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Abstract

-
tion and economic growth. An empirical analysis of Russian regions for 2005–2012 shows 
that excessive expenditure decentralization within the region, which is not accompanied 

transfers from the federal center is positively associated with economic growth.

reserved.

1. Introduction: Fiscal decentralization — theoretical aspects

and a commonly used policy measure in public sector reforms. In federal states, 

(the right to impose and collect tax and independently determine the focus areas 
of expenses) are transferred from the federal to the regional and local levels.1 
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rity) or as a state or result of such a process (scope of authority delegated to lower administrative levels with 
respect to the total scope of authority of the public sector).
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-
ment among different levels of government and a system of intergovernmental 

can be considered as a necessary condition of the latter because there is no point 
-

centralization (in this case, all resources, authority and responsibilities are con-
centrated at the federal level).

should be responsible for macroeconomic stabilization and income redistribu-
tion, whereas subnational (regional and local) authorities, which are closer to 
citizens and possess more information on their preferences, should ensure the ef-

-

-

than that of the centralized provision because lower levels of government can 
improve the well-being of residents through a more comprehensive satisfaction 
of their individual needs (preference- matching argument). -
ciency can also be higher under decentrali zation because subnational authorities, 
which have better knowledge of citizens’ needs and experience in providing re-
spective public goods, can produce such goods at lower cost.2 Another advantage 

-
tion, which, in turn, may limit the size of the public sector and its predatory incen-

decentralization may encourage a higher accountability of subnational authorities 

-
stances (Prud’homme, 1995). Excessive decentralization makes macroeconomic 
stability and income redistribution nearly unachievable. In times of crises, mac-
roeconomic stabilization becomes problematic because the federal government 

-

priori ties. Income redistribution also does not work under full decentralization. 
Resources are usually unevenly distributed among territories (at least in large 

 2 
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-

decentralization is the inability of subnational governments to fully internalize 
cross-regional externalities, which raises doubt regarding the theoretical conclu-

2. Fiscal decentralization and economic growth: Theory and empirics

-

-
centralization reforms in (former) socialist states in the late 1980s — early 1990s 

The advocates of these reforms needed a theoretically and empirically justi-

The most common analytical framework that links expenditure decentralization 

has two inputs, namely private capital and public spending, by three levels of 

taxes on output. Maximizing the utility function of a representative agent with 
respect to a dynamic budget constraint provides the following solution: output 
growth rate depends, inter alia, on the shares of different levels of government in 
total public expenditure. From the model, it is also possible to calculate growth-

public expenditure is excessively centralized, decentralization can be conducive 
to economic growth.

The augmented Solow model (Mankiw et al., 1992) also provides the basis 
for econometric analysis of the relationship between decentralization and growth 

economic growth that are derived from the Solow model (initial output value, 
physical and human capital accumulation, and labor force growth), in the empiri-

other conditioning factors as independent variables.
-

t consists of two overlapping generations, the young and the old (each agent 
-



dividuals can invest part of their time in education because it raises their future 
income and can work the remainder of the time. In addition, a young generation 

-
als devote all of their time to work. A consumption bundle of each generation 
consists of two goods: private and public. The old generation, whose disposable 
income is higher ( because their level of human capital is higher, and they do 
not spend their time on schooling), can consume more, thus having  higher de-

(federalism ) and centra lized (unitary). Under federalism, it is assumed that 
a perfect Tiebout-sorting mechanism allows individuals to sort themselves in 
two demand-homogeneous jurisdictions with different levels of the public  good 
provision (higher for old than for young). Under the unitary system, a common 
level of the public good is provided for all individuals. According to the propo-
sition presented by the author, the time spent on education and levels of physi-

-
um. Economic growth, determined by the human capital growth rate, is, hence, 
higher under federalism. This model, which is excessively abstract and cannot 
be implemented empirically, provides insights on how federalism (in the form 

Summing up the previous research on the theoretical relationship between 
-

fy four potential channels of this relationship: heterogeneity of preferences, 
market  preservation, structural change, and political innovation. Heterogeneity 
of preferences 

Market preservation -
-

tives of subnational authorities, improves the conditions for market develop-
ment, and ultimately accelerates economic growth. Structural change is related 
to potential positive effects of decentralization during structural crises (e.g., 
when there is a permanent negative demand shock encountered by a particular 
industry). Structural change is easier to implement under decentralization be-

Political innovation means that 

region, it may be further disseminated among other regions, which creates new 
opportunities for economic growth.

of such a relationship?
-

ization and economic growth, both from a cross-country and regional perspec-
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studies, researchers refer to the multidimensional nature of decentralization and 

revenue decentralization is positively related to the long-run growth prospects 
(in cases  when expenditures are more decentralized than revenues). In other 

revenue and expenditure at regional and local levels is positively related to eco-

and Kroijer, 2009) and creates positive incentives for subnational authorities to 
 preserve market institutions (Jin et al., 2005).

