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Intergovernmental transfer programs in Europe, as in multi-level fiscal systems elsewhere in the world, are highly differentiated in their objectives and structure.  Among the most important factors driving the variation are the degree of taxing authority granted to local governments as well as differences in the nature and scope of the responsibilities of those governments.  National policy priorities relating to macroeconomic growth and inter-regional equalization further shape the details of transfer programs.

This note provides details on a number of grant programs for intermediate levels of government in European countries.  The information is intended to assist the process of decision- making by revealing the range of policy choices available.  No specific policy recommendations are made.  Most of the grant programs discussed in part II can be characterized as general-assistance transfers.  The use of the revenues is not mandated and, often, the programs include equalization elements.  The three French investment programs described in the last section of the paper are exceptions.  These programs support capital expenditures by local governments.  Two of the programs provide funds whose uses are subject to few restrictions (block grants), while one provides investment support specifically for secondary education.

I. General Characteristics of Intergovernmental Transfer Programs
Grants-in-aid can be broadly classified as (1) general fiscal assistance, which places no restrictions on use of the revenues by recipient governments; (2) categorical grants, the revenues from which must be used for purposes defined by the government that issues the grant; and (3) block grants, which nominally limit use of the funds to a single function or other general area.

General fiscal assistance is allocated to intermediate local governments to ensure vertical and horizontal balance in the system.  A system is vertically balanced if each tier of government has sufficient revenue-raising ability to finance the expenditures associated with its responsibilities.  Horizontal balance obtains when all governments in a given tier have access to sufficient revenues to finance their responsibilities without having to exert inordinate tax effort.  Because of the disparate abilities of governments in a tier to raise revenues relative to their expenditure responsibilities, most general-fiscal-assistance programs incorporate an equalizing element, and thus address both vertical- and horizontal-balance objectives.

There are three general rationales for categorical grants.  The first is to provide an incentive to the recipient government to deliver a public services in whose minimum provision the national government has an interest.  The second is to reimburse recipient governments for the costs of services they administer on behalf, or as agents, of the national government.  The third is to ensure an efficient allocation of resources to provision of services with significant external benefits, that is, benefits that accrue to non-residents of the subnational jurisdictions providing the services.  Categorical grants tend to address narrowly defined problems and are characterized by relatively stringent restrictions on the use of funds.

Block grants are distinguished by relatively modest restrictions on use.  Recent studies suggest that over the past 1015 years there has been a strong trend away from categorical grants in favor of block grants and general assistance.  There are several reasons for this policy change.  Systems composed of multiple categorical grant programs tend to be characterized by high administrative costs and intrusive compliance requirements for recipient governments.  Most important, the move to general fiscal assistance represents an effort to enhance the autonomy of local decision-making. 

In some countries, the trend toward general-assistance grants with revenue-raising-ability and expenditure-need-compensation components has resulted in a dramatic restructuring of intergovernmental transfers.  In the Netherlands, for example, the introduction of the general-use Provinces Fund in the early 1980swhich now accounts for 30 percent of total provincial revenues replaced 15 categorical programs.  Similarly, in Sweden, before reform of the grant system in 1993, categorical grants represented more than half the intergovernmental revenues received by local governments.  This provided the national government with potent levers with which to influence the provision of services by counties and municipalities.  Today, general-use grants represent almost 70 percent of revenues transferred to local governments.  Similarly, when the general-purpose grant scheme (described below) was introduced in Norway in 1986, it replaced 50 separate grant and subsidy arrangements. 

Grants-in-aid are usually allocated in accordance with objective criteria rather than at the discretion of program administrators.  This practice is almost universal in grants allocated for local operating expenditures; it is often true even of investment grants.  Exceptions include transfers to assist local governments in dealing with extraordinary developments (most often natural disasters), and specific expenditures borne by a relatively few local governments.  The use of objective criteria helps the grantor to achieve its goals while ensuring transparency and predictability.  Formula design should thus balance accuracychoosing parameters that effectively match program objectives with revenue allocationwith simplicity.  Moreover, objective allocation criteria should be based exclusively on variables that reflect underlying physical or financial conditions in the local jurisdiction, rather than variables that reflect local policy decisions (such as the number of teachers employed or their salaries).  Several transfer formulas discussed below violate these principles.  The allocation formula of the Dutch Municipal Fund, for example, includes more than 30 variables.  The multiplication of variables in such approaches obscures transparency and exposes the grant formula to particularistic interests.

Most intergovernmental transfers in Europe are programs of the national government.  This is to be expected, insofar as the central government has responsibility for macroeconomic stability and for setting redistribution policies that apply throughout the county.  Moreover, the delegation of responsibility for management of transfer programs to a designated level of subnational government could be interpreted as implying the existence of a hierarchical relationship between tiers of local government, a feature that characterizes only a few of the multi-level systems of Europe. 

In France, for example, the General Operating Grant (DGF) is paid to principally to municipalities and municipal associations, though payments also go to départements.  The DGF allocated to governments in each tier has a slightly different structure, involving different equalization components (inter-départemental solidarity, urban solidarity, urban-rural solidarity, metropolitan-overseas solidarity) and a variety of other allocation criteria.

The above notwithstanding, in some countries where subnational tiers do in fact have elements of heirarchical relationship, intermediate levels of government have their own programs of transfers to local governments.  In the federal republic of Germany, for example, länder are independent of the central government, and they allocate shares of land taxes to secondary and municipal local governments.  In Belgium, the principal grant programs for local authorities (Provinces Fund, Municipalities Fund, and the Assistance Fund for the Financial Recovery of Municipalities) are managed at the regional level.  In the federal country of Switzerland, cantons play a similar role vis-à-vis the countrys municipalities.  In Spain, the autonomous communities (regions) are responsible for the allocation of important transfer programs.  These approaches may, conceptually, be considered desirable to the extent that they bring decision-making closer to the governments that spend the funds.

In France, the DGE des collèges, which provides support for départemental capital expenditures in secondary education, exemplifies a hybrid approach, balancing harmonized revenue allocation with decentralized decision-making.  The government transfers DGE-des-collèges revenues to regions on the basis of expenditure-need parameters, and départements within each region (in a forum composed of département council presidents) decide consensually on the allocation within the region.

