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I Overview

Since 1992, the Russian Federation has moved
away from a command economy and has laid the foun-
dation of a market-based system. This paper examines
some of the key policy issues that arose in the fiscal
area in 1992–96, the period following the onset of eco-
nomic liberalization and reform. The paper is organ-
ized as a series of largely self-contained pieces dealing,
respectively, with revenue, expenditure, and social
protection issues. The next section discusses the role of
fiscal policy in the context of the Soviet plans and as-
sesses some of the underlying rigidities that contrib-
uted to precipitating the difficult economic situation
that characterized the late 1980s and early 1990s. Some
of the early attempts at reform are also noted, as are the
reasons for the emergence of sizable macroeconomic
imbalances during that period.

In examining the role of fiscal policy during the
transition period, Section III focuses initially on the
factors contributing to the decline in revenues. The
discussion highlights both the role of those elements
inherent to the transition and those involving a discre-
tionary policy component; in this latter regard, the
roles of tax policy and tax administration are analyzed,
with particular reference to the kinds of specific re-
forms that are needed to improve the efficiency of the
tax system and to safeguard the revenue base. The
main tax exemptions in terms of the associated forgone
revenue are listed in an appendix.

The deterioration of revenues in Russia has im-
posed a sharp compression of government expenditure;
Section IV identifies some of the relevant expenditure
issues, including the appropriateness of coverage and
aspects of its composition, the scope for additional
expenditure compression over the medium term, and,
because of the central role they play in the implemen-
tation of fiscal policy, budget formulation and execu-
tion and, more generally, fiscal management. The dis-
cussion on the budget process, in particular, is an at-
tempt to present an "insider's" view of expenditure
management and control as practiced in Russia during
the initial period of the transition. Since much of Rus-
sia's social spending takes place on the margins of the
budget, through various social funds, the issue of the
efficiency of social spending remains very relevant to
any discussion of the role of the government in fur-
thering the cause of economic reform. Section V dis-
cusses social conditions and social protection in
Russia, with special reference to the underlying weak-

nesses in the administration of social benefits, and the
various policy reforms that are needed to make the
system more responsive to the country's social needs.
A final section presents a summary of the main policy
recommendations.
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II The Context for the Implementation of Fiscal Policy

The chief characteristics of a centrally planned
economy began to emerge in the Soviet Union toward
the end of the 1920s and early 1930s and eventually
consisted of state ownership of the means of produc-
tion; detailed quantitative central plans for enterprise
inputs and outputs and for foreign trade and financial
plans that reflected the physical flows of the plans;
bureaucratic bargaining over access to resources in the
context of the plan's targets; fixed prices, mainly to
ease the planning process; and the fulfillment of the
plan as the main criteria of enterprise efficiency. Other
features included a "monobank" banking system and
the separation of the money stocks of enterprises and
households.1 Two aspects of the centrally planned
economy had a bearing on the nature of the fiscal sys-
tem: the emergence of a level and structure of prices
completely out of line with world levels and relativities
and an exceptionally complex mechanism for the crea-
tion and redistribution of profits within the economy.

Background
Against this background the government's approach

to the enterprise sector depended on a number of fac-
tors, including perceptions of the particular enterprise's
profit potential. That different enterprises had different
"surplus" potential called for the creation of a system
of enterprise-specific financial planning with a view to
ensuring a "desirable" redistribution of resources as
well as the generation of an adequate level of state
budget revenues.2 In many respects, the fact that the
number of independent production units was relatively
small and the enterprises correspondingly large facili-
tated the functioning of this system, and campaigns
were often launched to make enterprises even larger.
Various types of producer associations were estab-
lished to encourage the concentration of management
and reduce the number of installations that needed to
be run by the government. Financial and efficiency
objectives were seldom, if ever, central to these at-
tempts at concentration, which seemed more driven by

1 For a comprehensive overview, see Wolf (1985).
2 The very notion of a "state budget" was to a large extent

arbitrary as it did not incorporate various articles of spending
under the control of the state; since there was no other term,
this term was used, inaccurately and misleadingly, to mean
aggregate spending by the state.

a desire to keep the planning process manageable.
Loss-making enterprises (to the extent that the notion
of "loss" in such a system was well defined) were not,
as a rule, closed down but the losses were instead ab-
sorbed by the state budget, through credits and subsi-
dies extended by ministries.

