
Introduction

The budgetary system in most contemporary countries is characterized by different degrees of decentralization of the power to provide public goods production and collect taxes. The decentralization of tax and budgetary authority not only causes an increase in the efficiency of public goods production, but also affects efficiency and equity. In these circumstances, the only instruments that enhance the benefit of decentralization and minimize its negative effects are interbudgetary transfers. It is typically the case that interbudgetary equalization transfers play a key role in the system of financial assistance to lower-level governments of the majority of the world.

In the study presented below, we consider several approaches to study the impact of financial aid on the policy of regional authorities with respect to the type of assistance, the given country’s budgetary system, the allocation of tax collection authority among governing levels, and so on. It is emphasized in the literature that these factors determine different incentives for subnational governments to increase tax collections to regional budgets. These factors also affect the structure and efficiency of subnational spending on public goods.

In the same fashion, certain other hypotheses regarding subnational tax and budgetary policy formulation are considered. Partly, the analysis presented in the paper suggests that the subnational levels of taxation and public expenditure are based on a compromise between, on one hand, the goal of increasing budgetary revenue and consequently public goods production (which enhances the electorate’s support of government), and on the other hand, an increase in the tax burden on the taxpayers in the region (which in turn decreases the political popularity of the administration as well as negatively affects long-term economic activity and budgetary revenue). The subnational decisions regarding spending and public goods production, on one hand, are based on the given territory’s voter interests. On the other hand, they are based on the maximization of the given territory’s budget, the establishment of non-conflict relations with higher levels of government, etc.

As mentioned earlier, besides their own budgetary revenues, subnational authorities finance their spending using federal budget funds allocated as financial assistance
. In the Russian Federation, mostly due to the fact that practically all regions in one form or another receive federal financial assistance, the size, principles behind, and forms of assistance significantly affect regional financial policy. The allocation of federal assistance to regions until recently constituted a complex and inconsistent scheme of agreements and calculations that was based to a large extent on the positioning and bargaining among different levels of legislative and executive authorities
. Other than regular financial assistance, which is established in annual federal budgetary acts, an immense amount of non-regulated financial resources (allocated via mutual settlements, budgetary loans, etc.) is distributed among the regions through federal administrative organs.

This paper argues that subnational decision-making in such conditions is determined not only by the type and condition of financial assistance, but also by the principles (mechanisms) of financial aid allocation used by the federal center. In the Russian Federation different allocation schemes are applied for different types of assistance. However, two criteria usually apply – the size of subnational spending and revenue (or estimates of potential revenue and expenditure needs under attainment of maximum fiscal effort), as well as the relationship between these factors. In relation to this, the main aim of this research is to develop, based on traditional subnational behavior models, theoretical models of the influence of central grants allocation mechanisms on subnational tax and budgetary policy. Another aim of this research is to conduct an empirical estimation of the scale of incentives that are observed in the regions in today’s Russian budgetary system under the present allocation mechanism for federal assistance to the Russian regions.

The research is presented as follows: 

The first part examines these issues from a contemporary fiscal federalism theory point of view. We consider options for modeling the effects of financial assistance on regional budgetary and tax policy, together with the effects on general federal assistance allocation to subnational authorities. On this basis, a subnational fiscal behavior model will be presented, whose central idea will be to model the choice regional authorities have between attaining a certain level of tax revenues and producing a certain level of public goods in the form of solving the utility maximization problem of private and public goods consumption in the region. The amount of regional spending, in such a scenario, is constrained by the amount of tax revenues as well as by amount of financial assistance received under certain formalized principles.

The theoretical analysis of this model gives several conclusions concerning the possible influence of different principles utilized by national authorities in setting assistance amounts on the choice of the size of regional public spending and tax collection. Among the parameters that can be used by the national authority for financial assistance allocation, we take a look at several, including: the degree of federal financing of the gap between certain estimates of regional tax capacity and public expenditure needs (the degree being equal for all the regions that receive aid), and the degree of matching actual regional revenue and expenditure by the federal center. Depending on the relationship among these parameters, the allocation of assistance to a given region brings about a change in financial policy according to an income effect (increase in spending and drop in tax burden) as well as a substitution effect. This substitution effect can bring about a change in the amount of regional public spending and tax collection equal to the exact opposite of what would be caused by the income effect.

The empirical part of this work, based on analysis of Russian regional budget reports, tests a series of hypotheses that stem from theoretical assumptions. First, we test to see if the statistical data coincide with federal-to-regional allocation models that are used when assuming formal budget constraint of regional governments. Beyond the analysis of all Russian regions, we divide the regions into specific groups — Northern Russian regions and regions receiving relatively large amounts of aid from the federal budget.

Further on, we estimate the impact of federal assistance to the regions on tax collection levels and the level of public goods production. Special attention is paid to the statistical significance of the negative influence of the size of assistance to the regions on tax collection in the given region, i.e. to testing the significance of the 'leakage' effect with respect to the flow of federal assistance to the private sector by using the transfer amount for an increase in the private goods consumption.

This works represents an extension of the research done under the joint Russian-Canadian Consortium CEPRA, through the project “Fiscal Federalism in the Russian Federation” (see Kadotchnikov, Sinelnikov, Trounin, Shkrebela 2001). This version incorporates new analyses of theoretical models, as well as their estimation using an expanded dataset, which includes data for the year 2000 and new models of statistical estimation.
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