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Abstract 

We document the presence of fiscal disparities among subnational governments (SNG) in Latin America 
and show the limitations of existing intergovernmental transfer systems to reduce them. For 11 countries 
in the region during 2000-12, we find that, although transfers reduce disparities in own revenues, the re­
maining fiscal disparities among SNG are still considerable. We also show that fiscal transfers are distrib­
uted without consideration of fiscal capacity and explicit measures of expenditure needs, hampering their 
equalization potential. Our findings suggest that the introduction of equalization transfers can contribute 
to tackle more effectively the subnational fiscal disparities and hence improve regional equity. 
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1. Introduction 

Slowly and perhaps inadvertently, decentralization could be contributing, ala 
Prud’homme (1995), to accentuate regional inequality in Latin America and the Caribbean 
(LAC). Intergovernmental transfer systems in the region are not leveling the playing field 
enough to allow subnational governments (SNGs) to provide similar bundles of public 
goods and services. In particular, transfers do not explicitly tackle the sharp regional fiscal 
disparities. In some cases, they have even led to an inefficient allocation of resources and 
to an increase in fiscal disparities among SNGs (Martínez-Vázquez and Sepúlveda, 2011). 
Hence this gap may be causing unequal access to subnational public services. 

The considerable variations in population size, economic bases and fiscal effort among 
SNGs partly explain the large and, in some cases, growing subnational fiscal disparities in 

* The information and opinions presented in this document are entirely those of the authors, and no endorsement 
by the Inter-American Development Bank, its Board of Executive Directors, or the countries they represent is 
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LAC. In spite of the high regional inequality and the importance of transfers in the subna­
tional fiscal structure, no country in LAC has adopted an explicit equalization transfer 
system, exclusive and sizable, that compensates for the different fiscal capacities and ex­
penditure needs of SNGs. Instead, most countries have implemented revenue sharing 
systems that frequently display design problems: They seek to simultaneously attain mul­
tiple goals, including efficiency, equity and national standards in public services; are sub­
ject to the volatility and pro-cyclicality inherent to the underlying fiscal revenue stream; 
and their tendency to increase over time can stimulate soft-budget constraints in SNGs, 
which may also discourage own revenue effort. Although the allocation formulas in these 
systems have some equalization criteria, they do not incorporate estimates of fiscal capac­
ity and only approximate expenditure needs through indexes of subnational relative need. 

If no actions are taken, the evolving process of fiscal decentralization in the region 
will probably exacerbate these differences, since tax mobilization efforts will focus on 
some of the wealthiest SNGs. LAC’s rapid urbanization and the growing concentration of 
economic activity in urban agglomerations are also dynamics that will likely increase 
regional fiscal disparities (UN Habitat, 2012). In turn, fiscal and economic crises, such as 
the financial crisis of 2008-9, along with the volatility in natural resources (commodity) 
prices, with its heterogeneous effects in the countries’ regions, will also be contributing 
factors to regional economic divergence, further reinforcing horizontal fiscal inequality. 

There is currently a knowledge gap about the effectiveness of current transfer systems 
to compensate for fiscal disparities among SNGs in LAC. There are some country studies in 
the region that analyze the redistributive impact of transfers. Nonetheless, the regional com­
parative approach is largely missing1. Our research seeks to fill this gap by showing evidence 
of the equalizing effect of the transfers systems for a large number of LAC countries, dis­
criminating by level of subnational government and by type of transfers. 

We find that, although transfers reduce on average the initial disparities in own revenues by 
over one third, the remaining fiscal disparities post-equalization are still sizable —reaching dif­
ferences of over 300 percent on average between the most fiscally capable intermediate govern­
ments and the least. This equalizing effect of transfers has remained virtually unaltered during 
the past decade, in spite of the rapid growth in transfers experienced in many LAC countries. We 
also show that the allocation of transfers does not explicitly consider the high variance in fiscal 
capacity and expenditure needs within each country, hampering the equalization potential of 
existing transfer systems. In light of these findings, we argue that the introduction of equalization 
transfers has the potential to ameliorate regional fiscal inequality, and hence to contribute attain­
ing the promises of decentralization in the different SNGs of the LAC region. 

This paper is organized as follows: Section 2 examines the economic and fiscal dis­
parities prevalent among LAC’s SNGs; Section 3 summarizes the key concepts of fiscal 
equalization and the existing literature; Section 4 describes the current structure of transfer 
systems in LAC; Section 5 describes the empirical methodology and Section 6 presents the 
equalization effects of transfers in sample countries, comparing them to the performance 
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of OECD countries, and the results of the econometric analysis. Lastly, Section 7 sum­
marizes our findings and suggests next steps for future research. 

2. Regional disparities 

LAC countries present high disparities in their regional economic bases. In a typical 
representative country, the ratio of the per capita gross domestic product between the wealth­
iest and poorest intermediate government is nine times. Figure 1 shows that, on average, 
LAC countries have four times the level of regional disparity relative to OECD countries 
(IDB, 2015). Nonetheless, there is large variation among LAC countries, as this ratio ranges 
from around 16 times in Argentina and Mexico to three times in Uruguay and Honduras. As 
opposed to the OECD case, the economic disparities appear to increase with the size and 
economic development of the region’s countries. 

Figure 1.  Maximum to minimum Ratio, Regional GDP per capita 

LAC vs. OECD, 2010
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Source: own estimates based on the IDB’s subnational fiscal database, World Bank Indicators, and OECD (2014) 

Similarly, measured by the Gini coefficient, LAC countries exhibit much higher inequal­
ity in the distribution of regional income among SNGs, vis-à-vis developed and other devel­
oping countries. Figure 2 shows that, except for Uruguay, all countries in the region are at 
the top of the distribution. On average, the region’s Gini coefficient (0.30) is twice that 
of OECD countries (0.15). 
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Figure 2. Gini Coefficient, Regional GDP per capita 

LAC vs. OECD, 2010 
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Source: own estimates based on IDB’s subnational fiscal database, World Bank Indicators, and OECD (2014) 

The unequal regional distribution of wealth may translate into sharp fiscal disparities. 
This is more likely to happen when subnational taxes, such as those assigned to intermediate 
governments in LAC, levy economic activities, (i.e. incomes from production, commercial­
ization and sales in Argentina and Brazil), consumption (i.e. beer, liquor, etc. in Colombia), 
and payroll (i.e. Mexico) (Fretes and Ter-Minassian, 2015; Artana et. al., 2015; Pineda and 
Rasteletti, 2015; Bello and Espitia, 2011), which are unequally distributed across territories. 

As in the case of regional GDP, the disparities in tax revenues among SNGs are also very 
large (Table 1). For example, the ratio between the 10 percent of intermediate governments 
with highest tax collection and the 10 percent with lowest tax collection is, on average, more 
than eight times, and in Mexico more than 11 times2. Measured by the coefficient of varia­
tion (CV), the revenue disparities seem to have decreased on average between 2000 
and 2012, although very slowly and with high volatility. In some countries they even have 
increased. On the other hand, the disparities in expenditure per capita at the intermediate 
level have narrowed consistently in all countries during the same period. Hence, in all coun­
tries and levels of government the disparities in own revenues are higher than in expenditure 
per capita, which is explained by the differences in the level of regional economic bases and, 
as we shall show, by the compensatory effect of intergovernmental transfers. 
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Table 1 
FISCAL DISPARITIES, REGIONAL AND LOCAL GOVERNMENTS 

Per capita levels of own revenues, tax revenues and total expenditures selected LAC countries 
(coefficient of variation) 

