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Abstract

This paper surveys theoretical literature on fiscal federalism, noting several concepts useful in understanding
features typical to countries in transition. We argue that some ofthe concepts ofstandard fiscal federalism do not
apply to transition economies as they do elsewhere. For example, normally undesirable inter-regional competition may actually benefit the transition process by forcing regions to alter their patterns of publie spending. We
further suggest that practices such as in-kind transfers may carry additional benefits in a transition environment.
The paper makes extensive use of observations from Russia's system of inter-governmental relations.
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Introduction

Fiscal federalism has been a subject of growing interest in recent years. Issues addressed
have primarily focused on optimal division of
responsibilities among various levels of government and on decentralization as means of
reducing the overall size of the public sector.
The literature draws considerable inspiration
from attempts to design federalism into the
European Union and design "Big Government"
out of administration in the US and Canada.
For example, the EU's "subsidiarity" principle
has generated many studies on optimal allocation of redistribution responsibility.
Oddly though, the highly acute problems
re1ated to designing a division of responsibilities and rights of public sector in transition
countries have received limited attention.
Logically, once the most acute tasks of stabilization, liberalization and privatization have
been addressed, the need for economic analysis
of government functions should be apparent.
International organizations such as the IMF
World Bank and OECD have led the way i~
generating voluminous empirical literature on
fiscal federalism issues pertaining to Russia
and other countries in transition. There are also
numerous publications seeking to provide
analysis of the constantly evolving jungle of
federal relations in Russia. Yet this literature is
essentially descriptive or policy oriented. Most
of it skirts the crucial question of whether economic theories on fiscal federalism apply in
transition environments. This paper sketches
out some of the possible areas of analysis that
could be covered in the quest for answers to
this question.
We start with a modest review of the
literature on fiscal federalism and then discuss
theoretical findings that might hold some additional relevance for transition economies.
Throughout this paper, Russia is used as the
central example and the phenomena identified
are described in light of Russian examples.
Two major questions are addressed. First, we
ask whether decentralization in general is
beneficial for a transition economy. Second,
we ask what specifics, particularly in Russia's

case, might inter-governmental transfers in a
transition country have, taking the division of
expenditure responsibilities between various
government levels for granted. Indeed, it seems
that certain phenomena usually regarded as
harmful (e.g. tax competition and in-kind
transfers) may be, under certain circumstances
beneficial to the transition process.
'
For those unfamiliar with Russian intergovernmental arrangements, a brief description
of some aspects of Russian fiscal federalism is
offer.ed in the second chapter. The third chapter
conslders the hows and whys of deeentralization. On broad terms, the arguments in favour
~f decentralising are based on two assumptions. The first says that competition between
rivalling loeal governments promotes efficieney. The second is based on the notion that
local governments are better equipped to respond to the local preferenees over publie consumption. There are grounds to suppose that
some of the arguments presented for 01' against
?eeentralizing may even hold greater validity
m a country in transition.
The fourth chapter discusses intergovernmental transfers. It is evident that if disparities between loeal governments are not
welcomed, deeentralizing publie sector requires some sort of system of intergovernmental transfers. Most polieymakers in advanced industi'ial countries understand only too
well that designing a system of redistributive
transfers between loeal governments is not an
easy task. In transition eountries, public polieymakers face further obstacles that include
asymmetrical and costly information, eorruption and eommitment problems. Thus, the latter part of the ehapter deseribes elements of
seeond-best public economics such as in-kind
transfers and earmarking of publie funds. In
particular, an attempt is made to discuss their
relevanee for Russian federalism. Chapter five
provides a short summary and eonclusions.

2

Russian fiscal federalism

There is a wide body of researeh focusing on
the problems and prospects of Russian fiseal
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federal arrangements. The seminal studies by
Wallich (ed.) 1994 and Bahl - Wallich 1995
provide an excelIent overview of these issues.
Here, however, we only seek to note peculiarities that will likely persist for some time to
come in influencing these institutional arrangements. TechnicalIy, Russia is a federation
consisting ofthree levels. Here, we concentrate
mainly on the two top levels: i.e. the federal
(central) and regional levels. This is not meant
to suggest that the locallevel is an unimportant
element in Russian fiscal federalism. Leaving
out the local level in this paper is made for the
sake of simplicity only, and we believe that the
results obtained would not change even if the
locallevel was added.
Five caveats must be mentioned before
Russia can be used as an example for wider
theorizing. First, the 89 subjects offederation1
are by no means a homogeneous bunch, so no
average Russian region exists. Second, Russia
is still a centralized state in many respects; its
regions have few means to influence the
amount of their budget revenues. Third, especialIy at the regionallevel, constantly changing
regulations lead to very specific business environments. Fourth, the extensive use of nonmonetary means of tax payment has repercussions, particularly on regional government
behaviour. FinalIy, certain aspects of intergovernmental transfers are peculiar to Russia
alone.

2.1

Peculiarities of Russian intergovernmental fiscal relations

Under the 1993 Constitution, Russia is a federation consisting of 89 equal subjects. Despite
this officialIy recognized equality, however,
these 89 regions comprise an odd colIection of
various administrative units. They differ
greatly in terms of size, population, geography
and natural resources. They cover 11 time
zones and living conditions vary greatly. Russian soil contains huge reserves of precious
natural resources including oil, gas, diamonds,
platinum and gold, but these resources are

