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94 Abstract
This study theoretically and empirically analyzes the relationship between decen-
tralization and welfare. The model identifies conditions in which a decentralized 
government is utility-maximizing compared to a centralized one. The empirical 
analysis utilized data from Philippine provinces to study the relationship between 
several decentralization indicators and welfare, as measured by per capita 
income, human development index, and poverty. Results suggest that fiscal inde-
pendence, or the ability of local governments to generate their own revenues to 
finance their own expenditures rather than relying on central government trans-
fers, is positively associated with per capita income and HDI. Moreover, this rela-
tionship is stronger when governance is better and weaker among lower-income 
provinces. In contrast, a higher number of local government units per population 
is linked to adverse development outcomes, and this association is stronger among 
lower-income provinces and weaker among those with good governance.

Keywords: decentralization, welfare, fiscal independence, Philippines

1 INTRODUCTION AND OBJECTIVES
Decentralization is one of the most common fiscal reforms among low and mid-
dle-income economies (Smoke, 2005; Rodriguez-Pose and Gill, 2003; Bahl, 
1999). The economic rationale behind decentralization is that in view of the prox-
imity involved, local governments have an information advantage over the central 
government with respect to the preferences and needs of the consumers (Shah, 
1998; Wallis and Oates, 1988; Wetzel, 2001). It has also been suggested that 
decentralization can help improve accountability and governance. By bringing the 
user and the provider of public goods nearer to each other, consumers can better 
check the performance of the government in the provision of public services 
(Faguet, 2009; Von Braun and Grote, 2002; Usui, 2007). Governance and effi-
ciency can also improve when decentralized local governments compete with 
each other (Rodriguez-Pose, Tijmstra and Bwire, 2009).

The primary disadvantage of decentralization is that the central government has 
economies of scale. Usually, it also has better access to resources and technology 
(Bahl, 1999; Faguet, 2004; Prud’homme, 1995). This means that the central gov-
ernment can provide public services at a lower per unit cost. Aside from the pro-
duction-side efficiency of the central government, decentralization can also affect 
fiscal stability. If funds and revenues are decentralized, the central government has 
less access to funds and spending instruments. This can affect its fiscal position 
and ability to implement fiscal policy (Prud’homme, 1995). Decentralization can 
also exacerbate inequality (Bahl, 1999; Prud’homme, 1995) and further empower 
local officials (Faguet, 2009; Boone, 2003), who are likely to be more corrupt than 
those in the central government (Prud’homme, 1995).

These contrasting effects make decentralization a highly debated policy. The pri-
mary objective of this paper is to study the relationship between decentralization 
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95and welfare. It has a two-fold approach. The first is the employment of a set of 

models that attempt to identify conditions that make decentralization preferable 
over a centralized government setup from a utility-maximizing perspective. The 
second is an empirical analysis using the case of the Philippines. It tests for the 
relationship between several indicators of decentralization and some welfare 
measures. It also tests if the decentralization-welfare relationship varies across 
governance quality and income.

This paper makes several contributions to the literature. For one, the model has 
improved on some of the often-cited theoretical models on decentralization. It has 
tried to address some of the limitations of these existing models; and incorporated 
the role of governance. Some studies argue that governance is important in making 
decentralization effective for development (Bardhan, 2002; World Bank, 2009). 
Next, while empirical decentralization literature is common, most of it has studied 
the relationship of decentralization with economic growth or quality of govern-
ance. There are limited empirical studies on how decentralization is associated with 
actual welfare indicators, such as income, poverty, and the human development 
index. In addition, the case of the Philippines is important because it is one of the 
largest developing countries to have implemented a decentralization program in the 
past few decades. Although the empirical section did not look at the effects of this 
specific decentralization law, a quantitative empirical study of the effects of decen-
tralization using Philippine data is warranted and new (Llanto, 2009).

This paper is organized as follows. These introduction and objectives are followed 
by the presentation of the models, and then by the empirical analysis. The paper 
ends with a summary and conclusion.

2 THE MODEL
2.1 THEORETICAL AND CONCEPTUAL BACKGROUND
Before the model is presented, some of the conceptual and theoretical links 
between decentralization and welfare will be discussed. These arguments suggest 
that decentralization and welfare can have either a positive or a negative relation-
ship; which of these effects dominates should be determined empirically. Some 
studies argue that the relationship is positive under certain conditions.

There are two primary channels through which decentralization enhances welfare: 
(a) better delivery of public goods and services due to the information advantage 
of local governments, and (b) better provision of public goods and services from 
improvements in governance and accountability. The information advantage 
arises from the relative proximity of the people to the local government, allowing 
the latter to tailor public services to a group of people that is more homogenous 
and has similar preferences (Boadway and Shah, 2009; Kubal, 2006; Tanzi, 1996; 
Wallis and Oates, 1988).
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96 For the second channel, decentralization can promote good governance and 
improve government responsiveness by enhancing accountability and by increas-
ing citizen participation (Faguet, 2009; Kubal, 2006; Von Braun and Grote, 2002; 
Persson and Tabellini, 2000). Accountability is enhanced because the users of 
public services are closer to the government agency responsible and accountable 
for their provision (Usui, 2007). Accountability and governance can also improve 
under decentralization because of inter-jurisdictional competition, according to 
the seminal work of Tiebout (1956).

On the other hand, decentralization can also affect welfare adversely. First, the 
central government usually has superior ability to produce public services because 
they have better access to resources. They can also produce these services at a 
lower per unit cost because of economies of scale and economies of scope (Bahl, 
1999; Faguet, 2004; Prud’homme, 1995).

Another disadvantage of decentralization is it has the potential to increase ine-
quality (Bahl, 1999; Prud’homme, 1995; Qiao, Martinez-Vasquez and Xu, 2008). 
When localities have different levels of development and local governments have 
different capacities to raise revenues and to provide services, transferring more 
responsibilities to the sub-national governments can exacerbate inequality. Decen-
tralization can also risk macroeconomic stability. If government is decentralized, 
the central government has access to fewer revenues, and this limits its power to 
implement fiscal policy and other stabilizing policies (Prud’homme, 1995).

