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OVERVIEW OF THE MODULE

Thismodule, The Design of Equalization Grants: Theory and Applications, was
developed for the World Bank Ingtitute by Jorge Martinez-V azquez and Jameson Boex
at the Andrew Y oung School of Policy Studies, Georgia State University.

Part One of the module presents the conceptua and theoretical underpinnings that guide
the design of equdizationtransfers as part of asystemof intergovernmenta fiscd transfers.

Part Two consders how to smulate dternative transfer schemes using a fiscal
decentrdization Smulation modd.

Part Three present case studiesof equdization transfersfor anumber of countriesaround
the world.
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SECTION 1
INTRODUCTION

Intergovernmentd transfers form the cornerstone of subnationa government finandng in
most developing and trangition countries. The generd term “trandfers’ is often used to
refer to a number of different kinds of public financing instruments, including grants,
subsidies, and even the sharing of tax revenues between centra and subnational
governments. Intergovernmentd transfers can be used to pursueavariety of public policy
objectives.

Thismanuscript considers the design of equdization trandfer mechanisms. The objective
of this module is to make two points. The firg point is tha there are many different
dimengons that should be considered in the design and implementation of equalization
transfers, and that the “right” equalization approachfor a country depends on the specific
objectives that are being pursued. The second point is that al components of
intergovernmenta relations, induding subnationa expenditures, revenues, and transfers,
should be viewed as a system. Ultimately, the success or failure of a system of
intergovernmenta transfers lies not in the architectura beauty of the transfer mechaniam,
but depends onwhether the system achievesiits specified objectives within the context of
acountry’sfiscal decentraization policies.

1.1  What areequalization grants ?

There are a number of ways to classfy intergovernmenta transfers.  Important
characterigtics of intergovernmentd transfers upon which they could be dassfied and
categorized include:

1 What is the purpose of the grant? What can it be used for? Is it a unconditiona
generd purpose grant or isit a gpecific with conditions imposed on its use?

2. How is the total amount of the grant determined? Isit determined in advance as
ashare of nationa resources?Isit anad hoc decisonmade annudly as part of the
nationd budget process? | sthe amount subnationa governmentsreceive drivenby
the amount of coststo be reimbursed? Isit determined ex post?

3. How isthe divishle pool distributed among digible units? Isaformula used? Are
revenuesfromatax distributed in proportionto where thetax is collected? Arethe
funds used for the total or partia reimbursment of costs? |'s the grant pool divided
on an ad hoc bass or as aresult of politica negotiations?
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Based on these three dimengons of transfers, a variety of approaches exist in which
transfers can be allocated fromthe central government to the local governments.! For the
purpose a hand, in correspondence with the above dimensions, we consider an
equdization transfer to be: (1) an unconditiond, general purpose transfer, (2) wherethe
total amount of the grant is typicaly, dthough not necessarily, determined by some funding
rule, and (3) wherethe divishle pool of resources is digtributed among digible unitsbased
on a formula that consders the expenditure needs and/or the ability of subnationa
governments to raise resources. The key feature of equaization grantsis (4) itsintended
purpose: that of equalizing fisca conditions among subnationa governments. Thisrequires
providing additiona resources to the poorer jurisdictions. Depending on the approach
taken(seebel ow) equdizationmechanisms may al so take resources away fromthe better-
off jurisdictions.

One might wonder what the differenceis between equaizationfundsand genera purpose,
unconditiond transfers? For the purpose a hand, the two types of funds are virtualy one
and the same. Without exception, ether implicitly or explicitly, genera purpose,
unconditiona transfers gpportion funds to subnationa governments in response to some
variation in the fisca needs (or capacity), thereby fitting the definition of an equdization
fund. While in some cases no clear distinction can be made between regular generd
purpose transfers and equaizationtransfers, the key disinguishing factor betweenthe two
types is the degree to which the intended purpose of the transfer is to provide a stable
source of revenues for dl subnationa governments (which would make it a “regular”
generd purpose, unconditiond transfer), or whether its explicit purpose is to provide
resource predominantly to underdevel oped or fiscaly needy regions or local governments
(which would make it an equdization trandfers, in the narrow sense of the term).

1.2  Therationalefor equalization grants

Why give equdizationgrants? Aswediscussin Section 2, targeted, conditional grantscan
be used to achieve pecific policy objectives. For example, conditiona grants can be used
to Simulate spending on specific itemsthat the central government cares about asamatter
of nationd policy, such as education. However, equdization grants are unconditiona
grants and are given for generd purposes. So, what is to be achieved by giving them?

!Probably the most widely used taxonomy of transfer schemes is the one developed by Roy Bahl and
Johannes Linn in Urban Public Finance in Developing Countries (New York: Oxford University Press,
1992).
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Firg, in the absence of equdization transfers, some loca governments often would have
insufficent resourcesto fulfill their respongbilitiesat aminimumdesirable leve (by nationa
standards). In particular, equdization grants are important as they typicdly provide a
Szegble share of overal subnationa government resources.

Second, equdization grants reduce horizonta fiscal imbaances in a country or regiona
disparitiesand inequities by compensating subnationa governmentswithgreater fiscal need
and smdler fiscd capacity. Equdization grants can dso be used to difuse regiondism,
separatism and other palitica centrifugd forces.

Third, equdization transfers are an important fisca policy tool because they can be used
by governments to pursue sdective complementary objectives. In particular, equdization
transfers can be used to stimulate fisca effort. But as arule, as discussed below, it is
desrable to reserve equdization grants to the smple objective of equdization.

1.3 Overview of the Module

This module on equalization grants is divided into three parts. Part one provides a
background on the theory and concepts involved in the design and implementation of
equdization mechanisms. The second part of this module reviews how to develop an
equdization grant in practice. For this purpose, the module is accompanied by an
Intergovernmental Fiscal Transfer Smulation Model. Part three of this module
contains a number of country case studies which demonstrate how to go about andyzing
the equaizationtransfersindifferent countries. In severa caseswe provide smulationsfor
the potentia reformof the countries’ equdizationmechanism. The module isaccompanied
by a Powerpoint presentation that presents an overview of the topics.

Theremainder of Part one providesaroad map to thedesgn, implementation, and andyss
of equalization transfers. Section 2 considers the building blocks of a system of
intergovernmentd fiscd relations, defines the two key concepts of verticd fiscal baance
and horizonta fiscal balance, and discusses how to determine the Size of the equdization
transfer pool. Section 3 consders the actud design of equdization mechanisms and
formulas, including universally observed principlesin the dlocation of equdization grants,
dternative specifications of the formula, and measurement issues related to measures of
fiscal need, fiscd capacity and fiscd effort. Findly, Section 4 considersissues relating to
the management and adminidiration of an equalization scheme.



SECTION 2
THE BUILDING BLOCKS OF FISCAL DECENTRALIZATION

21  Componentsof Intergovernmental Fiscal Relations

Eventhough, the core subject of this module is equdization grants, it isimportant to redize
that equaization grants, and dl typesof grants and transfers are just one dement or leg in
afiscdly decentrdized sysem. The other three components are expenditure assgnments,
revenue assgnments, and borrowing. It is further important to redize that fiscaly
decentraized systems are highly interdependent. A systemof equdization grants will not
performwell (i.e., reach its desired objectives) if the other components of the systemare
ill desgned and do not perform their complementary roles. For this reasonwe begin this
section with a brief review of the “other” components of afiscaly decentrdized system.

Fiscal decentrdizationhasto do withthe degree of fisca autonomy and responghility given
to subnationa governments. It is a subject on the policy agenda of many developing,
trangtion, and indudridized countries. In recent times there has been worldwide an
increasing demand for more decentrdization of government, resulting from a combination
of people wanting to get more involved in the process of government and the apparent
ingbility of more centraized sysems of governance in the past decades to “get the job
done.”

Commonly accepted objectives for fisca decentraization incdlude those of an eficent
alocation of resources via a responsve and accountable government; an equitable
provison of services to citizens in different jurisdictions, and preservation of
macroeconomic stability and promotion of economic growth. These objectives provide
guidance to the sound assgnment of expenditure responsbilities among different levels of
governmernt.

Assgnment of Expenditure Respongbilities

The dficient provison of government services requiresthat the public sector satisfy the
needs and preferences of taxpayers as well as possible. This is best achieved by the
subsdiarity principle: respongibility for the provision of government services should take
place a the lowest leve of government that can efficiently provide this service. In other
words, government services should be provided at the level of government & which the a
correspondence can be achieved with the "benefit ared’ associated with those services.
The bendfit areafor sanitation servicesis clearly the local community; for nationd defense
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the benefit areais the entire nationd territory.

Leaving the supply of public services with wider benefit areas to amdler units of
government is likdy to result in the inefficient under-provision of services. For example,
if the respongibility of nationa defense would be left to the regiond leve, each state would
seek to gpend aslittle as possible on defense, since each region would hopeto rey onthe
nationa defense contributions of dl other states. As dl regions would minmize nationa
defense expenditures, clearly a sub-optima level of spending would result for nationa
defense. Likewise, the objectives of redigtribution and stability are aso best pursued by
the central government. Efficiency in the provision of public servicesis further enhanced
if there is a direct link between the benefits of government services and the costs of
providing these services, viafees, service charges, or local taxes.