II. Intergovernmental Transfer Systems in Selected Countries
This section provides details on the allocation mechanisms used in transfer programs in several European countries.  Most of the grants-in-aid described below can be characterized as general assistance, that is, transfers not restricted in their use to particular public service(s).  The programs are grouped into three categories: general-assistance programs that have weak equalization components, general-assistance programs with important equalization elements, and investment grants.

General Fiscal Assistance Programs with Weak Equalization Components
The paragraphs below describe general-assistance programs that can be characterized as weakly equalizing.  Included in this category are tax-sharing systems in Germany and Austria, the Provinces Fund in the Netherlands, and the two principal general-assistance transfers in France: the General Operating Grant and the General Decentralization Grant.

a. Tax Sharing in Germany and Austria
General-fiscal-assistance programs primarily composed of shares in earmarked central- government taxes are an effective means of addressing the problem of vertical imbalance.  However, the formulas most commonly used to allocated shared taxes are either weakly equalizing (population) or negative equalizing (according to locality in which the taxes were collected).  Shared taxes are not an important form of intergovernmental transfer in Western Europe.  Although tax sharing exists throughout Western Europe, the payments amount to more than 5 percent of local government revenues in 1998 only four countries: Austria, Germany, Luxembourg (which does not have intermediate local government), and the United Kingdom.

In a few countries, taxes are shared upward, from municipal to intermediate local governments.  In Italy, 7 percent of the municipal business tax (ICIAP), whose rate is set by the municipality, is transferred to provincial governments.  In Germany, 58 percent of the revenues of intermediate local governments (kreise) derives from an upward transfer from municipalities.  The kreise council annually fixes the percentage of revenues that is transferred.

As a principal source of local government revenues, tax sharing is most developed in Germany and Austria.  In these countries, the yields of the most important national taxes are divided among the national government, länder, and municipalities.  German kreise do not receive a share of national taxes.  However, the kreise receive shares of land taxes, which the land may decide to allocate to lower levels of government.  For example, in Bavaria, kreise receive a share of the lands conveyance tax on property transactions.  Kreise receive 4/7 of the yield of this tax collected within the jurisdiction (and municipalities 3/7).

Tax sharing in Germany redistributes among these three levels of government tax revenues representing about 75 percent of all tax collections revenues in the country.  Yields from the personal and corporate income taxes are allocated according to origin of collection.  The VAT is distributed among länder according to population.

Sharing of National Taxes in Germany

National 
Länder 
Municipalities 

Personal Income Tax
42.5%     
42.5%
15.0%

Corporate Income Tax
50.0             
50.0                
                 

VAT
50.5             
49.5                
                   

Source: CDLR: no date.
Tax sharing in Austria follows a more complex allocation method.
  For the personal income tax, governments in each tier receive their shares of this national tax as a function of both population and the amount of taxes actually collected within the jurisdiction (actual formula was not available).  The gasoline tax is allocated on the basis of several factors: population, length of roads, overall area of the territory, and actual collections of the gasoline tax (the actual formula was not available).  Finally, VAT shares are allocated in proportion to resident population. 

Sharing of National Taxes in Austria

National
Länder
Municipalities

Personal Income Tax
60,0
22,0
18

Gasoline Tax
88,5
8,5
3

VAT
69,0
19,0
12

Source:  CDLR:  no date
The Provinces Fund in the Netherlands is a block grant that provides secondary govern​ments with some 29 percent of their revenues.  The Fund derives its revenue from 1 percent of all national tax collections, with the exception of customs duties and motor vehicle taxes.  From this global allocation, grants to individual provinces are allocated according to the five indicators and weights (since 1997) in the table below.  These weights have evolved significantly over the past decade, with increasing weight being placed on resident population.  The allocation coefficients ignore variations in the fiscal capacities of local governments, and hence are weakly or negatively equalizing.  (For comparison with this relatively simple formula, the highly complex algorithm used to distribute the Municipalities Fund is described below.)

The Provinces Fund in the Netherlands (1997)
Allocation Criterion
Weight

Flat rate for each province
33.3 %   

Flat rate per capita
33.3       

Flat rate per hectare of land and water within dikes for each province
33.3       

Source: The Financial Relationship Between Central and Local Government, Ministryof Finance, 

The Hague (no date); Dexia (1997).

The General Operating Grant in France (Dotation Globale de Fonctionnement) is the largest intergovernmental transfer allocated to French départements (as well as to municipalities and municipal associations).  The DGF is a composite grant program whose different elements have evolved since its introduction in the early 1980s to place greater emphasis on horizontal equalization.   Nonetheless, the départemental DGF formula remains only weakly equalizing.  A principal component of the grant, the lump-sum portion (dotation forfaitaire), is allocated according to historical distributive patterns, indexed forwardthus maintaining the privileged position of certain départements.  In addition, the equalization grant allocates resources to beneficiary départements from a defined pool of resources (fixed as a percentage of part of the total DGF) and does not aim to equalize differences between départements up to a certain percentage.

For a long time calculated as a portion drawn from the revenue yielded by the value added tax, the overall allocation for the DGF is now, according to the Finance Act of 1990, drawn from overall national budgetary revenues.  As of 1996, growth of the overall DGF allocation is indexed to the sum of the estimated annual increase in the consumer price index (excluding tobacco) and half of the estimated annual increase in GDP (if positive).  Previously, the budgetary allocation for the DGF was indexed to the VAT yield, but this index tended to grow faster than overall budg​etary revenues and was deemed inflationary.  This was replaced by an index derived from the value of the average wages of municipal employees.  But this yielded too few resources.

The départemental DGF is composed of four elements: (1) a special grant for the poorest départements (minimum-current-expenditure grant); (2) a sum referred to as the guaranteed increase; (3) a lump-sum grant; and (4) an equalization grant.  In addition, in 1991, a horizontal- financial-solidarity mechanism was introduced for the benefit of the poorest départements.  Allocation of the DGF is described in the following paragraphs.


