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cooperation, and social cohesiveness tend to have more efficient governments, better
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social capital and therefore be integrated into second-generation reforms.
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1. INTRODUCTION

In recent years, a growing number of countries around the world have implemented fiscal
decentralization programs consisting primarily of devolving revenue sources and expenditure
functions from the central government to subnational jurisdictions, such as states/provinces
and communes/municipalities (Ter-Minassian, 1997; Fukasaku and de Mello, 1999). Central
to the decentralization drive is the argument that local governments are closer to the people
and hence better equipped to extract information on local preferences and needs at lower
costs (Huther and Shah, 1998; and Oates, 1999). By corollary, decentralization is expected to
boost public sector efficiency in service delivery, such that scarce public resources can be
channeled into more productive, externality-generating uses nationwide (Inman and
Rubinfeld, 1996). Moreover, accountability and transparency in policymaking can be
enhanced by bringing expenditure assignments closer to revenue sources and hence to the
electorate. Disenchantment with the ability of large central governments to provide goods
and services efficiently and the aggravation of fiscal imbalances and debt-overhang problems
have also motivated decentralization efforts in a number of countries (Tanzi, 1999).

The literature on the macroeconomic and public finance aspects of fiscal decentralization is
increasing.” A large literature has emerged in recent years on the pitfalls of decentralization,
particularly with respect to macroeconomic governance and policy sustainability
(Prud’homme, 1995; Ter-Minassian, 1997; Fukasaku and de Mello, 1998; and Oates, 1999).
Recent research on fiscal federalism has expanded the scope of the analysis and shown that
the vertical structure of government may have important implications for political
participation (Oates, 1999). However, the claim that decentralization, by bringing the
government closer to the people, may be instrumental in strengthening social capital has yet
to be validated empirically, at least from a cross-country perspective.’

Overall, social capital is a multidimensional concept, broadly defined as trust, norms, and
network (Putnam, 1993) that foster mutually beneficial cooperation in society.* It involves
civic virtue, interpersonal trust, social cooperation and cohesiveness, and associational
engagements among social groups. Fukuyama (1999) defines social capital as informal
norms that promote cooperation between two individuals. To highlight a common
denominator in different definitions of social capital, Knack and Keefer (1997) suggest that

? See, €.g., de Mello (1999a and 2000) for the impact of fiscal decentralization on budget balances; Davoodi and
Zou (1998) and Zhang and Zou (1997) for the impact of decentralization on growth; and Tanzi (1995) for the
impact of decentralization on the efficiency of government spending,

* The link between decentralization and civic engagement has been cxamined in case studies. See Beall (1997)
for the case of waste disposal; and Tendler (1997) for the more general case of local government performance.

* Social capital should not be confused with what Hall and Jones (1999) call “social infrastructure,” in their
analysis of the determinants of cross-country differences in output per worker. In their analysis, the concept of
social infrastructure is closer to that of governance.



“all concepts [of social capital] have in common the idea that trust and norms of civic
cooperation are essential to well-functioning societies, and to the economic progress of these
societies” (p. 1283).°

A large political science literature has focused on the relationship between social capital and
public institutions (e.g., Putnam, 1993 and 1995; Muller and Seligson, 1994; Frey, 1997; and
Fukuyama, 1999). Putnam’s seminal work (1995) associates the performance of regional
government in different Italian regions with “civic involvement,” whereby social capital-rich
regions outperform their social capital-poor counterparts, despite the funds transferred to the
latter to finance economic growth and development programs.® Overall, the author shows that
public spiritedness is supported when active citizen participation and constructive
interactions between social groups and the government are stimulated.

An alternative strand of literature associates social capital with economic growth

(Rodrik, 1998; and Temple and Johnson, 1998). Following the tradition of, for instance,
Abramovitz (1986), it is argued that growth can be enhanced in countries where social and
political institutions protect property rights and discourage rent-seeking behavior, thus
fostering entrepreneurship and creating a proinvestment economic climate. Social capital can
also lower the transaction costs associated with formal coordination mechanisms, such as
contracts and bureaucratic rules, which is conducive to growth. Knack and Keefer (1997)
show that a one-standard deviation increase in a measure of trust increases growth by more
than one-half of a standard deviation.’

The determinants of social capital have been the subject of other recent research. Using

U.S. General Social Survey (GSS) data collected by the National Opinion Research Center,
Glaeser and others (1999) show that social capital is strongly associated with social status:
people behave in a more trustworthy manner toward individuals with higher social status.
Helliwell and Putnam (1999) show that (own and average) education attainment is associated
with trust, and political and social engagements. Social capital has been shown to be affected
by religion (Putnam, 1993; Fukuyama, 1999; and La Porta and others, 1997 and 1998),
income distribution (Knack and Keefer, 1997), and ethnic polarization (Fox, 1996; and
Knack and Keefer, 1997). Recent research also suggests that the characteristics of
government are important determinants of social capital (Evans, 1996; and Narayan, 1999).
This motivates the argument in this paper that the vertical structure of government, or fiscal
federalism, has a bearing on social capital.

* See also World Bank (1998) for alternative definitions.
¢ See also Leonardi (1995); and Harriss and de Renzio (1997).

7 See Kéhkonen (1999), for a review of the literature on the orientation between social capital and waste and
sanitation delivery; Collier (1998), for an analysis of social capital and poverty; Narayan and Pritchett (1999),
for the association between social capital and income; and Guiso, Sapienza, and Zingales (2000), for the impact
between social capital and financial development.



