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INTERGOVERNMENTAL TRANSFERS AND FISCAL BEHAVIOR OF RUSSIAN REGIONAL AUTHORITIES IN 1994-2000

Introduction

The process of decentralization of expenditure and taxing powers currently under way across many countries worldwide is accompanied not only by same advantages for individuals and businesses, but also some disadvantages in terms of both economic efficiency and equalizations. 

In the meantime, the economic researches of impact of intergovernmental transfers focus only on some effects that grants-in-aid of various types have on decisions made by regional governments receiving the financial aid. In so doing, they disregard how specifically policies of the national governments and, in particular, the mechanism for distribution of the equalizing transfers influence the decisions made by the subnational governments in the field of taxation and fiscal policy.

Our paper shows that under certain conditions not only a specific type of grant-in-aid, but also a specific mechanism for its allocation might set up some negative fiscal impetuses for subnational  governments. In other words, under certain conditions of allocation of grant aid, an increase in the size of a transfer can lead to decreased tax revenues into the budgets of the grant-in-aid recipients, rather than to an increased supply of public goods at a local level, which is mostly the target of the financial aid. The current paper deals with a hypothesis that these stimuli depend on whether equalizing transfers are distributed on the basis of actual revenues and expenditures of regional budgets or are based on some estimates of taxation potential and expenditure needs of subnational governments.

In order to investigate a mechanism for developing fiscal stimuli for regional authorities as part of equalizing transfer distribution rules, this paper uses a simple model of behavior of subnational governments under conditions of federal center-developed parameterized formula of allocation of financial aid for the purpose of intergovernmental equalization. The empirical part of the paper which is based on some panel data gives economic estimates of the parameters of the aid allocation model and checks how the federal financial aid allocation rules in effect across the Russian Federation in 1994-2000 stimulated the regional governments to change the volume of public and private goods provided over their territory. The conclusions of our study reveal that should the rules of allocating the federal financial aid change and due regard be taken for a specific type of fiscal aid and a specific type of a region, we could find out a variety of effects on decision-making at the subnational level in the field of both tax revenues and budget expenditures.

Economic theory of fiscal federalism and problem of impact of the mechanism for intergovernmental transfers on subnational decision-making

Intergovernmental transfers in the context of the economic theory of fiscal federalism

One characteristic feature of the present-day mechanism of most governments worldwide, whatever their form, is that there are a few tiers in the management of the state affairs, such as the central government, which is responsible for achieving certain goals and carrying out specific tasks at the state level, and some other governmental bodies functioning at the level of a region, State, province and municipality, which are authorized to obtain revenues in accordance with the legislation-delegated expenditure commitments. Such an institutional structure of governmental agencies leads to emergence of a respective branch of economy of the public sector that studies its vertical structure. The subject matter of the branch is a normative and positive analysis of distribution of functions among a variety of governments, as well as interaction of these governments by means of such arrangements as intergovernmental transfers
.

The traditional theory of fiscal federalism is based on the analysis of distribution of the powers among various governmental levels, as well as distribution of fiscal arrangements among them for execution of their powers, see two basic researches in the field - Musgrave (1959) and Oates (1972). The key conclusion that follows from the analysis is that the national (central) government should concentrate powers in macroeconomic regulation and redistribution of revenues among the individuals through social support for low-income population. At the same time, there are some public goods that should be provided only at a subnational level, otherwise public welfare cannot be maximized. The scale of growth in the public welfare resulting from a decentralized provision of public goods is in negative dependence on elastic demand for priced public goods
.

An analysis of an efficient structure of distribution of taxing powers among the governments demonstrates that the basic guideline in their distribution is that subnational governments should refrain from imposing taxes on the economic units of a high level of mobility, whether they are a housewife, a capital or goods/services, see Oates and Schwab (1991), Gordon (1983).

At the same time, a number of subsequent researches based on the theory of distribution of expenditures and taxing powers revealed that availability of goods as a result of decentralized powers of subfederal governments cannot be taken for granted. As an illustration, we cite Boadway (2000) who says that the decentralization processes taking place in the present-day federative state are accompanied by both advantages and disadvantages that are of three basic types
. First, decentralization of powers leads to interregional differentiation of net fiscal benefits, i.e. a difference between the size of obtained benefits resulting from provision of subnational public goods and the level of tax payments; such differentiation gives stimuli for out-migration of individuals and businesses elsewhere and also results in violation of the principle of horizontal justice. Second, a high degree of decentralization is characteristic of horizontal fiscal external effects, which is primarily due to attempts of subnational governments to achieve their own goals at the expense of the other regions (illustrations of such a kind are unfair taxation competition, an export of a tax burden and so on). Third, a federative state is also characteristic of vertical fiscal external effects, which imply efforts of subnational governments to shift their tax and expenditure burden onto respective national governments.

In part, the balance of advantages and disadvantages is regulated by constitutional and legislative provisions concerning the differentiation of competence and jurisdiction among the governments. However, a basic and most important role in achieving efficient functioning of public finances in a federative state belongs to various fiscal arrangements. One of such arrangements is maintenance of a certain vertical imbalance of the budget system. Although an optimal degree of such imbalance depends on a great variety of factors and cannot be defined in a universal way, it can be assumed that decentralization of the expenditure powers is much more efficient than that of taxing powers
. Another arrangement is vertical and horizontal coordination and harmonization of taxation and budget policies among various governments. A third important arrangement is intergovernmental transfers. Their purposes are three-fold: compensation for the effects arising as a result of a flow of benefits from governmental activities of one administrative-territorial division to some others, interregional equalization of revenues of subnational budgets and redressing of the flaws of the taxation system
.

In the context of the above, as well as given the subject matter of our research, it is interesting, first, to study approaches of national governments to performing a task of efficient allocation to subnational governments of financial resources required to carry out their assigned missions and, second, investigate an effect of a particular mechanism for provision of intergovernmental financial support on decisions made by the subnational governments in taxation policy and defining the size of production of public goods. It is obvious that the two goals mentioned above are closely interrelated, which means that depending on the expected response of recipients the national governments apply to a particular principle of intergovernmental equalization.

Models of effects of intergovernmental grants on fiscal and expenditure decisions made by subnational governments
Traditional models of effects of intergovernmental grants on fiscal and expenditure decisions made by subnational governments. One of major prerequisites of the traditional models used to analyze the effects of intergovernmental grants-in-aid is an assumption that the principles of decision-making by subnational governments are in conformity with behavior of a certain representative of electorate voting for the given government. In other words, it is assumed that the subnational governments as well as an individual maximize their utility, making a choice between consumption of certain sets of both public and private benefits and availability of incomes in the form of tax revenues and intergovernmental transfers.

According to the traditional models the intergovernmental grants-in-aid are generally classified by their effects on decisions made by subnational governments. For instance, Gramlich (1977) divides all grants-in-aid given to low-level budgets into three types.

First, given a flow of benefits from a certain type of public goods, it is necessary to furnish grants-in-aid for production or acquisition of the public goods in the territorial division where they are produced. This can be done by means of the so-called Pigovian price-reduction grant whhen the central government co-finances all the expenditures of a subnational government used for production of public goods
.

Second, another purpose of a transfer may be redistribution of the income from high-income territories to low-income territories or allocation of a certain part of tax payments that are collected more efficiently at the national level into subnational budgets. The transfer proves to be directed only at a change in the incomes of lower-level governments and does not lead to a change in the relative prices of the state services for them
.

Another separate intergovernmental transfer is grants-in-aid that are extended because of some political commitments, under which the national governments should provide for a minimal or standard level of state services across the country regardless of what level of budget is used to finance the respective public good. In order to maintain a certain level of furnishing public goods, the national government uses a mechanism of target-allocated grants-in-aid designed to finance specific types of public goods. It is obvious that given such grants-in-aid, the subnational governments are not so free to make decision as regards their own expenditures as is the case with the use of unlimited transfers used to reduce the cost of the state services.  The national governments normally set rather strict conditions under which the funds are given and used, including terms of joint financing
. Such transfers affect both the relative prices of public goods for subnational governments and their incomes and are oftener used in multi-level budget structures as target-earmarked grants than the former.

The traditional models of behavior of subnational governments are generally built around the standard theory of optimization of consumer’s utilities used when a specific limitation is imposed on the budget. See more details about the mechanisms for impact of a specific type of grant and terms of its extension on recipients’ decision making in: Scott (1952), Bradford and Oates (1971), Richard A. Musgrave (1989), Rosen (1998), King (1982) and Wilde (1971).

Models of behavior of subnational governments when obtaining grants with due regard for their own priorities at the subnational level 
Empirical studies demonstrate that the effects of an increase in the income of the community in the form of a grant-in-aid obtained is not always in agreement with an increased income of each individual, for instance, through providing tax exemptions. For the first time the phenomenon was mentioned in Gramlich (1977) and called a flypaper effect or flypaper theory of incidence. It often follows from here that while obtaining a grant politicians and officials do not take decisions on reducing their own taxes – a measure that is necessitated by models based on a prerequisite of their maximized public welfare or that of a median elector.

Model of Niskanen. According to Niskanen, the discrepancy between the results of obtaining a grant and preferences of the electorate is due to the fact that there is disagreement between the functions of the welfare as maximized by electors and representatives of the governments
. In building models of officials’ behavior, it is claimed that the welfare of officials depends on such variables as salary, benefits of holding a specific position, reputation, the size of power, etc, which are dependent on the size of the institutional budget, i.e. the government. Thus a variable maximized by the officials is the size of a budget of a respective institution. In the model, the government is interpreted as a monopoly that exercises its own services for electors or as its representative. Receipt of a lump-sum grant, which allows the governments to reduce the level of taxation and consequently reduce their own budget against the situation when the grant is conditional, makes subnational governments act as if the grant obtained were conditional.