(1) First, the minimum-current-expenditure grant is deducted from the overall grant allocation.  The overall budgetary allocation for the minimum-current-expenditure grant is fixed by the Committee on Local Finances, a consultative body composed of local government representatives and central government officials.  The overall allocation, however, cannot be less than the amount defined by law.  In 1988, the minimum size of the overall allocation was 90 million FF, and the allocation for each département was 450,000 FF.  Since that year, the minimums have increased by the same rate as the overall départemental DGF allocation. 

The poorest départements qualify for the minimum-current-expenditure grant in two ways.  First, their per-inhabitant fiscal potential is no more than 40 percent of the average per- inhabitant fiscal potential for all départements; or, second, their per-square-kilometer fiscal potential is no more than 60 percent of the average per-square-kilometer fiscal potential of all départements.  Allocations to qualifying départements is made according to three criteria: the length of roadways in the jurisdiction (30 percent); the relation between the fiscal potential per square kilometre for all départements and that of the beneficiary département (30 percent); and the inverse of the beneficiary départements fiscal potential (40 percent).

Per capita départemental fiscal potential (which serves as the basis of calculation for the equalization grant and the minimum-current-expenditure grant) is the sum of the standardized yield of the four direct départemental taxes, divided by the départemental population.  To calculate the standardized yield for each tax, the départements tax base is multiplied by the average tax rate applied by all départements.  For each direct tax, the base used in this calculation is the gross taxable base of the previous fiscal year.

In addition, so as not to destabilize the budgets of relatively poor départements, a jurisdiction that, in a given year, ceases to qualify for the minimum-current-expenditure grant, will receive progressively smaller allocations over the following two years.  The first year, the allocation is equivalent to two-thirds of the minimum-current-expenditure grant received the previous year; the second years allocation is equivalent to one-half of the amount received the previous year.


(2) Second, the guaranteed increase is deducted from the remaining DGF resources.  The guaranteed increase is a stabilizing allocation that complements each départements share of the lump-sum grant and the equalization grant.  Annual allocations of the guaranteed increase are the amounts sufficient to ensure that the revenues received by a département from the lump-sum grant and the equalization grant progress from one year to the next by no less than 55 percent of the rate of growth of the budgetary allocation for the entire départemental DGF.


(3)Of the remaining resources, 45 percent is devoted to the lump-sum grant.  The annual lump-sum allocation to individual départements represents a proportionally larger share of the previous years allocation, an amount which has risen from a share originally defined in 1985 (information regarding law 85-1268 of 29.11.85 was not available).  Annual increases are equivalent to the rate of growth of the overall DGF allocation. 


(4) The other 55 percent of the remaining resources is devoted to the equalization grant. This grant is composed of two parts.  The first, representing 40 percent of the equalization grant, is allocated to départements whose per capita fiscal potential is below the average for all départements.  These revenues are divided proportionally among qualifying départments, in proportion to the difference between the per capita fiscal potential of the beneficiary département and the average per capita fiscal potential of all départements.  The second part, representing 60 percent of the grant, is allocated as an inverse proportion of the yield of the three local taxes imposed on households:  the tax on land, the tax on buildings, and the habitation tax.


(5) In 1991, a supplementary horizontal-equalization element was introduced, which has evolved over the past seven years. The program is funded by the contributions of the départements whose per capita fiscal potentials are above the national average (12 départements in 1996), and which do not have relatively high social-housing expenditure responsibilities defined as a ratio of social housing units to départemental population of at least 8.5 percent. These above-average départements contribute part of their DGF allocation (in 1998, communes previously facing difficult socio-economic conditions were the beneficiaries) to those départements poor enough to qualify for the minimum-current-expenditure grant.

A département whose per capita fiscal potential is above the national average but less than or equal to two times that average, is required to contribute 15 percent of its overall DGF allocation.  Départements whose per capita fiscal potential is more than double the national average contribute 24 percent of their DGF allocation.  This Robin-Hood mechanism is capped by law: a wealthy départements contribution may not exceed 5 percent of current expenditures in the previous year.  Poor départements receive this supplementary distribution in direct proportion to allocations received from the minimum-current-expenditure grant.

The General Decentralization Grant in France (Dotation Globale de Décentralisation) is the second largest general use transfer to départments.  Unlike the DGF described above, the General Decentralization Grant is designated as partial compensation for the transfer to départements and regions of certain responsibilities.
  Although nominally related to certain transferred responsibilities, use of the grant revenues is entirely at the discretion of the beneficiary département or region.

It was stipulated in the 1982 decentralization legislation that revenues to finance responsibilities devolved to local government must be composed of increased local tax revenues, achieved through the transfer of taxing authority from the national government, as well as general-use transfers in the form of the General Decentralization Grant.  The Law further stipulates that the revenues from increased own taxes and newly transferred national taxes must be equivalent to at least 50 percent of the expenditures associated with the new responsibilities. 

Thus, the General Decentralization Grant was initially defined as an amount equivalent to the difference between the total cost of transferred responsibilities at the moment of the transfer and the yield of transferred taxes.  (To départements were transferred the annual motor vehicle tax and a tax on property transactions; and to regions the vehicle registration tax.)  The General Decentralization Grant has evolved, since that time, at the same rate as the DGF.

General Fiscal Assistance Programs with Comprehensive Equalization Components
Most general-fiscal-assistance programs, including those with strong equalization components and those without, are financed by general government revenues.  Wealthier local governments may contribute to horizontal equalization by receiving a reduced grant allocation, by reason of their relatively strong revenue raising capacity.  As described above, such mechanisms are found in the départmental DGF in France.

In Germany, Denmark, and Sweden, pure horizontal-equalization programs exist.  That is, the systems are self-financing: the contributions of wealthier local governmentscounties in the case of Denmark and Sweden, länder in the case of Germanyare equal to grants received by poorer local governments.  From the point of view of the central government, this system presents two advantages: it limits the likelihood that local governments will present a common front to request a higher equalization allocation and it does not draw on national budgetary revenues.  

