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PROGRAM IMPACT ASSESSMENT 
 

I. Introduction 
 

1. The Local Government Finance and Fiscal Decentralization Reform Program (LGFFDR) 
has implemented reforms designed to improve LGU decision making and service delivery. 
Efficiency will be increased by providing incentives to match service delivery with local 
preferences and needs. The geographic and cultural characteristics of the Philippines, which 
consist of over 7,000 islands and 182 languages, make for diversity in preferences, low mobility 
of the population and limited externalities between isolated areas. These features clearly favor 
decentralization of decision making. Therefore, the objective of this program impact assessment 
is to estimate the net benefits of doing so.  
 

2. The assessment is divided into a number of sections. Summary conclusions are 
presented in section II. A description of local governance in Philippines is provided in section III, 
while section IV describes the development problem. The sources of poor performance include: 
weaknesses in the fiscal decentralization framework; an inefficient and inequitable distribution of 
financial resources to local governments; an unproductive and unstable own revenue system for 
local governments; a lack of access for LGUs to development credit financing; a lack of capacity 
at the local level; inefficient public financial management systems; and, weaknesses in the 
performance measurement and accountability system. The case for reform is discussed in 
section V while section VI describes the reform program. Section VI sets out the actions taken, 
planned, and their objectives. The channels of policy impact are identified as are the likely 
benefits. Section VII provides an assessment of the costs and benefits of the reforms and, to the 
extent possible, the expected net benefit of the program.  

 

II. Summary of Conclusions 
 

3. The net present value of the potential gains from full implementation of the LGFFDR 
Program is estimated to be $2 billion. This estimate assumes a 10% discount rate, that the 
program accelerated the reforms by ten years, and that the costs and expenditures grow at real 
rate of 3% a year. The program’s benefits are derived from three primary sources: increased 
efficiency of LGU expenditure, redistributive gains arising out of a realignment of the IRA 
towards relatively poorer LGUs, and gains arising from more targeted and efficient spending 
programs. All the reforms act to increase the efficiency of LGU service provision through a 
better allocation of budgetary resources at the LGU level to better match local priorities. These 
benefits will be achieved by aligning expenditure assignments across tiers of government, 
strengthening public financial management (PFM) systems and local governance, improving 
budget planning and execution, controlling costs and improving the accountability and 
capabilities of local officials.  
 
4. Based on empirical work that analysed the benefits of better resource allocation in 
government projects, a 2% permanent gain in efficiency is considered a reasonable, 
conservative estimate of the potential gains from implementing the reforms. LGU spending in 
2016 is proposed to be P485.1 billion, or $10.4 billion.1 A 2 percent efficiency gain is worth  
$208 million in 2016, and will grow with LGU spending which, as noted above, is assumed to 
increase by a real 3% per year. The most costly part of the reforms is the introduction of new 
grant programs for LGUs, the Bottom-up Budgeting (BuB) initiative and the Performance 
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Challenge Fund (PCF). These initiatives aim to improve the quality of LGU expenditure through 
better planning and PFM. The BuB is projected to cost $529 million in 2016 and PCF is 
projected to cost $21 million. The primary benefit is the value of what is produced with the 
spending. It is assumed that participatory planning under these schemes produces a net benefit, 
or in other words, that the projects produce benefits greater than the usual government project 
and that the present value of the benefits are 10% more than the amount spent. That equates to 
an annual net benefit of $55 million given levels of expenditure proposed for 2016, which are 
assumed to grow at 3% over time. While the initiatives for LGUs to increase efficiency also 
represent a benefit, this has already been captured in the 2 percent allocative efficiency gains 
assumed above. A reallocation of the IRA towards the poorer regions would also produce an 
equity gain if spent on the poor. If 5 percent of the IRA were redirected in this manner, that 
would have covered $459 million of expenditure in 2016. Based on Harberger’s proposal, it is 
assumed that the allocation of the IRA would be expected to produce a net benefit equal to 10% 
of the redirected expenditure, which amounts to $45.9 million.2  

 

5. In the aggregate, the direct costs of the subprogram to the public sector in terms of 
government administrative, enforcement and fiscal costs of implementing reforms from 2011 to 
2015 are estimated to total $1.4 million. This includes the cost of financing the BuB initiative, 
estimated at around $1.1 billion, the PCF and associated funds to the Seal of Good Governance 
(with an estimated budget of $170 million between 2011 and 2015), and costs related to policy 
development and implementation (conservatively estimated at $5.5 million). That leaves  
$84.5 million of other administrative and enforcement costs, or $17 million a year which is 
assumed to be the annual administrative costs over the next ten years. 
  

III. Local Governance in the Philippines 
 

6. The Philippines has a hierarchical system of government with four levels of government: 
national government, provinces, independent cities, municipalities and component cities, and 
barangays (Figure 1). The provinces and independent cities are grouped into 18 administrative 
regions. The provinces are divided into municipalities and component cities. All cities and 
municipalities are divided into barangays. LGUs play a critical role in ensuring comparable 
levels of service delivery across the Philippines. LGUs are likely to account for 20% of total 
government expenditures in 2016 (excluding debt amortization and government corporations), 
which represents approximately 3.4% of GDP.3  

 

 

 Figure 1:  Local Government in the Philippines 
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IV. Development Problem and Constraints 
 
7. Reducing local disparities in access to services is critical to achieving the government’s 
goal of inclusive growth and poverty reduction. Geographically, the poor remain concentrated in 
the southern Philippines and in rural areas. For example, in the National Capital Region (NCR), 
poverty rates are less than 3% while poverty rates exceed 48% in Autonomous Muslim 
Mindanao and 37% in the Eastern Visayas and Soccsksargen. Beyond income measures of 
poverty, disparities in access to services are also large. Only 25% of the rural population has 
access to safe water, compared to 88% in the NCR,3 and infant mortality rates are three times 
higher in the regions of Caraga, Mimaropa or Eastern Visayas as compared to the capital.4 The 
inadequate and inequitable distribution of financial resources to local government units 
contributes to these regional disparities in access to services and poverty. 
 
