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CHAPTER |
THE DYNAMICS OF DECENTRALIZATION IN THE RUSSIAN FEDERATION

Intergovernmentd fisca relations may be the most contentiousissue in the Russian Federation
today. Thisisthe result of the complexity of the problems intertwined with intergovernmentd relations.
These problemsinclude the recent history of disintegration of the Soviet Union; thewar in Chechnya; the
ethno-linguistic, religious and historical differences across its vast territory; great variations in the
endowment of minera resources; increasingly largeeconomicandfiscd digparitiesacrossregionsand local
governments, and the spreading sentiment in someregionsthat they can be better off by seceding from the
Federation. It is not an overstatement to say that the survival of the Russian nation itself depends on the
establishment of a system of intergovernmental fiscal relations that is functional and appropriate.

At the time of independence it was generally accepted that a federative form of government was
theonly palitica system that would fit the Sze and diversity of the country (Polishchuk, 1996). Therewas
lessconsensusonwhat form thefederation shouldtake. Sinceitsconception, there hasbeen overwhelming
and continued pressure for decentrdization in Russia. However, the motivations behind this push for
decentralization have been both positive, such asthedesireto achieveamoreefficient and fair government,
but inmany cases aso negetive, resulting from alack of national solidarity and regionsintent on prevailing
over common nationd interests. 1n an environment of political ingtability and economic transition, the
negeative motives seem to have dominated the evolution of the system of intergovernmental relationsin
Russa

Therehasbeenasdgnificant differencebetweenthelegidated system of intergovernmental relations
and redlity. On paper, atrangparent and symmetric system of intergovernmenta relations was developed
intheyearsafter the disintegration of the Soviet Union. Previoudy differentiated sharing ratesfor shared
taxeswere standardized andaformula-driven equdization mechanism wasintroduced to replace asystem
of negotiated transfers, while Articles 71 and 72 of the Constitution assigned expenditure respongbilities
between the federal government and the “ subjects of the Federation.”* In redlity, there exists general

! According to the Russian Constitution of 1993, the RussianFederation comprises 89 subnational
regionsor “ subjectsof the Federation,” including 49 oblasts, 21 republics, 6 kral and 2 cities (Moscow and
St. Petersburg).  In addition, the Russian Federation contains 11 autonomous oblasts, or okrugs. These
okrugs are actually sub-units within larger oblasts, but they are independent from these oblasts for fiscal
and budgetary purposes. One of the 21 republics, Chechnya, for al intents and purposes is not a
participating member of thefederation and will thereforebeleft out of the current discussion. Hence, there
are 88 regions, or subjects of the Federation, with which the federal government maintains regular fisca
relations. Theterm “oblast” is often used more broadly to refer to al regional governments, including
republics, krais, cities and okrugs.
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confusion, dissatisfaction and even open palitical conflict between thefederal government and theregions
(and in some cases, between the regions and local governments).  Since independence from the Soviet
Union, thefederal government hasstruggledfor power withtheregiona governments. Thispower struggle
hasbeenfacilitated by theambiguity withwhich expenditureresponsibilitiesareassgned inthe Congtitution
andthelargenumber of bilaterd fisca arrangementsbetweenthefedera government andindividua regions,
which together have watered down both the transparency as well as the symmetry in intergovernmental
fiscal relationsin Russia

.1 The Forces behind Decentralization in the Russian Federation

The basi ¢ economic argument for decentralization in Russaisidentica tothat in other countriesin
trangtion, namely thefailure of the socidist economic mode and the centralized government control that
it represented. More generaly, fiscal decentralization in Russia has been fueled by the belief that
decentralizationisaneffectiveway forincreas ngtheefficiency of government and strengthening democratic
ingtitutions. Until very recently, much less attention was paid to some of the risks associated with greater
decentraization such as amore unequal distribution of resources and the possibility of compromising
macroeconomic stability.

The dynamics of decentralization in Russahasinvolved e ements of delegation, or a“top down”
process by which the federal government has delegated a number of expenditure responsibilities to the
regions which are subject to dtrict federa expenditure guidelines, while granting only very limited own
revenue-raising abilitiesto subnationa governments. Theuseof delegation asameansof decentraization
provided bothfor continued centralized control over expendituresaswell asprovidingfedera budget relief,
asdelegation of expenditure responsbilities frequently did not come with adequate additiona funding or
assgnment of additional revenue sources (Igudin, 1998). The process of decentraization in Russaaso
contains eements of devolution or the “bottom up” approach to decentralization, in which regional
governmentshavegainedaconstitutiona righttogoverntheir ownaffairsandtoformul ateand executetheir
own budgets, with little meddling so far from thefederd authorities. These elements give Russafestures
of afederal system.?

Thismix of decentrdization modelsis congpicuousin the 1993 Congtitution which is ddliberately
obscure regarding whether power originates at the center or in theregions (Teague, 1996). In redlity,

2 Not everyone will agree with the definition of Russia s regime as a federation. McLure et al.

(1996) remark that the Russian Federationis afederation in little more than name because of the very few
legal powersand thevirtual lack of revenueautonomy of theregions. For instance, China, whose approach
to intergovernmentd relaionsissmilar in many waysto Rus3a, isaunitary country. At thesametime,in
actuaity many Russian regions on different occasons have clamed de facto powers akin to those of a
confederation, such asrefusing to remit tax collectionsto the center or taking over the respongbilities of
thefedera governmentintheregions. Thistypeof fisca relation characterized by confrontationand at times
chaotic claims to power have been described as “fiscal feudalism” in Russia (Lavrov, 1998).
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power isshared, but itsdivisonisfar from having been decided. Giventhebas c unresolvedissue of where
power originates, asafety vavein the 1993 Congtitution alowed the federal government to enter into
bilaterd treatieswith regional governments. With the onset of thefirst treatiesin 1994it was clear that the
regions could factudly circumvent the Constitution (OECD, 1997 and Teague, 1996). This was also
evidenced in the regiona constitutions and statutes approved by the regiond legidatures. The favorable
treatment givento ethnicrepublics, suchas Tatarstan and Bashkortostan, created resentment and imitators
among many other regions. This hasled to the evolution of asymmetric federalism in which some regions
are more equal than othersin terms of the resources they get to keep rather than remit to the center.

Political Factors

The processof reform of the system of intergovernmentd fisca relationsin Russainvolves many
guestions and issues of an economic and technica nature, but this process has been and continues to be
foremost apolitical process. Therelevanceof politicsintheRuss an Federationiswithout doubt connected
toitsvast territory, very significant disparitiesinindustrial devel opment and resource endowments, andits
ethno-linguigtic diversity. Thesefactorscontinueto exert significant centrifuga forcesonthecountry. The
natural case against these centrifugal forces should come from an integrated economy that alows growth
and prosperity in away that makes being part of the whole more beneficia than regional autonomy or
independence. Unfortunately, the trangition to amarket economy hasfailed so far to bring the required
economic growth and prosperity to all or even to a mgority of the regions.

Aswerecall, the Russian Federation was created out of the process of disintegration of the Soviet
Union when Russia and other former Soviet republics refused to remit tax revenues to the Soviet
government in Moscow, proclaimed that their laws took precedence over Soviet laws and ultimately
declared themsalves independent. This process led to aweak palitical start for the Russian Federation
because it gave opportunity to the autonomous republicswithin Russaa so to declare independenceor to
assert high degrees of autonomy (Teague, 1996). The assertiveness of the regions, especidly the ethnic
republics,® to grab more power grew bolder during 1992-93 asthe President and Parliament (the Supreme
Soviet) were involved in a power struggle of their own.

As a stopgap measure the Federation Treaty was signed in March 1992 to regulate the
relationships between the federa and regional governments, but two republics (Tatarstan and
Bashkortostan) refusedtosignit. Aswould happenagainwiththe 1993 Constitution, the Federation Treaty
left theissuesof thedivisonof power betweenthefederal and regiona governmentsunresolved. Although
the ethnic republics were given some additional powersin the Federation Tregty, these were taken away
in the 1993 Constitution.

3 Of the 21 ethnic republics only six actually have amagjority ethnic population. Infact, inmany of
the 21 ethnic republics the majority of the population is Russian.
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Increasingly, regiona positions on federation issues and federal policies have been prone to split
aong thelines of “have’ and “have-not” regions. These two groups are formed around the so-called
“donor” regions, which contributemorein overal taxesthanthey get back inrevenuesharing and transfers,
and “subsidy” regions, which receive anet inflow of fundsfrom Maoscow. The group of “donor” regions
has varied with transfer and revenue sharing policies but includes Moscow City, St. Petersburg, Nizhny
Novgorod, Samara, Sverdiovsk, Volgograd, Tyumen, Khanty-Mang, Krasnoyarsk, and Sakha(Y akutia).
A formal association of these regions has been promoted by the mayor of Moscow, Mr. Luzhkov.
Although regionshaveentered | arge geographical associationsto bargainwith thefederal government (the
Northwest, the Volgabasin, the Centra-Black Earth, the Uras, and the Siberian associations) it isthe
“donor” versus “subsidy” divide that increasingly dominates the political process.

Not surprisingly, the eement of devol ution has gained importance in the decentraization process
asdemocraticingtitutionshavedevel oped at thesubnationd level. A sgnificant shift intheba anceof power
between the federal government and the regions came with the 1993 Congtitution and a subsequent law
which required that by the end of 1996 dl subjects of the Federation had to have popularly € ected heads
of the executive. All regions but five complied with the deadline and the rest of the eectionsfollowed in
1997. While previoudy many regions had been amenable to following orders, the election of regional
governorsleft the federa authoritiesin apostion of having to negotiate with each one of the regions.

Negative centrifugd forces have gained momentumin part dueto thefailure of federa authorities
to provideenough funding for bas cservicesand a so dueto the perception inthe regionsthat abuse, fraud
and cronyismaboundinMaoscow. Separatist demandsand open opposition to federa government policies
by some regions have been common over thepast Six years. These demands have been more pronounced
insomeregionsthanin others. Regiond srength vis-a-visthe center got a very significant boost by the
vacuum of power created by thefinancid crissand thedismissd of Kiriyenko's administration in August
1998. Thistime, asintheearlier yearsof thetrangtion, severd regions declared they would stop remitting
fundstoMoscow. Severa othersintroduced pricecontrolsand prohibited theexport of food suppliesfrom
the region, while Kaliningrad even intended to declare a state of emergency.

Asymmetric Federalism

Inresponseto regiona opposition and centrifugal forces, thefedera government appearsto have
offered systematically more advantages and privileges to the politicaly “difficult” regions. This type of
response has crested an asymmetric federaist system (Wallich 1994), a pattern that clearly emerged in
1992. Many researchers have documented this pattern of advantageous fiscal flowsto difficult regions.*

* Treisman (1996 and 1998b) and others have remarked on the important role that separatist
demands have played in the actud flow of fisca resources between the center and the regionsin Russia.
A pattern of favoring the 21 ethnic republics over the other regionsin the form of larger subsidies,
permissionto retain ahigher share of tax collections, and specia decrees granting economic benefits, was
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Asymmetric federaism, taking the form of particular politica and economic arrangements, is frequently
regarded asaflexible policy that accommodates regional diversity asin the case of Canadaor Spain over
the past 20 years(McLureet d., 1996). Asymmetrica federaism hasa sobeen herdded asa positive way
to addressthe growing conflict of interest and growing divergence between richer regions, with stronger
economic bases and more incentives to resist interregiond distributions, and poorer regions which are
becoming increasingly dependent on federal transfers (Freinkman et. a., 1998).

Thisasymmetric treatment of subjectsof the Federation would not appear to be uncongtitutiond .®
The ambiguity in Articles 71 and 72 of the 1993 Congtitution concerning the division of powers between
the federal government and the regions, aswell as provisionsin the Constitution allowing the federal
authorities to enter into bilateral agreements with separate regions all seem to point to the legality of
asymmetrica federdism. Bilaterd agreements provide a contractual framework between the federal
government and aregion within which detailed functiona agreementsare stipulated. Thefunctiona areas
covered by these bilaterd agreementsinclude budgetary relations (expenditure and revenue assgnments),
state property, sectora regulations, ownership anduse of natural resources, environmental protection and
regional migration. Until 1995, these treaties were used for the clarification of intergovernmental fiscal
relations between the Federation and the ethnic republics.

While legd, such bilateral agreements created a good deal of resentment among mono-ethnic
regions. Starting in 1995 their use was expanded to cover other types of regions (oblasts, krais, okrugs
and city regions) aswell. The expanded useof bilateral treatiesto cover other types of regionswas caused
by increased pressure and resentment from these regions and coincided with the presidential election
campaign in the first half of 1996. Consequently, the federal government has been involved in a
smultaneous bargaining game in which concessions to one region affect those that have to be granted to
other regions, asymmetric results followed because not al participants had the same degree of credibility
and bargaining power (Solnick, 1995). The pattern of results seemsto show that Moscow has tended to
reward rather than punish those regions that were or have been more defiant.

As aresult, asymmetric federalism has caused a stuation where dl regions have an incentive to
deviatefrom federd laws and pressfor more specid treatment which, at the sametime, leads to awesker
government and probably to worse economic situationsfor al regions (Treisman, 1996). Why isit then
that thefederd authoritieshave chosen asymmetric federalism which kegpsin motion amechanismfor dis-
unionand resentment among the regions, and which may eventually bring about the auto-disintegration of
the Russan Federation? Solnick (1995) argues that the inability of the federa authorities to enforce the
rulesmay have eroded the reputation of thefedera government. The fear of the lack of ability to impose
universal rules may have caused the federal government to consider independent bilateral negotiations a

identified by severa authors (Lavrov, 1995).

®>The 1993 Condtitution itself declared all subjects of the Federation equal, but it also granted the
ethnic republics special rights such as passing their own constitutions and electing their heads of
government. However, these same rights in one form or another were also given to all the other regions.
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superior solution. Moscow’ s strategy to buy the consent of the less cooperative regions indicates that
asymmetric federdismis not necessarily a superior solution but one that has been imposed on the federd
government by politica redlity. Prior to theimplementation of bilateral treaties there was a constant
resstance if not outright opposition to fisca discipline by some subnational governments. The bilateral
arrangementshave hadthe strategi c effect of weakening any coordinated action and demandsby theethnic
republics and may have prevented the cessation of Tatarstan. Asaresult, the net impact of asymmetric
federdism hasbeen to foster, but dso to help control, the centrifugd forcesin Russa. Also, the bilaterd
agreements appear to be only one of several causes of the poor fiscal incentives and poor revenue
collections at the subnational level.

The most significant feature of the past Sx yearsin Russiahas been thelack of acoherent vison
for decentrdization. With hindsight, onenotesthat the differencesinviewsand positionsof variousregions
have made it impossible to create a consensus. The events of the past Six years will make it even harder
to develop a consensus on the overdl strategy for reform and to find an appropriate balance among key
objectives underpinning the decentralization policy: fairnessin the alocation of resources acrossregions,
the promotion of growth and amoreefficient allocation of resources, the preservation of macroeconomic
stability and fiscd and monetary discipline. The process of defining an overdl strategy for the reform of
intergovernmental fiscd relationsand the weighting of the different objectivesto be pursuedin thisreform
should be expected to continue to be difficult and dow, if at al possible, given the diverging interests
between regionsand thesignificant difficultiesby thefederal government to restore growth and prosperity
in the country.

.2 AHistorical Overview of I ntergovernmental Fiscal Relations Since 1992

Anintegrd part of the Russian transition to amarket-based economy hasbeen the decentraization
of government functions. Theroad to meaningful decentralizationisprovingto beadifficult onefor Russa.
Threemain phases can be distinguished inthisprocess of decentrdization, namely (i) theearly yearsof the
trangition (1992-93), (ii) the reform process started in 1994, and (iii) more recent reform policies (1997-
98). Theroleof palitics, whichhasbeen central in defining each of these phases of decentralization policy,
will be discussed following the historical overview.

The early years of the transition (1992-93)

Thisearly period of decentralization can be best characterized asacontinuation of the gpproaches
and practicesinherited form theSoviet Union. Subnational budgets were based on negotiated expenditure
norms. Customized revenue sharing rates and bargained transfers were used to fund the budgets of all
subnational governments. Themajor changeinthisperiodwastheshiftingdowntosubnationa governments
of financing respongbilities for expenditures that in the past had been the responsibility of the federal
government, including pricesubs diesfor food and other goods, such asmedicines, local transportationand
public utilities. This meant asgnificant increase in the involvement of subnational governmentsin the
economic sphere. During this period, responsibility for many of the social welfare policies was also
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transferred to subnational governments. In addition, thefederal government delegated responsibilitiesfor
capital investment in many different areas to the regions.

The greater expenditure responsbilities of subnational governments were accompanied by an
increasein the subnationa governments' sharein overal government expenditures and an increasein the
importance of intergovernmenta transfers. These changes occurred against a background of a drastic
decrease in the involvement of the public sector in the economy; overall public sector expenditures
decreased from 52 percent of GDP in 1992 to 42 percent by 1994.

Regiond governments recelved funding from three different sources: first, their own revenues
generated from regional and local taxes; second, the sharing of revenues from the major taxes (the
enterprise profit tax (EPT), individual incometax, VAT, and excise taxes); and third, transfers.®

Only asmall degreeof budgetary autonomy wasgranted at the subnationd leve givingregionsand
local governments discretion on how to spend their budget funds.” The most significantfactor standingin
theway of full decentralization was, infact, that regiona and loca governmentswere given little revenue
rasng authority. Subnational budget officials were aso under “dua subordination” to both federa and
subnationa authorities.

During virtualy thisentire early period, thefederal government retained the power that it had in
the old regimeto “regulate’ the rate of at least one of the mgjor taxes and therefore the power to reduce
funding to those oblasts with large tax bases and to increase funding to those oblasts with smaller tax
bases®® Trandferstook theform of negotiated “ subventions’ in 1992-93 and they were utilized when the
other two sources of revenue were not enough to cover a negotiated “ minimum required expenditure
budget.” *°

® Subnationa governments, properly speaking, do not receive revenuesfrom sarvicefees. Service
fees are retained by the spending agenciesthat earned them; at least formally, they are not sources of
budget revenues.

" These were granted in 1992 by the Law on the Rights of Local Saif-Government and the Law
on Basic Principles of the Budget System and the Budgetary Process and in 1993 by the Law on
Budgetary Rights.

8 Theexceptionwasashort-lived tax sharing assgnment in June 1992 whenal regionsgot identical
sharing rates for al taxes.

° In 1993 the regulating tax was the VAT.

10 Through the entire Soviet period, tax sharing ratesfor the major taxeswere kept |ow enough so
that most regions got an annual subvention from the federal budget. In 1992 and 1993, tax sharing rates
wereincreased to the point that fewer oblastsrequired agenera subvention from the federal government.
But, in 1993 alone, sharing rates were changed three times.
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At thelocd levd, rayons and cities had the same genera structure of funding sources as the
regions, but revenue sharing and subventions were from their regiona governments rather than from the
federa government. Regiona governmentstypically shared revenueswith their loca governmentsin very
amilar ways, replicating therel ation between thefederal and regiona governments. Eachloca government
usualy had its own customized sharing rate for at least one mgjor tax with revenues shared between the
region and loca governments. This*regulating” principle in tax sharing had apped because it gave the
upper level government the ability to redistribute fundsto poorer jurisdictionswhich hadsmaler tax bases.
But theahility to“regulate’ revenuesinthisfashion cameat the cost of destroying lower level government
budget autonomy andintroducing perversefiscd incentives. Inparticular, theupper level government could
aways recapture or “claw back” the previous year’ s budget surplus of local governments or offset any
increaseinlocd revenues (coming fromahigher locd tax effort) smply by reducing the sharing rate of the
regulating taxes. In fact, this was a common occurrence.

The period 1992-93 is also characterized by the enactment of a series of general lawsregulating
fiscal issues and served as the backdrop for the drafting of the 1993 Constitution. Laws enacted in the
early period of trangtion include the Law on the Fundamental Principles of the Budgetary System and
the Budgetary Process of October 1991, the Law on the Foundations of the Tax System in the
Russian Federation of December 1991, and the Law on the Foundations of Budgetary Rights and
Rights to Form and Use Extra-budgetary Funds of April 1993. A prominent feature of these laws, in
particular the Foundations of the Tax System, isthat many of their provisonswereignored and unfulfilled
(Wadllich, 1994; Lavrov, 1998; and Igudin, 1998). While regional noncompliance with federa legidation
was not unusual under the Soviet regime, the continued lack of compliance during the early years of
transition converted some of these laws into mere proclamations. This created a precedent for the
continued pattern of selective compliance by regions of federal laws.

Not long after the disintegration of the Soviet Union, some of the ethnic republics (most notably
Sakha (Y akutia), Tatarstan and Bashkortostan) stopped tax remittances to Moscow and insisted on a
“dngle channd” arrangement by which the regions would retain dl tax collections and make one single
negotiated payment to thefederal government. Either becausethefederal government wasabsorbed inan
intense fight between the presidency and the parliament or because it lacked effective means of
enforcement, themost forceful responsefromthefederal government to these demandswasto make these
regional governments responsible for al federal programsin the regions.

In summary, the 1992-1993 period was a continuation of the system inherited from the Soviet
Union. Regiond and locd budgets were basicaly extensions of the federal government, and the system
of intergovernmental relations was characterized by tightly centralized finances. Revenue sharing and
intergovernmental transfersconti nued to beused asaccounting tool sto bal ance subnationa budgets, whose
gzewas determined nomindly on the basis of expenditure norms but mostly by negotiation. Therewere
only afew changesto thesystem during theearly period. Thesingle-most important changewasthemgor
shift in expenditure responsbilities from the federd to subnational governments, in part to bring more
baance to the federa budget and dso partidly in an effort to discontinue the provison of subsidies and
services that the public sector could no longer afford.
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From the 1994 reforms to 1997

Important reforms in the system of intergovernmental fiscal relations took place in 1994. The
budgetary autonomy of subnationa governments was strengthened during this period and the federal
government stopped thead hoc of floading of expenditureresponsibilitiestoregiona andloca governments
that characterized the earlier period. However, the murkiness of the respongibilities of different levels of
government continued and the federal government continued the practice of unfunded mandates to
subnationa governments. In revenue assgnments, sharing rates for dl mgor taxes shared between the
federa government and regiona governments were standardized across al regions and have remained
virtualy unchanged since then. To offset the discontinuation of regulated sharing rates, aformula-driven
mechanism of equalization transferswasintroduced in 1994. Subnationa governments also experienced
someincreaseintheleve of revenue autonomy through federd legidation authorizing the introduction of
new subnationd taxesin the period from 1993 t0 1996. Findly, subnationa governmentswereaso given
discretion over theregiona share of the enterprise profit tax by being dlowed to lower the regiond share
of the tax anywhere from 22 percent to zero percent.

The reforms implemented around 1994 stopped short of introducing a transparent, stable and
rational system of intergovernmental fisca relaions. In revenue assgnments, the uniform revenue sharing
arrangementswere not away's repected in practice by the regions and the power granted to subnational
governments to introduce new taxes led to introduction of amyriad of small taxes creating significant
economic distortions. At the same time, fundamental problems with revenue assignments were not
addressed. For example, revenues from the VAT continued to be shared based on the region where the
tax was paid (as opposed to the region where the productive va ue was added) while revenues from the
EPT continued to be shared in the region where the firm’ s headquarters were located. The equalizing
capacity of the new formula-driven transfer system was limited because of limited funding and because of
fundamental problemswith the equalization formula. A part of the new formulatill tried tofill the* gap”
between some measure of revenue collections and normative expenditure needs rather than equalizing
differencesin fiscd capacity and actud expenditure needs acrosstheregions. The generd dissatisfaction
withtheformulafor equaizationtransfers caused legidatorstoincreasingly subject theformuld sresultsto
political negotiations. The federa government never complemented the introduction of formula-driven
equalization transfers with a system of categorical or conditional grants to pursue sectoral objectives.
Instead the federal government maintained the ad hoc and non- transparent mechanism of “mutual
settlements.” These are non-budgeted and primarily negotiated funds which are only made public after
budget execution. Similarly, the federal government has continued to use ad hoc budgetary loans to
regional governments which are often not paid back.

The 1993 Congtitution together with the reforms of 1994 appeared to have strengthened the
positionof thefedera government vis-a-vistheregionsand brought some order and stability to the system
ofintergovernmental relations. Thesigningof bil aterd tresti es, startingwiththeethnicrepublicsof Tatarstan,
Sakha (Y akutia) and Bashkortostan, brought back some power to the regions, but in a more orderly



fashionthat had beenthe case early inthetrangtion. The combination of the 1994 reformsand the signing
of the bilateral treaties was successful in bringing most dissenting regions into the system.**

Also acharacteristic of thisperiodisthat thereformefforts concentrated dmost exclusively onthe
fiscd relationsbetweenthefedera government andtheregions. Theregiond governmentswereleft onther
own to structure their relationships with loca governments (cities and rayons). For the most part, intra-
regiond fisca relationshipscontinued asthey wereintheearlier period, thusperpetuating theformer Soviet
approach.

The Reforms of 1997 and 1998

Starting inlate1997 and continuing in 1998, the government began tointroduce aset of sgnificant
reforms beforethe ruble deva uation and financid crigshitin August 1998. Thiswasan expansve agenda
for reform based on the draft Tax Code, the Budget Code, the Law on Financial Foundations of Local
S f-Governments (approved in September 1997) and the Concept of Reform of Intergover nmental
Fiscal Relations in the Russian Federation. The Budget Code addresses the reform of expenditure and
budgeting issues, and the draft Tax Code addresses issues of revenue assignment. The Concept of
Reformwasdrafted by aninteragency working group led by the Ministry of Financeand formally approved
by the government before theruble crissin August 1998. A sgnificant feature of thisreform agendawas
awillingnessby thefederal government to structure to agrester extent theintra-regiona systems of fiscal
relationswhich until now had beenl eft at the discretion of theregional governments. Inparticular, regiond
governmentswere required to on average meet some minimumsharing ratesfor the mgjor taxeswith local
governments. The Concept of Reformalso callsfor an important changein the system of transfers. This
reform agenda is ambitious but also somewhat uncoordinated and incomplete; details of the reform
proposals are reviewed in the chapters below.

.3 The Role of Politicsin the Decentralization Process

Paliticshaveplayed apervasiveroleinthedes gnandworkingsof intergovernmental fiscal relations
inRussa. However, observershaveheldwiddy different viewsontheimpact that politicshave had onthe
overdl performance of thesystem. In one view, thefailure of the palitica system to accommodate widely
diverse economic and palitica interests in the regions has fed conflict and heightened the political and
economic ingtability in Russa during the trangition period ( Polishchuk, 1996; Ordeshook, 1995). In a
different view, thepoalitical system haseffectively saved theRussian Federationfrom politica disintegration
by facilitating politica solutions, such asawarding specid fisca statusto regions, that convinced al regions
(except Chechnya) not to pursue secession from the federation (Treisman, 1996 and 1998a,b and
Freinkman et. a., 1998).

1 Of course, the approach did not work for Chechnya.
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Part of the cause of the conflict between the federal government and some of the regions in the
Russi an Federation hasbeenidentifiedasthefailure of the State Dumato provide adequate representation
for regiond interestsand by the fact that it has been left imost exclusively tothe regiona administrations
(through the Federation Council) to represent those interests. The lack of adequate representation of
regional interestsin the State Duma has been explained by thefact that half of the450 Dumadeputies are
elected from nation-wide party lists. 1t has aso been dleged that deputiesfrom poorer regions have been
consstently “bought” by nationa forces controlling bigger purses of resources and interests (Polishchuk,
1996; Ordeshook, 1995).

Overdl, threedistinctive periods can beidentified regarding how the political process has affected
the substance of intergovernmental fisca relations. These periods are (1) the pre-Constitution period
(1992-1993), (2) post-Congtitution policies (1993-1996), and (3) growing political concernswith the cost
of thebilateral tax treaties (1997-1998). The correspondenceintiming of thesethreepolitical periodsand
the phases of development of the Russian system of intergovernmental relations (discussed in the Section
|.2) underscoresthepervas venessof politicsindetermining theevol ution of theintergovernmental relations
in Russa

The Pre-Constitution period (1992-93)

The pre-Congtitution period (1992-93) was characterized by the openly confrontational political
relations between the federa and regional governments. This period was aso marked by open political
defiance of thefedera authorities outside of fiscal issues. It was common among ethnic republicsto start
political campaigns(so-cal led“ sovereignty parades’) togain specia statusrecognizedinsgned agreements
with the federal government.

During this period, the federd government unilateraly shifted expenditure responsibilities and
mandates on subnationa governments without, in the view of the regions, providing adequate additional
funding. Regiona governmentsresponded with thethreat and oftentheaction of withholding tax revenues
collected in their territories for the federal government. While at the start of 1992 just afew regions had
stopped or gresatly reduced remittancesto thefederal government, ' by the end of 1992 there were similar
problems with 20 regions and by 1993 this number had increased to 30 regions (Wallich, 1994). The
collective power of the regions vis-a-vis the federal government was also evidenced by the effective
rejection by the regions of the revenue assignments contained in the Law on the Basic Principles of
Taxation of December 1991. Among other measures, thislaw provided an exclusve assgnment of VAT,
taxes on internationa trade and certain excisesto the federal government, while assigning the personal
income tax and enterprise profit tax to the regions.

2 Theregionsthat stopped or greatly reduced remittancesto thefederal government early in 1992
included the ethnic republics of Tatarstan, Chechnya, Sakha (Y akutia) and Bashkortostan.
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Post-Constitution Policies (1993-1996)

The second period started with the federal government crackdown in 1993 directed at both the
conservative Supreme Soviet and the dissenting regions, and the enactment of the new Congtitution. The
Congtitution gave considerable powers to the federd executive vis-a-vis the parliament and the regions,
but stopped well short of concretely defining powersand settling past disputes. The Congtitutionaso gave
thefederal government theability toarriveat aseriesof bilateral agreementswithalargenumber of regions.
While confrontations between the federa government and some regions continued to test the strength of
thefederation during thisperiod, thenature of these confrontationsappearsto have shifted from centrifuga
tensonstoward acompetition betweenregionsfor specia recognition and accordance of an advantageous
fisca status.

During this second period severd new features surfaced in the political arena. Confrontation of
regional interests caused by the increasingly significant economic and fiscal regional disparities was
heightened. Whilepoorer regionsfavored higher federd taxesand more transfers, richer regions strongly
opposed both. Althougheconomicconflictisnot particular to Russa, theRuss an caseismoretroublesome
because the conflicting economic and political interests can be directly identified with regiona boundaries
(Polishchuk, 1996).

In response to the continued pressure from many regions, a pattern of more organized and long-
term oriented bargaining between the federal government and the regions developed. The federa
government, empowered by the Congtitution, enteredinto aseriesof bilatera treatieswiththeregionstrying
tobaanceregiond objectivesthat conflictedwith nationd interests. Theregions, first based onethnicclams
and later smply on threats and demands, bargained for and obtained preferential fisca trestments.™® At
the same time demands from poorer regions emerged for increased regional redistribution and regions
pressed the federal government to continue to fund awide array of public goods and services that it had
earlier sought to offload onto the regions.

These regiona demands were met most clearly through the alocation of transfersto the regions.
Lavrov (1995) and Treisman (1996, 1998a,b), among other researchers, have found that federd transfers
have been moreresponsiveto political pressuresthanto other objectives such as equaization and fairness
across regions. The federd government seems to have used transfers quite systematically to appease
opponents and dissentersin the regions. For example, it has been argued that those regions that gave
Ydtsn or hissupporterslittle support in eections or those regions that declared sovereignty early in the
transition have tended to get larger transfers.

3 Preferentia treatment hastaken severa forms, including preferential fiscal arrangements(aswith
the earlier agreements with Tatarstan, Bashkortostan, and Sakha), free economic zones (asin Ingushetia
and Kaliningrad), or regional development programs (such as in Komi).
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Growing Concerns with the Cost of Bilateral Agreements (1997-1998)

Although during the post-Congtitution period inflation was contained by arestrictive monetary
policy, the conflicting budget demands were resolved by the federal government running a deficit and
borrowingfirstdomestically andtheninternational ly tofinancethedeficit. That wasthepolitica choice. High
interest rates and short-term maturities ballooned the debt service requirements and ultimately led to the
ruble devauation and debt default in August 1998. Besides creating mounting budgetary pressures, the
granting of gpecia fisca treatments to many regions has carried other costs. These include resentment
among regions, compromising the objective of a unified nationa market, and creating the conditions for
continued demandsfor specid treatment by practicaly al regions, where the heads of the executive and
the legidatures, now democratically elected, had little excuse not to pursue the narrow interests of their
constituencies.

In the period from 1997-1998, however, political awarenesswas mounting at the federd level of
the straightjacket that these bilatera agreements had put upon federal budget policy. These concerns
largely coincided with the onset of the financid crisis of 1998 that culminated in the collapse of the ruble
inAugust 1998. Recognition wasgivento thefact that these bilateral agreements are acontributing factor
inthelackluster performanceof federa tax collections, inaddition to other factorssuch asthelarge number
of tax holidaysand exemptionsgranted by the Russiantax systemintheearlier yearsof thetrangtion. But
undoing thedamagefrombilatera agreementsisproving muchmoredifficult thangettingrid of tax holidays
and exemptions. Bringing bilaterd treatiesin line with the genera legidative framework should achieve,
among other things, the application to al regions of standard sharing ratesfor themajor taxes. Itisunclear
at thispoint whether and to what extent thisgoa hasbeen accomplished. Themain meansof enforcement
inthehandsof thefedera authoritiesisthewithholding of FFSR equalizationfundsand other transfers. B,
evenif thisenforcement tool getsused, thereisasgnificant number of regions (including some of the most
politicaly problematic) for which thistool will belargely ineffective, sncethese regionsdo not receive any
equalization transfers and only modest amounts of mutual settlements.

|.4 Dimensions of Fiscal Decentralization in the Russian Federation

Theremainder of thechaptersprovideanin-depth analysisof thevariousdimensionsof theRussan
systemof intergovernmental fiscal relations. Each chapter containsthediscussion of aparticular dimension
of fiscal decentrdization in the Russian Federation. The assgnment of expenditure responsibilitiesin the
Russan Federationisdiscussed and andyzedin Chapter 1. Next, theassignment of tax revenuesand other
revenue issues, including tax adminigiration and financid administration are considered in Chapter 111.
Chapter IV presents the use of intergovernmentd transfersin the Russan system. Chapter V addresses
the topics of subnationa borrowing and emergency fisca controls. Finaly, Chapter V1 reviewsthe main
issuesin policy formulation faced by the Russian government in their efforts to reform their system of
intergovernmenta fiscal relations.
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Theexpostion of theRussian system of intergovernmentd fiscal relationsinthefollowing chapters
issupported extensively by empirica analyses. Most of the data used for this purpose originatesfrom the
Minigtry of Finance of the Russian Federation and exhibits problems common to trangtional economies.
The rdidbility of thefiscd datais particularly limited due to the heavy rdiance in Russia on methods of
government financing that are not reflected in reported budget figures (such asbudget arrears), aswell as
thepervas veuseof non-monetary fiscd transactions(for example, governmentsfrequently engagein swaps
inwhich budget arrears are settled with tax arrears).** These shortcomings of the data need to be kept in
mind when drawing conclusion based on the analyses below.

4" In addition to these dataii ssues, the Russian ruble was “ re-denominated” in January 1997: one
“new” rublewasissuedfor every thousand*“ old” rubles. Unlessotherwisementioned, all anountsarestated
in“old” rubles.
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CHAPTER II
EXPENDITURE RESPONSIBILITIES

To someextent the expenditure assignment prevailing in Russiatoday istheoneinheritedfrom the
Soviet Union. Y et while during Soviet times lower-level governments had practically no discretion on
expenditure decisons, during the transition period regional and local governments have been able to
exercise condderable discretion in expendituredecisons. This chapter looks at the forma assignment of
expenditureresponsbilitiesaswell asthe actua distribution of expenditures during the years of economic
trangtion. Inaddition, theperformanceof thesystem of expenditureassgnmentsisappraised. Thischapter
concludes with a summary of pending policy issuesin the area of expenditures assignments.

