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Abstract

Finding a balance between centralization and decentralization of financial resources allocated between the
branches of powers through the budget system is the pressing issue investigated in the current article. It
demonstrates the advantages and disadvantages of centralization and decentralization of financial
resources in a federal state. It is concluded that a balance of the federal system is important for a stable
and equitable development of subordinate entities of a federation. This requires harmonization of
interaction between the federal centre and subordinate entities of a federation in the allocation of financial
resources.

Tax competition and financial equalization are proposed as an instrument of harmonization. Usinga
systematic approach to the analysis, the authors conclude that it is necessary to ensure a positive and
negative feedback to find the balance of the federal system. The tax competition creates a positive
feedback, providing a reinforcing effect on the federal system. Financial equalization creates a negative
feedback, having a balancing effect on the federal system. The article proposes principles of
harmonization of the interaction of the branches of powers in the allocation of financial resources.
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1. Introduction

The provision of public goods is an integral element of a state's activity. Financial resources created by
society are allocated through the budget system of the state. The constitutions of federal states secure
independent branches of powers vested with the responsibility for the provision of such goods and with

powers to prepare and execute budgets independently.
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The interests of representatives of various branches of powers in the distribution of resources do not
always coincide. This is especially true during the crisis while the amount of financial resources is being
reduced. It is therefore necessary to lay down the "rules of play", which would allow one to create
conditions for balancing the interests of branches of powers in the formation of the budgets.

Taking into account that the mobilization of resources in the budget system of the state is carried out
mainly by tax methods, an important role is played by the involvement of the taxpayers in issues of
national and territorial values. This is the key to an effective replenishment of budgets.

For the purposes of this article, we will focus our attention on the harmonization of interaction of

branches of powers in the allocation of financial resources in a federal state.

1.1. Problem statement

The issues of regulation of efficient allocation of limited resources between the branches of powers are
the subject of the theory of fiscal federalism. It explains that there are different sub-national levels of
government: "... fiscal federalism is an economic theory, and this theory tries to explain, in economic
terms, the existence of different sub central levels of government" (Fossati, & Panella, 1999).

The main analytical task of fiscal federalism is to determine the respective powers and revenue
sources, which should be assigned to the different levels of government. This is aimed to be an effective
solution to the problem of allocation of limited resources through political mechanisms of collective
decision-making.

There are empirical studies on finding of an optimal ratio of centralization and decentralization of
financial resources as a condition for harmonizing the interests of federal and subfederal governments
(Gemmell, & Kneller, & Sanz, 2013) etc. There is a large number of scientific pape rs, which state that
the decentralization of revenue powers of government and management authorities contributes to the
increase of public welfare Musgrave, (1961), Oates, (1972, 1968), Olson, (1969), Tiebout, (1956),
Gilbert, & Picard, (1996), Bikker, & Linde,( 2015). However, there is no universal recipe to achieve a
balance of branches of powers’ interest in the allocation of financial resources through the budget system
of the state. Generally, the aggravation of the financial and social problems requires increased
centralization. At the same time, the responsibility of subnational governments often includes social
protection, educational services, housing and environmental protection.

Traditionally, Russian scientific literature considers fiscal relations in a federal state from the
standpoint of inter-budgetary relations and places the main emphasis on the problems of income
redistribution between the links of the budget system (Polak, 2012). In this formulation, the problems of
fiscal relations are seen as part of the financial relations on the formation of budgets, and not as a
financial relationship between the federal and sub federal levels of government concentrating the funds
needed to ensure the financial functions of a federal state in their budgets.

The analysis of the financial maintenance of functioning of lower levels authorities, their interaction
with the federal branches of powers on the formation of regional budgets is limited to the analysis of the
following: the composition and the structure of the budget revenues, the peculiarities of financial
equalization through the mechanism of inter-budgetary transfers, the achievement of the regions’ tax

potential. As a result, the majority of researchers while formulating recommendations to improve fiscal
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relations do not take into account issues related with optimization of the structure of public goods,
combination of tax interest of branches of powers, separation of taxation powersand the formation of the

institute of financial equalization.
1.2. Research questions

Management levels are endowed with certain powers to carry out their constitutional tasks and
functions. To ensure a stable and equitable development, the following triad should be taken into account:
"function-powers-resources". In other words, each level of management should ensure the
implementation of its functions, and for that, it should be given certain powers and have the necessary
and sufficient resources.

A particular branch of power must be able to influence the sources of financial resources needed for
the performance of its functions. This fact explains the need for decentralization of financial resources.

