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Abstract
In a centralized federation, where tax rates and taxation rules are set by the federal govern-
ment, manipulating the thoroughness of tax auditing and the effectiveness of tax collection
could be attractive for regional authorities because of a variety of reasons. These range from
tax competition to principal-agent problems, state capture and benefits of fiscal equalisation.
In this paper we discuss strategic tax auditing and collection from the perspective of fiscal
federalism and test for strategic tax collection empirically using data of the Russian Federa-
tion. Russia’s regional authorities in the 1990s have always been suspect of tax auditing ma-
nipulations in their favour. However, in the 2000s increasing bargaining power of the centre
seems to induce tax collection bodies in the regions to manipulate tax auditing in favour of the

federation. We find partial evidence in favour of both of these hypotheses.
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1. Introduction

In centralized federations with administrative powers of the sub-federal jurisdictions
(administrative federalism), where the federal government sets the tax rates, tax base defini-
tions and the rules of tax collection, tax auditing often remains the only instrument available
for regions to design their own tax policy. Indeed, there is some (so far mostly anecdotal) evi-
dence for several federations, that different regions have different degrees of thoroughness in
enforcing tax laws. In Germany, rich and poor states (Ldnder) are supposedly less severe in
their tax auditing activity to compete for mobile taxpayers (Baretti, Huber and Lichtblau,
2002; Stowhase and Traxler, 2005). In Belgium, the Flemish region has also been repeatedly
accused of being relatively lax in its tax auditing (Cremer and Gahvari, 2000). Occasionally
regional governments even provide different support to local businesses to avoid federal taxa-
tion and legislation (Cai and Treisman, 2004). And, naturally, this issue becomes more impor-
tant in the developing and transformation economies, since a deficit of the rule of law pro-
vides additional opportunities for regional governments and enterprises.

There are several reasons for regional governments to reduce their efforts in tax audit-
ing and collection. In a tax competition framework enforcement policy acts as an instrument
to attract mobile capital, if direct changes of tax rates are impossible. In a way, regions com-
pete by “sheltering” firms from federal taxation or other interventions (Cai and Treisman,
2004; Sonin, 2005). This activity becomes especially important, if the degree of state capture
at the regional level is higher than at the level of the federation, and influential firms seek pro-
tection of the regional authorities from the (uncontrolled) centre (Treisman, 1999). From the
perspective of vertical fiscal relations, if benefits from federal grants exceed potential losses
from lower tax collection and fiscal transfers depend upon deficits of regional budgets, a bad
standing in tax collection could be attractive for regional governments (Stowhase and Traxler,
2005). Finally, federal government could also be interested in reducing its tax collection ef-
fort. In this case different tax auditing policies in different regions act as an instrument of spa-
tial redistribution or business subsidizing, if direct grants or transfers are politically undesir-
able (Ponomareva and Zhuravskaya, 2004). The central question then becomes who is effec-
tively controlling tax authorities in the regions.

Moreover, strategic tax auditing and collection could be applied as a way of de-facto
fiscal decentralisation, measured by distribution of tax revenue between the federation and the
states. As auditing effort is often not directly observable, it could create a principal-agent
problem. There is no reason to believe, that regions (if they control tax auditing activities) are

equally thorough to enforce tax laws, when a larger share of the tax revenue collected is attri-
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buted to the federal government, as compared to taxes, which mostly benefit regional budgets.
It is thus possible to hypothesize that tax arrears would mostly accumulate on expense of the
federation, i.e. taxes with a higher regional share are more actively collected than those which
are mostly attributed to the centre. On the contrary, the federation can also be interested in the
“hidden” re-centralisation through strategic tax collection. In this paper we test these hypothe-
ses empirically using data of the Russian Federation. To our knowledge, the paper is one of
the first attempts of empirical investigation of the strategic tax collection hypothesis.

