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Abstract. The Russian system of federalism is in the midst of a difficult transition from a .
highly centralized to a more decentralized regime. It is a reasonable proposition that the final
solution will somehow be a kind of assignment system, but it is unclear what path will have to
be followed to reach that stated goal. The present system of revenue sharing is based on
shared taxes and subventions. It is a two-tiered system, with the federal government laying
down the rules for central-oblast sharing, and each oblast making the rules for the local
governments within its jurisdiction. This paper updates a World Bank analysis of the revenue-
sharing system in the Russian Federation, using actual data for 1992 and the most current
tax-sharing rules and adds some empirical evidence to what is known about the intra-oblast
dimension of revenue sharing.

Introduction

The system of subnational government financing in the Russian Federation is in
transition. In the long run, the structure will almost certainly include some form of
tax assignment, probably supported by an equalizing federal grant program. Russia
is too large in population and area and too heterogeneous to succeed as a highly
centralized fiscal federation. In the short time since the dissolution of the Soviet
Union, the changes in fiscal federalism have been driven primarily by macroeconomic
concerns as the central government has off-loaded expenditure responsibilities onto
lower level governments in order to lighten its deficit, and made piecemeal adjust-
ments in the tax-sharing formulae to placate the now overburdened subnational
governments.

Parliament passed a Basic Principles of Taxation Law in 1992 which assigned all
income tax to subnational governments and all VAT to the federal government.
This proposal was not well designed in that many important issues were not
addressed: for example, what equalizing grant mechanism would equalize differ-
ences in fiscal capacity, what rate-setting authority would subnational governments
have, and how would taxable profits be determined for enterprises operating in
more than one oblast? Consequently, the Basic Principles were never implemented.

The World Bank (1992) evaluated the options for reform (including the Basic
Principles) in an attempt to provide the analytic underpinnings for designing a new
fiscal federalism, and the Russian government has resolved to appoint a task force
to take up the issue anew. Though the framework for reform suggested in the World
Bank report remains sound, the statistical analysis on which it is based is now dated.
The Russian revenue-sharing system has changed in significant ways since the first
half of 1992, the time period in which the World Bank analysis is framed.

The aim in this paper is twofold: (a)to update the World Bank analysis of the
revenue sharing system in the Russian Federation by using actual data for 1992 and
the most current tax-sharing rules; and (b) to add some empirical evidence to what
is known about the intra-oblast dimension of revenue sharing.

T This paper is an updating and further expansion of our earlier work in World Bank (1992)
and Coopers and Lybrand {1993). See also Wallich {1994)
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The present system

To say that Russia’s system of intergovernmental fiscal relations is unstable is a
gross understatement. In 1992, budgets were adopted in each quarter, the structure
of the major taxes was changed twice, and the rules for revenue sharing between the
central government and oblasts were changed several times. Because budgets and
revenue-sharing rules were being finalized at the beginning of each quarter in 1992,
there was little opportunity for effective fiscal planning by subnational governments,
and a feeling on the part of local officials that revenue-sharing rules were being set
on an ad hoc basis. The plan for 1993 is to hold to a single set of sharing rates for
the four major taxes (VAT, individual and company income taxes, and excise taxes).!

Sharing rates

Most subnational government revenues are derived from four shared taxes whose
rates and bases are set by the federal government. All taxes are shared on 2
derivation basis (that is, by point of collection) with the sharing rates set by the
government and the parliament. The basic system is summarized in table 1.

Table 1. Federal revenue sharing in Russia, 1993 (source: description supplied by the Ministry
of Finance).

Revenue source

Amount allocated to Comments

subnational governments

Method of distribution
among oblasts

Individual income 100% Derivation, by place Fully allocated to
tax of employment the rayon level
Company income Tax rate is 32%; 22% Derivation Oblast may reduce
tax rate belongs to the oblast rate by 2%

Value added tax 20%-50% of collections,

depending on the oblast

Derivation, with an
ad hoc determination
of the percentage for
each oblast

Excise on vodka  50% of collections

100% of collections

Derivation

Other excises Excises on motor

vehicles are fully
allocated to the
federal level

Derivation

Subventions Ad hoc determination Ad hoc determination Distribution largely
and transfers to based on ‘appmved’
autonomous deficits, and specid
regions

projects

The individual income tax is fully retained by local governments (rayons) ¢
l?asis of place of employment. Coverage of the self-employed and small firms ¥
limited, and revenue yield is sensitive to high rates of inflation and to changes in the
tax brackets, personal exemption levels, and wage levels. The tax is largely adminis
tered by the enterprises, who collect it on a withholding basis and keep all employe?
records.