However, not all subordinate entities of a federation have sufficient potential to cover the costs from
its own revenues. The federal centre provides them with non-repayable aid from the federal budget,
centralizing the financial resources at the federal level. Due to large differences between the levels of
socioeconomic development of the subordinate entities of a federation, no federal state can rule out
financial equalization through the centralization of financial resources.

In this regard, the question on searching and finding the optimum ratio of centralization and
decentralization of financial resources arises.

An important condition for improving the efficiency of the allocation of limited resources is to ensure
equality of marginal utility of consumption of local public goods (pure local public goods) and marginal
costs associated with the tax payment. Such approach brings up the issue of accountability and
responsibility of the public authorities to their constituents for the results of economic activities within

their territory. As a result, the problem of tax competition between branches of powers becomes urgent.
1.3. Purpose of the study

The purpose of this article is to identify the advantages and disadvantages of centralization and
decentralization of limited financial resources in the budget system of a federal state.

In order to achieve fairness in the distribution of financial resources between thebranches of powers,
mechanisms that ensure the harmonious combination of the federal centre’s and the subfederal

governments’ interests in the formation of their budgets are necessary.

2. Research methods

To achieve the above-mentioned purpose in the process of the study, general scientific methods
(system analysis, observation, description and generalization) and specific scientific methods

(comparisonand grouping) were used.

3. Findings

The centralization of financial resources at the federal level allows one to neutralize the inequality at

the level of household income and assets, and to ensure macroeconomic stability, particularly in times of
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crisis. The centralization helps to mobilize financial resources for the rapid recovery of the economy. This
is proved by the following: the experience of industrialization in the Soviet Union, the implementation of
the Marshall Plan in Europe after World War I, the advances of modern China.

The disadvantage of budget centralization is that the dependence of budget revenues on the tax bases is
replaced by the dependence on non-repayable transfers.

A high degree of centralization of tax powers and revenues at the federal level prevents the
development of tax competition. Due to this, excessive centralization of financial resources at the federal
level does not create incentives to increase tax revenues at the subnational level.

Tax competition to attract mobile factors of production in certain areas encourages fair funding
distribution policy. We can assume that tax competition is an instrument of harmonizing the interaction of
branches of powers, as it allows laying down the "rules of play". Competition should not be taken as
some kind of confrontation between the constituent parts of the federation. On the contrary, the
competition for the taxpayer encourages branches of power to interact over the development,
harmonization and coordination of tax policy.

There are three leading theories, exploring tax competition (Pinskaya, 2010):

1. The theory of tax competition basing on the neoclassical model of competition, originating from the
theory of oligopolistic competition. According to the neoclassical model of tax competition priority
should be given to the centralization of tax powers. Competition entails establishing the price for the good
equal to marginal cost. In the context of tax competition, decentralization leads to an unjustified reduction
of taxes to the level clearly lower than the cost of production of public goods.

2. The theory of “sorting by Tiebout” (Tiebout sorting), basing on the principles of neoinstitutional
economy. The main conclusion of the sorting by Tie bout is the necessity of decentralization of financial
resources. Decentralization allows subnational entities to adapt the offer of local public goods to the
needs of voters, that is to create the conditions for an optimal "sorting".

3. The theory of "taming of Leviathan", basing on the idea of the neoinstitutional model of interaction
of economics and politics. The "monster" Leviathan is known as an absolute ruler, omniscient dictator,
wisely ruling the country in the interests of his subjects. Thomas Hobbes in his treatise of the same name
represented the state as Leviathan. Proponents of this theory insist on decentralization of financial
resources, which allows neutralizing the "pressure" on the government officials and politicians from
investors.

The decentralization of financial resources allows neutralizing the financial dependency of sub federal
governments on the federal government, since it establishes the dependence of the replenishment of
budget income on taxpayers. By providing local public goods in exchange for tax payment, sub federal
authorities are interested in the highest output from financial resources at their disposal.

The prerequisites for decentralization of financial resources are pure local public goods which have
limited benefit area. Only a part of the population living within a given territory has an access to these
resources. If taxpayers are the same people who receive benefits from the local public goods provided by
the government, decentralization of financial resources is justified. Another argument in favour of
decentralization is the mobility of economic agents, their ability to choose the territory to live and work

on, reasoning from the personal assessment of the benefits and costs.
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Decentralization contributes to the increase of economic efficiency of the allocation of limited
resources, on condition that taxpayers’ public control is enhanced. Control effectiveness is increased by
the participation of the citizens in the implementation of projects of participatory budgeting. Participatory
budgeting requires the participation of citizens in decisions about the choice of priorities of budget
spending. The pioneers of Participatory Budgeting projects are residents of the Brazilian city of Porto
Alegre (Wyngowski, 2013). Currently, these projects are being implemented in Azerbaijan, Argentina,
Armenia, Vietnam, Germany, Iceland, Spain, Colombia, Peru, Poland, Portugal, Kyrgyzstan and China.
In the Russian Federation, such projects have been developed since 2007. The support for civic initiatives
is carried out in the form of budget subsidies provided from the subfederal budget on a competitive basis.
The remaining amount needed for the project is contributed by the municipality, the business community
and the citizens. Projects implemented as part of participatory budgeting include: the repairs of a roadway
in a residential area, the installation of children's sports and playgrounds, the repairs of street lighting
networks, fencing municipal waste landfills and others.