Country Category 2000 2005 2012 

Regional Governments 
ARG Own Revenue 0.53 0.68 0.57 

Tax Revenue 0.82 0.79 0.78 

BRA 
Expenditure 

Own Revenue 
0.58 
0.49 

0.6 
0.48 

0.58 
0.43 

Tax Revenue 0.5 0.49 0.44 

COL 
Expenditure 

Own Revenue 
0.55 
1.37 

0.35 
1.45 

0.35 
1.43 

Tax Revenue 0.81 0.81 0.96 

PER 
Expenditure 

Own Revenue 
0.64 
0.55 

0.65 
1.22 

0.61 
0.61 

URU 
Expenditure 

Own Revenue 
0.43 
0.65 

0.33 
0.72 

0.35 
0.66 

Tax Revenue 0.71 0.94 0.93 

Average 
Expenditure 
Tax Revenue 
Expenditure 

0.4 
0.68 
0.52 

0.41 
0.85 
0.47 

0.3 
0.83 
0.42 

Local Governments 
BRA Tax Revenue 4.23 1.4 1.39 

COL 
Expenditure 
Tax Revenue 

1.82 
1.31 

0.55 
1.13 

0.48 
1.22 

PER 
Expenditure 
Tax Revenue 

1.02 
14.09 

0.71 
13.18 

0.69 
9.66 

ECU 
Expenditure 

Own Revenue 
7.15 
3.78 

3.58 
3.46 

2.44 
3.26 

Tax Revenue 11.34 8.05 7.39 

CR 
Expenditure 

Own Revenue 
2.95 

-
2.94 
0.87 

6.04 
0.58 

Tax Revenue - 1.03 0.79 

CHI 
Expenditure 

Own Revenue 
-
-

0.42 
1.6 

0.23 
1.89 

Tax Revenue - 1.67 2.09 

HON 
Expenditure 

Own Revenue 
-

1.94 
1.65 
1.82 

1.73 
1.31 

Tax Revenue 2.22 2.05 1.67 

Average 
Expenditure 
Tax Revenue 
Expenditure 

1.23 
6.54 
3.33 

1.23 
5.16 
1.80 

0.8 
3.55 
1.30 

Source: own estimates based on the IDB’s subnational fiscal database. For regional governments, for Brazil and 
Argentina the last period corresponds to data from 2010. For local governments, the first period corresponds to data 
from 2001 for Ecuador and 2002 for Honduras; for the second period, 2006 for Costa Rica and 2009 for Chile; and 
for the last period, 2010 for Brazil and 2009 for Colombia and Ecuador. 
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3. Conceptual framework 

Horizontal fiscal imbalances among SNGs stem from differences in expenditure needs, 
defined as the cost of providing a standard bundle of public goods and services; and fiscal 
capacities, defined as the own revenues that a SNG would collect if it applied an average tax 
effort. The difference between these two traits constitutes the fiscal gap, which in the absence 
of transfers becomes a source of fiscal inequalities among SNGs. 

In the case of expenditure needs, the provision of a standard bundle of goods and ser­
vices has different costs among SNGs due to two main reasons: (i) different costs of inputs, 
and even production functions for public goods and services, owing to the geographic char­
acteristics and access to markets; for example, the cost of providing services differs in the 
coast, highlands or jungle, and tends to increase in SNGs with low population density; and 
(ii) different needs of the population related to their demographic and socio-economic char­
acteristics: SNGs may differ in the proportion of their population in school age, and/or their 
students may require on average a higher educational effort. 

Different to fiscal capacities, there is less agreement on the preferred method to estimate 
expenditure needs, partly because the normative considerations in this case are more promi­
nent (Kim and Lotz, 2008). On the one hand, the cost standards may be defined centrally 
(top-down) based on a rigorous estimation of the cost of provision for each service. This 
allows a better cost control but it is very intensive in the use of information and may not be 
accurate in capturing the different preferences and needs of the population. A simpler alter­
native that is used in many countries is the allocation of transfers based on weighted indexes 
of relative needs, using indicators such as population, density and poverty that proxy the 
determinants of cost differentials among SNG. 

On the other hand, the demand approach (bottom-up) is based on the effective cost of 
service delivery. It is supposed to capture subnational preferences and needs, as evidenced 
by the allocation decisions and costs of SNGs. However, it may encourage inefficient expen­
diture patterns that do not reflect the true demand, and it may create the incentive in SNGs 
to “inflate” their costs in the expectation of obtaining additional transfers. The Representa­
tive Expenditure System (RES) method is an alternative of the demand approach, consisting 
of identifying the determinants of subnational expenditure using independent variables that 
explain the differences in costs. The RES is also very intensive in information, complex to 
communicate and subject to model specification problems (omitted variables, reverse causal­
ity, multicollinearity) that may yield imprecise estimates. Therefore, in this context the lit­
erature is inclined towards the use of standard unit costs for individual services, adjusted to 
account for variations in geography and demand (OECD, 2014). 

The differences in fiscal capacity among SNGs, assuming they have the same sources of 
own revenue, are explained by: (i) the size of their tax bases, which is a function of their 
income and wealth; and (ii) the tax collection capacity of each entity, which in turn depends 
on their fiscal effort, the effectiveness of the tax administration and the compliance culture 
of taxpayers. On measurement, the most rigorous estimation method of fiscal capacity is the 
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representative revenue system (RRS), which assesses the revenue that a SNG would generate 
if it applied an average fiscal effort. It requires measuring the tax bases of each SNG and 
calculating the representative tax rate for each levy. The fiscal capacity results from multiply­
ing the representative tax rate by the estimated tax base for each SNG. Those SNGs whose 
tax capacity is below a certain standard receive equalization transfers, in proportion to their 
distance to the established standard. This method is not easy to adopt, since the information 
required on tax bases is usually not available at the subnational level. Thus researchers are 
often left with no option but to work with proxy variables such as the effective tax collection, 
which is not a good alternative since it can create disincentives to improve fiscal effort. 

The main rationale for equalization transfers is to reduce, if not eliminate, the fiscal gap. 
They are used to enable each SNG to provide similar opportunities to its citizens, by deliver­
ing a standard set of public goods and services, based on an average effort to collect own 
revenues (Boex and Martínez-Vázquez, 2007; OECD, 2014; Boadway, 2014). The extent to 
which this fiscal gap is filled is intrinsically a normative question related to the weight each 
country assigns to regional equity and solidarity (Spahn, 2007). 

In their purest form equalization transfers are conceived as unconditional in their use, with 
clear funding sources and transparent allocation rules (Martínez-Vázquez and Sepúlve­
da, 2011). They seek to compensate those SNGs that collect less own revenues, as well as those 
that have higher costs of service provision. In this regard the objectives of interregional redis­
tribution are to be distinguished from interpersonal redistribution: equalization is concerned 
with eliminating differences in net fiscal benefits that the public sector provides to otherwise 
identical households residing in different regions (Buchanan, 1950)3, rather than concerned 
with reducing differences in real incomes among households (Boadway, 2003). 

In addition to this equity argument, there is an efficiency rationale for equalization trans­
fers: if SNGs differ in their fiscal capacities, those with above-average fiscal capacities will 
be able to provide a given level of public services at lower tax rates than SNGs with below­
average fiscal capacities. Similar households residing in these two groups of SNGs would 
obtain different fiscal benefits from their jurisdictions, providing an incentive to migrate 
across regions. Migration in this case is not based on productivity factors but on differences 
in the fiscal capacity of the SNG, giving rise to inefficiencies in the allocation of resources 
(Boadway, 2014). Also important is the risk sharing role of equalization transfers, which 
protects SNGs from regional business cycles or asymmetric shocks (OECD, 2014). Other 
considerations used for the introduction of equalization transfers include the prevention of 
secessionist tendencies, in countries with relatively high regional tensions (Spahn, 2007; 
Martínez-Vázquez and Searle, 2007). 

Besides these normative considerations, the political economy of each particular country 
is crucial to understand the allocation of transfers to SNG, often at the expense of the equity 
and efficiency arguments laid out above. Some of these political economy factors include the 
over-representation of less populous SNG in Congress (see Atlas, Gilligan, Hendershot and 
Zupan, 1995, in the case of the United States; Porto and Sanguinetti, 2003, for Argentina; 
and Rodden, 2002, for the European Union); the political affiliation of SNG with regional or 
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central government authorities (see Brollo and Nannicini, 2011, for Brazil; and Curto, Solé 
Ollé and Sorribas-Navarro, 2011, for Spain); whether transfers are decided in direct or rep­
resentative democracy (see Feld and Schaltegger, 2005); and the maturity of the democratic 
process (see Gonçalves and Pinho, 2007, for Portugal), among others. 

Based on which level of government provides the transfers, equalization systems can be 
classified as horizontal, when wealthy SNGs directly provide resources to poorer ones (also 
called Robin Hood or solidarity systems), or vertical, when it is the central government that 
allocates the transfers. The latter is much more prevalent in developing countries, partly due 
to the lower fiscal capacity of SNGs and the political difficulty of convincing wealthier SNGs 
to resign their own revenues. The prominent vertical cases among developed countries are 
Canada, which implements the RRS to equalize fiscal capacity; and Australia, which uses a 
demand approach to estimate both fiscal capacity and expenditure needs, under the adminis­
tration of an independent technical body (the Commonwealth Grants Commission). 