The Gosplan (the State Planning Committee of the
U.S.S.R.) was the center of the command economy,
with responsibility for the formulation of a set of inter-
related plans. These plans were prepared on a balance
sheet format and were simply called "balances" and
consisted essentially of comprehensive attempts at
identifying sources and uses of resources. For instance,
the "production and allocation balance" would identify
in terms of physical units of output all sources of pro-
duction and consumption in the economy. Similar bal-
ances were elaborated for investment, foreign trade,
household incomes and expenditure, and the banking
system. Because virtually the entire economy was state
owned, there was, in principle, little distinction be-
tween financing of the budget and financing of all the
economy. The state's general financial balance at-
tempted to integrate the information contained in all
sectoral balances in a way that would permit a decision
to be made concerning what share of total financing
would be carried out through the budget itself, and
what shares through the sectoral ministries and the
enterprises themselves. The general financial balance
was the principal instrument of financial planning in
the Soviet Union during the postwar period and formed
the basis for the budgetary process.

The planning process was two-pronged. Enterprises
drafted their plans, which were then revised by the
industrial ministries, which in turn received "control
figures" as plan targets from Gosplan. In its calcula-
tions, Gosplan specified primary targets in terms of the
physical volume of production, and it manipulated
prices, subsidies, wages, investment, and credit to re-
distribute resources among enterprises. Fiscal policy
was passive, playing a subordinate role to other objec-
tives (for example, output and the level of social
spending), with the state budget being essentially the
mechanism to effect such redistribution.

Government control over the activity of enterprises
was mainly exercised through sectoral ministries that
were fully responsible for the situation in their respec-
tive branches. All sectoral ministries received direc-
tives from the Gosplan and the Ministry of Finance
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concerning the amount of resources that their respec-
tive branches were compelled to channel to the budget.
The ministries endorsed the financial plans of the en-
terprises subordinated to them and adopted decisions
on spending by each of the enterprises. The sectoral
ministries were instructed to find ways of redistribut-
ing financial resources of the enterprises under their
jurisdiction in a manner that would ensure the normal
development of production, the financing of expendi-
tures for the maintenance of the social infrastructure
that were listed on the balance sheet of enterprises
(mainly social benefits and services), and their contri-
bution to the state budget of those amounts requested
by the Ministry of Finance and the Gosplan. The min-
istries were also responsible for accumulating financial
resources needed for the implementation of major in-
vestment and research programs in the branch.

The guidelines for channeling profits and deprecia-
tion allowances to the sectoral ministry fund or to the
state budget varied from enterprise to enterprise and
from year to year, fluctuating between zero and 100
percent. Each enterprise's five-year plan was formally
approved within the framework of the country's overall
five-year plan,3 but these intermediate financial plans
were, as a rule, preliminary and were subject to re-
specification before the beginning of every calendar
year. In fact, most financial plan indicators were re-
vised throughout the year, sometimes up to the very
end. The ministries also had to ensure the repayment of
the losses made by the loss-making enterprises in the
branch, if such losses could not be attributed to faulty
decision making at a higher level of the management
chain. In order to fulfill these and many other func-
tions, the sectoral ministries were granted all the neces-
sary legal rights to manage the financial resources of
the enterprises subordinated to them.

The financial resources of enterprises available for
redistribution included not only profits arising from
production but also depreciation allowances intended
for the renovation of fixed assets and for maintenance
of the capital stock. The rate of depreciation allowance
was set by the Gosplan and revised about once every
ten years concurrently with a reassessment of the value
of fixed assets, as was the case in 1973, 1982, and
1991. It is necessary to emphasize that, in principle, the
entire volume of financial resources of the enterprises
was subject to centralized management regardless of
whether these resources were channeled to the budget
or remained on the accounts of the enterprises; ad hoc
direct intervention in the finances of individual enter-

3 The financial plan not only endorsed the allocation of the
financial resources of the enterprises but provided for a more
complex process of coordinating prices, subsidies, and cen-
tralized investment distributed among the enterprises in the
sector and among different sectors.

prises to "correct" anomalies was quite common. Often
the working capital of the enterprises was also partially
redistributed within the branch.