Model of Romer-Rosenthal. In the model of Romer-Rosenthal (1980), like in Niskanen’s model, it is assumed that subnational governments maximize the size of their own budget, involving, however, electors into defining the size of production of public and private goods. Annually governments fix the expenditures of their own budget at a certain level on their own, unless the electors have voted otherwise at a referendum. The authors’ hypothesis is that in order to maximize their own budget officials hold a referendum on changing the expenditures of the region’s budget, only in case the actual expenditures of the projected budget are financed at a level which is lower than an optimum for electors, i.e. a referendum is held only on whether the electors approve or not an increase in the expenditures projected in the budget. In so doing, the governments propose a new level of expenditures at a level that is higher than the optimum. In this case electors authorize a proposed variant of increased expenditures, even if the proposed level of expenditures is higher then the optimal one, i.e. such a level is the only option put on the referendum.

According to the authors of the model, the flypaper effect is due to the fact that an increase in the incomes of the electors make them decide to revise the level of the expenditures only in case the optimal level of consumption of the public goods which is in agreement with the increase proves is higher than the actual one. As a result, in case any grant-in-aid is received, the expenditures projected in the subnational budget are expected to grow by a figure that is equal to the grant size, and if the optimal level of consumption which corresponds to the volume and terms of the grant is higher than the actual level of the projected expenditures, the increase will be much higher as well. 

Oates’ model.  In some models, attempts were made to explain the flypaper effect through the use of a concept of fiscal illusion, i.e. an asymmetry of information as regards the market situation. For instance, Oates (1979) assumed that the subnational governments define the size of projected expenditures in accordance with the preferences of a medium elector, although without informing the electors in full about the condition of the state finances in a region. If it is granted that the population of a region opts for a level of production of the public goods on the basis of their tax price, that is a ratio of tax commitments and a size of offered public goods in a region, then in case of agreement between the population’s preferences and those of the government a receipt of a lump-sum grant is regarded by the regional governments as a total increase in the regional incomes. However, another option is that the regional government informs the population that it impossible to produce public goods at a new (subsidized) tax price. Once the information is given, electors take a decision whether to increase consumption of public goods depending on an elastic demand for public goods at the price or not.

Break’s model. Break (1980) assumes that electors of a subnational division are also those who vote for the national government which distributes the intergovernmental transfers. Even if the subnational governments (electors) plan to increase the level of the projected expenditures in case of increased individual incomes, they might apprehend negative effects resulting from a decreased amount of the financial aid. In this case an increase in the individual electors’ incomes does not lead to a decision on increasing the expenditures projected in the subnational budgets; however, the equivalent gain in an amount of grants-in-aid is mostly used to add up to the level of the budget expenditures.

King’s model. King (1984) notes that neither of the traditional models available explains why in spite of the flypaper effect, that of a lump-sum grant used for expenditures of subnational budgets is mostly lower than the one of a shared grant, as it follows from the traditional models. The basic different feature of King’s model is that it gives additional prerequisites concerning the target function of a median elector. His/her goal is maximization of own utility through a selection of an optimal set of public and private benefits, unless the taxation effective at a subnational level should impair the welfare of the poorest population in the region below a certain level as determined by a median elector. In this situation, should the electors’ incomes increase as a result of the reduced federal tax rates, the limitation of a budget looks like a curved line, which allows for a substantial rise in the expenditures of the subnational budget. At the same time, provision of a grant-in-aid leads to the effects described in the traditional models. Still there some other papers that explain reasons for a deviation of the observed effects that intergovernmental grants make on the expenditures of subnational governments. For example, Zampelli (1986) analyses specific features of target-allocated types of intergovernmental transfers. In particular, he claims that unless a rise in the expenditures for production of subsidized types of public goods over a certain level is not high-priority for the governments-recipients of target-allocated grants-in-aid, the governments cut their own expenditures for production of these types of public goods and direct the released funds for financing of the other types of public goods. Thus, once there are no limitations on the size of own expenditures of grant recipients for production of subsidized public goods, the target-allocated grant-in-aid is a more complicated type of non-target-allocated transfers that to a greater degree increase recipients’ incomes, but do not result in a considerable change in the relative price of public goods and private benefits.

Models of distribution of intergovernmental equalization transfers
Let us consider the second part of the problem of intergovernmental grants’ effects on the fiscal behavior of subnational governments, namely the principles of equalization that can be used by national governments in distributing the aid. Models of distribution of fiscal aid by the national governments proceed, above all, from some assumptions about the priorities of the latter in allocating financial resources and mostly disregard specific aspects of associated decisions made by the recipients.

Models of distribution of financial aid provided to subnational territorial divisions can be divided
 into those that introduce some restrictions on the funds of the national budget used for intergovernmental equalization
 and those that take account of limited resources of the federal budget and assume that budgets of the donating territories should be sources of the funds for equalization transfers
. 

In fact, the national budget obtains revenues, including for intergovernmental equalization, through collecting taxes across regional territories. Then the process of distribution of financial aid can be given by some equations describing both the size of subsidies extended to regions and criteria of equalization. However, their analysis gets more complicated, once we introduce an amount of the national budgets into the model of transfer distribution
. That is why in what follows we shall dwell on the models assuming that the national budget has sufficient funds to be distributed as financial aid. We can list a few basic variants of models used to estimate the size of the financial aid offered to regions per one consumer of public goods
.

The first group of models of grant distribution assumes that they are used to offset the difference between estimated expenditure and revenue indices of subnational budgets. One of the simplest variants used to calculate sums of financial aid extended to subnational budgets is to cover the gap between the expenditures and revenues of subnational budgets or a certain estimate of their mean amount. This technique of transfer estimate includes the following basic forms of calculation of financial aid amounts.

1.  Provision of a transfer depending on an actual amount of the own incomes and expenditures of the territorial budget, i.e. cover of the gap between the incomes and expenditures of subnational budgets. Such a form of financial aid distribution is generally used in countries with a low degree of autonomy of subnational governments in determining both expenditures and incomes of subnational budgets, e.g. a system of subsidy distribution in the USSR, system of allocation of unconditional transfers in Spain
.

2.  Transfers extended so that the expenditures of subnational budgets should be established at a standard level whatever the tax potential of a territory is. If there is need to stimulate efforts of the grant recipients aimed at collecting their own taxes, the formulae can also include indices of tax potential
. The scheme described above is used for both distribution of equalization transfers and provision of specific types of financial aid, such as additional financial aid given to länder (states) in the FRG
 and annual block grant used in Great Britain
.

Policies of distributing financial aid among the lower-level budgets can combine criteria of actual and normative indices, while the national governments can set a criterion of sufficiency of their own funds required to cover their own expenditure needs and provide financial aid, stemming not from an absolute amount of discrepancy between the expenditure and income indices of regional budgets, but from a certain top value of the discrepancy, such as in relation to the regional normative expenditure, which should be subsidized by transfers , e.g. extension of British tax grants called capping
.

Another group of models of equalization transfer distribution includes those that are used to put the regional fiscal indices in conformity with the average or normative indices, i.e. depending on the ratio of the tax potential of recipient governments and the standard index of tax potential
. Since the use of such a scheme can make the regions increase an amount of a grant through a higher level of tax rates and accordingly boost the level of budget expenditures (see Oates (1977), King (1973)), the above mentioned scheme of intergovernmental equalization is not widely used. However, as an illustration we would like to cite a Canadian system of distribution of funds within the frameworks of a program of equalization payments
.

In addition, we can also cite transfers provided depending on the correlation of expenditure indices, i.e. correlation of the normative needs of subnational budgets for exercise of expenditures and actual subnational budget expenditures. Such a system of financial aid distribution can be used in countries with a low degree of interterritorial differentiation of taxation basis as well as in case a transfer is used to finance specific types of expenditures regardless of availability and size of income sources, such as target-allocate grants which are given to subnational budgets for development of transport in Italy
.

We have analyzed various schemes of intergovernmental equalization based on the simplest expenditures and income indices of subnational budgets. In the meantime, there are some more complex equalization mechanisms as well. For instance, a system of intergovernmental transfers can be built to equalize such indices, as a rate of changes in the expenditures of subnational budgets, with differentiation of expenditure demands taken into account while changing the taxing efforts of subnational governments or elasticity of changes in the subnational budgets.  King (1980) cites a number of options for building such a formula.

The group of models described above takes an insufficient account of an effect of a particular scheme of transfer distribution on tax decisions made by subnational governments and is confined to analyzing the budget limitation of recipient governments, with the subnational budget expenditure being equal to a sum of incomes and financial aid. The above-mentioned models describe effects of grants on decision taken by subnational governments and leave out the priorities of the governments in charge of distribution of financial aid, as well as schemes of financial aid distribution. However, it can be assumed that the effects of intergovernmental transfers on the decisions of the recipients depends not only on a type of a transfer, but also on a scheme of financial aid distribution.

It is our understanding that another important and still unclear aspect of functioning of a federal system of financial aid to subnational governments is effects of various equalization schemes on the choice of parameters of financial policy by the subnational governments. Therefore, we find it natural to assume that their choice depends on both a model of financial aid distribution, including a type of a grant offered, and preferences of subnational governments, characteristics of the public and private goods at the subnational level and so on. Taking the above assumption into consideration, we are going to analyze the specifics of equalization transfer distribution across the Russian Federation and integrate the scheme of financial aid distribution based on the above models into a classical model that describes grant effects on the decisions of subnational governments opting for a specific size of the public and private benefits provided across the region.

Modeling financial behavior of regions

Distribution of financial aid among the regions across Russia 

The federal center has been directing financial aid to Russian regions via many channels, with their size varying within a substantial range over the last few years. The basic channels used to extend funds from the federal budget to regions are transfers from the Federal Fund of Regional Support (FFRS), subventions used to finance federal mandates, grants-in-aid, means as part of mutual clearings. Table 1 gives data about the size of specific types of federal financial aid rendered to the administrative divisions of the Russian Federation in 1992-2002.