1.1 How Have Expenditures Been Assigned?

Several thingsshoul d be cons dered when examining theass gnment of expenditurerespongbilities
in Russiaduring the economic trandtion. First, how have the expenditure responsghbilities been assgned
(both legdly and in practice) among the various levels of government ? Second, have there been any
changesinthegenerd expenditurepattern over time? Third, what trendsor patterns can be detected when
looking at expenditures by main functional classification over the transition period.

Legislative Assignments of Expenditure Responsibilities

Neither the Congtitution nor any other |egidation hasclearly defined theassgnment of expenditure
responsibilitiesin Russia. Until recently, the only explicit reference to the division of expenditure
respong bilitiesbetweenthefederd andregiona governmentswasinthe 1993 Congtitution (Articles71and
72). Inthe Congtitution some responsibilities are exclusively assigned to the federal level while other
respongbilitiesareassignedjointly tothefedera andregiond leves, therearenoresponsibilitiesspecificaly
assgnedtoregiona governments. Y e, these congtitutiona provisonsarequite vague. No paramountcy
isassgnedin the Congtitution in case of conflict between federd and regiond policiesinjoint policy aress,
nor isthereany indicationwhois primarily responghbility for the concurrent responsibilitieslistedin Article
72 of the Russian Condtitution. The closest attempt to make amore explicit assgnment of expenditure
respongbilitiesis contained in theBudget Codewhich was approved by the State Dumain 1998, but which
won't come into effect until January 1, 2000.%

15 These expenditure assignments are evaluated in Section 11.3.
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Although the Congtitution states that either the federal or regional governments can delegate
functions to local governments, the Congtitution does not enumerate any direct responsibilities for local
governments. To thiseffect, the Law on General Principles of Organization of Local Saf-Government
in the Russian Federation of August 1995 containsalist (Article 6) of local government expenditure
respongbilities. Thisprovision hasbeen interpretedas stating that the federal and regiond authoritieshave
no direct competence in these areas of loca respongbility (Igudin, 1998). The de facto assignment of
expenditure respongbilities that has taken shape over the past Six years bears little resemblance to those
stated in the Constitution.

The de facto expenditure assgnment that prevailsin Russatoday, outlined in Table 1, largely
complieswith the generd principle that each level of government should be responsible for expenditures
withdifferent serviceareas. servicesaffecting theentirenation, suchasdefenseand national security, should
be the responsibility of the federal government; services affecting many communities, such as tertiary
hospitas, should betherespons bility of regional governments; and those affecting exclusively theresidents
of acommunity, such as sanitation, should be the responsibility of local governments.

Asisobviousfrom Table 1, thereare many areasinwhich two or even threelevels of government
share responsihilities. In principle, it is useful to distinguish in expenditure assgnments between (a) the
respongbility to fund expenditures, (b) the responsbility to regulate expenditure functions, and (c) the
respongbility to implement expenditure programs. Although the federal government hasissued extensive
regulationsand mandatesthat affect subnational government spendinginRussia, therelevant legidationon
expenditure assgnments has not clearly differentiated between the responsbilities to fund, regulate and
implement expenditure programs.

The mgor changes in expenditure assgnments took place in 1992 and 1993 when the federal
government shifted awidearray of responsibilitiesdown to subnational governments.*® Theresponsibilities
delegated to subnationd governmentsincluded socia welfareresponsbilitiesfor consumer subsidies, cash
subsidies for vulnerable groups, welfare programs for pensioners and the disabled, family and child
alowances and support for the homeless. Responsbilities for most kinds of subsidies were shifted down
aswell,includingthosefor agricultureandtransport. Inaddition, regiona governmentsweremadepartially
responsiblefor housing for themilitary. During the same period, thefedera government also shifted down
respong bilitiesfor many typesof investment ininfrastructure. Previoudy, dl investmentswere centralized
inthe central government planning agency (Gosplan). Thismassive reassignment of responsibilities at the
beginning of the trangition process had the double purpose of helping to bring the federal budget deficit
under control and aso to reduce or €liminate certain kindsof expenditures, especidly subsidies. However,
in practice thedel egation of so many expenditureresponsbilitiesto the subnationa level created problems,
asregiona expenditures on other categories (especialy social services) were crowded out.r” Although a

16 See Martinez-Vazquez (1994) and World Bank (1996).
17 See Titov (1997) and Freinkman and Titov (1994).
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few of theresponghilities shifted to the subnationa level in 1992-93 were eventudly taken up again by the
federal government, the bulk of these added responsibilities remain at the subnational level.

1N 1994 respong bility for manylaw enforcement activitieswastransferred toregiona governments
(Titov, 1997). After 1994 the assignments of expenditure responsibilities have become morestable. Y e,
in practice expenditure assgnments in the Russian Federation have continued to evolve as many shared
respongbilities have been adjusted inthe annud budgets (Igudin, 1998). This has been especidly truefor
thedivisionof respong bilitiesbetweentheregiona andloca governments, wheremany functionsareshared
between these two level sof government and the actua division of subnationa responsbilitiesdiffersfrom
region to region. The issuance of expenditure mandates by the federa government has aso contributed
to the redefinition of shared responsibilities after 1994. In addition, alack of uniformity in expenditure
assignments between the federd and regiona governmentsiis perpetuated because specia arrangements
were introduced in bilateral treaties between these two levels of government.*®

Changes in Expenditure Patterns Over Time

Since the beginning of the trangition, the amount of economic resources available to the public
sector in rea terms has dropped substantially. This has been the product of the government’s
disengagement from many aspects of economic activity, theimplementation of fiscd policies and the fact
that real GDP dropped by more than 40 percent during the early trangition period. Even when measured
asapercent of GDP, total government expenditures (excluding extra-budgetary funds) dropped from51.9
percent of GDPin 1992 to 32.9 percent in 1997 (Table 2). But while federa government expenditures as
percent of GDP dropped by more than 20 percentage points from 1992 to 1997, subnationa government
expenditures during the same period increased by 5 percentage points. As a percent of GDP, subnational
expenditures peaked in 1994 at 18.2 percent.

During the trangition years the subnational government share in total government expenditures
increased Significantly. Subnationa governmentsrepresented 23.7 percent of government expendituresin
1992 and 52.0 percent in 1997 (Table 3). A large part of the decentralization of expenditures was a
reflection of actua changesin the assgnment of expenditure responsibilitiesin 1992-93. For example, in
this period subnational government expendituresincreased in part as a consequence of the divestiture of
socid expenditurerespons bilitiesby stateenterprises(whichincluded housing, kindergartens, hedlthclinics
and other facilities), since many

18 Often it is part of the treaty agreement that the regional government takes over some or all
respongbilities of the federa government in the region including expendituresin overal administration,
education, and construction in exchange for alowing the regiona government to keep alarger share of
revenues
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of these responsibilities were shifted to local governments.’® Taking over the responsibility for housing
impacted loca budgetssignificantly because of theincreasein energy pricesand the decision made by most
regional governments not to implement full cost recovery policies for housing and public utilities.?

Notwithstanding these changes, the overal decentralization of expenditures, asshownin Table 3,
seems to have converged toward alevel with gpproximately half of the expenditures going through the
federa budget and the other haf going through the subnationa budgets. This same rule of haf and half
approximately has asoapplied to the shares of theregional and local budgetsin the consolidated regional
(or subnationd) budgets. Indl, thesefiguresindicatethat ahigh degreeof decentrdization hastaken place
in the Russian Federation. However, actua decentralization of expenditure responsibilities can not be
inferred from thisobserved pattern of expenditure decentraization. Even though funds go through loca
budgets, in many casesitis still true that the decisions of substance are made by regional officials or
determined by federal regulations and mandates. For examplein education, federal authorities play very
ggnificant rolesin setting educationd palicies, such asdetermining curricula or selecting textbooks. The
degree of true discretion at the regiond and loca levelsis a complex issue that requires close sectoral
studies.

Expenditure Patterns by Main Functional Classification

Theactua expendituresharesat eachlevel of government for major expenditurecategories, shown
inTable4, hdpillustrate severa important pointswith regard to actua expenditure assgnments. Although
therearepolicy areasof exclusveass gnment, such asdefense, most functionsareshared by different levels
of government. Subnationa governmentsrepresented over four-fifthsof al expendituresin education and
hedlthin 1996-97. And most of these expenditurestake placeat thelocal leve rather than theregiond. For
hedlth services actual expenditure shares of the federal and subnational governments have remained
practicaly the same over the entire 1992-1997 period. Among subnational governments there has been

¥ There are no precise estimates of the additional fiscal burdens on subnational governments that
followed from the divestiture of socid responsbilitiesby enterprises (Martinez-V azquez, 1993 and World
Bank, 1996). In 1992 enterprises reported expenditures on socid activities equivalent to 4.12 percent of
GDP and 3.3 percent of GDPin 1994. The actua impact on subnational governmentsvaried sgnificantly
becauseof different exposuretotheproblem. Those subnationa governmentsthat had the advantage under
the Soviet Union of having state enterprises were more affected. Subnational budgets, on the other hand,
werecompensated with additional receiptsfrom privatization of enterprises, partid compensationfromthe
federa budget through mutua settlements, andincreased tax collections. In particular, aloca turnover tax
at arate of 1.5 percent was introduced in 1993 to help subnational governments fund the additional
expenditures.

20 Subnational governmentshavea soperiodically takenover federa government expendituressuch
as arrearsin federd wages (for univerdties, the military, the State Tax Service and law enforcement
agencies) when these arrears led to socia tensions (Freinkman et. al., 1998).
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adight increase in the role of regional governmentsin hedlth expenditures. The process has been quite
different in education expenditures where the share of subnationa governments grew from 66.2 percent
in 1992 to 86.8 in 1997. Mot of the expenditures on education, 67.5 percent in 1996, take place at the
local government level.

Thelargeshiftinexpenditureassignmentsin1992-93 arereflected in theevol ution over timeof the
subnational government sharesin®national economy” and socid protection. Whilethefedera government
represented 80.8 percent of al expendituresin * nationa economy” in 1992 reflecting alarge involvement
in pure market activities, by 1997 its share had been reduced to 24 percent. For more recent years,
regions expendituresfor “national economy” are concentrated in subsidiestoindustry and transportation
while local governments' are on housing subsidies and communal services.

In the case of socid protection, the reversal has been less dramatic, but still pronounced. In the
case of socia protection, there have also been marked ups and downs.?* Subnational government’ sshare
in total expenditures on socia protection reached a high of 81.5 percent in 1995, from 28.2 percent in
1992. But for 1997, it was down to 58.7 percent.?

Onaveragethecompositionof regional consolidated(i.e., regiond plusloca) budgetshasremained
quite stable since 1994 (Table 5). The average share of aregion’s consolidated budget spent on health
ranged from 15.2 and 16.1 percent in the 1994-1997 period. For education, the average share in the
consolidated regiond budget increases dightly form 21.7 percent in 1992 to 24.4 percent in 1997. Both
of these expenditures did not vary much acrossthe regions consolidated budgets, as shown by the small
coefficientsof variationin Table5. Onaverage, thehighest shareof regiona consolidated budgetshasgone
tothe*” nationa economy”, and dthough thevariation acrossregionshastended toincreasesomewhat over
time, the variation has remained relatively low. The most important component of “national economy”
expenditures has been for housing and public utility subsidies. On average, during the 1994-1997 period
regions spent more on subsidiesfor housing and public utilities than they spent on hedlth servicesand just
alittle less than they spent on education. The importance of housing subsidies in subnational budgets
remained relatively constant over time. Subsidies to agriculture have been the second most important
expenditure item of “nationa economy” expenditures, but it decreased from 7.1 percent in 1994 to 4.9
percent in 1997. The higher coefficient of variation for this type of expenditure also reflects awider
variationinregiond policiesinthissector. Theimportance of expenditureson socia protectionin regional
consolidated budgets did not change much during these yearsand has been relatively small onaverage, 7.9
percent in 1997.

2! Someof thechangesin expenditurecomposition betweentheregionsandlocal governmentshave
been affected by the definition of “social protection.” See Lavrov et a. (1996).

22 Socid protection expendituresin Table 4 do not include social security expenditures (pension,
invdidity, hedth, and unemployment) which are managed separately by four extra-budgetary funds.
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A genera concerninRuss g, andintheinternational community, hasbeentheimpact that additional
expenditureresponghilitiesintheearly yearsof thetransition, unfunded expenditure mandates, and overal
fiscd austerity may have had on the ability of subnationa governmentsto provide basic socid servicesin
hedlth, education and socid support. An early formal response to these concerns was to grant special
treatment to the socia sector in the readjustment process. The Russian Government declared the social
sectors-- education, health, and social protection -- as priority sectors for budgetary alocations in 1992
and 1993, meaning that these sectorswere spared from the drastic budgetary cutssuffered by other sectors
such as defense or the economic sphere. In addition, the Law on Budgetary Process gave many
expenditure items in the social sectors “ protected” status under budget sequestering.® Despite the
protected status, casua evidenceindicated that at the beginning of thetrangition therewere significant real
cutsin the social sectors.*

However, after thedifficultiesof theinitia years, funding for the socid sectors at the subnational
leved did not plummet. Actudly, red per capitaexpenditures at the subnationd level peakedin 1994. Red
expenditures per capitain education and health also peaked in 1994 (Table 6). From 1994 to 1997 both
real expenditurein education and hedlth fell. Stated asindices (where 1994=100), Spending on education
was down to 92.8 in 1997 while spending on hedth wasdown to 78.9. On the other hand, per capitared
expenditureson socid protectiongrew dightly over theperiod; theindex for socid protection expenditures
(also normalized at 100 for 1994) stood at 106.7 in 1997.

Eventhough the composition of expendituresin the consolidated regional budget has not changed
that much on average, the shares of regiona and local governmentsin the consolidated budget show large
variations across regions. These shares are studied in Lavrov et d. (1996) and Freinkman et. d. (1998).
The degree of centralization of regional finances is markedly higher in those regions that are more
dependent on federd transfers. There also appears to be a correlation between the degree of regional
centralization and attitude toward market reforms; more decentralized regions are more likely to have
adopted market reforms.

The Problem of Unfunded Mandates

Unfunded mandates, the imposition of expenditure requirements on subnational governments
without adequate funding by the federa authorities, is one of the most vexing problems in the

2 Sequestering isthe reductionof expenditure budgets during the ongoing budget year in order to
adjust for inadequate revenue collections.

2 Approximately one-third of al kindergartensin Russia closed down from 1992-94. Existing
infrastructure on health and educationwas not maintained and practically no new congtruction took place.
The funds dedicated to supplies and operations, other than wages, were cut to aminimum or  eliminated.
Many schools around the country reported not having books and hospitals lacked basic supplies and
medicines (Martinez-Vazquez, 1994).
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intergovernmental budgetary relationsin Russia at the present time.  The genera complaint by local and
regiona governmentsisthat over the past six years additiona expenditure burdens have beenimposed on
them by federd legidlation without compensating increases in the funds the receive from the federal
government. Asaresult, two specific problems are caused. Firgt, federal mandates effectively restrict
subnational budget autonomy by limiting the control that subnational authorities have over their budgets
Second, in the absence of federal compensation, subnational budgets are further strapped by federal
strictures.

Thehistory of unfunded mandates can betraced back to 1992 when, early inthetrangition process,
the federal government shifted down expenditure responsibilities in many areas of social welfare to
subnational governments. With hindsight, these shiftsin expenditure respong bilities appear to have been
motivated by a desire to decrease the federal deficit. While subnational governments may have an
advantageinddiveringtheseservicesefficiently, theredistributivenatureof socid welfareprogramsjustifies
their full funding by thefedera budget. Among others, thereass gnment of expenditureresponsibilitiesthat
took placein thefirst period of the transition included cash subsidies for vulnerable groups, welfare
programs for the disabled and pensioners, family and child alowances, support for the homeless, and
general consumer subsidiesfor housingand publicutilities. Thefederd government justified thisdelegation
of respongbilitiesby arguingthat thegenera funding schemefor subnational governments(i.e., therevenue
sharing and transfers) took into account the additional costs of providing these additiond services. The
subnationa governments disagreed (and continue to disagree) with this assessment and claim that the
federa government has been imposing unfunded mandates on the regions in an effort to solve its own
budgetary problems.

Awareness and discussions of the problem of unfunded mandates have increased in recent times
in the Russian Federation, both because of increasing fiscd augterity at dl levelsof government aswell as
the seemingly increasing dimension of the problem. This has resulted into the outright prohibition of the
practice of unfunded mandates. The Law on the Financial Foundations of Local Self-Governments
of September 1997 prohibitsregiona governmentsfrom issuing unfunded mandatesto local governments
The draft Budget Code currently under consideration would prohibit the use of unfunded mandates at any
level of government. Despitetheformal ban on the useof unfunded mandates, thereis general skepticism
that thislegidation will be effective in ending the practice.
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1.2 How Hasthe System Performed ?

The sgnificanceof fiscd digparitiesacrossregionshasgrown markedly during thetransition years.
Theincreasing differencesinregiond expenditurelevel shavebeen causedinlarge part by growing regional
economic inequdities. Table 7 showsthe evolution of grossregiona product (GRP) in per capitaterms
from 1992 to 1996, the latest year for which data are available.?®

Increasing Fiscal Disparities Over Time

Horizonta imbaances or fiscal disparities among the regions grew sharply over the transition
period. The disparitiesamong the regionsin per capita expenditures were dways high in Russia, but they
have grown more pronounced during thetrangtion. Asshown in Table 8, the coefficient of variation for
per capita expenditures across the regions doubled during the period from 1992 to 1997. A different
measure of horizontal imbalance, the dispersion between the maximum and minimum per capita
expenditures also doubled in the 1992-1997 period. The best-off region in 1992 spent close to 12 times
more in per capita expenditures than the worst-off region. In 1997 this gap had increased to over 22
times.?®

The fundamenta driving forcefor thesefiscal digparitiesisthefast growing economic inequdities
acrossregions. Economic digparitiesamong Russian regionswere significant at the timeof independence.
Regiona economic inequality wasaconspicuousfeature of the Soviet system. An additiond factor inthe
increase of regiona expenditure disparities could be increasesin price variations across regions. Price
levelsshould be expected to have becomemoredissmilar over time, asfederd subsidiesfor transportation
of goods tothe northern regions have declined. High inter-regiond price differences are dso sustained by
alack of inter-regional market integration (Berkowitz and DeJong, 1998).

During the years of economic trangtion, the coefficient of variation for GRP grew from 0.87 in
1992 to 1.04 in 1996 and the difference between the poorest and richest region jumped from 31 timesin
1992 to 41 timesin 1996. Theincreasein regional inequality can largely be explained by the growing

% A measure of gross regiona product (GRP) is computed by Goskomstat for most regions of
the Russan Federation. Sincethemeasure of GRPisnot computed for any of the autonomousregionsin
the Russian Federation, data for these regions were imputed based on the assumption that these regions
havethe sameleve of tax effort astheregioninwhich they are contained. Since some of the autonomous
regions have rdatively high per capitarevenue collections, any andysis using thisvariable could be biased
if the imputed data are a poor reflection of the actual levels of GRP.

% There have aso been some variaions across regions over time. For example, Kostroma's
expenditures per capitaincreased by 90 percent inreal terms between 1992 and 1996 whilethosein Tuva
decreased by 56 percent in real termsin the same period (Freinkman et. al., 1998)

-22-



concentrationof economic activity injust asmall group of regions.?” In 1994, thedifferencein product per
capitawas five-fold between the average product per capitain the lowest and highest quintiles of the
regiond distribution (after adjusting for the cost of living, thedifferencewasdtill four-fold). Concentration
of economic wedlthis, of course, much more pronounced for certain types of economic activity. In terms
of natural resources, most oil andgasproducti onisconcentrated intwo autonomousokrugs (K hanty-Mansi
and Y ama o-Nenets). About three-fourths of al metal production was concentrated in 10 regionsin 1995.
The level of concentration in fuel production was about the same. By individua regions, the City of
M oscow received 20 percent of al income, but it represented only 7 percent of the population. Withregard
to income, distant second and third richest regions were Tyumen oblast (4.5 percent of all income; 1
percent of the population) and St. Petersburg (4.3 percent of al income; 3 percent of the population).

The increase in economic disparities has become more acute because many of the industrial-
| ocationdecisionsmadeunder the Soviet Unionwere non-sustainableinacompetitive market environment
and because of the collapse of themilitary-industrial complex (Polishchuk, 1996). Although national GDP
istoday approximately half of what it was at the beginning of the trangition, different regions experienced
widdly different performancesreflecting thestructura changesin theeconomy. Regionsthat had an export
base (natura resources, metdlurgic and chemica industries), or developed a service industry based on
international trade and finance, havedonere atively well. Foreign direct investment has been concentrated
in asmal number of regions, especidly in Moscow. Regions with an agricultural base or with a heavy
presence of military industry and other manufacturing have often done much worse (Sutherland and
Hanson, 1996).

Has the Fiscal System Dampened Or Contributed To Fiscal Disparities?

Thelack of market devel opment and economic growth outs de afew regionscombined with alack
of labor mobility hasbrought an enhanced rolefor the public sector inaddressing regional fisca disparities.
How well hasthefisca system performed during the trandition? In generd, the fiscal system, comprising
the assgnment of revenues and transfers of al kinds, has mostly helped to reduce disparities. Y et, the
equdizing effect of the fiscal system as a whole has not been enough to keep up with the increasing
disparities in revenue collections.

The impact of thefisca system on fiscd disparitiesisillustrated in Table 9, which presents the
coefficientsof variationfor theper capitaamountsof regional resourcesallocated at severa different stages
of thefiscal system for the years 1992 through 1997. Thefirst stage reflects collections of al revenuesin
theregions, includingthefedera share of joint taxes. At thisfirst stage, the coefficient of variationishigh
and increases over timefrom 0.68in 199310 1.61in 1997. At the second stage of the all ocation process,
regiona shared revenues (excluding thefedera share), own source revenues and other regiona revenues
(before transfers) are considered. In general, this second stage shows a significant decrease in the

%" See Russian Economic Trends (1997.2).
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coefficient of variation compared to the first stage. For example, in 1997 the coefficient of variation
decreasedfrom 1.61 inthefirst stageto 1.39inthe second stage. Thusthe system of revenue assgnments
hasresulted in amore equd distribution of resources acrossthe regions. The same can not alwaysbe said
for equaization transfers and all other transfers (stages three and four). Based on the coefficient of
variation, until 1995 transfers of al kinds tended to contribute to a more unequal distribution of fiscal
resources across regions. However, at the end of the resource allocation process, we find that the
coefficient of variation for the distribution of per capitaexpenditures (stagefiveinTable9) issubstantialy
lower that thedistribution of al revenues collected intheregions (stage one) for 1995 through 1997.1n the
earlier years of the transition the reverse was true.?®

What drivesthe differencesin subnationd expenditure patterns? Regresson andysswasused to
explore the role of conventional determinants of variationsin per capita expenditures across regions.?
First, we conddered the two conventional determinants of public expenditures. fisca capecity (the ability
to pay for government services, proxied by gross regional product) and the need for public services
(proxied by saveral measures of socio-economic characteristics). 1n addition, we also consider aless
conventiona determinant, namely the level of tax effort exerted by aregion (measured asthe ratio of tax
collections and fiscal capacity).* The ability to collect taxes in Russiamay vary across regions because
of theextent of the use of barter and underground economies and a so because of subnationa government
fiscd policy decisons. Fromtheexperienceof other countries, wewould expect regionswith greater fiscal
capacity or greater expenditureneedsto have higher expenditurelevels. Also, regionswho haveanintrinsc
higher demand for public services (asreveded by theleve of collection effort) should have higher regiond

%8 Theequalization role of revenue assignments and transfers during thetransition arediscussed in
more detail in Chapters1il and IV.

2 Thedependent variablesin theregressionspresented in Tables 10-15 are per capitaconsolidated
subnational (thus, regional pluslocal) expenditurelevels. Because price levels differ substantially among
the regions of the Russian Federation, aset of similar regressions was estimated using real per capita
subnationa expenditures (adjusted by cost of living) asthe dependent variables. Theresults generated by
this alternative set of regressionsis virtually identical to those presented in Tables 10-15.

30 The notion of higher tax effort in the Russian tax system does not carry the same exact
connotationassoci ated withthetermin Western market-based economies. Subnationa governmentshave
limited scopefor statutory discretion intax collection: they havefew taxesthat they canlevy, few ratesthe
can change and few tax advantages that they can grant. What isdifferent in Russaand other transitiond
economiesisthat despite the fact that the entire tax administration apparatusis acentraized function, the
actual collection effort of the regional branches of the State Tax Service and the Tax Police varies
ggnificantly across regions and even across local governments. As discussed in the next chapter, tax
administrators show defacto dlegiance to subnationa government interestswhich do not dwayscoincide
with those of the federal government.
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expenditurelevels.®! Descriptivestatisticsfor therel evant socio-economic variablesare presentedin Table
10.

Using measures of fisca capacity, need and effort, we are able to consistently explain over 90
percent of the variation in per capita subnationd expenditures across regions from 1994 to 1997 (Table
11). Per capitaexpenditureshave been higher inthoseregionswith higher per capitaGRPfor dl theyears.
The regression coefficients for per capita GRP are positive and significant for each of the years and
becomeslarger over time, anindication of theincreasingly important roleplayed by variationsintheregional
economic baseor fiscal capacity in explaining regiona public expenditures per capita. Per capitaregional
expenditures are dso higher in those regions with higher expenditures needs, as measured by the cost of
living and thepresence of population that iseither under or over theworking age. These population groups
aretraditionaly consdered to have a greater need for government services, particularly in the areas of
educationand hedlth care. Thesetwo typesof expenditures are among the most important for subnational
governments. The regression coefficients for these variables are positive and dmost dways satigtically
ggnificant. A fourth proxy variablefor expenditureneeds, the percent of the population in the region that
livesin poverty did not have any significant effect on thevariation of expendituresper capita. Two possble
explanations could be considered for thislack of sgnificance; either truly no relationship exists between
poverty levels and regiona expenditures or poverty is not measured correctly. Last, those regions that
recelved gredter transfers aswell asregionsthat exerted a higher tax effort dso have experienced higher
per capita expenditures.

Determinants of the Composition of Subnational Expenditures

Subnationa government expendituresdiffer not only inleve but asoincompostion. Regressions
were again used to analyze the determinants of expenditure variations across the most important
expenditure categories. “nationa economy” spending, education and hedth care (Tables 12-15). These
regressions specificaly focus on two questions. First, are expenditure levels for certain government
functions influenced by the type of funding received? Second, what istherole of expenditure needsin
explaining the variations in expenditures?

Severd cond stent patternsari seinthedeterminantsof “ national economy” spending, educationand
hedth care.®® The regressions explaining the variation across regions for expenditures on “national

3 A problemwithintroducingtax effortinanexpendituredetermination equationisthat thisvariable
may drivethe results because of theidentity relation between expendituresand revenues. Theselatter are
used in defining tax effort. 1t couldbe argued therefore that tax effort should not beincluded in the current
andyss. However, theresultsfrom the andysisremain essentidly unchanged when tax effort isexcluded
from the regressions.

%2 Understanding the determinants of expenditure compositionisespecialy important for “national
economy” spending. Theseexpendituresaremostly suboptimal untargeted subsidiesfor housingand public
utilities, which the federa authorities have unsuccessfully tried to eliminate.
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economy” in Table 12 show that for 1994 through 1997 * national economy” spending tended to be higher
inricher regions (with higher overadl revenues), but also inregionsthat got more in equdization transfers
and all other kindsof transfers.® Also significant isthat those regions spending moreon subsidieswerealso
borrowing moreandincurring higher budget deficits (“ other sourcesof finance” in Table12). Expenditure
needs (measured by population under or over working age, cost of living , and the poverty rate) did not
detract from the regions' tendency to provide subsidies, except marginally in 1996 and 1997 when the
coefficientsfor cost of living and population under working age werenegative and statistically significant.
The regressonsexplaningthe variation of expenditures on subsidiesto housing and public utilities (rather
thanall “ nationa economy” expenditures) showthesamebasic patterns. Theonly differenceisthat regions
with higher educationexpenditure needs, asmeasured by the percent of the popul ation under working age,
were less inclined to spend on housing subsidies (Table 13).

Theregressonsexplaning thevariationof expenditureson education (Table 14) and hedth (Table
15) d so show someimportant patterns. Regionswith higher revenues are able to soend morein education
and health, but for each additiona ruble in regional revenues the increase in expenditures here is
subgtantially smaller than wasthecasefor “ nationa economy” expenditures. For themost part equalization
transfer from the FFSR also lead to higher expenditures in education and hedlth. Other forms of transfers
do not induce significant changesin either education or hedth. Thisresult coincideswith theinterpretation
that mutual settlementsaddress mostly issueson * nationa economy” expenditures. Severa other patterns
arereveding. In 1996 and 1997 regional governments appeared to have borrowed to increase their
expenditure on education and hedlth and those regions with higher poverty levels spent margindly lesson
education, at least in 1995 and 1997. At the sametime, the regression analyses suggest that there is no
systemati ¢ rel ationshi p between spending on education and heal th and thenumber of final consumersof the
relevant services (i.e., children and seniors, respectively).

1.3  Pending Policy I ssuesin Expenditure Assignments
A government strategy for the reform intergovernmentd fiscal relations has emerged with the

“Concept of Reform of Inter-Governmental Fiscal Relations’ drafted by the Working Group on
Intergovernmental Fiscal Relationsin 19983 This document makes afairly accurate assessment of the

3 Theseresultstend to coincidewith thosein previousresearch. Titov (1997) and Freinkman and
Haney (1997) have tested different hypotheses on the determinants of the propensity by subnational
governmentsto spend on subsidies (using expenditures on “ nationa economy” asaproxy). Titov (1997)
finds that these types of expenditureswere closdly related to regional GDP for 1992 but not so for 1994.
Freinkman and Haney (1997) find that the propengty to spend morein subsidies decreases with regions
that are economically depressed and increasesin fiscaly wedlthier regions and in those that receive more
in federa transfers.

34 Concept on Reform of Inter-Government Fiscal Relations in the Russian Federation in
1999-2001" (Annex to the Resolution of the Government of the Russian Federation no. 862, July 30,
1998).
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current problemsand proposes astrategy for comprehensve reform in intergovernmentd fiscal relations.
Earlier draftsof thisdocument hadfocusedd most exclusively onreforming thesystemof intergovernmentd
transfersand on emphasizing the need for astrategy to reform fiscal management at the subnationd level.
Thissection complementstheandys sintheConcept reform document by highlighting areasinexpenditure
assignments which will require attention by policy makers in the immediate future.

Better Delineation Between the Public and Private Sectors

Althoughtheextent of involvement of thedifferent levelsof government ingtrictly market activities
has declined dramatically from socialist planned economy standards, there are still many activities,
especially at the regiona and local levels, that should be considered private economic activities.
Subnationa governments on average still spend 32.2 percent, or close to one-third of their budgets on
genera subsidiesfor private consumption or producer subsidies. There aso has been arenewed impetus
among subnationa governments to become entrepreneurs of sorts to stimulate economic activity and
employment. The congtitutional mandate prohibiting the federal government from meddling with budget
decisons of regiona governments has made it difficult for federal authorities to promote expenditure
rationadizationinhous ngandpublicutility expendituresat thesubnational |evel . Themost effectiveapproach
islikely to beaprogram of conditiona grantsthat requiresparti cipating subnationa governmentsto reduce
or eliminate these types of expenditures. Thisis essentially what is being proposed in the Concept on
Reform of Inter-Government Fiscal Relations.

There Continues To Be a Lack of Explicit Assignment and Confusion in Expenditure
Responsibilities

TheRuss anFederationtill lacksan adequate assignment of expenditurerespong bilitiesinthelaw.
Clearly, a gtable and transparent system of intergovernmentd fiscal relations will require awell defined
ingtitutional framework with no ambiguity in order to resolve conflictsin the assgnment of expenditure
respong bilitiesamong thedifferent level sof government. The assignment of expenditureresponsibilitiesin
the Budget Codeismore explicit and clearer than that in the 1993 Congtitution (Table 16), but it till fals
short of what is needed. Chapter 11 of the Budget Code identifies exclusive responsibilitiesfor each level
of government (federa, regiond and local) and a number of respongbilitiesto be jointly provided by dl
threelevel sof government. However, therearesomeimportant respons bilitiesthat arenot clearly assigned.
For example, education and hedlth services arementionedinthelist of local responghbilities but only inthe
context of thoseingtitutions owned by local governments. So thereisno clear distinction of what types of
education(primary, secondary and soon) andwhat typesof activitieswithin education (teachers, textbooks
or curricula) should be the responsibility of local governments.® Neither does the Budget Code provide

% An example of such confusion isdiscussed in Bahl et a. (1998). Regiona and locd officids
in Leningrad oblast disagree over theassgnment of responsibility for teacher sdlaries. Asaresult, teachers
in this region are annually faced with wage arrears.
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any mechanismto resolve poss bleconflictsamong level sof government for thosefunctionsthat arejointly
shared.

Infact, the assgnmentsin theBudget Code are much lessclear thantheredlity that hastaken shape
over the past years. The expenditure assgnmentsin theBudget Code appear to be another exerciseinlega
ambiguity that has plagued Russan in thetransition. The Concept on Reform of I nter-Government Fiscal
Relations (1998) does not offer any solution either; it basically reproduces the expenditure assignments
in the Budget Code. Both the Concept and the Budget Code require revision.

The proper starting point for introducing clarity in the assignment of expenditure responsibilitiesis
with understanding the actua assignments of expenditure respons bilitiesthat have beenin place over the
past years. Aninventory of actual expenditure assignments ought to be conducted at different levels of
detail** The next step would be to examine which of the current de facto assignments are wrong or
problematic (as discussed in the section directly below.) At aminimum, the clarification of the relations
between the government of the Russian Federation and the subjects of the Federation will require
edtablishing primary responsibility for the concurrent respongbilitieslisted in Article 72 of the Russian
Constitution. Regions should be assigned primary responsibility for government functions that are
traditionally administered by loca or regiona governments (such aslocal administration, law enforcement
and elementary and secondary education) while the federd government should be assigned the primary
respongbility for policy areasthat are of nationa importance or redistributivein nature, such ascivil rights
and redistributive socid policies. Inaddition, paramountcy should be established dong thelinesof primary
respongbility to reinforce the separation of federa and regional activities. The assignment of primary
respongbilities and paramountcy could either take place through the conventional legidative process or
through the amendment of the Constitution of the Russian Federation.

Some Current Expenditure Assignments Should Be Reformed

There are no clear-cut rules for assigning expenditure responsibilities to different levels of
government. Adequate assignments are reached typically as a compromise among often conflicting
objectives pursued by decentraization policy. Severd generd principles, however, can help guide the
design and reform of the assignment of expenditure responsibilities.

An efficient provison of government services requires that government satisfies the needs and
preferences of taxpayers in the least-costly way possible. Because local governments are closer to
taxpayers, efficiency can typicaly beincreased by keeping the provison of services a the lowest leve of
government. Thisrationaeisknown asthe* principleof subsidiarity.” Higher levelsof government should
be assigned expenditure responsbilitiesfor those serviceswith sgnificant spillover benefits acrosssmdler
jurigdictions. Itislikely that smaller governmentswill fail to adequately internaize those spillover benefits
Higher levels of government should be assigned expenditure responsibilities for those services with

% Lavrov (1998) recommends conducting an exhaustive survey of actual expenditure assgnments
as apreliminary step to reforming the expenditure assignment in the Budget Code.
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ggnificant economies of scale and scope. However, these production efficienciesmay il be captured by
smaller governments by contracting for services with either non-government enterprises or larger
government units. Theredlizationof efficiency gainsintheallocation of expenditureresponsbilitiesrequires
effective democratic representation, proper budgetary ingtitutions, including loca discretion to vary the
compositionof thebudgets, and theability tolink costsof provisionviafees, servicecharges, or local taxes.

Expendituresundertakenby government for equity orincomeequalization and for macroeconomic
stabilization should generdly be the responsibility of the federd government. Attempts by subnational
jurisdictions to redistribute income can easily backfire if there is significant taxpayer mobility. More
importantly, theincidence of the poor islikely to be higher in relatively poorer jurisdictions, which by
themsalves are less able to address the problem. Subnational governments may have an advantage in the
implementationof redi stributiveprogramsbut, with very few exceptionsthose programsshoul d befinanced
a the nationd levd. Thelarger dimension of macroeconomic problems and the open borders across
subnationa governmentsgive aclear advantageto the nationa government in the areaof macroeconomic
dabilization. However, subnationa governments canplay an effectiverolein outlining and implementing
regiona development policies.