1

Thereafter referred to as regions.
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extremely unevenly distributed across regions.
To give just one example, two autonomous
okrugs in the Urals account for 80% of alI
Russia's oil and gas production. The economic
structure inherited from the socialist period
still determines regional development to a
great extent. Regions with heavy concentration
of military good production 01' light industry
are the ones most hit by transition. Under such
circumstances, it should be no surprise that just
ten regions account for nearly half of Russia's
GDP. Regionalleaders have great influence on
the political orientation of their respective region, and indeed, also political differences
across regions are remarkable.
Decentralization is a relatively new phenomenon in Russia. The Soviet Union was
possibly the most centralised state in the modern world and it is somewhat unclear how
much power its inheritor is willing to delegate
to the lower-Ievel governments. One consequence is that there still exist considerable
room for negotiations and lobbying about the
division ofpowers. As ofJuly 1998,46 regions
had made power-sharing agreements with the
federal centre. These agreements define the
division of power between the two authorities,
with a remarkable share of expenditure responsibilities assigned to the regional level, and
most revenue raising powers left in federal
hands. 2 AlI major taxes and tax rates are defined by federallegislation and neither regional
nol' local authorities are alIowed to introduce
their own additional taxes (Barisitz 1998). The
majority of regional budget revenues come
from federal taxes that are shared according to
revenue sharing arrangements laid down in
federal budget laws.
While much at odds with federal law on
basic principles on taxation laid down in 1991,
the overalI amount of taxes in Russia has risen
dramaticalIy every year since. Regional level
administrative regulations and orders on taxation change constantly. These often unpredictable changes in the business environment are
First this kind of agreements very signed
separatist regions like Chechnya, Tatarstan
Baskortostan, but later on Yeltsin declared
every region should negotiate their agreement
Kremlin.
2

with
and
that
with

8

BOFIT

characteristic for Russia and undoubtedly
makes it more difficuIt to launch new legitimate business activities. There are two possible reasons for the continuous aIteration of the
rules in Russia's legislative jungle. The first
claims that bureaucrats seek to maximize their
own welfare, so they need freedom to interpret
l~~a~ norms as means to increase their possiblhtles for collecting bribes. Certainly, relations are important in Russia - not only in the
handling of intergovernmental matters. A lesscynical argument says that most governments
live from hand-to-mouth, so they simply try to
grab revenues wherever possible. To ensure
this, regulations are interpreted so that maximum tax revenues can be collected. This reasoning might have relevance especially in explaining federal government's actions.
It has been estimated that currentIy less
than 40% of all payments in the industry are
made in cash. The remaining 60% involve
barter 01' IOUs. A natural consequence is that
also a substantial share of budget revenue,
collected mainly from large enterprises, is in
non-cash form. In 1996, various money surrogates accounted for 50% of consolidated regional governments' tax revenue. (Laine la
1997.) Tax receipts collected in timbel' 01' toilet
paper are not easily transferred to salaries 01'
electricity. It is probable that in-kind tax receipts may seriously aIter public expenditure
pattern. A regional government may, for example, be forced to spend on road repairs because that is the only tax payment government
is likely to get from an enterprise. Wide use of
money surrogates may also increase tensions
between regional and federal governments.
Regional governments may be better positioned to use in-kind tax receipts and payments
in regional IOUs. Thus, it might be in regions'
interest to sustain system of non-cash payments, thereby reducing federal government's
ability to use the taxes collected in the region.
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2.2 The Fund for Financial Suppart af
the Regians and ather farms af
transfers
Total federal transfers to regions doubled from
1992 to 1994, when they reached 3.6% of
GDP. The transfers were dramatically cut in
the following year, so that during 1996-1997
total transfers were at alevei close to 2% of
GDP. (Barisitz 1998, 6) The share of federal
transfers in regional budget revenues in year
1996 was around 12% (Russian Economic
Trends 1997.3, 23). On average, about half of
total transfers have been made through a special fund aimed at inter-regional redistribution
(Fund for Financial Support of the Regions,
FFSR) while the rest consists of mutual settlements, grants, subventions and budget loans.
T?ese include grants to Moscow City, subsidles for Russian North and Far East and special
programmes such as "Children ofNorth" (deff
severa). The federal government has attempted
to channel more transfers via the fund, and in
the 1998 budget law expenditures on FFSR
make approximately 80% of the RUB 52 billion budgeted as "financial support for other
levels."
The FFSR was established in 1994 as an
attempt to increase the transparency and fairness of the system of inter-governmental transfers. Initially, 22% of federal VAT revenues
were earmarked to the fund. Under the 1998
budget law, 14% of all federal budget tax
revenues (excluding customs duties and revenues earmarked for other special funds) were
to be allocated to the fund. 3 Transfers from this
fund are calculated according to a specific
formula, whereby the sum of revenues raised
in the base year (usually two 01' three years
earlier) is taken to represent the region's revenue-raising capacity. Actual expenditures in
the base year are assumed to be region's expenditure needs - the amount demanded and
the cost of providing local public goods. The
choice of these variables is justified on
grounds of simplicity and transparency, but the
shortcomings are obvious. Above all , this for-

3 This equaIs about 7.8% of aII budgetary expenditures in 1998.
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mula rewards cost inefficiencies in expenditures, and allows regions with high expenditure
level to continue while penalizing regions with
low expenditure levels. (Stewart 1997, 8-9.)
There is c1ear potential for a ratchet effect,
whereby a region that has cut inefficient public
expenditures sees its transfers reduced, while a
neighbouring region that has neglected reforms
continues to enjoy large transfers.
The
Russian
system
of
intergovernmental transfers may also generate unintended side effects that are specifically harmful for the transition process. Treisman (1998)
analyses data for 1992-1994 on federal redistributive transfers and conc1udes that regional
expressions of discontent have lead to larger
federal transfers. He c1aims that the most antireform and anti-federal minded regions have
received larger transfers than those supporting
government's reforms. There was even as increased positive relationship between antireform voting behaviour and amount of federal
transfers received from 1992 to 1994. An interesting remark is made in a World Bank
study focusing on regional government's subsidy spending. 4 There was a strong positive
correlation between the level of transfers received and the amount of regional subsidies.
This finding suggests that federal transfers in
fact support the old status quo and offer no
incentives for restructuring regional economy.
Regions more dependent on federal transfers
tended to spend more on subsidies. (Freinkman-Haney 1997, 19-23.)
Doubts about perverse incentives of the
sharing formula are not the only reasons for
criticizing the FFSR. Stewart (1997) conc1udes
that, on the basis of data on equalizing transfers in 1992-1995,5 distribution of transfers
was basically equalizing, with per capita transfers higher to regions with greater need. 6 HowSubsidy spending in this study includes budget
subsidies allocated to regional firms and various
other transfers like investment grants and subsidized loans to the enterprise sector.
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ever, the equalizing impact has been very
weak, and the transfers appeared to have been
of little more than nominal assistance.
McAuley (1997) uses data on total financial
flows between the centre and the regions for
1995. He conc1udes that three-fifths of regional
variances in net financial flows involve socioeconomic and demographic variables describing expenditure needs. Thus, he conc1udes that
federal redistributive transfers are influenced,
if not totally determined, by social concern.
However, according to one study, federal
transfers in 1992 and 1994 actually exacerbated disparities (Freinkman-Haney 1997, 1618). AIso Le Houerou - Rutkowski (1996)
conc1ude that since 1991 the system of transfers has moved from equalizing to creating
greater disparities.
There are at least two possible reasons
for the lack of equalizing effect. First, the low
overall level of funds available for federal
transfers as the share of FFSR in the consolidated budget is only about half the OECD average. In a country with huge regional differences, this probably is inadequate. The second
reason is poorly designed targeting with too
many recipients. When 78 of 89 regions c1assify as recipients of FFSR, it is difficult to
concentrate transfers to any particular region. 7
Redistribution of revenues among regions or
individuals can never aspire to be more than a
zero sum game; for someone to win, somebody
has to lose. Further, the federal government
has little, if any, possibility to control the use
of transfers. Transfers from FFSR are lumpsum grants that regional administrations may
use as they please. No wonder then that in
recent months there have been increasing discussion about making transfers conditional on
region's economic reforms. The increased
pressures for more efficient fiscal policy in
Russia have also raised much discussion of