Setting the Stage for Reform
In elaborating the financial plans for a given enter-

prise, the ministry assumed fixed prices for all inputs
and output, although it was admitted that certain enter-
prises might be unable to contribute to the budget or,
worse, might need financial support from the state. In
such a case, the ministry was responsible for determin-
ing the volume of subsidies to be received by the en-
terprise and to agree for this support with higher
authorities. As part of the plan, no account was taken
of the potential information content of prices, and price
stability (that is, fixity) was sought as much for the
desirability of a stable purchasing power for the popu-
lation as to facilitate the planning process itself. That
fixed prices led to shortages or to growing "black"
markets where prices were often several times higher
than official levels was seen as a temporary malad-
justment that needed to be understood (and dealt with,
often) against the complexities of managing a plan that
attempted to balance production, stock building, and
the utilization of thousands of inputs to fulfill the pri-
mary objectives of the plan. Within this structure, price
formation was difficult, with the preferred approach
being the setting of wholesale prices at average cost
plus a percentage markup. While this prevented "ex-
cessive" profits, it did not especially encourage cost
savings, and, in time, the Soviet Union became one of
the most inefficient and wasteful users of resources
(such as electricity, energy, and labor), using more
inputs per unit of output than in other industrial coun-
tries.

The interrelated system of fixed prices, intrasectoral
and intersectoral reallocation of financial resources,
and subsidization became the cornerstone of the Soviet
economy and the basis of the budget. In time, although
its rigidity came to be increasingly recognized, at-
tempts at reform were made difficult by the realization
that it would be very difficult to "improve" one ele-
ment within the system leaving the rest unchanged. For
instance, in 1987 a Law on State Enterprises was
adopted with the intention of promoting decentraliza-
tion and giving enterprises greater managerial inde-
pendence and autonomy concerning investment
decisions, wage policy, utilization of profits, and so on.
The main consequence of the policy, however, appears
to have been the rapid growth of wages, the concomi-
tant shortages, and a fairly extensive process of state
asset expropriations by the increasingly autonomous
managers, without any measurable improvements in
efficiency, quality, or even physical output. Other
measures adopted at various times aimed at "tightening
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labor discipline," reducing the energy intensity of pro-
duction, and better directing investment to foster re-
tooling and modernization of the industrial sector and
improving the quality of output were of limited suc-
cess, given the system's overriding need to fulfill pro-
duction targets within a reasonably consistent matrix of
inputs and outputs. While this period also witnessed
some of the first manifestations of "glasnost," percep-
tions of continued drops in living standards also led to
widespread public frustration and disappointment.

In parallel to what could otherwise be described as
half-hearted, piecemeal (and at times inconsistent) at-
tempts at reform, the macroeconomic climate in the
Soviet Union worsened in the second half of the 1980s
and in 1990–91. Fiscal pressures emerged on a number
of fronts. On the revenue side, under the greater auton-
omy conferred to enterprises by the 1987 Law on State
Enterprises, profit transfers remitted to the budget fell.
Declining oil production and world market prices for
energy (especially intense in 1986) also had a negative
effect on budgetary revenues. Although prompted by
legitimate public health concerns, the antialcohol cam-
paign launched in 1985 sharply reduced turnover tax
receipts.4 On the expenditure side, the government
raised procurement prices on agricultural products a
number of times without concomitant increases in re-
tail prices, leading to automatic upward adjustments in
budgetary subsidies. Cleanup costs in the aftermath of
the Chernobyl disaster in 1986 and social and humani-
tarian assistance following the earthquake in Armenia
in 1988, together with periodic increases in pensions
and other components of social expenditure, all con-
tributed to a significant widening of the fiscal deficit.
In addition, a tug-of-war began in 1990 between the
Russian Federation government and the Union gov-
ernment (U.S.S.R.) to establish jurisdiction and fiscal
control over the enterprise sector. The chief weapons in
this process were the promise of lower tax rates for
enterprises that switched allegiance, more generous
subsidies, and, by 1991, Central Bank of Russia credits
on highly favorable terms. By the spring of 1991, the
bulk of Union enterprises located on Russian Federa-
tion territory had been reclassified as "Russian."