Revenue Assgnment

If fiscd decentrdization is to ddiver the benefits of increased efficiency in public
expenditures, subnationa governments must have a minimum degree of control over their
own sources of revenue. Subnational governments that lack independent sources of
revenue can never truly enjoy fiscal autonomy; they may be--and probably are--under the
financid thumb of the centrd government. Furthermore, without revenue autonomy there
will be little accountability of locd officiasto loca resdents. Thus, the question iswhich
revenue sources canand should be assigned to subnationd levels of government and how
these assgnments are to be effected.

The questionof how to assign revenues is closaly rel ated to the assgnment of expenditure
problem, because of the importance of benefit taxation in the finance of subnationd
government and the need to assure that subnational governments have revenues that are
adequate to finance the expenditures assigned to them.

Thetraditiona theory of fisca federalism prescribesa seriesof conditions locd taxes must
meet: “good” loca taxes are said to be those (1) that are easy to administer locdly, (2)
that are imposed solely (or mainly) on local resdents, and (3) that do not raise problems
of competition between subnational governments or between subnationa and nationa
governments. They are not too many revenue sourcesthat meet those criteria. Thosethat
do include property taxes and betterment levies, the persona income tax (usudly asafla-
rate tax “piggy-backing” on the nationa persond income tax), Some excise taxes, taxes
on vehicles, and avariety of user fees.

|ntergovernmental Transfers
Trandfers form a critica component of virtudly every system of intergovernmenta fiscal
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relations. Since own source revenues typicdly fdls short in providing loca governments
withadequate resourcesto fulfill their expenditure respongbilities, asystem of trandfersis
needed to provide subnationa governments with additional resources.

The provison of additiona resourcesin the form of transfers to subnational governments
dlowsthe central government to pursue a variety of objectives. From this perspective
transfers can be designed for equalization purposes, to simulate spending the subnationa
level for programs of national merits or importance (such as education or hedlth), to
dimulate activities with consderable economic externdities (the environment and
trangportation) or Imply to pay for the loca implementation of centra government
programs. Transfers can be designed to vary in three important aspects. (1) what locd
government are alowed to spend the money on(i.e., whether the grant is conditiona, and
if so, how muchdiscretionthe conditions leave); (2) the sze of the transfer pool, and how
the sze of the pool is determined; and (3) how the available resources are distributed
among the digible governments. The characterigtics of agrant will obvioudy vary greetly
withthe purposes pursued withthe transfer. Whileit isbeyond the purpose of thismodule
to provide a comprehensve overview of intergovernmentd transfers, a number of
dternative types of transfers that could be considered for the design of a system of
intergovernmentd trandfersinclude:

. Revenue sharing. Loca governments could be dlowed to keep a percentage of
certain nationa revenues collected within their territories, such as the persona
income tax. These revenues can be digtributed on “derivation bass’ (i.e, they
stay inthe jurisdictionwhere they are collected) or else they can be distributed on
a per capita basis or other criteria or even formulas. Because revenue sharing
does not give local governments discretion over ether the tax rate or base,
revenue sharing is conddered atype of intergovernmentd transfer.

. General purpose (unconditiona) block grant. A genera purpose or unconditiona
block grant isagrant dlocated on an annud basis that has no drings attached. A
formula is often used to dlocate unconditiond block grants among local
governments. Due to the unconditiond nature of this grant type, it providesloca
governments with a substantid amount of policy discretion. Grants issued for
equalization purposes are most often generd purpose unconditiond grants.

. Conditiond grants. The name of this grant aready suggests that conditions are
imposed (by the central government) onthe use of this grant. Conditionscanvary
greatly from case to case. A sectora block grant (also called categoricd grants)
isaconditiona block grant that comes with the condition that the funds must be
spent on a specific sector (for example, education); however, locad governments
maintain full control over how to spend the fundswithin each sector. Alternatively,
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gpecific purpose grants can have very narrowly defined conditions (for example,
aspecific grant to be used for school books). Conditiona grantsby design limit the
discretionof loca governments, and as arule should be used sparingly. However,
conditiond grants may be judtified inorder to promote nationa policy prioritiesor
to prevent suboptima funding of particular locd government activities.

Matching grants. Matching grants are conditiona grants whichrequire a specific
contribution by the local government in a particular expenditure area.  For
example, the central government may provide a matching grant of one dollar for
every dallar that aloca government spends on school books fromitsown revenue
sources (or genera alocation transfers). Matching grants can be designed in a
variety of ways and for avariety of purposes. Matching grants canbe defined for
very specific purposes or for broader (sectoral) purposes, the rate withwhichthe
central government matches local government contributions can be increased or
decreased depending on the centrd government's desire to simulate spending in
apaticular policy area; and matching grants can be open-ended or capped at a
maximum for each local governmertt.

Cost reimbursement. The centrd government could implement agrant schemein
whichit (fully or partidly) reimbursesloca governmentsfor certain approved cost.
Again, this mechanism redricts the discretion of local governmentsand should be
used with great caution. However, reimbursement schemes are recommended
when a centrd government relies on local governments to implement centra
government policies (i.e., to fund tasksthet fdl outside the reelm of functions to be
devolved to locad governments as part of the decentralization program). For
example, the central government may wishto fully remburseloca governmentsfor
the cost of certain medicines made available through local governments as part of
nationa eradication programs. Full reimbursement would prevent centra
government policies from becoming unfunded centrd mandates.

Ad hoc or ex-post grants. In some cases, the distribution of grant programsisleft
to the discretion of an agency withinthe executive branch, suchasthe Office of the
Presdent or the Minigry of Finance or in some cases to the discretion of
Parliament. Ad hoc disbursements give the public officids, an opportunity to “buy”
favorsand provides paliticians an opportunity to widd their influenceto the benefit
of their condtituents. This practice hardly ever resultsinandlocation of resources
in accordance with the principles of sound fisca management. Ancther relaively
common practice, with amilar inefficient results, isfor the Ministry of Finance to
forgive subnationa governments budget loans that were incurred during the yesr,
essentidly turning budget loans into ex-post transfers.



Subnationa borrowing

A fourth dimension of intergovernmentd fiscd relaions is subnationd borrowing. Like
revenue autonomy, central governmentsare oftentimid yieding control over borrowing to
state and local governments, afraid of losing control over fiscd policy as a macro-
economic management tool. However, this might impede the ability of subnationa
governments to borrow funds for capita development purposes. While subnational
borrowing has risks, the efficiency gains and greater (intergenerationd) equity associated
with well regulated and controlled subnationa borrowing outweigh those risks.

Thereare several basic approaches for bringing discipline and responsibility to subnationa
government borrowing. The first approach relies on financia markets to salf-enforce
prudent borrowing behavior by subnational governments. Excessve or irresponsible
borrowing gets punished by higher borrowing costs and ultimately by the refusal of lenders
to provide funds to irresponsible governments. This gpproach only works effectively if
there are wdl developed capitd markets and indtitutions, including disclosure of
information, ratings agencies and bankruptcy laws. The rdaive smplicity and sdf-
enforcing properties of the market approach make it a more attractive and ultimatdy a
superior approach. However, typically ingtitutions are not devel oped enough to make the
capitd market aviable dternative in most developing and trandtional economies.

A second approach to subnationa borrowing relies on federa or central government
legidation to impase limits on borrowing for subnational governments and on central or
federa government agencies enforcing these limits Countries with less well developed
capital markets and ingtitutions often rely on this second approach. In addition, a
successful drategy to impose restraints on subnational borrowing requires ingtituting
bankruptcy and financid emergency controls and addressing the fiscal imbalances that
underlying the fiscal problems of subnational governments,

2.2 Vertical Fiscal Balance

The design of expenditure responshilities and revenue sources very rarely leads to a
perfect match between the two sides of subnationa government budgets.

Verticd fiscd balance exists when there is a broad correspondence between the
expenditure respongbilities assigned to each level of government and the fiscal resources
avalable to themto carry out thoseresponghbilities. Vertica baance requiresthat revenue
sources (revenue-raising cagpacity) assigned to the central and subnationa government
matchtheir respective expenditure responsbilities. This requirement appliesto the revenue
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source assgnment for each subnationd government as wdl as for dl subnational
government in aggregate. It isaways hard to attain vertica baance. The mogt effective
solution is to provide some degree of tax autonomy or discretion to each level of
government. A typical representation of the two sides of the budget is givenin Table 1.

Table1:
Vertical Fiscal Balance

Revenue Capacity = Expenditure Needs

Regional Revenue Sour ces Expenditure Responsibilities
[1] Own taxes and other revenue [4] Own expenditures (responsibilities)
sources [5] Deegated expenditure responsbilities

[2] Shared tax revenues

[3] Intergovernmentd transfers
(8 Equdization grants
(b) Other recurrent transfers
(c) Capitd trandfers

The most common source of vertical imbaanceisthe lack of own revenue sources & the
subnationd level. There are severd reasons why central government often are hesitant to
assign substantial own revenue sources to subnationa governments:

C the center’ s fear to lose control over fiscd policy as afisca management toal;
C the perceived need for the centrdized adminidration of the most Sgnificant taxes,
C the assgnment of the most eagtic sources of revenuesto the centra government

(eventhough local governments are oftenass gned responsibility for public services
with amore eastic demand with respect to income);

C fear of mismanagement or tax competition among local governments, or;

C samply areflection of the dominant political power of the centra government.