There is a growing body of empirical studies about the more general redistributive effects 
of intergovernmental transfers systems. Most studies focus on individual countries, analyzing 
the equalization capacity of existing systems and proposing alternatives to reduce horizontal 
imbalances. Some examples include the cases of United States (ACIR, 1986 and 1988, which 
conduct estimates of the Representative Revenue System for the states); the Russian Federa­
tion (Martínez-Vázquez and Boex, 1999); Indonesia (Brodjonegoro and Martínez-
Vázquez, 2005) and Canada (Ruggeri and Yu, 2000). Regional studies include the analysis of 
five federal countries (Germany, Australia, Canada, Spain and Switzerland, see Hierro, 
Atienza and Patiño, 2007); fiscal disparities in East Asia (China, Indonesia, Philippines, Thai­
land and Vietnam, see Hofman and Cordeira Guerra, 2005); and more recently the analysis 
for OECD countries (OECD, 2014). This last study shows that most OECD countries have 
equalization transfers, which represent on average around 50 per cent of total transfers. Their 
effect on regional fiscal disparities appear to be substantial: on average, measured by the Gini 
coefficient of income of SNG, fiscal disparities are reduced in two-thirds, and in countries like 
Australia, Germany and Sweden, these disparities almost disappear. 

In the case of LAC some of the country specific studies include the cases of Peru (Herre­
ra,  2008; and Gómez, Martínez-Vázquez and Sepúlveda, 2008), Panama (Gómez and Mar­
tínez-Vázquez, 2009), Nicaragua (Martínez-Vázquez and Sepúlveda, 2007); Brazil (Politi and 
Mattos, 2013); Argentina (Brosio and Jimenez, 2015, with focus on non-natural resource rev­
enues); and Mexico (Cabrera y Lozano, 2010). Martínez-Vázquez and Sepúlveda (2011) ana­
lyze practices in transfer design in the region, providing some examples of transfer systems that 
include equalization criteria. However, they do not assess the equalizing effects of each type of 
transfer system across several LAC countries (except for the case of Peruvian municipalities). 
More recently, Capello, Airaudo and Degiovanni (2015) compare the equalization capacity of 
Argentina’s transfer system to intermediate governments to that of seven other countries, in­
cluding Brazil, Colombia and Mexico in LAC, along with Australia, Canada, India and Spain. 

In general, equalization transfers entail redistribution from urban to rural areas. The 
design of the system should: (i) consider all existing transfers to seek to reform those with 
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less redistributive capacity; (ii) limit the equalization fund in order to avoid over-compensa­
tion, which may stimulate soft budget constraints and affect incentives for economic growth 
and fiscal effort in more prosperous SNG (OECD, 2006); (iii) use simple and standard indi­
cators for expenditure needs, in order to reduce the space for cost manipulation of SNGs 
(OECD, 2014); (iv) try to establish growth patterns that are counter-cyclical and avoid 
common-pool problems (a good example is the use of Chile’s structural fiscal rule); and (v) 
create the technical expertise to estimate and manage the system. 

Based on these concepts a few features stand out with reference to LAC: First, equaliza­
tion transfers can serve as a guideline not only to address the horizontal gap, but they can 
also contribute to closing the vertical gap (difference between expenditure and own revenues 
of SNGs), along with revenue sharing and conditional transfers (Martínez-Vázquez and 
Sepúlveda, 2011). This less emphasized insight of equalization transfers provides a rationale 
to estimate expenditure needs and fiscal capacity as accurately as possible, in order to define 
the amount of transfers that SNGs need to comply with their functions. Second, the relative 
relevance of expenditure needs and fiscal capacity is closely related to the financing structure 
of SNGs, whether it is mainly based on own revenue (for example, Canada), in which case 
the estimation of their fiscal capacity becomes prominent; or mainly based on transfers (for 
example, Australia), in which case not only is it important to estimate fiscal capacity, but also 
to have good measures of expenditure needs. This latter situation is prevalent in LAC, a re­
gion that stands out due to the high dependence of SNGs on transfers (IDB, 2015). 

4. Intergovernmental Transfer Systems 

In the region there is not any explicit and sizable equalization scheme that seeks to ad­
dress horizontal fiscal imbalances and that includes precise measures of fiscal capacity and 
expenditure needs of SNGs (see Table 1 in the Annex) (Martínez-Vázquez and Sepúlve­
da, 2011; Martínez-Vázquez, 2010). The Chilean Municipal Common Fund (Fondo Común 
Municipal or FCM) constitutes the experience most closely in line with this definition of 
equalization transfers. The FCM’s solidarity approach redistributes shared revenues from 
municipalities with greater to lower economic capacity. 

Although the reasons behind the lack of equalization schemes in LAC merits further re­
search, it can be explained by a number of factors. Perhaps the most important one is that transfer 
systems are developed within particular political economy contexts that most likely have not 
prioritized interregional equity. And, even though in a number of countries in LAC the objectives 
to be achieved with intergovernmental transfers are not explicit, in some countries where inter­
regional equity is clearly delineated, as in Argentina with the constitutional reform of 1994, 
equalization transfers could not be implemented (Porto, 2015). On the one hand, this could be 
due to the perceived need of central governments to achieve multiple national objectives and to 
their reluctance to give greater autonomy to SNGs through non-earmarked transfers. On the other 
hand, it is likely that the regionalism and political economy restrictions existing in various coun­
tries hinder cooperation and coordination among SNGs to implement redistributive reforms. 
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Most countries in LAC have revenue sharing systems that are usually funded through 
central government revenues. These schemes seek to achieve multiple objectives that simulta­
neously include efficiency, equity and the fulfillment of national standards. In a few cases, such 
as the shared revenues in Mexico, Ecuador and Nicaragua, transfers seek to reward SNGs for 
their fiscal effort; in Peru, Bolivia and Brazil, the systems attempt to reduce regional poverty 
based on a wide array of indicators of relative wellbeing and rurality levels; and Colombia 
prioritizes the equal access of the population to social and basic infrastructure services. Thus, 
practically all revenue sharing systems in LAC tend to emphasize a greater level of subna­
tional equity, working mainly on the expenditure needs side of the fiscal formula. 

Revenue sharing systems employ earmarked and non-earmarked transfers alike, and 
generally there are explicit and transparent formulas for their distribution. Only does Uru­
guay employ ad hoc rules for transfer allocation respectively contained in the budget law set 
every five years (Muinelo et al., 2015), as well as Argentina does through the Coparticipation 
Law of 1988 and further modifications (Porto, 2015). Nonetheless, these schemes also in­
clude some redistributive criteria. 

In current distribution formulas, there are not explicit measures of fiscal capacity and/or 
expenditure needs. On the one hand, the most glaring omission is the lack of attention to 
differences in fiscal capacity among SNGs, maybe because of the limited tax bases assigned 
and the relatively little autonomy granted to them (with the exception of provinces and states 
in Argentina and Brazil, and large cities like Bogota in Colombia). On the other hand, many 
distribution formulas have elements that seek to compensate for relative need, through the 
inclusion of proxy variables such as population size, rurality, territorial extension, density 
and/or poverty levels. As mentioned in the previous section, the use of simple indicators is 
to be explained by the complexity involved in estimating expenditure needs and its sensibil­
ity to normative criteria. The lack of timely, complete and quality data at the subnational 
level further complicates calculations. This situation is particularly complex at the municipal 
level due to the larger number of government units, the significant heterogeneity among 
them, and the growing differences in fiscal capacity and expenditure needs. 

In some LAC countries, particularly those of the Andean region (Bolivia, Colombia, Ecuador 
and Peru), the revenue sharing systems coexist with parallel schemes for distributing royalties and 
revenues from the exploitation of natural resources. These transfers have grown significantly dur­
ing the past 15 years, showing also very high volatility due to the boom in international prices 
(IDB, 2015). Oil, iron, coal, copper and gold steadily increased their prices between 2000 and 
2009; however, ever since 2012 commodity prices have suffered a downturn (Ardanaz and Tolsa, 
2015). As a result, in Colombia, royalties grew from 0.33 percent of GDP in 1999 to 1.5 percent 
of GDP in 2012, but fell sharply to 1.1 percent in 2013-14 (Bonet-Morón and Ayala-García, 2015). 

Royalties schemes usually work based on the derivation principle, where producing re­
gions and municipalities receive most of the windfall revenues. For instance, in Colombia, 
Peru and Brazil, only those territories involved in the exploration, exploitation or logistics of 
transportation of non-renewable natural resources, have been the main beneficiaries of roy­
alty payments. As a consequence, in Colombia three departments (having 5 percent of the 
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population) received 54 percent of the total royalties distributed; and, while more than 40 
percent of the Colombian municipalities did not receive any royalty payments at all, only 10 
percent of municipalities received 88 percent of total municipal royalties. In Brazil, the state 
of Rio de Janeiro alone concentrates 83 percent of the total royalty payments at the state 
level, while the top 1 percent of municipalities account for more than 70 percent of total 
royalty payments (Ardanaz, 2014). 