4

Stewart includes FFFS, extra VAT retentions and
subventions to Moscow as equalization funds.

5

6 Need variables like small own revenues per capita,
high infant mortality, more children, higher wage

differentials and smaller and more rural populations
had positive impact on transfers.
7In 1998 budget law there will be 11 donor regions
including Moscow city, Bashkotostan, Krasnoyarsk, Khanty-Mansi and Yamalo Nenets AO's,
Lipetsk, Samara, Sverdlovsk, Tatarstan, Komi and
St Petersburg.
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poor accounting practices and elear cases of
misallocation of federal transfers in the regions.
If transfers do not ameliorate regional
differences, what then are the benefits and who
are the beneficiaries of the current system? As
the largest transfers have been directed to antireform, anti-federal regions, it may be argued
that the transfer system has actually helped to
keep the federation together. " ... the practice
of appeasing mobilised anti-centre regions was
one reason why, despite separatist pressures,
economic crisis, and weakened central institutions, Russia did not disintegrate in the early
1990's ... " (Treisman 1998, 198).
The recent political economy literature
on integration and break-up of nations may
give some light on this line of reasoning. Bolton and Roland (1995) model a federation consisting of two regions A and B, which differ in
their income distribution; region A having
income equally distributed across citizens.
Both regions may have incentives to leave the
federation, because the social policy (redistribution) chosen by the median voter in the federation is not the one preferred by either region
A 01' by region B. The benefits from breaking
up (having social policy eloser the one prefell'ed regionally) have to be weighed against
the political and economic costs of separation.
One of the main conelusions of the paper is
that fiscal accommodation reduces the likelihood of secession. In Russia's case, this model
might be reinterpreted so that the federal government is the median voter who decides on
the social policy and the transfers scheme to be
implemented. Regions can only decide whether
secede 01' not taken the federal policy choices.
Since maintaining the federation is politically
essential to the federal government, it is behaving perfectly rationally when targeting
inter-governmental transfers so that the cost of
separation is lowered for those most willing to
secede.

3

The hows and whys of
decentralization

Fiscal federalism may be defined as a system
in which both revenue-raising powers and
control over public expenditure are vested in
various IeveIs of government. This economic
definition does not require a federaI constitution to be in force. In fact, practically every
modern state fits this definition. What, then, is
the motivation for vesting government functions at various IeveIs instead of at a single
IeveI responsibIe for aII revenue-raising and
consumption decisions? From an economist's
point of view, there are at least two major
benefits from decentralizing certain government functions. First, decentraIising either
revenue-raising powers 01' decision over public
consumption 01' the both wiIl promote efficiency through increased competition. The
second motivation, the benefits from Iarger
variety of outcomes, is discussed in the second
section. Admittedly, these benefits are conditionaI on the institutional all'angements in
place, so these restrictions are briefly dealt
with at the end of this section.