The recent developments in the social capital literature are not without policy implications.
Indeed, policy measures aimed at strengthening social capital have become part and parcel of
second-generation reforms in a number of developing and transition economies. The
argument goes that by improving the quality and amount of cooperation among people, social
capital promotes efficiency gains and encourages institutional capacity-building. These are
important determinants of high-quality growth in economies that have already consolidated
macroeconomic stability.®

Because social capital, which captures the strength of social institutions and public
spiritedness, is a broad concept and hence difficult to measure, this paper focuses on three
indicators that have been widely used in the literature: confidence in government, civic
cooperation, and associational activity. These indicators are fully defined below.

The remainder of this paper is organized as follows. Section II reviews the general arguments
for the association between fiscal decentralization and social capital; Section IIT describes the
data used; Section IV reports the empirical evidence; and Section V provides the conclusions
and the policy implications.

II. THE GENERAL ARGUMENT

The arguments for decentralization are based on the fiscal federalism literature, which
stresses subsidiarity as the main principle guiding the provision of publlc goods and services
(e.g., Livingstone, 1956; Olson, 1969; and Oates, 1972 and 1999).° The basic argument is
that the performance of the public sector can be enhanced by taking account of local
differences in culture, environment, preferences and needs, endowment of natural resources,
and economic and social institutions. A better match between the supply of public goods and
services and local demands requires information on local preferences and needs; this
information can be extracted more cheaply and accurately by local, rather than central,
governments. This is because local governments are closer to the people and hence more
identified with local causes, more sensitive to local problems, and more responsive to local
demands. Fiscal decentralization consists, in this respect, of shortening the “informational
distance” between the providers and recipients of public goods and services so as to reduce
information costs and boost public sector efficiency in service delivery.

® The IMF recently hosted a conference on second-generation reforms, underscoring the role played in the
reform process by measures aimed at strengthening social capital. Conference participants reiterated the need
for further research on the second-generation reform issues that are critical for institutional development if
developing and transition countries are to achieve high-quality growth. For more information, see

www.imf. org/external/pubs/fi/seminar/1999/reforms/index.him.

® According to Oates (1999), the basic principle of fiscal federalism is “the presumption that the provision of
public services should be located at the lowest level of government encompassing, in a spatial sense, the
relevant benefits and costs” (p. 1122).



Although the macroeconomic and public finance literatures emphasize the allocative
efficiency gains resulting from fiscal decentralization, the devolution of revenue sources and
expenditure functions to lower levels of government is likely to strengthen social capital for a
number of reasons. These are:

. A “closer” government is perceived as more committed to local causes, more )
responsive to local needs and more involved in the solution of community problems.
Its policies are also more easily monitored by local communities, and closer scrutiny
by the citizenry fosters transparency and accountability in public sector actions. Local
government officials may also be considered more trustworthy, as a result. In this
case, the delegation of expenditure functions and revenue sources to focal
governments is expected to reinforce people’s perceptions that local governments
respond to their needs and preferences faster and more effectively.

The increased confidence in local civil servants that resuits from fiscal
decentralization is likely to be extended to the government as a whole. This is true to
the extent that fiscal decentralization promotes allocative efficiency in the economy at
large. In this case, greater efficiency in the provision of goods and services by the
government is expected to have a bearing on macroeconomic governance. Less severe
economywide fiscal imbalances and debt-overhang problems are likely to improve
macroeconomic performance. Resources can therefore be channeled from deficit
financing and debt servicing toward funding growth-enhancing, externality-rich
spending more attuned to local needs and preferences. A government that is
associated with sound macroeconomic policies inspires confidence as much as a
government that is active in the solution of local community problems.

. The development of local democratic traditions, political participation, and public
spiritedness can also be enhanced by bringing expenditure assignments closer to
revenue sources and hence to the electorate. When policymaking assignments are
devolved to lower levels of government, citizens are encouraged to take on more
responsibility for social and economic development, and for that of wider society.
This is because social norms and contracts are more easily enforced in smaller
jurisdictions, ' but also because deliberations between government and citizens are
more frequent at the local level, where communities are more actively involved in
problem-solving/decision-making processes and empowered to manage themselves.
According to Hommes (1995, p. 335), “decentralization is associate with greater
participation of local citizens in government decision making.” When horizontal ties
among community groups are strengthened, local governments are also more likely to
support associational activities; promote social cohesiveness, civic virtue, and
cooperation; facilitate interactions among communities; and discourage self-interest

1% See Putnam (1993) and Narayan (1999) for illustrations and anecdotal evidence.



(Frey, 1997). The scope for rent-seeking and of interest group payoffs are increased
when the government is less identified with local needs and the monitoring of
government actions is costlier. Perceived “distance” and lack of commitment to local
causes breeds distrust in the government and fellow community members, and
weakens kinship and social institutions.

. “Closer” governments also encourage communitywide participatory initiatives, such
as the formation of groups, associations, and social/cultural activities among
community members, and foster participation rights. These governments are
perceived as more supportive of citizens’ community participation and engagement of
civil society in community problem-solving than “distant” governments. In the latter,
community values and civic virtues weaken, as well as the incentives for mutually
beneficial cooperative solutions to collective problems. Self-reliance and
individualism strengthen social tensions and discourage participation in the form of
associational activities among community members. Distrust in the government and
fellow community members increases the fixed costs of cooperation and reduce the
externalities associated with cooperative solutions to community problems (Putzel,
1997). The incentives for associational activities are hence reduced, which, again,
encourages individualism, as problem solving is no longer perceived as a mutually
beneficial enterprise.