The Swedish government argued recently that such a system also serves as an instrument of control over the countrys wealthiest localities.  However, such systems may generate considerable political conflicts between regions with different fiscal potentials.  In Sweden in 1995, in the wake of protests by local governments suffering the fiscal effects of slow economic growth, the Supreme Court declared unconstitutional the then-existing system that obliged one local government to pay an effective tax to another.  The result has been a modification of relevant legislation to define clearly that contributions by wealthy local governments are payments to the central government that are then redistributedbut the horizontal equalization system remains in place.

In Germany, reunification of the five eastern länder has placed enormous stress on the inter-länder equalization program.  This equalization system ensures that no land will have per capita revenue less than 95 percent of the national average.  Before unification, beneficiary western länder (Lower Saxony, Rhineland-Palitinate, Schleswig-Holstein, as well as Saarland and Bremen) received some 20 percent of their revenues from these transfers.  Following incorporation of the eastern länder, equalization grants received by western beneficiary länder fell by 70 percent between 1991 and 1995.  Moreover, länder such as Bavaria began, for the first time, to make substantial contributions to the system.  As a result of these shifts, certain limits to obligatory inter-länder transfer payments have been enacted.

The objective of fiscal-equalization programs is to reduce disparities in the fiscal capacities of local governments.  The fiscal capacity of a local government is its revenue-raising ability relative to the costs of its responsibilities.  While the basic concept of equalization is widely accepted, the general-assistance programs of different countries approach the matter in a variety of ways.  The usual measures of revenue-raising ability are relatively straightforward, generally involving estimates of standardized per capita tax bases.
  The measurement of expenditure requirements or fiscal need, on the other hand, is a more complicated matter involving estimation of the cost in each jurisdiction of a standard level of the public services for which the local government is responsible.

The first program described below, the French Fund for the Correction of Regional Inequalities, is relatively unambitious and only makes use of variables relating to revenue-raising ability.  Following are descriptions of programs that incorporate criteria for revenue-raising ability as well as fiscal need.  A pre-1994 version of Frances DGF incorporated a simple allocation formula with a small number of variables.  More comprehensive is the Danish Equalization Pro​gram for Counties, whichin addition to a revenue equalization componentdetermines overall fiscal need on the basis of criteria relating to different age groups and criteria relating to social factors.
Norways General Purpose Grant program also attempts to equalize revenue-raising ability relative to expenditure needs among counties.  To measure county expenditure needs, Norways program relies upon separate estimates for the three most important county functions: health and social welfare, upper secondary education, and transport.

The Standard Spending Assessment (SSA) used to calculate the Revenue Support Grant in Great Britain adopts a similar approach, and estimates total expenditure need as a function of each local authoritys particular range of functions as well as local characteristics affecting service costs.  Unlike the other general-assistance programs described here, the SSA incorporates standard indices of service needs to estimate the cost of a uniform level of services for each function. The incorporation of such normative variables in the governments general assistance program reflects the very limited authority of local governments in Great Britain.  Finally, the Municipal Fund in the Netherlands is an example of a highly complex approach to the estimation of expenditure need. 

Instituted in 1993, the French Fund for the Correction of Regional Inequalities (Fonds de correction des deséquilibres regionaux) provides a partially equalizing allocation for the countrys poorest regionsregions whose per capita fiscal capacity is less than 15 percent of the national average (13 regions in 1994).  The Fund is wholly financed by the contributions of regions whose per capita revenue-raising ability is above the national average (3 in 1994).  Revenue-raising ability is defined as the standardized yields of the regions direct taxes.  The calculation takes the actual base of each tax in the previous year and estimates a standard yield by multiplying it by the national average rate for each of the taxes (each region determines its own rate for these taxes).  The sum of these estimates, expressed as a per capita amount, constitutes the measure of a regions fiscal potential.

A region whose fiscal potential is above the national average by no more than 5 percent is required to contribute an amount equal to 1 percent of its total expenditures in the previous year.  A region whose fiscal potential is more than 5 percent higher than the national average, but less than 20 percent, must pay into the Fund an amount equivalent to 1.5 percent of its total expenditures in the previous year.  Lastly, a region whose fiscal potential is at least 20 percent above the national average is effectively taxed an amount equal to 2 percent of its total expenditures during the previous year.  Because the Treasury collects the regions direct taxes, the contribution is automatically deducted from the regions tax revenues on a monthly basis.  The funding mechanism contains a circuit breaker, however.  A region is relieved of its obligation to pay the tax to the Fund in a year if the regions unemployment rate in the previous year exceeded the national average. 

Payments from the fund are allocated to beneficiary regions in the following fashion.  One-half of the allocation is distributed in proportion to the gap between the beneficiary regions per capita fiscal potential and 85 percent of the national per capita fiscal potentialmultiplied by a measure of the regions fiscal effort.  Fiscal effort is defined as the ratio of the actual yields of the regions direct taxes to the actual bases of the taxes.  The other half of the payments from the Fund is distributed in proportion to the gap between the beneficiary regions fiscal potential per square kilometer and the average fiscal potential per square kilometer for all regions.

The General Assistance Program for Counties in Denmark is composed of a General Grant and a comprehensive county Equalization Program.  The General Grant is distributed in direct proportion to the size of the total tax base of the county, and thus has no equalizing effect.  The county Equalization Program is the larger component of the general operating transfer.  The goal of the Equalization Program is to enable each county to provide a similar level of services with if it were to levy a standard set of tax rates, despite variations in  counties income levels and the demographic profiles.  To satisfy this objective, there are two complementary types of equalization programs for counties (and municipalities): (1) programs that equalize tax bases among governments, and (2) programs that compensate for differences in expenditure needs across local governments.  Because the program is self-financing, mandatory payments into the program by counties (municipalities) with relatively high per capita revenue-raising ability or relatively low per capita expenditure needs are equal to payments by the program to beneficiary counties.

The General Operating Grant (DGF) in France, before modifications promulgated in 1994, was allocated according to nine criteria, weighted as shown in the following table.  Note that the formula incorporates both expenditure-need criteria and (inverse) revenue-raising-ability criteria in one algorithm.

