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Abstract

Over 330 million people live in India’s 5,165 cities, with 35 cities having a population of
over a million. Three (Mumbai, Delhi, and Kolkata) of the 10 largest metropolises in the
world are in India. Over two-thirds of GDP originates in urban agglomerations in the
country. However, urban governance and finance in India leave much to be desired in
terms of providing services to the country’s burgeoning urban population and with
respect to its flexibility in accommodating different needs and pressures and its lack of
resiliency in adapting to shocks, whether natural or manmade. This paper draws on
lessons from fiscal federalism theory and experiences of governance institutions and
financing systems around the world to identify some key reforms needed to ensure more
citizen participation and greater accountability in urban governance, and to augment and
strengthen the capacity of Indian cities to deliver more adequate services and provide
needed urban infrastructure.
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India’s rapid economic expansion over the last few decades since the loosening of the so-
called “license raj”—the constricting deadweight of licensing, regulation, and red tape
that had long held back private sector development—has been impressive. Moreover, the
country has managed to sustain a respectable performance in the face of such major
economic crises as the recent financial meltdown. India’s private sector is clearly alive,
well, and capable of even better things in the future. Unfortunately, it is not so clear that
the country’s expanding urban public sector is equally able to cope with the economic,
demographic, and environmental changes that continue to confront it. This paper
considers some aspects of the governance and finance reforms needed to make India’s
burgeoning cities better places for those who live in them, for those who are going to
move into them in the future, and for the country as a whole. To cope adequately with the
changes that have already occurred, let alone those that loom ahead, India’s cities need to
be freed from what might perhaps be called the “urban raj”—the archaic and well-
entrenched institutional structure that restricts what they can do and provides few
incentives for them to do it well.

Section 1 of the paper outlines why turning India’s cities into “engines of growth”
is a necessary ingredient of future growth, a feat that requires reforming and
strengthening local governance structures. Similarly, local finances must be strengthened
to provide adequate finance for the provision of services and to ensure that the money
spent results in desired outputs and outcomes. Section 2 sets out some important
preconditions for efficient governance systems and finance drawn from the theory of
fiscal federalism. Against this background, Section 3 outlines the present inadequate
urban governance structure in India, concluding that major efforts are needed to equip
India’s cities with a governance structure capable of responding flexibly and adequately
to the changing realities they face. Section 4 discusses the problems arising from
ambiguity and overlap in expenditure assignment and weaknesses in public financial
management. The next three sections turn to the revenue side of the budget. Section 5
considers how to make local taxes and user charges more adequate to finance local public
services while ensuring efficiency and accountability. Section 6 considers the role of
transfers and suggests some reforms. Section 7 turns to the critical issue of infrastructure
finance through such means as local borrowing, development charges, land sales, or
public-private partnerships. Section 8 offers some concluding remarks.

1. The Need for Urban Dynamism

Cities are the leading edge of economic dynamism in every country. They create
agglomeration economies for enterprises, generating externalities that facilitate
transactions, production, and distribution activities. They also facilitate productive
interaction of people from various walks of life, resulting in the exchange of ideas and a
climate for creative activity that leads to both innovation and productivity gains. In
particular, large metropolitan areas provide scope to achieve the critical mass required to
attain high degrees of specialization in labour, knowledge and businesses, services,
infrastructure, institutions, and media, all of which increase economic dynamism and
growth (Bird and Slack 2007).
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However, the extent to which cities succeed in realizing these potentials depends
in large part on whether they provide a properly enabling environment. For example, to
give agglomeration economies full scope requires the sustained provision of a wide range
of urban public services that promote both private sector activities and the well-being of
the urban population, such as water, sewers, garbage collection and disposal, drainage
systems, police and fire protection, and transportation. To do this well requires good
policies and high-quality public institutions. Similarly, attracting the knowledge workers
needed to create and maintain a social environment that facilitates creative social and
economic interaction requires policies that accommodate diverse cultures (including
outsiders) as well as such quality of life factors as high-quality schools and health care
facilities, social and cultural activities, recreational opportunities, and safe and strong
neighbourhoods. Cities must accommodate not just such key workers, of course, but all
those who make the city work, including new migrants and others working in
construction and other essential activities who often need affordable housing and in
many cases some social assistance. Underlying all this, a “good” city needs a political
and governance system that can respond to the changing requirements and needs of its
people swiftly, flexibly, and efficiently.