These generd principlesfor assgnment of expenditure responsbilities can help identify wrong
assgnmentshbut they do not lead toaunique or optimal blueprint for expenditure assgnments. Baancing
the objectives of efficiency, equity, and macroeconomic stability can lead to quite different, but equally
admissible, expenditure assignments.

Overdl, most of thecurrent (defacto) expenditureass gnmentsin Russiado not violatethegenerd
principlesof expenditure assgnment. Thecurrent assignment could be maintained in many policy areasto
the extent that they are clear to dl partiesinvolved. However, even in these areas aforma and explicit
statement of responsibilitieswill eiminate (or at least reduce) the possibility of arbitrary re-assignments of
expenditure functions and thus increase certainty and stability in intergovernmental fisca relations.

Neverthdess, thereare some expenditure areasin which thecurrent (de facto) assgnments should
be reformed. The most important of theseis socid welfare. A mgor defect of the current arrangement in
expenditure respongibilitiesis the failure to distinguish between financial responsibility and delivery or
implementationresponghbility. Financid respongbility formost public expenditureswith aredistributional
purpose should be dlocated at the federd level. In Russia, those subnationa governments that have the
highest need in terms of socid welfare are dso the least cgpable of financing these programs. However,
many of theseregiona andloca governmentsstill haveacomparativeadvantagein deivering many of these
welfareprograms becauseof proximity to the population that requiresthese services. Of course, thereare
many types of localy financed expendituresthat are redistributivein nature, such asschool mealsfor poor
children or shelter for the elderly poor, which have alegitimate placein loca budgets. There are other
areasthat requirereass gnment of respongbilities. The current responsibilitiesof subnational governments
for national defense, although small, should be completely reassigned to the federa level.
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Based on aclearer divison of responshilities, the sharing rates for the main taxes and the system
of transfers should be reevauated so that shared taxes and transfers serve as an appropriate source of
funding for those policy areas for which regions are given primary responsibility. Given the current
budgetary congtraints faced by the Russia Federation, the level of funding for regional governments will
likely fall short from providing anided “minimum level” of government services. Nonethdless, it will be
incumbent upon the regional governmentsto fulfill their congtitutiona respongibilitiesto the best of their
ability with the available resources.

Inthereamof regiona public policy, therole of the government of the Russian Federation should
be limited to setting national gods (like in Germany) or to serving as afacilitator to harmonize regional
policies (asin Canada). However, since regions would have primary responsibility for regional policy
issues, thefederal government should be prevented from issuing unfunded mandatesin these policy aress.

A much harder but aso needed exercise would be the harmonization of the many laws, decrees,
or departmental orders that impact and overlap with expenditure assgnment issues. In particular, what
should therole of federa agencies (for example, the federd Ministry of Education) and its departmentd
orders be vis-a-vis the role of regional and local governments in the delivery of public services (for
example, primary and secondary education)? Thiswork will require distinguishing between the need for
the decentralization of regulatory powers, responsbility for financing, and responsbility for the delivery of
the public services.

Resolving the Issue of Unfunded Mandates

The problem of unfunded mandatesis not an exclusive problem to the Russian Federation. Infact,
the issue of federal mandates is practically universal among federd countries. As the respective roles of
federal and regional governments evolve over time in afederal system, the shared responsibility of
governanceoftenreved sareeswheretheass gnment of jurisdictionsisnot well-defined. Theseambiguities
arise despite the fact that the assignment of expenditure responsibilities is generally contained in the
congtitutions of federd countries. For example, whenfedera authoritiesseek to set nationa standardsfor
ar and water pollution, it often becomesapoint of contention whether the federal government’ smandate
to protect theenvironment supersedestheregiona government’ sright toregul ateitsinternal affai rswithout
federd interference. Tensions between the various levels of government are naturally heightened if
unfunded compliance costs are associated with the federa mandate.

Some degree of overlap or concurrence between federa and regiona respongbilitiesis virtually
unavoidableinany decentraized system of government. Oneway to avoid political stalematewhen conflict
arisesin areasof shared expenditureresponsbility isto establish (inthe constitution or through legidation)
whether federd policies preempt regiond policiesin the case of conflict between federal and regiona
legidation. Oneimportant example of thistype of conflict isthe occurrence of unfunded mandates. The
dominance of one level of government over another is often referred to as paramountcy. While the
principle of paramountcy can be invoked to solve conflicts regarding the assignment expenditure
respong bilitiesand disputesover unfunded mandates, thissol utionisneither comprehensivenor necessarily
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desrable. Astheexampleregarding environmental policy demondtrates, theissue of federad mandatesmay
arise even when government responsibilities are clearly and exclusvely assgned to the different levels of
government.

Boex and Martinez-Vazquez (1998b) review the policy responses to unfunded mandates in
Canada, Germany and the United States. The experiences of these countries show a spectrum of policy
aternativesfromwhich to formul atearesponse on theissue of unfunded mandates. A number of valuable
lessons for the Russian Federation can be drawn from the experiences in these countries:

Clarify the Assignment of Expenditure Responsibilities. Asdiscussedabove, thefirst (and perhaps
most important) lesson fromthereviewof practicesin other countriesisthat the best way to avoid conflicts
over unfunded mandates (and thefederad divison of powersin generd) isto define the respectiveroles of
thefederd andregiond governmentsasclearly aspossible. Whileexpenditureresponsbilitiesarere aively
dearly assigned in the condtitutions of Canada and Germany,*’ the assgnment of responsibilitiesis much
lessclear inthe United States. While disputes over expenditure assignments and federal mandates occur
reaivedy lessfrequently in either Canadaor Germany, federd mandatesinthe United States are frequently
at the center of legal disputes between states and federal authorities.

Prohibit New Unfunded M andatesto Prevent Offloading. For budgeting purposes, thepolicy areas
for which theregiona governmentsare solely or primarily respong ble should be considered to lieoutsde
the area of federal jurisdiction. Consequently, unfunded federal mandates in these areas should be
prohibited by law (as proposed in the new Budget Code) to avoid “offloading” of federa responghilities
to the regions without corresponding funding.

Prohibiting unfunded mandates seemsto offer asimpleand clean solution to theissue of unfunded
mandates. However, when taken to an extreme this approach a so presents problems. There are some
mandates, even unfunded, that may be quite acceptable to subnational governments. For example,
mandatesthat ensurecivil rights, voting rights, and generally equa accessand opportunityto citizensclearly
serve the nationd interest and are examples of “good” mandates. In practice, accountability mandates
(suchasreporting requirementsfor judicid and financia administration of regiona andloca governments)
areasogood mandatesthat arerarely resistedin other countries, eventhough sufficient funding frequently
is not provided for the mandate.

37 Within the structure of the German federation, responsibility for virtualy al policy areasis
assigned tothefedera government whilelargely limiting therole of the regiona governments (Lander) to
adminigtering thesepoliciesinaccordancewithregiona customs. The Germanfedera governmentisunder
no obligation to provide funds to regions when imposing new mandates. In contrast, in the Canadian
federal system the prohibition on unfunded mandates isimplicit in the clearly delineated (and more
balanced) assgnment of government responsibilities between the federa government and the provinces
(regions). Inthe United States, the U.S. Constitution does enumerate the jurisdiction of the U.S. federd
government. However, courts have been willing to interpret these powers broadly despite the Tenth
Amendment to the U.S. Constitution which assigns any powers not delegated tothe U.S. government “to
the States respectively, or to the people.”
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In addition to the conceptua shortcomings of this approach, strict prohibition of all unfunded
mandateswould also cause practica problems. Most importantly, such blanket legidation could result in
anadminigrative nightmare. A review of state mandatesin the United States reved s that reimbursement
programs for mandates are adminigtratively complicated, politicaly controversia, enormoudy expensive,
and often do not work.® In addition, there is aneed to be redlistic about the enforceability of a blanket
prohibition of unfunded mandates. Outright prohibition of unfunded mandates could be circumvented by
the legidature, aslegidatorsin many countries have traditiondly shown a great degree of creativity to
circumvent unfunded mandate statutes. However, alegidativecelling could be set on the cost that can be
imposed on the regions by federal policies before an mandate statute istriggered. At the very leadt, this
will ensure that federd policieswill be closely scrutinized as to whether they will impose an excessive
burden on regiona governments.

|dentify and Resolve Existing Unfunded Mandates. Unfunded mandates are an existing problem
for subnational governmentsintheRuss anFederation. A significant number of lawscurrently onthebooks
mandatesubnational governmentstoprovidesocia serviceaccordingtofederally established norms,” such
ascash assgtancelevels. Atthesametime, subnationa governmentsarenct provided with any additional
funding to cover theseexpenses. Thefirs step in effectively dedling with existing unfunded mandatesisto
identify which federa programs, based on the clarified ass gnment of expenditure responsibilities, actually
contain provisions that impose unfunded mandates.

A possible way to identify existing unfunded mandates is through the establishment of ajoint
committee drawing from the Federation Council, the State Duma, the Ministry of Finance and possibly
representatives from regiona and local governments, to carefully review the federal programs that are
identified by subnationa governmentsasimpos ngthegreatest budgetary burdens. Thisjoint review would
determinewhether aprogram shoul d be cons dered an unfunded mandate based onthe clarified assgnment
of expenditureresponsibilities. Whenthejoint committeeidentifiesan unfunded mandate, it should eva uate
the sizeof the burdenimpaosed by the mandateand makea policy recommendation to either eliminate, fund,
or modify the government program.*

Whenexigting legidation isidentified to contain an unfunded mandate, the government will have
severa optionshow to deal with these government programs. One solution to the existing problemisto
repeal theselaws or modify them to give regions much greater flexibility in addressing the rlevant policy

BSee Kdly (1995) for areview of reimbursement problems with reimbursement problemsin the
United States.

¥ Recent reformsin the U.S. approach towards unfunded mandates may serve as a frame of
referencefor the needed reformsin Russia. Aspart of thereview of federd mandatesin the United States
required by the Unfunded Mandate Reform Act (UMRA) of 1995, the U.S. Advisory Commission on
Intergovernmenta Relations(1996) developed two sets of criteriato evaduate policy proposas. Thefirg
et of criteriawas defined for the purpose of selecting mandatesthat are of significant concerntostate and
loca governments. A second set of criteriawas developed to devel op policy recommendations for the
reviewed mandates. While these criteriawere specificaly devel oped for application in the U.S. federal
system, their applicability easily extends to other federal systems.
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issues. It should be consdered quite unlikely that the State Dumawill repedl these laws, inlight of thefact
that it initidly tried to devolve these expenditures responsibilities in order to reduce the federal budget
deficit. Atthesametime, requiring subnational governmentsto fund thesefederal programsfrom regional
funds (own revenues, revenue sharing and equalization transfers) would be prohibited under the new
Budget Code.

Totheextent that thelegidatureisunwilling to repedl federd lawsthat imposeunfunded mandates,
the government (through the Ministry of Finance) should initiate the devel opment of asystem of targeted
or specific grantsto fund the delivery of services at the regiond level that are mandated by federal law.
This approach forcesthe State Dumato assumefinancia respongbility for the federal programsit adopts
and to beredigtic about the cost of such programs. By impairing the State Duma! s ability to offload its
financid obligationson the regions, such asystem of targeted transferswould force the legidature to take
both the benefits as well as the costs into account when establishing policy priorities.

| ncreasethe Power of the Federation Council asaWatchdog. TheRussian politica system aready
incorporatesapowerful safeguard againgt the excessive use of unfundedmandatesthrough the Federation
Council, which consists of representatives of the subjects of the Federation. The Federation Council has
theability toblock federa legid ationcontai ningunfunded mandates, d thoughitsdecisionsmay beoverruled
by atwo-third mgority of the State Duma. In practice, this corresponds to requiring a legidative super-
mgjority before an unfunded mandate can be passed. One possible option, athough thiswould require a
congtitutionamendment, isto requirean even greater mg ority votefrom the State Dumato passlegidation
that has been identified asimposing an unfunded mandate. Again, this would require a mechanism to
identify thistype of legidation. The current U.S. practice of having the Congressional Budget Office
evaluate each legidative proposa and apply objective criteriato determine whether legidation contains
unfunded mandates could serve as a helpful example in this respect.

| ncrease the Cooperation Between Federal and Subnational Authorities Asafind suggestion, a
solution to resolve intergovernmentd tensonsin afedera country isto establish aworking partnership
between thevariouslevelsof government. Functiondly, the system of intergovernmentd fisca relationsin
Russialacksan underlying framework of trust and basic cooperation between thefedera government and
theregiona governments. Effortsshould bemadeto establish more constructiveand cooperativere ations.
In acooperative atmosphere, federa and regiond governmentsare morelikely tojointly develop cregtive
solutions to the problem of unfunded mandates. Intergovernmental cooperation in working groups and
advisory councilsfosters greater understanding between thefedera and regional governments. Increased
communication adso alows regiona governments to identify federal mandates that have outlived their
usefulness or need updating, and enablesregiona governmentsto present thefederd legidaturewith aset
of recommendations for reform or repeal.

In the German system, an important safeguard against the over-use of unfunded federal mandates
is the consensus-oriented gpproach to politics. The federal government consults extensively with the
regiona governments through a variety of councils and carefully evauates the impact on horizonta and
vertica equity of federal policy proposals. Similar cooperationis evident in most other federal countries.
For example, in Audtraliaa National Fiscal Outlook is prepared on an annud basis by aworking group
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of the federa Treasury (equivaent to a Ministry of Finance) and regional treasuries. This document
presentsmedium-term projections of federal and regiona government finances and serves as background
informationfor theannua Premiers’ Conference, ameeting betweenthe Austrdian PrimeMinister andthe
Premiersof Audtralia’ sstatesand territories. The Conference presents an opportunity for the heads of the
federa andregional governmentsto negotiateabout theal location of publicresourcesbetweenthedifferent
levels of government, discussthe general direction of the national economy and address other issues
concerning intergovernmental fiscd reationsin Australia. Another component of intergovernmental
interactionin Augtraiaisthe Loan Council, which comprisesthe federa Treasurer as chairpersonand his
counterpartsfromthestatesandterritories. TheCouncil coordinatespublic sector borrowing by thefederd
and regiona governments.
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CHAPTER I11
REVENUE ASSIGNMENTSAND TAX ADMINISTRATION ISSUES

To alarge extent the question of revenue assgnmentsin the Russian Federation has been limited
to a question of revenue sharing arrangements between the federa and subnationa governmentsfor the
magjor taxes (vaue-added tax, enterprise profit tax, persona income tax, and excises). The history of
revenue sharing arrangements for 1992 to 1997 is summarized in Table 17 for the mgor taxes. While
revenuesharingremainsthedominant sourceof revenuesfor most regional governments, over timeregional
and loca own taxes have become an increasingly important source of subnational revenues during the
trangition.

Thischapter reviewsthemost important issues on the assgnment of revenuesamong the different
levels of government in Russa. Thisreview includes an andyss of the trends in revenue collections and
adiscussion of pending reform issues in the realm of revenue assignments. In addition, this chapter
addresses anumber issues related to the collection of revenuesin Russia, including the role of incentives
and the structure of tax administration.

[11.1 How Have Revenues Been Assigned?

The main dichotomy in revenue assgnmentsin the Russian Federation has been between * shared
revenues’ (the sharing of revenuesfrom the four magjor federa taxes between the federa government and
theregionsusingtemporary sharingrates) and other revenuesources, including subnationd or “ ownsource”
revenues.®® Subnational (regiona and local) taxes in the Russian context during the transition should be
understood asthose taxeswhaose collections are* permanently” assigned (infull or in part) to regiona and
locdl governments. Properly speaking these are not own subnational government taxes since these
governments have little or no discretion over the rates or bases for the vast mgjority of these taxes.
Nonetheless, these* own source’ revenuesform anincreasingly important source of subnational revenues
and may be seen asfunctioning asthe predecessorsfor truly regiona and local taxesasthese governments
are slowly given more control over these revenue sources.

“0 The four major shared revenue sources comprise the value-added tax (VAT), the enterprise
profit tax (EPT) , the persond incometax (PIT) and excise revenues. For the andysis and discussonin
this chapter, theserevenuesare consistently referred to asshared revenues. All other revenuesthat accrue
to regiond or local governments are herein generally referred to as own source revenues. However, this
classfication is not absolute; there are many ways to classfy revenue sources in the Russian tax system.
For example, in some cases the subnational share of the EPT has been characterized as own source
revenue, since regions have been given influence over both the tax base (through exemptions) and the
regional share of the EPT tax rate.
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In generd terms, three periods can be identified in the practice of revenue assignments since
independence. Each of these periodsischaracterized by adifferent approach to revenue sharing and policy
toward tax autonomy by subnationa governments. Although on the whole revenue assignment practices
have improved over the years, Russa till fals short of having developed an adequate system of revenue
assignment.

Revenue Assignments in the Early Years of the Transition

During 1993, the value-added tax (VAT) and in some cases other major taxes, such as the
enterprise profit tax (EPT) and excises, were shared between the federal government and the regions at
variable sharing ratesand on aderivation basis(i.e., theregiona sharewas assgned to theregion inwhich
the revenues were collected or derived). Besdes these revenues, some minor taxes were alocated 100
percent to subnationa governments. Intheterminology of theformer Soviet Union, the sharing rates of
the most important taxeswere “customized” or “regulated.” Thereasonfor “regulating” or adjusting the
sharing ratesfor eachindividua regionwasto providetheregiona governmentswith just enough revenues
to finance the “minimum expenditure budget,” which was negotiated with the Ministry of Finance.
Forecasted own revenues for subnational governments were subtracted from the minimum expenditure
budgetsto arrive at the gap that would have to be financed with revenue sharing. Although considerable
debate and bargaining went on between the Ministry of Finance and the regiona governments on sharing
ratesfor particular taxes, these sharing rateswereof lessimportance than the estimated financing gap; the
gapwould haveto be covered with onetax or another. In poorer regionswhereoverall revenue collections
were low, the budget gap remaining after own source revenues and revenue sharing was covered by
“subventions’ or lump-sum transfersfromthefedera budget. Thefunding of loca government budgetsby
regiona governments followed exactly the same process as funding of regional budgets by the federal
budget

Two genera points need to be added to the description of revenue assgnments during the early
trangtionperiod. Firg, the system of revenue assgnments during this period evolved on a spontaneous
basis and was in open contradiction with the law. In late 1991, the Law on the Basic Principles of
Taxation had comeinto effect assgning the value-addedtax (VAT), cusoms duties, excises and taxeson
financid ingtitutionsas 100 percent federa taxes not to be shared with any other leve of government. The
Basic Principlesassigned the personal incometax (PIT) and the EPT tofederal government asregulating
taxes, by means of which the federal government could regulate the flow of revenues to subnational
budgets. The Basic Principles further assigned 21 minor taxes to subnational governments, and, more
importantly, prohibited the introduction of any other tax not listed.

The provisions on revenue sharing of the Law on the Basic Principles were never implemented.
Thefedera government was not ableto overcomethe opposition of theregions, especidly the opposition
to not sharing collections from the VAT. Second, the generd rules did not apply to dl regions. In 1992
Tatarstan, Bashkortostan , Y akutia (Sakha) illegaly declared fisca sovereignty and were able to benefit
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froma* gnglechannd” regime, whereby theregiona government retained al tax collectionsin theregion
and negotiated a single payment with the federa authorities.*

The revenue assgnments during 1992-93 presented severd important problems. Inthefirst place,
there was a lack of revenue autonomy for subnational governments. This denied the system of
intergovernmental fisca relationsthe efficiency gainsassociated with ability of subnationd governmentsto
increase or decrease a the margin the funds available for the provision of regiond public services. The
sharing of some taxes with subnational governments, in particular the VAT (which was shared on a
derivationbass), wasvery problematic. Whileenterprisesoperatingin morethan oneregion got the VAT
credited and debited in different regions, there was no mechanism to sort out these flows among the
regions. The enterprise profit tax was paid in the region where the business was registered and not
apportioned among different regions according to any criteria of economic activity.

Perhaps more important isthat the bargained approach to revenue assignments employed during
the 1992-93 period created perverseincentivesfor theregions. In particular, subnationa governmentsdid
not have any incentive to increase tax collections, either through subnational taxes or better enforcement
of shared taxeswith thefedera government. The budget funding mechanism was openly definedin away
that any increasein tax effort by theregionswouldbe offset by areduction in the* regulated” sharing rates,
subventions or transfers. The Ministry of Finance had several waysto claw back any additiond revenues
and from al gppearancesit seemsto have used them. Issues regarding incentives and tax administration
are discussed in greater detail later on in this chapter.

Dueto the perverse incentives caused by this gpproach to revenue assgnments, extra-budgetary
funds cameto play amuch more significant roleinthe subnational government finances during this period
since these were the only means to hide additional resources from the Ministry of Finance during
negotiations on minimum budgetsfor the purpose of increasing overall funding levels. The sameperverse
incentives, of course, applied to local governments. They had no incentive to collect additiona revenues
because any gains would get clawed back by the regional governments.

Since the regulated sharing rates were subject to annua changes, the uncertainty regarding the
overal leve of funding also robbed subnationd governments of any possibility for rational expenditure
planning over time. To address this problem, the Law on Budgetary Rights of April 1993 required that
the federa government assign to subnational governmentsfull or strictly fixed sharesfor at leestfiveyears
for the mgjor taxes, with the exception of VAT. This requirement was only partially respected in future
years.

“l Chechnya never paid any taxes. Many other regions, up to 24, were at least partidly retaining
additiond taxesin 1993. Others, such as Ingushetia, have been practically exempt from paying taxes
because they were declared free trade zones.
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The Reform of Revenue Assignments since 1994

Animportant feature of thereformsthat took placein 1994 isthat the revenue sharing ratesfor the
maor taxeswere standardized acrossregions. Asshownin Table 17, thesetax sharing arrangements have
remained practically unchanged sincethen. Inaddition, subnationa governments gained some measure of
revenue autonomy during this period.

Major Shared Revenue Sources. Thegahility of sharing rateswasformally set inthe 1994 federd
budget law, which stated that the uniform sharing rates gpplicablethat year would remain unchanged until
1998. The sharing rates for federa/subnationa governments that have applied since 1994 include 0/100
for the PIT, 75/25 for the VAT, 37/63 for the EPT, 50/50 for excises on alcohol, 100/0 for excises on
energy products and 0/100 for excises on domestic production.* The only change in sharing ratesin the
period from 1994-1998 has been the assgnment of 10 percent of the PIT to the federal level in 1995 and
1996. Thiswasdiscontinued in1997 withthe PI T fully assigned again to the subnational level.*® Thedraft
budget for 1999 recommends an aternative arrangement in which afederal PIT is collected at aflat rate
of three percent and aregiona PIT iscollected with aprogressiverate structurefor incomesexceeding Rb.
60,000.

Theintroduction of standard homogeneous sharing rates attheregiona level in 1994 represented
anotableachievement for thesystemof intergovernmenta fiscd relations, but, of coursesharing ratescould
no longer be used for equalizing purposes. This same year, aformula-driven system of equalization
transferswas adso introduced. (Transfers are reviewed in full in Chapter 1V). In combination with the
formula-driven equdization transfers, homogenous sharing rates created the conditions to eiminate the
negativeincentivesagainstincreasing collectionsby subnationa governmentsthat werepresentinthe1992-
93 approach. Inaddition, stability was brought to the revenue ass gnments by keeping thestandard sharing
rateswithout changefor severd years, permitting regiona governmentsto plan their expenditure budgets
better.

However, the perverseincentivesto reduce collections did not disappear completely. Thefederd
government still left the door open for negotiation and bargaining with the regions through mutual
settlements, which are unbudgeted and non-transparent forms of transfers. Through these transfers, the
federal government had an avenue to continueto claw back some of the additional revenuesraised by the
subnational governments. Starting in 1994, the federal government also negotiated a series of bilateral

“2 Accruing 100 percent to the federal budget are revenues from customs duties; the VAT on
imports, precious metals and stones, hydrocarbons and excise goods; and license fees for acohol
production.

“3 The 10 percent retention of the PIT in 1995 and 1996 for thefederal government wasearmarked
for digtribution among regions (and on downtolocal governments) for maintenance of resdential housing
and socia and culturd assets. Onereason why thisarrangement appearsto have been discontinued in 1997
isthat thefundsreturnedtotheregionswereinmost casesroughly equivaent to thefundsthey would have
had if they had been able to retain the 10 percent of the PIT.
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treaties with many regions. These treaties broke away from the standard sharing rules by alowing some
of the regions to retain a higher share of revenues than specified in the standard sharing rates.

Although revenue ass gnments may haveimproved over this periodbecause of the use of standard
sharing rates, the administrative problems and inefficiencies in revenue assgnments persisted. The VAT
continued to be shared with regional governmentson acollectionbas's without adjustments, the EPT was
dill shared by place of registration since anew gpportionment formulabased on payroll and property was
hardly ever gpplied. Also thefull or amost full assignment of the progressive PIT at the subnational level
on aderivation basis reduced the redistributional and equalizing abilities of this tax.

Other (Own Source) Revenues. Inthisperiod, subnationa governmentsga ned some measure of
revenue autonomy. A presidential decreg™ in 1993 lifted the prohibition for theintroduction of new taxes
at the subnationd level which wasincluded in the Law on the Basic Principles. Not surprisingly, this
measure led to the introduction of all sorts of nuisance taxes and other whimsical fees, especialy on
enterprises. Some of these taxes were removed after taxpayers took legal action. The power for regions
to introduce new taxes at the subnationa level was revoked, again by presidentia decreein 1996, to be
effective January 1997.%

Other changesin tax legidation during this period, and still in effect today, provided subnational
governments with some degree of tax autonomy. This has contributed to some extent to the ability of
subnationa governmentsto exercise higher or lower tax effort. The most important of these changesgave
regional governmentsthefreedom under the EPT to apply atax rate from 0to 22 percent of thetax base.*
Many regiona governments have chosen to grant tax holidays and advantages to particular investors.
Regiona governments also at the present time can set the rates for the taxes on enterprise property and
property of physica personsupto afederdly-determined maximum. Followingfedera guiddines, they can
aso set therate, and at timesthe base of other, often minor, taxes. Theseincludetheforest tax, water tax,
ecological tax, the resort fee, the transport tax, regional license fees, and advertising tax. Loca
governmentsal so have been freeto introducetwo turnover taxesonthesaeof products,; first, theHousing
Maintenance Tax with arate of up to 1.5 percent for housing and socid serviceinfrastructure divested by
enterprises and, second, the Road Tax, at arate of up to 2.5 percent. Loca governments have also been
freetointroduce an education tax of up to 1 percent of the payroll of enterprises. Some other minor local
taxes are available to local governments.

Regional-L ocd Fiscd Relations. Despitethesechangesinrevenueass gnmentsbetweenthefederd
and regiona governments, revenue assgnmentsat theregiona-locd leve for the most part continued to
be what they were in 1992-93 and in the previous regime. In most regions, sharing rates between the

“ Presidential Decree No. 2268 "On Forming Republican Budget and its Relationship to the
Subject of the Russian Federation” of December 1993.

> Presidential Decree No. 1214 of August 1996.
6 The federal rate of 13 percent cannot be modified by regional governments,
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regiona government and each local government continue to be negotiated and set every year.*” Although
most regions still use “regulating” sharing rates, revenue sharing practices vary by region.*®

Sinceloca governmentsfet that they werecompletely at themercy of regiona governments, local
governments|obbied the federd authoritiesfor the introduction of federa legidation imposng minimum
sharing standardsfrom theregionsto thelocal governments. Of course, most regiona governorsopposed
this kind of restriction.*® The Law on the Financial Foundations of Local Self-Government of
September 1997 was a compromise between those two positions. This law mandates some minimum
sharing rateswith local governments, but only as an average for al local governmentsin the region.*

The worst consequence of this state of affairsin the regional-local reationsis the continued lack
of incentives for loca governments to raise their own revenues. Even though the Law on the Financial
Foundations of Local Self-Government clearly prohibits the claw-back of local revenues, as did the
earlier Law on Fiscal Rights of Regional and Local Governmentsin 1993, the fact is that regional
governmentssystematically claw back increasedloca collectionsby reducing sharing ratesand/or transfers
in the next period (Zhuravskaya, 1998).

Upcoming Reforms Contained in the Draft Tax Code

Perhapsisit isgppropriateto speak of athird phase or period in revenue assgnments, which will
beginwithimplementation of thedraft Tax Code. The genera part of the draft Tax Code, which dedlswith
tax administration issues and taxpayer rights and obligations and a so with the assignment of taxes to
different levelsof government, was gpproved by the State Dumain 1998. The revenue assgnmentsin the
Tax Code are summarized in Table 18. All mgjor taxes (VAT, PIT, EPT, and excises) are kept asfederd
taxesto be shared with subnationa governmentsthe sameway it has been done in the past. Regional and

" Some regions did reform their budgetary relationswith local governments along the lines of the
federd-regional reforms of 1994 (Lavrov et a, 1996). For example, approximately ten regions in 1995
were usng uniform sharing rates with local governments, but only two of these had asystem of transfers
based on formula (Sverdliovsk and Jewish Autonomous Region).

8 See Igudin (1998) for some variations on how regions structure sharing rates with their local
governments. Someregiona governmentshavenot changed their sharing rateswithloca governmentsfor
some years. Other regions use standard uniform sharing rates for rayons but “regulate” them for cities.

“|n fact, the Law on the Financial Foundations was turned down by the Federation Council.
Subsequently, the Dumaintroduced severa changes and the amended legidation was approved by both
the Duma and the Federation Council.

% These standards include 50 percent of PIT revenues, 5 percent of EPT, 10 percent of VAT,
5 percent for excise duties on alcohol, and 10 percent for excises on other goods.

-40-



loca governments are assigned severd new taxes and lose many of the old ones. But whether or not the
new taxes will be implemented depends on the passage of the specific part of the draft Tax Code, found
in the second part of the Code, which develops the structure of all taxes.

The second part of the Code has not been discussed beyond afirst reading by the State Duma.
Because of thepalitical uncertainty that followed the devaluation of therublein August 1998, most of the
taxes devel oped in the specific part of the Tax Code have yet to be discussed or approved by the State
Dumaasof June 1999. Two issues are especially noteworthy in the potential reform contained in the draft
Tax Code.

First,inthedraft Tax Coderegiond governmentsare provided withasignificant potentia increase
inrevenue autonomy. |If the draft Tax Code is adopted, regiona governmentswill be ableto introduce a
find sales tax up to arate of 5 percent for general goods and up to 10 percent on excise goods. In
actudity, anew regional salestax with amaximum rate of 5 percent and with anarrower base than the
regional salestax outlined in the draft Tax Code was introduced in the second half of 1998 as part of the
€00NoMIC emergency measures precipitated by theruble crisis. Unfortunately, the government isplanning
to partialy substitutethe VAT withthe higher ratefinal salestax, based on the erroneous belief that aretail
salestax would be easier to enforceand that it would bring more cash revenuesthanthe VAT Itisquite
clear that neither the sharing of federal VAT revenues nor aregiond VAT are proper ways to achieve
vertica baance between the federal and subnational governments or revenue autonomy for subnational
governments.

Second, the draft Tax Code also provides for the introduction of a western style real estate
property tax at theregiona level, which isto be shared with loca governments. Theregionswill have the
choice of using the real estate property tax as a substitute for three existing property taxes (land tax,
individua property tax, and tax on property of organizations) and will havesome discretion onrates. The
revenue potentia of thered estate property tax isat thisstagein question giventhedifficulties of setting up
itsproper administration. Two pil ot cities(Novgorod and Tver) have beenworking onitsintroduction over
the past threeyears, but it isnot clear that they will not be ready to beintroduced in 1999. It ismore likely
that only thecity of Novgorod will implement the real estate property tax, but just onresidential structures
(land excluded).

[11.2  Trendsin Revenue Collections
Whilethroughout thetrangtion the bulk of subnationa budgetary revenueshasbeenintheform of

revenue sharing and transfers, there has been asteady increase in the role of own-revenuesin subnational
government budgets. Subnationa own source revenues represented just 16.7 percent of subnational

>1|n December 1998, thegovernment sent the State Dumaa proposal toincreasetheregiona saes
tax rate to amaximum of 10 percent. As part of the same proposd, the generd rate for the VAT would
be reduced from 20 percent to 14 percent. The State Duma voted to postpone discussion of these
proposals to alater date.
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revenue collectionsin 1992. By 1997, thisfigure had increased to 40.5 percent (Table 19). Thisisa
reflection of the increased revenue sgnificance of the new taxes that subnationa governments were able
to introduce by presidentia decree between 1994 and 1996, and also of the poor collection performance
for the major shared taxes with the federal government.

Major Shared Revenue Sources

Intheturbulent early yearsof thetransition, not only were revenue sharesregul ated but therewere
multiple budgetsin one year and the federal government offloaded numerous expenditure responsibilities
to subnationa governments. Inthisearly period, the subnationa governments share of overall revenues
jumped from 39.7 percent in 1992 to 54.4 percent in 1993 (Table 20). With the 1994 revenue sharing
and transfersreforms, the subnational governments' share of overall revenues settled close to 50 percent
and remained in this neighborhood through 1996. Thefiguresavailablefor 1997 show that the balance of
revenue distribution moved up to 57.5 in favor of subnational governments.

The actud revenue sharing between the federal and subnationa governments has dways differed
from the revenue sharing provisons stated in the annual federal budget law. Thisis evident from the
comparison of the sharing rates as stated in the budget law, Table 17, and the actual sharesof collections,
asshown in Table 20. Thelack of correspondenceis gpparent in most taxes, but is most pronounced for
the VAT. Thereare severa reasonsfor thislack of correspondence between statutory and actual sharing
rates. Firgt, regionsin 1994 started unilateraly, and in later yearswere legally allowed, to withhold extra
amountsof VAT collectionsintheir territoriesinlieu of budgeted transfers.>® Second, someregionssimply
refused total or partial remittance of tax collections to the federal government in the earlier years of the
trangtion. In the later years, anumber of regions have been allowed to keep larger shares of revenueson
the basisof the bilatera treaties Sgned with thefedera government. Third, tax arrears have accrued faster
to thefederd sharethan to the regiona share of most taxes. Fourth, budget loans outstanding at the end
of the year were offset against the transfers due to those regions in the following year.

The reasons for the different profiles for federa and regiona tax arrears are dso complex. Firdt,
asdiscussed e sewherein thisreport, only afraction of tax paymentsto the STSisin cash, mainly dueto
the pervasiveness of barter and other non-monetary forms of payments among Russian businesses. Inthis
environment, regional governmentshave been morewilling and ableto accept tax paymentsin theform of
offsets (canceling out of mutual debts between the government and taxpayers) and other non-monetary
formsof payment. Thegreater rate of collection of theregional component of shared taxesmay a so bedue
to thefact that regional and local tax ingpectorates still owe considerable alegiance to subnationa bosses.

%2 These issues are also discussed in Freinkman et. al. (1998) and World Bank (1996).

%3 Until recently, at least, Russiahas|acked adevel oped treasury system that would allow the easy
transfersof funds throughout the nationd territory. Thisissueis discussed morefully in Section 111.5.
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This can mean that regiona and locd tax offices may be trying harder to collect revenues accruing to
subnationa budgets or that cash-strapped businesses are dlowed to clear subnationa governments’ tax
arrearsfirst.

Other (Own Source) Revenues

During the economic trangition period, there hasbeen aclear increase over timein the importance
of own source revenue collections (as was shown in Table 19). Asmentioned at the beginning of this
chapter, own source revenues are broadly considered to be those revenue sources assigned (in whole or
in part) to subnational governments, excluding the four major shared revenue sources. >* The relative
importance of the varioussubnational own revenue sourcesisexploredin Table21. Thetable enumerates
the composition of consolidated subnationa own source collections, revealing that over 80 percent of
subnationa own revenues comes from three revenue categories. Property taxes make up approximately
40 percent of subnationa own source revenues, while natural resource taxes contribute roughly one
quarter of ownrevenues. A loca tax, the Housng and MilitiaMaintenance Tax, raisesamost 20 percent
of subnationa own sourcerevenues. Theremaining regional and loca taxes account for no morethan 15
percent of own source tax revenues.