Table 1. Federal financial aid to administrative divisions of the Federation in 1992-2002 (per cent of GDP)

	
	1992
	1993
	1994
	1995
	1996
	1997
	1998
	1999
	2000
	2001
	2002*

	Subsidies and subventions
	0,00
	0,02
	0,09
	0,06
	0,09
	0,13
	0,10
	0,06
	0,15
	0,54
	0,34

	Subventions**
	0,79
	0,69
	0,42
	0,12
	0,12
	0,09
	0,02
	0,20
	
	
	

	Transfers from the FFRS
	0,00
	0,00
	0,36
	1,17
	1,04
	1,22
	1,12
	0,99
	0,96
	1,14
	1,62

	Subsidies and subventions from Compensation Fund
	
	
	
	
	
	
	
	
	
	0,37
	0,45

	State support for road management
	
	
	
	
	
	
	
	0,18
	0,11
	0,27
	0,33

	Funds given as part of mutual clearings
	0,61
	1,95
	2,54
	0,42
	0,81
	0,43
	0,36
	0,14
	0,28
	0,05
	0,00

	Other types of financial aid***
	0,09
	0,03
	0,02
	0,06
	0,28
	0,64
	0,00
	-0,20
	0,03
	0,19
	0,29

	Total: funds given to budgets of the other governments
	1,49
	2,7
	3,4
	1,8
	2,3
	2,5
	1,60
	1,36
	1,54
	2,56
	3,03


* planned

** Prior to 1999 the subventions were a separate entry in reports on carrying out the federal budget 

*** also includes the net for federal budget loans

Source:  Ministry of Finance of the Russian Federation, estimates of the authors
In order to substantiate the hypothesis as to what principles were used as a base for providing financial aid to regions, we are going to dwell in short on the official mechanism for distribution of some types of aid. Our analysis of the policy of transfer distribution from the FFRS and techniques of distribution of additional financial aid in 1994-98 shows that they were directly designed to offset the predicted or actual discrepancies between the incomes and expenditures of regional budget
.

The year of 1999 saw introduction of a new policy of the FFRS transfers distribution, under which the bulk of transfers are allocated in direct ratio to deviation of the per capita tax potential of the administrative entities of the Russian Federation from the national average level, given an index of intergovernmental differentiation of a size and cost of expenditures for provision of regional public goods across the Russian Federation which is called a budget expenditure index. The index reflects the intergovernmental differentiation of costs and sizes of budget expenditures on the basis of some indirect factors which determine demands for provision of specific types of public goods in various regions depending on the intergovernmental differences in the age structure of the population as well as in geographical, climatic and other conditions.

Thus, in accordance with the currently used policy an amount of a transfer which is extended from the FFRS to a region is in direct proportion to a value of the budget expenditure index and in inverse proportion to an estimate of the tax potential for a particular region. As a result, it can be claimed with a fair degree of convention that the distribution of transfers proves to be used to cover the gap between the tax potential and expenditure needs as reflected by means of a budget expenditure index. It should also be taken into account that in actual practice transfers have been distributed, among other things, with a due account for their size established in the previous years, i.e. directly with account for a gap between the regional income and expenditure indices.

Some grants-in-aid, subventions, as well as the funds extended as part of mutual clearing are nonformalized irregular types of financial aid, with their current amounts still being significant. In general, it is claimed that the distribution of the above means is used to cover the current gaps in the regional budgets.

As noted above, the financial aid designed for interterritorial equalization of capabilities of furnishing public goods can be used to compensate for a cut in the regional incomes, i.e. the below-the-average level of incomes, increase the regional budget expenditures or compensate for the gap between the necessary (in terms of the grant donor) regional budget expenditures and a certain estimate of regional incomes. As for the Russian Federation, counter to the claims available to the Budget Code (see article 135 BK) to the effect that the non-targeted federal financial aid is used to equalize the minimum budget support for the regions, which implies provision of equal opportunities for regional governments in furnishing public goods through equalization of obtained budget incomes, the actual analysis of the budget practice demonstrates that the system of interbudgetary aid pursues the goals other than that. From the above it can be hypothesized that the federal aid is provided to the Russian regions in order to cover the gap between the legislatively prescribed expenditure commitments and potential budget expenditures calculated in accordance with the estimates of the federal center. In actual practice, estimates of the expenditure commitments and potential incomes were based, to a more or less degree (which has been varying in the last years) both on actual amounts of incomes and expenditures and on the normative values of expenditure needs and tax potential.

In formal terms, a similar process of interbudgetary equalization can be described by a model of financial aid distribution by using various functions of the public choice. Within the class of the simplest models of financial aid distribution, it is expedient to use the Rolls (minimax) type of a function of national government utility which implies equalization of the welfare of various regions used to achieve an optimum. In exploiting the minimax criterion of choosing sizes of financial aid, the fairest distribution of financial aid seems to be used for utility maximization across the poorest regions.

Therefore, there arises a question concerning the criterion of regional poverty which can be used for interbudgetary equalization. Among the options are such traditional indices of poverty as the size of incomes or expenditures of the regional budget, an amount of the per capita gross regional product, the size of incomes available to the population of the region, indices of differentiation of population incomes (Jennie’s coefficient, a share of population with incomes which are lower than the cost of living) and indices that take into account not only incomes across various regions, but also the need to carry out expenditures for private and public goods.

Should the national governments have estimates of regional incomes and those of amounts of desired, from the point of view of the Center, expenditures of the regional budget, then the degree of poverty for various regions should be not the level of its incomes, but the size of incomes matched to the expenditure needs of the given region. Such a value might be a gap between an estimate of potential or factual incomes of the regional budget and the normative or factual expenditures of the regional budget or their interrelationship. It is noteworthy that the results of estimating the dependence of the difference between the normative expenditures and potential incomes of a region on the value of the gross regional product as analyzed against the panel data of 1994-2000 for 88 Russian regions show that there is a steady significant negative dependence of our estimated budget deficit on the amount of the per capita gross regional product.

Given the above interpretation of the need, as the simplest case for each region the national government chooses a share of the amortized gap between the normative expenditures and the tax potential, thereby co-funding the gap between the capability of mobilizing tax incomes and expenditure commitments, in case there is a budget limitation on an aggregate amount of financial aid from the national budget. In this case the optimization task of financial aid distribution can be described as follows:
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	Tri  is the size of financial aid obtained by i region from the federal budget;
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The problem can be solved through the following equation of financial aid distribution:
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As a result, an optimal strategy to be chosen by the federal center is to allocate each region such a financial aid that can be used to fund the same share of the observed gap between the normative expenditures and the tax potential for a given particular region. In this case the share of an amortized gap is common for all the regions and is equal to the ratio between the means allowed for financial aid to the regions and an aggregate (for all the regions) normative requirement for funding the gap between the income potential and expenditure demands. A similar formula of estimated financial aid can be given, when the federal center proceeds not from the normative values of expenditures and incomes, but from actual values or when both are taken into account at the same time.

In summing up, our analysis allowed us to formulate a hypothesis that in Russia the federal government allocates funds to the regions so as to cover the gap between the expenditures and income indices of regional budgets, which conforms to the model of distribution of financial aid among the regions by the federal center on the basis of Rolls criterion of equalization. Subsequently we are going to make use of the hypothesis in constructing a theoretical model of fiscal behavior of regional governments, while its conformity with the statistical data will be checked in the empirical part of the paper.

Description of a model of fiscal behavior of regional governments  

In order to analyze the fiscal behavior of regional governments we are going to construct a simple theoretical model. Let us assume that the federal center establishes rules of creating an income base which are common to all the regions, such as a share of federal taxes allowed for regional budgets, a list of regional and local taxes, techniques used to calculate an amount of financial aid extended to the regions in need. Based on the given rules, the regional governments make decisions on building up incomes of the regional budget and execution of expenditures for provision of public goods. Let us also suppose that the regional governments make the respective decisions to this effect with a view of gaining maximum public support from the population of the region. At the same time, we assume that the most important criteria by which the electorate judges the regional government are the size and structure of public goods provided in the region, as well as the level of tax load, such as a size of regional tax rates, a scale of tax exemptions offered and so on. Given the above assumptions, we find out a certain correlation between the preferences of the governments and those of the population, which seems to be natural in a system where regional governments are elected.

Let the goal function depend on two indices – an amount of expenditures of a region’s consolidated budget (positive) and tax incomes collected for a region (negative). The regional tax incomes are calculated according to the selected level of regional and local tax rates and normative deduction of federal taxes into regional and local budgets. Thus 
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where E  is expenditures of the consolidated budget of an administrative division of the Russian Federation as an indicator of the level of provision of public goods across the region;

T - tax incomes of the consolidated budget of the administrative division of the Russian Federation, such as revenues from local and regional, as well as federal taxes going to regional and local budgets.

 In considering the utility function in this form, we assume that the regional expenditures do not include transfers given to the population, while the revenues are tax incomes which lead to a cut in the consumption of private benefits. Given such premises, the above formulation of the model can be described as a problem that is similar to a classical problem of household choice between a private and public good
.

Formula (4) can also be written as
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where Y is a gross regional income.

Such a formula takes into account that a rise in taxes results in reduced income available and cut consumption of public goods.

 Regional governments maximize the utility function (4) or (5) on condition that the expenditures of the regional budget should not be more than the sum of their own incomes and financial aid obtained
:
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	where Y is the gross regional product.

The equation takes account of the fact that growth in taxes leads to a cut in the incomes available and a fall in the consumption of private goods.