None of these conditions is easy to satisfy in India, a country in which over 330
million people live in 5,165 urban areas, which has 35 cities with over a million people,
as well as three of the largest metropolises in the world (Mumbai, Delhi, and Kolkata).
India’s urban population has been growing at an annual rate of 2.7 per cent and, although
overall population growth is expected to decelerate, the urban population will continue to
grow at about 2.5 per cent over the next two decades (Ramanathan and Dasgupta 2009).
The urban sector presently contributes about two-thirds of GDP and this share is likely to
increase to 75 per cent by 2021 (India 2008). India’s cities are thus many, large,
economically important, and growing. Ensuring that they will be able to meet the
challenges they face will not be easy.

Demands for better infrastructure and public services in India’s urban areas are
large and growing. However, the resources available to urban local governments are
clearly inadequate to serve even their present population. For example, Mohanty et al.
(2007) found that, on average, for the period 1999-2000 to 2003—04 actual spending in
30 large municipal corporations? in India was only about 24 per cent of the (inflation-
adjusted) requirements set almost a half a century ago by the Zakaria Committee (India
1963), with the extent of under-spending by this measure being over 75 per cent in 17
municipal corporations, and over 50 per cent in all of them but three—Pune, Nagpur, and
Nasik, where the deficit was only about 30-35 per cent. At the other extreme, spending in
the Patna Municipal Corporation was estimated to be less than 6 per cent of the Zakaria
norm, with other municipal corporations in Bihar and Uttar Pradesh almost equally badly
off. Recent analysis by the Planning Commission shows that 34 per cent of urban
households do not have water taps within their premises, 26 per cent of them do not have
toilets, 70 per cent of waste is not treated before disposal, and untreated sewerage and
unregulated discharge from industries is a major source of water pollution (India 2008).
In total, only 63 per cent of the urban population had access to sewerage and sanitation

2 According to India (2004), there are 96 municipal corporations, 1494 municipalities and 2092 Nagar
Panchayats ( usually in urban areas of 100,000 or less).



4 International Center for Public Policy Working Paper Series

facilities in 2004. Urban transportation problems are similarly acute. Public transportation
is congested and inefficient; even those who can afford private transportation on average
travel only one kilometre in 15 minutes owing to road congestion. Housing too is
problematic, with almost 21 per cent of the urban population living in squatter
settlements. Indian cities are in bad shape.

With urbanization proceeding at a fast pace, all these problems are likely to
worsen in the near future. Ramanathan and Dasgupta (2009) estimate the cumulative
capital investment requirements for providing services at 2007 prices for the period
2006-31 at over Rs.71 trillion. When operating expenditures of around Rs.10 trillion are
taken into account, the total expenditure required amounts to over Rs.3 trillion, or about
25 per cent of the consolidated revenue of central and state governments. Exponentially
growing urban public service requirements simply cannot be financed from the present
urban local tax base, which in most cases consists essentially of the property tax. At one
time, some states allowed municipal governments to levy a tax on the entry of goods into
a local area for consumption, use, or sale (octroi). Although this tax was distortionary and
inefficient, it provided a buoyant source of local revenues. Now, however, nearly all
states have abolished this tax. Indeed, a few states have gone even further to ensure the
inadequacy of urban local public finance by abolishing the residential property tax.
Elsewnhere, urban local bodies have proved unable (or unwilling) to help themselves by
adequately revising property values, thus ensuring stagnancy or even decline in their own
revenues. Transfers from the states to municipal governments are of little help, because
they are inadequate and ad hoc and poorly designed. The absence of a debt market for
local government bonds makes financing infrastructure even more difficult. In the
absence of major reforms in both governance and finance, the prospects for Indian cities
do not look good