Harmonization of the interaction between levels of government is achieved not only at the expense of
balancing the interests of the federal and sub federal governments, but also by financial equalization, that
can neutralize differences in socio-economic development of the subordinate entities of a federation. Sub
federal budgets are formed not only from their own income, but also from inter-budgetary transfers from
the federal budget, and in the Russian Federation, the share of the latter is significant — about 1/5 of

revenues on average (Figure 1.).
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Fig. 1. The ratio of non-repayable transfers and own revenues of sub federal budgets of the Russian Federation.

Source: compiled by the authors at: http://minfin.ru/ru/statistics/subbud/index.php# (reference date:
05.10.2016)

The more powers are entrusted to the federal authorities, the harder it is to balance the disparities in the
levels of development of subordinate entities of a federation. The levelling of economic development of
subordinate entities of a federation which are not homogeneous in their economic well-being should be
based on financial equalization, not only vertically (through the inter-budgetary transfer mechanism), but
also horizontally (through the allocation of the tax base for a certain branch of power). The institute of
financial equalization makes it possible to even out the marginal utility of income at the inter-regional
level. Such horizontal levelling systems initiate the increase of autonomy and responsibility of sub federal

authorities in the formation of territory budgets.
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To optimize the allocation of limited financial resources, it is expedient to adhere to the principle of
subsidiarity in the formation and execution of budgets. The essence of this principle consists in the
allocation of functions between branches of powers in such a way that the higher levels of government
are only charged with those functions that they could perform better than the lower authority levels.

In this regard, we believe that the federal branch of power should deal with the issues of sustainable
and equitable development or, in other words, of creating the conditions for macroeconomic stability and
social justice. As a general rule, the establishment of taxes on mobile factors of production, natural
resources and foreign trade is the prerogative of the federal government. Subfederal budgets are formed at
the expense of taxes, the tax base of which is allocated uniformly on the territory of the state and is
relatively stable and immobile. These taxes include first of all property tax and income tax.

The problems of adjustment of market mechanism disadvantages in the process of distribution of
resources at the expense of satisfying individuals’ social wants other than their private wants should be
solved at the subnational level of government. Tax dodgers cannot be excluded from the number of
recipients of public benefits (in the form of educational and cultural services and social protection of the
population). The increasing role of taxes in the formation of sub federal budgets forms the way for the so-
called capitalization of the tax when taxpayers act as rational consumers: when they choose a place of
residence (of economic activity) they compare the provided local public goods with the level of the tax
burden.

It should be taken into account that the efficiency of the allocation of limited financial resources is
directly dependent on the compliance of a specific type of tax with the nature of the problems to be
solved at the sub federal level of government.

The main criteria for the division of taxes between the levels of the budget system can be: the uniform
distribution of the tax base; the "risk potential" of the tax; the targeting of the tax (the ability of taxpayers

to control tax revenue expenditures), the ability to export the tax burden from the territory.

4. Conclusion

Sustainable and equitable development of the subordinate entities of a federation in a federal state is
ensured by the balance of the federal system. Such balance may be achieved through the interaction of
branches of power. The tools of harmonization must, on the one hand, provide a reinforcing effect on the
system, creating a positive feedback; on the other hand, they must have a balancing effect on the system,
creating a negative feedback. Tax competition can provide reinforcing effects on regional initiative to
strengthen their budgets, creating a positive feedback. The institute of financial equalization evens out the
levels of economic development of subordinate entities of a federation in the federal state and therefore
has a balancing effect on the federal system creating a negative feedback.

In order to harmonize fiscal relations, their formation should be based on the following principles:

— development and implementation of management decisions to provide everybranch of power
with the necessary and sufficient resources to carry out their functions;

— coordinated and orderly operation of public entities in fiscal relations, including their
cooperation and shared responsibility and a clear distinction between their tax and budgetary

powers;
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— mutual coordination of interests and actions of the representatives of authorities on the formation
of budget revenues;
— respect for the rights of taxpayers by authorities and execution of duties by taxpayers in the

mobilization of tax revenues in the budgets of the relevant public entities.
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