Revenue sharing and trandfers are typicaly designed to redress this verticd imbdance.
However, both politica accountability and economic efficiency require that subnationa
governments have at least some own sources of revenues, meaning taxes and fees over
which they have total or dmost total control. At a minimum, local governments should
have discretion over the rate of aloca own revenue source. An item of specific concern
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in many decentralizing countries is that athough subnationd governments are often
increesngly assigned “own source revenues’ to fund their budgets, the term is often
improperly used to refer to any revenue source that flows to subnational governments,
irrepective of whether subnational government have any control over these revenue
sources. In many cases, the base and rate of these “own source” taxes are ill
determined by the centrd or federal government.

Measures of Vertical Fiscad Baance

Conventiondly, verticd fiscal imbaances have been measured in two different ways. The
firg approach is to look at the surplus or deficit position of each consolidated level of
government, before borrowing but after al revenue sharing and transfers have been
implemented. One might conclude that the level of government that runs relaively the
largest deficit, does not have its expenditure needs met appropriately.

Box 1
Vertical Imbalancesin Practice: The | ssue of Adequacy

One common problem when a decentralization policy is implemented is determining the
level of resources thet is*“adequate’ for the delivery of subnationa government services.
Determining this level of adequate funding is often a cause for substantia disagreement
between the central and subnationa levels of government. It isimportant to consider this
question in the context of developing economies.

A defining characteridtic of developing economiesisthat economic resources are limited;
this naturaly congrains the resources that might be made available to the public sector.
A nation’ sfiscal decentraization policy will not instantaneoudy cause economic resources
to become abundant, and public sector resources a dl levels of government will continue
to be constrained wdl within socially and politically desrable levels. However, a
decentraization program does give local governments increased control over certain
revenue sources and aso gives governments the right to decide how loca resources are
allocated.

In this light, the term adequate should logicdly be interpreted within the context of the
overal congtraint on public sector resources. As a prudent step in the implementation of
a decentrdization policy, a more complete definition of what conditutes “adequate
resources’ should be established before any maor expenditure responshilities are
devolved. Reaching this understanding inadvance would be beneficid to al stakeholders.
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Consensus on the meaning of the term adequate resources would protect local
governments from atendency of central governments to use the decentralization process
inorder to resolve thar own fiscd problems by “dumping” expenditureresponghbilitiesonto
subnational governments. At the same time, the centra government would be wise to
inoculateitsdf fromfuturedams by loca governmentsthat the transferred resources were
inadequate.

Failure to establish a definition of adequacy would give loca governments politica cover
to engage in fiscdly irresponsible behavior (i.e., over-commit resources with the hope of
recelving additiond transfers) as soon as the decentradization process startsin earnest. In
practice, ahdpful measure of adequacy isthe historica leve of expendituresat the nationa
level for aparticular service (expressed in per capitaterms or as a percent of the public
sector) , in the year before it was decentraized.

Although this measure has the benefit of being easly understood, there are a number of
problems with this gpproach. This measure tends to be biased toward centra or federd
government mismatchbecauseinmany countries, either by law or by practice, subnationa
governments operate more conservatively than the nationa government. Inmaost countries,
the centrd government is alowed to borrow quite fredy to cover current operations. In
contrast, local governments in many countries are only alowed to borrow for capita
investment purposss, if a dl. Thismessureof verticd imbaanceisfurther only meaningful
under the assumptionthat deficitsare not the result of mismanagement or waste, or inother
words that governments at dl levels attempt to provide the services under their
responghility in an efficient manner. Only under these conditions would the presence of
a budget deficit suggest the presence of a mismatch between expenditure responsibilities
and fisca resources.

A second way to measure vertical fisca imbaanceisto examine what share of subnationa
government expendituresis financed with sourcesof revenues under the control of regiona
and loca governments. Hunter (1977) defines a coefficient for vertical imbalance as.

1 - (tota subnational resources not under subnationa control
/ total subnational expenditures)

This coefficient quantifies the share of the subnational government expenditures that are
financed fromsources of revenues that are controlled by the subnationd government. By
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congtruction, the coefficients of vertical imbalancetake va ues between zero and one, with
vaues closer to zero indicaing a larger vertica fiscd imbalance. There is typically
disagreement on how exactly to define those types of transfers and revenue sources that
are controlled by the central government, epecialy whencomparing fiscal decentrdization
policies between countries. An important advantage of Hunter’s gpproach is that it only
requires consolidated subnationd fiscal data.

2.3 Horizontal Fiscal Balance

Another important objective, and at times more important for maintaining cohes veness of
anationthan ataining vertica fisca baance, isto assure the achievement of an acceptable
leve of horizonta fiscd baance. Horizontd imbaances exist when there are sgnificant
economic and fiscd disparities across regions.  Significant regiond variaions in fiscd
resources often leads to regional tensions and can even lead to open conflict or demands
for secession.

It isimportant to keep in mind that horizontal imbaances are anatura occurrence. If Ieft
undisturbed, regiona variaions ineconomic conditions and fiscd disparitieswill encourage
people and capita to relocate from less productive regions towards more productive
regions. As such, excessive equaization may thwart the effident alocation of resources
throughout the nationd territory and overal economic growth in the country.

Although increased decentralization of revenue sources dways results in increased
horizontd imbaances, it is important in the design other elements of a sysem of
intergovernmenta fisca relations to keep theimbaance in check. Horizonta imbaances
can be controlled by assigning own source revenues in a way that minimizes resource
vaidions between local governments. For ingtance, assgnment of natural resource
revenues to state or loca governments could lead to extreme variations in resource
avalability at the subnationd level. More typicdly, horizontal imbaances are addressed
by equdization trandfers.

Measures of Economic Disparities
Without exception, at least some fiscal disparitiesdo exist between different regions within

acountry and between different locdlities within aregion. However, political forces often
demand that the system of intergovernmental fisca relaion reduce these inequities. This
poses the dual task for economids to, firs, measure horizontd fiscal imbalances, and
second, to design policies to reduces these imba ances.
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The root cause of regiond fiscd digparities is the fact that each region or locality hasa
unique economic base since economic activity is not spread out across space in an even
manner. Thus, one possible measure of horizonta imbaancesis per capitagross regiond
product (GRP); other possible measuresof regiond disparitiesinclude per capitapersond
income or regiond vaue-added. The variableisexpressed in per capitatermsto control
for the fact that some regions are larger thanothers. Descriptive Satigicsthat aretypicaly
reported for measures of regiond disparities include the mean, minimum, maximum, and
the coefficient of variation. The coefficient of variation (CV) is practicd measure of
disperson, and is defined as the sandard deviation divided by the mean. An advantage
of the coefficient of variation compared to the standard deviation is that the Sze of the
coeffident does not depend on the measurement units chosen. As a result, one can
compare the CV's of two variables that are measured in different units.

It isimportant to note that per capita GRP is alimited measure of fiscd disparities. For
example, two regions withthe same level of GRP may have different levels of fiscd need.
In addition, different regions may aso have differing abilities to collect taxes as aresult of
differences in economic structures: a rurd, agricultura region, for example, may be less
able to collect taxes than an urban region with alarge manufacturing sector when trying
equally hard to collect taxes from the same leve of GRP.

Messures of Fiscal Capacity and Fiscal Need
While variationsin per capita GRP provide a measure of regiona economic disparities,

horizontd fiscal imbaances are better measured by variations in fiscal capacity across
regions. The fiscal capacity of a region represents the potential revenues that can be
obtained form the tax bases assgned to the region if an average leve of effort is applied
to those tax bases. One might be inclined to use variations in per capitaregiona revenue
collections as a measure of fiscd capacity. However, the level of own source revenue
collections does not depend solely on the ability of a state or local government to collect
revenues, but is also effected by the level of effort exerted by the subnationd government
in collecting revenues. Section 3.3 discusses the difficulties in selecting a good measure
of fiscal capacity and suggests a number of possible measures.

In addition to differences in the economic base of regions and differences in the ability to
generate revenues, regions are dso different with regard to fiscal needs. Differences in
fiscd need can arise due to variations across regions in geography, climate, demographic
composition and economic conditions. For example, regions with more young or old
people typicaly spend more oneducationand hedlthcare, respectively, thanother regions.
Likewise, regions with high concentrations of poverty oftenneed to spend more on socia
programs, while regions with higher price levels will typicdly also have higher expenditure

-13-



needs in order to assure the same leve of public services as other regions. Again, ways
to measure and quantify fiscal need are discussed in Section 3.3.

Measuring the Fiscal Gap

The most obvious way to reduce fiscd disparities is to provide transfers to regions that
have asgnificant “fiscd ggp.” Thefiscd gap could be defined as the difference between
fiscal needs (needs associated with the expenditure responsibilities, indicated by [4] and
[5] in Table 1) and fiscal capacity (own-source revenue potentia [1], shared resource
revenue potentia [2]), after taking into account targeted transfers (indicated by [3b] and
[3c] inTable 1) whichareused to pursue other objectives. The remainder of thefisca gap
could befilled by equdization transfers[34]. :

Fiscal Gap = Fiscd Needs— Fiscd Capacity - Targeted Transfers

Themainchdlengein providing equdizationtransfers, though, isto measurefiscd needand
fiscd capacity. As pointed out above, actua revenues form a poor measure of fiscal
capacity, becauserevenue collections d so depend onregion’ sfiscd effort. Smilarly, locd
expenditures are not necessarily a good reflection of fiscal needs: subnationa expenditure
levels more a function of aregion’ sfiscal capacity and aregion’ spolitica ability to receive
specid favors and transfers than ameasure of fisca need. In addition, the use of actua
revenues and expenditures in an equdization formulawould provide a perverse incentive
for subnationad governments to increase spending while reducing own source revenue
callections, with the knowledge that the central government will financethe difference. As
aresult, actua revenues cannot be used in generd to measure fiscd capacity and actual
expenditurescannot be used to measure fiscd needsfor the purpose of equdization. More
ingenera, the measure of tax capacity and expenditure needs can notincorporatevariables
that can be directly affected by the behavior of subnationd, governments or the central
authorities.