The regional governments maximize the utility function (4) or (5), given the limitation 

that the expenditures of the regional budget should not be more than the sum of own expenditures 

Е ( Т+Tr,                                               (6)




where Tr is the size of financial aid offered by the federal center to a region.

As demonstrated above, we shall assume that the size of financial aid is directly proportional to a gap between the estimate of expenditures and that of incomes as part of the regional budget plus a certain coefficient (. Let us also suppose that the estimates of expenditures are calculated as a sum of factual expenditures with weight a and normative expenditure needs of a region with weight (1-a). Similarly, an estimate of incomes is calculated as a weighted average between the factual regional incomes with weight β and potential own incomes (tax potential) with weight (1- β) respectively.

The values of coefficients a and β show how the Center’s estimates of value of regional financial aid depend on factual and normative  (potential) indices of incomes and expenditures, while ( shows how the results of the financial aid distribution affect the budget security of recipient regions. How factual and normative  (potential) expenditures and incomes of a region are taken into account in distributing the financial aid can be interpreted as a degree of co-financing of the factual expenditures of a region by the federal budget (co-financing of production and consumption of public goods or reduction in the price of a public good) and its involvement in formation of region’s incomes
 (co-financing of consumption of a private good across the region or cut in the price of a private good). The coefficient ( can be interpreted as a degree of the Center’s participation in financing the gap between estimates of regional expenditures and incomes.

Thus the model, under which the center distributes the financial aid among the regions, is as follows:
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where 
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 is tax potential of a region as calculated on the basis of own and regulated tax incomes;


[image: image12.wmf]E

)


is the norms of the region’s  expenditure needs.

The given model uses such parameters as estimates of regional tax potential and norms of expenditures in the regional budget. In the course of our theoretical analysis we consider them as exogenous values. For empirical estimates (see below), we made use of our own estimates of tax potential and normative expenditure demands of regions. The estimates of the tax potential are theoretical values of commitments for all types of taxes fed to the regional budgets in a regressive equation, where estimates of the size of tax base for separate types of taxes are used as explanatory variables
. Estimates of normative expenditure needs are a total of theoretical values of regional budget expenditures for separate articles obtained from equations where the explanatory variables are incomes of regional budgets and a set of factors describing both the required size of the corresponding public goods provided and expenditures for their provision (economic, geographic, social and demographic factors)
.

Analysis of a model of financial behavior of regional governments 

The model we offer is rather simple and is essentially similar to that of consumers’ choice between a good (expenditures for provision of public goods) and an antigood (tax levies), with budget limitations given as a parameter. The first-order conditions, which are essential and sometimes sufficient conditions with suppositions of elasticity of the utility function and indifference curve, once transformed and with exception of the Lagrange variable, give the following condition of optimum in this simple model (5)-(7) – correlation for a norm of replacement between an increase in expenditures and a cut in the tax load:
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Thus, the top normative replacement of a change in the regional budget expenditures with that in the regional tax load depends on the rules, which define distribution of regional financial aid, i.e. on the values of parameters a, β and ( (it is our assumption that all values of the parameters are not more than 1).

It follows from equation  (7) that a( and  β( are a share of co-financing by the federal center of deviations in the factual expenditures and incomes from their normative or potential values. Therefore the ceiling norm of replacement (8) is a ratio of a share of their own financing of the deviation of the budget expenditures from the normative expenditure needs and a share of their own financing of deviations of budget incomes from the tax potential. It is not the shares of the own financing themselves that are of key importance, but the differences between them, i.e. whether the federal center takes an equal part in co-financing the deviations of both incomes and expenditures from their normative (potential) values.

In order to obtain more detailed results of the analysis, let us consider as an example a model that incorporates a function of utility of regional governments as that with constant elasticities. The premise that the utility function has such a form allows us, given some limitation in generality, to simplify the use of our model for the purpose of analysis of comparative statics. Our variant of the utility function is as follows:

	U(E, T) = ln E +  ln (Y-T), 

	(9)

	
	(10)
	


where  is a parameter of the utility function.

For ease of further statement, we shall transform the model’s limitations through inserting the equation used to find the size of financial aid (7) into the limitation (6) and grouping together components with E and T. It will result in the only limitation for a problem of utility maximization:

	E (1-) – T (1-) = A,
	(10)


where 

	A = (1-)
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Expression A (11), which is multiplied by parameter is part of the financial aid given to a region on the basis of exogenous characteristics of the region (the normative expenditure needs and tax potential) and does not depend on their factual values. Accordingly, value Tr - А = (E - T) is part of the financial aid which is given on the basis of factual values of incomes and expenditures of a region adjusted for parameters a and  

In solving the utility problem (9) given limitations (10) and (11), we can obtain the following expressions for optimal E* and T*, which depend on the parameters of the problem:
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Based on the analysis of expressions (12)-(13), we can examine how a change in various parameters which make up the model and determine the character of a policy of financial aid distribution by the federal center affects the fiscal behavior of regional governments and, specifically, the choice of a level of the tax load and budget expenditures (a more detailed analysis is given in Kadochnikov, Sinelnikov, Trunin, Shcrebela (2001)).

The analysis of comparative statics carried out by means of the model (signs of derivative optimal expenditures and tax levies within the regional budget) led to some results which can be represented in the following Table 2:

Table 2. Signs of partial derivatives of optimal tax incomes and expenditures, with a region as a recipient of financial aid.
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## -
“+”, if A<0; “–“, if A>0.

As is evident from our analysis, the on-going increase in the pre-tax income of economic agents across the region which is due to either an increase in the level of economic activity or a transfer to the income of economic agents leads to a rise in both the level of tax levies and expenditures from the regional budget. In this case, a degree of a rising rate of tax collection depends on preferences of the regional governments when sizes of private and public goods consumed in the region are compared, and does not depend on the formula of estimating the regional financial aid. At the same time, as the incomes rise, the higher the value of the ceiling norm of replacement of the level of taxation with the size of the expenditures at an optimal point, the faster the expenditures from the budget grow. Thus the less ( (the more the Center is oriented on factual expenditures of the budget) in providing financial aid to a region, the higher is the increase in supply of public goods, given increased incomes of the economic agents.

In developing the policy, it is essential to adequately estimate the tax potential of a region and its expenditure needs. As shown in the table, the higher is the value 
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, the more important is an optimal size of budget expenditures and the less is the value of the size of the tax load collected by regional governments. The effects of estimating an amount of the tax potential 
[image: image21.wmf]T

)

 are inverse: the higher is 
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, the more are tax levies collected and the less is the expenditures from the regional budget. However, it should be noted that the normative expenditure needs and estimates of the tax potential cannot be used to set up some stimuli for the behavior of regional governments. While being parameters of the policy for distribution of financial aid, these estimates are determined individually for each region; therefore any variation of them leads to redistribution of the financial aid among the regions. A study of the effects resulting from that are beyond the scope of the paper.

In analyzing the effects of the size of Center’s coverage of the gap between an estimate of expenditures and incomes of the region on the choice of the optimal amounts of incomes and expenditures from the budget by the regional governments, we should keep in mind that the effects of particular changes in the parameter are not the same. The model demonstrates that, given various values of the other parameters of the problem, such as a degree of co-financing of the region’s expenditures by the federal government, participation in forming incomes, amounts of normative expenditures needs and tax potential, the effects of a change in the amount of financial aid on the taxes collected in the region and expenditures may vary.

With a symmetrical model of distribution (equal orientation of the Center both on the tax potential and the normative expenditure needs in estimating the size of financial aid), a proportional increase in the financial aid leads to increased budget expenditures and reduced tax incomes, and an increase in the gross regional income brings about increased consumption of private and public goods across the region. The same situation also occurs when the center ignores the factual incomes and expenditures of the region and relies only on their normative (potential) values. It allows us to conclude that if the center seeks to avoid building up stimuli for a change in the regional financial policy for the purpose of influencing the amount of the allocated financial aid, the federal governments should apply to a policy of estimating its amount, which is based on symmetrical rules of consideration of the normative values of incomes and expenditures. In this case the financial aid provided will affect only the incomes, i.e. increase the expenditures from the regional budget for provision of public goods worth less than the provided financial aid and also lead to a lower cut in the tax load, thereby permitting economic agents to increase consumption of private goods.

In case the model is non-symmetrical and takes into account to an increased degree, for instance, the factual expenditures (tax incomes), then in addition to the income effects, there arises an effect of replacement due to a shift of the budget limitation towards a rise in the expenditures (a fall in the income). As a result, the proportional increase in the financial aid might lead, given certain correlation of the parameters of the problem, to both an increase and decrease in the outcome and expenditures from the regional budget, see Table 1.

With increased reliance of the financial aid distribution model on factual expenditures (a), additional co-financing of expenditures by the federal budget is expected to stimulate increased expenditures. If the co-financing is carried out in part, the regional governments even somewhat build up tax incomes, thereby compensating for a reduction in the utility through increased expenditures. Conversely, once the financial aid distribution model relies more on the factual incomes ((), the regional governments seek to reduce the budget incomes (cut the tax load), since the decrease in the incomes will be replaced with the federal aid accordingly. If the co-financing by the federal center is incomplete, there is some decrease in the expenditures of the regional budget.

The results obtained make it possible to assume that by varying the parameters of the financial aid distribution model, the federal government can create various stimuli depending on the aims of the economic policy in process. For instance, if the center seeks to minimize the scale of an outflow of the given financial aid into the private sector, it should establish rules providing for a greater degree of co-financing of the factual expenditures than the participation in setting incomes (a should be considerably higher than ( ). And on the contrary, if the center’s priority is to reduce the expenditures, then a considerable excess of a over ( as a result of a growing amount of financial aid would trigger a replacement effect and lead to a cut in the tax incomes and, depending on the ratio of the parameters, a decrease in the expenditures, i.e. the financial aid would be exploited in full for increased consumption of private goods.

