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empirical search for a direct relationship between fiscal decentralization and economic growth is
that it remains an open question. Much less attention has been devoted in the literature to the
indirect channels through which fiscal decentralization may affect economic growth. We argue that
much work remains to be done before policy advisors and decision makers can formulate and
implement decentralization programs on the basis of improving the rate of economic growth.
� 2003 Elsevier Ltd. All rights reserved.

Key words — fiscal decentralization, economic growth
* Final revision accepted: 18 February 2003.
1. INTRODUCTION

This paper reviews the current knowledge in
the economics literature on the causal rela-
tionship between fiscal decentralization and
economic growth, whether this relationship is
uni-directional or bi-directional, and to what
extent synergies appear to exist between fiscal
decentralization, on the one hand, and eco-
nomic growth, on the other. 1 Over the past
decade most developing and transitional
countries have either embarked upon or stated
their intention to embark upon some type of
fiscal decentralization initiative. 2 Often, one of
the stated primary policy objectives of fiscal
decentralization is to foster economic growth.
The interest in fiscal decentralization as an en-
gine for economic growth is not limited to de-
veloping and transitional economies, but has
also emerged to the forefront of the policy
agendas of most OECD countries. 3 These
broad-based policy agendas call for a closer
examination of the potential relationship be-
tween fiscal decentralization and economic
growth.
The increased interest in fiscal decentraliza-

tion has several roots. First, the renewed focus
on fiscal decentralization appears to be fueled
by the widespread belief that fiscal decentral-
159
ization is an effective tool for increasing the
efficiency of public expenditures, even though it
may carry some risks vis-�aa-vis other desirable
objectives for government policy, such as hor-
izontal fiscal imbalances across subnational
governments and macroeconomic stability. 4

Second, the rush to decentralize can also be
seen as a reaction to the failures over the past
two decades of large centralized bureaucracies
under very different political regimes in devel-
oping and transitional countries. Decentraliza-
tion is also seen as a way to break the central
government�s grip on the economy by shift-
ing fiscal authority to subnational govern-
ments. 5 As Taillant (1994) has put it, the issue
in many of these countries has become not
‘‘whether to’’ but ‘‘how best to’’ decentralize.
Decentralization may actually appear to be

more popular among developing and transi-
tional countries than it truly is because there is
often a confusion in terminology. What some
transitional and developing governments call
fiscal decentralization is actually nothing more
than the geographical deconcentration of cen-
tral government bureaucracy and service de-
livery. 6 Deconcentration can be described as a
7
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process geared to increasing the effectiveness
and flexibility of the provision of government
services by providing previously centralized
services through regional and local offices but,
other than geographic similarities, deconcen-
tration has little to do with fiscal decentrali-
zation. Although there are several ways to
describe the process of fiscal decentralization,
its essence is captured by the two related pro-
cesses of either ‘‘delegation’’ or ‘‘devolution’’ of
fiscal authority. In either case, decision-making
power on the composition of expenditures and
often on the composition and level of revenues
is shifted to separately elected subnational
governments. 7

While there has been a myriad of policy
discussions on the application and influence of
fiscal decentralization, in contrast, there has
been limited empirical work quantifying the
effects of fiscal decentralization. The lack of
empirical research is surprising given that eco-
nomic efficiency is the central argument for
fiscal decentralization and that the potential
negative impacts of fiscal decentralization on
the distribution of resources across subnational
jurisdictions and macroeconomic stability are
the central arguments against fiscal decentral-
ization. 8 Curiously, most of the recent empir-
ical work has focused more on the direct impact
of fiscal decentralization on economic growth,
which has not been among the more conven-
tionally addressed effects of decentralization. 9

The focus on the direct impact of fiscal decen-
tralization on economic growth is also sur-
prising because there has been little effort to
define the theoretical links between the imme-
diate effects of decentralization (economic effi-
ciency, disparity in the distribution of public
resources among subnational governments,
and macroeconomic stability) and economic
growth. The failure of the empirical work thus
far to provide a conclusive answer to what the
overall impact of fiscal decentralization on
economic growth is may be due in part to the
lack of understanding of how fiscal decentral-
ization relates directly and, more importantly,
indirectly to economic growth.
The unfinished agenda in the theory and

practice of fiscal decentralization is to under-
stand how fiscal decentralization affects the
traditional economic objectives of economic
efficiency, horizontal fiscal equality, and mac-
roeconomic stability; and how these may, in
turn, affect economic growth. Understanding
these linkages, and quantifying any potential
tradeoffs associated with them, should help
produce more informed policies for fiscal de-
centralization in developing and transitional
economies. As we discuss in this paper, the
debate over fiscal decentralization in develop-
ing and transitional economies has, for the
most part, focused on intuition, case studies,
and evidence from individual country studies of
developed economies. While these approaches
are not wrong and, in many ways, have been
invaluable to understanding the role played by
each country�s history and institutions, panel-
based (crosscountry, time-series) studies can
also provide important insights on the likely
economic effects of fiscal decentralization.
The rest of the paper is organized as follows.

First, we review the traditional lack of attention
to economic growth in the fiscal decentraliza-
tion literature. Second, we present the empirical
findings to date regarding the potential rela-
tionship between fiscal decentralization and
economic growth. Third, we discuss the possi-
ble theoretical linkages between fiscal decen-
tralization and growth and outline an empirical
methodology for testing these potential link-
ages. The last subsection sums up and reviews
the policy implications from our current
knowledge of the issues.
2. ECONOMIC GROWTH HAS NOT BEEN
A TRADITIONAL CONCERN IN THE

THEORY OF FISCAL
DECENTRALIZATION

Traditionally, the theory and practice of fis-
cal decentralization has given little attention to
the objective of economic growth. Only quite
recently have normative discussions of fiscal
decentralization added economic growth to the
traditional list of public finance objectives of
efficiency in the allocation of resources, hori-
zontal fiscal imbalances, and economic stabili-
zation. 10

Instead the traditional argument for fiscal
decentralization is that it may provide greater
economic efficiency in the allocation of re-
sources in the public sector. 11 Under the as-
sumption that public officials respond to the
desires of their constituents, subnational gov-
ernments are better able to match differing
preferences across jurisdictions. Gains in effi-
ciency are enhanced if taxpayers are mobile
because they can migrate or sort themselves out
among the jurisdictions that best match their
preferred tax-expenditure package, as first dis-
cussed by Tiebout (1956). 12 In short, if pref-
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erences for public goods differ across regions or
individuals, the level of welfare achieved
through a uniform provision of public goods by
a central government is inferior to that which
can be attained by a decentralized provision
which allows for differences across jurisdic-
tions. 13

Efficiency is one of the three objectives, the
other two being income redistribution and
macroeconomic stability, initially stated by
Musgrave (1959) and widely accepted as guides
to government policy. But if decentralized
governments can play an important role in
efficiency, there is some agreement that the
objectives of income redistribution and mac-
roeconomic stability may be better pursued by
the central or federal governments. 14 Even
though subnational governments may differ in
their preferences for income redistribution, the
mobility of households and businesses will tend
to make differences in redistributional policies
self-defeating because the rich would move out
of and the poor would move into the jurisdic-
tion. 15 Attempts to implement macroeconomic
stabilization by subnational governments are
also believed to be ineffective because of the
considerable economic ‘‘leakages’’ associated
with local expenditures. 16

More recently, some have argued that de-
centralization may also serve to preserve and
promote the development of markets. Wein-
gast (1995), McKinnon (1997), and others
suggest that appropriately structured inter-
governmental fiscal arrangements may create
sufficient incentives for subnational govern-
ments to foster markets. Under central as-
sumptions, if the central government is a
source of policy inefficiency, decentralization
may improve resource allocation, foster mar-
ket development, and, in turn, promote eco-
nomic growth. 17 A problem, however, is that
this argument may be susceptible to Prud�-
homme�s (1995) contention that subnational
governments in developing and transitional
economies lack sufficient capacity relative to
the central government. If true, this line of
reasoning would suggest that subnational
governments in these economies would lack
the capacity and resources to respond to the
incentives generated by the new fiscal ar-
rangements. Even if we explicitly assume that
subnational governments operate on the same
production frontier as central governments,
whether internal markets free of internal bar-
riers actually exist in developing and transi-
tional countries is an unanswered question. 18
Overall, the lack of direct concern with the
objective of economic growth in the theory and
practice of fiscal decentralization has its roots
in the lack of attention given to this objective in
public sector economics. But, public sector
economics has paid indirect attention to the
objective of economic growth by focusing on
issues such as how taxation may distort eco-
nomic incentives toward savings and invest-
ment, how to evaluate the relative worthiness of
public investment projects (as for example in
the theory of cost–benefit analysis), or how to
improve the performance of private markets
through spending on education and health
systems or investments in basic infrastructure.
The general implicit assumption in public sec-
tor economics has been that economic growth
is fueled by the growth in the quantity and
quality of economic inputs (labor, capital, and
natural resources) and by technological change
in the private sector. The role of the public
sector is to facilitate, or not to impede, this
process.
3. WHAT DO WE KNOW ABOUT THE
EFFECT OF DECENTRALIZATION ON

ECONOMIC GROWTH?

A significant feature of the current state of
the fiscal decentralization literature is the pau-
city of empirical information regarding the ef-
fects of decentralization, not only on economic
growth, but also on the traditional objectives of
economic efficiency, income redistribution, and
macroeconomic stability. As we discuss below,
the analysis of the direct role of the public
sector in economic growth is a relatively new
area of study, with the contribution of fis-
cal decentralization to economic growth only
emerging in the last decade. In the following
paragraphs we discuss the existing empirical
evidence on the potential relationship between
fiscal decentralization and growth.