At the end of 1991, the fiscal deficit had set new
records (close to 30 percent of GDP), the bulk of it
financed by monetary emission, leading to a sharp rise
in the ratio of M2 to GDP, to well over 70 percent.5 At
the same time, the rapid growth of real wages had led
to strong demand pressures that, in the context of fixed
prices, intensified shortages and the proverbial long
lines. The fall in export revenues associated with lower
oil production, the collapse of trading arrangements

4 Tax revenue from alcohol products amounted to some 20
percent of total tax revenue.

5 See Koen and Phillips (1993).

among member countries of the Council for Mutual
Economic Assistance (CMEA), the rapid expansion of
external debt during the second half of the 1980s, and
the utilization of virtually the entire stock of foreign
exchange reserves precipitated a balance of payments
crisis characterized by growing external payments ar-
rears, a drying up of loan disbursements, and a sharp
contraction of imports and output.6 A point worth mak-
ing is that a (perhaps unintended) consequence of the
battle for control of the enterprise sector was the crea-
tion of an environment in which the discretionary
granting of tax concessions came to be perceived as a
legitimate means to achieve other ends (for example, in
1991, political support) and enterprises were made to
see clearly the benefits of lobbying the government for
various forms of financial support. Akin to a soft
budget constraint, the early establishment of such pat-
terns of behavior may have had a direct bearing on
Russia's subsequent attempts at financial stabilization
(see Section III).

Price liberalization in early 1992 effectively per-
manently disabled the command structure at the basis
of the planned economy and made it possible, at least
in theory, to move quickly to a decentralized system of
prices that would reflect relative scarcities in the mar-
ketplace. However, the initial assumption that free
prices and the concomitant elimination of subsidies,
together with large cuts in public investment and de-
fense and increased revenues associated with the intro-
duction of a value-added tax (VAT), would rapidly
lead to budget balance in the course of 1992 proved
unduly optimistic. Key prices in the economy were not
liberalized fully (for example, energy),7 thereby de-
priving the budget of an important source of revenue.
The authorities and other observers of the Russian
economy underestimated the magnitude of subsidiza-
tion as well as the extent to which such subsidization,
inefficient as it was, had come to acquire social protec-
tion elements. Perhaps more important, the authorities'
stabilization objectives were undermined by the lack of
broad-based support for the reform strategy, particu-
larly at the enterprise level. By the spring of 1992, im-
portant concessions began to be made to enterprise
managers and regions (for example, Northern Territo-
ries), mainly in the form of subsidized credits to agri-
culture and industry as well as by a general slowdown

6 For a detailed discussion of growing Soviet economic
problems in the late 1980s, see the three-volume A Study of
the Soviet Economy, 1991, jointly published by the Interna-
tional Monetary Fund, the World Bank, the Organization for
Economic Cooperation and Development (OECD), and the
European Bank for Reconstruction and Development. The
main elements of this external crisis are also presented in
Christensen (1994).

7 Because of the existence of export quotas on crude oil, ef-
fective rice liberalization for oil did not take place until 1995.
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in the pace of structural reform in other areas. Contrary
to initial expectations, far from achieving budget bal-
ance, the consolidated budget deficit in 1992, including
many quasi-fiscal operations of the central bank incor-
porated into the budget during 1993–95, was probably
well in excess of 50 percent of GDP,8 the monthly rate
of inflation soared to close to 30 percent in the last
quarter of 1992, making the subsequent task of finan-
cial stabilization considerably harder than had been
anticipated at the outset of the reforms.