24  Determining the Size of the Equalization Transfer Pool

The firg fundamentd step when consdering the introduction of an equdization trandfer is
to explicitly identify how much equalization will be pursued, inlight of the potentia
tradeoffs between equadization on one hand and economic growth and overdl incentives
for revenue mohilization on the other hand. Although not much is known with certainty
about the potentid tradeoffs between the level of equdization and overal economic
growth, the presumption is that by withdrawing resources from better off regions for
distributionto poorer regions the overdl rate of growthwill dow down. Depending on the
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economic and fiscal disparities across regions inthe country, ahigh degree of equdization
could draw resources away from faster growing regions. In addition, sysemsthat bringa
high degree of equdization can have asgnificant deterrent effect on the simulation of tax
effort and the development of tax bases. Thus, animportant questionis whether these high
degrees of equdization are dill desired, and if so, how the negative incentives for revenue
mohbilization can be minimized.

The second fundamentd step is to decide on the use subnational governments can
make of the equalization funds received. Although it is oftenthe case that equdization
funds are used as instruments to pursue economic objectives other than equdization, in
generd it is more desirable to use different instruments to pursue these objectives. For
example, redressing vertica imbaances can be accomplished through the reform of
revenue assgnments. Alternatively, the support of particular types of expenditures at the
subnationa leve could be accomplished through the use of conditiond grants (for instance,
categorica or maching grants). For the most part, equalization transfers should be
unconditiond, lump-sum transfers, thus providing subnational government with total
discretion to use those funds.

Veticd (Paternd) or Fraternd Equalization

The third fundamentd step isthe determination of overall funding for equalization
transfers. Two basic aspects of this determination may be identified. Firs, it should be
determined whether equalization will take place usng a traditiond, verticad mechanism
(funded by central government revenues) or whether equdization will occur through a
“fraternd” approach (funded among the subnationa governments themselves).  Second,
oncethe basic principle has beenidentified, what are the rules to be used within that basic
principle.

The use of an explicit fraternal principle for funding the equalization pooal is afunction of
higorica tradition, whether or not there exist sgnificant economic and fiscd disparities
across regions, whether there exig ethnic frictions inthe country, and soon. Themainidea
under the fraternd systemis to create apool of funds from direct contributions by richer
subnationa governments which is digtributed to the poorer subnationa governments. This
sysemisaso knownasa“RobinHood” systemof finance. It isusedin Scandinavian and
some Central Europeancountries, and also inthe Bdltic countries. Inthe second approach,
which can be labeled verticd funding, the centra government contributes the funds to be
distributed to poorer subnationa governments as equdization grants.

There is aso the possbility of mixed (fraternal and vertica) funding. For example, the
system currently used in Latvia is actudly a mixed system because both the central
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government and richer subnationa government contribute jointly to the equalization fund
pool. Central government may aso engineer hybrid funding systems by implementing
negeative transfers (or mandatory withdrawals) from richer regions but without actualy
putting these funds directly in the equdization pool for poorer regions. Many countriesin
the Former Soviet Union (e.g., Kazakhstan, Ukraine and Russia) have been using
withdrawals or negative transfers on and off during the trangition years as anindirect way
to fund (and dso implement) equdization schemes.

It must be kept in mind that any change in the system of funding of the equdization pool
is likdy to require aso sgnificant changes in revenue assgnments and/or expenditure
assgnments, if dl levels of government (central and subnationd) are to be held harmless.

Funding Rule
After the basic principle or gpproach to funding the equdization pool has been decided,

severd rulescanbe chosenfor their implementation. The actual determination of fundscan
be organized on an ad hoc basis, such as a particular level of funding specified in the
annua budget, or it can done in a more objective and stable basis as, for example, a
percentage of central government revenues, or certain taxes, withthis percentage fixed for
anumber of years.

There are advantages and disadvantagesto these two different rules. The ability to change
the overdl levd of funding annudly in an ad hoc basis provides centrd governments with
more flexibility to pursue macroeconomic sahilizationpolicies. Onthe other hand, the use
of an ad hoc rule causes uncertainty for subnationa government budgets. The desirability
of making revenue flows for subnational governments more predictable suggests that the
introduction of atemporarily fixed rule for funding the equdization pool may be asuperior
dternative. A commonversionof this rule isto fund the equdization pool withapercentage
of centra government revenues and to fix this percentage for a number of years, for
example, three to five years. The percentage may be applied to only some central
government taxes rather than al revenues. But, even though the adoption of this type of
rule contributes sgnificantly to the revenue certainty of subnational budgets, it does stop
short of providing subnational governments with predictable revenues, since the actual
revenue performance of centad government taxes isitself uncertain.

Severd other rules may be adopted to increase the revenue predictability for subnationa
governments from equaization transfer flows. One of these rules is to fix the Size of the
equdization pool as a share of centrd government budgeted revenues, as opposed to
actua or redized revenues. A second rule is to use amoving multi-year average of central
government revenues for determining the pool of equdization funds. Againthereare pros
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and cons inthe choices of these rules. The former exposes centra governmentsto greater
risks, while the latter may under-fund the equadization pool in high growth and inflationary
environments. Of course, there is dso the possibility of indexing the moving average
amount for inflation.
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SECTION 3
EQUALIZATION MECHANISMS AND FORMULAS

The fourth fundamental step is the division of the equalization funds among
subnational governments Agan severa types of rules can be followed for the
goportionment of the avaladle funds among subnational governments. Firs, the
gpportionment of funds can be done on an ad hoc basis. This can mean many different
things For example the centra government may use bargaining and negotiation with
subnational governments, or may use “internal computations’ partialy based on political
congderationsto establish a“fiscal gap,” or it may use any other type of non-transparent
and discretionary methodology. Second, the central government may use an “equd per
capita’ rule for the digribution of funds for those subnationd governments that qudify.
Third, the centra government can use more complex and explicitly stated formulas.

The manner in which the equdization funds is divided among digible subnationa
governments is ultimately a political choice, but the desgn of the mechanism should be
guided by sound economic principles.

3.1  Universal Principlesin the Allocation of Equalization Grants
Centrd governments have many choices on how to structure the equaizationformulaand

evenwhat exact objectives to pursue, as discussed below. However, independently of its
find dructure, dl equalization formulas should obey several universal principles:

Firg, the equalization formula should provide a source of adequate resourcesto
local governments in away that balances nationd priorities and local autonomy.

. Second, the formula should support a fair alocation of resources by providing
more resources to districts with lower tax capacity and greater fiscal needs.

. Third, equalization transfers should be provided in a predictable manner in a
dynamic sense. The formula should be stable over a period of years to promote
revenue predictability and overal budget certainty.

. Fourth, equdization formulas should be, to the extent possible, smple and
trangparent. An important way to keep equdization formulas smpleisto limit its
objectives it exdusvdy to the purpose of equdization of fiscal capacity and/or
fiscd need. (Thus, it is generdly better to use other policy tools to achieve other
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specific objectives, such as dimulating fiscad effort or rewarding sectora
performance). The formula should also be understandable to al stakeholders, in
paticular regiona offidads and legidators, and not be subject to politicd
manipulation or negotiation in any of its agpects.

. Fifth, the formulas should not create negetive incentives for revenue mobilization
by subnationd governments, neither should they induce indfficient expenditure
choices. Negative incentivesto revenue mobilizationare created for example if the
amount of to be received in equdization transfers is reduced every time the
subnational governments makes a greater effort to increase its own revenues.
Negative inducements to expenditure choices are present, for example, if the
amount to be recelved from the equdization transfers isincreased by hiring more
employeesor hoarding excess physica capacity inthe formof haf empty hospitals
or ide school rooms. In order to avoid these negative incentives it is criticaly
important that the formulasdo not try to equaize actual revenues and expenditures
but instead fiscd capacity and expenditureneeds. Thesetwo concepts are defined
below.

. Sixth, the transfers of funds should be unconditiond lump-sum grantsfor generd-
purpose finanang of subnationa governments. This is S0 because the objective of
equdization is best served by providing subnationd governments with the
equivdent of their own-revenues, which in principle they can use without any
limitations or condraints.

. Seventh, duringtheintroduction of the new transfer mechanism, thetransfer system
should avoid sudden large changes in funding for loca governments. Changesin
the exiging formula should strive to hold local government * harmless.”