8. The fundamental argument for decentralization is that levels of government closer to the 
individuals are more likely to know and respond to their constituents’ interests than national 
officials. Participatory democracy works better the closer the people are to the decision-making 
process. Indeed the Local Government Code (LGC) of 1991 was passed in the aftermath of the 
reintroduction of democracy and governs the role of different levels of Government in the 
Philippines. It transferred responsibility for the delivery of a large number of basic services in the 
health, agriculture, social welfare, and environmental sectors to local government units (LGUs). 
In concert, financial transfers from the national government to LGUs were increased 
accordingly, through the internal revenue allotment (IRA). The IRA is formula based and is set 
at 40% of the actual national government tax collections 3 years prior to the current year. 
Specific own-source revenues were also assigned to LGUs. 
 
9. However, the significant devolution of service delivery responsibilities to LGUs 
implemented under the LGC is largely unfinished. In comparison with neighbouring countries 
such as Indonesia, the Philippines has not progressed in terms equalizing fiscal transfers, and 
clarifying the roles and responsibilities across tiers of government. At present the distribution of 
fiscal transfers does not take the fiscal capacity of local governments into consideration, leading 
to an inequitable distribution of resources. This causes large disparities in LGU expenditure per 
capita and limits the ability of poorer LGUs to deliver a level of basic services comparable to the 
more well-off LGUs. In addition, national government-local government relations are “weighed 
down by the overlapping, and at times, unclear assignment of functions across various levels of 
government (i.e. among the national government and different levels of LGUs)4 and results in 
the waste of resources”.5  National and local development priorities are not aligned.  Numerous 
unfunded mandates for LGUs have led to critical services either not being delivered at all or 
being delivered in insufficient quantities. There is a lack of institutions for solving conflicts 
between different levels of government and for cooperation in service delivery between 
governments at the same level. 
 
10. As a result, LGUs are unable to enhance economic development and reduce the cost of 
doing business at the local level. Moreover, the accountability between LGUs and their 
constituents that is expected from an efficient local tax system has been diluted. These issues 
serve to perpetuate regional disparities in poverty reduction. First, regional disparities limit 
inclusive growth and employment generating opportunities for the country as a whole. The 
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lagging regions struggle to develop a healthy and skilled workforce and lack the conditions 
necessary for business development. Second, less prosperous localities are unlikely to develop 
good governance practices, including transparent and efficient service delivery systems due to a 
lack of accountability between constituents and their local governments. This lack of basic 
services restrains the development prospects of the Philippines’. Third, resultant weakness in 
revenue collection increases pressure on the national government to provide fiscal transfers 
which affects fiscal stability and sustainability. 
 
11. Development Constraints. ADB diagnostics have identified a number of development 
constraints, including an inability to mobilize sufficient resources, weaknesses in capacity, and 
ineffective accountability systems.  
 
12. Inefficient and inequitable distribution of financial resources to LGUs. The IRA is the 
largest national government transfer and accounted for 69 percent of the aggregate income of 
LGUs in 2014, which has declined from 71.9 percent in 2009. The fund is distributed as follows: 
23% to provinces, 23% to cities, 34% to municipalities and 20% to barangays. Within each 
group, further distributions are made on the basis of population, land area and equal shares. 
After falling in 2012, the resources available to LGUs has grown strongly in recent years – by  
43 percent in real terms (deflating with the CPI) over the past 4 years, as national government 
revenue grew strongly during the Aquino presidency (see Table 1). 
 

Table 1: International Revenue Allotment (millions of Philippine Pesos) 

 
 
13. However, the distribution of fiscal transfers does not take into consideration the fiscal 
capacity of local governments, leading to an inequitable distribution of resources. This penalizes 
the poorer municipalities and provinces while benefiting the comparatively wealthy urban areas. 
For example, the IRA distribution is based, partially, on population. As such, the IRA provides a 
larger distribution to more populous areas, which also tend to be richer and have larger tax 
bases. Thus, it is not surprising that the IRA has been criticized for a lack of balance in 
allotments.  
 
14. LGUs have a limited capacity to raise revenue. Over-reliance on the fiscal transfers, 
along with administrative burdens has inhibited the development of local tax bases within the 
LGUs. While tax and non-tax revenues for LGUs accounted for 30% of their income in 2014, tax 
collection has not been optimized across LGUs. Highly urbanized centres are able to generate 
large amounts of revenues from local taxes, while rural LGUs are not. Prospective revenue 
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sources are unproductive, suffer from inefficient design, and require frequent regulatory 
changes. In addition, there is a lack of new tax instruments available to LGUs which could 
strengthen local tax bases and eliminate current inefficiencies derived from incomplete and 
outdated regulations. 
 
15. The vertical fiscal imbalance. The reliance of LGUs on grants from the National 
Government creates a number of problems. As the National Government bears the blame for 
higher taxes, LGUs perceive a low marginal cost to more spending and have the incentive to 
ask for as much as possible – to always argue for a higher grant. While the IRA is meant to be a 
formula driven unconditional grant, the National Government has placed conditions on the use 
of grants that are inconsistent with local preferences. LGUs are required to set aside 20 per cent 
for development projects, 5 percent for disaster risk relief, and cover specified basic services 
first (health, welfare, environment, etc). In the case of the Philippines, the implementation of 
performance-based transfers to encourage improvements in LGU governance and efficiency 
upgrades has lagged, and coordination between central and local authorities has been 
compromised by the absence of efficient conditional grants.  
 
16. Table 2 shows the changes in own source revenue over time. Own-source tax revenue 
has grown even faster than the IRA, increasing in percentage share from 69.4% in 2009 to 
71.5% of total own-source revenue in 2014. Although real property tax has grown by 17 percent 
in real terms over that period, its share has declined implying other taxes have grown even 
faster. 