2. Lessons from Theory

The traditional theory of fiscal federalism, assuming a welfare-maximizing government,
demonstrates the welfare gains from fiscal decentralization by matching public service
provision with the varied preferences of people living in different jurisdictions. In one
formulation, people “vote with their feet” by moving to localities providing public
service tax mixes that closely matches their preferences (Tiebout 1956). However, the
unrealistic nature of this assumption of mobility as well as the information asymmetry
relating to public services and tax mix in different localities limits the applicability of this
model to real world situations. An alternative formulation is the “decentralization
theorem,” which states that ... in the absence of cost savings from the centralized
provision of a (local public) good and of inter-jurisdictional externalities, the level of
welfare will always be at least as high (and typically higher) if Pareto-efficient levels of
consumption are provided in each jurisdiction than if any single, uniform level of
consumption is maintained across all jurisdictions” (Oates 1972, 54). The welfare gains
from decentralization are larger when variations in demand are greater and where the
demand for local services is relatively inelastic. The ability of a centralized system to
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cater to diverse preferences is limited by information asymmetry and political constraints
(Oates 1999).

The so-called second generation theories (SGT) of fiscal federalism assume that
agents within governments (bureaucrats and politicians) attempt to maximize their own
welfare function within a constellation of incentives and constraints shaped by the
characteristics of the prevailing fiscal and political institutions (Oates 2008). One SGT
approach applies industrial organization theories to fiscal federalism and analyses
multilevel fiscal arrangements in terms of the principal-agent framework (Seabright
1996). A second approach, motivated partly by the fiscal crisis in several Latin American
countries precipitated in part at least by an incentive structure that led to the excessive
exploitation of the “fiscal commons” by subnational governments, applies Kornai’s
(1986) “soft budget constraint” (Rodden et al. 2003). A third SGT approach employs
more formal political economy approaches based, for example, on legislative structure
and electoral process to analyse different kinds of fiscal outcomes under centralized and
decentralized politics. For example, the outcomes emerging from so-called “yardstick
competition” are analysed under the rubric of “competitive federalism” by Breton (1996).
All these approaches are not intended to replace the traditional theory of fiscal federalism
but to complement and extend it.

An important precondition for efficient provision of public services is clarity in
the assignment of functions (expenditure responsibilities) to each level of government.
Who does what should depend upon the benefit span of the public service in question, the
extent of diversity in demand for the service, the technology available for its efficient
provision, and the capacity of the jurisdiction to provide the service. Functions need to be
clearly assigned to ensure responsiveness and accountability. In a democratic polity, the
elected executive should have the overall decision-making powers for public service
provision, and the role of the bureaucracy should be to implement the decisions taken by
the executive. Even when the basic assignment system is clear, however, some
overlapping is almost inevitable so it is important to establish clear institutional lines of
authority.

Assignment of financial powers should be adequate to finance the functions
assigned. Accountability of governments to local residents can best be achieved when the
residents of the jurisdiction bear the cost of providing the services at least at the margin.
Hence, local governments must have powers to raise revenues from the residents to
finance the public services consumed by them. Ensuring a strong “Wicksellian” link
(Breton 1996) between revenue and expenditure decisions at the margin is critical to
ensure that urban governments take rational decisions and are accountable to the residents
for their decisions.

Local governments generally provide a mix of private and public goods. In
principle, user charges covering the cost of provision should be paid by those who benefit
directly from the private goods provided. Similarly, the cost of public services benefiting
the people in the jurisdiction as a whole should be collected from taxes on the residents.
On the other hand, when service benefits spill over to other jurisdictions, it is often
appropriate for them to be partly paid for through transfers. Local governments may
obviously levy taxes on immobile bases such as real property. In addition, the benefit
principle suggests that they may, to a limited extent, be permitted to impose taxes on
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mobile bases, although such powers must be bestowed with care to avoid encouraging
shifting the cost of local services to non-residents (Bird and Smart 2010).