A “distant” government encourages self-reliance and rent-seeking, rather than
cooperation among different social groups, particularly the more vulnerable ones,
because social norms and contracts are not easily enforced. A well-functioning

code of social norms and civic virtues provides a level playing field for social
behavior, which encourages civic cooperation: citizens perceive the rewards of
cooperating-—acting as part of a group. Civic cooperation improves allocative
efficiency as the total benefit to society of cooperation outweighs the total cost.
Conversely, the payoffs associated with free-riding and illegal or illegitimate actions
(e.g., tax evasion, dishonesty, and corruption) increase when civic cooperation is not
adequately rewarded and citizens distrust the government, each other, and/or social
institutions. In this case, the disadvantages of cooperation outweigh the advantages.
“Distant” governments do not encourage public spiritedness or strengthen civic
culture.

The above-mentioned elements of social capital are mutually reinforcing, and have spillover
effects. In this respect, fiscal decentralization is likely to be a catalyst for overall civic
development, because it may create the conditions needed for development in different
aspects of social organization and institutional capacity-building. Fiscal decentralization may
also lay the foundation for new formal community associations and collaborations, and forge
stronger relationships between civic action and government structure, rather than
performance (Evans, 1996). Moreover, it may create a mutually reinforcing collaborative



system/network of social, political, and economic interactions in the community.'" Given the
significant social externalities arising from these systems and collaborative ventures, social
capital should be considered a public good, the provision of which is closely related to the
structure of government.

ITI. THE DATA
A. The Fiscal Decentralization Indicators

Internationally comparable data on multilevel government finances are available from the
IMF’s Government Financial Statistics (GFS). The GFS covers countries for which public
finance data are available for at least two levels of government and for a sufficiently long
time span in the period 1970-95. Appendix Table 4 provides definitions/sources of the
following fiscal decentralization indicators used below: (1) subnational tax autonomy,

(2) subnational nontax autonomy, (3) vertical imbalances in intergovernmental fiscal
relations, (4) subnational government expenditure share, and (5) subnational government
size.

The fiscal decentralization indicators above are of three types. First, in the case of
revenue-based indicators—indicators (1) and (2)—subnational tax and nontax autonomy
measure the extent to which subnational governments are capable of mobilizing local
revenues to finance their spending assignments. Second, in the case of expenditure-based
indicators—indicators (4) and (5)—the size and expenditure share of subnational
governments measure their importance as providers of public goods and services in absolute
terms (government size) and relative to central government spending (expenditure share).
Vertical imbalances in intergovernmental fiscal relations—indicator (3)—measure the gap
between subnational expenditures and own revenues. This indicator is particularly important
in the fiscal federalism literature. Decentralization is closely associated with vertical
imbalances in intergovernmental fiscal relations for a number of reasons. The tax bases that
are efficient and simple to administer by local governments tend to be few and immobile
(Bird, 1992), and nontax revenues (user charges, rents, royalties, fees) tend to be limited in
scope and revenue-generating capacity. Due to the possibility of tax exportation, externalities
in the provision of public goods and services, factor mobility and economies of scale, mobile
tax bases are most efficiently managed by higher levels of government. As a result, if
subnational governments are to be important providers of public goods and services,
higher-level jurisdictions must share part of their revenues with subnational governments and
thus bridge the gap between spending and revenues mobilized locally. Revenue-sharing may
also be needed for equalization purposes, given that different subnational jurisdictions have
different revenue-mobilization capacities.

"! Recent debate in international forums has favored policy ownership through participation in the reform
process.



B. Social Capital Indicators

Appendix Table 5 provides definitions/sources of the following social capital indicators:
(1) confidence in government; (2) civic cooperation; and (3) associational activity. These
three indicators, carefully detailed and used by Knack and Keefer (1997) in their paper, are
constructed using World Values Surveys data. These data cover respondents in 29 market
economies surveyed in 198081 and 1990-91."2

In a nutshell, confidence in government is measured by responses to questions on four
government “institutions” (education, the legal system, the civil service, and the police).
Civic cooperation is measured by responses to patterns of civic culture and collective norms
(such as social ethics, honesty, and interpersonal trust); alignment of individual and social
goals; and perceptions of tax avoidance, and benefit distribution. Associational activity is
measured by responses to the ability of social groups to self-organize and engage in
collective action in pursuit of common, rather than individual, objectives. This indicator also
captures the level and character of local/community participation in trade unions, sports
clubs, mutual aid societies, cultural associations, charities, and social-work organizations.
For all indicators, the higher the score, the greater the strength of the institutions.

C. Preliminary Evidence

Appendix Table 6 provides descriptive statistics of the decentralization and social capital
indicators.