There are several factors, which make Russia an interesting case for the studies of
strategic tax collection. First, during the 1990s, tax collection in Russia experienced a signifi-
cant decline; the situation improved in the 2000s under the new administration, but the share
of shadow economy still remains significant. Therefore selective application of tax collection
instruments seems to be a reasonable assumption for the behaviour of tax authorities in this
environment (as compared to countries with high tax morale). Second, Russian regions are
suspect of manipulating the tax collection throughout the 1990s: both because of a de-iure
highly centralized federal structure, but de-facto increasing unilateral devolution. Third,
changes of tax collection behaviour from Yeltsin to Putin offer an important “natural experi-
ment”, which can be used to understand how shifts of relative bargaining power between the
centre and the regions affects tax auditing and collection behaviour. However, the “shadow
side” of the advantages are potential difficulties by modelling Russian federalism econometri-
cally. On the one hand, Russia has been an extremely asymmetric country both in terms of
political, economic and fiscal structure. It suggests potential impact of outliers on the estima-
tion results. On the other hand, transition from Yeltsin to Putin can also pose certain model-
ling problems, for example the timing of changes. We develop a four-stage estimation strate-
gies in order to account for these difficulties.

Our paper is complementary to Treisman (1999, 2003), who also discusses the influ-
ence of decentralisation on tax arrears; but unlike Treisman, we attempt to find out, how the
strategic tax auditing policy changed during the evolution of Russian federalism in the 1990s
and 2000s. Our data set covers the period between 1995 and 2003, and therefore does not only
include the first term of Yeltsin’s presidency, but also his second term and a significant part
of Putin’s first term. To our knowledge, this paper is thus also one of the first attempts to ap-
ply tools of empirical research to explicitly studying the changes in Russian fiscal federalism
under Putin in the 2000s. We also use an alternative logic of explanation: Treisman’s assump-
tion is that different shares of regions in total tax collection make them more or less lax in tax

auditing activity, i.e. fiscal decentralisation is an exogenous variable, influencing political de-
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cisions on tax collection effort. In this paper we argue, that differences in tax revenue distri-
bution across the federation result from different tax auditing activity, or that fiscal decentrali-
sation is an endogenous process caused by strategic tax policy.

The paper is organized as follows: the next section provides a brief overview of Rus-
sian federalism and the reasons for strategic tax auditing in this institutional setting. The third
section presents our main hypotheses and discusses the theoretical background for the study.
The fourth section describes the methodology and data. The fifth section presents our findings
for all four steps of analysis (annual cross-sections, panel data, TSLS and median regressions)

and discusses their potential implications. The last section concludes.

2. Strategic tax collection and Russian fiscal federalism

The development of Russian federalism in the 1990s was characterized by the interre-
lation of two different aspects of its structure: high formal centralisation and high economic,
political and fiscal asymmetry both inherited from the historical development and resulting
from transition, in particular from the process of unilateral devolution and bilateral bargaining
between the federation and the regions. Formal centralisation reduces the toolbox of legal in-
struments available for the regions to design their tax policy; high asymmetry increases de-
mand for region-specific policies (due to both economic conditions and heterogeneous prefer-
ences of the elites and the population) and also (potentially) creates differences in the bargain-
ing power of individual regions vis-a-vis the federation and (more important) individual fed-
eral agencies and their regional branches. Under these conditions strategic tax collection and
auditing become both possible and desirable at least for several regions.

In the early 1990s, the share of taxes attributed to the federal centre was set individu-
ally for every region and all issues of inter-budgetary relations were determined by negotia-
tions between regions and the centre. However, since 1994 Russian regions have been very
limited in their tax authorities. The exclusive list of taxes is set by the federal parliament, and
all taxes are collected by the unified federal tax service, although tax revenue is split between
federal, regional and municipal budgets. Taxes in Russia are either joint taxes or, even if they
are completely attributed to the region, the tax rate is still within the authority of the centre.
The distribution of tax revenue between the federal centre and the regions is prescribed by the
federal legislation (or by the individual decisions of the federal government in case of the so-
called “regulating taxes”). For some taxes, regions were entitled to change the regional rate of
taxation (even reducing it to zero), but only within the scale set by the federation and for taxes