3.1

Competition leads to optimal
allocation

The seminaI work on IocaI public economies is
provided by Tiebout (1956). Tiebout argued
that there is a rather straightforward anaIogy
between competitive goods markets and providing pure IocaI public goods. He proposed
that the provision of IocaI public goods should
be decentraIized to allow jurisdictions compete
for taxpayers. In Tiebout's modeI, citizens
"vote with their feet" i.e. choosing the jurisdiction offering optimaI mix of taxes and public goods. In commodity markets, competition
Ieads to optimaI outcomes, and identically,
competition in the Tiebout world Ieads to optimaI aIIocation of public goods. The mobility
of citizens forces jurisdictions to behave efficiently; faiIing to do so would lead to depopuIation. The model has been much criticized
because of a Iarge set of assumptions, not Ieast
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the perfeet mobility of eitizens. Nevertheless,
the Tiebout modeI in its simplest form makes a
strong ease for deeentralizing. In his hypothetieaI world, competition between IoeaI governments automatieally Ieads to optimaI IeveIs
of IoeaI publie goods eonsumption. In a eentralized soIution, decisionmakers have little, if
any, means of defining the optimaI IeveI of
publie goods provision.
In Tiebout's world, IoeaI publie goods
are finaneed by IoeaI benefit taxation. Beeause
of informationaI problems these 01' Iump sum
taxes may not be feasible, and publie eonsumption has to be finaneed through distOliing
taxation, e.g. through ineome taxes. If faetors
are perfectly mobile inside a federation, deeentralizing taxation powers will eause fiseaI
externalities. Gordon (1984) offers an excellent
treatment of fiseaI externalities eaused by IoeaI
taxation. One of the externalities he mentions
may be interpreted as tax eompetition among
IoeaI governments. LoeaI governments engaged in tax eompetition hope to attraet mobile
faetors to their jurisdiction by offering preferentiaI tax treatment. The eonventionaI wisdom
on tax eompetition is that it is harmfuI for the
participants, so that it should generally be a
Pareto improvement to eentralize taxation deeisions. Despite the faet that tax eompetition
(01' fiseaI eompetition in Iarge) is usually regarded as harmfuI, tightened IoeaI budgets
may, after all, be beneficiaI to the transition
proeess for at Ieast the two following reasons.
First, the traditionai literature on tax
eompetition assumes that IoeaI governments
are Ied by benevolent social planners maximizing their eitizens' welfare. In this setting,
tax eompetition is c1early a souree of inefficieney. It Iowers the tax rates (eompared to
optimum) and thus Iowers the IoeaI government revenues leading to aievei of publie eonsumption below the optimum. However, in a
world where bureaucrats are likely to seek
maximization of their own utility over that of
the citizenry, this result does not neeessary
hold. Deeentralization and inter-regionaI eompetition ean be seen as a useful eonstraint on
policy-makers as well as a neeessary means of
restrieting growth of publie seetor if bureauerats are likely to be Leviathans (Brennan -
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Buehanan 1980).8 Deeentralization as sueh has
aIso been examined as a means of diminishing
the overall size of government. 9 Judging from
numerous examples of the abuse of pub lie
funds, one is tempted to believe that bureaueraey in Russia would be better deseribed as
Leviathan than as eompletely benevolent. This
in turn may well justify some degree of deeentralization of taxation powers in a country like
Russia even before taking into aeeount the
pressures to diminish or at minimum refoeus
publie eonsumption.
Seeond, even if deeisionmakers seek to
maximize the social welfare of their region,
fiseaI eompetition may be beneficiaI for restrueturing IoeaI publie consumption. Many
mode1s, though not all, eonc1ude tax Ievels are
too Iow in a eompetitive, non-eooperative
equilibrium, but fiseaI competition affeets aIso
the eomposition of publie expenditure. In the
presenee of mobile eapitaI, fiseaI eompetition
tend to Iead to over-provision of publie inputs
in infrastrueture and under-provision of items
that direetly affeet eonsumer welfare such as
social serviees (Keen-Marehand 1997). In an
eeonomy that would otherwise be at optimum,
this clearly is an additionaI disadvantage of
fiseaI competition. In a country starting from
eentrally planned socialist optima, this may be
a benefit.
Roland et al. (1996) studied the behaviour of China's subnationaI units. They note
that China's regions have engaged in eompetition for highly mobile foreign direet investments (FDI) by providing better IoeaI infrastrueture and other IoeaI publie goods. There
the phenomena suggested by the KeenMareand model is observed, i.e. fiseaI eompetition has Ied to exeess IoeaI inffastructure
investment in the regions. However, it may
have aIso helped IoeaI governments behave
more efficiently. Roland et aI (1996) eonclude

This result is controversial. Anderson - Den Berg
1998 find no empirica1 evidence of a negative relationship between fisca1 decentralisation and government size.
8

See for example Person-Tabellini 1994, JanebaRaffl997.
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that as loeal authorities prefer to alloeate revenues to infrastrueture alluring FDI, the eost of
other social projeets sueh as bailing out lossmaking loeal state-owned enterprises (SOEs)
rises. JO It seems that deeentralization and promotion of eompetition between sub-national
units in a transition country may help to harden
the budget eonstraints of loeal SOEs. This, in
turn, is highly beneficial for enterprise restrueturing and the transition proeess as a
whole.
As long as the reasoning behind this
model is also valid for other social projeets, the
implieations for Russia are extremely interesting. Several Russian regions and loealities
have long offered a variety of tax breaks and
other benefits to attraet FDI to their jurisdietions. An illuminating example is the eompetition arising between St Petersburg and the
surrounding Leningrad oblast. The jurisdietions have numerous rival projeets on transportation infrastrueture investment,I 1 and eurrently are in eompetition to see who ean outdo
the other in terms of tax breaks. From the traditional point of view, this does not make
mueh sense. The EU has even launehed an
ECU 3 million projeet to foster integration
between the two. However, if some eompetition is useful in supporting pub lie seetor restrueturing, would it be better to let them eompete?

3.2 Decentralization leads to a variety
of solutions
If different regions of a country have different
preferenees over pub lie eonsumption, deeentralising deeision-making may be a Pareto
improvement. Assume, for example, that Russian regions in North Caueasus strongly prefer
road eonstruetion, whereas the regions in
Northern Siberia prefer housing eonstruetion.
In eentralized solution with unitary provision
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of publie goods, they both would be foreed to
eonsume a median basket inc1uding an equal
amount ofthe both "goods." IfNorth Caueasus
is allowed to use more resourees on roads and
less on housing (North Siberia viee versa)
eompared to a unitary solution, both regions
would be better off and no one would be worse
off. This idea is formalized in Oates' (1972)
deeentralization theorem. The theorem eonc1udes that government funetions should always be deeentralized unless there are additional benefits from eentralizing. 12
This model suggests that loeal governments are better positioned than the federal
government to observe differenees in loeal
preferenees. As far as this intuition is valid, the
loeal governments possess more information
on demand for publie eonsumption than the
federal government. If eonsumption decisions
are not deeentralised, the federal ageney may
be faeed with a problem of hidden information
when deciding on pub lie eonsumption. It is
sometimes argued that people are more responsive to decisions taken by the loeal government
in their partieular region than to deeisions
made in the federal eapital. F ollowing this line
of argumentation politicians in loeal governments have, in fear of loeal eleetions, stronger
ineentives to behave effieiently.
Deeentralization may offer in a greater
variety of outeomes that eitizens ean ehoose
fl·om. In a transition eeonomy, this might offer
an additional advantage if there is uneertainty
about the outeome of reforms. A deeentralized
strueture of government may allow for more
flexibility and larger seope for experimentation. In a deeentralised setting, reforms ean be
tried in one region, offering benefits of learning with relatively low reversal eosts. 13 China
is an illuminating example. Praetically the
entire reform proeess in China has been trialed
first on a limited regional seale, and only after
showing promise sealed up for implementation
throughout the country. Chinese regions have
also been the initiators of various reforms. In

