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Fiscal Federalism and Decentralization
The Decentralization Theorem:
For a public good–the consumption of which is defined over geographical subsets of the total population, and
for which the costs of providing each level of output of the good in each jurisdiction are the same for the
central or for the respective local government–it will always be more efficient (or at at least as efficient) for
local governments to provide the Pareto-efficient levels of output for their respective jurisdictions than for the
central government to provide any specified and uniform level of output across all jurisdictions (Oates W.
1972)
Fiscal Federalism Principles:
• Principle of subsidiarity (Boadway & Shah, 2009; Oates, 1999);

• Compliance principle (Oates, 1972);
• Economies of scale (Oates, 1972);

• The principle of fiscal equivalence (Olson, 1969);
• The principle of taxation of benefits (Oates & Schwab, 1988)

Taxes or grants: revenue source for local governments
The importance of own sources of funding is clear (Blöchliger & Kim, 2016):
•

First, if the fiscal autonomy and spending power of SCGs (and thus own tax revenues) increase, the role of
intergovernmental grants becomes less important. Grants do not give SCGs much freedom to decide on their
spending levels;

•

Second, unlike grants, own taxes increase government accountability and may affect citizens’ greater
involvement in budget processes. This is because most grants are earmarked for specific purposes and citizens
have no impact on the allocation of these funds;

•

Third, reliance on grants affects SCGs’ sustainability as, unlike own taxes, grants tend to ease the budget
constraint and lead to overspending.

However that intergovernmental grants still have a role to play, as they can help reduce differences in tax
raising capacity or interjurisdictional externalities. But grants can trigger the development of the soft
budget-constraint (SBC) syndrome. SBC has some ways:
•
•
•
•

too-big-to-fail problem;
too-sensitive-to-fail problem;
too-weak-to-fail problem;
political clout of sub-central governments.

The theory of market-preserving federalism
Market-preserving federalism seeks to provide an institutional framework to mitigate the fundamental dilemma
posed by Weingast: that in order for markets to thrive, the state must be strong yet limited.
William Riker defines federalism as a hierarchy of governments in which (William H. Riker, 1964) :
1) "two levels of government rule the same land and people";
2) each has a well-defined scope of authority;
3) each possesses a guarantee of autonomy within its own sphere of authority.

Weingast and his collaborators add four additional requirements for market-preserving federalism that
deal specifically with the role of the state in the economy (Montinola, Qian & Weingast, 1995):
4) The subnational governments have primary authority over the economy within their jurisdictions;
5) The national government has the authority to police the common market and to ensure the mobility of goods and factors
across subgovernment jurisdictions;
6) Revenue sharing among governments is limited and borrowing by governments is constrained so that all governments face
hard budget constraints;
7) The allocation of authority and responsibility has an institutionalized degree of durability so that it cannot be altered by the
national government either unilaterally or under the pressures fromsubnational governments.

Hourglass federalism: growth of the global cities
Hourglass Federalism is a theory about Canadian economic geography and political economy that has
been promoted by Thomas J. Courchene of Queen's University
Courchene defines Hourglass Federalism as «Ottawa’s use of the spending power and other instruments to
fiscally starve the provinces and then to make an end run around them to deal directly with cities and
citizens alike, leaving the provinces of the squeezed middle of the division-of-powers hourglass»
(Courchene, T.J. 2005)

Courchene attributes this enhanced interest in provincial jurisdiction by the federal government to "the
new economic order (globalization and the knowledge information revolution)“ and accredits three
changes associated with it (Courchene T.J. 2004):
• The first change is «the shift from a resource-based society and economy to a human-capital or
knowledge-based society and economy»;
• Secondly is «the emergence of global city regions (GCRs) as the dynamic motors of the new
economy»;
• Finally yet importantly, is the argument that «the essence of nation-building and electoral salience
have also shifted away from resource-based mega projects and towards citizen-driven infrastructure
and policies in areas like health, education and income distribution».

Methodology
1) Hypotheses:
(1) the regional authorities of Russia are prone to instability in terms of uniform tax standards for deductions to urban districts;
(2) the indicated instability is a criterion of “hardness” of budgetary restrictions, which affects the interest of local authorities (cities)
in the development of “subordinate” territories;
(3) local budgets in Russia have relatively low tax autonomy.

2) The construction of an index of volatility of tax standards (hardness of budget constraints) as a result of a
score on the following stages:
•

•

•

Scoring: 1 point was set if the standard for the current year is equal to the value for the previous year; 2 - if the standard was reduced
or was canceled; 0.5 - if the current year was followed by an increase in the standard. Points were awarded for each type of tax
separately;
Summation of points: summation of points for each type of tax for 2010–2018. and finding a single weighted average of the final
grade for the subject of the Russian Federation. As weights, the volumes of the corresponding types of taxes for the city districts of
the subject of the Russian Federation, accumulated over 2010–2018, were used;
Scoring: using the minimax method of rating normalization, as a result of which the subjects of the Russian Federation with the most
volatile standards received values tending to 1, and the least volatile - to 0.

3) The impact of the hardness of budget constraints on the entrepreneurial activity:
•
•

Scoring the correlation of the volatility index of the norms of deductions to urban districts and indicators of the entrepreneurial
activity;
Modeling said relationship by least squares method.