8 0n some of the problems associated with measures of the
fiscal deficit during this period, see Section IV.
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III Priorities for the Modernization of the Tax System

Like other countries undergoing systemic transfor-
mation, Russia has experienced a radical contraction in
the scale of the public sector as well as fundamental
changes in the role of the state in the economy. A key
element of the transition has been the move from an
economy characterized by a "hyperactive state which
sought to control all activity in society" (Kornai, 1992,
p. 5) to one in which, increasingly, production and em-
ployment are being generated by a rapidly emerging
private sector and in which the public sector no longer
has the preponderant role as the chief intermediary of
economic activity.

Factors Underlying the Decline in
Revenues

The sharp contraction of revenues observed in vir-
tually all economies in transition in Central and East-
ern Europe has also manifested itself in Russia. As
shown in Table 1, federal tax revenues in relation to
GDP fell from 16.6 percent in 1992 to 11.9 percent in
1996.9 Although the decline in local government cash
revenues was not as pronounced, total revenue never-
theless fell from 28.4 percent of GDP in 1992 to 24.8
percent in 1995 and to some 23½ percent of GDP in
1996 (Figure 1). Given the sharp drop in real output,
the drop in revenues is even more pronounced when
measured in real terms.

Many of the same forces that led to the erosion of
revenues in other countries in the region have also been
at play in Russia. During 1991-96, Russia suffered a
cumulative output decline of 42 percent, one of the
largest in the region, and this decline had the expected
impact on revenue (Table 2 and Figure 2). In the past
several years, the Russian economy and, in particular,
its industrial sector have been exposed to supply and
demand shocks on a scale that may have no precedent
in recent economic history (Table 3 and Figure 3). On
the demand side, the emergence of a new political cli-
mate for international relations in the late 1980s led to
a major crisis in the military-industrial sector and a
permanent drop in the purchases of military hardware
and other defense-related equipment through the
budget, as well as to reductions in capital spending.
Given the magnitude of the industrial sector in the
former Soviet Union (as late as 1990, over 50 percent

9 However, over 3 percentage points of revenue in 1996
was collected in various forms other than cash.

of output originated in industry) and the prominence of
military production within it, this demand shock was
proportionally far more severe in Russia than the one
that affected defense output elsewhere in the industrial
world. The magnitude of this demand shift may be
gleaned from one key indicator: arms exports by the
Soviet Union, financed mainly through export credits
to developing countries, fell from $20 billion in 1988
to less than $3 billion by 1992. In the military sector
during 1992–93, cumulative output declined by 57
percent, and employment dropped by 51 percent.

Price liberalization and the move to a more trans-
parent system of resource allocation also resulted in
significant supply shocks, as the enterprise sector was
gradually deprived of producer subsidies, foreign ex-
change at highly appreciated exchange rates, and raw
materials—particularly energy—at a fraction of the
world price. The easy access to credit on preferential
terms was also phased out. The military sector, which
during the Soviet era had been largely exempt from
paying taxes as a way of enhancing its competitive-
ness, gradually began to be taxed. Consumer and pro-
ducer subsidies (budgeted and unbudgeted and
including subsidies on imports; see Section IV), which
amounted to nearly 23 percent of GDP in 1992, were
also drastically cut, thus adversely affecting household
demand for goods.10 Reforms in Eastern Europe—
including external liberalization—resulted in sharp
cutbacks in Soviet exports to traditional export mar-
kets, and declining oil production further undermined
output growth.11 The collapse in trade among members
of the CMEA in 1991 (which more than offset the reg-
istered improvement in the terms of trade for the Soviet
Union) and, subsequently, disruptions to trade and fi-
nancial relations among the former members of the
U.S.S.R., which were especially pronounced in the
early part of the transition period (1992–93), also con-
tributed to the contraction of output in Russia. It is to
the combination of these elements, adding up to a
structurally induced drop in output, that the GDP
losses must be mainly attributed (versus, say, the pres-
ence or absence at various times of a restrictive mone-

10 Consumer subsidies in Russia were embodied in the
prices of hundreds of commodities, including basic food-
stuffs, energy and fuel, children's clothing, and pharmaceuti-
cals.