The enterprise income tax is levied at a 32% rate on company profits. Oblas*
level governments may retain an amount equivalent to that derived from a 22% t*
and must turn the remainder over to the federal government. Oblasts may o
increase the tax rate but may lower their rate from 22% to 20%. Revenues from the

1 ; q . -
() The expenditure assignment issue is discussed at length in Martinez-Vazquez (1994).
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enterprise income tax are sensitive to federal decisions about input and output
prices, capital allocations (past and present), and redefinitions of the tax base.

VAT is shared among subnational governments on a derivation basis, but the
percentage of collections that may be retained varies by oblast. These retention
rates have been established in an ad hoc way and have been changed frequently in
the past year. In 1993, most oblasts retained half of VAT collections (see table 2),

Table 2. Retention rates for the value added tax: 1992 and 1993 (source: data supplied by
the Ministry of Finance).

Retention rate (%) 1993 1992

2nd quarter  1st quarter

<10 0 0 14
11-20 24 0 11
21-30 2 89 19
31-40 3 0 17
41-50 60 0 5
51-60 0 0 4
61-70 0 0 5
71-80 0 0 0
81-90 0 0 1
91-100 0 0 13
Total number of oblasts 89 89 89
Median retention rate (%) 50 20 30

The sharing rates for the enterprise income tax and VAT have changed significantly
during 1992 and early 1993. The direction appears to have favored subnational
governments, though it is not clear whether the increased claim on local revenues
has been adequate to offset the increased expenditure responsibilities assigned
(Martinez-Vazquez, 1994). The retention rate on the enterprise income tax has
increased from 15 to 22 points (on the 32% rate) since early 1992. The increase in
the VAT-sharing rate is more difficult to estimate because the sharing rate varies by
oblast. However, the median VAT-retention rate has doubled in the past year (see
table 2).

The revenue system is administered by the state tax service (STS), an agency of
the federal government. Formally, subnational governments have no responsibility
for assessment or collection, and there is a vertical reporting hierarchy for the
oblast, rayon, and district offices of the federal STS. In practice, however, there
may be an issue of dual subordination with the subnational governments, who until
two years ago had responsibility for tax administration. Most local STS officers
Femained in their posts after the federal assumption of responsibility for tax admin-
istration, and local governments often provide office space for the STS and even
fringe benefits (including housing) for STS employees.

Distribution of revenues

Actual dgta for 1992 and budget estimates for 1993 show that subnational govern-
ments raise most of their revenues from four taxes: excises, individual income tax,
enterprise income tax, and VAT (table 3). In 1992 these taxes accounted for more
thap two thirds of subnational revenues. Subventions and transfers to autonomous
fegions amounted to less than 15% of subnational government revenues for 1992.




296 R Bahl, S Wallace

Table 3. Distribution of subnational government revenues (source: data provided by the
Ministry of Finance, July 1992 and June 1993).

Source 19922 1993°
total percentage total percentage
revenue of total revenue of total
(in billions (in billions
of rubles) of rubles)
Personal income tax 431.3 16.14 1837 11.54
Enterprise income tax 920.9 34.46 5522 34.88
Value added tax 498.1 18.64 2614 16.42
Excise taxes 110.8 4.15 697 4.37
Land and property tax 108.6 4.06 *
Natural resources: royalties and payment  104.7 3.92 *
Stamp duties and other nontax revenues na na *
Revenues from privatization 434 1.62 *
Other local taxes 125.6 4.7 2385 14.98
Subventions 142.5 5.3 2860 17.96
Transfers to autonomous regions 186.1 6.96 ok
Total revenue 2672.3 100.0 15917 100.0

2 Actual. ® Budgeted. *Included in ‘other taxes’. **Included in subventions. na not available.

This is a lower figure than many would expect. The remaining 10% of subnational
revenues comes from a number of smaller subnational taxes. Budget estimates for
1993 suggest a similar pattern.

As noted above, the average rate of sharing varies, by tax and even across
oblasts. On average, subnational governments retained about 45% of tax collections
in 1992 (table 4).® When subventions and transfers are factored in, the subnational
share of total revenues is closer to 60%. The budget plan for 1993 called for ¢

larger retention rate for the three largest taxes, mostly because of the increased
sharing rate for VAT.

Table 4. Revenue structure and revenue sharing (in billions of rubles), 1992 (source: dat
supplied by the Ministry of Finance).