Preliminary evidence of the associations between fiscal decentralization and social capital is
illustrated in Figures 1-3. These figures reveal that increases in the size of subnational
governments and their share in total government spending are associated with greater
confidence in government, and more civic cooperation and associational activity. On the
other hand, deeper vertical imbalances have the opposite effect in the case of confidence in
government and associational activity. This may be due to the coordination problems
associated with decentralized provision in the presence of sizable vertical imbalances in
intergovernmental refations. These problems often arise due to the dissociation between the
benefits and costs of government spending when a sizable share of local spending is financed
through revenues mobilized elsewhere in the economy (see below). These coordination

' The sample of countries for which fiscal decentralization or social capital indicators are available is:
Argentina, Australia, Austria, Belgium, Brazil, Chile, Canada, Colombia, Denmark, Finland, France, Germany,
Iceland, India, Indonesia, Italy, Malaysia, Mexico, Netherlands, Norway, South Africa, Spain, Sweden,
Switzerland, United Kingdom, and United States.
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Figure 1. Confidence in Government and Fiscal Decentralization
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Figure 2. Civic Cooperation and Fiscal Decentralization
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Figure 3. Associational Activity and Fiscal Decentralization

! nctivity and sabnations! Awsocintional activity snd vertical imbalances
governmenl slze 200 -
250 L]
L)
. 200 4
L
L ] * 150 4+
*
> rY g 100
* > .
ry - 50
&, e .
L i 0 P
[ 1 15 2 ] 05 1 15
Associntionnl activity Associationsl activily
Associational activity and nontax aikonomy Associational activity and tax astonomy
o1
* L
.« * b0 ¥ .
70
‘ L]
60
*
* *
g Y LN g % . * .
g ) > " ¢ — -t ————
] . ¢ Py . g ¥ &
=
g 10 - 30 *
. . - o *
10 * .

t t 1 1] + + ¥
05 1 15 2 a 05 1 15
Associstlonal activity Associstional sctivity

L—
Associational activity and subnational government
expenditbre share
Kl T
i eod .
L]
E .
E 50 4
40
¥
‘é. 30 4
W
g 20 -
g 10 4
o
0 05 1 15 2
Asseiational activity




-13 -

problems tend to manifest themselves in terms of a “deficit bias” in subnational jurisdictions,
which erodes confidence in government.”

Civic cooperation seems to be unaffected by vertical imbalances in intergovernmental fiscal
relations. In the case of revenue-based indicators, there does not seem to be a strong
correlation between tax autonomy and civic cooperation and associational activity, or
between nontax autonomy and confidence in government and associational activity.
However, illustrative the relationship between fiscal decentralization and social capital, the
robustness of these bivariate correlations has to be assessed in a multivariate set up. These
correlations cannot be interpreted as evidence of a causal relationship between fiscal
decentralization and social capital because they do not control for the likely endogeneity of
the decentralization indicator or other determinants of social capital.

IV. CROSS-COUNTRY EVIDENCE
A. The Estimating Equation

The association between fiscal decentralization and social capital can be estimated by
regressing the above-described social capital indicators on a set of regressors of two types:
fiscal decentralization indicators and control variables. The basic equation to be estimated is
as follows:

S, =6, +8D, +5,C +¢, (1)

where 7 indexes the countries in the sample, S, denotes the social capital indicator, D,
denotes the fiscal decentralization indicator, C; is a vector of control variables, and &, is an
error term,

The basic hypothesis to be tested here is whether £, = 0, in Equation (1). The set of controls
comprises the initial primary and secondary school enrollment ratios and the initial GDP per
capita, as in Knack and Keefer (1997)."* The rationale for the use of these control variables is
simple: wealthier and more educated societies tend to be richer in social capital, to have more
solid and mature institutions, and hence to provide stronger incentives for civic cooperation
and community members’ engaging in associational activities.

Seven alternative control variables will be considered for the purpose of testing the
robustness of the parameters estimated using Equation (1). These are (1) the ethnolinguistic

" See de Mello (1999a and 2000), for more details, including a survey of the literature, and empirical evidence.

" Helliwell and Putnam (1999); and Glaeser and others (1999) also show that education attainment is associated
with trust and associational activity.
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fragmentation index, measuring the probability that two randomly selected persons from a
given country do not belong to the same ethnolinguistic group (Taylor and Hudson, 1972;
Fox, 1996; and Knack and Keefer, 1997);15 (2) the stock of public debt as a share of GDP,
which is associated with the long-term sustainability of fiscal policy; (3) the age-dependency
ratio, which is associated with the long-term demand for public sector provision, particularly
social security and health care; (4) the UNDP Human Development index; (5) the
Transparency International Index of Corruption;'® (6) the Gini coefficient of income
inequality; and (7) a dummy variable taking value 1 for the developing countries in the
sample, and O otherwise.

B. The Results
The baseline regressions

The baseline regressions are reported in Tables 1 to 3. Among all fiscal decentralization
indicators, the strongest and most significant association with social capital was found in the
case of vertical imbalances. Unlike civic cooperation, confidence in government and
associational activity are found to be negatively affected by vertical imbalances. By and
large, the multivariate analysis confirms the correlations depicted in Figures 1-3.

The results above can be interpreted as follows. By broadening the expenditure mandates of
subnational governments, fiscal decentralization brings the government closer to the people.
However, the sources of finance for greater subnational spending affect the relationship
between social capital and fiscal decentralization. The confidence in government regressions
suggests that people tend to trust governments that exhibit more autonomy in revenue
mobilization, rather than power to tap resources from revenue-sharing funds, as in the case of
significant vertical imbalances in intergovernmental fiscal relations.