Finally, there is a wide variety of smaller funds for distribution of capital transfers, struc­
tured similarly to matching grants, which seek to partially finance investment projects. Some 
experiences in the region include the Regional Development Fund in Chile (Fondo Nacional 
de Desarrollo Regional, or FNDR), the co-financing schemes in Colombia, the Investment 
Fund for Regional and Local governments (Fondo de Promoción a la Inversión Pública 
Regional y Local, or FONIPREL) and the Regional Compensation Fund (Fondo de Compen­
sación Regional, or FONCOR) in Peru, and the Convenios in Brazil. Although these capital 
transfer systems incorporate some compensatory elements and have clear rules for accessing 
the funds, more often they are distributed based on the synergy between the regional devel­
opment agendas of the national government and those of SNGs4. During the execution phase, 
however, these funds face some problems that constrain their objective of regional conver­
gence, including the limited size of the funding pool and the requirements to compete for 
funding, all of which ultimately skew the targeting. 

In addition, in recent years some countries have witnessed the growth of discretionary 
transfers, which are allocated according to political negotiations between central and SNGs. 
In Argentina these transfers increased from 0.5 to 1.5 percent of GDP between 2000 and 
2012 (Porto, 2015); in Peru (local governments) they went from being negligible in 2008 to 
reach an average of 0.7 percent of GDP during 2009-14 (MEF, 2015); and in Mexico discre­
tionary transfers represent 10 percent of all transfers to SNGs (Revilla, 2012). 

5. Empirical Strategy 

5.1. Equalizing Effects 

We conduct two statistical analyses to identify the equalizing effects of intergovernmental 
transfers in LAC5. First, for ten countries6 we estimate the existing disparities in fiscal capacity 
among their SNGs, using the per capita level of own revenues as a proxy variable7. We calculate 
the Gini coefficient and the ratio of the maximum to the minimum values of per capita own 
revenues8. The equalizing effects are captured comparing the values in these statistics before and 
after receiving central government transfers. Lower values after transfers would provide evi­
dence of the global effectiveness of the systems to reduce disparities in own revenues. For il­
lustration purposes, we compare our results with those of OECD countries (OECD, 2014). 

Second, we estimate for each country the equalizing effects of the main components of 
their transfer systems, individually and cumulatively, to identify which transfers equalize in 
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greater or lower degree the own revenues of SNGs. We also employ the Gini coefficient, the 
coefficient of variation and the max-min ratio, all variables constructed in per capita terms. 
Based on Martínez-Vázquez (2015), our strategy is to begin analyzing the distribution of own 
revenues in each country, then calculate the dispersion and concentration of each component 
of the transfer systems, and then, by adding components one at a time, identify the cumula­
tive effects each has on previous distributions, until reaching total revenues. Reductions in 
the values of the statistics would signal the presence of equalizing effects, while increases in 
them would suggest a regressive effect. 

5.2. Determinants of Transfer Allocation 

As a complement to the analysis of the equalizing effects of transfer schemes, we conduct 
econometric analyses to identify the determining factors of variations in transfer allocations in 
LAC. This exercise seeks to understand particularly how the size of intergovernmental transfers 
given to SNGs varies with respect to their differences in proxy measures of fiscal capacity and 
expenditure needs, among other factors. In light of the purpose of fiscal equalization we ad­
dress the following questions: Do SNGs with lower revenue-raising capacities receive more 
transfers? Likewise, do SNGs with greater levels of expenditure needs receive more transfers? 

The present analysis focuses on local and intermediate levels of government of seven 
countries9 in the region, typically for the period 2000-12. We run multiple regression analy­
ses, employing various econometric techniques, including pooled regressions and panel data 
regressions with fixed effects. The general model to be estimated for each country is: 

+ + + λt eTRFRit = β1FCit +β 2ENit +β3POP  it + Xitβ µi i 

Where TRFRit is the per capita level of transfers received by the regional or local govern­
ment i in year t; FCit is the potential fiscal capacity of the regional or local government i in 
year t, measured by the per capita gross regional domestic product; ENit represents the ex­
penditure need of the regional or local government i in year t, as measured by the poverty 
rate or the index of unmet basic needs10; POPit is the size of the population; Xit is a vector 
of additional exogenous characteristics to control for expenditure needs, including popula­
tion density, the profile of the population, and urbanization rate, among others11; μi are indi­
vidual fixed effects that control for all specific time-invariant variables; λt represent time 
fixed effects that control for all time-specific effects; and ei is a random term. 

The dependent variable includes all sources of transfers received by regional or local 
governments in a country, such as shared revenues, royalties, co-financing and compensation 
grants. As main independent variables we first use the per capita level of gross regional do­
mestic product (GDP) as a proxy measure of the potential fiscal capacity of SNGs. Our logic 
is that the sum of all of the economic activities in a region determines the tax base and the 
level of public revenues that could potentially be realized. We consider that this is a good 
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proxy measure since the type of taxes assigned to SNGs in the region, such as the Value-
Added Tax (VAT), the turnover tax, the tax on industrial and commercial activities, the 
property tax, and the payroll tax in Brazil, Argentina, Colombia and México, respectively, 
capture the size and dynamism of the economy. Therefore, we expect that as economic ac­
tivities grow, SNGs are able to collect more taxes and other revenues. Ultimately, we hypoth­
esize that if transfers are equalizing of the subnational fiscal capacities, there should be a 
negative association between the per capita level of transfers received and the GDP, repre­
sented by a negative coefficient of a relevant magnitude. 

For local governments, except for Brazil where authorities do produce official statistics for 
municipal GDP, following Sánchez et al. (2012) we employ a proxy variable calculated as the 
total revenue collected in a municipality (e.g., Bogota) divided by the total municipal revenue 
collected in the Department where it is located (e.g., the Department of Cundinamarca), mul­
tiplied by the departmental GDP. Due to data availability, for Uruguay’s intermediate govern­
ments we use the per capita level of tax revenues as a proxy for fiscal capacity. 

In addition, we use the index of unmet basic needs and the poverty rate to capture dif­
ferences in socio-economic levels across regions and as proxy measures of the relative ex­
penditure needs of SNGs. We expect that higher poverty levels reflect higher levels of expen­
diture needs. For countries where data are available, we also use the profile of the population, 
specifically the percentages of elderly population (aged 65 and older) and children (aged 14 
or less) as additional variables capturing the demand for public services and other expendi­
ture needs. 

If transfers are equalizing, then the intermediate and local governments with greater 
expenditure needs should receive higher levels of per capita transfers. Also, we incorporate 
variables indicating the degree of rurality and the urbanization rate, to partially control for 
the differential cost of providing services in different territories —and thereby capture 
higher levels of expenditure needs. Due to restrictions in obtaining longitudinal data, we use 
these variables in pooled regressions for intermediate level of government only. 

Finally, we include in the models the size of the population, given that almost all countries 
in our sample use this variable as a criterion to distribute transfers. As long as there are scale 
economies in service provision, and thus lower expenditure needs, we would expect that the more 
populated regional and local governments would receive smaller amounts of per capita transfers. 

Although estimating the fiscal capacity and expenditure needs of SNGs requires more 
sophisticated calculations, in the context of the regional comparative analysis herein, and the 
lack of data available on tax bases and expenditure norms, we use proxy variables that pos­
sibly cannot capture integrally the revenue potential and the degree of fiscal need of SNGs. 
Although we extensively use individual and time fixed effects, it is also possible that esti­
mates suffer from omitted variable bias. The broad coverage embracing a large number of 
countries and years and the traditional lack of data available at the subnational level inhibit 
the inclusion of variables that would make for a more complete model. Similarly, due to the 
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likely presence of endogeneity between transfer allocation and GDP, as well as among other 
explanatory variables such as the poverty incidence, we lag the model one period—although 
we are aware that this strategy does not fully address biases originating in reverse causation. 

We obtained the fiscal, economic and demographic data for both intermediate and local 
governments from the IDB’s Subnational Government Fiscal Database. Budgetary data 
herein were collected from official reports and converted to the IMF’s government finance 
statistics accounting standards according to the 2001 methodology. Social and poverty indi­
cators were obtained from IDB’s Smartmap database which in turn collects these data from 
official censuses and household surveys. 

6. Results 

Table 2 contains the results for the analysis of the equalizing effects of current transfer 
systems. We find that, on average, transfers reduce disparities in own revenues in approxi­
mately one third, as indicated by the Gini coefficient of own revenues per capita, and in about 
one half, when judged by the max-min ratio. Although no country in the region has explicit 
and sizable systems of equalization transfers, it is possible to explain these equalizing effects 
based on the various compensatory elements usually incorporated into the revenue sharing 
schemes, such as equalization per capita, poverty, or rurality of local governments. 