set by the federation.
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This de-iure highly centralized federal order was implemented in an extremely hetero-
geneous country. Different regions of Russia are characterized by different resource endow-
ments and industrial capacities, different population structure and different access to transpor-
tation infrastructure and markets. Moreover, Russian regions often differ significantly in
terms of their political system and organisation of decision making from the point of view of
both informal rules and partly formal institutions. During the 1990s this heterogeneity was
supplemented by a strong political asymmetry, resulting from the effort of Russian regions to
achieve greater autonomy. Partly this activity took place within the framework of direct bilat-
eral bargaining between federal and regional governments, leading to the establishment of
formal power-sharing treaties, which are often referred to as basic elements of an asymmetric
federation (Filippov, Ordeshook and Shvetsova, 2004, Chapter 4). On the other hand, federal
law (acts of the parliament and also presidential decrees) was also used to give additional au-
thorities to regions. More important from the point of view of this paper is the unilateral activ-
ity of regions leading to devolution. Its most prominent forms included “the war of laws” (in-
troduction of regional legislation running contrary to the federal one) or tax withholding.

Finally, Russia has also been characterized be enormous de-facto asymmetry in tax
revenue distribution. In the period between 1994 and 2004 the share of taxes received by the
centre from different regions varied from practically zero (Sakha in 1994 and 1995) to more
than 95% (Kalmykia in 2005). Figure I presents the distribution of Russian regions according
to their share in the tax revenue from their territory. An obvious reason for the heterogeneity
are differences in composition of tax base or political privileges. However, these factors only
partly account for the observed asymmetries. Surprisingly, the “notorious” forms of unilateral
devolution mentioned above also do not seem to explain the asymmetric structure in the tax
collection. Although the significant differences between the federal and the local regulation
existed until the early 2000s (Chang, 2005), the possibilities for tax withholdings went down
relatively quickly. While in 1993 about 30 regions declared tax-withholding plans, not a sin-
gle one really implemented them. In 1996 St. Petersburg was the only region withholding
20% of the land tax revenue. Institutional factors like development of the federal tax service
contributed much to this change: as Lavrov (2005) puts it, since 1994 regions did not pay
taxes to the centre, it is the centre, which provides funding to the regions. There were only
seldom attempts of open “budgetary separatism” in the 1990s. After the crisis of 1998 several
regions announced potential tax withholding, and the parliament of Kalmykia (one of the na-
tional republics in the Southern part of Russia) decided to stop payments to the federal

budget, but quick and severe actions of the federations (e.g. the Ministry of Finance stopped
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funding federal programs on the Kalmykian territory) resulted in abolition of this regulation.
Moreover, the major advantages obtained by the regions by the bilateral treaties were of non-
fiscal nature — control over oil and gas exploration in Tatarstan and Bashkortostan and for
diamond industry in Sakha. The first two treaties with Tatarstan and Bashkortostan allowed
these republics to receive all excises and rental payments for the natural resources instead of
federal centre. However, Sakha, the third region, which was only able to enforce the special
privileged regime to use part of the federal taxes collected on its territory for funding of fed-
eral program, i.e. a limitation was put rather on the expenditure than the revenue side of the
budget. Later treaties either did not include any fiscal arrangements, or were mostly based on

the Sakha scheme (if they included any fiscal aspect at all).
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Figure 1: Distribution of regions according to the region’s share in total taxes collected.
Sources: Goskomstat, Ministry of Finance, Federal Tax Service, Federal Treasury, Freink-
man, Treisman and Titov, 1999

Therefore it is reasonable to look for alternative instruments able to establish a link be-
tween economic heterogeneity and political asymmetry to fiscal asymmetry. Since direct tax
withholding was impossible, regional governments applied alternative instruments of unilat-
eral devolution in order to establish complete control over their local economies. During the
1990s regions often captured “their” local tax administrations (that were officially part of the

Federal Tax Service), e.g. because of personal relations, absent federal financing and territo-
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rial rotation (Enikopolov, Zhuravskaya and Guriev, 2000). Moreover, about fifteen regions
introduced monetary surrogates, which were used also to protect local enterprises from federal
taxation (Genkin, 2000, Gaddy and Ickes, 2002). These informal institutional features, com-
bined with general accumulation of tax arrears in the economy, could make the strategic tax
auditing an attractive solution for Russian regions.