10 This naturally assumes that regional governments
are operating under relatively hard budget eonstraints.

12 This idea is very close to the subsidiarity principle adopted in the EU.

11 The oblast has plans for 5 new ports and the city
for 4 new ports, all within 100 km.

13 About the coneept of reversal eost of reforms &
experimentation, see Dewatripont - Roland 1998.
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some instances, the central government has
been pushed to follow regional initiatives.
Regional experimentation was bare1y
possible in Sovi et Union because of the dominantly vertical structure of administration.
Since 1992, however, Russia's regions have
gained substantial independence. The dramatic
decentralization of the administrative structures has eroded the power of central ministries, so that economic performance and economic policy differ greatly among regions.
Today, examples of regional policies vary
from hard-line communist Uljanovsk to the
much praised pro-reform administration of
Nizhny Novgorod. One is tempted to believe
that when the outcomes of different reform
policies will be c1early observable, some
learning takes place. Then the best policy
choices may be picked up and implemented in
other regions. An illuminating example is offered by two ancient city-states of Russian
Northwest: Novgorod and Pskov. The situation
highlights how fast regions can abandon old
policies, just to get into the game. In the 1996
gubernatorial elections, the two regions voted
for distinctly different economic approaches.
Novgorod strove to attract FDI with tax breaks
and liberal administration; Pskov took a more
xenophobic line by banning export of raw materials produced in the region and restricting
. 14 Even
import of produced OutSl'de the reglOn.
so, it was simply too much for members of
Pskov's business community and many public
officials to idly watch the inflows of FDI next
door. Taking Novgorod as the proper model
for reforming their region, Pskov passed a law
on investments this March that bears an uncanny resemblance to its Novgorodian counterpart.
Another recent observation is that some
Russian regions have adopted far more liberal
policies than those at the federallevel have. An
obvious example is legislation on the sale and
purchase of land. Already three regions have
adopted a new land code allowing land to be
sold and brought free1y, even though current
federallegislation does not allow it. In the light
14 More discussion on differences and sirnilarities in
Novgorod and Pskov, see Solanko-Tekoniemi
1998.
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of these examples decentralized structure of
government may be especially beneficial for a
country in transition. The federal government's
role in fostering competition and innovation
should not, however, be neglected.

3.3

... but only under some restrictive
assumptions.

Given the above, there seem to be remarkable
advantages to be gained from decentralization.
But which public sector functions are the best
candidates for decentralization? According to
Musgrave (1958) governments perform three
main functions: they stabilize, redistribute and
allocate. Based on Musgrave's principles, there
is wide consensus that the stabilization and
redistribution functions should be left to central government whereas the allocation function is best assigned to subnational governments. Beyond these broad principles, however, researchers highly disagree about which
state functions should be decentralized.
The classical argument favouring centralizing redistribution responsibility is based
on perfect mobility. Fiscal externalities created
by mobile poor would make decentralized
redistribution difficult, if not impossible. This
proposition has been severe1y challenged in the
recent literature. 15 Wildasin (1991) argues that
decentralized redistribution is possible when
the central government participates in the process with corrective transfers. In another artiele, he shows that, even in absence of central
government transfers, decentralized redistribution is possible when regions choose to cooperate (Wildasin 1994). Taking advantage of
Wildasin's Nash-equilibria framework, Pfingsten-Wagener (1997) argue that there is considerable scope for designing systems of interregional transfer mechanisms that ensure desired levels of inter-personal redistribution.
Taking its problems, one has to be
slightly sceptical of complete information
framework as the most suitable basis for discussion onRussia. In their recent paper, RaffWilson (1997) examine the optimal scheme of
15 Good overview of decentralization and redistribution is Cremer et al. 1995.
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inter-regional redistribution when central government has imperfect information on regional
productivity. They conclude that decentralized
redistribution is necessary for well-functioning
inter-regional redistribution, and that decentralized inter-personal redistribution can yield
efficient outcomes when combined with interregional transfer mechanisms. Thus, there is a
clear case against harmonization of social policy in a heterogeneous federation. One may
dispute whether Russia has a social poliey, but
this model seems to justifY the prevailing division of responsibilities in Russia. The majority
of traditionai social policy instruments such as
subsidizing housing and paying family allowances are a regional responsibility in Russia.
The efficiency of decentralized government is based on a large set of assumptions
about economic behaviour of subnational governments and about the institutional environment where competition takes place. Economic
models very often take the fulfilment of these
assumptions for granted. When analysing realworld phenomena, however, it is vitally important to assure that the shortcomings of assumptions are into account. Considering the
institutional framework of economic behaviour
is even more important when focusing on
economies in transition. Assumptions about
economic behaviour can be gathered on the
basis of two criteria.
1. Optimal and sufficient sharing of revenues. The requirement of dividing revenue-raising powers has raised the question
about optimal tax base for each level of
government. Taxes should be designed and
assigned so that there would be as little
spillover as possible caused by regional
decisionmaking. The standard argument is
that the central government should use tax
bases that are mobile 01' unevenly distributed across the federation. Taxes on personal and corporate income should be
centralized as well as taxes on unevenly
distributed natural resources. It is widely
accepted that immovable tax bases should
be assigned to the locallevel. According to
the strictest interpretation, the optimal
taxes for local governments are property
taxes, inheritance taxes and taxes on real
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estate (Oates 1972). In most, if not all, regional and loeal governments, own revenues are insufficient to cover expenses. In
these cases, central government grants and
transfers should be used to fill the fiscal
gap. (Transfers are discussed further in
Chapter 4.)
2. Budgetary responsibility. The economic
criterion of hard budget constraint is applicable to subnational governments. This
should be interpreted so that assuming appropriately designed sharing of revenues,
local governments have to make the ends
meet. This is another way of stating that
decentralization will not be efficient if
lower levels can trust on higher levels to
finance possible deficits in all circumstances. However, a reservation should be
made for unexpected local economic
shoeks. Regional borrowing has received a
lot of attention over the last years. Some
see it as a necessary means of allowing regional governments more fiscal independence. There are, however, serious coneerns
about possible negative effeets on macroeconomic and monetary stabilization for
the federation as a whole (Wildasin 1998.)
There is much doubt if Russian federalism
meets the above assumptions. In Russia decentralization was carried on spontaneously,
both from above and from bottom. One of the
pitfalls of the system is that decentralization
was never planned so that each level of government would have appropriate revenue
sources. Wallich (1994) has strongly argued
that the federal centre intentionally pushed
expenditures down to regions in order to ease
budgetary pressure in higher level. Sharing
expenditure commitments was not followed by
sharing of revenue raising powers. Even
though Russian regions increasingly face hard
budget constraints, loeal government has little,
if any, fiscal independence. 16
In addition to the economic eriteria for
optimal revenue sharing and regional budget16 Zhuravskaya (1998) and Alexeev et al. (1998)
give good treatment of loeal governments' fiseal
ineentives in Russia.
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ary responsibility, decentralization must fulfil
cel1ain institutional criteria to be efficient.
These can be added together as (1) dependency
on legal framework, (2) transparency and (3)
simple structure.