3.2 Allocation M echanisms

The genera intend of an equalization mechaniam is to compensate for fiscd disparities
acrossregions. Fiscd disparities arise from two main sources. Regions may differ in their
fiscal capacity, that isin their economic base and therefore in their &bility to raise a
particular leve of revenue withstandard rates and administration effort. Regions may aso
differ in thair expenditure needs. Even when regions have the same fiscd capacity or
ability to raise revenues, they may differ in the costs they face to provide a standardized
basket of public services due to differences in needs arisng from different demographic
profiles (percent of the population of school age or retired), geographicd and
climatologicd conditions, incidence of poverty and unemployment, and so on. The
differences in expenditure needs among regions may aso arise independently from
differencesin costs or price levels related to the provision of a standard basket of public
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sarvices.

In internationa practice there are countries that use formulas to equalize both fisca
capacity and expenditures needs (including most developed and transitiona countries),
countries that use mechanism that equalize only fiscal capacity, and countries which
equaize only expenditure needs differences across subnationd governments. Typicdly,
to achieve an adequate leve of equdization, it will be necessary to equdize both fisca
capacity and expenditure needs. Descriptions on internationa practices in fisca
decentrdization are contained in a number of publications, including Urban Public
Finance in Developing Countries by Roy Bahl and Johannes Linn (New Y ork: Oxford
Universty Press, 1992); Fiscal Decentralization in Developing Countries edited by
Richard Bird and Francois Valllancourt (Cambridge, UK: Cambridge University Press,
1998); Fiscal Federalism in Theory and Practice edited by Teresa Ter-Minassan
(Washington: IMF, 1997), Financing Decentralized Expenditures. An International
Comparison of Grants edited by Ehtisham Ahmed (Chdtenham, UK: Edward Elgar,
1997) and Intergovernmental Fiscal Transfers in Nine Countries: Lessons for
Developing Countries by Jun Ma (World Bank, 1997).

A further policy decison is whether the stimulation of tax effort by subnationa
governments should be part of the equdization mechanism. This canbe accomplished by
introducingincentivesinthe equdizationformulasto promote tax collections by subnationa
governments. This is a controversid issue. The generally accepted principle is that the
trandfer systems should neither encourage nor discourage tax effort by subnational
governments.

That tax effort should not be discouraged is immediately obvious, since otherwise
equdization transfers would be self-defeating. Nevertheless, surprisngly many transfer
systemsin the internationa practice, induding many countries of the former Soviet Union,
violate this neutrdity principle reducing transfersin response to revenue mobilization by
subnational governments. Theoreticdly, the general encouragement of tax effort is not
judtified either, because there is nothing superior about a system of intergovernmental
finance that taxes and spends more. The encouragement of higher tax effort by subnational
governments may be justified on a temporary basis if there is no tradition of revenue
autonomy at the local level or there is a generdized problem with the lack of tax effort.
However, to emphasize, the encouragement of tax effort should never be seen as a
permanent fegture of the equdization system.

Equalizing the Fiscal Gap Between Needs and Resources
Once the 9ze of the equdization pool is determined (preferably as a percent of central
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government revenues, fixed for a number of years), there are a number of waysin which
the alocation mechanism can be specified. One straightforward approach equalizes
resource based on the fiscd gap between expenditure needs and capacity. This
mechanism has three steps:

Step 1. Measure Fiscal Capacity and Fisca (Expenditure) Needs
Step 2. Define the fiscd gap for each loca government:
. If Fiscal Capacity > Fiscal Needs, then Fisca Gap = 0.

. If Fiscal Capacity < Fisca Needs, then
Fiscal Gap = Fiscal Needs - Fiscal Capacity
Step 3. Define the transfer to each loca government:
Trandfer to Subnationd Government ; =

(Fiscd Gap; /Y, Fiscal Gap; ) * Fund

Due to the inadequacy of the revenue sources assgned to loca government in many
countries, (virtudly) every loca government would be expected to have a postive fisca

gap.

In this approach, equalization transfers are dlocated in proportion to the fiscd gep. The
degree to which the gap is filled depends on the level of funding available: each loca
government’ s fisca gap will be filled by a percentage equd to the ratio of the tota funds
avalable and the aggregatelocal fisca gap.  Thismechaniam followsone of themost basic
structures of an equalizationformula because it uses only asngle determinant (or alocation
factor) to dlocate transfers, namdy the fiscal gap. Of course, this approach places an
important burden on the accurate computation of fiscal capacity and fisca need, which is
discussed in Section 3.3.

Equdization Using Two Windows
Asin the example above, an eguaization mechanism can combine the equdization of tax

capacity and expenditure needs in one single step.  Alternatively, an equalization
mechanismcantake the form of atwo-step mechanism, with separate “windows’ for tax
capacity equalization and expenditure need equdization. The added benefit of a second
window isthat it dlows to equdize differences in fiscd capacity at adifferent leve than
differencesin fiscal need. Of course, one could also use the firg window for fiscd gap
equalization and usethe second window for a different purpose, for example, to simulate
fiscd effort or to provide additiond transfers for only the poorest regions.

For ingtance, inatwo-window approach, one could equdize fiscd capacityina procedure
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very amilar to the previous example:

Step 1. Measure Fiscal Capacity
Sep 2. Definethefisca capacity gap for each loca government:
If Fiscd Capacity > Average Fiscal Capacity, then Capacity Gap = 0.
If Fiscal Capacity < Average Fiscd Capacity, then
Capacity Gap = Average Fisca Capacity - Fiscd Capacity
Sep 3. Definethe trandfer to each loca government:
Transfer to Subnationd Government ; =

(Capacity Gap; /)" Capecity Gap; ) * Fund

The information requirementsof thesetwo approaches are essentidly the same. However,
if the equdization of fiscal capacity and expenditureneedsis done inatwo-step or window
formula, then the overal amount of funding needs to be divided between these two
windows. There are no fixed and fast rulesfor the divisonof funds between the windows.
Thedivisiontypicaly reflects policy objectivestoward the need for equalizationof capacity
and expenditure needs and the perceptions as well as measurements of the relative
seriousness or importance of differences in fiscal capacity and expenditure needs across
subnational government budgets.

Regardless of whether a single or two-window approach is actudly adopted, the
effectiveness of an equdization formula is largdy determined by the quality of the
information and data used in its development. The biggest chdlenge is aways to find
adequate measures of fiscal capacity and expenditures needs.

Equdization usng Multiple Factors
One of the draw-backs of fiscal-gap fillingisthat it requires to quantify fiscal capacity and

fisca needs of each local government. A more basic gpproach isto alocate the fundsto
subnationa governmentsSmply in proportionto some dlocationfactorsthat together form
aproxy of aloca government’ sfisca capacity or fiscal need; this gpproach thus rdieson
anumber of weighted factors.

The digtribution approach using weighted factors is quite smple.  First, a number of
"factors' (such as population, land area, and so on) are selected. (The selection of
variablesis discussed in the next section). Second, it is determined how important each
factor will beinthe find alocationof transfers by assigning relaive weights to each factor
(y+a+... +a,=1; nisthe number of factorsused). Third, for each factor, alocal
government will receive its share of fundsin proportion to thet factor.
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An example may beilludratiive. Firg, it might happen that population and land area are
selected as factors to be used in the allocation formula. Second, the government assigns
aweight to population of 80 percent, while 20 percent of the totd fund is assigned in
correspondence withland area. Third, if aloca government area contains 5 percent of the
nationa population, the assembly would receive 5 percent of the funding avaleble for the
factor "population.” Naturdly, thisloca government would aso receive an dlocation in
proportion to its relative share of land area.

When expressed in a formula (as is sometimes done for the purpose of legidation), the
formulawould look like:

Transfer for Loca Government =
[ & (X /X)) + & (/X)) +...+ & (%/X,)]*F

Notethat this can be re-writtento the mathematicaly equivdent and perhaps moreintuitive
expression:

Trandfer for Locd Government /X)) *ay F
X2/ X3)* & F

+ 4+ + 1

X/ Xp)* &, F

where:

. F isthe pool of fundsto be dlocated among al loca governments,

. & tat..+a =1 ad

. x | X represents the share of each factor that is present in the local government
area.

Variables that could potentidly be included as dlocation factors in such an equaization
formulainclude

. Population;

. School-aged population (population aged 5-14) or school enrollment;

. The number of poor persons, and/or the number of ultra-poor persons,

. Infant mortaity count;

. Land area, acreage of arable land.

The fifth step involved in the design of an equalization mechanismis to decide whether
particularly poor or depressed regions need to be addressed in a speciad way within the
regular equdization mechanism or whether a different system of emergency
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equalization grantsfor these regionsisjudtified. It is not anuncommon event for some
regions in a country to be subject to extreme economic hardship conditions because of
drastic economic reversals or natural disasters. The expenditure need and fiscal capacity
gaps created by these conditions may well be beyond the capability and design of the
ordinary equdizationtransfer system. A separate systemof emergency equdizationgrants
(ether asaseparate transfer altogether, or as a separate window of the equdizationfund)
may well be judtified in the presence of extraordinary circumstances. When disparitiesin
fiscd capacity and expenditure needsremainmoderateawd | designed regular equalization
fund isdl that is needed.

Box 2
Equalization for the Neediest L ocal Governments

One way to increase the leve of equdization is to focus equalization transfers on the
neediest loca governments.

