what amount of different services are provided to
different consumers, relates to the administrative and transaction costs
of pricing. It is frequently cheaper to measure per unit consumption by
large consumers than by small consumers, and costly metering devices
therefore become efficient only when fairly large volumes of service use
are reached. Thus for sewage disposal, the strength of sewage may be
measured; and for electricity, meters with timers that capture varying
peak and off-peak usage may only become cost-effective for large, that
is industrial, users. (The question of optimal metering decisions is further
discussed below.) Therefore different prices are appropriately charged
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for different consumer groups depending on whether or not individual
or timed meters are in place.

The second situation in which different user groups should be charged
differing prices relates to the users' varying elasticities of demand. In-
dustrial users, for instance, may have a lower demand-elasticity for water
than residential users. In this case the public utility can act as a discrim-
inating monopolist and extract a higher price from the industrial users
by applying the principle of charging "what the traffic will bear."" Sim-
ilarly, rich residential customers in particular may have a very inelastic,
possibly perfectly inelastic, demand for access to public utility service,
in which case a high fixed charge on these users would not result in
significant efficiency losses. In contrast, poor residential consumers may
be kept off the system if they have to pay high fixed charges (that is,
they have more elastic demand for access), and efficiency losses would
result.

In summary, varying charges for different consumer groups are ap-
propriate on efficiency grounds only if different costs (of metering, ad-
ministration, and so forth) apply or if some consumer groups have a
perfectly inelastic demand and others do not. In many cities of developing
countries, however, different prices do not follow cost or demand dif-
ferentials. At times this may be explained by the equity goals of the
public service agency or by other political objectives. In many cases,
however, there has simply been a failure to consider carefully the prin-
ciples of efficient pricing.

Amendments to the Rule

In the preceding discussion of refinements of the basic rule of marginal
cost pricing-marginal cost equals price-the rule itself was not at issue;
rather, some of the intricacies of its application were highlighted. In the
following paragraphs a number of amendments to the basic rule will be
introduced. They are related to the fact that the assumptions on which
the basic rule rests are often not satisfied. In those cases the rule must
be amended if efficiency in resource allocation is to be achieved by public
service pricing.

EXTERNALITIES. The basic marginal cost pricing rule assumes that there
are no external benefits or costs associated with the private decision to
consume or seek access (connection) to an urban public service. "Ex-
ternalities" are benefits and costs which are not received by the service
user but by other members of society, and which are therefore not taken
into consideration by the user in deciding to consume or seek access to
the service. As a result over- or underconsumption of (or insufficient or
excessive connections to) the service occurs if service prices are set equal
to private marginal cost. The basic implications of externalities for public
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service pricing are well understood. In the present context, however, a
deeper analysis of externalities is desirable in order to consider clearly
the various dimensions of urban service costs and benefits, in particular
service use and access.

Assume that a user's consumption of a service conveys benefits not
only directly to him but also to others.1 5 This is shown in panel A of
figure 9-2 by the curve D5. It lies above the individual's demand curve
DP, which in turn reflects the consumer's willingness to pay, and thus
the private benefits derived by him from the consumption of the service.
Examples of such a discrepancy between private and social benefits of
service consumption are, for instance, water and sewerage services or
primary education, for which the consumption of a unit of service confers
a benefit on society at large. The common prescription for service pricing
in these cases is to charge a price below marginal cost (such as PQ) so
that consumption is stimulated to a socially optimal level (QS), at which
the marginal social valuation of using the service equals the marginal cost
of producing it.

The conventional analysis of externalities ends here, but it needs to
be carried one step further in the present context. As a result of the
reduction in the price of the service from PQ to PQ, private consumer
surplus associated with service consumption increases, and thus addi-
tional consumers may be induced to connect to the service. This is shown
in panel B of figure 9-2 by a shift of the demand curve for connections
from DC to DC, leading to an increase in the number of connections. A
subsidized connection charge set at P" would attract the optimal number
of consumers (CP). But each consumer would not use the optimal amount
of the service Q5 at the unsubsidized use-related price PQ, and there
would thus be an efficiency loss as shown by the upper shaded triangle
in panel A.

If, however, the connection to, rather than the use of, a service conveys
external benefits, as in the case of telephone services, then it would be
efficient to provide a subsidy to connections rather than to use of the
service."6 Assume, for example, that in panel B of figure 9-2, DC reflects
the social demand for connections. Then the efficient connection charge
would be PC, leading to CP connections. If, conversely, the subsidy were
placed on service use, and the charge was PQ in panel A rather than PQ,
then each user would make excessive use of the service and there would
be an efficiency loss as shown by the lower shaded triangle in panel A.
Therefore it is crucial to analyze in which dimension of service provision
externalities occur. If the externality is use-related, the subsidy should
be related to use; if it is connection- or access-related, then the subsidy
should be too.

There are three special considerations. First, assume that external ben-
efits exist but only for relatively low quantities of use, which at marginal
cost prices are exceeded by all users, as may well be the case for water
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Figure 9-2. Public Service Pricing in the Presence
of External Benefits
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supply. This is shown in panel A of figure 9-3, where marginal social
benefits exceed marginal private benefits only up to relatively small quan-
tities of consumption (Q*). Given the prevailing marginal cost MCQ, and
assuming that price PQ is set equal to marginal cost, consumption is at
Q in excess of Q*. Thus no subsidy (that is, price below MCQ) is required
in the use dimension of the service. But because potential consumers
do not incorporate the social benefits from consumption of the service
into their benefit-cost calculations when deciding on whether or not to
connect to it, the private marginal valuation of benefits from connection
lies below the social valuation. This is shown in panel B of figure 9-3
by the curves Dc and DI, respectively. In order to achieve an optimal
number of connections to the service, the price for connections should
be set at PI, that is, below the marginal connection cost, MC,.

Second, another means of achieving the optimal consumption or con-
nection level in the presence of external benefits would be to require
compulsory use of the service or compulsory connection to it at the
optimal level, depending on whether the externalities are use- or con-
nection-related. The feasibility of this method depends on the type of
service under consideration. For instance, in the case of water supply, if
the conditions shown in figure 9-3 hold and if the total number of po-
tential connections lies at or to the left of C, in panel B, then all potential
users (households) would be compelled to connect. The connection
charge then is of no relevance in achieving efficiency because the private
(compelled) connection decision is no longer influenced by the connec-
tion price.17 The efficient price for service would, however, be equal to
marginal cost MCQ in panel A. For other services, such as garbage col-
lection and disposal, compulsory connection may not be sufficient if, as
shown in figure 9-2, external benefits accrue over the entire range of
service use. In that case, it would be necessary to compel also the optimal
level of service use, Q, in panel A of figure 9-2, or to combine a com-
pulsory connection with the subsidization of service use.'8

Third, sometimes, despite external benefits, no reduction in service
charges below the marginal cost price is appropriate. This occurs if there
is excess demand for either use or connections on service capacity. For
example, the capacity for production of water may fall short of demand
at a unit price equal to marginal cost. Or the substantial excess demand
for telephone service connections which exists in many developing coun-
tries may not be satisfied at marginal cost prices. Figure 9-4 demonstrates
this case for both service use and connections. Given the capacity con-
straints, Q for service use and C for service connections, demand-
rationing prices PQ and PC above marginal costs MCQ and MC, have to
be levied despite the existence of external benefits. Otherwise, excess
demand will occur and allocation of existing capacity will be inefficient.
In other words, the corollary of the basic pricing rule-that demand
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Figure 9-3. Public Service Pricing in the Presence
of External Benefits: A Special Case
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Figure 9-4. Public Service Pricing in the Presence
of External Benefits and Capacity Constraints
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should equal supply-remains in force despite the existence of external
benefits.

In summary, it is not sufficient merely to cite the likelihood of external
benefits in arguing for subsidized provision of services. One also needs
to know which dimension of service provision is conveying the exter-
nalities; the extent of externalities, in at least rough quantitative terms;
and whether there are capacity constraints which require price rationing.
Because of these practical difficulties and because of the natural tendency
of actual and potential users or their political representatives to clamor
for service charges below marginal costs, one should be very cautious in
accepting arguments for a digression from marginal cost pricing of urban
services on account of external benefits.1 9

DISTORTIONS IN INPUT AND OUTPUT PRICES. IDistortions in input and out-
put prices have long confounded marginal cost pricing. They lead to the
problem of the "second best." In its most extreme form this was inter-
preted to mean-if the marginal conditions for efficient allocation of
resources are not satisfied in some part of the economy (for example, if
taxation prevents the marginal rate of transformation from equalling the
marginal rate of substitution in consumption for any good or factor)-
that setting the price of a good or service equal to marginal social cost
will not necessarily lead to an increase in welfare. In fact, welfare might
be increased if the marginal cost condition were systematically ignored.
These arguments have led some analysts to the agnostic view that because
many distortions exist in all economies, and particularly developing ones,
no clear guidance can be given to policymakers on how to price public
services. A less radical, now widely accepted view of the second-best
problem is that distortions in the factor and product markets need to be
accounted for but often do not matter much, and that there are ways to
adjust the basic marginal cost pricing rule to allow for the distortions
that affect the pricing decision for a service.2 0

Beginning with distortions in input markets, the methods of shadow
pricing which have been developed extensively for cost-benefit analysis
apply to setting user charges. The concept of marginal cost therefore
should be reinterpreted as meaning not a service's marginal market cost
but its marginal opportunity cost to society, that is, the cost of output
forgone in providing an additional unit of it.2" Shadow pricing requires
adjusting the relative prices of all tradable commodity inputs by elimi-
nating any tariff and tax distortions to which they may be subject and
evaluating nontradable inputs-in particular primary factors of produc-
tion such as land, labor, and capital-in terms of the opportunity cost
of output forgone by their use in the context of the provision of the
service. A well-known example is the shadow wage set below the market
wage in the presence of underemployment.

Somewhat more complex, and in general less explored, is the question
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of how to allow for distortions in the prices of products which substitute
for, or compete with, a service. The common advice is to neglect these
distortions unless they affect close and important substitutes or com-
plements of the service.2 2 If service A has a close and important sub-
stitute which is underpriced (or overpriced), then service A should be
priced below (above) marginal cost. If, conversely, a close and important
complement to the service is underpriced (overpriced), the service ought
to be priced above (below) marginal cost. There are only a few services
to which these rules apply strongly and for which allowance should there-
fore be made in pricing for distortions in the output market. One is
urban public transportation, in particular commuter bus and rail services,
which compete with the private automobile.

As long as the operators of automobiles do not have to pay the full
social cost for their use of urban roads, and thus as long as automobile
use is priced below social marginal cost, it may well be inefficient to
price public mass transportation at marginal cost, for this would bias the
choice of traffic modes toward the socially more costly mode of the
automobile. The scope for such subsidization may be limited by financial
constraints. But as long as the first-best policy of marginal social cost
pricing for all road users is not feasible, second-best pricing may well
put optional public transportation fares below marginal cost.

Another example of second-best pricing is access to sanitary sewer
systems. If these systems were priced at full marginal cost, potential users
might be induced to switch to (or stay with) individual latrines, which
would be cheaper for them but possibly more costly for society given
the external costs of pollution caused by septic tanks in high-density
urban locations. Because the external costs of septic tanks cannot usually
be priced adequately, it would be appropriate to subsidize connections
to the sanitary sewage system by setting connection fees below marginal
cost.

2 3

One important question arises in the discussion of second-best pricing
issues: To what extent should urban authorities be expected to correct,
through their own pricing policies, inefficiencies introduced by higher
levels of government? Distortions in input prices caused by trade tariffs
are an example of a situation in which local governments have no power
to take direct corrective action and in which they may run into financial
difficulties when pricing their services at rates below marginal cost in
order to reflect social opportunity cost rather than financial cost. On
efficiency grounds, urban governments should be encouraged or re-
quired to employ such a second-best pricing policy, but they will gen-
erally be able to do so only if higher levels of government support such
pricing policies, particularly by providing local authorities with the nec-
essary financial aid if the second-best pricing principle leads the local
authorities into financial difficulties.
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IMPERFECT CONSUMER INFORMATION. The basic marginal cost pricing
rule presupposes that consumers have at their disposal all the information
required to understand the effect of all current price structures and to
forecast changes in prices that will occur because of their consumption
decisions. For instance, if the cost structure for a service requires a com-
plex system of charges which change by type of service, location, time
of use, or user class, consumers should always be aware of what price
applies in a particular situation for each of their decisions. Moreover,
consumers sometimes have to make capital investment decisions which
will affect the level of their service use for a considerable time (for
example, decisions about consumer durables, which use water or elec-
tricity; about production processes and capital goods for manufacturing,
which utilize water or electricity; and about local infrastructure, which
determines the pattern of use for the transportation system). If con-
sumers are guided in their decision mainly by current and recent prices
and are not able to accurately forecast changes in relative prices, then
they may be induced to make costly mistakes by installing overly service-
intensive equipment-if future service prices are above current prices-
or insufficiently service-intensive equipment-if future service prices are
below current prices. In other words, optimal pricing policy must con-
sider that current prices affect consumer expectations and that these
expectations in turn affect current private investment decisions, which
affect future consumption. If consumer expectations are mistaken, then
current private decisions are suboptimal, that is, inefficient.

The existence of imperfect consumer information implies two things.
First, all pricing systems work more efficiently if they are accompanied
by an effort to improve consumer information on the pattern of current
prices and on likely future prices. Public service authorities are usually
in a better position to forecast future costs than are consumers, for it is
part of their task in planning and programming for expansion to estimate
the cost of providing the service for some years ahead. Thus, if marginal
costs are expected to rise or fall over the planning horizon (for example,
due to a constraint on capacity or excess capacity after a large capital
investment), then consumers should be informed of these projected price
trends.

Efforts to inform the consuming public are not costless, however, and
the utilization of such information is not always costless to the consumer.
Certainly, many consumers are not able or ready to digest this infor-
mation; hence, there may continue to be a misallocation of resources as
long as complex pricing formulas are used. In other words, because of
information costs, a systematic application of the basic marginal cost
pricing rule could well result in an efficiency loss. Efficiency gains, there-
fore, may be derived from a simplification of the pricing structure to
capture only the main elements of cost differences among consumers of
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different types of services, at different locations, and at different times.
Furthermore, if private consumers do not adequately take future cost
and price developments into account in their current decisionmaking
because they lack information or are unable to utilize it fully, some in-
formation on future prices may need to be built into the current pricing
structure; that is, current prices could be raised (or lowered) above
(below) current marginal costs if projected marginal costs are substan-
tially above (below) current marginal costs.

Another complication relates to a supposed inability of consumers to
fully appreciate the benefits or costs of a service, for example, the effect
on health of such public services as water supply and sewerage, immu-
nization, health care, and family planning. How might one deal with the
undervaluation of benefits, and with the consequent unwillingness to pay
full marginal cost? One avenue is to provide better information. Another
is to assume that information costs are too high and that a subsidy should
be provided to the beneficiaries. Although one should be wary about
using lack of consumer information as a strong argument for service
subsidies, a potentially useful practice is to apply promotional service
tariffs, which temporarily subsidize new consumers. The assumption here
is that their initial demand falls short of reflecting the full benefit received
but that, once they have learned to appreciate the full benefits of the
service, they can be charged the full marginal cost price with actual use.

ADMINISTRATIVE AND TRANSACTION COSTS. Related to the problem of
imperfect consumer information is the problem of administrative and
transaction costs, which was assumed away in the derivation and refine-
ment of the basic marginal cost pricing rule. As mentioned above, the
provision of information by the public authority, and the collection and
use of information by consumers, may have significant costs. These costs
must be weighed against the benefits derived from a very finely tuned
marginal cost pricing structure.

Probably even more important are the public administrative and trans-
action costs associated with measuring (metering) precisely the level of
service consumption according to location, time, and type of consumer,
as well as the costs of billing and collecting charges under a highly com-
plex pricing scheme. Furthermore, calculating a full profile of marginal
costs for all aspects of service provision may be a costly exercise and not
warranted by the benefits that could be derived from a more refined
pricing scheme.

The basic principle which should be used to make each additional
refinement of the pricing structure is simple cost-benefit analysis; that
is, all expected additional current and future costs of a more refined
pricing structure should be compared quantitatively with the benefits of
the improvement in the allocation of resources which the structure would
bring. If the net present value implied by this cost-benefit calculation is
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positive (negative) then the refinement should be implemented (re-
jected).2 4 But only qualitative judgments are feasible in most instances.
One of the best-explored cases of the cost-benefit analysis of improved
pricing schemes is that of metering the water supply.2 5 The details of
this experience are reviewed in the next chapter.

In most cases it is difficult to weigh the costs and benefits of improved
pricing structures. The main difficulty is that little is known about the
demand-elasticities which determine the benefits derived from a refined
structure. This should not, however, deter the public service authorities
from attempting to apply the principle of efficient pricing, at least in
broad terms, especially if metering has already laid the administrative
foundation for an efficient pricing scheme. Particularly if costs are quite
variable and differential pricing is not overly costly to administer and
implement (for example, strong seasonal or locational variations in de-
mand for water and high congestion costs of urban traffic in the centers
of large cities), a refined application of the marginal cost pricing principle
may be called for.

Refined pricing and metering schemes are generally more appropriate
for large consumers than small ones. For large ones, administrative and
transaction costs are likely to be low relative to the benefits of an im-
proved pricing structure; the reverse is true for small ones. Thus it is
often defensible to have a simple set of charges for the large number of
small residential consumers (that is, not differentiating by location, time,
or type of service) while applying a more refined set of prices to large
industrial consumers (for example, peak-load pricing for electricity, or
pricing treatment of sewage according to effluent strength).

CAPITAL INDIVISIBILITY. The simplest model of the marginal cost pricing
principle is based on the assumption that total cost is a continuous, single-
valued, monotonic function of output of the public service. Output is
usually defined in terms of some measure of the quantity or number of
units of service consumed (for example, gallons of water or kilowatts of
electricity; Saunders, Warford, and Mann 1976: 20). In practice, how-
ever, public service cost functions are characterized by a multidimen-
sionality of output and are affected by capital indivisibility, that is, lum-
piness of investment.

Production capacity and the distribution network of most public ser-
vices can generally not be extended in smaller increments to meet
changes in demand for the services. Instead, larger units of production
and distribution capacity need to be built, frequently meeting existing
backlogs in demand while building ahead of the growth in demand ex-
pected in the foreseeable future. The reasons for this capital indivisibility
are frequently technological; that is, the existence of technological econ-
omies of scale for many aspects of public service provision make the
continuous addition of capacity in small increments uneconomical.2 6 An-
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other factor explaining capital indivisibility, especially in developing
countries, is that financing for capital construction frequently needs to
be secured in the form of large loans or grants from higher levels of
government or from international lending agencies. If this is the case,
investment projects may have to be carried out on an even larger scale
than may be warranted on purely technological grounds.

The result of such capital indivisibilities is that the short-run marginal
COSt (SRMC) pricing rule could result in considerable fluctuations in user
charges. Strict application of SRMC pricing would require, during pe-
riods of excess capacity, that prices be set equal to variable operating
costs. During periods when the capacity constraint is reached but new
investment in capacity is not yet appropriate, prices would rise above
the variable operating cost so as to equate demand and supply. Three
possible caveats to the optimality of SRMC pricing must be raised in a
situation of capital indivisibility: consumers must have perfect foresight
of the future changes in user charges, the adjustments must be feasible
with zero administrative or transaction costs, and frequent and large
changes in user charges must be acceptable to political or other insti-

27
tutions.

As noted above, lack of consumer information regarding future
changes in user charges may cause consumers to make incorrect deci-
sions. This problem may be complicated by capital indivisibility, espe-
cially if nonreversibilities are involved. For instance, during periods of
excess capacity, when user charges are low, consumers may be led to
invest in complementary (service-using) appliances or machinery on the
mistaken assumption that charges will remain low indefinitely, or at least
over the planning horizon. Then, when service prices actually rise be-
cause of capacity constraints, these investment decisions turn out to be
mistaken and cause losses to the consumers and the economy.2 " Another
type of possible mistake in consumer decisions concerns location choices.
Cities that have excess capacity to provide services, and whose service
prices are therefore lower than those of cities that have capacity con-
straints, may be particularly attractive to private investors. Again, how-
ever, this advantage may only be short-lived, and therefore shortsighted;
poorly informed location decisions may be mistaken (but largely irre-
versible) in the longer term. In any case, future consumption is affected
by today's price, and thus future costs must be taken into consideration
in setting today's price.

Administrative costs are an important constraint on frequent fluctua-
tions in user charges. Depending on the type of service and the extent
of the capital indivisibility, considerable administrative effort may be
required on the part of the public service agency to compute the varying
SRMC prices and to bill consumers accordingly. What is more, because
of political considerations, increases (or decreases) in future prices may
in part be limited by today's price.
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On the basis of considerations such as these, virtually all advocates of
marginal cost pricing have recognized that some method must be em-
ployed to average out cost and thus price variations over time. This
provides consumers with some information regarding future prices and
thus assists them in making correct investment and location decisions.
It also reduces administrative costs and permits efficient user charges in
the long term. The criterion for the selection of the optimal smoothing
device should be that the costs (losses from mistaken investment deci-
sions and additional administrative costs) saved by the averaging should
just equal the losses (consumer surplus forgone or non-price-rationing
costs) which arise if the SRMC principle is not applied.2 9

The computation of an optimal average price path would of course
require a considerable amount of information on the present and future
cost structures of a service, present and future demand, the incidence
and costs of investment and location decisions, the price of nonprice
rationing, and the costs of administering alternative pricing systems."
It is therefore not surprising that a number of shortcuts or rules of thumb
have been applied in attempting to approximate the true optimal path.
These pricing schemes have generally been dubbed "long-run marginal
cost pricing" and vary with the type of service. Some of them are dis-
cussed in the following two chapters.

EFFICIENCY IN PRODUCTION. The marginal cost principle is based on the
assumption that production efficiency prevails in that the service is pro-
duced at the lowest feasible cost per unit. This requires that as much
emphasis be placed on ensuring efficiency in production (that is, the
plant is operated effectively and new investments represent the mini-
mum-cost solutions given particular demand forecasts), as is placed on
setting the correct price for consumers. There is, however, likely to be
a link between marginal cost pricing and production efficiency: when
consumers have to pay the marginal cost of a service they are more likely
to exert pressures on managers and politicians to provide the service
efficiently, that is, at minimum cost.

Of course, the efficiency objective is not the only goal to achieve in
setting public prices. Financial, fiscal, and equity concerns may be just
as important. The ways in which these objectives alter pricing decisions
are discussed in the following sections.

Fiscal Considerations and Full Cost Pricing

The application of the basic marginal cost pricing rule may cause def-
icits for at least two reasons. First, because average costs decline with
service growth, marginal costs of service expansion lie below average
historical costs, particularly for those services for which economies of
scale are important or whose technological progress is rapid (for example,
telecommunications). A second common reason is capital indivisibility,
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which means the SRMC falls below average financial or accounting costs
during periods of excess capacity. During periods of a shortage of capacity
the reverse would be the case, and the price would be set above average
accounting costs to ration existing capacity. Once capacity has been ex-
tended, however, the SRMC price again drops below accounting costs. In
fact, SRMC prices tend to have a financing pattern just the reverse of the
typical pattern for prices set equal to average accounting cost. After
expansion of capacity, financial costs tend to be highest because loans
and interest charges have to be repaid, whereas the SRMC price is lowest
at that point. After some years, when loans have been repaid, financial
cost tends to drop off. With the growth of demand and greater shortages
in capacity, however, the SRMC will have risen and SRMC prices should
be set higher to ration available capacity. Under conditions of capital
indivisibility, financial and efficiency requirements thus tend to be out
of phase. If capital markets were perfect (and if, over the long term,
SRMC pricing would meet financial requirements), then these temporary
deficits would not be problematic. But capital markets are not perfect;
that is, the borrowing capacity of public service enterprises is limited.
Furthermore, the application of SRMC pricing may in the long term even
lead to deficits and may require either alternative ways to finance the
resulting deficit or an amendment to the basic pricing rule.3 '

Various alternative ways to finance deficits have been discussed in the
literature.3 2 Three common ones are general fund financing, that is,
financing the deficit out of tax or revenue sources totally unrelated to
the service; multipart tariffs, that is, recovering all service costs from
service users, not exclusively through use-related charges but through
charges related to connection, access, or the like; and single-part tariffs
set so as to satisfy the financial requirements, and thus diverging, at least
from time to time, from marginal cost. These three alternatives will be
discussed in turn.

General Fund Financing

General fund financing of a deficit would be desirable, even on effi-
ciency grounds, under the following conditions: (a) if a deficit still pre-
vails after marginal cost prices have been applied to all dimensions of
service provision (that is, use, access, and location); (b) if general funds
can be raised without distortion to resource allocation for the taxed ac-
tivities or assets; and (c) if the management and investment decisions in
public service provision are not affected negatively by the existence of
a financial deficit. These are the efficiency considerations that must be
accounted for before resorting to general fund financing of financial def-
icits resulting from marginal cost pricing. In addition, of course, it is
often argued on grounds of fairness that it would be inequitable to sub-
sidize beneficiaries of a service with a high proportion of fixed costs
relative to total costs at the expense of general taxpayers.
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Virtually no device for raising public revenue is entirely free of dis-
tortionary effects. Automotive taxes, sales taxes, income taxes, and prop-
erty taxes all distort consumer choices in some way. The local tax which
is most commonly proposed as being free of allocative effects is the pure
and general land value tax.33 But even if one fully accepts the land tax
as nondistortionary, it is generally recognized that the revenue capacity
of land taxes is limited for practical and political reasons, and it is illusory
to expect in practice that all general fund revenue requirements can be
met from taxes on land.3 4 In practice, the revenue sources that finance lo-
cal government activities include a mix of taxes, as described in chapter 2.

General fund financing will thus result in some distortions, and the
critical question is whether greater or lesser distortions are induced by
financing the deficit from user charges which exceed marginal cost or
from general fund financing.3 5 As a general rule one can state that public
service charges should exceed marginal cost up to the point where the
cost of the distortions in resource allocation induced by this pricing policy
just equal (at the margin) the cost of the distortions resulting from raising
one additional unit of general fund revenue. It is worth noting that this
rule applies whether or not a public service operates at a deficit. As long
as a public service price is one of the revenue instruments of government,
and as long as funds are fungible between service accounts and general
accounts, the allocation of resources is efficient only if the marginal cost
of raising public revenues (in terms of administration costs, distortions,
and so forth) is equal for all revenue instruments. Note also, however,
that the application of this fiscal principle does not necessarily mean that
full costs of service provision are covered, although price may be set
above marginal cost. A deficit may still persist, which would then-in
the absence of other considerations-be most efficiently met from gen-
eral fund revenues.

An important consideration that is frequently used to argue for full
cost pricing, rather than permitting the possibility of covering deficits
from general account, has to do with the effects of financial deficits on
management and investment decisions.3 6 In practice, these decisions do
not take place in a context in which an exclusive concern for efficiency
in resource allocation can be expected from decisionmakers. Therefore,
it is argued that public service managers may need the discipline which
is imposed on them by the application of a full cost pricing rule. The
acceptance of deficits in public enterprises is believed to eliminate an
important yardstick for the evaluation of the effectiveness of manage-
ment. It is also thought to lull managers into neglecting many aspects of
effective management, and thus is taken to result in a general decline in
efficiency of the operations of the service.3 " It has also been argued that
investment decisions are likely to be distorted if service users and man-
agers are not made aware of the opportunity cost of the scale of oper-
ations. This happens because service beneficiaries would tend to out-
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vote-or, depending on the relative electoral strength or influence of
the users' lobbies, be outvoted by-nonbeneficiaries in the allocation of
investment funds to a particular service. This would result in an
overprovision-or underprovision, as the case may be-of the particular
service.38 This argument presupposes that public service investment de-
cisions are to a large extent based on the relative political strength of
prospective beneficiary groups, rather than on pure economic cost-ben-
efit criteria. In the presence of general account deficit financing of public
services, the beneficiary groups have a stronger incentive to attempt to
bend the provision of the service in their own favor than is the case with
full cost financing, under which beneficiaries have to bear, as a group,
the full burden of service provision and nonbeneficiaries do not bear any
burden.3 9

Of particular importance for the provision of urban services in de-
veloping countries is the relationship between the pricing of services and
the standard quality and technology of service provision. Total fiscal
resources are very limited in developing countries, and high-standard
(and thus high-cost) methods of public service provision will therefore
not go far in actually providing services to urban populations. At high
standards and costs only relatively few families can be serviced and, es-
pecially if these families are poor, it is not possible to extract from them
a substantial contribution to the cost of service provision. This in turn
limits the ability of the public authorities to provide services to others.
The requirement of full cost pricing has the advantage that the project
analyst is forced to consider the beneficiaries' ability to pay and to choose
design standards with costs (and prices) that they can afford. The resulting
lower service standards will make it possible to provide a greater number
of households with services at any given time and with a given amount
of investment resources. Moreover, it makes it possible to provide a
greater number of households with the service in the future, as additional
fiscal resources are made available from the repayment of service costs
by the beneficiaries.

All of these arguments against general fund financing of deficits re-
sulting from marginal cost pricing are in essence concerned with the
efficiency of resource allocation. Indeed, the gist of these arguments is
that the implementation of marginal cost pricing can lead to inefficiency
in the allocation of resources and that alternative pricing rules, and in
particular the full cost pricing rule, can result in less serious distortions.
A different type of argument against general account financing of deficits
relates to the question of fairness or equity.

Consider the principle of horizontal equity, which postulates that "he
who benefits ought to pay," and which is usually a powerful and popular
argument for full cost pricing. In fact, as a normative criterion the benefit
argument is neither linked to the question of economic efficiency nor
to the common objective of improving the (vertical) distribution of in-
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come.41 As a normative criterion this principle of benefit-related charges
may well stand in conflict with efficiency and income distribution con-
siderations, but to the extent that underpricing of public services is the
norm, rather than the exception, in many developing countries, a greater
emphasis on the principle of horizontal equity may well serve to improve
the efficiency and distribution of urban services in developing countries.

In considering the relationship between user charges and general ac-
count finances of the government, it was assumed that marginal cost
pricing results in a deficit. It is, of course, also possible that marginal
cost pricing-either in its pure form of SRMC pricing, or in some form
of long-run marginal cost (LRMC) pricing-may result in a financial sur-
plus.4 2 Full cost, rather than marginal cost, pricing in this case would
lead to excess demand in the short term, given capacity constraints, and
to overextension of the service in the long term, as service managers
move to meet this demand through increased investments. On efficiency
grounds it would be preferable in such a situation to apply marginal cost
prices and to channel the resulting surplus to the general account of
urban governments. Institutionally, it may still be desirable to retain
separate management and accounting units for general purpose govern-
ment and for special public service authorities. Nevertheless, it is pos-
sible to extract the surplus from these autonomous public service agen-
cies through appropriately scaled taxes levied by a general purpose urban
government on the special service authorities. Such taxes are found quite
frequently in the cities of developing countries, whether as de facto
transfer requirements or as de jure taxes, and these could therefore
become part of the pricing policy of public services in developing-country
cities.4 3

Multipart Tariffs

One of the most frequently proposed alternatives to general fund fi-
nancing of the deficits that result from marginal cost prices is multipart
tariffs.4 4 The primary idea of multipart tariffs is that the marginal costs
incurred as a result of service use can be charged by the appropriate
application of SRMC prices related to service use, and any deficit may be
covered by levying fees or charges which fall exclusively on the users
but which are unrelated to the extent of their actual use of the services,
for instance, flat monthly fees and lump-sum access charges.

The discussion of the multidimensionality of urban service provision
at the beginning of this chapter has contended that for many public
services multipart marginal cost tariffs are appropriate on efficiency
grounds quite apart from the question of financial constraints. In fact,
the question of financial viability should be raised only after all dimen-
sions of marginal cost pricing have been explored. If the application of
the multipart marginal tariff results in financial deficits, then it may be
desirable to consider how any particular component, or possibly all com-
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ponents, of this multipart tariff should be amended to improve the overall
efficiency or fairness of the pricing system.

The price elasticities of demand for the various service dimensions
(use, access, location) are of course one of the basic criteria for selecting
the tariff component(s) which is (are) to be priced above marginal cost
in order to meet financial requirements. 4 5 For instance, if access or con-
nection to a service is statutorily required, as is the case for urban water
supply and sewerage systems in some developing-country cities, and this
requirement is effectively enforced, then charging access or connection
fees (either as a recurrent or as a lump-sum basis) above marginal cost
would not affect the allocation of resources. Where compulsory con-
nection is not the rule, however, or where enforcement of such a rule
is not effective, the price-elasticity of demand for service connections
may be considerable. This is especially likely to be the case for low-
income consumers, for whom the satisfaction of essential needs such as
food, clothing, and shelter must be of primary concern, and for whom
clean water, safe waste disposal, education, health, and the like are luxury
commodities with a high price-elasticity. In contrast, for high-income
earners, access to clean water supply, sanitary sewage and garbage dis-
posal, health, and education are much more in the nature of essentials;
that is, the demand for access to these services tends to have a low price
elasticity. The lesson to draw from this observation of differential price
elasticities of demand for service access by different income groups is
as follows: for high-income groups, connection or access prices may be
set considerably above marginal cost without large losses caused by mis-
allocation of resources; while for low-income groups, such a pricing pol-
icy would involve considerable efficiency losses since many potential
consumers would be kept outside the service system altogether. 4 6

In designing multipart tariffs to meet a given financial constraint, one
needs to bear in mind the possible existence of capacity constraints in
one or the other dimensions of the provision of a particular service.
Especially in developing countries many services are characterized by
the existence of capacity constraints in one dimension of the system (for
example, constrained access due to a limited distribution network) while
there exists excess capacity in another dimension (for example, due to
the existence of excess capacity in the production of the service). In this
case, the application of the SRMC pricing principle would require price
rationing in the first dimension, while a low SRMC price would be ap-
propriate in the other dimension. The financial surplus generated by the
access component of the service may then be utilized to finance (at least
partially, and possibly totally) the deficit of the use component of the
service.

Uniform Tariffi

A final possibility for meeting deficits resulting from the application
of marginal cost pricing is to abandon this pricing principle altogether
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and adopt a uniform use-related charge equal to average historical or
accounting cost, which is designed to meet the financial requirements of
a public service authority.4 7 Although this pricing method is not generally
advocated by experts of public service pricing as optimal, it is frequently
found in operation. A common practice is to ignore the multidimen-
sionality of service provision in the actual design of user charges and to
focus exclusively on only one dimension of service provision-service
use or connection (access). When this is done, a pricing system designed
to meet financial or historical accounting costs of a public service must,
by definition, charge average historical cost per unit of consumption.
This type of approach is generally easiest to implement, since it repre-
sents a simple extension of financial analysis which is generally accepted
as an important method for evaluation of public enterprise performance.
It does, however, forgo the opportunity to improve the allocation of
resources through a restructuring of the pricing system.

Income Distribution Considerations

Policymakers virtually everywhere are concerned not only with the
efficiency of resource allocation but also with the objective of improving
the distribution of personal income. But is this objective a proper con-
cern in the context of urban service pricing? Could it not be better
pursued by other public policies, particularly general tax policy at the
national level?4 8 Local governments cannot make personal transfer pay-
ments to equalize incomes; the tax base would be driven out, and lower-
income families would be attracted. And although local property taxes
may be progressive, local tax rates are too low to redistribute much
personal income. Yet this does not mean that local budgets cannot sig-
nificantly affect the distribution of income or that public service pricing
cannot aid in redistribution. The structure and level of user charges may
in fact determine the extent to which low-income people make use of
services such as water, sewers, electricity, and buses.

Pricing policy, then, can play an important part in achieving national
income redistribution. In developing countries conventional national tax
instruments have a very limited capacity to improve income distribution,
and more extensive consideration must be given to the potential use of
public service expenditure and pricing policies at all levels of govern-
ment.4 9 Moreover, in many countries urban service provision and pricing
are under the direct or indirect tutelage of the national government and
can therefore be utilized to better distribute income nationally.

Judging from the redistributive intent of public service tariffs, many
decisionmakers in developing countries accept income redistribution as
a goal of public service pricing policy. But how and to what extent should
the rule of marginal cost pricing be modified to allow for income redis-
tribution? A number of theoretical models which try to answer this ques-
tion are reviewed in this section. Although none provides a universally
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applicable framework, together they offer insights into the complexity
of the question and point toward practical suggestions for policymakers.

Table 9-1 summarizes these models. They differ from each other
mainly in the number of services they consider; the budget constraint
assumed; the type of cross-subsidization permitted; whether they include
only user charges or also access charges; and, if access charges are im-
posed, whether or not the demand for access is responsive to the charges.
All the models (except Munasinghe and Warford 1978) assume a social
welfare function in which an additional unit of income in the hands of
the poor is valued more than an additional unit in the hands of the rich.

The first model (Munasinghe and Warford 1978) considers one service
with a variable budget constraint and any deficit financed from general
fiscal resources. The opportunity cost of these resources is explicitly
incorporated by applying a shadow price (premium) on public funds. The
tariff structure permits only a user charge, which may, however, be dif-
ferentiated according to the income of the user, thus permitting cross-
subsidization among users. No access charges are included. Under these
conditions, and assuming a redistributive weighting system favoring
lower-income groups, the optimal user charge may be calculated. This
calculation shows that, in general, the optimal service price will differ
from the efficient (marginal cost) price, even if such considerations as
externalities and distortions in input or output prices are not allowed
for. Moreover, the optimal user charge should differ among consumer
groups according to their incomes. The direction and extent of diver-
gence of the price charged to each consumer (group) from marginal costs
depends on the shadow price of public revenue, the income of the con-
sumer and its weight of income distribution, and the price-elasticity of
demand. Given a noninferior demand for the public service, the socially
optimal price will lie above (below) the marginal cost price, as long as
consumers are above (below) a level of income (the "critical income
level") at which public revenue is judged equal in value to private income.
The greater the premium given to public revenue, the higher should be
the optimal price; and the greater the dispersion in weights of income
distribution, the greater will be the dispersion of optimal prices across
different consumer groups.

Another tack is taken by Feldstein (1972b), who postulates a frame-
work in which two services are produced and there is a uniform user
charge for all consumers of each service. He assumes no access-related
tariff structure and permits interservice cross-financing but postulates an
overall budget constraint for the two services combined by specifying a
target surplus (deficit), which in turn implies a particular shadow price
for public income. He further specifies a marginal social utility function
very similar to that of Munasinghe and Warford, on the basis of which
(at least implicitly) one can derive income distribution weights.5 0 Using
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these assumptions he is able to derive the optimal price of each good,
and thus the optimal extent of cross-financing between prices.

According to the Feldstein model, the optimal tax (subsidy) on each
service depends on its relative own-price-elasticity, its income-elasticity,
the size of the target surplus deficit, the distribution of income, and the
parameters of the social utility function. For given distributional con-
ditions and financial targets, the model gives the following interesting
results:

* The higher the income-elasticity and the lower the price-elasticity
of a service, the greater the tax on it ought to be.

* The users of a service with a relatively high income-elasticity but
a low price-elasticity should cross-subsidize the users of a service
with a relatively low income-elasticity but a high price-elasticity (or
if a large target surplus is postulated, at least the former group
should be made to contribute a greater share to the financial surplus
than the latter).

* If a higher target surplus (that is, a higher premium on public in-
come) is assumed, then the price of the service which is relatively
more heavily consumed by lower-income groups (that is, which has
the relatively lower income-elasticity) tends to rise relative to the
price of the other service.

* The greater the income inequality and the greater the weight given
to income redistribution, the greater the tax (subsidy) on the service
with the relatively high (low) income-elasticity.

The institutional and normative context postulated by Feldstein is ap-
plicable if a single public agency supplies two (or more) services and
operates under a fixed budget constraint. This is quite typical in many
cities of developing countries. For instance, in Cali one local public en-
terprise provided water, sewerage, electricity, and telephone services and
was required to transfer annually a fixed percentage of its revenues to
the general account of the municipal government. Interservice transfers
also take place, particularly from electricity and telephones to water sup-
ply. In Bombay one local public enterprise extensively subsidized bus
transportation with revenues from electricity and urban services. Other
examples could be cited. The model proposed by Feldstein provides a
framework for evaluating financing arrangements, given the basic context
it postulates, which in practice often cannot be changed.

These two models of optimal service pricing presume that only use-
related prices may be charged. Other models have explored optimal two-
part service pricing, and some have considered explicitly income distri-
bution. One such model, devised by Feldstein (1972a), assumes that one
service is produced by a public enterprise operating under the require-
ment of a balanced budget. Any discrepancy between total cost and total
revenue which arises with the application of a user charge must in this
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model be met by a uniform fixed charge for all consumers. As in the
previous two models a marginal social utility function is assumed, with
a declining marginal utility of income as income rises. On the basis of
these assumptions, the optimal user price of the service lies above mar-
ginal cost.1 In Feldstein's words: "The logic of this is clear: charging
more than marginal cost makes higher-income families pay a larger share
of the fixed cost. The inefficiency loss due to not charging marginal cost
is outweighed by the gains in distributional equity" (Feldstein 1972a:
178). Furthermore, the higher the income-elasticity of demand for the
service, the higher should be the optimal price and the lower the fixed
charge. The greater, in absolute terms, the price-elasticity of demand for
the service, the lower should be the optimal use price and the higher
the fixed charge. Finally, the more severe the imbalance in income dis-
tribution, or the greater the weight placed on income equality, the higher
should be the use-related price and the lower the fixed charge.

The results of this model require two crucial assumptions: (a) the
non-use-related charge is uniform for all consumers, and thus not related
to income, and (b) the demand for service access is not affected by the
access charge. The first of these assumptions is relaxed by Munk (1977),
who concludes that if the access-related part of the two-part tariff is an
income or property tax whose distributional characteristics are more fa-
vorable than the distributional effects of the tax on service use (that is,
a charge over and above the marginal cost),5 2 then the Feldstein result
is reversed; that is, the optimal commodity price lies below marginal
cost. This is a classic example of the importance of "counterfactual" as-
sumptions in (balanced budget) differential incidence analysis: Feldstein
assumes that the counterfactual is financing through a poll tax on all
service users; Munk explores the importance of alternative counterfac-
tuals, that is, the income tax or the property tax. 5 3 The other limitation
of the Feldstein model of a two-part tariff system, namely the assumption
of a fixed demand for service connections, has been investigated by Ng
and Weisser (1974), who do not, however, consider income distribution.
They assume a price-elasticity for access of less than zero and find that
optimal commodity price should exceed marginal cost.54 Furthermore,
the higher the price-elasticity of commodity (that is, use-related) demand
(in absolute terms), the greater the excess of optimal price over marginal
cost and the lower the fixed charge.

The conclusions of Feldstein (1972a), Munk (1977), and Ng and Weis-
ser (1974) together suggest that the optimal two-part tariff will depend
on the relative own-price-elasticities of demand for access and use, and
on the income-elasticities of the consumption of the service relative to
the income-elasticity of the access-related component of the tariff. The
precise relations for this general case remain to be worked out, but the
following conclusions are plausible in light of the partial models re-
viewed.
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If the demand for access has a high price-elasticity and if access is little
related to income, a higher proportion of an enterprise's budgetary re-
quirements should be met by use-related prices. Thus, if prevailing access
fees are lump-sum charges on all consumers (as is frequently the case
for meter rental fees with water supply tariffs), and if many consumers
are kept off the system by high access fees (as may be the case particularly
for low-income consumers of public services in developing countries),
then it would be appropriate to keep access or connection charges quite
low and attempt to meet financial requirements through user charges set
above marginal cost.5 5 If access fees can, however, be designed to fall
more heavily on wealthier consumers and if demand for access is quite
inelastic for the relevant range of access prices, whereas demand for
commodities is highly price-elastic but not highly income-elastic, then it
would be appropriate to extract a relatively large proportion of financial
requirements from access charges. This result for the two-part tariff is
quite similar to that derived by Feldstein (1972b) for the case in which
two services are provided by one enterprise under a single budget con-
straint. Conceptually, one can define access as one commodity and actual
service use as the other, both of which are provided and priced by the
public enterprise. 5 6

A general solution to the problem of multipart tariffs in the presence
of fiscal and income distribution considerations would build on the Mu-
nasinghe-Warford model, in which a shadow price for general govern-
ment revenue is taken as given and variations in price by consumer group
are envisaged. This model could be extended by formulating demand
and cost functions for the dimensions of service provision, that is, service
use, access, and location. If it is assumed that the private demand de-
cisions about the dimensions are unrelated, the Munasinghe-Warford
model may be reformulated directly for each dimension.5 7 The problem
becomes more difficult to solve if the demands for the dimensions are
interrelated, for example, if the expected level and structure of user
charges affect the decision of whether or not to connect a service.

Five analytical and practical problems must be considered before the
models can be used. First, becauses all models in some way make a
tradeoff among the objectives of efficiency, growth (public revenue), and
income distribution, and because efficiency gains or losses depend cru-
cially on the price-elasticity of service demand, it is necessary to know
the price-elasticities of consumer demand for different consumer cate-
gories and for different dimensions of public service. Price-elasticities
of demand for public services are, however, notoriously difficult to es-
timate. 5'

Second, the final incidence of public service benefits and charges must
be identified. This problem is most readily apparent when services are
intermediate products rather than items of final consumption. In the
intermediate products case, the tax (or subsidy) on any particular com-
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mercial user of a service would burden or benefit owners of land or
capital, labor, or the consumers of the products produced.5 9 The exact
incidence of such a tax (subsidy) therefore depends on the factor supply-
elasticities to the service-using activities, and on the price- and income-
elasticities of the final product. Thus, for services such as public utilities,
for which intermediate usage represents a sizable proportion of total use,
one has to be careful in specifying who bears the final burden of any
service-related tax or subsidy. Even when the service is used by final
consumers, as with residential use of public utilities, care needs to be
taken in presuming that they ultimately bear the service tax (subsidy).
Some of the gain or loss in consumer surplus may be capitalized into
land value at the time of initial imposition of the subsidy (tax) and thus
may create a benefit (burden) mainly for the owners of land at that time
rather than for any subsequent owner or renter. The extent to which
such capitalization occurs is not well established for developing countries,
but some capitalization takes place, especially when these service-related
taxes or subsidies have existed for some time. Another problem occurs
with transportation pricing. Some of the benefits from subsidized public
transportation may accrue to employers rather than employees if wages
can be lowered as transportation costs go down.

Third, once the final incidence of service-related taxes or subsidies
has been determined, it is necessary to calculate the social weights and
shadow prices. Squire and van der Tak (197 5) have provided some guide-
lines for the derivation of these weights, and some applications of their
methodology exist in a number of developing countries.6 0 Feldstein
(1972a) applied his optimal pricing rule to the U.S. electricity sector.
Nevertheless, the use of these weighting systems remains experimental.

A fourth problem is how to differentiate commodity prices by user
group, if it is assumed that each group, categorized by income, is charged
a different (and optimal) price. It may be possible to do this to a limited
extent, for example, by differentiating access charges according to the
value of the property which is connected, charging higher prices for users
living on higher-valued properties. Another possibility, particularly for
certain public utilities, is to let prices vary with the amount consumed.
This can take either the form of multiple block rates (prices rising with
larger and larger blocks of consumption) or simple two-block rates (the
first block is charged at relatively low levels, and the remaining use in
excess of the basic allowance is charged at a higher, but flat, fee per unit
of consumption). 6" Yet another possibility is to vary service charges by
area, on the assumption that households of comparable income groups
tend to live in relatively easily identifiable homogeneous neighborhoods.
All of these differentiating measures are of course only of limited ac-
curacy because the correlation between income levels and assessed prop-
erty values, or consumption or locational characteristics, is never perfect.
The extent to which attempts have been made to introduce progressive,
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or income-redistributive, features into service charges and their likely
effectiveness will be discussed in the following chapters.

A fifth criticism of the models concerns the manner in which they
introduce redistribution of income. All of the models base their analyses
on an assumed social welfare function in which an additional unit of
disposable income in the hands of the rich is valued less than an additional
unit in the hands of the poor. This notion and its implied distributional
weights, although quite familiar to economists, have been criticized for
not adequately reflecting the altruism of individuals, which in turn is
reflected in the political decisionmaking process (Harberger 1978). Har-
berger has asserted that altruism and its manifestations in economic pol-
icy should instead be taken as an externality of consumption that applies
only to individuals consuming to satisfy their "basic needs" (1978: 9).
He compared the implications of distributional weights with those of
basic needs and showed that they are indeed fundamentally distinct
(1978: 12).

These arguments need not be elaborated on here. Instead, figure 9-5
shows the essence of the basic needs approach and its implications for

Figure 9-5. Basic Needs and Public Service Pricing
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urban service pricing. The three curves, DP, DM, and DR, show the
demand for a particular public service by poor, middle-income, and rich
consumers, respectively. Assume, moreover, that external benefits ac-
crue to society from individual consumption as shown by the curve Ds.

The social demand curves, DSP, DM, DS, corresponding to the private
demand of each consumer group, are then derived by vertical addition
of DS to the private demand curves. DS is drawn so as to reflect the view
that altruism implies that an additional unit of consumption of a particular
service is valued more highly by society the less a particular individual
is actually consuming. Beyond the level of consumption Q no benefits
at all are derived by society over and above the consuming individual's
private benefits.

Optimal pricing policy is then easily shown. For a given marginal cost
curve, MC, the price for each consumer group ought to be set where
the social demand curve intersects with the marginal cost curve. This
implies a subsidized price PP for poor consumers, who without this sub-
sidy would not consume the service at all. For middle-income consumers
a small subsidy is also appropriate (as these curves are drawn). For rich
consumers, whose unsubsidized consumption falls beyond Q, the mar-
ginal cost price (PR) is the optimal price.62 The importance of this for
equity is that only specific items of consumption are viewed as being of
social concern, whereas a general increase in individual welfare as mea-
sured by consumer surplus is not, per se, believed to be of concern for
policy. Moreover, external benefits of consumption are viewed as ac-
cruing to society only up to some point-not, however, from marginal
consumption beyond a certain level.

Externalities of consumption based on altruism are difficult to mea-
sure-as are all externalities-although the general argument makes con-
siderable sense on the basis of common value judgments. As Harberger
puts it, "The rest of society wants the recipients of welfare payments to
spend more on feeding and clothing their children, not on what are
judged to be sumptuary or trivial items" (1978: 9). Many public programs
are designed to enable consumers to satisfy their basic needs rather than
"frivolous wants" (for example, the frequent earmarking of "sin" taxes
for spending on education and health).

This way of determining an optimal price requires value judgments,
which of course are not simply right or wrong. One may, however, argue
about how common values are, how they are to be measured, and how
they are to be incorporated into the economist's analytical framework.
All three aspects need more attention in analyses of both distributional
weights and basic needs value systems. In fact, it is quite likely that in
most societies both systems are espoused at the same time. Clearly, there
is a need for more analysis of the equity objective in public service
pricing. At present, only rather general guidance can be obtained from
the models discussed above. The models, however, do provide insights
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about considerations for the pricing decision, can guide experimental
designs of tariff structures, or can be used for sensitivity analysis to test
the effect of alternative value judgments on the optimal design of service
tariffs.

The Politics and Institutions of Public Service Pricing

Like all instruments of public policy, service prices are set in a context
of a multiplicity of objectives pursued by a multiplicity of actors. User
charges therefore are the product of interactions among these actors and
are influenced by the political power of each interested group as well as
by the institutional setting for the pricing decision. A realistic assessment
of the political and institutional context is essential to any analysis of
how to reform public service pricing. This concluding section of the
chapter will consider the typical actors and their various, frequently con-
flicting objectives, the institutional setting, and the influence the history
of pricing practices may have on the degree of flexibility for present
pricing decisions.

The Politics of Public Service Pricing

Six interest groups are usually involved in and affected by decisions
regarding user charges. To understand how patterns of user charges have
come into being, how each group is likely to react to proposals for change,
and what kinds of obstacles need to be overcome in introducing tariff
reform, it is helpful to look at the groups. The first group, the recipients
or beneficiaries of a public service, naturally have an interest in paying
as little as possible for all dimensions of service provision, provided they
do not perceive a link between the quantity or quality of the service
supplied and the service price. Especially if services are customarily pro-
vided free of charge and are financed by general funds, the perception
of a link between user charge and benefit may easily get lost.63 Con-
versely, if users see a necessary connection between price and quantity
and quality of service, they are likely to accept the system of user charges
and moreover will exert pressure on managers and politicians to increase
production efficiency.

The second group, the nonbeneficiaries of a public service, are-to
the extent that they are general taxpayers-naturally interested in service
prices which cover costs or, even better, permit a contribution to general
funds or a cross-subsidization of services which they themselves tend to
consume more intensively. These general taxpayers are frequently not
well organized politically, especially if they have low incomes. Fur-
thermore, the pricing arrangement for a service in isolation may not have
large enough tax effects on the general fund to produce a well-orches-
trated reaction by nonbeneficiaries. In some industrial countries, espe-
cially in North America, well-publicized popular movements have de-
veloped to restrain the local taxes which finance subsidized urban
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services.6 4 To date, they appear not to have spilled over into developing
countries.

The third group, the managers of public services, are likely to espouse
multiple and possibly conflicting objectives-to the extent that they are
free from direct political pressure from either the beneficiaries or other
political actors (in particular local politicians or higher levels of govern-
ment). It is in their general interest to expand service as rapidly as
possible in order to increase their influence, follow their professional-
technical ethics, and meet with public approval. If service demand is
price-elastic, a manager would therefore want to set user charges as low
as possible. He is constrained, however, by the financial viability of his
service unless he receives grants or subsidies. Within the limits of his
financial constraints, he will therefore try to set prices as low as possible
while attempting to extend services, particularly to higher-income
groups, which have the greatest willingness and ability to pay. These
motives and constraints commonly lead the manager to resist avidly any
attempt to generate a surplus for his service that will be used to support
the general fund or another service not under his control.6 5 Yet another
motive commonly attributed to the manager is that of wanting to "main-
tain a quiet life." Again, he will be led to a compromise between staying
within the financial constraints of the agency and maintaining prices so
as to minimize complaints or other angry reactions from consumer
groups. 6 6

The fourth group, local politicians, generally tends to favor free pro-
vision of as many public services as possible with general fund financing.
This arrangement maximizes their ability to provide patronage, at least
as long as they have a say in where, to whom, or how the service is
provided. Only if a politician has no real say in the provision of the
service and is out to capture the support of a well-organized group of
taxpayers is he at all likely to argue for raising user charges to match
costs. In any case, he will attempt to maximize financial support from
outside the local jurisdiction in order to minimize the burden of both
general local taxes and local user charges. Moreover, he will aim to min-
imize the burden on those groups from whom he receives most political
support or from whom he expects most trouble. For instance, it is not
surprising that in the early 1970s politicians in Bogota in general favored
low use-related (commodity) charges for water supply for the large num-
ber of low- and middle-income water users while they favored retaining
financial viability for the municipal water company by levying very high
commodity charges on the relatively very few high-income users and
charging high connection fees for the relatively few new consumers join-
ing the system each year.

The fifth group, higher-level authorities, frequently take some interest
in the prices local governments charge for urban public services. Their
objectives may, however, vary quite widely, and their influence on set-
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ting local prices will thus differ from case to case. The goal of controlling
inflation will often lead them to keep local authorities from raising user
charges. Restraints on the level of user charges may also reflect the goal
of keeping local authorities under tight national (or state) control by
limiting their ability to use their own sources of local revenue.67 Con-
versely, if national governments want to strengthen the fiscal structure
of local authorities in order to minimize the drain on national resources,
they can be counted on to work toward prices approximating the cost
of service provision.68 National authorities may also pursue income re-
distribution by encouraging such redistributive tariff structures as grad-
uated rates and life-line rates.69

The efficiency concerns of national governments are usually limited
to encouraging free or subsidized provision of services if positive ex-
ternalities are thought to weigh heavily, especially in the case of public
education and health. Few governments have paid much attention to the
level or structure of marginal cost in service provision, although this may
begin to change as they are made more aware of the importance of ef-
ficiency.

The sixth group, the international institutions that provide grants or
loans and technical assistance to developing countries, has become an
important part of the process of determining urban service charges. In
early years they tended to look mainly at the financial viability of public
service enterprises, especially in the utility and transit sectors. Since the
1970s, they have also begun to consider efficiency and redistribution
Julius and Alicbuson 1989). For example, virtually every public service
project financed by the World Bank includes extensive exchanges be-
tween Bank staff and country officials (both national and local) regarding
the level and structure of prices. These discussions are very important
for preparing, approving, and supervising a project. Thus it is not entirely
surprising that in recent years developing countries have begun to de-
velop and apply user charge systems which tend to conform much more
with the concerns of the economist for a reasonable balance of efficiency,
equity, and financial feasibility than is common in many industrial coun-
tries.

The Institutional Setting

The ways in which interest groups can intervene in the process of
setting user charges are mostly determined by the institutional setting.
The role of higher levels of government in determining urban service
charges depends largely on intergovernmental fiscal relations. If national
authorities provide services directly, they also usually carry direct re-
sponsibility for setting user charges (for example, national electricity or
telephone companies in many developing countries). Of course, national
authorities are by no means homogeneous. The national public service
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company is likely to have considerably different goals than the ministry
of finance.

Even if national authorities do not directly provide a service, they often
build facilities for it, which are then handed over to the local authorities
for operation. The local authorities typically try to avoid any financial
responsibility for the facilities; their share of costs is determined by bar-
gaining. There is usually a grant, which means that the charges for the
service do not reflect its full costs and that cross-subsidization between
the national taxpayer and the consumer has been introduced.

Intergovernmental financial flows can also exert considerable influence
on the pricing decisions of urban authorities. If financial transfers are
structured to provide incentives for raising local resources, user charges
are more likely to be applied than if there are no such incentives. Re-
payable loans and matching grants provide stronger incentives for cost
recovery than do grants with no strings attached. In some countries, for
example Colombia, nationally provided or insured loans to local au-
thorities were linked with a review of pricing practices by the national
planning authority to ensure adequate financing from local resources, in
particular user charges.

National authorities also frequently reserve the right to review local
decisions regarding the level and structure of service charges, regardless
of whether financial assistance is provided. The effect of this review
depends on the objectives of the national government. During infla-
tionary periods, local authorities are often prevented from raising user
charges in line with inflationary pressures because it is believed that
increases in service charges contribute to inflation.70 Even if this effect
is recognized as negligible, national authorities often cannot resist the
temptation to suppress increases in public service charges in the interest
of short-term political gains. Such interference with local decisionmaking
is usually predicated on either the existence of established legal and
institutional channels for national government review of local pricing
decisions or financing arrangements under which national authorities are
not directly and negatively affected by their refusal to accept increases
in service charges.

Other special institutional conditions may affect price setting. More
than one agency may provide a service. For example, in Colombia the
National Telephone Company provides long distance lines and service,
and in most big cities local or regional agencies provide local service,
including telephones. Similarly, in Cali a local public agency distributes
electricity but a regional authority generates power. In these institutional
circumstances, there inevitably arise conflicts between agencies over how
to allocate joint costs and over who should bear the political brunt of
unpopular increases in user charges. Each agency will try to shift much
of the burden to the other, which leads to the danger that none will make
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the hard decision to raise prices adequately and that the resulting financial
difficulties will inhibit the maintenance and expansion of services. In
such a context clear, binding pricing rules coupled with cost sharing
agreements can go a long way toward preventing harmful stalemates,
particularly if higher authorities enforce them. Nevertheless, if various
agencies share responsibility to provide a service, conflicts are likely to
occur. Although this does not necessarily argue for integrated provision
of services, it is one of the costs of administrative decentralization.

The opposite case is also common. If more than one service is provided
by a single agency, cross-subsidies between users of different services
may occur. These multiservice agencies may be problematic if systematic
pricing rules are not applied. And if common fund accounting is used,
as is frequent in developing-country cities, the financial and economic
management of all services may begin to suffer because "each tub doesn't
have to stand on its own bottom." Yet integrating various services under
one administrative umbrella does have the advantage of permitting more
sophisticated pricing systems, such as those discussed in the preceding
section, as long as managers are responsible and sympathetic to efficiency
objectives.

These examples show the importance of the institutional setting for
pricing mechanisms. There is no ideal institutional setting for an ideal
pricing structure, mainly because many actors pursuing many conflicting
objectives are involved in providing and benefiting from urban services,
and because compromises need to be made among actors as well as ob-
jectives.

The Importance of Past Pricing Practices

Past as well as present pricing practices influence the desirability and
feasibility of changes in pricing schemes. It is important to know whether
administrative and technical conditions permit the introduction of a
scheme. For example, if water meters are generally in use, a marginal
cost pricing rule is more readily implemented than if water charges have
been based on other criteria, such as property or rental value as in many
Indian cities. Or recovering sewage system investment costs from prop-
erty owners through betterment levies is likely to be a good deal easier
if there is an administrative framework for assessing and collecting levies,
as in many Colombian cities. What is more, new pricing practices may
require legal changes that may involve cumbersome legislation. Past pric-
ing practices, therefore, influence to a considerable extent how well and
how fast user charges can be reformed.

Besides these technical and administrative aspects, there are three fur-
ther problems. One is the fact that many people have come to accept
past practices as a norm, particularly if services have been free or highly
subsidized. Subsidized services may have come to be accepted as a right
people are not willing to give up easily. Matters are often complicated
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because subsidies have been capitalized into property values or because
people expect continued subsidies and have locked themselves into lo-
cation or investment patterns which may be difficult and/or costly to
reverse in the short term. Sudden and far-reaching changes in pricing
may thus lead to considerable windfall losses, which in turn cause re-
sentment and even political upheaval.

The second problem is the perception of unfairness, which occurs
when a new pricing system requires payment for services which were
free or heavily subsidized. The third problem is that failure to operate
services efficiently and to charge effectively for them often makes the
agency providing the service financially weak, which in turn leads to poor
service. In these circumstances it is extremely difficult to introduce an
effective charging system because users' willingness to pay is likely to
have been seriously eroded by bad service. A vicious circle is thus es-
tablished: charging systems cannot be improved if services have not been
improved first, and services cannot be improved if charging systems have
not been improved first.

To break this circle, it is necessary to work simultaneously at all aspects
of urban service provision: to introduce measures that improve produc-
tion efficiency, including those that improve the institutional framework
and incentive system for managers, and gradually to implement a pricing
system which provides a reasonable balance of efficiency, financial fea-
sibility, and equity. As the following two chapters will demonstrate, the
tradeoffs among these objectives are less severe than they may at first
appear. In fact, urban service prices can often be structured to achieve
all of them.



10 Charging for Urban Water
Services

THE SUPPLY of potable water and the sanitary collection and disposal
of residential and industrial wastewater are among the most essential
urban services. Centralized systems to provide these services improve
health, save money, and give more personal comfort (World Bank
1980a). Important advances have been made in providing access to these
services (table 10-1), but much remains to be done. For example, in
many towns and cities of developing countries, many people still do not
have access to safe water; those who do often suffer service interruptions,
and at times receive contaminated water. Although access to the services
has risen, the quality of service in many urban areas has declined over
the years (Hamer and Linn 1987).

One of the main constraints on more rapid extension and improve-
ment of urban water services is limited financial resources. The tremen-
dous resources needed for the services far exceed the capacity for re-
source mobilization. As might be expected, this needs-resources gap is
greatest in the poorest countries, in which it is especially important to
adapt investment strategies and service standards to affordability. In the
poorest nations of Africa and South Asia, investments in neighborhood
water systems and low-cost wastewater disposal systems are likely to be
most feasible (Linn 1983). In the wealthier nations of Latin America, the
Middle East, and East Asia, however, it may well be feasible to cover
urban households fully with water services and even piped sewer systems.
Pricing and financing policies must also be designed with these different
circumstances in mind; and as noted above, appropriate pricing policies
can assist in the development of better investment strategies.

Besides affecting the programming, planning, and financing of urban
water supply and disposal systems, pricing can have important effects on
the efficient use of national and regional water resources, on urban land
use, and more broadly on the allocation of the economic resources of a
country or region. Water charges can also significantly affect the spending
patterns of the urban poor, as is shown in table 10-2, which reflects
estimates of shares of household incomes spent on water in selected
cities.' The variation across cities is considerable both in terms of the
shares of the income spent on water and sewer charges in any income
quintile and of the extent to which the shares increase or decline when
moving from low- to high-income quintiles. To the extent that water and
sewerage pricing systems can shift the burden of service financing from
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Table 10-1. Water Supply and Sanitation Coverage, by Region, 1983
(percentage of population served)

Water supply Sanitation

Region Urban Rural Urban Rural

Africaa 57 29 55 18
Western Asiab 95 50 93 21
Asia and the Pacific' 67 44 48 9
Latin America and Caribbeand 85 49 80 20

Note: No comparative data are available for the region of the U.N. Economic Commission for
Europe and North America.

a. Members of U.N. Economic Commission for Africa.
b. Members of U.N. Economic and Social Commission for Western Asia.
c. Members of U.N. Economic and Social Commission for Asia and the Pacific, excluding China.
d. Members of the U.N. Economic Commission for Latin America and the Caribbean.
Source: U.N. Center for Human Settlements (1987).

low- to high-income groups, or vice versa, the distributive effect of these
charges can be quite significant.

A further consideration which makes the pricing and financing of water
services an important issue for this volume is that water supply and sew-
erage systems in large and medium-size cities are generally managed by
the local government even though they are often the administrative re-

Table 10-2. Estimated Monthly Water Charges as a Percentage
of Estimated Monthly Household Income, by Income Group, Selected Cities

Income group
(and consumption category in thousands of liters)

Louwest Second Third Fourth Highest
20 20 20 20 20

percent percent percent percent percent
City, year (7) (15) (27) (36) (40)

Sao Paulo, Brazil, 1970 4.71 2.28 3.35 2.85 0.90
Bogota, Colombia, 1971 0.67 0.70 1.04 0.83 1.51
Cartagena, Colombia, 1971 0.97 0.84 1.23 1.25 0.62
Addis Ababa, Ethiopia, 1972 8.70 7.89 7.70 6.17 2.46
Kingston, Jamaica, 1971 1.76 3.04 6.05 3.75 0.81
Nairobi, Kenya, 1970 6.80 5.51 6.00 3.93 1.88
Seoul, Rep. of Korea, 1972 0.36 0.32 0.55 0.61 0.49
Mexico City, Mexico, 1970 0.41 0.33 0.38 0.29 0.17
Lima, Peru, 1971 4.96 2.34 1.25 1.41 0.56
Manila, Philippines, 1970 9.27 1.67 1.65 1.50 0.72
Bangkok, Thailand, 1972 0.49 1.12 2.19 2.20 0.86

Note: Water charges (which include drinking water and sewerage) are estimated from tariff
schedules and estimated water consumption figures for households in the individual cities.

Source: Computed by K. Hubbell from survey data. Cited in Saunders and Warford 1976: 188).
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Table 10-3. The Provision of Urban Water Services in the 1970s

Region and economy City Institutional structure

Latin America
Colombia Bogota and others Local autonomous agency
Costa Rica San Jose and others National autonomous agency
Ecuador Large cities Local autonomous agency
Jamaica Kingston National autonomous agency

Other towns National autonomous agency (separate)
Mexico Mexico City Local autonomous agency
Panama Panama City and National autonomous agency

others

Africa
C6te d'lvoire Abidjan National government
Ethiopia Addis Ababa Local autonomous agency
Kenya Nairobi and others Local government

Mombasa Regional autonomous agency
Small cities National government

Nigeria Lagos and others State autonomous agency
Sudan Khartoum National government
Uganda Kampala National government
Zaire Kinshasa and others National government
Zambia Lusaka Local government

Asia
Afghanistan Kabul and others Local government
Bangladesh Dhaka, Chittagong Local autonomous agencies
Burma Rangoon Local autonomous agency
Taiwan (China) Taipei Local autonomous agency
India New Delhi and others Local autonomous agency
Indonesia Jakarta National autonomous agency
Korea, Rep. Seoul Local government
Nepal Kathmandu Local government
Pakistan Lahore, Karachi Local autonomous agencies
Philippines Manila Local autonomous agency

Middle East
Algeria Algiers National government
Israel Tel Aviv, Haifa Local government
Jordan Amman Local autonomous agency
Tunisia Tunis National autonomous agency

Source: Based on a review of World Bank reports carried out by Prabhas Sharma. Cited in Bird
(1980: table 4).

sponsibility of autonomous or semiautonomous local agencies (table 10-
3; also see chapter 3). Spending on the services usually accounts for a
sizable portion of total urban government expenditure (table 10-4). The
pricing of water supply and sewerage disposal is thus often one of the
main fiscal decisions at the local level. This chapter reviews charges com-
monly found in cities of developing countries and discusses the design
of water tariffs in terms of the general principles of user charges laid out
in the preceding chapter.
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Table 10-4. Percentage Share of Water Services in Total Expenditure of
Urban Governments, Selected Cities

City, year Percent

Francistown, Botswana, 1972 14.7
Bogota, Colombia, 1972 26.1
Cali, Colombia, 1974 12.3
Cartagena, Colombia, 1972 22.3
Ahmadabad, India, 1971 11.2
Bombay, India, 1971-72 11.5
Calcutta, India, 1974/75 55.2
Madras, India, 1975-76 23.0
Jakarta, Indonesia, 1972-73 6.4
Kingston, Jamaica, 1972 3.8s
Daegu, Rep. of Korea, 1976 18.9
Daejeon, Rep. of Korea, 1976 17.6
Gwangju, Rep. of Korea, 1976 14.6
Jeonju, Rep. of Korea, 1975 23.1
Seoul, Rep. of Korea, 1970 15.2
Karachi, Pakistan, 1973-74 25.9
Lusaka, Zambia, 1972 27.0

a. Does not include expenditure by the nationally run water and sewerage agency for the
Kingston metropolitan area.

Pricing Water Supply Services

Water charges may be grouped into four categories:

1. A lump-sum development charge, which may be determined by
the capital cost of infrastructure and by lot size, frontage, or value
of properties lying in the area provided with community water sup-
ply; this charge applies whether or not the lot is actually connected
to the water main

2. A lump-sum connection charge, which may be determined by the
size of the connection or by characteristics of the consumer related
or unrelated to his water use

3. A periodic fixed payment determined by consumer characteristics
related or unrelated to, but not varying directly with, water use

4. A periodic payment determined by metered water consumption;
the rate per unit of water consumed may vary with the amount
consumed, with the season, or with property value, type of con-
sumers, and so forth.

In the following discussion, category 4 will be referred to as a "con-
sumption charge" or "use-related fee." Lump-sum connection charges
and periodic fixed payments (categories 2 and 3) are often treated to-
gether under the term "connection fee," because both types of charges
are related to the consumer's decision to connect to the system. In prin-
ciple, any recurrent charge can be capitalized into an equivalent lump-
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sum charge, or any lump-sum charge annuitized into a recurrent charge
at the prevailing rate of interest. In practice, however, because of the
many imperfections of capital markets in developing countries, lump-
sum and periodic fees may have quite different effects.

After a brief review of common systems of water charges in developing
countries, this section will discuss how to design a system of water charges
that can meet goals of efficiency, financial viability, and equity. Allowance
will also be made for institutional factors which may influence the fea-
sibility of pursuing these goals through an appropriate set of water
charges.

Existing Systems of Water Charges

Table 10-5 summarizes some salient characteristics of existing systems
of water charges in selected cities of developing countries.2 Emphasis is
placed on the differential treatment frequently given to commercial and
industrial users, and on users drawing water from public taps.3 Although
table 10-5 is quite limited in its coverage of countries and somewhat
dated in its information, it includes countries and cities in all major re-
gions of the developing world and therefore is reasonably representative.
It does not contain a column for development charges because according
to the available information no such charges were levied in any of the
cities listed.4 The typical structure of water charges, however, appears
to include one or more of the remaining three types of charges.

With the exception of Ahmadabad, all the cities listed levied a charge
related to the metered consumption of water for those house connections
with working meters. The proportion of metered connections varied,
however, from city to city. In more than two-thirds of the cities the use-
related rates rose with the amount of water consumed, in two or more
steps or "blocks" (up to eight blocks in Guayaquil). Rate differentiation
by characteristics other than metered water use has also been quite com-
mon. In Bombay rates varied with a property's size of lawn or availability
of swimming pools, presumably as a way to catch luxury consumption
and possibly to pass on capacity costs to seasonal users (especially sprin-
kler demand). The fact that declining block rates are not commonly found
in the developing countries is remarkable only because of the frequency
with which this system of water charges has been used in industrial coun-
tries, particularly in the United States and Canada, despite long-standing
objections to this as an inefficient practice (Bird 1976b). Only in three
cases studied here did declining block rates occur. They were applied
to residential users in Cameroon and in Gabon; in Abidjan (Cote
d'Ivoire), declining block rates were in force for industrial and com-
mercial users, whereas residential rates were structured in rising blocks.

Fixed monthly fees have been very common, although they have taken
on many different shapes. In many cities minimum monthly fees have
applied for metered consumers, but these were often supplemented by
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so-called meter rental fees or other fixed monthly charges. These charges
usually increased with the size of the meter or diameter of the pipe
connecting the consumer to the distribution main, or they were positively
related to the value of the connected property (Colombia). Unmetered
users were usually charged monthly fees varying with diameter of the
connecting pipe, or at times varying with the value of the connected
property (India).

Connection fees have been quite common, but again have varied across
countries and cities. A flat charge related (at least historically) to the cost
of installation has been most common. In some cases (for example, Col-
ombia), additional charges were levied when a property was connected
and were determined as percentage rates of assessed property value. In
other cases (Bangkok and Jakarta), the diameter of the connecting pipe
determined the connection fee. Finally, in some cities returnable deposits
were required at the time of connection. Industrial and commercial users
were in most cities charged at levels above those of residential users with
some notable exceptions, such as Abidjan and Tunis, where industrial
and commercial customers were given favorable treatment.

The information available on rates charged to users of standposts is
quite limited for the cities listed in table 10-5. In Colombia, India, and
Thailand the use of water from public taps in the cities appears to have
been free of charge, whereas in Jakarta, Nairobi, and Seoul higher rates
were charged to users of public taps than to most users with in-house
connections. The relatively high cost of water from public sources or
from street vendors is further demonstrated in tables 10-6 and 10-7. The
tables show, respectively, the charges levied at standpipes in selected
cities and a comparison of the price of water from in-house connections
with the price paid for water from carriers. Especially considering the
private costs of hauling water (the time and effort spent in carrying the
water from the source to the site of use), it is clear that users with in-
house connections generally face much lower unit prices than users of
public taps or carried water.