Estimating the model of financial aid distribution to Russian regions by the federal center and testing hypothesis of fiscal stimuli available to the system of intergovernmental relations 

The first part of this section checks how our model of financial aid distribution conforms to the respective mechanisms actually in use in the Russian Federation. With this goal in view, we have conducted econometric estimates of the corresponding equation. In general, given the parameters discussed in the first part of the paper, the model of financial aid distribution may be written as follows:
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where i,t-s  is deviation of the factual financial aid given to an i-region in the year t from an estimated value on the basis of the data as of the year t-s according to the model (the estimates made use of the values separated by a 0 to 2 unit-lag), which may be due to unaccounted factors depending, let’s say, on the political strength of regional governments, as well as some occasional perturbations. 

In the second part of the section, we intend to check some of the hypotheses which were described in the theoretical part of the paper and deal with the fiscal behavior of regional governments receiving federal financial aid. In evaluating the fiscal stimuli, we shall check the reversed effects as against those given in equation (14), namely how a change in the financial aid affects the size of incomes and expenditures of the regional budget. It means that a similar equation where the explanatory variables were taken without a lag should be evaluated within a system of equations; otherwise we can violate the condition of predetermination of the explanatory variables. Consideration of values with lags 1 and 2, which is justified in terms of the contents of the budgetary process, also allows us to give correct estimate of the financial aid distribution model and the equation used for evaluation of the fiscal stimuli separately.

In closing, we shall draw conclusions and offer some recommendations on the economic policy.

An estimate of the linear model of distribution of financial aid among the regions
The high values of correlation between the factual and normative values of incomes and expenditures do not permit us to directly evaluate equation (14). The model of financial aid distribution can be written in a form that includes co-financing of incomes and expenditures from the regional budget by the federal center, as well as filling of the gap between the normative expenditures and potential budget incomes, the so-called normative deficit. The corresponding equation of linear regression (with a constant) can be written as follows:
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Based on the analysis carried out in the previous section and given conformity between coefficients of equation (15) and parameters of the financial aid distribution model (a3=(, a1=a’(, a2=(’ (), we can formulate the following hypothesis for the coefficients:

a0=0, i.e.  the size of financial aid does not contain a component that is calculated as a certain per capita total which is common to all the regions;

0 ( a3 ( 1, which corresponds to assumption 0 (  ( 1;                                                   (16)

0 ( a1 ( a3, which, given the correlation a1= . and condition for a3 corresponds to assumption 0 (  ( 1;

0 ( -a2 ( a3, which, given the correlation a2= .and condition for a3  corresponds to assumption 0 (  ( 1.

The statistics used includes the data for 86 regions, except for Chechen Republic, Khanty-Mansiysky and Yamalo-Nenetsky autonomous districts. Estimates were based on the data of the regional budget statistics for Russia in 1992-2000
, as well as estimates of tax potential and normative expenditure needs as calculated by the IEPP
. Estimates were made for per capita indices. In order to make the indices of prices comparable among different years, we made use of a deflator of nominal GDP. Given the fact that the price differentiation among the regions is also very large, we made use of a relative interregional index for cost of living to make the interregional prices comparable.

If in estimating the equation Tr=E-T, we interpret value Tr as the total financial aid received by regions, then we shall evaluate not the financial aid distribution model, but an identity of a budget limitation under which an amount of expenditures should be equal to a sum of incomes plus financial aid
. Estimates given in this section are not, in fact, those of a budget limitation for a number of reasons. First, equation (15) was evaluated separately for various components of the financial aid, transfers from the FFRS and additional financial aid. It means that the financial aid under consideration accounts for only a part of the difference between the factual incomes and expenditures. Second, the equations make use of not only the factual incomes and expenditures of regional budget, but also estimates of the tax potential and normative expenditure needs. Third, we used tax, rather than aggregate incomes of the regional budget. Besides that, we left out some sources of financing of the regional budget deficit, other than the financial aid.

At an initial stage of calculations, we estimated equation (15) separately for all the years with the above-mentioned lags of dependent and explanatory variables. In line with the changes that have taken place in the mechanism for financial aid distribution, it can be assumed that parameters ( и ( (a1/a3, and -a2/a3 respectively) may vary for different time intervals. Because of the changed total amount of the financial aid as prescribed by laws on federal budget for the corresponding years, we may assume that parameter ( (a3) can change for each year as regards the aggregate gap between the incomes and expenditures of regions. In order to answer the question how the parameters of the financial aid distribution model have changed over the years and check whether we can evaluate the parameters on the basis of the panel data, we should check the hypothesis that the coefficients of equation (15) are equal throughout the years. Separate checks were made for transfers from the FFRS and additional financial aid for a couple of consecutive years.

The results of the tests show that in terms of stability of coefficients we can distinguish three periods – the year 1994, 1995-97 and 1998-2000 (in 2000 we have witnessed a significant change in the coefficient a1). In accordance with the results obtained, we shall carry out subsequent estimates for these three periods, namely regression for 1994, an estimate on the basis of the panel data for 1995-97 and a similar estimate for 1998-2000 with a dummy variable used to estimate a change in the coefficient a1 in 2000.

The goal of this section is to test the formulated hypotheses on coefficients (15) and check how the coefficients for various types of financial aid and various groups of regions differ
.

An estimated model of distribution of transfers from the FFRS. The results of estimating the model of distribution of transfers from the FFRS for the three periods are given in Table 4. The estimate for 1994 demonstrated that the model incorporating the difference between the actual expenditures and incomes of the budget as an explanatory variable gives a better description of amounts of financial aid provided in 1994 than model (15), with comparison made on the basis of the adjusted value R2, as well as Schwartz’s information criterion. This indicates that in providing the financial aid the government used as a benchmark not the normative values of expenditures, but the factual state of regional economy, i.e. the values of income and expenditures. Similar estimates were also made for the other years, but the use of factual budgetary deficit instead of the variables used by the model (15) as parameters does not improve the properties of the equation based on the post-1994 data.

Table 4. Results of estimating equation (15) for transfers from the FFRS

	Explanatory variable:
	Transfers from the FFRS

	Estimation period:
	1994
	1994
	1995-97
	1995-97
	1996-97
	1998-00
	1998-00
	1998-00

	Lags of explanatory variables
	0
	0
	0
	1
	2
	0
	1
	2

	Number of observations
	86
	86
	258
	258
	172
	258
	258
	258

	Explanatory variables:
	Round brackets below coefficients specify t-statistics

	 constant
	-0,377
	-0,330
	-0,233
	0,036
	0,310
	-0,645
	-0,474
	-0,404

	
	(-4,849)
	(-4,729)
	(-2,941)
	(0,445)
	(2,725)
	(-7,883)
	(-4,323)
	(-3,213)

	Co-financing of expenditures  (a1)
	0,262
	
	0,324
	0,368
	0,324
	0,195
	0,218
	0,240

	variable
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	(13,299)
	
	(19,648)
	(17,977)
	(10,838)
	(9,397)
	(8,867)
	(5,525)

	 The same with a dummy for 2000 
	
	
	
	
	
	0,072
	0,203
	0,327

	variable
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	(2,406)
	(4,651)
	(6,488)

	 Co-financing of incomes (a2)
	-0,355
	
	-0,406
	-0,385
	-0,301
	-0,347
	-0,266
	-0,332

	variable
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	(-5,134)
	
	(-6,352)
	(-5,269)
	(-2,833)
	(-10,967)
	(-5,816)
	(-5,707)

	 Deficit equalization  (a3)
	0,269
	
	0,455
	0,408
	0,343
	0,671
	0,537
	0,458

	variable
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	(15,257)
	
	(23,563)
	(20,141)
	(12,452)
	(26,462)
	(17,753)
	(13,992)

	Factual budget deficit
	
	0,262
	
	
	
	
	
	 

	Variable E – T
	
	(17,154)
	
	
	
	
	
	 

	R2 adjusted
	0,771
	0,775
	0,737
	0,669
	0,534
	0,795
	0,662
	0,563

	
	0,974
	1,000
	0,712
	0,902
	0,945
	0,291
	0,406
	0,524

	
	1,320
	1,000
	0,892
	0,944
	0,878
	0,517
	0,495
	0,725

	
	0,269
	0,262
	0,455
	0,408
	0,343
	0,671
	0,537
	0,458

	Difference of 2000 from  in 1998-99 
	
	
	
	
	
	0,107
	0,378
	0,714


On the whole, the results of econometric estimates of the financial aid distribution model for 1995-2000 demonstrate that the model in use (15) adequately describes real volumes of financial aid which was extended to the Russian regions (the real incomes and expenditure of budget, as well as their normative values for different years account for 70-80 percent of dispersion of the transfer amount from the FFRS).This indicates that the hypothesis under which the federal center distributed  the financial aid among the regions during the period under study while seeking  to fill in part the gap between the estimates of regional incomes and expenditures calculated as weighted values of real and normative figures is not in contradiction with the statistical data available.

Coefficients a1, a2 and a3 are substantially different from zero, and their standard deviations are not so great. That is why estimates a and  which have been obtained as ratios of a1 and a2 to a3я, respectively can be considered to be quite significant. The results of estimating models of type (15) demonstrate that the above assumptions as regards parameters ,  and  are correct. The basic conclusions to be drawn from the empirical analysis we have made are as follows:

1. The financial aid provided by the federal center to regions is positively dependent on the value of gap between the estimates of incomes and expenditures of the regional budgets. Besides that, we find positive dependence of the given financial aid on the real expenditures of regions and normative expenditure needs, as well as negative dependence of the aid on the real volume of tax incomes of regional budgets and an estimate of the tax potential of regions.