amount of various administrative levels,
overlapping functions and contradictory
orders and instructions will seriously diminish benefits to be gained from decentralization.

1. As for any other political stmcture, decentralization (fiscal federalism) must be
based on a political decisionmaking process that reflects citizens' preferences. If
those preferences change, it has to be possible to change the stmcture according to
the altered preferences. 17 The other side of
the coin is that the stmcture should not be
changeable by the central government either unilaterally 01' under pressure from a
few local governments. In this sense, decentralization has to be characterized by
certain degree of durability and coherent
legal framework. 18

Any country would have difficulties in meeting
these criteria. Probably the most troublesome
feature of Russian fiscal federalism is the
complex stmcture and imperfect legal framework in which it must evolve. As Russia's
Constitution, the Federation Treaties and the
power-sharing agreements are pm1ly contradictory, there is excessive room for interpretation as to which level is responsible of what.
As noted, much of the discussion about transition has focused on privatization and on defining ownership and control rights clearly. In
fact, defining ownership and control rights is
critically important to well-functioning public
sector as well. Unambiguously defined taxation powers and their clear allocation at certain
levels of administration are critical for economic performance.
In comparing China and Russia Berkowitz - Wei Li (1997) conclude that when tax
rights are clearly defined, FDI and local tax
collections are higher. "The performance difference of the Chinese and Russian economic
reforms is striking and is in need of an explanation ....the definition of government tax
rights is an important reason for the performance difference." (ibid., 21) Another explanation of the difference may be the dramatic and
fast disorganization of bargaining between
suppliers and buyers in Russia. After the collapse of the USSR, formal command lines
were distorted without any alternative frame19
work to replace them.
Summing up what has been said above,
decentralizing some of the responsibilities of
public sector may be more beneficial than has
usually been pointed out for an economy in
transition. This, however, presupposes that the
institutional arrangements defining the division
of powers are clear and durable. In a secondbest world of incomplete information and possibly selfish decisionmakers, interaction be-

2. The mies of the game have to be unambiguous and transparent. Without properly
defined ownership rights, competition
rarely leads to optimal allocations. The
same observation applies to decentralizing
government functions. Decentralization of
government functions may be justified because the local governments have better
knowledge of local preferences and citizens have better possibilities to influence
the local decisionmakers. If there are no
clear-cut laws about which level is responsible for which functions, these benefits
rarely materialize. Poorly defined, a decentralization process may even harm macroeconomic management of a federation
(Ter-Minassian 1997). This line of argumentation has often been used against decentralization in transition countries.
3.

The stmcture of decentralized administration has to as simple as possible in order to
minimize administrative costs. A great

17 Stiglitz (1988, 390 - 401) uses similar criteria for
defining a good tax system.
18 Montinola et al (1995) see 'institutionalised degree of durability' as one prerequisite of marketpreserving federalism.

19 More about disorganization explaining output fall
in transition, see Blanchard - Kremer 1997.
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regions should be subsidized to be able to
provide some predetermined level of public goods and services at uniform price.
(Musgrave 1958, Oates 1972.)

tween central and regional levels of government becomes even more complex.

4

Intergovernmental transfers
and inter-regional redistribution

Designing a perfect division of powers between federal and regional governments so that
no inter-governmental transfers would be
needed is scarce1y possible. In all counties,
there are external effects, inequalities in initial
resources 01' sudden catastrophes that call for
transfers from one level of the public sector to
another 01' from some regions to others. Implementing these transfers is, however, not an
easy task. Transfer schemes that would otherwise be advisable may prove unfeasible due to
informational problems 01' political resistance.
First, the various purposes of intergovernmental transfers are discussed. The second section of this chapter contains remarks on
the theory of the second-best world.

4.1

Rationales for intergovernmental
transfers

Transfers between different governmental units
both horizontally and vertically may be justified as efficiency- 01' equity-enhancing. In
broad terms, intergovernmental transfers can
be grouped into three purposes. 20
•

•

•

Transfers should encourage 01' discourage
expenditure on particular merit goods 01'
goods that have (negative) positive spillover (external effects) to other regions.
If one level of government collects more
revenues than it has expenditure responsibilities, transfers have to be used in order
to fill the fiscal gap elsewhere.
According to the principle of horizontal
equity, people in equal positions should be
treated equally. This indicates that poorer