(a) From economic growth to fiscal
decentralization

Even though there has been little research on
the causation line from decentralization to
growth, interestingly, there has been extensive
empirical analysis of the reverse question: to
what extent is the level of decentralization a
function of the level of economic development?
It is well documented that most measures of
fiscal decentralization across countries, such as
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share of expenditures or revenues of subna-
tional governments in the general government
budget, are positively correlated with the level
of economic development, generally measured
by per capita income. 19 There is less agreement
in the literature about how to interpret the fact
that decentralization is a more common and
deeper phenomenon in industrialized countries.
One possible explanation is that decentraliza-
tion is like a superior good. It is only at rela-
tively high levels of per capita income that
decentralization is demanded or becomes ‘‘at-
tractive’’ to taxpayers in the sense that its
benefits can be more fully exploited without the
problems or disadvantages that tend to be more
present in countries at lower levels of develop-
ment (Bahl & Linn, 1992). This correlation
between economic development and the depth
of decentralization may also be due to the fact
that many developing countries inherited
highly centralized systems at the time of their
independence from their colonial powers. 20

There appears, however, to be wide agreement
with Oates� (1993) assessment that the empirical
correlation between the level of development
and the presence of fiscal decentralization
should not be interpreted to say that there is a
monotonic relationship between the two such
that decentralization intensifies without bound
with per capita income, 21 or that a decentral-
ized system of public finances will not offer
advantages to countries at lower levels of eco-
nomic development. 22

(b) From fiscal decentralization to economic
growth

While several recent studies have attempted
to quantify the role of government expenditures
on economic growth, the question of what im-
pact decentralized government expenditures
have on economic growth remains largely un-
answered. Aschauer (1989) and Barro (1990)
find that an increasing share of central gov-
ernment consumption in GDP is negatively
associated with growth in per capita income. In
an earlier study, Ram (1986) found a positive
relationship between central government con-
sumption in GDP and growth in per capita
income. Devarajan, Swaroop, and Zou (1996)
examine the impact of the composition of
public expenditures on economic growth and
find that while an increase in the share of cur-
rent central government expenditure has a
positive and statistically significant effect on
growth, the capital component of public ex-
penditure has a negative impact on per capita
growth. They conjecture that developing
country governments may have been allocating
too many resources to capital investments at
the cost of more productive current expendi-
tures. On the other hand, other researchers
have found that public infrastructure spending
has a positive significant impact on growth
(Aschauer, 1989; Easterly & Rebelo, 1993).
There is also some evidence that the efficiency
of public expenditures can differ considerably
across countries. Gupta, Honjo, and Verhoeven
(1997) assess the efficiency of government ex-
penditures on education and health in 38
countries in Africa and find that, on average,
countries in Africa are less efficient than coun-
tries in Asia and the Western Hemisphere. They
do suggest that the observed inefficiencies may
be a result of relatively high government wages
and the intra-sectoral allocation of government
resources.
None of the studies above is concerned with

the potential impact of the degree of decen-
tralization (or intergovernmental composition
of public expenditure or revenue assignment)
on economic growth. An emerging line of re-
search has attempted to test the presence of a
direct link between fiscal decentralization and
economic growth with mixed results. Zhang
and Zou (1997) find that different measures of
fiscal decentralization seem to have a positive
and sometimes significant effect on regional
economic growth in India. Lin and Liu (2000)
conclude that fiscal decentralization positively
and significantly influences economic growth in
China. Thiessen (2000) finds a positive and di-
rect relationship between decentralization and
growth for panels of high-income, Western
European and middle-income countries. This
contrasts with the opposite general finding that
fiscal decentralization is associated with slower
growth for the case of China by Zhang and Zou
(1998), for the United States by Davoodi, Xie,
and Zou (1995), and for a full sample of both
developing and developed countries by Davo-
odi and Zou (1998). Woller and Phillips (1998)
and Martinez-Vazquez and McNab (2002), on
the other hand, fail to find a statistically sig-
nificant and robust relationship between fiscal
decentralization and economic growth for sep-
arate panels of developing countries. 23 The
results so far might be best characterized as
inconclusive.
Although the theoretical underpinnings of

this literature still need to be further devel-
oped, as discussed below, these studies have
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not only provided the first empirical estimates
of the potential effect of decentralization on
economic growth but have also provided in-
sights into different aspects of this relation-
ship. For example, if fiscal decentralization
could be measured, as is done in this litera-
ture, in a single dimension (for example, the
share of expenditures or revenues of subna-
tional governments in the general government)
then we should not expect a monotonic rela-
tionship between decentralization and growth
(Davoodi & Zou, 1998). That is, it is not
necessarily true that the more decentralized a
country�s fiscal system becomes, the faster its
economy will grow, but rather, we should ex-
pect that there exists an optimal degree of
fiscal decentralization which is less than full
decentralization (subnational governments�
share of expenditures (revenues) is 100%). Of
course, the bounds are imposed by the fact
that there are some public goods, those with
nationwide benefits, that can be more effi-
ciently provided at the national level. But,
within the context of more complex, multidi-
mensional definitions of decentralization (for
example, an index encompassing tax auton-
omy and budgetary discretion), it may be
possible to obtain multiple optima, and even
a monotonic relationship between decentral-
ization and economic growth. Whether it will
be possible to construct a multidimensional
measure of decentralization given the limita-
tions of the existing data is an unanswered
question. The recent literature on the empiri-
cal relationship between decentralization and
growth also raises several estimation issues
for future work, which we address next.

(c) Empirical issues in the estimation of a
relationship

Several estimation issues will need to be ad-
dressed in the future to strengthen our confi-
dence in the empirical results on the role of
fiscal decentralization in economic growth.
First, there is the issue of possible misspecifica-
tion of the empirical estimation models. The
literature on economic growth suggests that
long-term growth may be a function of many
variables such as economic freedom and basic
legal structure, savings rates, investment be-
havior, and general capital accumulation,
human capital, technological development and
change, and so on. Excluding some of the
necessary control variables across countries or
over time may result in omitted variable bias
leading to the false conclusion that a statisti-
cally significant relationship exists between
growth and fiscal decentralization. 24 In short,
there is a need to verify that the estimated
relationships between decentralization and
growth are consistent and robust under alter-
native specifications of the estimation model.
Levine and Renelt (1992) note the general lack
of robustness in the empirical growth literature
that has tried to identify the impact of diverse
government policies on growth. Using cross-
country time-series data, they conclude that the
significant correlation between measures of
economic policy and economic growth found in
many previous studies are fragile. In particular,
they find that the statistical significance for
those economic policy variables is lost by the
inclusion of other explanatory variables in the
estimation equation. This is the fate of a wide
array of fiscal–expenditure variables, monetary
policy indicators, and political stability indices.
The only robust correlations they find are for
the share of investment in GDP and for the
share of international trade in GDP and eco-
nomic growth.
To date, many of the studies directly link-

ing fiscal decentralization and economic
growth employ Barro�s (1990) endogenous
growth model, where the production function
for the economy has multiple inputs includ-
ing private capital and multiple public spend-
ing by the three levels of government. 25

While Davoodi and Zou (1998), for example,
use the Levine–Renelt conditioning variables
(investment, population growth, human capi-
tal) to test the fragility of the estimate for
fiscal decentralization, they do not control for
the impact of the external sector. 26 Many of
the other studies of the relationship between
fiscal decentralization and economic growth
also fail to properly condition their estimates.
Without properly conditioning the parameter
estimates, we may, as noted below, be willing
to accept results based on spurious correla-
tions.
The question of bi-directional causality be-

tween fiscal decentralization and economic
growth and decentralization and other eco-
nomic variables has not been adequately
addressed in the literature. If fiscal decentral-
ization and economic growth are endogenously
related then failure to control for this eco-
nometric issue would result in inconsistent
parameter estimates. An additional problem
in testing and controlling for endogeneity
is the lack of control variables that are
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correlated with decentralization, uncorrelated
with growth, and available across countries and
time. The literature to date has focused pri-
marily on the contemporaneous relationship
between decentralization and growth; ignoring
for the most part the potential for time-wise
causality.
Second, the measurement of fiscal decentral-

ization used by the majority of empirical
studies as an explanatory variable is, at least,
problematic. The issue is that there is no single
or best measure of decentralization. The em-
pirical literature has evolved significantly in
the precision with which the explanatory
variable for fiscal decentralization is measured.
Initially public expenditures were disaggre-
gated into recurrent or consumption and
capital expenditures, later into different levels
of government, and finally into types of ex-
penditures by sector at different levels of
government. All these measures of fiscal de-
centralization are, however, defined on the
basis of a single dimension of decentralization,
expenditures going through the subnational
budgets or revenues raised by subnational
governments. We are sure to misrepresent
decentralization when we use a single dimen-
sion, no matter how detailed or disaggregated.
Clearly, fiscal decentralization is multidimen-
sional. There are many aspects of a country�s
fiscal affairs that can be more or less decen-
tralized. 27 Even if one country has a greater
share for subnational governments in general
expenditures or tax revenues, it can be the case
that a second country may be more decen-
tralized overall because its subnational gov-
ernments have more significant autonomous
sources of revenue or discretion over tax rates,
or greater freedom in how to make expendi-
ture decisions on education, health or other
services provided at the subnational level.
Even worse, a country may have a high share
of general government expenditures going
through subnational budgets, but de facto the
level of decentralization may be small because
regional and/or local officials are not demo-
cratically elected and are only accountable to
central government authorities. It would be
desirable in future empirical research to at-
tempt to capture the multidimensionality of
fiscal decentralization in estimating the impact
of fiscal decentralization on economic growth.
A possible point of departure could come
from quantifying the minimum conditions for
effective fiscal decentralization such as discre-
tion in the margin to raise own revenues or
the use of democratic elections, as suggested in
the literature. 28 Unfortunately, however, we
cannot readily address these issues with the
available data and, as Oates (1972) concluded,
are left with the standard, albeit imperfect,
measures of fiscal decentralization based on
revenue and expenditure data. 29

Third, given that our understanding of how
decentralization may affect growth is not well
developed, there is a danger of accepting too
willingly the product of spurious correlations.
This is a difficult problem to control, but a se-
rious one given that decentralization and
growth are broad concepts which themselves
are correlated with many other variables.
Consider the following: Mauro (1995, 1996)
finds that corruption lowers investment,
thereby lowering economic growth. But Mauro
also finds that corruption is highly correlated
with ethno-linguistic fractionalization (which
measures the probability that two persons
drawn at random in the country will not belong
to the same ethno-linguistic group). 30 In gen-
eral, we should expect decentralization to be
highly correlated with ethno-linguistic frac-
tionalization because the tensions associated
with diversity in population are often addressed
through more decentralization. In these cir-
cumstances it would not be the case that de-
centralization slows growth, but that there may
be more corruption with fractionalization and,
therefore, less growth. The problem of spurious
correlation can only be controlled with better
data and careful specification of the estimating
equations.
Fourth, even if we control for misspeci-

fication, endogeneity, data quality, and spu-
rious correlations, there is the additional
danger of incorrectly interpreting the sign of
the decentralization coefficient in the growth
equation. If, for example, the sign of the de-
centralization coefficient is negative, this may
not mean that decentralization negatively af-
fects economic growth at all levels of decen-
tralization. We can also interpret this result to
mean that some optimal level of decentral-
ization has been passed and that the further
decentralization may directly impede eco-
nomic growth. Furthermore, if, as we argue
in this paper, there are other channels by
which decentralization may influence eco-
nomic growth, then the overall effect of de-
centralization may depend on the combination
of the direct and indirect effects. Care there-
fore must be exercised when interpreting the
decentralization coefficient.
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4. THEORETICAL LINKAGES BETWEEN
FISCAL DECENTRALIZATION AND

ECONOMIC GROWTH: WHAT SHOULD
WE BE TESTING?