Efficient Charges

For water supply, as for any other urban service, it is useful to begin
a discussion of pricing strategies by focusing on the goal of efficiency.5

Other policy goals and constraints are then brought into the analysis.

DEMAND. If the demand for a service does not respond to price changes,
the efficiency of resource allocation is not affected by the selection of
service charges. In discussing the price-elasticity of water demand, that
is, the degree of responsiveness of water demand to changes in user
charges, it is important to remember that more than one dimension of
service demand is relevant. These dimensions are related respectively
to three separate decisions: (a) whether, where, and at what density and

(Text continues on page 296.)



Table 10-5. Water Tariff Structure in Selected Cities

Industrial and
commercial charges

Country, year, Lump-sum connection relative to residential
state or city charge Fixed monthly fee Consumption charge Standpipe charge charge

Brazil, 1974
Belo Horizonte n.a. Flat rate n.a. - Higher
Minas Gerais n.a. Minimum charge Two blocks (rising) - Higher

Bujumbura, Burundi, By pipe diameter and Meter rental fee (for Two blocks (rising); - Higher
1966 length of pipe five years) rising with dwelling

area and declining
with family size

Camneroon, 1975 Flat charge Minimum charge; flat Three blocks (first Rate charged Equal
t\ fee where rising, then falling)

unmetered
Colombia

Bogota, 1979 Rising with property Minimum charge Five blocks (rising); Free 120-130 percent of
value and cost of rising with property rising with property residential tariffs
installation value value

Cali, 1978 Rising with property Minimum charge Five blocks (rising) Free Consumption charge
value and cost of rising with property equal to residential
installation value monthly fee,

approximately equal
to mean residential
fee

Cartagena, 1973 Rising with property Minimum charge Three blocks (rising) Free Lower, if using
value and cost of rising with property untreated water
installation value and meter

rental charge rising
with property value
and pipe diameter



Abidjan, C6te n.a. n.a. Two blocks (rising) - Lower; three blocks
d'lvoire, 1975 (falling)

Guayaquil, Ecuador, n.a. Minimum charge; Eight blocks (rising) Higher
1974 meter rental fee

rising with pipe
diameter

Addis Ababa, Cost of installation; Meter rental rising -

Ethiopia, 1972 deposit rising with with pipe diameter;
pipe diameter flat fee where

unmetered
Libreville, Gabon, n.a. n.a. Five blocks (first

1973 rising, then falling)
Accra/Tenna, Ghana, n.a. Minimum charge Flat rate - Higher

1974
India

% Ahmadabad, 1973 n.a. General property tax n.a. Free
> Bombay, 1978 Charge rising with Minimum charge and Flat rate; higher rate Free Higher

meter size meter rental fee for properties with
rising with meter large lawns or
size; tax on swimming pools
property value for
unmetered users;
special low rate for
slums

Indonesia
Jakarta, 1973 Charge rising with Meter fee increasing Two blocks (rising) Rate equal to highest Higher

pipe diameter with diameter of residential rate
pipe

Malang, 1974 Flat charge Minimum charge Flat rate Hligher rising; block
rates

(Table continues on the following page.)



Table 10-5 (continued)

Industrial and
commercial charges

Country, year, Ltmp-sxm connection relative to residential
a\ state or city charge Fixed monthly fee Consumption charge Standpipe charge charge

Kingston, Jamaica, - Rate varying with Six blocks (rising) - Highest residential
1975 meter size; low- tariff

value properties are
exempt

Kenya
Mombasa, 1975 Flat charge Meter rental rising Two blocks (rising) - Lower

with diameter; flat
rate for nonmetered
users

Nairobi, 1975 Connection fee and Minimum charge and Flat rate Private operators Equal
returnable deposit meter rent charge unit rate five

times official rate
for house
connections



Malaysia
Kuala Lumpur, n.a. Minimum charge Flat rate - Higher

1973
Penang, 1973 - Minimum charge Two blocks (rising) - Higher

Mexico City, Mexico, n.a. For nonmerered users Six blocks (rising) - Equal

1973 flat charge rising
with pipe diameter

Kathmandu, Nepal, Flat charge For nonmetered users Two blocks (rising) - Equal

l970s flat charge rising
with pipe diameter

Tunis, Tunisia, 1973 - n.a. Flat rate - Lower

Seoul, Rep. of Korea, - Flat minimum charge Five blocks (rising) Higher than low-use Higher

1972 residential fees

Lahore, Pakistan, Flat charge Minimum charge Flat rate - Higher minimum

1973 rising with pipe charge

diameter; meter
rental charge

Bangkok, Thailand, Charge varying with n.a. Six blocks (rising) Free Equal

1975 pipe diameter

- Not available.
n.a. Not applicable.
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Table 10-6. Water Charges at Public Taps in Selected Cities
of Developing Countries
(dollars per cubic meter)

Country and city Charge

Burkina Faso
Ouagadougou 0.30
Bobo Dioulasso 0.30

Cameroon
Douala 0.20
Yaounde 0.26

Gabon
Libreville 0.50
Port Gentil 0.50
Lambarene 0.50

Indonesia
Jakarta 0.70

Kenya
Nairobi 0.13

Note. This is the price charged by the water supply organization for water supplied to the public
hydrants. Actual consumer prices may be higher because of resale. No date is given in source.

Source: Vlieger and others (1975: 46).

service levels to develop a tract of urban land (assuming that each lot in
the tract will have the option to connect to the water distribution network
but will not necessarily choose to connect); (b) whether to connect to
the distribution network or not, and with what size or length of con-
nection pipe; and (c) how much water to consume once connected to
the system. The crucial question then becomes whether any of these
decisions is affected by the prices or sets of prices which a utility may
choose.

Table 10-7. Costs of Public and Private Water Supply in Selected
Developing Countries
(dollars per cubic meter)

In-house connection Water carrier
Country or city (public utility) (private vendor)

Burkina Faso 0.30 1.0-1.5
Ghana 0.10 1.3-2.5
Nairobi, Kenya 0.20 1.4-2.1
Senegal Free 1.6-2.4
Kampala, Uganda 0.33 1.3-3.0

Note. Ratios of private to public water costs in additional locations are: for Abidjan, 5 to 1;
for selected cities in Indonesia, between 2 to 1 and 10 to I (World Bank data); for Karachi, 10
tO 1 (USAID 1976); and for Lima, between 16 to I and 25 to I (Thomas 1978).

Source: Linn (1983), based on Vlieger and others (1975: 48).
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Evidence about the demand-elasticity of water use is scant for devel-
oping countries. Probably the most careful study was done for Nairobi
by Hubbell (1977). On the basis of a stratified random sample of 400
households, a linear regression equation was estimated for pooled cross-
section, time-series data to determine the effect on the demand for water
of a change in water tariffs and differences in user rates at any particular
time, holding constant other determinants such as household income,
site value of property, family size, and ethnic background. The results
show a price-elasticity of -0.5. Another study estimated the effect of a
water price change in Penang (Malaysia) purely on the basis of intertem-
poral changes in the quantity demanded (Katzman 1977). The estimated
elasticities fell in the range of - 0.1 to - 0.2. Less reliable estimates were
made for Bogota, where changes in water tariffs were associated with
drops in consumption indicating a range of price-elasticity between
-0.35 and -0.50 (Linn 1976b), and in selected Colombian cities, where
elasticities fell in the range of -0.1 to -0.6 (World Bank estimates).
These results, and in particular Hubbell's elasticity estimate, fall within
the range of estimates for the United States. A survey of U.S. studies
concluded that "a rough estimate of about -0.5 seems a reasonable
compromise for the American data" (Gorman 1980: 1-3). To what extent
the price-elasticity varies with income level is not well researched in
developing countries, although for the United States the evidence ap-
pears to indicate that the demand for water is less price-elastic among
the poor.

The implication of these findings is that because the demand for water
is moderately responsive to price changes, efficiency considerations
should not be neglected in setting user rates. This conclusion is strength-
ened for the case of metered versus unmetered use. The available evi-
dence unequivocally indicates that metering has quite considerable ef-
fects on consumption. Saunders (1976) estimates that in Bangkok the
elimination of meters on average would lead affected households to con-
sume 40 percent more water. White, Bradley, and White (1972) report
on a study in Uruguay showing a strong inverse relationship between
the proportion of households metered and daily use of water. Similar
evidence is available for the United States (White, Bradley, and White
1972). The implications of these findings are that efficiency considera-
tions are very important for metered user prices and can substantially
guide the metering decision itself.

Evidence for the other dimensions of water demand-connection and
access-is much less readily available. For water connections, the price-
elasticity in principle can be reduced to zero by requiring connection to
the distribution network. In practice, however, this regulation may not
always be enforceable, particularly in low-income neighborhoods. Evi-
dence for Colombia suggests that a significant number of urban house-
holds will choose not to connect to the public water systems despite legal
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connection requirements (Selowsky 1979). One reason for this failure
to connect may well have been the steep connection fees (Linn 1980a).
The ease with which illegal connections to the water system can be made
is another major consideration in determining the elasticity of connection
demand. In Bogota and Jakarta, for example, illegal connections have
been quite common in poor neighborhoods, apparently in response to
sizable connection fees (Linn 1976c; Linn, Smith, and Wignjowijoto
1976). The choice not to connect to an existing water system is likely
to be of interest mainly to low-income families who demand small quan-
tities of water and therefore can effectively satisfy this demand from
communal water taps or carriers, or from rivers and creeks. For higher-
income groups, whose demand for water tends to involve much larger
quantities, private sources of supply are generally a less acceptable sub-
stitute. The connection demand is therefore likely to be much more
price-elastic for low- than for middle- or high-income consumers.6 The
connection demand for industrial and commercial uses may be quite
price-elastic, particularly where groundwater is readily available. Evi-
dence of use of private wells for industrial and commercial users in re-
sponse to high user charges or connection fees was, for example, found
in Bangkok (Saunders 1976).

Does the level of charges affect the location or access demand for
water services? Evidence on migration appears to indicate that utility
pricing is not a significant determinant of the rural-urban or urban-urban
migration decision (Findley 1977). To what extent this is also true for
industrial location decisions, and therefore for the possible indirect ef-
fects which utility pricing may have on migration, is more debatable.
There does not appear to be any conclusive evidence on this subject for
developing countries. Nor is there good information available on the
effect of spatial differences in utility pricing on intraurban location de-
cisions; this is not surprising, however, considering that such cost dif-
ferentials are rarely considered in setting urban water prices.7

Finally, the effect of pricing on other land use decisions, especially
those concerned with density of development, also appears not to have
been carefully investigated. It has been argued, however, that if gov-
ernment agencies are required to charge the real cost of providing a
service to actual or potential beneficiaries, the agencies are forced to
consider the standards of service for which the prospective beneficiaries
are willing and able to pay (World Bank 1980b). This implies that service
demand, defined in terms of the development decision, is effectively
price-elastic. Again, for water supply it is quite likely that this elasticity
is higher for low-income groups than for middle- or high-income groups,
which are more likely to select their housing solutions without particular
attention to water supply accessibility or its cost, except that they will
want to ensure what they see to be a minimum standard of water service:
multiple-tap in-house connections with sufficient capacity to service



CHARGING FOR URBAN WATER SERVICES 299

showers, flush toilets, and water-using appliances such as washing ma-
chines. Within reasonable boundaries, changes in the water development
charge will not lead to changes in the demand for this standard package
among those who are better off.

In sum, one may conclude that the demand for water consumption is
moderately price-elastic, but possibly less so for low- than for high-
income groups. In contrast, the demands for water connections and ac-
cess opportunity are likely to be more elastic among lower-income house-
holds, and especially among the very poor, but show very little price-
elasticity for higher-income groups. This last set of conclusions is highly
conjectural, and considerably more analysis is required to confirm the
findings. Overall, however, one must conclude that for at least some
types of users the efficiency of the level of water charges is likely to
matter in all of the three dimensions of water demand. From the point
of view of economic efficiency it is therefore important to consider the
resource costs of water provision and to attempt to link the structure of
water charges to those costs.

COSTS OF SUPPLY. The basic rule of efficient public service pricing is to
set price equal to marginal cost. In the case of water supply, possibly
more than for other urban services, it is important to consider carefully
the service dimensions to which the marginal cost price or prices are
applied.

All three dimensions used previously-use, connection, and access-
are of relevance here. As regards use, the incremental cost of producing
and transmitting water includes the short-run operating and maintenance
costs incurred by the utility in producing and transmitting potable water
(such as material costs of treatment, energy costs of pumping, and main-
tenance requirements caused by wear and tear on the plant during op-
eration) as well as labor costs directly related to the level of production
at which the facilities operate. It is relatively easy to estimate these costs
from the financial data of a water enterprise.

More difficult is the treatment of incremental capacity costs of water
production and transmission, for which investments are generally lumpy.
One method of estimating incremental capacity costs in the water supply
sector has in recent years been frequently applied in developing coun-
tries. This method draws on the concept of average incremental cost
(AIC), which "is calculated by discounting the incremental costs which
will be incurred in the future to provide the estimated additional amounts
of water which will be demanded over a specified period, and dividing
that by the discounted value of incremental output over the period"
(Saunders, Warford, and Mann 1976: 15).8

The purpose of pricing on the basis of AIC is to provide a smoothing
of price fluctuations, which the application of the pure short-run marginal
cost (SRMC) rule would entail, while permitting price signals to guide
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Figure 10-1. Schematic Comparison of AIC, SRMC, and AC Trends
over Time

cost
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A B A' B' Time

Key:. AC, average cost per cubic meter; - -- AIC, average
incremental cost per cubic meter; SRMC, short-run marginal cost
per cubic meter.

investment decisions.9 Figure 10-1 schematically compares the AIC cost
or price trend over time with that of SRMC or price, assuming constant
long-run costs of capacity expansion."1 Points A and A' reflect times at
which the capacity constraint is reached and SMRC begins to rise until
capacity expansion becomes appropriate at points B and B', respectively.
At that time SRMC drops again to its previous levels in a sharp reversal
of the previously rising level. AIC, in contrast, exhibits an initially higher
level than SRMC but a more gentle rate of increase, so that it eventually
falls short of capacity-rationing SRMC. At the time of capacity expansion
AIC also drops, but less markedly than SRMC. AIC pricing thus represents
a compromise between, on the one hand, the perfectly smooth price
trend of an average cost pricing rule reflected in the AC (average cost)
line in figure 10-1, and the highly volatile price trend shown by SRMC.

The shorter the intervals between capacity expansion the smoother will
be the AIC trend line, and when applied to a rising long-run cost trend,
the declines in AIC may actually vanish altogether (Saunders, Warford,
and Mann 1977).

AIC cost estimates have been extensively applied in recent years in
water supply projects financed by the World Bank and have been used
to inform pricing decisions of the public utility agencies involved. In
such practical applications of AIC estimates, care must be taken to include
only those costs which are incremental with respect to present or future
consumption. In fact, numerous cost items should not be included in an
AIC calculation.
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One set of such cost items concerns the decision to connect to the
water supply system and typically includes the material and labor costs
of installation (excavation, pipes, plumbing, and meter). In addition to
the costs of initial installation, clerical and other labor costs may be in-
curred when occupants of a property change. More important, there are
recurring administrative and clerical costs associated with a water con-
nection, including meter reading and maintenance, record keeping, and
billing. All of these costs are related to an individual consumer's decision
to connect to the service but do not vary with the amount of water
consumed. On efficiency grounds, these costs should be charged to each
connection as a flat periodic fee unrelated to the quantity of water con-
sumed. To the extent that these costs reflect the capital cost of instal-
lation, a lump-sum connection charge would also be appropriate. As
mentioned earlier, under certain conditions lump-sum charges and flat
periodic fees are equivalent, since the former can be annuitized or the
latter capitalized.

Returnable security deposits can be interpreted as providing merely
insurance against willful tampering with meters or other parts of the
water connection. They may also, however, imply a real charge if any
interest rate paid on the deposit held by the utility falls below the rate
of interest that the consumers could earn on this money in other uses.
The extent to which such an implicit charge is related to the actual cost
of connection will depend on each case but should be of concern, par-
ticularly if the deposits are large and inflation rates are high."' Again,
this cost is unrelated to the quantity of water consumed.

Finally, there are the development or access charges for the cost of
installing the necessary distribution and retriculation network. This cost
is not directly related to the amount of water consumed, although ex-
pected consumption per connection may influence the diameter of the
distribution pipes. Costs of water distribution are related more closely
to the density of development: the distribution cost per connection varies
inversely with the density of development, as is shown in table 10-8 for
a sample of neighborhoods in Cali. 2 The costs of the distribution system
may also vary between areas of a city because of different geological
conditions. Efficient private development decisions as regards timing,
location, and density of development as well as standard of demand for
service will be encouraged by charging developers and lot owners the
incremental cost of water distribution networks. What is more, public
development decisions will be improved by the need to take into con-
sideration the willingness of private beneficiaries to pay for the costs
associated with the public supply of water. In principle it is inefficient
to charge development costs through connection fees, because once the
distribution network has been constructed, the marginal cost of con-
necting to the system is restricted to the installation and related cost
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Table 10-8. Relation between Water Distribution Costs and Density
in the Neighborhoods of Cali, Colombia
(thousands of Colombian pesos)

Density Costs per Costs per
Neighborhood (connections per hectare) hectare connection

Conquistadores 88.6 348.7 3.9
Leon XIII 48.8 129.0 2.7
Quiroga I 48.0 237.0 4.9
Doce de Octubre 47.8 118.0 2.5
Alfonso Lopez V 41.9 88.4 2.2
Cotraval 41.7 67.4 1.6
Sindical 40.3 104.3 2.5
SanJudas Tadeo 40.3 38.6 1.0
Atanasio Girardot 37.2 138.2 3.7
Alfonso Lopez VI 33.9 84.5 2.5
Union Vivienda Popular 33.6 64.7 2.0
El Rodeo 33.0 88.2 2.7
Los Cambulos 26.4 80.4 3.1
Jorge Eliecer Gaitan 22.6 51.4 2.4
Terron Colorado 22.0 37.6 1.8
Siloe Lleras 19.6 99.8 5.1
Camino Real I 12.8 86.8 6.4
Leonar III 5.6 85.5 15.3
La Merced VIII 2.0 85.7 42.9

Average 34.3 107.1 5.7

Median 37.2 88.2 2.7

Note:June 1975 prices. Regression equation relating cost per connection to density: In (CIS)
= 3.88 - 0.80 In (SIA) R2 = 0.66, where CIS is the cost per connection and SIA is the
number of connections per hectare. The coefficient of In (SIA) is significant at the 0.1 percent
level of confidence.

Source.' Linn (1976b: table 7, p. 24).

discussed earlier. Indeed, charging development fees only at the time of
connection will restrict the connection decisions to inefficiently low lev-
els. The development charge should be levied on all property owners at
the time the system is built whether or not a particular owner chooses
to connect to the system at that particular time.

GEOGRAPHICAL AND SEASONAL VARIATIONS IN COST. Following the gen-
eral principle of efficient pricing, water users should be charged equally
if they impose equal marginal costs on the system but should be charged
differentially if marginal costs differ. Costs of water supply commonly
differ between cities within the same country due to differences in system
size, water resource availability, geological conditions, or possibly input
prices. Table 10-9 indicates the considerable variations between urban
areas in Colombia. Uniform national or regional tariffs, as were found
in some countries (for example, Malaysia and Tunisia"3 ), certainly would
be inefficient under these conditions.14
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Table 10-9. Comparison of Long-Run Cost and Average Tariff
for Selected Colombian Cities, 1974
(Colombian pesos per cubic meter)

Actual average Long-run Percentage shortfall of actual
City tariffa costb tarifffrom long-run average cost

Armenia 1.54 2.19 29.7
Barranquilla 2.53 3.32 23.8
Bogota 1.84 3.60 49.9
Cali 2.16 3.06 29.4
Cartagena 1.95 4.44 56.1

Cucuta 1.40 2.82 50.4

Medellin 1.40 1.79 21.8

Neiva 1.38 1.45 4.8

Tulua 1.30 2.30 43.5

Average 34.4

a. Tocal revenue from sale of water (including sewer surcharge) divided by quantity sold.

b. Sum of operating costs plus depreciation plus 8 percent of revalued net fixed assets, divided

by quantity sold,

Source: Linn (1980a: table 9).

Intrametropolitan differences in costs are also common, although not
generally explored by water companies or researchers. Two case studies
in Cali and Nairobi commissioned for this volume have found cost dif-
ferentials within these cities by estimating AICS for selected areas in the
water distribution systems. Table 10-10 summarizes the findings for
these two cities. In Nairobi, the cost differences resulted from supple-
mentary pumping requirements to convey water from a low-elevation
source to high-elevation users. The AIC estimates reflect differences in
planned investments in pumping facilities. In Cali, low-elevation areas
experienced (in general) higher costs, because planned expansion of the

Table 10-10. Geographical Water Cost Differentials in Cali and Nairobi

Average incremental cost

Area Average incremental cost as percentage

In Colombian pesos per

Cali. Colombia. 1977 cubic meter Of high level

High elevation 0.818 100

Low elevation 0.903 110

Siloe Lleras 1.054 129

Terron Colorado 1.080 132

In Kenyan shillings per

Nairobi. Kenya, 1975 thousand gallons Of Ion, level

Low elevation 8.80 100

Central 9.25 105

High elevation 11.60 132

Sources: For Cali, Linn (1976a: table 16). For Nairobi, McLure (1977: table 14).
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pumping system in these areas required investments in water mains at-
tributable only to the low-level area. For Cali and Nairobi, AIC in the
highest-cost area was approximately one-third above AIC in the lowest-
cost area.

The capital costs of water distribution may also vary substantially
among areas of a city, mainly in relation to the density of development,
but also because of differences in soil conditions, accessibility, or distance
to the distribution main. Table 10-8 describes the extent to which such
differences can exist. Differential development charges by area are there-
fore important to signal to potential new customers the resource costs
incurred as a result of their location and land use decisions.

Variations in spatial service costs within cities are rarely reflected in
water charges. There are, however, examples of efforts to do so. In Cali,
a surcharge on water use was applied for some time in two high-lying
areas, Siloe Lleras and Terron Colorado, to reflect supplementary pump-
ing costs. In 1975, however, this surcharge was only about 40 percent
of actual short-run marginal costs of supplementary pumping (Linn
1976b). In Kingston, Jamaica, surcharges of 50-75 percent over the base
charge were in the past applied to consumers living in areas requiring
supplementary pumping (Bougeon-Maassen and Linn 1977). These ex-
amples indicate that it is possible not only in principle but also in practice
to vary water fees by area.

Seasonal cost differentials may also be important in the case of water
supply. During dry periods supply may drop and demand may increase
to such an extent that constraints on capacity are reached. It may then
be more efficient to ration available supplies through price increases
rather than to permit pressures to drop or to provide water only inter-
mittently.1 5 In Cali, for example, dry-period declines in the water source
serving high-lying areas led to seasonal pumping requirements and re-
sulted in a doubling of short-run marginal cost (Linn 1976b). In one
region of Tunisia it was found that water consumption during the summer
quarter exceeded the yearly average by about 50 percent (World Bank
estimates). In a city in Paraguay per capita water consumption more than
doubled between seasons, but in many other cities seasonal demand
changes are not significant (White 1974). In Lahore, peak-season con-
sumption was between 30 and 40 percent above off-peak season con-
sumption (Turvey and Warford 1974). Because of added pumping re-
quirements during the peak season, marginal peak consumption costs
exceeded marginal off-peak consumption costs by about 40 percent. For
the Tunisian region previously mentioned, World Bank estimates indi-
cated that peak user cost was forty times off-peak cost. This estimate
was based on attributing all costs of incremental increases in capacity to
peak users because peak consumption necessitated the planned expan-
sions in capacity to produce water.

The need to reflect seasonal cost differentials in designing water tariffs
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depends on the extent of cost differences and on the administrative fea-
sibility of applying differential rates at different times of the year. Turvey
and Warford (1974), for example, advised against seasonal price differ-
ences in the case of Lahore because of the difficulties likely to be en-
countered in timing meter readings to accurately reflect the switchover
from one season to another. In any case, there can be seasonal variations
in charges only if meters are in use. For nonmetered connections, it is
inefficient to vary charges seasonally. There have been no seasonal dif-
ferences in water prices in the cities surveyed for this study, although
in Kingston higher water prices were charged during droughts (Bougeon-
Maassen and Linn 1977).

EXTERNALITIES AND OTHER "SECOND-BEST" CONSIDERATIONS. Water sup-
ply works are commonly justified by the health benefits for the com-
munity of reducing the incidence of water-borne diseases. Research has
shown that 20-40 liters per capita per day (lcd) of readily available water,
if accompanied by adequate waste disposal facilities and sound hygienic
practices, are sufficient to attain the main health benefits of water use
(Kalbermatten, Julius, and Gunnerson 1982; World Bank 1980a, 1980b,
1980d). Additional consumption is also beneficial, but mainly because
of the direct convenience to the user. The external benefits from water
use are thus likely to be restricted to the range of consumption below
40 lcd. Consumers therefore should be given an incentive to consume
at least this amount of safe water if they are not willing or able to do so
at their prevailing incomes and marginal cost price. This has been one
of the major reasons for the introduction of so-called life-line tariffs in
many developing countries."

Life-line tariffs consist of a heavily subsidized low tariff for an initial
consumption block equivalent to, say, 20-40 lcd, whereas consumption
beyond this amount is charged at full marginal cost. Because water con-
sumers with house connections typically use more than 40 lcd even at
low incomes (table 10-1 1), the subsidy provided by the life-line tariff in
practice is inframarginal to consumption but acts as an incentive for con-
nection to the system. This is indeed desirable, because consumption
from public taps, the main alternative source of safe water, often is at
the lower limit of the amount required for maintaining good health (table
10-11). 7 The corollary to this argument is that it is not desirable to limit
water consumption from standpipes by charging high fees. Ways should
be found, however, to limit water waste arising from unnecessary spil-
lage, which may include charging a nominal fee.

Distortions in market prices of inputs to public water provision can
be allowed for by shadow pricing inputs in the computation of costs. In
particular, it is important to cost imported capital goods at border prices,
rather than at financial cost, if tariffs are levied on such inputs."8 More
generally, shadow pricing should be employed to price all tradable inputs



306 USER CHARGES FOR URBAN SERVICES

Table 10-11. Daily Water Consumption from Community Water Supplies
(liters per capita per day)

Urban

House connections Public standposts
World Health Organization

region Minimum Maximum Minimum Maximum

Algeria, Morocco, Turkey 65 210 25 40
Africa 65 290 20 45
Central and South America 160 380 25 50
Eastern Mediterranean 95 245 30 60
Southeast Asia 75 165 25 50
Western Pacific 85 365 30 95

Average 90 280 25 58

Note. Average daily consumption rounded to nearest 5 liters.
Source: Saunders and Warford (1976: table 5-4).

directly at border prices and to price all nontradable components indi-
rectly at border prices following, for example, the shadow pricing meth-
odology developed by Squire and van derTak (1975).19 In practice, water
tariff studies appear to have been limited to netting out all duties and
taxes directly applying to purchased inputs, and in some cases, to using
a shadow exchange rate to adjust the foreign exchange component of
capital costs.

The sensitivity of water charges to shadow pricing apparently has not
been widely explored. Linn (1976b) found that the application of a 20
percent shadow exchange rate premium increased AIC in Cali by only 7
percent. Also of possible importance is the discount rate applied in de-
riving AIC, reflecting the real rate of interest. For the case of Cali, AIC

increased by approximately 10 percent when the discount rate was raised
from 8 to 12 percent (Linn 1976b). In Bangkok similar results were
obtained by Saunders (1976). Shadow pricing foreign exchange at a 25
percent premium raised AIC by about 6 percent, whereas raising the
discount rate from 8 to 12 percent increased AIC by 30 percent. Water
costs and efficient price estimates therefore do not appear to be very
sensitive to the shadow pricing of any particular set of inputs, although
cumulatively the failure to shadow price (or to use the correct discount
rate) may well lead to substantial errors when attempts are made to set
water prices at efficient levels.

One particular input which should be carefully priced at its economic
cost is electric power used to provide water. Water utilities often receive
electricity at special rates from the power company. Or, if electricity is
internally generated, water companies often fail to cost the use of elec-
tricity in water production and transmission at the rate they could sell
it to their customers. In Cali, to calculate marginal cost an upward ad-
justment of about 30 percent in the price of energy used for pumping
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was required in 1975 because of underpricing of internal use of electricity
by the Cali public utility agency. This adjustment resulted in an increase
in the estimated short-run marginal cost of about 13 percent (Linn
1976b).

On the output side, distortions in the price of substitutes for publicly
supplied water may cause problems and result in inefficient water use;
a case in point is household use of water from financially cheap but
contaminated sources, such as rivers or shallow groundwater wells. The
true cost of using the cheap substitute is not apparent or relevant to
users, either because they are not aware of the damaging implications
to their health or because the costs are borne by others because of lower
levels of community health. This is, of course, directly related to the
health externality discussed in earlier paragraphs, except that it is now
viewed in terms of a distortion in the price of a competing product. The
solution remains the same, particularly for low-income households: life-
line tariffs or subsidization of connections, and subsidized water con-
sumption from public taps. For wealthy consumers who might feel in-
clined to use a private but contaminated source of water, compulsory
connection to the public water system is a more appropriate solution.2 0

Industrial and commercial consumers similarly should be compelled to
connect to the public water system or be charged a special tax on their
consumption of water if they are not connected to the public system and
if the private cost of drawing water does not reflect fully the social cost.
This is of particular importance where substantial use is made of scarce
groundwater. The withdrawal of groundwater by one user lowers the
groundwater level for other users, and then deeper wells and more pump-
ing are required. In Bangkok, Saunders (1976) estimated that large pri-
vate consumers could supply their own water at a financial cost of only
about a third of the total economic cost imposed. The same author cites
Mexico City, Taipei, and Tokyo among other cities for which this may
be a serious consideration.

ADMINISTRATIVE CONSIDERATIONS. Administrative considerations can-
not be neglected in the design of water tariff structures. A basic issue is
whether or not metering is efficient. The considerable cost of metering
goes beyond the mere capital cost of the meter and its installation and
includes meter inspection, reading, repairs, accounting, and billing
(White, Bradley, and White 1972). All of these costs need to be weighed
against the benefits expected to be derived from metering: a reduction
in production costs, an improved capacity to monitor water production
and consumption and thus to detect sources of leakage, and reductions
in costs associated with nonprice rationing when capacity constraints
cause service interruptions, low pressure, and contaminated supplies.2 '

Careful analyses of the metering decision have been carried out for
Lahore and Bangkok. For Lahore, where metering was uncommon,
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Turvey and Warford (1974) found that to reduce production costs to the
point where the costs of metering would just have been offset, water
production would have to fall by 80 percent.2 2 Such a reduction was
judged to be unlikely, especially for small consumers, for whom metering
costs weigh much more heavily relative to the cost of water consumption.
It was therefore tentatively concluded that metering should not be in-
troduced in Lahore, except for a few large industrial consumers. In con-
trast, Saunders (1976) used similar analyses for Bangkok, where metering
was much more common, and concluded that it was likely to be justified.
The main reason for the different results was that the cost of providing
water in Lahore was significantly below that in Bangkok. Generally
speaking, metering is usually justified if water is scarce and thus has a
high cost, or if extensive treatment is required before it is safe for house-
hold use. As Saunders (1976) points out, however, it may be unwise to
attempt metering for small and poor consumers even under conditions
such as those in Bangkok because of the difficulty of reading and main-
taining meters in slum neighborhoods; flat periodic rates may be pref-
erable. In setting charges for unmetered connections, it is possible to
reflect the different requirements for production capacity that are as-
sociated with different levels of expected consumption by linking the
periodic connection fee to the pipe size of the connection. This, however,
will affect only the connection decision, not the consumption decision,
except insofar as it limits consumption to maximum flow levels at any
time. Another way of approximating expected consumption levels with-
out metering is to link the periodic charge to the number of taps in a
house. As Turvey and Warford (1974) point out, however, there are
numerous difficulties in implementing and enforcing such a pricing
policy.

This set of considerations raises an essential point: efficient water tariff
structures can achieve their purpose only if administered effectively. If
a large percentage of all meters do not function properly, as is often the
case in developing countries, tariffs based on metered consumption are
not likely to be very effective. The same result holds if charges, even if
properly metered, are not effectively collected.2 3 Finally, if infrequent
price adjustments allow inflation to erode the real value of user charges,
an initially efficient charge can quickly become a considerable subsidy
to water users. In Bogota and Cartagena in the early and mid-1970s, the
failure to adjust user charges for inflation led to a rapid decline in the
real value of charges that was not supported by changes in the underlying
real cost structure (Linn 1975, 1976c). In other cities, in contrast, regular
rate adjustments were evidently feasible and prevented a similar slide
in the real value of water charges (for example, Jakarta and Kingston;
see Linn, Smith, and Wignjowijoto 1976 and Bougeon-Maassen and Linn
1977). One way to deal with this problem is to make regular small ad-
justments in water rates, say, in monthly installments. In the 1970s, this
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practice was increasinglv applied in Colombian cities. In Cali water con-
sumption charges were increased by 1.5 percent every month and less
frequent but more sizable changes were made in the entire tariff structure
in line with the financial and economic requirements of the water op-
erations.

Public water taps present special problems for administration, not only
in pricing, but also because of the difficulties encountered in preventing
vandalism, wastage, and surcharges by attendants. To provide water from
public taps at subsidized rates, if not free of charge, raises the problem
of wastage unless an attendant is continuously posted. Attendants, how-
ever, may be costly, and they may add monopolistic (and usually illegal)
surcharges. Flow-limiting devices are subject to tampering and vandalism
and often lead to greater wastage if malfunctions are not quickly cor-
rected. A reading of the discussions in Vlieger and others (1975) and
Saunders and Warford (1976) concerning alternative flow-limiting de-
vices leads one to conclude that no ideal method has yet been found.
Much appears to depend on local customs and on the ability to develop
community participation in and a sense of community responsibility for
maintaining a well-functioning, wastage-free system of public water taps.

AN EFFICIENT STRUCTURE FOR CHARGES. A three-part water tariff is likely
to be required for the efficient pricing of water. First, a consumption
charge should be related to the quantity consumed and set equal to
average incremental cOSt. AIC should be calculated for the systemwide
marginal costs of operation and maintenance and of projected capital
expenditures in water production and transmission. AIC represents, how-
ever, only an approximation of the truly efficient consumption price,
because it only roughly balances the efficiency benefits of a highly volatile
price set to equal short-run marginal cost and those of a smoother, more
predictable price trajectory. A consumption charge requires metering of
water use, which is likely to be appropriate in all those countries where
potable water is not in abundant (and thus cheap) supply. For small res-
idential consumers, however, particularly if only one tap is installed in
a dwelling, the costs of metering may well outweigh the benefits. Second,
a connection charge should be levied to reflect the marginal capital cost
of connection, including meter reading, billing, and so forth. This con-
nection charge may be a lump-sum charge upon initial connection, or it
may be a fixed periodic fee. The former is probably most appropriate
for the installation costs, the latter for the recurrent costs of maintaining
the connection. Third, a development charge should be applied to cover
the marginal cost of the distribution (retriculation) system. This charge
should be prorated for each plot-whether or not it is immediately con-
nected to the system-depending on the incremental capital costs of
installing the system.

In calculating efficient charges, four refinements may be required. First
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of all, inter- and intraurban spatial variation in costs should be accounted
for in all three types of charges. Second, seasonal variations in costs and
demand should be reflected if they are significant and if meters can be
carefully read at the time of transition between seasons. Third, shadow
pricing may be necessary for inputs and in setting the discount rate for
calculating AIC. Fourth, externalities should be allowed for by setting
life-line tariffs for residential users and by compelling all large users,
especially industrial and commercial enterprises, to convert to the public
system.

Once an efficient system of user charges has been designed, its real
level must be maintained by frequent, though mostly small, adjustments
to reflect the effect of inflation and changing real costs. Moreover, ef-
fective metering and collection are necessary if the charges are to serve
their purpose of encouraging the efficient use of resources. Water used
at public standposts in most cases is best provided free, but care needs
to be taken to encourage community initiative to prevent wastage, dam-
age to pipes or flow-limiting devices, and illegal charges. Finally, setting
price equal to AIC makes sense only if the production and investment
decisions reflect least-cost conditions. Therefore, quite apart from price
setting, it is essential to ensure that production and investment costs are
indeed minimized for any level of projected demand.

Fiscal Considerations

One of the primary concerns of this volume is how to mobilize fiscal
resources for urban development. Financial considerations are therefore
of great importance in assessing alternative systems of water charges.

Self-financing urban water supply systems are very attractive for six
reasons. First, there is a sense of fairness in having people pay for what
they get, in having "each tub stand on its own bottom." This is particularly
true in developing countries, where there is a suspicion that urban areas
have an unfair advantage over rural areas and large cities over small ones
when it comes to service provision. Second, self-financing avoids the
need to raise revenues from other sources and the risk of the distortions
in resource allocation associated with most taxes. Third, self-financing
helps to avoid the need to encroach on the taxing territory of higher
levels of government and thus lays a foundation for local autonomy.
Fourth, self-financing avoids the need to rely on uncertain transfers from
higher levels of government and thus provides greater certainty and ef-
ficiency in planning investments and in operating and maintaining water-
works. Fifth, self-financing can encourage appropriate standards in ser-
vice provision because the beneficiaries' ability to pay cost-covering
charges needs to be taken into account in designing investment programs.
Sixth, because of the incentives for the efficient management of public
utilities thought to be associated with self-financing operations, financial
self-sufficiency is a guiding principle of national policy for the water
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sector in some developing countries and a common objective of inter-
national lending institutions.

In principle, no conflict arises between the objectives of efficiency and
financial self-sufficiency if average historical costs (commonly defined to
include operational and maintenance costs, debt service, depreciation,
and an adequate return to capital) are below marginal cost or demand
rationing price, or below AIC-if average incremental cost is taken as
the guiding principle for pricing decisions. In these cases a financial sur-
plus can be generated by charging an efficient price. The surplus can be
used selectively to subsidize classes of consumers if the subsidies are
efficient and equitable. In particular, life-line tariffs for small, poor con-
sumers, subsidized connections in poor neighborhoods, and subsidized
provisions of water from public taps would likely be efficient uses of
surplus funds. If a water enterprise still has surplus funds after all efficient
investment programs have been carried out, it may be appropriate to
transfer funds from the enterprise to finance other urban services or
water systems in parts of the country where financial self-sufficiency
cannot be achieved.

Such transfers are not uncommon. In Cartagena funds generated from
water operations have supported deficits in the operation of public mar-
kets and slaughterhouses in some years (Linn 1975). In Cali a 4 percent
municipal tax on public utility operations, including the water supply,
has generated resources for the general account of the municipal gov-
ernment (1978 World Bank data). In Jarkarta, the local water company
made regular transfers to the general local government in the early 1970s
(Linn, Smith, and Wignjowijoto 1976). In Nairobi, water operations have
produced a cash surplus in past years; these were "borrowed" for use in
the financially strapped general account of the Nairobi City Council
(1978 World Bank data).

Only in Nairobi, however, were average historical costs below mar-
ginal cost or AIC and consumption charges set to approximate AIC. But
life-line tariffs and subsidized consumption at public taps, which could
be justified as efficient because of externalities, were not in force in
Nairobi before 1978. In the other cities mentioned, the transfers out of
the water account were partly, if not totally, made up by transfers into
the water account from other sources. In Cartagena loan finance was
used in some years to finance recurrent expenditure (Linn 1975). In Cali
the water account was heavily financed from transfers out of other service
accounts, especially electricity and telephones (1978 World Bank data).
In Jakarta all capital works in water production were financed by national
government funds and not recovered through user charges (Linn, Smith,
and Wignjowijoto 1976).

These financial patterns reflect the frequently haphazard nature of
intergovernment financial relations in developing countries. User
charges often are set not to be efficient and financially viable but to meet
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short-term financing needs, which are the result of complex and confused
intergovernmental financial flows. Nevertheless, these examples dem-
onstrate that mechanisms can be set up to transfer surplus funds from
water charges to other uses. Such transfer mechanisms, however, are
likely to be feasible only if continuing financial surpluses are expected.

If surpluses are only the temporary result of AIC pricing during periods
of capacity shortage, and are followed by deficits during periods of excess
capacity, it is preferable to keep aggregate consumer bills relatively con-
stant. This may be done by lowering the flat periodic fee to offset rises
in the consumption charge before capacity expands and by raising the
periodic fee after expansion when AIC is low (see figure 10-2). The flat
periodic fee can then be used essentially as the balancing item to keep
the water enterprise financially sound and total consumer bills relatively

Figure 10-2. A Time Profile of the Consumption Charge
and Periodic Connection Fee under a Rule Ensuring
Self-Financing of the Water Supply

Cost
and
price

TC = TR

PC

AIC P

Time
Key: AIC = average incremental cost per cubic meter of water (Q); PQ =
consumption charge per cubic meter of water (Q); P, = periodic charge per
connection (C); TC = total (financial) cost including debt service and return
on invested capital; TR = total (financial) revenue.

Note: Pricing rule for P. TC = TR = (AIC x Q) + (P, x C); therefore,
P, = [ TC - (AIC x Q )] /C. Dimensions of variables differ; therefore, the
figure is only representative of time trends. TC and TR are measured in
dollars (or other monetary units); P, is measured in dollars per connection;
AIC and PQ are measured in dollars per cubic meter of water consumed.
it has been assumed for simplicity that long-run costs are constant.
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steady while permitting a variable consumption charge in accordance with
AIC. For this pricing rule to be efficient, the demand for connections
must be highly price-inelastic. This inelasticity may be the result of an
intrinsic insensitivity to price changes, which is likely for middle- and
high-income consumers or if connection is compulsory. Such compul-
sion, however, is not likely to be effective in low-income neighborhoods.

If a rising long-run cost structure prevails-as is likely for most urban
water systems because of the growing difficulty of finding plentiful, clean
sources of water close by-times of surplus will tend to prevail (Saun-
ders, Warford, and Mann 1977). Examples are Bangkok, Lima, Mexico
City, and Nairobi. Falling long-run average costs for water are likely to
be rare, although in Lahore plentiful groundwater has resulted in mar-
ginal costs lying below average costs but rising with increased water
consumption (Turvey and Warford 1974). In this case permanently ele-
vated fixed periodic fees would cover the deficits resulting from marginal
cost pricing. More typically, marginal costs (AIC) are likely to be below
average historical costs only temporarily after large expansions of the
system (which may even be based on overestimates of growth in demand)
cause excess capacity. This occurred during the 1970s in Bogota and Cali
(1978 World Bank data). A conflict arises between the objectives of
efficiency and financial self-sufficiency, unless-as proposed above-flat
periodic fees are used to ensure financial self-sufficiency by raising fees
above marginal costs of connection to the point where they cover the
deficit arising from a strict application of the marginal pricing rule.

Other methods of financing deficits include transfers from general
municipal funds, as occurred in Bombay until 1973 (Bougeon-Maassen
1976); national government financing of major capital works, as inJakarta
during the early 1970s; and cross-subsidies from other urban services,
as in Cali during the early and mid-1970s. The problem with such trans-
fers is that they tend to become accepted policy for the long term and
may be retained even when they are no longer appropriate. This is par-
ticularly true if investments are lumpy and marginal costs thus fluctuate.
Efficient pricing policies during periods of capacity shortage, which
would require raising prices and generating surpluses, would be inhibited
because of the ingrained practice of external transfers to the water op-
eration and political pressure to keep water bills low.

A pricing strategy for urban water supply systems which aims to bal-
ance efficiency and financial self-sufficiency therefore usually has four
components. First, water operations should be financially self-sufficient.
Second, a consumption charge should be set equal to AIC and vary over
time with recurrent cycles of shortage and excess in capacity to produce
water. Third, a flat periodic charge should be levied on water consumers
to reflect recurrent connection costs. This charge would be adjusted
upward to generate the financial resources required to ensure financial
self-sufficiency during the periods when AIC falls below average historical
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costs, and it would be adjusted downward to absorb any financial sur-
pluses during periods of capacity shortage when AIC exceeds average
historical cost. Fourth, capital costs of development and connection
should be reflected in some combination of life-line consumption
charges, subsidized periodic fees, and connection and development
charges for the neighborhoods of low-income consumers. Consumption
from public taps would also be subsidized. For these financial subsidies
to be compatible with financial self-sufficiency, the fixed periodic charges
may be adjusted upward for consumers who do not generate any exter-
nalities, that is, middle- and higher-income residential consumers and
industrial and commercial consumers. All these consumers will likely
seek connection anyhow and consume quantities above the minimum
required for good public health.

The main features of this pricing structure are multiple prices, the
allowance for external benefits, a consumption charge set equal to AIC,

and a periodic charge which varies over time to ensure financial self-
sufficiency but does not vary with the consumption of any individual
consumer. The first two features are now commonly accepted in water
pricing in developing countries. Calculations of AIC are standard practice
in all World Bank appraisals of water projects as a measuring rod against
which to evaluate existing water tariffs. Consumption charges are not
necessarily set equal to AIC, however, usually because of considerations
of financial viability or equity. The failure to price water use efficiently
is usually accompanied by a failure to be more flexible in the use of
periodic connection fees to achieve financial (and equity) objectives.

To illustrate these pricing rules, inefficient water tariff structures may
be contrasted with efficient, financially viable structures. Table 10-12
compares estimates for AIC in Bogotd, Bombay, Cali, and Nairobi with
actual consumption charges. Bombay and Nairobi had capacity shortages,
whereas Bogota and Cali had excess capacity. Accordingly, AIC is rela-
tively high in Bombay and Nairobi but low in the other two. Only in
Nairobi were actual consumption charges set equal to AIC (with the ex-
ception of a life-line rate for low consumption) and fixed periodic charges
set so as to ensure financial self-sufficiency and permit subsidized water
consumption at public taps. The periodic charges were, however, quite
low (in comparison with Cali) because the high level of AIC was expected
to generate adequate financial resources. In contrast, the actual con-
sumption charges in Bogota and Cali were set at levels considerably
higher than AIC for most, if not all, consumers. 24 But periodic fees were
set quite low for most consumers, especially in Bogota, in comparison
with the periodic fees which would have been required to ensure financial
self-sufficiency for water operations while charging consumers a low con-
sumption fee equal to AIC.

The case of Bombay is somewhat more complex because of the cross-
subsidies from industrial and commercial consumers to residential con-
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Table 10-12. Water Cost and Tariff Comparisons in Four Cities

Average Consumption charge as Fixed periodic charge
incremental percentage of AIC (dollars per year)'
cost (AICI
fdollars per industrial Industrial

cubic and and
City, year meter) Residential commercial Residential commercial

BogotA, Colombia, 1978 0.06 90-361 108-469 2.1-4.5 2.5-5.6

(1.1-0.0) (1.3-0.0)

Cali. Colombia, 1977 0.04 155-184 176-209 1.8-88.4 36.2

(6.6-0.2)

Bombay, India, 1978' 0.21 22 171 - -

(0.80)' (0.80)'

Nairobi, Kenya, 1977 0.45 70-100 70-100 1.2-21.0 1.2-21.0

(-) -

- Not available.
a. Figures in parentheses show fixed periodic charge expressed as a percentage of the assessed capital value of the

connected property.
b. Charges for Bombay are combined water supply and sewerage fees and toxes.
c. The tar on rental value has been translated foe purposes of comparison into an equivalent tax on capital valre,

assuming a capitalization factor of 10 percent.
Sourc. World Bank estimates.

sumers. Consumption charges for industrial consumers were significantly
above AIC whereas charges for commercial consumers were significantly
below AIC. At the same time, residential and nonresidential consumers
were charged a periodic water (and sewer) tax which was quite high in
relation to the fixed periodic fees in the other three cities and probably
above the recurrent costs of connection.

Neglecting for the moment any distributional and possible political or
institutional considerations, there is no apparent reason why the water
tariff structures in Bogota, Bombay, and Cali could not have been ad-
justed to reflect the basic principles proposed above. For Bombay, this
would have implied increased consumption charges for residential users,
except as modified by a life-line block, and lower consumption rates for
industrial and commercial consumers.2 5 The periodic charges could then
have been adjusted to make up for any possible shortfall in revenues,
possibly by a progressively structured tax on property values.2 6 For Bo-
gota and Cali much lower consumption charges would have been effi-
cient, whereas the fixed periodic charges should have been increased for
middle- and high-income residential consumers and for industrial and
commercial consumers in order to ensure financial self-sufficiency.

Equity Considerations

Equity considerations are frequently embodied in water tariff struc-
tures in developing countries. The methods used to build redistributive
effects into pricing schemes vary widely from country to country and
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even from city to city. The following methods are the most typical (see
also table 10-5):

* Rising block rates
* User fees or periodic connection charges linked to the value of

connected property
* Financing through a general property tax
* Charges that vary with the socieconomic characteristics of neigh-

borhoods
* Higher charges for industrial and commercial consumers than res-

idential consumers
* Cross-subsidies with other urban services
* Interregional or urban-rural cross-subsidies
* Transfer between national and local general-fund accounts
* Charges that vary according to line size or number of taps
* Subsidized consumption from public taps.

In determining the redistributive effect of a user charge, it is important
to be clear about the point of reference. Here that point is an efficient
pricing structure, which-in the absence of externalities-consists of
marginal cost prices for the consumption, connection, and access di-
mensions of the service. Subsidies and taxes are defined as departures
from this marginal cost pricing structure. A subsidy occurs if the actual
price is set below the efficient price, and a tax is imposed if the actual
price is set above the efficient price.2 7 The redistributive effect has to
do only with the excess (or shortfall) relative to the marginal cost price.
Alternative financing instruments can then be ranked by how much of
a burden of taxes they put on high-income groups and as compared with
the subsidies they create for low-income groups. With these prelimi-
naries in mind, the redistributive financing methods listed above can be
compared for efficiency and difficulty of implementation.

RISING BLOCK RATES. As was pointed out above, rising block rates, and
in particular life-line tariffs, may represent an efficient tariff structure if
external benefits are derived from increased water consumption at low
levels of consumption. Because a life-line tariff also provides cheaper
water to low-income customers than a flat-rate water tariff, redistribution
and efficiency do not work at cross-purposes.

If, however, block rates are designed to charge high-volume consumers
more than marginal cost and low-volume consumers less than what would
reflect the external benefits of their consumption, then the losses in
efficiency that are incurred at both ends of the scale must be balanced
against the redistributional benefits. The redistributive effect of rising
block rates is, however, subject to three limitations. The first is a be-
havioral limitation, and the other two are related to implementation.

The first limitation is the income-elasticity of the demand for water.
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In the extreme case, if water demand has a zero income-elasticity, that
is, water demand does not increase with income, then rising block rates
will have no systematic redistributive effect but will result in inefficient
patterns of consumption. Conversely, if the demand for water is highly
elastic, then there is considerable scope for redistribution through rising
block charges without having to differentiate prices substantially. In prac-
tice, it appears that water demand has quite a low income-elasticity. Katz-
man (1977) estimated income-elasticities in the range of 0.0-0.4 for
consumers in Penang, Malaysia. Hubbell (1977) found an income-
elasticity of 0.36 for Nairobi; an income-elasticity of 0.30 for Cali was
estimated for 1976.28 In a cross-sectional analysis of thirty-eight cities
in Africa, Asia, and Latin America, Meroz (1968) found an income-elas-
ticity of about 0.40. These estimates are compatible with results obtained
for U.S. studies of water demand, although the latter appear to show on
balance a somewhat higher income-elasticity of about 0.50 (Gorman
1980). Therefore, the scope for redistribution through rising block rates
without serious losses in efficiency is limited. In Kingston, it was esti-
mated that the proportion of household income spent on water was more
than twice as high for the poorest 30 percent of the population than for
the richest 10 percent. This situation prevailed despite highly progressive
block charges, which meant that the block consuming the most was
charged five times more per unit of water than the block consuming the
least (Bougeon-Maassen and Linn 1977).

The second limitation is that the per capita income of the connecting
household (or households) is not the only variable influencing con-
sumption per connection. Other variables, in particular family size and
the number of families per connection, may partially or even fully offset
the income effect. Katzman observed for Penang that there is a much
higher correlation between family size and water consumption per family
than there is between income and water consumption and found that
"only 40 percent of the poorest families fall entirely into the lowest rate
class, while fully 10 percent of the wealthy families fall into that class"
(1977: 179). Similarly, in Cali, household income explained less than 20
percent of the variation in the quantity of water consumed per household.
Household size performed about equally well as an explanatory variable.
Rising block rates may therefore be more of a burden for larger rather
than richer households. To the extent that household size and incomes
are negatively correlated, the redistributive intent of rising block rates
may be thwarted.

The third limitation is the fact that in many cities more than one house-
hold is frequently drawing water from a single residential connection.
In Bombay the average number of persons per connection in 1976 was
thirty (1978 World Bank data) because of the large proportion of apart-
ment buildings and single-room tenements. To the extent that multiple-
household connections are prevalent among low-income households, the
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redistributive effect of rising block rates may have the opposite of its
intended effect.29

For these reasons, the scope for redistribution through rising block
rates is limited. Careful consideration should be given not only to the
loss in efficiency resulting from deviations in setting the consumption
price equal to marginal cost but also to the often very tenuous relation
between consumer income and consumption per connection.

USER FEES LINKED TO PROPERTY VALUES. As an alternative to, or in con-
junction with, rising block rates, user fees have been linked directly to
property values. In Bogota in the 1970s, consumption charges varied
with assessed property value and with the amount consumed. More com-
monly, monthly periodic fees are designed to rise with property values,
as in Cali during the 1970s (table 10-13).

Linking consumption charges to property values is another way to vary
consumption charges with the income of the consumer. The hypothesis
is that higher-income families both consume more water and tend to live
on more valuable properties. 3 0 The practice of stratifying consumers by
property value has some apparent advantages over a rising block tariff.

Table 10-13. Minimum Monthly Fee for Residential Water Supply
in Cali, 1977
(Colombian pesos)

Assessed property Implicit annual Average minimum
value Minimum monthly property tax price of water per

(thousands) chargea rate (percent)b cubic meter

0-2 5.50 6.6 0.34
2-5 7.00 2.4 0.43
5-10 10.00 1.6 0.76

10-20 12.50 1.0 1.00
20-35 18.00 0.8 1.44
35-50 29.00 0.8 2.32
50-100 40.00 0.6 3.20

100-150 63.50 0.6 5.08
150-200 84.00 0.6 6.72
200-300 117.50 0.6 9.40
300-500 192.00 0.6 15.36
500-1,000 244.00 0.3 17.92
Over 1,000 269.00 0.2 21.52

a. For the minimum charge each connection obtains a minimum quanity of water at zero
marginal cost. This column shows the average cost of this initial block per cubic meter of the
amount of water allocated to each tariff category. For the categories of property value ColSO-
5,000, this amounts to 26 cubic meters per month; for the next category, 21 cubic meters per
month; for all others, 20 cubic meters per month.

b. Evaluated at the midpoint of each property value range; last category evaluated at ColS 1.5
million.

Source. Empresas Municipales de Cali.
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First, the relation between property value and income tends to be more
elastic than the relation between water consumption and income and
thus provides a better way to structure consumption charges. For ex-
ample, it is accepted that the income-elasticity of housing demand, al-
though perhaps no more than 0.5 in the short term, tends to be signif-
icantly greater than 0.5 in the long term (see chapter 5). In Cali the
income-elasticity of market value of property estimated for the sample
of households mentioned above was 0.6, and more than 30 percent of
the variation in income could be explained by variations in households.
The elasticity of market value with respect to income was higher for
owner-occupants than for renters. The association between these two
variables is closer for the former than for the latter, as indicated by a
considerably higher correlation coefficient between market value of
property and income for owner-occupants than for renters (0.49 com-
pared with 0.09; Linn 1977b). Thus, although the use of market values
of properties, rather than consumption, is a better way to discriminate
between water consumers, this method for determining graduated
charges nevertheless has difficulties in practice.

The market values of properties must be approximated by their ap-
praised values, which rarely match market values because of poor as-
sessment techniques and failure to update assessment rolls. (These prob-
lems were discussed extensively in chapter 5.) The main relevant effect
of poor assessment practices is that there generally is less correlation
between income and assessed property value than between income and
market value. Assessment practices may also introduce biases by un-
derassessing properties of high-income groups more than low-income
groups. In Cali the correlation coefficient of income and assessed values
used by the public utility company for structuring user charges was only
0.19, whereas that for market value was 0.31. As it turned out, the
elasticity of market value with respect to assessed property value was
only 0.40, considerably below the income-elasticity of market value.3"

The same practical difficulties also apply if property values are used
to structure progressively the periodic monthly charge for each water
connection. Clearly, the progressivity of any particular rate structure is
weak when the correlation between income and market value of the
property is low, assuming that the charge is fully passed on to the oc-
cupant or consumer rather than being borne by the property owner.32
Compared with rising block rates or consumption charges that rise with
property value, however, progressively structured periodic charges have
the advantage of being less likely to affect individual consumers' decisions
and are thus less likely to cause losses of efficiency. As previously dis-
cussed in the context of the review of demand-elasticities, this assump-
tion presumes that the connection-elasticity among middle- and high-
income groups is very low or can be made to be so by making connection
a compulsory requirement.
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Periodic water fees which vary with property value may, however,
affect the decision to invest in housing, just as a property tax on im-
provements may do so (see chapter 6), and this may result in a loss of
efficiency. It would therefore be preferable, in principle, to link periodic
charges only to land value, not to the value of land and improvements.
In practice, however, this is difficult to do if land values are not appraised
separately from total property value.

The redistributive effect of periodic charges depends on the progres-
sivity of the rate structure. How one defines progressivity is important
here. Take as an example the rate structure of Cali in 1977 (see table
10-13). The periodic monthly charge (in the second column of the table)
is highly progressive in absolute terms. The charge for the highest rate
category is almost fifty times that for the lowest. The progressivity ap-
pears even stronger in the last column of table 10-13, which shows the
fixed charge expressed in terms of the average "price" paid for the basic
amount of water to which the fixed monthly charge entitles the con-
sumer.3 3 The average price of water increases more than sixty-three-fold
from the lowest to the highest rate category.3 4 But if the fixed monthly
charge is expressed as a percentage of property value, the picture looks
very different (see the third column in the table). For the lowest category
the implicit "tax" rate is 6.6 percent of property value. For the highest
category it is only about 0.2 percent, the exact percentage depending on
the base point taken for calculation in this open-ended category. This
comparison is instructive because it emphasizes the need for a point of
reference in discussing the distributive effect of user charges. If the
monthly charge as structured in table 10-13 is compared with a flat
monthly fee (reflecting recurrent connection costs) that applies equally
to all consumers, then the actual rate structure in Cali is highly pro-
gressive. If, conversely, the monthly charge is compared with a propor-
tional property tax, then the monthly fee structure appears highly re-
gressive. Therefore, in distributive terms, the rate structure in Cali is
more progressive than fixed uniform periodic fees but less progressive
than a proportional property tax.

Continuing for a moment with the example of Cali, it is not surprising
to find that in 1976 the payments for the fixed monthly charge, despite
its apparent progressivity, declined when expressed as a percentage of
income. Similarly, despite rising block rates, the ratio of consumption
charge to income was found to decline. Or, to put it differently, a 10
percent increase in household income was associated with only a 5.7
percent increase in the household's payment for water services. To the
extent that consumption charges are fully borne by the household, they
are therefore less progressive than a proportional income tax and prob-
ably also considerably less progressive than a proportional property tax.
If we remember, however, that the income-elasticity of water demand
in Cali was on the order of 0.30 percent, the rising block rate structure
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in Cali resulted in a consumption rate considerably more progressive
than a uniform consumption charge producing an equal amount of rev-
enue.35

Similar results were observed by Katzman (1977) for Penang. A flat-
rate consumption charge would have imposed a (somewhat) higher bur-
den on the poor consumers than the actual rising block rates. An ear-
marked property tax, however, would have put a smaller burden on the
poor. When expressed as a percentage of income, the effect does not
appear to be large in either case: the switch from a rising block rate to
a flat consumption rate reduces incomes of the poorest income group
in Penang by less than 0.1 percent; the switch to (partial) property tax
financing increases the incomes of the poorest by about 1.4 percent.
Even when similarly redistributive pricing policies are applied to all
major urban services (water, sewerage, electricity, telephones, and gar-
bage disposal), as in Colombia, the cumulative effect on the distribution
of income is not necessarily very substantial (table 10-14).

Indeed, table 10-14 reflects one of the potential hazards involved in
focusing too much attention on cross-subsidization among existing con-
sumers of a service. The effect of life-line or rising block rates and pro-
gressively structured monthly fees, which tend to encourage connection,
may be counteracted by high lump-sum connection fees, which tend to
discourage connection. This appears to have been the case in the early
and mid-1970s in Colombia, as is reflected in the fact that in table 10-

Table 10-14. Public Service Subsidies (Taxes) as a Percentage of Income
by Population Group and Change in Gini-Coefficients, Four Cities
of Colombia, 1974

Population decile Bogotd Barranquilla Cali Medellin

0-10 0.18 - 0.20 1.3
10-20 0.40 0.12 1.90 1.6
20-30 0.34 0.92 1.50 3.1
30-40 1.95 0.61 1.40 3.7
40-50 1.47 0.26 1.10 2.4
50-60 1.18 0.22 0.80 1.9
60-70 0.70 (0.02) (0.03) 1.5
70-80 0.24 (0.44) (0.07) 1.2
80-90 (0.42) (0.56) (0.30) (0.5)
90-100 (1.24) (0.66) (1.50) (0.7)

Gini-coefficient of income distribution
Without charges 0.5103 0.4145 0.4308 0.4593
With charges 0.5070 0.4129 0.4261 0.4533

- Not available.
Note. Figures without parentheses are subsidies. those in parentheses are taxes (negative sub-

sidies).
Source. Linn (1983).



322 USER CHARGES FOR URBAN SERVICES

14 the two lowest income deciles were estimated to have benefited very
little from the internal cross-subsidies since they were mostly not con-
nected to the utilities.3 6 Cali is an exception, because there the local
water company had long engaged in an aggressive program of system
expansion, with subsidized connections in low-income neighborhoods
ensuring a near-universal effective demand for connections.3 7 As a result,
utility service coverage was high in Cali and the cross-subsidies on service
use reached down very low in the income distribution. This serves as
another reminder that the entire tariff structure of an urban service must
be considered when framing a tariff policy. Again, the case of Colombia
is instructive. Explicit statements of tariff policy were drawn up by the
Colombian National Tariff Board for the major public utility services,
but although these statements devoted much attention to the structuring
of consumption charges and periodic fixed fees, no attention was given
to the structuring of lump-sum connection or development charges (Linn
1 980a).

In developing countries, especially for low-income groups it may mat-
ter considerably whether connection charges are levied on a lump-sum
or recurrent basis. A lump-sum connection fee which needs to be paid
out of savings or borrowing may present an insurmountable barrier to
the poor, who have extremely limited access to capital markets. But they
may well be able to afford the annuitized equivalent of the lump-sum
charge by drawing on their recurrent earnings. Thus for poor consumers,
a recurrent charge is virtually always preferable to an equivalent lump-
sum charge.

It is of interest to note in concluding this section that since 1983 water
and other utility charges in Colombia have been delinked from property
values on the grounds that linkage inhibited the development of an ac-
curate valuation of properties for property tax purposes because an in-
crease in assessments was also directly mandated into higher user charges.
In principle, of course, this would not be necessary if the autonomous
urban service enterprises were willing to adjust their tariff rates down-
ward as property assessments were increased. It should also be noted
that despite the delinking of user charges from property values and ex-
press policy statements by the government aimed at improving property
assessments, progress in updating property valuation had not been sub-
stantial by early 1989. One may thus hypothesize that the user charge
system prevailing before 1983, which linked water (and other utility)
charges to property values, was not the critical obstacle to better property
valuation.

A GENERAL PROPERTY TAX. General property taxes are used to finance
municipal water supply systems in some countries, especially India,
sometimes in conjunction with consumption charges for metered con-
nections (Bombay) and sometimes as the sole source of financing (Ah-
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madabad). Where the latter practice applies, two inefficient effects must
be balanced against potentially favorable redistributive effects: first, the
loss in efficiency due to the underpricing of water and (possibly) con-
nections, and second, the disincentive to private investments in im-
provements of property due to the property tax.38 The property tax is
one of the more progressive local sources of revenue for financing water
supply. If the tax is restricted to properties with access to the distribution
network-whether or not they are actually connected-it can quite
closely resemble a development charge reflecting the varying costs of
development at different levels of density. To the extent that the tax is
more steeply structured than the degree to which costs of development
rise with rising incomes and declining densities, its net effect is likely to
be quite progressive and is not likely to create strong locational or land
use incentives or disincentives. The redistributive effect of a general
property tax, compared with a more restrictive tax on developed areas,
may be less advantageous if the undeveloped or unconnected properties
are owned or inhabited mainly by low-income groups. More of the bur-
den of a general tax than of a property tax restricted to connected cus-
tomers is likely to fall on low-income groups.

Administrative difficulties apply to the property tax, as to all taxes and
charges based on property values (see chapter 4). Besides the general
difficulties of accurately assessing property values, there is also the prob-
lem of exemptions or other favorable assessments given to certain cate-
gories of property. Although these special provisions may be serving
other fiscal goals, they may not serve the objectives of financing the
water supply. For example, in Ahmadabad owner-occupied housing has
been appraised at lower effective rates than rental housing. This carries
over also to the property tax, which is levied to finance water charges
although there appears to be no clear indication that policymakers have
consciously opted for this solution as a desirable way to finance the water
supply, especially because rental housing is more likely to be occupied
by low-income groups than owner-occupied housing (Bahl 1975).

CHARGING BY SOCIOECONOMIC AREA. To what extent an area-specific
pricing structure which is introduced for redistributive reasons conflicts
with the criterion of efficiency depends on the variation of costs, if any,
across space and between neighborhoods. In Nairobi the areas which
could be served at lower cost were also the areas where the low-income
groups were concentrated (McLure 1977). In Cali the reverse appears
to have been the case (Linn 1976b). Cali may well be more representative
than Nairobi, for poor neighborhoods usually are heavily concentrated
in areas where land values are low due to difficult physical access (for
example, on steep mountainsides) or other undesirable features (swamps,
marshland, and so forth), all of which tend to be associated with partic-
ularly high costs in providing infrastructure. Nonetheless, the example
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of one Colombian city (Cucuta) indicates that it is possible to structure
user charges according to homogeneous areas within a city, whether the
differentiating principle is efficiency-to reflect accurately the geograph-
ical differences in marginal costs-or one of redistribution-to reflect
accurately the differences in the standard of living. Area-specific pricing
of the second type presupposes that neighborhoods are internally quite
socioeconomically homogeneous. This may be more true in many Latin
American cities than in Asian cities.

One further dimension of area-specific tariff structures concerns the
metering decision. It was pointed out above that for small consumers,
metering is not efficient unless water costs are quite high. To the extent
that consumers of very small volume belong mainly to low-income
groups, and these groups live clustered in relatively homogeneous neigh-
borhoods, it may be most efficient and equitable not to meter connec-
tions in most low-income areas of a city. It would be quite difficult to
meter selectively the few large consumers living in a poor residential
area, and probably quite costly to read and maintain the meters.

CHARGING BY CONSUMER CATEGORY. Industrial and commercial water
users are commonly charged at higher rates than residential consumers
(see table 10-5), often on the grounds that this serves to improve the
distributive effect of user charges. The loss in efficiency caused by charg-
ing industrial consumers higher than marginal cost prices may not be
serious if the price-elasticity of demand for industrial and commercial
water is particularly low, as indeed it may well be. To the extent that
the industries in question have to compete in international markets (for
export or input substitution), however, the high water (and other utility)
charges may well negatively affect their ability to compete. Moreover,
if these higher rates are used to cross-subsidize residential consumers,
as was done in Bombay (see table 10-12) at rates below marginal cost,
residential consumption will be inefficient. And overall, an inefficiently
large demand for water may lead the water company to invest prema-
turely in expanding capacity.

The distributive effect of a cross-subsidy from industrial and com-
mercial to residential users is, despite the common assumption of pro-
gressivity, not at all clear. Ultimately, the higher charge must be borne
by the consumers of the firms' products, by labor, or by capital. The first
of these three patterns of incidence will tend to be important if the
products are nontradable beyond the local market or beyond the national
market. This pattern, which is likely to be important only for such local
services as hotels, restaurants, and swimming pools, will likely put most
of the burden on local consumers. And given that these services are
likely to be consumed mainly by better-off local inhabitants or (probably
well-off) visitors-the effect of the subsidy is likely to be progressive.
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If, however, the commodities are nationally but not internationally
traded, and local producers have a national monopoly (as is often the
case, for example, in the beverage industry, which tends to use water
heavily and be highly concentrated in the large city or cities of a country),
then much of the tax on this industrial use of water is exported to con-
sumers outside the city. This may well have a regressive effect, partic-
ularly if-as in the case of beer-consumption is heavily concentrated
among low-income groups and if the subsidies to residential users are
not channeled specifically to aid the lowest-income groups. For inter-
nationally traded or nationally competitively produced products, the bur-
den of the tax on industrial and commercial use of water will be shared
among capital and labor, the precise distribution depending on the rela-
tive international mobility of labor and capital. To the extent that capital
is more mobile than labor, particularly in the long term, the tax may fall
quite heavily on labor; therefore, its distributive effect, combined with
that of a subsidy for residential use of water, may be regressive.

For these reasons, the incidence of higher charges for industrial and
commercial users than for residential users may not be progressive.
When this fact is combined with the inefficiency of such a cross-subsidy,
water pricing along these lines does not appear to be appropriate.

CROSS-SUBSIDIES WITH OTHER SERVICES. Subsidies to or from other urban
services apparently are not common in developing countries.3 9 Such
cross-subsidies have been made in Cali, where water supply users appear
to have been subsidized by telephone and electricity users (1978 World
Bank data), and Cartagena, where water users have subsidized the ben-
eficiaries of public markets and slaughterhouses (Linn 1975). In both
cases the financing patterns probably had progressive distributive effects.
It can be argued that power and telephone consumption in Cali are likely
to exhibit a higher income-elasticity than water consumption and that
therefore transfers from the former to the latter services are redistri-
butive. In fact, the transfers were channeled mainly into extending the
water (and sewerage) network to the low-income areas of the city at
subsidized connection fees. This most certainly increased the redistri-
butive effect of the transfer and was probably not associated with im-
portant losses in efficiency. In Cartagena, municipal markets and slaugh-
terhouses served mainly the poorer segments of the urban population,
whereas the tariff structure was heavily redistributive among water users
(Linn 1975). The overall effect of the transfer was thus probably to pro-
vide a subsidy to low-income users of public markets and meat con-
sumers, which was paid for by a tax on the water use of high-income
groups. It is doubtful, however, that this type of cross-subsidy was more
pro-poor than a policy of subsidized water connections for poor con-
sumers.
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SUBSIDIES FROM GENERAL FUND ACCOUNTS. Subsidies or transfers from
general fund accounts to or from urban water users are not typically
implemented for purposes of income redistribution. Nevertheless, such
transfers are likely to have distributive implications when compared with
the self-financing of water services.

In the case of cross-subsidies of water services with local general fund
accounts, the relevant issue is the incidence of the set of local taxes which
must be raised or lowered to accommodate transfers to or from the water
account. If property taxes are the dominant local tax source, transfers to
the water account can have progressive effects on the overall distribution
of income, whereas the reverse is true for transfers from the water ac-
count; regressive effects are especially pronounced if transfers from the
water account are financed by an adjustment in a flat rate water con-
sumption fee.40 If, however, local taxes are on balance very regressive,
as might be the case with poll taxes, beer taxes, and so forth, then a
transfer to the water company from the local general account could be
regressive, whereas a transfer to local general account from water users
could be progressive.4 1 Local taxes would, however, have to be more
regressive than a tax on water consumption over and above marginal
cost, which is no mean feat, given the low income-elasticity of demand
for water. Even if water connections are heavily biased in favor of higher-
income groups, it is very likely that subsidies financed from a surcharge
on use of water could be more effectively channeled to low-income
groups by subsidizing investments in standposts and house connections
in low-income areas than to provide tax relief to local taxpayers. On
balance, therefore, it will be a rare occasion where transfers from a local
water operation-financed from water prices above marginal cost-to
the local general account are equitable.4 2 The reverse, however, is not
the case. Transfers to the water account from the general local account
may well be progressive.

For transfers from the central government to urban water operations,
the same general conclusions hold: because studies of national incidence
show central government taxes to be more or less neutral in relation to
the distribution of income, and because low-income households generally
fall outside the net of most central taxes, a cross-subsidy from national
taxpayers to water users would be progressive. But this progressivity is
not likely to be any stronger than if there is a switch from a flat user fee
to property tax financing, because property taxes on balance also tend
to be neutral. For efficiency (in particular that of intermunicipal location
decisions) and for reasons cited earlier in the discussion of financial con-
siderations, however, local financing, and especially self-financing, is
preferable to transfers from the central government.

REGIONAL AND URBAN-RURAL CROSS-SUBSIDIES. Water users in large and
medium-size cities in developing countries often subsidize water services
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in small towns and rural settlements. Rural water services require con-
siderable subsidies because of high system costs and the relatively low
ability to pay of rural beneficiaries. Under such circumstances uniform
regional or national tariffs, such as were found in Tunis, will yield cross-
subsidies from urban to rural users (Prud'homme 1975).45 Of course,
the reverse may also occur: if urban water costs are particularly high,
uniform water rates will yield a cross-subsidy for urban consumers.

If cross-subsidies from urban to rural water users are not financed by
surpluses resulting from efficient pricing in urban areas but by taxes on
water users over and above efficient water tariffs, they are likely to be
progressive-provided that rural beneficiaries are not predominantly
among the richest rural inhabitants and that the urban water tax is not
primarily borne by the urban poor. These conditions imply that the rural
subsidy should be devoted primarily to subsidize capital works that im-
prove the access to rural water supplies rather than to provide subsidized
prices (below short-run marginal costs) to those already enjoying access
to rural water supply. In urban areas, the water tax should preferably be
a progressive, fixed periodic charge.

SUBSIDIZED CONSUMPTION FROM PUBLIC TAPS. Subsidized consumption
from public taps benefits the community's health. This is thus yet another
case in which efficiency and equity are mutually reinforcing. Because
public taps are used almost exclusively by the poor and very poor, this
subsidy would be strongly progressive with little possibility for
spillovers to high-income groups. The one possible caveat is that legal
or illegal distribution monopolies could be set up, and water salespeople
could extract high monopoly charges. This qualification aside, under
most circumstances water should be provided free at public standpipes.
Users of public taps should not have to pay unit charges equal to or in
excess of charges for water supplied at in-house connections (as they
sometimes do-see tables 10-6 and 10-7).