Decentralization also increases the likelihood of local elite capture and risks fur-
ther empowerment of already powerful local officials (Faguet, 2009; Asante and 
Ayee, 2007; Boone, 2003). Prud’homme (1995) argues that corruption is gener-
ally more widespread in local than in central government.

Some studies argue that decentralization can be effective in promoting welfare, 
but only under certain conditions, with good governance, accountability, and qual-
ity of institutions as the most often cited intervening factors (Bardhan, 2002; 
Agrawal and Ribot, 1999; Jutting et al., 2005; Kim 2018). Good governance and 
institutions are important because they limit the leakages from corruption and 
bureaucracy; they also provide checks and balances among local government offi-
cials. Accountability is equally important because it provides incentives to deliver 
public services effectively and imposes disincentives for inefficiency.

Economic conditions can also affect the effectiveness of decentralization. Bahl 
(1999) argues that developing countries possess conditions that limit the effective-
ness of decentralization as a development tool. In addition, implementing a decen-
tralization program entails costs – and for low-income countries, the opportunity 
cost may be too high if other poverty-alleviation programs are affected (Jutting et 
al., 2005).
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97Some of these arguments are often the starting point of formal decentralization 

theories. One of the earliest seminal theories was Oates’ (1972) “Decentralization 
Theorem”. Oates argued that decentralization allows local governments to tailor 
public goods to suit local preferences, making it welfare-enhancing. This theory 
was built from early public finance literature, notably from the works of Arrow 
(1970), Musgrave (1959), Samuelson (1954; 1955), and Oates (2005). Another 
often-cited early theory that explained the benefits of decentralization was Tie-
bout’s (1956) “voting with the feet” concept. If there is perfect mobility, consum-
ers can choose the jurisdiction that offers their most preferred public goods.

The central ideas of these early theories are embodied even in more recent decen-
tralization models. Xie, Zou and Davoodi (1999), and Davoodi and Zou (1998) 
modelled an optimal decentralization level from a growth and utility maximizing 
perspective. Relatedly, Faguet’s (2004) model attempted to determine conditions 
wherein a decentralized government will provide consumers with higher utility 
compared to a centralized setup. One primary difference between these models is 
that Xie et al. and Davoodi and Zou’s optimization is at the production side, i.e. 
they derived a decentralization level that maximizes growth (although the original 
objective function is to maximize utility from a single good). On the other hand, 
Faguet considered primarily the demand side – it maximized the net benefit from 
public goods. It then calculated the utility with and without decentralization and 
identified the condition in which decentralization produces the greater utility.

The Davoodi and Zou and Faguet models have some limitations. The former con-
sidered only the production side and not the demand side allocation of goods; and 
it assumed only one consumption good. The latter considered two consumption 
goods – private and public – but it did not incorporate the trade-off in producing 
these two types of goods. Moreover, it did not consider the allocative efficiency of 
the private and public good based on the consumer’s preference; that is, it only 
maximized the net benefit of the public good, but it did not consider the private 
good in utility maximization.

Following Faguet (2004), the model presented here uses a quasi-linear utility 
function where the numeraire is the private good. The difference is that the func-
tion for the utility from the public good was parameterized to reflect the usual 
assumption of the utility increasing at a decreasing rate. The utility of the repre-
sentative consumer, i, is

	 Ui = Xi + θi gβ, where 0 < β < 1 � (1)

Faguet called θi the preference of i for the public good g. The variable β deter-
mines the contribution of the public good to utility and the marginal utility of the 
public good. As will be discussed later, there are two cases – a decentralized and 
a centralized government setup. This model will likewise incorporate the benefit 
of decentralization, which is better information on the preferences and needs of 
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98 the consumers; and its disadvantage, which is the higher cost of producing public 
goods and services.

The model has three versions. The first is static, wherein the economy has a fixed 
output. Resources are allocated between the production of private and public 
goods while maximizing the representative consumer’s utility function, subject to 
the cost of producing each good and to the fixed income. The second follows 
Davoodi and Zou (1998) in that it is dynamic. Here, resources are allocated 
between producing the consumption goods and accumulating capital. Moreover, 
the income is not fixed – it is a function of private and public capital. The third 
version incorporates quality of governance in the model.

2.2 THE BASIC (STATIC) MODEL
The utility function of the representative consumer differs between the decentral-
ized and the centralized government setups. The utility function for the decentral-
ized setup follows that in (1). In a centralized government, the benefit of decen-
tralization is reflected by altering the utility function (1) into 

	 Ui = Xi + (1 – ω)θi g
β, where 0 < β, ω < 1� (2)

Following the argument that local governments have an information advantage 
over the central government with respect to the preferences and needs of consum-
ers, the variable ω was included to moderate θ, or the preference for the public 
good. The variable ω reflects the utility effect of the local government’s informa-
tion advantage over the central government in providing public goods. The higher 
ω is, the larger the utility effect of the local government’s information advantage.

The utility of the representative consumer is maximized subject to the constraint

	 M = X + Pg� (3)

where M is the fixed output of the economy and P is the price of producing the 
public good g, expressed in terms of the foregone production of the private good 
X. The price of the private good is thus normalized to one.

Like the utility function, the constraint differs between the centralized and the 
decentralized government setups. Following the argument that the disadvantage 
of decentralization is that the central government can produce public services 
more efficiently due to economies of scale and availability of better technologies 
and inputs, the constraint equation (3) is modified for the centralized setup into 

	 M = X + (1 – σ)Pg, where 0 < σ < 1� (4)

The variable σ represents this cost advantage of the central government over the 
local governments. It measures how much lower the central government can 
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99produce public goods compared to local governments. A higher value of σ means 

a larger difference in cost efficiency between the central and the local government.

The objective function and the constraint for the decentralized and the centralized 
setups are summarized in table 1. Under the decentralized government setup, the 
utility function (1) is maximized subject to the constraint (3). Under the central-
ized setup, the utility function (2) is maximized subject to the constraint (4).