 
Table 2: LGU Own Sources of revenue (PHP Pesos million) 

 
 

17. Lack of access to development credit financing. There is a need to increase the access 
of LGUs’ to debt financing, including: official development assistance, direct credit financing for 
lower-income LGUs, and private capital markets and government-sponsored credit lines for 
higher-income LGUs. However, the borrowing powers of LGUs are limited by the LGC, 
administrative regulations, and complex institutional processes which prevent efficient capital 
investment planning. For example, LGUs generally cannot open deposit accounts in 
nongovernment financial institutions. Credit financing is limited to “self-liquidating, income-
generating” projects and there is a requirement for a “no objection” from the central bank’s 
monetary board.  
 



6 

 

18. Weak public financial management systems. The absence of a strategic vision has 
resulted in a piecemeal approach to reform.  Expenditure targeting needs to be improved and 
national and local expenditure priorities need to be aligned. Budget operations systems for 
LGUs are outdated and prevent the synchronization of planning, thereby limiting coordination of 
new initiatives at the national level (Bottom-up Budgeting, Performance Challenge Fund, etc.) 
with local development plans. Moreover, the reliability of local budgeting is distorted by poor 
revenue estimates during budget formulation. Local budget formulation guidelines need to be 
harmonized with multiyear planning processes. Key LGU policies, such as those covering the 
establishment and management of Local Economic Enterprises, the Special Education Fund 
and the formulation of Disaster Risk Management Plans, need to incorporate the recently 
established performance-based management systems.  

 
19. For example, ADB has identified a number of specific areas where public expenditure is 
inefficient or ineffective. The overall poor management of local economic enterprises is 
producing significant losses, which is jeopardizing the overall fiscal stability of the public sector. 
There is an apparent mismatch between school requirements and special education fund 
spending patterns by LGUs. The low technical capacity of local budget officers, and treasurers, 
indicates that competency certification systems need to be established. Yet, despite these skills 
deficit, personnel expenses comprise a significant portion of total LGU spending.6 These 
expenses crowd out maintenance and other operating expenses, as well as capital outlays 
which negatively affects service delivery.   

 
20. Local government accountability systems are underdeveloped. Performance 
measurement systems are critical to ensure that local budgets are responsive to local needs 
and aligned with national development priorities. However, there are a limited number of 
effective avenues for local constituents to access and evaluate LGU performance. The current 
performance evaluation instruments typically rely on self-assessments and do not provide useful 
data that guides investment decisions or allows for inter-local comparisons. The results of these 
assessments are generally not easily accessible to the public at large. In addition, the recent 
multiplication of these performance measurement instruments has increased LGUs compliance 
costs. Performance mechanisms for LGUs also need to be binding, as well as compliant with 
transparency policies. 
 
V. The Case for Reform 

 
21. The appropriate degree of decentralization is a complex public policy issue involving 
trade-offs –each feasible option has costs and benefits. The best approach for the Philippines 
depends on its particular circumstances, and may change over time. Good public policy will 
adopt reforms for which the benefits exceed the costs. The first step is to identify the trade-offs 
involved in reforming decentralization policy. 
 
22. The broad case for decentralizing decisions to local governments is that local 
government knows more about, and is more sensitive to, local preferences. When government 
provides private or local public goods, the benefits from the public good are restricted to those 
living in a particular geographical area. Thus, it is more likely that the benefits and costs of 
providing that public good are registered correctly if decisions are made by those living in the 
area as opposed to national decision makers. Local government caters to a diversity of 
preferences. Different locations may also prefer different qualities and amounts of government 
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provided goods. When preferences over publicly provided goods differ across locations, local 
decisions can be expected to lead to a better match of people’s preferences than the alternative 
of having the national government provide a uniform delivery of the public good across the 
country. Decentralization allows different localities to provide different quantities and qualities of 
according to their different collective tastes.  

 
23. The decentralization of revenue sources and expenditure responsibilities to subnational 
levels of government can increase the efficiency of spending, and increase participation in 
decision making by local constituents. If there is mobility of people between sectors, people 
reveal their preferences by their choice of where to live. People can “vote with their feet” and 
leave communities whose policies they don’t like and join preferred communities. People can 
sort themselves into communities, congregating with like-minded people, and ensure a better 
match of public goods with preferences. Competition between local governments increases 
accountability. Further, diversity and competition between jurisdictions can promote 
experimentation and innovation in policy.  

 
24. Better cost control at the local level would make local provision of public goods cheaper. 
Costs may be easier to control in a smaller organization. Local entities may be able to build and 
operate a given infrastructure less expensively. Cost savings may accrue from cheaper building 
materials, less expensive local labour, more efficient project design, fewer layers of bureaucratic 
oversight and less corruption. However, there are also costs to devolving functions to local 
government. For example, a lack of economies of scale may cause local provision of public 
goods to be more expensive. Mobility may be inefficient or may be efficient. For example, when 
person switches jurisdictions it will affect the taxes other residents pay in each region, and may 
affect congestion costs in each region – creating externalities. Migration may lower efficiency. 

 
25. There may be externalities between jurisdictions and between levels of government that 
can make decentralization inefficient. Suppose local governments pursue only the interests of 
their own residents. For example, if a good provides benefits to non-residents, local 
governments will tend to provide too little of the good since they would neglect these benefits. A 
policy that imposed costs on other jurisdictions would be over-provided. These externalities 
create a role for national government or for negotiations between jurisdictions to reach the 
efficient solution and split the gains from doing so. 