The review of the empirical literature shows
clearly that we may be far from understanding
and therefore properly testing the relationship
between decentralization and economic growth.
The empirical work on the potential impact of
fiscal decentralization on economic growth has
offered thus far little detailed discussion of why
we should expect this relationship to exist.
Answering this basic question should allow us
to construct better and more discerning em-
pirical tests. The lack of a theoretical frame-
work has also hampered the statistical work.
There is also wide agreement on the desirability
of developing such a theoretical framework. 31

In this section we examine in some detail the
avenues through which fiscal decentralization
may affect economic growth. This may provide
the basis for the development of a theoretical
framework in the future.

(a) Is there a direct linkage?

The first question is whether we can expect a
direct linkage to exist between decentralization
and growth. Oates (1993) argues that, intu-
itively, the static proposition that fiscal decen-
tralization enhances economic efficiency should
have a parallel in the dynamic setting of eco-
nomic growth. Thus, expenditures for infra-
structure and the social sector that respond to
regional or local differences are likely to be
more effective in enhancing economic develop-
ment than central policies which may ignore
those differences. 32 Oates is not, however, very
explicit about what this means. The basic
question is why, for example, $1 million spent
on roads or education at the subnational level
should be more growth-enhancing than the
same amount of money spent at the national
level. The direct effect, pointed out by Oates,
indicates that if subnational governments have
an advantage in making public expenditures
more efficient (by better satisfying the needs
and preferences of local taxpayers based on
better knowledge of these preferences), then
this ‘‘static’’ advantage can also be present in a
‘‘dynamic’’ sense by having subnational gov-
ernment expenditures be more growth enhanc-
ing. 33 On closer look, this argument would
seem to need further development. It should
also make a difference whether governments at
different levels are social welfare maximizers,
or are leviathan self-seeking entities, or even
Niskanen-type bureaucrats. In the latter cases,
growth may not be forthcoming form decen-
tralization.

(b) Indirect linkages between fiscal
decentralization and economic growth

Even if there is no direct linkage between
fiscal decentralization and growth derived from
Oates� (1993) argument, there would appear to
be several potential indirect linkages between
fiscal decentralization and economic growth.

(i) The nature of efficiency and its measurement
What is well accepted in the theory and

practice of fiscal decentralization is that, given
certain conditions, subnational governments
can be more efficient. This can mean two
things. First, the same amount of funds spent at
the subnational level rather than at the national
level can result in increased individual welfare.
This can be true for some services since local
and regional governments are better at dis-
cerning the preferences and needs of their
constituencies and can more easily adapt their
expenditure policies to fulfill them. This in-
crease in welfare through decentralized expen-
ditures can be termed the greater consumer or
allocative efficiency of decentralized expendi-
tures.
Second, it is also possible, but by no means a

foregone conclusion, that spending the funds
through subnational governments can lead to
greater producer efficiency. That is, the same
services or infrastructure can be put in place at
a lower cost, or a particular budget can yield
larger quantities or better quality of services
and infrastructure when the funds are spent at
the subnational level.
In general, there would be little dispute with

the contention that fiscal decentralization can
result in greater consumer efficiency. The lack of
disagreement is not because there have been
measurements of these effects. In fact, tests of
this nature have been few and far between. 34

This is because of the a priori belief that a de-
centralized system can be more responsive to
differences in demands among taxpayers and to
their basic needs. It can be argued that differ-
ences in preferences are not likely to be that
important in developing and transitional
economies (Prud�homme, 1995) but, in fact,
subnational governments can be more effi-
cient than the central government even if all
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individuals have identical preferences or if they
lack mobility. Central governments may have a
greater tendency to spend funds, for example,
on national defense when the priorities of tax-
payers may be better reflected, for example, by
greater expenditures on education and sanita-
tion.
The assertion that fiscal decentralization can

result in greater producer efficiency would be
disputed by many. What kind of evidence is
there on differences in producer efficiency? The
question put forward by Prud�homme (1995),
Tanzi (1996), and others is whether local gov-
ernments operate on the same production
frontier as the central government and whether
this question would receive the same answer in
developed and developing and transitional
economies. 35 On the other hand, Shah (1999)
argues that the institutional environment in
developing countries necessitates a greater de-
gree of decentralization because of the high
transaction and administrative costs implied by
centralized systems. Appropriately structured
decentralization may also improve the incen-
tives for resource allocation, particularly in
developing and transitional economies. Decen-
tralization, in this line of reasoning, assists in
the preservation of markets as the central
government is a major source of inefficient
policy and corruption. 36 In addition, decen-
tralization may lead to greater producer effi-
ciency in that it fosters experimentation and
innovation in the provision of goods and ser-
vices. 37 In practice, subnational governments
in many countries have been in the vanguard of
privatization of public services (World Bank,
various years). But on the whole, there is little
empirical evidence one way or another about
whether local governments are more or less
producer efficient than central governments.
For the sake of argument, let us assume that

at least in some cases decentralization leads
to greater consumer and producer efficiency. It
is very significant that neither of these two
potential effects of decentralization, greater
consumer efficiency and greater producer ef-
ficiency, are recorded in the national income
accounts. Greater consumer efficiency trans-
lates into greater individual welfare but no in-
dependent measures of this exist. Public
expenditures with different levels of consumer
efficiency are identically recorded in the income
accounts: by the level of expenditures at the
national or subnational level. Similarly, equal
expenditure programs with very different levels
of producer efficiency will provide the same
reading in the national income and product
accounts. 38 If the greater efficiency associated
with fiscal decentralization is not directly ac-
counted for in the conventional measures of
output and economic growth, how is it that
greater efficiency may affect measured growth?

(ii) Increases in economic efficiency and
measured economic growth
If fiscal decentralization leads to greater

producer efficiency, then the indirect link be-
tween fiscal decentralization and growth is
somewhat intuitive. National accounts measure
public output by the level of expenditures, re-
gardless of which level of government spends
the funds. But if decentralized governments can
produce more output (or better quality output)
than the central government, with the same
level of expenditures, then greater producer
efficiency at the subnational level is occurring.
Eventually the higher quantity or quality of the
locally-provided public services, the true out-
put, would result in increased income and,
therefore, in measured growth.
In the case of consumer efficiency, the rela-

tionship is less intuitive. Several complex ele-
ments are at play. On the positive side, by
better matching the preferences of citizens and
increasing their individual welfare, there may
be secondary effects on work effort, savings,
and private investment, all of which would have
a positive impact on measured economic
growth at a later date. It is also possible that if
public resources are ‘‘more efficiently spent’’ at
the subnational level, this would mean, for ex-
ample, that a better educated and healthier
labor force or faster, less costly, transporta-
tion will result in greater (measured) economic
growth in the future.
In this sense, tighter empirical tests of the

impact of decentralization on economic growth
should focus on whether fiscal decentralization,
other things being equal (such as expenditure
levels, per capita income, and so on), results in
improved test scores or other measures of ed-
ucation, or better health status indices. 39 This
means that we should test for the presence of
direct impacts of fiscal decentralization on the
basic components of the growth equation
(better quantity and quality of inputs) rather
than just directly on economic growth per se.
But, the intermediate effect of decentralization
on the quantity or quality of some public ser-
vices, such as roads built by subnational gov-
ernments, is likely to be more difficult to
quantify.
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On the negative side, it is conceivable that the
mix of recurrent and capital expenditures and
the sectoral composition of these expenditures
(into roads, education, parks, and so on) that
maximize the welfare of local residents may not
be the mix that maximizes measured economic
growth over time. The issue is whether there are
other mixes of public expenditures that will
have a greater positive impact on measured
economic growth and whether some of these
mixes may be more easily achieved through a
centralized system of public finances. The un-
derlying premise of socialist planned economies
and central management and planning in many
market economies in past decades was that
centralized systems were superior in this re-
spect. The poor performance of centralized
systems has put into question their alleged su-
periority. 40 In general, however, there is no
reason to expect that the allocation of resources
that maximizes voters� welfare through a fis-
cally decentralized and a democratically repre-
sentative process is the one that maximizes
growth of measured output. In practical terms
this means that it would be empirically possible
to find that decentralization and measured
economic growth are not positively correlated.