As suggested above, distrust in government may be attributed to the wedge vertical
imbalances create between the benefits and costs of decentralized provision. Resources
mobilized locally—such as local taxes, fees, and user charges paid to local governments—are
expected to be spent locally, thereby generating benefits to be internalized by local taxpayers.
In the case of sizable vertical imbalances in intergovernmental fiscal relations, however, the
costs of government spending may not be matched by its benefits, as resources mobilized
locally may finance spending in other jurisdictions. Likewise, confidence in government is

' Ethnic fragmentation has become a common regressor in studies of the determinants of economic
performance. For example, Easterly and Levine (1997) and Alesina, Baqir, and Easterly (1997) show that more
heterogeneous societies spend iess on public goods, particularly health and education, and have lower growth
rates.

*° This is a 010 index. The higher the score, the lower the perceived level of corruption.
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Table 1. Fiscal Decentralization and Social Capital
{Dependent Variable: Confidence in Government)

Decentralization Indicator
Subnational
Subnational ~ Govemment
Tax Nontax Vertical Government ~ Expenditure
Autonomy Autonomy Imbalances Size Share
Baseline Regressions
Decentralization indicator 0.74 5.69 -1.28** 3.50 0.12
(-0.513) (1.624) (-6.789) (1.406) (0.082)
Initial per capita income 0.01 0.01* 0.05 0.05 0.01
(1.274) (2.035) (0.812) (0.604) (1259)
Initial primary school enrollment -2.21 287+ -1.19 -1.40 -2.05
(-1.681) (-2.205) (-1.326) {-0.991) (-1.520)
Initial secondary school -0.19 0.32 0.30 0.24 -0.04
enrollment (-0.111) (-0.243) (0.206) {0.159) (-0.003)
Adj. R? 0.05 0.11 0.47 0.08 0.02
F Test 1.25 1.61 547 1.36 1.11
Sensitivity Analysis
1 -0.25 5.53 -1.22%% 7.18% 0.36
(-0.122) (0.942) {(-9.272) {2.650) (0.219)
2 -1.95 2.86 -4.19*+ 2.17* -4.56%
(-0.877) (0.091) (-33.134) (2.938) (-2.403)
3 -2.36 -1.52 -1.4]1%+ 9.04* 0.74
(-1.677) (-0.297) (-5.495) (3.114) (0.579)
4 208 1.78 -1.89%#* 9.88* 152
(-1.061) (0.328) {-5.286) (3.674) (1.097)
5 -0.31 4.57 -1.25%%* 7.21%* 0.35
(-0.133) (0.945) (-9.071) (2.576) (0.218)
6 0.22 -1.87 0.96** 1.60 -1.11
{0.152) (-0.503) (-13.208) (0.459) (-0.778)
7 -3.98 -2.06 -1.83%* -8.21 -1.00
(-1.256) (-0.077) (-3.722) (-0.560) (-1.224)
] 21 4.76 -1.21 7.18* 1.66
(1.598) (1.064) (-1.010) (3.293) (1.503)
9 -0.37 4.63 -1.23 6.73* .21
(-0.202) (0.976) (-1.110) (2.822) {0.122)

Note: All equations include an intercept, Statistical significance at the 1, 5, and 10 percent levels denoted by, respectively, (*),
(**), and (***). The t-ratios in parentheses are heteroscedasticity-consistent. The coefficients are multiplied by 1,000. The number
of observations is 22, In the sensitivity analysis, the coeflicients reported are those of the decentralization indicators. Model 1
includes all the baseline regressors plus the ethnolinguistic fragmentation ratio; Model 2 is Model 1 plus the (log of) the public
debt-to-GDP ratio; Model 3 is Model 2 plus the (log of) the age-dependency ratio; Model 4 is Model 3 plus a dummy taking value
1 for the developing countries in the sample, and 0 otherwise; Model 5 substitutes the (log of) UNDP’s Human Development
Index for the age dependency ratio and the developing country dummy; Model 6 substitutes the (log of) the Transparency
International Corruption Index for the Human Development Index; Model 7 adds an interaction term between the decentralization
indicators and the corruption index; Model 8 includes the Gini coefficient of income inequality in the baseline regression; and
Medel 9 treats the decentralization indicator as endogenous and uses the initial value of the indicator and the ethnolingnistic
fragmentation ratio as instruments,
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Table 2. Fiscal Decentralization and Social Capital
(Dependent Variable: Civic Cooperation)