The capital and recurrent costs of public taps can be financed in various
ways. Property taxes applied to neighborhoods with taps is one way to
recover the costs, but would eliminate many of the redistributive effects.
General local taxes, especially property taxes, financial surpluses derived
from rising block water tariffs, or better yet, progressively structured
fixed periodic fees would provide resources for financing subsidies for
taps without reducing their benefits.

Of course, there is a tradeoff between subsidizing house connections
and subsidizing public taps. In cities of low-income countries, large pro-
portions of the population are often not served even by standposts within
reasonable proximity to their houses, and only middle- or upper-income
groups can afford to pay for subsidized house connections. Because sub-
sidized connections in these cities benefit relatively high-income groups
and reduce the resources available to provide standposts, in-house con-
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nections should not be subsidized to improve health and alleviate pov-
erty. In contrast, in middle-income developing countries (such as many
Latin American countries), in-house water connections are available to
a high percentage of the population and the rest is well served by stand-
posts. Subsidized connections for low-income households thus are a pri-
mary concern for redistribution and even public health (and therefore
efficiency).

Institutional Considerations

In principle, water pricing systems can be designed to provide services
that are efficient, financially viable, and equitable no matter what their
institutional context. For example, urban services do not need to be
integrated under a single local authority to permit cross-subsidies be-
tween services; taxes on users of one service could be earmarked for
another service. Similarly, a service does not need to be under an au-
tonomous agency to achieve financial self-sufficiency. Vertical integra-
tion of a service-one agency in charge of all aspects of service provision,
including production, transmission, and distribution-is not required to
introduce a pricing structure which approaches the norms of efficiency,
financial viability, and equity. Regional integration of water supply ser-
vices under one institution is not required to permit cross-subsidies be-
tween, say, urban and rural users. Effective pricing structures can theo-
retically thus be designed regardless of the institutional setting, and
transfer mechanisms could ensure the desired cross-subsidies.

In practice, however, the institutional framework cannot be so easily
disregarded. It has an important influence on the strategy for financing
and pricing the urban water supply. Different kinds of institutions de-
velop different objectives. The managers of a multifunctional public ser-
vice agency are likely to consider the tradeoffs of integrating vertically
and horizontally to provide and finance the services concerned. In con-
trast, the managers of an institution with only a single service function
are likely to consider tradeoffs only within their narrower range of re-
sponsibility and authority. Therefore we encounter what appear to be
systematic relations between institutional setting and pricing structures,
although we do not have the data to quantitatively test this association.
Even without such qualitative verification, however, the design of insti-
tutions should fit the goals of pricing. The remainder of this section
elaborates on this issue.

HORIZONTAL INTEGRATION. Metropolitan integration of various urban
services under a single service agency permits and may encourage cross-
subsidization among various services. Autonomous service agencies, in
particular water companies, tend to be financially self-sufficient. Cross-
financing between services is not ruled out under autonomy, but it is
made considerably more difficult to institute and maintain, given the
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focused opposition by the managers of the agency providing the net funds
for transfer.

The Colombian cities shown in table 10-15 are especially interesting
because of the variation of institutional arrangements within a single
country. In Bogota water and sewerage services were provided by a local
financially self-sufficient water company. (The same had been the case
for some years in Seoul.) Cross-subsidies or transfers between services
were difficult to implement in Bogota, as was demonstrated in an acri-
monious debate between that city's local water and power companies
about how to share the financial burden of the construction of a major
dam which increased capacity for water and power production. In Cali,
where a single agency provided water, sewerage, electricity, and tele-
phone services, revenues from power services subsidized water opera-
tions. In Cartagena water and sewerage services were provided in con-
junction with solid waste collection, markets, and slaughterhouses, with
water services subsidizing the other services in some years; however, no
transfers occurred from the regional power company or from the mu-
nicipal telephone company to the municipal water account.

Bombay is also of interest. Until 1973 its water and sewerage functions
were fully integrated with other municipal services under the chief ex-
ecutive officer of the Bombay municipal government, and transfers from
general funds to water and sewerage services were common. (A similar
situation existed in Ahmadabad.) With the introduction of a water and
sewerage department with separate financial accounts, the water and sew-
erage services became financially self-sufficient. In Cameroon, a similar
phenomenon existed on a regional basis. A central government ministry
operated eight water systems in the Northwest and Southwest regions
of the country, which subsidized users at substantial losses. An auton-
omous, financially self-sufficient national water company provided un-
subsidized water services to users in most of the rest of the country.

These examples confirm that institutional autonomy goes hand in hand
with pricing practices that result in financial self-sufficiency. But insti-
tutional autonomy is no guarantee of sound financial management, ef-
ficient pricing, or the absence of interagency transfers. In Bogota, the
operating expenses of the autonomous water company exceeded its op-
erating income for many years, and the resulting recurrent deficit was
financed from capital account receipts (Linn 1976a). In the late 1970s a
pricing structure was designed to achieve long-term financial stability,
but it did not price resources as efficiently as it might have within the
constraint of financial self-sufficiency. The contrast between Bombay and
Nairobi also demonstrates that the autonomy of an institution is not
necessarily an incentive for more efficient pricing. Nairobi granted less
autonomy to water services, but it achieved a more efficient pricing struc-
ture than did Bombay, despite its greater autonomy.

The financial self-sufficiency of urban water systems is certainly not



Table 10-15. Institutional Setting and Financial Policies for Water Supply in Selected Cities

City or state, year Institatienal setting Financial and pricing p/licy

Cameroon
Northwest and Southwest, 1975 National government ministry Subsidization of water users
Rest of country, 1975 National autonomous agency Financially self-sufficient

Bogota, Colombia, 1973 Autonomous water and sewerage company Financially self-sufficient
Cali, Colombia, 1978 Autonomous agency for water, sewerage, power, and Transfers from power and telephones to water; trans-

telephones fers from all utilities to general municipal account
Cartagena, Colombia, 1973 Autonomous agency for water, sewerage, solid waste Transfers from warer account to other services pro-

disposal, markets, slaughterhouses, and so forth vided by the agency
Ahmadabad, India, 1973 Fully integrated in general purpose local government Transfer from general account to water
Bombay, India

Before and including 1973 Fully integrated in general purpose local government Transfer from general account to water
After 1973 Semiautonomous water department Financially self-sufficient

u. Jakarta, Indonesia, 1973 National ministry in charge of investment in productive Ministry finances capital works from general revenues;
capacity; local autonomous agency in charge of op- local autonomous agency does not share cost or
erations and distribution charge users accordingly, but makes small transfers

to general local account
Nairobi, Kenya, 1978 Fully integrated in general purpose local government Transfers ("borrowing") from water to general account
Seoul, Rep. of Korea, 1965-71 Semiautonomous water company Financially self-sufficient, except for small transfers

from general local government account
Korean medium-size cities, 1976 Local government agencies in charge of investment and National government has restricted rare increases

operations, national government controls setting
rates

Lagos, Nigeria, 1960s National agency for metropolitan region in charge of In Lagos city, water charges collected by Lagos City
all water production, and for distribution in unin- Council at below cost, payments from city council to
corporated areas of metropolitan Lagos; city council national water agency for water purchase are nego-
in charge of distribution within city tiated and generally below cost

Tunis, Tunisia, 1974 National autonomous water company Uniform water tariffs for entire country
Valencia, Venezuela, 1968 National government agency provides water; local gov- Charges not sufficiently frequently adjusted to permit

ernment shares responsibility for setting user charges adequate service expansion
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the only goal of decisions on pricing and institutional structure. Other
goals, in particular equity and efficiency, may well be in serious conflict
with financial self-sufficiency or institutional autonomy. In Cartagena the
financial self-sufficiency of the municipal public service agency, whose
main functions were water supply and sewerage services, made it un-
willing to invest in a program to supply water and extend sewerage to
poor areas (Linn 1975). A similar problem was observed by Vlieger and
others (1975) in discussing the reluctance of autonomous water agencies
to increase the number of taps which provide free or highly subsidized
water. By contrast, in Cali the ability of the water agency to draw on the
financial resources of the municipal power and telephone operations
enabled it much more aggressively to extend water and sewerage service
to poor neighborhoods.

Another consideration may be important. The creation of an auton-
omous water agency may leave behind an ineffectually managed, insuf-
ficiently funded municipal government. There are, moreover, problems
with functional fragmentation, especially a possible lack of coordination
in investment planning among otherwise interdependent agencies.

In conclusion, creating functionally and financially autonomous urban
water systems is likely to encourage pricing policies which meet the goal
of financial self-sufficiency. But these reforms must be placed in a
broader context of reforms in urban finance to result in efficient and
equitable pricing mechanisms.

VERTICAL INTEGRATION. The vertical integration of responsibility for
water service has two aspects: first, the integration of responsibilities for
either investment and operation or production and distribution; and sec-
ond, the integration of the responsibility to provide service and set prices.
In Jakarta national authorities were responsible for planning, imple-
menting, and financing investments in water production and transmis-
sion, and the local water company operated the production facilities and
the distribution network. The effect on local pricing policies was that
capital costs were neglected by the local water agency because these costs
did not show up in its accounts (see table 10-15). A somewhat similar
sharing of responsibility occurred in the Lagos metropolitan region. The
Lagos City Council distributed water in the city itself and a national
government agency, the Lagos Water Supply Company, produced water
for the rest of the region and distributed it in the unincorporated districts
surrounding the city. The city council collected the water charges and
paid the supply company an annually negotiated sum below the cost of
water production (Williams and Walsh 1968).

The absence of vertical integration of production and distribution in
these two cases encouraged pricing which very likely did not serve overall
allocation goals. Of course, if the authority in charge of water production
had charged the local distributing agencies an efficient price for the ser-
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vice provided in the case of Lagos, the city council would have had an
incentive to pass this price along to its consumers. Similarly, if in Jakarta
the national agency had been able to pass along the capital costs of build-
ing facilities to the local agency, this would have provided an incentive
for the local agency to recover the full cost from beneficiaries. Therefore,
although the fragmentation of responsibilities for production and dis-
tribution-or for investment and operation-does not preclude effi-
cient, financially sound pricing, the integration of these functions is a
much more effective way to encourage such pricing.

Another common kind of fragmentation is the separation of respon-
sibility for providing water from that for setting prices. Typically, central,
state, and regional government authorities intervene in local pricing de-
cisions. For example, in Colombia the National Tariff Board, an agency
of the National Planning Ministry, reviewed all proposals for changes in
utility charges. It had developed guidelines and attempted to enforce
these, albeit with some flexibility (Linn 1980a). Parallel to this institution,
a 1979 presidential decree froze all utility prices for some months, os-
tensibly to help stabilize inflationary tendencies in the country.

Similar reasons account for the limits placed by central government
on increases in user charges desired by local authorities in medium-size
cities in Korea in some recent years (Smith and Kim 1979). A somewhat
different situation was reported for Valencia (Venezuela), where a na-
tional agency was responsible for service provision but the municipal
authorities were able to exert some control over the setting of tariffs.
In all these cases-with the exception of the general policy guidelines
for setting utility tariffs in Colombia-separation of operational respon-
sibility and authority to control user charges have had quite detrimental
effects on the ability of the operating agencies to provide services ef-
fectively. To provide the most efficient and effective service, responsi-
bilities for operations and for setting rates should be integrated as far as
possible. Central authorities may, however, want to retain the prerog-
ative to review practices for setting rates to ensure compliance with broad
criteria of performance, particularly when they provide heavy financial
support or guarantees (for example, if utilities borrow funds from in-
ternational agencies).

R_EGIONAL INTEGRATION. Regional or national integration of water ser-
vice allows relatively easy transfers from one user group within the region
or nation to another, for example, from urban to rural users or from
large to small towns (as has been the case in Tunis; Prud'homme 1975).
This may be desirable if other means of financing the expansion of rural
service are not readily available. Tax instruments could be designed to
extract the same resources from city dwellers as an earmarked revenue
source for rural water programs, but such instruments are likely to be
difficult to use.
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Regional integration of water systems may be more readily feasible.
But the financial and equity rationale for such integration is not the only
relevant one. Regional water companies may be less responsive to the
specific needs and preferences of population groups in various locations;
and administration may be more effectively carried out at the city or
town level. Again, however, no unequivocal advice can be given on this
score; if regional redistribution through water investment and charges
is a goal of water policy, a regionally integrated organization would fa-
cilitate it.

Sewerage and Drainage

Obviously, the use of potable water and the disposal of wastewater
must be considered jointly. This has important implications for planning
investments in water and sewer services, for organizing institutions to
provide the services, and for pricing the services. For investment plan-
ning, water and sewerage services must be expanded simultaneously to
avoid unsanitary disposal of wastewater and to ensure proper functioning
of sewer systems.44 For the institutional setup, the linkage between water
and sewer systems implies that it is desirable to combine responsibility
for them under one agency. For pricing policy, the relationship between
water and sewer services implies that the marginal cost of disposing of
wastewater can be charged jointly with the marginal cost of providing
potable water. Moreover, in deciding whether to meter water use, the
resulting cost savings in reduced water disposal should be considered
together with the cost savings from reduced water provision.

There are, of course, limits to the linkage. First, leakages occur in
water use; that is, not all water used is passed into the sewer system.
This is especially true for lawn sprinkling and other horticultural uses,
and for such industrial uses as the production of beverages. Second, the
cost of wastewater disposal and treatment depends not only on the quan-
tity of wastewater but also on the nature and degree of contamination.
In particular, industrial effluents are likely to be more toxic than resi-
dential effluents. These differences need to be considered in setting
sewerage tariffs.

Important linkages may exist between drain and sewer systems. Al-
though requirements for investment in drainage vary with climatic, geo-
graphical, and geological conditions and with the additional runoff re-
sulting from urban development, drain systems were often developed
jointly with sewer systems. Newer investments tend to provide for sep-
arate sewer and drain systems (for example, in Bogota, Cali, and Nairobi).
Neighborhood drainage networks generally are constructed jointly with
roads and streets.

When considering appropriate pricing strategies for sewerage and
drainage, it is therefore useful to consider the following separately: first,
residential sewerage pricing, which is closely related to water pricing;



334 USER CHARGES FOR URBAN SERVICES

second, industrial sewerage pricing, which depends more on the degree
and type of contaminants than on the amount of water used; and third,
the pricing of drainage services, which has no relation to water use but
may be related to the development of infrastructure for sewer systems
and roads.

Pricing Residential Sewerage

Table 10-16 summarizes residential sewerage tariffs in selected cities.
The structure of tariffs is very similar to the structure of water tariffs in
the same cities, except that development charges or earmarked property
taxes and transfers from general government funds are more common
for sewerage than for water.4 5 The most common practice in pricing
sewerage appears to be levying surcharges on water-use fees and on
periodic charges unrelated to the use of water. Although not reflected
in table 10-16, there is commonly also a difference between charges for
connections to piped sewer systems and those for other sanitary methods
of waste disposal (septic tanks, conservancy tanks, night soil collection,
and so forth). In discussing charges for residential sewerage, it is useful
to treat the pricing of piped sewerage separately from that of other sewer
systems.

CONVENTIONAL PIPED SYSTEM. Piped sewer systems require investment,
operation, and maintenance of the following components: internal
plumbing in the house; connection to the neighborhood collection net-
work; and trunk collectors. In addition, pumping and treatment facilities
may be required. In all cases, minimum water consumption of 50-100
liters per capita each day is required for the use of cistern-flush toilets
(World Bank 1980c: 19). As a result of these requirements, private and
public costs are incurred which need to be considered when sewerage
services are priced.

Some of these costs are related directly to the quantity of water used-
in particular, transmission, pumping, and treatment costs. These costs
can therefore be reflected in the price charged for water use, after al-
lowing for the estimated household leakage of water not returned to the
sewer system. Because investments in sewerage are, like those in water,
frequently quite lumpy, the average incremental cost method is an ac-
curate way to calculate the marginal cost of residential wastewater dis-
posal associated with incremental water use. In Nairobi, the AIC for sew-
erage was 43-57 percent of the AIC of water supply in 1975 (McLure
1977), whereas in Bogota the AIC of sewerage and water supply were
approximately equal in 1978 (World Bank data). The difference is ex-
plained largely by the fact that the AIC of water production and trans-
mission in Nairobi was more than seven times that in Bogota during
these years (see table 10-12), whereas the AIC for sewage disposal in
Nairobi was only about twice that in Bogota (McLure 1977; World Bank
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1979). Although it thus appears that water production costs in general
equal or exceed sewage transmission and treatment costs, the reverse
relation generally applies to connection and development costs. In Nai-
robi the cost of connection and neighborhood collection costs for sew-
erage in 1975 were about 70 percent higher than the connection and
reticulation costs for water (World Bank data).

As with charges for water supply, residential sewerage tariffs are struc-
tured efficiently if they reflect the marginal cost of sewage disposal
through a connection fee and the marginal cost of the neighborhood
collection system through a development charge. A sewer charge which
varies with the quantity of water consumed can be applied only where
water meters are installed. Commonly, this charge is expressed as a fixed
percentage of the water fee (table 10-16). This practice is not likely to
be appropriate over extended periods of time, however, because in gen-
eral water supply and sewerage investments are not made at the same
time and therefore do not have parallel AICS. It is more appropriate to
recompute the AICS separately at regular intervals, say once a year, in
line with changing investment plans and operating conditions and to set
the water-use-related price accordingly for each service.

If sewerage development costs vary mainly with the density of de-
velopment, a system of charges related to front-footage or lot size is most
likely to reflect the marginal costs imposed by a developer's land-use
and subdivision decision. Installation charges can be directly related to
the cost of installing each connection.

In setting efficient sewerage tariffs, an important consideration is the
benefits for a household connecting and using the sewer system. Al-
though connection is not a necessary or sufficient condition for improv-
ing community health conditions (World Bank 1980c), the introduction
of such a system, where no adequate system existed, is generally justified
on this basis. These external benefits are likely to be concentrated most
heavily in the immediate neighborhood but may also affect the entire
urban area or region. In terms of financing, therefore, subsidizing sewage
collection systems and connections is efficient, at least for low-income
families who would choose not to connect at a marginal cost price. These
subsidies are appropriately financed by cross-subsidies that draw on the
fiscal resources of a neighborhood or an urban area rather than of an
entire region or country. Property tax financing is particularly appro-
priate in this context. Because improvements in a neighborhood's en-
vironment are likely to be reflected to a considerable extent in higher
property values, a part of the subsidies for building and connecting the
sewerage network is actually paid for by the community through the
resulting automatic increase in property taxes.46 The citywide benefits
are also appropriately captured by the property tax. Transfers from the
national treasury for the construction of urban sewer systems in general
would not be required for efficiency. Given shortages of national fiscal



Table 10-16. Residential Sewerage Tariffs in Selected Cities

Country and city or state, Connection fee
year Development charge (Lump-sum or periodic) Water-use charge Transfers

Colombia
BogotA, 1979 Valorization tax for development Periodic water charge of 30 percent of water n.a.

costs; requirement that 30 percent fee
developer builds neighborhood
collection systems

Cali, 1978 Front footage fee to collect costs Periodic water charge of 60 percent of water Transfers from telephone
of neighborhood collection 60 percent fee and power accounts
systems; requirement that
developer builds neighborhood
collection system; valorization
tax for trunk collectors

Cartagena, 1973 Sewer tax of 0.4 percent on Periodic water charge of 50 percent of water Capital works grants from
assessed capital value of all 50 percent fee central government
built-up properties, whether
sewered or not; 0.8 percent tax
on vacant lots

Abidjan, C6te d'lvoire, - Surcharge on water -

1975 fee

India
Ahmadabad, 1973 Conservancy charge (surcharge on n.a. n.a. Partially financed from

general property tax) municipal revenues
Bombay, 1973 Property tax of 3 percent on Sewerage tax of 4 percent Surcharge of 50 n.a.

annual rental value (ARV) of all on ARV of unmetered percent on water
urban connections and unsewered fee for metered

properties and sewered
connections



Urtar Pradesh cities, 1975 - n.a. n.a. Financed from municipal
revenues

Kingston, Jamaica, 1975 Property tax on land within 100 n.a. n.a. Deficit grants from
yards of sewer line national government

Nairobi, Kenya, 1978 Development charge recovering Lump-sum connection fee; Surcharge on water n.a.
sewer collection capital costs in minimum periodic sewer fee
development area according to charge
plot size (payable over up to
ten years at 8 percent interest)

Kuala Lumpur, Malaysia, - Surcharge on water Property tax financing
1976 fee

Mexico: medium-size - Water surcharge Mostly subsidized from
cities, 1976 proposed municipal revenues

Lahore, Pakistan, 1976 - Property tax for Surcharge on water -

unmetered connections fee for metered
connections

Tunis, Tunisia, 1975 - n.a. Property tax and other
general municipal
revenues

Yugaslavia
Dubrovnic, 1975 - Surcharge on water n.a.

fee
Sarajevo, 1976 - Surcharge on water n.a.

fee

- Not available.
n.a. Not applicable.
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resources and the fact that large cities are generally wealthier than rural
areas and small towns, it would also be difficult to justify such transfers
on the grounds of fiscal feasibility or equity.4 7

Considerations of equity may influence the tariff structure for sew-
erage services. In particular, there are likely to be cross-subsidies from
wealthy to poor households through a progressive structuring of the
connection and the development charges and through the application of
a life-line tariff in the water-use-related sewer charge. Considerations of
efficiency already will lead to a tariff structure which, because of density-
related cost differentials and externalities, will impose higher charges on
the wealthy than the poor areas of a city. Further accentuation of these
differences is possible; in particular, connection and development
charges related to property value, rather than front-footage or lot size,
will tend to result in a more progressive set of sewer tariffs that will not
only reflect property size but also higher land values. Another way to
redistribute is to modify the area- or front-footage pricing system; for
example, in Colombia valorization charges have been used to finance
sewerage investments in Bogotd.4 8

The scope for financing sewerage investments through cross-subsidies
or from general urban taxes is limited by the high cost of piped sewer
systems. In 1980 the total annual cost per household for investing in
conventional sewerage was estimated at about $400 (table 10-17), which
is not only beyond the ability to pay of most families in developing
countries but is also well beyond the fiscal capacity of all but the richest
cities in developing countries. Financial viability, reinforced by consid-
erations of efficient resource allocation, therefore dictates the search for
lower-cost safe disposal of wastewater in many, if not all, cities of the
developing world.

LOW-COST METHODS. Low-cost methods-listed in table 10-17-can
provide acceptable disposal of residential wastewater in most urban areas,
with the exception of the high-density downtown districts (Kalbermatten,
Julius, and Gunnerson 1982). Because of the lower public expenditure
requirements per household and the relative affordability of these al-
ternative waste disposal techniques, urban governments may be able to
use them to serve many more households than with conventional sewer
systems.4 9

A public agency may finance its expenditures on low-cost sanitation
services in various ways. One is to include the capital cost in plot-
development charges for new publicly developed low-income settle-
ments, for example, sites and services projects. Another is to charge the
capital costs as an annuity that is part of the periodic fees for water supply.
This practice would also cover the recurrent costs of maintenance and
operation. Finally, a general or property tax is also conceivable.

If low-cost services are subsidized from tax revenues, a tradeoff will
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Table 10-17. Total Annual Cost per Household and Affordability
of Alternative Sanitation Technologies, 1980

Percentage of income
Mean cost of average low-income

Technology (1978 dollars) householda

Low-cost
Pour-flush toilet 18.7 2
Pit latrine 28.5 3
Communal toilet 34.0 9
Vacuum-truck cartageb 37.5 4
Low-cost septic tankb 51.6 6
Composting toilet 55.0 10
Bucket cartage 64.9 6
Medium-cost
Sewered aquaprivyb 159.2 11
Aquaprivy 168.0 16
Japanese vacuum-truck cartage 187.7 15
High-cost
Septic tankb 369.2 29
Sewerageb 400.3 26

Note. Costs include appropriate shadow prices for unskilled labor, foreign exchange, and capital.
a. Assuming average annual per capita income of $180 and six persons per household.
b. Suitable for urban areas.
Source: Linn (1983), based on Kalbermatten, Julius, and Gunnerson (1982, tables 3-1 and

3-11).

have to be made between financial viability and replicability on the one
hand and efficiency and equity on the other. For efficiency, there would
very likely need to be some subsidy on the grounds of the external health
benefits if poor households are not willing to pay the full cost. Equity
also would favor a subsidy because the benefits would mainly reach low-
income groups. Property tax financing may be an appropriate interme-
diate route if newly serviced properties are revalued to reflect the in-
crease in value resulting from the improvement. The direct beneficiaries
will bear some of the cost of the project through higher property tax
payments, whereas the remainder of the financing will be drawn from
the other urban residents roughly in proportion to their incomes. If,
however, full recovery of the cost from the immediate beneficiaries is
selected to ensure the replicability of the investments, then at a minimum
this policy should also apply to those sections of the city which are served
by piped systems. It would not be financially viable, efficient, or equitable
to require low-income households to pay for low-cost systems while high-
cost sewerage is financed from general tax revenues.

Pricing Industrial Sewerage

Small industrial or commercial sewerage connections are probably best
treated like residential connections, unless there is reason to suspect that
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large amounts of pollution or noxious matter are being discharged into
the general sewer system. In contrast, medium-size and large industrial
enterprises which emit substantial quantities of effluent should be sub-
jected to careful scrutiny. Consideration should be given to the possi-
bility of measuring effluents, either regularly through metering or in-
termittently through sampling, and of pricing effluent according to its
quantity and strength. A crucial aspect of this consideration is the costs
imposed by the industrial polluter. These include the cost to the public
of treating effluent either in the same city or further downstream, the
cost of lost opportunities for downstream fishing, recreation, and so
forth, and the cost of health and other environmental hazards. o These
costs will vary with the quantity of effluent and the amount of pollutants
such as BOD (biochemical oxygen demand), phosphorous, nitrogen, and
other suspended solids that it contains.

The cost of metering or sampling must then be compared with the
benefits of any reduction in pollution achievable through pricing effluent.
Industrial pollution seems to be quite elastic with respect to charging
systems (Bird 1976b; U.S. Department of the Interior 1969). If marginal
costs of pollution-in particular downstream treatment or economic
losses-are clearly identifiable, measuring and pricing the treatment of
pollution for large industrial polluters are appropriate. Alternative ways
of attempting to limit the detrimental effect of industrial pollution (for
example, regulating pollution and subsidizing investments in controlling
pollution) have been shown to be less effective and efficient than a system
of effluent charges.

One advantage of charges on pollution is that they encourage industrial
polluters to install their own control devices, thus reducing the need for
public spending. If they do not provide their own control devices, the
effluent charges provide a financial resource for making the necessary
expenditure.

Financing Drainage Systems

The need for drainage is generally not linked to residential or industrial
water use but to the runoff of rainwater. This runoff in turn is a function
of physical factors, such as climate, geography, and geology, and of factors
related to urbanization, in particular the density of development. The
higher the density, the greater the runoff and therefore the greater the
need for and cost of drainage canals per hectare; but the lower the cost
per household. In setting charges for investments in and maintenance of
drainage, these cost relations must be borne in mind.

One method for allocating drainage costs approximately in line with
marginal costs is to subdivide the city into relatively homogeneous drain-
age areas according to density and the need for drainage-for example,
swampy, low-lying areas are likely to involve more costly drainage
works-and to compute drainage service costs per hectare for each area.
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The marginal cost of drainage per lot may then be approximated by a
charge distributing the total area cost according to the front-footage or
area of each lot. This type of charge would give developers the marginal
drainage cost of their development decision in terms of location and
density. This approach would be efficient and could easily be levied along
with development charges for other works carried out simultaneously.
General or property tax financing would share the financial burden more
widely and might be more equitable, provided the beneficiaries of the
drainage works are in low-income groups. In determining the extent to
which low-income groups actually benefit, it is important to consider the
ownership of the land which is being better served-and thus having its
value improved-as a result of the drainage system. Although low-
income groups may occupy the affected areas, high-income landowners
may effectively reap the benefits from increases in rents and land values.
A development charge thus may be more progressive than a general tax
or property tax.

Summary

The proper pricing of water supply and sewerage in urban areas of
developing countries is of importance not only for the goal of financial
viability but also for those of efficiency, equity, and administrative via-
bility. Five general rules are:

* First, consider the design of an efficient pricing structure. Then
modify this preliminary structure in a way that pursues the other
goals with the least possible losses in efficiency.

* Second, to design an efficient pricing structure, estimate the mar-
ginal or incremental costs of providing a service, adjusted to reflect
externalities and apply shadow prices if market prices are distorted.

* Third, in designing an efficient pricing structure, consider the entire
structure of service charges-development, connection, and user
fees. When a departure from efficient pricing appears desirable for
reasons of financial viability or equity, that part of the tariff structure
should be selected where private demand response (elasticity) is
likely to be least.

* Fourth, regularly update the tariff structure to reflect changes in
the general level of prices caused by inflation as well as changes in
the underlying cost structure of the service. During a period of
inflation a simple monthly adjustment may be made to keep tariffs
approximately unchanged in real terms. This could be supple-
mented by more in-depth reviews of the structure of real tariffs at
less frequent intervals, say, once a year.

* Fifth, collect water and sewerage tariffs effectively from all users.
Compare costs of administration and collection against expected
benefits from service charges when selecting a particular method
of charging, for example, metering.
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The remainder of this section briefly summarizes this chapter by out-
lining a framework for tariff structures for urban water, sewerage, and
drainage services for developing countries. The framework leaves con-
siderable flexibility to permit necessary adjustments in line with the con-
ditions prevailing in any particular country or city.

Water Supply

The first decision to be made in designing a system to supply water
is whether to meter consumers. The reduction in the cost of providing
and disposing of water must be measured against the cost of metering.
For large consumers, in particular large industrial consumers, metering
is almost always efficient; for small consumers, in particular households
in poor areas of a city, it is usually not.

For metered residential users, a three-tiered charging system is likely
to be efficient. First, a use-related charge should be set equal to the
average incremental cost of incremental water production and transmis-
sion. This charge will, however, have a life-line tariff for the initial con-
sumption block equivalent to a daily consumption of 20-40 liters per
capita. The charge may vary across areas within the city or across seasons
if there are sufficiently strong cost differences. It also should vary over
time to reflect changing levels of AIC as a system moves from excess
capacity to a shortage of capacity and back to excess capacity in line with
its investment cycle.

Second, residential water users should be charged a periodic fee that
does not vary with water use. For low-income consumers this charge
should be set at or below the sum of marginal recurrent costs associated
with a connection (meter maintenance and reading, billing, and so forth)
and the annuitized cost of installing the connection. The extent of the
subsidy to low-income households depends on the strength of the re-
distributive goal and on whether an internal cross-subsidy is possible. It
also depends on alternative claims on the financial resources-especially
for standposts. To generate the financial resources required to permit
cross-subsidies-such as for standposts-the periodic connection fee for
middle- and high-income consumers should be set at or above the mar-
ginal recurrent costs of connection. This will permit cross-subsidies and
maintain the overall financial self-sufficiency of the water operations as
the use-related charge varies over time with changes in AIC. Installation
costs could be charged to high-income groups on a lump-sum basis, pos-
sibly with brief financing periods at the market rate of interest.

Third, a one-time development fee should be designed to recoup the
capital cost of the retriculation network in proportion to the front-
footages of privately subdivided properties. (This fee can be avoided if
private developers are required to install this network themselves.) In
areas of predominantly low-income property owners it may be equitable
to reduce the fee below cost and impose higher connection charges on
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high-income owners. A way must then be found to distinguish owners
according to income. If property valuation systems are accurate, a pro-
portional property tax on residential lots with water connections could
work. This tax would have to be varied over time to reflect changes in
the use-related fee. If property valuation is inaccurate, differential con-
nection fees could be charged in different parts of the city. Rising block
rates-except for the life-line-would generally not work because the
relation between consumption per connection and the per capita incomes
of consumers is limited and because the use-related fees may be inef-
ficient.

For unmetered residential consumers, a proportional tax on property
or land would be equitable. Fees might also be charged according to the
size of the pipe connecting the lot to the distribution network. This
charge would be set to ensure the financial self-sufficiency of the water
operation and would allow for the revenue from development charges.

Consumption at public taps should be free. The taps must, however,
be supervised to avoid water wastage. The funds to operate the taps
should first come from water users with individual connections. General
tax revenues should only be used if cross-subsidies among water users
are ruled out for political reasons. Therefore, there is in effect a hierarchy
of uses of funds that are extracted from high-income users for purposes
of cross-subsidy. These subsidies should first go toward installing taps
and supplying free water from them. Once the need for the taps has
been fully satisfied, the cross-subsidies can be extended to individual
households with connections. The reason for this sequence is that the
households without access to even taps are the poorest households, while
tap users are the poorest consumers. Subsidization of taps and of water
consumption at them is therefore equitable and has very little, if any,
leakages to middle- or high-income beneficiaries."i What is more, the
benefits for public health of the increases in consumption from subsi-
dized taps are likely to exceed those from subsidized in-house connec-
tions.

Industrial and commercial consumers should be charged a use-related
price equal to AIC. Connection and development fees can be set for the
high-income residential consumers, provided the charges above costs are
not passed on-especially to low-income consumers or wage earners.
Beer and other popular beverage industries require particular caution
on this score.

This proposed tariff structure should lead to self-financing of water
supply operations with a minimal loss in efficiency and with attention to
redistribution. It would probably be implemented most easily by a ver-
tically integrated water authority operating autonomously from other
service agencies. Local and national authorities should merely oversee
the broad adherence to the basic pricing-and investment-principles
outlined above. Autonomy and vertical integration are not necessary
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preconditions for implementing this structure; in their absence, however,
special efforts would have to be made to ensure that water operations
are self-financing and that all relevant costs have been considered in
setting charges.

Sewerage

Three types of users of sewerage services must be distinguished: res-
idential users connected to a conventional piped sewer system, house-
holds which employ low-cost alternative sewage disposal methods, and
industrial users.

For residential users of piped systems who have water meters, a fea-
sible tariff structure should be parallel to that for water and should have
the following elements:

* A water-use-related charge equal to the AIC of sewage transmission
and treatment, and of any additional downstream costs imposed on
other individuals

* A periodic fee unrelated to water use reflecting marginal connection
costs but adjusted for income distribution and financial consider-
ations much as water fees would be

* In high-income areas, a development charge levied on a front-foot
basis to recover the costs of the collection network

* In low-income areas, a local property or general tax to finance the
system.

Unmetered residential water users would be charged a periodic fee (per-
haps linked to property value), coupled with a development charge for
metered users.

Residential users of low-cost sewage systems (in contrast to high-cost,
piped systems) should be charged the actual cost as part of a development
fee for general upgradings, or-if local fiscal capacity permits-should
be subsidized by a general property tax to finance the expansion of these
systems. As with water, there is a hierarchy of subsidization: connection
to piped sewer systems should not be subsidized until all households not
connected to piped systems are served by safe, low-cost methods.

Large industrial enterprises which generate large quantities of polluted
wastewater or highly toxic effluents should be charged fees for the costs
of their pollution. These fees, which are preferable to other measures
of pollution control, require estimation of costs and repeated measure-
ment of effluent quantity and strength.

Given the close linkage between the two services, it is most appro-
priate to combine the provision of and pricing of water and sewerage in
one agency. Provision and pricing by separate agencies seriously com-
plicate the development and maintenance of efficient and equitable pric-
ing policies.
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Drainage

Front-footage charges should be levied to recover the cost of neigh-
borhood drainage works. They can be levied jointly with other devel-
opment charges for water, sewerage, or road construction. Poor neigh-
borhoods should be charged a general property tax to finance drainage
works if local financial resources permit. Property tax financing can also
be used to finance the construction of large canals to better drain an
entire city, and for the maintenance cost of drainage systems.



11 Charging for Other Urban
Services

THIS CHAPTER ANALYZES the pricing of electricity, telephone ser-
vices, solid waste collection, bus service, and housing. The last section
reviews two general development charges, land readjustment and val-
orization.

The discussion does not cover such other important urban services as
health, education, fire and police protection, markets, slaughterhouses,
and cemeteries. User charges, although they can help finance some of
these services, tend to make a smaller contribution because of exter-
nalities and distributional considerations. For these services, it is more
useful to rely on the overall system of financing, including local taxes,
charges, and intergovernmental grants. An additional complicating factor
is that many of these services, especially health, education, and police
protection, are controlled by national or provincial authorities. Pricing
for them requires considerations that go well beyond urban government
finance.'

As in the preceding chapters, the discussion here applies pricing and
financing principles to selected public services in the light of experiences
in developing countries. Complementary policy issues, such as the role
of the public sector and allocation and management decisions for in-
vestment and recurrent expenditure, are treated only in passing. See Linn
(1983) for a more comprehensive treatment of these issues.

Electricity and Telephone Services

Urban governments in developing countries have little if any respon-
sibility for electric power and telephone services, which are usually sup-
plied by national or regional public agencies. It has been seen as desirable
to centralize these services because of the savings in costs to the systems
of building nationwide interconnections, planning investments, stand-
ardizing service components, managing scarce technical human re-
sources, and dealing with foreign suppliers of advanced technical hard-
ware and financiers. 2 Centralization also permits urban-rural cross-
subsidies-an important consideration, because customer service costs
tend to be significantly higher in rural than in urban areas, whereas the
capacity to pay of the average rural resident is considerably lower than
that of the average urban resident (World Bank 1975b).

Arguments to decentralize power and telephone services are less fre-
quent and less convincing than in the case of other services. In some

346
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countries, however, urban agencies are involved in providing power
and telephone services. For power, a national or regional agency typically
provides bulk supply and local agencies are responsible for distribution.
For telephones, local agencies typically are in charge of the local tele-
phone network and service. If such local agencies exist, the pricing of
services is part of the overall problem of urban finance and can be an
important issue for revenue. More and more, the privatization of power
and telephone system components and agencies has been identified as
an option to improve the efficiency and reduce the fiscal burden of these
public utilities (World Bank 1988: chapter 8).

Pricing Electricity

The organization and pricing of power service in selected developing
countries and cities are surveyed in table 11-1. Although dated, the pat-
terns shown are representative of the arrangements found in developing
countries, which cover a wide spectrum from (a) entirely local respon-
sibility for generation, transmission, and distribution in Bogota, through
(b) regional generation and transmission but local distribution in Bombay
and Cali, through (c) regional generation, transmission, and distribution
in Cartagena, to (d) entirely national responsibility in Seoul and Tunis.

Service charges for residential consumers of electricity typically consist
of so-called energy charges, that is, a rate per kilowatt-hour which com-
monly rises in blocks with the quantity of power consumed. Only limited
data are available on residential connection fees, but the flat minimum
monthly charges in some cities act as a recurrent connection or access
charge. For industrial and commercial consumers, electricity tariffs usu-
ally consist of flat energy rates either in the middle or upper range of
residential energy charges, supplemented either by capacity-related or
peak and off-peak tariffs. Capacity charges are rates per kilowatt of in-
stalled capacity. Peak load pricing is achieved by charging higher energy
rates during hours of high system demand. Regional or nationwide uni-
form tariff policies are usually encountered if electricity is distributed
by a regional or national agency. Such a policy generally leads to an
implicit system of cross-subsidies from low-cost urban to high-cost rural
users. Other cross-subsidies also are quite frequent. Large-quantity res-
idential consumers tend to subsidize small residential users because of
rising block rates, and industrial and commercial users tend to subsidize
residential users. In Cali there have been subsidies from urban power
to water (and sewerage) service users.

The sample of power tariff systems shown in table 11-1 does not nec-
essarily represent the full range of tariff structures in developing coun-
tries, but it serves as a reference point in the following discussion of
electricity pricing. As with water and sewerage pricing in the preceding
chapter, we will first consider the main considerations for deciding on



Table 11-1. Tariff Structure of Electric Power in Selected Countries and Cities

Service responsibility
- - ~~~~~~Structure of residential charges

Country, Generation Industrial and
city, and Capacity Energy Connection commercial Load Tariff

Oa and year transmission Distribution charge charge charge charges pricing policies Cross-subsidies

Colombia
Bogota, Local Locai No Rising Flat Flat energy rates, Yes, for No Industrial and

1978 block minimum higher than industrial commercial,
rates monthly residential users residential,

charge large and
small
consumers

Cali, 1975 Regional Local No Rising Flat Flat energy rates, No - Industrial and
block minimum in middle level commercial,
rates monthly of residential residential,

charge rates; plus large and
capacity charge small
for industry consumers,

electricity
and water



Cartagena, Regional Regional No Rising - Flat energy rate, No Equal Industrial and
1973 block higher than regional commercial,

rates residential for prices residential,
commercial, large and
lower for small
industrial (plus consumers
capacity charge)

India
Bombay, Regional Local No Flat rate Meter rental Flat energy rate No _ Industrial and

1973 fee higher than commercial,
residential rate, residential
plus capacity
charge

Korea, Rep. of
Seoul, 1976 National National No Rising - Declining block No Equal rates -

block energy charge nationwide
rates plus capacity

charge
Tunisia
Tunis, 1974 National National Yes Declining - Lower rate for Yes, for Equal rates Urban and rural

blocks medium than medium nationwide
for low voltage voltage

- Not available.
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efficient power tariffs. Then we will consider equity, financial viability,
and institutional options.

EFFICIENCY. Electricity demand tends to be quite price-elastic, judging
at least from estimates of demand functions in the United States. Ac-
cording to Halvorsen (1975) the long-run price-elasticity of demand for
electric power in the United States is approximately unity for residential
users and significantly greater than unity for industrial users. The case
for the efficiency of marginal cost pricing is thus quite strong, because
the welfare losses from deviations from the efficient price can be quite
substantial for price-elasticities in this range.

The cost structure of electric power is dominated by significant and
lumpy capital costs (capacity costs), which are usually incurred in gen-
erating power and transmitting it to the area of consumption (Muna-
singhe 1979). Marginal operating costs of energy generation depend very
much on the type of generating capacity. For hydropower these costs
are likely to be low or negligible, particularly if an ample water supply
is available. In contrast, for thermal power stations the marginal energy
cost will be substantial largely because of the cost of fuel. In a mixed
hydrothermal system, the thermal plant is typically used to satisfy mar-
ginal changes in customer demand; hence the marginal energy cost of
the thermal plant represents the marginal energy cost for the entire sys-
tem. The lower marginal costs of the hydropower plant are inframarginal
to the system as a whole and thus irrelevant for efficient pricing. Also
important in the cost structure are a number of consumer costs. These
include the one-time cost of installing each consumer's power hookup
and meter and recurrent costs of meter reading, billing, and related ad-
ministrative tasks. Finally, there are the capital costs of developing the
distribution network for each service area.

As is typical for public utility pricing, the pricing of capacity costs
creates the greatest analytical difficulties because of the lumpiness of the
investment pattern. Long-run marginal cost pricing has been found ef-
ficient for electric power. The long-run marginal cost here is defined as
the cost of "advancing the commissioning date of future plant or inserting
new units such as gas turbines or peaking hydro plants" (Munasinghe
1979: 28). For transmission and distribution capacity costs, an average
incremental cost concept similar to the one described for the water and
sewerage sector in the preceding chapter may be used (Munasinghe 1979:
30).

Increases in power generating, transmission, and distribution capacity
are usually caused by increases in peak period demand, and therefore
the costs of these capacity increases should be reflected only in the tariffs
charged to peak consumers. This can be done either on the basis of the
maximum kilowatt demand imposed by each user on the system during
the system's peak period or on the basis of the kilowatt-hours consumed
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during system peak hours. Both approaches signal to the user the variable
marginal costs of using the system during peak and off-peak periods and
are an incentive to utilize the system more efficiently. But a general
capacity charge not linked to maximum peak period demand is only a
second-best peak-load pricing instrument for electricity because it pen-
alizes capacity installation irrespective of whether or not it is utilized
during peak periods. Peak-load pricing for industrial consumers in Bo-
gota and for medium-voltage consumers in Tunis conformed to the first-
best pricing principle, whereas the general capacity charges in the other
cities were second best (table 11-1). Of course, first-best peak-load pric-
ing requires time-dependent metering devices likely to be justifiable only
for relatively large consumers, in particular, industrial consumers.3

Another factor which needs to be considered in the context of capacity
cost estimates is the difference in distribution costs for high-, medium-,
and low-voltage consumers. Voltage reductions require investments in
substation capacity whose incremental capital costs need to be computed
and charged to the appropriate consumer group. The lower the voltage,
therefore, the higher the cost of power distribution. Because residential
users typically have the lowest voltage requirements, their capacity cost
is highest. The common practice of charging industrial users more than
residential users is therefore inefficient; rather, the reverse would be
required.4

Higher rates for low-voltage users should not be confused with de-
clining block rates which have been common in the United States and
less common in developing countries. These rates are lower per kilowatt-
hour at given voltage levels. A higher rate per kilowatt-hour for one
small initial consumption block is in essence identical to a fixed recurrent
connection charge, if all consumers can be expected to exceed the initial
high rate block. Further rate decreases in declining blocks are, however,
not generally efficient because at a given voltage level marginal costs
across consumers are not likely to differ according to quantity of energy
consumed. In fact a perverse pattern is set up for each consumer, as
individual peak consumption is encouraged rather than discouraged. If
individual peaks are coincident with system peaks, a reverse peak-load
pricing system is thus employed. Finally, declining block rates run coun-
ter to common social objectives in power pricing, which will be further
discussed below.

Two other aspects must often be considered in calculating efficient
power pricing. The first is seasonality in capacity and energy costs. For
example, power tariffs should fluctuate if hydropower supply is reduced
during dry as compared with wet seasons, and power demand is excep-
tionally high because of air conditioner usage during the dry (or hot)
season. Second, as with water supply, shadow pricing of inputs is ap-
propriate, and distortions in the prices of competing energy products
must be considered. If, for example, a subsidy is applied to kerosene as
a means of subsidizing energy use of low-income households, then it
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would likely be appropriate also to provide electric power at a tariff below
marginal cost to the same consumer groups in order to avoid inefficient
biases in the selection of different energy sources. These issues are dis-
cussed in greater detail in Munasinghe and Warford (1978) and Muna-
singhe (1979).

By way of example of what are likely to be representative cost struc-
tures, data for the cities of Bogota, Cali, and Medellin in Colombia are
of interest. Table 11-2 summarizes the results of four cost studies carried
out in 1979 by the power companies in each of these three cities and
one by the Colombian national power interconnection company. The
structure of costs in each city fell into two broad components: energy
costs and capacity costs. Energy costs were about 50 percent higher in
the dry than in the wet season, increased slightly with declining voltage,
and, during the wet season, were approximately 20 percent higher during
peak than off-peak hours. Capacity costs apply only to peak period de-
mand. They were significantly above energy costs-while high-voltage
energy costs were only on the order of 3 cents per kilowatt-hour, capacity
costs were on the order of 1-2 dollars per kilowatt-hour. In contrast to
energy costs, capacity costs varied quite extensively with voltage level:
low-voltage capacity costs typically were 50 percent or more than high-
voltage costs. Shadow pricing (not shown in table 11-2) increased energy
costs 2.4-2.7 times above the levels shown in table 11-2, mainly because
of the domestic underpricing of fossil fuel input at the time of mea-
surement.

In summary, a set of efficient power tariffs for large (especially in-
dustrial) users has these components: an energy charge per kilowatt-hour
reflecting the short-run marginal cost of energy generation, possibly vary-
ing by season and between peak and off-peak hours; a capacity charge
per kilowatt-hour of consumption or per kilowatt of maximum demand
during system peak periods; and a fixed monthly fee reflecting recurrent
connection (consumer) costs and a lump-sum connection fee reflecting
the capital costs of installation. Finally, it may be appropriate to charge
a development fee for industrial lots, for example, in an industrial park
whose lots are not immediately connected to the system network but
may be at the time of development. Because time-dependent metering
is not likely to be cost-effective for most small (especially residential)
consumers, a simple energy charge per kilowatt-hour of consumption is
appropriate. This charge should be derived as a weighted average of peak
capacity energy costs and off-peak energy costs and allow for the price-
elasticity of demand as well as the amount demanded during each period.
To determine an optimal charge, the daily load factor of different types
of small consumers and the elasticity of demand at peak and off-peak
periods need to be estimated. Charges should also be levied on the res-
idential consumer for connection costs and-possibly-on the developer
of housing for the capital costs of the distribution lines to residences.



Table 11-2. Summary of Long-Run Marginal Cost Estimates for Three Colombian Cities, 1979
(U.S. cents per kilowatt-hour)

Dry season (January-June) Wet season (July-December) All seasons

Energy cost Peak energy cost Off-peak energy cost Peak capacity cost
Voltage level
(kilovolts) Bogota Medellin Cali Bogotd Medellin Cali Bogoti Medellin Cali Bogotea Medellin Cali

115 2.7 2.5. 2.5 1.8 1.7 1.7 1.5 1.4 1.4 148.7 118.9 115.3
34.5 2.7 2.5 2.6 1.8 1.7 1.7 1.6 1.5 1.5 183.0 131.3 131.2

> 13.2 - 2.6 2.7 - 1.7 1.8 - 1.5 1.5 - 182.5 132.7
Secondary

distributiona - 2.7 - - 1.8 - - 1.6 - - - 211.4
Low voltage

Urban 2.8 2.7 2.8 1.9 1.8 1.9 1.6 1.6 1.6 222.3 198.9 144.0
Rural 3.1 - - 2.1 - - 1.8 - - 3,034.7 - -

- Not available.
Note: January 1979 prices, without shadow pricing; preliminary estimates.
a. Underground urban network.
Sournes: Compiled by Colin J. Warren on the basis of reports by F. Ochoa, Orlando Solano, Carlos Velez, and Cesar Molinares presented at the Second Latin

American and Caribbean Power Seminar, Brasilia, Brazil, July 27-August 2, 1980.
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NONECONOMIC GOALS AND CONSTRAINTS. With rapidly growing demand
for electricity service and a general pattern of long-run rising costs in
the sector, marginal cost pricing will generally lead to financial surpluses
in the urban power sector (Munasinghe 1979).5 In Bogota the average
tariff (which provided approximate financial balance) as of December
1979 was 3.12 cents per kilowatt-hour as compared with (average) mar-
ginal cost of 6.05 cents per kilowatt-hour, or 9.47 cents per kilowatt-
hour when shadow pricing inputs (especially fossil fuels); in Medellin an
average tariff of 2.10 cents per kilowatt-hour was in line with financial
requirements, but was well below an (average) marginal cost of 4.88 cents
per kilowatt-hour. In Thailand it was found that the national power com-
pany would have made large profits had it applied marginal cost pricing,
for two reasons. "One reason is that the marginal cost of energy is an
oil cost, while much of the energy comes from hydroelectric plants. The
other reason is that the marginal cost of new oil capacity is higher than
the average accounting cost of existing capacity, which was acquired at
a lower price" (Anderson and Turvey 1974). Thus there is no inherent
conflict between efficiency and financial goals, except that past emphasis
on financial self-sufficiency has sometimes led to power prices signifi-
cantly below marginal costs. Conversely, there are various ways to absorb
the surplus resulting from efficient power pricing: to levy taxes on the
power company or to require general budgetary contributions, as, for
example, in Bombay and Cali during the 1970s (see table 11_1).6

Another way to use the financial surplus from power operations is to
subsidize poor power consumers. This can be done in two ways. One is
to charge, as is common in developing countries, rising block rates and,
in particular, life-line rates. An initial low rate consumption block is
followed by a marginal cost rate at consumption levels exceeding the
life-line block.7 A second method is to subsidize the capital and recurrent
costs in low-income areas. If the life-line block is set so that even the
poorest consumers-once connected-consume more than the mini-
mum amount, the subsidy becomes inframarginal and acts essentially as
a subsidy to connection on consumer costs. This is as it should be, because
it is equitable to encourage the poorest population groups, which are
not connected to the system, to get connected. Gains in equity from
subsidizing the consumption of poor residential consumers are not likelv
to be great, because power charges tend to be a relatively small share
of total household expenditure. But the poor may benefit substantially
from the consumers' surplus which may be derived from being connected
to the system in the first place.

This principle of equitable cross-subsidization also applies to urban-
rural cross-subsidies, which are common in regionally or nationally in-
tegrated systems. Table 11-2 shows an estimate of rural as compared
with urban supply costs in Bogota that reflects the considerable cost
differentials. 8 Geographically uniform pricing thus can result in consid-
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erable cross-subsidization, typically running from wealthy urban to poor
rural consumers. Because average costs are likely to be below marginal
costs in urban systems but above them in rural systems, this is an efficient
method of redistribution.

Yet other ways have been found to deal with power service surpluses.
In Cali they have been used in past years to finance water and sewerage
extensions at subsidized rates in poor neighborhoods. In Bombay they
have financed deficits in the operations of the public municipal bus ser-
vice. These examples underline the importance of the institutional frame-
work in which service provision and pricing take place. Local autonomy
of the municipal power company, as in Bogota, tends to encourage fi-
nancial self-sufficiency at the expense of efficient pricing and limits the
scope for efficient cross-subsidization. Locally integrated provision of
urban services provides scope for interservice cross-subsidies but not for
urban-rural subsidies, which national and regional integration fosters. A
mixed system, as in Bangkok, Bombay, and Cali, in which national or
regional authorities generate electricity and supply it in bulk to municipal
utility companies in charge of distribution, may well provide an optimal
degree of flexibility. The national or regional power company should set
urban bulk prices at efficient levels, which commonly would mean that
it would reap considerable financial surpluses which could be utilized to
subsidize rural supply agencies. Urban power authorities can also use
efficient pricing of power distribution to generate financial surpluses.
These surpluses can be used for internal cross-subsidization to benefit
low-income power consumers, subsidize other urban services, or con-
tribute to general local government. In fact, however, the scope for such
redistribution at the city level is likely to be limited because it is the
marginal cost of power generation, rather than of distribution, which
tends to exceed average cost and thus generates most of the financial
surplus. This, of course, would be skimmed off by the national or regional
power-generating agency.

The introduction of an efficient power tariff system may require con-
siderable changes in the existing structure of power tariffs and substantial
increases in the average level of tariffs. These changes are likely to be
difficult to introduce in a single step and may require gradual adjustment.
Alternatively, power tariffs might be revised as part of a comprehensive
reform of the urban financing system. In this case, some of the fiscal
effects of higher power tariffs could be offset by reducing public revenues
from other sources. In any case, major tariff reforms in this, as in any
other urban service sector, need to be carefully analyzed, planned, and
supported by public relations efforts. What is more, in inflationary pe-
riods power tariffs need to be continuously kept in line with general
price increases through regular, small, and virtually automatic tariff ad-
justments which do not require major political decisions.9 To satisfy the
requirements of political control-and to check on the adjustment mech-
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anism-the tariff structure should be regularly reviewed in the light of
changed economic, social, and political conditions.

Pricing Telephone Service

Telephone service is important to urban development since it permits
rapid communication over short or long distances at low cost."0 In only
a few countries, however, is this service provided by local agencies. One
is Colombia, where fifty agencies are responsible for local telephone
operations in as many municipalities. The issue of how to charge for
urban telephone service therefore arises more broadly as a question of
how to manage urban public service and-in a few countries-how to
finance urban government.

Urban telephone service in developing countries is commonly char-
acterized by excess demand for new telephone lines (also referred to as
direct exchange lines) and congested exchanges for existing lines during
peak hours. This is quite different from the industrial countries, in which
at prevailing telephone tariffs there is usually no backlog in demand for
lines and congestion in telephone traffic is restricted to a few special
holidays." This has major implications not only for telephone service
investment policy-the area toward which public attention is usually
directed-but also for telephone pricing. Under conditions of excess
demand the role of efficient prices is to ration demand to permit the use
of scarce capacity by those placing the highest value on the service and
to avoid the costs of nonprice rationing, which in the case of telephone
traffic congestion can be substantial. The appropriate pricing strategy,
therefore, is first to calculate the incremental costs of developing, con-
necting, and using the service, and second to raise fees for these tasks
to the point at which demand in each dimension approximately equals
supply. The willingness to pay the demand-rationing price will also pro-
vide a basis for judging the desirability of new investments in relation
to costs. For telephone service charges the most important components
are, first, the fixed monthly fee, which reflects consumer costs and (if
necessary) rationing demand for lines; and second, a call charge, which
varies by time of day. Modern telephone exchange technology can handle
the time-dependent billing of calls quite cheaply. Not only long-distance
calls but also local calls can be billed on a call basis by time of day.i2

Commonly, there are biases in telephone rates against long-distance
calls and in favor of local calls: long-distance calls are charged at rates
above costs when there is no excess demand, whereas charges for local
calls are often below costs in the face of strong congestion (Saunders
and Warford 1977). This pattern needs to be revised. In addition to being
more efficient, such a reversal would also likely meet long-term devel-
opment goals in developing countries, where the growth of secondary
cities and backward regions is frequently impeded by the high cost of
communication, including that of long-distance telecommunication.
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Another common bias is against industrial and commercial subscribers
and in favor of residential subscribers."3 The rationale is likely to be the
belief that the demand for access to the lines of industrial and commercial
users is less price-elastic than of residential users. But if industrial and
commercial users generally face the choice of how many lines to install
rather than whether or not to install a line at all, this may not actually
be the case. There is, moreover, a link between an insufficient number
of lines for heavy-use subscribers and the problem of congestion of ex-
changes. Industrial or commercial enterprises tend to create heavy traffic.
Thus, discouraging them from installing a sufficient number of lines, by
levying high monthly charges per line, is likely to worsen congestion
costs for all system users during peak hours. Preferential rates for res-
idential as compared with industrial consumers are also not likely to be
socially and economically beneficial. This is because residential subscri-
bers are likely to belong to high-income groups in most developing coun-
tries, whereas the high charges for industrial and commercial telephone
service are likely to be passed on to consumers of the goods and services
produced-a substantial proportion of whom would probably be poor
consumers-or to labor. In addition, excessively high industrial and com-
mercial user charges will tend to harm the international competitiveness
of domestic industries and commerce.

Apart from this issue, the question of the equity of telephone service
does not loom as large as for water supply or electric power. Explicit
structuring of fixed monthly charges and also rising block rates have been
in use in some countries and cities."4 The extent of redistribution achiev-
able through such practices is minimal, however, because of the limited
access to and use of telephone service by low-income groups."5 What is
likely to be particularly beneficial to low-income households is the pro-
vision of public telephones in poor neighborhoods. Subsidization of
these facilities would increase efficiency (because of positive externalities
of more rapid communication during emergencies, fires, and so forth)
and would increase equity (because of the direct benefit to the low-
income groups).

During shortages of telephone capacity, efficient pricing policies of
the type suggested above are likely to lead to financial surpluses. These
can be utilized for system extensions where cost-benefit analysis shows
that such investment is warranted either in the specific area where the
surpluses are generated (usually large cities) or in areas where costs com-
monly exceed revenues (that is, in the less densely populated and remote
areas of the country). Alternatively, the revenues generated by telephone
operations can be channeled to the government as special telephone taxes
(for example, in Cartagena) or as cross-subsidies to other urban services
(for example, in Cali). Permitting local authorities to tax local telephone
users, if the tax is collected jointly with telephone charges by the local,
regional, or national telephone company, is quite an attractive local tax



Table 11-3. Financing of Solid Waste Collection in Selected Cities

Refuse charges

City, year Residential IndustriallCommnercial Financial status

Bogota, Colombia, 1973 Property tax surcharge Tax on business value and volume Deficit
(earmarked) charge for collection above minimum

volume
Cartagena, Colombia, 1973 Property tax surcharge Property tax surcharge (nonearmarked) Deficit (tax less than expenditure

(nonearmarked) for refuse collection)
Ahmadabad, India, 1972 Conservancy tax (nonearmarked Conservancy tax Deficit (tax less than expenditure

property tax surcharge) for refuse collection)
Bombay, India, 1974 Conservancy tax (nonearmarked Conservancy tax Deficit (tax less thais expenditure

property tax surcharge) for refuse collection)
> Jakarta, Indonesia, 1973 None Private collection and disposal, except
co where special contract withs public

agency
Kingston, Jamaica, 1974 None None
Seoul, Rep. of Korea, Flat monthly charge varying with Flat volume charge Deficit

1973 household space, monthly
income, and property value

Singapore, 1974 Flat monthly charge, except in Commercial-flat monthly charge plus Deficit
public housing, where no volume surcharge for collection above
charge minimum volume; industrial-private

collection, with free disposal at public
sites

Tunis, Tunisia, 1974 Sanitation tax (nonearmarked Sanitation tax (nonearmarked surcharge Deficit (tax less than expenditure
surcharge on rental tax) on rental tax) for refuse collection)

Not available.
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instrument in developing countries for improving revenue yield, effi-
ciency, equity, and administrative feasibility.

In countries where the supply of telephone capacity has caught up with
demand at marginal cost prices,'6 the telephone tariff issues change
rather drastically. This is not likely to be a common situation in most
developing countries, however. Suffice it to say, therefore, that the main
issue becomes the existence of externalities in telephone service. There
are two kinds of externalities: the benefit to the recipient of a telephone
call, and the benefit to existing telephone subscribers when a new sub-
scriber joins the system because they can now call and receive calls from
an additional subscriber.

With externalities, efficient telephone pricing may require charges
below marginal cost. Moreover, if long-run cost curves are declining
either due to economies of scale or, more likely, to technological ad-
vances, marginal costs will tend to lie below the average historical cost
of telephone systems, causing deficits if efficient pricing rules are adopted
(Munasinghe, Saunders, and Warford 1978). Telephone operations may
thus turn from net contributors of fiscal resources to a net drain on
government budgets. This scenario is likely to be sufficiently far off in
the future for most developing countries, however, so as not to constitute
a major concern for the financing of urban development at this juncture.

Collecting and Disposing of Solid Waste
In industrial countries, collecting and disposing of solid waste in cities

is frequently the responsibility of private enterprises regulated by the
public sector.17 In the cities of developing countries, it is much more
common for local governments to assume responsibility for this service
because it would be difficult for them to regulate and enforce private
collection at a level of charges that covers average costs-particularly in
low-income residential neighborhoods. But public provision of this ser-
vice commonly poses considerable financial and managerial problems.
The financial problems are reflected in table 11-3. In all nine cities listed,
charges for collection either did not exist or did not cover average costs.
In Colombia, collection and disposal services in twenty out of twenty-
seven cities surveyed in 1975 experienced financial deficits (Colombia
1976). The managerial difficulties are also common and result from two
labor aspects of the service. First, the service is highly labor-intensive,
and therefore there is much scope for political influence in hiring. Sec-
ond, the staff have relatively low prestige and financial incentives.

These problems are compounded by the fact that service requirements
tend to rise rapidly with the growth of urban population and income.
Table 11-4 gives a cross section of this association for cities of different
sizes and countries at different levels of per capita income.'8 Increases
over time have also been precipitous: in Jakarta, the amount of refuse
collected almost tripled between 1966 and 1972 (Linn, Smith, and Wign-
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Table 11-4. Per Capita Income and Per Capita Solid Waste Generation
in Selected Countries and Cities

Per capita income, 1973 Solid waste generation
Country and city (dollars) (kilograms per capita per day)

Bolivia 230
Cochabamba 0.650
La Paz 0.750
Santa Cruz 0.440

Brazil 760
Porto Allegre 0.500
Rio de Janeiro 1.000
Salvador 0.550

Ecuador 380
Cuenca 0.500
Quito 0.920

Hong Kong 1,430 0.660
India 120

Deshapera 0.318
Nicaragua 540

Managua 0.370
Peru 620

Piura 0.611
Singapore 1,830 0.540
Sweden 5,960 0.925
United Kingdom 3,060 0.890
Yugoslavia 1,010 0.650

Source: Compiled by Alfredo Sfeir-Younis on the basis of data collected by the Pan American
Health Organization and Gilbert Associates.

jowijoto 1976). The financial requirements to provide adequate collec-
tion and disposal thus tend to rise quite rapidly in the cities of developing
countries, and sources of revenue must be found to cover the costs.

The evidence available for nine cities on the type of charges levied
specifically to finance collection and disposal is summarized in table 11-
3. In a number of cities property tax surcharges have been imposed to
support the residential collection service; in no city is there a volume-
related charge on residential refuse. For collection from industrial and
commercial premises, volume-related charges were encountered in three
cities; the remaining cities have a variety of charges unrelated to volume.
No city listed attempted to relate collection charges explicitly to density
variables or distance from disposal site.

In discussing appropriate pricing methods for collection and disposal,
it is useful to consider first the basic cost elements of the service. Disposal
costs consist primarily of the labor and capital costs of collecting refuse
from residences and industrial or commercial premises. The collection
is done by handcarts or motorized vehicles. Sometimes temporary stor-
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age requirements are also involved. Collection costs tend to vary directly
with the volume and weight of refuse collected, frequency of pickup,
and distance from the disposal site and vary inversely with the density
of the settlement. Disposal costs vary with quantity and type of refuse,
technology chosen (simple or sanitary landfill, composting or incinerating
plants, and so forth), opportunity cost of land required for disposal, and
the land and capital inputs required for disposal. If lumpy investments
are involved, as for example in the construction of composting or incin-
eration plants, the average incremental cost method can be used to derive
long-run marginal cost estimates, as with water supply and sewerage
services.

In any case, it is important to calculate all costs net of benefits which
may result from waste disposal. The generation of electric power and
recovery of scrap metal by incineration plants are common benefits. In
Singapore it was estimated in 1974 that the net total annual cost of an
incinerator plant with 19 megawatts of power generation was only a bit
over one-third of the gross total cost, that is, unadjusted for the value
of power and scrap metal derived from the operation of the incinerator
plant (Saunders and Shipman 1975). Other less common benefits include
feeding refuse to livestock and raising the development potential and
the value of previously unutilizable urban land by using it as landfill.

In setting user charges for this service, it is important to distinguish
between residential and industrial or commercial wastes. For residential
waste, a charge related to the quantity (volume or weight) and type of
refuse collected is generally not enforceable: how would one stop private
individuals from discarding refuse on streets, in canals, or on other illegal
dumping grounds? The private costs to the individual of such disposal
are minimal, but the social costs can be substantial. Therefore, in this
case it is clearly appropriate to "charge" a price, which is below marginal
cost, at zero for quantity.

For fiscal and equity reasons, however, some form of service charge
for residential collection is likely to be desirable. If collection costs vary
with distance from the disposal site and with residential density, flat
monthly charges may be differentiated by area in the city and by front
footage of a lot, respectively. Such charges would not provide any in-
centive for households to dump refuse illegally, nor would it encourage
presorting and recycling at the household level, but it would tend to
encourage efficient decisions on location and development. A surcharge
on the property tax is quite an imperfect instrument to finance garbage
collection and disposal: it does not necessarily reflect factors of distance
or density relevant for collection costs, although in principle it has the
advantage of being equitable and financially sound. The property tax
surcharge is equitable in that it tends to fall more heavily on those pro-
ducing more garbage and is probably more progressive than a charge for
quantity. In any case, to provide a ready means of enforcement, resi-



Table 1 1-5. Public Mass Transit Operations and Pricing in Selected Cities

Type of Level of government Extent and source Private involvement
City, year service in charge of service Structure of fares of subsidies in bus service

Bogota, Buses Autonomous local agency Flat rate (higher for night Subsidy from national and Most bus service provided
Colombia, and weekend service) local government budget by private operators
1980

Ahmadabad, Buses Semiautonomous Varies with distance; Revenues below operating
India, 1973 municipal company concessional fares for costs and debt service

students, children, and requirements; transfer
the disabled from general municipal

account
Bombay, India, Buses Semiautonomous Varies with distance and Operational deficits No

1976 municipal company type of service (express financed from surplus in
buses at higher fare); electric power
discounts for children operations

Suburban National autonomous Varies with distance Deficit n.a.
railways agency

- Calcutta, India, Buses State-owned autonomous Varies with distance Deficit financed from state 2,000 private buses and
tz 1980 agency government (open- minibuses, compared

ended subsidy) with 1,000 public buses
Tramnways State-owned autonomous Varies with distance Deficit financed from state n.a.

agency budget
Jakarta, Buses Autonomous local agency Flat rate No subsidy 75 percent of buses run by

Indonesia, private operators
1973

Jakarta, Buses Autonomous local agency Flat rate Subsidy to cover operating -
Indonesia, costs
1980

Seoul, Rep. of Buses Semiautonomous local Flat rate (higher for seated Subsidy to cover operating -
Korea, 1973 agency than for standing costs financed by

passengers) transfers from local
government account

Tunis, Tunisia, Buses National autonomous Varies with distance; No subsidy
1974 agency discounts for children

and students

- Not available.
n.a. Not applicable.
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dential refuse charges or taxes are best collected jointly with water and
sewerage (or possibly electricity) charges. When property tax surcharges
or other fees to finance collection have been linked to the collection of
utility tariffs, the problem of uncollected bills has generally been sig-
nificantly lower than when it is linked to the basic property tax in the
same city (for example, in Bogota; Linn 1976c).

The marginal cost pricing rule can be more usefully applied to indus-
trial and commercial refuse because their disposal methods are easier to
control. The tariff includes a basic volume charge reflecting the net av-
erage incremental cost of disposal and a volume charge reflecting the
cost of collection. The volume charge is differentiated according to dis-
tance from disposal site and density of establishments. If private collec-
tion and transport to disposal sites is the rule (as in Singapore), only a
disposal charge is levied. The disposal charge would reflect the net av-
erage incremental cost of disposal, including the opportunity cost of land.
Free dumping of waste in cities where land has a high opportunity cost
involves considerable losses in efficiency. In Singapore the disposal cost
was about 40 percent of the total collection and disposal cost in 1974
(Saunders and Shipman 1975).

In principle, marginal cost charges for collecting and disposing of solid
waste lie above average financial costs for two reasons. First, the financial
cost of public land used for disposal generally fall below the land's op-
portunity cost. Second, unit costs are likely to rise as the city grows
because readily accessible landfills are likely to be exhausted first, leaving
more distant and therefore more costly disposal sites, and perhaps re-
quiring relatively expensive investments in composting or incineration
plants (as, for example, in Singapore). Thus it is probable that marginal
cost pricing of refuse collection and disposal will yield financial surpluses.
Because such pricing is unpopular, however, and because it is practically
impossible to charge residential users tariffs based on quantity, deficits
have been frequent.

Mass Transit

Some salient features of the organization and financing of public mass
transit in selected cities of the developing world are shown in table 11-
5. Subsidization has been the rule, and what is more, most public transit
enterprises have been beset by difficulties in management, operations,
and financing. Operating costs and the requirements for subsidies are
usually higher for public transit than for private competitors (table 11-
6). Indeed, there has been considerable debate as to whether mass transit
systems should be publicly rather than privately owned. Policymakers
have frequently seen public ownership and management of bus opera-
tions as a means to rationalize an apparently chaotic urban transit system,
but in recent years transport analysts have begun to favor strongly the



Table 11-6. Bus Transit Tariffs, Costs, and Subsidies in Selected Cities
(dollars)

Subsidy
Total cost per

City Service Date Tariff per passenger passenger

Buenos Aires, Argentina Private bus 1979 0.15-0.23 0.15-0.23 0.0
Santiago, Chile Private bus November 1980 0.167 0.17 0.0
Bogotr, Colombia Private bus July 1980 0.05 0.09 0.04

Public bus April 1979 0.048 0.156 0.108
Private minibus December 1980 0.15 0.15 0.0

Paris, France Public bus July 1980 0.43 1.62 1.19
Jakarta, Indonesia Public bus July 1980 0.08 0.16 0.08
Tokyo,Japan Private bus June 1970 0.41 0.41 0.0

Public bus June 1970 0.50 0.56 0.06
Lima, Peru Private bus November 1980 0.108 0.108 0.0
Istanbul, Turkey Public bus 1977 0.10 0.25 0.15

Private minibus 1977 0.10 0.10 0.00

Source: Urrutia (1981: table 3).
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privatization of public urban bus transit operations (Roth 1973; World
Bank 1975c, 1986; Walters 1979; Urrutia 1981).

There exists ample evidence that cities served by private buses tend
to have better transit service at substantially lower costs to transit users
and to government alike than ones served by public buses (table 11-6).
The primary problem of public companies appears to be management-
labor relations because strong union pressures lead to excessively labor-
intensive operations. Moreover, there tends to be a lack of an incentive
structure for management and drivers to provide efficient services. The
transfer of private operations into public management frequently has led
to a quick erosion of service quality, whereas the reverse has been true
for privatized operations (Walters 1979; Urrutia 1981). In particular,
minibus franchises have met with notable success in a number of cities.
In Kuala Lumpur a decision in the mid-1970s to permit minibuses led
to the operation of a hundred vehicles within nine months. Private mass
transit thus appears to be a viable alternative to public buses.

The issue of pricing mass transit tends to arise, however, as a public
policy question, whether the transit system is public or private. This is
because fares are almost invariably regulated by government agencies,
frequently at the national level. In principle, the economic justification
for such control is linked to the question of whether there is free entry
into the mass transit sector by operators. If there is, competition among
operators ought to keep prices in line with costs. If there is not, monopoly
or oligopoly pricing might result, leading to calls for public intervention
(Roth 1973). In fact, in many cities, unless free entry is prohibited by
government (which it frequently is), urban bus service is a free-entry
market with a high degree of competition among many small owner-
operators. Nevertheless, price control is the rule and is often linked to
the political sensitivities of the national government, which tend to be
articulated as equity arguments that fares should be kept low so as not
to hurt the poor. Before turning to these, however, it is necessary to
review the arguments which can be made for the efficiency of subsidized
prices.

The efficiency case for subsidies of mass transit is based on the view
that the absence of congestion charges is a strong incentive for the use
of the private automobile. It is well known, however, that mass transit
subsidies are a second-best alternative to congestion pricing (Churchill
1972; Gomez-Ibanez 1975; Roth 1973; Walters 1968; World Bank
1975c). If congestion is a serious problem it would be preferable to deal
with it directly, as was done in Singapore (see chapter 7). What is more
important, particularly in developing countries, is that shortages of public
resources generally do not permit large-scale subsidization. Subsidized
transport systems therefore are underfinanced and tend to become de-
capitalized, resulting in a lower level and quality of service. Subsidies
also encourage low-density development and urban sprawl, which in turn



366 USER CHARGES FOR URBAN SERVICES

tend to increase the cost of many services, including transport (Linn
1983). In sum, therefore, the efficiency argument for mass-transit sub-
sidies is quite weak, especially if considered along with the difficulties
that arise from protracted subsidization.

