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Part 1. Local Self-governance in Russia:
Structural and Financial Aspects



Introduction

The urgency of challenges that local self-governance presently
faces can hardly be overestimated. The country is on the threshold of a
large-scale reform that provides for considerable modifications of
mechanisms of functioning of all levels of power, including, particularly,
the municipal authorities. The new wording of the 2003 law “On general
principles of organization of local self-governance in the Russian Fed-
eration” suggests large-scale transformations, which should embrace
practically all aspects of municipal entities’ functioning, including the
territorial and financial fundamentals of local self-governance, powers
and functions exercised by municipal authorities, forms of realization of
local self-governance by the population, the system of local govern-
ments, public control over the municipal authorities’ operations, etc.
The new law will fully become effective since January 1, 2006, while un-
til then individual articles of the law, such as Chapter 12 “Transitional
provisions”, are in effect.

The fundamental reform concept implies a clear and unequivocal ar-
ticulation in the law of the structure and responsibilities of municipal
entities, identification on this basis their spending powers, and fixing
with them, on a regular basis, revenue sources. The major reform ave-
nues are as follows:

e introduction of a two-tier basic model of local self-governance na-
tionwide. The model will secure the formation of municipal entities
at the level of settlements and municipal districts. In addition pro-
vides for establishment of urban okrugs — one-tier municipalities
that exercise functions of both settlements and districts;

o the list of issues of local significance is reduced considerably
vis-a-vis the prior version of the Law, while all the municipal entities’
powers are divided between the settlement and district levels, with
districts dealing with local issues in inter-locality territories, as well
as exercising many key functions in the territory of localities (in par-
ticular, those associated with organization of education and health
care);

e the law introduces a clearer regulation of delegation of individual
government mandates to the local level and provision of their fund-
ing from higher-tier budgets;
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e the law introduces a more distinct regulation and ensures more
substantial guarantees to exercising the direct democracy on a lo-
cal level; the legal base of the territorial community-based self-
governance is formulated in a greater detail than in its previous ver-
sion;

o legislatively set requirements to local governments are tightened: in
particular, it is provided that every municipality is bound to have a
representative body, a head and a local administration; it is gener-
ally prohibited to combine the posts of head of the administration
and head of the representative body, the number of deputies of the
local council is strictly controlled etc.;

o the law limits the list of assets which municipalities are allowed to
own; objects that fail to fall under legislatively set restrictions are
subject to re- profiling or alienation;

e revenue sources are fixed with municipal entities on a regular basis,
principles and mechanisms of granting financial aid to municipali-
ties are rigidly controlled by the federal legislation (including the
possibility for introducing negative transfers for the most financially
self-sufficient municipal entities);

o the law provides for the possibility for temporary execution by the
government bodies of individual powers of local self-governance
bodies, including introduction of a temporary financial administra-
tion, should a given municipal entity become insolvent.

While it is clear that the reforms provided for by the new legislation
cover practically all aspects of the municipal entity’s activities, the most
radical changes concern the territorial and financial fundamentals of
local self-governance. The above issues were considered in the re-
search project entitled “Problems of the local self-governance reform:
structural and financial aspects”. The project was implemented in
2003-2004 within the framework of the Russian-Canadian Consortium
for Applied Economic Research. The project framework allowed an
evaluation of territorial models of local self-governance in existence in
the RF regions prior to the reform and their impact on various aspects
of municipal entities’ activity, primarily those concerned with organiza-
tion of municipal services.
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At first sight, the not-so-distant prospect for such large-scale trans-
formations in many respects depreciates the importance of the analysis
of existing territorial models and makes it a subject of a purely historical
interest. However, such a simplification is fundamentally wrong, for
such an analysis undoubtedly appears timely, because of the following
reasons:

First, while the new legislation provides for rather a uniform regula-
tion of local self-governance throughout the country, there still exists an
opportunity for taking flexible decisions that provide for picking a cer-
tain options from the respective list of them. Thus, at the regional level,
there emerges a new territorial structure of local self-governance and
crystallizes the correlation between the two-tier (municipal district-
settlement) and one-tier (urban okrug) models. The law keeps un-
touched the possibility to form administrative bodies of municipal dis-
tricts (on the basis of general elections or settlement representation) in
different ways. The mutual delegation of mandates can affect the distri-
bution of responsibilities between settlement and district levels. An
analysis of solutions to these problems within the frame of the existing
territorial structure models allows assessing a comparative efficiency of
different approaches and identification of the respective threats, which
forms a necessary base for selecting optimal options.

Second, regions have accumulated diverse and in many respects
unique experiences of organization of local self-governance that dis-
play substantial positive characteristics. It is important to identify posi-
tive aspects of the current organization of local self-governance, ana-
lyze conditions that encouraged their blossoming, and to try not to
“lose” them in the course of the reform process.

Third, the methodology of the analysis of the existing models of local
self-governance can become instrumental in developing a methodol-
ogy of monitoring and assessing the local self-governance reform out-
puts as per the new version of the Law “On general principles of organi-
zation of local self-governance in the Russian Federation”, and estab-
lishing an adequate information base and organizational mechanisms of
such monitoring.

Finally, fourth, not all local self-governance reform elements have
been completely identified as yet. The new version of the Law “On gen-
eral principles of organization of local self-governance in the Russian

12



Federation” was repetitiously amended which was mitigating the strict-
ness of its genuine provisions. Perhaps, this process will continue fur-
ther on. The existing practice of municipal organization forms a neces-
sary basis of developing this particular array of issues, while the infor-
mation available on various aspects of the functioning of the local self-
governance system allows to this or that degree forecasting the reform
outcomes and attempts to avoid well beforehand the most significant
threats.

