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“Intergovernmental Fiscal Transfers (IGFT) finance about 60% of
SNG expenditures in developing and transition countries and about a
third of such expenditures in member countries of OECD” (WB, 2007)
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1. Introduction:
Decentralization – Intergovernmental Transfers
Decentralization:
- More power for citizens in public decision making (participation and
accountability)
- Improved allocative efficiency by better reflecting local or regional
preferences about the type and/or level of provided public goods
⇒ But increased regional disparities
Can intergovernmental fiscal transfers
resolve this conflict of goals?

Social policy:
Nationwide access to health, education, welfare and other public services.
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2. Why Intergovernmental Fiscal Transfers?
A) Financing sub-national services and investments: Subnational own
revenues fail to fully cover the assigned expenditure responsibilities.
=> Bridge the vertical fiscal gap by providing grants to SNGs to finance
the provision of services.
B) Subsidization: When the sub-national provision of services has crossboundary or spillover effects, sub-national decision making may not
lead to the optimal nationwide provision of services.
C) Equalization: The central government may want to enable SNGs to
provide the same basic bundle of services with roughly the same tax
effort. This often requires a redistribution of resources.
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3. Types of IGFT (grants)
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Input

4. Choice of IGFT
A) Financing subnational services
and investments

B) Subsidization
(spillover effects)

?
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C) Equalization

A) Financing sub-national services and investments Bridging vertical fiscal gaps
Causes of vertical fiscal gaps:
- inappropriate assignment of responsibilities,
- centralization of taxing powers,
- pursuit of wasteful tax competition by subnational governments, and
- lack of tax room at subnational levels due to heavier tax burdens imposed
by the central governments
Goal: Bridging the gap
Measures:
- reassignment of responsibilities/functions,
- tax decentralization
- tax-base sharing (by allowing subnational governments to levy
supplementary rates on a national tax base)
- Only as a last resort: revenue sharing, unconditional formula-based
transfers, or conditional grants, all of which weaken accountability to local
taxpayers
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B) Compensating for Spillovers - Subsidization
Causes of Spillovers:
- Administrative area does not fully overlap with functional geographic area.
- Benefits of services provided by SNG go beyond the respective SNG
(positive externalities).
Goal: Compensate for spillovers to achieve the optimal level of
services.
Measures:
- Territorial reforms
- Horizontal cost sharing between local government
- Earmarked matching grants
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C) Equalization of horizontal disparities
Causes of horizontal disparities across SNGs:
- C1 Revenues: Differences in the territorial distribution of revenue bases
(taxes, natural resource royalties…) or access to them
usually measured per head.
- C2 Expenditures: Need and/or cost differences for producing the public
service
Goal: ensure horizontal equity and fiscal efficiency by enabling SNGs to
provide a standard package of public services
Measures:
- Horizontal transfers (Robin-Hood approach) and/or
- Vertical non-earmarked general purpose transfers
Open question: What should be the extent of equalization?
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Not appropriate for equalization
- Differences in local preferences either for optional services, for
quantities or quality above the minimum standard level in the provision of
services; or for autonomy that hinders the achievement of optimal size.
- Differentials that are attributable to strategic behavior on the part of the
SNGs with respect to federal transfer payments; local preferences between
(non-benefit) taxes and user charges (benefit taxes), including the choice –
if any – among different forms of taxes
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Mean taxable income per household in Swiss municipalities (2010)
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Example of an Equalization Scheme – Switzerland (2015; CHF million)

Central Government
Expenditure
equalization
Transitional
compensation
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Revenue
equalization

How to ensure national minimum standards in decentralized system?
Why minimum standards?
- Contribution to the free flow of goods, services, labor, and capital; reduce
wasteful expenditure competition; and improve the gains from trade from
the internal common market => Efficiency argument
- Achieving national equity objectives (e.g. in education, health, and social
welfare) because lower-level provision of such may have strong incentives
to underprovide such services and to restrict access to those most in need,
such as the poor and the old => Equity argument
Measures:
- In case of SNG implement national policies: vertical non-earmarked general
purpose transfers; output-based conditional grants
- In case of SNG determined policies: conditional non-matching grants
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6. Political Economy of IGFT
Traditional approach:
Central government attempts to maximize the social welfare of the nation.
But:
Politicians at the central level have loyalties at the sub-national level.
Central government is not completely informed about the policy options of
sub-national governments.
And:
Grantor’s perspective: grants should be limited and controlled
SNG perspective: transfer should be maximized with no strings attached
⇒ Tensions in inter-governmental financial relations.
⇒ Avoid ad hoc transfers; establish a broad based dialogue on IGFT
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7. Gender and IGTS
Goal:
To address gender issues through IGFT
Measure:
Earmarked transfers (if possible performance based)
Example:
Matching grants for establishing day care facilities in municipalities in
Switzerland.
But:
- Not a much debated topic in the IGFT community.
- Not yet a lot of international experience.
- Caution: Multiple objectives may negatively impact the efficiency and
transparency of the IGFT scheme.
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8. Donor Support: Trends
§ Recognition of fundamental importance of grants/transfers and IGFT
scheme
§ Moving from project funding of individual local government projects to
general, formula-based grants for subnational governments (also budget
support to SNG)
§ Engagement in policy dialogue on intergovernmental design
§ Increasingly aware of uneven outcomes in service delivery – responding
through performance based transfers
- Ensuring basic capacities (PFM, others)
- Performance based allocations
§ Challenge is to align funding flows with domestic systems and to respond
timely to a politically charged topic
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9. Conclusions - Principles for Designing IGFT Schemes
Goal: Ensure efficiency and equity of SNG service provision and fiscal health
Principles - Lessons:
- Avoid disincentives and misbehaviors
- Clarity in grant objectives – only one objective per measure (transfer)
- Rules-based (mandatory) transfers increase predictability and reduce rentseeking opportunities
- Keep the IGFT scheme simple! (full justice is not feasible; transparency)
- In earmarked transfer schemes, impose conditionality on outputs or
standards of access &quality of services rather than on inputs and processes.
- Ensure financial viability by introducing ceilings
- Data availability and reliability often limits the choice of detailed transfer
design
- Full justice is never possible; IGFT schemes are largely politically determined
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The Final
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