for a long period of time. Nevertheless, there is no consensus on the direction and 

-

positively linked to the transition to a new system of revenue assignment among 
-

-
sult: the convergence of subnational revenues and expenditures is negatively 

growth in the USA, researchers also obtain contradictory results. For instance, 

and conclude that there is no strong link between expenditure decentralization and 
growth, i.e., the exiting degree of decentralization suits the purpose of maximizing 

relationship between both expenditure and revenue decentralization and economic 
growth at the state level (Akai and Sakata, 2002), as well as a negative correlation 
between the degree of decentralization and the volatility of economic growth in 

The analysis of the decentralization experience in Spain in 1985–2004 reveals 
a strong positive relationship between revenue decentralization and economic 

-
-

count for the possible endogeneity between decentralization measures and eco-
nomic growth and the dynamic panel data model to control for the inclusion of 

the major results of the study.
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Summing up the analysis of the empirical literature,  it should be noted that 
-

the following factors:
 cross-section and time structure of data (number of countries or regions ana-

lyzed, time horizon, including the presence of structural shocks and crises in 
the time period considered);

 methods of empirical analysis (cross-section analysis, instrumental variables 

 control variables included in the econometric model, i.e., determinants of eco-

rate, physical capital growth rate or share of investments in the physical capital 

The main lessons that need to be learned from the numerous empirical studies 
described above are that the multidimensional nature of decentralization (at least 
its revenue and expenditure dimension) should be considered, and the major de-
terminants of economic growth should necessarily be included in the economet-
ric model to prevent the omitted variable bias.

3. Fiscal federalism development in the Russian Federation

a pendulum motion. The highly centralized budget system of the late Soviet Union 
underwent spontaneous decentralization during a transition period of the early 

-
companied by the preservation of political control over provinces by the central 

political decentralization, whereas the recentralization of the budget system in 

model proposed for Russia by certain researchers and policy-makers was not at-
tempted in reality.

the scope of this paper but covered extensively in Yushkov (2014). The most 
relevant studies on this issue include the report Intergovernmental Reforms in 
the Russian Federation

The relationship between decentralization and economic growth is also considered for the case of Turkey 



410

and Yossifov, 1999; Shleifer, 2005; Solanko and Tekoniemi, 2005).

decentralization and regional economic growth at the latest stage of development 

by the continuing recentralization of budget revenues and the increased depen-
dence of regions on intergovernmental transfers from the federal center.

4. Fiscal decentralization and regional economic growth in the Russian 
Federation (2005–2012): An empirical analysis

4.1. Data description

regions over the period from 2005 through 2012.4 -
cial and economic statistics on Russian regions are the Russian Federal State 
Statistics Service (Rosstat), the Ministry of Finance of the Russian Federation, 
and the Federal Treasury of the Russian Federation. The key goal of the em-

further centra lization of the budget system and increasing economic volatility. 

analy sis, separate calculations for each of those periods are performed.
GRP_GR) is 

that characterize the degree of decentralization include the intra regional revenue 
decentralization (DEC_1), which is the share of self-generated municipal  rev-
enues (without transfers) in total revenues of the consolidated regional budget 5; 
intraregional  expenditure decentralization (DEC_2), which is the share of consoli-

to higher levels) in the total expenditures of the consolidated regional budget; de-
pendence of a region on intergovernmental transfers from the federal budget (IGT ), 
which is the share of intergovernmental transfers (unconditional grants, subsidies, 
subventions) in total revenues of the consolidated regional budget; and the muni-
cipal autonomy indicator (AU ), which is the share of self-generated revenues of all 
municipalities in consolidated muni cipal revenues of the respective region.

-

zation is proposed by Rodden (2004) and Stegarescu (2004) in which not only 
the share of revenues and expenditures in the consolidated subnational budget 

 4 Moscow and St. Petersburg are two federal cities that are excluded from the analysis because their budget 

 5 The consolidated regional budget in Russia consists of the regional budget and consolidated municipal 
budgets (i.e., budgets of all municipalities present in the respective region). 
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are considered but also the real authority of regions and municipalities to im-
pose new taxes, to change tax rates, tax bases and federal tax deductions, and to 

-
cessfully applied in this paper because it is tailored primarily to cross-country 

inter-
regional variation in the degree of decentralization. The reason is that regions and 
muni cipalities extremely 
 limited authority over revenues and expenditures and cannot impose new taxes or 
change the tax base (particular tax rates may be changed but only within narrow 
limits), whereas spending priorities are often imposed by the federal government 
(in other words, such a sophisticated variable will tend to zero for most regions).