Table 1 
Summary of utility functions and constraints; decentralized and centralized

Government setup Utility function Constraint
Decentralized  Ui = Xi + θi gβ               (1)  M = X + P * g    (3)
Centralized Ui = Xi + (1–ω)θi gβ                 (2) M = X + (1 – σ)P * g  (4)

The solution to this optimization problem is a set of values of X and g, denoted as  
XC* and gC* for the centralized case and XD* and gD* for the decentralized case, 
expressed as a function of the parameters. For the centralized government setup, 
these are 

	 (5)   and    � (6)

The optimized utility function under the centralized setup (UC*) is then

	 � (7)

For the decentralized setup, the solutions are

	  (8)   and    � (9)

The optimized utility function under the decentralized setup (UD*) is then

	 � (10)

From a utility-maximizing perspective, decentralization is preferred over a cen-
tralized setup if UD* > UC*. This condition is met if 

	 ω > 1 – (1 – σ)β� (11)

This is more formally stated through Proposition 1.
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100 Proposition 1: If the utility function of the representative consumer under a cen-
tralized and a decentralized government setup follows (2) and (1), respectively; 
and the constraint equation under a centralized and a decentralized government 
setup follows (4) and (3), respectively, then UD* > UC* if ω > 1 – (1 – σ)β..

Proof: The proof of proposition 1 follows the derivation above. Compute first for 
the optimal values of X and g for both the decentralized and centralized cases; 
then substitute them to equations (1) and (2) to compute for UD* and UC*. Then 
simplify the inequality UD* > UC*. Q.E.D.

This result is similar to that of Faguet’s (2004) model, but with one important differ-
ence. In the Faguet model, the only condition for decentralization to be preferred 
over a centralized setup is for the information advantage of the local government to 
outweigh the cost advantage of the central government. In this model, it also must 
adjust for how much utility the consumer gains from the public good. The variable 
β is a measure of how much public goods contribute to the consumer’s utility or 
welfare. The higher the value of β, the higher the marginal utility of the public good.

In equation (11), there are two factors that determine the cut-off level of ω, above 
which a decentralized setup is preferred. One factor is σ, or the cost advantage of 
the central government. The higher the cost advantage of the central government 
(σ) is, the higher the information advantage of the local government (ω) must be. 
The other factor is β. When the public good has a relatively large contribution to 
the consumer’s utility (β), the information advantage of the local government (ω) 
should be larger for decentralization to be preferable.

For example, suppose that the only public good that the government provides is hos-
pital services. Since the local government has an information advantage on consumer 
needs and preferences, it knows what diseases are prevalent in the locality and what 
medical services are needed most. Thus, it can tailor the hospitals to provide these 
services. However, the central government has economies of scale in hospital man-
agement, has better access to advanced medical technologies, and can hire better doc-
tors. Thus, we can expect that σ is relatively high. The central government can pro-
vide the same service at a lower per unit cost. Moreover, because health services are 
crucial and is a basic human need, we expect β to be high. Therefore, for decentraliza-
tion to be preferable over a centralized setup, the information advantage of the local 
government (ω) should be much higher (than in the case where σ and β are lower).

Compare this to the case when the only public good provided by the government 
is, say, public parks. Surely, the central government cannot have that much of a 
cost advantage over the local government in producing parks. In addition, addi-
tional units of parks are not likely to increase consumer utility by much. Thus, it 
is expected that σ and β are relatively low. Therefore, the utility effect of the local 
government’s information advantage need not be that large for decentralization to 
be preferable over a centralized government.
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101Note that the hospital and park examples were only given to intuitively illustrate 

the role of ω, σ, and β in determining whether a decentralized government is util-
ity-maximizing compared to a centralized one. Public goods, in reality, are com-
posed of a basket of goods and services; and ω, σ, and β are aggregated for the 
entire basket. The interpretation of equation (11) should be applied to the entire 
basket of public goods.

Equation (11) can also be interpreted in another way. A higher value of ω makes it 
more likely that equation (11) will be satisfied, while a higher value of σ makes it 
less likely. This implies that the higher the utility effect of the local government’s 
information advantage, the more likely it is that decentralization is utility-maxi-
mizing. On the other hand, the higher the cost advantage of the central govern-
ment in producing public goods, the more likely it is that a centralized government 
setup will be utility-maximizing.

2.3 THE DYNAMIC MODEL
This version has two fundamental differences from the static model. First, the 
output of the economy is no longer constant, but is a function of private capital, k, 
and public capital, f; and it takes a Cobb-Douglas form. Next, it is dynamic in that 
there is capital accumulation of both private and public capital and the utility 
being maximized is intertemporal, as in Davoodi and Zou (1998).

Thus, the utility functions for the centralized and decentralized government setup, 
respectively, are

	  (12)   and    � (13)

The constraints under centralized and decentralized government setups, respec-
tively, are

	  (14)   and    � (15)

where 0 < γ, ε, σ < 1 ; γ + ε < 1

The left-hand side of the constraint equations is the economy’s production func-
tion. Under a centralized setup, the utility function in equation (12) is maximized 
subject to the constraint in equation (14). Under decentralization, (13) is maxi-
mized subject to (15). 

For both the centralized and decentralized government setups, the solution to the 
optimization problem is a set of values of X and g expressed as a function of 
parameters, denoted as XC*, gC*, XD*, and gD*. At steady state, for the centralized 
setup, these are 

 (16)   and    � (17)
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102
where 

And for the decentralized setup, the solutions are

	  (18)   and    � (19)

The optimized utility function can then be computed from the optimized values of 
the private and public goods. The maximized utility functions for the centralized 
and decentralized setups, denoted as UC* and UD* respectively, are 

	 � (20)

	 � (21)

From a welfare point of view, a decentralized government setup is preferred to a 
centralized one if UD* > UC*. Like the static case, this condition is met when 

	 ω > 1 – (1 – σ)β� (22)

This is more formally stated through Proposition 2.

Proposition 2: If the utility function of the representative consumer under a cen-
tralized and a decentralized government setup follows (12) and (13), respectively; 
and the constraint equation under a centralized and a decentralized government 
setup follows (14) and (15), respectively, then, at steady state, UD* > UC* if ω > 1 
– (1 – σ)β.