While the increased magnitude of these “own source revenues’ is not disputed, it is often
guestioned whether theseincreasesin subnationa own source revenues havetrandated intored increases
in revenue autonomy. Revenue autonomy requiresthat in addition to receiving the revenues from atax,
subnationa governments have a substantia degree of discretion over either thetax base or rate. It isnot
uncommonintheRussantax sysemthat whiletherevenuesfrom atax areassigned totheregiond or loca
level of government, the rates and bases of these own source taxes are actualy determined or limited by
federal law or federal authorities.

Thedegreetownhichregiond andloca government areableto exert control over their ownrevenue
sourcesisexploredin Table 22. Thetablelistsswhich leve of government legidated the main subnational
taxes and who has control over the tax base and the tax rate. As can be seen, regiona governments are
able to st the rate of the enterprise property tax, abeit within federd limits, which accounts for virtually
al property tax collections. Similarly, theHousing Maintenance Tax falsclearly withinthe purview of local
governments. Ontheother hand, Table22 showsthat subnationa governmentshaveno control over either
the tax base or the tax rate for revenues from natural resource taxes. It should be noted that all reviewed

> Unlikein the case of the Russian tax system, under international practices shared revenues are
virtudly never considered as own sourcerevenues. Instead, the regional share of shared revenue sources
are often consdered transfers due to the generd lack of influence by subnational governments over either
the bases or the rates of these taxes.
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taxes arefederdly legidated, thereby distancing regionsfrom actively participatingin the devel opment of
the tax system.*

When the information contained in Table 21 and Table 22 is considered jointly, it is clear that
regiona andloca governmentshave somedegree of revenueautonomy. Inparticular, itisthe subnationa
government’ scontrol over therates of the enterprise property tax and the housing maintenance taxes that
givesthem agood degree of revenueautonomy. At thesametime, federally-imposed limitson thetax rate
place an upper-bound on the ability of subnationa governments to be more responsive to their specific
fiscd needs and wants. Greater revenue autonomy could be accorded not only by alowing regiond and
loca governmentsincreasedinput in determining thetaxratesfor federaly legidated taxes, but by dlowing
regions greater freedom in legidating their own revenue sources and possibly alowing regions greater
freedom over the administration of own source revenues. Discretion or autonomy in designing tax bases
is less desirable because of the greater compliance costs this practice imposes on taxpayers operating in
more than one jurisdiction.

1.3 How Has the System Performed?

The trendsin revenue ass gnments have had an impact on the performance of the revenue system
in anumber of ways. First, compared to pre-trangtion levels, subnationa revenues have increased as a
shareof GDP. Second, increased revenue autonomy at the subnationd level hasresulted inimprovements
in the vertical fiscd baance. Third, greater freedom at the subnationd level combined with increasesin
regional economicdisparitieshasresultedingreater horizontal fisca imbalances. Fourth, distinctivepatterns
have emerged in the distribution of public resources between regional and local governments.

Revenues as a Share of GDP

The shareof overall subnationa revenuesin GDP haschangedover thetransition period abeit not
dragtically. This share was 13.8 percent of GDP in 1992. It peaked at 18.2 percent in 1994 and stood
a 15.7 percent of GDPin 1997 (Table 23). The share of federa revenuesin GDP has remained lower
than for subnationa governments after 1992. The share of federd revenuesin GDP in 1997 was 12.4
percent. The combined share of revenues from both levels of governments (excluding extra-budgetary
funds) was 32.6 percent in 1992 and 28.1 percent in 1997.

It isgenerdly percaived in the Western press that poor revenue collectionsin Russaare amain
cause of Russia' s economic problems. Even though Russia s tax-to-GDP ratio is below the average for
OECD countries, an often missed gory isthat Russia sshare of taxesin GDP (excluding extra-budgetary

> However, during the period from 1993 to 1996, subnationa government had been alowed by
Presidential decree to introduce their own taxes.
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funds) exceedsthat of severa OECD countries, including the Japan, Switzerland and the United
States. *°

Because GDP actudly decreased considerably over the transition, amore compl ete picture of the
evolution of red tax revenuesfor subnational governmentsisshown in Table 24. In constant 1995 rubles,
per capitarevenues have declined steadily since 1992-93. The trend improved dightly in 1997, when redl
per capitarevenue collectionsincreased dmost 10 percent. But even for 1997, red revenues per capita
were gill consderably lower than for 1994. The indices used in Table 24, normalized at 100 for 1994,
show that theworst performancein revenue sourcesinreal termshasbeen for the EPT, inwhich theindex
dropped from 147 in 1993 t0 46.9 in 1997. This reflects not only the poor performance of the economy
ingenera and profitsin particular, but also the changesin thetax lawswhich narrowedthe base of the EPT
(alowing more deductions and eliminating excess-wage taxes). Probably also reflected are the tax
incentives and holidays provided by regionad governmentsto enterprises.>” Although there are no stellar
performersamong thedifferent sourcesof revenues, VAT and excisesperformed rel atively better thanthe
rest. Thismay help explain the continued strong opposition of subnationa governmentsto reform revenue
sharing arrangements, giving them alarger shareof directincometaxes(EPT and PIT) andasmaller share,
or no share, of the VAT.

Vertical Fiscal Imbalance Improved Over Time

Vertical balance exists when there is a broad correspondence between the expenditure
respong bilitiesassigned to eachleve of government and thefiscal resourcesavailableto themto carry out
those responsibilities. The most common source of vertical imbaanceisthelack of revenue autonomy at
the subnational level. There are several reasons for this type of vertical imbalance, including

C the perceived need for the centralized administration of the most significant taxes;

C theass gnment of themost e astic sourcesof revenuesto the central government (eventhoughlocal
governmentsareassgned respons bility for public serviceswithamored astic demand with respect
to income);

C fear of tax competition or mismanagement among local governments, or;

C simply areflection of the dominant political power of the centra government.

% Russia's tax-to-GDP ratio equals 22.0 percent for 1997 (excluding non-tax revenues).
According to the OECD Revenue Satistics 1965-1996 (1997), the unweighted average of tax revenue
to GDP ratios (excluding socid security) for al OECD countriesin 1993 was 28.5. Russia’stax ratio
exceedsthat of Turkey (18.9), Japan (19.3),Switzerland (20.8), the United States (21.0) and Spain (21.7).

>" Recall that regional governmentscan reducetheir shareinthe EPT by charging any rate between
zero and 22 percent.
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Revenue sharing and transfers are typically designed to redressthis vertical imbaance. However,
both palitica accountability andeconomic efficiency requirethat subnationd governmentshavetheir own
sources of revenues, meaning taxes and fees over which they havetotal or aimost total control (Boadway
and Shah 1994). Anitem of specific concern in Russiais that although subnational governments are
increasngly relying on* own sourcerevenues’ to fund their budgets, subnational government control over
these revenue sourcesis often only marginal. In many cases, the base and rate of these taxesis till
determined by the federal government.

Conventiondly, vertical fiscal imbalances have been measured in two different ways. Thefirst is
to look at the surplus or deficit position of each consolidated level of government, before borrowing but
after dl revenue sharing and transfers have been implemented. This measure tends to be biased toward
centra or federa government mismatch becauseinmany countries, either by law or by practice, subnationa
governments operate more conservatively than the nationa government. In most countries, the central
government isalowed to borrow quite freely to cover current operations. In contrast, loca governments
in many countries are only alowed to borrow for capital investment purposes, if a al. This measure of
vertica imba anceisonly meaningful under theassumptionthat deficitsarenot theresult of mismanagement
or waste, or in other words that governments at all levels attempt to provide the services under their
respons bility in an efficient manner.

Over thetrangtion periodin Russia, thefederd government hasrunlarge (albeit declining) budget
deficits, whilethe consolidated subnationa government budget has moved from asmal surplusto asmal
deficit. Thesetrends are discussed in greater detail in Chapter V. By thisdeficit measure, therefore, there
has been alack of verticd fiscal imbaancein Russaduring the trangtion. However, these figures need to
beinterpreted carefully. Becauseof theinability of many regiona and loca governmentsto borrow to any
ggnificant amount especidly early in the trangition, the early surpluses and minor deficits of subnational
governmentsmay be moreareflection of theingtitutional constraints and the budgetary uncertainty of the
past yearsthan asign of fisca hedth. Early on, regional and local governments may have kept acushion
of resourcesin extrabudgetary accountsto cover unpostponabl e expenses,; unexpected revenue shortfalls
were particularly frequent due to economic instability, poor revenue forecasts and the fact that
intergovernmental transfers were subject to budget sequestering. The increasing use of borrowing to
finance budget deficits at the subnationd level, once ingtitutional and market constraints started to be
removed, point at the need to usecaution in the interpretation of subnationa budget surplusesasasign of
the lack of vertical imbalance in Russia during the early transition.

A second way to measure vertical fiscal imbalance is to examine what share of subnational
government expenditures is financed with sources of revenues under the control of regional and local
governments. The coefficient for vertical imba anceiscal culated as one minusthe share of the subnational
government expenditures that are financed from sources of revenues not controlled by the subnational
government. Thereisdisagreement onhow exactly to define those revenue sourcesthat are controlled by
ahigher level of government and therefore different versions of the coefficient are typically computed.®®

%8 These indices were developed by Hunter (1977).
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Table 25 shows the computation of three different indices corresponding to three different
definitionsof verticd fisca imba ance, depending on the revenue sourcesthat are considered to be outside
the control of subnationa governmentsfor 1997. Thefirst definition considersall revenue sources assigned
to regiond andlocal governments (excluding shared revenues and transfers) asown sourcerevenues. The
second definition dso consdersrevenuesfrom tax sharing as potentia own source revenues, and thethird
definition adds untied equalizing grants to own revenues and shared taxes.

By congtruction, the coefficients of vertical imbaance take val ues between zero and one, with
vauescloser to zeroindicating alarger vertical fiscal imbaance. Thesmdll vaues of thecoefficient for the
firgt definition (when shared revenues and transfers are not considered part of subnational own source
revenues) indicates a significant degree of vertical imbalance. A more proper perspective is given when
the coefficients of vertica imbaancefor Russiaare compared with those computed for a selected number
of trangtional and Western European countries (Table 26). When compared to these countries, Russa
achieves ardatively high score, suggesting adegree of vertical balance quite smilar, for example, to the
level of vertical fiscal balance present in the German system. Again, these results need to be interpreted
with caution because the comparisonin Table 26 does not reveal the degree of discretion that subnational
governments have over their “own revenue sources.” As mentioned earlier in this chapter, subnational
governmentsin Russiahave limited discretion in setting the rates or defining the base of regiona and local
taxes.

Horizontal Disparitiesin Regional Revenue Collections Have Increased Seadily

Similar to what we saw for per capita expenditures, disparitiesin per capita revenue collections
among regions have increased steadily during the transition. As shown in Table 27, the coefficient of
variation for revenue collections across regions (inclusive of the federd share for dl revenues) increased
by 136 percent from 1993 to 1997. The highest per capitaregiona revenue in 1993 was 30 times higher
than the lowest. By 1997 this difference tripled to 90 times.

The main reason for these digparities has been the increasing concentration of economic activity
inasmall number of regions, asdiscussed in Chapter I1. Thereis, of course a strong correlation between
economic activity and tax basesand revenues. Thefive highest collection regionsrepresented 40.9 percent
of dl revenue collections (including the federa share) in 1997, up from 33.7 percent in 1993 (Table 28).
Smilarly, thetwenty highest collection regionsrepresented 70.9 percent of al revenuecollectionsin 1997.
When federa shares are removed, as can be seen in Table 29, the degree of concentration decreases,
albelt not by much. In 1997, the twenty highest collection regions (exclusive of the federal share)
represented 67.3 percent of all subnationa revenue collections.

A sgnificantfactor contributingtothemarked horizontal imbal ancein per capitarevenuecollections
isthe unevennessin the distribution of natural resources in the Russian Federation. Leaving aside excise
taxesonoil productswhichareass gned 100 percent to thefederal government, subnationa revenuesfrom
taxes, fees and charges on natural resources represented on average only 7.7 percent of regional tax
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revenuesin 1997.*° However, the unevennessin the distribution of natura resources means that these
revenuesare highly concentrated inasmall number of regions. For 1997 thethreerichest regionsin naturd
resourcescollected 46.9 percent of al regiona revenuesfrom taxes, feesand chargeson natural resources,
for the top five regions this percentage was 52.7.°

Two factors have been at work that multiply the impact of differences in natura resource
endowmentsonregiond revenuedisparities. First, therelativeimportanceof natura resourcetaxesandfees
intheregiona budgets, onaverage, hasbeen growing fast over the past four years. Second, thereisahigh
correlation between regiond collections from natural resources and gross regional product (GRP); the
correlation coefficient was 0.95 in 1997 (Table 30). Note aso that the correlation between natural
resource collections and tota regional collectionsishigh aswell (0.96 in 1997) and has been increasing
over time. These correlations are a reflection of the fact that businesses involved in natural resource
extractiona so pay other taxesand that other economic activity (processing, transportation and so on) may
be generated in regions with significant natural resources.

Another factor that may have contributed to the existing disparities among regiona governments
is the manner in which shared taxes are apportioned among subnational governments. The impact of
revenue gpportionment mechanismsishard to quantify without detailed taxpayer information. But thefact
that enterprises pay al their EPT in the region where they are registered, rather than in al regions where
they have economic activity, has likely contributed to the concentration of collected revenues in fewer
regions. Moreproper gpportionment mechanismswould establish acorrespondence betweenthelocation
of the economic activity (for example, production) and the apportionment of the shared revenue (for
example, the EPT). Thelack of proper gpportionment of the EPT has worked to the benefit of regional
and nationa economic centers, especialy the City of Moscow. Theagpportionment of VAT onaderivation
bas's probably aso has contributed to the concentration of regional revenues. What is certain is that
regional revenue digparities would have been reduced if VAT had been shared with the regions on a per
capitabass, such asisdonein Germany, or an estimated consumption expenditure bas's, such asisdone
withthe maritimeprovincesin Canada.®® Theapportionment of PIT by placeof work rather thantheplace
of residenceshould a so contributeat themargintothe concentration of tax revenuesin neighboring regions
with amore industrial economic base.

% These include subsoil charges for use of mineral deposits, mineral rehabilitation (prospecting)
charges and other fees for use of natural resources.

% These are, in order of natural resource wealth: Khanty-Mansi, Y amalo-Nenets, Tyumen,
Tatarstan and Y akutia (Sakha). Thetop three regions hold 2.2 percent of the population of the Russian
Federation; the population share of the top five regions is 5.5 percent.

%1 The arrangement between the federal government in Canada and the province of Quebec may
show agood way to sharethe VAT between federal and regional authorities. But the administrative
complexity of the procedure makes it not too relevant to Russia at the present time (McLure, 1998).
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Distribution of revenues between regional and local governments.

Thedistribution of revenuesbetween theregionsandloca governmentsvariessignificantly by type
of tax (Table 20). Although there are Sgnificant variations among regions, the most centraized revenue
sourcesat theregiona-locd level arethe VAT andexciseswhile the most decentralized are property taxes
and the persona income tax. Less wedlthy regions, which are more dependent on federd transfers, tend
to exhibit ahigher degree of decentralization. A trend that has developed over the last three yearsisfor
regional governments to retain a higher proportion of personal income taxes and compensate local
governmentswith higher transfers (Lavrov et d., 1996). However, it should be remembered that revenue
assgnmentswithin the regions continue to have very little Significance given current budgetary practices.
Sinceregiona governmentshavedi scretionto changerevenue sharing rulesand theleve of transfersinany
way they wish a any time, itisnot the composition of funding sourcesthat matters, but theoveral level of
funding. The latter is often determined prior to any discussion on revenue assignments in negotiations
between the regional and local governments.

[11.4 The Role of Perverse Incentives and Soft Budget Constraints

A mgor fallureintheframework of intergovernmental fisca relationsin Russahasbeenthefallure
of the system to provide the right incentives to subnational governments to increase their own revenue
collections and rationalize their expenditures.®? During the early transition period (1992-1993) the
bargai ned approach to expenditurelevels, theregul ating revenue sharing rates and thenegotiated transfers
failed to provide subnational governmentseither with ahard budget constraint or with anincentiveto raise
their own revenues and make amoreefficient use of the available resources by rationdizing expenditures.
Thereformsof 1994, which have beenin placethrough the present, took some significant stepstoward the
goa of imposing a hard budget congtraint, but ultimately fell short of thisgoa. Both regiond and local
governmentsstill haveapowerful incentiveto understateand hidetheir revenuesinextra-budgetary funds.%®

Overdl, several fiscal practices can be identified that cause perverse fiscal incentives. First,
subnationa governments have responded to incentives (resulting from the reliance on budget expenditure
norms to measure regiona expenditure needs) to maintain existing infrastructure capacity rather than
rationdize their expenditures. Asaresult, regiond and loca governments have failed to exploit possible
gansin efficiency by improving the mix of inputsand continue to have an incentive to hide fundsfrom the
regionad authoritiesinextra-budgetary funds. Consequently, thereform of the system of intergovernmentd

%2 Ordeshook (1995) argues that many of the political problems in Russia during the transition
originate in the inability of the entire ingtitutiona framework to recognize the sgnificant role played by
incentives.

% Although theimportance of extra-budgetary fundsmay beonthedeclineat thesubnational leve,
at present there exists no good measure of their importance (Kirkow, 1996; Freinkman et. a., 1998).
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fiscd relationsneedstoexplicitly recognizethecrucid roleincentivescan play inmobilizing revenuesources
andincreasing theefficiency of publicexpenditures. Thisissueisaddressedingreater detail in Section V.2,

Second, poor design of intergovernmenta transfers can aso reduce the incentive for subnational
governmentsto collect revenues. For example, equalization transfers in Russia are often provided to
subnational governmentsin which own andshared revenueswere not large enough to fund their minimum
expenditurebudgets. By using (current or baseyear) revenue collectionsasaproxy forfisca capacity, this
“gap-filling” approach assuresthat any reductioninloca collectionsdueto lower fiscal effort is offset (at
least in part) by an increase in the level of transfers.

Perversefisca incentivesareevenmorepromi nent amongloca governments, whichinmostregions
dill negotiate their budget all ocations through bargaining and negotiations much the same aswas donein
theformer Soviet Union. Loca governmentsroutinely see alarge percentage of any additiona revenues
clawed back by regiona governments. Asaresult, subnationa governmentsare still more concerned with
hidingthelr fisca resources(inparticular throughal sortsof extra-budgetary funds) and bargainingfor more
ass sance from the upper-level government than with increasing tax collections. It has aso been argued
that soft budget congtraintshaveled tolocal governmentsspending morefundson subsidiesto housing and
communda services, transportation and agriculture subsidies and less funds on health and education.®*
Whether thisin fact occurred is difficult to determine.

[11.5 TheRoleof Tax Administration

A mgor difficulty that has plagued the implementation of the system of intergovernmenta fiscal
relaions in Russa has been the inability of the federal government to exert effective control over the
regiona branches of he State Tax Service (STS). Thelack of afunctioning Treasury system during the
trangition has also been a significant impediment to the smooth functioning of revenue assignments.

Administrative Sructure of the Sate Tax Service

The Russian Federation government has been struggling with alack of regional compliance with
federa tax legidation and itsinability to enforce theselaws. Such difficulties have been present from the
beginning of thetransition. For example, therevenueassignmentsprovided in the Law on the Foundations
of the Tax System of the Russian Federation of December 1991 never were implemented because of
the opposition of regiond governments. Thisonly could have been accomplished becausetheregiona and
loca offices of the federa STStook their orders from the regional authorities rather than the federal
authorities.

Thereare historica reasons for these problems with the system of tax administration. Under the
Soviet Union, the system of tax administration consistedof anetwork of tax divisonsof local and regional

% See, for example, Freinkman et. al. (1998).
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financid offices with subordination to loca, republican, and federal authorities. With independence, the
Russian Federation moved quickly to create a national tax administration system solely under federa
authority. The strong motivation was to avoid the repetition of what had happened to the Soviet Union.
The refusa of republican authorities to share revenue upwards with the central authorities had led, in
practical terms, to the breakdown of the Soviet Union.

However, while shortly after the establishment of the Russan Federation the State Tax Service
(STS) waslegdly made afedera agency,® in many ways the STS has remained a confederation of local
and regional offices with officials responding to both federal and subnational authorities. This dual
subordinationisapparent in many different ways. Regiond and local tax administration officiads till ook
up to and take informa directives from subnationd authorities and in many cases they receive housing,
office space, and other logistical support from the subnational governments. This de facto dual
subordination has had important implications on how and how much tax revenues get collected in the
regions and how much is remitted to the federal government. In substance, the inverted system of
collections has not changed from what it was under the Soviet Union. In certain cases, local and regional
offices till remit collections to the center, creating the opportunity for some regional governments to
withhold paymentstothecenter. Thisproblemisespecially poignant for Tatarstan and Bashkortostansince
theseregionshaveaso-caled snglechannd arrangement, dlowing theseregionsretaindl federd revenues
and to settle the balance of al claims to the federal budget through a single payment. Making fiscal
federdismwork, in particular enforcing federd policies, requiresthetransformation of the STSinto atrue
federa agency. There are many important pending issuesin the reform of the tax administration system,
but making it an agency that responds exclusively to federd authorities may be the most important one.
So far, there has been no serious attempt to introduce policies that could address this issue, such as
providing all compensation for tax administrators from the federal budget or rotating personnel

geographically.

Many other structura issuesremainto beaddressedintax administrationinthe Russian Federation.
Firdt,isthereaneedfor regional and local government tax administrations given the new subnationd taxes
aready introduced or planned in the draft Tax Code? Second, should the STS and the Tax Police be
integrated asin many other countries? Third, should the STSbein charge of collectionsfor socid security
contributionstotheextra-budgetary funds? Fourth, what istheroleof the STSwith respect to the property
tax? Theseissuesneed tobe carefully evauated by the Russian government, and somewill requirealong
timeto solve. In the interim, the best genera approach may be to rely on the State Tax Service as much
as possible for the assessment and collection of the new regiona and local taxes (with the possible
exceptionof theproperty tax). Giventhecurrent weaknessof thetax administration and limited resources,
it might be best to concentrate on improving the current tax administration at the federal level before
attempting to create new tax administrations at the regional and local levels of government. Thismust be
counter-balanced with the redlization that the State Tax Service' s primary missonisto raiserevenuesfor
the federa budget. Therefore, the assessment and collection of solely regiona and local taxes will be of

% To underscore the federal nature of the STS, in 1998 the agency was renamed the Ministry of
Taxation.
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lessimportance, and potentialy costly intermsof resources. Inthelongerterm, it would be more effective
to have local and regional tax administrations to administer their own taxes, respectively.

TheMinigtry of Taxationasoneedsto play abetter roleinfostering thedevel opment of transparent
andfarintergovernmenta rel ationsbetweenthefedera andregiona governmentsand betweentheregiond
and local governments. The current distrust between the federal and oblast-level governments is
exacerbated by the inability of the tax service to collect the budgeted revenues for each level of
government. Anexampleof thisdistrustisevident inthe practiceof having taxpayerswrite separate checks
for thefedera and oblast governmentsfor the enterprise profit tax. This*revenue-sharing” responsibility
clearly should be transferred from the taxpayer to the State Tax Service. This simple, but significant,
improvement intaxpayer serviceswoul d requiresignificant coordination and agreement betweenthefederd
and subnational governments.

The Lack of an Effective Treasury System

Until very recently, Russialacked adeveloped treasury system that would dlow the easy transfer
of funds throughout the nationd territory. Asaresult, apowerful force in the design of the system of
intergovernmental fiscal rel ationshistori cally hasbeentheobjectiveof minimizing theoccurrenceof financial
flows and counterflows, whereby some fundswould be sent to Moscow (e.g., collected federa revenues)
while other funds would flow to the regions for some other reason (e.g., equalization transfers). Even
thoughthiswould beconsidered merely anaccountingissuein many other countries, in Russatheexistence
of counterflows has taken on rea sgnificance and not just because of the lack of a developed national
treasury function. The regional governments in Russia have developed a mistrust of the ability and
willingness of the federa authorities to re-send funds to the regions once the funds get into the federal
budget accounts. The poor record of the federa government on this account is discussed in greater detall
in Chapter 1V on transfers.

[11.6 Pending Reform Agenda in Revenue Assignments

Thereisanextensvereform agenda pending in revenue assgnments. Thisreform agendapertains
to both federd-regional relations and regional-local reations. In the federa-regional areaalot has been
accomplished, but there are still some important issues that need addressing. These include:

revenue sharing issues and apportionment problems,
problems with own source revenues,

extent of revenue autonomy;

vertical balance.

OO O OO

Severa ongoing reform blueprints, including those in the draft Tax Code and the Concept of
Reform of Inter-Government Fiscal Relations in the Russian Federation in 1999-2001, so far have
represented missed opportunities for squarely addressing these issues. The Tax Code, if implemented,

-52-



would help addresstheissue of revenueautonomy but probably not by enough. The Concept, on the other
hand, ismainly silent on revenueass gnment i ssues, other than recommending theuse of stablesharingrates
for aperiod of three years. At theregiond-loca level, the need for reform is even more dramatic since
many regional governments still continue to use the old approach of bargaining budget levels and
“regulating” taxes and transfers with local governments.

Revenue Sharing and Apportionment Issues

In purely technical terms, the VAT is one of the worst taxes to be shared with subnational
governmentsbased onthel ocation wherethetax iscoll ected because ami smatch frequently ari sesbetween
the VAT payment made in aregion and the actud vaue added in that region. The crediting and debiting
of theVAT indifferent regionsmakesthe VAT absolutely unsuited for direct revenue sharing onthe basis
of payment location. Based on this argument, the VAT should be assigned 100 percent to the federal
level.% ButdiminatingrevenuesharingfortheVVAT will bepoliticaly difficult or evenimpossible. It actualy
wastried in 1991-92, in the Law of Basic Principles of Taxation yet regionsdid not comply with the law.
The regions (and the Federation Council) see these shared revenues astheir own revenues. Asaresult, a
more agppropriate alternative would beto sharethe VAT with the regions using adifferent gpportionment
mechanism. For example, the VAT could be shared among the regionson aper capitabass, or based on
other simple formulas.®’

A second problemwithrevenuesharingisthat aprogressve PIT asiscurrently usedintheRussian
Federation (and as designed in the draft Tax Code) should not be assigned 100 percent at the subnational
level. The purpose of progressiveincometaxationisto redistribute resources acrossthe nationd territory.
Giventhelargefisca disparities between the regions, the current sharing arrangement accomplisheslittle
of that.®® A solutionwould beto keep the progressive PI T asafedera tax (with lower rates). Subnational
governmentswould be granted the right to introduce a piggyback proportiona income tax with minimum
and maximum ratesto be used at the discretion of the subnationa governmentswith the sametax base as
the federal PIT.

% The arrangement between the Canadian federa government and the province of Quebec may
be the only example of aworkable dual VAT between the national and subnational levels (Bird and
Gendron, 1998; McLure 1998). Thisdud system requiresahighleve of tax administration performance,
not existing in Russia at the present time.

% The case for non-standard sharing rates determined by formulas has been strongly made by
Igudin (1998).

%8 For so far as incomes vary within each region (as opposed to between regions), some
redistribution at the personal level is naturally achieved.
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A third problem with shared revenues regards the apportionment of EPT revenues. An
apportionment formula that allots EPT revenues based on the average of payroll and property that
enterprises have in different regions already existsin the tax laws, and the draft Tax Code respects this
formula.®® The problem is, as dready discussed, that the formulais not used except on rare occasions.
Instead, enterprisespay dl their taxesin theregion wherethey areregistered. The obvious solution to this
problemisto requiremulti-regiona enterprisestofiletax returnsin each of theregionswherethey operate.
Clearly thiswouldbeviableonly if thepresently overwhemingfiling requirementsaresmplified. Asaresult
of thecurrent apportionment problems, the EPT shoul d not be cons dered agood basi sfor revenuesharing.

Onelast issuein revenue gpportionment, wehave seen, isthat in many casesthe persond income
tax accrues to the “ place of work” jurisdiction and not to the “ place of residence.” However, it ismore
likely that individua taxpayers consume and demand public servicesmorein their place of residence than
in their place of work. Internationdly, regional income taxes are often based on the place of residence.

Revenue Assignment Issues

An important outstanding issue regarding own source revenues is whether taxes on natural
resources should be assigned to theregions (asis currently the case) or whether these revenues should be
reassgned tothefederd level. Vaidarguments can be made on the side of dlowing regionsto keep these
revenues and on the side of turning them over to the federal government.”™ The literature on this issue
suggeststhat revenuesfrom natura resource exploitation should generdly flow to thefedera budget, asa
country’s natural resources are often considered to belong to the nation as awhole. Also, accrual of
natural resourcestaxesat theregional level couldresult in grossregiond inequities. Atthesametime, fees
that compensate regions for the actual cost of exploiting natural resources should properly flow to the
regions. Thefina arrangement for the sharing of these taxeswill require abalance and national consensus
between objectivesinvolving economic efficiency and horizonta baance, on the onehand, and therightful
compensation to subnational governments for environmental damage and the exploitation of natural
endowmentson the other. The discussion of the draft Tax Code at the State Duma and its consideration

% A different problem isthat an apportionment formulabased on payroll and property would hurt
regions that tend to buy more than they produce (i.e., poorer regionsin genera). One way toredressthis
imba ance would beto introduce athird factor in the formulabased on sdes, asis common, for example,
intheUnited States. However, thenecessary informationtoimplement thischangeisnot availableinRussa
at the present time.

" ThePIT isgenerdly paid to the jurisdiction where the employer isregistered. However, when
individuas have more than one more source of income (and therefore haveto file atax return) the PIT is
paid to the place of residence.

" See McLure (1994), McLure et al. (1996) and Mikesell (19983).
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by the Federation Council will provide the right forum to discuss these issues and reach the national
consensus and balance between national and regional interests.

A second issue with regard to the draft Tax Code is the assignment of the property tax to the
regional level rather than to the locdl level of government. This assignment has been questioned because
of internationd practice, where thistax is often used asaloca tax. However, in the Russian Federation,
assgnment at theregiond level may bejustifiedfor administrationreasons. A reasonablecompromisecould
perhapsbefound by requiring regiona governmentsto sharethetax withloca governmentsandgivingloca
governmentsdiscretion to add to the tax rate of the property tax within given limits. A further advantage
of assigningtheproperty tax at theregiona leve at thistimeisthat local governmentsmay havenoincentive
tointroducethisor any other tax if thelack of reformof theintra-regional financesimpliesthat theadditional
revenues at the local level will be clawed back by the regional authorities. At this early stage of
development of thered estateproperty tax in Russia, the emphasis should be put on successfully finaizing
thepilot work inthecitiesof Novgorod and Tver and extracting useful lessonsfrom theintroduction of this
tax in other subnational governments. Even though the property tax should play avery important rolein
the financing of Russa ssubnationa governmentsinthefuture, theredlity at thepresent timeisthat thisis
aquitedistant future. Thelack of real estate markets, land ownership and multipleingtitutiona congtraints
are powerful obstacles for the development of an ad valorem real estate property tax in Russia.

Revenue Autonomy |ssues

The most critical concernin the assgnment of revenuesisthat subnational governmentsin Russia
continueto lack adequate revenue autonomy. Revenue autonomy isthe key element of awell functioning
system of intergovernmental fisca relations. The draft Tax Code provides a greater degree of revenue
autonomy to the regionswith the introduction of theregiona salestax. A subnationa retail salestax isin
theory an adequate instrument to fulfill the gods of revenue sufficiency and autonomy at the subnational
level. However, the serious problem with this approach is the high costs of administering and complying
with aregiona retail sdestax when aVAT dready exigts at the federd level.”” A moveto anaionwide
retal salestax at arate of 5 percent (or even 10 percent, as proposed earlier) and areduction of the VAT
rateto 10 percent is neither optima nor feasiblein terms of revenues. Available estimatesindicate that a
combination of areduction in thetax rate for the VAT and regional saes tax with arate of 10 percent
would yield only 60 percent of the revenues now produced by the VAT.” One of the important reasons
for thisdifferenceisthat the VAT iseaser to collect becauseit islevied a different levels of production.
If tax isnot paid at somelevd, it can still befully recovered atthe next level. In contrast, aretail salestax
isonly levied onfinal sdesor at thelast stage of production whereit ismogt difficult for tax inspectorsto

2 However, adud system can exigt, in particular wherethe VAT isacentral government tax and
theretall salestaxisasubnationa (regional) government tax levied a arelatively low rateand onthe same
base asthe VAT.

3 See “The Choice Between the VAT and the Retail Sales Tax in the Russian Federation,”
Georgia State University Fiscal Reform Project, Moscow, November 1998.
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enforce collections. In addition, the international experienceindicatesthat aretail salestax with arate of
10 percent will lead to considerable evasion.™

A second avenue of increased revenue autonomy in the draft Tax Code is the proposed regional
property tax. As pointed out above, while the real estate property tax has a greet potential, it will take
congderable time for thistax to be fully functional. Realistically, this tax will not provide subnational
governmentswith added revenue autonomy soon.” Meaningful and quicker added revenue autonomy at
the subnationd leve could comefrom a“piggy-back” styleregiona persona incometax. Thistax would
usethe sametax base asthe national incometax and giveregiond governmentsthediscretionto vary aflat
rate up to amaximum set by thefederd authorities. Thisisaproposal that has been onthetablein Russia
since the beginning of the transition.”

Vertical Balance and Revenue Assignments.

Among themost difficult problemsto addressinrevenue ass gnmentsiswhether or not therevenue
sources provided to subnationa governments are adequate to cover their financing needs. In order to
answer thisquestion, onemust first know what theexpenditureresponsibilitiesof subnational governments
areand at which level of expenditures these responsbilities will be actudly fulfilled. The second part, a
whichlevel theresponsbilitieswill beactudly fulfilled, isdifficult or impossibleto ascertaina priori. Infact
for adecentralized system to be efficient, thisissue should be decided by the electorate of subnational
governments. Giving subnationd governments sufficient revenue autonomy offersthemost practica solution
to the problem of vertical baance. If taxpayers of asubnationa jurisdiction consder thelevel of provison
inadequate they can changethisby changing their owntaxes. Thus, revenue autonomy isthe key not only
to more efficient expenditures, but also to reaching vertical balance.

" The VAT isgenerdly amore efficient (economicaly neutral) tax than aretail salestax. The
problemwiththislater isthat it isdifficult to avoid thetaxation of intermediate production without opening
serious avenues for evasion.

™ Thereal estate property tax is planned as a substitute for three current taxes on property: the
enterprise asset tax, theland tax and the individual property tax. (Table 21 showsthe relativeimportance
of each of these revenue sources, while Table 22 shows how each of these taxes are shared among
different levels of government.)

6 A piggy-back persona income tax for subnational governments has gained in acceptance in
andyticd and academic circlesin Russia and has been proposed as part of the 1999 budget. Regional
aversionto aregiona piggy-back PIT may be dueto the fact that the revenues from the federa persond
income tax are currently assigned entirely to the subnational level.
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Revenue Assignments to Local Governments

I nthe revenue assgnments betweenregiona and local governments, little hasbeen accomplished.
Many regiond governments continueto organizetheir relationswithlocal governmentsasinthepast. For
theseregions, revenue assignmentsare an afterthought for how anegotiated minimumexpenditure budget
should befinanced. Addressing thereform of revenueass gnmentsat theregiona-locd level inthat context
would beimproper andineffective. Onamorepostive note, an increasing number of regionsareimitating
to some extent the reforms at the federd-regiond levd. Itisclear that a piecemed gpproach to revenue
assgnments a the regiond-locd leve, such asthe one followed by the Law of Financial Foundations
of Local Sdf-Government, has indeed been ineffective. What is needed at the regional-local level isa
reformof theentirebudgeting processthat governsthere ationshi psbetweenthetwolevel sof governments
These reforms should not only address revenue assignments, but al o expenditure assgnments, transfers
and the budget processitsdlf. Thefedera government’ sintentionsto spearhead comprehensivereformin
thisarearai sesimportant congtitutional issuesregarding theextent of federdisminthe Russa Theseissues
have just started to be addressed, such as was the case with the Law on Financial Foundations. In
essence, but not necessarily in an exact litera way, the steps that will be needed to reform regiond-local
relations arethe sameasthose for completing thereform of federa-regional relaions. Thisistruewhether
the federal authoritiesfind the ground to impaose these reforms, as in a Subnational Budget Code, or the
regions are left on their own to carry out these reforms. It is also clear that reforming regional-local
relations would be helped by having rational, stable and transparent relations between the federa
government and the regions.
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CHAPTER IV
THE SYSTEM OF TRANSFERS

Intergovernmenta transfersin Russia provide ardatively smal share of subnationd revenues; in
1997, the sum of all federal transfers to subnational governments amounted to only 14 percent of
consolidated subnational revenues. At the sametime, transfers are not an inggnificant source of funding
for many individua regions. For anaverageregion, transfersaccount for 20 percent of theregion’ sbudget
resources; for ten regions, transfers account for 40 percent or more of regional resources.