Decentralization Indicator
Subnational
Subnational ~ Government
Tax Nontax Vertical Government ~ Expenditure
Autonomy Autonomy Imbalances Size Share
Bascline Regressions
Decentralization indicator -0.26 -3.14 0.88*** 4.42 227
(-0.126) (-0.581) (1.918) (1.057) {0.828)
Initial per capita income 0.02%* 0.02%* 0.02%* 0.02%* 0.02%*
(7.366) (8.208) (7.938) (5.397) (3.553)
Initial primary school STI6* -7.36* -3.31%* -6.95* -6.78*
enrollment (-3.029) (-2.730) (-3.339) (-2.336) (-2.444)
Initial secendary school 0.81 0.68 0.87 0.62 1.09
enrollment (0.636) (0.448) (0.646) (0.536}) {0.747)
Adj. R? 0.35 0.35 0.40 0.37 0.37
F Test 378 3.87 4.51 4.04 4.07
Sensitivity Analysis
1 -1.15 -2.89 -1.05#% 6.87 2.14
(-0.438) (-0.47%) (-2.757) (1.775) (0.768)
2 0.54 -3.50 0.93* 22.18* 0.82
(0.198) (-0.660) (-3.828) (2.789) (0.306)
3 -1.95 8.63* 0.32 4.11 S 0.52
(1.224) (2.436) (-0.885) (1.578) (0.193)
4 1.92 9.68* -0.99* 4.73 0.36
(1.053) (2.242) {-2.363) (1.676) (0.133)
5 .65 -2.30 1.01* 6.38 215
(-0.242) (-0.402) (2.742) (1.656) 0.767)
6 -1.43 0.24 (.94 9.90* 3.00
(-0.619) (0.045) (2.018) (2.157) (1.078)
7 -8.67 -36.89 4.68%* 63.40* 20.76
(-1.461) (-0.859) (4.248) (2.056) (1.445)
8 -3.15 1.45 1.01 7.02 101
(-1.096) (0.221) (0421) (1237) (0.376)
9 -0.25 -3.15 1.70 6.98 1.86
(-0.126) (-0.489) (0.677) (1.689) (0.697)

Note: As in Table 1, the coefficients are multiplied by 100. The nurnber of observations is 23.
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Table 3. Fiscal Decentralization and Social Capital
(Dependent Variable: Associational Activity)

Decentralization Indicator
Subnational
Subnaticnal Governnment
Tax Nontax Vertical ~ Government  Expenditure
Auntonomy Autonomy Imbalances Size Share
Baseline Regressions
Decentralization indicator 0.21 0.16 0.11* 0.23 0.39
(0.605) (1.682) (-2.010) (0.182) (0.676)
Initial per capita income 0.01* 0.01%** 0.01**+ 0.01 0.01
(1.995) (2.029) (1.775) (1.116) (0.754)
Initial primary school enrollment -0.86% -0.10* -0.84%%+ -0.86 0.79
(-2.167) (-2.621) (-2.034) (-1.606) (-1.604)
Initial secondary school 0.62 0.67 0.57 0.55 0.60
enrollment (1410) (1.578) (1.397) (1.296) (1.509)
Adj. R? 0.20 0.25 022 0.19 0.21
F Test 229 2.70 2.37 2.16 2.32
Sensitivity Analysis
1 0.25 2.76%* -8.78%* 0.14%»+ 1.06**
(0.824) (3.710) (-2.200) (1.910) (3.737)
2 0.19 1.95* -5, 57w** 0.8% 0.59*
(0.710) (2452) (-1.917) (0.867) {2.063)
3 4.20 2.49* -8.28 1.53* 1.33**
(0.134) (2.673) (-1.088) (2.100) {(5.073)
4 -0.13 2.91* -0.25% 1.71* 1.30%*
(-0.465) (2.429) (-3.180) {2.238) (5.047)
5 0.20 2.71%# -8.21* 1.51%* 1.06**
(0.631) (3.554) (-2.177) (1.952) (3.618)
6 0.31 2.55* -5.35 1.12 0.97*+
(1.151) (2.701) (-1.112) (1.574) (3211)
7 0.23 1.84 2.95 5.67 0.99
(0.533) {0.698) (0.135) {1.716) (0.785)
] 835 297 -0.26 1.97* 1.16**
(0.203) (3.267) (-0.801) {2.313) (5.569)
9 0.19 2.73%* -0.40 1.40%** 1.02%*
(0.691) (3.891) (-1.260} (1.841) (3.484)

Note: As in Table 1, the coefficients are multiplied by 100. The number of cbservations is 22.
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reduced in the presence of sizable vertical imbalances, because the wedge between spending
and local revenue mobilization may reduce transparency in the budget-making process and
accountability in government operation, foster inefficiency in the allocation of public funds,
and breed corruption.!”

Unlike confidence in government and associational activity, civic cooperation is boosted
when sources of finance are shared across government levels, rather than mobilized locally.
The results also suggest that the size of subnational governments, as well as their expenditure
share, is positively associated with all social capital indicators, although statistical
significance is not obtained. A sizable subnational government, in terms of its spending
assignments, inspires more confidence as the recipients of public sector provision believe
that they are more likely to benefit from expenditures carried out by the governments that are
considered as more perceptive of their needs and preferences. The parameter estimates of the
relationship between social capital and the revenue autonomy indicators (tax and nontax
autonomy) are not statistically significant.

With regard to the controls, initial per capita income is positively associated with all social
capital indicators, as expected, but the association is not always statistically significant at
classical confidence levels. As in Knack and Keefer (1997), the effect of secondary school
enrollment is positive but insignificant.!® The parameter estimates for primary school
enrollment are almost always negative and significant.

Robustness checks

Sensitivity analysis is carried out by the piece-wise inclusion of the control variables that are
expected to affect the social indicators used as the dependent variable. Further sensitivity
analysis is carried out by changes in the set of controls. The results are also reported in
Tables 1-3. To maximize the sample size, only one variable is included in each regression.

The results of the sensitivity analysis provide some evidence of robustness in the relationship
between fiscal decentralization and social capital. In most model specifications, significance
levels and the estimated coefficients are robust to the inclusion of additional regressors in the
estimating equation and to changes in the original set of controls. In the cases of confidence
in government and civic cooperation, the coefficient of the vertical imbalances indicator is
robust to the inclusion in the set of controls of the ethnolinguistic fragmentation ratio, the
ratio of public debt to GDP, the age-dependency ratio, the developing-country dummy, the
Human Development Indicator, the corruption indicator, and the interaction term between the

' See, for example, Weingast, Shepsle, and Johnsen (1981), for further details.