Tax or revenue Total Subnational = Percentage Exhibit: budgeted
collections amount retained by average retention

subnational rate for 1993
governments

Individual income tax 431.3 431.3 100.0 100.0

Enterprise income tax 1566.8 920.9 58.8 66.7

Value added tax 1998.9 498.7 24.9 30.4

Excises 2115 110.8 52.3 61.5

Foreign trade taxes 4674 8.0 1.7 na

All other taxes 573.8 374.3 65.2 na

Total revenue 5249.7 2344.0 44.7 43.42

2 This total refers only to excises and the income and value added taxes.
na not available.

@ This average is computed as total revenues retained by all oblasts divided by total revenué

collected.
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Variations among oblasts®

Per capita revenues raised in each oblast averaged Rub 15 thousand in 1992.®
However, the variation among oblasts was extremely large with a maximum of
Rub 88 thousand. This implies that a full derivation-based system would lead to
very wide disparities in fiscal capacity and presumably in public service levels.®
The variable sharing rate for VAT does reduce this variation somewhat (as evi-
denced by the smaller coefficient of variation for per capita retained revenues
in table 5), but the fiscal disparities among oblasts remain substantial. Per capita
collections and per capita retained revenues are both very strongly correlated with
the average level of income.

Table 5. Selected fiscal measures: variations among eighty-nine oblasts (source: computed
from data supplied by the Ministry of Finance).

Per capita Per capita Retention Per capita Subventions as

revenue revenues rate® (%) subventions a percentage of
collections retained total subnational
government
Mean 15055 12078 49.6 7495 25.19
Coefficient of variation 87.0 71.2 34.2 227 101
Minimum 135 108 38.4 18 0.01
Maximum 88566 53634 100.0 126318 92.14
Simple correlation 0.63 0.59 0.1 0.40 0.10

with money income®
*The retention rate is the ratio of taxes retained to taxes collected, expressed as a percentage.
* A coefficient of 0.21 is significant at the 0.05 level.

The retention rate averaged about 50% for the eighty-nine oblasts in 1992.©
This varied from a low of 38% to a high of 100%. The correlation of the retention
rate with the average level of money income was 0.1, suggesting that the sharing
rates are unrelated to the level of fiscal capacity as measured by money income.

The other area where the variations among oblasts are important is subventions
(including transfers to autonomous regions). Per capita subventions (federal grants)
range from zero to Rub 127 thousand, around a mean that is equivalent to nearly
one fourth of total revenues for the average oblast. At the high end, one oblast
receives over 90% of all revenues in the form of subventions. The simple correla-
tion with average income level, however, is 0.40, suggesting that higher income
oblasts receive larger amounts of per capita subventions.

Problems and issues

Given the instability in the Russian economy and political system, it is not surprising
that the intergovernmental system is beset by problems. Neither the central nor the
subnational governments have confidence in the present system, and there are calls

3 ¢ > i .
) We use the term ‘oblast’ to refer to all oblast-level government, that is, oblasts, krais, and
autonomous republics.

®) Some data in this paper are reported in ruble amounts. The exchange rates are as follows:
Average January 1992—$1.00 = Rub 180; Average January 1993—S$1.00 = Rub442.

®) By comparison, the level of per capita state and local revenues from own sources varies
among US states (excluding Alaska and the District of Columbia) from $3942 in Wyoming to
$1688 in Arkansas. This range is 0.86 times the mean in the USA.

6 1o s . . .
® This is calculated as the average of the retention rates of the eighty-nine oblasts.

W
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for change from all sides. The problem, however, is that no one change can benefi
the federal government and all of the oblasts, and a compromise solution has been
slow to emerge.
The way to begin to find such a compromise is to understand the complaints
about the present system. The following are often-heard complaints about the
structure and operation of the present system.
1. There is no correspondence between the level of revenues allocated to subnation
governments and the revenues needed to deliver an adequate level of services for thos
functions that have been assigned to subnational governments. Governments every-
where always have a revenue shortage in that they are never able to deliver the level
of services they would like. The problem with the intergovernmental financing
system in Russia is not only this chronic government-revenue problem, but also that
the balance between the federal and the subnational government level is not right.
As the locals see it, the central government has off-loaded expenditure responsibil
ity onto them, but has not given up a corresponding revenue share. The federd
government will point out that the local share of revenues has been increasing and
now is well over 50%.
2. The present system is not transparent, and therefore the subnational governmens
do not have confidence in it. A transparent system of intergovernmental finance is
one in which all levels of government understand the rules of revenue sharing and
tax assignment and therefore understand their entitlements under the system. As
important, they understand how those rules were made. The Russian system is nol
transparent in that the rationale for the underlying rules for tax sharing is not clet,
for example, how are the VAT-retention rates determined for each oblast, and what
is the implicit formula for the distribution of subventions? The Ministry of Finanté
has long been able to manipulate the level of revenues accruing to subnational goverr
ments, by using three instruments: the level of subventions, the variable VAT-sharit
rate, and the approval process for subnational budgets. Subnational governments
have never fully understood the criteria behind the allocation decisions made.
3. The present system does not give local governments any significant measure Ofﬁ“d
autonomy. Economic efficiency gains are the result of granting local government
increased autonomy in their taxing and spending decisions. All tax rates and base
are decided and administered by the central government in the Russian system, ?-“d
the borrowing rights of local governments are strictly circumscribed. Subnﬂﬁonal
governments, it would appear, have little ability to increase revenues to pay for @
increased level of services. There are two exceptions. Local governments ey
reduce revenues by opting for a lower rate of company income tax, and they 1
levy ‘prescribed’ local taxes. The latter yield very small amounts, and are mor C:
the order of nuisance taxes than revenue-productive levies.
4. The present system does not make adequate provision for equalization. Incomé 1t
are shared on a derivation basis, which is inherently counterequalizing, and 0
variable VAT-sharing rates do not appear to be inversely related to the income ]‘?V
of the oblast. Subventions are distributed on an ad hoc basis, and could be eqUﬂ@g’
!)ut do not appear to be adequate in size to offset the advantage given to the b
income regions by the tax-sharing system.®
5. The objectives of the federal revenue-sharing system can be offset by the oblaSt'l"ml
revenue-sharing system if the federal and oblast governments do not share the samé goo"