(iii) Other indirect effects on growth through
decentralization
The theory of design of fiscal decentralization

emphasizes a number of tradeoffs between ef-
ficiency and other objectives such as balanced
distribution of resources across regions or
macroeconomic stability (Guess et al., 1997).
The issue is whether or not changes in income
distribution and in macroeconomic stability
resulting from fiscal decentralization will also
have an indirect but measurable impact on
economic growth. 41

Empirically, estimating the indirect impact of
fiscal decentralization through horizontal fiscal
imbalances and macroeconomic stability will
require two sets of estimations. First, is fiscal
decentralization actually associated with, or
does it result in, a more unequal distribution of
resources across regions and a more unstable
macroeconomic environment? Second, what
are the quantitative tradeoffs between macro-
economic stability (assuming that it comes
from decentralization) and economic growth?
That is, how much does macroeconomic in-
stability retard economic growth? In addition,
how much does the unequal distribution of
income across regions affect the rate of eco-
nomic growth? Let us take first the issue of
macroeconomic stability. There is considerable
controversy in the fiscal decentralization liter-
ature as to whether fiscal decentralization
works against macroeconomic stability. As
pointed out above, Prud�homme (1995) and
Tanzi (1996) are among those that have issued
warnings on these negative potential effects of
decentralization but McLure (1995), Sewell
(1996), and Spahn (1997), among others, have
questioned the validity of this link. So far, there
has been no empirical test of the link between
decentralization and macroeconomic stabil-
ity. 42 But even if there is no inexorable link
between fiscal decentralization and macroeco-
nomic instability, there is wide consensus that
poorly designed systems (for example, allowing
subnational governments to borrow without
controls with central governments covering any
defaults) lead to instability. In these cases, fiscal
decentralization could lead to less growth be-
cause there is some evidence that macroeco-
nomic instability retards growth (Fischer,
1993). But curiously, what most researchers
point to as an example of decentralization gone
awry, the crises in Argentina and Brazil during
the late 1980s and early 1990s may not be at-
tributable, at least entirely, to decentralization
policies. Easterly (2000) finds that, in general,
economic and fiscal policies improved during
this period for the countries in this region and
that economic shocks, not poor policies, were
to blame for the debt crises and recessions of
this period. The empirical evidence on the in-
fluence of fiscal decentralization on central and
subnational government deficits is also incon-
clusive, suggesting that decentralization per se
may not indirectly increase macroeconomic
stability through increased deficit spending at
the central and subnational levels of govern-
ment.
Let us now take on the issue of the distri-

bution of public resources across subnational
governments. The first issue is whether decen-
tralization causes a more unequal distribution
of public resources. Again, there has been no
empirical test of this proposition. A priori,
however, there may be some agreement with
Prud�homme�s (1995) argument that, all else
being equal, unfettered fiscal decentralization is
likely to lead to a concentration of resources in
a few geographical locations and thus increase
fiscal disparities across subnational govern-
ments. The accompanying presumption is that
more centralized public sectors will attempt to
produce a geographically more balanced dis-
tribution by channeling resources from richer
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areas to poorer ones. Conversely, centralized
systems could create inequitable distributions
of public resources by favoring politically im-
portant jurisdictions over jurisdictions with
greater needs but of less political importance. 43

But again, neither of these two propositions,
that unfettered decentralization leads to the
geographical concentration of resources and
that centralized public sectors yield more geo-
graphically balanced distributions, has been
empirically tested. There is also little evidence
regarding how inequality across regions affects
long-term economic growth. 44 This is another
area that awaits testing.
A different issue is how the distribution of

resources among subnational jurisdictions ac-
tually affects economic growth. Economists
have given considerable attention to under-
standing the links between income distribution
and economic growth. But, this research has
concentrated on income inequality across the
population and not with income disparities
across regions. Whether lower levels of income
inequality across the population translate into
increased economic growth is still a matter
of debate, with more recent studies suggesting
that increased inequality retards economic
growth. 45 While the findings of these studies
suggest that policies to reduce inequality will
positively influence economic growth, however,
caution must be used when interpreting these
results. Significant problems do exist when at-
tempting to compare income inequality across
countries and across time. First, two different
measures of inequality are typically used in the
analysis: those measures based upon income
distribution and those measures based on the
distribution of consumption. For the class of
countries with income-based measures of in-
equality, differences exist between those coun-
tries that measure inequality on the basis of
gross income versus those that measure in-
equality on the basis of net income. Finally,
while some countries use the household as
the unit of measurement, other countries mea-
sure inequality using the individual as the unit
of measurement. 46

(iv) Subnational government competition and
economic development
A quite different perspective on the impact of

fiscal decentralization on economic growth is
that fiscal decentralization for better or worse
can provide subnational officials with the abil-
ity to actively pursue economic development
policies. Often, subnational governments� de-
velopment policies include several forms of
competition among regional and local govern-
ments. These may include granting tax privi-
leges and offering other forms of assistance to
businesses willing to locate in a particular ju-
risdiction. This is an issue surrounded by con-
siderable controversy in North America and in
Western Europe. 47 Less research and discus-
sion has been addressed to these issues in de-
veloping and transitional countries, but it
would appear that similar policies are at play
there as well. At stake is whether interjurisdic-
tional competition can actually help promote
economic growth in a country or whether it is
actually a zero-sum or even a negative-sum
game among local and regional governments
for a fixed set of resources or economic activity.
On the positive side, there is the possibility that
interjurisdictional competition (of whatever
form) forces government officials to deliver
services at minimum feasible cost, thus en-
hancing producer efficiency at the subnational
level. The lack of competition at the central
government level may mean that costs of public
services are higher than they ought to be. On
the negative side, competition may lead sub-
national governments to underprovide public
services and basic infrastructure (Break, 1967;
Strumpf, 1999). This, of course, would retard
growth.

(v) Corruption, capture, and fiscal
decentralization
Does fiscal decentralization result in in-

creased corruption or the capture of local
governments, and, if so, how does it affect
economic growth? Some researchers have sug-
gested that corruption is likely to increase when
central government authority declines or fails
and that corruption is more prevalent in federal
systems. 48 Corruption is likely to be more
prevalent at the local level because there is
more opportunity and pressure by local inter-
ests, and local officials may have more discre-
tion and fewer obstacles because of the often
blurred distinction between politicians and bu-
reaucrats. 49 Treisman (1999, 2000a) argues
that federal states may be perceived to be more
corrupt than unitary states due to three factors:
federal states are typically larger than unitary
states, implying diminishing returns to reducing
corruption; the existence of separate police
forces at multiple levels of government; and a
higher likelihood of having a bicameral legis-
lature where the upper house is regionally
elected and possesses veto power. 50 However,
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these results appear to be sensitive to the in-
clusion of other variables and may also suffer
from omitted variable bias (Gurgur & Shah,
2000).
In some developing countries there is a

widespread belief that corruption is deeply in-
grained in local government institutions. 51

Corrupt behavior on the part of local officials,
of course, reduces the potential benefits of fiscal
decentralization. Corrupt behavior would also
reduce private incomes (as citizens must pay
bribes to receive public services for which they
have already paid taxes) and increase income
inequality (as the tax structure is modified to
favor those who have sufficient resources to
influence government officials).
Several counterarguments have been made to

this proposition. Decentralization may reduce
opportunities for corruption since local poli-
cymakers are more visible to their constituents
and thus corrupt behavior is more likely to be
noticed than at the central level of govern-
ment. 52 Corruption is enhanced by the pres-
ence of monopoly powers and discretion, and is
diminished by the presence of accountability
(Klitgaard, 1988). If decentralized governance
limits monopoly political power and makes
government more accountable to the local
constituencies, then decentralization may help
reduce corruption. In addition, the potential
for the realization of economic rents may be
larger in the case of central government policies
such as import quotas or tax privileges. The
damage inflicted by corruption at the central
level can be several orders of magnitude greater
than what can be inflicted at the local level due
to increased access to resources and capital
markets. Local officials have limited powers
and budgets. Thus the return to rent-seeking
behavior at the local level of government may
be small relative to the center.
While the relationship between fiscal decen-

tralization and corruption has been the subject
of increased attention in the literature, there
has only been limited empirical analysis of this
issue. Huther and Shaw (1998), in the first
empirical study of this issue, found a negative
correlation between fiscal decentralization and
corruption. Fisman and Gatti (2000) also
found empirical evidence to support the ar-
gument of a negative relationship but Treis-
man (2000a) finds that corruption is more
prevalent in federal states. More recently,
Shah (2000), using a cross-section of devel-
oped and developing countries, found that
decentralization negatively influences corrup-
tion and enhances accountability in the public
sector. Decentralization, in this study, appears
to have a more significant, negative influence
on corruption in unitary rather than in federal
countries. Further empirical study will be re-
quired on the topic of decentralization and
corruption and how it may impact economic
growth.
Another potential effect of fiscal decentral-

ization, which may affect expenditure efficiency
and ultimately affect economic growth, is that
local officials, even if they are popularly elec-
ted, may be subservient to the needs of the
local elites. 53 Local capture creates a series of
problems including overstatement of the cost
of provision of local public goods, corruption,
and diversion of local public goods to nonin-
tended groups. 54 The local elite may also wish
to understate the demand for local public
goods in order to lower revenue requirements
and taxes. If the preferences of the local elites
differ significantly from those of the majority
of voters, decentralization reduces local ex-
penditure efficiency and eventually retards
economic growth. This, of course, assumes
that centralized systems can be more respon-
sive to the tastes and preferences of local
voters. But, if the central government is itself
controlled by a cadre of national elites, then it
is possible, as population heterogeneity in-
creases, that decentralization might still deliver
a more efficient allocation of resources, espe-
cially if local preferences differ significantly
from those at the center. In addition, compe-
tition among regional interest groups may
lower the return to ‘‘capture by elites’’ at the
subnational level relative to the central level
of government. 55

In practice, democratic governance, includ-
ing frequent and open elections, a free press
and mass media, and rule of law may serve to
prevent local (and national) capture of public
resources by a minority elite. 56 Case studies of
democratic decentralization in developing and
transitional countries suggest that many new
constituencies gain representation through
public office (Blair, 1998). This suggests that the
concern over local elite capturing the allocative
efficiency gains may be overstated. In summary,
it is not clear whether capture by local elites
and divergence from local preferences will be
more pronounced under decentralized or cen-
tralized systems and therefore how fiscal de-
centralization may indirectly affect economic
growth. These questions await empirical re-
search.
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5. SUMMARY AND CONCLUSIONS