Thus, it appears that the analysis of functioning of local self-
governance within the framework of the existing models of territorial
structure constitutes a necessary stage of preparations for the trans-
formations provided for by the new legislation on local self-governance.
Such an analysis can become very instrumental in organizing the reform
implementation process.

Meanwhile, since the second stage of the project research fell on
2004, which was the time of a rapid rise of a new territorial structure in
the regions and their identification of some other parameters of the
municipal organization the noted aspects were inevitably included in the
set of issues worth analysis, which forms a separate chapter of the pre-
sent paper.
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Chapter 1. Territorial Organization of Municipal
Power: Theoretical Aspect

1.1. Territorial Organization — Factors Determining
the Choice

Debates on territorial organization of municipal power, the models
and variants used in this sphere have been a typical phenomenon in
many countries in different periods of their existence. In practice, it is
generally admitted that there is no single solution of this problem suitable
for all times and conditions. There are different factors affecting the
choice of the model', major of them may be grouped into four clusters®:

o factors that affect the efficiency and quality of municipal services;

o factors associated with creation of conditions for participation of
the population in governance of a municipal entity;

o factors that affect the financial stability of municipal entity, as well
as fair allocation of funds;

o factors relating to strategic development at the municipal level.

Efficiency and Quality of Municipal Service. The size of the municipal
entity affects a whole set of factors associated with efficiency and qual-
ity of municipal service. The key issue in this context is the role played
by economies of scale as a factor that determines efficiency of munici-
pal service. At the beginning of 20th century, the economies of scale
was an objective of the movement in the USA that called for a local self-
governance reform through consolidation of municipalities. It was be-

' In the framework of the project aimed at an analysis of factors affecting the choice of the
territorial model of the municipal structures, Enid Slack wrote a special paper “Models of
Government Structure at the Local Level.” However, in this chapter we also have to focus
on this issue, since our further analysis is to a large extent based on the studying of the
factors under observation with respect to Russian realities. The authors tried not to re-
peat, where possible, reasoning given in this paper, though they could not avoid it in a
number of cases.

® The focus of the discussion on those four aspects had already been marked in scientific
literature. Accordingly, Keating singled out the following main questions touched upon in
discussions about the optimal size of municipal entities: economic efficiency, democracy,
distributional aspects and development (Keating, 1995).



lieved that economies of scale were typical for many municipal services,
and consolidation of municipalities was regarded as a method to en-
hance the efficiency of their activities®.

However, later a number of researchers have radically changed their
views on the matter. Advocates of the public choice theory suggested
an alternative approach. Robert Bish notes, for example, in his publica-
tions that, along with economies of scale, a reverse process — dis-
economies of scale — is characteristic of many municipal services.
Economies of scale are typical of services, which are capital intensive,
easily measurable, and not regularly in demand, whereas for labor in-
tensive, hard to measure and regularly provided services more typical is
the absence of economies and even losses incurred as the scale in-
creases (Bish, 2001, p. 11). Some researches conducted in the U.S.
and Canada show that the lowest per capita costs of provision of ser-
vices are characteristic of towns, where the populations make from with
2500 to 5000 residents. It should be noted that costs grow both in the
case the population of a town is above and below these figures (Bish,
1999b, p. 9). According to other estimates, in municipal entities with
populations above 10 to 20 thousand residents, 80 per cent of munici-
pal services generate no economies of scale (Bish, 2001, p. 14)".

It is clear, though, that the absence of economies of scale is not the
only factor that determines rises in costs as the sizes of municipal enti-

® This approach was concisely enunciated, for example, in Anderson W. American City
Government. — New York, 1925.

* There are virtually no such researches focusing on Russia. The only such observation
may be found in the paper by V. Glazychev, who noted that in the course of an analysis of
fiscal capacity “it should be noted that there exist two threshold values, associated with
the number of cities’ inhabitants. For towns with populations of about 100 thousand, the
specific per capita value of Rb 2 500 is the minimal and critical one, since the increase in
the complexity of urban infrastructure results in an abrupt rise in its maintenance costs.
Approximately the same specific value is the minimal and critical one as concerns towns
and settlements with populations of less than 10 thousand, although for another reason -
small number of inhabitants does not allow to concentrate sufficient means for the sup-
port of even a rather modest infrastructure. Therefore, at the budget of Rb 2 000 in per
capita terms, the conditions of functioning of a municipal entity may be regarded satisfac-
tory only for towns with populations of about 30 to 50 thousand (Glazychev, 2003, p. 49,
the author uses here the 2001 budget data).
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ties increase. One should bear in mind, also, that large urban munici-
palities deliver a much wider spectrum of services, and not only to their
residents, but also to visitors. The quality of services also varies sub-
stantially. These factors significantly complicate researching of an im-
pact of economies of scale as it has been mentioned, for example, in
the course of the analysis of this problem in post-communist states of
the Central and Eastern Europe. As it has been found out, lower spend-
ing per unit is very often due to lower quality and performance level,
which in turn is due to insufficient financial capacity of the smaller gov-
ernments (Swianiewicz, 2002b, p. 305).

Yet another specific feature of municipal services is that different
types of activities generate different economies of scale within the
same type of service. The most illustrative example is waste disposal:
waste disposal produces virtually no economies of scale (and may even
generate diseconomies of scale), while in the case of utilization of do-
mestic solid waste the economies of scale are quite considerable. Ac-
cording to some Polish studies, the economy of scale for this service is
not achieved if the market serves less than approximately 100 thousand
residents. (Swianiewicz, 2002b, p. 312). Another example concerns the
law enforcement activity: patrolling streets does not require large-scale
organization, while maintenance of a forensic laboratory is a typical
activity characterized by economies of scale. Annex 1 presents charac-
teristics of different factors that have an impact on the economies of
scale with regard to individual municipal services.