2. The subperiods of estimates revealed agree with stages of improvement of intergovernmental relations in the Russian Federation. Thus, in 1994 the basic factor which the federal center took into account by in allocating the financial aid was real current budget deficit of a region.  In 1995-97 it stemmed from the real values for the preceding years and normative values of incomes and expenditures of the regional budgets, while in 1998 a new official policy was adopted for distribution of subsidies aimed at equalizing the minimum budget figures, which was based on indices of tax potential and budget expenditures used to determine the volume of financial aid to be allocated. This helps explain the results of estimates for 1994, as well as a decrease in the values of estimated parameters a and  in 1998-2000 against 1995-97. A fall (far from being monotonic) in the estimated values of a throughout the years under review demonstrates that in determining an amount of the aid the federal center gradually passed over from estimation of financial aid volume based on the real expenditures to a use of normative (index) expenditure needs. A similar fall is also characteristic of , which indicates a greater use of the normative values in estimating the financial aid.

3. On the whole, the tabled data show that whatever the variants of estimating the financial aid distribution model, an estimated parameter a is less than parameter  
. As demonstrated in the theoretical part of the paper, this is an evidence of the fact that the federal budget is more involved in building incomes than in co-financing of regional expenditures. Such situation may be due to the fact that prior to 1999 the policy of estimating transfers from the FFRS relied on the use of real tax incomes of the past regional budgets (slightly adjusted) as a basis for calculation of transfers to be given to the regions. For estimating expenditure demands, they used the 1991 expenditure volume, which because of many adjustments and agreed-upon corrections proved to be closer to a certain mean value, under which the center was willing to finance the regional budget expenditures, i.e. the normative values of expenditure needs used in the course of calculations. Another reason for an excess of  over a is that the volume of the income powers of regional governments is less than that of expenditure powers. Therefore relatively lower tax revenues fed to the regional budgets may be a more weighty ground for the federal center to increase the financial aid than high expenditures of a regional budget.

4. Even in the past years, which can be characterized by a more objective policy of transfer allocation to the regions, part of the financial aid remains to be unaccounted-for. In part, it is due to an individual approach taken by the center towards each region and its problems in allocating additional financial resources. An illustration is, for example, political arguments of some governors affecting the decision making by the federal government in allocation of additional financial aid
, impact of the regional governments on initial indices used for calculation of a transfer and so on.

As mentioned above, the explanatory variables are not independent in equation (15). That is why we cannot divide the explained dispersion in equation (15) into three components according to the number of meaningful explanatory variables. It means that the statistical properties of the data used do not allow us to conclude which part of a transfer is allocated for co-financing of expenditures, incomes and deficit respectively. Nevertheless, we can estimate partial coefficients of correlation between the size of financial aid and explanatory variables (correlation between the indices after effects of the other variables have been removed). The corresponding values of partial coefficients of correlation between the size of a transfer and deviations of the expenditures and incomes from their respective normative values and normative deficit values in model (15) are around 0.5(0.6, -0.5(-0.3, 0.8(0.9 respectively and do not differ very much for different years. 

Estimation of the distribution model for financial aid, other than transfers from the FFRS. In addition to the above estimates for transfers from the FFRS, we shall give estimates of model (15) for financial aid, other than the transfers. In so doing, we seek to check the supposition that the federal government allocates additional financial aid to regions according to less formalized rules and in estimating its amount the real incomes and expenditures of the budget are used to a greater degree than the normative figures, see Table 5 below.

Table 5. Results of estimating equation (15) for additional financial aid in 1994-2000.

	Explanatory variables:
	Additional financial aid 

	Estimated periods
	1994
	1994
	1995-97
	1995-97
	1996-97
	1998-00
	1998-00
	1998-00

	Lags of explanatory variables
	0
	0
	0
	1
	2
	0
	1
	2

	Number of observations
	86
	86
	258
	258
	172
	258
	258
	258

	Explanatory variables:
	Round brackets below coefficients specify t-statistics

	 constant
	0,214
	0,276
	-0,179
	0,241
	0,521
	-0,504
	-0,220
	-0,356

	
	(1,732)
	(2,418)
	(-2,496)
	(2,800)
	(5,053)
	(-7,396)
	(-2,360)
	(-4,361)

	 Expenditure equalization  (a1)
	0,671
	
	0,243
	0,247
	0,237
	0,276
	0,236
	0,295

	variable 
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	(20,987)
	
	(16,333)
	(11,420)
	(8,753)
	(15,967)
	(11,325)
	(16,190)

	 The same with dummy in 2000
	
	
	
	
	
	-0,218
	-0,136
	-0,096

	variable 
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	(-8,742)
	(-3,650)
	(-2,924)

	 Income equalization  (a2)
	-0,691
	
	-0,450
	-0,372
	-0,332
	-0,243
	-0,084
	-0,217

	variable 
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	(-6,184)
	
	(-7,799)
	(-4,825)
	(-3,450)
	(-9,248)
	(-2,161)
	(-5,753)

	 Deficit equalization  (a3)
	0,720
	
	0,329
	0,223
	0,168
	0,349
	0,211
	0,236

	variable 
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	(25,761)
	
	(18,920)
	(10,447)
	(6,749)
	(16,543)
	(8,199)
	(11,093)

	 Real budgetary deficit
	
	0,702
	
	
	
	
	
	

	variable E – T
	
	(28,021)
	
	
	
	
	
	

	R2 adjusted
	0,903
	0,902
	0,650
	0,397
	0,337
	0,662
	0,418
	0,561

	
	0,932
	1,000
	0,739
	1,108
	1,411
	0,791
	1,118
	1,250

	
	0,960
	1,000
	1,368
	1,668
	1,976
	0,696
	0,398
	0,919

	
	0,720
	0,702
	0,329
	0,223
	0,168
	0,349
	0,211
	0,236

	Difference of 2000  from    in  1998-99 
	
	
	
	
	
	-0,625
	-0,645
	-0,407


The 1994 results show that both for transfers from the FFRS and additional financial aid, the model where the real deficit of the regional budget is used as an explanatory variable, is better than model (15). It is noteworthy that coefficient  for the additional financial aid (0.7) is much higher than the estimated value for a transfer from the FFRS (0.26). This points that it is the additional financial aid which was used as a basic source for coverage of deficits of the regional budgets in 1994, with the calculation of the volume of allocated aid based on the real values of deficit, rather than on the normative ones. 

Our estimates of the financial aid distribution model for 1995-97 showed that value as is in the case of the FFRS transfer, is more than a, that is the federal center takes a more active part in building incomes of regional budgets than co-financing increased expenditures, with obtained estimates of a and being mostly more than one. It cannot be interpreted in terms of the financial aid distribution model offered (7), but can be for a transformed model (15). The additional financial aid is given on the basis of less formalized criteria than the FFRS transfer, the volume of allocated financial aid frequently being negotiable between the regional governments and the federal center. The basic arguments of the former are normally insufficient tax incomes or too high expenditures of the regional budget. The federal center, given these arguments, provides additional financial aid, thereby filling the gap (with proportionality coefficients a1, -a2 and a3) and unduly taking into consideration the real values of incomes and expenditures of a region. This results in an excessive volume of financial aid - greater than the one that could be proportionate to the real budget deficit.

The 1998-2000 situation is characterized by a smaller  value, which corresponds to an increased weight of the tax potential in the financial aid distribution model. Values a remain to be at the same high level. An estimate of a coefficient with a dummy variable, which characterizes the difference of a in 2000 in contrast to the previous years, shows that the year 2000 saw a decrease in a by approximately 0.4-0.6, which means that in distributing the financial aid the federal center to a lesser degree relied on the real expenditures and started to calculate the aid amount on the basis of the normative expenditures (in practice, with the use of budget expenditures index).

In general, it can be noted that the calculation of the additional financial aid, in fact, to a greater degree relied on the real incomes and expenditures of the budget as opposed to a transfer from the FFRS. In addition, the slightly less adequate characteristics of the estimated equation (R2, significance of coefficients) indicate that a major portion of the financial aid was allocated on the basis of some other factors, which are outside the model, such as political considerations.

Estimating financial aid distribution models for various groups of regions. Given some specific features of the intergovernmental system in Russia, it is our assumption that the financial aid distribution model varies for different regions or, to be exact, for various groups of regions. For instance, the policy of the FFRS transfer distribution indicates explicitly that some means (20 per cent) are allocated for equalization of the tax potential of the lowest-income regions. Besides, a specific status is enjoyed by the northern territories which can get additional aid and, in particular, for delivery of products to the restricted transportation access areas.

In order to check the hypothesis that there are some differences in parameters of policy of fiscal aid distribution by the federal center to various groups of regions, out of all regions we have singled out a group of highly subsidized regions as many as 26 which regularly receive considerable per capita amounts of financial aid. Like with our traditional tests for coefficient stability, we have made use of dummy variables which are equal to 1 for highly subsidized regions and 0 for the remaining ones. As demonstrated by our calculations, the results for the highly subsidized regions are different from those for the remaining regions only in the recent years (1998-2000). It means that some financial aid has been allocated specifically to enhance the budget support for the highly subsidized regions precisely since 1998.

Similar estimates were made for the northern territories, with a dummy variable involved. The results of the estimates show that for the northern territories values of the model parameters differ appreciably from those for the remaining regions. In particular, the northern regions are characterized by a somewhat higher value  as compared to the other regions, which means that the federal government has provided them financial aid to fund part of the budget deficit of the northern regions.

In sum, the hypothesis about a common approach of the federal government to all the regions has not been substantiated by our empirical data (at least over the recent years).