Table 2 
EQUALIZING EFFECTS OF THE TRANSFER SYSTEM, FISCAL CAPACITY 

Subnational Governments, Selected LAC countries, 2005-12 
 
(Population Weighted Gini Coefficient and Maximum to Minimum Ratio)
 

Country 

Weighted Gini Coefficient Maximum to Minimum 

Before After Before After 

2005 2012 2005 2012 2005 2012 2005 2012 

LAC (RG) 

Argentina* 0.18 0.16 0.14 0.16 10.84 7.09 4.34 4.02 
Brazil 0.21 0.21 0.15 0.16 6.71 5.81 3.75 3.67 
Colombia 0.37 0.34 0.25 0.23 48.89 35.07 12.40 13.00 
Mexico 0.45 0.39 0.10 0.09 17.06 14.23 2.49 2.18 
Uruguay 0.28 0.25 0.19 0.16 8.00 7.56 3.21 3.58 
Average 0.30 0.27 0.17 0.16 18.30 13.95 5.24 5.29 

LAC (LG) 

Bolivia** 0.27 0.32 0.16 0.22 
Brazil 0.49 0.46 0.24 0.22 
Chile** 0.46 0.52 0.27 0.27 
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Weighted Gini Coefficient Maximum to Minimum 

Country Before After Before After 

2005 2012 2005 2012 2005 2012 2005 2012 

Costa Rica** 0.40 0.34 0.33 0.27 
Colombia 0.46 0.43 0.25 0.23 
Ecuador** 0.58 0.51 0.35 0.36 
Honduras 0.52 0.45 0.37 0.33 
Average 0.46 0.43 0.28 0.27 

OECD 

Germany 0.06 0.06 0.02 0.02 1.70 1.70 1.20 1.10 
Australia 0.05 0.07 0.00 0.00 4.80 7.50 1.00 1.00 
Canada 0.10 0.11 0.07 0.08 2.40 2.40 1.70 1.80 
China 0.33 0.31 0.25 0.18 14.40 10.30 9.50 5.30 
Denmark 0.08 0.06 0.04 0.03 2.20 1.40 2.00 1.20 
Spain 0.15 0.13 0.04 0.05 2.10 3.00 1.40 1.40 
Finland 0.11 0.12 0.03 0.05 1.80 1.80 1.10 1.40 
Italy 0.21 0.19 0.10 0.04 6.10 4.50 1.30 1.30 
Norway 0.13 0.13 0.05 0.04 2.20 2.10 1.30 1.20 
Sweden 0.06 0.07 0.01 0.01 1.40 1.50 1.10 1.10 
Switzerland 0.15 0.17 0.11 0.11 3.80 4.30 2.50 2.60 
Average 0.13 0.13 0.07 0.06 3.90 3.68 2.19 1.76 

Source: own estimates based on the IDB’s subnational fiscal database, World Bank Indicators, and OECD (2014) 
* For the second period, Argentina and Brazil use data from 2010, for regional governments; and Chile from 2013, 

for local governments. 
** For the first period, Bolivia, Ecuador and Chile use data for 2009 and Costa Rica from 2006; for local governments. 

The equalizing effect however varies significantly across countries. At the intermediate 
level, the transfer system in Mexico exhibits the greatest degree of fiscal equalization, reduc­
ing disparities among states in about two thirds. By contrast, Brazil, Colombia and espe­
cially Argentina have less potent transfer schemes. In the case of local governments, transfer 
systems in Brazil, Colombia and Chile are more effective in reducing disparities in revenue­
raising capacities (up to one half). 

In addition, the size of the equalizing effects remained constant between 2005 and 2012, 
with no improvement whatsoever despite the surge in central government transfers experienced 
in LAC during this period. Notably, the remaining disparities in own resources after transfers 
are considerable, exceeding on average more than 300 percent between the intermediate gov­
ernment with the greatest revenue-raising capacity and the one with the lowest capacity. 

As a comparison, the transfer systems of a sample of OECD countries equalize the fiscal 
capacities of their SNGs in more than one half (OECD, 2014). This equalizing effect is very 
similar in all countries, contrary to the marked differences found in LAC. In Australia, Ger­
many and the Scandinavian countries the disparities practically disappeared after SNGs re­
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ceive transfers. In the same period, on average, OECD countries were able to increase the 
equalizing power of their transfer systems. 

Table 3 shows that current transfers systems in LAC also generate undesirable re-rank­
ings among intermediate governments which further undermine their equalization potential. 
When decomposing the Reynolds-Smolensky index12, the re-rankings produce high losses of 
equalization power in Argentina, Brazil and Uruguay. The table also shows that, with respect 
to the initial ranking of SNGs by their level of own revenues, transfers systems affect the 
position of these governments in about 90 per cent, on average, typically generating more 
losers than winners —except for Mexico. 

Table 3 
RE-RANKING EFFECTS OF THE FISCAL TRANSFER SYSTEM 

(Unweighted Gini Coefficient and Reynolds-Smolensky Index) 

Country 
Gini before 

Transf. 
Gini after 

Transf. 
RS Index 

Re-Rank 
Effect 

Number 
of SNG 

Changes 
due to 

Re-Rank 

Ratio of 
Changes 
vs. Initial 

Rank 

Winners 

Argentina 
(2010) 

Brazil 
(2011) 

Colombia 
(2009) 

Mexico 
(2013) 

Peru 
(2014) 

Uruguay 
(2012) 

Average 

0.4816 

0.2368 

0.2867 

0.2707 

0.3380 

0.3298 

0.13 

0.2563 

0.2520 

0.3554 

0.1141 

0.1800 

0.1838 

0.13 

0.2253 

-0.0152 

-0.0687 

0.1566 

0.1579 

0.1460 

0.07 

0.1798 

0.1041 

0.0885 

0.0629 

0.0411 

0.1186 

0.06 

24 

27 

32 

31 

24 

19 

3.90 

21 

25 

31 

27 

23 

15 

3.68 

0.8750 

0.9259 

0.9688 

0.8710 

0.9583 

0.7895 

2.19 

10 

10 

14 

15 

11 

7 

1.76 

Source: own estimates based on the IDB’s subnational fiscal database and Porto (2015) 

In Table 4 we show that revenue sharing schemes have significant equalizing ef­
fects among intermediate levels of government13. In practically all countries the rev­
enue sharing transfers reduce, on average, one third to one half the initial disparities 
in own revenues. In Mexico, both non-earmarked (Participaciones) and earmarked 
(Aportaciones) transfers display more uniform distributions that compensate for the 
unequal yet very low levels of state own revenues. In Brazil, the shared revenues with 
states (Fundo de Participação dos Estados e Distrito Federal, or FPE) are distributed 
in a more unequal fashion, although they are mostly concentrated among the poorer 
states of the Northern and Northeastern regions. Nonetheless, the obsolescence of the 
FPE distribution criteria, fixed since 1989, no longer captures the remarkable eco­
nomic and social progress made, for instance, by states in the Mid-West region (Ter-
Minassian, 2013; Prado, 2011). 



 

  
 

   
 

51 Subnational Fiscal Disparities and Intergovernmental Transfers in LAC 

Table 4 
EQUALIZING EFFECTS OF THE FISCAL TRANSFER SYSTEM BY COMPONENT 

(Weighted Gini Coefficient) 

Country Year 

Carryover Funds 

Own Rev. 
1 + 

Shared 
Rev. 

2 + 
Discre­
tional 

Transf. 

3+ 
Royalties 

4 + 
Cofinan. 
/ Capital 
Transf. 

5 + 
Condi­
tional 

Transf. 

6+ 
Total 

Revenue 

(1) (2) (3) (4) (5) (6) (7) 

Regional Governments 

Argentina 2010 0.3125 0.2097 0.2088 0.2269 0.22698 
Brazil 2011 0.2158 0.1440 0.1424 0.1609 
Colombia 2009 0.2734 0.1784 0.2215 0.2215 0.2201 
Mexico 2013 0.2277 0.1192 0.1264 0.1864 0.1528 
Peru 2014 0.3186 0.1414 0.1396 0.1396 
Uruguay 2012 0.2550 0.1541 0.2050 0.1541 

Local Governments 

Chile 2013 0.4410 0.1940 0.2200 0.2730 
Colombia 2009 0.4670 0.2147 0.2245 0.2181 0.2266 
Peru 2014 0.6540 0.4060 0.4800 0.4980 

Source: own estimates based on the IDB’s subnational fiscal database 

Despite the sizable equalizing effects, the evidence also shows some fundamental dis­
crepancies between the own resources of SNGs and the per capita level of shared revenues. 
In Uruguay, the correlation between own revenues and per capita transfers, although nega­
tive, is weak. In Argentina, the same correlation is even positive. In this case, the Province 
of Tierra del Fuego, for example, which has the smallest population size and the highest 
levels of per capita own revenues in the country, receive more per capita transfers than any 
other province. Santa Cruz, having similar demographic and economic characteristics, re­
ceives the greatest per capita levels of non-earmarked transfers. 