Proof: The proof of proposition 2 follows the derivation above. Compute first for 
the optimal values of X and g under steady state for both the centralized and 
decentralized cases; then substitute them to equations (12) and (13) to compute 
for UC* and UD*. Then simplify the inequality UD* > UC*. Q.E.D.

Note that the optimal values of private and public capital in both the decentralized 
and centralized case (kD*, fD*, kC*, fC*) can also be computed, although they are 
not needed in determining UD* and UC* because utility is a function of consump-
tion goods. These are:

     



TR
ISTA

N
 C

A
N

A
R

E:  
D

EC
EN

TR
A

LIZATIO
N

 A
N

D
 W

ELFA
R

E: TH
EO

RY
 A

N
D

 A
N

 EM
PIR

IC
A

L 
A

N
A

LY
SIS U

SIN
G

 PH
ILIPPIN

E D
ATA

pu
b

lic sector


  
economics










45 (1) 93-123 (2021)
103In addition, the welfare loss of adopting the wrong (de)centralization policy can 

also be computed. When UD* > UC*, the welfare maximizing policy is to decen-
tralize the government; and welfare loss from centralization is 

. On the other 

hand, when UC* > UD*, the welfare maximizing policy is to centralize the govern-

ment; and welfare loss from decentralization is  

. The same computation can also be applied 

to the static model.

2.4 THE DYNAMIC MODEL WITH GOVERNANCE QUALITY
This version of the model incorporates the role of governance in the decentralization-
welfare relationship. It considers the difference in quality of governance between the 
central and the local governments. Here, governance quality is measured by how 
much of the available public capital, f, is actually used in production. The utility func-
tions remain the same as in the dynamic model. However, the constraints under cen-
tralized and decentralized government setups, respectively, become

	 � (23)

	 � (24)

where 0 < γ,ε,σ < 1 ; γ + ε < 1

The variables φc and φd measure the governance quality of the central and local 
governments, respectively. They measure how much of the available public capi-
tal is actually used in production, as some of it is wasted because of poor govern-
ance, corruption, and other inefficiencies. The higher the value of φ, the higher the 
amount of public capital that goes to production and the better the governance 
quality. The lower the value of φ, the higher the inefficiency and the poorer the 
quality of governance.

Following the same optimization process, the optimized values of g and X at 
steady state under a centralized government setup are

 (25) and �(26)
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104 Under a decentralized setup, the optimized values1 of g and X are

	  (27) and � (28)

The maximized utility under a centralized and a decentralized government setup, 
respectively, are

	  � (29)

	 � (30)

As before, a decentralized government setup is preferred from a welfare point of 
view if UD* > UC*, and the condition for meeting this is

	 � (31)

This is more formally stated through Proposition 3.

Proposition 3: If the utility function of the representative consumer under a central-
ized and a decentralized government setup follows (12) and (13), respectively; and 
the constraint equation under a centralized and a decentralized government setup 
follows (23) and (24), respectively, then, at steady state, UD* > UC* if (31) holds.

The proof of Proposition 3 is similar to that of Proposition 2. Equation (31) is 
similar to (11) and (22), except that the last term of the right-hand side is multi-
plied by a set of constants, which include the measures of governance quality for 
local and central governments (φd and φc). For ease of interpretation, let

1 Like in the model without governance, the optimal values kD*, fD*, kC* and fC* can also be computed, 

although they are not needed in determining UD* and UC*. These are: ;

; ; and .
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(32)   � (33)

	 � (34)

Thus,

	 � (35)

and equation (31) can be modified into

	 ω > 1 – (1 – σ)βJ� (36)

Equations (31) and (36) show the effect of governance quality on the condition in 
which decentralization is utility-maximizing. Note that K and Ω are always greater 
than zero (as long as β is assumed to be < 1), while the sign of L depends on 
whether φd > φc or φc > φd. If , φc > φd the central government has better governance 
quality than the local governments. If , φd > φc the opposite is true.

Take the case wherein φd > φc. Here, L is positive, and thus, J >1. The second term 
in the right-hand side of (36) will therefore increase (compared to the model where 
there is no governance); and the required ω for (36) to hold will decrease. Alterna-
tively, in the same case where φd > φc, and ω remains constant, σ would have to be 
higher (compared to the case where there is no governance) for (36) to hold. Intui-
tively, if the local government has better governance than the central government, 
then for decentralization to be welfare-maximizing, (1) the utility effect of the local 
government’s information advantage need not be that high, or (2) the central gov-
ernment’s cost advantage must be much higher. That is, if the local governments 
have better governance than the central government, it makes sense to decentralize 
even if the former’s information advantage is not that much. Alternatively, it makes 
sense to decentralize even if the latter’s cost advantage is much higher.

Now, for the case in which φc > φd. Here, L is negative. If it will be assumed that /L/ 
< /K/,2 then 0 < J < 1. The second term in the right-hand side of (36) will therefore 
decrease (compared to the model where there is no governance and compared to the 
case where φd > φc); and the required ω for equation (36) to hold will increase. Alter-
natively, if ω remains constant, σ would have to be lower for equation (36) to hold. 
Intuitively, if the central government has better governance than the local 

2 In the case where /L/ > /K/, the terms inside the bracket in equation (35) will be negative. Since it will be 
raised to a fraction (1-β), J could either be positive, negative, or imaginary.
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106 government, then for decentralization to be welfare-maximizing, the utility effect of 
the local government’s information advantage should be much higher or the central 
government’s cost advantage need not be that high. That is, if the central govern-
ment has better governance than the local governments, it would only make sense to 
decentralize if the latter’s information advantage is much higher. Alternatively, it 
would make sense to centralize even if the former’s cost advantage is not that much.

The effect of σ remains the same. The higher the cost advantage of the central 
government in providing public goods (σ), the higher the information advantage 
of the local government should be for decentralization to be preferred.3

2.5 SUMMARY OF RESULTS FROM THE MODELS
The results imply that decentralization is utility-maximizing compared to a cen-
tralized government under certain conditions. The key variables are: the addi-
tional utility from local public goods brought about by the information advantage 
of the local government, the cost advantage of the central government, the contri-
bution of the public good to the consumer’s utility, and the difference in govern-
ance quality between the local and the central government.