Checking hypotheses on fiscal behavior of regional governments 

In terms of the above model of choice between an amount of taxes and expenditures of the regional budget, given the pre-assigned policy of financial aid distribution, the fiscal stimuli are expressed in changed optimal values of amounts of tax levies and expenditures aimed at raising the welfare of the local population. Within the frameworks of the study, we are not going to make empirical estimates of utility functions of the Russian regions and shall keep the concept of fiscal stimuli confined as illustrated by the paper of Zhuravskaya (1998). The fiscal stimuli are considered to occur when in defining the rules of financial aid distribution the center creates conditions, under which the optimal correlation of incomes and expenditures changes in the regional budget.

There are different points of view as to what are positive and negative stimuli. In terms of increased well-being of a region, we find the center’s efforts justified to increase not only a supply of the public goods across the region, but also consumption of private goods resulting from a reduced tax burden. Given a more restricted approach, it can be assumed that the federal government’s goal in allocating financial aid to regions is to increase consumption of public goods by the population of a region. In this case the rules of financial aid distribution should promote increased expenditures as a result of a growing amount of a transfer, without reducing the taxes at the sane time. With this assumption in mind, a cut in the tax collection across the region, once the financial aid has been received, can be interpreted as a new negative fiscal stimulus.

It follows from a theoretical analysis of behavior of regional governments that the effects of a changed amount of financial aid provided to a region on an amount of collected taxes and expenditures as chosen by the regional governments can vary depending on the correlation between model parameters a and 

The empirical estimates of the financial aid distribution model given above indicate that in 1994-2000 Russia has witnessed the situation that is characterized by an excess of parameter over a. It follows from the theoretical analysis that at < the effect of an income, given an increased transfer, may lead to increased expenditures and reduced tax incomes. Given such correlation of the parameters, the replacement effect can lead to a fall in tax incomes and expenditures. As a result, as the financial aid goes up, the stimuli of reducing the tax incomes at constant a and  are rather strong. As this takes place, the sign of the changing expenditures may be either positive or negative. At the same time, a fall in a and a cut in  also result in effects of different directions as regards the optimal value of incomes and expenditures. As a result, the sign of income change may remain unspecified, but given the above considerations, it can be expected that in 1994-2000 Russia witnessed negative fiscal stimuli, i.e. the increased volume of received financial aid could lead to a decrease in the regional tax incomes.

In what follows, we shall carry out some variants of checking the hypothesis on availability of fiscal stimuli with the recipient regional governments. First we shall consider dependences of tax incomes and expenditures of regional budgets on an amount of financial aid in terms of growth, which allows us to correctly specify the model, assuming that the remaining factors affecting the incomes and expenditures remain unchanged. Another option of checking how an amount of the financial aid received impacts an amount of tax incomes and expenditures of the regional budget is to use more disaggregated models of building tax incomes and expenditures of regional budgets, some of which are to be considered below.

Estimating dependence of tax income and expenditure growth on an increase in financial aid. In order to check whether there are some fiscal stimuli, let us estimate how the growing tax incomes and expenditures of regional budgets depend on growth in the financial aid. Let us assume that the remaining factors which affect the fiscal policy and vary across the regions remain unchanged in time. As demonstrated above, that volume of financial aid depends on real incomes and expenditures of regional budgets in a current year. It is primarily related to the additional financial aid which is allocated promptly throughout a year. The above means that the dependence between incomes, expenditures and financial aid should be assessed within a system of simultaneous equations. With this in mind, we shall assume that growth in tax incomes and expenditures of regional budgets depends not only on an increase in the financial aid, but also on its previous values, i.e. that they are somewhat persistent. The previous value of the financial aid is not part of the system to be estimated, since in proceeding from the financial aid distribution model we assume that the volume of a grant-in-aid does not depend on its previous values. In such a form, the system of equations is precisely identifiable:
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	(17)



In so doing, we intend to check the following hypotheses concerning the signs of coefficients:

b2>0
- an increase in the volume of received financial aid leads to a growth in expenditures of a regional budget , i.e. to an increase in the level of provision of public goods;

a2<0
- an increase in the volume of received financial aid is accompanied by reduction in tax incomes;

с1<0
- financial aid falls as the tax incomes of a region go up;

c2>0
- increased expenditures lead to a rise in the financial aid .

The use of growing figures, in addition to some other factors whose values are supposed to remain unchanged, also allows us to get rid of region-specific values of a constant (‘fixed effects’) which may be expected in a general case for the model at various levels. However, for system  (17) we cannot use the method of least squares in dealing with growth rates, since it gives inconsistent estimates, because errors iT and iE correlate with t-1Ti and t-1Ei respectively. This problem can be solved through the use of instrumental variables sTi and sEi  for all s<t-1 which are substantiated by the data available prior to 1995.

In order to take away effects of a change in the financial aid given over the recent years on a change in incomes and expenditures of the regional budget in the current year, we have also used instrumental variables sTri for all s(t-1, with statistical data available. In addition to that, assuming that there can be some unaccounted factors in a model, it can be expected that errors iT, iE and iTr correlate between themselves. That is why we used a three-step method of least squares to estimate system (17). Estimates were made on the basis of regional budget statistical data for Russia in 1994-2000. Calculations were made for 85 regions of the Russian Federation, i.e. for all the regions, except for Chechen Republic, Khanty-Mansiysky, Yamalo-Nenetsky, and Taimyr autonomous districts. The results of the estimates for the system of equations (17) are given in Table 6.

Table 6. Results of estimating equations (17).

	Periods of estimation:
	1996
	1997
	1998
	1999
	2000

	Number of observations
	255
	255
	255
	255
	255

	
	Round brackets indicate t-statistics

	 Equation for income growth

	a0
	0.001
	0.690
	-0.396
	-0.628
	0.348

	constant
	(0.010)
	(6.040)
	(-2.830)
	(-6.340)
	(1.908)

	A1
	0.031
	0.641
	-0.675
	-0.024
	0.404

	Growth in taxes with a lag
	(0.331)
	(1.001)
	(-2.968)
	(-0.265)
	(1.873)

	A2
	-0.108
	-0.318
	-0.110
	-0.076
	-0.354

	Growth in financial aid 
	(-1.405)
	(-3.016)
	(-2.072)
	(-1.188)
	(-1.293)

	 R2 adjusted
	-0.0003
	0.0072
	0.152
	0.008
	0.144

	 Equation for expenditure growth

	b0
	0.305
	6.942
	-0.814
	-0.823
	0.226

	constant
	(1.936)
	(1.421)
	(-3.694)
	(-6.562)
	(1.052)

	b1
	-0.071
	-5.724
	-0.442
	-0.003
	0.119

	Growth in expenditures with a lag
	(-1.078)
	(-1.190)
	(-2.332)
	(-0.114)
	(1.349)

	b2
	0.585
	-4.778
	0.549
	0.785
	0.963

	Growth in financial aid
	(4.715)
	(-1.138)
	(3.065)
	(9.596)
	(2.992)

	 R2 adjusted
	0.197
	0.144
	0.564
	0.570
	0.104

	 Equation for growth in financial aid 

	c0
	-0.151
	1.208
	-0.510
	0.064
	0.039

	constant
	(-1.412)
	(2.297)
	(-1.885)
	(0.605)
	(0.787)

	c1
	-0.630
	-2.803
	-1.676
	-1.384
	-0.604

	Growth in taxes
	(-4.327)
	(-3.876)
	(-5.242)
	(-10.926)
	(10.685)

	c2
	0.506
	0.572
	0.779
	1.124
	0.604#)

	Growth in expenditures 
	(6.465)
	(2.531)
	(9.595)
	(15.908)
	

	 R2 adjusted
	0.337
	0.116
	0.509
	0.666
	0.594


#) Estimates for 2000 were conducted with limitation c1+c2=0.

The results show that significant negative coefficients of dependence of growth in taxes on a rise in the volume o of obtained financial aid are observed for 1997 and 1998 only, their respective coefficients are –0.3 and –0.1 (results for 1998 should be considered with regard for the federal and regional budgets and in the light of the past financial crisis leading to a sharp fall in incomes which was not due to a change in the policy of providing financial aid). We have not found any significant dependence of growth in the tax incomes on a rise in the financial aid for 1999-2000.

Concurrently with that we have revealed a significant positive dependence of growth in the expenditures of regional budget on an increase in the financial aid, with the coefficient ranging from 0.5 to nearly 1 depending on a year. It means that the increase in the financial aid was to a greater degree used for increased provision of public goods in a region.

On the whole, it can be noted that we have not found any steady negative fiscal stimuli in the financial aid distribution model for the period of 1994-2000.

Models of dependence of tax incomes of the regional budgets on indices that characterize the tax base and on an amount of financial aid. Let us analyze some models of tax incomes and expenditures of regional budgets, which include indices of the tax base for incomes and characteristics of a budget network for expenditures of the regional budget
. In order to specify the model of building tax incomes of regional budgets, we have introduced an amount of the financial aid and a variable that characterizes an amount of the tax base and its structure. Let us take an index of region’s GRP as the most aggregated characteristic of the tax base and for characterization of a tax base structure a share of rural population as part of the total strength of the region’s population which reflects a ratio of industry and agriculture in a region. Estimates of such an equation were given for 1995-2000, with a few variants considered for each year and financial aid received both in the current year and with a 1 to 3 year lag. In general, the results of our estimates show that the model accounts for around 70-80 per cent of dispersion of regional tax incomes, and a coefficient for the GRP proves to be significant and positive in all cases (a share of deduced value across a region going to the territorial budget as taxes constitute about 10 to 20 per cent). A share of the rural population proves to be significant (with a negative sign) only during the initial years, indicating a decreased level of average tax deductions from regions with a high share of agriculture. At the same time, a coefficient for an amount of financial aid mostly proves to be insignificantly different from zero.