  
26. For example, let’s assume that a local jurisdiction tried to redistribute from its rich to poor 
residents, while the neighbouring governments did not. This would attract the poor from other 
regions and the wealthy would migrate out. Such migration has two unfortunate implications. 
First, the government that tries to redistribute is totally frustrated. Not only are its poor not 
made significantly better off, but the total tax base of the community has declined and it 
becomes more difficult to maintain per-capita levels of public services. Redistributions at the 
local level are seen to be inconsistent with the goal of maximizing social welfare in a federal 
system with mobile resources and so, many economists argue that the national government 
should have the income redistribution function.  

 
27. Even in a world without mobility, incompatibilities can arise throughout a federalist 
system if more than one government redistributes income. Suppose local government A 
wants to effect a redistribution from citizens in group B to citizens in group C, but the 
national government prefers a net redistribution from group B to group D. One can imagine 
an endless chain of redistributions as each government tries to have its way with the 
obvious solution of denying one government the right to redistribute. 
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28. If the rich are altruistic towards the poor and give to charities to help the poor, then 
government involvement in redistribution may be efficient. There may be too little charitable 
giving in the private equilibrium because of public good aspects. That is, if one person gives 
to a poor person, that benefits all individuals that care about the poor. It is a public good 
(non-trivial and non-excludable). If givers do not take account of these positive externalities, 
they may under-provide private transfers. That is, some who care about the poor will free-
ride off the giving of others. If the government steps in and taxes to provide redistribution, 
an efficiency gain may be possible. 

 
29. But if the rich care more about the poor in their own region (perhaps because of 
proximity or because helping them would increase social stability or reduce crime) then 
redistribution is a local public good. Central redistribution provides insurance against local 
shocks (such as natural disasters). Local redistribution provides diversity benefits if the altruistic 
preferences of the rich differ across locations. Local redistribution is preferred the more diverse 
the preferences are, and the less likely are shocks.  

 
30. For each local public good, there are an optimal number of users and an optimal 
jurisdiction for decision-making about that good. A governmental body must be sufficiently 
large to capture all of the decreasing costs from a particular service or to include all 
citizens affected by a particular externality, but it need not be any larger. Thus, the optimal 
size of a jurisdictional unit varies with each specific instance of a decreasing cost service or 
an externality. For example, for many public utilities, costs stop decreasing at a local or regional 
level. However, for telecommunications and broadcasting, they may be national in scope. The 
geographical reach of externalities varies. Traffic congestion, is local, and affects those within 
the area. Pollution may have national, even international effects (eg global warming). In general, 
the optimal jurisdiction for a particular public good won’t match political jurisdictions. The costs 
of decision-making means there are a limited number of local jurisdictions that stay the same 
size over time. 

 
31. Mobility between jurisdictions also creates externalities that affect the appropriate 
allocation of taxing powers between jurisdictions. If a local government raises the tax on a 
mobile factor, such as capital, it will drive some of it to neighbouring jurisdictions – which 
increases their revenue base and benefits them, a positive externality. This tax competition 
keeps tax rates down – which may be good or bad, depending on whether the local government 
is setting taxes to satisfy residents’ preferences for public good provision or to maximize its own 
power.  

 
32. If two different levels of government tax the same base, then if one government raises its 
tax rate, that would reduce the other government’s revenue, a negative externality. The result 
would be excessively high tax rates. Usually, a tax base is assigned to one level of government, 
and local governments are assigned taxes on immobile factors, such as land and property. 
Progressive taxes, which tax mobile factors and are redistributive, are usually assigned to 
national governments. The result is a vertical fiscal imbalance, where the national government 
raises most of the revenue and the LGUs are reliant on grants from it.  

 
33. Choosing the appropriate level of government to carry out a government function, such 
as providing a particular public good, depends upon judgements about the diversity of tastes of 
the various regions, the relative size of externality spill overs, the extent of economies of scale 
and the degree of residents’ mobility and whether mobility is efficiency increasing or not. The 
more diverse are tastes, the smaller are externalities between jurisdictions and economies of 
scale, and the greater the case for decentralizing.  
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34. Other factors affecting the allocation of government functions between different levels of 
governments include how well the decision-making process reflects citizen preferences, the 
administrative capability in each level of government, and whether local governments can 
negotiate a solution to externality problems. The case for local provision presumes local 
governments have information about their residents’ preferences and have the incentive to cater 
to those preferences. However, local governments may have poor information, little 
accountability to residents and limited capabilities to implement the policy. The IRA may merely 
direct patronage to lower levels of government. 

 
35. Externalities between jurisdictions provide a case for assigning a function to the national 
government. The best way to deal with these may not be to centralize authority over that 
activity, but to keep decentralized decision-making and use grants and aid to influence lower 
level jurisdictions to take its externalities into account – through setting corrective taxes and 
subsidies. For example, it could use matching grants to raise local government’s expenditure on 
goods with spill over benefits. 

  
36. Another reason for grants is distributional –correcting inequities in service delivery 
among citizens of the same country depending on where they live because of disparities in 
fiscal resources coming from differences in endowments of regions. Even if the redistributive 
function is given to the national government, it may want to help the poor by having lower level 
governments provide health, education and welfare services. The National Government must 
decide where to set the target fiscal capacity and how much of the gap to close. For example, it 
could set a high target and a low percentage and give many localities small grants. Or it could 
use the same expenditure to set a low target and high percentage and give the few localities 
below the target a large grant. However, giving lower grants to LGUs who raise a lot of own 
revenue reduces their incentive to raise revenue –as in effect part of the revenue raised is given 
over to the national government.   

 
37. There is no best policy for decentralization. The appropriate allocation of functions 
requires weighing up costs and benefits on a case by case basis. Optimal policies depend on: 
the objectives of government; the types of goods they provide (public to private goods); the 
taxes used to finance expenditures; the political process within the community; the way people 
earn income; the local land market; the cost of moving and amount of mobility, and; whether 
neighboring communities can negotiate agreements and diversity of preferences. Reform is a 
matter of alleviating problems that arise and making changes with positive benefits. 
 