Intergovernmental transfers play an important role in local public service
provision. In the traditional approach, higher-level governments should levy all broad
based redistributive taxes since they have a comparative advantage in carrying out
redistributive and stabilization functions. On the other hand, considerable expenditure
responsibility is properly assigned to lower-level governments for efficiency reasons. The
resulting vertical imbalance between expenditures and revenues at each level is generally
corrected through transfers from the higher to lower levels. Within each level of
subnational government, some jurisdictions will inevitably suffer some fiscal disability
owing to such factors as below average revenue capacity and higher unit costs of
providing public services. Differences in these factors create different net fiscal benefits
in different jurisdictions and may thus induce inefficient factor movements (Buchanan
1950). This problem may be exacerbated when subnational governments impose origin-
based taxes (Boadway and Flatters 1982). The solution to such inefficiencies is, again,
usually considered to reside in appropriate intergovernmental fiscal transfers. In principle,
such balance-restoring (or gap-closing) transfers are intended to enable every jurisdiction
to provide comparable levels of services at comparable tax rates should be unconditional
(Bird and Smart 2002). However, there is also often a case for providing specific purpose
transfers to ensure minimum standards of public services with significant inter-
jurisdictional externalities. In this case, the appropriate transfer design should often
require the recipient governments to comply with specific conditions.

In practice, it is difficult to incorporate all these principles in designing the
transfer system. There is, for example, no completely objective way to measure the
degree of vertical or horizontal imbalance (Bird and Tarasov 2004). Similarly, with
respect to specific purpose transfers, it is impossible as a rule to measure the degree of
externalities and hence to develop optimal cost-sharing arrangements or matching ratios.
Since the economic argument for decentralization is based to some extent on asymmetric
information in terms of the inability of the central government to estimate the correct
degree of spillovers, it is somewhat ironic that the proper design of specific purpose
transfers requires exactly such information. As Inman (2003) shows for the U.S.,
matching ratios in practice never correspond to the extent of spillovers and the federal
share is invariably much higher than spillovers. Finally, even if all the conceptual and
empirical problems inherent in designing an economically optimal transfer system could
be overcome, invariably non-economic (including political) objectives creep in and
ensure that the actual transfer system differs from the ideal.

Moreover, some have even questioned whether intergovernmental transfers are a
good idea in any case. Transfers inevitably soften the budget constraint and have been
argued to undermine fiscal discipline and promote fiscal irresponsibility and
macroeconomic instability (Prud’homme 1995). Equalising transfers given to offset fiscal
disadvantages can interfere with the normal process of income convergence which occurs
in the process of economic growth as labour and capital move from places with lower
productivity to those with higher productivity. Specific purpose transfers may not
effectively encourage local expenditures on the desired function owing to the fungibility
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of funds. For these and other reasons, transfers may harm rather than further the
achievement of efficiency and even equity goals.

Nonetheless, substantial transfers exist in every multilevel fiscal system. It is not
possible to perfectly match revenue powers with expenditure responsibilities, so an
appropriate design principle is for transfers to be neither so large as to turn local
governments into simple agents of higher-level governments or make them unduly
transfer-dependent and hence fiscally irresponsible, nor so small as to render them
incapable of providing minimal local services to their residents. One key way to set a
hard budget constraint is to ensure that richer local governments are as self-financing as
possible and that even the poorest local governments have sufficient revenue flexibility
so that revenue and expenditure decisions are matched at the margin in the sense that any
local decision to expand expenditure must be financed through additional local taxation
(Bird and Vaillancourt 1998). Further, both central and state governments must be careful
not to bail out bad local decisions by expanding transfers. The system of grants must be
transparent, predictable, and essentially “infra-marginal” for any particular budgetary
period so that local governments do not have incentives to free-ride.