The higher the additional utility from local public goods brought about by the 
local government’s information advantage and the lower the cost advantage of the 
central government, the greater the case for decentralization. In addition, better 
governance for the central government is a case for centralization while better 
governance for the local governments is a case for decentralization. Whether 
decentralization is preferred from a utility-maximizing perspective depends on the 
relative values of these variables.

3 EMPIRICAL ANALYSIS
The empirical analysis utilized data from Philippine provinces. Accordingly, a 
background on the local government structure of the Philippines will be briefly 
discussed first. The highest level of sub-national government in the Philippines is 
the province, with the country being composed of 81 such local government units 
(80 during the time period covered by this study). Provinces are composed of cit-
ies and municipalities – with the former being more populous, larger in area, earn-
ing higher incomes, and having greater autonomy. There are almost 1,500 munic-
ipalities and almost 150 cities in the Philippines. All municipalities and a great 
majority of cities are politically and administratively under the supervision of a 
province. A small number of cities are politically independent from a province, 

3 Like in the model without governance, the welfare loss from adopting the wrong (de)cen-
tralization policy can be computed. If the welfare maximizing policy is to decentralize, wel-

f a r e  l o s s  f r om  c e n t r a l i z a t i o n  i s  

. If centralization is welfare maximizing, the welfare loss from decentralization is 

. 



TR
ISTA

N
 C

A
N

A
R

E:  
D

EC
EN

TR
A

LIZATIO
N

 A
N

D
 W

ELFA
R

E: TH
EO

RY
 A

N
D

 A
N

 EM
PIR

IC
A

L 
A

N
A

LY
SIS U

SIN
G

 PH
ILIPPIN

E D
ATA

pu
b

lic sector


  
economics










45 (1) 93-123 (2021)
107most of them in the Metro Manila area – an agglomeration of cities surrounding 

the national capital.

The smallest political unit with a local government is the barangay, and there are 
more than 42,000 of these in the country. Cities and municipalities are divided into 
these barangays. The barangay government, however, has very little power, limited 
to such matters as settling minor disputes and conducting community programs.

3.1 LINKAGES BETWEEN THE MODEL AND THE EMPIRICS
Before proceeding, it must be made clear that this section is not a direct empirical 
test of the model. A direct empirical test would be difficult given the available data 
and given that the primary model results are conditions that make decentralization 
preferable to a centralized government. However, the theoretical model is linked 
to the empirical section in several ways. In particular, the model results regarding 
governance can be supported empirically.

The first link between the model and the empirical section is the governance vari-
able. The model says that the difference in the governance quality between the 
local and the central government affects the likelihood of decentralization being 
welfare-enhancing or not. If local governments have better governance, decen-
tralization is more likely to be welfare-enhancing; if governance in the central 
government is better, then decentralization may lead to adverse welfare effects. In 
the empirical section, governance quality is interacted with the decentralization 
variables to see if it enhances any positive effect of decentralization or if it moder-
ates any adverse impact of decentralization. This is an important contribution to 
the literature because some research argues that good governance is an important 
factor in making decentralization effective (Bardhan, 2002; World Bank, 2009).

Another link is the control variables used in the regressions. Private capital can be 
argued to be proxied by the control variable bank deposits and public capital by 
provincial government revenue per capita. The dependent variables used in the 
regression analyses also link the models with the empirics. The model looks at 
conditions that make decentralization welfare- or utility-enhancing; and the 
regression analysis looks at the relationship between three indicators of welfare 
and decentralization.

3.2 MEASURING DECENTRALIZATION AND WELFARE
Using an appropriate decentralization measure is a challenge in any empirical 
decentralization study, and this is more pronounced in country-specific papers. 
Comparing decentralization across countries is more direct and straightforward, 
using such indicators as proportion of local government to total government 
spending (Gemmell, Kneller and Sanz, 2013; Rodriguez-Pose and Ezcurra, 2011), 
proportion of local government to total government revenue (Bodman, 2010; 
Woller and Phillips, 1998), number of local government units (Bodman, 2010; 
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108 Arikan, 2004), and even the extent to which the government uses the internet to 
deliver public services (called virtual decentralization (Goel and Saunoris, 2016)).
In contrast, comparing decentralization across territories from the same country 
(e.g. states, provinces, regions, cities, etc.) is more difficult. The reason is that 
states, provinces, and cities are subjected to the same national or federal laws. The 
difficulty is more pronounced in countries where there is not much variation in 
local laws and sub-national governments have little power.

Nonetheless, country-specific decentralization studies have used various indica-
tors. Three indicators of decentralization at the provincial level were used for this 
analysis. The first is an indicator of fiscal independence, similar to that used by 
Akai and Sakata (2002). The other two measure how fragmented the province is 
in terms of local governance, akin to Hammond and Tosun (2011), Stansel (2005), 
and Tosun and Yilmaz (2008). The fiscal independence indicator is own-sourced 
revenues of the provincial government expressed as share of total expenditure of 
the provincial government (fiscal_indep)4. This variable measures the independ-
ence of the provincial government from the central government in funding its 
expenditures. It measures the local government’s ability to generate its own rev-
enue to fund its functions5.

Fiscal independence is an important component of fiscal decentralization. Akai 
and Sakata (2002) argue that even if expenditure shares of the sub-national gov-
ernments are small relative to total government spending, the local government is 
still independent if its spending needs can be financed from within. There are 
several reasons for using this indicator as a measure of decentralization. First, it 
measures revenue independence of the provincial government from the national 
government. When locally sourced revenues account for a larger share of total 
revenues and expenditures, provincial governments do not need to depend as 
much on the national government for funds. Second, there are local government 
units – usually the low-income municipalities or even provinces – that are heavily 
dependent on revenue share transfers from the national government, formally 
known in the Philippines as the Internal Revenue Allotment (IRA). This means 
that although there are functions assigned to these local governments, they still 
rely heavily on national government transfers to fund these functions.