VI. The Empirical Evidence 
 
38. There is very little recent empirical literature which tests these ideas in relation to the 
Philippines. The very factors which suggest that the Philippines might be a candidate for high 
levels of fiscal decentralization also complicate the collection of the low-level data that are most 
useful in testing. The country has over 7,000 islands and 182 languages –19 of which are 
regional languages used as mediums of instruction, and another ten of which are prominent in 
different provinces. The implied extent of cultural and geographical diversity suggests low labor 
mobility and limited externalities between isolated areas. These are all factors which favor 
decentralization of decision-making. But they also complicate the collection of consistent data.  
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39. A few older studies have attempted to formally quantify the likely benefits to 
decentralization specifically in the Philippines. One of the most technically careful is that by 
Schwartz et al (2002).7 The study considered the impact of decentralization of health functions 
in the early-1990s. Although now somewhat dated, their evidence broadly favors 
decentralization. Examining various measures of efficiency in relation to child immunization and 
family planning, they found that overall expenditures tended to rise after decentralization and 
that better use was made of health expenditures by the public. 
 

40. Using a much wider range of countries, Sow and Razafimahefa (2015) have more 
recently found evidence of a U-shaped profile in the contribution of decentralization to the 
quality of outcomes in health and education.8 In countries with very centralized public spending, 
decentralization may actually reduce productive efficiency. This idea appeals naturally to 
economies of scale in public administration: where service delivery mechanisms are under-
developed and fixed infrastructure is lacking, incremental devolution of responsibility for 
services may lead to wastage. But for countries which have infrastructure and experience with 
decentralization, the outcome is likely to be more positive. Sow and Razafimahefa find that the 
threshold at which incremental decentralization becomes effective is around 35% for both health 
and education. 
 

41. The Philippines may belong in this class. Its IRA is arguably the measure of its 
expenditure decentralization and, as noted previously (paragraph 8) it accounts for 40% of 
national tax collections three years prior to a grant.9 This formula has inbuilt fiscal drag, and the 
rate of inflation over any three years needs to fall below a certain threshold for the ratio of grants 
to local government to exceed 35% of national collections in the following year. Assuming 
continuous inflation, that threshold rate is 4.4%:  inflation above this would mean that 40% of 
national tax collections three years ago would represent less than 35% of collections in the 
current year. But inflation in the Philippines has recently only been around 1.9%, and so the  
prerequisite for positive marginal returns to decentralization is satisfied.  
 

42. Sow and Razafimahefa also estimate the responsiveness of efficiency in service 
provision, for 29 countries in the case of health outcomes, and 53 in the case of education. 
When applied to the Philippines (which was not included in their sample), their results suggest 
that a 1% increase in decentralization leads to a 0.2% by reduction in the infant mortality rate 
and a very slight increase in the secondary school enrolment rate. It is possible that these 
results generalize to other sectors. For example, Ruben’s (2012) findings on the widely studied 
case of Bolivian decentralization in Bolivia indicate rising efficiency with respect to irrigation, 
education, health care, and the quality of drinking water.10 

 
VII. The Reform Program 
 

43. The LGFFDR Program has implemented reforms targeting the development constraints 
identified in section IV. The Program is structured around four major reform areas: i) creating a 

                                                      
7
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Working Paper, WP/15/59. 
9
   This claim makes two assumptions, the first being that all allocations to local government are spent. In fact, there 

is net lending by subnational government in the provinces, and so expenditures are overstated by revenue 
allocations. On the other hand, the IRA represents only a proportion of total income at the local government level. 
To that extent, subnational expenditures are larger than the IRA alone would suggest. 
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  Ruben, R (2012), “Equity, Accountability and Effectivenessin Decentralization Policies in Bolivia”, Ministry of 

Foreign Affairs of the Netherlands.  
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conducive fiscal framework for inclusive growth; ii) developing an adequate and equitable 
resource framework for fiscal sustainability; iii) strengthened public financial management to 
assist efficient LGU service delivery; and iv) fostering good local governance, transparency and 
accountability. 
 
44. Creating a conducive fiscal framework for inclusive growth. The substantive review of 
the legal framework for intergovernmental fiscal relations, led by the Department of the Interior 
and Local Government (DILG), made recommendations on expenditure and revenue 
assignments and the conduct of fiscal transfers to LGUs. The review focused on increasing 
LGU’s own-source revenue “to promote autonomy and to reduce their dependence on 
intergovernmental fiscal transfers. In this way, LGUs will have an incentive to allocate public 
funds and deliver services in an effective and efficient manner.”11 
 
45. Because LGUs differ in their revenue raising capacity, a cost of increasing their  
own-source revenue taxes is to increase disparities in resources available to different LGUs. 
The review proposed using the IRA to equalise across LGUs – by making LGUs’ share of the 
IRA depend on disparities in revenue raising capacity. This proposal was supported by the 
poorer provinces, and opposed by rich ones. The national government supported it so long as it 
did not increase total grants. Increased autonomy in raising revenue is necessary for more 
equal revenue-sharing to be introduced. If some provinces have their funding levels cut, they 
will need more own source revenue if they want to maintain spending at current levels. A cost of 
reducing grants when a LGU raises more of its own revenue is to reduce the incentive for the 
LGU to raise revenue.  

 
46. The review also clarified the assignment of functions across the various levels of 
government. It proposed distinguishing between fully devolved functions and delegated 
functions. Fully devolved functions are the exclusive responsibilities of LGUs. The National 
Government has responsibility for delegated functions, but they are implemented by LGUs. 
Delegated functions support national objectives and/or involve externalities. They should be 
supported by conditional transfers. Clarification of service delivery responsibilities will also help 
in implementing performance-based monitoring systems, and in simplifying the financing 
framework for LGUs. 
 