'* This can be attributed to the overrepresentation of developed countries in the sample. These countries do not
exhibit significant variation in secondary school enrclment rates,
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decentralization indicator and the corruption index.'® The relationship between subnational
government size and confidence in government is less robust: significance is lost at classical
levels when the corruption index is included in the regressions. Unlike government size, the
vertical imbalances indicator loses significance when the Gini coefficient of income
inequality is included in the set of controls.

In the case of civic cooperation, a positive association with government size is obtained if the
ethnolinguistic fragmentation ratio, the ratio of public debt to GDP, the corruption indicator,
and the interaction term between the decentralization indicator and the corruption index are
included {not jointly) in the set of controls. Again, as in the case of confidence in
government, the interaction term between decentralization indicator and corruption suggests
that civic cooperation is boosted by decentralization, particularly if the country is perceived
as less corrupt. The associations between government size and vertical imbalances and civic
cooperation are not robust to the inclusion of the Gini coefficient of income inequality in the
set of controls.

In the case of associational activity, the negative coefficient of the vertical imbalances
indicator is robust to the inclusion of the ethnolinguistic fragmentation ratio, the ratio of
public debt to GDP, the developing-country dummy, and the Human Development Indicator.
Significance is lost when the corruption indicator, the interaction term between the
decentralization indicator and the corruption index, and the Gini coefficient are included (not
jointly) in the set of controls. Unlike confidence in government and civic cooperation, nontax
autonomy and subnational government expenditure shares are positively related with
associational activity for almost all controls used in the sensitivity analysis.

Reverse causality

The statistical association between social capital and fiscal decentralization can be affected
by reverse causality: decentralization is found to be a determinant of social capital but it is
also likely to be affected by it. It is not easy to deal with the endogeneity of the
decentralization indicators in these cross-sectional regressions, given the level of aggregation
of the data, the limited degrees of freedom, and the lack of good instruments for fiscal
decentralization that are not strongly correlated with social capital. In Model 10 (Tables 1-3),
a conservative approach was taken and the instruments used in the IV estimations are the
initial values of the fiscal decentralization indicator and the ethnolinguistic fragmentation
ratio. The latter was included in the set of instruments because, in ethnically diverse or

" The interaction term between the corruption index and the decentralization indicator tests the hypothesis that
the decentralization of spending mandates and revenue sources to lower-level jurisdictions breeds corruption. In
the case of the confidence in government equation, the evidence suggests that vertical imbalances are associated
with distrust in government the higher the level of corruption.
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polarized societies, fiscal decentralization has been an important measure to satisfy the
minorities” demands for self-governance.”

By and large, the results of the I'V regressions confirm the findings reported above. In
particular, associational activity is boosted by greater nontax autonomy and larger
subnational governments, both in terms of size and expenditure share. Confidence in
government is also boosted by large subnational governments. The estimated impact of
decentralization on civic cooperation was not found to be statistically significant at classical
levels of significance.

Alternative social capital indicators

Because the three social capital indicators used above do not cover all aspects of social
capital, alternative indicators were experimented with, such as: (1) the “efficiency of the
judicial system” indicator available in La Porta and others (1997), which is a

0-10 scale produced by the Business International Corporation; (2) the “rule of law”
indicator, also available in La Porta and others (1997), which is a 0~10 scale produced by the
International Country Risk Group; and (3) two gender empowerment indicators: the “women
in parliament” and “women in government” indicators, produced by the UNDP, measuring,
respectively, the share of seats in parliament and government posts (including heads of state
and governors of central banks) held by women.

Indicators (1) and (2) are business perception indicators, measuring, respectively, business
perception of the “efficiency and integrity” of a country’s legal environment, and “law and
order tradition.” It has often been suggested that civil society is generally reluctant to trust
the market in the absence of safeguards, such as well-functioning legal institutions. Indicator
(3) measures gender empowerment, which is considered to be an important aspect of social
capital development.

All these indicators performed less satisfactorily than the three social capital indicators used
above and the results of the estimations were therefore omitted. A possible explanation is the
fact that the values in indicators (1) and (2) tend to be clustered around the maximum value
and exhibit little variation in the case of more developed industrialized countries, which
outnumber the developing countries in the sample. Likewise, the data exhibit little variation,
and significant clustering around low scores, in the case of indicator (3). Rather than
dismissing the association between fiscal decentralization and these alternative social capital
indicators, these poor results may be reflecting data inadequacies and the limited number of
countries in the sample.

% The political science literature argues that ethnic fragmentation acts as a “centripetal force” in decentralized
federations in which the political process has o accommodate the minorities” demands for greater autonomy in
the policymaking process. See, e.g., Stepan (1997).
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V. CONCLUSIONS

The social aspects of development and reform have gained wide currency in the international
policy debate in recent years. A wide range of empirical studies, originally confined to the
political science literature, have dealt with the relationship between social capital and
economic phenomena, such as output growth and government performance. The literature on
the determinants of social capital is nevertheless more limited. To bridge this gap in the
literature, in this paper, the structure of multilevel governments—the allocation of
expenditure functions and revenue sources across levels of government—is shown to be
associated with social capital.