The size of municipal entities defines yet another important aspect
associated with quality of municipal services. Municipal entities of lar-
ger size are better suited to provide services, which meet minimal qual-
ity standards. By contrast, in smaller municipalities it is easier to take
into account local preferences, what results in greater satisfaction of
residents with the price-quality ratio. Followers of the public choice the-
ory also believe that competition among smaller municipalities facili-
tates the improvement of quality and efficiency of municipal services.
For instance, such a competition creates incentives to use the labor of
volunteers and overcome the limitations relating to the inadequacy of
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scale by signing agreements with outside organizations (private firms or
larger municipalities)®.

Participation in Governance. As concerns the problems associated
with various forms of residents’ participation in governance of municipal
entities, the most popular viewpoint is that small settlement-type mu-
nicipalities provide best conditions for that. In this case, the authorities
are more accessible for people and more accountable. Studies show
that turnout for elections and other forms of expression of people’s will
is higher in smaller municipalities, while residents of such municipalities
have more confidence in the authorities(Bish, 2001, p. 7-8; Swi-
aniewicz, 2002b, p. 310-312). In addition, the population itself proves
to be more homogenous in such municipalities, with the power to have
a greater possibility to express objectively its interests. Less probable
here, also, that big lobbyists will bring the power under their control.

Still, contrary arguments also exist, though they are not so popular.
Thus, there is a belief that a larger municipality usually provide a wider
spectrum of services, and play a greater part for its residents by that.
The above raises the residents’ interest to participate in governance, as
well as attracts more qualified candidates for local election (Dahl, Tufte,
1973; Goldsmith, Rose, 2000). The experience of the countries of Cen-
tral and Eastern Europe partly confirms this approach. Thus, in Poland,
the number of candidates in local elections sharply increases in larger
municipalities. Both Polish and Hungarian studies suggest that there
are more NGOs and local newspapers in bigger local governments.
However, as it has turned out, the influence of these factors does not
lead to greater citizens trust in local authorities or interest in participa-
tion in local politics (Swianiewicz, 2002b, p. 311).

Financial Stability and Fairness. By and large, larger municipalities
ensure greater financial stability due to the fact that within a municipal
entity funds may be redistributed between its richer and poorer territo-
ries. At the same time, such redistribution violates, to a certain extent,
the basic principle that underlies the structure of municipal finances in a

°*The Tiebout model, describing the consequences of competition between municipal
entities, has been analyzed, in detail, in Enid Slack’s paper, prepared within the frame of
this project. See also Boyne, 1992; Bish, 2001.
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liberal economy: those who benefit from local public services should
pay for them®. Hence, it is considered that large municipal entities may
cover their losses by means of redistribution and therefore less actively
search for cost saving methods. For example, they are less inclined to
cooperation, decentralization of the mechanisms of service delivery, as
well as attraction of outside organizations (Bish, 2001, p. 20).

However, small municipalities also can not completely ensure fair-
ness as concerns the financing of municipal services. Essential factor
here is the so-called spillover effects occurring in the cases where the
residents of one municipal entity make use of services provided by an-
other municipal entity’. Such a situation is typical, for example, of sub-
urbs, where separate municipalities exist, but suburb residents actively
use the central urban infrastructure. Municipal entities of larger size can
substantially alleviate the problem by attempting to absorb the maxi-
mum number of such localities. However, there exist alternative meth-
ods to solve this problem, either via transfers from higher authorities, or
via inter-municipal agreements®. Urgency of this problem substantially
depends on the fact whether tax revenues are allocated according to
place of residence or according to place of work (Swianiewicz, 2002a,
p. 9).

Strategic Development. At first glance, large municipalities have
overwhelming advantages as concerns ensuring of the interests of stra-

® More closely this question has been analyzed in the paper by Harry Kitchen “Local Taxa-
tion in Selected Countries: A Comparative Examination” prepared within the frame of this
project.

” Spillover effects emerge if services provided in one municipal entity have an impact on
the residents of other municipal entity. Positive spillover effects emerge if residents of
other municipalities receive a service free of charge or for a charge that does not com-
pensate this service costs. Negative spillover effects emerge when residents of other
municipalities bear the costs of services they do not consume or cannot control (Kitchen
2002, p. 44).

® At the same time experience suggests that it is rather difficult to reach such agreements
(see Swianiewicz, 2002b, p. 312-315; Kitchen, 2002, ch. 12). Thus, P. Swianiewicz notes:
“Experience from Central and Eastern Europe suggests that local governments are not
very willing to enter inter-municipal contractual arrangements to buy services from an-
other municipality. Most often, negotiations fail and citizens end up using the services of
neighboring authorities as “free riders” (Swianiewicz, 2002b, p.321).

18



tegic development. They are more able to concentrate resources in ar-
eas of priority, as well as create the favorable investment environment:
develop transport and education, and also ensure public safety. There-
fore, large municipal entities create better conditions for stimulation of
economic growth and formation of competitive advantages. At the
same time, they restrain the competition for investments among indi-
vidual settlements, which often fails to facilitate efficiency and is merely
a “zero-sum game”. However, there also exists contrary evidence.
Thus, some researchers claim that there is no direct correlation be-
tween the territorial model of municipal governance and economic
growth. Moreover, such rapidly growing U.S. territories as Silicon Val-
ley, Boston, Dallas, Seattle-King county (where Microsoft and The Boe-
ing Company are located) belong to the most fragmented municipal
structures (Bish, 2001, p. 20).