Once service quality has dropped and residential settlement patterns
have become established, it is very difficult to raise fares. First, those
benefiting from the subsidies will object to the loss of a "free ride,"
especially if quality is so low as not to deserve higher payments in the
eyes of the users. Second, increases in fares are highly visible policy
measures which affect a large number of city dwellers who are locked
into their existing locations at least over the short term and may sustain
considerable losses because the higher charges may reduce the value of
land and housing in the most affected areas. The only way to deal with
these difficulties and the resulting political barriers to bus fare increases
is to combine changes in pricing policies with immediate improvements
in the level and quality of mass transit services. Fares may need to be
raised gradually to permit individuals to adjust to inevitable transition
costs.

The equity argument for subsidized bus fares, which supposes that
low-income groups are the primary beneficiaries of the subsidy, also has
limitations. First, there is the question of static incidence: a substantial
portion of subsidies may "leak" to wealthy landowners, transport op-
erators, employers, and nonpoor consumers (Linn 1979). Second, the
poor, especially in low-income developing countries, frequently cannot
afford to pay for even subsidized mass transit and thus do not benefit
from the subsidy. Third, many middle- and high-income people also use
mass transit (Zahavi 1976)-especially subways-thus further reducing
the redistributive effect of subsidies. Last and not least, as noted above,
the decapitalizing effect of subsidies tends to lower the level and quality
of service for the poor. Thus those who are excluded from service lose
not only the subsidy but also the benefit of even unsubsidized transit.

These equity arguments against subsidies depend, however, on a num-
ber of factors, the most important being the level of income in the coun-
try or city. In middle-income countries all except the very poorest people
can afford some form of mass transit at reasonably small subsidies, and
general tax resources may be more readily available to maintain an ex-
tensive network of service. Subsidies may thus reach down quite far in
the income distribution without overly deleterious effects on the effi-
ciency of the system. Bogota is a good example: its largely private bus
system receives subsidies from the national government and provides
efficient, low-cost service to even the poorest areas of the city (Urrutia
1981). In low-income developing countries, however, a large proportion
of the urban poor cannot afford even subsidized transport. Furthermore,
financial resources tend to be very scarce, and thus the system is bound
to suffer. The net effects tend to be that subsidies do not reach the poor



CHARGING FOR OTHER URBAN SERVICES 367

and that the system loses passengers at both ends of the income scale
because of a declining quality of service. At the high end, people switch
to automobiles or intermediate forms of motorized traffic such as mini-
buses, increasing congestion and lowering the efficiency of the system.
At the low end, people drop out or were never served in the first place
because services were cut in established neighborhoods or were not pro-
vided in new areas.19

In addition to the questions of levels of fares and subsidies, there is
the question of the structure of fares. Basically, the fare structure should
reflect variations in relative marginal costs, which should allow for dif-
ferences in distance traveled, peak and off-peak ridership, and type of
service. The factor of distance is relatively straightforward, and there
should not be large administrative problems in charging fares that vary
with distance, as is done in some cities and countries (table 11-5). At
the same time, publicly regulated bus fares in most countries are flat
fares that do not vary with distance. Differences between peak and off-
peak relative costs are more complicated. During peak hours, costs per
vehicle mile tend to be higher due to congestion, but costs per passenger
mile may not be that much higher due to substantially larger passenger
loads in peak than in off-peak hours. What is more, peak (commuting)
hours tend to be the times when one would most want to lure automobile
users out of their cars and into mass transit use. For this reason, it is
much more important to subsidize peak than off-peak use of mass transit
(in the absence of congestion charges). An efficient fare structure would
thus vary fares with distance, charge higher fares for most costly service
(such as minibuses or express buses), and permit higher fares during
nights and weekends.

The issue of setting fares for mass transit must be placed in the larger
context of policies to organize and finance it. Even more broadly, it must
be seen in the framework of the managment of the transport sector,
which allows consideration of the relative costs and benefits-private
and social-of alternative transport modes. This comprehensive view is
essentially desirable, although few cities have been able to attain it. In
Singapore an effort has been made to combine congestion pricing (in-
cluding area license fees and parking charges) with policies to regulate
pricing and public investment that are jointly designed to develop an
efficient transport system.

Housing

Public authorities in developing countries are even less well equipped
to be involved in the construction of shelter than in mass transit, par-
ticularly if the goal is to serve the urban poor. In fact, four factors stem-
ming from broad experience suggest that the construction of public shel-
ter does more harm than good.2 0

First, given the heterogeneity of people's preferences for a kind of
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shelter and the speed at which they can or want to improve its quality,
it is not surprising that public housing projects often do not fit the hous-
ing preferences of the poor (for example, high-rise apartment buildings
constructed for the poor in Caracas and Rio de Janeiro have not met
traditional preferences and needs). Second, public investment in shelter
substitutes for, and tends to impair, private savings and investment ac-
tivities. Low-, middle-, and high-income groups alike appear to be willing
and able to finance private housing construction commensurate with their
ability to pay, provided that complementary inputs into housing (tenure,
space, and services, and to some extent capital) are readily available. The
public resources spent on housing construction could be better used to
provide these complementary inputs. Third, public housing units are
usually preempted by high- and middle-income households, who then
benefit from the subsidies provided. These subsidies further tie up scarce
public funds that could otherwise have been used to provide serviced
land. And to the extent that public housing construction programs bid
up material prices, they tend to harm the self-help, low-cost, low-income
construction sector. Fourth, public housing projects in the past were
often accompanied by the razing or "eradication" of slums, which actually
reduced the supply of housing and demolished the investments of poor
households, frequently without substituting feasible alternative housing.

The most notable exceptions to this generally negative experience with
public shelter construction are the low-income housing programs of
Hong Kong and Singapore. A number of factors contributed to their
success in providing a significant improvement in housing for the poor:
(a) quality standards were chosen at levels low enough to permit high-
rise construction at costs affordable by the poor without substantial sub-
sidies; (b) contrary to the experience in many other countries, high-rise
units were culturally and socially acceptable to the households in these
two cities; (c) the programs were on such a large scale that they induced
general rent reductions and thus had an important "trickle-down" effect;
(d) relatively high per capita incomes in these two cities provided the
fiscal basis for such a large-scale program and made standards affordable;
(e) the lack of readily developable land in these two cities had led to
high densities and high land prices and made high-rise construction nec-
essary for any large-scale housing program; (f) both cities possessed the
necessary managerial and technical resources as well as strong metro-
politanwide governments which permitted the implementation of such
housing programs.

A similar combination of circumstances does not exist in other cities
in developing economies, with the possible exception of Korea and Tai-
wan (China). In fact, incomes are often so low as to exclude the possibility
of large high-rise public programs, which in any case generally are not
accepted among the poor. Finally, public managerial expertise is very
scarce in most developing countries, and developable land tends to be
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at the metropolitan fringe. Thus the experiences of Hong Kong and
Singapore, although tremendous achievements, are not blueprints for
other cities of developing countries.

This evaluation of public construction of housing in the cities of de-
veloping countries is not meant to imply that urban governments have
no rationale for intervention in the housing market. On the contrary,
there is much room for public involvement in several aspects of the
housing supply, including land development, investment in on- and off-
site infrastructure, and even interventions in the market for housing
finance. 2"

Yet for better or worse, urban governments in some countries play a
much larger role in the construction of shelter by subsidizing housing
consumption or setting housing prices through rent control. In Nairobi
in the early 1970s about a third of the population lived in public housing.
Public agencies in the city, mostly the local government, constructed
approximately half of the new housing units produced by the formal
housing market (that is, the market minus squatter and other illegal hous-
ing construction; World Bank data). In Singapore 230,000 public housing
units were built between 1960 and 1975, and by 1980 approximately
70 percent of the population lived in public housing (Laquian 1980). In
Zambia almost the entire housing stock is owned by public institutions,
and about 90 percent of all Zambian public employees receive some
form of housing subsidy (Valverde and Bamberger 1980). Finally, in
many cities of developing countries, particularly on the Indian subcon-
tinent, public rent control is used to affect the prices of private housing.
The direct or indirect financial implications of these policies for urban
governments are substantial, and the policies therefore need to be re-
viewed at least in summary fashion. The issues to be discussed include
the desirability and feasibility of housing subsidies; the pricing of two
important inputs into housing, namely land and financial capital; and rent
control. 2 2

In conventional economic terms, subsidies distort private decisions on
consumption unless demand is perfectly price-inelastic; they thus result
in inefficient allocation of resources unless economies of scale, exter-
nalities, or other market imperfections exist which require correction
through a subsidy.2 3 This argument applies to housing, for which
demand-elasticities are known to be significantly larger than zero and
market imperfections are generally unimportant. Subsidized housing
thus leads to overconsumption of housing relative to other goods and
services. Moreover, subsidies encourage overly ambitious expectations
for housing standards among both public and private decisionmakers
because the full resource cost is not borne by the beneficiaries. Thus
subsidies tend to result in mistaken investment decisions.

What is more, housing subsidies do not address the crucial limitations
generally facing the housing market: housing shortages do not exist be-
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cause of limits on effective housing demand but because of limits on
housing supply. Indeed, the fact that public resources are channeled into
housing subsidies generally limits the government's capacity to finance
the essential components of housing supply, urban infrastructure, and
services, for which it usually has sole responsibility. To take an extreme
case, in Zambia in 1978 total estimated housing subsidies by the central
and local governments and the parastatal sector amounted to 16 percent
of total government consumption (as defined in the Zambian national
accounts).2 4 Indeed, the almost universal experience with public housing
subsidies in developing countries has been that they very quickly run up
against the fiscal resource constraint of both local and national authorities
alike and that they therefore cannot provide housing of the desired stan-
dards for a large share of the population.

Housing subsidies are often considered to be equitable. But here also
arise a number of serious problems. Subsidies tend to favor middle- and
higher-income groups, either because public housing is preempted by
members of these income groups even if intended for low-income groups
or because subsidy schemes heavily favor high-income groups. Table 11-
7 shows that conventional public housing in five developing countries
typically has not reached down below the fiftieth percentile in the income
distribution, a finding which is supported by evidence for other countries
as well (Linn 1983). In Zambia, the bottom 50 percent in the income
distribution were estimated to have received only about 10 percent of
the total housing subsidy, whereas the top 10 percent received about 50
percent (Valverde and Bamberger 1980). As a result, it has been esti-
mated that if the housing subsidy is counted as part of household income,
the income distribution is more equitable than if these subsidies are not
included in income estimates.2 5 The negative distributional effect of pub-
lic housing subsidies tends to be reinforced by the resulting shortage of
financial resources for other urban services-services which could help
lower housing costs for the poor by either increasing the overall stock
of serviced land or providing services for the poor.

Another question is how to price the land components in these de-
velopment projects. It is tempting either not to consider cost at all or
to value land at its cost to government, which may be well below its
opportunity cost because of various special circumstances. For example,
the government may own the land already, or it may be able to expro-
priate it at a cost below what it would fetch in the private market. For
efficiency, however, it is important to estimate the opportunity cost of
land. This opportunity cost should then be the basis for calculating ef-
ficient charges for publicly developed land. If it is then thought desirable
to subsidize development costs, the distributive and longer-term financial
implications of such subsidies should be carefully considered. For ex-
ample, although a first project may be able to draw on financially cheap
public land, follow-up projects may have to purchase land at commercial
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prices from private owners. In that case the replicability of the first
project-if it heavily relies on subsidized land costs-is in doubt; and
even if it is replicable, a problem of fairness and political acceptability
arises when beneficiaries of follow-up projects are charged the full com-
mercial cost of the land.

A further issue is the charge for capital supplied by public agencies.
One common means of subsidizing public housing programs is to provide
financing at terms below the real long-term cost of capital. Judging from
the nominal interest rates charged in the conventional public housing
programs listed in table 11-7, a large number of countries have employed
such subsidies. The problem with this type of subsidy measure, however,
is that it tends to hide the full extent of subsidization unless explicit
present-value accounting is carried out; and it limits both the cost re-
covery of public projects and their replicability. Explicit subsidies, if they
are thought desirable at all, are more appropriate than implicit subsidies
through low-interest charges. If-during inflationary periods-standard
fixed-payment mortgage schedules tilt the real value of payments more
heavily toward the early years of the life of a mortgage, this may hurt
the ability of low-income groups to acquire housing. In this case an in-
dexed lending scheme may be preferable, if the real rather than the
nominal value of mortgage payments is kept (approximately) constant
over the life of a mortgage.

A final issue is the question of rent control, which is an attempt to
reduce the real cost of housing.2 6 Rent controls have existed in Egypt,
El Salvador, and India. These controls are imposed ostensibly to restrain
rents that have risen rapidly as a result of urban growth and of the failure
of housing supply to keep up with housing demand. This is a particularly
unfortunate attempt to solve a problem by limiting its symptoms, thereby
making matters worse. Although rent controls are frequently circum-
vented by illegal payments between owner and renter, the return to
housing investment and maintenance still becomes less certain as a result
of them, and if owners do adhere to the law, the return is lowered in
absolute terms. Therefore, the willingness of owners to invest in new
buildings or maintain old structures tends to be reduced. Furthermore,
in many cases the mobility of households is reduced because once in-
stalled in a low-rent home a household stands to lose the benefit of the
low rent by moving, or it must forfeit the "key money" which is fre-
quently charged by landlords as a way to recapture part of the economic
rent forgone as a result of rent control. In any case, many low-income
households do not have access to the capital to pay these lump sums
which are required to get access to rent-controlled housing. Another
problem arose in El Salvador, where low-income households were fre-
quently evicted because rent control laws permitted higher rents only
when tenants change.

Finally, in countries that levy property taxes on rental values, the con-



Table 11-7. Comparison of World Bank Housing Projects with Conventional Public Houssing Programs

Effect on poverty: lowest percentile of World Bank projects
population reached Percentage of shelter costs recovered' Interest rate (percent)b

__________ ~~~~~Charges as

Sites Conventional Sites Conventional World Conventional percentage of
Project and date of and public and public Bank public household Cross-

presentation to Board of services Upgrading housing' services Upgrading housing project housing income subsidization
World Bank (1) (2) (3) (4) (5) (6) (7) (8) (9) (10)

Sub-Saharan Africa
Botswana 1, 1974 27 21 - - - - 7-8 - 14-23 Yes
Botswana 11, 1978 26 5 60 81 100 - 8.25-9 8 15-20 Yes

N Burkina Faso, 1978 - - - 100 loo - 8.5 8.5 22 No
C6te d'Ivoire, 1976 14 5 - 70 50 - 9-13 13 25-32 No
Kenya 1, 1975 22 n.a. - 100 n.a. - 8.5 6.5 25 Yes
Kenya 11, 1978 24 1 - 100 90 - 8.5 6.5 30 Yes
Senegal, 1972 47 n.a. - 100 n.a. - 7 11-13 8 n.a.
Tanzania 1, 1974 31 14 - 100 - - 6-9 6 15 Yes
Tanzania 11, 1977 20 5 - 75 75 - 6 8 15 Yes
Zambia, 1974 17 15 - 80 80 - 7.5 6.25 25 Yes

Low-income Asia
India

Calcutta 1, 1973 n.a. - - n.a. 100 - 5 5 - No
Calcutta 11, 1977 20 n.a. - 100 n.a. - 8.5 8.5 20 Yes
Madras, 1977 9 8 n.a. 100 100 - 12 10-11 13 No

Indonesia I, 1974 12 1 - - 0 50 12 8-9 20 -
Indoniesia 11, 1976 n.a. About 0 30-40 n.a. 0-30 35 n.a. - n.a. -

(50)d



Middle-income Asia
Korea, Rep. of, 1975 19 n.a. - 100 n.a. - 12 8 25 No
Philippines, 1976 33 22 >50 100 1000 56-84 12 6-8 26 Yesf
Thailand, 1978 25 11 - 100 80 - 12 15 13-30 Yes

Latin America and
Caribbean

Bolivia, 1977 10 2 - 78 100 50 10 3-6 32-50 No
Colombia, 1978 16 8 - 63 63 - 13.8 14-18 24 Yes
El Salvador 1, 1974 17 n.a. - 100 n.a. - 6-8 5-10.5 25 Yes
El Salvador 11, 1977 18 9 - 83 100 - 6.4 2-3 10-20 No
Guatemala, 1976 10 n.a. - 100 n.a. - 4 8-11 20 No
Jamaica, 1974 30 11 - - - - 8-12 11 33 Yes
Mexico, 1978 17 7 75 98 81 - 15 6-8 20 No
Nicaragua, 1973 15 n.a. - 100 n.a. - 5 6-14 20 Yes
Peru, 1976 14 7 - 100 100 65 12 10-12 20 No
Euarope, Middle East,

> and North Africa
Egypt, 1978 23 22 90 100 100 25 7 3 7-20 No
Morocco, 1978 20 5 - 67 79 - 7 9 25 Yes

- Not available.
n.a. Not applicable.
a. Excluding all nonshelter costs (see note in table 6-1).
b. Nominal interest rate, not allowing for inflation or different payment periods.
c. Including subsidies.
d. Without subsidies on structures and not including land costs.
e. Not including land costs.
f. Higher charges for lots on corners and major roads; approximately one-third of total project cost borne by commercial and industrial properties.
Source: World Bank data and information compiled by C. Clifford.
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trolled rents may be used as a basis of tax assessment. This reduces
significantly the level and buoyancy of tax revenues and thus limits the
ability of local authorities to expand public services. The housing short-
age and high housing costs, which were initially the reasons for the in-
troduction of rent control, are as a result only aggravated further.

In sum, public agencies should generally steer clear of direct involve-
ment in the construction of urban shelter, although they may have an
important role to play in providing essential service inputs to the housing
market. If an urban government is actually involved in the supply of
housing, however, it should avoid large-scale subsidies, which generally
do not effectively serve to increase the efficiency or equity of urban
development in general or of the housing sector in particular.2 7 Such
subsidies tend to impose heavy fiscal burdens and limit the scope and
replicability of housing programs. Land and financial capital should be
charged for at economic rates, and any subsidies should be made explicit
in a full cost accounting for a project rather than implicit by not calcu-
lating its full incremental cost. Finally, rent control is not an effective
tool to deal with the commonly perceived problems of housing shortages
and high housing costs in the cities of the developing world.

Development Charges

We now turn to a set of charges which may broadly be classified as
development charges. They have different names in different countries
and, to some extent, serve different purposes and involve different prac-
tices. These are "special assessments," "contributions for betterment,"
"land readjustment," "valorization contributions," and so forth. Their
principal feature is that they are lump-sum charges designed to recoup
the public costs of developing urban infrastructure from the beneficia-
ries. They may cover only quite limited projects for a particular service
(for example, a neighborhood paving scheme or the construction of a
sewage canal28 ), or they may cover the full development of new urban
areas in a city or even of entire new towns. They are usually imposed
on the owners of property in the areas which are improved by public
action rather than falling directly on the occupant of a property or the
user of a service.

These charges are usually levied for three reasons. First is the goal of
increasing the financial resource base of urban governments by tapping
a source of finance where the benefit and the charge are very closely
linked in the mind of the beneficiary, and the beneficiary's willingness
to pay for it would therefore be higher than for general taxes.2 9 Second,
an efficiency argument can be made for the charges because they pass
the public costs of development on to the individual making the devel-
opment decision in terms of location, density, and standards of service
demanded. Third, it is generally believed that it is equitable to charge
those who benefit from the investment in infrastructure, that is, the urban
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landowners. The redistributive effect of the charges depends, however,
on what other financing mechanisms would have been employed in their
absence and thus on the structure of tax and user charges in a country
or city.

These arguments in favor of development charges are of course parallel
to the more general arguments advanced in chapter 9. This section ex-
plores two types of these charges which have been used successfully for
some years: land readjustment systems, which are most common in East
Asia; and valorization systems, found predominantly in Latin America.
These two systems indicate the potential for broadening the use of de-
velopment charges beyond their quite narrow, often partial application
in many countries and cities.

Land Readjustment

In a typical urban land readjustment system, a public agency assembles
numerous small parcels of raw land at the urban periphery without paying
monetary compensation to the owners. This land is serviced and sub-
divided for urban use and then returned to the original owners in pro-
portion to the value of their land contribution. Some of the land is re-
tained by the public authority for infrastructure (roads, green spaces, and
so forth). And some is retained to finance development by being sold
at market prices in commercial transactions or auctions. Although the
system is usually managed by public agencies, especially at the local level,
in some economies it has also been under private development associ-
ations, usually subject to public regulation and supervision.3 0

A readjustment system has been in use in Germany for a hundred
years, and it is used in one Australian city, Perth.3 ' Similarly, one was
introduced in Japan in 1899, and the Japanese introduced it in Korea
during their occupation of the country. By 1976 6,395 projects covering
261,785 hectares had been carried out in Japan under such a system.
Korea has used it for virtually all large residential urban developments
in 49 cities and towns, which by 1976 involved 186 completed projects
covering 18,102 hectares; another 88 projects in progress at the time
covered 17,538 hectares of land. Land readjustment has been applied in
Taiwan (China) since the early 1950s, initially in rural areas. Between
1969 and 1978 about 2,000 hectares in 49 areas were developed in this
way.

The Korean system has been quite extensively analyzed. Its impor-
tance is documented by Doebele and Hwang (1979), who found that in
1976 almost seven times as much urban land was developed through
land readjustment as through the private market. Furthermore, in 1970,
15 percent of all expenditure by the government of Seoul was for re-
adjustment schemes, and almost a quarter of all capital spending by the
Seoul metropolitan authorities was devoted to these schemes (Bahl and
Wasylenko 1976). Between 1963 and 1970 spending increases for re-
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adjustment accounted for 16 percent of the increase in total spending
by the local authorities. The importance of readjustment activities was
thus quite considerable, in both their contribution to overall develop-
ment in Seoul and their contribution to local spending. Moreover, the
activities were largely self-financing and thus were not a drain on other
sources of local finance. Doebele and Hwang (1979) report that the cost
of borrowing in some cases was not fully borne by the readjustment
scheme but by local government. These implicit subsidies, however, are
not likely to have been very important relative to total spending. The
same authors have also observed that readjustment schemes are often
quite limited in the services they explicitly provide and finance. They
sometimes do not cover even such essential services as water supply and
generally do not cover the cost of investments in off-site infrastructure
required for development. Some of the implicit costs of development
therefore need to be recouped through other taxes or charges.

Land readjustment schemes in Korea appear to have contributed ef-
ficiently to the development of new land at the urban fringe. But Doebele
and Hwang (1979) conclude from their analysis of urban land markets
in Korea that municipal authorities may have restricted the expansion
of urban land below the rate that would have stabilized land values and
below rates that an unrestricted market would have generated. More-
over, they observe that incomplete servicing in some cases, and specu-
lative ownership of land in others, has led to significant vacant land-
holdings after land readjustment. Despite these reservations about the
efficiency of readjustment schemes, most of which are lacking thorough
quantitative foundation, Doebele and Hwang (1979) conclude that the
system has been quite an effective development mechanism that deserves
replication.

In terms of equity, the readjustment schemes in Korea were a mixed
blessing. On the one hand, they did ensure that the urban development
costs were borne by beneficiaries of the investments; on the other hand,
the substantial capital gains after readjustment accrued primarily to
middle-income landowners (Doebele and Hwang 1979). The relatively
poor farmers who originally owned the land generally could not hold on
to it long enough to reap these capital gains, and indeed they may have
suffered losses from the cutoff of farming opportunities because of com-
pulsory development schemes. Moreover, the schemes have generally
not increased the housing stock for poor urban households. To the extent
that the schemes did not supply land in step with the growth in demand
and to the extent that private development was restricted, especially
among the poor, they may even have worsened the housing shortage of
the poor.32

Readjustment schemes require fairly sophisticated methods of public
land management, including effective land registration and cadastral rec-
ords and land redistribution formulas. In East Asia these have been de-
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veloped and implemented over time and may not be readily transferable
elsewhere. Nevertheless, the administrative feasibility of the schemes
has been amply demonstrated. Improvements may well be desirable,
particularly in the rate at which land is developed, in the amount of capital
gains extracted for public benefit, and in the access of low-income groups
to the benefits of the schemes. For example, Doebele and Hwang (1979)
suggest that the financial surpluses frequently reaped in Korean cities in
implementing schemes be used to cross-subsidize low-income residential
development instead of being used to reimburse the landowners or to
improve further the project areas from which the surpluses were gen-
erated.

Valorization

In contrast to land readjustment programs, which are used mainly in
developing new urban areas at the fringes of cities and towns, the val-
orization system has principally been used to finance improvements in
the physical infrastructure in already subdivided or built-up urban areas.
The basic principle underlying the valorization system as commonly
found in Latin America is to recoup the cost of infrastructure projects,
especially road construction and improvement, by levying one-time
lump-sum charges on the owners of surrounding land. 3 A valorization
system differs therefore from a land value increment tax because it does
not attempt to tax the increase in land value per se but aims to allocate
infrastructure costs across benefiting properties. An increment tax is
closer in nature to a capital gains tax (Bird 1976), whereas a valorization
levy or special assessment is a development charge, linked-in princi-
ple-directly to the cost of providing services.

The method of allocating costs to specific properties varies from coun-
try to country and city to city. Generally, however, it consists of three
steps. First, the infrastructure project is designed and costed out. To this
direct cost a margin is frequently added to allow for indirect costs of
administration, thus yielding a total budget for the project. Second, an
area surrounding the project is defined as the zone of influence; this is
the area within which most of the benefits of the project are thought to
be limited, and over which the costs of the project are to be distributed.
For example, this zone may include only the properties immediately
adjoining a neighborhood road that is being improved, or in the case of
an arterial road it may go significantly beyond this to include properties
in a much larger area. Third, the total cost of the project is allocated
among the properties included in the zone of influence. The system of
allocation varies widely from country to country, but these methods are
typical (Bird 1976b): allocation according to a property's length of front-
age, location by subzone within the zone of influence, land area, value,
or direct benefit estimated for the project.

The frontage method is appropriate for distribution networks and ac-
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cess roads because it approximates quite closely the costs attributable to
each property, which are likely to vary directly with the length of the
project passing the property. The subzone method may be appropriate
if costs vary significantly among subzones (because of geological con-
ditions or quality differentials) or if there is a clear gradation in benefits
received because properties differ in their access to the project (for ex-
ample, if the project is a park or a street). No clear cost-benefit rationale
appears to exist for the land area and property value methods of allo-
cation, except perhaps that large or highly valued properties are likely
to reap a greater proportion of benefits than small or less valuable prop-
erties. This link is likely to be quite weak, however. Finally, it is virtually
impossible to allocate costs in proportion to direct benefit because it has
proven to be very difficult to estimate accurately the increase in land
value attributable to a particular improvement in infrastructure. Several
of these methods are often combined, for example, costs may be allocated
by land area but vary with distances from the project.

Before reviewing the experience with valorization in Colombia, where
it has been most extensively applied, the system can briefly be evaluated
on the basis of the four criteria of financial yield, efficiency, equity, and
administrative ease. Valorization systems generally have not been no-
table for a great contribution to urban fiscal resources (Macon and Me-
rino Mafion 1977). Colombia is the exception: in Bogota valorization
expenditures in 1968 contributed 16 percent to total consolidated ex-
penditures of all urban government agencies, and valorization revenues
in 1969 amounted to two-thirds of the revenues raised by the property
tax (Doebele, Grimes, and Linn 1979). In principle, therefore, valori-
zation payments can significantly help to raise financial resources, par-
ticularly during periods of rapid expansion of urban infrastructure. As
regards efficiency, valorization has the advantage of imposing the cost
of urban infrastructure on the largest beneficiaries, and it thus tends to
make both beneficiaries and public decisionmakers more cost-conscious.
Location decisions by individuals and investment decisions by govern-
ment are thus likely to be more efficient than if infrastructure invest-
ments are financed from general funds. In terms of equity, much depends
on the application of the system and the available alternative means of
financing the expansion of urban infrastructure. Equity tends to be fos-
tered if valorization replaces financing through regressive local taxes, or
if the introduction of valorization permits public investment to be di-
rected to poorer neighborhoods than was previously the case, thus al-
lowing the poor to benefit from public services instead of continuing to
rely on inadequate and costly subsidies. Administratively, valorization
systems can range from the extremely simple to the extremely complex.
Administrative simplicity reduces costs but also makes it more difficult
to convince taxpayers that they have been treated fairly. Administrative
complexity, conversely, makes the system costly to implement and may
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hamper its development if there are not enough adequately trained ad-
ministrators. A middle course should therefore be steered between the
type of project and the human resources available.

In order to give the reader a better impression of some of the advan-
tages of the valorization system, but also of some of its pitfalls, the re-
mainder of this section will briefly review how the system has been
applied in Bogota.34 In essence, valorization in Bogota follows the steps
outlined above. The most important refinement is that costs are allocated
to specific properties within the zone of influence. Most commonly, a
system of coefficients is used which attempts to reflect the effect of the
project on each property by allowing for such factors as the property's
distance from the project, shape, topography, use, neighborhood socio-
economic composition, and so forth. An overall coefficient per square
meter of land is derived by combining for each property the coefficients
for each of these factors. Project costs are then allocated in accordance
with the area of the property, weighted by the overall coefficient. This
method of cost allocation thus combines a number of the "pure" methods
described above, including area, zone, frontage, and at times property
value and (estimated) increase in value. More important, as has been
documented in Doebele, Grimes, and Linn (1979), the cost allocation
system has varied tremendously from project to project. It has been
tailored to the size and nature of each project, especially the extent to
which costs and beneficiaries in the zone of influence are homogeneous.
This flexibility in applying the basic method has undoubtedly contributed
to the relative success of the system, as has the fact that during the 1960s
Colombia built up a considerable body of technical expertise, both among
public agencies carrying out valorization projects and among private con-
sulting agencies specializing in studies of feasibility and cost allocation
for municipal valorization programs.

At its height, the valorization system contributed significantly to the
mobilization of fiscal resources in Bogota. It appears that valorization
revenues were complementary to other sources or revenue, rather than
substituting for them (Doebele, Grimes, and Linn 1979: 85). At the same
time, the valorization system made possible extensive infrastructure
works which have given the city's inhabitants relatively high access to
road transport in most areas, including poor neighborhoods, and high
access to sewerage. The system has thus contributed to an equitable and
efficient infrastructure.

A number of difficulties arose, however, which are somewhat repre-
sentative of the difficulties encountered throughout Colombia in the use
of valorization. The existence of such difficulties is manifested in the
drastic decline of valorization during the 1970s compared with the sec-
ond half of the 1960s (see table 11-8). The decline in the relative share
of valorization spending and revenues for 1969 through 1974 continued
even after 1974. Whereas in 1974 the agencies in charge of valorization
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Table 11-8. Valorization in Bogoti, 1959-74

Valorization
Total per capita expenditures as a Valorization

valorization percentage of total contributions as a
expenditures in 1959 local authority percentage of property

Year prices (pesos) spending tax revenues

1959 16.4 -
1960 14.8 - -
1961 17.1 - 5.9
1962 10.8 - 19.5
1963 12.0 3.2 41.9
1964 14.1 5.8 20.7
1965 12.4 5.5 21.6
1966 13.3 6.6 29.7
1967 36.4 14.3 59.2
1968 49.1 15.9 60.2

1969 35.3 10.3 66.9 (68.0)'
1970 21.7 6.8 62.0 (75.4)
1971 17.8 5.1 44.6 (57.6)
1972 15.2 4.2 31.0 (38.8)
1973 9.8 _ 22.0 (27.5)
1974 16.9 18.2 (34.1)

Average
1961-66 13.3 5 3b 23.2
1967-70 35.6 11.8 62.1 (65.7)
1971-74 14.9 4.7' 29.0 (39.5)

- Not available.
a. Figures in parentheses show the percentage of valorization charges relative to property tax

revenues when the valorization revenues from the Sewerage Master Plan are included.
b. 1963-66.
c. 1971-72.
Source: Doebele, Grimes, and Linn (1979: table 2).

works still contributed 8.6 percent to total consolidated expenditure of
all local government agencies, this share dropped to 3 percent by 1979.
Similarly, although valorization charges in 1971 still were about 5 percent
of the consolidated revenue of all government agencies, their share had
dropped to 2.5 percent in 1979. There were four important reasons for
this decline.

First, the system did not manage to recoup the full cost of the projects
it was supposed to finance. This led to serious liquidity problems for the
agency in charge of it. Negative real interest rates on outstanding val-
orization debts, lagging collection efforts, legal prohibition of double
taxation of individual properties affected by more than one valorization
project, the failure of many public agencies to pay valorization charges,
and subsidies to property owners in poor neighborhoods all helped create
a shortfall of revenues. Frequent difficulties in acquiring land and other
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causes of delay in implementation often resulted in serious cost overruns
without, however, resulting in new calculations of valorization charges.
The cost overruns thus had to be absorbed entirely by the agency carrying
out the project. Financial matters were made worse when, during the
mid-1970s, support from general tax revenues to the system was cut by
the general purpose local government.

A second reason for the decline of the valorization system during the
197 Os was the failure of local authorities to continue a systematic program
of investments in urban road infrastructure, which would have attracted
loan financing and could have continued to yield financial resources from
valorization charges. Third, the system has been vested in an autonomous
local agency; this was in part responsible for the lack of integrated plan-
ning of development in the city.

Fourth, during the 1970s the system appears to have lost the extensive
support which policymakers had given it during the preceding decade.
Thus its problems were not given the attention they deserved. Efforts
have been made to remedy some of the financial problems, but their
success remains to be seen. In principle, there is little reason why many
of the troubles cannot be overcome by appropriate measures: more re-
alistic interest rates on term payments; effective penalties for late pay-
ments; integral service development at the neighborhood level and thus
avoidance of double taxation; better methods of acquiring land, of avoid-
ing cost overruns, and of passing them on to the taxpayer where una-
voidable; and-to the extent that less than full cost recovery is adopted
as a policy-steady support from general tax sources.

Summary

Land readjustment systems in East Asia and the valorization system
in Colombia have demonstrated the varying potential of development
charges. Although the systems are not directly transferable to other coun-
tries, a serious consideration of development charges is likely to be ap-
propriate. The limitations and difficulties encountered with land read-
justment in Korea and valorization charges in Colombia should not be
downplayed or neglected. On the contrary, they provide useful clues to
the pitfalls which may be encountered when development charges are
used. For readjustment, besides the need for a rather sophisticated ad-
ministrative system, the main problems arise in improving established
urban areas as against new areas and in aiming to benefit low-income
groups. For valorization programs, financial viability and program de-
velopment are among the main problems. In designing improved systems
of development for any city in developing countries, the experiences in
Korea and Colombia should prove valuable.





PART IV

Intergovernmental Fiscal
Relations

THE TWO PRECEDING parts of this book drive home the lesson that
urban local governments must become more of a partner in the revenue
mobilization process. But even with heroic advances in the importance
of local taxes and user charges, most developing countries will continue
to operate with a very centralized fiscal structure. It is essential, there-
fore, that central governments define a set of fiscal relationships with
their local governments, especially those of their rapidly growing cities,
that enable them to find the right balance between their needs for de-
centralization of governance and control over resource allocation.

The subject of chapter 12 is fiscal decentralization, an issue that is on
the economic planning and political agenda in most countries. We first
look at theory to identify the factors that push countries to exercise more
or less control over fiscal instruments, and then at the various ways in
which the relations between central and local governments are arranged
in developing countries. Chapter 12 also takes up the subject of the
structure of metropolitan government, and it reviews the relative merits
of merropolitanwide government versus a fragmented local government
structure.

Intergovernmental transfers in developing countries are taken up in
chapter 13. Shared taxes, formula grants, and subsidies are reviewed and
evaluated. Both experiences with these systems and theory are called on
to establish principles for designing systems of intergovernmental trans-
fers.
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12 The Structure of Urban
Governance

IN INDUSTRIAL and developing countries alike, there is much dis-
agreement about the proper way to organize the public sector to finance
and deliver services. The debate centers on questions about which level
of government should provide which services, how much managerial and
fiscal autonomy the local governments should have, whether the revenue
base given to local governments is commensurate with their expenditure
responsibilities, and how much fragmentation in the structure of local
government within urban areas should be allowed. This chapter seeks
to develop a framework for answering such questions in the context of
developing countries.

The questions we raise here by no means exhaust the list of important
concerns. Among the important issues not discussed in any detail are
mandated expenditure requirements by higher levels of government, the
legal limits on interactions among governments, the elective process, the
relation between the national and local civil services, and a host of very
important management and administrative topics.' Perhaps the most im-
portant omission is a direct discussion of the influence of politics on the
choice of structure for local government. As in earlier chapters, we are
concerned both with what theory tells us about how the intergovern-
mental system should be structured and with current practices.

Fiscal Decentralization

The current structure of local government in developing countries-
and that which will emerge in the future-reflects the commitment of
central governments to decentralization. 2 Indeed, the rhetoric on this
issue is strong: the decentralization of population and economic activity
is a common goal for developing-country governments and the inter-
national agencies which advise them. A development strategy of decen-
tralization, however, does not necessarily mean that local governments
will finance and deliver more services. Some countries limit their concern
to population, that is, to seeking a better balance in size and economic
well-being between rural and urban areas or between large and small
towns. Others want to decentralize government operations, for example
to pass decisionmaking authority to the regional branches of central gov-
ernment ministries. Still others may view the lowest levels of subnational
government (municipalities and counties) as inconsequential to decen-
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tralization and go no further than to consider central-provincial relations.
Bird and DeMello give us two good statements of this view:

One of the most interesting features of the governmental structure
in Papua New Guinea is that by far the largest city in the country,
with a population greater than that of most provinces and a budget
and public service establishment which is also much larger than that
in most provinces, has apparently never been taken explicitly into
account in any of the interminable discussions over the last decade
about the relationship between national and provincial governments
[Bird 1983: 56].

As a rule, national development plans in Latin America do not ex-
plicitly include local governments as part of their strategies . . . no
Latin American development plan has come down, for example, to
the establishment of a national system of cities or to a blueprint for
the redistribution of functions among the several levels of govern-
ment, as a means to enhance economic and social development [De
Mello 1977: 28-371.

Conversely, many countries have come to realize that strengthening local
governments by granting them some fiscal autonomy is an important
component of decentralization. The evidence for this concern is a rash
of government commissions on allocating fiscal responsibilities to local
governments, restructuring intergovernmental grant systems, and solving
the special fiscal problems of large cities. The role of local governments
in the development process is in general less often spelled out in national
plans than included in administrative and legislative actions that become
part of the planning process.

Three general arguments might be given in support of fiscal decen-
tralization:

* if the expenditure mix and tax rates are determined closer to the
people, local public services will improve and local residents will
be more satisfied with government services.

* Stronger local governments will conltribute to nation-building be-
cause people can identify more closely with local than central gov-
ernment.

* Overall resource mobilization will be increased because local gov-
ernments can tax the fast-growing parts of their economic base more
easily than can the central government.

The third argument is particularly important and ultimately may make
the strongest case for fiscal decentralization. As the economies of rural
areas and secondary cities develop, their taxable capacity and willingness
to purchase public services will also develop. It will be very difficult for
central governments to capture much of this fiscal surplus because nei-
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ther central government income nor consumption taxes typically reach
small firms, workers in smaller firms or outside the larger cities, or mar-
keting activities; local government business and occupation licenses, sales
taxes, permits, and property taxes have a much better chance.

With this set of general arguments for fiscal decentralization as back-
drop, and because decentralization policies are followed by many de-
veloping countries, we turn now to a more systematic inquiry into the
merits and demerits of the practice. Several questions call for answers:

* What does the theory of public finance suggest about the optimal
assignment of functions among levels of government?

* How can fiscal decentralization be measured?
* How far have developing countries gone in decentralizing their

fiscal activities?
* What population and economic characteristics make some devel-

oping countries stronger candidates for fiscal decentralization than
others?

* What policy changes are likely to lead to more fiscal decentrali-
zation?

The Theory of Fiscal Assignment

Economic theory cannot lead to firm conclusions about the best di-
vision of fiscal responsibilities between central, state, and local govern-
ments, that is, about optimal fiscal decentralization. It can only suggest
the considerations relevant in making the best fiscal assignments. "Best"
of course varies from country to country and depends on the institutional
setting, history, and most of all politics.

Musgrave's view that the purposes of government budgets are to sta-
bilize growth, redistribute income, and allocate fiscal resources has long
been the starting point for discussing the division of taxing powers and
responsibility for expenditure. 3 The stimulation of stable economic
growth and the distribution of income, he argues, are appropriate budget
objectives of the central government. The mobility of capital and labor
rules out local government success with policies in either area. This leaves
allocation as the main role for local governments, that is, the decisions
about how much to spend for each service and how to finance these
expenditures. Subnational governments, it is said, are closest to voter-
consumers and are in the best position to read local preferences for public
services and for various kinds of taxes and user charges. The proper
degree of decentralization, then, will depend on how the efficiency gains
achieved by getting government closer to the people compare with the
advantages which result from giving central governments more discretion
to pursue fiscal policy.

THE CASE FOR CENTRALIZATION. The arguments for fiscal centralization
are stronger in developing than in industrial countries. Because low-
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income economies are less diversified and therefore more exposed to
international fluctuations in commodity prices, natural disasters, wars,
worldwide recession, and so forth, stabilization is especially important
for them. This argues for central government control of the main tax
and borrowing instruments. In developing nations, a policy for economic
growth is also an argument for fiscal centralization because investment
capital is scarce and must be controlled by the central government to
maximize returns. If local governments are given access to major tax
bases, they may compete with the central government and therefore limit
the amount available for the central tax. As a corollary, centralization
allows the national government to allocate fiscal resources to goods and
services with national benefits, whereas local autonomy would inevitably
lead to greater expenditures on those services that have more local ben-
efits.

Several arguments for income distribution also support fiscal central-
ization. The most important is that regional (and rural-urban) disparities
in income and wealth may be accentuated by fiscal decentralization be-
cause wealthier urban governments will benefit most from greater taxing
powers. Centralization allows the national government more discretion
in shaping regional differences in levels of public service and taxation,
which is an especially important consideration for governments that in-
tend to use tax and subsidy policy to shape the spatial distribution of
economic development.

The final argument is that central governments have superior abilities
to administer taxes and manage the delivery of public services. Local
governments in almost every country have very weak administrative prac-
tices, and less local autonomy means less chance for local governments
to mismanage finances. A corollary to this argument is that skilled fiscal
managers-analysts, accountants, valuers, and collectors-are too scarce
in developing countries to be shared between the central and local gov-
ernments.

THE CASE FOR DECENTRALIZATION. One might counter the above justi-
fications of centralization with these good arguments for decentralization:

* Cities could levy higher taxes and could thereby charge residents
the full marginal cost of urbanization. A more efficient size distri-
bution of cities could result.

* Local governments could adjust budgets to local preferences, and
a more efficient distribution of local public services could result.

* Local governments might be able to tax some sectors of the urban
economy more easily than could the central government. A higher
rate of national resource mobilization could thus occur.

Are these arguments really valid? Can local governments actually re-
spond to citizens' preferences for more or fewer local services, or to a
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willingness to pay more tax to receive local services? In fact, the efficiency
case for fiscal decentralization is much stronger in industrial than de-
veloping countries. Consider first the notion that moving service pro-
vision closer to the people can lead to gains in the welfare of consumer-
voters. Because the theory of fiscal assignment was developed in indus-
trial countries, it was heavily influenced by democratic processes of budg-
etmaking, for example, the median voter theories of public expenditure
determination. In this model, the level of tax effort and the expenditure
mix in local areas are responsive to changes in relative prices and income,
and the potential losses in efficiency caused by interference from a higher
level of government can be substantial (as can the potential efficiency
gains from the greater fiscal autonomy of local government). Although
the model is based on a number of questionable assumptions, empirical
research has shown that the behavior of U.S. state and local governments
more or less squares with it.4

The model does not so easily fit developing countries, however, and
the efficiency gains from decentralization therefore may not be so great
in developing countries. This is partly because voter preferences are not
as readily translated into budget outcomes as in industrial countries. Local
councils are often not elected, chief officials are often not locally ap-
pointed, and adjustments in the allocation of local resources are often
severely constrained by central government controls. These controls in-
clude approval of the budget, central appointment of chief local gov-
ernment officers, central government regulation of tax administration,
mandates as to salary levels of local government employees, and the
general absence of a mechanism by which local voters could reveal their
preferences for a larger or smaller government. In this setting-where
the devolution of revenue authority and expenditure responsibility is not
accompanied by a relaxation of central government control over local
fiscal decisionmaking-there is less to be gained from decentralization
of taxes and expenditure than would be the case in industrial countries.
(The standard constrained maximization approach, adapted to developing
countries, is presented in the appendix to this chapter.)

Given this state of affairs, the situation in a developing country which
could give maximum gains from a more decentralized local government
structure would include: (a) enough skilled labor, access to materials,
and plant capital to expand public service delivery when desired, (b) an
efficient tax administration, (c) a taxing power able to capture significant
portions of community income increments, (d) an income-elastic demand
for public services, (e) popularly elected local officials, and (f) some local
discretion in shaping the budget and setting the tax rate. These conditions
are most likely to exist-or are likely to exist to the greatest degree-
in large cities in developing countries. This important point is not likely
to excite those who see decentralization as a strategy for improving the
relative well-being of small municipalities and rural local governments.
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Measurement

To what extent is the theory of fiscal assignment predictive? Is fiscal
decentralization more prevalent in industrial countries, and have some
types of developing countries chosen more decentralization? A first step
toward answering such questions is to devise an index of fiscal decen-
tralization, an exercise fraught with conceptual as well as empirical prob-
lems.5 First, there is the issue of what dimension of fiscal decentralization
one wants to measure and then the problem of constructing the index.
As always, the difficulties are best resolved by a careful thinking through
of the questions being asked, and by accepting at the outset that some
degree of subjectivity will be involved. All measures of decentralization
will be flawed in some ways, and the "best" choice will depend ultimately
on which questions are the most important.

The fiscal importance of subnational government might be measured
in terms of the share of revenues generated or the share of expenditures
made. The revenue measure would help determine the extent to which
local governments are mobilizing public resources through their systems
of taxes and user charges and could indicate the relative claim of local
governments on total national income. This measure, however, would
understate the total involvement of local governments in public activities
because it would ignore the possibly greater final responsibility of local
governments for the delivery of expenditure and services. The alternative
is to measure the share of expenditures made by subnational levels of
government and ignore the question of the level of government at which
the funds are raised.6 Indeed, a larger share of expenditure at subnational
levels might indicate increasing fiscal decentralization, even though rev-
enue-raising authority remains highly concentrated at the central level.
Such a result could occur if there were substantial intergovernmental
grants.

We have chosen the share of total government expenditure made by
subnational government as the index of fiscal decentralization. This index
has three limitations as a comparative measure. First, even though a
subnational government is responsible for a particular expenditure, it
may or may not be fiscally autonomous. Musgrave has pointed out that
local governments which act as spending agents of the central govern-
ment do not reflect true decentralization of expenditure, just as centrally
collected but shared taxes do not constitute true revenue decentralization
(Musgrave 1959: 342). The measure of expenditure decentralization
used here does not allow one to determine whether a high subnational
government share of expenditure is a result of the constitutional assign-
ment of functions, a statutory delegation of expenditure powers, or a
division of fiscal functions "just for the sake of administrative conven-
ience."

A second problem that reduces the comparability of the index across
countries is that two countries may have the same share of subnational



THE STRUCTURE OF URBAN GOVERNANCE 391

expenditure but a different number of participating local governments.
More governments, all other things being equal, imply more fiscal de-
centralization. Moreover, the index will not pick up the difference be-
tween a subnational government share of expenditure concentrated in
one or a few cities and an even distribution across all cities. A third
problem is that the inclusion of defense expenditures in the denominator
of the measure may artificially overstate the degree of centralization.
Countries at war, or close to it, are more centralized. Bahl and Nath
(1986) have estimated a significant negative relation between decen-
tralization of expenditure and the share of defense in the central budget.

Determinants

Why does fiscal decentralization occur in developing countries, and
to what extent does it occur? The voices in many countries calling for
more fiscal autonomy for subnational government suggest the over-
whelming importance of political considerations. These voices state the
needs for more participation in the governmental process, for larger
incentives to finance local public services, for recognition of regional
diversity, and for an untying of the red tape that seems to characterize
big government. One would not have to stretch too far to understand
why politicians and even higher-income urban residents would be sym-
pathetic to these needs: the majority of the voting age population lives
outside the largest city in most countries, greater involvement in gov-
ernment might mean less opposition to government, better local gov-
ernment services might slow the rate of migration to big cities, and many
politicians have their roots if not their constituencies outside large urban
areas.

The political advocates of centralization are less vocal but possibly
more persuasive. Centralists see decentralization as creating a power base
for political rivals and as promoting factionalism. Bureaucrats also want
to limit decentralization because stronger local government would drain
away some of their budgetary control. As Bird has noted, though perhaps
too strongly, "to sum up this discussion of political objectives, no clear
conclusion emerges: there are political reasons why centralization may
be desirable and equally good reasons for decentralization. On the whole,
however, it seems likely that the main political objective in most coun-
tries-national unity-is centralizing in nature and that the theoretical
merits of decentralization receive little weight in practice" (Bird 1978:
46).

Economic and managerial considerations also seem stacked against de-
centralization. Indeed, the review of the merits of decentralization above
suggests significantly less decentralization in developing countries than
in industrial countries. Decentralization more likely comes with the
achievement of a higher stage of economic development. This is because
per capita income growth is usually accompanied by an increase both in
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urbanization and in the local government tax capacity implied by urban-
ization; by a greater degree of local administrative capacity, improve-
ments in the implementation skills of local governments; and perhaps
by the desire to eliminate gross regional disparities in the quality of public
services.

This hypothesis appears to be borne out by an analysis of 1973 U.N.,
World Bank, and IMF data conducted by Bahl and Nath. Using a sample
of twenty-three industrial and thirty-four developing countries and the
share of expenditure of subnational governments as the measure of fiscal
decentralization, they found clear evidence of the greater dominance of
central governments in developing countries. On average, subnational
governments in industrial countries accounted for 32.2 percent of all
government expenditures, compared with 14.9 percent in developing
ones. Moreover, only four developing countries (all in Latin America)
had a ratio of fiscal decentralization above the average for industrial
countries. Further, they find that this pattern did not change during the
1960s and early 1970s. In fact, between 1960 and 1973, the subnational
government share of total government expenditures increased more in
the industrial than in the developing countries. A more recent analysis
using 1980 data finds little change in this measure since 1973 for either
developing or developed countries (Wasylenko 1987).

The question of what types of countries are most likely to decentralize
fiscal activity has been subject to empirical testing using econometric
models. This literature suggests three main determinants of the decen-
tralization of expenditure. Cross-sectional studies have shown that the
stage of development, measured as per capita GNP or urbanization, is
associated with a significantly greater subnational share of expenditure. 7

A second influence on fiscal decentralization is country size: the larger
the country, the more decentralization. In some cases, the size effect has
led to the choice of a federal system of governance, whereas in others
it has led to the delegation of more fiscal responsibility to subnational
governments. 8 Fiscal management in very large countries becomes un-
wieldy and, all other things being equal, leads to a much stronger role
for subnational government. This is not to say that smaller countries do
not struggle with the question of the optimal degree of decentralization;
for example, the question has very recently come under government
study in Papua New Guinea (Bird 1983), Ecuador (Greytak and Mendez
1986), and Burkina Faso (Miner and Hall 1983).

Finally, there is the "crisis effect," that is, a propensity to give less
discretionary powers to local governments in countries where there is a
continuing threat of social upheaval. This possibility was raised in Pea-
cock and Wiseman's displacement theory of the growth of government
expenditure (1961). It has been supported by at least one cross-section
study of developing countries which shows a negative association be-
tween fiscal decentralization and the central government share of ex-
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penditure devoted to defense (Bahl and Nath 1986). There are many
examples of this effect. In the aftermath of civil war, Zaire considered
complete abolition of local government (Prud'homme 1973), and Bolivia
and Honduras abolished their municipal councils in the late 1970s, as
did Jamaica (Kingston's) during the economic crisis of the early 1980s.
Fiscal centralization may also be stimulated by a revenue "bonanza ef-
fect." One example is the growth of the Nigerian public sector during
the period of increase in the price of oil. The revenues did not pass
through-the state government share of total federal revenues fell from
40 percent in 1970 to 15 percent by 1973.

Conclusions and Implications

Theory and empirical analysis point to three reasons why subnational
governments in developing countries receive varying amounts of public
expenditure. First, there appears to be a direct relation between level
of expenditure and level of economic development. Development stim-
ulates demand for services provided by local governments in addition
to increasing the local tax base. Second, countries with larger populations
are more decentralized, perhaps because central provision of many gov-
ernment services becomes all but impossible. Third, countries whose
budgets carry less of a defense burden and that have not faced social
upheavals are more able to decentralize.

These results suggest three hypotheses about how government policy
can strengthen the local fisc. First, fiscal decentralization may well ac-
company economic development, but the threshold level of economic
development-beyond which countries decentralize government as per
capita income rises-appears to be quite high. The implication of this
observation is that government policies to promote fiscal decentralization
are more likely to be effective for middle- and high-income countries.
For the lowest-income countries, decentralization may be limited to rhet-
oric.

The second implication for policy is that the benefits of fiscal decen-
tralization are most likely to be received by devolving fiscal authority to
large cities. The primary gains from decentralization are thought to be
gains in efficiency from allowing locals to choose their own levels of
taxes and expenditure and the greater revenue mobilization that will
result from letting local governments "get at" their growing tax bases.
Large cities are more likely to capitalize on these potential benefits.

Third, as central governments raise more money, the subnational gov-
ernment share of expenditures falls-taxes stick where they hit. The
implication of this "flypaper effect" is that the best route to decentral-
ization of expenditure is to assign local governments particular revenue
bases or to guarantee them shares of particular central taxes. Otherwise,
larger central tax revenues will not be shared proportionately with sub-
national governments and more fiscal centralization will result.
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The National Structure of Urban Government

The theoretical extremes in the national structure of urban govern-
ment are complete centralization-a single central government-and
complete decentralization-no central government. There appear to be
no examples of complete decentralization, whereas Singapore and some
West Indian nations come close to approximating the former. Most coun-
tries lie between these extremes with varying degrees of decentralization
in revenue raising authority, expenditure responsibility, and local au-
tonomy in deciding on the mix and level of services to be produced. 9

As noted above, we would expect developing countries to tend toward
centralization.

The actual amount of fiscal decentralization in a country is not a
straightforward, one-dimensional characteristic. Some local governments
may be given more responsibility for expenditure than others, taxing
powers may be broad or limited, borrowing may be permitted or pro-
hibited, and so forth. To try to develop a reasonable taxonomy of local
autonomy or local self-governance, we might think of a country's "in-
tergovernmental arrangement"; this would include the delineation of
levels of government, a definition of the formal relations these levels
may have with each other in a national setting, and the degree of au-
tonomy given to each subnational level of government. In short, what
is the place of local governments in the national setting?

Typically, the structure of government in a developing country pro-
vides three degrees of autonomy for its local governments. Small, rural
local governments are thought to have less wherewithal to plan and man-
age their fiscal affairs, and they have the least fiscal autonomy. Therefore
the rural system of local government is often managed directly by the
central government (in Kenya) or through provincial governments (in
the Philippines). Municipalities-large urban governments-are given
more autonomy and a broader range of revenue-raising powers and fiscal
discretion. These governments often have the status of both municipal
and provincial governments (in the Philippines and in China). The largest
cities are treated differently from other municipalities and are usually
given even more fiscal discretion. In short, the degree of autonomy given
local governments varies within a country and depends largely on the
size of the local government. 10

Although this general pattern holds true in most developing countries,
there is still a great deal of variation. Is one structure of local government
and set of intergovernmental arrangements somehow best? Theory will
not give us an answer. There are tradeoffs in choosing more or less
autonomy for local governments and political considerations will weigh
heavily in the choices eventually made. This leads us to turn to a more
positive analysis, that is, consideration of the choices regarding local
government structure which governments of developing countries have
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actually made. If there is some rationality in these choices, we might be
able to identify those factors which appear to lead to the granting of
more or less fiscal autonomy to local governments.

How do the varying degrees of local fiscal autonomy come about? One
possibility, suggested by empirical research, is that a federal structure
tends to be associated with a strong subnational government. Accord-
ingly, knowledge of why some countries have a federal and others a
unitary system is a useful starting point. A second possibility is that
central versus subnational control of government fiscal affairs, rather than
constitutional versus statutory provision of subnational fiscal powers,
most delimits local fiscal autonomy. These two possibilities are taken up
below.

Alternative Systems

Two common models of intergovernmental arrangements have
emerged in developing countries. Under a unitary system, state (or pro-
vincial) and local governments are statutory bodies defined by the central
government; their fiscal powers are a matter of central policy and are not
guaranteed by any constitutional provision."1 Under a federal system,
the powers, duties, and responsibilities of state governments are defined
in the constitution, and local governments usually are creations of the
state government. Their fiscal powers may be changed often by the state,
or they may be given residual fiscal powers. Therefore in a federal system,
central-state relations normally are defined by the constitution, whereas
state-local relations are organized as in a unitary state. This is the situation
in India. Another version is for local governments to be full partners in
the federal system with their financial powers and responsibilities pro-
vided for in the constitution. This is the case in Brazil and Nigeria.

The struggles for more autonomy between national and state govern-
ments and that between state and local governments are very different,
especially in countries with strong intermediate governments or at least
strong regional differences. The central-state struggle is usually over
political autonomy and grows out of historic regional power bases; move-
ments for independence; and ethnic, linguistic, and cultural differences
(for example, the ongoing debates in Colombia, India, Indonesia, Mex-
ico, and Nigeria). The central government resists too much subnational
independence in the name of retaining the cohesion of the country or
resisting dominance by a particular region, state, elite, or culture. By
contrast, the central-local and state-local government struggle tends to
center on the allocation of fiscal resources and the desire of local gov-
ernments for autonomy in providing services. This relatively new conflict
has arisen primarily because of the population growth of large cities. Of
course, there is overlap: central-state relations also involve purely fiscal
aspects, and central-local relations can also involve issues of independ-
ence, political power, and culture.
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FEDERAL SYSTEMS. Many developing countries have chosen a federal
system to structure the relation between central and subnational gov-
ernments, for example, Brazil, India, Malaysia, Pakistan, and Nigeria.' 2

This system, typically but not always, transfers control of city finances
from the central to an intermediate level of government." 3 There are
strong arguments for and against an intermediate level government with
substantial budgetary control. In populous, large countries where pref-
erences are likely to vary widely, for example Brazil and India, it enables
the central government to avoid direct dealings with a large number of
diverse urban governments. For example, the central government can
use grant formulas to recognize broad differences in needs and prefer-
ences without having to take into account the needs of individual cities,
or it can simply assign responsibility for local finances to the state gov-
ernment. Imagine the problems a country such as India would have in
attempting to allocate grant funds or approve tax rate increases on a city
by city basis.

Advantages and disadvantages aside, urban governments in a federal
system generally depend on the state government to provide some ser-
vices directly, pass through central grants, approve borrowing plans and
increases in tax rates, appoint chief government officers, and assign ex-
penditure responsibility and taxing power. 14 Under this system, the cen-
tral government essentially gives the responsibility for local finance to
state governments. The degree of local autonomy that results depends
on how state governments interpret their powers.

There are disadvantages to this approach. The federal structure creates
an intermediate level of decisionmaking that complicates the implemen-
tation of any national urban plan; that is, it is necessary to rely on state
governments to pass central funds through to targeted urban and rural
governments. If state governments are relatively autonomous in their
fiscal and economic planning, the resulting allocation may not match
central goals. For example, in the 1960s and 197/Os the U.S. government
watched states follow policies that increased the fiscal disparities between
low-income central city governments and high-income suburban gov-
ernments." 5 This inequitable attitude is not restricted to state govern-
ments in industrial countries. Adamolekun, Osemwata, and Olowu
(1980: 98) report that in Nigeria, "the overall attitude of the state gov-
ernments was to take whatever financial allocations the Federal govern-
ment made to local governments and disburse same on their own terms,
with little or no regard for what the Federal government requested them
to do with such allocations."

To counter such disadvantages, some federal countries have taken the
position that a viable system of local government requires direct central-
local relations. Direct federal-local relations have become more impor-
tant in Brazil and Mexico (De Mello 1977: 28-37), and in Nigeria the
new constitution in 1979 recognized "the existence of local governments
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as a distinct third level of government within the national federal gov-
ernmental system" (Adamolekun, Osemwata, and Olowu 1980: 97).

Are local governments given more or less fiscal latitude in a federal
structure? The answer is by no means clear. Data on expenditure re-
sponsibility and revenue mix are reported for a number of developing-
country cities in chapter 2 (tables 2-7, 2-10, and 2-11). Although the
fiscal responsibility and importance of these local governments is far
greater than has been generally supposed, there is a wide variation in
their importance, and a pattern is not easily found. In one test, the cities
were grouped according to their location in federalist and unitary coun-
tries and average values were calculated for the share of property taxes,
grants, and borrowing in total revenues. There was little difference in
any of these measures between the two groups. By the same procedure,
there was little pattern in the distribution of responsibilities for ex-
penditure. Some local governments do very little (Kingston), whereas
others have a broad range of responsibilities (Seoul). Whether there is
a federal or nonfederal structure does not appear to be the key to un-
derstanding this variation.

UNITARY SYSTEMS. A second form of intergovernmental arrangement
links larger local governments directly to the center. Because local gov-
ernments are statutory bodies, they are subject to direct control by the
central government and may be abolished at its pleasure.

An intermediate level of government may still lie between the central
and local governments under a unitary system. This is the case in Korea
and the Philippines, where provincial governments act as the agent of
the central government in regulating the finances of the smaller local
units. In the case of urban governments, these provinces do not exert
regulatory control or lend financial assistance."6

There are advantages to the unitary system. The central government
can target aid flows more easily to particular local governments, and local
governments can be made more accountable for their fiscal actions. Sub-
stantial national variation in the size and structure of local government
budgets is also allowed. A major disadvantage is that it is administratively
difficult for the central government to deal directly with a great number
of local governments which may vary widely in service needs, fiscal base,
and capacity to provide services. But as Henderson (1980) has shown,
the unitary developing countries tend to have fewer large cities.

Central Regulation and Fiscal Autonomy

Local governments appear to spend relatively more under federal than
unitary systems, but this may occur mostly because federal countries are
larger. But there may not be any more urban fiscal autonomy under
federal than unitary systems.

The important issue here is fiscal autonomy, the control over sufficient
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resources to plan and manage the provision of local public services with-
out continuous interference from higher authorities."7 In trying to un-
derstand whether a federal system somehow gives large city governments
more fiscal autonomy than does a unitary system, we might raise the
following questions about the differences between the two systems:

* Do structures of revenue and responsibility for expenditure differ?
* Is there more latitude in revising tax rates under one system than

the other?
* Are borrowing powers equally circumscribed?
* Does the degree of budgetary monitoring differ?
* Does the process of selecting the council and chief officers vary?

Because comparable information on the above measures is not readily
available, it is not possible here to compare and contrast all cities in the
world. What we can do is piece together the fragmentary evidence on
fiscal performance presented in chapter 2, the information on govern-
ment structure provided in the case studies which underlie this book,
and other available data on the practice. These materials do not yield a
random sample for econometric testing; they only lead to many examples
and anecdotes. But they do give some sense of the relation between local
fiscal autonomy and intergovernmental arrangement. Two overriding
conclusions may be drawn: the fiscal activities of local government are
very tightly controlled, and there is as much variation in fiscal autonomy
and practice within the unitary and federal groups of cities as between
them.

FISCAL DISCRETION. Two city governments may raise or spend the same
amount but have very different degrees of autonomy in their fiscal ac-
tions. The central question here is not the size of the budget but the
discretion which the local government has in the disposition of the
budget."8 In fact, the authority of local government to adjust tax rates
and to enact new taxes is limited in virtually every developing country.
National or state law normally prescribes the tax bases available (or un-
available) to local governments and sets maximum rates within which
they must operate. These restrictions usually hold even for large cities.
When the rate ceilings are binding, as is often the case, local governments
have little discretion and must depend on the center to approve every
revenue proposal. A similar arrangement holds for increases in user
charges for most primary services, for example, water rates, bus fares,
and rents. The issue then becomes whether the central or state govern-
ment will approve the requested increases. Practice varies, but some
countries have consistently refused requests for local increases; for ex-
ample, cities in Bangladesh were held at 1960 property tax rates despite
repeated requests for incremental increases (Schroeder 1985a: 33, 55).
All countries, however, are not subject to such stringent controls. In
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Brazil and Venezuela municipal laws are not subject to approval by higher
levels of government, though some tax changes do require approval by
a central agency (De Mello 1977: 6-16).

In developing countries most central or state governments have ap-
proval powers over local government budgets. The extent to which this
process reduces local fiscal autonomy depends on the tightness of the
review process. The experience in this regard varies widely. Nairobi has
faced a line-by-line review of expenditures by the Kenyan Ministry of
Local Government, but the Ministry of the Interior in Indonesia gen-
erally accepts the proposal of a metropolitan council."9 The budget au-
tonomy of local government may also be hampered by central govern-
ment mandates. For example, nearly 50 percent of the budgets of
Philippine municipal governments are earmarked for specific purposes,
giving them only a very limited latitude to adjust the budget to respond
to local demands (Bahl and Schroeder 1983c: chap. 2). Less permanent
but unexpected central government mandates may also have dramatic
and direct effects on the level of local government spending. For ex-
ample, in the 1970s the Kenyan central government mandated an in-
crease in local government employee emoluments, ordered the provision
of free drugs and dressings by local authorities, and abolished local school
fees. A common form of mandate which local governments in developing
countries face is a hiring freeze, a reaction by the central government
to what it sees as irresponsible management.

The borrowing powers of local governments are quite limited in most
developing countries. Though credit is made available to local govern-
ments under a variety of schemes (see chapter 13), most local govern-
ments are given little discretion over the amount or purpose of the loan,
the source of the funds, or the terms of repayment. The issuance of debt
is tightly controlled by central governments on the grounds that expan-
sion of total domestic credit is an important stabilization issue and that
the allocation of scarce credit among regions and purposes must conform
closely to the national development plan. Still, some local governments
have been given more autonomy than others in the planning and issuance
of debt. For example, the Calcutta Metropolitan Development Authority
may borrow in the open market (from banks and provident funds) subject
to a limit tied to its tax revenues; the Nairobi City Council may sell
bonds in the market, but Ministry of Finance approval is required; and
local governments in many countries are allowed to engage in short-term
borrowing from commercial banks.

LOCAL COUNCIL AND OFFICERS. Perhaps the most important issues of all
in establishing local autonomy have to do with how local council and
chief administrative officers of the city are selected, and with the defi-
nition of the powers of the council and the administration. For example,
it may matter little that local governments have a broad range of fiscal
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powers if all local decisions about financing and governance rest in the
hands of centrally appointed officials. Again, a broad range of practices
is followed. At one extreme are very centralized systems (such as those
in Bangkok, Seoul, and Tunis), in which the head of the city government
is appointed by the president. At the other extreme the local council
and mayor are elected (as in Brazilian cities and Colombo, Sri Lanka).
In between are many shades of centralization and decentralization. For
example:

* Under the presidency of Ferdinand Marcos, the mayors of the Ma-
nila region's cities and municipalities were elected, but the councils
and the governor of the Metropolitan Manila Authority were ap-
pointed by the president.

* Malaysian local government councils are appointed by the state gov-
ernment.

* One-hundred-fifty members of the Karachi Metropolitan Corpo-
ration are elected, and the other sixteen are appointed by the state
government.

If the political and managerial systems of a city are separate, there is
the issue of the status and appointment of the local public administrators,
that is, the municipal commissioner or town clerk, treasurer, assessor,
and so forth. Again, there are many variations. Though local councils
are popularly elected in the Indian federal system, the chief administra-
tive officer is a state appointee; in Mexico City, which has state and city
status, he is a federal appointee. Chief officers may be seconded from
the federal or state service in Nigeria, and the local assessor and treasurer
are actually central government employees in the Philippines. In many
Latin American countries, the municipal chief executive also represents
the central government in the municipality.

There is the provision, in most developing countries, for the central
government to dissolve the local council. Again, however, what these
provisions mean for local autonomy depends on the degree to which the
government exercises its powers. For example, Kingston's local council
is elected but may be abolished by the central government if the latter
finds evidence of an abuse of power. In fact, the Kingston-Saint Andrews
Council has been abolished four times since 1923; the latest occurrence
was in 1984 because of "financial irresponsibility" and "gross misman-
agement." Manila's local councils were abolished during martial law,
Bangkok's experience is similar to Manila's, Karachi's council was abol-
ished in 1971 but restored in 1979, and local councils in Bolivia and
Honduras were abolished in the late 1970s.

The Special City

The position of the city in a national system of urban governance may
be modified to take account of special problems, needs, or national goals.
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In almost every country, the capital city is afforded special status, and
more often than not it is given more fiscal autonomy than other cities
in the nation. Several factors have led to this special treatment. First, the
machinery of government, and therefore a disproportionate amount of
tax-exempt property, is in the capital. Second, because both the services
provided and the local administration are highly visible, local government
finance is inevitably a national political issue. Third, and perhaps most
important, the capital city tends to be the primate city. As such, it usually
offers a wider range of public services than other local governments in
the country. Moreover, because it offers more employment opportu-
nities and induces a greater rate of immigration, there are great pressures
of urbanization and congestion on public services.

Nearly all countries have responded to these special needs by creating,
by one name or another, a national capital district. For example, Bogota
and Jakarta are national capital districts with both city and provincial
powers, Nairobi was for many years the only chartered city in Kenya,
Seoul is a special city under the office of the president and has both city
and provincial status, and Kingston is an amalgamation of two parishes.
Though in most cases the status of special city is reserved for the capital
city, there are situations in which other large cities in the country are
afforded similar treatment. Pusan is a special city in Korea, but under
the Ministry of Interior; Rio de Janeiro is a special city; Chittagong and
Mombasa have become the second municipal corporations in Bangla-
desh and Kenya, respectively; and Beijing and Shanghai have provincial
status in China. In many countries, the criteria for special treatment are
less ad hoc, and cities are usually differentiated according to population
size.2 " Large cities are given more taxing powers and expenditure re-
sponsibilities, and in some countries the chief local officers are paid at
a higher rate. The most important of these extra powers is typically the
authority to tax at a higher rate.

The status of special city in effect creates a separate intergovernmental
system. This has both positive and negative features. Placing the city
directly under the nation's president, the common model, has the po-
tential to enable more effective coordination of various ministry activities
within the urban area and allow for special treatment of cities which are
qualitatively different from other urban areas in the country because of
their function, size, and development. It does not allow, however, for
the development of a unified intergovernmental system which might
establish a role for local government as a sector.

Conclusion

Empirical analysis suggests that about 15 percent of total government
spending in developing countries may be attributed to subnational gov-
ernments. But the aggregate statistic understates the fiscal importance
of urban local governments. The contribution of local government to
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the financing of public services in the larger metropolitan areas is much
higher-as much as a third to a half. This is perhaps of more substantial
fiscal importance for local governments than many would have expected.
But do these fiscal shares indicate a commensurate degree of fiscal au-
tonomy? The answer to this question depends on the way in which coun-
tries organize themselves to finance and deliver services at the regional
and local levels.

One hypothesis is that subnational governments under federal systems
are given more fiscal powers. This seems true for state governments, but
we cannot find evidence that the greater fiscal autonomy given to states
is usually extended to local governments. The choice of a federal or
unitary system, by our reckoning, is not a principal determinant of the
degree of fiscal autonomy of local government.

In fact, the main difference among countries turns out to be the degree
to which the central or state government controls the everyday operation
of the local governments. As noted above, central governments can con-
trol the fiscal operations of local authorities in many ways: local budgets
and borrowing may have to be approved by the center, the principal local
administrative officer may be appointed or approved by the government,
all or a portion of the local council may be appointed by the central
government, and local units may be restricted in what revenue sources
they may tap. The real issue, however, is the degree to which the higher
level of government chooses to exercise these controls. Two local gov-
ernments may have responsibility for providing primary education ser-
vices. In one instance decisions about the number and compensation of
schoolteachers may be made locally. In the other these decisions may
be a responsibility of the education ministry, allowing relatively little
local autonomy. The same kind of situation arises if increases in local
tax rates must always be approved. In some countries rate increases are
granted freely once the local council requests them, in others increases
need no approval at all up to certain limits, and in still others the central
government strongly resists increases.

The contrast between Kingston and Nairobi is a useful example of
different approaches to limiting the fiscal autonomy of local government
in two cities not too dissimilar in size or colonial heritage. Before its
two-year abolition beginning in 1984, the Kingston-Saint Andrews Cor-
poration (KSAC) had little responsibility for expenditure aside from that
for a few basic urban services. The central government in Jamaica pro-
vided and maintained all primary social services and infrastructure either
directly, with autonomous agencies, or through franchises to the private
sector. For all practical purposes, the KSAC had no taxing powers. The
city of Nairobi, conversely, has a full range of responsibilities for ex-
penditure, the power to tax property and (until 1975) even income, and
some authority to borrow funds. But in Kenya the central government
aggressively exercises its rights to approve and amend the budgets of



THE STRUCTURE OF URBAN GOVERNANCE 403

local governments, control the amounts and sources from which local
governments can borrow, and approve all increases in tax rates. Though
such controls exist in most countries, they are not always applied with
such fervor.

In the last analysis, what really matters is the will of the central gov-
ernment to allocate more fiscal autonomy to local governments. The signs
are not strong that the will is there. The subnational government share
of fiscal activity is not increasing, and one is hard-pressed to find ex-
amples of local governments being given substantially increased taxing
powers, especially access to the buoyant income and consumption tax
bases. Three examples illustrate how central governments have backed
away from granting more local autonomy. The central government in
Kenya unilaterally abolished an income-elastic local income tax in 1975
and replaced it with a grant of a fixed amount. The octroi, the main
source of city revenue, was abolished in Bangladesh in 1981 and replaced
by a grant of a fixed amount. Federal and state governments in Nigeria
abolished the local government's cattle and poll taxes.

The Structure of Large Metropolitan Areas

The division of fiscal responsibility between central and local govern-
ments is the vertical dimension of fiscal decentralization. The horizontal
dimension is the way large metropolitan cities organize themselves to
finance and deliver services within their areas. The issue takes on special
significance when one remembers that some of these cities are larger
than many countries and that some account for a significant fraction of
national population.