Dependence of expenditures of regional budget on indices characterizing the cost and volume of the public goods and an amount of financial aid.  In order to adequately specify a model of dependence of regional expenditures on an amount of financial aid received, we have introduced a set of factors resulting in differentiation of budget expenditures. First, these are climatic-geographical characteristics, such as duration of a cold season, remoteness from key transportation routes; socio-demographic situation in a region, such as age structure of population, the level of urbanization, as well as the level of prices. Second, they are a condition and degree of development of the budget network, such as availability of hospitals, schools, etc, a share of housing and communal services paid by the population, as well as the capability of financing public goods, i.e. real incomes of a region’s budget. To investigate effects of the financial aid on an amount of expenditures, we should divide the region’s budget incomes into two independent variables – own tax incomes and financial aid. Given the above, we can estimate dependence of expenditures of regional budgets on a share of urban population across the region; how much the population pays housing and communal services; the per capita number of nursing staff; the per capita number of schools and the minimum wage.

The econometric model we have built accounts rather well for expenditures of the regional budgets. A one-unit increase in financial aid leads to a 1-1.5 unit rise in expenditures on average. It might be due to a few reasons. First, it might result from co-financing of expenditures at the expense of increased tax incomes, i.e. during the years that expenditures increase at a greater rate than the financial aid does, the tax incomes go up too. Second, expenditures can also be financed at the expense of non-tax incomes, as well as loans.

In summing up the empirical estimate of effects of financial aid on the fiscal behavior of regional governments, we should note a certain degree of their disagreement with the theoretical considerations. As demonstrated above, the theoretical considerations that unconditional lump sum grants affect the choice of recipient governments between public and private goods, testify to the effects of a leakage of some granted resources in the form of increased consumption of private goods across that region (reduced tax rates). Likewise, our analysis of the theoretical model suggests that with observed value of parameter a somewhat less than parameter increased financial aid should lead to a cut in tax revenues. In most cases, the empirical analysis of effects that the federal financial aid distributed among the administrative entities of the Russian Federation produce on an amount of tax levies collected by the regional governments does not demonstrate any statistically significant dependence, with growth in a transfer amount accompanied by a respective or slightly smaller decrease in expenditures. In order to account for an absence of observable leakage of the financial aid from the Russian federal budget for consumption of private goods, we can make use of the considerations that have been advanced in interpreting a slightly different empirically observable phenomenon – a flypaper effect
. According to the flypaper effect, in choosing between the consumption of private or public goods, the observable response of a recipient of a lump sum grant differs from that to an increase in electors’ incomes across the territories that are under the jurisdiction of the recipient in case, say, a decrease in federal taxes to be paid across the territory. It does take place, although the two situations are equivalent in terms of theoretical analysis.

The studies of effects produced by the unconditional grants on expenditures of local governments in the USA show that a $100 grant-in-aid leads to a rise in the consumption of public goods by $40-50, whereas an equivalent increase in incomes of inhabitants of a territorial division resulting from decreased federal taxes leads to only $5-10 increase in the federal expenditures
.

To explain the situation, we offer a number of hypotheses, which have been considered at length in Part 1.2 of the paper and consist in availability of own preferences with the subnational governments which are different from those of a representative elector. However, the above-listed reasons may be insufficient to explain an extremely high increase in expenditures across the Russian regions receiving the financial aid. Such a substantial effect of the financial aid on the budget expenditures of regions, with an average annual growth rate of expenditures amounting to around 100 per cent of the received financial resources, may be due to a number of additional reasons. First of all, it might be well to point out that in accordance with the legislation in force, the regional governments should furnish public goods and exercise transfers to the population at a scale much larger than the own incomes of a region and the financial aid granted. Besides that, the Russian budget situation was characterized by a high volume of overdue credit indebtedness of regional budgets to suppliers of goods and services, as well as to recipients of social payments. Thus, in terms of costs, the volume of furnished public goods is more than the real expenditures for their financing, which is especially characteristic of the regions strongly relying on the federal financial aid. If so, an unconditional lump sum grant turns into a conditional one used to fund the unsatisfied social commitments and pay off the debts. It is also worth noting that the actual conditions of granting financial aid from the federal budget are somewhat different from those that have been analyzed in the model. In calculating and allocating grants to regions, the center sets forth conditions to set maximum regional tax rates, pay off tax liabilities, transfer budget implementation to the exchequer’s office and so on. The restrictions of the kind prevent the grant from leaking into the private sector. 

It can also be assumed that the expenditures of the regional budget used to provide public goods and the social situation in a region are currently more important for the regional governments than the advantages from taking proper measures to reduce the tax load, particularly in the background of insignificant differentiation of the tax load across the regions.

Thus, the empirical analysis does not provide grounds to claim that the system of intergovernmental financial aid in force in 1994-2000 brought about negative fiscal stimuli in the above described narrow meaning of availability of the negative interrelation between the volume of financial aid and taxes collected for the regional budget. The growth or decrease in the federal financial aid provided to regions led respectively to growth or decrease in the expenditures of the regional budgets and did not result in reduction in the level of tax revenues across regions. It is most likely that the absence of fiscal stimuli was due not to a structure of the current financial aid system, but to some other characteristics of intergovernmental relations and, in particular, to a high level of federal expenditure mandates set forth for the regional budgets, as well as a low size of tax powers of regional governments.

Conclusions from our empirical analysis and proposals for the economic policy

We have analyzed results of the empirical check of the hypotheses concerning the character of the 1994-2000 policy of distribution of the Russian financial aid and dependence of the fiscal behavior of the regional governments on the parameters of the policy used, which led us to the following conclusions:

1. During the period under review the distribution of the financial aid from the federal budget was based on filling a certain part of the gap between estimated incomes and expenditures of the regional budgets. The claim that the estimate of the above gap was based on both actual values of incomes and expenditures of the regional budgets and those of the tax potential of the territories and normative expenditure needs of the regional budgets agrees with the empirical data obtained. As the time went on, the financial aid allocated from the federal budget stemmed to a greater degree from a use of estimated values of income potential and expenditure needs as compared to the factual values of incomes and expenditures. The federal center co-financed to a lesser degree the actual expenditures and participated in offsetting the deviations of the tax expenditures of regions.

The empirical estimates strengthen our assumption that the center sticks to the Rolls’ principles of justice which demand that the regions with the least income base should be favored most of all. Consequently, if this goal is actually a high priority in managing the system of intergovernmental relations, then the center should continue to increase a share of the financial aid distributed according to the formalized rules that are used to equalize the budget security of the regions which is interpreted as filling part of the gap between the incomes and expenditures of a regional budget.

It is noteworthy that in 2000 the Center established the Compensation Fund which was designed to give regions subsidies so that they could fulfill some of their social commitments, such as child support allowances, disability benefits and assistance to some other categories of citizen, which does not fit in well with the Rolls’ logic of equalization, for the assistance of this type is provided depending on the number of the recipients of the corresponding benefits and allowances no matter whether the region’s income base is sufficient and the expenditures are met for the other budget lines or not.

2. The estimates given above indicate that in allocating the financial aid the Center prefers to orient itself toward the factual expenditures, rather than estimates of their normative (potential) values. In interpreting such situation, it should be taken into account that up to 1999 the official policy of distributing transfers from the FFRS was based, on the one hand, on an amount of the actual tax incomes of regional budgets for the previous years and, on the other hand, on adjusted expenditures for 1991. In addition, even now low tax revenues are weightier in distributing the other types of financial aid, along with transfers, than high expenditures of a regional budget.

The theoretical analysis shows that in the Russian system of intergovernmental relations there might be negative fiscal stimuli which are used to reduce the own tax incomes when receiving the financial aid from the Center. However, the empirical analysis did not reveal any steady negative fiscal stimuli. Therefore participation of the Center in partial compensation of the deviations of actual incomes of regional budgets in time and among the regions, particularly given relatively low taxing powers of the regional governments, seems to be justified and does not need serious changes to be made.

3. The empirical estimates of the distribution model for additional financial aid, other than the FFRS transfers, showed that the means of the federal budget used to provide financial support, other than the FFRS means, are distributed on the basis of less objective criteria. Hence it follows that it is necessary to carry on a policy of reducing volumes of financial aid which is distributed without apriori established formalized rules.  In prospect, the financial aid should go down to the size enough to put under control the consequences of emergency situations and natural disasters and other types of financial aid.

4. The results of the empirical analysis point that there are differences in criteria of financial aid distribution for various groups of regions. The results of the estimates for a group of highly subsidized regions and northern regions differ from the estimated model for an entire set of the regions. The difference is that in allocating the financial aid to the former the Center fills a larger share of the gap between the estimated incomes and expenditures and to a greater extent takes into account the factual expenditures and factual incomes as compared to their normative values than in distributing the aid elsewhere. 

The situation demands that the differences in approaches available should be formalized. One option is to improve the policy of allocating transfers from the FFRS through inclusion into transfer calculation models of factors that provide for more precise differentiation of the needed expenditures of regional budgets for the northern and highly subsidized regions. Under such an approach, we should be more consistent in giving up non-formalized types of financial aid and abandon special approaches to such regions. Another option is to single out these regions as separate groups, with special policies developed of allocating financial aid to them with due regard for their specific features. Third, along with a common approach to allocating transfers to such types of regions, the Center could provide for some formalized procedures for distribution of additional financial aid because of their special objective conditions.

5. As revealed by the empirical analysis, the absence of negative fiscal stimuli, i.e. in some cases the increased financial aid is actually used to furnish public goods in full, in a way gives more freedom in developing a policy of distributing the federal financial aid among the regions. In particular, a policy of transfer distribution can be developed in such a way as to compensate within certain limits for fluctuations in incomes of regional budgets, i.e. stabilize regional incomes in time, without concurrently setting up negative fiscal stimuli which could make regional governments exploit the financial aid not for funding of public good consumption and provision of social transfers to the population, but for reduction in the level of taxation across the region, i.e. subsidizing of private goods. 
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