™ n a few cases, we have identified ‘unauthorized’ revenue mobilization by local govemm"“ts
®) The World Bank (1992, annex 2) found no evidence that the revenue-sharing system?

equalizing in the first half of 1992.
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This is because oblast governments are free to share revenues with their constituent
local units in any way that they choose. Each oblast defines its own formula for
sharing its taxes and each decides on a different level and distribution of subven-
tions to local governments.

6. The present system is so unstable that subnational governments cannot effectively plan
their finances. Budgets were made upon a quarter-by-quarter basis in 1992, revenue-
sharing rates were changed each quarter, and oftentimes the changes were made after
the quarter had begun. In light of these changes in policy, continued reassignment
of expenditure responsibility, two major tax reforms in 1992, and a high rate of
inflation, the subnational governments could do little by way of planning their finances.
7. The federal government does not have adequate flexibility to pursue macroeconomic
stabilization policy. Over half of all revenues from the major taxes are earmarked for
subnational governments, and this limits the ability of the federal government to use
resources for national purposes. It also limits the ability of the federal government
to control the aggregate government deficit because reductions in the subnational
government sharing rate would be a politically charged issue. In addition, many
subnational governments have simply refused to abide by the sharing rules and have
1ot turned over the designated share to the federal government.

8. The centralized approach to tax administration has not been successful in forcing
compliance with the system. There are many examples of local governments making
adjustments to the existing tax laws and to the rules for revenue sharing, and some
oblasts also are reported to be withholding payment of large sums to the federal
sector. That there are tax-administration problems during this transition period
comes as no surprise. Not only are the tax structure and the system of tax sharing
new, but the central system of tax administration is also relatively new. It was
formed in 1990, mostly with former employees of the local finance departments.
Moreover, some long-standing flaws in the system of tax administration have been
magnified by the recent economic liberalization program.® These flaws include
uncertainty about the tax laws, an inadequate staff to carry out the duties assigned,
and antiquated tax-administration procedures.

The determinants of revenue distribution

To what extent do actual fiscal outcomes support the criticisms of the present
SYSteITI as described above? Empirical analysis might be called on to answer three
Questions related to these problems and issues:

(sytwhat determines the distribution of per capita revenues which results from this
Stem?

2) To Wwhat extent is the system equalizing?

Does the present system give an effective incentive for resource mobilization at

the subnational government level?

Revenye determination
rsevgfi: some rough .jus.tice in the present system of revenue shari'ng, that is, are
o anSS lmpll.c1tly d1s:tr1buted among the ot?lasts in some systematic way? To try
Wer this question, a multiple regression analysis was carried out on actual
“ Ven;iiata for eighty-nine oblas'ts with per capita retained revenues (excluding
(?ns) as the dependent variable.
he Independent variables were chosen to reflect inter-oblast differences in

pubjj L - . ]

1C servicing needs and fiscal capacity. The questions of interest are whether
N
earlycl"gggrehensive evaluation of tax administration in Russia was carried out by the IMF in

.



300 R Bahl, S Wallace

there are some implicit formulae that can be used to describe the distribution of
shared tax revenues, and whether the actual distribution is positively related either
to fiscal capacity or expenditure needs. The proxy measures used here to indicate
fiscal capacity are:

the average monthly wage,

the growth rate in the average monthly wage between 1991 and 1992,

the percentage of population living in urban areas, and

population size.
The measures used to describe needs for public services are:'”

hospital beds per 10000 population,

percentage of population over 65 years,

infant mortality per 10000 population, and

kilometers of roads as a percentage of land area.