In fact, the role of political and institutional factors in accumulation of tax arrears was
demonstrated by a number of empirical studies. The research of Treisman (2003) covers the
period of 1994-1997 and is mostly based on region-level data. According to his results, re-
gions with larger enterprises tend to have higher tax arrears, the election of a Communist gov-
ernor is positively correlated with tax debt, and territories in which the share of regional gov-
ernment increased most in the previous year had lower growth of tax arrears. Ponomareva and
Zhuravskaya (2004) apply a micro-level approach based on individual data on tax arrears of
about one thousand firms in 1997 and 1998 and find higher federal tax arrears (controlling for
liquidity) for regions with a stronger bargaining position against the centre, with higher sup-
port of governors in the last elections and with higher tensions in relations between governors
and the centre. Treisman (1999) also presents a study of 42 enterprises in 1994-1997 and finds
that in regions with a lower share of the federation in total tax revenue in the previous year
companies pay higher taxes as share of reported pre-tax income. Slinko, Yakovlev and Zhu-
ravskaya (2005) study a set of Russian regions in 1996-2000 and argue that state capture is
associated with an increase of federal tax arrears, but does not have any significant influence
on regional tax arrears. Finally, Yakovlev (2006) presents some anecdotal evidence of tax au-
diting as tool in horizontal tax competition and Plekhanov (2006) shows for a sample of 79
regions in 1998-1999 that protecting enterprises from taxation seemed to be an important in-
strument to attract mobile capital.

While centralized federal structure and economic and political asymmetry created de-
mand for strategic tax collection policies, the third “ingredient” simplifying the use of strate-
gic tax management in form of accumulating tax arrears has been increasing tax evasion in the
Russian economy in the first ten years of transition as a result of liquidity deficit and mutual
arrears networks of the early 1990s, of low tax morale and of a legitimacy deficit of the state
as well as inefficient enforcement (see e.g. Varese, 1997; Yakovlev, 1999; Polterovich, 2001
or Wintrobe, 2001). In 2002-2003 the share of the shadow economy accounted for 48.7% of
Russian GDP (Schneider, 2005). A detailed discussion of the reasons for tax evasion is be-
yond the scope of this paper though it is important to notice, that this environment enlarges

the options for strategically manipulating tax collection.
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However, the ability of regions to manipulate tax arrears went down under the new
administration of Vladimir Putin. One of the first acts of the new president was to regain con-
trol over the federal political structures in regions (what was called “strengthening the vertical
of power”): in 2000 seven new federal districts were established, where presidential represen-
tatives (mostly with a background in the military or security service) obtained the right to
oversee the selection and placement of personnel in local branches of federal authorities
(Ross, 2003). Furthermore, regional governors lost a significant part of their influence be-
cause of institutional changes (like the reform of the upper chamber of the Russian parlia-
ment, the Federal Council, or the right of the president to remove a governor from his office;
see Hyde, 2001) accompanied by a strong public support for the new president. After 2000, a
consolidation of government (with increasing pressure of tax authorities and state-loyal deci-
sions of courts), internationalisation of Russian businesses requiring an increase in transpa-
rency (Yakovlev, 2005) and advancements in tax reform (Jones, Luong and Weinthal, 2004)
seem to have made evasion less attractive. Moreover, the tax burden was weakened by the
introduction of the flat tax on personal income. Although empirical studies on its effect are
inconclusive (Ivanova, Keen and Klemm, 2005), it appears that it mainly affected tax revenue
because it has facilitated tax collection and thus reduced the extent of tax evasion. After a
permanent increase of tax arrears as a share of GDP or household tax revenue, this indicator

seems to go down since 1999 (Figure 2).
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Figure 2: Tax arrears in the Russian Federation (as of December 31 of respective year)
Source: Goskomstat
All these factors seem to reduce the willingness and the ability to manipulate taxation

in favour of the regions. Nevertheless, even in 2003-2004, tax evasion exceeded 40% of taxes
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paid when considering the so-called “spacemen schemes” (which include the creation of a
short-life firm) of an average firm only (Mironov, 2006). Meanwhile the degree of asymmetry
between regions in tax distribution remained significant: Magadan was able to get about 98%
in 2003 of the whole tax revenue and may be compared with the most “secessionist” republics
of the early 1990s. Indeed, the standard deviation of shares of tax collection de-facto attrib-

uted to regional budgets increased significantly in the last five years (Figure 3).
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Figure 3: Standard deviation of the region’s share in the tax revenue from its territory
Sources: Goskomstat, Ministry of Finance, Federal Tax Service, Federal Treasury, Freink-
man, Treisman and Titov (1999)