20 An excellent overview of central government
transfers is found e.g. in Rubilfeld 1991,634-636.

A rationally behaving regional government
takes into account only the benefits (disadvantages) accruing to its own territory when making decisions about spending and production.
Without external effects, this would indeed
lead to efficient outcomes, but many of the
decisions made in one region do influence
living conditions in other regions as well. Classic examples of negative externalities are air
and water pollution; infrastructure projects
such as inter-regional highways, large ports 01'
higher education institutions may have considerable positive impact on economies of surrounding regions. Omitting these external effects may lead to over- 01' under-production of
some public goods. 21
In theory, regions could solve the problem of externalities through multilateral
agreements. However, in a federation as large
as Russia, regional co-operation would certainly be constrained by administrative as well
as incentive problems. To induce regions to
behave efficiently from the federation point of
view, the central government should offer
price subsidies (or negative taxes) to regions.
According to the Pigou tradition, these subsidies should be set so that the total cost of any
decision to an individual region equals the real
social costs of that move. A Pigou-type price
subsidy is proportional to regions's expenditures on a given item. The problem, therefore,
is how to estimate the actual size and value of
externalities since, to be efficiency-enhancing,
the subsidy should exactly equal the value of
the externality in question. (Wildasin 1984,
124.) Estimating the true price ofan externality
is likely to be even more problematic in a transition country than in well-established market
economies. While apparently there are no
Even thought the issue is not discussed here, it
should be mentioned that fiscal federalism may also
give rise to fiscal externalities, both horizontal (tax
competition, tax exporting) and vertical (concurrent
taxation). An excellent treatment on concurrent
taxation is Keen 1997.
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clear-cut matching grants aimed at curing the
externalities problem in Russia, a number of
federal extra-budgetary funds, (e.g. federal
road fund) are designed to encourage regional
spending on certain items such as road maintenance.
The seeond motivation for intergovernmental transfers contains the very essence of
fiscal federalism. The very existence of multilevel government may create the mismatch
between revenues and expenditures. No vertical division of expenditure responsibilities can
match exactly the division of revenue raising
powers. As a result, equalizing the vertical
imbalance is eritically important for keeping
the country together and for ensuring that all
government functions can be effectively carried out. Usually central governments are bettel' positioned to administer the largest revenue
streams. They take charge of collecting and
allocating some of the take to lower levels.
This arrangement is very often implemented as
tax sharing. Lower level governments receive a
fixed share of tax receipts collected by the
central government. These tax-sharing arrangements are lump sum grants in nature;
regional governments do receive a fixed
amount of revenues irrespective of their own
actions. The actual degree of centralization in a
federation may be judged by the regional share
in total budget expenditures 01' revenues. It
should be kept in mind, that as long as a coherent system of filling up the fiscal gap is in
place, those figures do not need to be equal.
The Russian fiscal federalism is based to
a high degree on tax-sharing arrangements.
Although regions and localities accounted for
50-60% in the consolidated budget revenues in
1996-1997, they have very few sources of own
revenues. The Law on Basic Principles of
Taxation, which came into effect in early 1992,
assigned a relatively large number of taxes to
regional and local level. Taxes such as inheritance or adveliising taxes may be of some use
as means of controlling regional economic
activity, but they cannot be characterized as
solid revenue sources. The lion's share of consolidated regional budget revenues comes from
shared federal taxes. The centre thus sets tax
rates and collects revenues from all major
taxes including personai income tax and VAT.
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Revenues on these taxes are shared between
regions and the centre according to sharing
mIes confirmed each year in the budget law.
Despite clearly defined laws, ad hoe arrangements have been common in deciding the actual amounts transferred to regions. During
1992-1993 many regions decided unilaterally
what proportion of tax revenues should be
shared with the centre. As a result sharing rates
varied substantially from region to region, and
considerable exemptions and special tax regimes were granted to several regions. AIthough sharing practices se em to have improved and stabilised in recent years, the
amounts transferred to the federal budget continue to differ greatly. (Popova-Tekoniemi
1998, 15-16.) According to 1998 budget law
100% ofpersonal ineome tax, 25% ofVAT on
domestic products (excluding precious minerals), 50% of excises on alcohol and 100% of
excises on many other domestie products were
assigned to regional budgets.
The somewhat troublesome feature of
tax sharing is in its lump sum nature. Since
regions cannot directly affect the lump sum
grant they receive, they have little, if any, incentive to broaden the tax base 01' even ensure
tax collection in their respective jurisdiction. If
shared taxes account for most budget revenues
and if regions have few possibilities of raising
their own revenues, the lack of incentives can
have considerable effects on overall tax discipline. This may be, to some extent, the ease in
present day Russia and it may thus follow that
if regions had greater more revenue raising
powers, they would be more interested in ensuring efficient tax collection.
The last of the three goals for intergovernmental transfers, redueing horizontal imbalance, is probably the most demanding. 22 When
the two previous tasks can be justified by efficiency grounds, this one is very much based on
equity considerations. It is usually considered

22 One might argue however, that if labour and
capital were perfectIy mobile across regions, market mechanism would equalise rents and wages
making federal government transfers unnecessary.
In practice especially mobility of labour is far from
perfect due to moving costs, employment constraints, imperfect housing markets etc.
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that every citizen, irrespective of place of residence, should be entitled to similar public
goods. 1f it is the regional government that
offers these public goods, then poorer regions
should be subsidized so that they can provide
some predetermined level of public goods and
services at a uniform price. However, it is difficult to give precise answers to questions like
how much resources should be redistributed
among regions, what is an accurate measure of
inequality among regions and what form redistributive transfers should assume. Regions
c1assified as needing assistance are often entitled to lump-sum grants, cheap loans or various
matching grants. Thus, while the Russian system of inter-regional redistribution is probably
one of the least transparent and least efficient
in the world, the need for inter-regional redistribution in Russia is still self-evident. Federal
transfers are of vital impOltance to regions in
most depressed areas like North Caucasus and
Eastern Siberia. 1n 1996, transfers from FFSR
comprised 50%-80% of budget revenues in
nine poorest regions. 23
An essential prerequisite for redistributing revenues from richer to poorer regions is
that redistribution is seen as justified and necessary by at least the great majority of regions.
The design and implementation of interregional redistribution is likely to be politically
difficult without necessary unanimity. 1mplementation of a redistribution scheme is likely
to be even more problematic if there is asymmetrical information between central and regional governments. 1n that case the central
government faces the c1assic principal-agent
problem. The rich regions, which would lose in
the programme, have incentives to hide their
revenues and true revenue raising capacities.
The centre (principal) must find ways to persuade regions (agents) to reveal their private
information. Since Russia is a vast federation
with huge regional differences and reportedly
poor practices in accounting and statistics, one

These are all ethnic regions; Chechnya, Ingushetia, Aginski Buriatski, Tuva, Altai, UstOrdinski, Buriatski, Dagestan, Kalmykia and Jewish AO (Russian Economic Trends 1997.2, 138141).
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is tempted to believe that at least some regions
are able to withhold information from the cen. turn, calls for a c1everly designed
t re. 24 Th'IS, m
transfer scheme that would take into account
the costs of accounting and monitoring.