In the gap-filling mechanism (regardless whether you arefilling afisca gap, acapacity gap,
or aneeds gap), one can focus additional resources onthe neediest regions by modifying
the threshold. For instance, inthe computation of thefisca capacity gap above, step 2 can
be modified as:

. If Fisca Capacity > & * Average Fiscal Capacity, then Capacity Gap = 0.
. If Fiscal Capecity < e * Average Fisca Capacity, then
Capacity Gap = & * Average Fisca Capacity - Fiscal Capacity

where @ isathreshold parameter between zero and one. For instance, if & = 0.8, then
only loca governments that have a fisca capacity less than 80 percent of average fisca
capacity will recelve atrandfer. Since the same amount of funding is applied to a more
select group of (poorer) local governments, eachloca government can have alarger share
of its gap filled.

Inasmilar vein, when using the weighted factor mechanism, ingtead of dlocating fundsin
proportionto afactor, one can achieve agreater degree of equalizationby defining special
factors for the neediest regions. For ingtance, instead of alocating fundsin proportionto
the number of poor personsin aloca government (which would result in transfers to dll
regions, induding some to loca governments with alow poverty rate), one can define a
factor that measures a*“poverty gap.” This poverty gap variable could be used as one of
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the dlocation factors in the formula and would dlocate resources towards loca
governments that have an above-average incidence of poverty:

. If Poverty Rate; < Average Poverty Rate, then Poverty Gap; = 0.
. If Poverty Rate; > Average Poverty Rate, then
Poverty Gap; = (Poverty Rate; - Average Poverty Rate) * Population; .

The sixthstep in the equdization process is whether to introduce reforms * cold turkey” or
whether to phase-in the new transfer system (or the reform or an existing one) over
aperiod of severd years to smooth out the trangition to the new regime. A more gradua
approachwould typicaly makethe changesinregiona fundingmore politically acceptabl e.
The potentidly significant changes in trandfers and the losers that reform will generate are
often an impediment for the serious discussion of dternatives that imply significant
departures from the status quo. Dragtic changes in the leve of funding can hurt locd
governments ability to repay loans or to embark in long-term expenditure programs.

Two approaches could be used to phase in a new formula or a new equalization
mechaniam. First, one cangradudly introduce the new mechanism while maintaining part
of the status quo (see Box 3). Alterndively, one can phase in reforms by holding regions
partidly harmless, that is, by smply compensating regions for their lossinrevenuesdue to
the regime shift. Often these approachesfix the base transfer or entitlement for the local
governments in nomind terms. The trangtion to the new system is achieved through redl
growth and inflation, both of which kept to the shrinkage of the hitoricd trandfer. Thisis
typicaly harder to implement because addition funds for the purpose of holding harmless
are often not available. Unless there is dgnificant growth in revenues or additiona
resources could be identified, a holding harmless provision would significantly reduce the
avalable pool of fundsfor equalization. However, in many cases aphased-in programor
the use of a hold-harmless provision are preferable dternatives to having no reform
whatsoever.

Box 3
Phasing in a New Transfer Mechanism

A new transfer mechanism could be phased into assure that no unnecessary shocks occur
intheleve of funding. Thistechniqueisresource neutral and assuresthat sharp decreases
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and sharp increases in loca resource avalability are spread out over atwo-year period.
(Naurdly, if thesechanges are dill deemed excessive, this methodology could be modified
to ensure smoothing over athree-year period or even longer).

Transfer for aloca government =05Fo/O + 05 F /T,

where F represent the aggregate level of available funding; o/O represents the relative
share of resources that the local government would have recelved using the origina
dlocation mechaniam; and t/T represents the relative share of resources that the locdity
would recaiveif the activity would be funded fully in accordance with the new formula.

3.3  Fiscal Capacity, Fiscal Needs, and Fiscal Effort

Measuring fiscal capacity

Fiscal capacity of a subnationa government may be defined as the potentid revenuesthat
canbe obtained from the tax bases assgned to the subnationd government if anaverage
leved of effort (by nationd standards) is applied to those tax bases. Thus, idedly, tax
capacity should be measured by the size of the tax bases available to subnational
governments or the revenue that these tax bases would yield under standard tax rates. A
measure of fiscal capacity is necessary to compute transfers based on a“fisca gap” ina
one-window transfer mechanism. Alternaivdy, fiscd cagpacity (or a“ capacity gap’) may
be computed as one of the factorsin aweighted factor alocation scheme.

Before we proceed, let usexplain the problems associated with using the actua amount
of revenue collections in a region as a measure of fiscd capacity. There are severd
elements that create a gap between the amount of revenue raised by a region and the
potential ability of a region to raise revenue. First, two regions with the same fisca
capacity may collect different amounts of revenue as aresult of gpplying different tax rates
or defining taxable income in different ways, by for example, granting different leves of
exemptions. Second, two regions with the same fisca capacity may collect different
amounts of revenue due to variances in the enforcement effort with which revenues are
collected. Third, two regions with the same fiscal capacity may collect different anounts
of revenue as aresult of different levels of taxpayer compliance (for the same enforcement
effort). Thus, while tax rates, enforcement effort and taxpayer compliance al affect the
actud levd of revenue collections, they do not affect the potential ability of regionsto
collect revenues. Additiondly, usng actua revenue collection as a measure of fisca
capacity in an equdization formula would provide a negative incentive for subnational
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revenue generation, as it would reduce equdizationtransfersfor subnationa governments
that collect more revenues.

A variety of methods are used around the world to measure a state or region’s fiscal
capacity:

Firgt, an often used measure of fiscd capacity (despite the problems aready
mentioned) is the state’s leve of revenue collections or past years's revenue
collections. Note that using past collections only partidly addresses the problem
of negetive incentives. Sooner or later subnationa governments*learn” that higher
collections trandate into lower trandfers.

Second, the source of revenue for subnational governments (ether directly or
indirectly) isthe income of itstaxpaying residents. Asaresult, an obviousmeasure
(and one of the most widdly used measures) of fiscal capacity has becomethe per
capita leve of personal income. The main advantage of usng per capita
persond income as a measure of fiscal capacity is that its wide availability and its
amplicity.

Third, Gross Regional Product (GRP) ,the regiond-level equivdent of Gross
Domegtic Product, can aso be used asmeasure of fiscd capacity. GRP isdefined
as the total vaue of goods and services produced by the region’s economic
resources (land, labor and capitd) over a given period of time. Since the tota
vaue of goodsand services produced in aregion is equd to the income received
by the ownersof the employed economic resources, GRP reflectsthe total amount
of income potentialy subject to taxation by the state government. GRPisamore
comprehensive measure of the fiscal capacity than per capita income because
GRP incdludes income generated within a regiona irrepective of the location of
residence of the worker or producer.

Fourth, Total TaxableResources(TTR) isamodified versonof GrossRegiona
Product. Totd Taxable Resources recognizes that while GRP is a good measure
of the total amount of economic activity that takes place in aregion, GRP does
not include the effect of certain federal/central taxes and transfers on the fiscal
capacity of subnationd regions. Assuch, severa adjustment are made to GRPto
arivea TTR.

Hfth, inorder to moveaway fromthe one-dimens ondity suffered by the measures
of fiscal capacity reviewed so far, the (now-defunct) U.S. Advisory Commission
onIntergovernmenta Relationsdevel oped the Representative Revenue System
(RRS). Asameasure of fiscd capacity for a region, the fundamental concept
underlying the RRS is to calculate the amount of revenue that a region would
collect if it were to exert average fiscd effort. Thisis done by collecting data on

-27-



revenue collections and (proxies for) tax bases for each of the taxes under
consideration for every subnational regions. Based upon information on dl tax
bases for every region aswell asthe nationd average fisca effort for each of the
taxes (which is explained below), one can compute the amount of revenues that
each region would collect under average fisca effort. This amount is then
considered to quantify the fisca capacity of eachregion. Themain benefit of RRS
is that computations are made at a disaggregated level and based on detailed
knowledge of (proxiesfor) the statutory tax bases.

Box 4
Representative Revenue System (RRYS)

In order to move away from the one-dimensiondity suffered by the measure of fisca
capacity reviewed o far, the U.S. Advisory Commissonon Intergovernmental Relations
devel oped the Representative revenue System (RRS). Asameasure of fisca capacity for
aregion, thefundamenta concept underlying the RRS isto cd cul ate the amount of revenue
that aregion would collect if it were to exert average fiscal effort.

The Representative revenue System cong sts of five dements: (1) determination of revenue
coverage, (2) classfication of revenues into sources, (3) definition of standard tax bases,
(4) determination of average tax rates, and (5) the estimation of fisca capacity. The
discussion of the mechanism that followsis organized around these five dements.

Revenue Coverage. In order to produce the best measure of fiscal capacity possible,
the RRS should take into account dl the taxes and quasi-taxeslevied by regiond and loca
governments. Therevenue sources of the governments considered for the purpose of RRS
should indude quasi-taxes such as vehicle taxes, licenseor registrationfees, permits, user
chargesand fines. Sincepraofitsfrom regiona government-owned businessesa so enhance
the fiscal capacity of regions, they should aso be included in the revenues covered by the
edimation of fisca capacity.

Classification of Revenues. The next step inthe RRSisto group dl revenue itemsinto
“revenue components.” A revenue component is a group of revenues sources which
essentidly rely on the same tax base. For instance, avariety of regiond excises taxes on
didtilled dcohalic beverages canbe grouped into one revenue component. Inthis manner
al revenue items are combined into one or more revenue components. For example, in
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the United States the RRS incorporates 27 state revenue components, ranging from more
detailed components such as “ Selected Sales Taxes on Didtilled Spirits’ to a component
for “Generd Sdes and Gross Receipts Taxes.”