Hence, under Putin all three elements of the “strategic tax collection environment” (heteroge-
neity of regions, centralized federation and tax avoidance) still exist or become even more
pronounced. There are, however, obvious changes in the bargaining power of the federation
and regions. One could thus expect that the strategic tax collection behaviour changes. The
next section presents some simple theoretical considerations, which could be useful to derive

the main hypotheses for empirical research.

3. Theoretical framework and main hypotheses

In order to formulate the empirical hypotheses we consider a simple principal-agent
framework, where local tax authority (agent) acts on behalf of two principals: the federal gov-
ernment and the local government (as both gain from tax collection). The results of the
agent’s activity depend upon his effort and the environmental characteristics. Agent’s utility
is derived from potential benefits provided by the principals (e.g. direct (formal and informal

payments), non-monetary benefits, career advancements etc.). Obviously, negative benefits
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(punishments) are possible. On the other hand, agent’s activity is constrained by his resources,
which could be used for tax collecting effort. This assumption is plausible given the high tax
avoidance in Russia, which indicates, that tax service (given its resources) is unable to collect
the total taxes due anyway. We assume that the resources for tax collection are exogenous.
Moreover, the agent can choose between allocating effort in collection of “federal” or “re-
gional” taxes (or taxes with a higher share of the federal government or the regional govern-
ment). However, this allocation decision is only partly observable (but still observable to a
certain extend) by the principals, whose monitoring capacity is unequal. Hence, the principals
cannot completely distinguish between the results of the agent’s activity caused by environ-
mental characteristics or by allocation of his effort. Each principal maximises his own tax
revenue regardless of the revenue of the other principal. The agent’s benefit depends upon the
principal’s assessment of the agent’s effort for collecting taxes attributed to this principal re-
gardless of total tax collecting effort.

In a decentralized environment, like that of the development of Russian federalism
under Yeltsin, the regional government has a double advantage over the federation: first, it
has better instruments to observe both effort and environmental conditions and, second, it has
a relative advantage in bargaining power (which has been extensively discussed in the previ-
ous section). Hence, the benefits from the regional government are higher, than those pro-
vided by the federal government (and the potential punishments also exceed those of the fed-
eration). First, regional government can effectively “protect” the agent from potential federal
punishment and second, its resources for punishment and benefits for the agent exceed those
of the federation. Moreover, the agent’s ability to “cheat” of the agent is higher with respect
to the federation, than with respect to the region. Then it is more likely that the agent directs
his effort in a way to better satisfy the requirements of the local principal than of the federal
one. Assume further, that different agents in different regions face different tax collection
constraints (because of the economic heterogeneity of regions); however, the federal centre is
“equally weak” vis-a-vis different regions.

Since the tax revenue potentially originating from the tax base generated by the econ-
omy is not fully collected by the tax authorities, enterprises form tax arrears (both formally
claimed by the tax collection service and successfully “hidden” from the state). Then, strate-
gic tax collection influences the distribution of tax arrears: tax arrears are larger for taxes,
which are less thoroughly collected (given similar tax bases). From this point of view one can
claim, that under conditions described above tax arrears for regional taxes are smaller, than

those for federal taxes. If the tax arrears accumulate on costs of the federal taxes, the ratio of
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federal taxes to total tax collection goes down (since both the numerator and the denominator
are equally affected), resulting in effective fiscal decentralisation (as defined above). Other
things being equal, regions with higher tax arrears should therefore achieve higher fiscal de-
centralisation, leading to the following hypothesis:

Hypothesis 1: In the 1990s (under Yeltsin’s presidency) regions with higher

tax arrears are more likely to exhibit ceteris paribus higher fiscal decentrali-

sation in terms of tax revenue attributed to the federal centre.
Obviously, bargaining power of the federal centre also varies differently in different centre-
region relations. Hence, for the aims of empirical analysis one has to control for potential po-
litical variables influencing the ability and the willingness of the regions to bargain with the
federation in order to establish the ceteris paribus condition.