Intergovernmental transfers in the Russian system can be divided in two general categories:
equdization trandfers (transfers specificaly provided for the purpose of equalizing differencesin fiscal
capacities and fisca needs across regions) and other transfers, including subventions, mutud settlements
and anumber of other transfers.”” Equdization transfers were drastically reformed in 1994, when the
system of negotiated subventions was replaced with aformula-driven equaization gpproach. However,
the negotiated and non-transparent nature of mutual settlements continues to provide regions with soft
budget constraints and presentsregionswith perverse collection incentives. At theregiond-loca leve, in
many casestransfers are also still negotiated. This presentsloca governments with the smilar problems
of soft budget constraints and perverse tax collection incentives.

Thischapterisorganized asfollows. First, weconsder theevol ution of theRussantransfer system
during the trangition period. Second, we discuss the current system of transfers. Third, we analyze the
performance and incidence of al transfers during the economic trangition period. Fourth, we summarize
the pending policy issues in the area of transfers and offer some policy recommendations.

IV.1 Evolution of the System of Transfers
The system of intergovernmentd transfers from the federa government to the regions has gone

throughthreedistinct periods. Theseperiodspardld thedifferent periodsof revenueass gnmentsreviewed
in Chapter I11.

T Mutua settlements, as discussed later in this chapter, form an umbrella category of transfers,
congstinglargely of unbudgeted, non-transparent transferswhichget al ocated during the processof budget
execution.
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Transfersin the Early Years of the Transition

During 1992-1993 the bulk of all transfers were negotiated “ subventions’ to those regions for
which own revenuesand shared revenueswere not large enough to fund the minimum expenditure budget
that was negotiated, as afirst step, with the Ministry of Finance. The entire budgetary process, and by
association the determination of these lump-sum subventions, lacked transparency and was subject to
political manipulation and pressure. Despitethese shortcomings, asdiscussedingrester detail below, these
transfers had some positive equalization effects. The same methodology of negotiated transfers was
followed at theregiond-locd level. Regionsdesigned gap-filling subventionsfor thoseloca governments
inwhich own and shared revenues were not large enough to fund their minimum expenditure budgets.

The Reform of Transfersin 1994

In 1994 theRuss an government introduced anew system of formula-driven equdizationtransfers
which, with someminor adjustments, was used until 1998. However, theformulawasonly used in earnest
in 1994 and 1995; in later years, the formulas results were subjected to political negotiation. Alongside
the formula-driven equalization transfers the government continued to use a number of other types of
transfers which were mostly of an ad-hoc and non-transparent nature.

The Fund for Financial Support of the Regions (FFSR), as the new system of equalization
transfers was caled, had two equalization “windows.” The first window (called “Regions in Need of
Financid Assstance’) attemptedtoequdizetheavail ability of revenuesacrossregions. Thesecondwindow
(caled“Regionsin Need of Additional Financial Assstance’) attempted to provide additional funding to
regionswithunmet expenditureneeds. Thesystemfirst determinedtheoverdl leve of funding and, second,
allocated equalization transfers to the regions using two sets of formulas, one for each window.

The overdl levd of funding for the FFSR was determined every year in the federa budget. The
funding rulefor the FFSR has been subject to changevirtualy on an annua basis. In 1994, the funding for
the FFSR was st at 22 percent of the federal share of VAT collections. Thiswas increased to 27 percent
of federal VAT coallectionsin 1995. For 1996 and 1997, the funding rule was changed to 15 percent of
al federal tax collections, exclusive of import duties.” The 1998 budget lowered overall funding to 14
percent of federa collections with the same exclusions.

The formulafor the first window of the FFSR had three steps (Table 31). Although the basic
formula did not change over the years, some of the coefficients did change from year to year. For 1997,
thefirst step used revenues per capitaadjusted from abase year (the most recent year for which datawere
available) to equalize revenues acrosstheregions. Revenue datafrom an earlier year were used to reduce
disncentives to revenue mobilization. For the purpose of determining FFSR transfers, the Russian
Federation wasdivided up intothree groups of regions (two groups of regionsin the Northern territories

"8 For 1996 the federd share of the PIT, set at 10 percent, was also excluded from the FFSR
funds.
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and onefor therest of the Federation) mainly to capture differencesin the cost of living.” Within each of
these three groups, regions whose adjusted per capita revenue collection (based on the base year) were
below 92 percent of the group average were entitled to capacity-equalizing transfers.® Steps two and
three of the first window determined the actua sze of the transfer by gpportioning the available funds to
those regions with a positive claim in the first step.

The formulafor the second window of the FFSR (Table 31), in its 1997 version, was based on
expenditure datafor the base year of 1991.8' These data were adjusted for changesin legidation for the
yearsin betweenin order to approximatethelevel sof expenditure needsfor al regionsfor 1997. Revenue
capacity for the second window was determined the same asin the first window. Each region’sclamto
atransfer in the second window was then computed as the difference between the estimated expenditure
needs and the sum of adjusted revenues and the transfer from the first window (if any). Again, the
remaining steps apportioned the funds all ocated to the second window to those regions with positive
expenditure gaps.

The FFSR system had severa significant weaknesses:

C after 1995, the trangparency and objectiveness of the FFSR approach was compromised
by subjecting the formula's results to political negotiations.

C the equalizing capacity of the system was limited by the fact that the funds available for
equalization were arelatively small share of the subnational budget.

C continued changes in the formulas for both windows turned many regions against the
system when the changes did not hold them harmless against losses of funding.

C there was a widespread perception that the mechanism did not achieve the goal of
equalization of resources between the regions.

C the use of actual revenue collections and actua expenditure per capita datafrom a base
year did not accomplish the task of properly measuring fisca capacity and expenditure
needs. For instance, the assumption that expenditures for 1991 reflected the expenditure
needs of theregionsin 1997 was not redlistic, especidly in light of the sweeping changes
in the economic structure of Russia during the transition period.

C the divison of regionsinto geographica groups may have prevented equalization across
groups and did not control adequately for differencesin the cost of living across regions.

C the formulafor thesecond window essentialy followed the* gap filling” philosophy of the
subvention system that was used during 1992-93 and previoudy in the Soviet Union.

™ 1n 1996 and before, the Federation was divided up into 11 groups of regions for this purpose.

8 The scaling coefficient was 0.95 for the years from 1994-1996. The coefficient actsto scale
down the level of equalization.

81 Until 1996, the base year for the purpose of measuring expenditure needs was 1993. The
switch to 1991 was based on the belief that this year’ s expenditures were more representative of actual
expenditure needs.

-60-



C the gap-filling approach and the annua adjustment process arguably introduced perverse
incentives in the FFSR system, as regions who increased revenue collections had a
legitimate concern that their FFSR transfer would be reduced.

Bedde the FFSR transfers, severd other types of transfers were used during the 1994 to 1998
period. None of these transfers were based on formulas or rules, and in many years, the funds allocated
through these other transfers exceeded those all ocated through the FFSR.82 The most important of these
other formsof transfers were “mutua settlements.” Mutud settlements are transfers arranged after the
annua budget law hasbeenadopted. However, in actuaity mutua settlementsform an umbrellacategory
of transfers that include transfers to compensate regiona governments for mandates or the delivery of
federd programs, emergency transfers, and transfersin lieu of financing regiond investment programsin
the federal budget.® Many different forms of negotiated and discretionary funds were aso included in
mutua settlements. Since 1994, akey component of mutual settlements has been ex-post negotiated
paymentsto subnational governments for the maintenance of housing. A key (negative) feature of these
mutual settlement transfers is that these funds were never budgeted. Instead, these transfers were
determined and negotiated in the process of budget execution. All but ahandful of regionswererecipients
of mutual settlement funds.

Other trandfersusedintheRuss ansystem of intergovernmentd fisca relationsincludegrantstothe
city of Moscow for performing therole of capitd city, to the city of Sochi, to the Northern territoriesfor
the deivery of goods, and grantsto “closed” cities®* Although not transfers per se, “budget loans’ from
the Ministry of Finance to regiona governments often became transfers when they were written off after
the close of thefiscad year. Asinthe case of mutual settlements, many of these other transfers have been
assigned on an ad hoc basis and have lacked transparency (Morozov, 1998).%°

82Gee IEPT (1998), Freinkman et. al. (1998), and Morozov (1998), and Titov (1997).

8 |n the case of many federal mandates, current budget |egislation does not require that these
expenditures be compensated through mutual settlements. Instead, these expenditures (including the
anticipated expendituresassociated with federal mandatesto be adopted during theyear) areincluded into
theestimate of theexpenditureneedsof theregions, so equdizationtransfersshouldidedly includefunding
for these federal mandates and other expenditures. However, in reality federal mandates do not get
compensated either through mutual settlements or transfers.

8 Closed citiesare part of the military-industrial complex and subject to maximum security. Their
budgets have been handled directly by the Minigtry of Finance and they are reputed to have enjoyed a
privileged standard of living (Campbell, 1996).

& Someregionsalso receive support fromthefederal government viafundsallocated to particular
sectorsor even to enterprisesin particular regions, such asthosein the cod industry or agriculture. A few
regions also have been granted the specia status of tax free zone (IEPT, 1998).
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The Reforms of 1998

The generd dissatisfaction with the FFSR mechanism used since 1994 led to its gradud demise,
as the formula s results were subjected to modification through politica negotiations between the State
Duma and the regions from 1996 to 1998. For 1999, the Russian government has introduced a new
equalizationformulafor the FFSR. The new mechanism has only one window and the formula has been
amplified (see Table 32). The crux of the formula consists of the use of index of budget expenditures
(or expenditure needs) to “normdize’ or adjust per capitarevenues. Thenew formulaassgnsequdizing
transfers to regions for which the normalized per capita revenue falls below some threshold.

V.2 The Current System of Transfers

Three elements of the current system of transfers are considered in this section: equalization
tranders, other trandfers (mutua settlements, etc.), and regiona-locd transfers. While budget loans are
sometimes considered transfers due to the high frequency with which they are forgiven by the federal
government, they will be considered as part of deficit finance in Chapter V.

Equalization Transfers

The new formulafor the FFSR isan improvement over the past formula. Itissmpler and it gets
closer to theided of using “fisca capacity” and “expenditure needs’ rather than actual revenues and
expenditures for a base year as the standards for equalization.® Like the origina FFSR mechanism, the
new formulafor the FFSR aso has two components. the determination of funding and the equalization
formula. Theoverdl leve of fundingfor the FFSR will till be determined inthe annua budget asashare
of federd tax revenues exclusive of import duties®” Thisisthefirst step of the new equalization formula
(Table 32).

The bads of the new equdization mechanism isformed by a measure of revenue collections (or
fiscal capacity; step 2) and a measure of budget expenditures (or expenditure needs, step 3). The
mechanismthen “normalizes’ each region’ slevd of fiscal capacity by theindex of expenditure needs (Step
4). Thenormalization of per capita revenues means that regions with higher expenditure needs are
considered to havelower normalized per capitarevenues. Each region that has bel ow-averagenormalized
per capitarevenues could potentialy receive aequdization transfer. However, if insufficient funds are

8 See Boex and Martinez-V azquez (1998a) for acompl etereview of thenew equalization formula
and suggestions for improving the formula.

87 For 1999, the FFSR is budgeted to receive 14 percent of applicable federal revenues. Based
on the draft Medium Term Fiscal Plan for the Russian Federation, the FFSR fund is planned to shrink
further to 11 percent by 2001.
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available to equalize al beow-average regions, the equdization threshold is gradually lowered until the
neediest regions can be pulled up to the threshold level (steps 5 and 6).

The crucid issuefor the performance of the current formulaisthe specification of themeasures of
fiscal capacity and fiscal need. As currently concelved, the new equalization formula uses per capita
revenues as a proxy for fiscal capacity. For 1999 the measure of per capita revenues will be based on
1997 data. For future years, it appearsthat the plan isto either make annual adjustments to the measure
and eventually to subgtituteper capitarevenueswith amoregppropriate measureof regiond fiscal capacity.
Asaproxy for expenditure needs, the plans are to use ameasure of differencesin thecost of living across
groupsof regionsfor 1999. For futureyears, the Ministry of Finance expectsto devel op acomprehensive
set of norms to estimate differences in expenditure needs across regions.

The sdlected measures of fisca capacity and fiscal need present two main areas of concern with
thenew FFSR formula. With regard to the measureof fiscal capacity, usng actud collectionsdatafor 1997
for the 1999 budget will continue to send the wrong message to the regions regarding their levels of tax
effort. When up-to-date data for tax bases or the composition of gross regional product (GRP) become
available it will be possible to improve on the measure of fiscal capacity.

The second main area of concern is the proposed use of expenditure norms for the purpose of
caculaing regiona expenditure needs by the year 2000.28 Whether the plans are to go back to using
“physicd norms’ (asthose used in the Soviet era) or more broadly defined per capitanormsis not clear
at thistime.® However, it is clear that these norms will be approved by law. While thereis no problem
with the use of cost or funding standards in the formulation of the budget, there are important problems
associated with the explicit use of normslegidated in the law. Three of these problems are as follows:

Budgeting from Norms Resultsin Suboptima Fiscal Management. A conspicuous feature of
budget preparation in Russiaisthe philosophy or the overal bdlief that budgets should be viewed from a
perspective of needs rather than from a perspective of feasible public services given the current revenue
resources. This perspective has led to a history of unrealistic budgets and poor performance.

It should be understood that all budget practitioners de facto use some form of norms or
expenditure benchmarks to compile a budget. There isinherently nothing wrong with this practice.
However, itisproblematicwhennormsor benchmark expenditurel evel sfor different functiona expenditure

8 More accurately, the plans cdl for the possible phasing-in of budget norms during 1999 for
housing and utilities, health care, education, socia welfare, public transportation, culture and public
adminigration. For the year 2000 all regiond expenditure needs should be solely determined on the basis
of norms.

8 Numerous attempts have been made in the past years to estimate different indices of need.
Lavrov (1998) discussestheseindices, including those developed by the Ministry of Finance, the Ministry
of Economy, the Central Research Ingtitute of Economics, the State Committee for Construction and so
on. He finds that there are very significant correlations among most of them.
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categories are established by law or fixed in some other way without considering the attached funding
implications. This carriestherisk of raising the expectation that a certain level of public serviceswill be
provided, while sufficient funds may smply not beavailableto ddiver these services. Thisisthe approach
followedinthepreviousregime; it clearly did not work then and it will not work now. In contrast, defacto
normscan be used to ass st budget practitionersin successfully allocating fundswithin the relevant budget
constraint without raising such expectations.

Also, in adecentraized federalist system the role of the federal government in providing for
equdization between different regionsis often less extensivethan in the Soviet tradition. Indeed, acertain
degree of variation in regional expenditures should be considered beneficia as it alows regional
governmentsto adjust spending patternsto region-specific concerns and respond toregiona demandsfor
public services. Inaddition, theuseof budgetary normswoul d convert the budgetary processinto aninpuit-
oriented activity, making it more difficult to focus on budget performance and the level and quality of
services. In general, budget norms tend to suppress the practice of budget evaluations,

Physica Norms Provide Wrong Fiscal Management Incentives. Perhaps the most important
drawback of budgetary norms based on physical measurementsis the fact that these norms provide
incentives that are not compatible with the goa of the efficient alocation of budgetary resources. For
example, physca normsbased on physicd infrastructure capacity (number of schools, number of hospitals,
etcetera) give subnational governments an incentive to generate excess capacity or preserve obsolete
capacity.

Inaddition, theuseof phys ca expenditurenormsintheassgnment of transfersmay actualy cause
greater inequality between the regions. Greater disparities could occur if, under the present regime,
wedthier or palitically favored regionshavebeen ableto enlargetheir physical capacity (for example, more
hospita s or universities) than poorer or lessfavored regionswith similar public servicesneeds. If physical
expenditure norms are used to measure expenditure needs, the wedthier regionswould be considered to
have greater need and thus recelve a greater share of the equalization fund.

It should be noted that such problems can beavoided by settingper capitamonetary normsinstead
of physica norms. If expenditureneed ismeasured by something other than physica measurements, public
officdswill have an incentivetoclose up (rather than maintain) excess capacity in schoolsand clinicsand
to allocate the available funds to improve the quality of service at the remaining locations.

Norms Are Not Transparent and Are Adminigtratively Codtly. A further argument against the
adoption of expenditure normsisthat the use of alarge number of norms causes the budgetary systemto
becomescomplexandadminigtratively costly whilelosingitstrangparency. Especidly thepracticeof setting
expenditure normsin isolation of revenue availability is likely to result in public disenchantment and
frugtration. 1If revenuesfal short to fulfill the announced norms, the expenditure norms will have to be
reduced through negotiations to achieve budgetary balance. Thisraisesthe concern that in the time of
several years, the measure of expenditure needs may once again become so convoluted that the
equalizationsysemwill defacto returnto asituation of politicaly negotiated transfers. Inaddition, theuse
of physical normswill result in public frustration and politica friction as taxpayers fed cheated when the
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government cannot fulfill itspromisesand place blamewith subnational elected officialswho are unableto
delivered the level of services established by the norms.

A variety of measures of expenditure need exists which could be used in the allocation of
equalization transfers. One measure that has recently received increased attention from the Russian
government isthe Representative Expenditure System, ameasure of expenditure needs devel oped by the
U.S. Advisory Committeeon Intergovernmenta Relations(1990). Although thisapproachistheoreticaly
sound, it assumestheexistenceof budgetary discretion and revenueautonomy by subnationa governments
at levels which have not been in place during the trangition in Russia.

Mutual Settlements and Other Transfers

Despite the continued reform of the FFSR mechanism, the Russian government has continued to
rely onmutua settlementsandother ad hoc typesof transfers. Inthiscategory, mutud settlementsarethe
dominant form of theseother transfers, accounting for about 25 percent of dl transfers(including the FFSR)
and 75 percent of non-equaization transfers. Mutual settlementswere already in existence before the
transtion and they were used to compensate the budgets of lower-level governmentsfor changing in tax
legidation or the adoption of federa lawsintroducing new expenditure mandates. During the transition,
mutual settlements have been mostly a one-way stream of transfers from the federal to regional
governments, andtheir content hasbeen enlarged toincludeemergency grants, block grantsand settlements
to substitute for the financing of regional investment programs (Morozov, 1998).

A find group of transfers consistsof block grantsto the cities of Moscow, Sochi and the “closed
cities” aswell as some “subventions.” These subventions are truly earmarked grants which may be
alocated for capital expendituresor for current expenditures. The State Duma determinesthese grantsin
negotiationswith thegovernment andtheregions. Thisgroup of transfersaccountsfor gpproximately 25
percent of all non-equalization transfers, but only as 10 percent all transfers.

Two main issues arise with regard to the manner in which these non-equalization transfers have
been dlocated. Fird, these transfersfail to provide a stable budgetary environment as none of them are
allocated based on objective, pre-determined and transparent criteria such as formulas. Earmarked
transfersconti nuetobeal ocatedthroughbargai ningandbudget negotiations; mutual settlementsmost often
arenot budgeted at all. Second, in combination with the availability of budget |oans and other means of
financing for current expenditures (discussed in Chapter V), mutual settlements continueto providea soft
budget constraint for regional governments.

Regional-Local Transfers
Asdiscussed in Chapter 11 (expenditure assignments) and Chapter 111 (revenue issues), to alarge

extent regiona-loca relationscontinuetomirror thesystemof intergovernmental rel ationsduringtheSoviet
regime. Often, minimum expenditure budgets are negotiated between the regions and local governments
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supposedly based on anumber of expenditure norms. The revenue gap between alocdity’ s expenditure
needs and own and shared revenue sources is addressed using negotiated gap-filling transfers. The
continued reliance on this outdated approach preserves the mg or incentive problems at the regiond-local
level that were prevalent in the previous system.

Some regions have moved to introduce standard sharing rates for revenue sharing within the
regions, thisis the case in Sverdlovsk, Penza and some other regions (Igudin, 1998). Mog often when
revenuesare shared at astandard rate, theloca sharestend to berelatively low to avoid wedthier districts
and municipalities from attaining large fiscal surpluses. Thisleaves an increased role for transfers a the
regional-local level.

Theandyd sof onespecificregionmay providesomeadditiond indgghtsintotheissuessurrounding
intracregiona relations. Recently, Bahl et a. (1998) provided a comprehensive review of
intergovernmental transfersin Leningrad oblast. Leningrad oblast uses three types of grantsfor itsloca
governments. subventions, paid to loca governments as earmarked grants to cover price subsidies for
medicines and to partially compensate communications companies for mandated rate reductions for
pensionersand others, subsidies, which arepaid toloca governmentsessentially as gap-filling transfersto
cover thegenera shortfal betweentheminimum expenditurebudget andtherayon’ sother revenuesources,
and mutual settlements, which basically serve asmilar purpose asthey do at the nationd level of ex-post
unbudgeted transfersto lower-level governments. Therolethat mutua settlement play within Leningrad
oblast’s system of transfersis more important than at the national level, accounting for about 45 percent
of dl regiond transfers. The gap-filling subsidies account for gpproximately the same share of regional
transfers; the earmarked transfers only cover around ten percent of all regional transfers.

IV.3 How Hasthe Transfer System Performed?

Transfers Have Been Relatively Small And Tended to Decrease over Time

At their peak in 1994, on average transfers represented 35.8 percent of funding for regional
governments. Asshown in Table 33, by 1997 the significance of transfers and other settlements had
declinedtoonly 19.8 percent. Thedeclineintheimportanceof intergovernmentd transfersasasubnational
source of funding has been taken up largdly by “other sources of financing,” mainly conssting of budget
loansand different formsof borrowing. Themost significant decreaseintransferstook placein 1995; while
mutual settlements and other (non-equalization) transfers on average represented 26.4 percent of al
regional fundsin 1994, this percentage dropped to 5.6 percent in 1995. The relative role of equaization
transfersin subnational budgets hasremained fairly constant over thelast three years. In 1997, an average
of 15.6 percent of subnational public funds of al regions consisted of FFSR transfers.

The level of federd transfersto the regions expressed as a share of GDP provides yet another
useful perspective on the rdatively smdl significance of these funds (Table 34). In 1997, total federdl
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transfers (excluding budget loans) represented 1.92 percent of GDP. When budget creditsand loansfrom
thefedera government totheregionsarea sotakeninto consideration, thisfigureincreased to 2.67 percent
for 1997. Thesefigures have been more or lessrepresentative of the past five years. The exception was
1994, when the introduction of the FFSR and a sharp increase in mutua settlements pushed total federd
transfersand loansto the regionsto 4.21 percent of GDP. Inred terms (1995 prices) per capitatransfers
have been up and down over the past years. For an index of 100 for 1994, federa transfers (excluding
budget |oans) to the regions had been at 22.7 in 1992 and at 41.4 in 1997 (Table 35).

Althoughby designthe FFSR issupposed to beequalizing, thismechanism hasbeencriticized since
itsintroduction in 1994 for failing to accomplish thisobjective. A different but also important questionis
whether dl other transfers have had an equdizing effect. If thiswas not the case, to what extent did these
transfers offset the equalization obtained through the FFSR? It isimportant, therefore, to consider the
equdizing effect not only of the FFSR, but of the entire system of transfers, and ultimately of the entire
system of intergovernmental relations.

Have Transfers Been Equalizing?

Whether the FFSR hasactually been equaizing hasbeen oneof themost analyzed issuesin Russian
fiscd federdism and, to some extent, the answer to thisquestion depends on how one chooses to answer
it.® Theinfluence of economic factors on the alocation of transfersis andyzed in Table 36 and 37. In
Table 36, per capita FFSR transfers are regressed on per capita GRP (ameasure of fiscal capacity) and
several measuresof need (cost of living, percent of the popul ation under and over working age, and percent
inpoverty).®* For al yearsthe coefficient for per capita GRPis negative, and Statistically significant for the
last three years. Thus, wealthier regions recelve fewer FFSR transfers. The positive and statistically
ggnificant coefficientsin all yearsfor cost of living and young and old population also tell a strong
equalization story. On the other hand, the percent of the population living in poverty in aregion never
affected the FFSR transfers in any of the years under consideration.

Theregresson anayssof per capita” other transfers’ for the years 1994 through 1997 (Table 37)
tellsasmilar, but not as compelling, story of equdization. The category “other transfers’ is defined to
includesubventions, mutua settlementsand someother typesof minor transfers, but excludesbudget loans.
The regression coefficientsfor per capita GRP are dways negative but only statisticaly sgnificant for two
out of thefour years. Regionswith higher expenditureneeds, asmeasured by the cost of living and percent
of the population under and over working age are dso positive, but not always significant for 1994 to

% e Houerou and Rutkowski (1996), Stewart (1996), and Martinez-V azquez and Boex (1997)
concluded that transfers, for the most part, have not been equalizing. In fact political consderations, in
particular theappeasement of regiond troublemakers, have beenidentified asmoreimportant determinants
of the flow of transfers to the regions (Treisman, 1996; 1998a,b).

%1 See Table 10 for the descriptive statistics of these variables.
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1996.%2 However, in 1997 these transfers became dis-equalizing in terms of “needy” population; the
regression coefficientsfor theyoung andold population became negative and satistically significant. This
suggeststhat in 1997 regionswith adisproportionaly small economicaly active population recelve fewer
“other transfers.”%

Thus, what is the conclusion on the question of whether the allocation of transfers has been
equaizing? Probably theright answer isthat FFSR transfers overadl have been equalizing. Theincidence
andydsin Table 36 suggests that economic factors have been important in determining the alocation of
FFSR transfers and that these transfers have been allocated in an equaizing manner. Thisis not the case
for the“other transfers’ andyzedin Table 37. The explanatory power of the economic variablesincluded
in the regression has steadily declined over time; by 1997, only roughly one-third of the variation in these
transfers could be explain by economic variables. Asfar as economic factors do influence the alocation
of these transfers, the parameter estimates suggests a much weaker pattern of equalization for “other
transfers’ than is the case with the FFSR.

Further analyss suggeststhat transfers on the whole have had alimited impact on reducing fisca
digparities. Thisisshown in theregressonsin Tables 38 through 41. These tables andyze theimpact of
FFSR transfers and other transfers on per capita expenditure disparities across regions in the context of
therest of thefisca system. Thisandyssiscarried out separately for each year from 1994 to 1997. For
each year, we define five dependent variables in per capitaterms: totd collectionsin the regions (which
includesthefedera shareof sharedtaxes), regiond revenuesbeforetransfersof any kind, regiona revenues
after FFSR transfers, regional revenuesafter al transfers, andfinally regiona expenditures. Comparingthe
parameter estimatesfor each step with the previous step allows usto conclude whether or not the step has
been equalizing.

Withafew exceptions, theimpact of transfers has been to reduce the role of fiscal capacity (per
capitaGRP) intheallocation of subnationa resources. Inaddition, transfers have generdly beendlocated
to regions with higher expenditure needs (as proxied by cost of living, and percent old and young
population). Ultimately, the equalizing impact of transfers hasweakened considerably inlater years. And,
astheregressonsfor per capitaregiona expendituresshow, differencesin regiond fiscal capacity continue
to cause substantial disparitiesin regional expenditure levels.®*

%2 Stewart (1996) a'so notes that both FFSR and other transfers can be interpreted as equalizing
vis-a-vis expenditure needs.

% The dependent variablesin Tables 36 and 37 do not take into account the fact that transfersto
different regions may actualy provide different levels of fisca support due to regiond price differences.
All dseequd, afederd transfer to aregion with arelatively lower pricelevel hasamore equdizing effect.
Therefore, theregressionscontainedin Tables36 and 37 wered so estimated using redl per capitatransfers
levels (adjusted for the regional cost of living) as dependent variables. The regression results and
conclusions were unaffected by this adjustment.

% Disparities in expenditures per capita are discussed more fully in Chapter I1.
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Have Transfers Discouraged Tax Effort By Regional Governments?

Oneof themost seriouscriticismsof thesystem of equadlizationtransfersinforcefor the 1994-1997
period was that its formulas gave regions the perverse incentive to lower their tax effort. Thisissueis
explored intheregressonin Table 42. Inthese regressions, the dependent variable, tax effort, is defined
astheleve of regional tax collections expressed as a percentage of grossregional product (GRP).* The
regression coefficient for FFSR transfers (defined as a percent of tota regiona expenditures) is negative
for dl four yearsand satisticaly significant, except for 1997. The negativeimpact of FFSR transfer on tax
effortisnot extremely pronounced but neither istheimpact immaterid. For example, in 1996 for every ten
percent increasein FFSR transfersasashare of theregional budget, other things equal, the tax effort ratio
decreased by one-half percent.%

The empiricd evidenceindeed gppearsto suggest that FFSR transfershave discouraged tax effort.
However, shortcomingsintheway inwhichtax effort isdefined (astheratio of revenuecollectionsto GRP)
dlowsfor dternativeexplanations. Itispossiblethat GRPisapoor measureof regional fiscal capacity due
to the fact that it does not consider the economic composition of aregion. For example, the measure of
GRP may overdtate the fisca capacity of regionsthat rely heavily on agricultural production. If these
agricultural regions have a more limited ability to raise revenues, then the measure of tax effort (the
dependent variable) would undergtate their actual level of effort; as aresult, the regression would reved
anegative relationship between tax effort and FFSR transfers. Also, the measure of fiscd effort may aso
fal to take into account higher expenditure needsfor certain types of regions. If regions for which GRP
overstatestheir fisca capacity systematically have greater legitimate expenditure needs (for example, for
maintenanceof infrastructure), thiscould againresult in an alocation of greater amountsof FFSR transfers
to regions with alower level of measured tax effort.

Discouragement of tax effort has been more pronounced at the local level where negotiated
minimum expenditure budgets, regulating sharing rates and negotiated transfers often still prevail.
Zhuravskaya (1998) studied the budgets of 35 large citiesin 29 regions from 1992-97 and found that for
every rublethat local government own revenuesincreased in agiven year, about 90 kopeks were clawed
back or extracted by reductions in transfers and/or tax sharing by the regional governments.

% The sameset of regressions but with tax effort defined interms of overal collections (including
the federa share) are presented in Table 43. Theresultsare virtualy smilar to those obtained when only
regional revenues are incorporated in the measure of tax effort.

% Other control variablesare used in these regression explaining the variation in tax effort across
regions. These parameters suggest that regions with higher per capita GRP and more dependent on
revenuesfromthe PIT tend to exert alower effort. Those regions more dependent on business and sales
taxes tend to exert higher tax effort
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Budgeted Transfers and Actual Transfers Have Differed Considerably

One important source of dissatisfaction among the regions with the FFSR has been the time lag
between the crediting of taxesto the federa budget and the fina remittance of fundsto the regions from
the FFSR. Indeed, the problemsin administering the FFSR have gone beyond delays. The record on
actua implementation of budgeted transfersis poor. As Table 44 shows, there have been significant
deviations, in both directions, from the budgeted amounts to the actua amounts received in the execution
of the budget. These deviations, present for 1995,1996, and 1997 are hard to explain; anecdotal evidence
suggeststhese deviations may bethe result of political factors. However, these deviations may aso have
arisen due to the extensive use in recent years of budgetary loans.

IV.4 Pending Policy Agenda for the Reform of Transfers

The overhaul of the entire system of transfersis crucial to the overall success of the reform of
intergovernmental relationsin the Russian Federation. Without addressing the current problemswith the
transfer system as awhole, subnational governments will continue to face fiscal incentives that reward
irresponsible fiscal behavior.

The Russian government’ sreform agenda.in the area of transfersis outlined in the “Concept of
Reform of Inter-Governmental Fiscal Relations.” The reform agendawith regard to transfers should
contain reform proposalsin three broad policy areas. First, improvementsto the new FFSR equalization
mechanism should be considered. Second, sweeping reforms are needed to replace the current system
of non-transparent and ad-hoc mutual settlements, forgiven loans and specia subventions, with asystem
of budgeted, objective and transparent transfers that target federal government objectives other than
equalization. Third, theissue of regiona-local transfers needs to be redesigned in the context of wider
reforms in revenue assignments and the assignment of expenditure responsibilities.

Reforming the System of Equalization Transfers ¥

Theintroductionof theformula-drivenequalizationmechanismin 1994 anditsfurther improvement
in 1998 were two major steps in the direction of a objective, transparent and effective equalization
mechanism. Nonetheless, a number of issues continue to prevent the FFSR from achieving its intended
goals.

The Funding Rule. The funding rule for the FFSR should be reevauated in light of a number of
congderations. Firgt, the determination of the appropriate funding level for the FFSR isclearly a political
choice that requires finding a balance between the objective of equalization and spending on other

9 Many reform proposals have suggested in recent years. See Rafuse (1996), Martinez-V azquez
and Boex (1997), Lavrov (1997), IEPT (1998), Morozov (1998), and Boex and Martinez-V azquez
(1998a).
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government programs. Inthisregard, itisal soimportant to realize that the redistribution of fundsto poorer
regionsinevitably requirestaxing better-off regions, whichinturn, may dow overall economic growth. A
second cond derationinthedetermination of thefunding ruleisthetrade-off between stability and flexibility.
The current gpproach of deciding thelevel of fundsin each year’ sbudget providesthefedera government
with degrable flexibility, but it sacrifices certainty for regional governments. A common international
practiceistofix theoverdl funding asapercent of central government revenuesfor aperiod of threeyears,
which can only be dtered in the case of an apriori stipulated emergency situation. Thismay aso be a
workable compromisefor Russa A find consderation with regard tothe funding ruleisthe moddity for
financing the equalization mechanism. Equalization can be achieved either through vertica arrangements
(usingfedera sources) or through ahorizontal or “fraternal” approach (sharing of regionda sources). Inthe
latter case, better-off regionswould haveto contribute someof their own revenuesto an equalization fund.
The“fraterna” approach, commonin Scandinavianand someCentral European countries, andalsopartialy
adopted in the Baltic states, is unlikely to be accepted in Russia.

Improving the Equalization Formula. A second set of issues surrounding the equalization
mechanismfocusesonimprovingtheequalizationformula Improvement of theformul aissuggestedinthree
directions:

C The measure of fiscd capacity used in the equdization process should be improved to
avoid the incentive problems raised by using past actua collection. A number of fiscal
capacity measures that could serve this purpose are discussed Boex and Martinez-
Vazquez (19974) and computed for the regions of the Russian Federation in Boex and
Martinez-Vazquez (1997b).

C Smilarly, themeasure of regiona expenditure needs should bereconsidered. Alternative
measuresof expenditureneedsare per capitamonetary expenditurenorms, indicesof fisca
needs based on broad social and economic measures of need and the Representative
Expenditure System. The use of monetary norms and expenditure needs indices as
measures of fiscal need is discussed by Boex and Martinez-Vazquez (1998a). A
preliminary approachandinitia estimatesfor aRepresentativeExpenditure Systemfor the
Russian Federation were developed by Rafuse (1996).

C A third, morearguableimprovement to theequdi zation formulawoul d betheintroduction
of stimuli to increasethelevd of tax effort by regiona governments. The reforms of 1998
did not incorporate any such stimulusto tax effort. Instead, in order to increase the tax
effort of regions, each FFSR recipient-region was required to put in place a program to
increase own revenue collections. These programs must be approved by regional
legidative actsaswell asby the Ministry of Finance of the Russian Federation. Although
agenerdly accepted principle in fisca federdism isthat transfer systems should neither
encourage nor discouragetax effort, encouragingtax effort may be temporarily justified if
aproblem with subnationa collectionsexists such asinthe caseof Russia Introducing a
gimulus to tax effort in the equaization formulais not complicated and it should prove

-71-



moreeffectiveand much simpler than signing separaterevenueraising agreementswiththe
regions.%®

The overriding objective of these reforms would be to arrive at atransparent equalization formula that
achievesitsgod of equaizationwithout unnecessarily providingincentivesto theregionstolower revenue
collections.