Metropolitan cities almost always have more fiscal autonomy than
other cities in a country, but the similarity ends there. Some deliver
services and levy taxes and charges primarily through an areawide general
purpose government, others use autonomous (decentralized) agencies,
and still others rely on a fragmented system of many small municipalities.
The choice of one of these systems of horizontal fiscal relations implies
a tradeoff between the various advantages and disadvantages of each.
Again, it is not a question of a best way to do things, but rather of the
weights attached to the efficiency and equity benefits.

At issue here are the fiscal implications of the three general models
of urban governance: centralized metropolitan government, under which
a single local government has responsibility for all or nearly the full range
of local functions and has a service boundary that includes the entire
urban area; functional fragmentation, under which the provision of ser-
vices is areawide but is split between the general purpose local govern-
ment and autonomous agencies; and jurisdictional fragmentation, under
which responsibility for the same local functions lies with many local
governments operating in the area. The structure of urban government
in most areas is a hybrid of these, though one form is usually dominant.
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To illustrate the practice of urban governance in developing countries,
we describe the systems used in several representative metropolitan areas
before turning to an evaluation of the implications for equity and effi-
ciency.

Centralized Metropolitan Government

The most common form of local government in developing countries
is areawide general purpose local government, that is, centralized met-
ropolitan government. Under this form most of the basic services pro-
vided in the metropolitan area are the responsibility of the city govern-
ment, and no other general purpose local government (municipality)
operates within the urban area. But the urban service area is usually
overlapped by one or more special purpose districts, for example, a water
supply authority or a bus company. Seoul, Kingston, and Jakarta have
more or less representative forms of centralized metropolitan gover-
nance.

SEOUL. The Seoul city government, the only general purpose local gov-
ernment operating within its urban area, is responsible for a wide range
of services.2" It is far from an autonomous local government: Seoul is a
special city under the direct control of the central government. The chief
administrative officer is the mayor, who is appointed by the president
and can exercise broad decisionmaking and executory powers with little
or no check at the local level. One exception to this centralized admin-
istration is school finance, which is administered by a semiautonomous
Board of Education composed of six members appointed by the presi-
dent, with the chairman being the mayor of Seoul. The Board of Edu-
cation is responsible for educational planning, including decisions on
expenditure, in conjunction with the Ministry of Education. Although
the education budget does not have to be approved formally by the city
government, it is recorded as a special account in the Seoul city budget.

There is little decentralization in fiscal decisionmaking, either in terms
of other local government bodies operating within the metropolitan area
or in terms of influences at the neighborhood level on expenditure de-
cisions. The city is divided into nine administrative wards, or gu, whose
boundaries appear to be more the result of history or accident than of
design for planning purposes.2 2 These gu are large enough that one would
not expect them to hold a more homogeneous population than does the
city as a whole. In point of fact, these administrative units serve as chan-
nels through which information on neighborhood problems can be trans-
mitted to the central administration, as units for tax assessment and col-
lection, and as centers for issuing licenses, permits, registrations, and so
forth. Decisions regarding the level and functional distribution of ex-
penditures within any given neighborhood remain at the city level.

In terms of horizontal fiscal relations, Seoul is perhaps as centralized
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as any city we have studied. This gives it the advantage of ease in co-
ordinating activities and in implementing plans. There is less chance for
duplication of services than under other systems, and the size of the city
should allow for the capture of economies of scale in the provision of
some services. But because the local government is quite large, it is
difficult to manage, and there is no ready mechanism for responding to
intracity differences in demand for the package of public services to be
delivered.

KINGSTON. The KSAC is a general purpose local government with area-
wide responsibility for the delivery of services.2 3 Three institutions make
up the structure of public administration: the Municipal Council, the
Municipal Administration, and the Water Commission.

The Municipal Council is responsible for all local public services with
the exception of water supply. The council (elected every third year)
consists of thirty-two popularly elected councillors and a mayor, who
must be a councillor and who is elected by the council. The mayor,
although having no special authority over the other council members,
has particular weight in policy matters having been elected by, and thus
able to speak for, the majority of councillors. The council prepares the
budget and can raise revenues, determine tax rates, and borrow, always
subject to approval by the central government. These powers may seem
broad, but it must be remembered that the KSAC has been given limited
access to revenue bases and little responsibility for expenditure. In 1984
it raised only 1.5 percent of total revenues from its own sources.

The KSAC administration is headed by the three statutory municipal
officers: the town clerk, the city treasurer, and the city engineer. All are
appointed by the council, and all can be removed from office by the
council with the approval of the central government. The clerk is the
chief administrative officer and has disciplinary powers over nonmuni-
cipal officers. The treasurer works in close collaboration with the clerk,
although the treasurer is also separately responsible to the council. The
engineer reports directly to the clerk.

The Water Commission is a semiautonomous body whose functions
are to provide water and sewerage services in the corporate area. It is
administered by a board of nine members appointed by the Ministry of
Public Utilities for five years and recallable at any time by the minister.
In 1973 the mayor of the KSAC was put on the board for the first time
since 1965, when the statutory requirement for local government par-
ticipation on the board was abolished. The commission reports directly
to the Ministry of Public Utilities, and its annual budget must be ap-
proved by the ministry.

By comparison with Seoul, Kingston allows for a good deal more cit-
izen participation in making the budget. Conversely, the KSAC has very
little responsibility for expenditure by comparison with Seoul and must
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coordinate all its activities with the central government and autonomous
water company. Other than the locally elected council, there is no pro-
vision for allocating resources to neighborhoods or otherwise decen-
tralizing fiscal decisionmaking powers.

JAKARTA. The city (district) of Jakarta (DKI) delivers a broad range of
areawide services (Linn, Smith, and Wignjowijoto 1976). There is some
degree of functional decentralization, in that a number of semiauton-
omous metropolitan public service enterprises exist; however, their au-
tonomy is limited to day-to-day management. Governmental authority
at the local level is shared between the metropolitan council and the
governor. The governor is appointed by the president, three-quarters of
the forty members of the metropolitan council are popularly elected,
and the remaining members are appointed by the minister of the interior.
The council's main functions are approval of the city budget, as proposed
by the governor; review of the activities of the executive branch; and
enactment of legislation concerning tax structure, rates and implemen-
tation, and orders regulating city affairs. In this last obligation, the council
shares responsibility with the governor, who may also issue regulations
through executive decrees. The executive of the DKI is headed by the
governor, who is assisted by four deputy governors and a general sec-
retary. The general secretary (sometimes also referred to as town clerk)
coordinates the daily business of the executive agencies.

The DKI administration supervises the activities of several semiauton-
omous local public enterprises-which are in charge of particular service
functions-and commercial corporations that are owned partly or en-
tirely by the DKI. The budgeting and accounting procedures of these
agencies are not subject to review by the metropolitan council or the
minister of the interior, but they must be approved by the governor.
Moreover, the governor has the authority to appoint the manager and
staff of each.

An interesting feature of the structure of urban governance in Jakarta
is the attempt to decentralize fiscal affairs to the neighborhood level.
The city is divided into 5 municipalities, each of which is headed by a
mayor. These municipalities are further partitioned into 2 7 districts, each
administered by a district head. The districts in turn consist of 200 vil-
lages led by village heads, and the villages are further subdivided into
neighborhood and family associations. These submetropolitan agencies
are extensions of the governor's office. They are meant to serve as two-
way channels of communication and control at the regional level to relay
information from the grass roots to the governor's office and back. These
sublocal administrative units have less autonomy than the lower-level
local government units in the rest of Indonesia (that is, the municipalities,
districts, and villages). In the DKI, sublocal officials are appointed by the
governor or the general secretary, and the sublocal authorities do not
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have their own revenue, expenditure, and budgeting authority. The sub-
local authorities are included in the general DKI budget, but their ex-
penditures cover only staff salaries and office-related equipment.

Jakarta, then, is highly centralized like Seoul in that considerable
power is vested in an appointed governor and in that a wide range of
public services is delivered. It differs, however, in two important re-
spects: a partially elected metropolitan council provides some citizen
participation in making the budget, and there is a mechanism for re-
flecting neighborhood preferences in the mix of public services.

Functional Fragmentation

In functionally fragmented metropolises, the municipal government's
responsibilities for services are limited, and basic functions are delegated
to autonomous local bodies. The difference between centralized met-
ropolitan governance and functional fragmentation is largely a matter of
degree, because almost all urban areas are overlaid by some special dis-
tricts; for example, water supply and sewerage are commonly provided
by separate companies. In some metropolitan areas, however, this func-
tional fragmentation has gone so far that local public enterprises have
been created to finance and deliver even some of the traditional services
of municipal government.

The advantages of functional fragmentation are easily seen. The de-
livery of services may be separated from political influence; a higher-
paid, more professional staff might be secured if the regular government
pay scales can be bypassed; and dedicated revenues from user charges
form a basis for financing capital expansions that might not be available
to a general purpose government. But it also has important disadvantages.
The more autonomous the agencies that operate within a metropolitan
area, the greater is their potential for duplication of efforts, the harder
it is to coordinate urban development, and the less possibility there is
to finance one service with the surplus generated through the provision
of another. The experience with functional fragmentation in Cartagena
illustrates some of the potential advantages and problems of this form
of metropolitan governance.

The Republic of Colombia is a unitary democracy, organized on a
national, departmental (state), and municipal level. Each department is
headed by a governor appointed by the president, and each municipality
by a mayor who is in turn appointed by the governor. The mayor shares
political responsibility with the elected municipal council and is the link
between the municipal administration and the autonomous statutory bod-
ies that provide most local public services to a municipality. These stat-
utory bodies have their own sources of revenue (from earmarked taxes
and/or service charges) and are independent in their day-to-day opera-
tions as well as in their fundamental policy choices. In fact, this inde-
pendence from legislative control is often cited as the main reason for
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the existence of such agencies. On the one hand, the agencies' freedom
from the political process enables them to achieve a high level of man-
agement and strategic planning. On the other hand, their freedom from
the budgetary control of the legislative bodies has made these agencies
attractive tools in the hands of the president, governors, or mayors, who
use them to pursue particular policies.

The municipal council's functions in Cartagena (Linn 1975) consist
primarily of approving the municipal budget, determining tax rates and
service charges, appointing the chief local government officers, and ap-
pointing the auditor for the principal autonomous agency, the Municipal
Public Service Company. The functions of the municipal government
are narrowly prescribed and almost entirely restricted to representative,
general administrative, and coordinating activities. This explains why the
mayor's position is not a full-time job. In summary, the municipal ad-
ministration of Cartagena is primarily a tax collection agency.

The Municipal Public Service Company (EPM) provides the majority
of local public services. The functions of the EPM include water supply,
sewerage, the construction and maintenance of roads, fire protection,
the administration of markets and slaughterhouses, the maintenance of
parks, the collection and disposal of refuse, and the cleaning of streets.
The EPM is governed by a board of directors, which determines the stat-
utes of the enterprise, selects its general manager, approves its budget
and important personnel decisions, decides (within legal limits) on the
service charges and taxes to be levied by the company, and in general
supervises the financial and economic development of the enterprise.
The board of directors consists of six members, including the mayor of
Cartagena, a representative of the president of the republic, two mem-
bers selected by the municipal council, one representative of the local
chamber of commerce, and one representative of the central bank. The
board selects its own president. The general manager of the EPM is re-
sponsible for the day-to-day management of the company as well as for
its long-term planning. He presents the EPM budget to the board for
consideration and approval and selects the personnel of the enterprise,
subject to approval by the board. He participates in the deliberations of
the board but has no vote. There are three other major decentralized
municipal agencies in Cartagena organized similarly to the EPM: the tele-
phone company, the Valorization Department, and the Tourism Pro-
motion Bureau.

The system of governance in Cartagena possesses some clear advan-
tages over the systems of metropolitan government described above. The
management and operation of the EPM and the other municipal enter-
prises can be more professional and detached from the political process,
and financing through user charges is more easily accomplished than
general tax increases. Conversely, coordination of activities has proven
to be a problem with the autonomous agencies, despite their overlapping
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boards of directors. Moreover, the dedication of revenues from an ac-
tivity (for example, telephones) solely to that activity is a rigid arrange-
ment that may lead to overinvestment in that activity. This kind of ear-
marking can be avoided under a centralized structure of metropolitan
governance.

Jurisdictional Fragmentation and Two-Tier Systems

A third approach to urban governance, jurisdictional fragmentation,
allows many general purpose local governments to exist within the same
urban area. This structure of local government is most often associated
with the United States, where single metropolitan areas may house doz-
ens or even hundreds of local governments with taxing power. But frag-
mented structures of local government are not uncommon in developing
countries. For example, four cities and thirteen municipalities operate
within metropolitan Manila; thirty-one of Sao Paulo's municipalities have
populations in excess of 100,000; and Tunis is comprised of thirteen
communes (municipalities). Many other developing-country cities use
this form of governance: Dhaka, Lagos, Lima, Madras, Medellin, and Rio
de Janeiro are examples. It is important to understand the crucial dif-
ference between the origins of functional and jurisdictional (geographic)
fragmentation. Functional fragmentation is often a deliberate and rational
decision; for instance, the functions of Colombian cities were split up
among autonomous agencies mainly to enhance managerial and financial
soundness. In contrast, geographic or jurisdictional fragmentation often
is just a natural consequence of urbanization-the expansion of me-
tropolises beyond old core cities into surrounding minor centers and
formerly rural areas without changes in jurisdictional boundaries.

The advantage of a fragmented government structure is that it moves
government closer to the people by creating smaller local government
bodies. The disadvantages may be that it gives up the possibility of cap-
turing economies of scale and may breed disparities in tax burdens and
public services among local governments within the urban area. To deal
with these disadvantages while retaining the inherent advantage of small
local governments, overlapping metropolitan governments have been
created. The strengths and weaknesses of this two-level governance
might best be understood if one example, Manila, is considered and
several metropolitan development authorities are described.

MANILA. The Manila metropolitan area is governed by nineteen local
bodies: four chartered cities (including the city of Manila), thirteen mu-
nicipalities, the Metropolitan Manila Commission (MMc), and an auton-
omous Metropolitan Water and Sewer Authority. In practice, the gov-
ernance of this system is highly centralized. The MMC chief executive,
the governor, is appointed by the national government, as are all local
councils and the chief officers (for example, treasurer, assessor, and en-
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gineer) of each municipality and city. Since the lifting of martial law,
however, the mayors and deputy mayors have been popularly elected.2 4

The size and wealth of local governments in urban Manila vary widely,
from Manila City's estimated 1980 population of 1.6 million to Pateros
municipality's 42,000. The MMC was created in 1975 to coordinate, in-
tegrate, and unify the services within metropolitan Manila. It does this
by providing some services directly and by exercising direct supervision
and control over local governments. The MMC derives about a third of
its resources from taxes and about half from contributions by constituent
local governments.

There is a formal structure for decentralized decisionmaking in the
form of the barangay-a grouping of about 200 families who choose a
chairman and six council members. The barangays, which have no in-
dependent taxing power but receive recurrent grants, have a range of
minor responsibilities for public services. In the city of Manila alone,
there are more than 900 barangays.

METROPOLITAN DEVELOPMENT AUTHORITIES. Metropolitan development
authorities (MDAs) have been a popular way to solve the problems re-
sulting from the geographic fragmentation of local governments in met-
ropolitan areas. This approach has been especially popular on the Indian
subcontinent. The following paragraphs give some idea of the form which
MDAS have taken in Bombay, Calcutta, Karachi, Madras, and Tunis.

* The Bombay Metropolitan Regional Development Authority is
mainly a financing agency which passes on loans to local authorities in
the Bombay metropolitan area. It also has some responsibility for the
capital budgeting and programming of metropolitanwide investment
plans.

* The Madras metropolitan area contains three municipalities, one
cantonment, and twenty-four town panchayats. The core city of the met-
ropolitan area, the Madras City Corporation, contains approximately 75
percent of the population, but only 11 percent of the metropolitan land
area. The Madras Metropolitan Development Authority was established
in 1974 to prepare metropolitanwide development plans and to initiate
and monitor their implementation. It also has a mandate to provide ser-
vices and to improve employment opportunities for low-income groups.
It employs a rolling five-year capital budget complemented by annual
capital budgets.

* The Calcutta Metropolitan Development Authority (CMDA) was set
up as a planning, supervisory, and coordinating agency, with some ex-
ecutive functions, in a highly fragmented metropolitan region. Its ex-
ecutive responsibility is generally limited to the investment stage-re-
sponsibility for operation and maintenance remain with the local
authorities. This division of responsibilities leads to an inadequate pro-
vision for recurrent expenditure needs because of the limitations of the
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local authorities' technical capacity to operate and maintain new facilities.
The CMDA lacks a true fiscal base of its own and is dependent mainly on
loans and transfers from higher levels of government.

* The Karachi Development Authority is a state body responsible for
all land development and for planning and authorizing new development
projects. It does not have an independent source of revenue, except for
proceeds from bulk sales of water, which are constrained by the un-
willingness of purchasers at lower levels of government to pay the set
rates in full. Similar MDAS were set up in 1974 for Islamabad, Lahore,
and Peshawar. In all cases the MDAs had responsibility for master planning
and project preparation and execution throughout the metropolitan area
and were under the direct control of provincial (state) governments.

* In 1972 the Tunis District was set up as a metropolitan authority.
Its main functions are to coordinate, plan, budget, and supervise all public
investments in the Tunis metropolitan area. Its staff is under the control
of the governor-mayor of Tunis. A planning board of local representa-
tives chaired by the mayor can suggest program and planning initiatives;
but a supervisory council consisting of the prime minister and other
ministers retains effective decisionmaking authority.

It is difficult to judge the success of metropolitan development au-
thorities because the returns from efforts to plan and coordinate are not
easily measured. Nevertheless, a number of general observations may
be made. First, metropolitan development authorities are likely to be
necessary and useful only if a substantial number of local governments
operate within an urban area. In other cases, annexation or amalgamation
of jurisdictions, interlocal compacts, or selective metropolitanwide pro-
vision of services by existing enterprises may be preferable.

Second, at least in India and Pakistan, the setting up of MDAS by state
governments has usually implied some loss of local autonomy. Third,
MDAs need to have executive functions and fiscal autonomy (resources)
if they are to coordinate the delivery of services within metropolitan
areas and provide certain services with areawide benefits. A planning
agency with only advisory powers cannot effectively play this integrative
role. Typically, MDAS have not been given such powers and as a conse-
quence their effectiveness has suffered.

Fourth, MDAS often fail to combine development (investment) and
operating responsibility and thus create the typical turnkey problem: the
agency responsible for the capital outlay and planning does not allow
sufficiently for the preferences and the technical, managerial, and finan-
cial capacity of the operating agency. The result is that local facilities
deteriorate for lack of adequate maintenance.

Evaluating Experiences with Alternative Structures

How does one evaluate the structure of local government in a met-
ropolitan area? What goals should be most aggressively sought in any
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reform of the structure? Which of the commonly used forms of horizontal
relations best satisfies the norms for a good structure? In fact, each pri-
mary form of metropolitan government has advantages and disadvan-
tages. One could make the case for each form being optimal, depending
on the criteria used for evaluation and on whether one views the situation
from the vantage point of central or local government. The norms for a
good structure typically considered in such an evaluation are economic
efficiency, technical efficiency, equity, cost containment, and autonomy
of local government (Bahl and Campbell 1976). The paragraphs below
describe these norms and survey the efforts of various countries to cap-
ture the advantages and offset the disadvantages of alternative systems
of urban governance.

Economic Efficiency

One criterion used in evaluating government structures is whether
resident preferences can be reflected in the local budget. The desire to
increase the welfare of the population, what we will call the concern for
economic efficiency, would seem to point toward more decentralized
structures and smaller units of local government. The core of the ar-
gument is clear: the closer government is to the people, all other things
being equal, the more likely a household is to have some effect on the
budget and to receive something closer to the package of public services
and taxes that it desires. Individual preferences are most likely to be
satisfied if the size of the decisionmaking unit is smaller, local preferences
are more homogeneous, and more fiscal autonomy is given to local gov-
ernments.2 5

A fragmented structure of local government-many municipalities op-
erating in the same urban area-would at first glance seem the best way
to give resident consumers significant control over fiscal matters. But
does the existence of smaller urban governments alone guarantee that
government will be close to the people? The evidence suggests not. As
noted above, most developing countries are not voting democracies, and
therefore the decisionmaking process of local government may not re-
flect citizen preferences. For example, until recently the councils of Man-
ila's eighteen cities and municipalities were appointed by the president.
Even if the councils were popularly elected, there remains the possibility
that the local government's fiscal activities would be so tightly regulated
by the center (or state) that the demands of local residents would be
partly neutralized. More damning is the fact that even local governments
operating under a jurisdictionally fragmented system still may be too
large to allow any significant measure of decentralized decisionmaking.
For example, the core metropolitan jurisdictions of Calcutta and Manila
have well over 1 million residents each. Finally, the smaller the local
government, the less efficient its administration is likely to be and the
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less able it will be to provide a package of services that reflects the
demands of citizens.

Gains in economic efficiency thus are the product of a system of gov-
ernance in which governments are small enough to give local residents
a choice, the political process allows local voters to reveal their pref-
erences, and the local government has the fiscal autonomy and technical
capability to reflect voter preferences in its budget and service delivery.
These conditions are met in few developing countries.

Another important issue for economic efficiency that arises in con-
nection with the fragmented structure of government is that some public
services are characterized by externalities: the social benefits and costs
of these services are different from those realized by the local com-
munity. As a result, the local community-left to its own devices-may
underproduce or overproduce these goods, and there may be some losses
of economic efficiency when government is brought closer to the people.

Here lies the efficiency tradeoff. Under a large metropolitan govern-
ment, fiscal decisionmaking is far from the people and there are losses
of economic efficiency by comparison with more jurisdictionally frag-
mented systems. Yet fragmented structures might better capture the
preferences of local voters but could lead to overall losses in consumer
welfare if they attempt to deliver and finance services whose benefits
and costs are areawide.

In fact, governmental structures in metropolitan areas have reacted to
the problem of economic efficiency in a predictable way. The accom-
modation in jurisdictionally fragmented areas-where one would guess
there is the most commitment to fiscal decentralization-has been to
assign functions characterized by significant externalities and economies
of scale to the regional or central government and to assign the remainder
to local governments. The system of local governments in the Manila
metropolitan area is an example of a jurisdictionally fragmented structure
in which an upper tier was created along these lines. The MDAS on the
Indian subcontinent described above are another.

Metropolitan government removes fiscal decisions farthest from cit-
izens. Hence the accommodation of creating small, subcity governmental
units which could facilitate more citizen participation is not an unex-
pected development in some cities. In some cases, the subunits have
been given control over some, albeit very limited, resources (earmarked
taxes or grants) and the authority to select projects. The alcaldes menores
(jurisdictions of minor mayors) of Bogota, the municipalities of Jakarta,
the barangays of Manila, and the juntas communales (common councils)
of Panama are examples of the actual devolution of resources. For ex-
ample, Philippine barangays are supposed to receive a 10 percent share
of local property taxes, a national grant, and a grant from the local gov-
ernment. Still, there is no evidence to suggest that the result of this
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devolution has been a substantial influence by neighborhoods on the
package of services. In some cases, the decentralized structure is created,
but there is no provision to pass resources to the subcity unit. Typically,
this results in no more than an administrative decentralization of the
metropolitan government; the gu subdivisions in Seoul, wards in Bom-
bay, and districts in Bangkok serve such a purpose.

Citizen participation is not restricted to situations in which formal
neighborhood governance exists. Informal organizations such as neigh-
borhood associations and community boards have sprung up in many of
the slums and squatter settlements in cities of developing countries, es-
pecially in Latin America. Their functions are to articulate citizens' de-
mands, offer judicial and law enforcement services, and even provide
some social services (often through cooperative self-help efforts). In
some Latin American cities, this development is now being integrated
with the formal structure of local government. One well-documented
example is the valorization process in Colombia, in which the municipal
community boards are an integral part of the decisionmaking process
(Doebele, Grimes, and Linn 1979).

What we make of the current practice is that the trend is not in the
direction of decentralization to capture gains in efficiency. Witness the
creation of MDAS in cities which have decentralized structures of local
government. Similarly, one does not sense much movement by metro-
politan governments to assign fiscal responsibility to neighborhoods or
to set up new subcity budgets. There are some decentralized municipal
structures, but these exist primarily for administrative and perhaps po-
litical purposes. In the case of the functionally fragmented structures,
the emphasis is so strongly on management and coordination, and on
capturing the advantages of specialization and centralization, that there
seems little attention left for the goal of economic efficiency. Satisfying
citizen preferences with public budgets may be a noble goal for
developing-country fiscal planners, but it would appear to be low on
their list of priorities.

Technical Efficiency

Higher on their list is technical efficiency, that is, finding a method
of delivering adequate public services at the lowest unit cost. A popular
notion is that the cost per resident of delivering a public service declines
as the number of residents increases; hence, gains in technical efficiency
are the result of economies of scale. Such an argument would lead to a
preference for areawide delivery of services, that is, for metropolitan
government or functional fragmentation. Jurisdictional fragmentation
would be the least preferred form of metropolitan governance.

Certainly the argument for economies of scale has much intuitive ap-
peal. If one large government replaces many smaller governments, there
are bound to be savings from the elimination of duplication of services,
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and with more size may come a greater possibility for cost savings through
capital-labor substitution. These savings may be particularly important
for metropolitan cities because of the superior ability of large local units
to finance additions to the capital stock of local government. Because
the consolidation of local governments increases the taxable capacity of
the financing unit, it also increases the ability of local units to borrow
and recover operating and capital costs through user charges. The con-
struction and operation of markets and slaughterhouses, and even tele-
phone and power companies, are examples of this.

To what extent does the argument for economies of scale hold up for
developing countries? The literature seems clearly to show that there
are economies of scale for such "hardware" services as public utilities
and transportation (see chapter 3). These economies may be captured if
the government is large enough to make the substantial capital invest-
ment required-for example, to build the proper-size sewage treatment
plant, to extend the water distribution system, or to buy the fleet of
buses. Jurisdictionally fragmented structures are at a disadvantage here
in that they are not large enough to make the capital investment necessary
to lower the unit cost of output. This is why in cities with fragmented
structures, such as Calcutta and Manila, responsibility for capital-inten-
sive services has been shifted to special purpose, areawide financing dis-
tricts or has been assumed by a higher level of government. Capital-labor
substitution is not the only way gains in technical efficiency might be
captured by large local governments. Small governments probably cannot
efficiently handle secondary education, hospital services, and even tax
administration because of the construction and equipment costs involved
and because specialty services might only be justified for large client
populations. In the latter category might fall large markets, slaughter-
houses, municipal sport stadiums, fire-fighting equipment for higher
buildings, detective services, vocational schools, and hospitals with a
broad range of services.

There is much less evidence that economies of scale exist in the pro-
vision of other public services. This is because many such services-for
example, primary education, clinics, and street cleaning-are labor-in-
tensive and have little room for capital-labor substitution.

In conclusion, if local government has significant responsibility for
capital-intensive services, the advantages for the centralized metropolitan
governance and functional fragmentation models will be greatest. More-
over, areawide provision may also capture the spillover costs and benefits
of such services.

Equity

A third standard for evaluating a government structure is the pattern
of geographical equity it produces. Specifically, the question is whether
the government structure per se leads to disparities in tax burdens and
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service benefits between similar households living in different parts of
the metropolitan area. This problem usually arises with jurisdictionally
fragmented structures. It leads to the following kind of situation. High-
income families will be pulled toward those jurisdictions with good public
services and (because of the concentration of wealth) relatively low tax
rates. Low-income families, zoned-out of these areas by high property
values, will tend to cluster in jurisdictions which have become less
wealthy and have higher tax rates and lower public service levels. The
more municipalities within the metropolitan area, the greater the po-
tential for this problem.

Do such disparities actually occur, and do people really vote with their
feet in this manner? Certainly this has been the case in the United States,
where a fragmented government structure has led to sizable fiscal dis-
parities between city and suburban jurisdictions (ACIR 1977, 1981).

There is not a great deal of evidence on this question in developing
countries. A World Bank analysis of metropolitan Manila revealed a wide
variation in efficiency of tax collection, tax effort, and per capita expen-
ditures among the seventeen constituent local government units (Bahl,
Brigg, and Smith 1976). For example, Makati, the wealthiest of munic-
ipalities, contained about 2 percent of the total municipal population in
1975 but accounted for about 41 percent of municipal revenues. Among
the four chartered cities in the metropolitan area, Manila city's per capita
revenues are several times larger than the average of the other three, and
Manila city's tax burden appears well below the average of all local gov-
ernments in the metropolitan area (Bahl, Brigg, and Smith 1976).
Prud'homme (1975) reports a similar result from a study of 1973 data
on metropolitan Tunis: per capita revenues in the commune of Tunis
were 1.6 times higher than the average in the other twelve communes.

Areawide governments are a better choice on the grounds of geo-
graphical equity because taxes are levied on a uniform basis. There may
still be disparities in service levels within the urban area-low-income
neighborhoods with less ability to pay for services may not have the same
access to these services as do high-income neighborhoods. Linn (1976c)
found evidence of such disparities in Bogota with a correlation analysis
between neighborhood income level and an indicator of level of services,
and Bahl, Brigg, and Smith (1976) found similar results with an empirical
analysis of disparities in levels of public services among neighborhoods
in Manila city.

Cost Containment

A number of general management issues might be lumped under the
heading of cost containment; that is, is one structure of local government
more amenable than the others to control the growth in government
spending? Local government expenditures might grow faster under a
more highly centralized, metropolitan system of governance for several
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reasons. First, a large city will be more willing to take on the construction
and expansion of capital facilities because of its broader revenue base
and its broader discretionary taxation and borrowing powers. Such capital
expenditures have a multiplier effect on total expenditures because they
require future maintenance costs, and because they may occasion com-
plementary costs (for example, the construction of a new municipal road-
way probably also requires changes in traffic control, street lighting,
street cleaning, bus routing, and so forth). Moreover, capital projects
carry an interest cost in addition to the project costs.

A second reason why more centralized, areawide governments exert
an upward long-term pressure on expenditures is that more revenues
can be mobilized by larger than by smaller local governments. Larger
urban governments are more likely to use income- and price-elastic con-
sumption and income-type tax bases, and property tax administration is
likely to be better in larger cities. Third, there is more political flexibility
at the level of the metropolitan area than at the level of the submetro-
politan jurisdictions to make discretionary changes in tax rates or user
charges. This is because local tax increases can be more closely identified
with particular elected officials than can areawide changes, which suggests
that politicians will be more willing to make unpopular tax decisions at
the metropolitan level than at the "neighborhood" level. As a result,
greater reliance on areawide tax bases could raise the long-term growth
rate of expenditure.

A functionally fragmented system also has features which might push
up the cost of providing services. First, the budget-maximizing technocrat
in charge of the autonomous agency may try to maximize the size of his
operation rather than expand and allocate resources according to com-
munity needs.2 6 Second, areawide, special purpose authorities may dedi-
cate revenues from user charges (for example, water rates) to finance
capital expansions. Because some utility operations generate a surplus
under marginal cost pricing, more resources and hence expenditure
growth might be expected. Third, autonomous agencies may raise taxes
and charges outside the usual constraints faced by local governments in
making fiscal decisions, and a faster rate of expenditure growth might
occur.

This is not to say that a jurisdictionally fragmented system does not
also have features which may stimulate costs. First, because economies
of scale cannot be captured, costs may be higher. Second, administrative
duplication may make costs higher, all other things being equal, under
a more decentralized system. Third, planning and coordination are more
difficult under a decentralized system, and as a result costs may not be
contained as well. Fourth, a more decentralized system is less likely to
make use of modern, cost saving management skills and technology.

It is difficult to draw a firm conclusion about the relationship between
cost containment and government structure. Moreover, a particular sys-
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tem may contain costs better in one developing country than in another.
Again, it depends on the functions, taxing powers, and general fiscal
autonomy given to local governments. All other things being equal, how-
ever, the view here is that the growth in expenditures is likely to be
greatest under more centralized systems.

Autonomy of Local Government

There does seem to be some relation between the structure of local
government within a metropolitan area and the degree of fiscal inde-
pendence given to local government. Functional fragmentation seems
more consistent with greater local autonomy. By setting up special pur-
pose districts or agencies, local governments may gain back a measure
of the autonomy taken away by central regulation. It has long been a
practice to create separate water and transportation authorities to make
possible a more professional (and less political) management, to avoid
civil service regulations in employment practices, and to create more
autonomy in taxing, pricing, and investment decisions. The use of au-
tonomous agencies in Colombian cities is one good example of this prac-
tice-the public empresas in Bogota (which provide street cleaning, tele-
phones, power, and the water supply) have proven to be effective in
circumventing central controls on personnel policy that would have been
binding had these services been delivered through general purpose local
governments. Some provinces and cities in the Philippines have used
local public enterprises to deliver and finance public and commercial
services such as markets, slaughterhouses, and even a convention center.
This separation from general government has enabled various pricing
adjustments to be made (and avoided what might have been cumbersome
civil service regulations) and even permitted the contracting out of man-
agement services (Greytak and Diokno 1983).

Conclusions: Reforming the Structure of Local Government

A jurisdictionally fragmented structure of local government seems to
be least suited to the cities of developing countries. Theoretically, it
offers a structure wherein consumer-voters can segregate themselves into
groups with like preferences and can affect the mix of public services.
But this efficiency advantage is rarely captured in developing countries
because local governments have so little autonomy to make fiscal de-
cisions, because the decentralized municipalities themselves are quite
large, or because the local governments do not have the technical where-
withal to produce the package of services desired. Moreover, the costs
associated with a geographically fragmented structure of local govern-
ment-fiscal disparities, diseconomies of scale, planning and coordina-
tion problems-may be substantial. The trend in developing countries
is clearly not in the direction of fragmented structures of metropolitan
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governance, perhaps because the cost of moving government closer to
the people is perceived as being too high.

In many cases where jurisdictional fragmentation exists, or where the
metropolitan area has spilled over into adjoining jurisdictions, reforms
have been proposed to deal with the problems of coordination, uniform
planning, and service provision. The most popular reform seems to be
the creation of a metropolitan development authority. Other approaches
to dealing with the problem are annexation (in Bogota), the formation
of municipal associations (in Medellin), and the creation of a metropolitan
tier of government (in Manila). Remedies for geographic fragmentation
are more easily found in developing countries than in industrial countries
because the central (or state) governments in developing countries tend
to have much more sweeping powers to set municipal boundaries, and
because in general there is much less of a tradition of autonomous local
governments to stand in the way of amalgamation. There are exceptions,
of course. In Calcutta, there is a very strong political base at the municipal
level and a very strong push to retain the autonomy of local units.

This would seem to leave metropolitan areawide government and func-
tional fragmentation as the best choices for local government in the cities
of developing countries. Again, however, there are problems as well as
potentials.

The independence of autonomous agencies is both a blessing and a
curse. On the one hand, it can produce professionalism in management,
remove decisionmaking somewhat from the political arena, and dedicate
revenues to the expansion and maintenance of a particular service. On
the other hand, it becomes more difficult to coordinate the delivery and
financing of services. Professional managers who are unchecked by local
governments and who have access to substantial revenues from user
charges may overspend on the function involved relative to what is spent
on all other local functions. The problem of coordination which arises
from functional fragmentation has been dealt with in three ways. One
is to create boards with overlapping membership; for example, in Col-
ombia the mayor may serve simultaneously on the boards of all local
autonomous agencies. The experience with this approach in Colombia
has not been uniformly successful. A second possibility is to limit the
number of autonomous agencies and encourage multifunctions, for ex-
ample, the Bombay Electric Company and Transportation Authority and
the public services empresas in Cartagena. This provides some fungibility
of revenues and reduces the problem of coordination, but only selected
functions are covered. A third possibility is to control the operations of
the authorities, that is, make them semiautonomous as in Jakarta. This
retains the advantage of the professionalism of the separate authority
but reintroduces political considerations into the decisionmaking pro-
cess.
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Metropolitan government has two important problems that call for
reform. The first is that the management and financing of certain services
are beyond the technical abilities of the city administration and need to
be separated from the local political process. The creation of autonomous
or semiautonomous agencies-some degree of functional fragmenta-
tion-seems to have been the answer to this problem. As noted above,
the ties between these agencies and the city administration may be made
in many ways. The second problem is that a way needs to be found to
allow neighborhoods to reveal their preferences for public services and
for the city budget to reflect them. There is no shortage of schemes to
deal with this issue in developing countries, but we have been unable
to find a clearly successful experience.

Summary and Conclusions: The Structure of Local
Government and Decentralization

We began this chapter with the question of what is the best way to or-
ganize local government to deliver and finance services in developing
countries. It will satisfy few that we have concluded with the answer, "It
depends." It depends on whether the governments of developing coun-
tries are more interested in letting the preferences of people be reflected
in the budgets of local governments-which suggests more decentrali-
zation-or in creating local governments that operate with maximum
efficiency, equalize interregional fiscal capacity disparities, or give the
central government maximum flexibility to mobilize and stabilize re-
sources (all of which suggest more centralization). There is some indi-
cation as to how governments view these tradeoffs in that they have
allowed only a relatively low degree of fiscal decentralization. Subna-
tional governments account for only about 15 percent of all government
expenditures, and this proportion has not been increasing.

This 15 percent share could be an overstatement of the fiscal respon-
sibility of subnational governments. This is because there is an important
distinction to be drawn between fiscal decentralization on the one hand
and moving government closer to the people on the other. Even with
more taxing power and expenditure responsibility, and even with the
creation of smaller municipalities, local governments in developing coun-
tries may not be able to respond to the demands of citizens for different
levels and mixes of services and financing. There are a number of con-
straints: local councils are often appointed rather than elected and there-
fore may not be representative of the local population; local taxing pow-
ers and responsibilities for expenditure are severely circumscribed; there
may be administrative constraints on local governments that prohibit
either an increase in taxation or an expansion of public services; and the
chief officers who carry out the delivery of services are often appointed
by a higher level of government. Because all of these constraints hold
more or less for most local governments in developing countries, one
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might guess that the total share of government expenditures which is
fully controlled by state and local governments is well below 15 percent.

There is much variation in the fiscal autonomy of local governments
within countries. The general rule is: the larger the population, the more
fiscal responsibility. The most fiscal latitude is given to large metropolitan
areas, where local governments account for a third to a half of total
government spending. Moreover, they tend to have more discretion to
raise tax rates, broader tax bases, more expenditure responsibilities, and
sometimes even the power to borrow from nongovernment sources. Still,
these local authorities do not have anything like the same degree of
autonomy as do many of their counterparts in industrial countries.

Three systems of horizontal fiscal relations seem to have emerged in
the governance of metropolitan areas. The first, jurisdictional fragmen-
tation-many municipalities operating within a single urban area-has
the most potential for recognizing differences in preferences and allow-
ing citizen participation. It fails, however, to produce uniformity of ser-
vice levels and tax burdens within the urban area, to allow for effective
planning or coordination of capital investments, or to deal with spillover
effects. For this reason, the trend has been toward creating an overlying
central tier of government (as in Manila) or a metropolitan development
authority (as on the Indian subcontinent).

Many urban areas in developing countries are organized as a metro-
politan government overlapped by one or two autonomous agencies (for
example, a water company or a bus company). This form of governance
has all the advantages of centralization-planning, capturing economies
of scale, and internalizing externalities-but it neglects diversity of pref-
erences because government is so large and so far removed from the
voter. Some metropolitan governments have attempted to deal with this
by creating small subarea administrative units, but mostly the problem
seems to have been written off as a "cost" of urbanization. Whether the
issue can be ignored as the great metropolitan areas surpass 10 and 20
million people is an interesting question.

The third system, the functional fragmentation model-in which ser-
vices are delivered by a set of independent public service agencies-is
popular in Latin America. It has potentially serious disadvantages of co-
ordination and it leads to a government farther removed from the in-
dividual voter than does metropolitan governance. But it has the great
advantage of specialized, professional management, and some degree of
freedom from the political process. There have been attempts to deal
with the problem of coordination by creating interlocking directorates
covering all local governments.

The experience with local government in the metropolitan areas of
developing countries, then, is one of accommodation. One model em-
phasizes local control and participation, another central coordination and
control, and a third technical efficiency. Although there is an underlying



422 INTERGOVERNMENTAL FISCAL RELATIONS

trend toward centralization, each system has been altered to move toward
the other two.

Appendix: Application of the Constrained Maximization
Model of Local Fiscal Behavior to Developing Countries

There is a well-developed literature in the United States which purports
to explain the determinants of local public expenditures. Among other
things, this approach has been used to get at the impact of federal grants
to state and local governments on their expenditure and taxing decisions.
The purpose of this appendix is to consider the applicability of this anal-
ysis to developing countries.

Local Public Expenditures

To what extent must the median voter model be bent to be applicable
in the developing-country setting? Some insights about patterns of ex-
penditure by local governments in low-income countries might be gained
by drawing the distinction between developing and industrial nations in
a more formal way. Let us assume that there exists a set of community
preferences, 11, for government goods (G) and private goods (X), and a
budget constraint (XG) as shown in figure 12-1. In equilibrium at a, the

Figure 12-1. The Median Voter Model of Expenditure
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local community would choose OG1 units of government goods and OX1
units of all other goods, and it would pay taxes of X1 X. Now assume
that income growth shifts the community budget constraint to X'G'. Left
to its own devices, the community would move to point b: it would
expand public consumption to OG 2 and private consumption to OX2 , and
it would levy taxes of X2 X'.2 7 Because the local government is allowed
to adjust its tax-expenditure pattern in line with its preferences-the
story goes-the community is able to increase its welfare from 11 to 12.

This story, however, is based on an industrial-country constrained max-
imization model and assumes a flexibility in fiscal response that local
governments in developing countries do not often have. In developing
countries, there are instead three rigidities: constraints on the amount
of services that local governments are capable of delivering, constraints
on revenue structure, and constraints caused by weak tax administration.
A fourth problem is the inability of citizens to reveal their preferences
for the provision of public goods and tax levels. Consider first the con-
straint on delivery. Suppose, as in this example, the community desires
to use some of its increase in income to provide better road maintenance
(to move from G1 to G2 ) but the skilled labor, raw materials, and equip-
ment needed to get the job done are not available. The community finds
itself stuck at G1 and moves to c, consuming the whole of the increase
in personal income in private goods and allowing the tax rate to fall from
(X1 X/OX) to (X3 X'/OX'). The community ends up at a less preferred
level of satisfaction, 13, because it could not get the increase in govern-
ment goods it desired. This example suggests why some local govern-
ments make a poor revenue effort.

Second, the constraint may be on the revenue side. Suppose the tax
administration is so weak that even with the increase in income, and even
with the technical ability to expand public service provision to G2 , it
cannot raise more than X1 X (= X3 X') in taxes. Residents of the com-
munity would prefer a higher tax rate, but the local tax administration
simply cannot respond. The community is again "stuck" at c, and the
gains in revenue mobilization and efficiency are not realized. Third, taxes
may not rise to X2 X' because the tax bases given to the local governments
are not income-elastic and the local government is legally prohibited from
increasing rates on the taxes to which they do have access. With the
second or third constraint, the result is a level of government goods
smaller than G2 (to the left of b), with an underprovided public sector
and a citizenry that has an untapped willingness and ability to pay more
taxes.

Fourth, the government may fail to recognize citizen demands for an
adjustment in the package of public services. The analysis presented
above is based on a presumption that there is a community indifference
curve which reflects the relative preference for public goods. In industrial
countries this may be seen as the preference function of the median
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voter, as interpreted by the elected officials who make the budgetary
decision. The officials, to maximize their chance for reelection, take the
median voter's preferences as their own. In developing countries, how-
ever, there may be no voters at all. And even if there are, local officials
often are not elected and may act on what they see as the preferences
of the appointing body-usually the state or central government. Hence,
another reason why public goods might not expand from G, to G2 in
the face of an increase in income is that local officials are not concerned
with citizen preferences. But one should not be too quick to dismiss
totally the idea of a preference model in developing countries. Voters
and nonvoters alike will show their displeasure with utility rate or bus
fare increases, or with what they see to be high property taxes. It would
be wrong to assume that even appointed officials are completely insen-
sitive to citizen preferences for public goods and taxes. In conclusion,
then, potential efficiency gains do not offer the same impetus for fiscal
decentralization in developing countries as in industrial countries.2 8

Tax Effort and Grants in Industrial Countries

To demonstrate the impact of grant design on tax effort in an industrial
country, assume a community preference function for government (G)

Figure 12-2. The Effects of Matching Grants on the Tax Effort
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and private goods (X), as shown in figure 12-2. At equilibrium (E1 ), the
community consumes OX1 private goods and OG1 government goods and
pays taxes of X1X. Now introduce a matching or cost reimbursement
grant that lowers the cost of government goods as described by the new
budget line XG'. If equilibrium moves to E2, the entire amount of the
grant (E1E2 ) will be used for the consumption of government goods, and
taxes will remain at X1 X. No change in tax effort has occurred. If more
than the grant amount is spent on government consumption, for example,
a solution at E2, then tax effort will increase. Solutions to the left of E2,
for example E'2, imply that some of the grant was effectively used to
reduce taxes below XlX.

Now consider the ways in which a grant may be designed to increase
or maintain tax effort. A partial cost reimbursement grant would cause
the budget line to pivot out toward XG' by lowering the relative price
of G. How far it pivots depends on the percentage of cost reimbursed
and the importance of the aided function in the local budget. Whether
one ends up on XG', hence whether or not tax effort is increased, de-
pends on the income and price-elasticities of demand and on the exis-
tence of other binding constraints. Suppose a maintenance-of-effort pro-
vision is in the grant design; that is, taxes may not fall below X1 X. If

Figure 12-3. The Effects of a Lump-Sum Grant on the Tax Effort
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the income- and price-elasticities are such that the community would
have chosen E2, a mandated solution at E2 will distort the local budget
from what it would have been in the absence of a requirement to maintain
effort and will lead to a loss in community welfare.

A second approach is to build a provision for tax effort directly into
the grant formula. The community, assuming that no one else increases
taxes, now sees itself on a new budget line such as XEIE 2 G'. How far
out the budget line pivots for taxation levels above X1 X depends on the
weight given to tax effort in the formula, that is, how much more G can
be obtained for a given increase in taxes (sacrifice in X). Again, the
answer one gets depends on the price- and income-elasticities of demand.

Another possibility is to make use of a lump-sum grant (neither match-
ing nor cost reimbursement) as is shown in figure 12-3. At the pre-grant
equilibrium (E1 ) the tax rate is X1X/OX. After the grant is given, the
tax rate may rise or fall, depending on the income-elasticity of demand.
At a unitary income-elasticity, equilibrium moves to E2 and the tax rate
is X2 X'/OX', which is equal to the pre-grant rate. At solutions to the
right of E2 , such as E', the demand for public goods is income-elastic
and tax effort will increase.

Figure 12-4. The Effects of Grants in Developing Countries
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The Application to Developing Countries

The case in the typical developing country is quite different, as is
shown in figure 12-4. Assume, for the moment, that there does exist a
preference function such as I1 which somehow drives local budgetary
decisions, and that there is an initial equilibrium E at (X1 G1 ). A lump
sum grant of amount XX' would have driven public services to point
G2 and changed the tax rate to X2 X'/OX'. The equilibrium at E' would
be determined by the income-elasticity of demand for public goods. Such
a response is not likely to occur in a developing-country city, however,
and public goods are more likely to be underproduced. Consider the
possibilities of two cases, A and B.

In case A, the income-elasticity of revenue from local taxes, the reg-
ulation of discretionary changes in local tax rate and base, and admin-
istrative problems all combine to restrict taxes to a maximum of X'X'.
This would imply no increase in government goods beyond G*. This
equilibrium in case A reflects a lower level of utility than 12. In case B,
the ability of the local government to deliver more public goods and
services is constrained to G*, hence local government resource mobi-
lization cannot rise beyond X*X'. In either case A or case B, local gov-
ernment goods will be underproduced by G*G2 .

There is another explanation for the possible underprovision of local
public services: the preference function of the higher level of government
has been imposed on the local government because local councils are
appointed or because the chief operating officers of local government
are seconded government officials. Even in the absence of technical or
administrative constraints, then, local budgets would not respond to grant
incentives.



13 Flows and Effects
of Intergovernmental Transfers

ONE WAY to resolve the conflict between central and lower levels of
government over the division of taxing authority and expenditure re-
sponsibility is a system of transfers from the center-shared taxes and
grants-to lower levels. This compromise solution permits central gov-
ernments to retain the authority to tax productive resource bases but
guarantees state and local governments a flow of revenues. A system of
grants is a step toward fiscal decentralization in that it finances local
government services, but the degree of autonomy it gives local govern-
ments to make their budget decisions depends on how it is structured.

It seems axiomatic that a program of intergovernmental transfers
should be designed to meet the government's objectives. But which level
of government should define the objectives? And because such objec-
tives as equity, revenue-elasticity, and neutrality often conflict, how can
priorities be established? These questions point to an important but fre-
quently misunderstood feature of systems of transfers: even the best
designed system will have advantages and disadvantages. On the one
hand, a formal program of transfers can broaden the resource base of
local governments and provide for a growing source of revenue if grant
distributions are tied to the growth of an elastic tax base for the central
government. Such a program has the added advantage of avoiding the
high administrative costs usually associated with tax assessment and col-
lection by local governments. On the other hand, grants can make local
governments less accountable for their fiscal decisions (they may now
increase spending without increasing taxes); hence, there will be less
incentive to improve the efficiency of local government operations and
develop innovative methods of delivering public services. Likewise it is
alleged that the tax effort of local governments may be dampened because
they will have less incentive to search for new sources of revenue or to
more efficiently collect taxes from existing bases.

Other advantages and disadvantages are much less clear-cut. For ex-
ample, an important issue in the design of grant systems is the centralist-
decentralist dispute over whether the size of the grant allocations will
be more or less controlled by the center. A disadvantage of central con-
trol, from the point of view of the local government, is that grant allo-
cations may become political decisions and therefore the amount of funds
will be uncertain from year to year. This makes fiscal planning very
difficult for local governments. But central control can make the central

428
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government's budgeting more flexible, and in that sense is a great ad-
vantage. Another example is that some grants carry matching require-
ments or expenditure mandates which distort the budget choices of local
governments. Viewed another way, however, such conditions attached
to the receipt of grants may help accomplish national goals. In fact, grant
policies are always controversial from some point of view, and the aca-
demic search for an optimal grant structure is likely to be no more fruitful
than the search for an optimal structure of local government. Indeed,
conclusions about the advantages and disadvantages of any program of
grants from central to local governments depend on whether a national
or local point of view is taken: one level's uncertainty about the regularity
and adequacy of grant flows is the other's budgetary flexibility.

To make matters more difficult, it is all but impossible to measure
whether a grant program achieves its objective; at best the answer may
be known only after the fact. The problem is that it is hard to separate
the effect of the grant from that of everything else; an increase in income
and employment or an improvement in tax administration may be as
responsible for an increase in local tax effort as is the grant. Similar
problems arise if we try to measure the extent to which a grant contrib-
utes to the equalization of fiscal capacity or to the provision of a basic
level of public services.

This, then, is the context for the study of intergovernmental grants in
developing countries: conflicting objectives and little possibility for ex
post facto evaluation. In this context, this chapter describes and evaluates
the range of grant programs used in developing countries and suggests
principles which might be used to evaluate the potential successes and
failures of these programs. We first discuss the revenue importance of
grants for raising revenue and then turn to a taxonomy of the systems
of grants most common in developing countries. Another form of grant
assistance-the capital subsidy-is given separate treatment. In the final
sections we consider the main problems and choices for policy which
arise in the design and operation of grant systems.

Our concern here is broader than grants-in-aid strictly defined and is
meant to include all transfers between governmental units. Hence, a
shared tax between the central and local levels of government is con-
sidered a grant if the tax rate and base are determined by the higher
level. (A shared tax is a local levy if the local government can freely
choose to set a sur-rate on a national tax.) We will also consider loans
to local governments as intergovernmental transfers, because these are
often substitutes for (or complements to) capital grants, are rationed
among local governments in a manner similar to that used for grants,
and often have the central government as the principal lender. Because
the focus in this book is on local government finance, particularly the
financing of large cities, our concern is mostly center-local and state-
local relations. We also, however, consider federal grants to states in this



430 INTERGOVERNMENTAL FISCAL RELATIONS

Table 13-1. The Importance of Intergovernmental Transfers for Local
Government Finance

Subnational government sharea of total Intergovernmental transfers
government expenditure as a percentage of government revenuesb

Share of more than 30 percent
Rio de Janeiro, Brazil, 1967 1.7
Rio de Janeiro, Brazil, 1984 0.4
Ahmadabad, India, 1971 4.2
Ahmadabad, India, 1981 8.6
Bombay, India, 1971 1.0
Bombay, India, 1975 1.0
Bombay, India, 1982 0.7
Calcutta, India, 1970 18.5
Calcutta, India, 1975 19.4
Calcutta, India, 1982 54.9
Madras, India, 1976 25.1
Madras, India, 1979 13.7
Seoul, Rep. of Korea, 1968 23.2
Seoul, Rep. of Korea, 1971 15.8
Seoul, Rep. of Korea, 1975 14.3
Seoul, Rep. of Korea, 1983 22.0
Ibadan, Nigeria, 1982 64.4

Share of 10-30 percent
BogotA, Colombia, 1972 12.9
Bogota, Colombia, 1979 8.8
Cali, Colombia, 1974 2.8
Cartagena, Colombia, 1972 12.8
Mombasa, Kenya, 1975 33.8
Mombasa, Kenya, 1981 32.2
Nairobi, Kenya, 1975 31.6
Nairobi, Kenya, 1982 24.7
Mexico City, Mexico, 1968 8.9
Mexico City, Mexico, 1982 26.3
Karachi, Pakistan, 1975 2.8
Karachi, Pakistan, 1982 3.0

a. In this computation, central grants to state and local governments are netted out of total
central government expenditures to avoid double counting.

b. Total local government revenues including borrowing.

chapter because the experience in this area has yielded some principles
for grant design and because local budgets in federal countries may be
compromised or enhanced by the size and structure of federal-state trans-
fers.

The Importance of Grants for Revenue

The reliance on grants as a source of financing varies widely across
cities. To many, the most surprising finding from the cross-section com-
parison of cities in table 13-1 is likely to be that grants do not show up
uniformly as the main source of local revenue; the share of grants in
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Subnational government sharea of total Intergovernmental transfers
government expenditure as a percentage of government revenuesb

Manila,' Philippines, 1970 30.0
Manila,' Philippines, 1975 30.0

Share of less than 10 percent
Chittagong, Bangladesh, 1983 41.7
Dhaka, Bangladesh, 1983 34.6
La Paz, Bolivia, 1975 9.0
La Paz, Bolivia, 1985 2.0
Francistown, Botswana, 1972 1.9
Francistown, Botswana, 1986 47.0
Abidjan, C6te d'lvoire, 1981 67.1
Addis Ababa, Ethiopia, 1973 18.7
Jakarta, Indonesia, 1973 21.1
Jakarta, Indonesia, 1981 39.1
Tehran, Iran, 1974 45.2
Kingston, Jamaica, 1972 67.2
Kingston, Jamaica, 1977 98.2
Dakar, Senegal, 1980 78.7
Colombo, Sri Lanka, 1977 19.0
Colombo, Sri Lanka, 1982 42.6
Bangkok, Thailand, 1968 19.8
Bangkok, Thailand, 1977 39.6
Tunis, Tunisia, 1972 0.7
Tunis, Tunisia, 1985 17.1
Istanbul, Turkey, 1968 28.0
Bukaru, Zaire, 1971 30.1
Kinshasa, Zaire, 1971 73.1
Lumbumbashi, Zaire, 1972 9.5
Mbuji-May, Zaire, 1971 29.8
Kitwe, Zambia, 1975 2.2
Lusaka, Zambia, 1972 6.0

c. Aggregate of all cities and municipalities in Metropolitan Manila.

total local revenue ranges from more than 90 percent to less than 1
percent. The sample was chosen solely on the basis of available infor-
mation.

One would be hard pressed to pull from these data a general statement
about what determines how much large cities in developing countries
rely on external resources. Indeed, the two most important observations
about the data in table 13-1 have to do with the patterns that do not
show up. First, for the dozen or so cities for which data are available for
more than one year, the trend does not seem to be in the direction of
a growing reliance on intergovernmental transfers-as many cities in-
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creased their share of revenues from grants as reduced it. Second, the
degree to which expenditure is decentralized in a country does not pre-
dict whether its large cities will depend on grants. For example, some
cities in decentralized India are relatively less dependent and the cities
in centralized Zaire are very dependent. On average, local governments
are no more or less dependent in a decentralized federation than in a
highly centralized unitary system.

A Typology of Grant Programs

Most studies of the effects of intergovernmental grants have been done
in the United States because it has a relatively decentralized federal
system in which grant policy is an important national concern and because
a substantial amount of comparable data are available for empirical test-
ing.1 Though the methodology and results of this work are the current
state of the art, a taxonomy of grants based on the U.S. grant system
would not apply to developing countries.2 This is because analysts of the
U.S. federal grant system are only concerned with interstate distribution,
whereas in most countries analysts must be concerned with both the size
of the divisible pool of grants and how it is allocated among recipients.
Some have referred to the pool size as having to do with the vertical
fiscal balance between the central and subnational governments and al-
location as having to do with horizontal fiscal balance.

A new taxonomy of grant systems that takes both of these dimensions
into account is diagramed in table 13-2. Consider first the determination
of the size of the total amount to be distributed in a given year, that is,
the divisible pool. The current practice suggests three basic approaches:
a specified share of national (or state) government tax revenues, an ad
hoc decision (such as an annual appropriation voted by parliament), or
reimbursement of approved expenditures. Once the amount of the pool

Table 13-2. Alternative Forms of Intergovernmental Grant Programs

Method of determining the total divisible pool

Method of allocating the Specified share of Reimbursement of
divisible pool among eligible national or state Ad hoc approved

units government tax decision expenditures

Origin of collection
of the tax A n.a. n.a.

Formula B F n.a.
Total or partial

reimbursement of costs C G K
Ad hoc D H n.a.

n.a. Not applicable.
Note: For definitions of forms A-K, see text.
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is determined, allocations among local governments are typically made
in four ways: by returning shares to the jurisdictions from which the
taxes were collected, that is, using a derivation principle; by formula; ad
hoc; or by reimbursing costs.

This two-way classification gives a taxonomy of twelve grant types; the
eight of these which seem more or less common in developing countries
are displayed in table 13-2. For example, the total national allocation for
a type B grant is based on a share of a national tax, but the distribution
among local governments is made by formula. Thus in the Philippines,
20 percent of national internal revenue collections are distributed among
local governments on the basis of population and land area. A type C
grant differs in that the distribution is on the basis of project costs, for
example, a fixed percentage of a national tax is distributed among local
governments on the basis of the cost of public works projects or teachers'
salaries. 3

Type C, G, and K grants are usually categorical (designated for specific
purposes) rather than general purpose: most grants that reimburse costs
are designated for specific projects and usually must be approved by the
central government. Type K grants may be open-ended in that the total
grant fund is determined as the sum of all reimbursable expenditures.
Type C and G grants are closed-ended: the degree of reimbursement
and the number of projects approved may vary from year to year ac-
cording to the total funding available.'

The remaining five types are all more likely to be general purpose
than specified for a particular use, and are all closed-ended. Type A is
a shared grant in terms of both the determination of the pool and its
allocation among jurisdictions; these funds are usually not earmarked.
Types B and D are probably the most common. The pool is determined
as a share of a national or state tax and is then allocated by formula or
ad hoc. For types F, G, and H the pool is determined in an ad hoc manner
(usually on a political basis) as part of the central government's regular
budgeting process. For type F the allocation is by formula, whereas for
type H it is purely ad hoc.

This taxonomy could easily be expanded, and many more types and
subtypes could be identified. To develop a perfect classification system
that takes every grant feature into account is not our objective, however.
Rather, we will make two uses of the taxonomy in analyzing grants for
equity, efficiency, administrative ease, and effectiveness in generating
revenue. First, we will be able to pay separate attention to the two di-
mensions of divisible pool and allocation. Second, we will be able to
better understand the importance of how grants are designed for meeting
the objectives of a grant system. Indeed, the objectives of a country's
system become very murky when (as often is the case) it combines several
of the eight types.



434 INTERGOVERNMENTAL FISCAL RELATIONS

The Pure Shared Tax

The purest form of shared tax-type A grants-requires that some
proportion of the amount collected in the jurisdiction of a local govern-
ment be returned to that local government, that is, that a derivation
principle of revenue sharing be applied. The higher level of government
deducts a fee for collection, usually a specified percentage of total re-
ceipts. Under this system, the local government has no control over
determination of rate and base. Type A is thus an intergovernmental
transfer and not a local tax.

Why would a shared tax be used instead of an outright grant or a local
tax? There are three reasons. First, the central government may be pur-
suing a bona fide program of fiscal decentralization and is intent on
guaranteeing the subnational government some share of locally gener-
ated revenues. Revenue-productive and income-elastic tax bases are most
likely to be devolved in large federal countries in which state and perhaps
local governments have substantial political power and diverse prefer-
ences. Brazil designates shares of the value added tax (VAT) for state and
local governments; Colombia shares beer tax revenues with Bogota and
the departments; Malaysia shares excise taxes on petroleum with the
states; and the Chinese central, provincial, and local governments share
the revenues from profit and sales taxes with provincial and local gov-
ernments. Second, the central government may see the need to mobilize
more resources from local tax bases but think that local governments do
not have the administrative capacity or political will to carry it off. Third,
the government may want to retain-through shared taxes rather than
independent local taxes-a method of fiscal control while answering
some of the calls for a better vertical fiscal balance.

Property Taxes

Perhaps the most common tax sharing arrangement is for property
taxes. The motives behind establishing a shared central property tax have
some appeal: it is a tax involving local assets and economic activity rather
than interstate commerce; local assessment and record-keeping abilities
are limited; and rate setting and valuation for the property tax are sen-
sitive political issues. A few examples may help convey the sense of
sharing the property tax base. Before 1974 property taxes in Jamaica
were shared with the local parishes on the basis of the location of col-
lection-the parochial taxes went to local governments and the general
tax was retained by the central government. The rate, base, assessment,
and collection were strictly central functions (Bougeon-Maassen and Linn
1977; Risden 1979). After 1974, the central government no longer
shared any portion of the tax on a derivation basis. Instead, a general
grant was instituted that bore no relation to revenues collected in a par-
ticular jurisdiction.
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Central governments in other countries continue to share the local
property tax on a derivation basis. Such an arrangement has long existed
in Indonesia (Linn, Smith, and Wignjowijoto 1976), though the property
tax accounts for a very small share of Jakarta's revenues. Property tax
sharing is also practiced in many Latin American countries (rural mu-
nicipalities in Brazil, Colombia, Costa Rica, and Guatemala), where the
central government levies and collects the tax on behalf of local gov-
ernments (De Mello 1977: 14-15).5 Many other countries have central
administration, at least of assessment, but allow local governments to set
rates. We do not consider this to be an intergovernmental transfer be-
cause the local government is free to set the rate.

Property transfer taxes are also shared with local governments and can
be a significant source of revenue. In Bangladesh, a tax of 1 percent of
the value of transferred land and buildings is levied by the central gov-
ernment and credited to the accounts of the cities and municipalities.
This tax generates about 5 percent of own-source revenues in Dhaka
and 8 percent in Chittagong. A number of other property-based, minor
taxes are shared with state and local governments; however, these taxes
(for example, taxes on vacant and agricultural land) tend to have a quite
narrow base and are not very revenue-productive at tax rates that are
politically acceptable. Central enforcement of these minor taxes often
tends to be lax: why spend a great deal of effort for such a low potential
return? Such devolurions do give local governments some additional
revenues, but do not provide a financial basis for significant expansion
in local services.

Are shared property taxes a successful transfer? They may be for small
municipalities in which administrative skills are limited and in which the
historical absence of a strong property tax leaves local officials loath to
impose a high enough rate or penalize delinquents. The argument for a
shared tax versus a local tax is weaker, however, for large cities. Up-to-
date valuation of parcels, identification of new improvements and sub-
divisions, and tracking ownership and land use changes might all be done
more efficiently at the local level (see also chapter 4). Even with central
administration, there would seem little reason to deny the local popu-
lation the right and the responsibility to set the tax rate within specified
bounds.

Consumption Taxes

All tax sharing with local governments, however, is not based on so
small a potential source of revenue as the property tax. Some local gov-
ernments have been given access to more productive and income-elastic
bases. Perhaps the best example is the value added tax in Brazil.6 Re-
sponsibility for administration and all revenues from the VAT on final
sales have been assigned to the states, but the federal government has
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retained the power to define the base and set the rate. In this sense, the
VAT is a shared tax for both state and local governments. Moreover, the
law guarantees that municipalities must receive 15 percent of state VAT

collections within their boundaries. The result is that this shared tax
accounts for about a third of total municipal revenues.

Some countries have agreed to share taxes that have consequences for
interstate and even international commerce. Especially important, and
troublesome, is the issue of whether state and local governments should
benefit from the central taxation of natural resources within local areas.
There are arguments that the states or local areas with mineral resources
ought to be compensated for being dispossessed of their land, suffering
from pollution, and perhaps needing to invest in additional development
of infrastructure. 7 The counterarguments are that state and local gov-
ernments should not permanently have their fiscal capacities enlarged
by an accident of geography and that grants rather than shared revenues
are the best way to compensate governments for social costs incurred
by mining activities. Such a debate ensued over the allocation of a share
of mineral royalties to Bendel and Rivers states in Nigeria in 1980. Both
Malaysia and Papua New Guinea return a share of mineral-based taxes
to the states on a derivation basis (see table 13-3). The debate about who
should get the fiscal benefits of natural resources is not limited to de-
veloping countries. The situations regarding taxation in mineral-rich
states and provinces in Australia, Canada, and the United States are other
good examples of this problem. 8

Advantages and Disadvantages

There are three important advantages to pure shared taxes. First, in
comparison with allocation by formula or ad hoc arrangement, under
sharing the amount of transfer to the local unit is certain and the fiscal
planning of local government is improved by this certainty.9 If ad hoc
(type D) methods of distributing earmarked national tax shares are used,
there is much room for debate over the proper method of allocation,
and for cost-reimbursement allocations (type C). The central government
may make ad hoc changes in the costs which are covered or in other
conditions for approval. Second, the sharing might give the local gov-
ernment access to an income- and inflation-elastic revenue base, such as
consumption or production, and thereby improve the adequacy of the
revenue raised by local government. Third, if conditions are not imposed
on the use to which the funds are put, local fiscal autonomy might in-
crease significantly.

This third advantage, of course, depends on the central government's
willingness not to tamper with the vertical fiscal balance that has been
created. This is not always the case. The Brazilian government redefined
the base of the state VAT to exclude projects of national interest, hence
dampening the flow of revenue. Mahar and Dillinger note the revenue
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loss to state and local governments, though they doubt Sao Paulo State's
estimate of a one-third reduction in VAT revenues (1983: 22-23). In
most cases, however, the sharing arrangements are fixed; for example,
in India the Finance Commission works out a new set of sharing per-
centages every fifth year.

Shared taxes are not without major disadvantages and enthusiastic op-
ponents. The Revenue Allocation Committee's 1978 report to the gov-
ernment of Nigeria stated: "It is our firm belief that the principle of
derivation has little or no place in a cohesive fiscal system for national
political and social development" (Nigeria 1978: 36). Eventually the Ni-
gerians did away with the derivation principle and installed tax sharing
by formula and ad hoc. From the point of view of the central government,
sharing arrangements tend to be inflexible because it is politically difficult
to change the earmarked percentages-the vertical balance-and be-
cause it is difficult to make year-to-year adjustments in the total budget
allocation to specific local governments. Such flexibility is important in
economies which are exposed to much economic uncertainty because of
external events (for example, rising energy costs, declining world prices
for minerals, typhoons, and so forth) and which therefore may require
stabilization.

An even more important problem with the pure shared tax is that it
is not equalizing. The return of revenues on the basis of the location of
collection will further enrich the wealthiest urban communities. This may
accommodate the government's need to provide resources to meet the
pressing expenditure needs of large cities, but it runs counter to the goal
of reallocating national resources so as to reduce interregional disparities
in fiscal capacity. For example, under Brazil's arrangement of value added
tax sharing with municipalities, an industrial city within metropolitan Sao
Paulo received $147 per capita in 1975 whereas a residential suburb
received less than $1 per capita (Mahar and Dillinger 1983: 43). Coun-
terequalizing transfers, because they are so visible and can be so extreme,
may provoke negative public sentiment, disrupt national unity, and offset
the distributional effects of other, equalizing transfers in the system.

The fact that this form of central assistance is effectively a local area
tax over which the local government has no control creates both advan-
tages and disadvantages. The advantage is that the lack of local control
frees local officials from having to make unpopular decisions about in-
creasing tax rates and enforcing collection. This feature probably makes
the tax more productive than would be the case if it were an independent
local tax. But the potential disadvantage with any form of central as-
sistance is that separating the pain of taxation from the pleasant benefits
of expenditure means that local governments are given less incentive to
operate more efficiently, to reallocate expenditures among functions, and
to increase the total level of spending or tax effort. The shared tax is
better than the other forms of central grant assistance on this count, and



Table 13-3. Pure Tax Sharing Arrangements with Local and State Governments

Country City or other jurisdiction, year Shared tax Sharing arrangement

Shared with local governments
Bangladesh Chittagong and Dhaka, 1983 Transfer tax on immovable Revenues from a 1 percent rate are returned on the basis of

property origin
Brazil States and municipalities, as of Value added 80 percent of revenues from this state tax are retained by the

1982 state government; of the remaining 20 percent, three-
fourths is distributed among municipalities on the basis of
origin and the remainder at the discretion of the state gov-

4\ ernment
x~1 Minerals 90 percent is distributed among states on the basis of origin;

of this amount, 22 percent is distributed among munici-
palities on the basis of origin

Property transfer A state tax, evenly divided between states and municipalities
on the basis of origin

Vehicle registration 45 percent of collections returned to states on the basis of
origin; distribution among municipalities at the discretion
of states

Brazil Municipalities, as of 1982 Rural land 80 percent distributed among municipalities on the basis of
origin

Colombia Bogota, 1984 Beer 40 percent of a 48 percent tax on producer price is returned
to the Bogota District and the departments on the basis of
estimated beer consumption

India Abmadabad, 1981 Property One-third of a state government surrate on the local property
tax is retained for local use

Open lands 75 percent of state government collections



Indonesia Jakarta, 1981 Property 100 percent of amount collected
Petroleum products Fixed amount per liter

Jamaica Kingston, before 1974 Property 50 percent of collections (parochial rates) on the basis of
origin

Vacant land 100 percent of collections on the basis of origin
Pakistan Gujranwala, 1970s Shared property tax with 50 percent on the basis of origin of collections

province
Zaire Kinshasa, 1970s Head tax for low-income Origin of collections

residents (based on income
level)

Shared with state governments

Brazil States, as of 1982 Education salary Two-thirds of collections returned to states on the basis of
origin (earmarked for education)

Malaysia States, 1980s Import and excise duties on 30 percent of yield is returned to states on the basis of deri-
gasoline vation

Export duty on tin 10 percent of yield is returned to states on the basis of deri-
vation

Export duty on timber and 100 percent is returned on a derivation basis to Sabah and
other forest products Sarawak

Nigeria States, 1979 Rents and royalties on in- 20 percent are retained by the states
shore mining

Papua Provinces, 1980 Export 1.25 percent of the value of exports generated in the province
New Guinea (with a two-year lag and minus any royalties paid to the

province)
Turnover tax on bookmakers 95 percent of collections
Motor vehicle and driver's 75-95 percent to provinces

license
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the greater the percentage of the tax to be retained, the more incentive
local residents will have to comply. The issue here is the extent to which
local taxpayers perceive the shared tax as being "kept at home" to finance
local services.' 0

Formula Grants

An alternative to the pure shared tax is to distribute the grant pool
among eligible local units on the basis of some formula. Formula grants
may be differentiated according to whether the total grant fund is de-
termined as a shared tax (type B), or on an ad hoc basis (type F; see table
13-2).

Determining the Pool

The shared tax or earmarked version of a formula grant requires that
the total amount to be distributed among eligible units be determined
as a fixed percentage of a national tax but that the allocation among local
units be determined by formula. The shared tax-formula grant is probably
the most common form of intergovernmental transfer. One may not,
however, easily find norms in the practice as to which taxes should be
earmarked for state and local governments or what percentage of those
taxes should be devolved (see table 13-4). The central taxes that are
shared cover the spectrum, for example, income taxes in Turkey, sales
taxes in Colombia, and a pool of nearly all central revenues in Nigeria
and the Philippines.

The ad hoc version differs in that the total grant pool is determined
by political decisions year to year; that is, the national assembly or the
president's office makes a budgetary allocation of some amount to each
grant program in each budget year, or the amount is determined in some
arbitrary way. This distributable pool is then allocated to state and local
governments by formula. The ad hoc determination of the pool is not
uncommon. Since the mid-1970s, Jamaica and Korea have both changed
from a shared tax to an ad hoc method, though both have retained a
formula for distribution among local governments.

The choice between the shared tax and ad hoc methods depends on
how much control the central (or state) government wants to retain over
the division of fiscal resources between central and lower levels of gov-
ernment, and on how much faith the center has in the ability of localities
to absorb increased revenues efficiently. Jamaica has little confidence in
the ability of local governments to use more revenues productively,
whereas Korea-although it makes substantial allocations to the local
sector-reserves the power to vary this amount as national needs dictate.
In Brazil, India, and Nigeria, where a tax share is used to determine the
grant fund, the inclination has been for the size of the share to creep up
over time.
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Which tax should be shared with subnational governments, and what
percentage of the tax should be shared? It depends on the extent to
which one wants to guarantee subnational governments a large revenue
base with potential for growth. Some countries have given quite income-
elastic bases to tax sharing programs, indicating a willingness to allow
aggregate local expenditures to grow as fast as central expenditures and
to be as susceptible to fluctuations in the business cycle.

Determining the Formula for Allocation

The formula for allocating the pool among local governments also
varies widely (table 13-4) but seems to reflect some combination of the
desire to equalize fiscal capacity or to reduce disparities in the levels of
public service and to encourage local governments to mobilize resources.
In almost every country the formula developed is constrained by the
availability of data at the state or local level. These constraints are some-
times so severe that the issue becomes less "what would we like to do"
than "what can we do."