The results reported here are based on cross-country data for a sample of industrialized and
developing countries, and focus on three widely used social capital indicators: confidence in
government, civic cooperation, and associational activity. The findings suggest that social
capital can be boosted by fiscal decentralization, which brings the government closer to the
people. The sources of finance for greater subnational expenditures were also found to affect
social capital. The findings reinforce the subsidiarity principle of public finance—often
justified in terms of allocative efficiency—on the grounds that social capital can be boosted
when local differences in needs and preferences are taken into account in the policymaking
and expenditure management processes.

For the purpose of drawing policy lessons from the empirical evidence reported above,
caution must be exercised. The empirical findings are suggestive, rather than conclusive, of
an association between social capital and fiscal decentralization. Data inadequacies, the
relatively small sample of countries used in the cross-sectional regressions, a bias in sample
selection toward industrialized countries, and the problem of how to deal with the likely
endogeneity of some of the explanatory variables are common weaknesses of this type of
analysis, and preclude more sophisticated econometric modeling and hypothesis testing.
Moreover, cross-country empirical research on social capital is in its infancy and more
sophisticated indicators are needed to capture different, broader aspects of social capital,
particularly in developing and transition economies, where social capital development is to
be pursued more vigorously in the reform process. 2i

More importantly, the empirical findings support the view that policy measures aimed at
fiscal decentralization could be mtegrated into the second-generation reform package in
developing and transition economies. To the extent that social capital development boosts
participation of the citizenry in the policymaking process and empowers the poor through
political participation, fiscal decentralization may be an integral part of poverty reduction and

*! See Ter-Minassian (1997), Mercer-Blackman and Norregaard (forthcoming), and de Mello (1999b) for more
information on fiscal decentralization in transition economies.
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development strategies.” By affecting governance in the public sector, the empirical results
reported above are supportive of the use of measures of fiscal decentralization as governance
indicators.

However, the recent literature discussed above also shows that decentralization is not without
pitfalls, particularly in developing and transition economies. For instance, institutional
capacity may be limited at lower levels of government to formulate and execute
decentralized budgets. Also, weak budget oversight and poor governance may breed
corruption and encourage rent-seeking on the part of the local elite and civil service. In the
developing world, the risks associated with delegation of expenditure mandates and revenue
functions to subnational jurisdictions need to be properly weighed against the benefits of
strengthening social capital by means of decentralized provision and policymaking.

2 A number of Highly Indebted Poor Countries (HIPCs) expected to request debt relief under the HIPC
Initiative, as weil as other countries eligible for assistance under the IMF’s new Poverty Reduction and Growth
Facility (PRGF), have included measures aimed at fiscal decentralization in their poverty reduction strategies.
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Table 4. Decentralization Indicators: Summary

Indicator Description

Subnational tax autonomy Ratio of tax revenue to total revenue of subnational governments (tax,
nontax, intergovernmental transfers, and capital revenue net of grants).

Subnational nontax Ratio of nontax revenue (e.g., rents and fees) to total revenue of
antonomy subnational governments,
Vertical imbalances Ratio of intergovernmental transfers to total tax revenue of subnational
governments,
Government size Ratio of total government spending to GDP, per government level.

Subnational expenditure share ~ Ratio of subnational government spending to total government spending.

Note: Sample 197095,
Source: Government Financial Statistics, IMF.
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Table 5. Social Capital Indicators: Summary

Indicaior

Description

Confidence in government

Civic cooperation

Associational activity

Four government “institutions” were examined (education, legal systems, civil
service, and the police); respondents were given four options to scale their trust in
these institutions, ranging from “none at all” to “a great deal.” The variable in use is
the average percentage of “a great deal” or “quite a lot” responses.

Fifty-point maximum score (5 questions, scaled 1 to 10 points each), where the
higher the score, the greater the strength of civic cooperation. The questions are

(1) “claiming government benefits that you are not entitled 10”; (2) “avoiding a fare
on public transport”; (3) “cheating on taxes if you have the chance”; (4) “keeping
money that you have found”; and (5) “failing to report damage you’ve done
accidentally to a parked vehicle.”

Measure of membership such as in trade unions, charities, and political and/or social
work organizations. These groups or organizations are (1) social welfare services for
elderly, handicapped, or deprived people; (2) religious or church organizations;

(3) education, arts, music, or cultural activities; (4) trade unions; (5) political parties
or groups; (6) local community action groups on issues like poverty, employment,
housing, racial equality; (7) third world development and human rights groups;

(8) conservation, the environment, ecology organizations; (%) professional
associations; and (10} youth groups (e.g., scouts and guides).

Source: Knack and Keefer (1997).
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Table 6. Descriptive Statistics

Standard Number of
Mean Deviation Minimum Maximum  Observations

Decentralization indicators (in percent)

Subnational tax autonomy 42.8 20.2 6.7 82.6 25

Subnational nontax autonomy 15.4 58 5.9 27.7 25
Vertical imbalances 46.8 48,5 6.0 264.0 26
Subnational government expenditure 320 14.6 58 61.0 26
share
Subnationai government relative size 13.6 7.9 18 317 26
Social capital indicators
Confidence in government 0.6 ¢.1 0.3 0.8 22
Civic cooperation 394 20 345 42.6 23
Associational activity 0.8 03 0.4 1.7 22

Note: Sample 197095,
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