Depressed Regions. A third issue in the design of the equalization mechanism is whether or not
thereisaneed for specid transfersor aspecial fund for “economically depressed” regionsin Russia® This
optionmay bequitesuited to Russiagiventhelargefiscal and economic disparitiesbetweentheregionsand
the fact that there is a core of regions that is dismally poor. At the same time, the newly introduced
equdizationformulaa ready focusesmuch greater attention onthe neediest regionsthanwasprevioudy the
case. Theimplementation of an equdization program for economically depressed regionswould cal for
criteriato objectively identify depressed regionsand require an adapted formulato distribute the available
funds among the qualifying regions.®

Holding Harmless. A fina considerationwith regard to theformulation of equdizationtransfersis
whether or not regions should be held (partidly) harmlessfor the reform of the equalization system. The
experience during the discussion of the 1997 and 1998 budgets by the State Duma clearly indicates the
importance of thisissue. Reputedly, one main reason for the dissatisfaction of the State Dumawith the
FFSR dlocations for the 1998 budget was that it would harm anumber of regions vis-a-vis what these
regionsreceived before. The obviousadvantage of holding regions harmlessisthat reforms become more
politicaly acceptable. The disadvantage of holding regions harmlessisthat it sacrifices funds that would
be otherwise available for equalization. Nevertheless, some transition measures should be considered if
they result in political acceptance for an improved equalization mechanism.

% See Boex and Martinez-Vazquez (19978) and Martinez-Vazquez and Boex (1997). The
provision of incentives to encourage tax effort does raise a number of policy issues. For example, Table
42 suggeststhat over the period 1994-1997, theredlativelevel of tax effort exerted by wedthier regionshas
increased over time. Fisca incentivesto increase tax effort could therefore make the system of transfers
less equalizing.

9 The1998 Budget of the Russian Federation mandated thedistribution of 1.2 billionrublesamong
“depressedregions.” TheBudget neither proposed any schemeor formulafor thedistributionof thesefunds
nor identified the “depressed regions.” A few other countries besides the Russian Federation set aside a
specid poal of transfer funds for depressed or especially disadvantaged regions. For example, Canada s
Territorial Formula Financing provides specid transfers to disadvantaged regions (Y ukon, North West
Territories and Nunavut Territories).

10 See, for example, Martinez-Vazquez, Boex and Bahl (1998).
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Introduction of Categorical Transfers

While agreat deal of attention has been paid to the reform of the FFSR, the reform of the
remainder of thetransfer systemhasrece vedinsufficient attention. Thecurrentmyriad of transfers, including
mutua settlements, forgiven loans, and other forms of transfers, provide an unstable and non-transparent
source of funding for regiona governmentswhile providing perversefisca incentives. The use of mutua
settlements should be discontinued in favor of a system of formula-based, transparent and objective
categorical transfers.

The publicfinanceliterature suggeststhat, in addition to equalization, intergovernmental transfers
can be used to pursue severd types of legitimate federal policy objectives. In order to achieve these
multiplegod s, theRuss angovernment should designasystemof transfersusing separatetransfer programs
for each of the separateobjectivesthat it wantsto pursue.’® A genera congtraint inthedesign of transfers
in Russia has been the limited ability of the federal authorities to monitor the actua behavior of regiondl
governments and the lack of enforcement mechanisms. Notwithstanding those problems, the federal
government could introduce the following:

C explicit categorical grants, eermarked for programs of nationa policy sgnificancesuchas
those in education, health, or the environment;

C direct transfersto compensate subnationa governmentsfor federa programsimplemented
by subnationa governmentsor to compensate regionsfor previoudy unfunded mandates,

C a et of matching grantsto provide incentives to subnational governments to increase

expendituresin areaswith externdities, such asdifferent formsof infrastructure, or again,
those with national significance such as education and health.'%

One feature of Russia's system of transfers has been the lack of focus on capital investment
needs.’®® Thisisimportant not only because of the vast need to rehabilitate and expand social and physical
infrastructure but also because there exist very significant differencesin capitd infrastructure among the

191 Onelessonin grantsmanship design, not yet internalized in Russia, isthat the pursuit of multiple
objectiveswith onesingleinstrument seldom performsasdesired. The use of equalization grantsfrom the
FFSR for funding part of the regiond hedth insurance fundsin 1997 is an example of this confusion of
objectives.

192 The option of matching grants has not been given strong backing in government circlesin the
past because of the lack of an appropriate regulatory and enforcement framework to enforce matching
requirements (Morozov, 1998)

103 Morozov (1998) states that all federal transfers have had an anti-capital investment bias.
However, to the extent that these transfers have been mostly lump-sum, regional governments were in
principle free to use thesefunds for capita investment. Perhaps, it would be more appropriate to say that
none of the transfers had the explicit objective of promoting investment in infrastructure by subnational
governments.
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regionswith which they were endowed under the former Soviet Union. The* Concept of Reformof Inter-
Governmental Fiscal Relations’ callsfor the creation of anew transfer fund, “Investment Support of
Regiond Development,” to addressthelack of focusin the past on capita infrastructure at the subnational
leve. Thisisnot, properly speaking, aseparatefund, but rather amethodol ogical integration of federal and
regional programs and sectoral programs on investment already taking place. The main idea of this
approachisto create an integrated investment plan for the regions under the coordination of the Ministry
of Economy whichwould providematching capita investment grantsto theregions. Thismay proveto be
the right approach to the needs for capital infrastructure at the subnationa level, presuming the process
does not become overly bureaucratic.'%

The* Concept of Reform” aso callsfor the creation of the* Regiona Finance Devel opment Fund”
withthe objective of providing incentivesto subnationa governmentsto reform their public finances and
to encourage revenue raising and expenditure rationdization. Thiswould be accomplished through the
granting of loanswith conditiondity for reform by theregions. Thiswill aso proveto beauseful program
if it is used to encourage the implementation of a Regional Budget Code. But this|atter has not been yet
developed.

Reforming the System of Regional-Local Transfers

Aspointed out earlier inthischapter, a theregiona-locd level transfersareoften till used for gap-
filling purposes. Indeed, in many regions the entire system of regional-local relations has ssimply been
carried over from the previous sysem. Sincethis system is based on a* minimum expenditure budget,”
regulated sharing rates andgap-filling transfers, the mechanism lacks any incentivesfor local governments
to collect any own source revenues. Although expressly forbidden in the Law on the Financial
Foundations of Local Self-Government of September 1997, many regions continue the practice of
clawing back increasesinlocd collectionsby reducingtransferstolocaities. Theheedlessuseof gap-filling
trandfers at the regiond-loca leve will perpetuate both the poor fiscal incentives as well asthe resulting
suboptimal fiscal behavior at the local level.

Asconcludedin Chapter I11, what istruly needed at theregiona-locdl level isareform of theentire
budgeting process that governs the rel ationships between the two levels of governments, including the
alocation of transfers. However, such an overhaul cannot be smply mandated or imposed from the top
down and will take time to take hold. 1n the mean time, several improvements can be made within the
framework of the current system of transfers at the regional-local level that would greatly reduce the
incentive problemsassociated with thecurrent system. Theseimprovement would rely on using measures
of expenditure needs (as opposed to actua expenditures) and revenue capacity (as opposed to actual
revenue collections) for the determination of loca governments “minimum expenditure budgets’ and
intergovernmental transfers (Bahl et d., 1998). In addition, if an adequate Treasury systemisput in place

104 A st of proposalsfor improving on thisfund are presented in Morozov (1998). Theseinclude
the canceling out or freezing of the mgjority of the federd earmarked programs, the reduction in their
numbers, and the implementation of a smaller number of programs as closed-end matching grants.
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it will be possibleto downplay minimizing financial counterflowsasan objectiveinthedesign of thesystem
of regiona-loca fiscal relations. Thiswill alow regionsto focus on the main objective of reaching both
vertical balance and horizontal balance in the allocation of regional resources.

Projectsthat provide technical assistance to regional government in the reform of intra-regional
fiscd relationsin certain pilot regions have the ability to demonstrate to other, more hesitant regions, that
reform of intra-regional fisca relations can be beneficid to both the regional government and the local
governments. Thefederal government could accommodate the sharing of positive reform experiences by
holding conferences and seminars on the issue for regiona government official and by providing other
regionswith documentation on the success storiesof regional reform. At thesametime, any direct federd
involvement in any comprehensive reforms in this area would raise constitutional as well as political
concerns. Given the antagonistic position of many regions toward federd interference in regional-local
relations, it may be well-advised for the federd government to limit itsrole in reforming regional -local
transfersto educating regions about the severity of the disincentives, developing and providing legidative
support for a Subnational Budget Code, promoting the voluntary use of formula-based trandfer systems
by the regions, and setting a good example regarding the responsible use of transfers.
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CHAPTER 5
SUBNATIONAL BORROWING, DEBT AND FINANCIAL CONTROLS

Reform of thelegd framework for subnational borrowing and debt forms the capstone of asolid
systemof intergovernmenta fiscd relationsin the Russian Federation. Responding toincreasing budgetary
pressureand apermissiveregulatory framework, subnational governmentsover thetrangtion period have
increasingly resortedtoborrowing and other typesof deficitfinancingtomaintaintheir level sof expenditure.
Inmorerecent years, federd authoritieshave becomeincreasingly concerned about the dangersto national
economic stability and the lack of responsble fiscal management arising from the permissive gpproach to
subnational borrowing. Asaresult of theseconcerns, the Russiangovernment has started to take measures
to limit the borrowing power of subnational governments.

Inthischapter, wefirs discussthelega framework for subnational borrowingin Russaduringthe
trangtion. Second, we present an analysis of the trends in subnational deficit finance and debt levels.
Findly, we discuss the pending policy agendafor the reform of subnationa borrowing. Thethreekeysto
asuccessful subnationa deficit control areimposing legidativelimitson borrowing, instituting bankruptcy
and financial emergency controls for subnational governments and addressing the underlying fiscal
imbalances that are at the root of the problem.

V.1  Evolution of the Legal Framework for Borrowing

During Soviet times, subnational budget resourceswerefine-tunedto provide sufficient resources
to finance a negotiated minimum expenditure budget. Asaresult, subnationa governmentsdid not run
deficitsand they did not borrow, except fromthe Ministry of Financefor bridgefinancingpurposes. These
loans were supposed to be repaid before the end of the fiscal year, and as arule they were. The early
trangition period saw acontinuation of the traditions of the previous regime with regard to borrowing.

Starting in 1993, two basic pieces of legidation were introduced that provided for amuch more
permissve framework for subnationa borrowing. The Law on the Basis of Budget Rights and Rights
in the Formulation and Execution of Extra-budgetary Funds of 1993 and the Law on the General
Principles of Organization of Local Government in the Russian Federation of 1995 granted
subnational governmentstheright to borrow with very few restrictions. Inparticular, noexplicit limitswere
imposed and subnationa governmentswerealowed to borrow for al purposes, including for thefinancing
of current expenditures. These rights were immediately put to use by many subnational governments.

In morerecent years, concerns about thelack of responsible fiscal management at the subnational
level and itsimpact on nationa economic stability have caused the Russian government to reverse its
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course. More recent legislation and decrees have been trying to reign in the borrowing power of
subnational governments. The Law on the Securities Market of 1996 required federal authorization and
imposed registration disclosure requirementsfor bondsissued by subnational governmentsto be publicly
traded securities. More recently, the Law on the Financial Foundations of Local Government in the
Russian Federation of September 1997, restricted the amount that local governments may borrow to 15
percent of budget expenditures. Thislaw included severd other important restrictions: bondsmay beissued
only forinvestment purposes (as opposed to funding for current expenditures); municipally-owned banks
are banned in order to avoid the mord hazard of joint borrowing and lending functions; and local bonds
are not guaranteed by the federal government. However, the Law on the Financial Foundations gpplies
only to local governments, and not to regiona governments.

The new Budget Code approved in 1998 limits the budget deficits of regiona governmentsto 5
percent of budget revenues (before transfers and loans) and the budget deficits of loca governmentsto 3
percent of budget revenues (before transfers and loans). The overdl level of debt for both regional and
locd governmentsislimited by requiring that expenditures for debt service in any year do not exceed 15
percent of budget expenditures. Failureto comply with these limits can result in a budget audit or in the
assumption of control over budget execution by the upper-level government. The Budget Code further
restrictsthe purposeof subnationa borrowingto capita investment and seemsto grant external borrowing
privileges only to the federal government.1%

V.2  Analysisof Subnational Deficits and Debts 1%

The balance of the trends over the past Sx years in expenditures, revenues and transfers at the
subnationd level hasbeentoward sharpincreasesin subnationa budget deficits. Althoughthereareseverd
waysto measure budgetary ba ance, any of these measures|eadsto the same conclusion of growing budget
deficitsat the subnationd government level and the beginning of a noticeable accumulation of debt.

Subnational Deficits and Debt Levels

Over thetrangition period, the consolidated subnationa government budget went from asurplus
(after transfers and budget loans) of 1.45 percent of GDP in 1992 to a deficit (after transfers and budget
loans) of 1.24 percent of GDPin 1997 (Table 45). If budget |oans between governments are included as

105 A series of presidentia decreesin 1997 and 1998 authorized a small number of governments
to issue Eurobonds. These decreeshad imposed borrowing limitssimilar to thosein the Budget Code; they
requiredregigtrationwiththeMinistry of Financeandimposed disclosurerulesfor thesubnational finances.
Freinkman et. a. (1998) reportsthat by the end of 1997, 12 regional governments had issued Eurobonds
and many more were preparing to do so.

1% Freinkmanet. al. (1998) containsacomprehensivereview of borrowingissuesat thesubnational
level. This section draws on this study.
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ameansof deficit finance (asopposed to counting them asatype of transfer), the consolidated subnational
budget deficit (after transfers) evolved from asurplusof 1.13 percent of GDPin 1992 to adeficit of 1.24
percent of GDPby 1997. The consolidated subnational budget deficit, of course, increaseswhen measured
beforetransfers. Asreported in Table 45, the subnationa surplus before transfers and budget loans was
only 0.04 percent of GDP in 1992 while this deficit reached 3.10 percent of GDP in 1997.

Thetrue szeof the deficit for subnationa governmentsis understated in Table 45. Asdiscussed
below, not all types of subnational debt are reported in the executed budget accounts. Non-conventional
means of financing such as arrears or the use of extra-budgetary funds are not included in the reported
deficits. Neither areliabilities for loan guarantees to municipa enterprises or suppliers reported in the
executed budget deficit. When both reported and unreported debts of subnational governments are
consdered (excluding loansby thefedera government), thetotal accumulated amount of subnationa debot
is estimated to have reached gpproximately 6 percent of GDP by early 1998 (Freinkman et. al., 1998).
Of the subnationa debt, most isaccumulated at theregiond level; the municipa share of the consolidated
subnational debt is estimated to be around 20 percent.

At 6 percent of GDP the level of indebtedness of subnational governments should not be
congdered high. Infact, it looksquitefavorable by internationa standardsin other federd systems. (Table
46). Instead, the concern with subnationa borrowingin Russais caused by thecharacteristics of the debt
(high interest costs and short maturities), the purpose of the debt (often used to finance current
expenditures), and thedeteriorating fisca stuationand thegrowinginability of subnationa governmentsto
sarvice this debt (due to stagnant revenues and persistent budget arrears). Also, subnationa debt levels
have recently increased very fast (70 percent in 1997). But, these rapid percentage increases seem to be
as much the result of the increase in borrowing asthe initial low level of indebtedness.*”

How Are Subnational Deficits Financed?

Subnationa governments have found multiple ways to finance their budget deficits. These have
includedbothtraditiona andlessconventiona methodsof financing. Thelatter do not show upinthebudget
accounts. Here are the main types of financing that have been used:

Budget Loans. Traditiondly, the Minigtry of Finance lent fundsto regiona governmentsfor different
purposes, but mainly to address short-term liquidity problems. Thelevel of federd budget |oans provided
to subnational governments tended to increase over the transition; what were initially mere loans
increasingly got written off as transfers by the federal government as the fiscal position of regional

197 | nfact, theincreased reiance on deficit finance by subnational governmentsisleveling off over
time when expressed in redl terms. The year-to-year change in the per capita consolidated subnational
budgetary baance from 1993 to 1997 (before budget 1oans), expressed in thousands of 1995 rubles
evolved in the following manner: Rb. -11.7 (1993), Rb. -121.0 (1994), Rb -68.8 (1995), Rb. -51.3
(1996) and Rb. -35.2 (1997).
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governmentsdeteriorated. Asaresult, “budget loans’ are now commonly counted asaform of transfers
In fact, budget loans have provided subnationa governments with a soft budget congtraint, and thereby
negatively affected the incentives for subnationa governments to limit spending or increase revenues.
Excessive provision of such loans to subnational governments may have contributed to a further
deterioration of the federa financia postion leading up to the collapse of the Ruble in August 1998. As
mentioned in Chapter 1V, in 1997 budget |oansand creditsfrom thefedera government amounted to 0.75
percent of GDP. Sincetheseloans are often forgiven, they are often not counted towards the size of the
subnational debt.

Commercia Debt. By early 1998, the reported commercia debt of subnational governments (not
including budget arrears, guarantees, and debtsto the federa government) wasthe equivaentto 1.5% of
GDP.

Commercial bank loans have been the predominant source of commercia deficit finance,
epecidly since the use of veksals (see below) was prohibited in early 1997. Approximately one third of
al thecommercia debt of subnationa governmentsisheldintheformof loans. Themaost worrisomeaspect
of the market for commercia loans to subnationa governmentsis that these transactions are often not
transparent and are subject to abuses and corruption. These concerns are further aggravated by the fact
that certain regions actually own commercial banks from which they may be borrowing.

The use of bonds to finance subnationa deficits has aso grown in importance over the trangtion
period. Sincether introduction in 1994, markets for municipa and regional bonds have evolved from
scratch, largely mirroring the growth of the market for federal bonds and government securities. The
pioneer in the domestic market was St. Petersburgin 1994, followed by Moscow and Tatarstan. The use
of bonds as a means of finance has increased rapidly; by the end of 1997 more than a quarter of the
outstanding subnational commercid debt held wasin the form of bonds. In total, around 70 regions have
issued domestic bonds and a dozen or so have issued Eurobonds. All bond issues are supposed to be
registered with the Ministry of Finance.

Dueto the lenient regulatory requirements regarding their issue and circulation, vekselswere an
important form of subnationa debt until 1996. Veksals are smply bills of exchange or promissory notes
issued by regiona governmentsinstead of money in return for the provision of goodsor services. Theuse
of veksels as a means of finance was banned in early 1997 by the Law on Bills of Exchange and
Promissory Notes. Despitethisban, it appearsthat many subnationa governmentshave continuedtoissue
promissory notes or have switched to dternative instruments which perform asimilar function, such as
veksdl sissued by commercid entitiesincluding publiccompaniesunder control of subnationa governments

Budget Arrearsand Other Unreported M ethods of Deficit Finance. Budget deficits are caculated
on acash basis. As aresult, the budget accounts do not reflect the accumulation of accrued but unpaid
expenditures. These are arrears in wages to employees or payments to suppliers. Budget arrears of
subnational governments have become an increasing source of deficit financing. They increased from 1
percent of GDP in 1994 to 2.6 percent of GDPin 1997. Due to shortcomings of the methods of debt
accounting, budget arrearsand severd other aternative debt instruments do not appear to bereflected on
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thebudget. Theseincludesomeformsof externa borrowing, borrowing through extra-budgetary funds,
and commercial financial instruments (other than veksels).

Why Do Regions Resort to Deficit Financing?

With very few exceptions, Russian regions have been subject to sharp decreasesin available red
resources during the transition period. The choice has been to elther cut expenditures or run a deficit.
Although most regions have done a combination of both, some regions have been more prone to running
deficitsand accumulating debt. Have some regions borrowed more because they were poorer, or because
they have had higher fiscal needs or perhaps smply because they had greater accessto financing? Some
of these questions are explored in the regresson andysisin Table 47. The dependent variable is “ other
sourcesof finance” whichincorporatesbothbudget loansfromfedera authoritiesaswell asborrowingfrom
any other reported source. The results, presented in Table 47, reveal aclear pattern. The results
unambiguoudy show (with statistical significance) that in 1996 and 1997 regionswith greater fiscal need,
asmeasured by theshares of the popul ation above and below working age, and regionswith higher levels
of cogt of living, consistently relied more extensively on budget loans and borrowing. The negative
coefficient for per capita GRP would indicate that poorer regions tend to borrow more; however, these
coefficientsare not statisticaly significant. Theincreasein the explanatory power of the regressons over
time (from 0.20 in 1994 to 0.60 in 1997) also may be an indication that expenditure need factors are
becoming a more binding determinant of regional budget deficits and the use of debt financing.

What Other Factors May Explain the Growth in Subnational Deficits?

Therearesevera other potentia explanationsfor thecontinued growth of subnationa deficits, most
of which arerelated in one way or another to the theme of fiscal needs identified above.

Offloading by thefederd government. A possible explanation fortheincreased subnationd deficit
istheshiftingof expenditurerespongbilitiesfromthefedera government to subnationa governments. The
trend of subnati ona government deficitsduringthetransition standsin sharp contrast with that of the federd
deficit, which fell from 21 percent of GDPin 1992 to 3.3 percent of GDPin 1997. Over the period from
1992-1997, federd expenditures declined from approximately 40 percent of GDP to 20 percent of GDP.
However, this offloading took place mostly in the early years of transition (1992-1993) when in the
aggregatesubnationa governmentsransurpluses. Theshifting of expenditurerespongbilitiescontinuedafter
1994 largely in the form of unfunded mandates.

Subnationa governments may have lacked fiscd discipline. Regional governments have been
blamed for increasingly resorting to budget |oansand borrowing to finance budget expendituresthat should
have been reduced or cut dtogether yearsago. Continued high level s of subnationa government spending
onthe*nationa economy” sector, whichlargely cons st of subsidieson housing and public utilities, arethe
most egregious examples of this behavior. Subnational governments also have been blamed for not
rationalizing their expenditures by not pursuing more cost effective options to deliver services such as
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closng somefacilitieswith excess capacity or contracting with the private sector for the delivery of some
sarvices. Thelack of adaptation may be areflection of perverseincentivestransmitted through the budget
process, such as the incentive to keep public facilities open to maximize budgetary allocations.

The system has not provided incentivesto increase revenue collections. Poorly designed revenue
sharingarrangementsandgap-fillingtransfer schemes, especidly at theregiona -local level , havecontributed
toalack of fisca effort. Low tax effort at thelocal |evel hasrequired higher intergovernmentd transfersand
potentially resulted in higher regional government deficits.

Lack of revenue autonomy and vertica fisca imbalances. The ability of regionsto act upon the
growing deficit has been restricted by thelack of sgnificant own sourcerevenues. Thisraisesthedifficult
guestionof thedegreeof vertica imbaancein Russa sfiscd federdiam. Verticd fiscd ba anceexisswhen
there is a broad correspondence between the expenditure responsibilities assigned to each level of
government and the fisca resources available at their discretion to carry out those responsibilities. While
both revenue sharing and transfers can be used to redress vertica imbaances, both political accountability
and economic efficiency requirethat regiona and loca governments have discretion over (some of) their
sources of revenues, meaning taxes and fees which they can expend or contract according to their needs
and desires. It gppearsthat subnational governmentsin Russia have not been given sufficient latitude to
collect their ownrevenues. Further increasesinfisca autonomy couldalow regional andloca governments
torespond toincreasing budget pressuresby increasing revenuecollections, thusgivingthem an dternative
to increased deficit finance and expenditure cuts.

Has Excessive Subnational Borrowing Contributed to Macroeconomic Instability?

There has been a growing concern about the potential damage that irresponsible borrowing
behavior by subnational governments can inflict on the fiscal stability of the country, if the federa
government wereto becomethelender of last resort. Subnationa government borrowing aso crowds out
other domestic borrowers which may impair economic growth, especialy if borrowing by subnational
governments is used to finance current expenditures.

And yet, a least on the surface, it has not been the borrowing by subnational governmentsbut, to
alarge extent, federa government borrowing combinedwith the rapid accumulation of short term debt at
very highinterest ratesthat brought thefinancia crissand rubledevauationin August 1998. However, the
question remains whether the federal government actually was forced to shoulder the subnational deficits
through budget loansand whether it wastheneed toindirectly financethese subnationa deficitsthat caused
thefedera government to borrow heavily, which ultimately brought about thefinancia crisis.'® A different
explanationisthat theattemptsof thefederal government totransfer itsdeficit to subnationa governments

1% For example, in 1997 the federd deficit could have been practically diminated if the federal
government had kept the funds transferred to subnationa governments (Table45). Naturdly, thefederd
deficit could aso have been diminated by an equa-szed reduction in spending inany other area of federd
government spending.
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through offloading of responsibilities and expenditure mandates, wereonly partially successful. In theend
the federa government till had to borrow to finance part of the subnational government expenditures
through transfers and budget loans.

V.3 Pending Policy Agenda for the Reform of Subnational Borrowing

There are several basic approaches for bringing discipline and responsibility to subnational
government borrowing. Thefirst gpproach relieson financia marketsto sdf-enforce prudent borrowing
behavior by subnationa governments. Excessive or irresponsible borrowing gets punished by higher
borrowing costsand ultimately by therefusd of lendersto providefundstoirresponsiblegovernments. This
approach only works effectively if there are well developed capital markets and institutions, including
disclosureof information, ratingsagenciesand bankruptcy laws. Therdative smplicity and saf-enforcing
propertiesof themarket approach makeit amore attractive and ultimately asuperior approach. However,
at thepresenttime, clearly theRussian market andingtitutionsarenot devel oped enough to makethecapitd
market aviable aternative. A second approach relies on federal or central government legislation to
impose limits on borrowing for subnationa governments and on centra or federal government agencies
enforcing theselimits. Countrieswithlesswell devel oped capital markets and ingtitutions often rely on this
second approach. Inaddition, asuccessful strategy toimposerestraintson subnational borrowing requires
ingtituting bankruptcy andfinancia emergency control sand addressing thefiscal imba ancesthat underlying
the fiscal problems of subnational governments.

Imposing Legiglative Limits on Borrowing

Giventhat alegidative approach to subnationa government borrowingisthe most desirable at the
present time in Russia, two questions need to be asked. First, have appropriate limits been set on
borrowing by regiona and loca governments? Second, have appropriate monitoring and enforcement
mechanisms been put in place?

Inresponsetothefirst question, it appearsthat thelimitstotheoverall level of debt for regional and
locd governmentsimposed by the Budget Code are adequate. Limiting debt service expenditures to no
morethan 15 percent of annua expendituresis prudent and falsin linewith international practices. Other
aspectsof thelimitsto subnationa borrowing in the new Budget Code are more problematic and should
be reconsidered.

For example, dlowing subnationa governmentstoborrow to finance dl kinds of expenditures, in
particular current expenditures, is poor financid management. Borrowing should be limited to capital
investment expenditures. The economic rationae for borrowing isthat future generations of taxpayers
should contribute to paying for the use of infrastructure that also benefits them. Borrowing allows the
smoothing out or matching of tax paymentsand usersof public services. Clearly, thisrationale disappears
whenborrowed fundsare used to finance current expenditures. Inthiscase, futuregenerations of taxpayers
are made respongible for the consumption of current generations of taxpayers. An additional aspect of
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subnational borrowing that should be consideredistheinternational dimension. Theoverriding objectives
of nationa macroeconomic stability call for the close scrutiny and gpproval by federd authorities of any
foreign borrowing by subnational governments. However, the outright prohibition of all forms of
internationa borrowing may deprive responsible subnationa governments of chegper and more readily
available funds for worthwhile and well thought out infrastructure investment projects.

In response to the second question, it isobvious that the effectiveness of any limitson subnational
government borrowing will depend on the quality and effectiveness of the monitoring and enforcement of
those limits by the federa authorities. The only enforcement tool incorporated in the Budget Code isthe
requirement that al bondsissued by regional and loca governments be registered with the Ministry of
Finance. Thisfalsdramaticaly short of what will beneededto monitor and enforcethelegid ated borrowing
limits. The federal government has announced plans to create a monitoring agency for subnational
governmentswithintheMinistry of Finance, but no detailshave been given on how thisagency will operate
and how limitswill be enforced. Given theinability of federd authoritiesin the recent past to monitor and
control subnationa government activities, thisisanissuethat will requireimmedi ateattentionand significant
federal government resources.

SQubnational Bankruptcy and Financial Emergency Controls 1

Part of acomprehensve strategy to counteract irrespons ble fiscal management at the subnational
level isformed by the implementation of regiona or municipal bankruptcy proceduresin caseregiond or
municipa governments are unable to pay their debts as they come due. In countries where such
procedures have been implemented, municipal bankruptcy or insolvency laws provide the debtor
government with some degree of protection from its creditorsin order to develop a plan that alows the
insolvent subnational government toresol veitsdebtsthrough negoti ated debt restructuring, reorgani zation
and refinancing of itsdebts, inaway that treatstheinterests of the creditorswith some measure of fairness.
Whenaregionor municipality seeksbankruptcy protection, itsfinancia administration maybeplaced under
court supervision to ensure implementation of an adequate debt adjustment plan.

A subnational government should be considered insolvent whenitis"generaly not paying itsdebts
as they become due unless such debts are the subject of abonafide dispute’ or "unable to pay its debts
asthey become due.” Failure to pay wages and sdaries, to make pension payments, to pay contractors,
or to meet debt service paymentsof principa or interest would make the government insolvent. Under this
definition, alarge number of regiond and loca governmentsin the Russian Federation would qualify for
bankruptcy protection. Atthesametime, aregionthat ismerely experiencing temporary financia difficulty
should not be considered for bankruptcy protection.

Theintention of asubnationa bankruptcy procedure would be to compel subnational government
to engage in respongble fiscal behavior. For those subnational governments that are unable to remain

1% This section draws on Mikesell (1998b), who presentsa review of subnational government
bankruptcy, default, and fiscal crisesin the United States.
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solvent, bankruptcy provides"breathingroom” to makethingsright and to allow thegovernment unitto be
restored to financia hedth. Unlike bankruptcy legidation for businesses and individuals, bankruptcy
proceduresfor subnationa governmentsshould not providefor liquidation of theassetsof themunicipality
to satisfy theclamsof creditors. Suchaliquidation or dissol ution wouldleave the citizenry without alocal
or regiona government, which would clearly be unacceptable. Instead, reorganization of regional or
municipa debtscoul d beaccomplished either by extending debt maturities, reducingtheamount of principal
or interest, or refinancing the debt by obtaining anew loan. During the reorganization, bondholders are
typicaly considered superior creditors, so debt service will ordinarily flow on schedule; however, other
contractual obligations may not be met. For instance, wages and salaries may have to be reduced from
ther previoudy agreed-to levelsin order for theregiona or loca government to regainitsfinancid hedth.

Regiona or municipal bankruptcy is a drastic measure that should only be used in the most
egregiouscasesof fisca mismanagement. Analternativetobankruptcy that wouldavoid courtinvolvement
is the implementation of emergency financial management controls. In this case, a superior-level
government interveneswith extraordinary controlsto constrain the financia and economic damage cause
by mismanagement of aregiona or loca government and prevents a bankruptcy filing. For example, in
the United States twenty states havelawsfor provision of state assstance (and control) for municipaities
infinancid distress.  Although each state’' s gpproach hasits own features, the genera objectives of such
aprogram are:

C To preserve and protect the fiscal solvency or local governmental entities.

C To assst local governmentd entitiesin providing essential services without interruption and in
meeting their financia obligations.

C To assst locad governmenta entities through the improvement of local financial management
procedures.

The determination of afinancid emergency is made based upon a set of objective criteria, for
instance, when a subnationa government fails to pay its obligations (wages, retirement benefits, debt
sarvice, etc.) or when it hasinsufficient reservesto cover abudget deficit for two successive years. When
afinancia emergency arises, themunicipality or regionisbrought under close control of the superior-level
government by establishing aboard to oversee the operations of the locality and to provide technical
asssance. The subnationd government and the oversight board jointly develop a plan that provides
payment for al debt obligations, pension payments, and dl other mandatory payments while reducing
expenditures by eliminating low-priority budget items.

Compared with theregiona or municipa bankruptcy option, the state emergency boardsinvolve
far greater loss of local control and focus greater effort to reform and educate local officials regarding
fiscdly responsible practices. At the same time, emergency boards are empowered to change local
priorities and to change fiscal decisons coming from the locd political processes and may cause greater
discomfort for local officials than would a bankruptcy.

The Need to Address Vertical and Horizontal Fiscal Imbalances.
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A find observation regarding subnational deficitsintheRussian Federationisthat thesedeficitswill
not disappear without policiesthat addressthe existence of vertica and horizontd fisca imbaancesinthe
Russ anFederation. Funding pressuresarelikely tocontinueinthemediumtermat dl levelsof government.
Thereisthereforeaneed to reexaminethe ba ance of expenditure needsand availableresourcesat different
levels of government. This examination should provide some basis for reorienting expenditures toward
priority goals and highlight the need to increase the efficiency of public expenditures at all levels of
government. Although substantia progress hasbeen madein correctingthe verticd fisca imbaance, there
isacontinued need for expanding the revenue autonomy of subnationa governments. Giving subnational
governmentsthe capacity toimposetaxes, if so desired, isthemost effective, if not theonly, way to address
theseverticd imbalances. Thefact that thoseregionswith greater expenditure needsaremorelikely to use
deficit financing is dso aclear indication of significant horizonta imbaances and, in particular, that the
trandfer system hasfailed to addresstheseneeds. Thisrisksthepossibility that critical subnational programs
in areas such as health and education may go unfunded. A focusonvertica and horizonta imba anceswill

provide the necessary perspective of the“big picture’ that hasbeen missing in much of the reform process
in the last five years.
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CHAPTER VI
IMPLEMENTING REFORM

This chapter focuses on the process through which reformsin intergovernmenta fiscal relations
should be implemented, discussing severa important issues which need to be considered by the Russan
government intheformulation and implementation of thereforms. Theseare (i) piece-med versusunified
drategies for reform, (ii) the asymmetric versus uniform treatment of subnationa governments (iii) the
compliance with, and enforcement of, federal legisation among subnational governments, (iv) the
improvement of communications between thefederd and regiona governments, and (v) the consideration
of the appropriate form that federalism should takein Russia(in particular, deciding how much thefederd
government should intervene and regul ate regional-local relations).

VI.1 Piece-meal versus Unified Reform Strategy

One mainfeature of the Russian government’ s approach to the reform in intergovernmenta fiscal
relationsduringthetransition hasbeenitspiece-med nature. Putinadifferent way, the Russian government
has lacked a coherent and unified strategy for the reform. A unified strategy would have required an
explicit statement, balance, and implementation of the government’ s key objectives underpinning the
decentraization policy. Inorder to reach an explicit and comprehensive reform strategy, the government
would have to address the extent and nature of federalism that it seeksto achieve, the desirable degree of
equalizationin the distribution of fiscal resources across regions, the promotion of amore efficient use of
budgetary resources, the cregtion of incentives for revenue mobilization and the preservation of fiscal
discipline and responsibility among subnational governments.

The difficultiesinvolved in reaching a national consensus on the general objectives of fiscal
decentraization policy may, it is clear now with hindsight, help to explain the absence of a unified and
explicit reformstrategy. Theprocessof defininganoverdl strategy for reform, whichrequirestheweighting
of the different objectives to be pursued in this reform, will likely continue to be difficult and slow. The
views of the President's Administration and the Ministry of Finance on the issues surrounding
decentralization tend to differ considerably from those held at the State Duma and especidly at the
Federation Council. Thereisdso aggnificant diversity of interests and values held at the Federation
Council among the "have" and "have not" regions.

As mentioned earlier in this document, the Russian government’ s current strategy for reform of
intergovernmental relations is outlined in the “Concept of Reform of Inter-Governmental Fiscal
Relations’ drafted in 1998 by the Working Group on Intergovernmental Fiscal Relations. Even though
this document has gone through many versions, every one of them adopting a more comprehensive
approachthanitspredecessor, the most recent version of the Concept il fallsshort of delivering aunified
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reformstrategy. Inparticular, policy issuesand recommendationsin the Concept document arediscussed
in isolation with no explicit links to other components. This document does not, furthermore, make any
attempt to quantify theimpact of theindividua elements of the reform agendanor how they would affect
the current vertical and horizontal balances in intergovernmental fiscal relations.