Equalization of tax bases.  The county tax-base equalization program in Denmark equalizes only 80 percent of the difference between a countys per capita tax base and the national average.
  The tax base for each county is calculated as the sum of the revenue actually collected from its income tax and its land tax, divided by the average actual rate of each tax.  The equalization grant is thus based on the difference between the county tax base per inhabitant and the national per inhabitant average, multiplied by the equalization percentage (80 percent) and the countys population.

Allocation Criteria for Frances General

Operating Grant Until 1994
Allocation Criterion
Weight 

Total
100.0%    

Expenditure-need criteria:
62.5       

     Population
40.0       

     Length of roads
4.5       

     Population  school age children 
4.5       

     Number of social housing units
13.5       

Revenue-raising-ability criteria:
37.5       

     Tax base (four local direct taxes)  inverse
30.0       

     Per capita revenues  inverse
7.5       

Source: CDLR (1997).
Compensation for differences in expenditure needs. Denmark's program compensates for 80 percent of the differences in the costs of a standard level of public services associated with differences in per capita needs.  The measure of local expenditure needs involves a multi-variable approach, using criteria judged to be the principal determinants of the cost of a standard level of services.  In 1996, the County Equalization Program comprised two types of criteria: (1) the age-characteristics of the resident population, and (2) a set of social factors believed to be highly correlated with the cost of the expenditure responsibilities of county governments. 

The age characteristics are the number of resident in a jurisdiction in each of 11 brackets, multiplied by a "unit amount" for each bracket.  The unit amounts are estimates of average municipal expenditures for each age-bracket.  The expenditures represent 80 percent of all local government expenditures.  For each spending category examples are primary schools and leisure-time activities for those aged 7-16 the  unit amount  is calculated by regression analysis of expenditures for all municipalities.  The estimates are of the increase in expenditures on primary schools for a given relative increase in the number of children of primary-school age.  Average age-group expenditures for each expenditure category are then summed, to yield a total estimate for each age bracket.  The above table shows the age-derived expenditure variables (unit amounts) for counties in grant year 1996.

Expenditure needs resulting from social factors are not related specifically to functional categories, as is the case with age-derived criteria.  Rather, these criteria take account, in a more general way, of the costs associated with local government`s social responsibilities.  Their relative weights (20 percent overall in 1996) are defined less by statistical analysis than by political consensus.

Expenditure-Need Criteria by Age Group, Denmarks

County Equalization Program (1996)

Age Bracket
Weight in Overall Grant

Total
80.0%

0-4 
5.6 

5-15
3.2 

16-19
10.4   

20-49
3.2 

50-59
4.0 

60-64
4.8 

65-69
6.4 

70-74
7.2 

75-79
9.6 

80-84
12.0  

85 and older
13.6  

Source:  Ministry of the Interior, Municipalities and Counties in Denmark (1996)

  Copenhagen.


Social-Factors Criteria, Denmarks County


Equalization Program (1996)

Social Factor
Weight in Overall Grant

Total
20%

Number of children of single parents
10   

Number of single inhabitants over 65 years old
10   

    Source:  Ministry of the Interior, Municipalities and Counties in Denmark (Copenhagen,

         1996).
To simplify the allocation, the number of age criteria was reduced in 1997 and their weighting altered, yielding the following table of indicators.


Expenditure-Needs Criteria, Denmarks County

Equalization Program (1997)
Criterion
Weight
Service Responsibility

Total
100.0%  


Population
17.8      
Environment

Public Transport

Road services

Administration

Population ages 0-20
5.3      
Specialized Schools

Population ages 16-19
5.5      
Lycees

Estimated hospital expenses as a function of age
37.8      
Hospitals

Estimated medical expenses as a function of age
13.5      
Medical expenses

Number of children of single parents
10.0      
Social factors that do not correspond directly to county responsibilities.

Number of single inhabitants over 65 years old
10.0      


Source: CDLR (1997).
Similarly, the program of General-Purpose Grants in Norway aims to achieve equalization of revenue-raising ability as well as compensation for the variation in expenditure needs among counties.  The grant program provides counties with a single general-use grant, composed of four elements.  The first focuses exclusively on equalization of per capita revenue-raising ability.  The calculation is based entirely on the personal income tax (the principal revenue source of Norwegian counties).  Equalization is a function of the tax base, which is derived by dividing actual tax collections by the local tax rate.  Counties with a per capita tax base below 90 percent of the national average receive transfers to bring them up to this level if they were to enact the national-average rate.  Small municipalities (under 3,000 inhabitants) receive an additional amount and municipalities with particularly rich tax bases receive reduced payments under the other elements of the program.

The other three components of the general-assistance grant are relative expenditure needs for three most important county responsibilities: upper secondary education, health and social welfare, and trans​port.  The calculation of needs in the three sectors yields an overall estimate of an expenditure require​ment, which can be viewed as an estimate of the cost of providing a standard level of services.  The grant formula includes an own-financing requirement, an amount used only for the purposes of calculation.  The own-financing requirement is defined as the revenue-raising effort after revenue equalization in the average county (or the median county, it is not clear from the source material) necessary to cover the expenditure requirement in that county.  The expenditure-needs-compensation grant to a given county is the dif ference between the esti mated total revenues of the county with the standard revenue-raising effort and the county`s expenditure requirement.  The criteria used to define expenditure needs for the three county responsibilities are described below. 

Expenditure Needs Criteria  Norways

General-Purpose Grant to Counties: 

Health and Social Welfare
Allocation Criterion
Weight in 1992

Total
100.0%        

Share of population 0-15 years
9.0            

Share of population 16-66 years
42.0            

Share of population 67-79 years
25.0            

Share of population 80 years and older
15.0            

Share of population in sparsely populated areas
4.0            

Share of single households 67 years and over
3.0            

Share of total area
2.0            

Special allocation for Oslo
10.0            

Special allocation for Troms County
2.5            

Special allocation for Finnmark County
15.0            




 Source:  Local Government Financing in Norway: the General Purpose




Grants Scheme (no date), Royal Norwegian Ministry of Local Government, Oslo.