The reform of Russian federalism under Putin (including changing institutional design
of the federation and changes of informal rules of the game in the federal relations) shifts the
bargaining power balance to the federation and increases its monitoring abilities. Hence, the
incentives for the agent are reversed: it can derive higher utility (from benefits and avoiding
punishments) from directing tax collection effort into federal taxes. Note, that there are no
changes of agent’s or principals’ utility functions in this setting: we assume only changes of
monitoring capacity and bargaining power. The shifts of strategic tax collection behaviour
result from the actions of the agent, facing constraints of limited ability to collect taxes in
general, while the principal’s action has only an indirect impact (from bargaining over “pro-
tecting” the agent from the punishment by another principal). Hence, we claim, that an impor-
tant factor for the manipulation of tax arrears under Putin can be the initiative of regional tax
authorities seeking promotion and demonstrating their loyalty.

Unfortunately, there is no empirical evidence with respect to personnel changes in the
regional tax authorities. However, there is some anecdotal evidence from other regional
branches of federal law enforcing agencies, that the federal government started an active per-
sonnel restructuring since 2001 in order to ensure higher loyalty of regional authorities to the
federation and to break the informal connections between local governments and local
branches of federal agencies. For example, in 2001 the Federal Ministry of Internal Affairs
(which is also responsible for the police in Russia) changed the heads of its regional branches
in 7 regions; in 2002 it were 13 regions, in 2003 25 regions and in 2004 22 regions. Most suc-
cessors of the heads of regional police offices were not appointed from the regional staff, like
it used to be the case in the 1990s; mostly they came from other regions or from the federal

bodies of the Ministry (Voronov, 2005). It is likely, that other local branches of federal minis-
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tries expected similar changes (which were only partly reported by the press). But even if
there were no direct changes in the tax collection service since 2000, the very experience of
other ministries and services could have a strong impact on the behaviour of regional authori-
ties. The logic is exactly reverse to Hypothesis I: tax arrears are mostly accumulated on costs
of regional governments; in the ratio of federal tax revenue to total tax revenue the increase of
tax arrears does affect the denominator much stronger, than the numerator, and the associated
hypothesis is:

Hypothesis 2: In the 2000s (under Putin’s presidency) regions with higher

tax arrears are more likely to exhibit ceteris paribus /lower fiscal decentrali-

sation in terms of tax revenue attributed to the federal centre.

However, the principal-agent framework presented above does not provide any argu-
ments regarding strategic tax collection under increasing centralisation, typical for Putin’s
presidency. On the contrary, since the influence of regional authorities went down, there seem
to be no reasons for continuing strategic tax collection; the federal government, regaining
control over regional tax authorities, could implement its aims through formal legislation (and
indeed, the tax reforms since 2000 partly aimed to increase the share of tax collection attrib-
uted to the federal government). An alternative point of view is offered by the discussion of
the semi-authoritarian regime in Russia, mostly originating from political sciences. The main
idea of the approach is to differentiate between the “classical” authoritarianism, where the
central government is able to enforce its objectives vis-a-vis other political groups through
direct pressure, and the “hybrid regime”, or “semi-authoritarianism”, where the central gov-
ernment enforces its aims through indirect or hidden channels, imitating the “formal” democ-
ratic framework of developed countries (Olcott and Ottaway, 1999; Levitsky and Way, 2002;
Furman, 2007). Technically, one assumes the additional constraints for the federation to
change the institutional environment in its favour (similar to the typical way to model behav-
iour of non-democratic regimes presented e.g. in Acemoglu and Robinson (2006) — “revolu-
tionary constraint”, or Wintrobe (1990) — minimal value of power function for the tinpot).

This “imitation” results from a variety of reasons. First, unlike “classical” authoritar-
ian regimes, semi-authoritarian governments have a vested interest in the integration in the
international community and hence, in complying with the rules of democratic societies (at
least formally). Second, it can follow from a relatively weak power concentration (as com-
pared to the “classical” authoritarianism’), which makes the use of “indirect channels of con-
trol” inevitable. Anyway, formal redistribution of tax revenue between the centre and the re-

gions could be politically undesirable after certain thresholds are passed; so, the federal centre
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may also be interested in strategic tax auditing as a “hidden” instrument to ensure the re-cen-
tralisation goals while formally complying with the “rules of conduct” established for democ-
ratic federations in the international community. Hence, the semi-authoritarian approach also

provides some background for Hypothesis 2.