4.2 Towards a redistributive transfersscheme in a transition country?
Another peculiarity of Russian transition has
been the lack of unanimity on the overall goal
of transition. 1n most CEECs, the large majority of people have shared the consensus that
adopting democracy and a market economy
implied abolishing the socialist system and
returning to the West. 1t has been less c1ear
what the politicians in Russia and the other
C1S countries have as a goal. Governments and
the Duma respectively have had troubles in
credibly committing themselves to any coherent economic policy. Laws, presidential decrees and implementation of taxation, transfers
and tax sharing have constantly changed and
agreements vary from region to region. As
mentioned in the second chapter, thus rapidly
evolving legal jungle may be a by-product of
self-interested bureaucracy - room for interpretation leaves room for corruption. During
the financial crisis in 1998, it once again became clear that Russia's public sector is striving for cash. The governments have ta use all
possible sources of budget financing, which
inc1udes taxing away revenues whenever they
come upo When the economy is living from
hand to month, problems of time consistency
. . bl e. 25 What lessons might be
are a1most mevIta
available if one departs from the c1assical assumptions of first-best public economics and
allows for such real-world phenomena as cor-

The newly elected president of Chuvashiya told
in a recent interview that the only way for the republic to succeed is to 'work well, but do not show
it to the centre' (Russian Regional RepOlt, 2 July
1998).
24

A policy is time inconsistent if it is optimal when
announced before agents act, but which is no longer
optimal after they have acted.
25
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ruption, asymmetric information and commitment problems?
One result may be that, contrary to the
conventional view, earmarking of public funds
may be efficient. In its strictest form, earmat'king is defined as a practice of assigning
revenue from specific tax 01' taxes to specific
government activity 01' areas of activity. This
implies a benefit taxation nature of earmarked
taxes at least in some cases (road fees - road
maintenance). A broader definition may include cases such as the Russian FFSR where a
fixed percentage of general revenue is devoted
to a specific program. Earmarking is usually
se en as inefficient since it limits the flexibility
of budgets and reduces political control over
the use of public money. But when decisionmakers do not behave optimally, reduced political control could be a blessing. Earmarking
gives the assurance of some minimum level of
public finance will go to a certain object irrespective of political struggles, shifting maj orities 01' corruption. (McCleary 1991.) By linking taxation with spending on a known item,
earmarking may also facilitate accepting some
new taxes 01' new expenditure. This is clearly
an advantage in an environment where voters
do not wholly trust the politicians to whom
they delegate the taxation powers. (Brett-Keen
1997.)
The broad definition of earmarking in
fact comes very close to the concept of in-kind
transfers. Transfers in kind have usually been
regarded as inferior to cash transfers, because
in-kind transfers constrain the behaviour of
their recipients. Receiving food stamps 01'
some specified public goods instead of money
may change consumption patterns and force
the recipient to move to a lower indifference
curve. But once again, in a second-best setting,
in-kind transfers may be Pareto-improving.
There is extensive literature arguing that the
use of in-kind transfers may be welfareimproving where information on individuals is
asymmetrical.
If the centre does not know the true
wealth of the regions, any scheme of redistributive transfers has to be designed so that
also the rich regions have incentives to reveal
their true wealth. In their recent paper Cremer
- Gahvari (1997) prove in an optimal taxation
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framework that in-kind transfers may enhance
welfare by weakening agents' self-selection
constraints. The government may set the
minimum consumption constraint (minimum
of in-kind transfers) in a way that mimicking
low-income individual becomes less attractive
to high-income individuals. Constraining the
end use of transfers will also diminish possibilities for corruption as well as for misuse of
the resources. In a setting where policymakers
are possibly not benevolent this may offer a
remarkable advantage. In Russia's case, it
would support the idea of obliging regions to
use federal transfers exclusively for financing
well-specified programmes.
These results of second-best public economics should be very interesting for designing intergovernmental transfers. After all, in
Russia ten regions out of 89 produce about
50% of GDP. The ten poorest regions rely on
federal transfers for over half of their budget
revenues. In other words, there is a compelling
need to design a system for equalizing transfers that is, on one hand, transparent and relatively efficient, and on the other, able to tackle
the problem of costly and incomplete information available to the federal government. Following Cremer-Gahvari (1997) argument, if at
least a part of equalizing transfers would be in
kind, richer regions might be more willing to
reveal real information about their true fiscal
capacity. In the long run, a well-to-do region
would probably not be interested in additional
transfers that could be used only to, e.g. support families living below subsistence level.
This calls for a new model of intergovernmental transfers based on the tradition of optimal income taxation initiated by Mirrlees
(1971) and interpreted by Stiglitz (1982). The
charm of this familiar principal-agent framework is that intuitively it seems to describe
current Russian reality rather well.

5

Conc1uding remarks

The recent explosion of literature on fiscal
federalism makes this a highly preliminary
attempt apply several fashionable concepts to
the needs of economies in transition, especially

20

BOFIT

considering that a certain degree of decentralization and loosening of fiscal control may be
inevitable during Russia's transition to a market economy. Here it is noted that decentralization per se could be beneficial, under certain
circumstances. Promoting competition among
regions may be a welcomed restraint to a
bloated public sector. Increased competition
may also help regional governments to refocus
their spending patterns.
As economists know little about what
happens when an economy shifts from one
equilibrium to another, study of decentralization schemes may provide useful knowledge.
Decentralization, after aH, gives greater opportunities for implementing gradual or partial
reforms, since different reform approaches can
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be tested on a smaH scale in different parts of
the country. One of the prerequisites for efficient decentralization is an efficient system of
inter-governmental transfers. In a transition
country problems of asymmetrical information
are likely to be even more pressing than in
'normal' market economies. Analysis of fiscal
federalism is probably more than many other
fields of economic research dependent on the
surrounding institutional framework. In a transition country, many institutions do not function as classical theories assume. Here, it is
argued the theory of second-best public economy may offer valuable ideas for transition
countries such as Russia. This aspect of transition clearly deserves greater attention and
thoughtful research

Laura Solanko
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