Royalties and other transfers from extractive industries tend to be regressive and worsen 
further existing inequities in per capita own revenues among regions. Notably in Argentina, 
Peru and Colombia, and to a lesser extent in Mexico, royalties increase such disparities, 
showing values greater than those of own revenues or shared revenues, suggesting the ex­
tremely high inequality embedded in its distribution formulas. When looking at the cumula­
tive effects, in the cases of municipalities in Peru, provinces in Argentina and states in 
Mexico, and both municipalities and departments in Colombia, the introduction of royalties 
in the analysis reverse the equalizing effect of the FONCOMUN, the Coparticipaciones, the 
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Participaciones and the general revenue sharing system (Sistema General de Participacio­
nes, or SGP), respectively. This regressive effect can be mainly explained by the allocation 
of royalties and related transfers on a derivation principle, which mostly benefits a minority 
of regions and municipalities nearby or where exploitation takes place. 

Likewise, for Colombia and Brazil, the co-financing schemes have regressive effects on 
the distribution of SNG own revenues. In Chile, capital transfers, primarily the FNDR, also 
increases the existing disparities in per capita municipal revenues. This result could be due 
to the fact that the most developed regions and municipalities are at the same time the most 
capable, technically and administratively speaking, intermediate and local governments to 
comply with the requirements set forth in the public investment system to access grants, or 
the best positioned financially to co-finance the projects or access credit markets. 

Finally, the transfer schemes with more promising equalizing elements in the region, 
Peru’s FONCOMUN and Chile’s FCM, contribute to reducing in one half the disparities in 
own revenues. Despite this important equalizing effect, there remain considerable fiscal dis­
parities, perhaps signaling the limited size of their funding pools vis-a-vis the large differ­
ences in fiscal capacities that they are intended to reduce. This funding constraint, as well as 
the use of some equalizing criteria (i.e. per capita equalization in the FCM formula), poses 
significant challenges to equalize capacity with sufficiency. 

Next, to begin with the identification of the factors determining the allocation of inter­
governmental transfers in LAC, we first look at statistical correlations between transfer 
levels and various socioeconomic and fiscal characteristics of SNGs that are generally in­
corporated in distribution formulas. As expected, for both levels of government in a sample 
of countries circa 2010, there is a positive and moderate correlation between per capita 
transfers and poverty levels —Brazil constitutes the exception. In a similar way, the level 
of transfers allocated to local and intermediate governments are also negatively correlated 
with coverage rates of basic infrastructure services like water and sanitation (Spearman 
correlations from -0.16 to -0.4). Third, there is a strong negative correlation between per 
capita transfers and population density, for intermediate governments in all countries in the 
sample (the only level of government for which data is available), a correlation coefficient 
ranging from -0.47 to -0.96. These preliminary results indicate that current transfers ex­
hibit some equalizing effects as they distribute more resources to local and intermediate 
governments facing greater expenditure needs or higher differential costs of service provi­
sion in their territories. 

Tables 5 through 8 display the results from estimating the econometric model. We find 
that generally transfer systems in the region do not take into account the potential fiscal ca­
pacity of SNGs as a key factor in their distribution. In fact, in most cases at the regional level, 
the estimated coefficient for fiscal capacity is not statistically significant. Only for depart­
ments in Colombia do we obtain a positive and significant coefficient for GDP, perhaps re­
flecting the regressive distribution of royalties and transfers from extractive industries. 
Similarly, at the municipal level, the coefficient for GDP turns out to be positive and sig­
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nificant, showing a regressive effect. All else being equal, the more fiscally capable the 
municipalities are, the more transfers they receive. Nonetheless, the economic relevance of 
the estimated parameter for local governments is rather small. 

In addition, there is a large variance in the degree to which current transfer systems 
promote fiscal equalization through expenditure needs considerations. On the one hand, at 
the intermediate level of government, for Mexico, Colombia (also for municipalities) and 
Peru, the estimated coefficient for the poverty level/incidence is positive and significant, 
suggesting that transfer systems give more resources to those regions with more acute 
needs. On the other hand, in Argentina and Uruguay at the intermediate level, and Brazil at 
the municipal level, we obtain opposite results, showing statistically significant coefficients 
yet inverse relationships, indicating that transfer systems in these cases, on average, do not 
tend to benefit the most needed regions. In Chile we did not find any significant association 
between transfer levels and expenditure needs. Consistent with our findings from the more 
qualitative work on transfers systems in LAC described in previous sections, results suggest 
that there is considerable diversity in the elements used for equalization and compensation, 
and only a few countries seem to employ measures of poverty as equalizing criteria for 
expenditure needs. 

Our results also show that equalization based on the size of the population is the most 
important and prevalent criterion in the LAC region. For both levels of government, the more 
populous regions and municipalities, on average, receive less per capita transfers. In all in­
stances, the coefficient for population size is negative and significant, and this factor explains 
a large share of the variability in the allocation of transfers to SNGs. As documented, in 
several revenue sharing systems in the region resources are distributed for example on the 
basis of population density and level of rurality. 

Another equalizing element on the expenditure side seems to be urban population size, in 
the case of Colombia, where there is an inverse relation between transfer levels and urbanization 
rates, a result presumably associated with the lower costs of providing public services in the 
presence of scale economies. The proportions of younger and older population in the regions 
and municipalities do not appear to have any explanatory power on the variation of per capita 
transfers, thus these factors do not seem to constitute key criteria for transfer allocation14. 

Overall, the results from this simple econometric exercise suggest that the equalizing 
effect of current transfer systems in LAC are limited due to the lack of explicit equalizing 
criteria that accounts for differences in fiscal capacity among SNGs. Similarly, despite the 
wide array of experiences, countries do not calculate accurately the expenditure needs of 
SNGs and the use of criteria that capture the intensity of poverty to promote equalization is 
not widespread. The equalizing effects described in the previous section primarily stem from 
the allocation of transfers based on the size and concentration of population, considering that 
the densities found in urban agglomerations tend to produce scale economies, which redis­
tributes resources to rural areas. 
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7. Conclusions 

In this study we document the existence of large fiscal disparities among SNGs in LAC 
and present evidence of the equalizing effects of current transfer systems in the region. We 
find that transfers reduce disparities in subnational own income, although to a lower degree 
than in OECD countries, mainly due to the role of revenue sharing schemes that typically 
incorporate some equalizing elements. The equalizing effect has remained practically con­
stant during the last decade, and in some cases the transfer systems seem to be losing equal­
izing power. This performance is mostly a result of the regressive effect of royalties and other 
transfers from the extractive industries, from discretionary transfers and from convergence 
funds. We also show that the remaining inequality in revenues among SNGs, after the alloca­
tion of transfers, is still large. In addition, we find that there are no explicit equalization 
transfers in LAC, and that transfers are distributed without considering the different subna­
tional fiscal capacities and without precise measures of expenditure needs of SNGs. The lack 
of attention to these two issues constrains the potential of the systems to more effectively 
address horizontal fiscal imbalances. 

The significant fiscal disparities among SNGs and the limitations of current transfers 
systems to reduce them could be affecting negatively regional equity and the overall effec­
tiveness of decentralization reforms. The evidence shown in this paper highlights the need to 
make current transfers more compensatory, specifically through the design of explicit and 
sizable equalization transfer schemes. The consideration of subnational fiscal capacity in 
transfer distribution is a pending task in LAC, particularly in those levels of government and 
countries where the potential for equalization is greater. In those countries with favorable 
political and economic conditions, reforms of current systems should incorporate explicit 
formulas that estimate fiscal disparities on the basis of measuring the fiscal capacity and 
expenditure needs of SNGs. 

The international experience emphasizes the influential role of political economy factors 
operating during the design and introduction of equalization transfers. Perhaps a good start­
ing point in the region would be to keep the current size of the transfer fund, a strategy that 
could help to reduce the political costs of reforms and to focus attention on regional equity 
during political negotiations. Such redistributive reform in itself has high political costs as­
sociated to yielding winners and losers among SNGs. It is therefore sensible and more po­
litically viable to implement a gradual reform that takes into account a transitory period to­
wards the targeted equalization level, perhaps initially keeping the actual level of transfer 
assignments unchanged, and reducing the extent of re-rankings among SNGs. This strategy 
would not affect abruptly the financing level of losing SNGs, while equalization would begin 
on the margin, based on the estimated fiscal disparities. Also in this sense, policymakers and 
analysts must identify which particular component of current transfer systems are best can­
didates for reform. Our findings suggest the reform of the most regressive transfers, namely 
royalties and transfers from extractive industries, and discretionary transfers. In particular, 
there is a growing consensus indicating the desirability and viability of including non-natural 
resources revenues into equalization grants (Brosio and Jimenez, 2015). Reform opportuni­
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ties in these areas would likely entail relatively lower political costs particularly for discre­
tionary transfers, since these transfers tend to benefit few SNGs and that they do not have 
clear and transparent rules. 