Third, having more locally sourced revenue means provincial governments can 
implement more of their own programs, reducing their dependence on national 
government programs for their constituents. Manasan (1997) and Capuno (2017) 
argue that after the 1991 decentralization law, some local governments had a hard 
time performing the devolved functions because the additional fiscal revenues did 
not match the additional responsibilities. If a local government can generate its 

4 A second indicator – own-sourced revenues of the provincial government expressed as share of total reve-
nue of the provincial government – was considered. However, it was no longer used because it is highly cor-
related with fiscal_indep (correlation coefficient of 0.92).
5 It must be noted that the variable fiscal_indep was computed using own revenues and expenditures of the 
provincial government – and not the consolidated budget of provincial plus sub-provincial governments.
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109own revenue source, not only does it not have to rely as much on the national 

government for revenues, it can also finance its functions better and even imple-
ment additional programs.

The final two decentralization indicators are the number of local government units 
(cities and municipalities) in the province per 100 thousand population (decent_
popn) and the number of local government units in the province per one thousand 
square kilometers of land area (decent_area). A province is more decentralized if 
each local government unit governs fewer people. The fewer constituents and the 
more homogenous preferences that come with it can complement the local gov-
ernment’s information advantage with respect to the needs and preferences of the 
consumers. This can allow local governments to provide locally suited public 
goods and services. On the other hand, too much decentralization can lead to frag-
mented and incomplete public service provision (Wetzel, 2001; Capuno, 2017) 
and high per unit cost due to the absence of economies of scale.

This study used three indicators of welfare – poverty incidence, per capita income, 
and the human development index (HDI). The poverty indicator is the percentage 
of population below the poverty line (poverty), based on the provincial-level pov-
erty estimates of the Philippine Statistical Authority made available every three 
years. The provincial per capita income is expressed in constant 2012 Philippine 
pesos (PhP) with purchasing power parity based in Metro Manila prices (income). 
This variable and the provincial HDI (hdi) are from the triannual (once every three 
years) Philippine Human Development Report, available in the same years as the 
poverty incidence report.

These indicators represent various kinds or levels of welfare. Using different out-
come variables not only act as robustness check, it can also provide insights on 
how decentralization affects welfare. For instance, if this study finds a positive 
relationship between decentralization and per capita income, and a similar posi-
tive association between decentralization and poverty, it could suggest that decen-
tralization positively affects average welfare but negatively influences those at the 
bottom of the income range.

3.3 ESTIMATION STRATEGY
Equation (37) shows the general empirical model that tests for the relationship 
between decentralization and welfare. It is roughly based on the empirical speci-
fication of studies on determinants of poverty and living standards in the Philip-
pines (e.g. Balisacan and Pernia, 2002; Balisacan and Fuwa, 2004). 

	 wit = a + β1*dit + β2*Xit  + μit� (37)

In (37), the dependent variable wit is a welfare measure of province i at year t, dit is 
a vector of decentralization indicators of province i at year t, Xit is a vector of control 
variables, and μit is the error term. The vector Xit contains variables that control for 
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110 other factors that may affect per capita income, poverty incidence, and HDI. The 
included control variables are mean years of schooling (educ), the province’s good 
governance index (governance), per capita total bank deposits in Philippine pesos 
(bankdep), urbanization rate (urban), and provincial government revenue per capita 
(provrevpc6). The regressions also included year fixed effects and island group fixed 
effects. The Philippines is divided into three so-called island groups: Luzon, Visayas, 
and Mindanao. Luzon, the northernmost and the most developed, consists of one 
large island and surrounding small ones. Visayas is in the middle part of the country 
and is composed of smaller islands. Mindanao, like Luzon, is composed of a main-
land and some smaller islands, but is the poorest and least developed among the 
three. The good governance index (GGI) is an index published by the Philippine 
Statistical Authority (PSA) that measures governance in local governments. The rest 
of the control variables were from the PSA.

The control vector also contains several interaction terms. It includes an interac-
tion between decentralization and the governance indicator, and between decen-
tralization and a dummy for lower-income provinces7. The former tests if govern-
ance affects the decentralization-welfare relationship; while the latter tests if the 
effect of decentralization on welfare, if any, is stronger or weaker in lower-income 
provinces. The summary statistics and the correlation table of all the variables 
used are reported in appendix tables A1 and A2.

The data on poverty, per capita income, and HDI are available every three years. 
This study made use of the 2006, 2009, and 2012 statistics. While data for earlier 
years were available, this period has the most complete set of available control 
variables.

On the other hand, the decentralization indicators and most control variables are 
available annually. The fiscal independence variable was generated using data 
from the Bureau of Local Government Finance (BLGF), while the remaining two 
decentralization indicators were constructed using data from the Philippine Statis-
tical Authority. To account for this timing difference in available data, the welfare 
indicators poverty, income, and hdi were matched with the annual average of the 
previous three years of the independent variables. For instance, the 2012 poverty, 
per capita income, and HDI data were matched with the 2010 to 2012 annual aver-
age of the independent variables; while the one for 2009 was matched with the 
2007 to 2009 annual average. The GGI was available only for 2005 and 2008. 
Thus, GGI 2005 was matched with 2006 observations while GGI 2008 was 
matched with 2009 and 2012.

Equation (37) was estimated using ordinary least squares with heteroskedasticity-
robust standard errors. To check for robustness, it was also estimated using 

6 The author thanks one anonymous reviewer for suggesting the inclusion of this independent variable.
7 Dummy =1 if provincial per capita income is below the median; =0 otherwise.
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111cluster-robust standard errors, with clustering in regions.8 It was estimated on a 

panel consisting of the 80 provinces of the Philippines and the three time periods 
discussed above. As a further robustness check, the control variables were varied 
to see if the results were affected. Eventually, only the significant controls were 
included in the regressions.

3.4 RESULTS AND DISCUSSIONS
The regression coefficients are presented in table 2. Columns 1 to 3 of table 2 
show the results of regressing per capita income on the three decentralization 
variables. Columns 4 to 6 present the results for HDI, and columns 7 to 9 for pov-
erty incidence. In each of these panels, the left-most column (columns 1, 4, and 7) 
shows the results without the interaction terms; the second column (columns 2, 5, 
and 8) includes the interaction terms between decentralization and governance; 
and the third column (columns 3, 6, and 9) includes the interaction terms between 
decentralization and dummy for lower-income provinces (lowinc).