In contrast to other countries, in particular, Canada, where the prob-
lem of factors affecting the choice of territorial structure of municipal
entities is a subject of serious scientific research, in Russia this problem
has been primarily associated with practicalities rather than with theo-
retical research. As a rule, at the regional and municipal levels there
exists a system of arguments substantiating the territorial model in exis-
tence in the region. Debates about the comparative advantages and
disadvantages of large and small municipal entities boil down to discus-
sions concerning the choice between the district and settlement mod-
els of municipal governance. The comparison of such arguments put
forward in several regions analyzed within the frame of this project, may
illustrate both general characteristics of the discussion in question, and
the specifics of the Russian approach to evaluation of the territorial
structure of municipal entities.

The main advantage of large municipalities is usually seen in their
capability to re-allocate financial resources within their own structure,
thus compensating for the unequal distribution of the tax base. For in-
stance, in the Novgorod oblast this argument was put forward as the
most fundamental substantiation of the choice of the district model.
According to the available information, only a quarter of settlements in
the Novgorod oblast dispose of sufficient economic bases, while one
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third to half of them have no such bases at all. Therefore, in the frame-
work of the settlement model many municipalities would be deprived of
own revenue sources, what might aggravate the problem of municipal
service delivery, speed up fading of unviable localities, and facilitate
outflow of population. However, in other regions there have been put
forward contrary arguments: large municipalities will have no time and
wish to deal with small and distant localities, therefore, the latter will be
neglected, and the problem of small villages will aggravate; in the
framework of the district model liquidation of localities will go faster
than in the framework of the settlement model.

Yet another aspect of equalization is related not to revenues, but ex-
penditures for delivery of municipal services, which also may be evened
at the district level. Thus, high costs of heat supply, explained by ineffi-
cient functioning of the boiler house that considerably exceeds the
needs of the locality in the framework of the settlement model are laid
exclusively on the shoulders of residents of this locality. Such a situation
results in extremely high tariffs on the heating service. In the framework
of the district model, such costs are included in the overall heating
costs and have only an insignificant effect on the general level of tariffs.

Another positive factor, mentioned in relation to large municipal enti-
ties, is associated with the creating of conditions for attainment of long-
term objectives. Consolidation of funds at the district level permits to
increase capital investments, in particular, in the housing and utility in-
frastructure. Larger municipalities have greater possibilities for attrac-
tion of investors and establishment of interregional relations, thus
creating more favorable prerequisites for acceleration of the economic
growth and raising of the quality of municipal services.

Major negative trends in large municipal entities are primarily deter-
mined by a gap between the authorities and the population and growing
bureaucratization of the authorities. At the level of districts, figures
“overshadow people.” In addition, in some cases it has been pointed
out that the switching from the settlement to district model resulted in a
growth in subjectivism with respect to allocation of the financial re-
sources (in a district headed by a Tartar the funds are allocated pre-
dominantly to Tartar villages).
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As concerns small settlement municipalities, the most considerable
advantages were associated with closeness of the authorities to resi-
dents and their greater responsiveness to the people’s needs. It has
been also argued that smaller municipalities have better possibilities for
organization of registration of taxpayers, the tax base, etc. Main disad-
vantages of the settlement model have been primarily associated with
overstaffing of the administration and shortage of qualified managers.
Basically, this relates to the heads of settlement municipalities, since
there the probability of election of an undereducated unqualified person
is higher than in districts. However, difficulties arise also in relation to
the administrative staff. For instance, if a settlement accountant re-
signs, it is almost impossible to quickly find a substitute. There has
been also noted the problem of diffusion of funds, which has been
characterized as intolerable waste under hard budget constraints.
There have been noted practically insurmountable problems associated
with the voluntary cooperation between the small municipal entities un-
willing to join forces for solving common problems even in spite of the
fact that this unwillingness could considerably affect the quality of ser-
vices delivered to the population. At last, great difficulty in carrying out
the necessary, but unpopular structural reform of the municipal service
(HUS reform, restructuring of the network of budgetary institutions,
etc.) has been also put forward as yet anouther argument against the
settlement model.

One of the objectives of this research was to find out the extent, to
which those arguments were confirmed by real trends. However, at
this stage of the study it seems interesting to compare the main ave-
nues of argumentation used in international practices and in Russian
conditions. It is obvious that in many aspects Russian discussions fol-
low the findings of the international research. Thus, the capability of
large municipal entities to carry out, to a certain extent, financial
equalization and also their prevailing orientation towards strategic ob-
jectives have been noted among their advantages, while the central
advantage of smaller municipalities is the closeness of the authorities
to the population.
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It should be noted that some issues actively discussed in foreign pa-
pers on this subject were not so fully reflected in the Russian discus-
sions on the territorial organization. It concerned, for instance, prob-
lems of economies of scale and spillover effects. Both problems were
mentioned in the course of discussions about different territorial mod-
els, but were not considered as critically important with respect to the
choice of the variant of territorial organization. It should be noted that
the problem of economies of scale was in practice reduced to the dis-
cussion of the size of the administrative staff, what in foreign papers
was considered as only a minor aspect of this problem’. It appears that
this fact can be explained by the Russian specifics of organization of
municipal finances, when municipal entities’ budgets primarily reflect
not their revenue generating capacities, but evaluation of their spend-
ing needs. However, in the case mechanisms regulating municipal fi-
nances are transformed", this situation may radically change.