47. Developing an adequate and equitable resource framework for fiscal sustainability. 
Increasing own-source revenue gives greater autonomy to LGUs to determine the appropriate 
amount of expenditure in accordance with their constituents’ demands. If the levy of taxes on 
local residents imposes costs, the LGUs will only find the levy of taxes attractive if the revenue 
raised can be used to provide benefits that more than offset the costs of taxation and make 
residents better off. This assumes, of course, that the political process gives local politicians the 
incentive to respond to residents’ preferences. “The efficiency gains of decentralization are best 
realized when the local taxes (and/or user charges) that citizen/voters pay, and the benefits they 
receive, are linked as closely as possible such that citizens/voters essentially pay for the public 
services they receive from their local governments” When this happens, then citizens demand 
good quality local services from their elected officials in exchange for the taxes they pay. Thus, 
the demand for local accountability is created. Note that the link between local services and 
taxes is broken when local governments are largely funded from out of transfers from the central 
government”.12 
 

                                                      
11

  Review of the 1991 Local Government Code: Summary Report January 2015 p.3. 
12

  Review of the 1991 Local Government Code: Summary Report January 2015 p.2. 
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48. In contrast, the current system, where LGUs raise most of their money from the IRA, 
provides the LGUs an incentive to demand more grants from the national government to spend. 
This is regardless of whether the spending produces benefits greater than the costs of the taxes 
needed to finance it. Indeed, the LGUs have already asked to increase the IRA from 40 percent 
of national internal revenue taxes to 50 percent and to be a proportion of all national taxes – 
despite the recent surge in IRA revenue. Alternatively, if subnational governments can affect the 
volume of own revenues significantly at the margin through their own policy choices, for which 
they are publicly responsible, they will have an incentive to spend in a more fiscally responsible 
manner and be more accountable to their constituents 
 
49. The review proposed allowing LGUs to borrow from the private capital market to finance 
infrastructure. The ability to borrow to finance capital investment increases local fiscal autonomy 
and can improve efficiency by exposing local governments to both the costs and benefits of their 
decisions. It also improves inter-generational equity as future generations who benefit from 
investments also share the costs. The DOF has developed a creditworthiness system that 
assists evaluations of prospective LGU borrowers by creditors. This represents an important 
step toward the improved transparency of LGUs. In addition, the DOF has developed an LGU 
debt certification system that facilitates the issuance of certificates quantifying maximum 
borrowing and debt service capacities. Thus, borrowing would be limited by the LGU’s operating 
surplus – a better indicator of the ability to meet repayments than (currently used) income. 
These reforms signal that the subnational government borrowers have “hard budget constraints” 
and cannot transfer the liabilities they accrue to higher levels of government. This ensures they 
will bear the costs of their decisions and can weigh them against the benefits. The system also 
encourages creditors to closely evaluate and monitor borrowers. 

 
50. Finally, the review proposed restricting the creation of new LGUs, which is often driven 
by pressure from municipalities to become cities and receive a greater IRA share through the 
funding formula. A regulatory framework to encourage inter-LGU cooperation was proposed as 
a means to reduce the costs from inter-LGU externalities. Financial management would be 
strengthened to increase accountability and efficiency, thereby improving the institutional 
arrangements and management practices in all the key elements of the PFM system (i.e., 
revenue generation, budgeting, accounting, auditing, cash management, debt management and 
public sector reporting on its financial operations) so as to create incentives for better resource 
allocation, resource utilization and financial management. 
 
51. Strengthened public financial management to assist efficient LGU service delivery. 
Under the Program, a number of measures have been taken to improve the capability of LGUs 
to manage and plan. The implementation of the Bottom-up Budgeting (BuB) initiative and new 
guidelines for the allocation of the Disaster Risk Management Fund encourage a better 
alignment of national and local development expenditure priorities. The BuB also encourages 
participatory planning. The engagement of civil society in the BuB process has been enhanced 
through implementation of the Empowerment Fund and the provision of capacity building to civil 
society organisations during preparation stages. Similarly, the Performance Challenge Fund 
(PCF) aims to improve LGU financial management. It ties greater access to funding to 
performance, incorporating incentives for good local governance in the system of transfers. The 
fund provides financial support on a competitive basis to LGU infrastructure projects that have 
the “Seal of Good Housekeeping”. 

 
52. The government has also improved the availability and quality of information for financial 
management by, for example, upgrading financial information systems. This will reduce 
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compliance costs for LGUs, encourage better planning and budgeting, allow efficient national 
government monitoring, and improve access by the public to comprehensive LGU financial data. 

 
53. Fostering good local governance, transparency and accountability. A number of 
important measures to improve accountability and transparency have been undertaken. 
Foremost among them, the government is requiring compliance with full disclosure policies 
regarding local budgets and finances as a condition to access grants and funding mechanisms 
for LGUs (such as the PCF and BuB initiatives), and has adopted mechanisms to involve civil 
society as an LGU partner. 
 
54. The Seal of Good Housekeeping will be awarded to LGUs  that have met a series of 
good governance conditions: (i) proven comprehensive development plans and implementation 
agendas; (ii) sound fiscal management systems, including no adverse findings from the 
Commission on Audit, and up-to-date financial reporting; and (iii) compliance with the Anti-Red 
Tape Law, and full disclosure of local budgets. The Citizen Satisfaction Index System is a set of 
data tools designed to collect and generate relevant feedback from citizens on the quality of 
local government service delivery and on the general level of satisfaction with the programs of 
the government. The first cities’ reports have been issued and disseminated.  

 
55. Actions have also been completed which will improve transparency of the local 
government units through efficient local public financial management systems. Policy priorities 
include the improvement of local revenue forecasting systems and LGU credit worthiness 
assessments. LGUs would also be required to clarify the legal status of local economic 
enterprises and LGU alliances, and to incorporate performance measurement systems for local 
financial management. In addition, the government has taken steps to improve the capacities of 
elected officials and executive officers through training programs. Finally, a policy review has 
been completed to determine the potential for, and benefits of a financing framework for LGU 
alliances including loan financing and shared revenue options. 