The desire to balance regional inequities in the ability to finance public
services or in the level of public services actually provided is the primary
motivation for formula grants. Although the idea of giving more funds
to poor jurisdictions is straightforward enough, the practice is disap-
pointing. The problem is to find an operational measure for making an
equalizing allocation. Measures of personal income are commonly used
for this purpose in advanced countries but are rarely available below the
national level in developing countries. There are some exceptions to this
general situation; personal income estimates are made for states in some
large federal countries. As table 13-4 shows, Brazil and India partially
allocate certain grants according to per capita income. Or a certain part
of the grant may simply be reserved for those areas of a country that are
known to be poor, for example, the Northeast in Brazil.

Allocations intended to respond to needs for public services are
plagued by the problem of how to identify indicators of need and by
data limitations. Some countries have resorted to very general measures
of differences in the cost of providing services with no recognition of
differences in financial capacity. Population and land area are common
factors in grant formulas, probably more because of data availability than
because of the belief that these are rough proxy measures of need. In
some countries, grants have been allocated to match the needs for certain
services-usually those which are most important in the local budgets.
For example, measures of the need for road maintenance are not unusual
in grant formulas (road mileage in Jamaica, Kenya, and Tunisia; number
of licensed vehicles in Brazil).

Finally, some countries have attempted to build measures of tax effort
directly into the formula in order to stimulate local resource mobilization.

(Text continues on page 446.)



Table 13-4. Grants Distributed by Formula or Ad Hoc

City or other Method of distribution
Country jurisdiction, year Determination of total grant pool Eligible units among eligible units

Brazil All cities, 1982 23 percent of the industrial 10.5 percent to states, 10.5 State shares are distributed according
production tax and the percent to municipalities, and 2 to land area (5 percent) and
manufacturers sales tax percent to a special fund for population and inverse per capita

low-income northeastern states income (95 percent). The
municipal share is distributed 10
percent to the state capital and 90
percent to other municipalities on
a population basis. 20 percent of
the municipal share is earmarked
for education

Tax on fuels and lubricants 31 percent to state and 8 percent Weighted according to consumption
to municipalities of imported fuels (40 percent),

4.\ population (40 percent), and land
area (20 percent). Earmarked for
transport sector

Tax on electricity 50 percent to states and 10 20 percent by land area, 60 percent
percent to municipalities by population, 2 percent by

production, 15 percent by
consumption of electric energy,
and 3 percent by area of
hydroelectric projects. Earmarked
for investment in energy sector

Tax on licensing of vehicles States and municipalities Number of vehicles licensed
Colombia Bogota, 1980 15 percent of national current Decentralized special districrs for In the Bogota District and the

revenues less shared taxes primary education and public departments, 70 percent is
health distributed by population and 30

percent by equal shares. Of the
amount received by the Bogotd
District, 74 percent is allocated to
the Education Special District and
26 percent to the Special Health
District



BogotA, 1980; 30 percent of national sales tax Departments (states), The amount to be distributed among
Cartagena, collections municipalities, BogotA District the local governments is divided as
1975 follows: 70 percent is shared

among the departments in
proportion to their population; the
remaining 30 percent is shared in
equal parts among the
departments, regardless of
population- The departments
distribute 40 percent of their
respective shares among
municipalities on a per capita basis

India Ahmadabad, Proceeds of a pre-1939 toll tax on
1981 vehicles

States, 1970s 85 percent of individual income tax States 90 percent by population, 10 percent
collections less union surcharge, by origin of collection
agricultural income tax, and union
territory share (1979-84)

40 percent of excise duties (1979- States 25 percent by population, 25 percent
84) by the reciprocal of per capita

income, 25 percent by the
"poverty" ratio, and 25 percent by
revenue equalization

Plan grants determined annually on States 60 percent by population, 10 percent
an ad hoc basis to states whose per capita income

is below the national average, 10
percent according to tax effort, 10
percent according to outlays on
major irrigation and power
projects, 10 percent in
discretionary assistance for special
problems

Indonesia Jakarta, 1981 10 percent of foreign currency raised
through province exports in 1976
plus 5 percent automatic increase
per year

(Talble continues on the following page.)



Table 13-4 (continued)

City or other Method of distribution
Country jurisdiction, year Determination of total grant pool Eligible units among eligible units

Jamaica Kingston, 1973 50 percent of motor vehicle licenses Local authorities Mileage of parochial roads
Deficit grant; ad hoc distribution Local authorities "Approved" deficits

Korea, Rep. Seoul, pre- and Education grant: 11. 55 percent of All local governments providilg Fixed amount per school and per
4\ of 1972 national tax revenues education services class

Local share grant: 17.6 percent of All local governments Approved budget "deficits" defined
national tax revenue as the difference between

approved costs and 80 percent of
"collectable" revenue

Seoul, post-1972 Local share grant: ad hoc decision, Same as pre-1972 Same formula as pre-1972 except
depending on current budget that approximately 20 percent is
condition of central government distributed on an ad hoc basis by

the Ministry of Home Affairs
Subsidy: ad hoc determination Same as pre-1972 Approved on a project basis

Nigeria All cities, 1970s Distribution pool: 50 percent of State governments 50 percent is divided equally among
rents and royalties on inshore the nineteen states; 50 percent is
mining, 50 percent of excise duties distributed on the basis of

population
Philippines Manila, 1980 20 percent of national taxes All local governments 76 percent to cities and provinces[ and 24 percent to municipalities;

A share of specific excise taxes on ' 70 percent by population, 20
petroleum products | percent by land area and 10

percent by equal shares



Tunisia Tunis, 1972 Common fund: 10 percent of taxes Communes and governorates 10 percent of the total divisible pool
on production, consumption, and is distributed to the commune of
services, and 15 percent of taxes Tunis. Tunis also shares in the
on business licenses and remaining 90 percent as follows:
nonbusiness profits 17.5 percent of the total divisible

pool is distributed according to
population, 35 percent of the total
is prorated according to rental
value tax revenues, and 10 percent
of the pool is distributed among
the four largest communes
(including Tunis) on the basis of
the size of their ordinary budgets

Common fuel and tire fund: 10 Communes and governorates The commune of Tunis receives 10
percent of excise taxes on oil and percent of the divisible pool and
gas and 15 percent of tax on tires shares another 10 percent with the
iand tubes three other largest municipalities

according to size of the ordinary
budget. Approximately 53 percent
of the pool is divided among
communes according to the area of
their highway system, and the
remaining 17 percent is divided
among Governorate Councils
according to the area of their
highway system

Turkey Istanbul, 1968 5 percent of national income taxes Municipalities Population
25 percent of property taxes Municipalities Population
Motor vehicle and traffic fines (11 Municipalities Population

percent), fuel production tax (8
percent), and monopoly revenues
(2 percent)

15 percent of customs duties Municipalities Population
Zaire Kinshasa, 1970s Central government subsidy All cities Ad hoc distribution

determined on an ad hoc basis
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The Korean system (described below) is one effort to try to hold tax
rates at about their present level: if a city drops below the standard tax
rate, there is a built-in penalty in the form of a lower allocation. Other
programs are more aggressive and even try to reward higher tax efforts
in the allocation. For example, Indian Plan Grants include a measure of
tax effort in the formula, as does the Nigerian formula for sharing central
revenues with the states. Few countries can follow this practice, however,
because the common measure of tax effort is the ratio of taxes to personal
income and few countries have adequate measures of local personal in-
come.

Grants to Reimburse Costs

A third way to transfer central government resources to local govern-
ments is through grants that reimburse costs (types C, G, and K in table
13-2). Under such schemes, the center agrees to reimburse the locality
for all or a portion of the cost of an activity (if it is a portion, a matching
share from the locality is required). Grants to reimburse costs are typi-
cally tied to a particular government expenditure.

Determining the Distributable Pool

There are various methods for determining the total amount of grants
for reimbursed costs available for distribution. If a limit on the total is
desired, a specified share of a national revenue source or an ad hoc
method may be used to fix the size of the pool. A more open-ended
method is to reimburse all eligible expenditures. The catch here is that
the central government determines what is eligible; the grant is thus
always closed-ended. The closed-ended, shared tax method is often used
to support current services, and ad hoc determination is more frequent
for capital projects.

Determining the Distribution

There is a fine line between distributing a grant amount by formula
and distributing to reimburse cost. Both approaches may reflect differ-
ences in need and the objectives of equalization, and both may use exact
equations to arrive at a final distribution among local governments. Only
reimbursement, however, takes the cost of providing the service ex-
plicitly into account. This is a very important distinction. No less im-
portant is whether reimbursement is complete or partial; the choice sug-
gests two very different sets of consequences.

FULL REIMBURSEMENT. Full reimbursement of costs amounts to central
financing of a locally administered service; hence, no incentive is given
to the local government for improved efficiency in the delivery of the
service. Moreover, full reimbursement is likely to be accompanied by a
rigid central government approval process, and local government fiscal
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choices may be minimized if not eliminated. This is another reason why
such a grant is not likely to draw out a great deal of local enthusiasm for
improving the quality of the service.

Despite these shortcomings, full reimbursements are used, as de-
scribed in table 13-5. The idea is to stimulate the provision of certain
services by lowering their marginal cost to zero and by mandating a
certain level of service. Full reimbursement of teacher salaries is a com-
mon form of local grant. This method may promote the equalization of
services in different parts of the country and stimulate certain types of
activities, but it does not encourage local governments to mobilize ad-
ditional resources or lead to more efficient operations. For example,
grants were made to Calcutta and Colombo to compensate the municipal
budget for cost-of-living increases to local government employees, but
because the local governments did not bear these costs, there was no
incentive to be concerned with the productivity of these workers.

PARTIAL REIMBURSEMENT. Central governments have attempted to over-
come the problem of incentives by subsidizing less than 100 percent of
costs, that is, by requiring a match from the recipient governments. Such
grants to reimburse costs partially can stimulate the tax effort of local
government on behalf of the aided function. The amount of stimulation
depends on the percentage of reimbursement, which lowers the tax price
of the service in question; on the income- and price-elasticity of demand
for the service, which determines how the local government will expand
provision of the service in the face of the lower tax price; and on the
fungibility of local expenditures, that is, whether a dollar of matching
funds is simply taken from a nonaided service. (See the appendix to
chapter 12 for a more formal presentation of this situation.) Despite its
merits, this type of grant imposes important costs on the residents of
recipient communities and perhaps on society. The stimulation of ex-
penditure induced by the grant will distort the local budget in favor of
the aided service and against other services that local residents would
have chosen. Another potential cost is that such grants may be coun-
terproductive to the goal of regional equity. Many of the takers will be
wealthy communities, those most able to match the grants.

A big problem in designing a program to reimburse costs partially is
choosing the matching share. If the central share of reimbursement is
set too high, there will be too few takers and low-income communities
will be driven away from the program. If the central share is set too low,
the opportunity to stimulate more mobilization of local resources and
better management will have been bypassed. In practice, the matching
shares appear to have been set without careful quantitative assessment
of these possible effects (see table 13-5).

A notable exception to this approach is Korea's local share grant-its
largest grant program-which reimburses local governments in the



Table 13-5. Reimbursement Grants

City or other
Country jurisdiction, year Function Cost eligible for reimbursement

India Ahmadabad, 1971 Education 25-50 percent of approved expenditures
Health 50-100 percent of approved expenditures

India Calcutta, 1972 Employee compensation State grant covers about 80 percent of inflation compensation of mu-
nicipal employees

Indonesia Jakarta, 1981 General 100 percent of approved compensation for approved positions
00 Korea, Rep. of Seoul, pre-1972 Education 35 percent of practical training and laboratory fees

Education 100 percent of primary teachers' salaries
Capital projects Varying degrees of reimbursement tied to particular projects

Papua New Guinea Provinces, 1980 Capital works, maintenance, Estimated 1976-77 costs, increased annually by the lesser of the con-
and rural improvements sumer price index or changes in tax and loan receipts of the central

government
Pakistan Gujranwala, 1970s Capital assistance 65-80 percent of project costs
Sri Lanka Colombo, 1985 Employee compensation Grant from central government covers the increase in employee com-

pensation
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amount of the difference between the cost of an estimated standard of
public services and the revenue yield from a standard of tax effort. The
indicators of need are measures such as the number of voting districts
for election expenses, length of road for paving expenses, and population
for public health expenditures. In each case an approved unit cost is
prescribed by the Ministry of Home Affairs. On the revenue side, the
standard for financial ability is 80 percent of local taxes collected at
normal rates. The difference between expenditure needs and financial
ability defines the cost reimbursement to which that local government
is entitled. 11 The amount awarded, then, becomes a form of deficit grant.
A similar method is used in Zambia. This type of grant has merit in that
it is less likely to reward slack tax effort than is a straight needs allocation,
and it may be used to stimulate local public expenditures for targeted
services. But it is very complicated to manage; for example, standard
unit costs must be updated every year, and data on the many underlying
indicators must be gathered annually.

Another problem with grants that partially reimburse costs is that they
tend to carry central restrictions on reimbursable costs. The most com-
mon restriction is to require that all local governments participate and
that reimbursed expenditures be approved by the central government
(see table 13-5). The usual procedure is for the central government to
provide a list of eligible expenditures, such as number of approved po-
sitions, compensation levels, and construction standards. This practice
eliminates some of the problems of regional equity in that it mandates
a local contribution, but in reducing the option for local fiscal choices it
gives up the possibility for a maximum stimulation of tax effort. For
example, the possibility that local governments would be willing to raise
more taxes to meet their matching share of a teacher's salary grant could
be thwarted by placing an upper limit on the number of teachers per-
mitted.

Ad Hoc Grants

Perhaps the extreme case of centralization in grant design is an ad hoc
program (type H grants) in which the size of the divisible pool is de-
termined annually by the center and the distribution is made on some
subjective basis. For example:

* Virtually all open-ended construction grants which require approval
of each project

* That portion of any grant program allocated on a discretionary basis
by the state or central government

* Supplementary grants allocated for special purposes during the fis-
cal year.

The great advantage and disadvantage of ad hoc grants is that they do
not mandate a particular vertical fiscal balance between the central and
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local government. This gives the central government maximum flexibility
to redirect resources to sectors of greatest need, but it leaves local gov-
ernments vulnerable and uncertain about the finances available for them.
In many instances, the creation of an ad hoc grant program is motivated
by a desire to limit the financial autonomy and importance of subnational
governments. Several examples illustrate this point.

The government of Bangladesh abolished the tax of local governments
in 1981 and installed a compensatory octroi grant to replace the lost local
revenues. In the ensuing two years the divisible grant pool was set at
75-80 percent of previous octroi collections. Two years after establish-
ment of the compensatory grant, the real amount distributed was less
than half of 1980 real octroi collections. Moreover, the distribution
across local governments, based on 1980 actual octroi collections, did
not reflect changes in the relative degree of economic growth in the
recipient cities. 12 In Kenya a local wage tax was abolished by the central
government and replaced by a compensatory grant. By 1982, this grant
to the Nairobi City Council was at about the same nominal level as it
had been in 1973. Distributions among eligible local governments are
made on the basis of the relative amounts collected from the earnings
tax in the early 1970s. Virtually the same story of a declining transfer
can be told for Kingston after the replacement of the shared property
tax with a compensatory grant (Bougeon-Maassen and Linn 1977). Korea
is yet another example. Before 1972, Korea's local tax share grant was
fixed at 17.6 percent of national tax collections. An ad hoc determination
of the total grant fund was adopted in 1972, and the local share of national
tax revenues fell to 10.9 percent by 1977 (Smith and Kim 1979). In
1983, the share was set at 13.27 percent.

Capital Grants and Loans

Local capital projects are financed by a combination of capital grants,
loans, and short-term borrowing. Loans are usually allocated to the local
governments by the central government, their terms are dictated by cen-
tral regulations, and their repayment is frequently forgiven. Such loans
are in every sense a part of the system of intergovernmental transfers,
and are treated as such here.

Capital Grants

Because of the desire to encourage local capital formation, central
governments often earmark grants to local governments for capital pur-
poses. The two most common forms are block grants and project grants.
(Capital grants may be structured in any of the eight forms given in table
13-2.)

Block grants distribute the funds for capital projects to local govern-
ments but allow them to decide which projects to develop. Some mon-
itoring of the use of the funds is usually carried out, but each govern-
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mental unit is guaranteed its grant amount by some means other than
the inherent worthiness of specific projects. In the Philippines, grants
from a shared petroleum tax-distributed by formula-are designated
for capital projects and earmarked for the infrastructure funds of local
governments. In addition, 20 percent of the general grant to local gov-
ernments must be transferred from the general to the infrastructure fund
(Bahl and Schroeder 1983b: chap. 4). In Tunisia, 10 percent of the re-
ceipts from each of the two largest grant programs is earmarked for
capital purposes.

Project grants, which depend heavily on an approval process, are most
common if the central government is encouraging local governments to
invest in particular sectors, for example, housing and water supply.
Project grants have some important advantages over block grants. Block
grants are allocated without knowledge of how well the local government
can absorb the money to carry out and maintain the capital project. This
can result in an accumulation of cash balances or in expenditure of the
money for ill-conceived projects. 13 Project grants are much more likely
to draw out productive investment opportunities. But block grants have
some decided advantages over project grants. They are more easily ad-
ministered and can be implemented more quickly because the approval
process does not require a project feasibility study.' 4 Moreover, block
grants can be distributed by formula on an equalizing basis, whereas
project grants are more likely to go to those with more fiscal capacity
and stronger capabilities for project design and implementation.

Does either type of capital grant lead local governments to mobilize
more revenue or expend more capital? Project grants probably cause
capital expenditures to increase more than do block grants because there
is less likelihood that if a government applies for a project grant it will
be unable to absorb the funds and because funds for project grants are
more likely to be additions to planned capital spending. Project grants
are also more likely to stimulate an increase in revenue effort because
they can be given on a partial reimbursement basis and because their
use might be restricted to projects that generate income.

Loans

There is no theoretical or administrative reason why local governments
should not finance capital projects with borrowing. Capital assets are
long-lived and appropriately paid for over a period of time; and the
services produced by these assets can have local zones of benefits that
dictate the wisdom of drawing financing from the local area tax base.
Thus there is more and more interest in finding institutional credit mech-
anisms to finance local capital projects. This interest has risen with the
growing needs for infrastructure and the capacity of large urban gov-
ernments to repay loans. Yet local governments in developing coun-
tries-even large cities-do nor use credit financing extensively. This is
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in part because their financial ability to carry debt is limited and in part
due to central constraints on local borrowing. These constraints include
a cumbersome and often lengthy review and approval process, high in-
terest rates, high local capital matching contributions, and short loan
maturities. The underlying reason for these constraints, one suspects, is
that local governments are not trusted to spend the money wisely or to
repay their debt obligations.

Today, then, local borrowing in developing countries is highly regu-
lated and centralized-with a very few exceptions. The central govern-
ment usually establishes the total amount of credit available, eligible
projects, terms of the loan, and the actual distribution among local gov-
ernments. A central sign-off on local borrowing is required in nearly all
countries. Even with this common pattern of central control, however,
there are alternatives in designing local government loan programs. And
central governments have devised ways to promote credit financing by
local governments.

DETERMINING THE POOL. A description of loan programs in developing
countries begins with the same questions as a description of grant pro-
grams: How is the total divisible pool determined? How is it allocated
across local governments? The answer to the first question does not vary
greatly across countries. The central bank and the ministry of finance
usually set a total credit ceiling for the economy, and this amount is
rationed among potential borrowers (including the aggregate local gov-
ernments) in an ad hoc manner. Borrowing outside this limit is sometimes
permitted for larger cities, but not in great amounts and only with consent
from the center. Direct external borrowing by local governments is not
permitted, though "on-lending" by central governments to local gov-
ernments is not uncommon.

DETERMINING THE ALLOCATION. Techniques for allocating the total loan
among local governments vary widely. The range of possibilities may be
illustrated by describing four kinds of practices in various countries. First,
the loan program in the Philippines is done project by project, with
approval required by the Ministry of Finance (Hubbell 1983: chap. 6).
Less than full reimbursement of costs is typically provided because the
approved loan always falls short of the total cost. This appears to be a
convention rather than a legal requirement. Borrowing is from the gov-
ernment-owned Development Bank and Land Bank, and no formal ceil-
ing is placed on local borrowings. In fact, local governments have not
made substantial use of this system. By 1980, the gross outstanding debt
of local governments was equivalent to only about 2 percent of their
gross revenue.

A second possibility is the system of plan loans in India, which are
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apportioned among state governments in a more objective manner. The
shares of individual states are distributed by a formula which includes
population, tax effort, relative low-income status, and commitments to
irrigation and power projects. States are required to make matching ex-
penditures for certain kinds of projects as a condition of receiving central
assistance.

A third type of lending mechanism establishes a local government loan
authority as a central agency, as in Kenya and Tunisia. The Tunisian loan
fund is capitalized from a share of the divisible grant pool for local gov-
ernments, loans raised in the market, and repayments. The loan fund is
a source of subsidized credit to local governments but is distributed on
an ad hoc basis and involves a complex approval process (Prud'homme
1975).

Fourth, loans to local governments may be disbursed through a spe-
cialized credit agency. These have been set up in some Latin American
countries, for example, Brazil, Nicaragua, and Venezuela."5 The agency
may be capitalized with grants or loans from the central government,
foreign aid, contributions of shares from local governments, and ear-
marked taxes. This kind of specialized agency can maintain the expertise
to help local governments overcome barriers to project preparation and
develop proposals for credit financing. But agencies must at least break
even in their lending operations; hence there is careful scrutiny of the
creditworthiness of applicants. Because large, wealthy local governments
tend to have a greater capacity to repay, this mechanism is not likely to
lead to an equalizing system of loan distributions.

In most intergovernmental systems, large cities are given some special
privileges to finance debt, often including the authority to bypass the
usual regulations, to borrow more, and to borrow from sources other
than the central government. Case studies in Bombay (Bougeon-Maassen
1976) and Cartagena (Linn 1975) revealed that these city governments
borrowed long term from the private sector. The amounts involved were
nominal, however, and closely regulated by the central government.
Prud'homme (1975) reports that the commune of Tunis may bypass
much of the compliance procedure and work directly with the Ministry
of the Interior.

Short-Term Borrowing

Surprisingly, some local governments in developing countries are per-
mitted to undertake short-term borrowing. Linn (1975) reports that the
municipality of Cartagena and its decentralized agencies can cover budget
deficits with overdrafts and other short-term loan arrangements with
local banks. Kenyan local authorities have also made use of overdrafts
from commercial banks to cover annual shortfalls in revenue. Thimmaiah
(1977) reported a problem of states' unauthorized overdrafts from the
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Reserve Bank of India because the limits agreed to between the bank
and the state governments were exceeded and because overdrafts were
not repaid.

Evaluating the Alternatives

The design or reform of the system of grants in nearly any developing
country raises a common set of questions:

* What allocative effects will the system have? Will it make local
governments more accountable for their fiscal decisions, and will
it induce them to mobilize more resources?

* Will the system equalize differences between rich and poor areas
in public services?

* Will local governments receive an adequate flow of revenues?
* Will the total fiscal system be planned to operate more efficiently?
* Will local autonomy be improved or compromised by the system?

As we shall see below, the answers to these questions depend very much
on the design of the grant system.

Allocative Effects

The central issue in evaluating the allocative effects of a system of
grants is whether and how it distorts the level and mix of local taxes and
expenditures from what they would have been in its absence. There is
a rich literature on the subject, but with a few exceptions (for example,
Bird 1980, Bahl and Linn 1983, and Hicks 1977), it is focused on the
experience in industrial countries (for example, Break 1980, Oates 1972,
1977a, and Mathews 1980). The model for such analysis is well devel-
oped theoretically and has been extensively applied in the United States,
but its applicability to developing countries has not been carefully con-
sidered.

In developing nations, however, the allocative concerns are much the
same as in industrial countries: whether the system will make the local
government less accountable and therefore encourage inefficient oper-
ations, and whether it will cause the local government to change its al-
location of budget resources. Underlying these two concerns is the pos-
sibility that central grants are seen by local governments as a substitute
for locally raised taxes. If this is true, an increase in the flow of grants
leads to a one-for-one reduction in local tax effort, and local financing
is removed yet another step from the local population. These three con-
cerns-accountability, distortions in local budgets, and effects on the
local tax effort-are now each discussed.

ACCOUNTABILITY. The fiscal system of a local government can be struc-
tured to be an effective instrument for making local decisionmakers and
managers accountable for their operations. This accountability, which
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one hopes can make local governments more efficient, can be achieved
in three ways. First, local services can be financed by local taxes; hence
the accountability is to the local people who pay the taxes. If local councils
are elected and local chief officers are appointed (and removed) by the
local council, local financing can be a strong incentive for local govern-
ment to become more efficient. This route to efficiency, however, is
often thwarted because local officials and councils are appointed by
higher levels of government and may feel less responsibility to local
taxpayers than to ministry officials. A good case in point is the Philip-
pines, where local treasurers and assessors are central government em-
ployees and not strictly accountable to the local population. A more
extreme example is the appointment of local administrators in the after-
math of the imposition of martial law in Bangladesh in 1982. Schroeder
comments that "there was often a significant difference in leadership
style of the appointed administrators vis-a-vis the popularly elected chair-
men. In great part this stemmed from the fact that administrators had
no need to establish and maintain political support" (1985a: 19).

Second, the central government can mandate good local management.
If the central government strictly regulates local operations, then local
officials are accountable to it and not to the local population. This ap-
proach is often taken in setting standards for activities such as building
highways, setting teacher salaries, and determining user charges. But
central governments in developing countries do not have the wherewithal
to monitor carefully the activities of all local governments or perhaps
the vision to write regulations to cover every set of local conditions.
Carried to an extreme, mandates lead to situations such as a two-year
takeover by the Jamaican central government of the Kingston-Saint An-
drews parish government beginning in 1984.

Third, the central government can finance the local service with a grant
rather than a local tax but rely on provisions in the grant to induce local
officials to be accountable. The intuitive argument against financing with
grants is appealing: local taxpayers do not see grants as costing them
anything; hence they will not become agitated if the money is spent with
less than maximum efficiency. Neither will there be accountability to
the central government if the money is given with no strings attached.
This suggests that a part of the responsibility for ensuring good local
management could be shifted to the central government. Such a change
could be made with appropriate grant design, the principle being that
local officials should see a reward (or penalty) associated with the effi-
ciency (or inefficiency) of their operations. This could be done by man-
dating how the money could be spent and by requiring a match as a
condition for receipt of the grant.

This leads to the question of which types of grant referred to in table
13-2 do the best job of promoting accountability and operational effi-
ciency. The general answer is cost reimbursement grants (types C, G, K
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in the table), but only if there is partial reimbursement, that is, if the
local government must match the central contribution and if the receipt
of the money is conditional upon some specified use. The greater the
match, the more local officials are accountable to their constituents, who
must pay the difference. Full cost reimbursement grants, which require
strict central approval of expenditures, are especially likely to thwart
local initiative, although accountability to the center will be mandated.

A formula grant, with a provision for a tax effort in its determination
(types B or F in the table), may also serve the goal of accountability in
that the tax creates some pain for taxpayers and that it makes local officials
responsible to the taxpayers. The effectiveness of this approach depends,
however, on the importance of the tax effort term in the formula, and
as noted above, tax effort does not usually weigh heavily in formula
grants. Another possibility is that formula grants may be conditional and
require monitoring of the disposition of the funds. This is not usually
the case, and therefore accountability to the center is limited.

Taxes shared on a derivation basis (type A in the table) provide ac-
countability to local residents if the taxes are seen as local and if local
officials are locally elected or appointed. A general principle is the greater
the percentage share of the tax returned to the local government and
the more easily identifiable the tax, the more the local population will
identify with the tax. For example, the return of 100 percent of the
property tax is more likely to be seen as local tax revenue than is the
return of 10 percent of total central government tax collections.

BUDGET DISTORTIONS. A grant may cause a local community to change
its budget priorities. For example, if it receives a grant for education, it
may spend more on education than it would have in the absence of the
grant. Suppose the community is thought to be spending too little on
primary education to satisfy national goals. The result of a conditional
education grant could be to stimulate spending on that function, thereby
increasing national welfare, but at the cost of a higher tax rate or of
reduced community spending for some noneducation purposes. The local
community is clearly worse off-it has been deterred from reaching its
preferred budget outcome. The nation, however, may be better off if
the aided function (education in this case) is characterized by significant
external benefits. If the aided function does not have significant spillover
benefits, however, the community will suffer a loss in welfare but there
will be no commensurate regional or national gains.

The above discussion presupposes that the grant was effective in stim-
ulating local expenditures on the aided function and that the desired
increase in expenditures was induced. But not all types of grants are
equally effective in stimulating expenditures for a particular purpose.
Partial cost reimbursement grants (types C, F, and G), which lower the
relative price of one government service in comparison with all others,
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offer the best possibility for such an effect and are often used to give
financial support to services the government wants to encourage. Such
grants provide both a price effect (they lower the relative tax price of
each unit of the aided function) and an income effect (they increase the
flow of funds to the local government) to stimulate spending on the
function. Grants for teachers' salaries and public works are examples of
such programs (see table 13-5).

Another possibility is that central assistance may carry conditions or
mandates. The most obvious case is conditional grants, that is, grants
earmarked for a particular service. Indeed, conditionality is an element
of most grant programs. The above review uncovered a number of ex-
amples: central governments require that a specified percentage of grant
receipts be spent on economic development projects (Philippines), be
set aside for maintenance of capital projects (Bangladesh, Egypt), or be
spent on a designated activity. Does conditionality work as a means of
stimulating expenditures for specified purposes? The answer is that it
might, but it depends on the income-elasticity of demand for the aided
function, whether the local government would have spent something for
the aided function in any case, and whether local revenues are fungible. 16

Consider the Philippines, where a designated percentage of the general
grant to local governments is set aside for capital development. Are
capital expenditures really stimulated to a level above what they would
have been in the absence of the grant? Certainly the relative tax price
has not been lowered; that is, capital projects have not been made
cheaper relative to other public services. The only inducement is the
income effect; the local government will spend some of the grant for
capital projects just as it would spend some fraction of any increase in
its income for capital projects. But capital expenditures will surely not
increase by the full amount of the capital grant.

The central government might take steps to monitor the disposition
of the funds to ensure that all of the money is spent for the prescribed
purpose. But how could it do this? Local government revenues are fun-
gible, and there is no way to know how much the local government would
have spent in the absence of the grant. In the Philippines the central
government could only mandate that at least the grant amount be spent
for capital purposes.

TAX EFFORT EFFECTS. It is the tax effort issue-the fear that grants may
reduce rather than increase local revenue mobilization-that has prob-
ably raised the most questions about the allocative aspects of grant design.
Many central government policymakers would argue that grants to local
governments should be stimulative rather than substitutive; that is, a one
dollar grant should have the net effect of increasing total local expen-
ditures by more than one dollar. This implies that to receive an additional
one dollar in grants, the local government would have to match it with
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an additional amount of revenue. Because the tax bases traditionally left
to local governments are difficult to tap, it is necessary for them to be
quite resourceful in increasing revenues-a factor which argues that the
matching incentive ought to be considerable. A more realistic goal might
be simply a maintenance-of-effort requirement.

Can grant programs in practice be designed to stimulate local govern-
ments to find ways to increase tax effort? Theory does not give us a
perfectly clear answer, but it does suggest three possible ways to design
programs. First, tax effort can be built directly into the allocation for-
mula; that is, governments willing to tax themselves more heavily will
be rewarded by receiving a larger share of the divisible grant pool. The
logic here is that an increase in taxes would be rewarded by even greater
increases in expenditure benefits and therefore citizens would be less
resistant to the higher tax. The price of an increase in taxes, in effect,
would fall.

It can be shown that this is a necessary but not sufficient condition to
stimulate tax effort. It depends on how high are the income- and price-
elasticities of demand for local public goods, how heavily weighted is
the tax effort variable in the allocation formula, and whether or not all
local governments compete for a larger share of grants by raising taxes.
In any case, this method is not widely used in countries we have studied,
mostly because of the conceptual and empirical problems of measuring
the tax effort of local governments. Even in India, where it is used for
state governments, there is a very small weight attached to the tax effort
component of the allocation formula.

Second, a grant can be made to reimburse costs partially. Because the
government pays a share of the cost, aided local government goods be-
come "cheaper" relative to all other goods and the local population will
demand more of the now cheaper public goods. How much more they
demand will again depend on the strength of the income- and price-
elasticities of demand. However, partial cost reimbursement grants may
not stimulate revenue effort. Administrative and legal constraints may
simply make it impossible for the local government to mobilize additional
resources; that is, the incentive may exist and the population may be
willing, but the administrative and legal capacity to increase taxes may
not be there. The grant is likely to be fully spent on the aided function,
but no new taxes will be raised. The matching share for a public works
grant may simply come from what would otherwise have been spent for
primary education, or even from what the government would have spent
on public works in the absence of the grant. Expenditures on the aided
function may or may not be stimulated, but overall tax effort will not.

Third, a general purpose subsidy can be given. These are the most
common grants in developing countries. They are not matching and do
not contain a tax effort term in the allocation formula. They exert only
an income effect, and their stimulative effect on taxes depends on the
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strength of the income-elasticity of demand for government goods. Can
such grants stimulate revenue effort? Theory and empirical studies in
industrial countries suggest they cannot. If a community receives an ad-
ditional peso in grant funds, at least some of it will probably show up as
a lower rate of taxation (increased rate of spending on private goods)
than otherwise would have existed. Again, there is some evidence to
suggest that this might be less the case in developing countries. At least
for certain goods, the income-elasticity of demand for public goods is
stronger than unity. What we are left with then is an answer that it
depends on the package of services which the local government provides:
the less income-elastic, the more likely are grants to be substituted for
locally raised taxes. Grants may be designed to protect against this out-
come by requiring a maintenance of tax effort at current levels. Although
this would not stimulate tax effort, it might guarantee that a fiscal sub-
stitution would not occur. We could find no country that used such a
maintenance-of-effort approach.

Because theory can provide only a framework for analyzing the effects
on tax effort of grants in developing countries, we are left to search for
an answer in the results of empirical research. Unfortunately, there is
little to search. The results of a few econometric analyses do not turn
up clear evidence of either stimulation or substitution in the effect of
grants on public spending in developing countries. The general approach
in these analyses is to estimate, from a cross section of local or state
governments, the per capita expenditure (E) responsiveness to per capita
grants (G), usually from the functional relation:

E = a + biXi + cG

where Xi are other variables affecting the level of expenditures. If c >
1, then a one dollar increase in grants is associated with an increase in
expenditures of more than one dollar, which is a stimulative effect; if
c < 1, the grant is substitutive by the same reasoning; and if c = 1, there
is a maintenance of effort.

The results of such studies are quite sensitive to the data, model spec-
ification, and estimation technique used as well as to the country or
countries studied."8 Bahl and Pillai (1976) found that total federal gov-
ernment transfers stimulated total and development expenditures of In-
dian states in the early 1970s. The stimulative effects were attributed to
general purpose grants: shared taxes distributed on the basis of needs
and nonstatutory grants which are partly (10 percent) distributed on the
basis of tax effort. Other studies of the effect of federal grants on ex-
penditures of Indian states have indicated a neutral or stimulative re-
sponse. Conversely, Bird (1984: chap. 8 and app. 3) estimated a sub-
stitutive effect on departmental taxes in a cross-sectional study of
Colombia's tax allowance grant.

This question has been studied to some extent for local governments
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in a few developing countries. Bahl and Schroeder (1983: chap. 9) found
a neutral response of tax effort to grants for Philippine local govern-
ments. Dillinger's (1981) statistical estimates provide no evidence that
municipalities in Sao Paulo State reduced taxes in response to grant
inflows. Bird, however, found a substitutive effect for Colombia's sales
tax transfer to municipalities, though the substitution was greater in small
municipalities than in larger cities (1984: app. 4).

About the best one can conclude from this meager evidence is that
intergovernmental transfer programs do not appear to substitute mark-
edly for locally raised taxes. This result is not unexpected. To the extent
the binding constraints on local government tax effort are administrative
bottlenecks and central government strictures, one would expect grants
to be fully spent (see the appendix to chapter 12).

Equalizing Effects

An important feature of grants is the extent to which they equalize
fiscal capacities and levels of public service among local governments.
With so much discussion focused on the need to achieve more balanced
population and income growth in developing countries, there is much
concern about how central grants are distributed across regions and
among eligible units of local government. Moreover, the competition
among states, regions, and local areas makes distribution an explosive
political issue.

There is confusion about the purpose of equalizing grants in devel-
oping countries. Although the equalization feature of grant policy right-
fully attracts a great deal of attention, much of the discussion is unin-
formed or pointed more at political issues than at the analytical issues
of grant design. Before raising the question of what types of grants seem
to do the best job of equalizing, we consider the antecedent issues of
why a government would want to have a system of equalizing grants and
what are the alternative definitions of equalization.

OBJECTIVES OF EQUALIZATION. Governments of developing countries
might want to pursue a policy of equalization for two reasons. The first
has to do with the possibility of affecting the size of cities. The argument
goes that if public services can be improved in small cities and rural areas,
the rapid migration to large cities can be slowed. Because small munic-
ipalities and rural local governments have little capacity to support im-
provements in public service, a system of equalizing grants seems logical.
In effect, it is a transfer of resources from urban areas, where most taxes
are raised, to the rest of the country.

There are good arguments against equalization for this purpose. An
equalizing program from a fixed central pool necessarily means a smaller
share will go to urban governments. Such a tradeoff will be inefficient
if the rural government does not have the capacity to spend the funds
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or if there are significant economies of scale in spending by urban gov-
ernments. Moreover, it might be argued that urban areas have the largest
needs for public expenditure, that substantially more interpersonal in-
come redistribution can be achieved in urban areas, and that in any case
feasible increases in the relative quality of rural government services
brought about by equalizing grants are not apt to affect noticeably the
flow of migrants to the cities. Finally, one might argue that the produc-
tivity of public investments is much higher in larger urban areas than in
the rest of the country.

The second possible goal of equalizing grants is to eliminate some of
the disparity in fiscal capacity and the levels of public service among local
governments in the country. Again, the idea is to improve the relative
levels of services available to residents of poorer jurisdictions-perhaps
to satisfy some basic objective of meeting needs. The argument, however,
is motivated more by distributional goals-providing better services to
poorer people-than by any goals related to a national settlement policy.
It is a more defensible argument.

DEFINING EQUALIZATION. A first step in designing an equalizing grant
system is to define "equalization." There are at least two views on exactly
what a grant system is supposed to equalize. The first is that the intent
of the system is to equalize the capacity of local governments to finance
a given level of services. The second is that needs for expenditure should
guide the distribution of grant monies.

The capacity approach would lead to the inclusion of per capita income
in the revenue sharing formula. As is shown in the appendix to chapter
12, however, this program would provide no incentive for the recipient
government to increase its tax effort. To adjust for this, we might define
the fiscal capacity of a local government in terms of some normative tax
effort. A relatively simple and completely equalizing system could be
defined as follows:

(13-1) [ ti/n]Yi = T7

where ti = effective tax rate in the ith of n jurisdictions, Yi = personal
income in the ith jurisdiction, and T,* = estimated tax capacity of the
ith jurisdiction.

(13-2) T- G=

where T* = ,l(Tin), average tax capacity, and Gi = equalizing grant
to the ith jurisdiction. Assuming this arithmetic average of effective tax
rates to be a desirable norm for tax effort, a system of positive and
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negative transfers will result such that EGi = 0 and (T,*+Gi) will be
equal across all i jurisdictions.

Of course, such notions of full capacity equalization are not realistic.
Interjurisdictional disparities in fiscal capacity are simply too large to be
offset completely. Moreover, accurate data on personal income are not
available to measure differences in financial capacity or to gauge equal-
ization efforts. Perhaps this explains the virtual absence of this approach
in the developing countries we have studied.

The second view of the equalization objective focuses on expenditure
needs rather than fiscal capacity. That is, the grant formula needs to be
structured to channel more funds to areas where needs are greatest.
Need, however, is a subjective concept, and most governments have
simply chosen what seem to be sensible and objective proxy measures
rather than develop more sophisticated needs indicators. The crude in-
dicator of needs most often used is population; that is, equal per capita
allocations of assistance from the central government could arguably deal
with some variations in local needs. There are, of course, substantial
weaknesses in using population size to allocate central grants. It leaves
out considerations such as the concentration of poverty, economies and
diseconomies of scale, and the possibility that levels of income and pop-
ulation go hand in hand in many developing countries. If the most pop-
ulous jurisdictions also tend to have the highest income, a straight per
capita allocation will not be equalizing. An allocation which gives large
cities more per capita probably tends to widen the disparity in financial
capacity.

GRANT DESIGN AND EFFECT. In theory, formula grants provide the best
opportunity for equalization (types B and F in table 13-2). Ideally, for-
mula grants would include per capita personal income in the allocation.
Estimates of local personal income, however, are rarely available in de-
veloping countries (we know of none). In practice, formula grants are
most often distributed by land area and population (Colombia, Philip-
pines, Tunisia, and Turkey) and hence are not likely to equalize fiscal
capacity (see table 13-4). 19 Deficit grants may also be equalizing. If min-
imum approved expenditure levels and standard revenue yield are used
in computing the deficit, communities with higher fiscal capacities will
qualify for little if any of the grant. This turns out to be the case in the
distribution of Korea's deficit grant. Ad hoc grants (types D and H in
table 13-2) are potentially equalizing simply because the grant funds can
be arbitrarily directed toward those communities that are thought to have
the lowest incomes.

The other forms of central assistance are much less likely to provide
a relatively greater share of the total grant fund to the lowest-income
communities. Shared taxes distributed on the basis of origin of collection
are counterequalizing because they return a greater share to high-income
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communities. Cost reimbursement schemes often have a similar effect
in that they reward high-spending communities by defraying a percentage
of the cost incurred. Capital subsidies may be even more counter-
equalizing in that they award grants to those governments most able to
design and implement capital projects.

One cannot easily look to empirical work to verify the equalization
features of a grant system. There has been some empirical work, focused
mostly on the correlation between actual grant distributions and per
capita personal income, and on the share of central grants accruing to
large cities. Indian central grants to states (per capita) are significantly
and negatively related to state per capita income (Bahl and Pillai 1976).
Bahl (1975) found no significant relation between per capita grants of
the Gujarat state government and the per capita assessed values of the
jurisdictions within the state. Kim's (1977) study of the Korean grant
system relates the per capita distribution of central grants to per capita
incomes of Seoul City (which has provincial status) and the remaining
provinces. He finds that local education grants-allocated according to
numbers of students, classes, and approved costs-are highly equalizing.
Conversely, he finds the per capita local share grants-also allocated by
need-to be unrelated to variations in per capita income.2 0 In a statistical
analysis of the Colombian sales tax transfer grant to municipalities, Bird
finds "the present system tends slightly to favor those municipalities
which have less capacity and greater needs (1984: 413)."

One might also study the equalization issue by determining whether
grant funds are being diverted from or to large cities. Prud'homme's
(1975) study of the allocation of general subsidies between Tunis and
other communes in Tunisia suggests a counterequalizing pattern. The
allocation formula explicitly favors Tunis by allocating it 10 percent of
the fund, before distribution among the remaining eligible local units
(see table 13-4). Most of the remainder is distributed according to pop-
ulation, property tax collections, and the size of the budget-all factors
which would favor Tunis. The result is that Tunis receives 31 percent
of the total national subsidy even though it contains only 22 percent of
the population; per capita, it receives nearly twice as much as the average
of all local governments in the metropolitan area.21

Although the Jakarta metropolitan government receives some pref-
erential treatment as a capital city-it receives an additional grant which
amounts to 20-30 percent of the national government's general sub-
sidy-it does not receive a disproportionate share of total national as-
sistance. In fiscal year 1972-73, Jakarta received 3.37 percent of total
assistance, compared with its 3.97 percent of total population (Linn,
Smith, and Wignjowijoto 1976). In fact, only nine of the remaining
twenty-five provinces received smaller per capita amounts. By the mid-
1980s, Jakarta's share of total central grants had declined slightly to about
2.5 percent.
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Adequacy of Revenue

The most important purpose of the grant system is to provide an ad-
equate source of revenue for local governments. "Adequacy" is difficult
to define, but one might begin with two propositions: grants should be
large enough to redress the imbalance between the revenue bases and
expenditure responsibility assigned to local governments, and grant rev-
enues should grow at least in proportion to the growth in local population
and prices. The first goal might be satisfied by the central allocation to
the divisible pool and depends almost exclusively on the priority which
is assigned to improving the quality of public services assigned by local
governments.

The second proposition is more a matter of grant design. Achievement
of this goal would allow local governments a better opportunity to hold
real per capita expenditures approximately constant. Whether grants are
responsive to population and inflation, however, depends on three fea-
tures of the grant system: how the growth of the pool is determined;
how allocations among local governments are made; and whether the
central government actually makes the full monetary distributions called
for by the system.

A shared tax system of determining the total pool, if the tax shared
is income-elastic, is the best method of ensuring adequate revenue. The
Colombian and Philippine systems are, in theory, based on income-elastic
shared national revenue sources. If these shared taxes are distributed on
a derivation basis, or even on a formula basis weighted heavily toward
population, the goal of maintaining real per capita expenditures can likely
be realized. If the distribution of the shared tax is by origin of collection,
then the grant flow will be more adequate for large, high-income cities
than for small, poor communities.

Grant distributions which are tied to ad hoc government decisions are
the least likely to produce adequate revenue flows to local governments.
The temptation to reduce the local share to accommodate other national
needs is just too great. There are many examples, but the experiences
in Bangladesh, Jamaica, Kenya, and Korea described above are illustra-
tive. In each case the move to an ad hoc determination of the size of the
distributive pool foretold a slower rate of growth in local revenue.

Sometimes the very nature of a grant system is altered by changing
national priorities. Economic and social changes in the Philippines in the
1970s led the central government actually to distribute only about half
the grant entitlements of local governments (Bahl and Schroeder 1983b).
A shared tax base system was largely converted to an ad hoc system.
Linn (1975) reports a similar situation in Colombia.

Fiscal Planning

The grant system should be structured so as to encourage efficient
management and fiscal planning by local governments. Grant revenues
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should be a part of the local budgeting process, just like any other regular
revenue source. Unfortunately, budgeting for grant receipts is much less
certain in most developing countries. In some cases this is due to the
nature of the grant system itself. The sizes of grants determined on an
ad hoc basis can hardly be predicted, and forecasts of cost reimbursement
grants depend on speculation about which costs will be eligible and which
projects will be approved. At the other end of the spectrum, pure shared
taxes and shared taxes distributed by formula offer the best possibilities
for designing a grant system which improves local fiscal planning.

Local Autonomy and Decentralization

A final question is whether and by how much the grant system weakens
local autonomy, that is, the participation of the local population in fiscal
decisionmaking. In raising a given amount of revenue, a locally raised
tax would provide more autonomy than would a grant of equal yield.
This is because the burden would be placed on the community both to
set the tax rate and decide on the level and composition of expenditure.
A grant, however, does not necessarily weaken local autonomy severely.
It depends again on the structure of the grant system. At one extreme
is the pure shared tax, for which the local government does not set the
tax rate but receives a return on taxes paid in the local area. In this case,
there is not a complete separation of the pain of taxation and the benefits
received from the expenditure of those tax monies. Depending on the
conditions placed on the disposition of the grant funds, local autonomy
may be weakened least with this kind of intergovernmental transfer.

Beyond this point, one might say only that general purpose grants
provide more local discretion than do conditional grants (grants desig-
nated for a specific purpose, or requiring a matching contribution). In
theory, the general purpose or unconditional form does not distort local
budgets and-depending on the income-elasticity of demand for public
and private goods-will result in some combination of increased spend-
ing for various public functions and tax reduction.22 The conditional form
of grant-in-aid, conversely, is designed to stimulate spending for a par-
ticular function. For example, if local residents undervalue a government
service because full social costs or benefits are not taken into account,
a conditional grant may be used to stimulate spending on that function.2 3
This is usually done by making the grant-aided good cheaper than it was
previously by lowering the price paid by the local government for that
good. As a result, such conditional grants are, all other things being equal,
thought to change local budgets in favor of the aided good. Conditional
grants, then, are the more effective way of imposing the national will on
local governments; hence they compromise local fiscal autonomy the
most.

Cost reimbursement grants are conditional, and they would seem to
limit local autonomy more than any other form. If there is full reim-
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bursement for a particular function, the local government may have little
to say about the level or composition of services provided. For example,
the central government is not likely to pay all teachers' salaries without
playing the principal role in determining the number of teachers and
their salary schedules. Nor is it likely to fund capital projects without a
say in project design. Projects that partially reimburse costs also impinge
on local autonomy (compared with general purpose grants) because the
required match (price effect) induces a distortion in the local government
budget.

Policy Choices

If there is any clear conclusion to be drawn from the above, it is that
no optimal grant structure exists. What is a good feature of a particular
type of grant depends on whether one takes a local or a central govern-
ment view and on which objectives the government most wants to
achieve. This review suggests that developing countries are not of one
mind about what is most important. Some appear to push fiscal decen-
tralization and local autonomy. Others are more concerned with tax ef-
fort, equalization, or the stimulation of local expenditures on particular
activities.

The grant systems which have evolved in developing countries are
mostly a mixture of the eight grant types discussed above. In light of
the different effects of these grant types, it is difficult even to infer the
underlying objectives of grant policy, much less to evaluate the net ef-
fects on equity, allocation, and so forth. More likely than not, this mixture
exerts offsetting as well as reinforcing effects and the net effect on any
given objective is uncertain.

Given this state of affairs, it is not surprising that intergovernmental
grant systems in developing countries are in a state of flux as each country
continues to look for the proper system. What is proper, however, de-
pends on the point of view one takes. Accordingly, it would seem useful
to summarize the advantages and disadvantages of the grant types dis-
cussed above, recast in terms of the relative preferences of central versus
local governments. The policy matrix in table 13-6 enumerates eight
important objectives of a grant system.

Maintenance of Control

Both central and local governments wish to maintain as much control
as possible over local finances. The central government is always sus-
picious of the ability of local units to operate efficiently, whereas local-
ities are always seeking more autonomy to meet rising budgetary needs.
Central governments can maintain maximum control over local finances
if the total grant fund is determined ad hoc and if allocations are made
by formula or to reimburse costs (that is, grant types F, G, H, and K in
table 13-2). These are noted by P in the first row of table 13-6 to indicate



FLOWS AND EFFECTS OF INTERGOVERNMENTAL TRANSFERS 467

Table 13-6. Appropriateness of Various Types of Grants to the Objectives
of Governments

Grant typea

Objective A B C D F G H K

Of central government
Maintain control over local

finances L L - - P P P P
Equalize services and fiscal

capabilities among localities L P - P P - P
Stimulate expenditures for a

particular function or overall
tax effort - - P - - P - P

Increase local tax effort - - P P - P - P

Of local government
Maintain control over local

finances P P - - L L L L
Plan efficient budget P P - - L L L L
Increase adequacy of local

revenue flow P P P - L L L P

Joint
Minimize administrative costs P - L - - L - L

Note: P = most preferred; L = least preferred, - = effect is uncertain.
a. See table 13-2 for a description of grant types.

that they are most preferred by the central government, and by L in the
fifth row to show that they are least preferred by local governments.
Large, wealthy local governments prefer a shared tax redistributed on
the basis of derivation (grant type A). Shared taxes distributed by formula
(grant type B) also permit a reasonable amount of local control and are
favored especially by small municipalities. These again are noted by L
and P, respectively, in the table. In many cases covered in the study, the
dominant grant types are A and B, indicating a concern for allowing
some degree of local autonomy. Type B is relatively more of a compro-
mise, for although the total pool is determined automatically, the dis-
tribution among eligible units remains in the hands of the central gov-
ernment.

In two of the cities studied here-Ahmadabad and Jakarta-there was
a mixing of the two systems which included both type A and F grants.
This indicates the importance of compromise in the development of
intergovernmental systems but also shows the potential for creating a
grant system with offsetting effects. Of the remaining cities, Cartagena
and Tehran had intergovernmental transfer systems which tended toward
more local autonomy, although Seoul (especially) faced a more central-
ized system.
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Equalization

Presumably, central governments would like to use the grant system
to equalize public services or fiscal capabilities among jurisdictions in
the country. At the very least, the central government would want a
flexibility to pursue this objective if it so chose. The best grant systems
from this perspective are those that distribute ad hoc or by formula (types
D, H, B, and F) to recipient units. Especially attractive from a central
vantage is type H, which allows the center to make annual changes in
both the amount of equalization grants and their distribution across lo-
calities. The least preferred by central governments, and by the poorer
provincial and local governments, is the pure shared tax (type A), for
which the point of origin principle of distribution guarantees a coun-
terequalizing pattern.

Stimulation of Expenditure

The central government may also wish to induce local governments
to increase spending on a particular function or to increase overall tax
effort. The preferred grants to stimulate expenditure are those that reim-
burse costs (types C, G, and K). As demonstrated above, these grants
allow the central government to influence local government behavior
through both an income and a price effect. Formula grants with an in-
herent tax effort term conceivably have the same effect, but this is not
proven by experience in developing countries. Local governments, con-
versely, see reimbursement grants as compromising their expenditure
choices and prefer general purpose grants.

Efficient Budgetary Planning

It is important that local governments be notified of the annual grant
amount in time for their budget processes. If the amount is tied to rev-
enues from a national tax and determined by formula or as a percentage
of local collections (type A or B), the local government can estimate the
anticipated receipt with reasonable accuracy. But if the amount is de-
termined ad hoc by the central government (types D and H) or is de-
pendent on a rather vague definition of approved expenditures (types
C, G, and K), the size of the transfer will likely not be certain at the
time of local budgeting.

Revenue Adequacy

It is difficult to argue which grant types result in a more or less ad-
equate flow of revenues to local governments. Shared taxes offer the
best possibilities if the national tax chosen for sharing is based on income
or consumption. Similarly, cost reimbursement grants can improve the
income-elasticity of the revenue system, because education finance is a
prime candidate for such grants. Grant funds determined ad hoc lead to
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the slowest revenue growth because central governments seem to view
grants to local governments as one area to cut during times of budget
crisis.

Administrative Costs

Central and local governments share the objective of minimizing the
administrative cost of raising revenue. In one sense, grant funding is
better than locally raised taxes, because the ability of the central gov-
ernment to collect taxes is better than that of local governments. Yet
the creation of a grant system requires a bureaucracy to monitor the
distribution and the disposition of the grants. The more complicated the
distribution system and the more elaborate the checks on how the money
is spent, the greater the administrative costs.

Cost reimbursement systems are probably the most expensive in that
they require the eligibility of costs to be monitored or the design of
capital projects to be evaluated. The least costly is the pure shared tax,
especially if the base is a national tax levied irrespective of the sharing
arrangement. The more complicated the sharing formula, however, the
more it will cost to implement a shared tax system.

Tradeoffs

This analysis illustrates the principle that one policy instrument (grants
in this case) cannot accomplish all objectives. For example, if the principal
objective is to equalize fiscal capacity across jurisdictions, the goals of
stimulating local government tax effort, minimizing administrative costs,
and promoting local autonomy are not likely to be well served. The
matrix in table 13-6 only suggests the degree to which designing a grant
system requires first deciding which objectives are essential and which
can be sacrificed.

A natural response to this problem is to include various types of grants
in the system, for example, formula grants to equalize, pure shared taxes
to provide adequate revenues to large cities, and cost reimbursement
grants to stimulate tax effort. Although each grant may accomplish its
objective, these effects may be offset by the workings of the entire grant
system.



14 Epilogue: Lessons for Policy

THEORY, COMPARISON of theory with practice, and analysis of the
effects of various local financing and expenditure practices provide some
lessons for policy. Several themes recur in the chapters above:

* The right amount of fiscal decentralization in developing countries
depends on a difficult tradeoff between maintaining central flexi-
bility to carry out macroeconomic and equalization objectives, on
the one hand, and improving the delivery of services in urban areas,
on the other.

* The success of a strategy for fiscal decentralization depends on giv-
ing local governments some degree of financial autonomy. Large
cities are in the best position to use the autonomy to improve service
delivery and augment the overall mobilization of resources for the
public sector.

* Local government taxes are most effective when focused on the
revenue-raising objectives. "Keep it simple" and "Leave allocative
and equity objectives to higher levels of government and to the
expenditure side of the budget" are good rules of thumb.

* Tax bases which are "natural" for local governments include real
property, business licenses, and automobile use. In some cases, con-
sumption and earnings are appropriate.

* User charges for urban services are an excellent source of local
revenue. They can usually be structured in a way to meet revenue,
efficiency, and equity objectives.

* Intergovernmental transfers are also an appropriate component of
local financing systems, but these should be designed so they do
not discourage efforts to levy local taxes and user charges. The right
balance in financing sources depends on the expenditure respon-
sibilities assigned.

* There is no "optimal" form of local governance in developing coun-
tries. It is important to match local government structure to the
objectives which the national government most wants to achieve.

These are very current themes. The strengthening of local government
finance is an objective that occupies center stage in the policy discussions
in most developing countries today, and there are by now few open
advocates of increased centralization. This concluding chapter draws to-
gether the main lessons for pragmatic local finance policy as they apply
in particular to the management of urban finances.

470
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The Importance of Urban Government
in Developing Countries

Subnational government in developing countries is of significantly less
importance than in industrial countries. Yet in many developing coun-
tries, especially in Latin America, the share of subnational government
spending in total public spending is comparable to that in the industrial
countries (nearly 50 percent). For large cities, local government is par-
ticularly important. Per capita expenditures by local authorities in these
cities are a large share of total public expenditures. The well-being of
urban dwellers in the big cities is as dependent on the fiscal health of
the local government as that of the central government. The fiscal and
administrative problems of cities deserve more attention than they are
usually accorded under the mistaken belief that local government plays
only a negligible role.

The Urban Fiscal Gap

Urban governments in developing and industrial countries alike com-
plain about the lack of resources to provide sufficient services to their
populations. Any observer of city life in developing countries can quickly
see that urban public resources are woefully deficient. The gap between
the perceived need for services and the financial resources to provide
them can be attributed in many cases to demand for unrealistically high
standards of service which are beyond the financing capacity of an urban
economy. Efforts by urban governments to provide services at levels
which are not affordable commonly result in an inefficient and inequit-
able allocation of public resources. For example, excessively high stan-
dards for urban housing projects, water and sanitation facilities, and in-
vestments in transport, health, and education ultimately limit areas of
such public services to a few (usually the better-off) segments of the
urban population and leave the majority with inadequate service or none
at all. A more accurate assessment of the resource constraints under
which an urban economy operates would promote a more realistic ap-
proach to public investments and allow better service to be provided to
more people.

The fiscal gap also may have its origins in the misallocation of functions
and revenues to urban governments by higher-level authorities. Urban
populations in most developing countries have grown rapidly in recent
years and are likely to continue to do so. This growth has led to con-
comitant increases in the demand for a minimum level of public services
for each new urban dweller, which necessitates expenditure by urban
authorities. Rising incomes in urban areas have also increased the demand
for public services, yet the revenues of local authorities most directly
affected have not usually increased commensurately. The primary ex-
planation for this situation is that urban governments are often restricted
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in their revenue-raising authority to income-inelastic sources such as
property taxes, specific excises, fees, and fines, and transfers from higher-
level governments. In such cases, the fiscal gap is the result of a mismatch
between urban governments' responsibilities to provide services, on the
one hand, and their authority to raise revenue, on the other. The allo-
cation of expenditure responsibility and revenue-raising authority to
urban governments is therefore an issue of utmost importance.

The Allocation of Urban Government Functions
and Revenue Authority

The "fiscal gap"-the difference between the expenditure needs of
local governments and the availability of resources to finance these
needs-can be redressed, in principle, in four ways: (a) a reduction in
responsibilities that require local expenditure; (b) an increase in the local
authority to raise revenue; (c) an increase in the amount of revenues
transferred from higher-level government; and/or (d) an increase in the
local effort to raise revenue in the face of unchanged revenue-raising
authority.

The first option-a reduction of local (expenditure) responsibility-
is frequently chosen for reasons of political convenience. Such policies
are subject to fiscal constraints imposed by the central government.
Moreover, when the central government assumes responsibility for pro-
viding urban services, it has only limited accountability to the actual or
potential beneficiaries of the services, and there is less likelihood that
the costs of the service will be recovered through user charges.

Bahl and Linn (1983) developed a simple framework to pinpoint
sources of revenue that are appropriate to finance particular types of
assigned urban expenditures. First, for publicly provided goods and ser-
vices that are of measurable benefits to readily identifiable individuals
within a jurisdiction, user charges are the most efficient means of fi-
nancing. Second, local services, such as administration, traffic control,
street lighting, and security-which are goods to the general public in
the sense that individual beneficiaries are difficult to identify and indi-
vidual costs and benefits difficult to measure-are most appropriately
financed by taxes on local residents. Third, the cost of services for which
significant spillovers to neighboring jurisdictions occur, such as health,
education, and welfare, should be borne by substantial state or national
intergovernmental transfers. Fourth, borrowing is an appropriate source
of financing capital outlays on infrastructure services, particularly public
utilities and roads.

In practice, the assignment of revenue authority to local governments
in many developing countries deviates considerably from this framework.
Commonly, local taxes finance substantial shares of services that could
be financed by user charges, and intergovernmental transfers finance
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services that would be more appropriately financed by local taxes or user
charges.

In considering fiscal reform in developing countries, say in the context
of decentralization efforts, reference to the normative framework set out
here would be useful. Given the constraints on fiscal resources at higher
levels of government, however, there is likely to be limited scope for
closing the urban fiscal gap through increased tax authority or transfers
to local governments. More promising avenues appear to be levying user
charges and financing major urban infrastructural investments through
improved access to capital markets.

Local tax capacity and effort could in fact be strengthened by more
careful design and application of certain higher-level interventions. All
too often, such interventions restrict local governments in determining
the definition, scope, and valuation of the tax base. These interventions
include mandated exemptions and prescribed levels for tax rates and user
charges. In all these areas, poor design by a higher-level government has
contributed to the weakening of the local tax capacity and effort. Merely
assigning to a local government the authority to tax or levy a user charge
is not sufficient. The local capabilities to use the authority must be ac-
tively strengthened by the higher-level government, and deliberate steps
must be taken to minimize unnecessary and harmful interventions that
limit local efforts.

Issues in Urban Property Taxation

In principle, property taxation is an ideal way to finance many urban
services. The property tax base, that is, the value of urban real estate,
grows rapidly with urbanization and can be objectively assessed; it re-
flects the value of many urban services to the extent that they provide
site- or area-specific benefits; and ownership of real estate tends to be
more concentrated than the distribution of income, thus making the tax
generally progressive. Moreover, if properly administered, a property
tax will result in only minor distortions in the allocation of resources.
Finally, it can be argued that property taxes are most appropriately ad-
ministered at the local level, because local government will have a better
knowledge base for assessing property values and a greater motivation
for collecting the property tax than do higher-level governments.

The property tax is the most common and generally the most important
of the taxes collected by urban governments in developing countries.
However, urban property tax revenue have generally not kept pace with
the growth of urban incomes or property values, and often not even with
the growth in urban population. Urban property tax systems vary widely
among developing countries, but the systems seem to suffer from a num-
ber of common problems: assessment practices are inadequate, profes-
sional expertise for valuing urban properties is in short supply, the nec-



474 INTERGOVERNMENTAL FISCAL RELATIONS

essary data base to support assessment and enforcement is not in place,
collection and enforcement problems abound, and taxpayer resistance is
a universal obstacle to more effective property tax administration. Some
of these problems can be attributed to the limited technical and admin-
istrative capabilities of urban governments. Just as important, however,
are a number of other factors: landownership and tenure conditions are
often uncertain; higher-level governments interfere with, or limit the use
of, property taxes (for example, through the imposition of rent control
or limits on tax rates); and higher effective tax rates on urban property
are often successfully opposed.

Notwithstanding these practical obstacles, the urban property tax is
clearly among the few main sources of local public revenue that can carry
a significant share of the financing requirements for urban expenditure.
Substantial efforts and ingenuity, however, are required to mobilize the
technical and administrative resources to develop accurate urban prop-
erty registration and property tax valuation rolls, to update them at reg-
ular intervals, and to bill and collect property taxes effectively. In order
to be politically acceptable, these improvements must be introduced
gradually and fairly, and they need to be linked with a major effort to
educate the public about the relationships between the provision of es-
sential urban services and the collection of the property tax.

Automotive Taxation

The ownership and use of motor vehicles represent excellent, but
much neglected, tax bases for urban governments in developing coun-
tries. The growth in the number of automobiles is more rapid than the
growth in city population, automobile ownership and use are easily tax-
able, and such taxes are likely to fall on persons with high incomes. In
addition, the growing number of motor vehicles results in larger expen-
ditures for urban roads, and increased congestion and pollution costs.
Thus, for purposes of revenue, efficiency, equity, and administration,
automotive taxation represents a nearly ideal revenue instrument for
urban governments. Annual automobile registration fees, restrictive area
licenses, and tolls have been applied with substantial success to some
cities in developing countries, for example, Jakarta and Singapore. These,
however, are exceptional cases. Although in many cities the main ele-
ments required to administer an effective set of automotive taxes-au-
tomobile registration, and taxation of gasoline and diesel fuel at the retail
levels are in place-much more could be done in most cities to draw
more extensively on the significant revenue potential of this set of taxes.

Other Local Taxes

Some local governments in urban areas also draw on income and sales
taxes. The major practical problem with these two types of taxes is that
their success depends on effective coordination between local and
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higher-level authorities. Higher-level governments frequently do not ac-
cept them as suitable instruments of local taxation, because of the ap-
parent competition with their own tax collection efforts. As a result, local
income and sales taxes are not often found in the cities of developing
countries, despite their substantial revenue potential. In the absence of
such obstacles, however, local sales and income taxes can be effectively
integrated into the local revenue structure.

Much more common is another set of local taxes, namely, taxes levied
on industry and commerce and sumptuary taxes. The main reason for
their existence is that they can raise substantial amounts of revenue in
politically acceptable ways and with little need for coordination with
higher-level authorities. However, they almost invariably distort the al-
location of urban resources. They are quite regressive and result in con-
siderable administrative and compliance costs. In practice, these draw-
backs tend to be given little weight by local legislators and administrators,
to whom the expanded use of these taxes offers a path of least resistance
in meeting their revenue objectives. An interesting example of the di-
lemma faced by local authorities in the imposition of these types of taxes
is the "octroi" tax, levied in many cities of India and Pakistan on goods
entering the city boundaries. This tax is highly inefficient because it
interferes with intermunicipal trade and imposes substantial administra-
tive costs. However, its use on the Indian subcontinent continues because
it is so productive in generating revenue.

Finally, urban governments generally still draw on a wide variety of
"nuisance" taxes (selected excises, licenses, stamp duties, and poll taxes),
which perform poorly in terms of revenue generation, efficiency, and
distributive effects, and have high collection and compliance costs. Nui-
sance taxes continue to exist despite their drawbacks, again because their
use is generally unencumbered by higher-level interference and because
they are conventional and thus politically acceptable sources of local
revenues.

Overall, these other local taxes show only limited potential for fi-
nancing urban services, either because they are not likely to be acceptable
to higher-level governments (sales tax or income tax), or because they
are inappropriate on grounds of their negative efficiency and equity ef-
fects and their high administrative costs (industry and commerce taxes,
sumptuary taxes, and nuisance taxes).

User Fees and Development Charges

There can be little doubt about the usefulness and desirability of de-
veloping broadly based charging systems for urban public services. The
application of properly designed service charges, or more generally the
recovery of urban service costs from beneficiaries, can contribute to an
improvement of resource allocation within and between urban areas.
Such charges serve to limit the demand for urban services to efficient
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levels and to make actual and would-be urban dwellers aware of the social
costs of urbanization. As experience has shown, service charges or cost
recovery can generate substantial amounts of revenue for urban gov-
ernments. Because service charges are directly linked to the provision
and extension of much-needed services, they are an important element
in urban investment policy.

Service charges can also contribute to equitable urban growth. Re-
couping the costs of public services from beneficiaries is a fair way to
finance a service, and windfall gains may be minimized. Under general
revenue financing, these windfall gains are often appropriated by high-
income groups in the form of increased property values or increased
yields from investments that benefit those groups most directly. There-
fore, user charges also serve to increase the vertical equity of the urban
fiscal system. As practice has shown, user charges can be designed to
serve explicitly the redistributive goals of government, although this
feature has to be tempered by concern for the efficiency and fiscal vi-
ability of the service being provided.

User charges are not only a tool for ensuring efficient use and equitable
financing of public services; they also serve as an investment guide, be-
cause consumers' willingness to pay for services is in many instances the
only way in which the benefits of a service can be ascertained and com-
pared with the cost of providing the service. What is more, the application
of service charges, or more generally the requirement of cost recovery,
forces decisionmakers to consider beforehand the ability and willingness
of beneficiaries to pay and to design standards of service accordingly.
Extensive subsidization of services in the past has often contributed to
the expectation of unrealistically high standards of urban service.

The most common rule suggested by economists for guiding decisions
on the pricing of public services is to set price equal to marginal cost.
A review of the applicability of the simple marginal cost pricing rule
indicates that at least two precautions are in order. First, various di-
mensions of service, including use, access, and location, should be cap-
tured in pricing if the rule is to serve the goal of efficient resource
allocation. For example, water supply tariffs can be structured to cover
these three aspects: beneficiaries with the option to hook up to water
service by way of an area trunk line could pay (a) an area-specific property
tax or development charge, designed to recoup the cost of trunk-line
construction and other systemwide capital costs; (b) a recurrent monthly
fee to cover the costs of access-the connection from the trunk line to
individual properties, as well as metering and billing; and (c) a water-use
charge related to actual consumption to cover the marginal cost of sup-
plying water to the user. Second, the rule needs to be amended to take
into account externalities, market distortions, and imperfect consumer
information; other important objectives, in addition to efficiency, such
as financial and fiscal viability, fairness, and equity; and institutional and
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political constraints. Considerations of equity and externalities, for ex-
ample, can be simultaneously allowed for in so-called life-line tariffs, by
which the use of small amounts of service results in fees below marginal
cost. Poor consumers thereby use the service without an undue financial
burden. At the same time, high-income cross-subsidies that are derived,
for example, by charging above-marginal cost tariffs or access fees to
larger or wealthier consumers, ensure the financial viability of the charg-
ing system. This approach has been successfully applied to the financing
of urban water supply systems in a number of Latin American countries.

Despite these caveats and amendments to the use of the simple mar-
ginal cost pricing rule, it provides a good starting point for the analysis
of charging systems; refinements can then be made on a service-by-ser-
vice application. Once an efficient pricing structure is determined, its
financial and equity implications and the extent to which it runs counter
to established institutional norms can be explored. Often, the various
policy objectives stand less in conflict than appears initially, particularly
where multi-part tariffs can be employed. However, the common prac-
tice of starting the analysis of user charges with objectives other than
efficiency in mind almost invariably means that considerations of effi-
ciency are neglected altogether. The result is a greater loss of efficiency
than need be the case-a result that developing countries, given their
low levels of income, can ill afford.

Development charges are a special form of cost recovery for urban
infrastructural projects. Often termed "special assessments," "contri-
butions for betterment," "land readjustment," or "valorization contri-
butions," they serve different purposes and involve different practices
in various countries and cities. However, in general they feature lump-
sum charges, phased over a payment period of months or years, which
are designed to recoup the public costs of infrastructural development
from beneficiaries. They may cover limited projects for a particular ser-
vice, such as a neighborhood road-paving scheme or the construction of
a sewerage line, or the full development of new areas of a city or even
entire new towns. Property owners, rather than occupants of property
or users of a particular service, usually incur such charges in the areas
improved by public action.

Two different types of land development charges-land readjustment
in Korea and valorization schemes in Colombia-demonstrate the vary-
ing role which such charges can play in financing urban development.
Although either system is not necessarily directly transferable to other
countries, the evidence suggests that serious consideration of similar
development charges is appropriate under most circumstances.

Intergovernmental Transfers

There is often a mismatch between urban governments' responsibility
for public service provision, on the one hand, and their revenue-raising
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authority, on the other. The gap is filled with some form of intergov-
ernmental transfer: a grant, a shared tax, or a subsidy. Certainly, there
is justification for intergovernmental transfers as part of the urban local
financing structure. Transfers from higher-level governments are an ap-
propriate way to finance those local government functions which have
regional or national spillover benefits. Moreover, central governments
often justify grant financing of local services as part of a policy of regional
equalization of standards of living. Typically, big cities are much less
dependent on such transfers than are smaller municipalities or rural local
governments. The smaller share may be justified on a number of grounds,
in particular, that the cities have a greater fiscal capacity and more rev-
enue-raising authority.

Higher-level governments often treat transfers as a residual in their
own budgeting process, even where elaborate allocation systems have
been devised to distribute grants to local governments. The local share
of central revenue can be one of the first casualties in a budget crisis.
The commonly severe constraint on national public finances in devel-
oping countries partly explains why intergovernmental transfers gener-
ally contribute a relatively small share of local government finances. Only
in a few countries does the intergovernmental financing system give the
local governments an ironclad guarantee.

There are other reasons why central governments pull back on the use
of grants as a financing tool for local governments, particularly large
cities. Grants may be viewed as a substitute for local tax effort, shared
taxes may increase the revenue disparity between the rich and the poor
areas of the countries, and local government tax administration may be
deficient. But these are less reasons to cut back on the transfers to local
governments than they are reasons to structure transfers to better achieve
national and local objectives.

A realistic view is that transfers are unlikely to resolve fully the fiscal
problems of local authorities in developing countries. To the extent that
grant systems are already in existence, however, substantial structural
improvements can generally be made to enhance their contribution.
These might include provisions to stimulate local revenue-raising efforts,
to better equalize interjurisdictional revenue capacity, and to build in a
loan component for large cities. Rationalizing grant structures that now
consist of a multiplicity of small, ad hoc transfers and putting them on
a more predictable basis could permit more effective fiscal planning,
especially at the local level.

The Scope and Prospects for Reform

There is no simple rule for determining the appropriate allocation of
responsibility to urban governments. Experience, however, suggests that
urban governments do a better job of urban management when they
have greater authority over their own affairs than when their powers are
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limited and they must continually coordinate their actions with those of
autonomous national or local entities that are also involved in the pro-
vision of urban services.