Table 6. Ordinary least squares estimates of determinants of per capita revenues of sub-
national governments, 1992 (source: computed from data supplied by the Ministry of Finance,
June 1993; and from the Finance Department, Chelyabinsk Oblast, June 1993).

Variable Per capita  Per capita Per capita retained revenue:
retained subventions® Chelyabinsk Oblast®
revenues?®
Constant -20581 14461 -1927.14
(1.66) (0.61) (0.66)
Population (in thousands) 1.40 -0.91 5.50
(2.67) (0.76) (2.82)
Per capita enterprise profits =C 198.54 =
(Rub thousands) (4.60)

Average monthly wage 36.45 - 4.69
(Rub thousands) (3.98) (0.80)

Percentage of population -115.10 —-28.21 37.91
living in urban areas (1.57) (0.18) (3.41)

Growth rate in monthly wage, 1373.63 —232.16 =C
1991-92 (3.58) (0.31)

Percentage of population 350.22 —1247.10 =6
over 65 years (1.61) (3.29)

Infant mortality per 10000 -10.42 —809.27 —-4.51
population (0.05) (2.03) (0.13)

Number of hospital beds —41.78 224.35 3.10
per 10000 population (0.80) (1.94) {0.35)

Highway density¢ 17.72 18.19
(1.26) {0.60)

R? 0.51 0.41 0.60

Number 88 88 38

F-value 12.646 8.476 12.224

Note: t-statistics are shown in parentheses.

2 From income, VAT, and excise taxes.

® Including transfers to autonomous regions and loans.

©Some observations were dropped because data for all oblasts were not available.
4 Kilometers of highway per square kilometer of land area in the oblast.

10
19 Other needs measures, such as total number of school-aged children, crime rates, and
percentage of population with a handicap, were not available for many oblasts.

A
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The results of this analysis are reported in table 6. Four results stand out. First,
about half of the variation in per capita retained revenues can be explained. One
could view this as suggesting that there are other important determinants of per
capita revenues accruing to oblasts, or that much of the allocation process is
random. Another view is that it is surprising that so much of the variation can be
explained, given the present disarray of the Russian economy and fiscal administra-
tion. The second result is that oblasts with a larger population retain more revenue
on a per capita basis.') The third is that oblasts with a higher average wage, and
with a higher growth rate in the average wage, retain significantly more on a per
capita basis. Fourth, there does not appear to be a strong association between the
‘needs’ indicators and per capita retained revenues. Neither hospital beds, infant
mortality rates, nor highway density turned out to be significant determinants of
retained revenues. The concentration of elderly population, however, does appear
to be associated with higher levels of retained revenues.

Taken together, these results suggest that, in 1992, revenue distributions were
driven in significant part by the strength of the economic base (wage levels, wage
growth, and population size). This finding is consistent with the results of a similar
analysis carried out by the World Bank on data for the first half of 1992.

Equalization

There is no a priori reason to expect that the system of income tax sharing in effect
in 1992 was equalizing, that is, that it allowed oblasts with lower fiscal capacity
(relative to needs) to retain larger shares. The enterprise income tax, shared on a
derivation basis, can be expected to favor higher income oblasts that have more
active economies, and areas in which government investment in enterprise develop-
ment has historically been very heavy. The same is true of the individual income tax.
~ The goverment may undertake three types of discretionary action to equalize the
distribution of fiscal resources. First, the federal government approves the final
budget expenditures of each oblast. Second, the federal government determines the
level of subventions that will flow to each oblast, and this is partly determined by
the approved budget level. Third, the federal government determines the VAT-
fetention rates. The VAT might be expected to have had an equalizing effect in
th0§e quarters when it was distributed by the federal government on an ad hoc
basis, The results presented in table 2 confirm that there were wide variations in
YAT-retention rates during most of the year. However, the VAT was changed to a
fixed 20% retention in the second quarter, reducing its potential for redistribution.
By the end of the fourth quarter of 1992, variable rate sharing had been reintro-
duced, though apparently with a less equalizing distribution of retention rates.

Before we turn to an empirical analysis of the equalization outcomes of the
rev'311_lle-sharing system, it is useful to ask about the operational definition of
te}jlanhzation that might be used to measure the ‘success’ of the Russian system in
iscs ?llrea. Most. analysts v&{opld agree that the objective is to subsidize 'oblasts whose
. eal capacity is not sufficient to support adequate levels of expenditures, even if
) QC.aI area mal'(es a reasonable tax effort. What we would expect to find in an
]eq‘:‘allZlng.system is that oblasts with a higher level of expenditure needs and a lower

el of fiscal capacity would have a greater tax-retention rate. The dependent

(

W;tghe Worlfi Bank study (which focused on the first half of 1992) found a negative relationship

reta Population, that is, th.at smaller oblasts, other things being equal, had a greater amount of

- ned revenue. The different results here are a result of a change in the tax sharing
Mulae in the last half of 1992, and to the inclusion of more oblasts in this analysis

®Cause of a more complete data set).