Expenditure Needs Criteria  Norways

General-Purpose Grant to Counties:

Upper Secondary Education
Allocation Criterion
Weight in 1992

Total
100.0%    

Share of population 16-20 years
50.0        

Share of population 21-24 years
10.0        

Share of population over 25 years
5.0        

Share of pupils in vocational courses
15.0        

Share of pupils in elementary and secondary schools
15.0        

Share of population in sparsely populated areas
5.0        




Source: Local Government Financing in Norway: the General Purpose




Grants Scheme (no date), Royal Norwegian Ministry of Local Government, Oslo.

Expenditure Needs Criteria  Norways

General-Purpose Grant to Counties: 

Transport Local Routes
Allocation Criterion
Weight in 1992

Total
100.0

Total share of population
34.0

Share of total area
15.0

Share of population on islands
14.0

Share of sea routes
19.0

Share of urban factor
18.0




Source: Local Government Financing in Norway: the General Purpose




Grants Scheme (no date), Royal Norwegian Ministry of Local Government, Oslo.

Expenditure Needs Criteria  Norways

General-Purpose Grant to Counties:

Transport County Roads

Allocation Criterion
Weight in 1992

Total
100.0%       

Reinvestment costs
33.0          

Maintenance costs
67.0          




Source: Local Government Financing in Norway: the General Purpose




Grants Scheme (no date), Royal Norwegian Ministry of Local Government, Oslo.

The Revenue-Support Grant in Great Britain is a block grant transferred to both district- and county-level governments.  The amount of the grant is based on the central government`s estimate of the current expenditures necessary to fulfill each local government`s functional responsibilities, minus the standardized yield of local tax revenues (yield of the Council Tax at a uniform standard rate) and the revenues from shared national taxes (non-domestic rate).
  The Standard Spending Assessment (SSA) estimates each local government`s expenditure needs as a function of its particular set of responsibilities, standard indices of service needs, and local characteristics affecting service costs.  The SSA is a detailed approach to the calculation of expenditure need, incorporating a number of normative variables relating local characteristics to the expenditures required for each function.  Many of the variables are derived from regression analysis of actual local expenditures for each function.  The estimates define the weights of the factors in the formulas.  However, some variables and the weights assigned them are based on the grant designers judgements and consultation with local authorities.

To calculate each local governments SSA, the national government defines a global allocation for the revenue-support program.  This allocation, referred to as Total Standard Spending (TSS), is the overall target for local government spending in accordance with the governments macroeconomic strategy.  The TSS allocation is derived from the previous years allocation, adjusted for (a) inflation, (b) newly transferred tasks, (c) new spending required by changes in national policy, and (d) economies the national government thinks local governments should be able to realize.

The TSS is divided into functional blocks representing the most important local government functional responsibilities.  These functions, and the relative weight accorded each in 1995, are:  (1) education (40.1 percent); (2) social services (15.0 percent); (3) police (13.6 percent); (4) roads (4.1 percent); (5) debt service (4.5 percent); (6) fire (2.7 percent); and (7) other services including administration, planning, culture, and garbage collection (20.0 percent).  For each expenditure category, different variables are used to estimate expenditure need:

(1) Education. The allocation for this component is first subdivided, reflecting overall outlays at each level: primary education (40.2 percent), secondary education (42.8 percent), upper-secondary education (6.2 percent), pre-school education (5.6 percent), and miscellaneous (5.2 percent).  Each local government is then allocated a share of funding for each level of educationdepending on which education services it provides according to five variables.  The variables, and the weighted accorded each in the case of secondary education in 1995, are shown in the tables below.

Allocation Criteria  Britains Secondary Education SSA
Allocation Criterion
Weight in 1995

Total
100.0%      

Resident population age 1016
76.5         

Additional spending needs based on the number of children of     lone- parent families, families on income support and of     foreign origin
16.1        

Population density
1.3         

Number of children entitled to free school meals
2.0         

Adjustment for cost of living (primarily benefiting local authorities     with above average labor costs such as London and South     East England)
4.0         

Source: Davey/SIGMA (1994).

(2) Social Services. The overall allocation for this component is subdivided into three service categories: childrens services, services for elderly people, and other social services, primarily for mentally and physically handicapped individuals.  The criteria used to define the allocation for each service category are identified below.

(3) Police. Allocation of this component is by the number of police officers approved to work in each county, multiplied by a standard unit cost.  The unit-cost coefficient covers half of expenses associated with the county police force, the rest being covered by a special targeted grant.

Allocation Criteria  Britains Social Services SSA
Service Category
Allocation Criterion

Childrens Services
Number of children in single-parent families


Number of children in low-income families


Number of children living in rented accommodations


Number of children of homeless families


Population of non-white ethnic minorities

Services for the Elderly
Number of elderly, age 6574


Number of elderly, ages 7584


Number of elderly, over age 85


Each population category has a special cost coefficient:  age 6574 (1), age 7584 (5), and age over 85 (21).  The size of each age category, and corresponding cost coefficient, is further adjusted by variables represent​ing (a) percentage of age group on income support, (b) percentage of age group with long-term illness, and (c) percentage of age group living alone 

Other Social Services
Population, age 1864


Number of mentally ill people


Number of physically handicapped people


Population living in overcrowded accommodations


Population living in rented accommodations


Families sharing properties with others


Population of ethnic minorities

Source:  Davey/SIGMA (1994); World Bank (1996).

(4) Roads. Allocations for road services are made as a function of five variables, described below.

Allocation criteria  Britains Road Component SSA
Allocation Criterion
Weight in 1995

Total
100.0%      

Road Length (weighted according to type of road, and according to whether road runs through urban or rural areas)  
58.3         

Traffic density
22.2         

Population (including daytime inflow)
11.1         

Incidence of snow
5.5         

Adjustment for cost of living
2.8         

         Source:  Davey/SIGMA (1994).

(5) Other Services. The allocation for this component is based on demographic variables: 75 percent of the funding is allocated a function of weighted resident population, calculated as follows: resident population + (25 percent daily in-commuters)  (25 percent daily out-commuters) + (50 percent of night-time visitors) + (16.67 percent of daytime visitors). The remaining 25 percent is allocated according to variables measuring (a) exceptional population density, and (b) socio-economic conditions.

(6)Fire. The allocation to local governments for this component is based on five variables: (a) resident population, (b) number of fires last year, (c) population density, (d) properties at high risk (for example, chemical plants), and (e) length of coastline in the jurisdiction.