Thelegacy of the piecemed reform strategy during thetrangitionisreflected in alegd framework
forintergovernmentdl fiscal relationsthat isfragmented, incompl ete, and often contradi ctory orincons stent.
In addition, some parts of the current legidation have never been implemented or have only been partidly
implemented because regions have smply refused to accept the provisions or becauise some of theregions
have negotiated with the federa authoritiesto be exempted from the legidation. Consistent with the lack
of unified reform strategy, the most conspicuous feature of the current legal framework for
intergovernmental fisca relation hasbeen itsambiguity and the tendency to postpone addressing basic and
fundamental questions.!*®

Addressing the wide array of current problemsin intergovernmental fiscal relations al at once
would beadifficult if not impossible task. Rather, what the government needs to consider is how to
strengthen the “ Concept of Reform of Inter-Governmental Fiscal Relations’ inlight of acomprehensive
and unified strategy for reform. As part of thisrevision process the government should undertake the
difficult task of systematicaly reviewingdl theexisting lawsand, whenever necessary, todraft amendments
toensurethat dl relevant | egidation conformstothegovernment’ soveral strategy and objectives. Oneway
to make the revision of the reform strategy more meaningful and to improve the chances of success for
thesereformsisto get representativesfromaal threelevelsof government directly involved inthedefinition
and implementation of the Srategy. Reforms that are imposed in atop-down process are certain to be
received with sugpicion and hostility by subnationd governments; thisis true anywhere in the world, but
especidly inRussa. Regiond and loca governments should be particularly insrumenta in the reform of
regiona-local relations, such asthe development of aSubnational Budget Code. Inthisarena, thefederd
government should play more of acoordinating rolerather thanrelying on its executive power. Although
the Federation Council has regional representations and interest at its core, this body is not likely to
adequatdly represent and arti culatetheviewsandinterestsof local governments. A new ingtitutiona vehicle
might haveto be considered, which could benefit from input from both regiona and loca governmentsin
the formulation and implementation of comprehensive reform of intergovernmental fisca relations.

V1.2 Uniform versus Asymmetric Federalism and Addressing Fiscal Disparities

Asymmetric federaism, the non-uniform treatment and standing of the subjects of the Federation,
may have been unavoidable given the historica precedentsinherited by the Russian Federation and the
need to accommodate the demands for autonomy from ethnic regions. Asymmetric federadlism may dso

U0Thisisbest illustrated inthefew articlesinthe 1993 Congtitution dedicated tointergovernmenta
relations. These articles are ambiguous regarding the division of powers between the federal and regiond
governments (Articles 71 and 72) and the right to local self-government (Articles 12 and 132).
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have been judtified by the need to deal with regionsin significantly different circumstances and with
ggnificantly differing abilitiestoimplement policiesand programs. But asymmetricfederalism has brought
withit important risks. Most importantly, asymmetric federalism has undermined nationa solidarity and
imposed a system that lacks “unity of interest” (Igudin, 1998).

Asdiscussad in Chapter 1, during much of the transition period the pressure at thefederal level has
beenfor granting new privilegesto other regionsor for expanding existing ones. However, morerecently
there hasbeen agrowing awareness at thefederd leve of the problemsassociated with the use of bilaterd
treaties. Asaresult, the 1998 budget asked for the reopening of dl bilatera tregties to ensure that they
accord with the provisons in the budget. Thereis no evidence that any of this has actually taken place.
Similar plansfor the reconsideration of dl bilatera treaties have been proposed at different sagesfor the
1999 budget.

Even though the demandsfrom ethnic regionsfor autonomy will continueto pose problemsinthe
future, inthelonger run the most difficult challengeto the reform of fiscd federdiam in Russawill mogt likey
comefromthegrowingfiscal disparitiesamongtheregions. Economicandfiscal disparitiesamong Russan
regions were aready significant at the time of independence. However, large amounts of resources were
expended by the Soviet regimeto equalizefiscal disparities among the regions and to keep afl oat unviable
regiona economiesin remoteareas of the country. The disparitiesthat existed before independence have
grownsdgnificantly over thetrangtionperiod. Thelack of market devel opment outside afew geographical
aress, thelack of labor mobility, and the absence of adequate and universaly available socia services has
led to asituation in which it ssemsthat these economic and fiscd disparities would need to be addressed
by non-market means. However, the government’ sfailure so far to addressthisissue squarely has created
increasing political tensions (Polishchuk 1996).

Therearereasonsfor thispolicy of neglect. The growinginequality in the distribution of tax bases
has made the federal government more vulnerable to political pressures from richer regions which
increasngly have opposed theideaof higher federd revenuesto redistributeto the poorer regions. At the
sametime, theplight of theworse-off regionshasdeteri orated becausetheir troubleshavebeenincreasingly
perceived at the federal level as being self-inflicted due to poor fiscal and economic management.

The growing economic and fisca disparitiesamong regions have led to apronounced divergence
of interest among the regions and to a lack of consensus in national policies. This has put the federal
governmentinthecrucibleof either engaginginmoreredistributionamongtheregionsor possibly achieving
faster, but geographically uneven, economic growth. Inthefirst paradigm, thefedera government would
haveto tax resourcesaway from thoseregionsthat are performing better economically. Under the second
paradigm, equdization (if it happens at al) would come from migration and other market adjustment
mechanisms. Thereisno evidencethat the government haschosenexplicitly between thesetwo paradigms,
but by defauilt the current direction in federal policiesseems better represented by the second paradigm. ™

1 However, there are till important restrictions to the free flow of people within the country.
Although declared uncongtitutiond, severd regions (including Moscow City) still requirethepropiska, an
internal passport permit to reside within its borders.
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Thecurrent plansat thefederd level would appear to includeimplementation of further reductions
inthefundsavailablefor equalization. Inaddition, thefederal governmentisproposnga®dud” regimeby
which those regions that are most dependent on federal transfers would be forced to ingtitute reforms of
regional budgeting practices while other regions might even have to completely relinquish their budget
powerstothefederal authorities.*> Thesepoliciesmay bethemost vigblepoliticaly, but it isquestionable
whether they will sufficiently address the problems of poorer regions, such as the ability of these regions
to provide adequate levels of basic services, including health and education. It also appears that these
federa policiesdo not distinguish sufficiently between poor fiscal management and apoor economic base.
Thesetwo phenomenamay behighly correlated, but itisintheinterest of thefederal authoritiesto carefully
differentiate between them and over timeto improvethefisca management of regionsthat are both poorly
managed as well as poor. The question needs to be raised whether the proposed policies will create a
permanent underclassamong regionswhichwill be dependent on federa support and controlsand add fuel
to fires raised by the practice of asymmetric federalism over the past seven years. Although some
asymmetry in intergovernmental fiscal relations has to be accepted as unavoidable in the Russian
Federation, future reforms of the system of intergovernmenta relations should aim to gpproach federd-
regional relaionsin auniform way when possible or, & least to avoid an expansion of the asymmetry
aready contained in the system. Further asymmetry would only serve to push the Russian Federation
further down the path of divisiveness.

V1.3 Compliance with the Federal Laws by the Regions

Fiscal federalism in Russia has been complicated by the open hostility between the federd
government and some of the regions. This problem was more severein the earlier years of the trangtion,
but theissue hasnot disappeared. Contentiousrel ationsin combination with the absence of aningtitutional
mechanismto monitor subnationa governmentshaveserioudy inhibited the ability of federd authoritiesto
enforce federal laws throughout the national territory. Perhaps the most egregious form of lack of
compliance has been the decision by some regions not to remit revenues from federa taxesto the federd
government. However, thelack of compliancewith federd lawsby theregionshastaken many other forms
aswell.

In recent years there have been more open attempts by the federa government to enforce federd
laws. The Law on the 1996 Federal Budget contains a number of measures to punish those regions
breaching federd legidation on issues of taxation and budgetary matters. These measures included the
suspension of funding for dl federd programs beingimplemented in the region; termination of dl kinds of
trandfers, loans and credits; termination of issuance of export licenses; suspension of centralized product
ddivery from government sources; and the retrenchment of credit and cash suppliesto the regions by the
Centra Bank of Russa. However, itishardtotel how many, if any, of these measureshave actualy been

2 Therehavebeen call sfor establishing direct federa control for budget formul ation and execution
in those regions that are especidly dependent on federal monies, for example those for which FFSR
allocations represent more than 50 percent of their budgets (Ingushetia, Dagestan, Tuva, Adygeya,
Karachyevo-Cherkeskaya and Kabardino-Balkarskaya and Marii-El) (IEPT,1998).
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implemented. What is known isthat the Ministry of Finance did de facto transfer an equivaent amount
inexpenditureresponsibilitiesfor federal programsto those regionswhere unauthorized shares of revenue
collections were held.

In addition, the federal government has opted for more direct “bribing” to bring regional
governmentsin compliance with federa policies™® During thefirst half of 1998, in accordance with a
Presidential Decree of May 5, 1997, the Ministry of Finance Signed agreements with most of the regions
that had recelved budget loansto clear local wage arrears. According to these agreements, the federal
government would forgive the budget |oans providing the regions agreed to implement a set of federal
policieswhich the federal government had heretofore not succeeded in establishing in the regions.™* To
enforce these agreements, the federal government is threatening to reduce the amount of equalization
transfersfor any non-compliant region by an amount equa to the scheduled | oan repayment by the region.
The draft of the 1999 budget providesfor asmilar mechanism. Thedraft budget contains provisionsthat
cdl for thewithdrawa of equalization transfersand any other grantsor loansto regionsthat fail to comply
withaspecific set of federd policies. However, some of the federa requirements, such astheeimination
of dl non-monetary formsof paymentsin regiona budgets, are unlikely to befulfilled, snce morethat half
of dl tax receiptsby regiona governmentsare non-cash payments. Makingpronouncementsthat later can
not be enforced has weakened the standing of federal authoritiesin the regions.

It isunclear what the final impact of the August 1998 ruble crisiswill be on the relations between
the federa and regiond governments. Many regions openly defied federd authorities and legidationin a
number of areasin theweeksfollowingthecriss. Gainingtheability to enforcefederd lawsin theregions
will continuetobeacrucid dement for aworking system of intergovernmentd fiscal relations. Atonelevel
thismay require amending the Congtitution and using the court system to prosecute regiona violations of
federd laws. On aday-to-day leve, better compliance will require strengthening and reforming existing
inditutions, such asthe State Tax Service, or theintroduction of new ones, such asthe Treasury function
for the execution of the federal budget. When, and if, the federal authorities gets rea control of the
collected federd tax revenues (and how these funds are spent), half the battle would be won. Federdl
authorities aso need to treet regional governments as partners, cooperation and consensus generally lead
to much better regional compliance with federal laws than do conflict and forced imposition.

113 See: Memorandum of the Government of the Russian Federation and the Central Bank
of the Russian Federation on Economic and Financial Sabilization Policies, July 16, 1998. Since the
Congtitution does not providefor the possibility of restricting the powers of regional governments due to
thar financid status or fisca performance, control of budget disbursements or even less direct controls
can only bereachedby agreement between theregionsand thefederal government. These agreementscan
only be reached by “bribing” the regional governmentsviatransfers. Thisaso meansthat federd control
and enforcement is likely to be limited to poorer regions dependent on transfers.

14 Thesepoliciesincluded thediscontinuation of the practice of tax offsets, theelimination of wage
arrears, bringing subnational government pay scdesin line with those of the federal government, and
bringing cost recovery for housing and public utilities in line with federal standards.
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V1.4 Communications Between Federal and Regional Governments

Animportant featureof Russianfisca federalismhasbeenthelack of communication and exchange
between the federa and regional authorities on fisca issues. International practices differ greatly with
respect tothisissue, ranging fromthepracticeof " cooperativefederdism” inGermany whereby federd and
subnational fiscal strategiesand targetsare coordinated; to the Premiers Conferencesin Augtrdia, Canada
and New Zedand which provide for an exchange of views, but are more informationd in nature; to the
completelack of coordinationbetween thefisca strategiesof different levelsof government, such asisthe
case in the United States.

Giventhenature of Russa sfederaismand the history of intergovernmentd fisca relationsduring
the transition, it would appear that many of the current conflicts and the lack of smoothness in
intergovernmental operations could be helped by increased communications between the federal and
subnational levels of government. This could be accomplished, for example, by replicating some of the
features of the approach followed by Australia or Canada. The Ministry of Finance could host a formal
annual conference on intergovernmentd fiscal relationsto which finance directors of al 89 regionswould
be invited. Without binding powers, this conference should have the objective of alowing for open
communications and exchange of information and priorities between the Federa Ministry of Finance and
thelr counterpartsin theregions. Asan aternative to the conference of regiona finance directors (or in
additiontoit), thisconference could involvethe PrimeMinister (or the President) and the governorsof the
89 regions. On amore permanent basis, the Russian government could establish an advisory council on
intergovernmental relations comprising representativesfrom al threelevels of government, smilar to the
U.S. Advisory Commission on Intergovernmenta Relations. Such a non-partisan advisory body could
proveparticularly useful inidentifying programsthat contain unfunded federal mandatesand making policy
recommendations to either eliminate, fund, or modify these programs.

Inactudity, theMinistry of Finance hasaready held some annual conferenceswith theregionsto
discusstherulesfor the distribution of the fund of support of the regions (FFSR). Thisannua conference
could beformdlized as part of the budget process and its scope expanded to cover not only equalization
fund issues but dso medium-term plansfor revenue sharing and expenditure assgnment, borrowing, and
the medium-term budgetary strategiesfrom al the regions. Part of this conference could aso be used for
sharing experiences among regions on regional-local relations issues.

VI.5 Determining the Form of Fiscal Federalism

Thereare Sgnificant differences between thedejurefiscd federdismin Russaand the system of
fiscd federaliam that isactudly in placein the Russian Federation. This schism hasleft severa important
guestions unanswered that could greatly affect the performance and efficiency of the system of
intergovernmental fiscal rel ations. Thesequestionsinclude: How muchautonomy shouldloca governments
have vis-a-visregiona governments? Should thefederal government directly address some policy issues
with loca governments, thereby entirely bypassing regional governments? How much control can the
federa government exert over regiona governmentsin mandating certain regiona government policies
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towardloca governments? Thesearefundamenta questionsconcerningthenatureof federalisninRussa.
Thereisnouniversa mode for afederalist structureof government. Federative countriesaround theworld
have answered those questions in many different ways, depending upon their history and political needs.

In Russig, the 1993 Constitution proclaimstheindependent right of local governmentsto manage
their affairs separately from the sovereignty of the state, which includes both the federd government and
the subjects of the federation or regiona governments.*™® Inredlity, local governments have been subject
to regiona dictatesinfunding and expenditure ass gnment matters, if not to the outright control of regional
governments. Regiona governments, for themost part, have been satisfied with these arrangements, or at
the very least see them as anecessary evil given the current economic and financid conditions. From the
viewpoint of many loca governments, and a so increasingly from theviewpoint of thefederal government,
regional governments have not done agood job in managing their fisca relationswith loca governments
The question iswhether or not (or to what extent) the federal government should intervenein structuring
the fiscal relations between regional and local governments.

Recently thefederd government hasstarted to chdlenge thestatusquoin therel ationshi psbetween
regiona and local governments. Thefirgt attempt to structure regional-local relationships came with
Presidential DecreeNo. 685in 1996 whichmandatesregiond governmentstoimplement minimum shares
for tax revenues with local governments from January 1997.16 More recently, the Law on Financial
Foundations of Local Saf-Government in the Russian Federation of September 1997 was only passed
by the State Dumaand the Federation Council after several changes were made at the insistence of the
FederationCouncil. Thislaw proclaimsaprohibition on unfunded mandatesand prohibitstheclawing back
of revenues if local governments raise more revenues than anticipated in the budget plans. It also
establishes minimum sharing rates for taxes with local governments, but only on average for al local
governments within the region. Overdl, the Law on Financial Foundations provides few actual
constraints on the way in which regiona governments deal with local governments. However, regional
authoritieshave opposed these administrative reforms because of the precedent that it sets, which they fear
will eventudly result in regiond loss of control over local governments. The significance of the Law on
Financial Foundationsisthat thetraditiond verticd or hierarchica structure, inwhichloca governments
at the bottom respond exclusively to regiond authorities, may be breaking up in favor of a system that
Separates(or at least regul ates) thefiscal relationshipsbetween state authoritiesandloca self-governments

The chalenge ahead is how best to structure these relationships. Thereis no obvious best answer
to thiscomplex issue. Aspointed out above, international practicein this area coversthe entire gamut of
possihilities. Giventhehistorical context andthelack of ingtitutional development inmany regions, apolicy
that would provide broad federal guiddines and parameters but till leave choice for the regions may be
best suited to Russiaat the present time. Inthiscontext, federa legidation could provideloca governments

1> This principle was re-assarted in the Law of Basic Principles of local Self-Government of
August 1995.

118 However, these minimum shares were so low (5 percent of total tax collections for the most
important taxes) that the decree had little substantial effect.
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with much morerevenueautonomy and budgetary certainty thanthey have enjoyed until now. Thisseems
to betheprincipleinspiring therecent | egid ation on theseissues. However, in order toimprove subnational
budget practices the federd legidation will need to impose actual constraints on regiona government
behavior vis-a-vislocal governments. That could best be accomplished through the enactment of a
Subnational Budget Code.
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Table1
Assignment of Expenditure Responsibilitiesin the Russian Federation in 1997

Expenditure

Federa

Regional

Local

Defense

100 percent (except military
housing)

Military housing

Justice/interna security

100 percent

Foreign economic relations

National programs

Some regions maintain their
own relations

Education

All university and research
ingtitute expenditures

All technical and vocational
schools

Wages, operation constructions,
and maintenance of al primary
and secondary schools

Culture and parks

National museums
National theaters

Regional museums

Health Medical research institutes Tertiary hospitals, Secondary hospitals
psychiatric hospitals, veteran
hospitals, diagnostic centers, Primary health clinics
and special service hospitals
(cardiology, etc.) Medicines
Roads Construction and Construction and Maintenance of rayon and city

maintenance of federal roads

maintenance of oblast roads

roads

Public transportation

Most public transportation
facilities

Some transportation facilities,
including subway systems

Fire protection

Most fire protection services

Voluntary, military, and
enterprise services possible at
this level

Libraries

Specia libraries (for example,
the Lenin library)

Speciadl library services

Most locdl library services

Police services Nationa militia Traffic police and National Local security police
militia

Sanitation --- --- Garbage Collection

(garbage collection)

Sewage --- Infrastructure capital Most of the operational
investment expenditures

Public utilities (gas, --- Subsidies to enterprises Subsidies to enterprises

electricity, and water)

Housing --- Part of housing construction Part of housing construction,
and subsidies subsidies, and maintenance

Price subsidies Part of food and medicine --- Fuels, mass transport; food

subsidies (bread, milk); medicines

Welfare compensation

Part central government
responsibility

Part oblast government
responsibility

Managing programs funded by
upper-level governments

Environment

National environmental issues

Loca environmental
problems, (for example, the
preservation of forests)

Public enterprises

Federal investment programs,
subsidized credits, subsidies to
particular sectors (mining,
agriculture, tax benefits)

Subsidies to particular sectors
(agriculture), investments,
grants, tax benefits

Various explicit and implicit
subsidies and benefits

SOURCE: Updated from Martinez-V azquez (1994)
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Table 2
Distribution of Expenditures Between the Levels of the Government, 1992-1997
(as percent of GDP)

1992 1993 1994 1995 1996 1997

Federal Budget 39.6 23.8 234 18.4 19.8 15.7
Consolidated Region Budget 12.3 16.1 18.2 151 15.6 17.0
Regional Budgets 6.0 8.0 9.7 7.8 7.8
Local Budgets 6.3 8.1 85 7.3 7.8 -
Total 51.9 39.9 41.6 33.5 35.4 32.7

Note: Transfersto other levels of government may result in double counting; amounts may not
add up due to rounding.
Source: Freinkman et al. (1998) and Ministry of Finance.
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Distribution of Expenditures Between the Levels of the Government, 1992-1997

Table3

(as percent of total)

Expenditures
1992 1993 1994 1995 1996 1997
Federal Budget 76.3 59.6 56.3 54.9 56.0 48.0
Consolidated Region Budget 23.7 40.4 43.7 45.1 44.0 52.0
Regional Budgets 116 20.1 233 233 22,0
Local Budgets 121 203 20.4 218 22,0
Total 100.0 100.0 100.0 100.0 100.0 100.0

Note: Transfersto other levels of government may result in double counting; amounts may not

add up due to rounding.

Source: Freinkman et al. (1998) and Ministry of Finance.

-100-



Table4

Distribution of Expenditures by Function Between the Levels of Government, 1992-1997

1992 1993 1994 1995 1996 1997

Administration And Justice 100.0 100.0 100.0 100.0 100.0 100.0
Federal Budget 80.5 79.6 81.4 63.1 63.7 62.0
Consolidated Subnational Budget 195 20.4 18.6 36.9 36.3 38.0
Regional Budgets 55 6.1 6.2 -- 19.0 --
Local Budgets 14.0 14.3 12.4 -- 17.3 --
Defense 100.0 100.0 100.0 100.0 100.0 100.0
Federal Budget 100.0 100.0 100.0 100.0 100.0 100.0
Consolidated Subnational Budget 0.0 0.0 0.0 0.0 0.0 0.0
Regional Budgets 0.0 0.0 0.0 0.0 0.0 0.0
Local Budgets 0.0 0.0 0.0 0.0 0.0 0.0
National Economy 100.0 100.0 100.0 100.0 100.0 100.0
Federal Budget 80.8 48.6 30.4 26.3 275 24.0
Consolidated Subnational Budget 19.2 51.4 69.6 73.7 72.5 76.0
Regional Budgets 8.7 24.6 34.8 35.4 32.4 --
Local Budgets 10.5 26.8 34.9 38.2 40.1 --
Education 100.0 100.0 100.0 100.0 100.0 100.0
Federal Budget 33.8 195 19.9 15.9 145 13.2
Consolidated Subnational Budget 66.2 80.5 80.1 84.1 85.5 86.8
Regional Budgets 14.5 18.9 191 19.7 18.0 --
Local Budgets 51.8 61.6 61.0 64.4 67.5 --
Cultureand Mass Media 100.0 100.0 100.0 100.0 100.0 100.0
Federal Budget 51.2 34.8 39.6 31.6 34.7 16.5
Consolidated Subnational Budget 48.8 65.2 60.4 68.4 65.3 83.5
Regional Budgets 21.2 30.2 28.9 30.8 29.3 --
Local Budgets 27.6 35.0 315 37.6 36.0 --
Health and Phys. Ed. 100.0 100.0 100.0 100.0 100.0 100.0
Federal Budget 11.3 10.5 11.8 9.9 10.2 11.8
Consolidated Subnational Budget 88.7 89.5 88.2 90.1 89.8 88.2
Regional Budgets 28.5 30.2 33.4 33.4 33.1 --
Local Budgets 60.2 59.3 54.8 56.7 56.8 --
Social Protection 100.0 100.0 100.0 100.0 100.0 100.0
Federal Budget 71.8 52.0 50.3 18.5 31.2 41.3
Consolidated Subnational Budget 28.2 48.0 49.7 81.5 68.8 58.7
Regional Budgets 20.4 34.9 34.9 31.1 26.8 --
Local Budgets 7.8 13.2 14.8 50.3 42.0 --

-101-



Source: Freinkman et al. (1998) and Ministry of Finance.
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Table5
Average Regional Expenditures by Category, as Percent of Total Regional Expenditures, 1994-1997
(Coefficient of Variation in Parentheses)

of which:
National Housing and of which: of which: Health and Socia
Economy Utilities Agriculture Transportation Education Physical Ed. Protection Other
1994 36.0 19.9 7.1 29 21.7 15.8 6.6 19.0
(0.17) (0.35) (0.54) (0.57) (0.17) (0.17) (0.32) (0.25)
1995 34.8 204 6.4 3.9 22.6 16.1 8.1 18.3
(0.25) (0.34) (0.60) (0.56) (0.22) (0.19) (0.30) (0.49)
1996 41.2 21.9 54 4.1 24.0 15.7 8.9 10.3
(0.24) (0.38) (0.66) (1.20) (0.23) (0.20) (0.34) (0.18)
1997 32.2 20.9 4.9 3.3 244 15.2 7.9 204
(0.25) (0.34) (0.62) (0.65) (0.21) (0.19) (0.36) (0.29)

Source: Authors' calculations based on data from the Ministry of Finance.
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Evaluation of Composition of Expenditures for Subnational Governments in Real Terms, 1992-1997

Table 6

In Real Terms: Per Capita 1995 Rubles

In Real Terms. Index (1994=100)

1992 1993 1994 1995 1996 1997 1992 1993 1994 1995 1996 1997
Total Expenditures 16716 20172 20237 16258 15903 17613 82.6 99.7 100.0 80.3 78.6 87.0
National Economy 559.4 662.7 821.7 664.4 735.5 648.9 68.1 80.7 100.0 80.9 89.5 79.0
o/w Housing - - 529.9 407.1 409.5 414.9 - - 100.0 76.8 77.3 78.3
o/w Agriculture - - 120.1 97.0 78.5 76.5 - - 100.0 80.7 65.3 63.7
o/w Transport - - 57.6 84.7 74.2 77.2 - - 100.0 147.2 128.9 134.2
Education 261.2 3134 401.2 322.0 335.8 3725 65.1 78.1 100.0 80.3 83.7 92.8
Health and Phys. Ed. 241.6 266.8 320.1 250.2 242.0 252.7 75.5 83.3 100.0 78.2 75.6 78.9
Socia Protection 33.5 34.0 120.3 114.8 1251 128.3 278 28.2 100.0 954 104.1 106.7

Source: Authors' calculations based on data from the Ministry of Finance.
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Table7
Regiona Economic Disparities in the Russian Federation:
Per Capita Gross Regional Product , Selected Y ears from 1992-1996
(in thousands of Rubles)

Coefficient of
Mean Variation Minimum Maximum
1992 124.7 0.87 24.6 786.0
1994 3,725.3 0.74 618.1 20,892.4
1995 9,487.9 0.84 1,881.9 59,004.5
1996 13,554.6 1.04 2,628.0 108,443.5

Source; Authors' calculations based on data from Goskomstat.

-105-



Table 8
Measures of Horizontal Fiscal Imbalance in the Russian Federation:
Per Capita Consolidated Regiona Expenditures, 1992-1997
(in thousands of Rubles)

Coefficient of

Mean Variation Minimum Maximum
1992 18.9 0.83 7.2 85.15
1993 219.7 0.78 100.7 1,189.2
1994 959.7 1.19 359.8 8,000.7
1995 1,918.2 1.01 720.2 13,004.3
1996 2,861.5 1.06 1,050.3 16,521.1
1997 3,762.6 1.17 1,336.7 30,543.5

Source: Authors' calculations based on data from the Ministry of Finance.
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Table 9
Level of Equalization at Different Stages of Revenue Assignment:
Coefficient of Variation of Cumulative Per Capita Allocation, 1992-1997

Own, Shared and Revenues after all
Total Revenue Other Regional Revenues after Transfers and Regional
Collections® Revenues 2 FFSR* Settlements Expenditures
1992 -- 0.88 0.88 0.77 0.83
1993 0.68 0.67 0.67 0.79 0.78
1994 0.85 0.89 0.92 1.14 1.19
1995 112 0.86 0.89 0.94 1.01
1996 1.33 111 1.03 1.00 1.05
1997 161 1.39 1.22 1.18 1.17

! Defined as all shared and own source tax collections, including the federal share of shared revenues.

2 Excluding transfers and other source of financing.

3 The FFSR was introduced in 1994; in earlier years equalization was achieved through variable
sharing rates and other equalizing transfers.

* Excluding budget loans.

Source: Authors' calculations based on data from the Ministry of Finance.
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Table 10
Regiona Socio-Economic and Demographic Variables: Descriptive Statistics

Cost of Living Index Pct. Pop. Y ounger Pct. Pop. Older Pct. Pop. in
Work Age Work Age Poverty
(1995)
Average 113.3 24.0 18.5 30.64
Coef. of Variation 0.44 0.16 0.29 0.38
Minimum 68.0 18.2 4.4 16.1
Maximum 357.0 35.5 271 73.2

Note: Data are for 1996 unless noted otherwise.
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Table 11
Determinants of Per Capita Expenditures®: 1994-1997

Pct. Pop. Pct. Pop.
Per Capita Cost of Living  Younger Work Older Work Pct. Pop. in Per Capita Tax
Intercept GRP Index Age Age Poverty Transfers Effort? R?
1994 -2,516.2 117.9 6.52 37.5 29.0 -11 0.84 30.2 0.98
1995 -2,115.7 81.3 17.8 11.6 -7.0 -5.0 0.80 63.4 0.91
1996 -4,607.7 131.0 13.2 53.7 64.1 -9.8 1.86 46.8 0.97
1997 -13,088.3 215.9 28.1 202.4 201.4 -0.0 0.97 44.8 0.95

* Bold indicates statistical significance at the 5 percent level.
2 Tax effort is defined as total collections as a percent of gross regional product (GRP).

Source: Authors' calculations based on data from the Ministry of Finance.

-109-



Table 12
Determinants of Per Capita Expenditures on National Economy *, 1994-1997

Other Pct. Pop. Pct. Pop.
Regional FFSR Other Sources of Cost of Y ounger Older Work Pct. Pop. in
Intercept Collections Transfers Transfers? Finance? Living Index Work Age Age Poverty R?
1994 121.03 0.44 0.63 0.26 0.77 -0.31 -4.18 -0.33 -0.32 0.98
1995 -612.00 0.45 0.08 0.66 0.19 1.37 4.35 16.27 -0.05 0.93
1996 798.41 0.62 0.58 1.18 0.36 -5.34 -28.57 -8.43 4.26 0.98
1997 2,129.58 0.52 0.40 0.61 0.52 -8.61 -56.40 -27.22 4.50 0.97

! Bold indicates statistical significance at the 5 percent level.
2 Other transfers include mutual settlements, subventions and other minor transfers, but exclude budget loans. Other sources of financing is
defined as the difference between expenditures and all revenues and transfers.

Source: Authors' calculations based on data from the Ministry of Finance.
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Table 13
Determinants of Per Capita Expenditures on Housing and Public Utilities?, 1994-1997

Other Pct. Pop. Pct. Pop.
Regional FFSR Other Sources of Cost of Y ounger Older Work Pct. Pop. in
Intercept Collections Transfers Transfers 2 Finance 2 Living Index Work Age Age Poverty R?
1994 447.14 0.31 0.60 0.22 0.51 -1.11 -12.88 -5.35 0.16 0.94
1995 550.64 0.23 0.32 0.20 0.06 0.24 -23.32 -4.44 0.86 0.86
1996 2,495.37 0.23 0.65 0.98 0.16 -4.98 -57.79 -38.97 -2.68 0.87
1997 4,985.91 0.14 0.39 -0.11 0.36 -5.64 -100.96 -90.99 -5.69 0.86

! Bold indicates statistical significance at the 5 percent level.
2 Other transfers include mutual settlements, subventions and other minor transfers, but exclude budget loans. Other sources of financing is
defined as the difference between expenditures and all revenues and transfers.

Source: Authors' calculations based on data from the Ministry of Finance.
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Table 14
Determinants of Per Capita Expenditures on Education®, 1994-1997

Other Pct. Pop. Pct. Pop.
Regional FFSR Other Sources of Cost of Y ounger Older Work Pct. Pop. in
Intercept Collections Transfers Transfers? Finance? Living Index Work Age Age Poverty R?
1994 -318.08 0.15 0.14 0.17 0.06 0.93 8.47 4.20 -0.54 0.99
1995 -510.39 0.13 0.26 -0.05 -0.05 3.04 12.76 5.18 -2.17 0.96
1996 36.14 0.10 0.17 -0.11 0.30 3.53 3.97 -6.64 -3.19 0.94
1997 -723.65 0.08 0.15 -0.07 0.16 7.37 23.94 0.43 -6.23 0.94

' Bold indicates statistical significance at the 5 percent level.
2 Other transfers include mutual settlements, subventions and other minor transfers, but exclude budget loans. Other sources of financing is
defined as the difference between expenditures and all revenues and transfers.

Source: Authors' calculations based on data from the Ministry of Finance.
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Table 15
Determinants of Per Capita Expenditures on Public Health and Physical Education®, 1994-1997

Other Pct. Pop. Pct. Pop.
Regional FFSR Other Sources of Cost of Y ounger Older Work Pct. Pop. in
Intercept Collections Transfers Transfers? Finance? Living Index Work Age Age Poverty R?
1994 181.46 0.10 0.08 0.14 -0.13 -0.08 -3.61 -2.68 -0.14 0.97
1995 119.41 0.11 0.18 0.06 -0.01 0.54 -2.34 -2.10 -0.26 0.95
1996 534.25 0.09 0.16 -0.05 0.16 0.37 -9.97 -9.37 -0.79 0.94
1997 534.49 0.06 -0.16 -0.24 0.07 2.24 -6.34 -13.84 -3.10 0.90

! Bold indicates statistical significance at the 5 percent level.
2 Other transfers include mutual settlements, subventions and other minor transfers, but exclude budget loans. Other sources of financing is
defined as the difference between expenditures and all revenues and transfers.

Source: Authors' calculations based on data from the Ministry of Finance.

-113-



Table 16

Expenditure Assignment in the Budget Code, 1998

B. Jointly Financed C. ExpendituresFinanced
Expenditures (Federal, Exclusively from Budgets of Expenditures Financed Exclusively
A. ExpendituresFinanced Exclusively from the Federal Regional and/or Local) Subjects of the Russian from Local Budgets
Budget Federation
C support of the activity of the President of the Russian C state support of industries C operation of legidative operation of local self-government
Federation, Federal Assembly of the Russian Federation, (save for nuclear power (representative) and authorities
Accounting Chamber of the Russian Federation, Central generation), construction executive authorities of formation and management of
Election Commission of the Russian Federation, federal and construction industry, subjects of the Russian municipal property
executive authorities and their regional branches, other agriculture, road and river Federation organization, maintenance and
expenditures on general government administration in transport, C servicing and repayment of development of education, hedth care,
accordance with the list established in the process of approval communications, roads the sovereign debt of socia and physical culture institutions
of the federal law on the federal budget for the next fiscal year and metro systems subjects of the Russian and sports facilities, mass media and
C functioning of the federal judiciary system C law enforcement Federation other institutions owned by
C international activities in the interests of the Federation: activities C elections and referendain municipalities or managed by local self-
financial support of the implementation of inter-state C fire safety activities subjects of the Russian government authorities
agreements and agreements with international financial C research, design and Federation operation of municipal law
ingtitutions; internationa cultural, scientific and information surveys in support of C implementation of regiona enforcement agencies
cooperation of federa executive authorities; quotas of the scientific and targeted programs organization, maintenance and
Russian Federation in international organizations; other technological progress C formation of state property development of municipal housing and
expenditures in the area of international cooperation C socia protection of the of subjects of the Russian utilities
determined in the course of approval of the federal law on the population Federation municipal road construction and
federal budget for the next fiscal year C environmental C international and foreign maintenance
C expenditures on national defense and national security, protection, protection economic relations of amelioration of municipally-owned
conversion of defense industries and reproduction of subjects of the Russian areas and plantation of trees
C fundamental research and promotion of scientific and natural resources, Federation organization of domestic waste
technological progress hydrometeorological C maintenance and utilization and recycling (save for
C state support of railway, air and sea transport activities development of enterprises, radioactive waste)
C state support of nuclear power generation C prevention and ingtitutions and maintenance of burial places managed
C liquidation of consequences of emergencies and natural liquidation of organizations subordinate to by municipalities
disasters of federal significance conseguences of public authorities of subjects organization of transport service for
C space research and use emergency Situations and of the Russian Federation the population and institutions owned
C maintenance of federally-owned ingtitutions or institutions natura disasters of inter- C activities of mass mediain by municipalities or managed by loca
managed by public authorities of the Russian Federation regiona significance subjects of the Russian self-government authorities
C formation of federal property C development of the Federation fire safety
C servicing and repayment of sovereign debt of the Russian market infrastructure C financial assistance to local environmental protection in
Federation C development of federal budgets municipalities
C compensation of expenditures incurred by state and inter-ethnic relations C execution of individual implementation of targeted programs
extrabudgetary funds in relation to state pensions, allowances C operation of Election public responsibilities adopted by local self-government
and other socia benefits to be financed from the federal Commissions of subjects delegated to the municipal authorities
budget pursuant to the legidation of the Russian Federation of the Russian Federation level servicing and repayment of municipal
C replenishment of state reserves of precious metals and gems, pursuant to the legidation C compensation of additional debt
and state material reserves of the Russian Federation expenditures resulting from targeted subsidization of households
C elections and referendums in the Russian Federation C support of mass media decisions taken by public maintenance of municipal archives
C federal investment program C financial assistance to authorities of subjects of the municipal elections and local
C implementation of decisions taken by federal public other budgets Russian Federation, which referendums
authorities, which increased budgetary expenditures or reduced C other expenditures to be increased budgetary implementation of other decisions
budgetary revenues of budgets of other levels jointly financed by the expenditures or reduced taken by local self-government
C execution of individual public responsibilities delegated to Russian Federation, budgetary revenues of local authorities and other expenditures
other levels of power subjects of the Russian budgets classified aslocal issuesto be
C financia support of subjects of the Russian Federation Federation and C other expenditures determined by representative bodies of
C official statistics municipalities associated with the local self-government in accordance
C miscellaneous execution of responsibilities with budget classification of the Russian
of subjects of the Russian Federatio
Federation
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Table 17

Legidlated Sharing Rates of Mgjor Taxes in the Russian Federation

(Percent of Total)

Law on

Basic

Principl_&s 1992, 1994

of Tlagsil on, 1992, Q1 Q2-Q4 1993 1994 Q1 Q2-Q4 1995 1996 1997 1998

Fed | Reg | Fed | Reg | Fed | Reg | Fed | Reg | Fed | Reg | Fed | Reg | Fed | Reg | Fed | Reg | Fed | Reg | Fed | Reg
VAT? 100 0 ad hoc 80 20 80- 20- 75 25 75 25 75 25 75 25 75 25 75 25

negot. 50 50
Profit tax 0 100 a7 53 41 59 31 69 37- 63- 37- 63- 34 66 34 66 34 66 34 66
34° 66° 34° 66°

Personal 0 100 0 100 0 100 0 100 0 100 0 100 10 90 10 90 0 100 40 60
income tax
Exciseon 50 50 50 50 50 50 50 50 50 50 50 50 50 50 50 50 50 50 50 50
alcohol
Energy 100 0 100 0 100 0 100 0 100 0 100 0 100 0 100 0 100 0
excises
Exciseson n.a na na n.a n.a na 0 100 0 100 0 100 0 100 0 100 0 100
domestic
production
S

SOURCE: Modified and updated from Fiscal Management in Russia, World Bank,1996

VAT onimports, precious metals and stonesin assigned 100 percent at the federa level.