The impact of fiscal decentralization on
growth is more than an academic question.
Whether decentralization affects economic
growth has become an important policy issue
for developing and transitional countries. This
is an issue of importance both for large coun-
tries such as China and India and also for small
countries such as the Baltic Countries or those
in Central America.
In general, our knowledge of how decen-

tralization affects economic growth is too lim-
ited at the present time to allow us to proffer
advice. We have seen that the empirical evi-
dence of the correlation between the extent of
decentralization and economic growth is mixed
and that this empirical evidence may not be
entirely reliable because of several potential
problems with the methodological approaches
followed to derive those tests. On a theoretical
level, we have also seen that the overall impact
of fiscal decentralization on economic growth
may be uncertain. In terms of a direct impact, if
Oates� (1993) argument is correct, we should
expect higher growth associated with decen-
tralization. But this dynamic superiority of
decentralized over centralized public expendi-
tures is by no means obvious. We have also
seen that there are potentially a multiplicity of
indirect effects of decentralization on growth
including those through consumer efficiency,
producer efficiency, the geographical distribu-
tion of resources, macroeconomic stability,
corruption, and capture by elites. Through
these indirect effects there are forces at work
that will link decentralization to higher eco-
nomic growth but there are others that work in
the opposite direction. At the present time, we
are not even in a position to capitalize on what
we know with more certainty is a significant
determinant of economic growth: capital
spending. 57 Currently, we have little knowl-
edge about whether decentralized fiscal systems
dedicate fewer resources to public investment
than centralized ones. Moreover we know little
about differences in the effectiveness or quality
of public investment undertaken by different
levels of government. 58

The question that remains is where to go
from here? Theoretically, studies of the po-
tential influence of fiscal decentralization on
economic growth should allow for the direct,
and more importantly we argue, indirect effects
of fiscal decentralization. We would suggest
that this line of research should rely less on
representative agent models that explicitly
assume away the allocative efficiency grounds
for fiscal decentralization and more on models
that impose fewer restrictions on the prefer-
ences of agents and allocation of resources.
The use of enhanced Solow-growth models
is perhaps a step in the right direction with
much work remaining to be done in this area.
Even if we successfully model the relationship
between fiscal decentralization and economic
growth, much work remains to be done on
why and how preferences differ between dif-
ferent levels of government and how these
preferences may result in different expenditure
priorities between centralized and decentralized
systems.
Empirically, we have noted, much work re-

mains to be done on the potential direct effect
of fiscal decentralization on economic growth
and the hypothesized indirect effects of decen-
tralization on growth through macroeconomic
stability, economic efficiency, and the distribu-
tion of resources. While the current empirical
evidence suggests a uni-directional, nonmono-
tonic relationship exists from decentralization
to economic growth, we have noted that work
needs to be done on incorporating the proper
control variables into the analysis. We have
also argued that there is a paucity of work on
the indirect effects of decentralization. Only
recently have scholars examined the question of
the relationship between decentralization and
inflation, leaving the question of the relation-
ship between decentralization and macroeco-
nomic stability for future research. Whether
decentralization improves efficiency in devel-
oping and transitional economies is also a rel-
atively unaddressed question, one that could
be addressed by examining whether outcomes
are relatively better in decentralized systems.
Finally, whether decentralization induces or
controls corruption is, to date, a question with
no certain answer.
In light of the lack of consistent knowledge

on the impact of decentralization on growth, it
would seem safe to argue that policy advice and
international aid must still focus on improving
the design of fiscal decentralization in devel-
oping and the transitional economies. Even if
we were to find at some later date that decen-
tralization retards economic growth, this effect
would need to be weighed against the positive
impact of decentralization on the efficient al-
location of economic resources and other pos-
sible benefits such as democratic governance
and enhanced accountability. We must also
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caution, as noted above, policy advisors and
decision makers to be aware of the limits of our
current knowledge on the effects of decentral-
ization. We are uncertain as to the specific and
aggregate effects of decentralization on growth,
equity, and macroeconomic stability. We be-
lieve that until these effects are theoretically
explored and empirically quantified that cau-
tion must be used when formulating decen-
tralization policy on the assumption that its
implementation will improve growth, equity, or
macroeconomic stability. A contribution of this
review, we hope, is to begin to outline a re-
search agenda which may allow us a better
understanding of the direct and indirect effects
of fiscal decentralization.
NOTES
1. It is not our intention to review here the now vast

and still fast growing literature on fiscal decentralization.

For reviews of the literature see Oates (1991a, 1991b,

1999), Prud�homme (1991), Rondinelli and Nellis (1986),

Rubinfeld (1987), Shah (1994), and Ter-Minasian

(1997).

2. See, for example, Dillinger (1994).

3. See World Bank (various years).

4. See, for example, Oates (1972), Bahl and Linn

(1992), Guess, Loehr, and Martinez-Vazquez (1997),

Spahn (1997), Burki, Perry, and Dillinger (1999), Shah

(1999), and Martinez-Vazquez and McNab (2002).

5. Brennan and Buchanan (1980) is the classical

exposition of how fiscal decentralization can control

the Leviathan. See Ehdaie (1994) for empirical evidence

that decentralization may reduce the size of the public

sector. More recently, the market-preserving fiscal fed-

eralism literature argues that central governments are a

source of policy inefficiency which may be reduced by

appropriately structured intergovernmental fiscal ar-

rangements (Jin, Qian, & Weingast, 2000; McKinnon,

1997; Weingast, 1995).

6. For example, actual deconcentration efforts in the

guise of decentralization is a common process in

countries in transition such as the Central Asia republics

(Martinez-Vazquez, McLure, & Wallace, 1999), Ukraine

(Martinez-Vazquez, McLure, & Wallace, 1995) or even

Vietnam (McLure & Martinez-Vazquez, 1997).

7. See Bird (1993), Bird and Vaillancourt (1997),

Martinez-Vazquez and McNab (1998), and Ebel and

Yilmaz (2001) for a discussion of the difference between

delegation, devolution, and deconcentration of fiscal

authority.

8. Several recent studies examine the relationship

between fiscal decentralization and other policy objec-

tives. These include: Grote and von Braun (2000), who
investigate whether decentralization reduces poverty;

Treisman (2000a) who examines the relationship be-

tween decentralization and the quality of government;

De Mello (2000) who studies the relationship between

fiscal decentralization and intergovernmental fiscal rela-

tions; and Treisman (2000b) and Martinez-Vazquez and

McNab (2002) who investigate the relationship between

decentralization and inflation.

9. The list of recent empirical investigations focusing

on the direct relationship between fiscal decentralization

and economic growth includes: Zhang and Zou (1997,

1998), Davoodi and Zou (1998), Woller and Phillips

(1998), Lin and Liu (2000); and Thiessen (2000), among

others.

10. See, for example, Bird and Vaillancourt (1997).

The lack of preoccupation with economic growth in the

fiscal decentralization literature is evidenced by the fact

that there is no discussion of this objective in textbooks

on the subject; for example, Fischer (1993).

11. See, for example, Oates (1972) and Boadway and

Wildasin (1984).

12. Using Hirshman�s terminology, Oates (1993) de-

scribes the two systems for conveying preferences for

public goods to local government officials through

‘‘voice’’ (voting elections and responsiveness to the local

electorate) and ‘‘exit’’ (fiscal mobility or taxpayers

voting with their feet by moving across jurisdictions).

13. A number of researchers have questioned whether

developing and transitional countries have the prefer-

ence revelation mechanisms (voting and geographical

mobility) or the institutional capacity to realize the full

gains resulting from fiscal decentralization. See Bahl and

Nath (1986), Conyers (1990), Prud�homme (1991, 1995),

Tanzi (1996, 2000), Litvack, Ahmad, and Bird (1998),

and Dethier (1999, 2000).

14. See, for example, Prud�homme (1995) and Tanzi

(1996, 2000). But see McLure (1995), Sewell (1996),
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Spahn (1997), and Shah (1999) for a dissenting point

of view.

15. In practice, however, subnational governments

do engage in redistribution policies. See, for example,

Bahl, Martinez-Vazquez, and Wallace (1996).

16. Macroeconomic stability in decentralized systems

may be more easily attained if shocks to the economy are

not symmetrically distributed (Gramlich, 1993; Spahn,

1997); if decentralization results in a more transparent

assignment of responsibilities across levels of govern-

ment (Shah, 1999); or if quality of economic manage-

ment is higher due to the increased focus of centralized

governments in decentralization systems (King & Ma,

2001).

17. Weingast (1995) notes that market-preserving fed-

eralism may occur if: (a) decentralized governments have

primary regulatory responsibility over the economy; (b)

the economic system is characterized by a market with

no internal restraints to trade; and (c) subnational

governments face a hard budget constraint.

18. See Rodden and Rose-Ackerman (1997) for a

critique of the market-preserving federalism literature.

19. See Oates (1972), Pommerehne (1977), Kee (1977),

Bahl and Nath (1986), Wasylenko (1987), and Panizza

(1999). This type of study has been criticized for

performing intercountry comparisons using aggregate

measures of fiscal decentralization, such as the share of

subnational government in overall expenditure or reve-

nues of the general government (Bird, 1986).

20. Conyers� (1990) conjecture would suggest that,

other things equal, the level of decentralization across

developing countries should vary directly with the time

period they have been independent and with some proxy

of how centralized the colonial administration systems

were. These control variables have not been introduced

so far in the empirical literature.

21. The ups and downs of the extent of decentraliza-

tion in the United States (Shannon, 1997; Wallis &

Oates, 1988) are clear witnesses that no such monotonic

relationship does exist.

22. Other variables that have been found to be

positively related to the level of decentralization across

countries include: population size (Bahl & Nath, 1986;

Oates, 1972; Pommerehne, 1977); a federalist constitu-

tion (Bahl & Nath, 1986; Kee, 1977; Oates, 1972;

Wasylenko, 1987); more urbanized population (Bahl &

Nath, 1986; Kee, 1977); less open economies (Kee, 1977;
Wasylenko, 1987); more equal distribution of income

(Pommerehne, 1977); greater geographical sectionalism

(Oates, 1972), and greater ethnic fractionalization (Pa-

nizza, 1999).

23. These studies use different levels of disaggregation

of expenditures and revenues at different levels of

government. For example, Davoodi et al. (1995),

Davoodi and Zou (1998), and Woller and Phillips

(1998) and Martinez-Vazquez and McNab (2002) con-

centrate on the role of aggregate spending of different

levels of government while Zhang and Zou (1997, 1998)

carry this analysis further by looking at the impact of the

sectoral composition of public expenditures at different

levels of government on economic growth. Lin and Liu

(2000) use the marginal revenue retention rate as a

measure of fiscal decentralization.