 
VIII. Costs and benefits of the reforms 
 
56. This analysis will attempt to quantify the expected future costs and benefits from the 
reforms as they start to operate over the next few years. The assessment will utilize an 
assessment period of ten years. The costs and benefits will be compared with not making any 
changes, although the reforms may have happened at some stage without the program. 
Therefore, it is assumed the program accelerated the pace of changes by ten years.  
 
57. The costs of the reforms. The costs of the reforms consist primarily of the short to 
medium term costs of government administering reforms, the direct fiscal costs of selected 
reforms, and costs to regional governments in implementing them. For example, costs incurred 
in legislative and regulatory initiatives, (new legislations, prime ministers decree and ministerial 
decisions), costs incurred in developing various strategies and action plans, costs incurred in 
establishing new coordination mechanisms at the different tiers of government. 

 
58. National and regional governments have seen their budgets impacted by the reforms. 
Some are permanent administration costs that arise out of strengthening the decentralization 
framework, such as the administrative and investment costs associated with the installation of 
new PFM information systems, the permanent costs of operating new coordination 
mechanisms, and annual reporting requirements. The costs of new programmes which 
distribute money to LGUs in addition to the IRA (e.g. the BuB and PCF) represent major costs of 
a permanent nature. The BuB Program has expanded rapidly, from a budget of P8 billion  
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($171 million) in 2013 to P24.7 billion ($529 million) in 2016.13 The PCF increased from  
P30 million in 2010 to P982 million ($21 million) in 2015.14 
 
59. In the aggregate, the direct costs of the subprogram to the public sector in terms of 
implementing reforms from 2011 to 2015 consist of administrative, enforcement and fiscal costs 
estimated to total $1,360 million. This includes the cost of financing the BuB initiative, estimated 
to cost around $1.1 billion, the PCF and associated Seal of Good Governance with an estimated 
budget of $170 million. The cost related to policy development and implementation is 
conservatively estimated at $5.5 million. That leaves $84.5 million, or $17 million a year which is 
assumed to be the annual administrative and enforcement costs over the next ten years. 
 
60. The benefits of the reforms. The main benefit from the reforms is an increase in the 
efficiency of LGU service provision through a better allocation of budgetary resources at the 
LGU level. The reforms will match budget expenditure to local priorities, control costs, and 
improve budget planning and execution. These benefits will be achieved by aligning expenditure 
assignments across tiers of government, strengthening PFM systems and local governance, 
and improving the capabilities of local officials. Transparency and accountability mechanisms 
will be enhanced to ensure information is available to monitor outcomes, and to improve  
cooperation between LGUs. The program will also provide benefits to LGUs by enabling them to 
increase own source revenue, including from debt capital markets, thereby reducing disparities 
in resources across LGUs. Moreover, the reforms are complementary, giving LGUs the ability 
and incentive to improve.  

 
61. The Program Impact Assessment for subprogram 1 noted that “benefits arise from 
improved allocative and operational efficiencies at the regional government level, and are not 
quantifiable at this stage”.15 Nevertheless, there is evidence that decentralization in developing 
countries improves citizen satisfaction and democratic governance, but the studies do not 
quantify the benefits in a comprehensive manner.16 For example, an Indonesian study of 
decentralization found regions with better managerial capacity were able to reap the benefits of 
their improved discretionary fiscal powers.17 A review of intergovernmental transfers in 
developing countries concluded that if services are to be efficiently provided, transfers must be 
designed so that those receiving them have a clear mandate, adequate resources, and 
sufficient flexibility to make decisions for which they are accountable for.18 Finally, two studies 
on the Philippines found that when local governments built their own schools and roads, costs 
were 25 to 40 percent lower than when the central government did it.19 Therefore, the best 
alternative is to estimate the magnitude of the potential gains, using conservative assumptions, 
to see whether the program is likely to produce a net benefit. 

 
62. A benchmark that can be used to quantify the benefits of improved PFM comes from a 
seminal empirical paper on project appraisal. The paper was authored by two pioneers of cost 

                                                      
13

  The exchange rate used throughout this document is the current one of 46.69 pesos for $US1. 
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 Bureau of Local Government Development. 2016. he Performance Challenge Fund 2015 Annual Accomplishment 
Report January, p.5. 
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   ADB, Local Government Finance and Fiscal Decentralization Reform Program, SP1 (RRP PHI 44253) Summary  
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  See the survey in Jorge Martinez-Vasquez 2011, The Impact of Fiscal Decentralization Issues in Theory and   
Challenges in Practice, ADB. 
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   ADB, ‘Summary Program and Poverty Impact Assessment’, Second Local Government Finance and Governance  

Reform Subprogram 2, Indonesia (RRP in 42208). 
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   Richard Bird and Michael Smart 2002, ‘Intergovernmental Fiscal Transfers: International Lessons for Developing  
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  The World Bank. 2005. East Asia Decentralizes Making Local Government Work p.206. 
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benefit analysis for development projects, Little and Mirrlees, the latter being a Nobel prize 
winner.20 Little and Mirrlees (1990) postulate that benefits accrue as a result of the reduction of 
error –not adopting so many inefficient projects and not rejecting beneficial projects. They used 
a data set consisting of nearly 2,000 World Bank projects approved over the period 1968–1980, 
which were also subsequently evaluated. For half the projects, there was an original estimate of 
the economic rate of return, a re-estimated return from project completion reports, data on 
original and completed costs, and gestation periods. The authors developed a methodology for 
measuring the benefit of project evaluation and found that “a simple rule of thumb for judging 
the benefit of a system of project appraisal is (at least) 10% of the standard deviation of the 
errors removed by appraisal, multiplied by the ratio of that standard deviation to the standard 
deviation of errors not removed.” The authors also found that “the variation in observed rates of 
return is very great. It is not implausible to suppose that the standard deviation of errors 
removed by appraisal is at least a quarter of the mean net value of projects. With good appraisal 
it ought to be much more. On that basis, one can claim that appraisal is worth at least 2% of the 
mean net value of projects appraised.”  
 