(7) Debt Service This last component covers local governments debt service obligations. The allocation to a local government is based on its outstanding debt contracted with approval of the central government, representing 4 percent of outstanding debt plus interest at prevailing average interest rates.

The actual calculation of expenditure needs for each service can be better understood by presenting each of the steps involved in the calculation.  Using secondary education as an example, the calculation is as follows.

Step 1:
Multiply the number of pupils aged 10-16 by an estimate of the basic cost per 
pupil.

Step 2:
Add the product of the proportion of pupils from families classified as having special socio-economic needs and the estimated additional cost of special socio-economic needs per pupil.

Step 3:
Add the product of the proportion of the resident population living in an area of geographic density of less than 0.5 hectare and the estimated additional cost of geographic sparsity per pupil.

Step 4:
Add the product of the proportion of pupils qualifying for free school meals and the estimated additional cost of providing free school meals per pupil).

Step 5:
Multiply the above by an area-cost-adjustment factor.

This process yields an estimate of the expenditures required for each local government to finance a standard level of secondary education.  Since 1995, the system has become more complicated because of the introduction of a school-choice system that allows a pupil to attend the school of his or her choice, within or outside the boundaries of the jurisdiction in which the pupil lives.  The SSA method has had to adapt in order to estimate accurately the costs to local governments of the introduction of the school-choice program.

The expenditure-need estimate for primary, secondary, and post-16-years education has two components.  The first is a pupil-led element that estimates expenditure needs associated with pupils enrolled at schools in a given local jurisdiction.  The second, resident- pupil, element estimates expenditure needs associated with all pupils who live in the jurisdiction, without regard to where they attend school.  The variables used to estimate the pupil-led SSA element are identical to those described abovealthough the cost factors are, of course, very different.  The resident-pupil SSA element encompasses the cost of services that derive from the responsibilities of the home local authority: support services such as home-to-school transport and education- psychology assistance.  Each home authority is also responsible for the cost of pupils attending special schools, without regard to whether the special school is located inside or outside its boundaries.

The SSA allocations described above are not equivalent to the size of the Revenue Support Grant, but represent an estimation of total local government spending, from which the normative yield of the Council Tax and the share of the Non-domestic rate are deducted. 

The Municipal Fund in the Netherlands is an exhaustive (and probably not very objective) approach to calculation of expenditure needs.  The present from of this block grant, instituted in 1997, is a substantial departure from the grants previous structure, which did not take into account socio-economic variables relating to needs for local government expenditures. Moreover, this general-purpose transfer takes the place of numerous categorical grants.  Note that a revenue-equalizing criterion is included that is inversely proportional to the municipalitys property tax base.

Allocation criteria  Municipal Fund in the Netherlands (1997)
Alloc ation Criterion


Weight


Total
100.0%  

1.
Property tax base
(18.8)     

2.
Population
22.5      

3.
Population  young people
1.2      

4.
Population  old people
0.3      

5.
Number of persons with revenue classified as weak 
5.4      

6.
Number of beneficiaries of social security allocations
16.1      

7.
Number of beneficiaries of income supplements
1.3      

8.
Number of minority population
2.5      

9.
Local potential for clientele*
9.9      

10.
Regional potential for clientele*
5.1      

11.
Surface area including canals and rivers
3.7      

12.
Surface area of submerged land 
0.1      

13.
Number of dwellings
14.0      

14
Population density
10.9      

15.
Surface area of urban and peri-urban zones
9.8      

16.
Historical areas (small scale)
Lump sum 

17.
Historical areas (large scale)
Lump sum 

18.
Length of waterways with historical interest
0.3      

19.
Number of village inhabited before 1830
0.5      

20.
Allocation for every commune
1.0      

21.
Allocation for Amsterdam
1.4      

22.
Allocation for Rotterdam
1.3      

23.
Allocation for The Hague
0.9      

24.
Allocation for Utrecht
0.5      

25.
Allocation for communes in the Wadden area
Lump sum 

26.
Allocation for communes in the Frisson Islands (Pop. <2,500)
Lump sum 

27.
Allocation for communes in the Frisson Islands (Pop. 2,500-7,000)
Lump sum 

28.
Allocation for communes in the Frisson Islands (Pop. > 7,000)
Lump sum 

29.
Surface area unusable land (Pop. < 3,000)
0.9      

30.
Surface area unusable land (Pop. 3,000-400,000)
Lump sum 

31.
Surface area unusable land (Pop. > 400,000)
Lump sum 

32.
Village inhabited before 1830 and historical centers
1.0      

33.
Other
8.2      



Source: CDLR (1997)



Concept based on the Theory of Central Places, formulated by W. Christaller. No description provided,

only reference: Christaller W, 1996, Central Places in Southern Germany, Englewood Cliffs, N.J. Prentice Hall.

Grants for Investment Expenditures
Described below are three French grant programs that subsidize investment expenditures by secondary local government in that country.  The three grants present very different approaches to the challenge of effectively targeting investment subsidies for priority investments.  The General Grant for Facilities (Dotation globale déquipement  DGE) subsidizes départemental expenitures for most classes of investment, allocated as a block grant according to different parameters.  The General Grant for Equipment Relating to Secondary Schools (DGE des collèges) is used by départements to support capital expenditures associated with secondary education.  This grant is first allocated among the regions according to expenditure-need parameters.  Allocations are then made among départements in each region on the basis of  consensual decision-making by a region-wide body composed of départemental representatives.  Finally, the Fund for Compensation of the VAT subsidizes specific départemental investment projects by reimbursing costs attributable to payment of the national value-added tax.

The General Grant for Facilities (DGE) is paid to départements (and communes).  Initiated in 1982, the DGE was intended to replace a complex array of specific-use investment subsidy programs previously allocated by different ministries (a few specific-use investment subsidies remain).  DGE revenues support investments by the département, as well as investments by other public bodies (such as joint authorities) to which the département has a right to transfer investment subsidies.  The overall budgetary allocation for the DGE is defined annually by decree, after consultation with the Committee for Local Finances (a consultative body composed of parliamentarians and local and central government officials).