Defining Standard Tax Bases. The next sep in computing fiscad capecity isto define
astandard tax base for each of the revenue components. Requirements for the selection
of standard tax basesinclude (1) that they are closdy reated to the statutory tax baseas
possible, (2) that they are well-defined, and (3) that consstent dataare available for them
for dl regions. Examples of proxies of tax bases in the U.S. RRS system are the
consumption of didtilled spirits (ingallons), which functions as a proxy for the tax base of
the component “ Selected Sales Taxes on Didtilled Spirits.” The amount of retall salesand
receipts of selected service industries services as a proxy for the tax base for the
component “General Sales and Gross Receipts Taxes.”

While in the United States there are large vaiations in statutory tax bases for state and
local taxes, in many countries the base of regiona or loca taxes are defined by nationa
legidaion. Whenthe statutory tax base is defined the same across dl the regions, whenthe
measurement of the statutory tax base is freefromsubnationa manipulation, and whendata
on the statutory tax base are available, the statutory base can be used as the standard tax
base.

Determining Average Tax Rates. Once standard tax bases are defined for al the
revenue components under consideration, we need to determine the representative (or
average) effective tax rate that gppliesto each of the tax components. For this purpose,
wedo not rely on statutory tax rates. Instead, determination of the average effect tax rate
involves computing a weighted average of the actud tax rateslevied by dl the regions.

Firdt, for each tax component we add up the revenue generated across dl regions. Then
thisamount is divided by the standard tax base for thisitemaggregated acrossdl regions.
The resulting ratio is defined as the average or representative revenue rate for this tax
component. An example usng U.S. datamay again beilludraive. In 1988, al state and
local governments in the United States collected atotal of $ 108 hillion in general sdes
taxes, based on roughly $ 1,800 billion in retail sales and receipts for selected services,
which is the standard tax base for this component. This results in a representative or
average effective tax rate of (108/1800=) 6 percent.

Estimating Fiscal Capacity. Thefind step in the Representative Revenue Systemisto
determine the fiscal cgpacity for each region. Thisinvolves applying the average tax rate
(as computed in the previous step for the entire country) for each tax component to the
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respective standard tax base of the region. The tota amount that follows from these
computations represents the tota amount of revenues that each region would have
collected under average fiscd effort. Thisistheamount considered to represent the fiscal

capacity of the region.

The mogt basic version of a RRS groups al subnationa own source revenues into one
revenue component and uses a composite measure for the regional tax bases, such as
personal income, Gross Regiond Product, etcetera. Then, aregion’s fiscd capacity is
defined as

Fisca capacity of regioni = AETR* BASE;,

where BASE; is the tax base measure for region i, and the average effective tax rate
(AETR) is defined as the aggregate of own source revenues for dl loca governments,
expressed as a share of the aggregate tax base for dl loca governments. While this
measure of fisca capacity may appear rather smplidtic, two important benefitsare that the
datarequirementsare limited (maost countries have suffident data avalable to compute this
basic representative tax system) and that the RRS filters out the effect of differencesin
fiscd effort acrossloca governments.

Instead of considering dl revenues jointly, a more complex version of the representative
revenue systemwould separately consider eachmajor source of revenue. For instance, we
could define a representative revenue system with three revenue categories.

Fisca capacity of regioni =
AETR prop * PROP; + AETR gera ¥ RETAIL | + AETR orper * INCOME;

In this example, three revenue categories are defined: property taxes (PROP), retail saes
taxes (RETAIL), and other revenues (OTHER); the amounts of red property, the retall
sdes volume, and personal income could be used as the respective effective tax bases.

Ovedl, the RRS is a thorough and complete method to accurately measure the fiscal
capecity of aregion. Itisbased on disaggregated data and takes into account variations
in effective tax rates among various taxes components and non-tax revenue sources. As
a result, fisca capacity as measured by the RRS can be considered a more accurate
representation of aregion’strue fisca capacity. However, by the disaggregated nature of
the computations, the measure is extremely dataintensive.
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Measuring expenditure needs

The expenditure needs of a subnationd government may be defined as the funding
necessaryto cover dl expenditureresponghbilitiesassigned to the regionat a standard level
of sarvice provison. In practice there are many options to measure differences in
expenditure needs across subnational governments.

Fird, expenditure needs can be measured from the bottom up, costing the current
expenditure obligations of loca governments or cosing a standardized basket of
subnational government services. However, this gpproach is quite demanding on dl sorts
of information and it requires very explicit procedures for how to cost dl aspects of the
expenditure respong bilities of subnationa governments. Anadditiona disadvantageof this
approachisthat thereis no guarantee that the expenditure needs so derived are affordable
withinavailable budget resources. The lack of funds by necessity will require adownward
adjusment of the computed budgets. This often can become a source of frustration for
subnationa government officids, if not cause voters: protests.

Second, asmpler and more commonly used approach is to estimate some type of index
of rdative expenditure need. Impliatly, this is what is done when a weighted-factor
mechanismis used for the purpose of dlocating equdizationgrants. Theseindexesatempt
to capture, from the smplest to more complex ways, the factors that determine cost
differences in ddlivering a standard package of loca government services. These factors
include demographic variables reflecting for example, the specia needs of the young and
the elderly, other factors such as the leve of poverty and unemployment, and differences
in the price leve or cost of living. The ligt of criteriaentering theindex and the weight used
need to be carefully assessed and aso thoroughly discussed withdl stakeholderstoensure
that the main causesfor substantia differencesinthe costs of public serviceddivery across
jurisdictions are captured in the index.

A third way to establishthe expenditure needs of local governmentsisto rely onhistorical
expenditure patterns. Obvioudy, expenditureleves would have to be adjusted over time
for inflation and possible changes in expenditure responsbilities.

Of these three approaches, the most common and practical way to measure subnationa
expenditure needs is to construct afisca need index using the weighted-factor mechanism
presented in Section3.2. Naturdly, onewould have to determine which dlocation factors
best reflect local government expenditure needs and assign greater weight to those needs
measure that have a greater impact on loca government expenditures. Inter-regiona
difference in the cost of providing local public services between regions could be included
into the formula by usng a cogt-of-living (COL ) index as one of the dlocetion factors.
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Alternatively, the COL index could be used as a multiplier to adjust the relatively
dloceation for each subnationa governmen.

Sengtivity andysis could be performed on the weights that are selected for the allocation
factorsby analyzing the impact different weight schemes. In addition, regresson andyss
could be used to determine the incidence of the proposed mechanism and determine if the
proposed formula achieves the stated objectives of the government’s decentralization

policy.

Box 5
Expenditure Needs and Regression Analysis

Public finance theory suggests that ditizens have a demand for government goods and
services, muchlikethey demand regular private consumptiongoods. For instance, just like
consumers have awillingness to purchase a bottle of Coca-Cola, households are willing
to pay something for loca government services. The main differences between private
goods and loca government services are that (a) loca government services are typicaly
provided by alocal government instead of aprivatefirmand (b) local government services
are often paid through taxes instead of through a direct payment.

Inadecentralized systemof governance, where local leaders are elected by popular vote,
it is expected that locad politicians will attempt to levy locd taxesand providelocd public
services in such a way to satisfy a mgjority of the electorate. Thus, in a decentralized
system where loca governments have a fair degree of revenue autonomy and budgetary
discretion, economists canlearn something about the demand for non-central government
services by sudying the variation in loca expenditures and relate thesethrough regression
andyssto variations in socio-economic characteristics of subnationd governments. Such
aregressioncould revea how expenditureson local government services (suchas primary
education) vary with a community's ability to afford such services (fisca capacity),
differencesin the cost of providing the service, and other local characterigtics that cause
vaiaionsinthe demand for loca public services (fisca need measures). This knowledge
could then be used to guide the design of the transfer system.

Unfortunately, suchandyss of historical expenditure patternswould not yied animproved
understanding of the demand for loca public services in many developing and transitiona
countries. Higoricdly, loca governments in many of these countries had little or no
budgetary discretion and local governments typicdly had very limited own revenue
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sources. In the absence of some degree of loca budgetary autonomy, variaionsin locd
public spending across digtricts would therefore not reflect variaions in the demand or
need for loca government expenditures. Instead, it would reveal more about a local
government’ sability to collect own source revenuesand garner resources fromthe central
government through transfers than about the varidions in fisca need among local
governments.

Data concerns

Given the high stakes involved in an equdization sysem, there is a potentia risk for
subnationa authorities to put pressure on subnational satistical offices and government
officds at the regiona and local levelsto misreport datain order to increase their share in
the overdl pool of equdization transfers. To guard againg this type of problem is very
important to keep data sources and estimation procedures public and transparent.

Ultimately, the sdlection of factors and the weights assigned to themare a politica choice.
However, we recommend that the distribution formulas used to distribute equalization
grants should be based on a relatively limited number of factors. Incduson of too many
variables reduces the trangparency of the alocation scheme. It is dso more costly and
difficult to update a larger number of variables on a regular basis, and the use of many
variables introduces more opportunities for politica manipulation. Therefore a balance
needsto be struck between the need for smplicity and transparency, and the need to find
factors that equitably reflect the true fiscal need of loca governments.

It isimportant to make sure that variables used as factorsin the digtribution formula have
anumber of desirable characteristics. Variables used as factors should:
. Accuratdy reflect the specific characterigtics (they should be etigticaly sound).