To satisfy the conditions of what Weingast (1995, 2009) calls “market-preserving
federalism” (in the sense of maintaining an open national market), local governments
must face a hard budget constraint as a result of properly designed and implemented
expenditure and revenue systems. In addition, efforts must be made to strengthen and
deepen markets, particularly land and capital markets, by removing impediments to
mobility and trade in factors and products such as laws restricting markets and
institutional rigidities. Similarly, efficient credit and debt markets and a well-developed
banking system along with credible credit rating institutions are important preconditions
to avoid bail outs. If intergovernmental competition is to result in gains in terms of
efficient service delivery let alone and innovation and productivity gains, it is important
to institute proper checks against destabilizing (predatory) competition as well as against
restrictive and protectionist policies. All these issues become particularly important in the
context of globalization because localities with better linkage to markets and
infrastructure can reap higher benefits from access to domestic and international markets
and grow faster than those less well off in these respects. Finally, in case something goes
badly wrong in some locality it is also essential to develop institutions that can handle
local fiscal crises and even, in the extreme, bankruptcy. None of the tasks assigned to
policy makers by the fiscal federalism literature is easy and few, if any, are facilitated by
India’s current structure of urban governance and finance.

3. Urban Governance in India

Economically dynamic cities need governance structures that elicit preferences for public
services, ensure responsiveness in the provision of such services, provide accessibility to
citizens, and achieve cost savings by adopting an appropriate scale of operation. Bird and
Slack (2007) discuss several alternative models for governing large metropolitan areas
and conclude that no unique model of governance fits all municipalities or even the same
municipality at different times. In fact, in recent years, a number of major cities have
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changed their governance model. Toronto (Canada) moved from a fragmented one-tier
structure to a two-tier structure and then to a consolidated single-tier structure. On the
other hand, London (UK) moved from a two-tier structure to a one-tier structure and then
back to a two-tier structure. Cape Town (South Africa) moved from having no metro
government at all to a two-tier and then a consolidated one-tier metropolitan structure.
What is right for any city is seldom clear, and may change over time. In larger
metropolitan areas, however, the real choice is usually between one-tier or two-tier
governance structures perhaps supplemented by some voluntary inter-municipal co-
operative agreements or specialized agencies to provide particular public services.

An important governance issue in India concerns the need to distinguish large
metropolitan cities from smaller municipalities. In metropolitan cities, the concentration
of a variety of economic activities, the cosmopolitan composition of population, and
large-scale migration requires a system of public service provision that not only
facilitates economic activities but also promotes the social interaction and cohesion
necessary to facilitate innovation and impart dynamism. However, how large
metropolitan cities are actually governed may deviate substantially from this mandate in
response to the compulsions of local politics, especially when they are state capitals.
Restrictive protectionist policies responding to pressures to provide employment to local
population, preferences for local population in business dealings and contracts, and
preferences based on linguistic, ethnic, and other considerations may rob cities of their
metropolitan character. A possible way to free large cities from such state political
pressures may be remove them from the control of the state governments and create
separate city-states as China has done for several very large cities, most recently
Chongging. Germany, for example, has three such city-states, including Berlin. Other
countries—the United States, Australia, Mexico, and Brazil, for example—have created
special capital city districts, as has India. However, as Indian experience with New Delhi
shows, being special and separate provides at best only a partial answer to the financial
and governance problems facing large, rapidly growing cities in India (Mathur 2009), so
we do not discuss such approaches further here.

Even within a one-tier structure, of course, governance in large cities is far from
simple. In Shanghai, for instance, there are three levels of management—municipal,
district, and sub-district. In Mumbai, which has been characterized as a “fragmented one-
tier structure” (Slack 2007, 15), matters are more complicated. Mumbai has seven wards,
each with its own municipal officials, and the surrounding eastern and western suburbs
are also divided into wards. Within the Mumbai urban agglomeration, in addition to the
municipal corporations of Mumbai, Kalyan, and New Mumbai, there are many other
governing bodies, including the Mumbai Regional Development Authority, 16 municipal
towns, 7 non-municipal urban areas, and 995 villages. In addition, management of urban
services in Mumbai is divided further still among the Municipal Corporation of Greater
Mumbai, the state of Maharashtra, and the Government of India. For example, the urban
rail network is run by Indian Railways.

