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We use panel data from the Russian regions for 2005-2013 to estimate the link between intraregional 
fiscal decentralization and regional budget deficits. Although Russian regions are not as autonomous 
in their fiscal policies as regions in other federal states such as Switzerland and the US, we obtain 
rather robust and highly statistically and economically significant results. Most importantly, we show 
that expenditure decentralization tends to have a positive effect on consolidated regional budget 
balance, while the weakness of regional tax base (relative to municipal one) is associated with 
significantly higher deficits. Also, as expected, the dependence of municipal budgets on transfers from 
the regional government leads to higher deficits of the consolidated regional budget. We conjecture 
that the deficit-reducing role of expenditure decentralization is due in part to better monitoring by the 
citizens and more efficient handling of expenditures by officials closer to the place where the funds are 
spent. Also, it might be easier for the regional government to pre-commit to a given level of 
expenditures when these expenditures are allocated to municipalities, because most municipalities in 
Russia appear to have harder budget constraints than the regional government. 

 

The Russian Federation is currently 
experiencing significant budgetary difficulties 
that are particularly acute at the regional level. 
Although the average debt burden in the 
regions is still relatively small by international 
standards (see, Mamedov and Avxentyev 
2014), the trend is worrisome, particularly 
since one of the main sources of regional 
budget revenue is the notoriously volatile and 
highly pro-cyclical corporate profits tax. What 
can be done to improve regional budget 
balances without reducing the provision of 
public goods? Our research suggests that one 
possible approach is to increase the degree of 
within-region fiscal decentralization.  

In theory, fiscal decentralization has an 
ambiguous effect of budget deficits. On one 
hand, decentralization of fiscal decisions may 
lead to an increase in the number of veto 

players over government expansion, making 
such expansion more difficult. Moreover, 
fiscal decentralization could improve 
monitoring of the government by citizens, 
including closer monitoring of expenditures, 
and local officials may be able to spend funds 
more efficiently. In addition, competition 
among lower levels of government for capital 
and labor may induce fiscal discipline by 
increasing the opportunity cost of expenditures 
(Qian and Roland 1998). On the other hand, 
fiscal decentralization could make it easier for 
local governments to commit to spending more 
than they would if they expect the central 
government to bail them out. This is the “soft 
budget constraints” story.  

The empirical literature on the budgetary 
consequences of fiscal decentralization has not 
produced definitive results, although most tests 
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find some positive effects of decentralization 
(e.g., Neyapti 2010, Escolano et al. 2012, and 
Argimon and de Cos 2012). These tests have 
typically used country-level data, looking at 
fiscal decentralization between the regions and 
the central government. The main 
disadvantage of this approach is that it is 
difficult to adequately take into account inter-
country differences. Moreover, country-level 
data on fiscal decentralization differ 
significantly depending on the source, which 
raises serious questions about data reliability. 
Instead of using country-level data, 
Schaltegger and Feld (2007), and Freitag and 
Vatter (2011) look at the consequences of 
fiscal decentralization within Swiss cantons.  

We follow their regionally focused approach 
and use panel data on 73 Russian regions for 
2005-2013. (We exclude federal cities of 
Moscow and St. Petersburg, regions 
containing “okrugs”, and the republics of 
Ingushetia and Chechnya). The advantages of 
this approach are that time-varying differences 
across regions of a single country are typically 
much smaller than those across different 
countries, and in Russia, regions use the same 
methodology for calculating regional and 
municipal revenues and expenditures.  

In order to test the influence of fiscal 
decentralization on budget balances, we 
regress four different measures of the 
consolidated regional budget balance (overall 
or primary and relative to budget revenue or to 
gross regional product) on fiscal 
decentralization variables and several controls. 
Our main fiscal explanatory variables are (1) 
“expenditure decentralization” calculated as 
the share of sub-regional (municipal) 
expenditures in total budget expenditures in 
the region; (2) the share of tax revenue accrued 
to municipalities in total regional tax revenue; 
(3) “transfer dependency” – the ratio of 
transfers from the regional government to 
municipalities in total municipal revenues 
(including the transfers); and (4) consolidated 
regional debt. In calculating expenditure 

decentralization and transfer dependency 
measures, we take out the subventions because 
they do not reflect any expenditure flexibility 
on behalf of the receiving government.  

Although one may view municipal tax revenue 
share as “tax decentralization”, it actually 
reflects more the strength of regional budget 
revenue than the degree of revenue 
independence of municipalities from the 
regional government. This is because the tax 
share assignments to municipalities made at 
the discretion of regional governments have 
been used mainly as a substitute for transfers 
to cover imbalances in municipal budgets. 
This implies that there is a little substantive 
difference between transfers and shares of 
regional budgets allocated to municipalities. 
Moreover, similarly to explicit transfers, 
municipal revenue share (inversely) depends 
largely on the strength of the regional 
economy and the size of regional government 
revenue rather than on the degree of any 
substantive fiscal decentralization. Therefore, 
we interpret the expenditure decentralization 
measure as a proxy for fiscal decentralization 
while the share of municipal revenues and 
transfer dependency reflect fiscal 
centralization.  

In addition to budgetary measures, we also 
control for a measure of the region’s 
dependence on natural resources (share of 
mineral tax collections in all tax collections), 
gross regional product (GRP) growth rates, 
lagged logarithm of per capita GRP, and the 
region and time fixed effects.  

In the benchmark fixed effects regression, the 
coefficient of expenditure decentralization is 
positive and statistically significant at 1% 
level. Our two indicators of fiscal 
centralization (municipal revenue share and 
transfer dependence) both have negative and 
highly statistically significant coefficients. 
These results are robust to different measures 
of the dependent variable and to the inclusion 
or exclusion of control variables such as GRP 
growth rate and lagged debt. In terms of 
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economic significance, a one-percentage point 
increase in expenditure decentralization 
reduces the ratio of primary budget deficit to 
budgetary revenues by about one half of a 
percentage point.  

One potentially serious problem with the 
above estimation approach is that our 
budgetary measures may be endogenous with 
the budget balance. For example, an 
improvement in the budget balance could 
make it more likely that the regional 
government would give more expenditure 
responsibilities to the municipalities. In that 
case, the causality would go not from 
decentralization to budget balance, but in the 
opposite direction. The best way to deal with 
endogeneity is to find valid instrumental 
variables for the decentralization and 
centralization measures.  Unfortunately, the 
only instruments we have been able to find are 
the lagged values of the variables in the 
benchmark regression equation. Although this 
approach described in Arellano and Bover 
(1995) and Blundell and Bond (1998) is rather 
“mechanical”, it is the best available 
alternative in the absence of “natural” 
instruments. This approach also allows for the 
inclusion of a lagged value of the dependent 
variable to account for dynamic effects within 
the panel.  

Reassuringly, the results of these instrumented 
regressions are similar to the fixed effects 
regressions. The expenditure decentralization 
coefficients remain positive and statistically 
significant at 5%. The coefficients of the other 
fiscal measures have the same signs and 
similar levels of statistical significance as in 
the fixed effects specifications. The point 
estimates are not dramatically different either. 
Not surprisingly, the lagged dependent 
variable has a positive and highly statistically 
significant coefficient, pointing to a degree of 
inertia in regional budget balances. 

Finally, we note that our results are broadly 
similar to the existing estimates for 

Switzerland and to our own preliminary 
estimates for the US. 

We conclude that despite a significant degree 
of political centralization, expenditure 
decentralization within Russian regions can 
significantly improve regional budget 
balances, presumably by increasing the 
efficiency of expenditures decentralized to 
municipalities and hardening the budget 
constraints. 

▪ 
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