The absence of more precise estimates of expenditure needs inhibit us to identify 
whether current transfer systems compensate for them in an appropriate way. Future research 
efforts should address this important issue, and ultimately estimate fiscal gaps and disparities 
among SNGs. 

Notes 

1.	 See Martínez-Vázquez and Sepúlveda (2011) for an analysis of practices in transfer design in LAC, including 
examples of equalization transfers. Capello, Airaudo and Degiovanni (2015) compare the equalization capac­
ity of Argentina’s transfer system to that of seven other countries, including three in LAC. 

2.	 Due to the larger number of SNGs and the greater concentration of economic activities and population in a 
few cities, this ratio is likely to be much higher for local governments. 

3.	 Net fiscal benefit is the difference between the utility that households derive from consuming public services 
and the taxes they pay for producing these services, standardized to take differences in preferences and tax 
rates into account (OECD, 2014). 

4.	 Peru’s FONCOR is the exception as it uses a distribution formula that incorporates measures of expenditure needs. 

5.	 Given the regional coverage of the present study and the lack of consistent and comparable data available on 
public finances, economic conditions and population profiles disaggregated by levels of subnational govern­
ments, the various empirical analyses herein use different countries as samples for different estimations. 

6.	 Argentina, Bolivia, Brazil, Colombia, Costa Rica, Chile, Ecuador, Honduras, Mexico and Uruguay. 

7.	 We use this variable because, with the data at hand, it is impossible to calculate the potential revenues that 
SNGs could get from exerting a common tax effort on their respective tax bases. Therefore, the use of this 
proxy variable has limitations as it cannot fully capture the potential revenue generation and the likely varia­
tions in own tax effort of SNGs. Also, when comparing within and between countries, this variable is unlikely 
to capture differences in tax revenue assignments. 

8.	 There are other statistics that can be —and have been— used to measure inequality in tax systems, including 
the Kakwani and Theil indexes. Our paper uses the Gini coefficient, the coefficient of variation and the max. 
to min. ratio because these are the most popular and easily understood measures of inequality and dispersion, 
and because this choice enables us to compare our results to those found in the OECD (2014). We obtain very 
similar results when using the Kakwani and Theil indexes (available from the authors upon request). 

9.	 Argentina, Brazil, Colombia, Chile, Mexico, Peru and Uruguay. 

10.	 Unmet basic needs as a measure of poverty refers to a household that is affected by a number of factors: over­
crowded housing, housing units lacking of basic services, high economic dependency (i.e. many people de­
pending from a household head), and school-age children not receiving formal education. 

11.	 As mentioned in the conceptual framework, political factors are essential to understand the allocation of transfers 
among SNGs. Unfortunately, due to a lack of data, it is impossible to include political variables in our model. 

12.	 The Reynolds-Smolensky (RS) is another useful way to measure the equalizing effect of transfers, by compar­
ing the level of inequality among SNGs (based on Gini coefficients) before and after receiving transfers, using 
the correct ranking. The RS index can be expressed as RS= (Gb-Cda) - (Ga-Cda), where Cda captures the 
concentration of total revenues (own plus transfers) based on the initial ranking of SNGs —the re-ranking 
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effect (Porto, 2015; Reynolds and Smolensky, 1977). Although transfers may be equalizing, they may lose 
their impact as re-rankings can allow some SNGs that initially had lower levels of resources, to gain rela­
tively more than others after transfer and thereby escalate positions in that same ranking. 

13.	 The detailed results regarding the equalizing effects of each component of the transfers systems for each 
country are available from the authors upon request. 

14.	 Results from estimations using these demographic variables are available upon request. 
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Resumen 

Este trabajo aporta evidencia acerca de la existencia de diferencias fiscales en los gobiernos subcen­
trales en América Latina y muestra las limitaciones de los sistemas de transferencias intergubernamen­
tales para reducirlas. Para once países de la región durante el periodo 2000-2012, los resultados 
muestran que, aunque las transferencias reducen las diferencias en términos de ingresos, el resto de las 
disparidades fiscales entre gobiernes subcentrales permanecen y son considerables. El trabajo también 
aporta evidencia de que las transferencias se distribuyen sin tener en cuenta la capacidad fiscal o in­
dicadores de necesidades de gasto, lo que minora el potencial nivelador de aquellas. Nuestros resulta­
dos sugieren que la introducción de transferencias de nivelación puede contribuir de manera efectiva a 
reducir las disparidades fiscales y mejorar el nivel de equidad interregional. 

Palabras clave: descentralización, disparidades fiscales, inequidad, transferencias, nivelación. 
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Annex 

Table 1 

EQUALIZATION IN SUBNATIONAL TRANSFER SYSTEMS 

Country Funding and Composition 
Objectives and Distribution 

Criteria 
Distribution Formula 

Equalizing 
Transfers 

Equalizing Level 

Argentina 

Bolivia 

Brazil 

Transfers represent 62% of 
total provincial revenues, from 
which 70% are automatic 
(Revenue sharing system) 
and 30% are non-automatic 
(discretionary). 

Shared revenues represent 
20% of federal taxes. 
35% of the direct tax on hy­
drocarbons (Impuesto Directo 
a Hidrocarburos - IDH) 
Other transfers: forest royal­
ties 25%, mining royalties 
15%, hydrocarbon patents 
50% and mining patents 30%. 

Participation Fund of the 
States and the federal district, 
(Fundo de Participação dos 
Estados – FPE) is 21.5% of 
income and property tax. 
Participation Fund of the 
municipalities, (Fundo de 
Participação dos Municípios 
– FPM) is 22.5% income and 
property tax. 
Municipal participation in 
the Tax Sharing of the Sta­
tes (VAT, property tax and 
vehicle) 
Specific transfers for health, 
education and social pro­
grams. 

The revenue sharing 
system incorporates redis­
tributive and proportional 
distribution criteria, such 
as population, development 
gap, and dispersion of 
population. 
Reforms to the system 
have not sought an explicit 
objective but have been 
“patches”, which have 
resulted in the so-called 
«labyrinth coparticipation» 
(Porto, 2015). 
A rapid growth of discre­
tionary transfers in recent 
years is recorded. 
The sharing system is 
distributed according to the 
number of inhabitants. 
IDH has a specific destina­
tion for investment in edu­
cation, health, public safety 
and infrastructure. 
In general they are not 
earmarked, but they have 
some parameters to target 
investment most than cu­
rrent spending. 

FPE: population, area and 
per capita income. 
FPM: redistributive ins­
trument that compensates 
for horizontal imbalances. 
Variable coefficients are 
applied according to the 
number of inhabitants 
(10% to state capital and 
90% to the rest of the mu­
nicipalities). 

Since 1988 ad-hoc 
percentage shares were 
established for each 
province in the national 
tax revenue sharing 
system, based on the 
historical evolution of 
transfers and political 
negotiations. 

Yes: (i) population.; and 
(ii) Geographic (more 
resources to regions 
with exploitation of hy­
drocarbons and mines). 
Do not recognize the 
institutional performan­
ce and accomplishment 
of development goals. 

FPE: 85% for less 
developed regions of the 
North, Northeast and 
Midwest. 5% in terms 
of land area and 95% 
in inverse proportion to 
population income per 
capita. 
FPM: depending on 
the population and the 
inverse of per capita 
income. 

None 

HIPC transfers 
to local gover­
nments use a 
formula based 
on population 
and poverty 
levels. 

Regional Deve­
lopment Funds 
for North, 
Midwest and 
Northeast. 
Fund for main­
tenance and 
development of 
basic education 
and strengthe­
ning education 
professionals. 
Health Fund. 

Moderate to equalize fiscal 
capacity. 
Limited redistributive nature: 
provinces with similar characte­
ristics (in terms of poverty and 
income) receive different levels 
of transfers (both automatic and 
discretionary). 
Overall system loses effective­
ness in recent years 
Automatic transfers strongly 
tied to the economic cycle affect 
provincial social spending (IDB, 
2015). 
Royalties are regressive. 

Both the IDH and the de­
partmental royalties have created 
imbalances in the allocation of 
per capita income. 
The transfers are highly linked 
to cyclical trend in exports of 
natural gas making them more 
exposed to external shocks. 