In a two-tier model, the lower tier is responsible for providing services having
smaller geographical spread while the upper tier provides services with a larger
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geographical spread as well as those involving significant economies of scale. This model
has some characteristics that make it suitable for large metropolitan regions. Examples
may be found, for instance, in Madrid (Spain), Santiago (Chile), and Manila (Philippines).
Two-tier structures already exist in many Indian cities. For example, Hyderabad
Municipal Corporation has 11 municipalities, Chennai Municipal Corporation has 36
municipalities, and Kolkata has 41 municipalities within its area (Bandyopadhyay and
Rao 2009). In principle, the two-tier model may have potential advantages over the one-
tier model owing to its greater responsiveness, efficiency, and accountability. Some
redistribution is also possible in this structure through a combination of tax and spending
decisions. On the other hand, there may be overlap and duplication in the provision of
services. Moreover, since the structure is less transparent, residents may be confused as to
who is actually responsible for which services.

In addition, in India as in other countries, a number of specialized agencies for
providing water supply, waste management, and transportation across a number of
municipalities exist. This approach has a number of advantages. For example, specialized
agencies can reap economies of scale and address the issue of spillovers, can be
professionally managed to ensure efficiency and can, to at least some extent, establish
and collect user charges without political considerations. On the other hand, there are
disadvantages. There may, for instance, be problems of coordination when a number of
specialized agencies providing different services are involved. In addition, these agencies
may have no local political accountability unless their decisions are subject to the
approval by the municipal executive. Furthermore, if municipal taxes go to support such
agencies without a clear linkage between the expenditure decisions of the specialized
agencies and the taxes collected by the municipalities, the absence of the “Wicksellian
connection” between revenues and expenditures further reduces accountability.
Specialized agencies can certainly improve efficiency in the delivery of some services,
but if they are not locally accountable, it is far from clear that they will supply the right
services in the right places.

Effective fiscal decentralization requires that not only must appropriate functions
and adequate finances be devolved to the local governments, but so must control over
those they employ. In Indian cities, the primary responsibilities are vested in an executive
mayor chosen by elected representatives, and local officials are charged with
implementing the decisions taken by the executive. In practice, however, the role of the
mayor (or chairperson) as the executive head of the municipality is often confused with
that of the Municipal Commissioner—an official appointed by the state government who
is supposed to implement the policies approved by the executive. Since the local
government has no role whatsoever in the appointment, promotion, or transfer of the
Municipal Commissioner, it is hardly surprising that this official is, in reality, primarily
accountable to the state government rather than to the elected local representatives. In
addition to this confusion at the top, governance in most smaller municipalities also
suffers from inadequate administrative capacity to plan, effectively regulate, raise
revenues, and implement spending decisions. Moreover, both state and central politicians,
in varying degrees in different regions, often interfere in the functioning of municipalities.
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The Expert Committee on the Governance in Bangalore Metropolitan Region
(Report of the Expert Committee 2004) recommended that the Commissioner of the
Greater Bangalore Municipal Corporation should be selected by a committee constituted
by the state in consultation with the mayor and, more importantly, that the
commissioner’s role should be legislatively redefined to make him/her clearly responsible
and accountable to the mayor and the corporation. If India’s larger cities are to have
effective urban governance structures, similar steps need to be taken by all state
governments to make the commissioners in municipal corporations and municipalities
primarily responsible and accountable to the respective municipal bodies. Of course, so
long as the commissioner’s career path remains essentially in the state bureaucracy, some
problem of “dual subordination” (to both central and local authorities) still remains. but,
at a minimum, it is critical that the chief municipal officer should clearly be primarily
accountable to the municipality he or she serves rather than to the state, as is now the case.