4. Methodology and data

Due to the formulation of the hypotheses, and also because of limited ability to ob-
serve tax collection effort, we focus on tax arrears. An advantage of the Russian dataset is that
there are data available on tax arrears for most of the regions and at least from 1995 onwards
as reported by the federal statistical authority. We estimate the influence of tax arrears (as in-
dependent variable and proxy for tax collection effort) on distribution of tax revenue between
the centre and the region, controlling for alternative factors. From Hypotheses 1 and 2 we ex-
pect a positive sign of tax arrears in the regressions with fiscal decentralisation as dependent
variable in the Yeltsin’s period and a negative sign in the Putin period.

The indicator of tax arrears used in this paper is reported on a regular basis by the
Russian statistical authority (Goskomstat) and includes (1) tax obligations, which are claimed
by the tax authorities, but were not paid by the taxpayer (nedoimka), (2) restructured tax lia-
bilities (e.g. when the payment of taxes was officially delayed), (3) tax liabilities not collected
in due time because of the bankruptcy of the taxpayer, (4) tax liabilities, currently under coll-
ection by the court executives (bailiffs) and (5) liabilities from stopped tax collection activi-
ties. This measure has certain advantages and disadvantages. It is not an indicator of the sha-
dow economy and therefore does not measure the overall economic activity, which is “igno-
red” (consciously or not) by the tax authorities. It can also be influenced by events like bank-
ruptcy of large taxpayers or “wrong” claims of tax authorities, which could be later suspended
by the court. But even in the last case it is a good proxy for the activity of tax authorities to
collect taxes they claim from a tax base they know about. Therefore, it clearly separates from
cases of lack of information, when tax authority is objectively unaware of a potential tax base.
Hence, it rather accounts for strategic tax collection than for tax auditing.

We include a variety of control variable accounting for economic differences among
the regions. By including controls we, first, capture other factors leading to asymmetries be-
tween regions in the tax split between the regional and the federal budget. Mostly, they cover
economic asymmetries or differences in tax base endowments. Their major effect is that they
influence the ability of regions to collect different types of taxes. Under equal rules for distri-

bution of tax revenue from a region, great disproportions in the structure of tax revenue effec-
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tively allow regional governments to have a different share in the tax revenue of their terri-
tory. Mostly we take variables, which are the most similar to the tax bases as set in legislation.
We try to control for income tax (average income per capita), corporate property tax (value of
tangible assets), profit tax (net profits of all enterprises), sales tax (retail trade revenue) and
taxes and payments from natural resources (share of oil and gas extracted in the region to total
extraction of oil and gas in the Russian Federation).

Another group of controls represents formal factors leading to differences in tax shar-
ing. From this point of view we include a dummy for Tatarstan and Bashkortostan. As men-
tioned above, these two regions were the first to enter the direct bilateral bargaining with the
federal centre in the early 1990s and to sign separate power-sharing agreements, which al-
lowed these republics to receive all excises and rental payments for the natural resources in-
stead of federal centre. Therefore it is reasonable to assume, that these two regions have a sig-
nificantly different share of taxes attributed to their budgets.

Finally, we include control variables representing political bargaining power and pref-
erences of the regional elite vis-a-vis the federal centre. Naturally, these factors are partly cap-
tured by the tax arrears structure. It has also been demonstrated by previous empirical studies
cited above, that political bargaining power plays a role. However, even if the only direct
channel of influencing the distribution of tax revenue for the regions others than Tatarstan and
Bashkortostan are not available, they still have an opportunity to bargain with the federal cen-
tre in order to set taxes split in a particular way, which favours particular jurisdictions given
their endowment with the tax base. Therefore bargaining over the policy regarding the whole
federation becomes an instrument of selective support of different regions. There is at least
anecdotal evidence that strategically acting governments influence the federal decisions on the
distribution of overall taxes (for the whole Russian Federation) to their advantage (see e.g.
Petkov and Shklyar, 1999). On the other hand, preferences account for a desire of regional
elites to invest more heavily in the bargaining process. From this point of view we estimate all
regressions with and without political variables, in order to check the stability of results
(however, only regressions with political variables are reported).