FPE: Limited and the effect is 
being lost in recent years. The 
coefficients are fixed since 1989. 
FPM: Greater equalizing effect, 
reducing disparities in almost 
half, because index used favors 
municipalities with small po­
pulations. 
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Country Funding and Composition 
Objectives and Distribution 

Criteria 
Distribution Formula 

Equalizing 
Transfers 

Equalizing Level 

Chile 

Colombia 

Costa Rica 

Ecuador 

The Municipal Common Fund 
(Fondo Común Municipal 
- FCM) is a mechanism of 
solidarity redistribution funded 
from own revenues of munici­
palities (Robin Hood scheme). 
Central government transfers: 
budget items conditioned to 
management of education esta­
blishments and primary health 
(not automatic). 

General System of Partici­
pations (Sistema General 
de Participaciones – SGP): 
Unrestricted funds 5% and 95% 
earmarked to education, health, 
school feeding and water and 
sanitation. 
The SGP formula ensures real 
growth of transfers, without 
linkage to current income 
growth in the country. 
General Royalties System 
(Sistema General de Regalías -
SGR) for oil production, hydro­
carbons, coal and minerals. 
National co-financing for regio­
nal investment projects. 

Local governments receive 25% 
of hydrocarbons tax. 
Transfers from central gover­
nment reached a maximum of 
10% of ordinary income from 
the revenues and expenditures 
budget. 

Central government transfers: 
21% of current revenue and 
10% of capital income of the 
General Budget. 
Transfers to finance the exerci­
se of new powers in the areas 
of irrigation, traffic, transport 
and road safety. 
Transfers for compensation 
when autonomous governments 
generate, exploit or industriali­
ze nonrenewable resources. 

The FCM redistributes 
resources from municipali­
ties with greater economic 
capacity to those with 
lower capacity (horizontal 
transfers). 

Seek to provide similar le­
vels of per capita education, 
health and water in different 
territories. 
Multiple additional targets 
including poverty reduc­
tion and administrative 
efficiency. 
Until 2012, SGR was based 
on the principle of origin, 
but the reform is intended 
to distribute resources more 
equitably. Has transitional 
provision «hold harmless». 

Transfers from hydrocarbons 
taxes have a redistributive 
approach. The cantons with 
the lowest HDI receive pro­
portionately more resources. 
Do not look particularly to 
reduce differences in fiscal 
capacity. 

90% of central government 
transfers are conditional: 
may finance up to 30% of 
permanent spending and a 
minimum of 60% of non­
permanent expenses for 
fulfilling their functions and 
responsibilities 
Of total transfers, 27% goes 
to provincial governments, 
67% to municipal gover­
nments and 6% to rural 
parishes. 

Since 2008, FCM’s for­
mula includes: (i) 25% in 
equal shares; (ii) 10% ac­
cording to poverty level; 
(iii) 30% according to 
the number of exempted 
properties from the pro­
perty tax; and (iv) 35% 
according to permanent 
own revenues. 

The distribution of SGP 
gives priority to factors 
that favor poverty (60%) 
and take into account the 
size of the population 
(40%). 

Oil revenues are distri­
buted: 60% based on 
extension of road network 
in each canton, and 40% 
according to the Cantonal 
Social Development 
Index (SDI) 
Distribution of central go­
vernment transfers: 25% 
in equal shares, 25% in 
reverse proportion to SDI, 
25% according to canton 
population, and 25% 
according to territorial 
extension. 

Each SNG receives a 
baseline amount in terms 
of resources received in 
2010, plus an adjustment 
depending on population 
density, poverty, achieve­
ments in improving living 
standards, tax effort and 
compliance of the natio­
nal development plan. 

National Fund 
for Regional 
Development 
(Fondo Nacional 
de Desarrollo Re­
gional - FNDR) 
is an instrument 
of fiscal transfers 
for regional con­
vergence and te­
rritorial compen­
sation, intended 
to finance social 
and economic in­
frastructure in the 
regions according 
to investment 
programs. 

None 

None 

None 

The FCM is not considered a pro­
per equalizing transfer because the 
exemption policy on the tax base of 
the property tax particularly affects 
the poorest municipalities. 
The impact of the FCM is redistri­
butive, of a significant magnitude, 
but a great heterogeneity remains 
in municipal per capita income, 
mainly due to the limited size of 
the FCM (Henriquez, et al, 201; 
Pineda et al, 2013), due to its 
small-scale financing. 
FNDR ends up being regressive 
while only some municipalities 
with greater institutional capacity 
have access to financing. 

SGP for Departments presents mo­
derate redistributive effect. 
The SGP for municipalities 
presents an important equalizing 
effect, reducing by almost half dis­
parities in own revenues per capita, 
due to its primary focus on smaller 
municipalities (usually the less 
affluent Category 6). 
Royalties have a regressive effect. 

The direct transfers in Costa Rica 
have contributed to reducing 
extreme and total poverty (UNDP, 
2014). 

Limited. For instance, in 2013 
municipalities with the highest in­
cidence of poverty (as Guayaquil), 
received less transfers per capita 
than municipalities with lower 
poverty levels (as Cuenca). 
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Country Funding and Composition 
Objectives and Distribution 

Criteria 
Distribution Formula 

Equalizing 
Transfers 

Equalizing Level 

México Shares (unconditional trans­
fers): Main source is General 
Fund for Shares (Fondo Gene­
ral de Participaciones – FGP), 
which comes from 20% of 
federal tax revenues. 
Contributions (conditional 
transfers): special funds for 
education, health, social deve­
lopment and public safety. 
10% of transfers are allocated 
by ad hoc methods. 

The distribution of shares 
seeks to reward economic 
growth and fiscal effort. 
The distribution of con­
tributions is based on cost 
reimbursement, particularly 
wages. 

The shares are distribu­
ted through a formula 
that considers the level 
and growth of the state 
GDP and growth in tax 
revenues. 
Both formulas are trans­
parent and clear rules, 
but with the 2007 reform 
became complicated by 
including minimum pro­
visions «hold harmless». 

None Neither conditional nor uncondi­
tional transfers include elements 
in the formula for allocating more 
resources to states with low fiscal 
capacity. 
States with higher incomes and 
those with the highest concentration 
of poverty, receive more transfers 
per capita than low-income states 
(Revilla, 2012). 

Peru To regions: (i) ordinary resou­
rces for education and health; 
(ii) Regional Compensation 
Fund (FONCOR); and (iii) 
other transfers (discretionary 
and natural resources). 
To municipalities: (i) Municipal 
Compensation Fund (FONCO­
MUN); (ii) transfers of natural 
resources; and (iii) other trans­
fers (discretionary). 

FONCOR provides funding 
conditioned to capital expen­
ditures and their allocation 
is based on objectives of 
equity and compensation. 
FONCOMUN incorporates 
redistributive allocation 
criteria (greater weight to 
rural and poor population 
of Lima) 

FONCOR is distributed 
taking into account fac­
tors of poverty, location, 
population, tax contribu­
tion and efficiency in exe­
cution of investments. 
FONCOMUN is distri­
buted among the 195 
provinces from an index 
that considers population, 
and water, sanitation and 
electricity coverage. From 
this allocation 20% goes 
to provincial governments 
and 80% to their districts, 
depending on poverty, 
territory and municipal 
management. 

Fund for 
Regional and 
Local Public 
Investment: co­
finances projects 
in areas with 
higher poverty 
and lower trans­
fers from natural 
resources. 

FONCOMUN has a significant 
effect, halving disparities in own 
revenues per capita, but now is less 
important in the structure of muni­
cipal financing. 
Transfers from natural resources are 
regressive and concentrate on the 
areas of largest mining activity. 
Ordinary resources contribute to 
fiscal equalization modestly. 

Uruguay Global transfer of unrestricted 
funds to Departments. The 
amount and distribution criteria 
are defined in the budget law 
(since 2005 was set at 3.3% of 
the national budget). 
Earmarked transfers come from 
33.5% of the Interior Develop­
ment Fund (Fondo de Desarro­
llo del Interior - FDI) 

The main criteria for dis­
tribution are: population, 
area, the inverse of the GDP 
and unsatisfied basic needs, 
including some partial ad­
justments, as the CPI. 

No. The distribution of 
resources between de­
partmental governments 
is defined in the five-year 
budget Law, but is not 
based on a formula. 
Reflects political nego­
tiation capacities and 
historical trajectories, 
but no explicit matching 
criteria. 

None The transfers have diminished the 
gap in per capita income between 
departments. 
The current system of transfers 
shows a limited redistributive natu­
re (Muinelo et al, 2015). 
No correlation between per capita 
transfers and poverty levels of de­
partments (Pineda et al., 2013) 

Source: IDB 2015. 