.
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variable is measured as the ratio of taxes retained to taxes collected. The same
general indicators of need and fiscal capacity as used above are included here as
independent variables to explain the distributional features of the present system.

The multiple regression results for the first quarter are shown in columns ]
and 2 of table 7. Relatively little of the variation in the level of the retention rate
across oblasts can be explained, suggesting that much of the process is ad hoc.
However, there are some systematic relationships. The tax-retention rate is signifi-
cantly higher where the rate of urbanization is lower and where there is a smaller
concentration of elderly population. The results also indicate that, other things
being equal, the autonomous republics have a higher retention rate than do other
oblasts. Perhaps the most significant finding here is that the tax-sharing system
did not redistribute resources toward oblasts with a lower per capita income. One
may not call this tax-sharing system an equalizing scheme.

Still, the system in operation in 1992 may have had an equalizing element. As
the first quarter closed, it became apparent that some subnational governments
would run substantial deficits and would have to be subsidized. For the first quarter
of 1992, the size of the subvention was about Rub99 billion (about the same

Table 7. Ordinary least squares estimates of determinants of subnational governments’ totdl
tax retention rates, 1992 (source: computed from data supplied by the Ministry of Finance,
June 1993; and from the Finance Department, Chelyabinsk Oblast, June 1993).

Variable Total retention rate

all oblasts®  all oblasts®  Chelyabinsk

Constant 87.00 37.00 11.00
(5.25) (1.88) (1.30)
Population (in millions) 1.40 0.68 -5.00
(1.42) (0.73) (0.99)
Percentage of population living -0.30 -0.14 0.15
in urban areas (1.70) (0.1) (4.86)
Money income per capita -0.72 0.51 =
(Rub thousands) (0.50) (0.40)
Average monthly wage = = —3.00
(Rub thousands) (0.22)
Number of hospital beds - - 0.07
per 10000 population (0.31)
Infant mortality per 10000 = = 0.01
population (0.19)
Percentage of population -1.00 -0.20 =
over 65 years (2.70) (0.33)
Percentage of workers 0.20 -0.10 =
in industry (0.65) (0.41)
Share of children in second shift 0.10 0.40 -
in school (0.20) (1.40)
Republic dummy variable = 15.00 =
(3.10)
R? 0.15 0.28 0.54
Number 87 87 38
F-value 3.523 5.781 9.902

Note: #-statistics are shown in parentheses.
® Republic dummy variable not included.
® Republic dummy variable included.
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amount as was estimated for total local government revenues for the first quarter
budget). The allocation of this subvention among oblasts was not done according to
a strict formula, but appeared to take the form of an ex-post, deficit-filling grant.
The approximate explanation given was that a ‘normal’ level of expenditures was
determined and this was subtracted from revenues retained to define the size of the
subvention. By some accounts, the ‘normal’ level of expenditure is last year’s
amount adjusted by some proper level of inflation. There is no clawback provision
from surplus oblasts. However, it is reported that the Ministry of Finance refused
to refund surplus oblasts for wage increases and other mandated expenditures, and
asked them to assume more financial responsibility for capital investments.

The mean level of subvention among the eighty-nine oblasts studied here was
about 25% of total revenues (the denominator in this calculation is total revenues
including subventions), and ranged from a low of zero to a high of over 90%.(?
Were the subventions distributed on an equalizing basis? To test for such a
relationship, we have estimated the relationship between the per capita level of
subventions for 1992 and the same set of independent variables as described above.
The regression results reported in table 6 show that about 40% of the variation
among the eighty-nine oblasts studied here could be explained, suggesting that the
actual distribution is driven to an important extent by other factors. Per capita
subventions are significantly higher in oblasts with a greater fiscal capacity (measured
by enterprise profits), suggesting a counterequalizing pattern. There is no evidence
that per capita subventions are allocated in greater amounts to oblasts where
expenditure needs are greater. In fact, these results show that per capita subventions
are higher, other things being equal, in oblasts where there are better hospital
facilities, a lower concentration of the elderly, and lower infant mortality rates.

In sum, there is no strong evidence that the 1992 revenue-sharing system is
equalizing, even if the subvention is taken into account. In fact, the distribution
patterns of shared taxes, and of the subventions, are similar, and possibly even
counterequalizing.

Intra-oblast fiscal relations
The oblast soviet is responsible for the allocation of financial resources among the
rfayons and municipalities within the oblast. It determines the share of taxes that
may be retained by each local government (and by the oblast government). It may
choose to allocate an additional subsidy to local governments, and therefore it
determines the level of spending by each local government.