24. More significantly, we must explicitly assume that

the omitted variables are uncorrelated with each of the

regressors for the error term to also be uncorrelated with

the regressors. If one or more of the omitted variables is,

in fact, correlated with each of the regressors, then the

parameter estimates may be inconsistent. See Baltagi

(1995) and Wooldridge (2002), among others, for further

information on omitted variable bias in panel data

models.

25. Recently, Lin and Liu (2000), Thiessen (2000), and

Martinez-Vazquez and McNab (2002) follow Mankiw,

Romer, and Weil (1992) and specify a Solow (1956)

model of economic growth that assumes decreasing

returns to all forms of reproducible capital.

26. Feder (1983) and McNab and Moore (1998) show

that increases in exports are significantly and robustly

associated with economic growth. This may be an

important omission especially for developing and tran-

sitional countries, where external trade plays a critical

role.

27. See Guess et al. (1997).

28. See, for example, Bird (1986).

29. While the International Monetary Fund�s Govern-

ment Finance Statistics (GFS) system reports informa-

tion on grants and transfers between the various levels of

government, it does not contain information on whether

the grants and transfers are under the control of the

central or recipient level of government or if the grants

are conditional, block, or lump-sum. The GFS system

also does not report information on the nature of

transfers. Cross-sectional and time-series data on the

number and size of subnational governments are sketchy
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at best for developed countries and virtually nonexistent

for developing and transitional countries, except in those

cases where technical assistance providers have con-

ducted surveys of subnational governments. It is this

lack of information that has led to the use of a measure

of fiscal decentralization that is typically constructed as

a ratio of subnational government expenditures (reve-

nues) to general government expenditures (revenues).

30. Mauro (1995, 1996) conjectures that more frac-

tionalization may lead to more corruption because

bureaucrats may favor members of their same group.

Shleifer and Vishny (1993) also suggest that more

heterogeneous societies may be subject to more corrup-

tion than homogeneous societies. Easterly and Levine

(1997) argue that fractionalization affects economic

performance by creating political instability. Collier

(2000), on the other hand, argues that ethnic diversity

reduces the probability of conflict.

31. See, for example, Oates (1993), Bird (1993),

Prud�homme (1995), and Peterson (1996).

32. Of course, the direct linkage between decentraliza-

tion and growth can be derailed if fiscal decentralization

does not function effectively. The same is true for the

greater efficiency of decentralization in a static sense.

Oates (1993) and others have questioned whether voting

mechanisms, mobility, or competition, for example,

function well enough in developing and transitional

economies to allow the realization of efficiency gains

associated with decentralization.

33. Testing for the existence of the hypothesized

dynamic efficiency effect would be, at best, complicated.

Adding total public spending as an explanatory variable

to control for crosscountry variations in public spending

might be of benefit, once one controlled for the potential

endogeneity between public spending and economic

development and growth. Testing instead for the effect

of decentralized expenditures on outcomes, rather than

outputs, may be a more beneficial route to exploring the

potential dynamic efficiency effects of fiscal decentral-

ization.

34. The public finance literature has concentrated on

testing how well local budgets may satisfy the demand

for public services from representative taxpayers based

on statistical tests and surveys. There are no quantitative

studies comparing the relative (consumer) efficiency of

decentralized versus centralized fiscal systems.

35. Prud�homme (1995) argues that there are reasons,

such as better paying jobs and career prospects, to

believe that central government bureaucracies are likely
to operate closer to the technical production frontier,

even though both central and local bureaucracies

probably operate quite far from this frontier. For

dissenting views see Sewell (1996), who argues that

well-functioning subnational bureaucracies exist in

many countries and Bardhan (1997) who notes that

putting decision-making authority in the hands of those

who have information on local tastes and preferences

provides strong incentives for the more efficient provi-

sion of local public goods.

36. See Weingast (1995, 2000), Montinola, Qian, and

Weingast (1995), McKinnon (1997), Jin et al. (2000),

among others, for discussions of market-preserving

federalism.

37. Gramlich (1987) and Salmon (1987) are among

those who argue that decentralization results in in-

creased competition among subnational governments

and fosters innovation in the provision of public goods.

See Strumpf (1999) for a dissenting view to this line

of reasoning.

38. Somewhat ironically, the regressions of measures

of fiscal decentralization on growth are viewed in the

recent empirical literature as a test of the ‘‘efficiency

proposition’’ of fiscal decentralization. See, for example,

Davoodi and Zou (1998) and Zhang and Zou (1997,

1998). The truth, however, is that the efficiency gains

associated with decentralization are not captured in

measures of economic growth. The theoretical approach

in this literature is also inadequate especially if there is a

desire to put emphasis on the efficiency gains associated

with decentralization. Typically, this literature assumes

the presence of a simple representative agent with utility

as a function of private consumption, and government

expenditures at all levels of government. Consequently,

this type of theoretical framework omits by force the

consideration of consumer efficiency gains associated

with decentralization which require the presence of

several agents with different preferences or tastes for

public goods. There is no attempt in this literature either

to try to capture any differences in ‘‘producer efficiency.’’

A dollar of expenditure in these models produces the

same level of public good at all levels of government.

39. See Diamond (1990) for a discussion of the

measurement and estimation of the efficiency of public

services.

40. See, for example, Rondinelli and Nellis (1986).

41. See Shah (1999) for a review of the literature on the

relationship between fiscal decentralization and macro-

economic stability. Little crosscountry research has been



WORLD DEVELOPMENT1612
undertaken on the relationship between fiscal decentral-

ization and horizontal fiscal imbalances across subna-

tional governments.

42. Burki et al. (1999), using a panel data set of 32

countries, found that there is an almost 1-to-1 corre-

spondence between increases in subnational deficits and

central government expenditures and deficits in the

subsequent period. They failed, however, to examine

whether this translated into greater macroeconomic

instability. While Treisman (2000b) finds that decentral-

ization ‘‘locks in’’ the current rate of inflation, King and

Ma (2001) and Martinez-Vazquez and McNab (2002)

find that decentralization enhances macroeconomic

management in separate samples of developed and

developing countries, respectively.

43. See Bird and Rodriguez (1999) for the case of the

Philippines.

44. We do not understand well either how growth may

affect regional disparities. Prud�homme (1995) cites a

number of studies showing that regional disparities do

not disappear with economic development. On the other

hand, there is evidence of a substantial narrowing of

regional income differentials in the long run in the

United States (see Barro & Sala-i-Martin, 1992, 1995).

45. See Persson and Tabellini (1994), Birdsall, Ross,

and Sabot (1995), Deininger and Squire (1996), Perotti

(1996), and Forbes (2000). Barro (1999) offers a

dissenting view by noting that the previous studies failed

to condition the results for the fertility rate, and once

one does so, the coefficient on income inequality is

statistically insignificant.

46. See Deininger and Squire (1996), Dollar and Kraay

(2000), Srinivasan (2000), and Atkinson and Brandolini

(2001) for further discussion of the measurement issues

associated with income inequality.

47. In the United States early research found that this

type of competition would appear to have little effect on

business location. But, more recent research (for exam-

ple, Bartik, 1985; Wasylenko & McGuire, 1985) finds

that there is some effect.

48. While not specifically addressing the question of

whether fiscal decentralization results in increased cor-
ruption, Shleifer and Vishny (1993) argued that rent-

seeking activities increase when the role of the central

government in society declines.

49. Prud�homme (1995), Tanzi (1994, 1996), Rose-

Ackerman (1997), and Carbonara (2000) have argued

that decentralization in developing and transitional

economies increases the likelihood of rent-seeking

activities by public officials.

50. See Tanzi (1998) and Gurgur and Shah (2000) for

reviews of the literature on the relationship between

decentralization and corruption.

51. Corruption, in fact, takes many forms, from the

formal inclusion of exemptions in the tax structure that

favor certain segments of society to bribes to tax

assessors, kickbacks or other side payments in the

awarding of contracts or through political patronage

in the appointment of local employees. See World Bank

(various years).

52. See Murphy, Libonatti, and Salinardi (1995),

Sewell (1996), Guess et al. (1997), and Gurgur and Shah

(2000).

53. See, among others, Conyers (1990), Oates (1993),

Tanzi (1996), Bardhan and Mookherjee (1998), Marti-

nez-Vazquez and McNab (1998), and Alesina (1999).

54. See Bardhan and Mookherjee (1998, 1999) and

Dethier (1999, 2000).

55. See Shleifer (1997) for an examination of the effects

of capture on economic development in Russia relative

to Poland since the beginning of transition.

56. See, for example, Blair (1998), Martinez-Vazquez

and McNab (1998), Burki et al. (1999), and Dethier

(1999, 2000).
57. Capital investment also seems to be a decisive

factor in helping the poor (Deininger & Squire, 1996).

58. To complicate things further, it is not entirely clear

that greater public investment/expenditures (as opposed

to public consumption expenditures) lead to higher

economic growth (Devarajan et al., 1996).
REFERENCES
Alesina, A. (1999). Too large and too small govern-
ments. In V. Tanzi, K. Chu, & S. Gupta (Eds.),
Economic policy and equity (pp. 216–234). Washing-
ton, DC: International Monetary Fund.



FISCAL DECENTRALIZATION AND ECONOMIC GROWTH 1613
Aschauer, D. (1989). Is public expenditure productive?
Journal of Monetary Economics, 23, 177–200.

Atkinson, A., & Brandolini, A. (2001). Promise and
pitfalls in the use of ‘‘secondary’’ data-sets: Income
inequality in OECD countries as a case study.
Journal of Economic Literature, XXXIX(3), 771–
799.

Bahl, R., & Linn, J. (1992). Urban public finance in
developing countries. Oxford: Oxford University
Press.

Bahl, R., & Nath, S. (1986). Public expenditure decen-
tralization in developing economies. Government and
Policy, 4, 405–418.

Bahl, R., Martinez-Vazquez, J., & Wallace, S. (1996).
State and local government choices in fiscal redistri-
bution. Research Paper No. 58. Atlanta: Georgia
State University Policy Research Center.