At the same time, some problems, which are not fully reflected in
foreign discussions become actual under Russian conditions. Primarily
it concerns the issue of the shortage of qualified staff, which is charac-
teristic of settlement municipalities. That is not to say that no attention
is paid to this problem outside of Russia. For instance, in Canadian
province Ontario in the course of substantiation of the avenues of re-
structuring of municipalities primarily associated with their consolida-
tion, there was set the objective to ensure a possibility to attract and
keep at the municipal service highly qualified staff (Kitchen, 2002,
p. 302). It is clear, though, that compared with Russia, this problem is
not so acute in the developed countries.

° Western researchers point out that administrative expenditures usually constitute no
more than 5 per cent of municipal costs, and therefore an analysis thereof is not of much
significance (Bish, 1999b, p.1). However, the situation in the countries of Central and
Eastern Europe, where administrative expenditures dominate in the budgets of small
municipal entities, is quite different. In Hungary, for example, municipal entities of smaller
size spend on administration over 20 per cent of their budgets. In Slovakia, expenditures
for administration in villages with populations of less than 500 residents amounted to
about half of the total budget expenditures (Swianiewicz, 2002b, p. 307-308).

' To a certain degree, such changes are envisaged in amendments to the Tax and the
Budget Codes.
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On the whole, the discussions on the factors that determine the terri-
torial organization of local governments have demonstrated different
positions and not only differing, but often contrary interpretations of the
consequences of the use of different models. It should be noted that
arguments from real practice do not always confirm the theoretical ap-
proaches. Plus, the practice itself is non-homogeneous, since the same
decisions may lead to contrary outcomes.

1.2. New Legislation on Territorial Fundamentals of Local
Self-Governance in the Context of International Experience

The new version of the law “On general principles of organization of
local self-governance in the Russian Federation” (Law No.131-FZ) en-
visages the introduction of the uniform territorial structure of municipal
governance nationwide. It is envisaged that the two-tier model (settle-
ment — municipal district) should be introduced as the basic structure.
Besides, on the basis of urban settlements it is possible to establish
urban okrugs, which represent the one-level model of municipal entity
combining the functions of both settlement and municipal district.

Assessment of the Two-Tier Model. The two-tier model is wide-
spread enough in international practice. Indeed, it permits to moderate,
to some extent, the conflict between the factors facilitating the choice in
favor of large or small municipal entities. As it is widely believed, the
settlement model associated with the existence of municipal entities at
the settlement level makes possible to ensure accessibility and ac-
countability of municipal authorities to the population and to adapt ser-
vices to local needs; while larger structures permit to use economies of
scale, mitigate spillover effects, carry out financial equalization, and to
create favorable conditions for strategic development. At the same time
“in pursuance of interests of the population of a smaller-size entity that
forms its territorial component, a larger municipal entity deals with the
issues that the former cannot resolve, or which cannot be resolved ef-
fectively enough at its level” (Markvart, 2002, p.27).

At the same time, in some cases the two tier model is rather seri-
ously criticized. Some researchers even draw the conclusion that the
“two-tier systems are the most conflict-prone system of local-self-
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governance, and, currently, it is negatively appraised by many officials
and local self-governance specialists” (Bish, 1999a, p. 6). There may
be singled out the following disadvantages inherent in this model.

First, to all intents and purposes the economies of scale can not be
fully used in the framework of the two-tier system, since there is usually
perceptible the trend towards the assignment of each local function to
only one level of local government. However, as Annex 1 demonstrates,
in the framework of each of them individual types of activities presup-
pose various scales of organization of work. Therefore, the two-tier
model does not completely preclude losses associated with both in-
adequate and excessive scale of activities, while attempts to clearly dis-
tribute functions by levels results in constantly reproduced conflicts
(Sankton, 2002).

Second, the two-tier system involves additional losses associated
with overstaffing of the administrations, inevitable duplication of func-
tions and complications in coordination of activities of the two levels of
governance. Moreover, in the situation where the municipal authorities
are formed on both levels of municipal entities on the basis of direct
elections, it is highly probable that competition and conflicts may arise
between the two levels of municipal authority, what results in ineffi-
ciency of decision making mechanisms (Kitchen, 2002, p. 312). Such
evident frictions between the two levels of authorities may worsen the
reputation of the two-tier system regardless of the real results of its
functioning (Bish, 1999a). On the other hand, if the authorities of the
higher level municipalities are formed basing on representation of the
lower level municipalities, the problem is in that deputies “prove to be
too much focused on the interests of lower level municipalities” (Tindal,
Tindal, 2004, p. 150). Besides, in the case the authorities of higher level
municipalities are not elected they become less accountable to popula-
tion (ibidem, p. 90-91).

And finally, third, this system is not transparent and clear for taxpay-
ers, who are in serious difficulty to make out which level of the local
government is responsible for what functions (Kitchen, 2002, p. 311-
312; Tindal, Tindal, 2004, p. 149). At the same time, this system is also
not too favorable for businesses, since it facilitates the growth in the
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number of bureaucratic levels and complexity of the decision making
mechanisms, procedures governing the issue of permits, etc.
(Byrne, 1999).

Admitting disadvantages of the two-tier system, different specialists
have different opinions about its perspectives. Some of them believe
that the advantages of the system outweigh its disadvantages, while
others propose to reject the two-tier system in favor of the one-tier
structure. For instance, the municipal authorities of Canadian state On-
tario (Kitchen, 2003) have taken many such decisions in the course of
reorganization of municipal structures.

The issue of where the two-tier model can be employed most effi-
ciently is also not unambigous. As some of specialists believe, the
model is primarily suitable for the following specific Russian conditions
(Markvart, 2002, p. 31):

“a) large settlement areas,

b) low density of the population,

c) considerable degree of concentration of economy and social
sphere in certain “points” (settlements),

d) insufficient and inadequate routes of communications (roads,
communications, etc.)”.