INV_SHARE ); the regional share of total natural resource pro-
duction (RES_SHARE ); the tax burden or tax pressure, measured by the share 

TAX_IN_GRP); the regional population growth  
(POP_GROWTH ); the trade openness ratio of the regional economy, the ratio of 

OPENNESS); one of the possible indicators of hu-
man capital development, i.e., the share of higher educational institutions grad-
uates in total population of the region (ALUMNI INFL); 

GRP_PC_LAG ) to test 
the conditional convergence hypothesis.

A few key conclusions should be noted regarding the descriptive statistics. 
First, the degree of intraregional expenditure decentralization far exceeds the de-
gree of revenue decentralization (average level of DEC_2 over 8 years is 50%; 
DEC_1 —

municipalities. In other words, the municipal tax base does not correspond to its 
spending authority.6 Second, the dependence of regions on transfers from the fed-

-
get revenues). Third, the average annual economic growth rates over the period 

the average rate of population growth was negative during the entire eight years.
Table 1 shows descriptive statistics for the most important variables presented 

above (average values) for the 10 best and 10 worst regions in terms of regional 

-

Nevertheless, there are exceptions that reject this hypothesis: Sakhalin Region 

 6 The formal allocation of revenue and expenditure powers between different levels of the budget system can 
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-

the outsider regions, whereas the average dependence on transfers from the fed-

Thus, based on the descriptive statistics analysis, it is possible to conclude that 
decentralization was negatively related to growth in Russian regions in the se-
lected time period, whereas the dependence on transfers during the crisis was 

Table 1 demonstrates the heterogeneity of Russian regions in terms of the de-
gree of intraregional revenue (to a greater extent) and expenditure decentral-
ization. The varying degrees of decentralization may be caused by the general 
economic heterogeneity of regions (following, inter alia, from differences in 
the natural resource endowments): relatively poor regions are characterized by 
low living standards and low value of property, which raises problems with col-

-
al budget revenues (e.g., in Dagestan and Tuva, DEC_1 is 0.10, whereas the aver-

tion within a region has a relatively high correlation with revenue decentraliza-
tion; as a general rule, the more income a municipality generates, the greater 
share of expenditures in the consolidated regional budget it takes. Moreover, dif-
ferences in expenditure decentralization are caused by the different approaches 
towards allocating authority between the region and municipalities, which vary 
across Russian regions.

4.2. Empirical methodology

-

GRP_GRit = i + t + D  DECit + T  TAXit + Xit + it ,

where GRP_GRit i in year t; i denotes 
t is the vector of time effects (dummy 

variables) ; DECit
8; TAXit indi-

Including time effects in the regression model is extremely important for the period of interest (2005–2012) 
because it allows to control 
the economy on economic growth.
 8 
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cates the tax burden; and Xit is a set of basic and additional control variables. 
The basic independent variables (determinants of economic growth) include 

of total natural resource production are used as additional conditioning factors. 
Unemployment is not considered as a control variable in this study due to two 

may cause an endogeneity problem due to its bi-directional causality with eco-
nomic growth.9

10 
The disadvantage of the FE model is that it is impossible to analyze an impact of 

dummy variables for federal districts). Nonetheless, the advantage of this model 
is that the unobserved heterogeneity, i.e., the entire set of time-invariant factors, 

5. Results and conclusions

The intraregional expenditure decentralization (column 2) is negatively and 

dependence on transfers from the federal budget (column 4) is positively and sig-
11 The remaining decentralization measures 

These results imply that government expenditures in Russian regions are ex-
cessively decentralized, which causes a negative relationship between expendi-
ture decentralization and regional economic growth. At the same time, self-gen-
erated revenues of municipalities are only 50% of their total revenues (the second 

-

-

the intraregional revenue decentralization and the growth of real industrial pro-
duction (1992–1996) (Freinkman and Yossifov, 1999). It should be noted that 

 9 Multicollinearity is not an issue here because independent variables in the regression are not highly 

 10 

interest.
 11 

economic growth remained the same.
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these authors consider a shorter time period and do not include most of the nec-
essary control variables in their analysis, which leads to the omitted variable 
bias. The difference between our results can also be explained by the fact that in 

-
centration of resources and authority at the federal level, and minimization of 
opportunities for regions to engage in political bargaining for authority and in-

At the same time, a high dependence of a region on intergovernmental trans-
fers is positively correlated with economic growth (or, conversely, negative-

-

Table 2

(DEC_1) (DEC_2) (AU ) (IGT )

DEC_VAR –0.0422 –0.0559** –0.0169 0.0824*

(–1.00) (–2.12) (1.81)

POP_GR –0.0029
(–0.91) (–0.84) (–1.01)

INV_SHARE ** 0.0820** 0.0886** **

(2.42) (2.58)

TAX_IN_GRP *** *** *** –0.2026**

(–2.46)

GRP_PC_LAG –0.1156*** –0.1156*** –0.1160*** –0.1109***

ALUMNI * 4.8654* * *

INFL_T–1 ** ** ** **

(–2.10) (–2.20) (–2.15) (–2.29)

SHARE_RES 0.5641*** 0.5226*** *** 0.5841***

(2.64) (2.82)

OPENNESS –0.0194 –0.0192 *

(–1.51) (–1.50)
*** *** *** 1.2218***

(4.02)

Time effects Yes Yes Yes Yes

R2 0.6149 0.6156

t-statistics are given in parentheses; standard errors 
are cluster-robust.