Among the local revenue sources usually available to urban govern-
ment, the property tax, motor vehicle taxation, and user charges are
attractive. The many examples of their successful use in cities of devel-
oping countries provide a good indication that increased reliance could
be placed on these sources of revenue. Those examples also show, how-
ever, the need for effective administration, political will in implemen-
tation, and support from the national government, particularly in the
form of technical assistance.

How difficult is it for local governments to improve their fiscal struc-
ture? Proposals, often major and sweeping, for fiscal reform as a means
of alleviating serious problems of urban governments have been put
forward in most, if not all, large cities of the world. Although the nature
of these reforms has varied with local conditions and with each team of
advisers responsible for them, very few such reforms have been accepted
in their entirety. Commonly, resistance on the part of the policymakers
and citizens facing the prospect of fiscal reform, however much needed,
stems from doubts about the unanticipated effects of untested, large-
scale changes in the economic environment and about the distribution
of the windfall gains and losses associated with reform. Moreover, losses
usually threaten to befall urban elites to the gain of larger, broader so-
cioeconomic groups, including the poor, who have less political clout.

Perhaps the biggest problem of all is the resistance of the central gov-
ernment to the increased local authority that is almost always part of
these proposals. Ministries of finance are too worried about their next
dollar of revenue to get very enthused about giving more money to local
budgets. Ministries of public works are loath to give up control over the
allocation of infrastructure funding and the direction of local investment.
National legislators see fiscal decentralization as an inroad on their ability
to distribute resources in return for political points with the home con-
stituency. Local governments should of course be the proponents of
reform, but they are hardly in a position to change national laws con-
cerning the powers of local government, and in many cases the local
officials are themselves appointed by the central government.

In most cases of major, sweeping reform in the developing world,
certain conditions have prevailed: higher-level government took over
important sources of revenue previously allocated to local authorities;
sweeping political changes resulted in major shifts in national priorities;
or fiscal problems were so unmanageable that reform was unavoidable.

Incremental reforms of local finances have found more general ac-
ceptance. Examples are the creation of special districts for capital cities,
which give them specific responsibilities to expend and raise revenue;
enlargement of metropolitan jurisdictions by annexation of adjacent mu-
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nicipalities; phased development of new sources of revenue and reform
of existing sources; reassignment of selected expenditure functions; and
ad hoc responses to fiscal pressures.

Given this state of affairs, it seems that a top-down approach to far-
reaching fiscal decentralization, however preferred it might be, is not a
starter in most developing countries. A better route might be the reform
of financing systems in the largest cities, with a decided emphasis on the
kinds of fiscal reforms that will make these cities more financially self-
sufficient and will lead to a generally higher rate of revenue mobilization.
The directions suggested by the research summarized in this volume are
likely to provide a good start in pursuing such reforms.



Appendix: Data Sources for Tables

Bangladesh

Table 2-1. Dhaka: 1980-83 World Bank data. Table 2-10. Dhaka: 1983
World Bank data. Table 2-11. Dhaka: 1983 World Bank data. Table 4-
1. Dhaka: 1980-83 World Bank data. Table 4-5. Dhaka: 1984 World
Bank data. Table 4-7 Dhaka: 1980-82 World Bank data. Table 13-1.
Chittagong and Dhaka: 1983 World Bank data, Bahl (1989). Table 13-
3. Chittagong and Dhaka: 1983 World Bank data, Bahl (1989).

Bolivia

Table 2-10. La Paz: 1975 and 1985 World Bank data. Table 2-11. La
Paz: 1975 and 1985 World Bank data. Table 2-12. La Paz: 1983-85
World Bank data. Table 4-1. La Paz: 1975 and 1985 World Bank data.
Table 5-3. La Paz: 1976 data, Holland (1979). Table 13-1. La Paz: 1975
and 1985 World Bank data.

Botswana

Table 2-3. Francistown: 1974 World Bank data. Table 2-6. Francisrown:
1972 World Bank data. Table 2-10. Francistown: 1972 and 1986 World
Bank data. Table 2-11. Francistown: 1972 and 1986 World Bank data.
Table 5-3. Francistown: 1974 World Bank data. Table 10-4. 1972 World
Bank data. Table 13-1. Francistown: 1972 and 1986 World Bank data.

Brazil

Table 2-1. Rio de Janeiro: 1980-84 World Bank data. Sao Paulo:
1980-84 World Bank data. Table 2-2. State of Guabara: 1980-84 World
Bank data. Rio deJaneiro: 1967-69 data, Richardson (1973). Sao Paulo:
1980-84 World Bank data. Table 2-9. Rio de Janeiro and Sao Paulo:
1984 World Bank data. Table 2-10. Rio deJaneiro: 1967 data, Richardson
(1973); 1984 World Bank data. Sao Paulo: 1984 World Bank data. Table
2-11. Rio deJaneiro: 1967 data, Richardson (1973); 1984 World Bank
data. Sao Paulo: 1984 World Bank data. Table 2-12. Rio de Janeiro and
Sao Paulo: 1980-84 World Bank data. Table 4-1. Rio de Janeiro and Sao
Paulo: 1980 and 1984 World Bank data. Table 4-3. Rio deJaneiro: 1982
data, Dillinger (1989) and Garzon (1989). Table 5-2. Selected cities: 1976
data, Richman (1977). Table 5-3. Rio de Janeiro: 1975 data, Richman
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(1977). Salvador: 1973 data, Richman (1977). Sao Paulo: 1975 data,
Richman (1977). Table 10-5. Belo Horizonte and Minas Gerais: 1974
World Bank data. Table 13-1. Rio de Janeiro: 1967 data, Richardson
(1973); 1984 World Bank data. Table 13-3. States, as of 1982: Dillinger
and Mahar (1983). States and municipalities, as of 1982: Dillinger and
Mahar (1983). Municipalities, as of 1982: Dillinger and Mahar (1983).
Table 13-4. All cities: Dillinger and Mahar (1983).

Burundi

Table 10-5. Bujumbura: 1966 World Bank data.

Cameroon

Table 10-5. 1975 World Bank data. Table 10-15. Northwest and South-
west and Rest of country: 1975 World Bank data.

Taiwan (China)

Table 4-3. Taipei: 1986 data, Riew (1987). Table 5-3. All property:
1974 data, Harris (1979).

Colombia

Table 2-1. Bogota: 1970-72 data, Linn (1980a). Cali: 1975 data, Linn
(1980a). Cartagena: 1969-72 data, Linn (1980a). Table 2-2. Bogota:
1963-72 World Bank data. Cali: 1964-74 World Bank data. Cartagena:
1970-72 data, Linn (1975). Table 2-3. Bogota: 1970-72 data, Linn
(1980a). Cali: 1975 data, Linn (1980a). Table 2-4. Cartagena: 1972 data,
Linn (1975). Table2-6. Bogota: 1972 data, Linn (1980a). Cali: 1974 data,
Linn (1980a). Cartagena: 1972 data, Linn (1975). Table 2-7. Bogota: 1972
World Bank data. Cali: 1974 World Bank data. Cartagena: 1972 data,
Linn (1975). Table 2-10. Bogota: 1972 World Bank data. Cali: 1974
World Bank data. Cartagena: 1972 data, Linn (1975). Table2-11. Bogota:
1972 World Bank data. Cali: 1974 World Bank data. Cartagena: 1972
data, Linn (1975). Table 2-12. Bogota: 1963-72 data, Linn (1980a). Cali:
1969-72 data, Linn (1980a). Cartagena: 1969-72 data, Linn (1975).
Table 2-13. Bogota: 1972 data, Linn (1980a). Cali: 1975 data, Linn
(1980a). Cartagena: 1972 data, Linn (1975). Table 4-1. Bogota: 1972 data,
Linn (1980b). Cali: 1975 data, Linn (1980a). Cartagena: 1972 data, Linn
(1975). Table 4-4. Bogota: 1971 data, Linn (1980b). Cartagena: 1972
data, Linn (1975); 1980 World Bank data. Table 4-5. Bogota: 1972 data,
Linn (1980b). Cartagena: 1972 data, Linn (1975). Table 4-6. Bogota:
1963-72 data, Linn (1980b). Cartagena: 1970-72 data, Linn (1975);
1978-80 World Bank data. Table 4-7. Bogota: 1962-72 data, Linn
(1980a). Cartagena: 1961-72 data, Linn (1975). Table 5-2. All property:
1961 data, Taylor and others (1965); 1966 data, McLure (1971a); 1970
data, study 8, McLure (1975a); 1970 data, study 9, Bird (1975). Bogota:
1970 data; Colombia, Republic of (1973). Cali: 1975 data, study 11, Linn
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(1979); 1975 data, study 12, Linn (1980a). Table 5-3. Bogota: 1974 data,
Linn (1980b). Cali: 1975 data, Linn (1979). Cartagena: 1973 data, Linn
(1975). Table 7-2. Cartagena: 1972 data, Linn (1975). Table 10-5. Bogota:
1979 World Bank data. Cali: 1978 World Bank data. Cartagena: 1973
data, Linn (1975). Table 10-4. Bogota: 1972 data, Linn (1976 c). Cali:
1974 data, Linn (1975). Cartagena: 1972 data, Linn (1976b). Table 10-
15. Bogota: 1973 World Bank data, Linn (1976c). Cali: 1978 World Bank
data. Cartagena: 1973 data, Linn (1975). Table 10-16. Bogota: 1979
World Bank data. Cali: 1978 World Bank data. Cartagena: 1973 data,
Linn (1975). Table 11-1. Bogota: 1978 World Bank data. Cali: 1978 data,
Linn and Sebastian (1980a); and Cali, Empresas Municipales de (1975).
Cartagena: 1973 data, Linn (1975). Table 11-3. Bogota: 1973 data, Linn
(1976c). Cartagena: 1973 data, Linn (1975). Table 11-5. Bogota: 1980
data, Urrutia (1981). Table 13-1. Bogota: 1972 World Bank data; 1979
data, Linn (1980a). Cali: 1974 World Bank data, Linn (1980a). Cartagena:
1972 data, Linn (1975). Table 13-3. Bogota: 1982 data, Linn (1980a);
Bird (1984). Table 13-4. Bogota: 1982 data, Linn (1980a); Bird (1984).
Cartagena: 1975 data, Linn (1975); Bird (1984).

C6te d'Ivoire

Table 2-11. Abidjan: 1982 World Bank data. Table 5-3. All property:
1974 World Bank data. Table 10-5. Abidjan: 1975 World Bank data.
Table 10-16. Abidjan: 1975 data, Julius and Warford (1977). Table 13-
1. Abidjan: 1981 World Bank data.

Ecuador

Table 10-5. Guayaquil: 1974 World Bank data.

Ethiopia

Table 10-5. Addis Ababa: 1972 World Bank data. Table 13-1. Addis
Ababa: 1973 World Bank data.

Gabon

Table 10-5. Libreville: 1973 World Bank data.

Ghana

Table 10-5. Accra/Tenna: 1974 World Bank data.

Guatemala

Table 8-1. Guatemala City: 1979 data, Avenarius and others (1975).

Hong Kong

Table 4-4. Hong Kong: 1973 World Bank data; 1985 World Bank
data. Table 4-6. Hong Kong: 1984-86 World Bank data. Table 5-3. All
property: 1974 data, Jao (1976).
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India
Table 2-1 . Ahmadabad: 1965-71 data, Bahl (1975); 1977-81, World

Bank data. Bombay: 1963-70 data, Bougeon-Maassen (1976); 1975-82
World Bank Data. Table 2-2. Ahmadabad: 1965-71 data, Bahl (1975);
1977-81 World Bank data. Bombay: 1963-72 data, Bougeon-Maassen
(1976); 1975-82 World Bank data. Madras (Corp.): 1972-76 and 1977-
79 World Bank data. Table 2-3. Ahmadabad: 1971 data, Bahl (1975).
Bombay: 1972 data, Bougeon-Maassen (1976). Calcutta: 1977 World
Bank data. Delhi: 1970 data, Datta and Koshla (1972). Table 2-4. Madras:
1976 World Bank data. Table 2-6. Ahmadabad: 1971 data, Bahl (1975).
Bombay: 1972 data, Bougeon-Maassen (1976); 1982 World Bank data.
Table 2-7. Ahmadabad: 1971 data, Bahl (1975); 1981 World Bank data.
Bombay: 1971/72 data, Bougeon-Maassen (1976); 1981 World Bank
data. Calcutta: 1974/75 and 1982 World Bank data. Madras: 1975/76
and 1982 World Bank data. Table 2-10. Ahmadabad: 1970/71 data, Bahl
(1975); 1981 World Bank data. Bombay: 1970/71 data, Bougeon-Maas-
sen (1976); 1981/82 World Bank data. Calcutta (Corp.): 1974/75 and
1982 World Bank estimates. Madras: 1975/76 and 1979 World Bank
data. Table 2-11. Ahmadabad: 1971 data, Bahl (1975); 1981 World Bank
data. Bombay: 1970 data, Bougeon-Maassen (1976); 1981 World Bank
data. Calcutta (Corp.): 1974/75 and 1982 World Bank estimates. Madras:
1975/76 and 1979 World Bank data. Table 2-12. Ahmadabad: 1965-71
data, Bahl (1975); 1977-81 World Bank data. Bombay: 1963-71 data,
Bougeon-Maassen (1976); 1975-82 World Bank data. Table 2-13. Ah-
madabad: 1981 World Bank data. Bombay: 1981 World Bank data. Table
4-1. Ahmadabad: 1965-71 data, Bahl (1975); 1977-81 World Bank data.
Bombay: 1963-72 data, Bougeon-Maassen (1976); 1975-82 World
Bank data. Calcutta (Corp.): 1974/75 and 1982 World Bank estimates.
Madras (Corp.): 1972-76 and 1977-79 World Bank data. Table 4-2.
Ahmadabad: 1980 World Bank data. Madras: 1983 data, Nath and
Schroeder (1984). Table 4-4. Ahmadabad: 1.972 data, Bahl (1975). Bom-
bay: 1971 data, Bougeon-Maassen (1976). Calcutta: 1971 World Bank
data. Table 4-5. Bombay and Calcutta: 1971 data, Mohan (1974). Delhi:
1979 data, Nath and Schroeder (1984). Madras: 1977 data, Nath and
Shcroeder (1984). Table 4-6. Ahmadabad and Bangalore: 1961-78
World Bank data. Bombay: 1963-72 data, Bougeon-Maassen (1976);
1969-78 World Bank data. Calcutta: 1966-78 World Bank estimates.
Delhi: 1961-81 World Bank data. Madras: 1967-77 World Bank data.
Table 4-7. Ahmadabad: 1961-71 data, Bahl (1975); 1961-78 World
Bank data. Bombay: 1961-71 data, Bougeon-Maassen (1976); 1969-78
World Bank data. Calcutta: 1960-71 World Bank data; 1966-78 World
Bank estimates. Delhi: 1966-73 and 1961-81 World Bank data. Madras:
1961-71 and 1967-77 World Bank data. Table 5-3. Ahmadabad: 1973
data, Bahl (1975). Bombay: 1973 data, Bougeon-Maassen (1976). Cal-
cutta, Delhi, and Madras: 1973 data, Mohan (1974). Table 7-2. Ahmad-
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abad: 1972 data, Bahl (1975); 1981 World Bank data. Bombay: 1971
data, Bougeon-Maassen (1976); 1982 World Bank data. Table 8-1. Cal-
cutta: 1977 World Bank data. Table 10- 4. Ahmadabad: 1971 data, Bahl
(1975); 1981 World Bank data. Bombay: 1971-72 data, Bougeon-Maas-
sen (1976). Calcutta: 1974/75 World Bank estimates. Madras: 1975/76
World Bank data. Table 10-5. Ahmadabad: 1973 data, Bahl (1975). Bom-
bay: 1978 data, Bougeon-Maassen (1976) and World Bank data. Table
10-15. Ahmadabad: 1973 data, Bahl (1975). Bombay: before and in-
cluding 1973, Bougeon-Maassen (1976); after 1973, World Bank data.
Table 10-16. Ahmadabad: 1973 data, Bahl (1975). Bombay: 1973 World
Bank data. Uttar Pradesh cities: 1975 data, Julius and Warford (1977).
Table 11-1. Bombay: 1973 data, Bougeon-Maassen (1976). Table 11-3.
Ahmadabad: 1972 data, Bahl (1975). Bombay: 1974 data, Bougeon-Maas-
sen (1976). Table 11-5. Ahmadabad: 1973 data, Bahl (1975). Bombay:
1976 World Bank data. Calcutta: 1980 World Bank data. Table 13-1.
Ahmadabad: 1971 data, Bahl (1975); 1981 World Bank data. Bombay:
1971 data, Bougeon-Maassen (1976); 1975 and 1982 World Bank data.
Calcutta: 1970, 1975, and 1982 World Bank data. Madras: 1976 and
1979 World Bank data. Table 13-3. Ahmadabad: 1981 World Bank data.
Table 13-4. Ahmadabad: 1981 World Bank data. States: 1970s data, Datta
(1981); World Bank data. Table 13-5. Ahmadabad: 1971 data, Bahl
(1975). Calcutta: 1972 World Bank data.

Indonesia

Table 2-1. Jakarta: 1972/73 data, Linn and others (1976); 1980/81
World bank data. Table 2-2. Jakarta: 1970-73 and 1981-82 World Bank
data. Table 2-3. Jakarta: 1972 data, Linn, Smith, and Wignjowijoto
(1976). Table 2-6. Jakarta: 1972 data, Linn, Smith, and Wignjiowijoto
(1976); 1982 World Bank data. Table 2-8.-Jakarta: 1972/73 data, Linn,
Smith, and Wignjowijoto (1976); 1981 World Bank data. Table 2-10.
Jakarta: 1972/73 data, Linn, Smith, and Wignjowijoto (1976); 1981
World Bank data. Table 2-11. Jakarta: 1972-73, Linn, Smith, and Wign-
jowijoto (1976); 1981-82 World Bank data. Table 2-12. Jakarta: 1970-
73 data, Linn, Smith, and Wignjowijoto (1976); 1981-1982 World Bank
data. Table 2-13. Jakarta: 1982 World Bank data. Table 4-1. Jakarta:
1970-73 data, Linn, Smith, and Wignjowijoto (1976); 1981-82 World
Bank data. Table 4-3. Jakarta: 1986 World Bank data. Table 4-4. Jakarta:
1972 data, Linn, Smith, and Wignjowijoto (1976). Table 4-5. Jakarta:
1985 data, Bastin and Hadiprobowo (1987). Table 4-6. Jakarta: 1970-
73 data, Linn, Smith, and Wignjowijoto (1976). Table 5-3. Jakarta: 1973
data, Linn, Smith, and Wignjowijoto (1976). Table 7-2. Jakarta: 1973
data, Linn, Smith and Wignjowijoto (1976); 1982 World Bank data. Table
10-5. Jakarta: 1973 data, Linn, Smith and Wignjowijoto (1976). Malang:
1974 World Bank data. Table 10-15. Jakarta: 1973 data, Linn, Smith,
and Wignjowijoto (1976). Table 11-3. Jakarta: 1973 data, Linn, Smith,
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and Wignjowijoto (1976). Table 11-5. Jakarta: 1973 data, Linn, Smith,
and Wignjowijoto (1976); 1980 World Bank data. Table 13-1. Jakarta:
1973 data, Linn, Smith, and Wignjowijoto (1976); 1981 World Bank
data. Table 13-3. Jakarta: 1981 World Bank data. Table 13-4. Jakarta:
1981 World Bank data. Table 13-5. Jakarta: 1981 World Bank data;
Devas (1986).

Iran

Table 2-1. Tehran: 1974 World Bank data. Table 2-5. Tehran: 1974
World Bank data. Table 2-10. Tehran: 1974 World Bank data. Table 2-
11. Tehran: 1974 World Bank data. Table 5-3. Tehran: 1975 World Bank
data. Table 13-1. Tehran: 1974 World Bank data.

Jamaica

Table 2-1. Kingston: 1967/68-71/72 data, Bougeon-Maassen and Linn
(1977). Table 2-2. Kingston: 1969-73 data, Bougeon-Maassen and Linn
(1977). Table 2-5. Kingston: 1973 data, Bougeon-Maassen and Linn
(1977). Table 2-6. Kingston: 1972 data, Bougeon-Maassen and Linn
(1977). Table 2-8. Kingston: 1972 data, Bougeon-Maassen and Linn
(1977). Table 2-10. Kingston: 1971/72 data, Bougeon-Maassen and Linn
(1977). Table 2-11. Kingston: 1971/72 data, Bougeon-Maassen and Linn
(1977). Table2-12. Kingston: 1963-72 data, Bougeon-Maassen and Linn
(1977). Table 2-13. Kingston: 1973 data, Bougeon-Maassen and Linn
(1977). Table 4-1. Kingston: 1971 data, Bougeon-Maassen and Linn
(1977). Table 4-4. Kingston: 1971 data, Bougeon-Maassen and Linn
(1977). Table 4-6. Kingston: 1969-73 data, Bougeon-Maassen and Linn
(1977). Table 4-7. Kingston: 1961-72 data, Bougeon-Maassen and Linn
(1977). Table 5-2. All property: 1963 data, Lovejoy (1963). Table 5-3.
Kingston: before and including 1974, Bougeon-Maassen and Linn
(1977); after 1974, World Bank data. Table 7-2. Kingston: 1971 data,
Bougeon-Maassen and Linn (1977). Table 10-4. Kingston: 1972 data,
Bougeon-Maassen and Linn (1977). Table 10-5. Kingston: 1975 data,
Bougeon-Maassen and Linn (1977). Table 10-16. Kingston: 1975 data,
Julius and Warford (1977) and Bougeon-Maassen and Linn (1977). Table
11-3. Kingston: 1974 data, Bougeon-Maassen and Linn (1977). Table 13-
1. Kingston: 1972 data, Bougeon-Maassen and Linn (1977); 1977 World
Bank data. Table 13-3. Kingston: before and including 1974, Bougeon-
Maassen and Linn (1977). Table 13-4. Kingston: 1973 data, Bougeon-
Maassen and Linn (1977).

Kenya

Table 2-1. Nairobi: 1980/81 World Bank data. Table 2-2. Nairobi:
1960-76 and 1980/81 World Bank data. Table 2-3. Nairobi: 1976 World
Bank data. Table 2-9. Mombasa and Nairobi: 1981 World Bank data.
Table 2-10. Mombasa and Nairobi: 1981 World Bank data. Table 2-11.
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Mombasa and Nairobi: 1981 World Bank data. Table 2-13. Nairobi: 1981
World Bank data. Table 4-1. Nairobi: 1981 World Bank data. Table 4-
4. Nairobi: 1971 World Bank data. Table 5-3. 1975 World Bank data.
Table 10-5. Mombasa: 1975 World Bank data. Nairobi: 1975 data, Hub-
bel (1977). Table 10-15. Nairobi: 1978 World Bank data. Table 10-16.
Nairobi: 1978 World Bank data. Table 13-1. Mombasa and Nairobi: 1975
and 1981 World Bank data.

Republic of Korea

Table 2-1. Daegu, Daejeon, and Gwangju: 1976 data, Smith and Kim
(1979); 1981-83 World Bank data. Jeonju: 1975 data, Smith and Kim
(1979); 1981-83 World Bank data. Seoul: 1965-71 data, Bahl and Was-
ylenko (1976); 1981-83 World Bank data. Table 2-2. Seoul: 1963-72
data, Bahl and Wasylenko (1976); 1981-83 World Bank data. Table 2-
3. Daegu, Daejeon, Gwangju, and Jeonju: 1975 data, Smith and Kim
(1979). Seoul: 1965-71 data, Bahl and Wasylenko (1976). Table 2-6.
Daegu, Daejeon, Gwangju, and Jeonju: 1975 data, Smith and Kim
(1979); 1983 World Bank data. Seoul: 1971 data, Bahl and Wasylenko
(1979); 1983 World Bank data. Table 2-8. Daegu, Daejeon, and Gwang-
ju: 1976 data, Smith and Kim (1979). Jeonju: 1975 data, Smith and
Kim (1979). Seoul: 1970 data, Bahl and Wasylenko (1979). Table 2-10.
Daegu, Daejeon, Gwangju, and Jeonju: 1983 World Bank data. Seoul:
1971 data, Bahl and Wasylenko (1976); 1983 World Bank data. Table
2-11. Daegu, Daejeon, Gwangju, and Jeonju: 1976 data, Smith and Kim
(1979); 1983 World Bank data. Seoul: 1971 data, Bahl and Wasylenko
(1976); 1983 World Bank data. Table 2-12. Seoul: 1969-72 data, Bahl
and Wasylenko (1976); 1981-83 World Bank data. Table 2-13. Daegu,
Daejeon, Gwangju, and Jeonju: 1983 World Bank data. Seoul: 1983
World Bank data. Table 4-1. Seoul: 1965-71 data, Bahl and Wasylenko
(1976); 1981-83 World Bank data. Pusan: 1971 and 1983 World Bank
data. Table 4-3. Seoul: 1985 data, Chun, Kim and Lee (1985). Table 4-
4. Seoul: 1971 data, Bahl and Wasylenko (1976); 1983 World Bank data.
Table 4-6. Seoul: 1963-72 data, Bahl and Wasylenlo (1976); 1981-83
World Bank data. Table 4-7. Seoul: 1968-71 data, Bahl and Wasylenko
(1976). Table 5-2. Seoul: 1970 data, Bahl and Wasylenko (1976). Table
5-3. Seoul: 1973 data, Bahl and Wasylenko (1976). All property: 1975
data, Smith and Kim (1979). Table 7-2. Seoul: 1970 data, Bahl and Was-
ylenko (1976); 1983 World Bank data. Table 8-1. Pusan and Seoul: 1977
data, Smith and Kim (1979). Table 10-4. Daegu, Daejeon, Gwangju, and
Jeonju: 1976 data, Smith and Kim (1979). Seoul: 1970 data, Bahl and
Wasylenko (1976). Table 10-5. Seoul: 1972 data, Bahl and Wasylenko
(1976). Table 10-15. Korean medium-size cities: 1976 data, Smith and
Kim (1979). Seoul: 1965-71 data, Bahl and Wasylenko (1976). Table
11-1. Seoul: 1976 World Bank data. Table 11-3. Seoul: 1973 data, Bahl
and Wasylenko (1976). Table 11-5. Seoul: 1973 data, Bahl and Wasy-
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lenko (1976). Table 13-1. Seoul: 1968 World Bank data; 1971 and 1975
data, Bahl and Wasylenko (1976); 1983 World Bank data. Table 13-4.
Seoul: before 1972, 1972, and after 1972, Bahl and Wasylenko (1976),
Smith and Kim (1979). Table 13-5. Seoul: pre-1972 data, Bahl and Was-
ylenko (1976), Smith and Kim (1979).

Lebanon

Table 5-2. All property: 1968 data, de Wulf (1972).

Liberia

Table 2-11. Monrovia: 1982 World Bank data.

Malawi

Table 5-2. All property: no date, World Bank data.

Malaysia

Table 10-5. Kuala Lumpur: 1973 World Bank data. Penang: 1973 data,
Katzmann (1977). Table 10-16. Kuala Lumpur: 1976 data, Julius and
Warford (1977). Table 13-3. States: 1980s World Bank data.

Mexico

Table 2-1. Mexico City: 1966 and 1980-84 data, Fried (1972). Table
2-2. Mexico City: 1980-84 World Bank data. Table 2-12. Mexico City:
1980-84 World Bank data. Table 10-5. Mexico City: 1973 data, Katzman
(1977). Table 10-16. Medium-sized cities: 1976 data,Julius and Warford
(1977). Table 13-1. Mexico City: 1968 and 1982 World Bank data.

Morocco

Table 2-4. Casablanca: 1970s World Bank data.

Nepal

Table 10-5. Kathmandu: 1970s World Bank data.

Nicaragua

Table 2-1. Managua: 1972 data, Lacayo, Wong, and Velasco Arboleda
(1976); 1979 World Bank data. Table 2-6. Managua: 1974 data, Lacayo,
Layman, and Velasco (1976); 1979 World Bank data. Table 2-10. Man-
agua: 1979 World Bank data. Table 2-11. Managua: 1974 data, Lacayo,
Layman, and Velasco (1976); 1979 World Bank data.

Nigeria

Table 2-2. Lagos: 1979/80 World Bank data. Table 2-5. Lagos: 1960s
data, Williams and Walsh (1968). Table 2-10. Lagos: 1980 World Bank
data. Table 2-11. Ibadan: 1982 World Bank data. Lagos: 1962/63 data,
Orewa (1966); 1980 World Bank data. Maknqdi and Onitsha: 1982
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World Bank data. Table 8-1. Ibadan: 1984 World Bank data. Table 10-
15. Lagos: 1960s data, Williams and Walsh (1968). Table 13-1. Ibadan:
1982 World Bank data. Table 13-3. States: 1979 data, Adamolekun and
others (1980). Table 13-4. All cities: 1960s data, Adamolekun and others
(1980).

Pakistan

Table 2-2. Gujranwala: 1971-75 and 1983-85 World Bank data. Ka-
rachi: 1972-75 and 1977-82 World Bank data. Table 2-4. Karachi: 1976
World Bank data. Table 2-5. Gujranwala: 1975 World Bank data. Table
2-9. Gujranwala: 1983 World Bank data. Karachi: 1973/74 World Bank
data. Table 2-10. Gujranwala: 1983 World Bank data. Karachi: 1974/75
data, Kee (1975); 1982 World Bank data. Table 2-11. Gujranwala: 1983
World Bank data. Karachi: 1974/75 data, Kee (1975); 1982 World Bank
data. Table 2-12. Karachi: 1980/81 World Bank data. Table 4-1. Gujran-
wala: 1970/71-74/75 and 1983-85 World Bank data. Karachi: 1972-75
and 1977-81 World Bank data. Table 5-2. All property: no date, Azfar
(1971). Table 5-3. Karachi: 1976 World Bank data. Table 10-4. Karachi:
1973-74 World Bank data. Table 10-5. Lahore: 1973 data, Turvey and
Warford (1974). Table 10-16. Lahore: 1976 data, Julius and Warford
(1977). Table 13-1. Karachi: 1975 data, Kee (1975); 1982 World Bank
data. Table 13-3. Gujranwala: 1970s World Bank data. Table 13-5.
Gujranwala: 1970s World Bank data.

Panama

Table 5-2. All property: 1969 data, McLure (1974).

Papua New Guinea

Table 13-3. Provinces: 1980 data, Bird (1983). Table 13-5. Provinces:
1980 data, Bird (1983).

Peru

Lima: 1981/82 World Bank data. Table 2-5. Lima: 1982 World Bank
data. Table 2-10. Lima: 1982 World Bank data. Table 2-11. Lima: 1982
World Bank data. Table 4-1. Lima: 1981/82 World Bank data. Table 5-
2. All property: 1966 data, Webb (1967).

Philippines

Table 2-1. Manila: 1960-70 data, Bahl, Brigg, and Smith (1976);
1980-85 World Bank data. Table 2-2. Manila: 1960-70 data, Bahl, Brigg,
and Smith (1976); 1980-85 World Bank data. Table 2-4. Manila: 1980
data, Bahl and Schroeder (1983c). Table 2-5. Davao: 1980 data, Bahl
and Schroeder (1983c). Table 2-9. Manila: 1985 World Bank data. Table
2-10. Manila: 1970 data, Bahl, Brigg, and Smith (1976); 1985 World
Bank data. Table2-11. Manila: 1970 data, Bahl, Brigg, and Smith (1976);
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1985 World Bank data. Table 2-12. Manila: 1960-70 data, Bahl, Brigg,
and Smith (1976); 1980-85 World Bank data. Table 2-13. Manila: 1980
data, Bahl and Schroeder (1983c). Table 4-1. Manila: 1970 data, Bahl,
Brigg, and Smith (1976); 1985 World Bank data. Table4-3. Manila: 1987
data, Dillinger (1988b). Table 4-4. Manila: 1972 data, Bahl, Brigg, and
Smith (1976); 1984 World Bank data. Table 4-6. Manila: 1974-84 World
Bank data. Table 4-7. Manila: 1974-84 World Bank data. Table 5-3.
Manila: 1974 data, Bahl, Brigg, and Smith (1976). Table 7-2. Manila:
1970 data, Bahl, Brigg, and Smith (1976). Table 13-1. Manila: 1970 data,
Bahl, Brigg, and Smith (1976); 1975 data, Bahl, Brigg, and Smith (1976).
Table 13-4. Manila: 1980 data, Bahl and Schroeder (1983c).

Portugal

Table 5-2. All property: 1973 data, Tanzi and de Wulf (1976). Table
5-3. All property: 1976 data, Tanzi and de Wulf (1976).

Senegal

Table 2-11. Dakar: 1982 World Bank data. Table 4-5. Dakar: 1985
World Bank data. Table 8-1. Dakar: 1984 World Bank data. Table 13-
1. Dakar: 1980 World Bank data.

Singapore

Table 4-1. Singapore: 1971 and 1983 World Bank data. Table 4-4.
Singapore: 1968 and 1985 World Bank data. Table 4-6. Singapore: 1983-
85 World Bank data. Table 5-3. Singapore: 1974 World Bank data. Table
11-3. Singapore: 1974 World Bank data.

Sri Lanka

Table 4-5. Kandy: 1983 data, Schroeder(1985b). Table 13-1. Colombo:
1977 and 1982 World Bank data. Table 13-5. Colombo: 1985 World
Bank data.

Thailand

Table 2-1. Bangkok: 1975-77 World Bank data. Table 2-4. Bangkok:
1974 World Bank data. Table 2-10. Bangkok: 1977 World Bank data.
Table 2-11. Bangkok: 1977 World Bank data. Table 4-1. Bangkok: 1977
World Bank data. Table 4-2. Bangkok: 1980 World Bank data. Table 5-
3. All property: 1974 World Bank data. Table 10-5. Bangkok: 1975 data,
Saunders (1976). Table 13-1. Bangkok: 1968 and 1977 World Bank data.

Tunisia

Table 2-1. Tunis: 1965-70 data, Prud'homme (1975); 1984/85 World
Bank data. Table 2-2. Tunis: 1966-72 data, Prud'homme (1975); 1981/
82 World Bank data. Table 2-5. Tunis: 1982 data, Prud'homme (1975).
Table 2-9. Tunis: 1985 World Bank data. Table 2-10. Tunis: 1972 data,
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Prud'homme (1975); 1985 World Bank data. Table 2-11. Tunis: 1973
data, Prud'homme (1975); 1985 World Bank data. Table 2-12. Tunis:
1966-73 data, Prud'homme (1975); 1984/85 World Bank data. Table 4-
1. Tunis: 1986 World Bank data. Table 4-4. Tunis: 1971 data,
Prud'homme (1975). Table 4-6. Tunis: 1966-72 data, Prud'homme
(1975). Table 4-7. Tunis: 1962-72 data, Prud'homme (1975). Table 5-
3. Tunis: 1978 data, Prud'homme (1975). Table 7-2. Tunis: 1973 data,
Prud'homme (1975). Table 10-5. Tunis: 1973 data, Prud'homme (1975).
Table 10-15. Tunis: 1974 data, Prud'homme (1975). Table 10-16. Tunis:
1975 data, Julius and Warford (1977). Table 11-1. Tunis: 1974 data,
Prud'homme (1975). Table 11-3. Tunis: 1974 data, Prud'homme (1975).
Table 11-5. Tunis: 1974 data, Prud'homme (1975). Table 13-1. Tunis:
1972 data, Prud'homme (1975); 1985 World Bank data. Table 13-4.
Tunis: 1972 data, Prud'homme (1975).

Turkey

Table2-2. Istanbul: 1960-70World Bankdata. Table5-2. Allproperty:
1968 data, Krzyaniak and Ozmucur (1968). Table 5-3. Istanbul: 1972
data, Keles (1977) and World Bank data. Table 13-1. Istanbul: 1968
World Bank data. Table 13-4. Istanbul: 1968 World Bank data.

Puerto Rico (United States)

Table 5-2. All property: no date, Mann (1973).

United States

Table 5-2. All property: 1968 data, Musgrave, Case, and Leonard
(1974).

Venezuela

Table 2-5. Valencia: 1960s data, Cannon, Foster, and Witherspoon
(1973). Table 2-10. Valencia: 1968 data, Cannon, Foster, and Wither-
spoon (1973). Table 2-11. Valencia: 1968 data, Cannon, Foster, and
Witherspoon (1973). Table 10-15. Valencia: 1968 data, Cannon, Foster,
and Witherspoon (1973).

Yugoslavia

Table 10-16. Dubrovnic: 1975 data, Julius and Warford (1977). Sa-
rajevo: 1976 data, Julius and Warford (1977).

Zaire

Table 2-5. Bukaru, Kinshasa, Lumbumbashi, and Mbuji-May: 1973
World Bank data. Table 2-10. Bukaru and Kinshasa: 1971 World Bank
data. Lumbumbashi: 1972 World Bank data. Mbuji-May: 1971 World
Bank data. Table 2-11. Bukaru and Kinshasa: 1971 and 1986 World Bank
data. Mbuji-May: 1971 World Bank data. Table 5-3. All property: 1973
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World Bank data. Table 8-1. All local authorities: 1973 World Bank data.
Table 13-1. Bukaru and Kinshasa: 1971 World Bank data. Lumbumbashi:
1972 World Bank data. Mbuji-May: 1971 World Bank data. Table 13-
3. Kinshasa: 1970s World Bank data. Table 13-4. Kinshasa: 1970s World
Bank data.

Zambia

Table 2-2. Lusaka: 1966-72 World Bank estimates. Table 2-4. Kitwe,
Lusaka, and Ndola: 1974 World Bank data. Table 2-8. Lusaka: 1972
World Bank data. Table 2-10. Kitwe: 1975 World Bank data. Lusaka:
1972 World Bank data. Table 2-11. Kitwe, Lusaka, and Ndola: 1972
World Bank data. Table 2-13. Kitwe, Lusaka, and Ndola: 1974 World
Bank data. Table 4-1. Lusaka: 1971 World Bank data. Table 4-4. Lusaka:
1972 World Bank data. Table 4-6. Lusaka: 1966-72 World Bank data.
Table 5-3. All property: 1976 World Bank data. Table 8-1. All local
authorities: 1976 World Bank data. Table 10-4. Lusaka: 1972 World Bank
data. Table 13-1. Kitwe: 1975 World Bank data. Lusaka: 1972 World
Bank data.



Notes

1. Introduction: Why Study Urban Public Finance?
1. These trends are discussed in Renaud (1982: 12-53). See also U.N. Department of

Economic and Social Affairs (1989: 205), U.N. Center for Human Settlements (1987: 21-
32), U.N. Department of International and Social Affairs (1987), and U.N. Department
of International Economic and Social Affairs (1980).

2. Perhaps the best known of these comparative studies of developing-country provincial
and local finances are Hicks (1974); Smith (1974); Bird (1978); Bahl (1979a); Linn (1983);
and Davey (1983).

3. These case studies were carried out under the auspices of the World Bank.
4. See Linn and Wetzel (1991) and World Bank (1991a) for a preliminary effort to

delineate ways in which private responsibility and financing can support the provision of
physical and social infrastructure in the megacities of the developing world.

2. The Expenditure and Revenue Structure
of Urban Governments
1. Throughout this book, "urban government" is defined as the lowest level in the

governmental structure which comprises national, state (province), and local authorities.
Our definition of urban local government includes autonomous government agencies which
have only a local franchise. "Subnational government" is defined as the local and state
(province) levels of government. In some unitary systems, no intermediate level of gov-
ernment exists, and hence the local government and subnational government sectors are
the same. See also chapter 12.

2. The United Nations does compile data on the finances of all subnational governments
country by country for its annual Yearbook of National Accounts Statistics. The International
Monetary Fund compiles fiscal data for provincial and local governments for most countries,
but again, no data for individual city governments are presented (IMF, various years, a
[1982); U.N. Statistical Office 1980).

3. Although these figures provide a general impression of the relative importance of
various levels of local government, they have to be treated with caution because of problems
of data and definition. Most developing countries do not have universal reporting for all
subnational authorities, and therefore the completeness of estimates of local and state
spending may vary between countries. Also, the definition of the government sector varies
between countries and analysts. Of particular importance is whether or not autonomous
government agencies and enterprises are defined as part of the public sector.

4. We included only those developing countries for which data were available for both
years.

5. This approach begs the issue of the allocation of expenditure benefits. It is clearly
as important a question, but benefit estimation is well beyond the scope of this work.

6. For instance, Cali was able to service approximately 95 percent of its urban population
with in-house water and sewer connections in 1976, compared with as little as 60 percent
a few years earlier. Yet it had not been able to reduce significantly the proportion of
neighborhoods not served by paved streets. Unpaved streets in Cali become virtually im-
passable during the rainy season and thus seriously affect the provision of many other urban
services such as garbage collection, transportation, and public utility maintenance (Linn
1980a).

7. These tables, like most of the tables in these chapters, are a snapshot of the prevailing
expenditure (or revenue) patterns at particular moments in time. Over time these patterns
change, although experience has shown that the structure of urban finance changes slowly.
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8. In the United States, for example, common local government functions would include
education, police, fire, refuse collection, parks and recreation, road and street maintenance,
and public assistance. For a recent review of local government functions and finances in
industrial countries, see Karran (1988).

9. For a detailed discussion of the pattern in the United States, see Wright (1988); for
the Federal Republic of Germany before reunification with the German Democratic Re-
public, see Ehrlicher and Hagemann (1976); and for other industrial countries, see
Prud'homme (1987) and Karran (1988). A similar pattern of overlapping functional re-
sponsibilities has also been observed in the U.S.S.R. (Pavlova 1975).

10. The category "other expenditure" appears very important in Colombian cities be-
cause ir includes debt service. This debt, however, is linked almost entirely to the provision
of public utility services and highway construction. "Other" also includes pensions and
fringe benefits for public employees and health care expenditure.

11. Contrary to data presented in Smith (1974: table 6), all of the Colombian cities
shown in table 2-7 have expenditures on education, and two out of three on public health
services. The data reported here are based on city expenditure accounts analyzed in the
field by the authors, whereas Smith had to rely on secondary sources. This underscores
the need for case study research in this area. Note also that Smith's table does not include
the expenditure of public utilities or other autonomous local public agencies for the Col-
ombian cities because secondary sources do not permit their consideration. This of course
results in a completely different picture of the distribution of local public spending.

12. External revenues do not necessarily constitute subsidies from higher-level govern-
ment since loan financing may be supported by savings within the urban sector and may
be fully repaid over time; and higher-level government grants may ultimately draw on
national tax revenues generated mainly in the urban sector. This is the case particularly
with shared taxes, which are collected by the national government in the city and then
wholly or partially remitted to local authorities.

13. A particularly striking phenomenon in Colombian cities has been the success of
"valorization" charges, a betterment levy assessed on the beneficiaries of urban street,
highway, and sewerage facilities (see chapter 6).

14. Nairobi relied heavilv on a local income tax before it was abolished bv the central
government in 1973. Korean local governments were given the power in 1973 to raise a
combination of local head taxes and income taxes (Smith and Kim 1979).

15. These findings confirm the results of some earlier studies (Walsh 1969; Smith 1974:
table 9).

16. For a discussion of the role of grants from the central government in industrial
countries, see Bird (1986) for a review of federalism, Lotz (1981) for the Scandinavian
countries, Prud'homme (1987) and Karran (1988) for the countries that belong to the
Organisation for Economic Co-operation and Development, Yonehara (1986) for Japan,
and Ehrlicher and Hagemann (1976) for the Federal Republic of Germany before reuni-
fication with the German Democratic Republic. A discussion of the declining importance
of federal grants in the United States is in Wright (1988, chaps. 4-7).

17. One basis for this hypothesis is that because the automobile is not as common in
the rural areas of developing countries as it is in those of industrial countries, people in
developing-country rural areas have much less mobility (short of outright migration to the
city).

18. Betterment levies are broadly defined to include cost recoupment schemes which
are designed to capture part of the increase in land value generated by investments in
infrastructure. These levies include, in particular, valorization in Colombia and land ad-
justment in Korea (see chapter 6).

19. One particular problem with extensive central control over local borrowing is the
often excessive paperwork and delays which are encountered when having to apply for
permission to borrow even relativelv small amounts. This in itself has helped to discourage
borrowing by local governments (see Bird 1980 for the example of Cali, Colombia, and
Hubbell 1983 for examples in the Philippines).

20. Causality may, however, also run in the opposite direction: urban governments that
successfully expand urban services, and thus spending, may be better able to raise more
resources as citizens' willingness to pay increases with increased service availability. Even
in this case, it is important that local authorities have the appropriate revenue instruments
under their control to raise additional revenues as services are expanded.
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3. The Urban Fiscal Problem in Developing Countries:
Issues and Approaches
1. Indeed, in the United States, the fiscal plight of central cities is a well-documented

problem (see Clark and Ferguson 1983). European and Japanese cities also face financial
difficulties (see Yonehara 1986). Even in the U.S.S.R., urban finances in large cities have
been a problem (Pavlova 1975).

2. Though the concern in this book is with the urban sector, in relative terms, public
service shortages are likely to be even greater in the rural areas of developing countries
(see Meerman 1979 and Selowsky 1979 for a discussion of this issue in Malaysia and
Colombia, respectively).

3. This presentation assumes simple answers to a number of complex questions, such
as whether a community indifference function exists and what distinguishes publicly pro-
vided goods and services from privately provided goods and services. Nonetheless, this
diagrammatic device is useful in highlighting some of the critical issues.

4. For discussions of various theories of expenditure growth, see Musgrave (1969: chap.
3); Bahl, Kim, and Park (1986: chap. 4); Burkhead and Miner (1974: chaps. 2-4); and
Larkey, Stoph, and Winer (1984). For a discussion of the measurement issues involved,
see the series of essays in Taylor (1983). For a review of government growth from the
public choice perspective, see Mueller (1987).

5. Peacock and Wiseman (1961) used the example of the United Kingdom to test the
existence of an upward displacement as a result of two world wars which, they argued, led
to popular acceptance of higher public expenditures.

6. For a review of studies following this approach for the United States, see Bahl, John-
son, and Wasylenko (1980).

7. This analysis is presented in a more formal way in chapter 13.
8. See Smith (1975) and Smith and Kim (1979) for evidence that the density of auto-

mobile ownership is much higher in the major cities of developing countries than in the
country as a whole. Data in World Bank (197 5c) indicate a positive association between
automobile ownership and per capita income for a cross section of cities in developing
countries (see also Linn 1983: chap. 5).

9. In the Latin American countries, communal facilities are generally rejected by the
population, whereas they have found acceptance in Asian and African countries.

10. For estimates of the income-elasticities of housing demand, see Grimes (1976),
Jimenez and Keare (1984), and Mayo and Gross (1987); for water supply and sewerage
services, see Hubbell (1977); for education services for the poor in Malaysia, see Meerman
(1979).

11. It might be argued that middle- and higher-income citizens demand more redistri-
butive actions as the level of economic development increases because they have more to
protect from the dangers of civil unrest. For the basic model, see Hochman and Rodgers
(1969).

12. For a detailed review of the evidence on urbanization costs, see Linn (1982).
13. The rates of inflation were substantially higher in developing countries than in in-

dustrial countries for the past two decades. The annual rates of percentage increases in
prices for a large sample of industrial and developing countries are shown below (World
Bank 1988).

1965-80 1980-86
Industrial countries 5.3 7.6
Developing countries 44.3 16.7

14. In Colombia, for instance, local teachers and health service personnel pushed ex-
tremely actively in the 1970s for higher wages, resorting to strikes, protest marches, and
sit-ins at the municipal offices.

15. A good example is Korea, where the central government raised local government
wages and salaries by 20 percent in 1975 and by a further 30 percent in 1976, both times
significantly above inflation levels (Smith and Kim 1979). Similar examples can be cited
for India, Kenya, Pakistan, and Turkey. In Pakistan, however, the central government offset
the increased salaries it had mandated by providing a special grant to local authorities.
There are also cases of local salaries increasing less rapidly than the general price level, as,
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for example, the case of municipal teachers in Bogota, where real salary levels declined
between 1971 and 1973.

16. For instance, at any point in time it can be cheaper per unit of water transmitted to
lay a pipe with a large diameter, than one with a smaller diameter. The total outlay, however,
is significant. It may well be that the local government must choose to lay two pipes of
similar diameter parallel to each other in line with the actual growth in the demand for
water rather than to build a large pipe well ahead of actual demand.

17. It is possible, however, that what have traditionally been regarded as public functions
at all levels of government (including local government) will more and more be privatized.
In many areas this would be appropriate in principle (see World Bank 1991), but in practice
progress is likely to remain slow. It is therefore reasonable to assume that the balance
between public and private responsibility will not change much in the foreseeable future.

18. Where urban government is geographically fragmented into many jurisdictions
within a metropolitan area, a particular jurisdiction may be able to exert a more substantial
influence over the size of its own economic base.

19. Another option might be to reassign responsibility for urban service provision to
private providers. However, the scope of this in practice is likely to be limited, especially
for many of the services required by the urban poor. Nonetheless, stronger efforts should
be made to involve private providers in what have traditionally been publicly provided
goods and services (World Bank 1988: chap. 4).

20. However, opposition fromgroups influentialin nationalgovernmentcircles has been
known to hamper the development of effective property and motor vehicle taxation because
these groups tend to bear the brunt of such taxes.

21. The recently initiated reforms of local government in Colombia represent a major
effort to decentralize governmental functions and finances and to strengthen local gov-
ernment institutions (World Bank 1988: 158). Whether this reform can survive the current
political strife in the country remains an open question. Nonetheless, the reforms represent
an interesting example of far-reaching local government reform based on years of careful
analysis and long-term political consensus building.

4. Property Tax Systems: Practice and Performance

1. An earlier version of this chapter appears as Bahl (1979a: 9-51).
2. Some of the data reported in this chapter are based on case studies completed during

the 1970s. Where possible, information in these case studies has been updated. Otherwise,
the discussion refers to the practice at the time the case studies were carried out.

3. For good examples of national surveys, see Garz6n L6pez (1989), Lent (1974), and
Yoingco (1971).

4. Another tax on property, the property transfer tax, is discussed in chapter 8.
5. R. V. Paddington, valuation officer, ex parte Peachey Property Corporation, Limited,

in the State Gazette 19 (1965): 993, as reported in Holland (1979).
6. There is also the issue of multiple leasing or subletting. In theory, the local govern-

ment has the choice of taking the first lease (that received by the owner) as the standard
rent, as has been done in Calcutta, or of taking the final rent, as is done in Madras (Mohan
1974).

7. Examples of declared rate schedules for cities using the annual value system are
presented in Bahl (1979a: 17).

8. Although this separation of the general property tax rate suggests a benefits view of
equity, it is not otherwise meaningful since property tax receipts are almost always viewed
by the city as completely fungible. In no case study were any of these designated portions
of the general rate actually earmarked for any particular use.

9. The case studies are dated, and some of the methods used have changed. Still, based
on later analysis, it seems clear that most cities using rental value systems apply similar
practices.

10. For a good discussion of the evolution of the site valuation system in Kingston, see
Risden (1979).

11. All buildings are taxed under the new property tax system in Jakarta, but the first
Rp 2 billion ($2,597 in 1989) are exempt.

12. In some West African countries, only improvements are taxed (Lent 1974).
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13. For a persuasive argument against a progressive property tax system, see Hicks and
Hicks (1955).

14. More detail is given in Bahl (1979a); in Bahl and Wasylenko (1976) for Seoul; in
Linn (1980b) for Bogota; in Linn (1975) for Cartagena; in Linn, Smith, and Wignjowijoto
(1976) forJakarta, and in Dillinger (1989) for Brazilian cities. Garz6n L6pez (1989) presents
a brief survey of the practice for Latin American and Caribbean countries.

15. For a discussion of the various models of central-local sharing administration, see
Dillinger 1988a: 36-41.

16. We use the term "site value" rather than "land value" because the tax base includes
the value resulting from development of the site, for example, roads, drainage, topsoil fill,
and so forth. In practice, the natural value of the site (unimproved land value) is so difficult
to determine that few valuers would even try. For a good discussion of this issue, see
Oldman and Teachout (1979).

17. One exception that we know of is Johannesburg, South Africa, which uses a site
value system with an annual value base; see McCulloch (1979).

18. For a discussion of the practice in countries using site values, see Lent (1974) and
Lindholm (1977).

19. The Committee on Taxation, Resources, and Economic Development (TRED), a
group of U.S. and Canadian property tax scholars, has focused on this subject for some
years. The Taxation of Urban Property in Less Des eloped Countries (Bahl 1979b), is the tenth
volume in the TRED series.

20. An interesting discussion of the advantages and disadvantages of site value taxation
in the Jamaican context is in Hicks and Hicks (1955).

21. McCulloch (1979) suggests that ample evidence is available, even for so developed
a city as Johannesburg.

22. For a comparison of annual and capital value tax bases under the assumption of
different capitalization rates, see Bahl (1978b).

23. Linn has estimated the income-elasticity of the property tax in Cartagena to be 0.81
(Linn 1975), and 0.77 for Bogota (Linn 1980b).

24. The property tax is levied on owners in the great majority of countries, but in some
cases the direct liability is with the occupier.

25. Bogota in the 1970s and early 1980s was an exception: relatively simple formulas
were used to appraise the value of improvements on the basis of standard factors of age,
size, and nature of construction and average annual construction cost indexes.

26. One must be very careful about drawing inferences from such measures, however,
because the denominator may well be flawed by duplicate records or by accounts that may
never be collected. A case in point is that of unpaid property taxes of some former Indian
owners, which were carried for many years as taxes due to Kenyan municipalities.

27. For a similar analysis of Delhi and Madras, see Nath and Schroeder (1984).

5. The Incidence of Urban Property Taxation
1. To the degree that the tax is shifted to other factors rather than to consumers, the

traditional view remains inaccurate. In small developing countries with large primate cities,
the capital stock in the primate city is not likely to be negligible relative to total capital
stock in the country, and therefore a property tax increase, although restricted entirely to
this city, may have a considerable effect on the nationwide average rate of return on capital.

2. See, for example, U.N. Department of Economic and Social Affairs (1966: 60), where
it is argued that reduced foreign investment in Latin America during the postwar period
was associated with a reduced spread in rates of return-particularly between Latin America
and the United States.

3. Indeed, the consensus now appears to be that tax incentives do not significantly
influence foreign investors' decisions (Clark 1971: 248; Guisinger 1985; Thirsk 1990).

4. The increasing costs are associated with successively tougher lines of borrowing such
as credits from bilateral and multilateral institutions, commercial bank credits, Eurodollar
loans, and suppliers credits. For a discussion of external financing conditions, see World
Bank (1981: chap. 5; 1985; 1988: chap. 1).

5. The rapid expansion of urban land area in the cities of developing countries is ex-
emplified by the case of Cali, where the urban land area tripled in the period 1952-69
and again between 1969 and 1985.
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6. This discussion of market imperfections draws on McLure (1979).
7. Strictly speaking, these conclusions apply only with a perfectly inelastic capital supply;

it is assumed here that any shifts resulting from very limited capital mobility in the short
run can be neglected.

8. This is calculated on the basis of the usual capitalization formula for less than an
infinite number of periods n:

T T T
PVT, = 1 + r +( - r)2 + ( + r

where PVT is the present value of the future stream of annual taxes T, and where r is the
discount rate.

9. In cities such as Bogota and Seoul, however, the income-elasticity of housing ex-
penditure may be relatively low, since their climates tend to be cold and wet (making
shelter a necessity) and since squatter settlements are not prevalent.

10. Very little information is available on the distribution of landownership across in-
come classes for developing countries. In countries such as India, Pakistan, and Sri Lanka,
where rental is a predominant form of tenancy in urban areas (see Mohan 1974, Lent 1974),
the concentration of landownership is likely to be higher than in countries where urban
tenancy is predominantly de facto ownership through squatting or illegal sales, as is the
case in many Latin American cities (see, for example, Linn 1977b).

11. Mann's study of Puerto Rico (number 17) assumes that the property tax is shifted
forward to consumers, with the exception of the tax on land used for business purposes.
That portion is distributed according to dividend receipts. The incidence of the property
tax under this set of assumptions is progressive for Puerto Rico.

12. Study number 12 is based on study 8 in its estimates of the incidence of the average
property tax rate. It goes beyond study 8 only by assessing the direction of the distributive
impact of excise effects.

13. Four other studies of incidence (7, 9, 20 and 22) also result in an estimate of pro-
gressivity-without, however, specifying explicitly the shifting assumptions.

14. Smith (1979) reports special taxes on vacant urban land for Chile, Colombia, Ec-
uador, Pakistan, Peru, Senegal, Syria, and Turkey; vacant urban land was not taxed in
Bahamas, Egypt, Haiti, Hong Kong, India (except Delhi and Madras), Mauritius, Morocco,
eastern Nigeria, Sierra Leone, and Sri Lanka.

15. This approximates the conventional equity argument of the proponents of site-value
taxation, except that they usually do not allow for the partial shifting of the improvements
tax to land and labor.

16. For example, in the mid-1970s on a visit to a rural Colombian town in the De-
partment of Valle del Cauca, the mayor of that town told one of the authors that the large
landowners in the rural section of the municipality failed to pay their property tax bills
and that there exists no politically viable mechanism of extracting payment from them. In
Abidjan a special resolution countersigned by the president of C6te d'lvoire was required
in 1974 to urge payment of the property tax by government officials. This appears to have
only temporarily improved the collection performance in that city.

17. It is assumed here that, when no clear direction of incidence can be assigned to a
particular administrative practice, it has an approximately neutral effect.

18. An exception is Aaron (1975), who considered owner-occupants and renters sep-
arately in a study of the United States. He provided a summary evaluation of the first four
elasticity terms in equation 5-2 without breaking them down into their components.

19. For each of the elasticities in equations 5-2 and 5-3 that relate a ratio (i) of two
variables to income (or rent), the effect of incidence associated with each particular elasticity
is progressive, neutral, or regressive depending on whether E(i,Y) is greater than, equal
to, or less than zero. In contrast, for the effect associated with elasticities that relate a
simple value to income (or rent), the incidence is progressive, neutral, or regressive de-
pending on whether the elasticities are greater than, equal to, or less than unity.

20. It is assumed here that owner-occupants bear the entire burden of the tax on their
property. This is in line with the short-run and long-run assumptions of the theoretical
framework developed above.

21. It is assumed here that the entire property tax on rental property is passed on to
renters, in line with the long-run shifting assumptions discussed above.
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6. Allocative Effects of Urban Property Taxation
1. Many analysts of urban policy have pointed out that it may be efficient to delay

development of a parcel of land temporarily with the objective of permitting more intensive
land use at a later stage; see Clawson (1962); Shoup (1978); and Smith (1979).

2. To the extent that high and rising prices lead to a higher rate of squatting and illegal
land development, and if such developments involve high public costs, the rapid increases
in land prices may indirectly result in losses in efficiency.

3. In Bogotd, for instance, real land values (that is, deflated by the consumer price index)
in the central business district remained stagnant or even declined in recent years, according
to Mohan and Villamizar (1980).

4. The data on land value increases reported, for example, in Wong (1976) for Asian
cities and in U.N. Center for Human Settlements (1987: 131) appear to be based on
selective or impressionistic land value information that do not permit estimation of average
increases in land prices.

5. See Walters (1983). Unfortunately, this view is based largely on conjecture, since
very little is known about the distribution of landownership in cities of developing coun-
tries. For Bogotd, data collected by Vernez (1973) and Carroll (1980) indicate that urban
landownership is more highly dispersed and that the urban housing construction industry
is more competitive than has frequently been assumed.

6. The effect of instruments on objectives also depends on the time frame: in the short
run, the direct effects on the distributional goals will be relatively stronger than those on
the allocative goals; the reverse is the case in the long run.

7. See Lent (1974) for a summary of the arguments.
8. During the mid-1970s this possibility was actively considered in Kenya, and in the

early 1980s in Jamaica.
9. Hong Kong and Singapore follow the British tradition in exempting vacant land and

buildings from the annual value rates.

7. Automotive Taxation
1. Smith (1974: 332). Smith also observes that in industrial countries automobile own-

ership tends to be much less heavily concentrated in urban areas.
2. See, for instance, Garza and Schteingart (1978: 75), who describe the effect of pol-

lution in Mexico City: "Approximately 60 percent of the air pollution is due to the use of
motor vehicles, which annually consume three million cubic meters of gasoline and 400,000
cubic meters of diesel fuel. This has produced a noticeable increase in chronic respiratory
and cardiovascular disease among the city's inhabitants."

3. The effects of congestion on vehicle operating costs and loss of time have been well
documented. See Walters (1968), Churchill (1972), World Bank (1975c, 1986), and New-
bery (1988).

4. Automotive taxation is not the only way to raise funds for urban roadways. Property
taxes and betterment levies may also be utilized (see chapters 4-6, 11).

5. See Churchill (1972), McLure (1971a), Nanjundappa (1973), and Newbery (1988)
for estimates of appropriate levels of fuel taxes in Central America, Colombia, and India,
respectively.

6. Linn, Smith, and Wignjowijoto (1976) and Bastin and Hadiprobowo (1987). Another
example of unusually aggressive use of automotive taxation is Singapore, where an area
licensing scheme has gone a long way in controlling central city congestion and raising
significant amounts of revenue. This case is further discussed below.

7. Some local governments impose fees related to motor vehicle operation, such as
vehicle inspection and driver's license fees. These are not discussed here because they are
usually of minor revenue importance and are raised mainly to cover the costs of a particular
service (vehicle inspection or driver's test). In some cities, however, these types of fees,
especially an annual inspection fee, might approximate an annual license tax if rates were
higher than necessary for cost recovery. This might be an appropriate approach if outright
license taxes cannot easily be imposed because of legal or institutional constraints that
cannot be overcome without serious delay or major legislative action by higher-level au-
thorities.
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8. The local government in Managua in the mid-1970s also levied a municipal gasoline
tax, but revenues from this tax are negligible (Lacayo and others 1976).

9. Churchill (1972) estimated that the variable maintenance costs on paved, gravel, and
dirt roads are in the ratio of 1:11:33 in Central America. Nanjundappa (1973) reported
that variable maintenance costs on cement-paved, bituminous-paved, waterbound maca-
dam, and earth roads in India are in the ratio of 1:4:20:34. Other factors influencing variable
maintenance costs are the axle weight of vehicles and the type of tire used, in particular,
whether pneumatic or not.

10. Churchill (1972: 109). The percentage of all traffic on unpaved urban roads is likely
to be smaller than the percentage on unpaved rural roads.

11. Churchill (1972: 120) observed for Central American cities that congestion is severe
throughout the day in the central areas of large cities, and thus there is much less "peakiness"
than in cities in the United States and Europe.

12. This policy is prescribed by Walters (1968), Churchill (1972), and McLure (1971a).
Smith (1975), however, has argued that national fuel taxes might be set at higher rates
because they are an easily administered and socially equitable source of public funds. See
also Hughes (1987) and Newbery (1988).

13. This mav also lead to a more extensive use of motor vehicles with low power-weight
ratios, which may be inefficient on economic grounds and may contribute to even worse
urban congestion (Walters 1968).

14. "As fuel and tires represent only a small fraction of total monetized costs of road
transport (and even less if imputed time costs are included), the elasticity of road use with
respect to variations in charges for fuel and tires tends to be low. It is indicative that recent
increases of 50 percent in gasoline prices appear to have reduced consumption by less than
10 percent" (World Bank 1975c: 89).

15. See, for instance, Tanzi and De Wulf (1976) for an estimate of a highly progressive
incidence of fuel taxes in Portugal. Conversely, Hughes (1987) points out that while ker-
osene and diesel fuel are also taxed, the progressiviry of fuel taxation quickly disappears.

16. This may not be universally true. Especially in low-income Asian countries, non-
motorized vehicle and pedestrian traffic contribute considerably to urban road congestion
(Nanjundappa 1973).

17. The transfer tax rates are fairly high: 10 percent of the value of a new vehicle and
5 percent of the value of a used vehicle. The license tax is larger in Jakarta than in local
government areas, but it is roughly equivalent to 2-3 percent of the value of a motor
vehicle.

18. In this respect motor vehicle taxation is quite similar to real estate taxation, for
which the existence of a good cadastre is essential. The cadastre in turn serves other im-
portant purposes besides property taxation.

19. McLure (1974) for Panama; Krzyzaniak and Ozmucur (1968) for Turkey; De Wulf
(1972, 1975) for Lebanon; Mann (1973) for Puerto Rico; Tanzi and De Wulf (1976) for
Portugal. Typically these studies assume that vehicle taxes are borne in proportion to
expenditures on private automobiles or in proportion to automobile ownership.

20. Other potential pricing systems-various types of mechanical metering devices for
measuring and charging for road use-are not discussed here, because they have high capital
costs and are highly foreign-exchange-intensive, potentially difficult to administer, and
largely untried for the purposes of congestion pricing; see Walters (1968: 209); World
Bank (1975c: 91). It is worth noting here, however, that Hong Kong has experimented
with an electronic metering system to monitor and charge for central city automobiles.
This system was apparently judged technically and financially feasible, but it was ultimately
rejected in the face of popular opposition aroused by fears of loss of privacy. Also neglected
here is the fact that in some cities not only motor vehicles, but also nonmotorized modes
of transportation such as bicycles, animal carts, and pedestrians, contribute extensively to
urban congestion (see, for example, Nanjundappa 197 3). Fiscal measures are not likely to
be useful instruments of control for this type of congestion.

21. This section draws extensively on Watson and Holland (1978).
22. This is no minor feat. See, for instance, the following statement by McLure (197 1b:

704): "[Congestion] charges would vary by type of automobile, by the hour of the day, by
the area of the city in which the vehicle is used, and so forth. It is also generally agreed
that such a system is impossible to administer in its pure form and very difficult to ap-
proximate, especially in a developing country such as Colombia."
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23. The use oftheprinciple of owner-liabilitywas amajor help because itis not necessary
to stop vehicles entering the restricted zone without the proper licenses. Of course, the
existence of an effective motor vehicle registration system is an essential prerequisite.

24. Watson and Holland (1976) estimated that the total cost of the Singapore scheme
was no more than the cost of constructing two kilometers of a four-lane urban expressway.

25. This must be qualified to the extent that high-income automobile users appear to
have switched over to car pools more readily than low-income users. Car pools do not pay
the license fee.

26. In Singapore, fees in public parking lots were increased substantially with the in-
troduction of the area license scheme. At the same time, commercial parking lot operators
were required to charge fees equal to those on public lots and to pay the difference between
old and new rates to the government. Apparently, no effort was made to tax private parking
facilities (Watson and Holland 1978).

27. Presumably the misguided rationale for this policy is to provide an alternative to
on-street parking. No consideration, however, seems to have been given to the fact that
this policy, if anything, encourages commuting by car and provides a tax relief for high-
income garage and vehicle owners. On-street parking, to the extent that it is permitted at
all, is not likely to be reduced by this measure because all available spaces will be used as
long as they are free.

28. See Walters (1968: 203). In developing countries it is likely to be important to
shadow price the foreign exchange requirements for parking meters as well as labor inputs
for administration and enforcement; they may affect the cost calculations considerably
because of trade and labor market distortions. See also Churchill (1972: 145) foralternatives
to parking meters, such as parking cards or disks, for levying on-street parking fees.

29. In Guatemala City, for example, administrative costs amounted to 64 percent of
gross revenues from parking meters (Churchill 1972: 111).

8. Other Urban Taxes
1. The redistribution of income between cities or regions, or between the urban and

the rural sector, is more properly a concern of the intergovernmental grant system and is
taken up in chapter 13.

2. In the United States the local income tax has increased in importance as a source of
local government revenue, and a wide variety of practices is employed in various states
(see U.S. Advisory Commission on Intergovernmental Relations 1989: Cline 1986). In
Japan, local governments levy a progressive (individual and company) income tax, which
in recent years has accounted for as much as about two-thirds of all local tax revenue
(Ishihara 1986). In Norway, Sweden, and Denmark, local governments have levied flat
rate income taxes averaging more than 20 percent (Lotz 1981).

3. In some countries it may be possible to circumvent higher-level government restric-
tions on local income taxation by wider interpretation of existing tax legislation. Onitsha
(Nigeria) has been prohibited from applying a poll tax to those covered under the state
income tax and therefore has labeled its levy a "sanitation rate" or "community levy" (1984
World Bank data). Many years ago, Hicks (1974) made asimilar suggestion for the extension
of the business and professional license fees collected in Indian cities.

4. The rates were structured so as to result in regressive average tax rates across income
groups. A later effort by the city government to introduce a set of progressive rates was
effectively vetoed by the central government (Avenarius and others 1975).

5. In the United States, a large number of cities rely quite heavily on local sales taxes.
For a thorough description of sales tax practices by state and local governments in the
United States, see Due and Mikesell (1983).

6. See Due (1988) for an extensive discussion of alternative forms of sales taxation in
developing countries.

7. See the discussion in Tait (1988: chap. 8).
8. In Managua, sales tax revenues appeared to have been more stable than most other

primary sources of local revenue. Although total recurrent local revenue declined by 13
percent between 1972 and 1973 in the wake of a severe earthquake, sales tax revenues
increased by 4 percent (Lacayo, Wong, and Velasco 1976).

9. For example, counties in New York State in the United States choose a retail sales
tax rate of up to 3 percent to piggyback onto the 4 percent state rate.
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10. A good example of this problem occurred in the Philippines, where the government
held back on the local government share of internal revenue collections (Bahl and Schroeder
1983b), and in Korea, where the local government share of internal tax collections has
steadily fallen in recent years (Smith and Kim 1979; Chun, Kim, and Lee 1985).

11. Silveira (1989: 21) reports that only 12 percent of registered professionals paid the
local service tax in Rio de Janeiro, as compared with 65 percent in Recife.

12. "Octroi" is derived from a French word, and it could best be translated as "impost."
Indeed, it may be of interest to note that "octrois" were levied extensively in pre-revo-
lutionary France-Paris was surrounded by legendary customs walls in 1789-and were
one of the sources of popular discontent sparking the French Revolution (Schama 1989:
73).

13. It was abolished in Bangladesh, ostensibly in response to the standard criticism that
it is a grossly inefficient way to raise revenue for a local government. In fact, the underlying
reasons may also have included the central government's desire to control a greater share
of the revenue base. In Iran a local tax equivalent to the octroi ("gate tax") was abolished
in 1962 (Marshall 1969). In Cali a local statute prescribes a tax on all merchandise imported
from abroad whose final destination is Cali. Because of administrative difficulties and lack
of effort in collection, however, this tax only contributed 0.6 percent of local government
revenue in 1975 (World Bank data).

14. Similar results are shown in McLure and Thirsk (1978) for Jamaica.
15. In 1977 all local governments in Korea lost the authority to tax entertainment (with

the exception of horse-racing bets). These taxes were replaced by the national value added
tax (Smith and Kim 1979).

16. This phenomenon is not restricted to cities in developing countries. In Belgium,
local authorities have traditionally levied more than 100 local taxes (Marshall 1969), and
Tokyo also has relied so extensively on numerous nuisance taxes that there have been calls
for reform (Hicks 1974).

17. In Colombian cities, for instance, the ordinances governing the minor local taxes
were in general not systematically filed and accessible to local tax officials, who therefore
frequently were not informed about many of their provisions.

18. Commercial telephones should probably be exempted on efficiency grounds, and
the use of public telephones should not be taxed for reasons of equity and efficiency.
Furthermore, a tax on connections rather than usage is preferable on efficiency grounds,
given the low price-elasticity of demand and the excess demand for connections.

19. Or if administration involves considerable efforts, as with motor vehicle and property
taxation, this has important benefits which go beyond the immediate fiscal concerns, as in
the case of the preparation of a good cadastre or an effective plan of motor vehicle reg-
istration.

9. Issues in Pricing Urban Services
1. Many of the following arguments may also be found in Kahn (1970); Ray (1975);

Saunders, Warford, and Mann (1976); Bos (1985); Katz (1987); Heady (1989);Julius and
Alicbuson (1989); and World Bank (1989).

2. Bird (1976b: 42). See also Turvey and Anderson (1977), who argue that one should
start with the design of efficient electric power tariffs and only then decide on any deviations
from the efficient tariffs according to the nature and strength of other objectives. The
design of user charges for World Bank-financed projects usually starts with consideration
of the efficiency objective UJulius and Alicbuson 1989).

3. For a mathematical proof of this proposition, see Furobotn and Saving (1971: 45-
46).

4. In fact, it can be argued that only if price is permitted to vary, so as to ration short
capacity, is it possible to derive some guidance for investment decisions from past pricing
behavior. Price-smoothing methods (discussed further below), in particular long-run mar-
ginal cost pricing, reduce the usefulness of price as a guide for investment decisions.

5. Rising (or falling) block rates occur if users are charged stepwise higher (or lower)
unit prices as they consume more units of a service.

6. Externalities will be discussed in detail below.
7. In some Colombian cities water charges were raised monthly by a small proportion

during the 197 0s. Although this rate of increase was not strictly in line with the rate of
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inflation, it was a step in the right direction, assuming that the prices set initially provided
an appropriate tradeoff between various conflicting objectives of rate-making (including
efficiency).

8. In some cases, once service facilities are provided, connection or use may be made
compulsory, which eliminates private decisionmaking.

9. Location cost differentials may occur with respect to all dimensions of service pro-
vision, that is, use-related costs, connection-related costs, and costs related to general ser-
vice provision throughout a particular area. User fees, connection fees, and general location-
related jobs may thus have to be differentiated area by area.

10. The reverse, of course, may also happen, if higher urban costs are not reflected in
higher urban charges, for example, for road transportation and water supply.

11. For electricity, higher-cost generators may also be used during peak periods, thus
raising operating costs.

12. Exceptions might be if the population of an area changes seasonally (for example,
because of seasonal migration) or if connection and installation costs differ seasonally be-
cause of changing climatic conditions (it may be more costly to dig ditches or lay pipes
during the rainy season). But these cases are rare and can be dealt with ad hoc. Note,
however, that it would be the price of a connection or of a location which would be changed
between periods, not the price of service use.

13. See Mann (1968: 41) for a cogent statement of this point.
14. However, the practice of charging higher utility tariffs to industrial users than to

residential consumers may harm the international competitiveness of industry.
15. In the following paragraphs, externalities are assumed to convey benefits. The anal-

ysis can proceed in very similar terms for external costs, since one may define external
costs merely as negative external benefits. The curves of marginal social valuation in figures
9-2, 9-3, and 9-4 would then be drawn below, instead of above, the individual private
demand curves, in which case the price for the service would be set above marginal cost,
resulting in a tax, rather than a subsidy, on use or connection.

16. This is the case because each new telephone connection provides all previous con-
nections with the benefit of being able to contact it.