Political variables, generally speaking, include two main groups: differences in bar-
gaining power and in political preferences. The following bargaining factors are considered:

1. Economic potential of the region: territory, population, average income per capita
and share of oil and gas extraction in the region (due to importance of these resources for
Russia). The variables of economic potential represent both political bargaining power and

differences in tax structure and therefore have a double role in the inference of our results.
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2. Formal status of the region. The formal structure of the federation was inherited
from Soviet times and, unlike the absolute majority of federations with a unified regional unit,
includes territorial units of three major types: republics, administrative units (oblast, federal
city or krai') and autonomous okrugs. National republics are often argued to enjoy special
privileges as compared to other units of the federation (Filippov and Shvetsova, 1999); that is
why we include a dummy for republics in our regressions.

3. The ability of the region to secede (which is higher for border regions, for regions
with higher distance from the capital and for regions with lower share of ethnically Russian
Federation). We include two variables to capture this effect: a dummy for border regions and
the geographical distance between regional capitals and Moscow.

4. Over- (or under-)representation of the region in the Russian parliament. Since 1993
the Russian parliament consists of two chambers: the Council of Federation, which includes
one representative of the region’s legislature and one representative of the region’s governor
administration®, and the State Duma, which consists of 450 deputies, 225 elected by a system
of proportional representation and 225 elected in single member districts. Under significant
disproportions among Russian regions it could be expected, that the mal-apportionment
should be huge in the Council’, but also the composition of State Duma districts could be dif-
ferent from the structure of population (for influence of mal-apportionment on political deci-
sions see Samuels and Snyder, 2001).

5. Power concentration within the office of the regional governor or president and con-
flict potential with the centre. The most common way to measure the power is to discuss the
electoral statistics (share of governor in the latest elections or years in office). The conflict
potential with the centre is often measured by the partisan status of the governor (e.g. Com-
munist governors in the 1990s or support of pro-presidential parties Our House Russia, Unity
and Unified Russia in the elections of 1995, 1999 and 2003). Other indicators and expert opi-
nion could be applied. They all are questionable to a certain extent: in Russia cheating and ad-

ministrative manipulation of elections make their results less meaningful for analysis. The

Yevreiskaia autonomous oblast has similar status, although formally belongs to national units of the Federa-
tion.

The way of composition of the Council of Federation changed twice: the first Council in 1993 was elected by
popular vote (the Senate model), since 1995 the Council included all regional governors and all presidents of
regional legislatures, and since 2002 it includes one representative appointed by the regional governor and
one representative elected by the regional legislature. According to some estimates, inhabitants of Moscow
formed the absolute majority of the first and the third Council.
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Communist governors used to establish excellent contacts with the centre after their elections
and expert opinion is always subjective. Nevertheless, in this paper we reduce the variety of
possible indicators to the power index of Jarocinska (2004), partly including other indicators
discussed above.

6. Dependence upon federal transfers. The issue of transfers is interesting, as it repre-
sents a trade-off for the regions: to pay more taxes and (probably) to receive higher compen-
sation in form of transfers or to pay little taxes and loose a claim for financial support from
the centre. In a real world setting with asymmetric information it is possible that a region uses
both strategies or switches from one strategy to another. Regions with a relatively high bar-
gaining power can succeed in both strategies. We include the share of fiscal transfers in total
expenditures of regional governments to account for this effect. Obviously, the timing of
events should represent an important feature from this point of view: if transfers are distrib-
uted before tax collection effort is made, there should be no effect on tax collection. However,
from the empirical point of view this issue seems to be relatively intransparent. Governments
collect taxes throughout the year (partly on quarterly basis), and hence, there is no clear “tim-
ing” vis-a-vis transfer decision. Moreover, the relations between regional and federal govern-
ments could be analysed as a repeated game, where expectations should play an important
role.

The simplest way to measure the heterogene