In making these decisions about intra-oblast fiscal relations, the oblast soviet is
locked into some constraints:
1. The tax rates and tax bases are fixed by the federal government and may not be
adjusted.
2. Some minor taxes and charges are prescribed as fully local.
3. A National Law, passed in April 1992, prescribes revenue sharing from oil
and specifically mandates the local (rayon) share. In Tyumen Oblast and Khanti-
Mansisk Okrug, the prescribed sharing is okrug (30%), rayon (30%), federal (20%),
and oblast (20%).

There are two very great advantages to this approach. First, it gets the central
government out of the business of having to make fiscal decisions concerning the
fevenue needs of thousands of local governments. Second, it makes the oblast and

(12 5 . Ry P q
) This represents an unweighted average of individual oblasts’ subvention to revenue ratio.
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rayon soviets more accountable to the local population for the results of the fiscal
decisions made. Third, it is a step toward fiscal decentralization in that it bring
government ‘closer to the people’.

This approach also bring problems. First, the federal government is less able to
steer the allocation of resources to the areas where it needs to stimulate economic
activity or upgrade services. Second, disparities may be as great within oblasts as
among oblasts and the federal and local governments may not share the same
equalization goals. Third, the federal government may want to use intergovern-
mental incentives to stimulate local revenue effort, but cannot do this independent
of oblast policy because tax administration efficiency is primarily influenced at the
local government level. In this section, we try and bring some empirical evidence fo
bear on this problem.

Disparities among rayons

There are wide variations in economic well-being and in fiscal capacity within each
oblast. This means that each oblast must make some very difficult decisions about
fiscal equalization. The oblast soviet cannot simply extend the central-oblast
revenue-sharing scheme, that is, the derivation principle, because it would exacerbate
the economic disparities among the local governments. For example, within Ryazan
Oblast (which has thirteen rayons and two cities), per capita expenditures were
more than three times larger in the highest spending locality than in the lowest.
In the first half of 1992, per capita expenditures were 50% to 100% greater in
the city of Ryazan and in Skopin than for the average of all Ryazan’s rayons. In
Chelyabinsk Oblast, the per capita retained revenue in the rayons, in 1992, varied
by 300% from highest to lowest.

This leads to the enactment of equalization features in the revenue-sharing
system by the oblast soviet. But it also raises some tension with the better-off local
governments—particularly the urban centers—who feel that they are unduly discrim-
inated against to underwrite equalization. The situation is made more complex
because there are also very great public servicing needs in the urban areas. At
present, at least some oblast governments have opted to use flat-rate tax sharing
(which is counterequalizing) along with equalizing subventions.

Disparities raise a problem for central government policy. One might ask whether
the variation in population and the average wage is greater within an oblast than
among oblasts. The answer in the case of Chelyabinsk is that it is for population
but not in the case of the average wage level. But disparities in per capita revenue
collections and in the ratio of collections to income are both greater within the
oblast than across oblasts. Fiscal equalization, it would seem, is as much &
intra-oblast as an inter-oblast issue.

The question is how effective can federal policy be, and is it offset by oblas!
policy? The simple correlations in table 8 show that the retention rate amont
rayons is significantly and positively related to the income level of the rayol
(column 1), but no such relationship exists in federal policy (column 2). The muk
tiple regression reported in table 7 (column 1) picked up a bias in the retention rat
in favor of less urban areas, whereas the bias in Chelyabinsk Oblast (reported n
table 7, column 3) favors urban communities. This would seem to indicate that the
oblast takes more of an interest in revenue stimulation than in equalization, at Jeast
insofar as the objectives of the tax-sharing formulae designed by the oblast.

Equalization within an Oblast may take place through a subvention (grant) pr ogram
We do not have data on the distribution of subventions within Chelyabinsk Oblas
but we can use aggregate data to determine roughly the amount of money available
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Table 8. Selected comparisons: Russian oblasts and Chelyabinsk rayons, 1992 (source: com-
puted from data supplied by the Ministry of Finance, June 1993; and from the Finance
Department, Chelyabinsk Oblast, June 1993).

Chelyabinsk Russian oblasts
rayons

Number 39 89
Per capita revenue collected?

average 16441 22481

coefficient of variation 78.9 69.7

correlation: average monthly wage 0.63 0.49
Retention rate?

average (%) 17.8 42.6

coefficient of variation 473 50.3

correlation: average monthly wage 047 0.03
Ratio of revenue collected to income®

average 2.65 3.65

coefficient of variation 66.7 47

correlation with retention rate 0.41 -0.15
Population

average level 93.36 1683.0

coefficient of variation 205.7 89.1
Average wage®

average level 491 579.17

coefficient of variation 15.9 294

* Corporate income, value added taxes, and excise.
®Income, value added excise taxes divided by (average monthly wage X 12 X population).
¢ Average monthly wage.

for redistribution:

1. Chelyabinsk Oblast retains about 48% of the revenue it collects, and turns the
remainder over to the federal government. .