17. This price could therefore be set according to other criteria, such as equity or fi-
nancial considerations.

18. The feasibility of compulsion as an alternative to pricing for purposes of achieving
optimal service use or connection is subject to institutional constraints. If compulsion is
applied universally (as, for instance, for primary education or water supply), it may be easy
to implement in a technical sense, although there is almost always a very serious problem
of evasion. But if compulsion is required to force connection or consumption only selec-
tively, it becomes extremely difficult to decide who should and should not be thus com-
pelled-not to mention the problems with enforcement.

19. See Kahn (1970, vol. 1: 195), for a strong plea for caution along these lines. Re-
garding external costs it is common to observe the opposite bias in pricing policies. Conges-
tion and pollution, in particular, are rarely priced at efficient levels in both developing and
industrial nations. Greater efforts could be made in many cases to improve pricing policies
by explicitly allowing for external costs.

20. See, for instance, Kahn (1970) and Furobotn and Saving (1971).
21. See Little and Mirrlees (1974) and Squire and van der Tak (1975) for the theory

and practice of shadow pricing in project analysis. See also Munasinghe and Warford (1978)
for a discussion of shadow pricing electric power.

22. See Kahn (1970, vol. 1: 196).
23. An alternative would be to compel property owners to connect their properties to

the sewage system. This was discussed in the preceding section.
24. In calculating the costs of a refined pricing scheme the inputs, especially nontraded

inputs, should be shadow priced to allow for distortions in market prices. Also, one must
consider the welfare loss resulting from distortions generated by other charges or taxes
which are replacing use-related charges.

25. See especially Turvey and Warford (1974).
26. The extent of capital indivisibility will vary between services and cities depending

on a number of circumstances, in particular the type of technology chosen at given levels
of demand and natural resources. For instance, if groundwater is abundant, capacity in-
crements in the water supply system are feasible in much smaller steps than if surface water
needs to be tapped from distant sources (Saunders, Warford, and Mann 1976: 7).
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27. Two other problems are frequently cited: price fluctuations may create awkward
revenue streams for the agency, and they may be difficult for the consuming public to
accept. These problems will be further discussed below.

28. They, in turn, would have a considerable interest in continued low prices, which
would cause political pressures against service rationing prices and in favor of premature
extensions in service capacity.

29. Other considerations, such as the higher, more stable revenue generated by alter-
native pricing systems and the political advantages of more stable prices, will also enter
into the selection. In fact, they may be more important than efficiency.

30. In all likelihood this price path would not be a constant price over time.
31. Another case of financial deficits occurs in which externalities prevail and social

marginal costs therefore lie below average financial costs.
32. For an early comprehensive treatment of this issue, see Henderson (1947).
33. Another such tax is the head, or poll, tax. But this tax is generally not considered

a viable fiscal instrument because it has unacceptable distributive effects.
34. See chapter 5 for an extensive discussion of land taxation.
35. Even if local taxes had no effects on consumer choices, all tax collection is associated

with collection and compliance costs which must be compared with those of raising public
funds through user charges.

36. Full cost pricing is pricing that recovers total service costs from the beneficiaries of
the service, whether through use-related, access, or location charges.

37. See Little (1965); Ray (1975); and Saunders, Warford. and Mann (1976) for ex-
amples.

38. See especially Buchanan (1968: 15).
39. This argument neglects the fact that, even with full cost pricing, service beneficiaries

as a group will reap a net benefit, as long as total private benefits exceed total costs, that
is, as long as there is a fiscal dividend obtained by the beneficiaries. At an equal rate,
nonbeneficiaries do not participate in this dividend and thus will have an incentive to pull
public investments in their own direction, that is, toward services which they tend to
consume more heavily.

40. See Little (1965: 188); Ray (1975: 34).
41. See Little (1965: 188). However, the view that "he who benefits ought to pay" may

not be prevalent everywhere and for all services in developing countries. In fact, the exact
opposite view may often prevail if free or highly subsidized services are regarded as a quasi-
God-given right of the beneficiaries because such services are seen as essential for life or
health. See, for example, Shipman (1967: 3) for an account of this view regarding water
supply in Latin America during the 1960s.

42. Where congestion is severe, for example in the central city, or where there is sig-
nificant excess demand for the service, this is quite a relevant concern.

43. Examples are the municipal electricity tax in Delhi (Lal 1976); the municipal tele-
phone tax in Cartagena (Linn 1975); the statutory requirement of a transfer from the
autonomous urban service agency to the municipal government in Cali (Bird 1975); the
transfers from electricity services to the general account in Francistown, Botswana (World
Bank data); the de facto transfers from the water account to the general account in Nairobi
(1978 World Bank data); and the transfers from semiautonomous service agencies to the
metropolitan government in Jakarta (Linn, Smith, and Wignjowijoto 1976). In industrial
countries such transfers have also been encountered frequently, especially in Germany,
South Africa, and Sweden (Hicks 1974: 160). Of course, these financing arrangements are
likely to reflect a principle of total-cost-plus-tax financing rather than the attempt to siphon
off a surplus resulting from the application of a marginal cost pricing criterion. The main
point to be made, however, is that intergovernmental transfers of this kind are quite feasible.

44. See, for example, Coase (1970) and Henderson (1947).
45. See Ng and Weisser (1974) for a quantitative formulation of this financing method.

They are concerned with a two-part tariff, under which the marginal cost of access is equal
to zero but for which financial considerations may make an access charge desirable in
addition to a use-related charge. This model is particularly interesting because it considers
explicitly the case when the price-elasticity of access demand is greater than zero (in absolute
terms).

46. The question of how one may discriminate between rich and poor consumers is
further discussed below.
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47. A departure from marginal cost pricing is also called for with general fund financing
or multipart tariffs whenever these financing arrangements lead to distortions in the al-
location of resources, for example, because of the marginal cost of raising (general) public
funds or because demand for access to a service is not perfectly inelastic.

48. Certainly it is conventional wisdom in public finance theory that the distributive
goal is not a proper concern for local (or subnational) authorities. Of course, it is precisely
these authorities who are most frequently and extensively in charge of the provision of
urban public services. See Musgrave and Musgrave (1973: 606).

49. See, for example, McLure (1975b); Linn (1980a); Bird (1977a).
50. In Feldstein's model, these are actually embodied in what he calls the "distributional

characteristic" of a good or service (Feldstein 1972b: 33).
51. This holds as long as the service is a normal good, that is, the demand for it increases

with income (Feldstein 1972a: 178).
52. That is, the income-elasticity of the income or property tax is greater than the

income-elasticity of service demand.
53. Munk also introduces the cost of tax collection as a determinant of optimal service

price and finds, not surprisingly, that the higher the cost of tax collection, the higher the
optimal service price.

54. This is true provided the service faces declining average costs, that is, marginal cost
pricing results in a deficit, and provided the marginal consumer uses less than the average
consumer.

55. See, for instance, Linn (1980a) for public service demand in Colombia.
56. Complicating matters is the fact that the demand for service use and the demand

for output are interrelated. The cross-price-elasticities which Feldstein (1972b) was able
to neglect for practical purposes therefore acquire particular relevance in this context.

57. It is possible to assume unrelatedness, for instance, because service connection is
compulsory or because location decisions are not affected bv use or access prices.

58. See, for example, Saunders, Warford, and Mann (1976) for the case of water supply.
59. The tax (subsidy) is defined here as the price above (below) marginal cost.
60. See, for example, Linn (1977a) for C6te d'Ivoire and Yang (1975) for Yugoslavia;

also see Linn (1976a) for a survey of a number of applications in different countries.
61. This pricing structure is frequently referred to as "life-line rates."
62. A rising block tariff, which subsidizes consumers at low levels of consumption but

equals marginal cost at higher levels, could approximate a basic need tariff in practice.
63. The importance of past pricing practices will be further discussed below.
64. Indeed, the resurgence of interest in service charges for the financing of urban

services in the United States can to a considerable extent be explained by this growing
restlessness of local taxpayers.

65. An example of such a typical reaction is the case of the municipal Water and Sewerage
Department in Nairobi, whose managers have generally objected to using water surpluses
to finance general account deficits in the Nairobi City Council. Another case is the Mu-
nicipal Public Service Company in Cali, whose managers very much objected to being
forced to transfer 4 percent of its gross revenues to the general account. In Bogotd, the
arguments between the Municipal Water Company and the Municipal Electric Company
regarding the sharing of costs in a joint project were based on very similar motives.

66. Perhaps one of the most important questions in this connection is how the manager
can be given an incentive to achieve efficiency in production. This will require appropriare
incentive schemes, regulations, and controls, and possibly competition from private service
providers. This issue goes beyond the confines of the current study.

67. Examples for such influence bv higher-level authorities are Korea (Smith and Kim
1979) and various others cited by Hicks (1974).

68. Examples are the cases of Colombia and Kenya, where national authorities have
actively promoted service prices closer in line with costs.

69. The service pricing practices of the Colombian public utility are a case in point.
70. This has occurred, for example, in Korea (Smith and Kim 1979).

10. Charging for Urban Water Services
1. The information in table 10-2, although dated, provides a good indication of the

orders of magnitude and degree of variation commonly observed.
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2. The purpose of table 10-5 and the accompanying discussion in the text is to familiarize
the reader with the types of water charge systems commonly found in developing countries.
Of course, water charges are often changed, sometimes quite substantially; therefore, the
information contained in table 10-5 should be seen for what it is: a snapshot of common
practices, often of some years ago, and not necessarily an accurate description of current
water charges in each city.

3. Depending on country usage, these public taps are also referred to as standposts,
standpipes, hydrants, or kiosks.

4. In some countries, however, private developers are required to install the retriculation
system at their own expense and then hand it over to the water authority for administration.
In principle, this is equivalent to a development charge; in practice, however, such regu-
lations are often not enforceable and therefore tend to affect only high-income develop-
ments. This has been the case, for example, in Colombia (Linn 1976c).

5. The discussion follows in essence the arguments developed in the preceding chapter.
The reader may refer back to it for a more explicit discussion of the general principles
underlying the analysis of the present chapter.

6. Very high connection fees have, however, discouraged water connections even by
high-income users in some areas of Cameroon (World Bank 1975a).

7. Access to high-quality and reliable services is likely to be much more important than
the price charge for services as far as industrial location decisions are concerned. To the
extent that higher charges permit provision of better quality services, there may in fact be
a positive association between price and location decision.

8. Following Saunders, Warford, and Mann (1977), the precise definition of AIC is:

T [(Rt.; R,) + l,+,

AIC, = '=' EnT 1 (Q, Qd

where R, = operations and maintenance expenditure in year t, Q, = water produced in
year t, 1, = capital expenditure in year t, T = number of years for which water expenditures
and attributable output are forecast, and i = the discount rate. This approach has been
used by the World Bank in its appraisal of water supply projects.

9. SRMC pricing is defined to include the rule that when full capacity use is reached,
price is adjusted to ration demand in line with available capacity (see chapter 9).

10. Saunders, Warford, and Mann (1977) have exctensively explored the AIC price be-
havior in comparison with other long-run marginal cost (LRMic) concepts.

11. A case of unusually high deposits was encountered in Liberia (Mbi and Campbell
1980).

12. Similar cost differentials were observed for Nairobi.
13. For Tunisia, see Prud'homme (1975); for the Penang region of Malavsia, see Karzman

(1977). For a critical discussion of nationally uniform water tariffs, see also Saunders and
Warford (1976).

14. Other goals, in particular redistribution between urban and rural areas, may, how-
ever, be used to justify cross-subsidization through water tariffs. This is discussed below.

15. The costs of nonprice rationing are further discussed below.
16. According to Warford and Julius (1977), this type of tariff has been adopted in

twenty-one of the thirty-six developing countries that have borrowed from the World Bank
in the water supply section and have metered connections. See also table 10-5, in which
rising block rates are predominant, many of them consisting of two-block tariffs which are
in essence life-line tariffs.

17. For a sample of fifty-three low-income households which responded in 1975 to a
questionnaire designed for the World Bank by L. K. Hubbell and administered by staff of
the Nairobi City Council in the Mathare valley district of Nairobi the average consumption
was only 10.4 lcd. All households drew their water from public water taps ("kiosks").

18. Frequently, however, local authorities and utilities are explicitly exempted from
paying tariffs on imported capital goods.

19. When, as is suggested here, the border pricing technique is used to shadow price
individual inputs, the resulting cost estimate must be converted to a domestic price equiv-
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alent by applying the conversion factor for consumption. This is explained in greater detail
in Munasinghe (1979).

20. This case arose during the early 1970s in Nairobi, where a number of small private
water systems were gradually compelled to yield to the public system because the ground-
water on which they drew had unhealthily high levels of fluoride.

21. See Shipman (1967) and Saunders and Warford (1976) for further discussions of
these issues.

22. The capital cosr of meter and installation was amortized at a 10 percent discount
rate over a five-year lifetime and added to the recurrent costs of meter reading, mainte-
nance, and so forth.

23. Water charges are potentially more collectable than local taxes because shutting off
water services is a relatively quick and easy but quite painful instrument of enforcement,
provided water authorities are willing to use it. In Bogota, for example, accumulated arrears
on water service charges in 1972 amounted to only 11 percent of the annual revenues due,
whereas accumulated arrears on valorization charges for sewerage works-development
charges which were collected by a separate agency without the power to shut off water
service-amounted to 130 percent of the annual revenue due. Nonetheless, uncollected
water charges are frequently a serious problem for water utilities; see Linn, Smith, and
Wignjowijoto (1976) for the case of Jakarta.

24. The exception was a small group of very low-income and low-quantity consumers
in Bogota.

25. The low residential consumption fee in Bombay appears inappropriate for three
reasons. First, under the conditions of serious constraints on capacity in Bombay, even AIC

pricing is likely to require extensive rationing; prices below AIC will only aggravate this
problem and cause further losses in efficiency. Second, given that the poorest segments
in Bombay are not even connected to the water distribution network, the distributive
benefits of subsidized residential tariffs are highly dubious. Third, the high industrial and
commercial tariffs needed to permit subsidized residential fees contribute to high pro-
duction costs for the city's firms and thus reduce their competitiveness domestically and
internationally.

26. It is worth noting, however, that the flat percentage rate of the water (and sewer)
tax in Bombay already results in higher periodic charges for middle- and high-income
consumers because they are more likelv to live on properties of higher value than the poor.

27. See Linn (1980a) for a more detailed discussion of alternative definitions of subsidy
as applied to public utility pricing.

28. The estimate for Cali is based on a survey of household utility consumption carried
out by Johannes Linn in 1976 in conjunction with a survey by Marcelo Selowsky reporting
incomes for the same households.

29. Saunders (1976) called attention to the problem of multiple-household connections
in Bangkok and observed that life-line tariffs will be of limited benefit under these con-
ditions.

30. Both pricing measures are examples of application of the Munasinghe-Warford
model discussed in the preceding chapter.

31. What is more, because of the failure of the public utilitv company to obtain accurate,
up-to-date information from the cadastral agency, the income-elasticity was considerably
lower and the variability considerably higher for the assessed values in the public utility's
books than in the official assessment rolls.

32. The extent to which this assumption is appropriate is further investigated below.
33. The marginal consumption charge applies only to consumption in excess of the fixed

basic amount of water allocated to each consumer.
34. Of course, this calculation presupposes that all consumers use their full allotment

under the fixed charge. In 1976, 26 percent of sampled consumers did not use the full
allotment.

35. These results are based on the 1976 household survey conducted byjJohannes Linn
in Cali.

36. Other cases in which high connection fees appear to have discouraged connection
include Monrovia (Mbi and Campbell 1980), Bangkok (Saunders 1976), and Cameroon
(World Bank 1975a).

37. The actual connection charge in these neighborhoods in 1975 amounted to only
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Col$1,200 payable over five years at no interest rate, whereas during the same year the
actual cost to the water company of a hookup was estimated to amount to about ColS$2,500.

38. Of course, there are also costs associated with metering which can be avoided under
property tax financing.

39. This is the context in which Feldstein (1972b) formulated his model of optimal
utility pricing with allowance for distributive considerations.

40. This is a straightforward result of the Munk (1977) model discussed in the preceding
chapter.

41. This case approximates the model postulated by Feldstein (1972a), which was re-
viewed in the preceding chapter.

42. The municipal tax of 4 percent on all gross public utility revenues in Cali in the
1970s was therefore not likely to be justified in the case of water supply.

43. Saunders and Warford (1976) also cite the case of Costa Rica. Its largest city, San
Jose, generated surpluses on water account for use as subsidies to water services in rural
areas.

44. See World Bank (1980c) for a discussion of appropriate staging and sequencing of
investments in water and sewer systems.

45. Financing sewerage networks through development charges is a common practice
in the United States (Julius and Warford 1977).

46. The automaticity depends, however, on an effective system of property valuation,
which is not common in developing countries (see chapter 4).

47. Such transfers are particularly inappropriate if they are used mainly to finance ex-
pansions of sewer systems benefiting wealthy households, as was the case in Cartagena in
the early 1970s (Linn 1975).

48. The next chapter will discuss the valorization method in greater detail.
49. Which of the low-cost sanitation systems is most important in any particular city

depends on local soil conditions, densities, and culture, to name but a few factors. Kal-
bermatten, Julius, and Gunnerson (1982) discuss these factors and ways of dealing with
possible difficulties of implementing low-cost sanitation techniques.

50. These costs should also be included in the calculation of residential sewerage costs
to the extent that they result from residential wastewater effluents.

51. This holds true provided that the development of monopolistic control over the
public taps by a few private individuals is effectively eliminated.

11. Charging for Other Urban Services
1. See Jimenez (1987) for a comprehensive discussion of social service financing.
2. In Colombia more sectoral integration for power and telephone services has fre-

quently been suggested in World Bank reports.
3. Industrial consumers may use one hundred times or more electricity per connection

than do commercial and residential consumers. For example, in Cali in 1974 average con-
sumption of electricity per industrial connection was 443,600 kilowatt-hours, per com-
mercial connection 3,100 kilowatt-hours, and per residential connection 7,700 kilowatt-
hours (Cali 1975). The decision to install time-dependent metering depends on the ad-
ditional cost of metering as compared with the benefits from reduced peak-hour demand.

4. Because power tariffs are frequently below marginal cost, however, the appropriate
approach would most likely consist of raising residential tariffs rather than lowering in-
dustrial tariffs.

5. The situation is quite different in rural areas where lump-sum investments in service
capacity lead initially to excess capacity and thus to average costs which are greater than
marginal (opportunity) cost (World Bank data).

6. The practice of having municipal power companies make contributions to general
municipal budgets is quite common in the United States (Strauss and Wertz 1976).

7. According to Munasinghe (1979) the life-line block would appropriately be limited
to 100 kilowatt-hours per month.

8. See World Bank (1975b) for other examples.
9. In Colombia in the 1970s, for example, power companies in the major cities increased

their tariffs automatically each month by a fixed percentage (commonly 2 percent).
10. This discussion of telephone service pricing draws extensively on Saunders and

Warford (1977), Munasinghe, Saunders, and Warford (1978), and Saunders, Warford, and
Wellenius (1983).
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11. In Germany, however, very low weekend and night calling rates led to periods of
considerable congestion during the low-rate hours, which eventually required a significant
increase in low rate call tariffs.

12. For the United States it has been estimated that charging per local call, on a na-
tionwide basis, would result in welfare gains on the order of 8250 million per year or more,
depending on the precise assumptions made (Mitchell 1978).

13. In most Colombian cities during the 1970s, the fixed monthly fee for industrial and
commercial consumers was higher than for residential consumers (Colombia 1975).

14. In Colombia fixed monthly charges during the 1970s typically increased with ca-
dastral property value, and in some cities there were also rising block rates for all charges
(Colombia 1975).

15. A study by M. 1. Gutierrez de Gomez showed that the estimated reduction in the
Gini-coefficient for the income distribution in Colombia on account of redistribution
through telephone charges amounted only to a minimal drop from 0.5103 to 0.5102 (Linn
1976c).

16. See Munasinghe, Saunders, and Warford (1978) and Saunders, Warford, and Wel-
lenius (1983) for an evaluation of the telephone service cost structure and methods of
measuring marginal cost.

17. In the preparation of this section, the authors have benefited from the unpublished
work of Alfredo Sfeir-Younis on solid waste disposal practices and policy in Colombia.

18. The slope of log-linear regression of per capita refuse generation on per capita
income is 0.29 with an R2 of 0.77

19. Whereas mass transit subsidies are thus of dubious value in many developing coun-
tries, taxes on public transit are definitely not appropriate. An extreme example until
recently existed in Kuala Lumpur, where a bus seat tax accounted for more than 10 percent
of annual expenditures of the city's bus companies. A similar tax was in existence until at
least the mid-1970s in Bombay.

20. See Linn (1983) for references and further examples regarding public housing in
developing countries.

21. Many of the issues involved in the public provision of urban services are discussed
in detail in Linn (1983); as regards the scope for improvements in housing finance, an
exhaustive United Nations report provides a useful survey of the issues, experience, and
possible policies (U.N. Department of International Economic and Social Affairs 1978).

22. Another issue not addressed here relates to the question of whether the lease or
sale of public housing is preferable. For a discussion of this issue, see Doebele (1978).

23. Subsidies are defined here, as throughout this and the previous two chapters, as the
difference between marginal cost and price.

24. Based on estimates of annual housing subsidies in Valverde and Bamberger (1980)
and Zambian national accounts data for 1978 shown in IMF (various years, b).

25. It should be noted, however, that the Zambian subsidy scheme was not explicitly
designed to serve low-income groups. Rather, it forms effectively one of the modes of
nonwage remuneration for public employees (Valverde and Bamberger 1980).

26. This discussion of rent control draws on Linn (1983); references and further cases
are cited there.

27. Selective subsidies for specific urban services, especially life-line rates for water
supply, or limited cross-subsidies among program components, may, however, be appro-
priate; see chapter 10 and Linn (1983).

28. In the context of the discussion of pricing water sewerage services in chapter 10,
the role of development charges was described as part of the overall tariff structure.

29. Usually not only urban governments are entitled to use these charges; higher levels
of government can also apply these methods, although they tend to rely less on them than
do local authorities. Rural development projects have also drawn on development charges
of comparable types.

30. See Bahl and Wasylenko (1976) and Doebele and Hwang (1979) for a description
of the system in Korea.

31. See International Center for Land Policy Studies (1980) for a series of brief sum-
maries of the experiences in Australia, Germany, Japan, Korea, and Taiwan (China). The
data cited in this paragraph are from the same source.

32. Private developmentwas restricted in comparisonwith, say, the relativelyuninhibited
albeit illegal private urban development in the so-called pirate developments in Colombia,
especially in Bogota.
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33. The names given to the system vary across countries (see Macon and Metino Manlon
1977); however, the term "valorization" is most common. Similar systems for recovering
the costs of infrastructure are also found outside of Latin America. "Special assessments"
are common in the United States, "betterment levies" are imposed in Indian cities such
as Calcutta (Mohan 1974), and improvement charges for drainage works are found in Tunis
(Prud'homme 1975).

34. The application of the valorization system in Bogota has been analyzed in some
detail by Doebele, Grimes, and Linn (1979). The presentation here briefly summarizes
some of the major findings of that study.

12. The Structure of Urban Governance
1. A good discussion of many of these issues is found in Davey (1989).
2. See Conyers (1984: 187-97) and Bahl and Nath (1986).
3. Musgrave (1959: chap. 1) and Musgrave (1983). Musgrave (1959: 5-17) defines the

responsibility of the allocation branch as securing necessary adjustments in the allocation
of resources by the market, determining who is to bear the cost of these ad justments, and
identifying the revenue and expenditure policies required to achieve the desired objectives.

4. For a survey of the evidence, see Bahl, Johnson, and Wasylenko (1980).
5. See also Bird (1978), Smith (1974), Bahl and Nath (1986), and Wasylenko (1987).
6. Because transfers will be a small portion of the budgets of most subnational govern-

ments, expenditures will be approximately equal to purchases of goods and services.
7. See Bahl and Nath (1986), Oates (1972), Pommerehne (1977), and Wasylenko

(1986).
8. See Henderson (1980), Bahl and Nath (1986), and Musgrave (1983).
9. It is important to distinguish between governmental decentralization and adminis-

trative decentralization. Administrative decentralization refers to central government de-
cisionmaking, which is decentralized to a regional or even local level but without any
autonomy for local governments. Governmental or fiscal decentralization refers to local
governments with independent taxing and expenditure responsibilities.

10. Population size, of course, is not the only criterion for classification as a municipality,
and the rules vary from country to country and even from state to state. For example, the
criteria for a "municipal" classification in West Bengal, India, are a minimum population
of 10,000, a minimum population density of 2,000 per square mile, three-fourths of the
adult male population engaged in nonagricultural occupations, and an "adequate" municipal
income from domestic sources. There are, however, no set standards for designation as a
municipal corporation except that the general practice in India is to give that classification
to cities with a population of more than 500,000. (Datta 1982: 11).

11. For a good discussion of the difference between a political scientist's and an econ-
omist's view of federation, see Beer (1977) and Oates (1977a).

12. Excellentdiscussionsofthe experiencewith federalismmaybe found in Hicks (1978)
and Bird (1986).

13. We adopt the convention of referring to the intermediate level of government as a
"state" even though it may be labeled differently in rnany countries, for example, states in
Brazil and India, provinces in Korea and the Philippines, departments in Colombia, and
parishes in Jamaica.

14. Though under some federal structures, these powers are constitutionally determined
with the local government being a residual claimant, that is, receiving those powers nor
specifically delegated to the central or state governments.

15. This is described in Campbell and Sacks (1967).
16. In effect, cities have the status of both local and provincial governments.
17. The issue of fiscal autonomy is important even if political control is centralized.

Even under highly centralized political systems such as those of Korea and China, there
is a continuing struggle by metropolitan governments to gain more fiscal and managerial
autonomy.

18. For a discussion of this issue, see Bahl and Linn (1983).
19. Here again there is a more subtle distinction. If the central government exerts

substantial control over the local council or if it appoints the chief government officer, as
in Jakarta, there is little need to have a rigid budget approval exercise. The central gov-
ernment will have made its input at the stage of budget formulation.
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20. The amount of revenue raised defines class of city or municipality in the Philippines.
21. The structure of local government in metropolitan Seoul is discussed in Bahl and

Wasylenko (1976).
22. These gu are further subdivided into more than 300 dong.
23. Bougeon-Maassen and Linn (1977). The KSAC was abolished in October 1984 for

financial mismanagement. This discussion is concerned with its activities before that time.
24. This analysis refers to the situation before the Aquino administration came into

power.
25. This assumes that public (government) goods whose benefits and costs spill over to

or from the local area have already been assigned to higher levels of government.
26. For an example from Bogota, see Linn (1976c).
27. The increase in taxes is XX' (the increase in income) minus XIX2 (the increase in

consumption of private goods).
28. Of course there are also important constraints in the industrial-country case: voters'

preferences are not easily read because they vote on multiple issues, there are legal lim-
itations on tax actions of local governments, and sometimes the finances of local govern-
ments are directly managed by higher levels of government (for example, New York City
in the late 1970s).

13. Flows and Effects of Intergovernmental Transfers
1. A thorough overview of the U.S. federal grant system is Break (1980).
2. The standard references on classifying grants according to their fiscal effect are Galper

and Gramlich (1973) and Gramlich (1977).
3. The distinction between grant types B, C, and D blurs somewhat, for example, because

the approval of cost-reimbursable projects can in some cases be ad hoc, or because teacher
salary grants may actually be distributed by formula. Still, there are enough pure cases to
justify retaining this classification.

4. The term "open-ended" means that there is no fixed limir on the amount of grant
funds available; for example, all eligible projects will be funded or all approved teachers'
salaries will be paid. A "closed-ended" grant is one in which the total grant fund is fixed.
In practice, most grants of this type are closed-ended in that the government only reim-
burses approved expenditures.

5. A reverse of the normal case may be observed for Ahmadabad, where the state
government imposes a sur-rate on the local property tax, then designates one-third of
collections for Ahmadabad's education budget (Bahl 1975).

6. Good descriptions of the Brazilian system are in Mahar and Dillinger (1983) and
Gandhi (1983).

7. A similar argument might be made for tourism areas.
8. The situation in the United States and Canada is discussed in McLure and Miezkowski

(1983).
9. The amount of the transfer to the locality is at least as certain as the total tax yield.
10. The pure shared tax arrangement may, however, induce an overall increase in tax

effort. Local residents may view themselves as paying central government taxes, but they
will be more likely to comply if they realize that the expenditure benefits from these tax
payments will remain within the local area. The greater the percentage of the tax returned
to the local area, the more likely is this favorable compliance effect to occur.

11. The Korean system is described in general terms in Smith and Kim (1979: 50-60),
and in some detail by the Korean Ministry of Home Affairs (1975).

12. Schroeder (1985a) reports a proposed large increase in the octroi grant for 1984,
but he could not find evidence that the proposed increase was actually distributed.

13. Bahl and Schroeder (1983b) found this to be the case for local governments in Iloilo
Province in the Philippines, as did Bahl (1989) in Bangladesh.

14. There must be some monitoring, however, to determine whether local governments
use the capital grants for capital improvements.

15. For a description of these programs, see De Mello (1977), United Nations (1972),
and U.N. Commission on Settlements (1981).

16. The term "fungible" refers to the ease with which monies can be spent for various
purposes. For example, if a grant were given for road construction and the full amount of
the grant were used to supplement present expenditures on road construction by the local
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government, then the grant funds could be termed not fungible. If, converselv, the grant
for road construction simply freed up monies to be spent for other functions of government,
then the road construction grant funds would be completely fungible. Obviously, the degree
of fungibility has a great deal to do with the possibilities for stimulating spending by the
local government.

17. These alternatives are analyzed in a more systematic way in the appendix to chapter
12.

18. For a review of the methodological problems, see Bahl, Johnson, and Wasylenko
(1980).

19. It is interesting to note, however, that in Brazil the distribution of monies in one
grant program favors municipalities with small populations (see table 13-6).

20. The simple correlation between per capita income and per capita education grants
is - 0.84; that between per capita income and per capita local share grants is 0.05.

21. Data on personal income are not available.
22. The term "distort" is not used in any normative sense here. In the literature on

intergovernmental fiscal relations it means only that the grant system has altered relative
prices in such a way that the local government chooses a different expenditure mix than
it would have in the absence of the grant program. Indeed, distortions in local expenditure
choices may be socially desirable in the presence of externalities.

23. This comparison is summarized in a systematic way in Burkhead and Miner (1974).
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ment responsibility for, 45, 46; road 313, 314, 315, 317, 318-21, 322, 323,
funding and, 499 n4 (chap. 7); urban pub- 325, 329, 331
lic services and, 45, 46; user charges and, Capital grants and loans, 429; borrowing
284. See also Valorization tax for, 451-54; block grants as, 450-51;

Betting and gambling. See Entertainment definition of, 450; project grants as, 451.
taxes; Lotteries See also Loan financing

Bogota (Colombia): annexation and,74; au- Capital value property tax systems, 83, 84,
tomotive taxation in, 194, 198, 202, 204; 89; advantages and disadvantages of,
electricity service in, 354, 355; entertain- 94-96; allocative effects of, 177, 179; as-
ment taxes in, 232, 233; local taxes in, 33; sessment and, 90-91, 94-96, 98-99, 496
property tax in, 79; sales taxes in, 221, n12; central administration of, 94, 96;
226; sewerage and drainage service in, formula-based valuation and, 94, 95; in-
333, 334, 338; state/municipality status cidence of, 95; land use and, 98; property
of, 25; sumptuary taxes in, 229, 230, 231; tax reform and, 119, 120; rate structures
water supply pricing in, 314, 315, 318, of, 91, 94; tax base for, 91
329, 507 n24 Cartagena (Colombia): automotivetaxation

Bombay (India), 5; loan financing in, 41; in, 194; construction tax in, 234-35;
local government expenditures in, 13; functionally fragmented government in,
local taxes in, 33; metropolitan develop- 408-9; local taxes in, 33; water supply
ment authority for, 410; property assess- pricing in, 325, 329, 331
ment in, 85, 88, 89, 90; property tax in, Central government: local government fi-
154; revenue trends in, 41; service ex- nancing and, 2-3, 74-75; terms of local
penditure patterns in, 25; water supply borrowing and, 60-61. See also Intergov-
pricing in, 314-15, 317, 324, 329, 507 ernmental relations; Intergovernmental
nn25, 26 transfers; Urban public services, financ-

Borrowing practices and urban develop- ing of
ment, 4, 9, 32; central government con- Chile, 12
trol and, 60-6 1. See also Loan financing China, 74

Brazil: industry and commerce taxes in, Cities. See City size; Metropolitan cities;
223, 224; subnational governmental ex- names of cities; Special cities
penditures in, 12 City size: definition of, 5; expenditures and,

Budgets of urban governments: central gov- 13, 16, 17; fiscal decentralization and,
ernmentand,2-3,399;fiscalgapanddef- 388; fiscal responsibility and, 12; grant
icits in, 49, 52-53; growth of, 53-61, distribution and, 460, 463; local auron-
63-65; optimal size of, 49-53; reform of, omy and, 400-401; property tax and, 79-
49, 68-75. See also Expenditures of urban 81, 83-91, 94-103, 105-6, 108-22
governments; Revenues of urbangovern- Colombia: automotive taxation in,194, 198,
ments 202, 204, 206; autonomous local public

Bukaru (Zaire): industry and commerce- agencies in, 25; benefit-related charges
taxes in, 33; local taxes in, 33 for infrastructure in, 33; betterment lev-

Business taxes. See Industry and commerce ies in, 74, 80, 284; economies of scale in,
taxes 63; electricity and telephone services in,

Buses. See Automotive taxation; Mass 17; governmental structure of, 407-8; in-
transit (bus) pricing; User charges dustry and commerce taxes in, 223; loan
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financing in, 41, 45; price setting in, 283; and, 351-52, 354, 355; marginal cost
property tax in, 79, 141, 154, 157-58, pricing rule and, 350-52, 354-55; non-
177, 187-88; revenue trends in, 41; ser- economic goals and constraints of,
vice expenditure problems in, 25, 494 354-56; peak period demand and,
nnlO, 11; valorization tax in, 5, 45, 74, 350-51; prioritization of, 347; shadow
80,284,338,374, 378-81,494 nnl3, 18; pricing and, 351-52
water supply pricing in, 302, 303-4, 313, Employment growth, urban fiscal health
314, 315, 317, 318-22, 323, 324, 325, and, 6-7
329, 331, 332. See also names of Colombian Entertainment taxes: administration of,
cities 232-33; advantages and disadvantages of,

Commercial property. See Nonresidential 232; governmental responsibility for, 43,
property 45; incidence of, 232. 233; as revenue

Congestion charges, 199-200, 203-7, 208 source, 33, 231-33; types of, 231
Constrained maximization model of local Environmental concerns, user charges and,

fiscal behavior, 389, 422-27 245
Excise taxes, as local revenue source, 210

Dakar (Senegal): business tax in, 222, 223, Expenditures of urban governments: deter-
224; income taxes in, 212, 213, 216, 217; minants of, 16, 49, 53-61, 63-65; dis-
poll (head) tax in, 212, 213 placement thesis (Peacock-Wiseman)

Data on local government finances, short- and, 54, 495 n5; local share of responsi-
age of, 5-7, 11, 80, 493 n2 bility for, 4, 11-13, 16-17, 23, 25, 32,

Development charges, 374-81; land use 47, 48, 69, 81, 493 n5; median voter
and, 374, 375-77, 381; as local revenue model and, 4, 49, 54-56, 422-24; pat-
source, 477; overview of 374-75; valor- terns of, 23, 25, 32; per capita, 16, 43.
ization tax and, 374, 377-81 See also Expenditures of urban govern-

Dhaka (Bangladesh), 33 ments, growth of; names of cities
Displacement thesis. See Peacock-Wiseman Expenditures of urban governments,

displacement thesis growth of: capital costs and, 60-61; cost
Drainage servicepricing, 333,334, 340-41; and productivity factors in, 59-61; de-

front footage charges and, 341, 345; tariff terminants of, 49, 53-61, 63-65; econ-
structure framework for, 345. See also omies of scale and, 63-64, 68, 496 n16;
Sewerage service; Sewerage service pric- inflation and, 60, 495 n13; labor costs
ing and, 61, 63-65,495 n14; land prices and,

61; per capita income and, 57-58; polit-
Economies of scale: alternative governmen- ical considerations and, 55; population

tal structures and, 414-15, 417; disecon- growth and, 16, 56-57, 58; public service
omies of agglomeration and, 63-64; ex- employment and, 64-65; revenue avail-
penditure growth and, 63-64, 68, 496 ability and, 65; service needs changes and,
n16; urban growth and, 1 56-57; technological progress and.

Education: demand for, 53, 59; responsi- 63-64, 68; theories of, 53-56
bility for, 17, 23 "Exportable taxes," 71-72

Electricity service: demand for, 58; respon- Externalities: marginal cost pricing rule and,
sibility for, 17, 23. See also Electricity ser- 253-54, 256, 259, 503 nl5; telephone
vice pricing; Low-income groups; Mar- service pricing and, 359; user charges
ginal cost pricing rule; names of cities and, 253-54, 256, 259, 276-77, 279, 503

Electricity service pricing, 346-47,350-52, n 15; water supply pricing and, 305-7, 310
354-56; block rates and, 347, 351, 354;
centralization versus decentralization Federal system of government: benefits of,
and, 346-47; consumers and, 351; cost 395, 396-97; direct federal-local rela-
structure of, 347, 350-52, 354-56; tions in, 396-97; intermediate level of
cross-subsidization and, 347, 354-55; ef- government and, 396-97; local auton-
ficiency and, 350-52, 354, 355-56; eq- omy and, 395, 397-403
uity considerations and, 354-55; life-line Feldstein public service pricing models,
rates and, 354; low-income households 273-75, 276, 505 n5O
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Financing of urban services. See Urban pub- Germany, 73
lic finance in developing countries; Urban Government. See Urban government
public services, financing of Grant design: accountability of local gov-

Fiscal decentralization, 383; administration ernments and, 454-56; administrative
of, 391-92; arguments for, 386-87; ver- costs and, 469; budget distortions and,
sus centralization, 4, 8, 387-89, 391-92; 456-57; central issues for, 454; effects of,
Constrained maximization model of local 462-63; efficiency considerations and,
fiscal behavior and, 389, 422-27; deter- 454-60; equalization and, 460-64; ex-
minants of, 391-93; displacement thesis penditure stimulation and, 447, 456-57,
(Peacock-Wiseman) and, 392-93; eco- 458-59, 465, 468; fiscal centralization
nomic efficiency and, 388-89; fiscal gap and, 449-50, 466-67; fiscal planning
and, 68; fiscal reform and, 73-74; impli- and, 464-65; local autonomy and,
cations of, 393; measurement of, 12-13, 465-66; optimal structure for, 466-69;
16, 390-91, 392; median voter model revenue adequacy of, 464; tax effort ef-
and, 389, 422-27, 511 nn27, 28; policy fects of, 457-60; tradeoffs among objec-
recommendations and, 470; political con- tives and, 469
siderations and, 391; strategies for, Grants, 3, 4: allocative effects of, 454-60;
385-87; subnational government and, derivation principle and, 432-37; match-
387, 390, 393; taxation and, 386-87; the- ing, 429, 447, 449; mobilizing develop-
ory of fiscal assignment and, 387-89; ment resources from, 5; octroi and, 450;
urban governmental structure and, personal income and, 441; programs for,
420-22; variations in, 12 429, 432-33, 511 nn 3, 4; project type

Fiscal gap: decentralization and, 68; defi- of, 433, 450, 451; property tax and, 81;
nition of, 9, 52; as distinguished from revenue importance of, 430-32; varia-
budget deficit, 49, 52-53; equity and, tions in, 67-68. See also Ad hoc grants;
471; intergovernmental transfers and,73; Capital grants and loans; Formula grants;
origins of, 471-72; reform of, 68, Grant design; Grants to reimburse costs
471-72 Grants to reimburse costs, 463, 465-66;

Fiscal performance, local trends in, 47-48 definition of, 446; determining the pool
Fiscal problem of urban governments, for, 446; problems with, 447-49; tax ef-

49-61, 63-75; in developing versus in- fort and, 447
dustrial countries, 49-50, 53, 54-56,495 Grieson urban housing market model, and
nl; reform of, 49, 68-75; revenue and, property tax, 177, 187
69-73 Guatemala, 212, 217

Fiscal reform: gradual adjustments for, 74; Guatemala City (Guatemala): automotive
political constraints on, 49, 73-75; pros- taxation in, 193, 194, 196, 198, 501 n29;
pects for, 49, 68-73 income taxes in, 212

Follain-Miyake model for land/capital value Gujranwala (Pakistan), 16
tax, 177, 179

Formula grants, 437, 449, 455-56; alloca-
tion of, 441, 446; definition of, 440; de- Head tax. See Poll (head) tax
termining the pool for, 440-41; needs in- Health: sewerage service and, 286, 333,
dicators for, 441; tax effort and, 441, 446 335, 340; water supply and, 286, 305,

Francistown (Botswana), 33 307
Fuel taxes, 192, 194; administration of, 198; Health services: demand for, 58; responsi-

efficiency of, 196-98; incidence of, bility for, 17, 23. See also Sanitary facilities
198-99; revenue effects of, 197-99 Highway/road infrastructure: betterment

Functions of urban government. See Urban levies and, 499 n4 (chap. 7); demand for,
governmental functions 58, 59, 495 n8

Housing: "key money" and, 130; land pric-
ing and, 370-71; "pirate settlements"

Garbage collection. See Solid waste collec- and, 128-29; pricing policies and,
tion and disposal 367-71, 374; property tax and, 128-29,

General equilibrium incidence analysis, 4 141-42, 371, 374; public versus private
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provision of, 367-69, 374; rent control 70; local government responsibility for,
and, 369, 371, 374; responsibility for, 17, 17; and urban growth, 9
23; urban market for, 128-29; subsidies Intergovernmental relations: fiscal decen-
for, 369-71, 509 n 2 3; user charges and, tralization and, 385-87; national scruc-
45. See also Rental housing; Rent control ture of, 394-5, 510 nn9, 10; urban gov-

ernmental structure and, 394-403; user
Illegal settlements. See "Pirate settlements" charges and, 282-84
Import tariffs, as local revenue source, 209 Intergovernmental transfers, 32, 428-30;
Incidence. See names of types of taxes; Prop- advantages and disadvantages of, 428-29;

erty tax incidence fiscal gap and, 73; fiscal reforms and, 70,
Income growth. See Revenues of urban gov- 75; local financing systems and, 470,

ernments, growth of 477-78; as local revenue source, 40-41;
Income taxes (local), 7, 212; administration property tax and, 81, 434-35; types of,

of, 217-18; in African cities, 40; effi- 432-33; urban versus rural shares of, 40;
ciency of, 210, 212-13, 218; govern- user charges and, 282-83; water supply
mental responsibility for, 43; incidence pricing and, 311-13. See also Grants;
of, 213, 216,217,218; in industrial coun- Shared taxes
tries, 212; as revenue source, 77, 209, Iran, Islamic Republic of. 74. SeealsoTehran
212, 474-75; location decisions and,
212-13; low-income groups and, 213,
216; overall assessment of, 218; poll Jakarta (Indonesia): automotive taxation in,
(head) tax and, 212, 213, 217, 218; rev- 33, 34, 46, 74, 193, 194, 201, 202, 206;
enue performance of, 216-17; tax base as centralized metropolitan area, 404,
competition and, 218; urban residents 406-7; entertainment taxes in, 231, 232;
and resistance to, 3; vertical equity of, grant system in, 463; local taxes in, 33,
213, 216; wage taxes and, 212, 213 74;propertytaxin, 115, 120, 154; service

India: economies of scale in, 63; fiscal re- expenditure patterns in, 25; water supply
forms in, 74; "key money" in, 130; loan in, 23
financing in, 41; metropolitan develop- Jamaica, 5, 119-20, 141. See also Kingston
ment authorities in, 410-11; octroi in,
33,40,43,226-27,228; plan loan system Karachi (Pakistan): local taxes in, 33; met-
in, 452-53; property tax in, 43, 153; ser-
vice expenditure patterns in, 25; short- ropolitan development authority for, 23,
term borrowing arrangements in, 411; octroi in, 40; service expenditure
453-54; subnational governmental ex- problems in, 25
penditures in, 12. See also names of Indian Kenya: fiscal reforms in, 74; housing pro-
cities vision in, 17; income taxes in, 218; land

Indonesia, 120. See also Jakarta value taxation in, 5; loan financing in, 45;
Industrial property. See Nonresidential short-term borrowing in, 453. See also

property names of Kenyan cities
Industry and commerce taxes: administra- Kingston (Jamaica): as centralized metro-

tion of, 224-25, 226; assessment prob- politan area, 404, 405-6, 511 n23; fiscal
lems of, 224-25; collection problems of, autonomy in, 402-3; property tax in,
225; efficiency of, 223, 225-26; inci- 177; service expenditure patterns in, 25;
dence of, 223-24, 225, 226; as local rev- trade licenses in, 223, 225; water supply
enue source, 33, 222-23, 224, 225, 475; pricing in, 304, 305
types of, 222-23. See also names of taxes Korea: automotive taxation in, 193, 194,

Inflation: expenditure growth and, 60, 495 202; central government aid to local ser-
n13; fiscal performance and, 16; in in- vices in, 23; displacement effect and, 54;
dustrial versus developing countries, 60, grant system in, 463; income taxes in,
495 nI3; property tax and, 83, 113-14; 212, 213, 216, 217, 218; land use in, 5,
user charges and, 282; water supply pric- 74,80-81, 375-76, 381;localsharegrant
ing and, 308 program in, 447, 449; property tax in, 40,

Infrastructure: automotive taxes and, 190; 43, 141; service expenditure patterns in,
interest rates for, 61; loan financing for, 25; user charges in, 45, 67. See also Seoul
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Labor costs, 61, 63, 495 n14 Madras (India): local taxes in, 33; metro-
Labor unions, 63, 495 n14 politan (regional) development authority
Land prices: expenditure growth and, 61; for, 410; real per capita spending decline

housing and, 370-71; property tax and, in, 1.6; service expenditure patterns in, 25
165, 166-69, 173-74, 186-87,499 nn2, Managua (Nicaragua): industry and com-
3 (chap. 6) merce taxes in, 33; sales tax in, 220, 501

Land use: development charges and, 374, n8
375-77, 381; in Korea, 5, 74, 80-81, Manila (Philippines): automotive taxation
375-76, 381; property tax and, 79, 118, in, 193, 194; industry and commerce
165, 166-69, 172-74; water supply pric- taxes in, 33; jurisdictionally fragmented
ing and, 298-99; zoning and, 168 government in, 409-10; local taxes in,

Land value increment taxation: administra- 33; metropolitan development authority
tive difficulties of, 184-85; allocative ef- for, 23; property tax in, 154, 155; special
fects of, 169, 183-85; efficiency of, 184; district status of, 73-74
incidence of, 184; lock-in effects of, 184 Marginal cost pricing rule, 4; administrative

La Paz (Bolivia): industry and commerce and transaction w-sts and, 262-63;
taxes in, 33, 222; property tax in, 100 amendments to, 253-54, 256, 259-65;

Latin America: industry and commerce capital indivisibility and, 263-66, 503
taxes in, 33, 43, 222-23; municipal de- n26; consumer information needs and,
velopment banks in, 5 261-62; cost and output dimensions of,

Liquor taxes. See Sumptuary taxes 245-47; cost variations and, 245,
LRMC pricing. See Long-run marginal cost 247-50, 252-53; demand-elasticities

pricing and, 246-47, 253, 276; description of,
Loan financing: capital projects and, 450, 241-44; efficiency of, 244-50, 252-54,

451-54; formulas for, 452-53; infra- 256, 259-65; electricity service and,
structure and, 70; as local revenue source, 350-52, 354-55; excess demand and,
41; short-term borrowing and, 453-54; 256, 259; externalities and, 253-54, 256,
variations in local arrangements for, 41, 259, 503 nl5; income distribution and,
45-46 271, 273-80; input and output price dis-

Local government. See Alternative local gov- tortions and, 259-60; long-run, 242, 269;
ernmental structures; names of cities mass transit service and, 260, 366, 367;

Local government officials, elected versus multipart tariffs and, 269-70; peak-load
appointed, 399-400, 404, 405, 406-7, pricing and, 249-50, 252, 263; price ra-
408, 409-10, 412, 420, 455 tioning and, 242-43; pricing models and,

Local revenue sources, 32, 33, 40; devel- 271, 273-80, 505 n5O; public utilities
opment charges as, 477; excise taxes as, and, 246-47; "pure," 243-44; refine-
210; import tariffs as, 209; industry and ments of, 245-50, 252-53; residential
commerce taxes as, 222-23, 475; "nui- versus nonresidential consumers and,
sance" taxes as, 77, 210, 475; poll (head) 252-53; seasonal demand charges and,
tax as, 209; properry tax as, 71, 72, 473- 249--50, 252; "second best" pricing and,
74; sales taxes (local) as, 77, 209, 474-75; 259, 260; service capacity provision and,
sumptuary taxes as, 210, 475; user 246.-47; sewerage service and, 260,
charges as, 3,7,9,239-40,241,470,475- 342-43, 344; shadow pricing and, 259,
77 273; short-run, 242, 264-65, 269, 270;

Long-run marginal cost (LRMc) pricing, 242, solid waste service and, 361, 363; tele-
269 phone service and, 359; uniform tariffs

Lotteries, 231, 232, 233 and, 270-71; user charges and, 241-50,
Low-income groups: electricity service and, 252--54, 256, 259-66, 269-71,273-80,

351-52, 354, 355; income taxes and, 282, 476-77; water supply pricing and,
213, 216; property tax and, 126, 129, 299-300, 301-2, 306-7, 309-10,
154, 155, 158, 168, 182-83; service pric- 311-13, 316, 324, 342-43
ing and, 268 Mass transit (bus) pricing, 363, 365-67;

Lusaka (Zambia), service expenditure pat- fares and, 366, 367; marginal cost pricing
terns in, 25 rule and, 260, 366, 367; peak and
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off-peak costs and, 367; public versus incidence of, 234; as local revenue
private provision of, 363, 365; subsidi- source, 40, 77, 210, 234, 235, 236, 475;
zation of, 363, 365-67; user charges and, reasons for use of, 233-34; types of,
244 233-36. See also Poll (head) tax

MDAS. See Metropolitan development au-
thorities Octroi (tax): administration of. 226-27,

Median voter model (of expenditure deter- 228; in Bangladesh, 403; definition of,
mination), 4, 49, 54-56, 422-24; fiscal 11 33, 226, 502 nl2; efficiency of, 227; gov-
decentralization and, 389, 422-27, 511 ernmental responsibility for, 43; grants
nn27, 28 and, 45; incidence of, 227-28; in India,

Metropolitan cities: centralized metropoli- 33,40, 43, 226-27, 228, in Pakistan 33
tan structure and service provision in, 40, 43, 226, 227-28; reasons for use of,
404-7; fiscal autonomy in, 403; with 228; as revenue source. 33,40, 227. 475
functionally fragmented governments,
407-9; with jurisdictionally fragmented
governments, 409-11; metropolitan (re- Pakistan, 33. 40, 43, 226, 227-28
gional) development authorities and, Parking fees, 194, 195, 206-7
410-11 Peacock-Wiseman displacement thesis, 54,

Metropolitan development authorities 392-93, 495 n5
(MDAS), 23, 410-11 Peru: housing demand in, 141; urban versus

Mexico, 83 rural cost of living in, 59-60
Mexico City, 16 Philippines: business license tax in, 222,
Migration, rural-urban: policies for slowing 224, 225; housing demand in, 141; loan

rate of, 1, 2; poverty and, 59; and tax financing in, 45; property tax in, 43. 100,
bases, 3 115, 116. See also Manila

Mombasa (Kenya), 5 "Pirate settlements" (illegal settlements),
Motor vehicle taxes. See Automotive taxes 128-29, 169
Multipart tariffs, 269-70 Poll (head) tax: abolishment of in Nigeria,
Munasinghe-Warford public service pricing 403; income tax and, 212, 213, 217, 218;

model, 273, 276 as local revenue source, 209
Municipal development banks, 5 Population growth: expenditure growth
Munk public service pricing model, 275 and, 16, 56-57, 58; management policies

for, 1, 2; property tax and, 106; urban
fiscal health and, 6-7, 53; urban versus

Nairobi (Kenya), 5; fiscal autonomy in, rural, 56-57. See also Migration, rural-
402-3; property tax in, 154, 175, 177; urban
sewerage and drainage pricing in, 334, Portugal, 141
335; water supply pricing in, 303, 304, Private sector: housing and, 367-69, 374;
313, 314, 317, 323 mass transit and, 17, 363, 365; property

Ng-Weisser public service pricing model, tax and, 130; public services and, 17, 23,
275 49, 50-51, 54-56, 496 n19; public util-

Nigeria: income taxes in, 212, 216; poll ities and, 23; solid waste collection and
(head) taxes in, 212, 413 disposal and, 359, 363; urban infrastruc-

Nonproperry taxes, 236-37; administration ture and, 7
of, 209, 211; efficiency of, 210, 211-12; Property tax: administrative difficulties of,
incidence of, 209, 210-11, 212; policy 83-84; central government and, 79, 80,
objectives of, 210-12; revenue perfor- 81; effort for, 101, 102-3; exemptions
mance of, 209-10, 211; systems for, from, 86, 99, 100-1, 158-59, 164,
209-10. See also names of types of taxes 182-83; governmental responsibility for,

Nonresidential property: assessment of, 43; Grieson urban housing market model
89-90; property tax and, 172, 182; tax and, 177, 187; housing and, 128-29,
base and, 85-86 141-42, 371, 374;incentives and, 100-1,

"Nuisance" taxes: administration of, 234; 118; income-elasticity of, 105-6, 108-9;
definition of, 233; efficiency of, 234, 236; inflation and, 83; intergovernmental
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Property tax (cont.) squatters' settlements and, 169; suburban
transfers and, 81; land use effects of, 79; locations and, 169, 172, 183; taxes on im-
optimal structure for, 97-100; payments provements and, 169, 172, 174; vacant
in lieu of, 100; policies for, 80, 83-84, land and, 169, 172, 174, 179-80
97-100, 117-22, 470, 473-74; popula- Property tax assessment: administration of,
tion growth and, 106; preferential assess- 79,112-14, 153-59,183; improvements
ments and, 86; property value change and, 91, 94, 95, 97, 98, 99, 496 n12; in-
and, 188-89; as revenue source, 47, 71, cidence and, 98-99, 153-59; inflation
72, 77, 79, 80-81, 83, 101-3, 105-6, and, 113-14; locations within cities and,
108-9,473-74; supply of structures and, 154; manuals for, 87, 95; mass assessment
187-88; tax sharing and, 434-35. See also for, 88, 99; nonresidential property and,
Annual (rental) value property tax sys- 89-90, 155; owner-occupied properties
tems; Capital value property tax systems; and, 158-59, 161-62, 163, 164; "pirate
names of cities and coentries; Property tax settlements" and, 154; policy reforms
administration; Property tax, allocative and, 118-19; reassessment and, 113-14;
effects of; Property tax assessment; Prop- residential property and, 88-89, 155;
erty tax incidence; Property tax reform; rural property and, 154; squatters' settle-
Property transfer taxes; Site value prop- ments and, 154; underassessment and,
erty tax systems 103; vacant property and, 85-86, 90,

Property tax administration, 3, 7, 9, 153-54
109-17; and assessment, 79, 112-14, Property tax incidence, 123-31, 133-34,
153-59, 183; collection practices for, 141-43, 153-64; agricultural property
110-11, 114-16, 117, 122, 159; diffi- and, 142; allocarive effects and, 168; as-
culties of, 109; mapping (fiscal cadastre) sessment and, 98-99, 153-59; capital
and, 109, 110, 112; property ownership mobility and, 124-25,128,131, 133; col-
and, 109-11, 115, 116-17, 122, 169; lection practices and, 159; distributive ef-
property tax incidence and, 123, 143, fects of tax and, 143, 153-64, 498 nIl;
153-64, 498 n17; records management elasticities of factor supply and, 125,
for, 111-12, 113, 115, 116, 122; reform 127-29, 131, 133; elasticity of aggregate
of, 117-22; squatters' settlements and, capital supply and, 125, 126, 127, 131,
110, 154 133, 156-57, 497 nn2-4; empirical es-

Property tax, allocative effects of, 79, timates of, 134, 141-43, 498 nn9-11;
165-69, 172-75, 177, 179-89; capital housing and, 128-29, 141-42; improve-
mobility and, 165-66; efficiency effects ments and, 155-56; informal subsector
of, 172-73; elasticity of factor supplies and, 131, 133; land supply and, 128; land
and, 165; Grieson urban housing market taxation and, 155-58; locations within ci-
model and, 177, 187; incidence and, 168; ties and, 154; long-run assumptions and,
land development effects of, 173, 131, 133, 141, 156, 157, 158, 164; low-
179-80; land prices and, 165, 166-69, income groups and, 126, 129, 154, 155,
173-74, 186-87, 499 nn2, 3 (chap. 6); 158; market imperfections and, 125,
land speculation and, 167; land taxation 129-30; model of effects of structure
and, 172-74; land use and, 79, 118, 165, and administration on, 160-64, 498
166-69, 172-74; land value increment nnl9-21; national and local tax increases
taxation and, 169, 183-85; in long run, and, 131, 133; nationwide taxation and,
165-66, 173; low-income groups and, 156; new view of (new orthodoxy),
168, 182-83; low-value property and, 124--30, 143, 497 nn2-5; nonresidential
182-83; nonresidential property and, properties and, 142; owner-occupied
172, 182; owner-occupants and, 169, properties and, 158-59, 161-62, 163,
172, 180-81; "pirate settlements" and, 164; perfect mobility and, 125; property
169; progressive rate structure and, location and use and, 153-55; public en-
181-82; property transfer taxes and 169, terprises (local) and, 130; rental proper-
172, 185-86; residential property and, ties and, 124, 128-30, 158-59, 162-64;
172, 180-81; in short run, 165, 172-73; rural properties and, 154; short-run as-
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sumptions and, 131, 133-34, 157, 164, fers and, 40-41; local government re-
498 nn7, 8; state enterprises and, 130; tax sponsibility for, 43, 45-46, 48; sources
administration and, 123, 143, 153-64, of, 32-33, 40-41; structure of, 11,
498 n17; tax rates and, 127, 153-60; tax 32-33, 40-41,43,45-46,47,48; trends
shifting assumptions and, 123-25, 131, in, 41, 43, 47-48; variations in, 33, 40.
133, 141, 142-43, 164; tax structure and, See also Local revenue sources; Revenues
123, 143, 153-64; theories of, 123-31, of urban governments, growth of; Taxa-
133-34, 141-43; time frame considera- tion
tions and, 117-18, 126, 131, 133-34, Revenues of urban governments, growth of:
141, 156, 157, 158, 164, 498 nn7, 8; tra- determinants of, 49, 65-68; expenditure
ditional view of, 124, 125, 142-43, 497 functions and, 69-70; external funding
nl, 498 nnlO, 11; urban housing market and, 65, 67-68; fiscal health and, 6-7;
and, 128-30 taxation and, 65, 66; user charges and, 65,

Property tax reform, 123, 164; assessment 67
function and, 118-19; elasticity of factor Rio de Janeiro (Brazil): industry and com-
supplies and, 117-18; incidence and, merce taxes in, 33; vacant land taxation
118-19; land use and, 118; policy con- in, 153-54
siderations for, 121-22; problem of mul-
tiple objectives and, 118-19; time con-
siderations and, 117-18; transition costs Sales taxes (local), 7; administration of, 219,
of, 119-21 220-21, 222; efficiency of, 219-20; gov-

Property tax systems. See Annual (rental) ernmental responsibility for, 43; inci-
value property tax systems; Capital value dence of, 219, 220, 222; as local revenue
property tax systems; Site value property source, 77. 209, 474-75; manufacturer's
tax systems sales tax and, 219; piggybacking onto cen-

Property transfer taxes: lock-in effects and. tral tax of, 221-22, 501 n9; political ac-
185; property tax, allocative effects and, ceptability of, 221, 222; retail sales tax
169, 172, 185-86; tax sharing and, 435 and, 219, 220, 221; as revenue source,

Public enterprises: and local service provi- 33, 40, 219, 220-21, 222; tax sharing
sion, 47; property tax incidence and, 130 and, 222; turnover tax and. 219, 220,

Public health. See Health services 221, 226; types of, 219; value added taxes
Public services. See Urban public services and, 219; wholesale sales tax and, 219. See
PubLic utilities: loan financing for, 41, 46; also names f/cities; Octroi

marginal cost pricing and, 246-47; and Sanitary facilities, 58, 495 n9
user charges, 41, 246-47 Seoul (Korea): automotive taxation in, 193,

202; as centralized metropolitan area,
404-5; income tax in, 213; land use in,

Regional decentralization, and urban- 80-81; local government expenditures
growth, 1 in, 13, 16; local taxes in, 33; revenue

Rental housing: "key money" in, 130; price trends in, 41; special district status of, 74
increases for, 129; property tax incidence Service delivery. See Urban public services
and, 124, 128-30, 158-59, 162-64 Services. See Urban public services

Rental value property tax systems. See An- Sewerage service, 333, 334; average incre-
nual (rental) value property tax systems mental cost pricing and, 334-35, 344; en-

Rent control, 66; housing prices and, 369, vironmental considerations and, 340;
371, 374; property assessment and, 85, health and, 286, 333, 335, 340; respon-
496 n6; property tax incidence and, sibility for, 17. See also Sewerage service
129-30 pricing; Solid waste collection and dis-

Residential property: assessment of, 88-89; posal
property tax, allocative effects and, 172, Sewerage service pricing, 333-34; average
180-81 incremental cost pricing and. 334-35;

Revenues of urban governments: categories conventional piped systems and, 334-35,
of, 65-68; distribution of, 32, 33, 40; in- 338; cost differentials in, 248-49; cross-
flation and, 60; intergovernmental trans- subsidies and, 335, 338; efficiency of,
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Sewerage service pricing (cont.) Sumptuary taxes: advantages and disadvan-
335; equity considerations and, 338; in- tages of, 229-30; definition of, 229; in-
dustrial sewerage and, 339-40; and links cidence of, 230; as local revenue source,
with water supply pricing, 333; low-cost 210, 475; revenue performance of,
disposal methods and, 338-39; marginal 230-31
cost pricing rule and, 260, 342-43, 344; Sweden, 73
property tax and, 335, 338; residential
tariffs and, 334-35, 338-39, 344; user
charges and, 240, 242 Taiwan (China): land value incrementraxa-

Shared taxes: advantages and disadvantages tion in, 183-84; property tax in, 154,
of, 436-37, 440; consumption taxes as, 155; vacant land taxation in, 179
435-36; definition of, 434; property tax Taxation, 4, 7, 77; administration and struc-
and, 434-35; sales taxes and, 222; value tural changes to, 4, 5, 77; elasticity of, 66;
added taxes and, 434, 435-36 fiscal decentralization and, 386-87; infla-

Short-run marginal cost pricing: user tion and, 60; levels of government and,
charges and, 242, 264-65, 269, 270; 3, 66, 70-72, 496 niS; local sources of,
water supply pricing and, 299-300, 506 33, 40; as revenue source, 33, 40, 65, 66;
n9 urban growth and, 66. See also Nonpro-

Singapore: automotive taxation in, 194-95, perty taxes; Property tax; Revenues of
198, 204-6, 208, 499 n6 (chap. 7), 501 urban governments; Tax base
nn24, 26; property tax in, 88, 90, 100, Tax base, 3; annual (rental) value property
101, 154, 155 tax systems and, 84-86; capital value

Site value property tax systems, 96-97, property tax systems and, 91; nonresi-
99-100, 497 n16; advantages and disad- dential property and, 85-86; site value
vantages of, 96-97; allocative effects of, property tax systems and, 91; urban
108, 169, 174-75, 177, 179, 184-85; growth and, 3; vacant land and, 85-86
land use and, 96, 99-100, 155-56; prop- Tax sharing. See Shared taxes
erty tax reform and, 119-21; tax base for, Tehran (Iran), automotive taxation in, 193,
91 194

Solid waste collection and disposal, 16; de- Telephone service: demand for, 58; respon-
mand for, 58. See also Solid wasre collec- sibility for, 17. See also Telephone service
tion and disposal pricing pricing

Solid waste collection and disposal pricing, Telephone service pricing, 346-47,
359-61, 363; marginal cost pricing rule 356-57, 359, 509 nnll-14; centraliza-
and, 361, 363; private sector and, 359, tion versus decentralization and, 346-47;
363; property tax and, 361, 363; residen- efficiency of, 357, 359; equity consider-
tial versus nonresidential users and, 361, ations and, 357; externalities and, 359; fi-
363 nancial objectives of, 356, 357, 359; local

Special assessments. See Betterment levies versus long-distance calls and, 356, 509
Special cities, capitals and other large cities n12; marginal cost pricing rule and, 359;

as, 17, 25, 73-74, 400-1, 479 privatization and, 347; residential versus
Special districts: autonomous local public notiresidential users and, 357, 509 n13

agencies and, 23, 25; metropolitan areas "Terminal" taxes: definition of, 226; effi-
as, 403-11, 417, 418, 419, 420; service ciency of, 229; incidence of, 229; and
provision role of, 25. See also Special cities other taxes, 228-29; revenue perfor-

SRMC pricing. See Short-run marginal cost mance of, 229. See also Octroi
pricing Thailand, 83

Structure of governance. See Urban govern- Tobacco taxes. See Sumptuary taxes
mental structure Trinidad and Tobago, 97

Subnational governments: data on finances Tunis (Tunisia): expenditures in, 16; met-
of, 6; definition of, 493 nnl, 3 (chap. 2); ropolitan (regional) development author-
expenditure share of, 11-13, 16, 47; fis- ity for, 411; real spending decline in, 16
cal importance of, 387, 390, 393, 395, Tunisia, 463. See also Tunis
401-2, 471 Turkey, 83, 141
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Uniform tariffs, 270-71 Urban public services: central government
United Kingdom, 495 n5 control and, 23; employment and, 64-65;
United States, 73, 46, 134, 141, 143, 180 in industrial versus developing countries,
Urban congestion, 1 23, 25, 49-50, 494 n8; land use control
Urban government: definition of, 493 ni and, 168; in large metropolitan areas,

(chap. 2); fiscal health of, 2-3; national 404-11; localgovernmentas provider of,
structure of, 394-403, 510 nn9, 10. See 16-17, 23; optimal provision of, 49,
also Urban governmental functions; 50-52, 495 n3; private sector provision
Urban governmental structure; Urban of, 17, 23, 49, 50-52, 495 o3, 496 n19;
public finance in developing countries; shortages in developing countries of,
Urban public services; Urban public ser- 49-53,495 nl. Seealso Autonomous local
vices, demand for; Urban public services, public agencies; names of services; Urban
financing of public services, demand for; Urban public

Urban governmental functions: common services, financing of
local responsibilities for, 16-17, 23; and Urban public services, demand for: chang-
urban growth, 9 ing consumer preferences and, 58-59,

Urban governmental structure, 4, 385; cen- 495 nI1; "demonstration effect" and, 59;
tral government and, 7-8, 398-99, growth of, 56-57; income-elasticity of,
401-3; federal systems and, 395, 58; per capita income and, 57-58; theo-
396-403, 510 nnl3-16; fiscal decentral- ries of, 54-56
ization and, 385-93; intergovernmental Urban public services, financing of, 32-33,
relations and, 394-403; of large metro- 40-41, 43, 45-48; "accommodationist"

polirati areas, 405-11; reform of, policies for, 1 externrl servicg for, 32,
418-20; local councils and officers and, 40-41, 43, 45-46, 494 n12; peak-load
399-400, 404, 405, 406-7, 408, pricing and, 249-50, 252; politics of pric-
409-10, 412, 420; subnational govern- ing and, 280-82; pricing models and,
ment and, 395; unitary systems and, 397, 271, 273-80, 505 n5O. See also Marginal
3281 402, Sf e Alternatiye local goy- coSt pricing rule; Revcnues of urban gov-
ernmental structures; Fiscal decentrali- ernments; User charges; names of types of
zation; Intergovernmental transfers; taxes and charges
names of cities User charges, 4, 32, 33, 239-40; appropri-

Urban growth: advantages of, 1; develop- ate revenue mix for, 69, 72-73; basic
ment plans and, 2; governmental func- needs model and pricing of, 278-79; bus

tions and, 9'; management policies for, 1, services and, 244: cost and, 24)-)D,
2, 3; problems resulting from, 1, 2, 3. See 252-53; cross-subsidization and, 45,
also Migration, rural-urban 273-74, 284; definition of, 239; demand-

Urbanization: expenditure growth and, 56; elasticities and, 253, 270, 276; efficiency
nationalplanningand, 2-3. Seealso Urban of, 239, 241-50, 252-54, 256, 259-65;
e^rowth QnYiron=enC4 al cnqrwsad 24 );e4e

Urban public finance in developing coun- nalities and, 253-54, 256, 259, 276-77,
tries: assignment of revenue authority 279, 503 nl5; fiscal (revenue) consider-
for, 471-73; capturing full public invest- ations and, 265-7 1; full cost pricing and,
ment and service costs for, 5; centralgov- 265-71, 504 n36; general fund financing
ernment and, 2-3, 527-99, 401-3; data and, 266-69; goyernment responsibility
problems in analyses of, 3; data shortages for, 45,46; housing and, 45; incidence of,
for, 5-6, 11,80, 493 n2; data sources for, 268-69, 276-80: income distribution
6-7, 80; fiscal authority of local govern- and, 271, 273-80; inflation and, 60, 282;
ments and, 7-8, 397-99, 401-3; fiscal institutions and, 282-84; interest groups
gap and budget deficit and, 49, 52-53; and, 280-82; intergovernmental rela-

fiscal policy lesson; for, 470_-8 figeal ti()fsthd. 2Q2-Q4 a; local revenue
problemof,49-61,63-75;publicpolicy source, 3, 7, 9, 239-40, 241, 470,
guidelinesfor,4-5;reformof,49,68-75, 475-77; marginal cost pricing rule and,
478-80; studies of, 3-4. See also Budgets 241-50, 252-54, 256, 259-66, 269-7 1,
of urban governments 273-80, 282, 476-77; multipart tariffs
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User charges (cont.) zation and, 314-15, 321-22, 324, 325,
and, 269-70; past pricing practices and, 326-27, 328; demand-elasticity and, 291,
284-85; peak-load pricing and, 249-50, 296-99, 316-17; development charges
252, 263; political considerations and, and, 289, 301-2, 309, 322; efficiency
280-82; pricing models and, 271, considerations for, 291, 296-310,
273-80,505n5O;publicutilitiesand, 41; 311-15; electricity and, 306-7; equity
residential versus nonresidential con- considerations for, 308, 314, 315-28; ex-
sumers and, 252-53; revenue effects of, ternalities and, 305-7, 310; financial con-
65, 67, 239; seasonal demand changes sttaints and, 286-88; fiscal resources and,
and, 249-50, 252; "second best" pricing 310-15; general municipal funds and,
and, 259, 260; shadow pricing and, 259, 313, 326; general rules for, 341-42; in-
273, 277; trends in, 41; uniform tariffs dividual versus communal services and,
and, 270-71; water supply pricing and, 58,495 n9; inflation and, 308 integration
308-9, 310. See also Marginal cost pricing and service responsibility in, 328-29,

rule; names of services; Water supply pric- 33 1-33; intergovernmental transfers
ing and, 311-13; intrametropolitan cost dif-

ferences and, 303-4; issues of, 286-88;
Vacant property: assessment of, 85- 86, 90, land use and, 298-99; and links with sew-

153-54; development of, 173, 170-gO; erage services, 333; locational cost Jif-
property tax and, 169, 172, 174, ferences and, 302-4, 310; marginal cost
179-180 pricing rule and, 299-300, 301-2,

Valencia (Venezuela): industry and com- 306-7, 309-10, 311-13, 316, 324,
merce taxes in, 222; local revenues in, 33 342-43; metering and, 290-91, 301,

Yalorization tax: in Colombia, I 4), 80, J07-8, 309, 310 periodic fixed charges
374, 378-81,494nnl3, 18;definitionof, and, 289, 301, 309, 313, 320; periodic
494 n13; development charges and, 374, use-related charges (consumption
377-81; sewerage service and, 338 charges) and, 289, 290-91; private water

Value added taxes, 219; shared taxes and, supplies and, 307; property tax and,
434, 435-36 318-23; public tap use and, 290, 291,

VlAT. Se Vle ded taxeg 305. 307, 30A, 310, 311, 316, 36,
327-28, 506 n3; redistributive effects

Wage rates: local/state and central govern- and, 3 15-28; residential versus nonresi-
ment comparisons of, 64; public versus dential consumers and, 290, 291,
private sectors and, 61, 63, 495 nnl4, 15 314-15, 324, 325; responsibility for, 17,

Wage taxc5, Z1Z, Z21 ?J; seasonal CoSt diffcrcnccs and, J02,
Wagner's "law" (government share of ex- 304-5, 310; "second-best" considera-

penditure), 53 tions and, 305-7; security deposits and,
Washington, D.C., 17 301; shadow pricing and, 305-6, 310;
Water supply: health and, 286, 305, 307. See short-run marginal cost pricing and,

ahlo Water supply pricing 299-300, 106 n9; socioeconomic area-
Water supply pricing, 289-91, 296-329, specific pricing structures and, 323-24;

33 1-33; access charges and, 297, structure of charges for, 309-10; subsi-
298-99, 301; administrative considera- dization and, 311, 324-28; surpluses and,
tions for, 307-9; average incremental 311, 312; tariffs for, 290-91, 305, 311,
costpricingand,299-300,303,306,309, 321,342-44; user charges and, 240, 242,

211), 211, 212-15, 34i2-43, 50c n8; 266, 266-0, 2I6. Dee aL- naes sjeie;eo

block rates and, 290, 316-18, 319,
320-21; categories of charges for, Yugoslavia, 73
289-90; connection charges and,
289-90, 291, 297-98, 301-2, 321-22; Zaire, 212, 216-17
consumer category changes and, 324-25; Zambia: grant programs in, 449; housing in,

consumption charges and, 289, 311-15, 17, 369, 370; income taxes in, 212,
321; cost differentials in, 248-49; costs 216-17. See also Lusaka
of supply and, 299-302; cross-subsidi- Zoning controls, 128, 168
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