. Be regularly updated in the future (every year or every two years).

. Come from an independent source respected by al stakeholders

. Be drawn from a source that cannot be manipulated by the central government or
one or more loca governments.

. Reflect needs or demands for public goods (for example, the number of clients)

rather than outputs such as infrastructure. Problems occur when using physica
output measures as allocation factors, as discussed below.

Variables That Should Not Be Used as Fiscal Needs Measures
There are anumber of variables that are sometimes used as factors in transfer dlocation
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schemesthat could actudly present sgnificant problems. First, animportant concernisthe
commonuse of the "equdity principle€" or "equa shares' asandlocationfactor. A potentia
problemisposed by the use of physicdl infrastructure measures asfactors. Theproblems
associated with both measures are discussed immediately below.

Use of "equdity” or "equa shares' asafactor inthe distributionformula (so that eachloca
government gets the same amount, regardless of its population) raises concerns about
incentives, efficiency and basic fairness:

. Firg, the use of equality asafactor in the dlocation formula raises a question of
basic farness. If the equdity principal would be used as an dlocation factor,
regions with fewer resdentswould receive muchlarger transfers when expressed
in per capitaterms. This violates a basic concept of fairness in a democratic
system of governance.

. Second, digributing funds based on equdity gives paliticians a significant fisca
incentive to creete new, smdl locd governmentsthat in turn receive a Sgnificant
fiscal benefit. Thisincentive may prove politicaly hard to resst, and often results
inlocad governments that are too small to benefit from scale economies.

. Third, the rdliance onthe equdity principle in the distributionformulawould cause
substantid efficiency losses by isolating smdl locd governments from the effects
of scale economies.

A second “bad” practice sometimes observed in the choice of dlocationfactorsisthe use
of physica infrastructure measures, such as hospita beds or school buildings. (For
ingtance, Uganda allocates a portion of its education transfers based on the number of
school buildingsineachdigtrict). The number of school buildinginalocd government area
isarguably avery poor measure of the educationa needsof alocal government. Wedthier
local governments, withgreater resources avalable for education, would likely have more
school buildings and thus receive more generous compensation under such as scheme,
while poorer local governments (that could not afford to erect school buildings) would
receive fewer resources. Thus, historica disparities are perpetuated in time.

In addition, the use of “outputs’ such as school buildings and hospita beds as dlocation
factors causes ineffidency by providing an incentive that could distort the preferred
dlocation of resources. For ingance, the incluson of school buildings as an dlocation
factor would give the local Finance Director a reason to press the District Education
Officer to build alarger number of school buildingsin order to increase dlocations from
the grant system. Thiswould be especidly harmful if resources could be better spent hiring
additional (or better trained) teachers. Therefore, as a rule, one should avoid using
measures of physica capacity or inputs (such as the number of hospital beds, the number
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of schools, and so on) asdlocation factors and focus instead on measures of the number
of "dients’ or citizenswith a certain need.

Measuring Fisca Effort

Fiscal effort can be defined asthe degree to which a government or subnationd region
utilizesthe revenue bases available to it. Assuch, theleve of fiscal effort is effected by the
levd of the tax rates gpplied (if subnationa governments have discretionover rate), by the
level of exemptions granted (again if subnational governments have discretion over the
dructure of the tax), and by the tax enforcement effort exerted by the tax administration
authorities. Theleve of fiscd effort istypically measured astheratio of the actud amount
of revenues collected to some measure of fisca capacity.

Therearetwo reasons why it isimportant to include adiscussion of fiscd effort in concert
with this treetment of fisca capacity. Firdt, the degree of fisca effort determines the gap
between actua collections in a region and the region's fisca capacity. The
acknowledgment that different regions may exert different leves of fiscd effort emphasizes
the fact that the revenuesraised in aregion and the revenue-raising ability of aregion are
two diginctly different concepts. Second, fisca effort itself may become afactor in the
dlocation of equdization grants. The ideais that regions that try harder to raise revenues
but are dill unable to finance a certain leve of public services may be more worthy of
recaving grant money. However, as we have seen it is generdly held that smply
rewarding regions that exert higher levels of fisca effort could result in the use of federa
resources on regiond projects that lack any merit.

A common problem with the indusion of fisca effort in dlocation formulasisthat rather
than using the levd of fiscd effort, subnationd fiscd effortis simulated based on the
increase inown source revenue collectionsreative to the previous year. The disadvantage
of this approach isthat subnationa governments need to consstently exert ahigher leve
of fiscd effort to recaive these incentives.  Subnationd governments that initidly exert a
highleve of fiscd effort have little to roomto increase thar fiscd effort further, and are thus
not rewarded for tharr highleves of fiscal effort. Ontheother hand, thismechanism smply
rewards subnationad governments that had previoudy low levels of fiscd effort. In
summary, by rewarding increases in fisca effort (as opposed to the leve of effort), there
islittle incentive for subnationa governmentsto maintain a conggently high leve of effort.
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SECTION 4
ADMINISTRATION AND IMPLEMENTATION

4.1 Management of the Grant Scheme

The seventh step is to decide how to structure the management and upkeep of the new
system of equdization transfers. As conditions and priorities in the country change, there
will be aneed to update the equdization mechanism. Adminigering and implementing an
equdizationsystemis a so atime consuming activity that will requireexdusveattentionand
dedication. Often these activities are carried out by the Minidtry of Finance or some other
centra government agency. Some countries (including Audtrdia, India, and Nigeria) have
used successfully the indtitution of a“grants commission,” which is a semi-autonomous
indtitution at the central government level which is charged with collecting al the required
data, overseeing the implementation of the equdization mechaniam, introducing changes
in the mechaniam to keep within its objectives, and maintaining an open diaog with the
stakeholders induding the subnational governments. The advantage of a “grants
commisson” isitsgreater impartiaity and objectivity inadminigtering the equaizationgrant
sysem.

4.2 Administration of the Distribution

The eighth step isto decide onthe administrative structure of equalization transfers
in those countries with more than two levels of government. In these countries, the
equdization system may be structured in two basic different ways. For smplicity, let's
assume that there are only three levels of governments: centrd, regiond or provincid, and
local or muniapd. The discussion gpplies without much difficulty to countries with more
than three levds of government, such is the case in China or Ukraine. The fird is a
hierarchica structure, whereby the central government implements an equdization system
with the regions or provinces, and leaves it up to theregiond or provincid governments
to arrange an equdization system with the local or municipa government within their
juridictions. A hierarchica structure of equdizationgrantsiscommoninfedera countries
(e.g., Canada, Audrdia, India) but aso in decentrdized unitary countries (e.g., China,
Ukraine, Kazakhstan).

The second approach is apardle structure whereby the central government does not only
arrange the equdization system with regiona governments but it aso arranges a separate
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equdizationsystemfor the municipa government directly without goingthroughthe regiona
governments. This system is used in Nigeria, as well as in some unitary countries such as
England, Poland and more recently in Indonesia

4.3 Smulations

The ninth Sepis, prior to the concrete implementationof any equdization transfer system,
to carry out acareful evauation of itsimpact on actud redigtribution through numerical

simulations of the different scenarios to make sure the government objectives are
fulfilled, that the system will live within the established budget congtraint, and that no
negative incentives areintroduced regarding revenue mobilizationand efficent expenditure
policies.

To explore suchamulations further, Part Two of this module discusses the congtruction of
aintergovernmentd fiscd trandfer smulation modd.

4.4  Plan and Implementing Supporting Reforms

The tenth step istointroduce other transfersto enable the government to pursue other
objectives besdes equdization. Thisisimportant from the perspective of the design of an
equdization fund because the introduction of other objectivesin a system of equdization
tranderstypicdly interferes with its effectiveness in ddivering its core objective. Indeed,
different types of transfers are used in decentralized systems of public financeinthe pursuit
of other government objectives. Idedlly, the systemof categorical and conditionad transfers
isobjective, trangparent and formula-driven. The best resultsareachievedwhenaseparate
transfer program is established for each separate objective the central government want
to achieve.

Examplesof the categorica transfersthat can be introduced include: (i) explicit categorical
grants, eearmarked for programs of nationa policy significance such asthose in educeation,
hedth, and so on; (ii) matching grants to provide incentivesto subnationa governmentsto
increaseexpendituresin areas withexterndities, such asinfrastructureand the environmernt;
(iii) direct trandfers to compensate for mandates and national programs such as those for
the socid safety net.

The eeventh sep isto plan and implement other supporting reforms. Quite clearly,
the reformof the system of equdization and other transfers may not be effectiveif carried
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out without regard to the necessary reforms of other important eements of
intergovernmental fiscal relations, in particular revenue and expenditure assgnments. For
example, thereislittle to be gained from introducing formula-drivensystem of equdization
trandfers if because of the lack of anexplicit and stable assgnment of revenues, the central
government can clawback any additiond revenues raised by subnationd governments.

Condusion

The design of a system of equdization grants is a complex and demanding task which
requires clear objectives, trangparent procedures and good data. The design of
equdization transfers dways need to be framed with the rest of the components of a
systemof fiscd decentrdization. Part one of this module has outlined the most important
stepsto followingoing about the design and implementation of equaizationtransfers. This
work is part applied theory and part actua practice. The next part of the module
demondtratesinpractical terms how to build an equdization trandfer sysem from scratch.
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