In such a situation, this model permits, on the one hand, to ensure
the closeness of the authorities to residents, and on the other hand, the
necessary concentration of resources. Such a combination creates the
conditions for delegation of a considerable set of functions to the local
level, and raises its political and social significance.

However, other specialists consider this model to be most suitable
for urban conglomerates and losing its advantages in the situation of
long distances between the localities. First and foremost, this is ex-
plained by the fact that exactly in big metropolises, where individual lo-
calities are immediately adjacent, such factors as economies of scale
and spillover effects are especially effective. At the same time, they lose
their importance in of the situations, where small isolated localities are
situated at considerable distances from one another (Kitchen, 2002, p.
312). Studies carried out in Central and Eastern Europe also confirm
that the impact of a weak infrastructure in some cases makes the bene-
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fits of larger scale, especially in rural areas, questionable. For example,
although it is true that larger schools may provide better quality educa-
tion, very poor or non-existent transportation connections may raise
additional problems which can overshadow the potential benefits (Swi-
aniewicz, 2002a, p. 19).

Regulation of Settlement Size. The new legislation on local self-
governance provides constraints on the size of the basic municipal level —
a settlement. It is provided that the size of the settlement territory
should be established taking into account the number of its residents.
As arule, the lowest limit is set at 1000 residents, and for territories with
high population densities this limitis at 3000 residents.

In principle, such a regulation, which in many cases results in forced
consolidation of municipal entities, is in line with the municipal reform
implemented over the last few decades. As a consequence, in the
countries of Western Europe engaged in these reforms, less than 5 per
cent of municipal entities are populated by less than 1000 residents
(Horvath, 2000, p. 42). At the same time, the general picture remains
mixed. In ltaly, for example, 24 per cent of municipal entities are popu-
lated by less than 1000 residents, in Spain — 61 per cent, in France — 77
per cent. Post-communist countries have also chosen principally differ-
ent models of reforms. While in Bulgaria and Poland the basic level mu-
nicipalities are rather large, in Hungary, the Czech Republic, and Slova-
kia from 54 per cent to 80 per cent of municipal entities are populated
by less than 1000 residents (Swianiewicz, 2002a p.6-8). It is believed
that smaller municipalities are characteristic of the countries, where the
values of local democracy and self-governance prevail, while larger
municipalities are associated with focusing on the efficiency of munici-
pal service (Swianiewicz, 2002b, p. 297).

Evidence suggests that territorial fragmentation of municipal entities
would cause a lot of problems as concerns the possibility to ensure effi-
cient governance and provision of municipal services'. Realizing this,
the countries of Central and Eastern Europe, which formed municipali-

" However, these problems are most typical in municipal entities, where the number of
residents is below 100. In the Czech Republic, for example, there are 547 such munici-
palities (Swianiewicz, 2002b p.301).
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ties within the borders of individual localities, imposed specific restric-
tions on the minimal number of residents required for the establishment
of new municipal entities. Such restrictions vary from 3000 residents in
the Czech Republic to 300 residents in Hungary. Nonetheless, general
amalgamation is usually rejected as unrealistic and undemocratic, but
individual countries concentrate on other solutions (Swianiewicz,
2002b).

Allocation of Functions in the Framework of the Two-Tier Model. Two
principally different approaches to the allocation of functions in the
framework of the two-tier model are known in international practice. In
accordance with one of these approaches there should be introduced
strict division of functions between the two levels of municipal authori-
ties. The allocation criteria are primarily technocratic, oriented towards
the maximization of the effect of economies of scale and neutralization
of the spillover effects. As a result, a rather large set of powers, compa-
rable with a range of issues handled at the basic level, is assigned to the
higher level. The table presented in E. Slack’s paper (which primarily
reflects the Ontario province practice) is an example of such allocation
of functions between the two levels of local government. Only a limited
set of powers is delegated, in this case, to the basic level: the lower
level municipalities are responsible for local roads and bridges, street
lighting, parks and leisure areas, libraries, and also for the provision of
urban amenities, ensuring of fire safety, and land use planning. All so-
cial functions, as well as the organization of utility services are concen-
trated at the higher level of municipal governance.

Another, more moderate approach, envisages concentration of ba-
sic functions and powers at the lower basic level of local self-
governance. Such a model is implemented, for example, in some post-
communist countries of Central and Eastern Europe, where the higher
level (if any) has been traditionally weak. Even if the basic municipal
level is rather fragmented (as was the case, for example, in Hungary),
nevertheless it is responsible for resolving of the overwhelming majority
of local issues.

Delegation of fundamental powers to the lower basic level is logically
associated with the absolutely different vision of the role and place of
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the higher level of municipal governance. This level is considered pri-
marily as an instrument stimulating the coordination and cooperation of
activities carried out by the basic level municipalities, and also as a fo-
rum, within the framework of which these municipalities may consider
and resolve common problems. Therefore, the originally established
competence of the higher level is rather limited. Generally, municipali-
ties are free to determine, which powers and in what amount they are
ready to delegate to the higher level. Due to these specifics, this model
sometimes is viewed not as a variant of the two-tier structure, but as a
form of voluntary cooperation of municipal entities.