Results suggest that the share of own-sourced revenue to expenditure (fiscal_
indep), is positively associated with per capita income and with HDI. Using the 
coefficients in columns 1 to 3, a one percentage point increase in fiscal_indep is 
associated with PhP89.8 to PhP109.4 higher provincial per capita income. Simi-
larly, using the coefficients in columns 4 to 6, a one percentage point increase in 
fiscal_indep is associated with 0.07 to 0.08 higher HDI.

The interaction terms involving fiscal independence also proved to be significant. 
The interaction between fiscal_indep and governance quality is positive and sig-
nificant for both the per capita income and HDI runs. This suggests that the posi-
tive relationship between fiscal_indep and per capita income and between fiscal_
indep and HDI is stronger in provinces with better governance and weaker in 
provinces with poorer governance. In addition, the interaction between fiscal_
indep and the low-income province dummy was negative and significant in the per 
capita income regression. This suggests that the positive relationship between per 
capita income and fiscal independence is weaker among lower-income provinces.

In contrast to fiscal independence, the number of local governments per 100 thou-
sand population (sng_popn) is negatively associated with both per capita income 
and HDI. An additional local government per 100 thousand people is associated 
with PhP292 to PhP855 lower per capita income and with 0.004 to 0.012 lower 
HDI. However, as in fiscal_indep, governance and the low-income dummy are 
intervening variables to the relationship between sng_popn and per capita income 
and HDI. For both the per capita income and HDI runs, the coefficient of the inter-
action term between sng_popn and governance is positive and significant, while 
the interaction between sng_popn and the low-income dummy is negative and 

8 The 80 Philippine provinces are grouped into 16 so-called regions. These regions are not local governments 
but are merely geographic groupings.
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112 significant. These suggest that the adverse effect of sng_popn on per capita income 
and on HDI is weaker among provinces with good governance; and stronger 
among lower-income provinces.

Unlike fiscal_indep and sng_popn, the number of local governments per 1,000 
square kilometer land area (sng_area) is insignificant for all regressions involving 
per capita income and HDI. As mentioned in the footnotes of table 2, the results 
for per capita income and HDI are mostly robust to using cluster-robust standard 
errors and in adding a few more control variables.

Turning the discussion to the poverty regressions, the results are mostly consistent 
with those of per capita income and HDI. However, they are not as robust. As 
mentioned in the footnotes of table 2, about half of the significant decentralization 
indicators and their interaction terms lost significance when using cluster-robust 
standard errors or when a few more control variables were added. One should 
therefore be more careful in forming interpretations based on the poverty runs.
Fiscal independence, which is positively associated with per capita income and 
HDI, has no relationship with poverty. Its coefficients were negative in the pov-
erty regressions, but none were significant. The number of local governments per 
100 thousand population (sng_popn) was positive and significant in columns 7 to 
9 of table 2. This is consistent with its negative and significant coefficients in col-
umns 1 to 6. Moreover, the interaction between sng_popn and governance is neg-
ative and significant. This suggests that the adverse effect of sng_popn on poverty 
is weaker among provinces with good governance. The interaction between sng_
popn and the low-income dummy is positive and significant, suggesting that the 
adverse effect of sng_popn on poverty is stronger among lower-income provinces.

An interesting result for poverty is the negative and significant coefficients of 
sng_area. This means that the number of local governments per population is 
associated with higher poverty, but the number of local governments per land area 
is associated with lower poverty. The significance of sng_area in the poverty 
regressions, however, disappears with additional controls. It also loses its signifi-
cance in some poverty runs when cluster-robust SEs are used.

Nonetheless, what could be the reason for these contrasting results? A possible 
explanation is that too many local governments per population lead to fragmented 
delivery of public services (Wetzel, 2001). On the other hand, the presence of 
more local governments per area ensures that no locality is so remote that they are 
neglected because no public service provider reaches them.

As for the control variables, they have their expected signs. More years of school-
ing, better quality of governance, higher rate of urbanity, and greater bank depos-
its per capita are associated with higher per capita income and higher HDI. More-
over, more years of schooling, better quality of governance, and higher rate of 
urbanity, are associated with lower poverty.
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1153.5 DISCUSSIONS AND IMPLICATIONS

These empirical results suggest several implications on the relationship between 
decentralization and welfare. First, the relationship is mixed, depending on the 
form of decentralization and indicator of welfare. Fiscal independence – the abil-
ity of the local government to generate own-sourced revenues – appears to have a 
positive relationship with per capita income and with HDI. That is, provinces 
where the provincial government has greater ability to generate its own resources 
rather than relying on transfers from the central government have greater per cap-
ita income and higher HDI. Fiscal independence, however, has no significant rela-
tionship with poverty.

The importance of the local government’s ability to generate its own revenue for 
decentralization to be effective has been emphasized in the literature (Manasan, 
1997; Capuno, 2017; Shen, Jin and Zou, 2012). With more revenue-generating 
capability, local governments need not rely too much on the national government to 
fund their spending requirements. Therefore, more funds are available readily, with-
out having to go through the politics of inter-governmental fiscal transfers from the 
central to the local governments. In the Philippines, Hutchcroft (2012) argues, these 
transfers have become a tool for patronage politics among local politicians.

Second, in contrast to fiscal independence, a greater number of local governments 
per population is associated with lower welfare. A possible explanation for this is 
that too many local governments per population lead to fragmented delivery of 
public services (Wetzel, 2001). Too many local governments providing public ser-
vices to too few people can cause a loss of efficiency and economies of scale. 
Capuno (2017) further argues that public service delivery is already fragmented 
with the current decentralization setup of the Philippine government. Adding 
more local governments per unit population can worsen this.