2. Approximately 35% of total collections are kept by the local units under
revenue-sharing agreements with the oblast government. _

3. The oblast government, then, has approximately 13% of total collections from
shared income taxes and VAT—plus its subvention from the federal government, and
income from minor sources—to cover oblast-level expenditure needs and to make
equalizing distributions to the local governments.

Revenue-raising efforts )
A second, and closely related, problem is that the need to equalize may tend to
dampen efforts to increase the rate of revenue mobilization. The STS staff is clos.ely
linked with the local governments (rayon and cities), and assessment anq collection
efforts at the local level may be less successful (perhaps less v1gorous') if the e
community sees that it will not receive an adequate return from its increased
revenue effort. :
Both of these issues point up a major underlying concern—'—that 'oblast soviet
decisions may not be reinforcing of central government economic policy. Qne can
best illustrate this with an example. Suppose that the central government decided t(;
base its economic growth strategy for the next ten years on the Fievelgpme;ltbo
urban centers and on the development of those industries that require skilled la l(:r
and infrastructure at a certain level of provision. Under the present system, t‘i
central government could not easily implement this strategy. The oblast sovie
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could still choose to allocate resources away from the urban and towards the rural
areas, and could choose whatever focus on education that it wanted. This illustrates
a major problem with strong local governance. In truly decentralized systems,
the central government loses considerable control over the implementation of
macroeconomic strategies.

To analyze this issue, we introduce some preliminary evidence for Chelyabinsk
Oblast. We have regressed per capita retained revenues in the oblast against a set of
fiscal capacity and needs variables, as described above. Data were available for
thirty-eight suboblast-level governments. The results of the analysis show that more
than half of the variation can be explained (see table 6), and that revenues are
significantly higher for local governments with greater populations and larger urban
concentrations. Income and the ‘needs’ variables, other things being equal, were not
significant determinants. Much of the same analysis was carried out at the federal
level (also see table 6), and showed a similar bias in favor of more populated areas,
but otherwise there was an advantage to less urban areas and to higher income
areas. This is at least some rough evidence that may indicate that federal and
oblast-level intergovernmental fiscal policies are not in synch.

Summary and conclusions

The Russian system of federalism is in the midst of a difficult transition from 2
highly centralized to a more decentralized regime. It is a reasonable proposition
that the final solution will somehow be a kind of assignment system, but it is unclea
what path will have to be followed to reach that stated goal. The path will be an
especially difficult one: hyperinflation, political instability, large-scale privatization,
and a new set of economic rules is hardly the setting one would choose to build 2
new intergovernmental system.

The present system of revenue sharing is based on shared taxes and subventions.
It is a two-tiered system with the federal government laying down the rules for
central - oblast sharing, and each oblast making the rules for the local governments
within its jurisdiction. Enterprise income taxes, individual income taxes, excist
taxes, and value added taxes are all shared levies and make up the bulk of tota
revenues both at the federal and at the local levels. The federal and the obl
governments both give grants (subventions) to their subordinate units.

Despite the tensions that have arisen over the revenue-sharing issue, little hiifl‘j
analysis has been carried out by the Russian government. The main purpose of this
paper is to add to what is known about the Russian federal system by presenting the
results of an analysis of the outcomes from the 1992 consolidated budget of the
Russian Federation.

The results show that about two thirds of subnational government revenues are
derived from their income and VAT shares. On average, an oblast retains abo!
half of what it collects. Subventions and transfers (federal grants) average abou!
12% of total revenues™, but can account for more than 90% of revenues in som¢
oblasts.

About half of the inter-oblast variation in the per capita level of reveni®
retained can be explained, primarily by indicators of fiscal capacity. The distributie?
of revenues among the oblasts seems to be driven by the strength of the economt
base rather than by equalization. The tax-retention rate does vary widely 301955_
oblasts, but we could not explain this variation with either needs or fiscal capac

@3 This is the weighted national average.
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indicators. Certainly, there is no evidence of an intent to equalize. Per capita
subventions appear to be allocated in greater amounts to higher income oblasts, that
is, they are counterequalizing.

The intra-oblast revenue-sharing issue is an important one for Russia, because
of the possibility that oblast objectives might be different from federal objectives
and might offset the intent of federal policy. Our work on Chelyabinsk Oblast
suggests that this may be a well-founded concern in that the fiscal disparities within
the oblast are more pronounced than those among all oblasts, and the oblast
appears to follow a different pattern of revenue sharing than does the federal
government.
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