* p < 0.10, ** p < 0.05, *** p < 0.01. 
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decentralization within a region. For instance, a regional government receives 

a particular anti-crisis program instead of providing additional resources to less 
-

rentier regions (transfer-dependent regions 

and Plekhanov, 2008a,b) in which the negative correlation between expenditure 

natural resources recovered faster after the crisis and grew faster (positive and sig-
RES_SHARE variable), which was most likely caused 

by the favorable conditions in the energy market.

economic growth described in the theoretical part of the article, we can assume 
that they do not function -
eralism. Market preservation is not working (and did not work in the 1990s, 

markets and encourage business activity; an increased tax base (resulting from 
faster market development) will lead to reduced transfers from higher level bud-
gets. The heterogeneity of preferences only works in relation to major cities and 

Political innovations may be used by the federal center in the future to conduct 
economic experiments (e.g., to introduce new local taxes), although currently, 
this channel also does not function properly. The structural change channel does 

receive support in times of crises (bailouts) both from subnational and federal 

of intergovernmental relations -
ism to be fully realized in the Russian Federation, thus slowing down economic 
growth and impeding consistent development of regions and municipalities.

Russian regions and its potential link to regional economic growth. Identifying 
a clear causal relationship between decentralization and growth (or, more broadly , 
development) and solving the issues of dual causality and endogeneity in the model  
falls beyond the scope of this article, although it is of substantial interest for the fu-



References

from state-level cross-section data of the USA. Japanese Economic Review, 60

state-level cross-section data for the United States. Journal of Urban Economics, 52

Journal of Comparative Economics, 31

model averaging approach. Journal of Comparative Economics, 43 
Journal of 

Annals of Economics 
and Finance, 4 

Is there a relationship? Public Finance Review, 41 (4), 421–445.
Schnellenbach, J. (2014). Fiscal federalism, decentralization and economic 

growth: Survey and meta-analysis. .

A political economy analysis. Journal of Public Economics, 

versus Russia. NBER Working Paper, 7616.

MRG Discussion Paper, 3509.

Journal of Public Economics, 
90

Voprosy Ekonomiki, 
9

Public Choice, 149

from Spanish regions. Public Budgeting & Finance, 29 (4), 24–44.
Intergovernmental 

study. Journal of Urban Economics, 43

Emerging Markets Finance & Trade, 39

Ekonomicheskaya 
Politika, 1

Russia. World Development, 37

and links to economic performance. World Bank Policy Research Working Paper, 2100.

versus revenue decentralization. Economic Inquiry, 51
Iimi, A. (2005). Decentralization and economic growth revisited an empirical note. Journal of 

Urban Economics, 57 

Journal of Public Economics, 

Journal of Asian Economics, 16



418

federalism in Russia: The problem of soft budget constraints. Ekonomicheskaya Politika, 3, 
148–181 (In Russian).

Voprosy Ekonomiki, 11, 111–125 (In Russian).

American Economic Review, 
Economic 

Development and Cultural Change, 49 (1), 1–21.
Warwick Economic 

Research Papers, 721.

Quarterly Journal of Economics, 107
World 

Development, 31
Musgrave, R. (1959). 

Ekonomicheskaya 
Politika, 1

Fiscal federalism.
Journal of Economic Literature, 37

federalism. Voprosy Ekonomiki, 12
Prud’homme, R. (1995). The dangers of decentralization. World Bank Research Observer, 10 (2), 

201–220.

Comparative Politics, 36 (4), 481–500.

Journal of Economic Geography, 11

and eastern Europe. Growth and Change, 40
Shleifer, A. (2005). 

BOFIT Online, 5.
Stegarescu, D. (2004). Public sector decentralization: measurement concepts and recent international 

trends. ZEW Discussion Paper, 04-74.

Fiscal Studies, 24 
Journal of Urban 

Economics, 61 

provinces. World Bank Policy Research Working Paper, 4725.

States. Journal of Urban Economics, 45 
Yushkov, A. (2014). Fiscal decentralization and regional economic growth: The case of the Russian 

Journal of Public Economics, 67 (2), 221–240.

China Economic Review, 12 (1), 
58–81.

Journal of Public Economics, 76
Voprosy Ekonomiki, 4

(In Russian).