The Constitution makes urban governance structures a matter to be determined by
the states. Although the 74™ amendment accorded constitutional recognition to municipal
bodies, by and large the present urban governance structures have carried over from the
past. To strengthen participatory planning, the Constitutional amendment provided for the
setting up of Metropolitan Planning Committees to prepare the draft development plan in
every metropolitan area and similar District Planning Committees (DPCs) to consolidate
and co-ordinate planning for urban areas. In addition, the constitutional amendment
mandated the holding of Ward Sabhas (assemblies) to elicit the preferences of the people
for public services and to develop planning from the grassroots level. However, none of
these requirements were really observed in practice until the national Planning
Commission finally mandated the setting up of DPCs (India 2005). Despite this mandate,
urban local bodies in most states do not as yet have regular Ward Sabhas and, even when
they exist, these assemblies are not used either for urban planning or for eliciting the
preferences for public services. Similarly, many states are yet to legislate for, let alone
create, the required Metropolitan Planning Committees.

The issue of governance in India’s major metropolitan areas is extremely
important not only for the millions who live there but also for the economic development
of the country as a whole. Big cities need a sound governance structure that works well.
To attain this, much more effort is needed to implement the ways of revealing citizen
preferences through the citizen access structures (such as Ward Sabhas and the various
planning committees) set out in the Constitution. Even more importantly, the roles that
different political and bureaucratic actors are supposed to play at the municipal level need
to be set out more clearly; and then these officials should be permitted to do their jobs
with far less interference from politicians at higher levels of government and with
primary accountability to those whom they are supposed to serve—Ilocal residents. Until
the basic urban governance structure is moved in these directions, Indian cities are, for
the most part, going to continue to be unable to respond flexibly or adequately to the
changing realities with which they are confronted.
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4. What Do Urban Local Governments Do?

Traditional fiscal federalism theory argues that the essential function of local
governments is allocative. The potential mobility of economic agents reduces the
effectiveness of local governments in carrying out redistribution. Similarly, the openness
of local economies means that they can do little in terms of stabilization (Oates 1972).
The main task of the local governments is thus to provide local goods and services within
the area under their jurisdictions.® Except when overridden by distributive considerations,
efficiency requires that local governments should levy user charges on those who benefit
from the private goods that they provide, such as water supply, sewerage, transportation,
and recreation services—. Similarly, local public services benefiting the local population
in general should be financed by taxing residents, while services whose benefits spill over
jurisdictional boundaries usually need to be financed in part by intergovernmental
transfers. Finally, borrowing is, in principle, the best way to finance large capital
investments that will continue to provide services long into the future. Of course, it is
important to ensure that neither transfers nor borrowing turn into bailouts that soften the
budget constraint facing local government decision-makers.

Three key points should be noted about the 18 functions constitutionally devolved
to municipal bodies in India. First, the functions listed are identical for all types of
municipal bodies—whether huge metropolitan cities or small urban localities. Second,
since the extent to which these functions are actually devolved is at the discretion of state
governments, the extent of devolution may vary significantly across states. Third, most
states are reluctant to devolve functions to municipal governments in part because they
argue that they do not have the capacity to undertake them. In addition, because most
listed “municipal” items are either in the constitution’s list of state functions or in the
concurrent list of state and central functions, there is not only considerable concurrency
and overlap between states and municipalities but also between the central government
and municipal bodies. Assigning responsibility for the provision of specific services to a
specified level of government and ensuring that those who make the decisions are
adequately accountable for their actions is thus difficult. This problem is particularly
acute in the capital cities of the states where the overlap in functions between the state
government and the municipal corporation makes the system particularly opaque.*

In principle, there is nothing wrong with concurrent assignment of powers if
there is clear demarcation of functional domains. However, no state has yet taken the
initiative to undertake so-called “activity mapping” for municipal governments necessary

® This does not mean that local governments do not have any role in redistributive or stabilization functions.
Local governments sometimes have local employment programs (Inman and Rubinfeld 1997) and may also
play a role in implementing anti-poverty interventions (Rao and Das-Gupta 1995; Rao 2002).