63. Therefore, a 2% permanent gain in efficiency appears to be a reasonable, conservative 
assumption to estimate the potential economic gains from implementation of the reforms. In 
fact, the Program Impact Assessment supporting a Local Government Finance and Governance 
Reform Program for Indonesia also assumed the reforms would produce allocative efficiency 
gains of 2 percent of the amount spent by local governments.21 
 
64. LGU spending in 2016 is proposed to be P485.1 billion, or $10.4 billion.22 A  
2 percent efficiency gain is worth $208 million on 2016 spending levels. However, the most 
costly part of the reforms is the introduction of new grant programs for LGUs: the BuB is 
projected to cost $US529 million in 2016 and PCF is projected to cost $21 million. While one of 
the benefits from these programs is to increase LGU incentives for efficiency, that benefit is 
captured in the 2 percent allocative efficiency gains assumed above. Moreover, the main benefit 
is the value of what is produced with that spending. Again, research provides scant direct 
evidence regarding the expected level of comprehensive efficiency gain. Estimates of gains are 
typically presented in terms of increased enrolment rates or lower mortality rates. Thus, it will be 
assumed that the present values of the benefits are 10% more than the amount spent. That is a 
net benefit of $55 million on 2016 spending. 
 
65. The Reforms increase the ability of LGUs to raise their own tax revenue –especially 
through the property tax which has risen by about P17 billion ($300 million) from 2009 to 2014, 
a 17 per cent increase in real terms.23 This is not a benefit. The extra tax revenue is a cost to 
the taxpayers, but benefits the recipients of the spending supported by the additional tax 
revenue. Thus, there will be a net benefit if the value of the spending is greater than the cost to 
taxpayers (which is greater than the amount raised as taxes change behaviour and distort 
decisions). However, the gain (or loss) is no different than the benefits arising from the recent 
large increase in LGU spending from increases in national tax revenue and own-source 
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revenue. To the extent raising own revenue improves the efficiency of spending, that has been 
captured in the 2 percent allocative efficiency gains assumed above.  
 
66. If the tax reforms led to more revenue being raised from property taxes and less from 
inefficient taxes, then there would be a gain from reduced deadweight loss imposed on 
taxpayers. However, table 2 indicates the reform program has not led to such a tax switch –the 
share of property tax revenue has been falling. Therefore no net benefits have been attributed 
to the tax reforms (except so far as they have improved LGU efficiency). 
 
67. If the reforms lead to a change in the distribution of the IRA towards poorer regions, 
there would be an equity gain although the extent of redistribution cannot be too large. At the 
moment, only 30% of LGU revenue is from own sources, which limit the feasible redistribution. 
Therefore, it is safe to assume that the reform will only redirect 5 percent of the IRA (5% of the 
IRA is $US459 million in 2016) from richer to poorer areas. Thus, the amount of the gain will 
depend on how much of the redirected revenue is actually spent on benefiting the poor, and 
then how others value that spending on the poor. Harberger suggests adding a modest external 
benefit from expenditure on meeting the poor’s basic needs at 10%, which provides a benefit of 
$US45.9 million on the 2016 level of IRA.24 The change would only have a modest effect on 
income inequality. 
  
68. The benefit from allowing LGUs to borrow from the private sector has not been 
quantified. To the extent it improves incentives for efficiency and accountability, is it is captured 
in the measure of efficiency gains. The benefit from lower interest rates on borrowing is not 
clear, as it is not clear how much extra borrowing there would be.  
  

Table 3: Summary of Cost Benefits 

 
 
69. In summary, the net present value of the Local Government Finance and Fiscal 
Decentralization Reform Program is presented in Table 3. The potential benefits of the program 
exceed the costs by $2 billion. The largest potential net benefits arise from efficiency gains in 
local expenditure, which are very large compared with their administrative costs. The BUB and 
PCF programs are the most expensive part of the reforms, and must produce large benefits for 
the program to be worthwhile. The possible gains from redistribution of the IRA are relatively 
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small. This estimate assumes a 10% discount rate, a ten year project, that the costs and 
expenditures grow at real rate of 3% a year, and that the reforms are successfully implemented 
with the benefits starting in 2016. Clearly, a change in the distribution of the IRA towards poorer 
regions has not yet been implemented, and the estimated redistribution gain would not start until 
it has been implemented. The size of the benefit will also depend on the size of the IRA and 
amount redirected when the reforms are implemented.  
 

Table 4: Sensitivity Analysis on Preferred Assumptions 

 
 
70. Table 4 conducts sensitivity analysis to see how important the arbitrary assumptions 
about benefits were. The preferred assumptions were that administrative costs were  
$17 million, a 2 percent gain in the efficiency of local government expenditure, the present 
values of the net benefits from the BuB and PCF programmes are 10% of the amount spent, 
and that the equity benefit of redirecting 5 percent of the IRA towards poorer regions is  
10 percent of the amount redirected. The Table examines the effect of halving and doubling 
these preferred assumptions. 
 
71.  The sensitivity analysis shows that the key assumption is the assumed 2 percent gain in 
allocative and operational efficiencies at the regional government level. It comprises 70 percent 
of the net gain from the entire programme. The gains from the BuB & PCF programmes is about 
the same size as the assumed equity gain from a 5 percent redistribution of the IRA (which is 
the same as the gain from changing the proportion redistributed), only about one-quarter of the 
gain from increased efficiency. Administrative costs are relatively small and even a doubling has 
very little effect on the net benefits from the programme. 