Third, the results suggest that governance plays an important intervening role in the 
relationship between decentralization and welfare. Good governance enhances the 
positive relationship between fiscal independence and per capita income and HDI. 
That is, the positive relationship of fiscal independence with per capita income and 
with HDI is stronger among provinces with better governance (and weaker among 
those that are poorly governed). Conversely, good governance moderates the nega-
tive relationship between sng_popn and welfare. That is, the negative relationship of 
sng_popn with per capita income and with HDI is weaker among provinces with 
good governance. This coheres with the literature saying that good governance is 
needed for decentralization to be effective (World Bank, 2009).

These results also provide empirical support to the model developed in this paper. 
One implication of the model is better governance in the local government 
increases the likelihood that decentralization will be welfare-maximizing; and 
better governance in the central government increases the likelihood that a cen-
tralized government setup is welfare-enhancing. This empirical result also 
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116 supports the model’s finding that when decentralization is utility-maximizing, the 
difference between the utility under a decentralized government and the utility 
under a centralized setup is positively related to the quality of local governance 
(see footnote 3).

Fourth, income level also has an intervening role in the decentralization-welfare 
relationship. When the relationship between decentralization and welfare is posi-
tive – as in fiscal independence with per capita income and HDI – the relationship 
is weaker among lower income provinces. When the relationship between rela-
tionship and welfare is negative – as in sng_popn with per capita income and HDI 
– the relationship is even stronger among lower-income provinces. These results 
suggest that lower income provinces get the shorter end of the stick of decentrali-
zation, while richer provinces get most of the benefits.

Fifth, these empirical results could have some policy implications on decentraliza-
tion as a development strategy. Fiscal independence could have a positive effect 
on average welfare (per capita income and HDI), but it cannot influence poverty 
reduction. Consequently, if fiscal independence positively affects per capita 
income but not poverty, and this effect is stronger on those with higher income to 
begin with, a possible unintended consequence of fiscal independence is worsen-
ing inequality.

Moreover, the positive relationship of welfare with fiscal independence and its 
negative relationship with fragmentation (number of local governments) suggest 
that decentralization can have varying effects depending on its form. In other 
words, decentralization can involve tradeoffs and its design is crucial in making it 
effective. Finally, another policy implication is that improving governance quality 
is an important factor in linking decentralization to welfare.

4 SUMMARY AND CONCLUSION
This paper studies the relationship between decentralization and welfare using a 
theoretical and an empirical approach. Building on existing literature, this paper 
proposes three related models that analyze under what conditions decentralization 
is utility-maximizing compared to a centralized government setup. The main 
results show that decentralization being preferred over a centralized setup depends 
on several key variables – the utility effect of the local government’s information 
advantage, the cost advantage of the central government in producing public 
goods, the contribution of public goods to the consumer’s utility, and the differ-
ence in governance quality between the local and the central government.

The higher the additional utility from public goods brought about by the local gov-
ernment’s information advantage and the lower the cost advantage of the central 
government, the greater the case for decentralization. In addition, better governance 
for the central government is a case for centralization while better governance for 
the local governments is a case for decentralization. Whether decentralization is 
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117preferred from a welfare-maximizing perspective depends on the relative values of 

these variables.

The empirical analysis used data from Philippine provinces and studied the rela-
tionship between decentralization and welfare as measured by per capita income, 
HDI, and poverty incidence. Three decentralization measures at the provincial 
level were used – share of own-sourced revenues to total expenditures of the pro-
vincial government, number of local government units per population, and num-
ber of local government units per land area. 

Results suggest that fiscal independence is positively associated with per capita 
income and with HDI. However, there are intervening variables in this relation-
ship, particularly governance quality and income level. The positive relationship 
is stronger when governance is better and weaker among lower-income provinces. 
Fiscal independence has no relationship with poverty. In contrast, a greater num-
ber of local government units per population is associated with lower per capita 
income and lower HDI. This adverse relationship is weaker among provinces with 
good governance and stronger among lower-income provinces.

These results could have some policy implications on decentralization as a devel-
opment strategy. If the positive relationship between fiscal independence and per 
capita income is observed more strongly among higher income provinces, and 
fiscal independence has no effect on poverty, then a possible unintended conse-
quence is worsening inequality. Another policy implication is the importance of 
quality of governance in making decentralization effective. All these points sug-
gest that decentralization could indeed have mixed effects, and its effectiveness 
depends on a proper policy mix along with proper institutional and economic 
environments.
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122 APPENDIX

Table A1
Summary statistics

Variable Description Mean Std. dev. Observations

per capita 
income

Per capita income (PPP) 
in 2012 Metro Manila 
Philippine Peso (PhP)

overall 40,772 12,173 N = 240
between 11,652 n =   80
within   3,678 T =   3

hdi Human development 
index

overall           0.53       0.11 N = 240
between       0.11 n =   80
within       0.03 T =   3

poverty Population poverty 
incidence (in %)

overall     36.00     14.99 N = 240
between     14.28 n =   80
within       4.76 T =   3

fiscal_indep

Ratio of provincial 
government own-sourced 
revenue to provincial 
government expenditures

overall           0.18       0.16 N = 240
between       0.15 n =   80

within       0.06 T =   3

sng_popn

Number of local 
government units (cities 
and municipalities) per 
100 thousand population

overall           3.38       4.18 N = 240
between       4.19 n =   0

within       0.23 T =   3

sng_area

Number of local 
government units (cities 
and municipalities) per 
1,000 square kilometers

overall           6.83       5.20 N = 240
between       5.22 n =   80

within       0.00 T =   3

governance Good governance index
overall    123.81     23.36 N = 237
between     23.46 n =   79
within       0.00 T =   3

educ Mean years of schooling
overall           8.24       1.11 N = 240
between       1.03 n =   80
within       0.44 T =   3

urban Percent of population 
living in urban areas

overall     25.49     22.96 N = 240
between     22.97 n =   80
within       1.95 T =   3

bankdep Total bank deposits in 
millions PhP

overall 15,861.98 29,186.78 N = 239
between 28,184.31 n =   80
within   7,847.41 T = 2.99

provrevpc Provincial government 
total revenue per capita

overall   1,293.80   1,357.46 N = 240
between   1,305.74 n =   80
within     389.86 T =   3

N = number of observations; n = number of cross-sections (provinces); T / T-bar = number of / 
average number of time periods.
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