The DGE has two parts.  The first, DGE-I, reimburses départements for a fixed percentage of their investment expenditures for classes of investment determined by the law to be eligible (which includes most types of investments that are départements responsibilities). 75 percent of the DGE-I allocation reimburses départements for direct investment expendituresproportional to each départements (or eligible public bodys) share of total départemental investment expenditures.  Twenty percent of the DGE-I is allocated proportionally to the length of a given départements roadways (roads classified as départemental responsibilities) in relation to the total length of départemental roads.  For purposes of this calculation, the length of départemental roads in mountainous areas is automatically doubled; départements that provide transport services to islands within their territory include as part of roadway length the maritime distance to these ports, multiplied by a special coefficient.  The remaining 5 percent supplements the allocation provided to départements that qualify for the minimum current expenditure guarantee (defined as part of the General Operating Expenditure Grant - DGF).

The second part, DGE-II, is attributed to départements as a function of their expenditures on agricultural land and infrastructure.  Eighty percent of the DGE-II reimburses départements for their expenditures (again including subsidies provided to eligible public bodies) on rural public worksproportional to each départements share of total départemental investment expenditures in this domain.  Ten percent of the DGE-II reimburses départements for their expenditures on rural land developmentproportional to each départements share of total départemental investment expenditures in this domain. 

Départments in France also receive the General Grant for Facilities Relating to Secondary Schools (Dotation globale déquipement des collèges).  This block grant is allocated at the regional level.  The national government transfers funds to the regions according to the following criteria:  number of school-age children (40 percent) and surface area of classrooms (60 percent).  Within each region, the conference of dèpartement council presidents (Conférence des présidents de conseils géneraux) decide by consensus on the inter-départemental allocation.  The overall budgetary allocation for the DGEC increases annually at the same rate as the DGE.  These grants must be used for capital expenses associated with secondary education.  Moreover, grant monies can only be used to increase the capacity of secondary-school infrastructure if these projects have been agreed to by the regional préfet and if the personnel are appointed by the national education authorities.

The Fund for Compensation of the VAT (Fonds de compensation de la taxe sur la Valeur Ajoutée - FCTVA) subsidizes départemental investment expenditures by reimbursing départements for their payment of the national VAT.  Most realized capital expenditures, net of personnel compensation, that derive from a départements responsibilities qualify for VAT reimbursement through the FCTVA, paid with a two-year lag.  Départemental investment expenditures qualify for VAT reimbursement through the Fund if the local government is the owner of the asset that was purchased.  Also eligible are investments made for the benefit of an asset held by a local government association, of which the local government making the expenditure is a member.  Investment expenditures for the benefit of a third party are generally excluded.
�The author would like to thank Andrzej Nermer for the Polish translation of this note.  All errors of fact and inter�pretation are the authors alone.  The views expressed do not necessarily reflect those of USAID, DAI, or DGPA.


�Spanish regions previously received a 15 percent share of the national personal income tax, but recent tax reforms have authorized the regions to apply a locally decided rate to replace tax sharing,  In Greece, municipalities have traditionally received some 30 percent of their total revenues from three shared taxes: 20 percent shares in the national personal and corporate income taxes, 50 percent of the yield from the motor vehicle tax, and 3 percent of the yield from the property transfer tax.  As of 1996, however, Greek municipalities have been authorized to apply a local supplement to the national income tax.  The revenue structure of the new secondary local governments (nomoi) is unknown.


�Austria is alone among European countries in not having a formal equalization program. Instead, equalization (among municipalities) takes place through the distribution of shares in 21 national taxes, allocated from länder to the municipalities. The distribution formulas vary from one land to another but tend to take account of population and the fiscal capacity of different local governments. 


�In 1984, the following national-government responsibilities were transferred to départements: administration of health and social welfare entitlements, management of lower secondary schools, school transport, and management of ports.  In 1986, the following national responsibilities were transferred to regions: professional training, management of upper secondary schools (lycees), and management of river infrastructure.


�Recall also that in many countries with strong regional structures, there exist intra-regional horizontal equalization programs, often to support fiscal inequalities between municipal governments.  In the canton of Berne in Switzerland, for example, the municipal equalization program is financed through an Equalization Fund, to which equal contributions are made by the canton and by municipalities whose per capita fiscal capacities are above the national average.  Municipalities whose per capita fiscal capacities are 70 percent or less than the national average receive payments from the Fund.


�A standardized per capita tax base for each local government, later compared with the national average, can be easily estimated by multiplying average national rates for each local tax (to take account of local governments rate-setting authority) by the actual tax base.  The commitment to equalization of differential revenue-raising capacity, expressed as the percentage of fiscal capacity difference that is equalized, varies considerably from program to program.  Also incorporated into some equalization programs are indicators reflecting fiscal effort, generally defined as the proportion of taxes actually collected to the tax base.  Fiscal effort indicators, generally integrated into the formula as an inverse coefficient (lower effort, lower allocation) are intended to focus grant allocations away from local governments that do not make maximum use of the fiscal resources at their disposal.


�This program complements programs at the municipal level.  A national municipal-equalization scheme equalizes 45 percent of the difference between a municipalitys per capita tax base and the national average.  A separate metropolitan-equalization scheme equalizes an additional 40 percent of the differences in the per capita tax bases of municipalities in the Copenhagen Metropolitan Areaa program justified by the considerable demographic and income variation existing in the area.  Finally, a special grant equalizes 40 percent of the difference between the per capita tax base of poorer municipalities (those with per capita bases less than 90 percent of the national average) and the national average, supplementing the national municipal scheme.  This means that, for these poorer municipalities, 85 percent of the difference between the individual localitys tax base and the national average is equalized.  Unlike other equalization schemes, this special grant is  financed as part of a general state grant given to all municipalitiesa small percentage of the total grant is reserved for this special program, and the rest allocated according to the size of a local governments tax base.


�The Ordinary Fund in Italy, allocated to municipalities, is also calculated in this fashion.  The size of the grant distributed to local authorities is the difference between the cost of essential services determined on the basis of objective spending criteria and the yield of the municipal tax on immovable property. 
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