Baltagi, B. (1995). Econometric analysis of panel data.
New York: John Wiley & Sons.

Bardhan, P. (1997). The role of governance in economic
development. A political economy approach. Paris:
OECD Development Center.

Bardhan, P., & Mookherjee, D. (1998). Expenditure
decentralization and the delivery of public services in
developing countries. CIDER Paper C 98-104. Berke-
ley: University of California, Berkeley.

Bardhan, P., & Mookherjee, D. (1999). Relative capture
of local and central governments: An essay in the
political economy of decentralization. Working paper,
University of California, Berkeley and Boston Uni-
versity.

Barro, R. (1990). Government spending in a simple
model of endogenous growth. Journal of Political
Economy, 98, 103–125.

Barro, R. (1999). Inequality, growth, and investment.
NBER Working Paper 7038. Cambridge: National
Bureau of Economic Research.

Barro, R., & Sala-i-Martin, X. (1992). Convergence.
Journal of Political Economy, 100(2), 223–251.

Barro, R., & Sala-i-Martin, X. (1995). Economic growth.
New York: McGraw-Hill.

Bartik, T. (1985). Business location decisions in the
United States: Estimates of the effects of unioniza-
tion, taxes, and other characteristics of states.
Journal of Business and Economics Statistics, 3(1),
14–22.

Bird, R. (1986). On measuring fiscal centralization and
fiscal balance in federal states. Government and
Policy, 4, 384–404.

Bird, R. (1993). Threading the fiscal labyrinth: Some
issues in fiscal decentralization. National Tax Jour-
nal, 46, 207–227.

Bird, R., & Rodriguez, E. (1999). Decentralization and
poverty alleviation. International experience and the
case of the Philippines. Public Administration and
Development, 19, 299–319.

Bird, R., & Vaillancourt, F. (1997). Fiscal decentraliza-
tion in developing countries: An overview and perspec-
tive. Paper presented at the International Seminar in
Public Economics, Tokyo.

Birdsall, N., Ross, D., & Sabot, R. (1995). Inequality
and growth reconsidered: Lessons from East Asia.
World Bank Economic Review, 9(3), 477–508.
Blair, H. (1998). Spreading power to the periphery: An
assessment of democratic local governance. USAID
Program and Operations Assessment Report No. 21.
Washington, DC: USAID.

Boadway, R., & Wildasin, D. (1984). Public sector
economics (2nd ed.). Boston: Little Brown.

Break, G. (1967). Intergovernmental fiscal relations in the
United States. Washington, DC: The Brookings
Institution.

Brennan, G., & Buchanan, J. (1980). The power to tax:
Analytical foundations of a fiscal constitution. Cam-
bridge: Cambridge University Press.

Burki, S., Perry, G., & Dillinger, W. (1999). Beyond the
center: Decentralizing the state. Working Paper,
World Bank Latin America and Caribbean Studies.
Washington, DC: World Bank.

Carbonara, E. (2000). Corruption and decentralization.
Working Paper 342/83. Bolonga, Italy: Dipartimento
di Scienze Economiche.

Collier, P. (2000). Economic causes of civil conflict and
their implications for policy. Working Paper. Wash-
ington, DC: World Bank.

Conyers, D. (1990). Centralization and development
planning: A comparative perspective. In P. de
Valk, & K. Wekwete (Eds.), Decentralizing for
participatory planning. Avebury, England: Alder-
shot.

Davoodi, H., Xie, D., & Zou, H. (1995). Fiscal decen-
tralization and economic growth in the United States.
Policy Research Department Working Paper. Wash-
ington, DC: World Bank.

Davoodi, H., & Zou, H. (1998). Fiscal decentralization
and economic growth: A cross-country study. Jour-
nal of Urban Economics, 43(2), 244–257.

De Mello, L. (2000). Fiscal decentralization and inter-
governmental fiscal relations: A cross-county analy-
sis. World Development, 28(2), 365–380.

Deininger, K., & Squire, L. (1996). Measuring income
inequality: A new database. World Bank Economic
Review, 10(3), 565–591.

Dethier, J. (1999). Governance and economic perfor-
mance: A survey. ZEF Discussion Papers on Devel-
opment Policy. Bonn: Center for Development
Research, Universitat Bonn.

Dethier, J. (2000). Governance, decentralization, and
reform in China, India, and Russia. Dordrecht:
Kluwer Academic Press.

Devarajan, S., Swaroop, V., & Zou, H. (1996). The
composition of public expenditures and economic
growth. Journal of Monetary Economics, 37, 313–
344.

Diamond, J. (1990). Measuring efficiency in government:
Techniques and experience. In A. Premchard (Ed.),
Government financial management: Issues and county
studies (pp. 142–166). Washington, DC: Interna-
tional Monetary Fund.

Dillinger, W. (1994). Decentralization and its implication
for urban service delivery. Urban Management Pro-
gramme Discussion Paper No. 16. Washington, DC:
World Bank.

Dollar, D., & Kraay, A. (2000). Growth is good for the
poor. World Bank Working Paper. Washington, DC:
World Bank.



WORLD DEVELOPMENT1614
Easterly, W. (2000). It’s been a rough ride, Toto, but I
think we’re back in Kansas. World Bank Working
Paper. Washington, DC: World Bank.

Easterly, W., & Levine, R. (1997). Africa�s growth
tragedy: Policies and ethnic divisions. Quarterly
Journal of Economics, 112(4), 1203–1250.

Easterly, W., & Rebelo, S. (1993). Fiscal policy and
economic growth: An empirical investigation. Jour-
nal of Monetary Economics, 32, 417–458.

Ebel, R., & Yilmaz, S. (2001). Fiscal decentralization: Is
it happening? How do we know? Paper prepared for
Public Finance in Developing and Transition Coun-
tries: A Conference in Honor of Richard Bird
Conference. Andrew Young School of Policy Stud-
ies, Georgia State University, Atlanta.

Ehdaie, J. (1994). Fiscal decentralization and the size of
government. Policy Research Working Paper 1387.
Washington, DC: World Bank.

Feder, G. (1983). On exports and economic growth.
Journal of Development Economics, 12(1–2), 59–
73.

Fischer, S. (1993). The role of macroeconomic factors in
growth. Journal of Monetary Economics, 32, 485–
512.

Fisman, R., & Gatti, R. (2000). Decentralization and
corruption: Evidence across countries. Journal of
Public Economics, 83(3), 325–345.

Forbes, K. (2000). A reassessment of the relationship
between inequality and growth. American Economic
Review, 90(4), 869–887.

Gramlich, E. (1987). Subnational fiscal policy. In J.
Quigley (Ed.), Perspectives on local public finance and
public policy (pp. 3–27). Greenwich: JAI Press.

Gramlich, E. (1993). A policymaker�s guide to fiscal
decentralization. National Tax Journal, 46(2), 229–
235.

Grote, U., & von Braun, J. (2000). Does decentralization
serve the poor? Center for Development Research.
ZEF-Bonn Working Paper. Bonn, Germany: Uni-
versity of Bonn.

Guess, G., Loehr, W., & Martinez-Vazquez, J. (1997).
Fiscal decentralization: A methodology for case stud-
ies. CAER Consulting Assistance on Economic
Reform II: Discussion Papers, no. 3. Washington,
DC: USAID.

Gupta, S., Honjo, K., & Verhoeven, M. (1997). The
efficiency of government expenditure: Experiences
from Africa. IMF Working Paper WP/97/153 Wash-
ington, DC: International Monetary Fund.

Gurgur, T., & Shah, A. (2000). Localization and corrup-
tion: Panacea or Pandora’s box? World Bank Work-
ing Paper. Washington, DC: World Bank.

Huther, J., & Shaw, A. (1998). Applying a simple
measure of good governance to the debate on fiscal
decentralization. World Bank Policy Research Work-
ing Paper No. 1894. Washington, DC: World Bank.

Kee, W. (1977). Fiscal decentralization and economic
development. Public Finance Quarterly, 5(1), 79–97.

King, D., & Ma, Y. (2001). Decentralization and
macroeconomic management: The experience of
OECD countries. Paper presented at the 34th Inter-
national Public Finance Conference, Cordoba,
Argentina, September.
Klitgaard, R. (1988). Controlling corruption. Berkeley:
University of California Press.

Jin, H., Qian, Y., & Weingast, B. (2000). Regional
decentralization and fiscal federalism: Chinese style.
Hoover Institution Working Paper. Palo Alto: Stan-
ford University.

Levine, R., & Renelt, D. (1992). A sensitivity analysis of
cross-country growth regressions. American Eco-
nomic Review, 82(4), 942–963.

Lin, J., & Liu, Z. (2000). Fiscal decentralization and
economic growth in China. Economic Development
and Cultural Change, 49(1), 1–22.

Litvack, J., Ahmad, J., & Bird, R. (1998). Rethinking
decentralization at the World Bank. World
Bank Discussion Paper. Washington, DC: World
Bank.

Mankiw, G., Romer, D., & Weil, D. (1992). A contri-
bution to the empirics of economic growth. The
Quarterly Journal of Economics, 107(2), 407–437.

Martinez-Vazquez, J., & McNab, R. (1998). Fiscal
decentralization, economic growth, and democratic
governance. International Studies Program Working
Paper. Atlanta: Andrew Young School of Policy
Studies, Georgia State University.

Martinez-Vazquez, J., & McNab, R. (2002). Fiscal
decentralization, macroeconomic stability, and eco-
nomic growth. International Studies Program Work-
ing Paper. Atlanta: Andrew Young School of Policy
Studies, Georgia State University.

Martinez-Vazquez, J., McLure, C., & Wallace, S. (1995).
Subnational fiscal decentralization in Ukraine. In R.
Bird, R. Ebel, & C. Wallich (Eds.), Decentralization
of the Soviet State: Intergovernmental finance in
transition economies (pp. 321–378). Washington,
DC: World Bank.

Martinez-Vazquez, J., McLure, C., & Wallace, S. (1999).
Fiscal decentralization in Kazakhstan. Manila: Asian
Development Bank and Oxford University Press.

Mauro, P. (1995). Corruption and growth. The Quar-
terly Journal of Economics, 110(3), 691–712.