Subnational budgets in Russia: key features
Decentralization of tax revenues in OECD countries and the Russian Federation
The share of the budget level in tax revenues of
the state,
2016 г.
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Autonomy indicators of the budgets of urban districts and municipal regions in the
Russian Federation, 2010–2018

Tax deductions that can be transferred to the local level from
the level of the subject of the Russian Federation are indicated
in art. 56 of the Budget Code of the Russian Federation:
- corporate income tax;
- personal income tax;
- tax on the extraction of common minerals;
- mineral extraction tax (with the exception of minerals in the
form of hydrocarbons, natural diamonds and common
minerals);
- tax on the extraction of minerals in the form of natural
diamonds;
- fee for the use of objects of aquatic biological resources
(excluding inland water bodies);
- a fee for the use of objects of aquatic biological resources (for
inland water bodies);
- fee for the use of objects of the animal world;
- tax levied in connection with the application of the simplified
taxation system, including the minimum tax;
- single agricultural tax (excluded in the current version of the
article);
- state duty and others (including excise taxes)

Hardness budget constraint and entrepreneurship
Regions with the largest / smallest number of changes in the norms of
tax deductions to the budgets of urban districts for the period 2010–
2018

Tax deductions that can be transferred to the local level from
the level of the subject of the Russian Federation are indicated
in art. 56 of the Budget Code of the Russian Federation:
- corporate income tax;
- personal income tax;
- tax on the extraction of common minerals;
- mineral extraction tax (with the exception of minerals in the
form of hydrocarbons, natural diamonds and common
minerals);
- tax on the extraction of minerals in the form of natural
diamonds;
- fee for the use of objects of aquatic biological resources
(excluding inland water bodies);
- a fee for the use of objects of aquatic biological resources (for
inland water bodies);
- fee for the use of objects of the animal world;
- tax levied in connection with the application of the simplified
taxation system, including the minimum tax;
- single agricultural tax (excluded in the current version of the
article);
- state duty and others (including excise taxes)

Hardness budget constraint and entrepreneurship
Coefficients of correlation of the volatility index of the norms of deductions to urban districts and indicators of the development of entrepreneurial activity by
subjects of the Russian Federation in 2018

Coefficients of correlation of the volatility index of the norms of deductions to urban districts with the dynamics of indicators of the development of
entrepreneurial activity in the subjects of the Russian Federation in 2011–2018

Hardness budget constraint and entrepreneurship
•

Model (1), least squares method is used - OLS
𝒍𝒏𝑬𝑨𝒊 = 𝒄𝒐𝒏𝒔𝒕 + 𝜶𝟏 𝒍𝒏𝑼𝒏𝒆𝒎𝒑𝒍𝒊 + 𝜶𝟐 𝒍𝒏𝑷𝑶𝑷𝒅𝒆𝒏𝒔𝒊𝒕𝒚𝒊 + 𝜶𝟑 𝒍𝒏𝑪𝒊𝒕𝒊𝒛𝒆𝒏𝒔𝒊 + 𝜶𝟒 𝒍𝒏𝑬𝒙𝒕𝒓𝒂𝒄𝒕𝑰𝑵𝑫𝒊 + 𝜶𝟓 𝒍𝒏𝑮𝑹𝑷𝒊 +

𝜶𝟔 𝒍𝒏𝑻𝒆𝒔𝒕𝑽𝒂𝒓𝒊𝒂𝒃𝒍𝒆𝒔𝒊 (1),
Description of Econometric Analysis Variables

Hardness budget constraint and entrepreneurship
Correlation matrix for all constituent entities of the Russian Federation
(lower left), as well as with the exception of oil and gas producing and
highly subsidized constituent entities of the Russian Federation (upper right)

Scattering diagrams of the studied variables

Hardness budget constraint and entrepreneurship
The results of the assessment of factors of entrepreneurial activity in the constituent entities of the Russian
Federation (n = 52)
(the least squares method is used - OLS)

Main findings
• The hypothesis of the absence of “hard” budgetary constraints, demonstrated in the empirical part
of this study using the example of deductions in urban districts, was confirmed by showing that the
regional authorities of the Russian Federation are prone to instability;
• In particular, such instability in accordance with uniform standards has led to a decrease in the tax
independence of urban districts in a number of constituent entities of the Russian Federation;
• In the context of the presented theories and the growth of global economic competition, such
tendencies for a decrease in the role of cities can negatively affect the economic development of
the whole country;

• In our empirical observations, significant and stable relationships between the development of
entrepreneurial activity and the stability of the standards for tax deductions in urban districts were
not revealed. This may be due to both the weak level of development of political institutions and
the low tax independence of local budgets, whose share in the consolidated budget of the Russian
Federation is almost two times lower than the average for OECD countries.

Recommendations
• to eliminate the lack of independence of municipalities in regulating the tax base, which, combined
with “soft” budget constraints when providing inter-budget transfers and budget loans;

• to increase the share of budgets of municipalities, including with the possibility of implementing
asymmetric decentralization approaches, according to which urban districts will be the most
financially independent;
•

to transfer tax payments to local budgets mainly on the basis of uniform standards, the stability of
which should be guaranteed by the constituent entities of the Russian Federation for at least five
years;

• to solve the complex problem of "rigidity" of budgetary restrictions and weak independence of the
tax policy of municipalities in the long term.