This philosophy has accounted, for example, for the establishment
of the regional level of municipal governance in British Columbia,
among the key functions of which there was the creation of the political
and administrative framework for inter-municipal cooperation for or-
ganization of delivery of services. However, research findings show that
while the regional level reduces the agreements-related costs, the
problem of conflict resolution remains pressing. It should be noted
however that in the framework of this model there has been accumu-
lated a rather interesting experience as concerns different aspects of
inter-municipal cooperation. Thus, there have been used different
methods of cost allocation among municipalities participating in
agreements for joint delivery of municipal services. The key methods
are: allocation in proportion to the value of real estate, in proportion to
the population, in proportion to the scope of work carried out over the
preceding period, in proportion to land area, and also allocation based
on instruments’ readings (Bish, 1999a).

As concerns the Russian legislation, it used the first, more rigid ap-
proach to the formation of the two-tier model. In the framework of this
approach, broad powers not limited to the handling of issues of local
importance in inter-locality territories, but also including such important
spheres of municipal competence as organization of the protection of
public order, delivery of health care and education services (to the ex-
tent these functions were assigned to the local level) have been initially
vested in the district level. However, the technocratic criteria have not
been fully observed in the course of allocation of powers between the
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two levels. For instance, the issues of heat- and water-supply, which
have (as it is generally agreed) a considerable potential of economies of
scale, were delegated to the settlement level. By contrast, the issue of
garbage and domestic waste was resolved more competently. Organi-
zation of collection and removal of domestic waste and garbage is in
competence of settlements, while the functions of organization of utili-
zation and recycling of domestic and industrial waste (where the role of
economies of scale is really essential) are delegated to the district level.

On the whole, the approach to the allocation of functions between
the two levels of municipal governance is close to some of the models
implemented in Europe, in particular, in Germany (Berr, 2002). How-
ever, the Russian legislation does not use such an advantage of the
German approach as division of the functions at every level into com-
pulsory and voluntary ones, what facilitates the flexibility of municipali-
ties’ functioning. At the same time, the Russian legislation sets an op-
tion to delegate functions from districts to settlements and vice versa
on the basis of agreements, what enhances the adaptive capacity of the
system, but, on the other hand, increases the risks of political pressure
and forcible infringement on the interests of one of the municipal levels
(most probably — the settlement level)™.

As concerns state powers, the legislation provides that they may be
delegated to the municipal level, and such powers are assigned primar-
ily to municipal districts and urban okrugs. Although in the majority of
countries the functions, which are more or less regulated by the state,
are assigned, to a certain degree, to the higher level of municipal gov-
ernance, the thoroughness and scope of such regulation differ signifi-
cantly from country to country. At the same time, the optimality of the
concentration of all state powers at the higher level of municipal gov-
ernance is not evident, since in that case these powers turn out to be
“separated” from the residents of municipal entities. Thus, in Germany,
for example, the powers are delegated to both the community and dis-

"> These practices were typical, in particular, in the two-tier municipalities of the Kaluga
oblast, where districts, in fact, forced settlements to register in their fixed assets the most
cost-intensive municipal institutions, for maintenance of which they had not enough
funds.
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trict level. As concerns communities, they perform such important func-
tions as the registration of births, marriages, and deaths, registration of
residents, etc. (Berr, 2002, p. 17).

The Organization of Local Authorities in the Two-Tier Model. In the
new legislation on local self-governance one of the most debated is-
sues pertaining to the organization of municipal authorities concerns
the establishment of representative bodies of municipal districts. The
law envisages two possible models:

The representative body of the municipal district may be formed by
representatives (heads and deputies) of settlements included in it;

The representative body of the municipal district may be elected at
municipal elections based on universal suffrage, equal franchise and
secret vote procedures.

It should be noted that no unambiguous solution of this question has
been found in the international practice. Some experts insist that the
higher municipal level must directly express the interests of its residents
and offer them a certain set of municipal services. The authorities at
that level must be directly accountable to the population without inter-
ference of representative bodies of lower level municipalities in the rela-
tions between the electorate and the higher level authorities. Therefore,
direct elections is the most preferable option (Kitchen, 2002, p. 310).

Adherents of the contrary concept state that if the representative
bodies of both levels of municipal entities are elected at municipal elec-
tions basing on universal and direct suffrage, rivalry and “tug of war” will
inevitably arise between those bodies. They will be unable to cooperate,
and additional costs, conflicts, as well as delays in making the decisions
important for voters may take place as a result. They believe that the
only stable system of the two-tier municipal governance is the repre-
sentation of the municipalities of the lower level in the governing bodies
of the higher level (Bish, 1999a). It would be logical to assume that di-
rect elections should be more typical of the rigid variant of the two-tier
system, while representation of the municipalities of basic level is in the
framework of a more moderate version. However, it is not apparent that
such a logical division is always implemented in practice.
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As concerns the organization of municipal authorities, there exists
yet another important issue pertaining to the search for methods of or-
ganization of the administration permitting to ensure its efficiency and
optimization of costs. As it has been pointed out above, the two-tier
model tends to increase administrative costs. It can also suffer from
shortage of qualified staff at the lower level of municipal governance.
The way out of this situation may be found in organization of inter-
municipal cooperation permitting to more efficiently resolve administra-
tive problems. For instance, in Bavaria (Germany) there exist 2031
communities with populations ranging from 1000 to 2000 residents.
However, in only half of them there exist administrations. 1021 commu-
nities established 325 administrative unions implying joint administra-
tions (Berr, 2002, p. 15).

It should be noted that the new Russian legislation fails to provide an
option to ensure higher efficiency of administrative activities by such
methods, since it envisages that every municipal entity should have a
representative body, head of municipal entity, and local administration.
This fact will facilitate the aggravation of the problem of growth of the
administrative staff and related expenditures, as well as an increase in
losses associated with the impossibility to ensure the necessary qualifi-
cation of this staff. At the same time, such an approach to a certain ex-
tent permits to make use of the advantages associated with coopera-
tion in the sphere of some specialized technical functions not related to
political decision-making (even in this case local administrations exer-
cising at least some powers, is bound to be retained in every municipal
entity).