% In Delhi, the overlapping problem is even more acute as all the three levels of government—centre, the
Union Territory of Delhi and three municipal bodies (the Delhi Municipal Corporation, New Delhi
Municipal Committee, and Delhi Cantonment)—divide the powers among them in confusing ways (Mathur
2009).
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to know precisely who is responsible for doing exactly what with sufficient clarity to
achieve efficiency and accountability in the provision of urban local services.® Although
about all most state governments have done is to formalise the functions that were being
carried on by the various municipal bodies even before the 1991 Constitutional
amendment, the fact is that urban municipalities across the country have, to varying
degrees, been vested with a long list of functions under the various state municipal laws
relating to public health, welfare, safety, regulation, and developmental activities.
Functions relating to public health include water supply, sewers, sanitation, and waste
disposal/management. Welfare activities include social justice, safeguarding the interests
of weaker sections, creation and running of night shelters, street lighting, parks, education,
burial grounds and cremation facilities, playgrounds, and recreation. Regulatory functions
include prescribing and enforcing city plans, land use, and building by-laws, licensing of
shops and establishments, removal of encroachments on public land, registration of births
and deaths, and enforcing parking regulations. Public safety includes fire protection and
street lighting. Public works include construction and maintenance of inner city roads and
buildings. Development functions include town planning and development of markets. In
addition to all this, the 74" Constitutional amendment assigned additional development
functions to municipal governments such as planning for development, urban poverty
alleviation, protection of environment, and slum improvement and upgrading.

Recognizing that the scope and capacity to undertake various functions is, in fact,
likely to vary with the size and character of the municipal body, many states have
assigned significant powers with respect to education and healthcare, the regulation of
industries, and the provision of intra-city and inter-city transportation services to larger
cities. In some cases, independent service providers bypass the elected municipal
governments—often precisely because of disenchantment with poor public service
delivery by municipal bodies. In some areas water and sewer providers deliver services
beyond the boundaries of one municipality to reap economies of scale. Independent
service providers are often thought to insulate policy making from political vagaries,
thereby providing better public service delivery. Problems with this type of
organizational set up may arise from the agency’s relative remoteness from the people it
serves and its lack of political accountability. In drawing up agreements with such service
providers, careful attention must be paid to balancing the desire for professional
competence and least-cost provision against the need for local governments to be fully
accountable to their residents for the provision of the public services for which they pay.

Ensuring clarity of assignment by specifying the responsibility of each level of
government for service delivery is only part of the story. Clarity must be matched both by
accountability to the local population and by authority in terms of the ability to manage
expenditures and to determine (within limits) revenues. Financial honesty and political
accountability require that municipal budgeting, financial reporting, and auditing should
be not only comprehensive, comprehensible, comparable, verifiable, but also
transparently public. In Brazil, for example, and increasingly in other countries, more and

® Such mapping was recommended by the Administrative Reforms Commission (India 2007) but as yet
little has been done along these lines.
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more local budgets and financial accounts are freely accessible on the Internet, and in
some instances residents are actively encouraged to participate to some extent in
developing the expenditure plans for their areas. However, little has been done along
these lines in India.

Whether one goes this far or not, proper public expenditure management at any
level of government must (a) adequately control the total level of revenue and
expenditure, (b) appropriately allocate public resources among sectors and programs, and
(c) ensure that governmental institutions operate as efficiently as possible. To do this,
urban local governments need adequate authority to manage both the expenditure and
revenue sides of their budgets, sufficient administrative capacity to be able to do so, and
an appropriate incentive structure to encourage them to do so. Most Indian cities are
handicapped in all these areas. Central and state governments need to provide a more
adequate fiscal, financial, and institutional framework if municipal governments are to
have even a cha