Mauro, P. (1996). The effects of corruption on growth,
investment, and government expenditure. IMF Work-
ing Paper 96/98. Washington, DC: International
Monetary Fund.

McKinnon, R. (1997). Market-preserving fiscal federal-
ism in the American Monetary Union. In B. Mairo,
& T. Ter-Minassian (Eds.), Macroeconomic dimen-
sions of public finance (pp. 73–93). New York:
Routledge.

McLure, C. (1995). The dangers of decentralization:
Comment. World Bank Research Observer, 10(2),
221–226.

McLure, C., & Martinez-Vazquez, J. (1997). Fiscal
decentralization in Vietnam. Paper prepared for
International Tax and Investment Center, Washing-
ton, DC and the Asian Development Bank, Manila.

McNab, R., & Moore, R. (1998). Trade policy, export
expansion, human capital, and growth. Journal of
International Trade and Economic Development, 7(2),
237–256.

Montinola, G., Qian, Y., & Weingast, B. (1995).
Federalism, Chinese style. World Politics, 48(1), 50–
81.



FISCAL DECENTRALIZATION AND ECONOMIC GROWTH 1615
Murphy, R., Libonatti, O., & Salinardi, M. (1995).
Overview and comparison of fiscal decentralization
experiences. In R. Murphy (Ed.), Fiscal decentral-
ization in Latin America (pp. 1–57). Washington,
DC: Inter-American Development Bank.

Musgrave, R. (1959). The theory of public finance. New
York: McGraw-Hill.

Oates, W. (1972). Fiscal federalism. New York: Harcourt
Brace Jovanovich.

Oates, W. (1991a). Decentralization of the public sector:
An overview. In W. Oates (Ed.), Studies in fiscal
federalism (pp. 49–64). Aldershot, UK: Elgar Press.

Oates, W. (1991b). Fiscal federalism: Overview. In R.
Prud�homme (Ed.), Public finance with several levels
of government: Proceedings of the 46th congress of the
International Institute of Public Finance (pp. 1–18).
The Hague: Foundation Journal Public Finance.

Oates, W. (1993). Fiscal decentralization and economic
development. National Tax Journal, 46(2), 237–243.

Oates, W. (1999). An essay on fiscal federalism. Journal
of Economic Literature, 37(3), 1120–1149.

Panizza, U. (1999). On the determinants of fiscal
centralization: Theory and evidence. Journal of
Public Economics, 74(1), 97–139.

Perotti, R. (1996). Growth, income distribution, and
democracy: What the data say. Journal of Economic
Growth, 1(2), 149–187.

Persson, T., & Tabellini, G. (1994). Is inequality harmful
to growth? American Economic Review, 84(3), 600–
621.

Peterson, G. (1996). Decentralization in Latin America:
Learning through experience. World Bank Working
Paper. Washington, DC: World Bank.

Pommerehne, W. (1977). Quantitative aspects of feder-
alism: A study of six countries. In W. Oates (Ed.),
The political economy of fiscal federalism (pp. 275–
355). Lexington, Massachusetts: D.C. Heath.

Prud�homme, R. (1991). Public finance with several levels
of government: Proceedings of the 46th congress of the
International Institute of Public Finance. The Hague:
Foundation Journal Public Finance.

Prud�homme, R. (1995). On the dangers of decentral-
ization. World Bank Economic Review, 10(2), 201–
220.

Ram, R. (1986). Government size and economic growth:
A new framework and some evidence from cross-
section and time-series data. American Economic
Review, 76(1), 191–203.

Rodden, J., & Rose-Ackerman, S. (1997). Does feder-
alism preserve markets? University of Virginia Law
Review, 83(7), 1521–1572.

Rondinelli, D., & Nellis, J. (1986). Assessing decentral-
ization policies in developing countries: A case for
cautious optimism. Development Policy Review, 4(1),
3–23.

Rose-Ackerman, S. (1997). Corruption and develop-
ment. In Proceedings of the Ninth Annual World Bank
Conference on Development Economics. Washington,
DC: World Bank.

Rubinfeld, D. (1987). The economics of the local public
sector: A methodological review. In A. Auerbach, &
M. Feldstein (Eds.), Handbook of public economics
(Vol. 2, pp. 87–161). Amsterdam: North Holland.
Salmon, P. (1987). Decentralizations as an incentive
scheme. Oxford Review of Economic Policy, 3(2),
24–43.

Sewell, D. (1996). The dangers of decentralization
according to Prud�homme: Some further aspects.
World Bank Research Observer, 11(1), 143–150.

Shah, A. (1994). The reform of intergovernmental fiscal
relations in developing and emerging market econo-
mies. Policy Research Series Paper 23. Washington,
DC: World Bank.

Shah, A. (1999). Fiscal federalism and macroeconomic
governance: For better or for worse. In K. Fuka-
saku, & L. R. DeMello (Eds.), Fiscal decentralization
in emerging countries: governance issues (pp. 37–54).
Paris: OECD.

Shah, A. (2000). Balance, acceptability, and responsive-
ness: Lessons about decentralization. World Bank
Working Paper. Washington, DC: World Bank.

Shannon, J. (1997). Middle-of-the-road federalism. E-
Text. Available from: http://www.urban.org/PERI-
ODCL/pubsect/pub_10.htm.

Shleifer, A. (1997). Government in transition. European
Economic Review, 41(3–5), 385–410.

Shleifer, A., & Vishny, R. (1993). Corruption. Quarterly
Journal of Economics, 108(3), 599–617.

Solow, R. (1956). A contribution to the theory of
economic growth. Quarterly Journal of Economics,
70, 65–94.

Spahn, P. (1997). Decentralized government and macro-
economic control. Infrastructure Notes (FM-12).
Washington, DC: World Bank.

Srinivasan, T. N. (2000). Growth, poverty reduction, and
inequality. Department of Economics Working
Paper. New Haven: Department of Economics,
Yale University.

Strumpf, K. (1999). Does government decentralization
increase policy innovation. Department of Economics
Working Paper. Chapel Hill: University of North
Carolina.

Taillant, D. (1994). Decentralization: Local and regional
government development. A literature review. LATPS
Mimeo. Washington, DC: World Bank.

Tanzi, V. (1994). Corruption, governmental activities and
markets. IMF Working Paper 94/99. Washington,
DC: International Monetary Fund.

Tanzi, V. (1996). Fiscal federalism and decentraliza-
tion: A review of some efficiency and macroeco-
nomic aspects. In M. Bruno, & B. Pleskovic (Eds.),
Annual World Bank conference on development
economics (pp. 295–316). Washington, DC: World
Bank.

Tanzi, V. (1998). Corruption around the world: Causes,
consequences, scope, and cures. IMF Staff Papers,
45(4), 559–594.

Tanzi, V. (2000). On fiscal federalism: Issues to worry
about. International Monetary Fund Working Paper.
Washington, DC: International Monetary Fund.

Ter-Minasian, T. (Ed.). (1997). Fiscal federalism in
theory and practice. Washington, DC: World Bank.

Tiebout, C. (1956). A pure theory of local expenditures.
Journal of Political Economy, 64, 416–424.

Thiessen, U. (2000). Fiscal federalism in Western Euro-
pean and selected other countries: centralization or

http://www.urban.org/PERIODCL/pubsect/pub_10.htm
http://www.urban.org/PERIODCL/pubsect/pub_10.htm


WORLD DEVELOPMENT1616
decentralization? What is better for economic growth?
DIW Discussion Paper No. 224. Berlin: DIW.

Treisman, D. (1999). Decentralization and corruption:
Why are federal states perceived to be more corrupt?
Department of Political Science Working Paper. Los
Angeles: University of California, Los Angeles.

Treisman, D. (2000a). Decentralization and the quality of
government. Department of Political Science Work-
ing Paper. Los Angeles: Department of Political
Science, University of California, Los Angeles.

Treisman, D. (2000b). Decentralization and inflation:
Commitment, collective action, or continuity? Amer-
ican Political Science Review, 94(4), 837–857.

Wallis, J., & Oates, W. (1988). Does economic sclerosis
set in with age? An empirical study of the Olson
hypothesis. Kyklos, 41(3), 397–417.

Wasylenko, M. (1987). Fiscal decentralization and
economic development. Public Budgeting and Fi-
nance, 7(4), 57–71.

Wasylenko, M., & McGuire, T. (1985). Jobs and taxes:
The effect of business climate on states� employment
growth rates. National Tax Journal, 38(4), 497–511.
Weingast, B. (1995). The economic role of political
institutions: Market-preserving federalism and eco-
nomic development. Journal of Law and Economic
Organization, 11(1), 1–31.

Weingast, B. (2000). The comparative theory of federal-
ism. Working Paper, Hoover Institute, Stanford
University. Palo Alto: Stanford University.

Woller, G., & Phillips, K. (1998). Fiscal decentralization
and LDC economic growth: An empirical investiga-
tion. Journal of Development Studies, 34(4), 139–148.

Wooldridge, J. (2002). Econometric analysis of cross
section and panel data. Cambridge, Massachusetts:
The MIT Press.

World Bank (various years). World Development Report.
New York: Oxford University Press.

Zhang, T., & Zou, H. (1997). Fiscal decentralization, the
composition of public spending, and regional growth
in India. Development Research Group Working
Paper. Washington, DC: World Bank.

Zhang, T., & Zou, H. (1998). Fiscal decentralization,
public spending and economic growth in China.
Journal of Public Economics, 67(2), 221–240.


	Fiscal Decentralization and Economic Growth
	Introduction
	Economic growth has not been a traditional concern in the theory of fiscal decentralization
	What do we know about the effect of decentralization on economic growth?
	From economic growth to fiscal decentralization
	From fiscal decentralization to economic growth
	Empirical issues in the estimation of a relationship

	Theoretical linkages between fiscal decentralization and economic growth: what should we be testing?
	Is there a direct linkage?
	Indirect linkages between fiscal decentralization and economic growth
	The nature of efficiency and its measurement
	Increases in economic efficiency and measured economic growth
	Other indirect effects on growth through decentralization
	Subnational government competition and economic development
	Corruption, capture, and fiscal decentralization


	Summary and conclusions
	References