1.3. Basic Hypotheses and Methods of Research

The discussion of merits and flaws of different models of territorial
organization of local authorities, identification of issues most urgent
from the point of view of the prospects of implementation of the new
version of the law “On general principles of organization of local self-
governance in the Russian Federation”, and an analysis of available
sources of information permitted to single out a number of hypotheses,
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the testing of which was the objective of this research. There were
formulated the following basic hypotheses:

The choice of territorial structure in different regions is determined
by both objective and subjective factors.

Territorial structure affects the development of mechanisms of self-
governance: organization of municipal entities at the settlement level,
which is most close to its residents, creates maximally favorable condi-
tions for participation of residents in the governance.

Territorial structure affects the size of the administration and related
expenditures: establishment of municipalities at the settlement level
results in increasing administrative expenditures, since economies of
scale are in effect in this sphere.

Territorial structure affects the scope of powers vested in municipal
entities: at the settlement level the scope of powers is less than at the
district level.

Territorial structure affects the capacity of the authorities to influ-
ence economic development: in this regard the district model has a
greater potential.

Territorial structure affects the mechanisms and quality of municipal
service delivery: while it is preferable to provide some services at the
district level, other services could be better provided at the level of set-
tlements.

Territorial structure affects the rates of implementation of structural
reforms at the municipal level: larger municipalities create better pre-
requisites for implementation of reforms.

The authors employed two groups of methods to test the hypothe-
ses advanced above. Qualitative methods were used in the cases,
where it was possible and necessary to reveal relationships on the basis
of large arrays of information. It should be noted that the possibilities to
use quantitative methods were rather limited due to insignificant
amount of the available information pertaining to municipal entities.

In the cases, where it was impossible or unfeasible to employ quanti-
tative methods, and also in addition to them, there was conducted a
detailed analysis of the functioning of municipal entities in the frame-
work of different territorial structures in selected regions.
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Since the study has been carried out for two years (2003 through
2004), during each year there was analyzed situation in three different
regions. In 2003, there were analyzed:

Tyumen oblast. Prior to 2001, the settlement model dominated in the
greater part of the oblast territory. In 2001, there was carried out a
massive transition to the district model of organization of municipal
governance. At the same time, the settlement model was retained in the
Tyumen district, what provided a good base for comparison.

Kaluga oblast. Alongside with the district model, settlement-type
municipalities were established in some territories of the Kaluga oblast,
as a result the two-tier system of local self-governance had formed in
certain districts. This situation permits to compare both the functioning
of the settlement and district models and the districts with the two-tier
structures and the usual district model.

Novgorod oblast. This region made its choice in favor of the district
model. However, in the framework of this model there existed a thor-
oughly elaborated and efficient mechanism, which ensured independ-
ence of the lower levels of government and active participation of the
population in governance.

In 2004 the analysis was conducted in the following regions:

Leningrad oblast. The district model dominated in the oblast, how-
ever, a considerable part of urban municipal entities was independent
and was not included in districts. This model permits to reveal the mer-
its and weaknesses of separation of urban settlements and separate
functioning of a ring shaped district an urban center.

Astrakhan oblast. This region is one of few examples of full-fledged
two-level structures in Russia, where local elections, as well as local
budgets, existed at two levels of local self-governance. Its analysis is of
special interest, because exactly the model implemented in this region
is envisaged by the new legislation for introduction in the whole territory
of the Russian Federation.

Tver oblast. The district model dominates in the oblast. However, in
contradistinction to the Novgorod oblast, some urban settlements are
independent and some are included in the composition of districts.
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The research of the territorial organization of local self-governance
in 2004 could not ignore the starting process of transformation of the
territorial structure in accordance with the new version of the law “On
general principles of organization of local self-governance in the Rus-
sian Federation”. In the majority of regions under observation, this
process had clear specific features permitting to characterize the major
approaches to the reform of the territorial organization of local self-
governance, typical of regions of the Russian Federation as a whole. In
the course of the study there were observed examples of both negative
and positive practices. From this point of view, the experience of the
Tyumen, Kaluga, Tver, and Leningrad oblasts is of special interest.

The combination of the quantitative research methods with a de-
tailed analysis of the situation (case-studies) conducted in six regions
permits to discuss various aspects of municipal entities’ functioning in
the framework of alternative variants of the territorial structure and
identify the relationships between the territorial organization of local
self-governance and various aspects of municipal entities’ functioning,
primarily, organization of the delivery of municipal services. Although
the informational base of the quantitative methods of research is rather
limited, and the sample for case studies included less than 7 per cent of
the Russian regions, the analyzed materials permit to put forward a
rather wide spectrum of arguments in favor or against the hypotheses
advanced above.

Annex 1.1. Requirements to Organization of Municipal
Services that Affect Generation of Economies of Scale'

Services Not Requiring Specialized Equipment
and Heavy Investment
e generate diseconomies of scale;
e arelabor intensive;
e require direct contact between the service providers and the popu-
lation;

* This Annex has been composed on the basis of a Robert Bish article (Bish, 1999b, an-
nex B).
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input-output ratio is hard to measure;
are most efficiently provided by relatively small organizations, where
managers can keep a tight rein on activities of their employees.

Services Requiring Specialized Equipment and/or

Specially Trained Staff

do not require direct contact between service providers and the
population;
volume of output is easy to measure;
are efficiently provided by both the specialized units of large mu-
nicipalities governing bodies and specialized organizations operat-
ing under contracts with several small municipalities.

Inv