® These taxes could be shared with the federal government.
¢ The federal profit tax rate is 13 percent; regional profit tax rates range up to 22 (for most enterprises) and 25 (for banks and insurance companies)percent of profits.
The sharing percentages in the table are calculated based on the 13/22 and 13/25 profit tax rate.
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Table 18
Status of Taxesin the Tax Code* (1998)

Federal Taxes Regional Taxes Loca Taxes

Value Added Tax C Tax on Property of

Excises on Specific Goods Organizations

Excises on Raw Materias Tax on Redl Estate

Enterprise Profits Tax Road Tax

Capital Gains Tax Transport Tax

Persona Income Tax Sales Tax

Contributions to State Off- Tax on Gambling Enterprises

Budget Funds Regional License Fees

Customs Duties

State Duties

Tax on Subsoil Use

Tax on Rehabilitation of

Minerals Raw Materials Basq

C Tax on Additional Income
from Hydrocarbons
Production

C Fee for the Right of Use of

Fauna and Water Biological

Resources

Forest Tax

Water Tax

Ecologica Tax

Federal License Fees

Land Tax

Individual Property Tax
Tax on Advertising
Inheritance or Gift Tax
Local License Fees

O OO OO OO
O OO OO
O OO OO

OO OO

OO OO

* The assignments are in the General Part of the Tax Code which has been approved by the Duma and signed by the
President. The specific part of the Tax code which develops each of the taxes has not been approved as of June 1999.
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Table 19
Own Revenues and Shared Revenues as a Percentage of
Consolidated Subnational Collections (Excluding Transfers and Subventions)

1992 1993 1994 1995 1996 1997

27.0 29.3 38.7 40.5
70.7 61.3 59.5

Own Source Revenues 16.7 16.5
Shared Revenues 83.3 845 73.0

Source: Ministry of Finance and Igudin (1998).
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Table 20

Distribution of Revenues Between the Levels of Government, 1992-1997

1992 1993 1994 1995 1996 1997

Total Tax Revenues 100.0 100.0 100.0 100.0 100.0 100.0
Federal Budget 60.3 45.6 48.3 48.4 49.8 42.5
Consolidated Subnational Budget 39.7 54.4 51.7 51.6 50.2 57.5
Regional Budgets 19.4 28.3 26.4 26.2 23.7 --
Local Budgets 20.3 26.1 25.3 254 26.5 --
Profit Tax 100.0 100.0 100.0 100.0 100.0 100.0
Federal Budget 41.3 325 35.1 35.6 36.6 32.4
Consolidated Subnational Budget 58.7 67.5 64.9 64.4 63.4 67.6
Regional Budgets 30.1 39.7 38.9 39.0 38.4 --
Local Budgets 28.6 27.7 26.1 25.4 25.0 --
VAT 100.0 100.0 100.0 100.0 100.0 100.0
Federal Budget 75.1 64.4 67.2 75.4 74.8 68.5
Consolidated Subnational Budget 24.9 35.6 32.8 24.6 25.2 31.5
Regional Budgets 151 22.5 211 14.0 15.7 --
Local Budgets 9.8 13.1 11.7 10.6 9.5 --
Personal Income Tax 100.0 100.0 100.0 100.0 100.0 100.0
Federal Budget 0 0 0.6 9.0 9.2 2.3
Consolidated Subnational Budget 100.0 100.0 99.4 91.0 90.8 97.7
Regional Budgets 22.8 23.2 25.8 24.2 24.6 --
Local Budgets 77.2 76.8 73.6 66.8 66.3 --
Excise Taxes 100.0 100.0 100.0 100.0 100.0 100.0
Federal Budget 47.9 50.5 60.1 72.8 86.8 80.2
Consolidated Subnational Budget 52.1 49.5 39.9 27.2 13.2 19.8
Regional Budgets 419 40.2 32.0 21.3 10.3 --
Local Budgets 10.2 9.3 7.9 5.8 2.9 --
Property Taxes 100.0 100.0 100.0 100.0 100.0 100.0
Federal Budget 0 0 0 5.0 0.8 1.2
Consolidated Subnational Budget 100.0 100.0 100.0 95.0 99.2 98.8
Regional Budgets 52.4 455 41.8 42.3 44.1 --
Local Budgets 47.6 54.5 58.2 52.8 55.1 -
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Table 20 (Continued)

Distribution of Revenues Between the Levels of Government, 1992-1997

1992 1993 1994 1995 1996 1997

Natural Resources Tax 100.0 100.0 100.0 100.0 100.0 100.0
Federal Budget 0 29.1 15.3 24.4 25.1 19.7
Consolidated Subnational Budget 100.0 70.9 84.7 75.6 74.9 80.3
Regional Budgets 63.9 40.6 44.9 36.4 39.0 --
Local Budgets 36.1 30.3 39.7 39.2 35.9 --
Other Taxes 100.0 100.0 100.0 100.0 100.0 100.0
Federal Budget 91.8 77.8 70.7 61.3 43.1 42.9
Consolidated Subnational Budget 8.2 22.2 29.3 38.7 56.9 57.1
Regional Budgets 2.3 8.9 131 17.3 16.6 --
Local Budgets 5.9 13.3 16.2 21.4 40.2 --
Non-Tax Revenues 100.0 100.0 100.0 100.0 100.0 100.0
Federal Budget 59.2 -- 38.0 70.9 75.1 66.4
Consolidated Subnational Budget 40.8 -- 62.0 29.1 24.9 33.6
Regional Budgets 33.6 -- 35.7 22.2 18.8 --
Local Budgets 7.1 -- 26.3 7.0 6.1 --
Intergovernmental Transfers 100.0 100.0 100.0 100.0 100.0 100.0
Federal Budget 6.6 -- 35 1.7 0.3 0.2
Consolidated Subnational Budget 93.4 -- 96.5 98.3 99.7 99.7
Regional Budgets 33.1 -- 54.4 42.6 46.4 --
Local Budgets 60.3 -- 42.1 55.7 53.2 --

Source: Freinkman et al. (1998) and Ministry of Finance.
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Table 21
Russia: Consolidated Subnational Own Source Revenue Collections, 1997

Percent

Rb. Trillion of Total

Property Taxes 46.9 39.0
Individual Property Tax 0.4 0.4
Enterprise Property Tax 46.4 38.6

Other Property Taxes 0.1 0.1
Natural Resource Collections 28.6 23.8
Mineral Resource Payments 11.9 9.9

Tax on Depletion of Mineral Resources 6.9 57

Land tax 8.4 7.0

Other Natural Resource Collections 14 12

Other Taxes 44.8 37.2
Tax on Housing and Militia Maintenance 23.6 19.6

Wage Fund Tax 9.1 7.6

Other Income Taxes 04 0.3
Specia Sales Tax 0.9 0.7

Other Sales Taxes 6.6 55

Other Taxes 4.1 3.4
Subnational Own Source Tax Revenues 120.3 100.0
Memo: Regional Non-tax Revenues 21.0 17.5
Memo: Shared Revenue Collections 208.7 173.4

Source: Authors' calculations based on data from the Ministry of Finance.
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Table 22
Summary of Legidlative Control over Subnational Own Source Revenues

Legidative Level Legidative Level Budget(s) To Which
Determining Determining Tax Revenues Go

Tax Tax Base Tax Rate
Tax on Enterprise Property Fed Reg (Fed limit) Fed / Reg
Tax on Property of Physical Persons Fed Fed?! Loc
Land Tax Fed Fed ? Fed/Reg/ Loc
Tax on Use of Mineral Resources Fed Fed Fed/Reg/Loc
Tax on Depletion of Mineral Resources Fed Fed Fed / Reg
Transport Tax (incl. Road Users, Vehicle Owners Fed/Reg Fed / Reg Reg
and Acquisition tax)
Housing and Militia Maintenance Taxes Fed Loc (Fed limit) Loc
Educational Charges Fed Reg (Fed limit) Reg/Loc
Advertising Tax Fed Loc (Fed limit) Loc
Resort Fees Loc Loc Loc
Exchange Transaction Fees Fed Fed Fed / Reg
Tax on Resale of Automoabiles and Computers Fed Loc (Fed limit) Loc
Racing and Gambling Charges Loc Loc Loc
Tax on Industrial Construction in National Resort Loc Loc Loc

Areas

! Regional and local governments can lower the rate and add exemptions.

2 Regional governments set concrete minimum rate for particular kind of land and local governments can raise

the rate.
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Distribution of Revenues Between the Levels of the Government, 1992-1997

Table 23

(as percent of GDP)

1992 1993 1994 1995 1996 1997

Federal Budget 18.8 13.1 13.6 14.2 12.8 12.4

Consolidated Region Budget 13.8 16.6 18.2 14.8 14.9 15.7
Regional Budgets 6.8 8.4 9.7 75 7.2
Local Budgets 7.0 8.2 85 7.3 7.7

Total 32.6 29.7 31.8 29.0 21.7 28.1

Note: Transfersto other levels of government may result in double counting; amounts may not

add up due to rounding.

Source: Freinkman et al. (1998) and Ministry of Finance.
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Table 24
Evaluation of Composition of Revenues for Subnational Governmentsin Real Terms, 1992-1997

In Real Terms: Per Capita 1995 Rubles

In Real Terms: Index (1994=100)

1992 1993 1994 1995 1996 1997 1992 1993 1994 1995 1996 1997
Own and Shared Revenues 16929 18059 13455 12775 11825 1,296.9 125.8 134.2 100.0 94.9 87.9 96.4
o/w EPT 684.3 849.1 576.0 5114 297.5 270.3 118.8 1474 100.0 88.8 51.7 46.9
o/wPIT 3204 329.6 318.6 224.8 2395 290.2 100.6 103.5 100.0 70.6 75.2 911
o/w VAT 369.7 302.0 194.0 164.5 193.9 2101 190.6 155.7 100.0 84.8 100.0 108.3
o/w Exc 824 66.0 54.8 44.6 38.3 49.5 150.4 120.4 100.0 814 69.9 90.3
Other & Non Tax Revenues 32.3 19.0 2371 1131 102.4 141.6 136 8.0 100.0 47.7 43.2 59.7
Transfers (Excl. Loans) 106.0 340.2 468.0 191.8 211.0 193.6 227 727 100.0 41.0 45.1 414
Total Revenues 1831.2 21651 2050.6 15839 14971 16329 89.3 105.6 100.0 77.2 73.0 79.6

Source: Authors' calculations based on data from the Ministry of Finance.
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Table 25
Russia: Measures of Vertical Fiscal Imbalance for the Subnational Sector, 1997

Coefficient of Vertical Fiscal Imbalance # 1 0.293
Coefficient of Vertical Fiscal Imbalance # 2 0.843
Coefficient of Vertica Fiscal Imbalance# 3 0.918

Source: Authors' calculations based on data supplied by the Ministry of Finance

Note: Coefficients of vertical fiscal imbalance were calculated, following Hunter (1977):

Revenue Sharing % Untied (Equalizing) and Other Transfers

Coefficient #1 * 14 Total Expenditures

)

Untied (Equalizing) and Other Transfers

Coefficient #2 = 1& ( -
Total Expenditures

)

Other Transfers

Coefficient #3 = 1& ( -
Total Expenditures
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Table 26
Measures of Vertical Fiscal Imbalance for the Subnational Sector:
An International Comparison

Country Coefficient #1 Coefficient #2
Russia*' 0.293 0.843
Austria 0.186 0.717
Belgium 0.156 0.512
Denmark 0.172 0.611
Estonia® 0.088 0.686
Finland 4 0.191 0.654
Germany 2 0.244 0.794
Latvia® 0.069 0.491
Lithuania® 0.111 0.869
Netherlands 0.288 0.345

Sources. Calculated from data supply by the Ministries of Finance of the Russian Federation,
Estonia, Latviaand Lithuania; Revenue Statistics of OECD Member Countries 1965-1992; IMF
Government Finance Statistics Y earbook 1994,

Note: See Table 25 for definitions of the coefficients. Unless otherwise mentioned, 1991 data used.
1 Based on 1997 fiscal data
2 Subnational sector includes Lander as well as local governments.

3 Based of 1994 fiscal data.
* Coefficients calculated using 1990 local expenditure data.
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Measures of Regional Fiscal Disparitiesin the Russian Federation:

Table 27

Per Capita Revenue Collections (including Federal Share), 1993-1997

(in thousands of Rubles)

Coefficient of
Mean Variation Minimum Maximum
1993 251.8 0.68 31.2 943.5
1994 722.0 0.85 24.4 3,878.0
1995 1,950.9 112 158.7 15,681.4
1996 2,732.0 1.33 268.9 24,862.2
1997 3,553.9 161 477.0 43,881.9

Source: Authors' calculations based on data from the Ministry of Finance.
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Table 28

Concentration of Total Revenue Collections (Including Federal Share) Among Regions:
Share of Total Revenues Collected by Selected Regions, 1993-1997

1993 1994 1995 1996 1997
Five highest collection regions 33.7 32.0 34.5 37.6 40.9
Ten highest collection regions 47.5 45.8 48.0 50.9 54.9
Twenty highest collection regions 64.9 64.6 67.2 68.9 70.9
Coef. of Variation, 0.68 0.85 112 1.33 161

Per Capita Revenue Collections

Source: Authors' calculations based on data from the Ministry of Finance.
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Table 29
Concentration of Regional Revenue Collections Among Regions:
Share of Regiona Revenues Collected by Selected Regions, 1992-1997

1992 1993 1994 1995 1996 1997

Five highest collection regions 27.0 28.0 30.2 30.4 31.6 34.1
Ten highest collection regions 42.2 43.1 441 45.2 46.5 49.4
Twenty highest collection regions 62.7 62.7 64.1 64.5 65.6 67.3
Coef. of Variation, 0.89 0.67 0.86 0.86 1.14 151

Per Capita Revenue Collections

Source: Authors' calculations based on data from the Ministry of Finance.
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Table 30
Anaysis of Regional Natural Resource Tax (NRT) Collections, 1994-1997

Correlation Per Capita NRT Collections with:

Coefficient of
Average, NRT as Variation,
Percent of Regional Per CapitaNRT Per CapitaGRP * Per Capita Regional
Collections Collections Collections
1994 2.60 3.03 0.81 0.80
1995 5.23 2.35 0.88 0.85
1996 6.55 2.85 0.95 0.94
1997 7.68 3.40 0.95 0.96

1 Dataon 1996 GRP was used for 1997.

Source: Authors' calculations based on data from the Ministry of Finance.
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Table 31
Fund for Financial Support of the Regions (FFSR)

First Window: Regionsin Need of Financial Assistance

(Variables are from base year adjusted for legisation changes since then)

Sep 1.
Claim b Average revenue Per capita Population of
MDBY - 4 C per capita in the | ( 0.92 & | revenuesin ¢ pufation
Region i . L Region i
group of regions Region i
Average expenditure per capita
where 4 * in the group of regions  0.92

Average revenue per capita
in the group of regions

Step 2: (For those regions with a positive claim in Step 1)

Share of Region i Claim by Region i
in the pool of funds * S, " Total claims from ( 100
for Window | all regions
Sep 3
Actual
equalization Pool of funds
grant to region i i C available for
under Window | Window |
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Table 31 (Continued)
Fund for Financial Support of the Regions (FFSR)

Second Window: Regionsin Need of Additional Financial Assistance

(Variables are from base year adjusted for legidation changes since then)

Sep 1.

Claim by , ( Current expenditures Revenues Equahzano_n .
Region j in Region j & in Region j % [ grant for Region j
gron J gron J gron J in Window |

Step 2: (For those regions with a positive claim in Step 1)

Shared
Region j in the
pool of funds

Claim by Region j

- SIIj Total claims from

for Window |1 all regions
Sep 3
Actual
equalization . ( Pool of funds available
grant to Region j S“J' for Window |1

under Window Il
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Table 32
Formulafor Allocating FFSR Transfers, 1999

Step 1: Determine the amount of funding for the FFSR
Step 2: Determine Per Capita Revenue (a measure of fiscal capacity):

R

PC «
R N.

Step 3: Determine Index of Budget Expenditures (a measure of expenditure need):

Step 4: Determine Normalized Per Capita Revenue:

PC
RR, T D
K.

Step 5: Assign equalization transfers (t;) for regions for which RP< RP :

t " (RR&RP)IK IN,.

Step 6: If necessary, only equalize to threshold RP,:

NOTE: InStep 2, R is adjusted revenue collections (a measure of fiscal capacity) and N, is population; in
Step 3, H; is the per capita expenditure norm for region i and expenditure category j. When the
amount of transfers assigned in Step 5 exceeds the size of the FFSR, the equalization threshold is
lowered to RPR, , which is determined in an iterative process that simultaneously determines the
number of regions eligible for equalization funds(m).
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Table 33
Funding Sources for the Regions of the Russian Federation:
Average Regional Funding by Source as Percent of Total Expenditures, 1992-1997

Own, Shared and Other Other Transfers and Other Sources of
Regional Revenues FFSR Transfers® Settlements Financing 2

1992 87.2 -- 16.3 -3.5
1993 75.7 -- 30.1 -5.8
1994 66.5 9.4 26.4 -2.3
1995 73.6 17.3 5.6 3.6

1996 68.5 15.0 7.6 9.0

1997 67.9 15.6 4.2 11.5

! The FFSR was introduced in 1994; in earlier years equalization was achieved through variable
sharing rates and other equalizing transfers.
2 Determined as expenditures minus revenues and transfers; consists mainly of budget loans and
borrowing.

Source: Authors' calculations based on data from the Ministry of Finance.
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Table 34

Federal Transfersto the Regions, 1992-1997

(percent of GDP)

1992 1993 1994 1995 1996 1997

Total Fed. Transfersand Loans 1.76 271 4.21 1.86 2.37 2.67
Total Federal Transfers 1.66 2.66 4.15 1.79 2.11 1.92
“Subventions’ 0.79 0.69 0.14 0.06 0.09 0.13
FFSR 0.00 0.00 0.79 1.19 1.07 1.27
Mutual Settlements 0.87 1.95 2.27 0.42 0.83 0.43
Other Transfers 0.00 0.02 0.95 0.12 0.12 0.09
Budget Creditsand L oans 0.10 0.05 0.07 0.06 0.26 0.75

Source: Ministry of Finance.
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Table 35
Evaluation of Composition of Transfers for Subnational Governments in Real Terms, 1992-1997

In Real Terms: Per Capita 1995 Rubles

In Real Terms:. Index (1994=100)

1992 1993 1994 1995 1996 1997 1092 1993 1994 1995 1996 1997
Transfers 106.0 340.2 468.0 191.8 211.0 193.6 22.7 72.7 100.0 41.0 45.1 414
(excl. Budget Loans)
o/w FFSR - - 95.6 128.0 109.1 1315 - - 100.0 133.9 114.1 137.5
o/w Mutual Settlements - 255.7 307.2 47.1 85.2 44.6 - 83.3 100.0 15.3 277 145
Total Revenues 1,831.2 21651 20506 15839 14971 16329 89.3 105.6 100.0 77.2 73.0 79.6

(excl.Loans and borrowing)

Source: Ministry of Finance.
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Table 36
Regression Analysis: Per Capita FFSR Transfers?, 1994-1997

Cost of Pct. Pop. Pct. Pop.

Per Capita Living Y ounger Older Pct. Pop. Tax
Intercept GRP Index Work Age  Work Age  in Poverty Effort 2 R?
1994 -1,743.0 -13.0 6.8 26.3 37.3 -14 -8.6 0.68
1995 -4,219.4 -18.6 16.6 72.0 69.8 -4.5 -1.0 0.81
1996 -3,450.8 -7.6 131 65.3 50.7 0.3 -2.3 0.76
1997 -5,000.5 -10.3 18.9 93.8 72.1 -1.8 -3.0 0.74

! Bold indicates statistical significance at the 5 percent level.
2Tax effort is defined as total collections as a percent of gross regional product (GRP).

Source: Authors' calculations based on data from the Ministry of Finance.
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Table 37

Regression Analysis: Per Capita Other Transfers (Excluding Budget Loans) %, 1994-1997

Cost of Pct. Pop. Pct. Pop.
Per Capita Living Y ounger Older Pct. Pop. Tax
Intercept GRP Index Work Age  Work Age  in Poverty Effort 2 R?
1994 -2,569.6 -55.2 12.3 37.3 29.1 -1.1 14.6 0.79
1995 -1,509.4 -6.7 6.5 16.3 24.2 0.9 4.9 0.63
1996 -1,306.9 -0.6 6.1 15.0 245 -1.3 3.0 0.59
1997 -1,498.2 -6.1 0.8 -294 -35.4 -0.8 15 0.36

! Bold indicates statistical significance at the 5 percent level.
2Tax effort is defined as total collections as a percent of gross regional product (GRP).

Source: Authors' calculations based on data from the Ministry of Finance.
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Table 38

Regression Analysis: Allocation of (Per Capita) Regional Resources?, 1994

Cost of Pct. Pop. Pct. Pop.
Per Capita Living Y ounger Older Pct. Pop. Tax
Intercept GRP Index Work Age  Work Age  in Poverty Effort R?
Tota Collections -932.9 182.2 -04 114 -4.7 0.3 442 0.98
Regiona Rev. -1,746.2 138.8 24 304 151 -0.7 29.3 0.89
After FFSR -3,489.2 125.8 9.2 56.7 52.4 2.1 20.7 0.94
After All Transfers -6,058.9 70.6 216 94.0 815 -3.1 35.3 0.90
Reg. Expenditures -6,147.0 60.4 22.7 91.0 84.9 -3.2 35.3 0.89

! Bold indicates statistical significance at the 5 percent level.
2Tax effort is defined as total collections as a percent of gross regional product (GRP).

Source: Authors' calculations based on data from the Ministry of Finance.
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Table 39
Regression Analysis: Allocation of (Per Capita) Regional Resources?, 1995

Cost of Pct. Pop. Pct. Pop.

Per Capita Living Y ounger Older Pct. Pop. Tax
Intercept GRP Index Work Age  Work Age  in Poverty Effort? R?
Total Collections -4,352.6 268.1 -1.6 51.6 39.2 85 88.8 0.98
Regional Rev. 120.5 100.6 5.55 16.9 -21.9 -5.6 322 0.91
After FFSR -4099.0 82.0 221 55.1 47.9 -10.1 311 0.91
After All Transfers -5,608.3 72.3 28.7 714 721 -9.3 36.0 0.90
Reg. Expenditures -6,690.1 61.1 332 82.2 68.0 -7.9 66.5 0.88

! Bold indicates statistical significance at the 5 percent level.
2Tax effort is defined as total collections as a percent of gross regional product (GRP).

Source: Authors' calculations based on data from the Ministry of Finance.
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Table

40

Regression Analysis: Allocation of (Per Capita) Regional Resources?!, 1996

Cost of Pct. Pop. Pct. Pop.
Per Capita Living Y ounger Older Pct. Pop. Tax
Intercept GRP Index Work Age  Work Age  in Poverty Effort? R?
Total Collections -4,305.9 254.3 -44 441 389 4.6 1133 0.96
Regional Rev. -878.6 1275 8.3 -44 -2.2 -5.9 24.1 0.92
After FFSR -4329.4 1199 214 61.0 484 -5.67 21.8 0.88
After All Transfers -5,636.3 119.3 2715 76.0 729 -6.9 24.8 0.89
Reg. Expenditures -13,435 115.7 48.8 202.8 203.6 -11.7 48.1 0.92

! Bold indicates statistical significance at the 5 percent level.
2Tax effort is defined as total collections as a percent of gross regional product (GRP).

Source: Authors' calculations based on data from the Ministry of Finance.
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Table

41

Regression Analysis: Allocation of (Per Capita) Regional Resources?, 1997

Cost of Pct. Pop. Pct. Pop.
Per Capita Living Y ounger Older Pct. Pop. Tax
Intercept GRP Index Work Age  Work Age  in Poverty Effort R?
Totd Collections -9,363.2 348.0 -4.9 106.5 1354 17.0 115.2 0.97
Regiona Rev. -4,187.1 210.6 3.57 63.0 51.7 -1.0 275 0.96
After FFSR -9,192.0 200.3 224 156.8 123.8 -2.8 30.2 0.93
After All Transfers -7,693.9 194.2 232 127.4 88.3 -3.6 317 0.94
Reg. Expenditures -16,465 200.2 48.2 264.8 240.8 -4.22 43.7 0.94

! Bold indicates statistical significance at the 5 percent level.
2Tax effort is defined as total collections as a percent of gross regional product (GRP).

Source: Authors' calculations based on data from the Ministry of Finance.
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Table 42

Explaining Tax Effort for Regional Collections?, 1994-1997

Cost of Personal FFSR
Per Capita Living Business Income Sdes Transfer
Intercept GRP Index Taxes? Tax 2 Taxes? (pct. Exp) R?
1994 6.40 -0.46 0.06 0.08 -0.12 0.14 -0.14 0.48
1995 8.35 -0.06 0.03 0.06 -0.12 0.07 -0.04 0.45
1996 11.36 -0.02 0.02 0.06 -0.09 0.01 -0.05 0.34
1997 6.65 0.05 0.02 0.07 0.00 0.12 -0.03 041

' Bold indicates statistical significance at the 5 percent level.
2 Expressed as percent of total regional revenues.

Source: Authors' calculations based on data from the Ministry of Finance.
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Table 43
Explaining Tax Effort for Overall Collections (Including Federal Share) !, 1994-1997

Per Regional Cost of Personal FFSR
Capita Share of Living Business Income Sdes Transfer
Intercept GRP Collect. Index Taxes? Tax 2 Taxes? (% Exp) R?
1994 28.5 -064 -0.25 0.08 0.09 -0.17 0.17 -0.21 0.57
1995 38.3 -006 -031 0.04 -0.01 -0.10 0.04 -0.10 0.73
1996 47.0 -0.02 -040 0.02 -001 -010 -0.07 -0.09 0.66
1997 36.4 0.09 -0.42 0.03 0.09 0.01 0.23 -0.02 0.51

! Bold indicates statistical significance at the 5 percent level.
2 Expressed as percent of total regional revenues.

Source: Authors' calculations based on data from the Ministry of Finance.
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Table 44
Percent of the Executed Share of a Region in the FFSR

1995 1996 1997 1995 1996 1997
Karelia Republic 50.0 103.7 115.0 Belgorod Oblast 80.9 136.4 80.0
Komi Republic 87.6 157.2 111.0  Voronezh Oblast 101.2 104.1 113.0
Arhangelsk Oblast 103.0 136.2 74.0 Kursk Oblast 94.6 105.5 96.0
Nenetski AO 94.3 90.7 142.0 Lipetsk Oblast Donor Donor Donor
Vologda Oblast 90.3 122.8 13.0  Tambov Oblast 126.8 82.3 110.0
Murmansk Oblast 90.0 25.8% 67.0 Kalmykia Oblast 98.0 98.2 120.0
Saint Petersburg Donor 79.2 94.0 Tatarstan Oblast 0.0 Donor 121.0
Leningrad Oblast 104.5 73.6 1140  Astrakhan Oblast 106.0 106.1 106.0
Novgorod Oblast 107.7 98.3 105.0  Volgograd Oblast 83.5 151.2 83.0
Pskov Oblast 96.3 113.8 94.0 Penza Oblast 95.4 126.6 106.0
Bryansk Oblast 97.9 134.1 84.0 Samara Oblast Donor Donor Donor
Vladimir Oblast 92.0 104.6 1140  Saratov Oblast 95.0 88.8 104.0
Ivanovo Oblast 101.7 82.7 113.0 Ulyanovsk Oblast 94.7 117.9 89.0
Kaluga Oblast 94.2 120.5 96.0  AdygeyaRepublic 96.1 115.3 178.0
Kostroma Oblast 93.1 132.0 87.0 Dagestan Republic 1335 87.8 111.0
Moscow Donor Donor Donor Ingushetiya Republic 101.0 107.6 216.0
Moscow Oblast 74.1 50.1° 69.0 Kabardino-Balkariya Rep. 99.0 105.7 138.0
Orlov Oblast 102.1 91.6 149.0 Karachayevo-Cherkessia Rep. 94.9 90.0 132.0
Ryasan Oblast 70.1 121.1 80.0 North Ossetia Republic 95.2 112.2 99.0
Smolensk Oblast 92.9 101.6 119.0  Chechnya Republic 207.9 89.2 17.0
Tver Oblast 93.9 109.1 112.0 Krasnodar Krai 93.8 89.2 116.0
Tula Oblast 97.8 116.8 1140  Stavropol Krai 109.8 114.0 100.0
Yaroslavi Oblast Donor 25.1 111.0 Rostov Oblast 107.3 88.6 116.0
Marii El Oblast 102.2 105.0 109.0 Bashkortostan Republic Donor Donor Donor
Mordoviya Oblast 101.6 98.9 121.0 Udmurtia Republic 108.0 102.7 38.0
Chuvashia Oblast 107.0 101.6 122.0 Kurgan Oblast 91.6 105.5 110.0
Kirov Oblast 92.2 96.8 113.0  Orenburg Oblast 97.1 1184 102.0
Nizhny Novgorod Oblast Donor 114.2 94.0 Perm Oblast 81.0 26.4° 66.0

3nstead of 0.0 percent, received 25.8 from its 1995 share. °Instead of 0.0 percent, received 50.1 from its 1995 share. ®Instead of 0.0 percent, received 26.4 from
its 1995 share.
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Table 44 (Continued)
Percent of the Executed Share of a Region in the FFSR

1995 1996 1997 1995 1996 1997

Komi-Permyatski AO 101.4 89.1 102.0 Irkutsk Oblast 86.2 105.1 73.0
Sverdlosk Oblast Donor Donor Donor Ust-Ordynsk Buryat AO 93.3 1.9¢ 111.0
Chelabinsk Oblast 72.4 121.4 81.0  ChitaOblast 97.7 87.7 103.0
Gorny Altay Republic 111.0 137.6 172.0  Aginskiy Buryat AO 100.4 102.5 110.0
Altay Krai 105.9 98.1 1120  SakhaRepublic (Y akutia) 89.8 56.2 68.0
Kemerovo Oblast 95.3 136.6 83.0 EveryskayaAO 156.2 100.7 105.0
Novosibirsk Oblast 103.1 11240.0 141.0  ChukotkaAO 111.7 84.1 128.0
Omsk Oblast 94.4 214.3 74.0 Primorsky Krai 90.3 19.0° 68.0
Tomsk Oblast 98.1 112.8 104.0 Khabarovsk Krai 93.2 123.9 101.0
Tyumen Oblast 89.6 46.7 107.0  Amur Oblast 100.5 77.8 116.0
Khanty-Mansiyiski AO Donor Donor Donor Kamchatka Oblast 94.5 39.5 74.0
Yamalo-Nenetski AO Donor Donor Donor Koryaksky AO 103.3 147.4 95.0
Buryatia Republic 101.5 77.4 143.0 Magadan Oblast 101.0 100.6 108.0
Tuva Republic 105.6 1184 178.0  Sakhalin Republic 98.9 93.3 106.0
Khakissiya Republic 99.4 91.8 100.0 Kalilingrad Oblast 94.9 73.3 123.0
Krasnoyarsk Krai Donor Donor Donor

Taymyr AO 98.1 103.3 124.0

Evenkiyski AO 94.7 129.0 153.0

dInstead of 0.0 percent, received 1.9 percent from its share in 1995. ©Instead of 0.0 percent, received 19.0 percent from its sharein 1995. finstead of 0.0 percent,
received 39.5 percent from its share in 1995.
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Table 45

Russia: Consolidated Budget Execution as Percent of GDP, 1992-1997

Federal Government 1992 1993 1994 1995 1996 1997

Revenues 18.80 13.13 13.60 14.24 12.82 12.41
Expenditures 39.65 23.77 23.40 18.45 19.80 15.73
Balance, after transfers -20.85 -10.65 -9.80 -4.21 -6.98 -3.32
Balance, before transfers -19.44 -8.08 -6.20 -2.10 -4.64 -0.71
Consol. Regional Gover nment 1992 1993 1994 1995 1996 1997

Revenues 13.78 16.59 18.23 14.83 14.91 15.72
Expenditures 12.34 16.06 18.24 15.15 15.58 16.96
Balance, after transfers 1.45 0.53 -0.01 -0.32 -0.67 -1.24
Balance, before transfers 0.04 -2.04 -3.62 -2.43 -3.01 -3.85
GDP, Rb. trillion 19.0 171.5 610.7 1630.1 2200.0 2602.3

Source: Freinkman et al.(1998) and Ministry of Finance.

-146-



Table 46
Relative Size of Subnational Debt: Comparison of Selected Countries

Subnational Debt as Percent Subnational Debt as Percent

of Subnat. Expenditures of GDP
Australia  (1996) 57 11
Germany (1996p) 91 21
Switzerland  (1995) 100 25
United States  (1995) 65 13
Russa (Estimate 1997) 40 6

Sources: Freinkman et al. (1998) and computed by authors based on data from the IMF.
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Table 47
Regression Analysis: Per Capita “ Other Sources of Financing”’! 2, 1994-1997

Cost of Pct. Pop. Pct. Pop.

Per Capita  Living Y ounger Older Pct. Pop. Tax

Intercept GRP Index ~ WorkAge WorkAge inPovety  Effort? R?
1994 -88.2 -10.1 11 -2.9 34 -0.1 -0.1 0.20
1995 -1081.8 -14.2 4.6 10.7 -4.1 14 30.5 0.35
1996 -7798.3 -3.5 21.3 12.7 13.1 -4.8 23.3 0.62
1997 -8541.6 1.7 24.8 136.0 151.4 0.7 0.6 0.60

! Defined as expenditures minus revenues and transfers; “other sources of financing” mostly consists
of budget loans and borrowing.

2 Bold indicates statistical significance at the 5 percent level.

3 Tax effort is defined as total collections as a percent of gross regional product (GRP).

Source: Authors' calculations based on data from the Ministry of Finance.
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