11 "Oil exports from Russia to countries outside the former
Soviet Union fell from $27 billion in 1990 to $12 billion in
1992, a drop that largely reflects a contraction of volumes.





8

traditionally most important tax base: enterprise prof-
its. To the extent that the output contraction was also
accompanied by increases in unemployment (and,
hence, reductions in consumer demand), there has been
a concomitant contraction of the base of other impor-
tant taxes, such as taxes on wages and indirect taxes. In
addition, tax rates have been reduced. The profit tax
rate was reduced from 45 percent in 1991 to 35 percent
in 1992; the VAT was reduced from 28 percent in 1992
to 20 percent in 1993; and other reductions also af-
fected export duties and import tariff rates. In addition,
the tax base has shrunk further, partly in response to
legislative changes that—in the case of the profit tax—
broadened the coverage of deductible expenditures,
such as contributions to enterprise investment funds,
and permitted higher depreciation allowances. Fur-
thermore, the absence of an adequately hard budget
constraint for the enterprise sector has led at times to
payments arrears, especially during 1992-93, and a
corresponding increase in tax arrears. At end-1995, tax
arrears amounted to Rub 55 trillion (3½ percent of
GDP); these had grown to Rub 125 trillion by end-
1996 (equivalent to some 5½ percent of GDP), of

which nearly Rub 70 trillion was due to the federal
budget (Table 4 and Figure 4). The growth of tax ar-
rears also reflects discretionary government action,
particularly in the context of the introduction of the
"30/70 rule."13 Moreover, arrears in employer contribu-
tions to the Pension Fund have also grown and stood at
over 2 percent of GDP by end-1996.

Far more important, the massive transfer of eco-
nomic activity to the private sector has not only eroded
the recorded tax bases but also greatly strained the ad-
ministrative abilities of the tax authorities in a context
of rapidly changing tax legislation. The complex insti-
tutional setup underlying the operations of a modern
tax system, including modern accounting practices,
computer facilities, and management expertise, simply
did not exist when Russia embarked on reform. Rus-
sia's tax system was mainly set up to collect taxes from
the publicly owned enterprise sector and was not
equipped to deal with the proliferation of taxpayers
that followed the introduction of new, broadly based
taxes and the transfer of a growing share of value
added to the emerging private sector. For instance, the
number of organizations (commercial or otherwise)
with a tax identification number and liable to remit
individual income tax withheld at source or to pay
some other tax stood, at end-1995, at 2.6 million. Of
these, about 2.1 million were actually making profit tax
payments, compared with 327,000 in 1990, a sixfold
increase (Table 5). By the end of 1992, the year the
VAT was introduced, 1.3 million enterprises were
making payments; three years later, this number had
risen to 2.1 million (Figure 5). At the same time, em-
ployment at the State Tax Service rose by 130 percent
between end-1992 and end-1995.

Against the background of such heavy demands on
the administrative capacities of the tax authorities, the
government has not always acted in a consistent man-
ner. A presidential decree issued in May 1994 that con-
tained a number of tough (and simplifying)
administrative measures designed to improve tax com-
pliance was considerably undermined in early 1995
with the issuance of a counterdecree permitting enter-
prises once again to hold an unlimited number of set-
tlement accounts with the banking system, thereby
greatly complicating the ability of the tax authorities to
monitor compliance. The new decree went so far as to
point out the desirability of "improving the credit posi-

13 The 30/70 rule allows enterprises to set aside 30 percent
of their revenues for wage payments, even if in so doing they
fail to fulfill all their tax obligations. The rule was introduced
in the last quarter of 1994 for a fairly narrow set of enter-
prises fulfilling a number of strict conditions, but was con-
siderably broadened in scope in early 1995, when the
eligibility provisions were extended to all enterprises in the
"productive" sector. The mechanism was phased out on
March 1, 1996, but reintroduced again in August 1996.
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tions of enterprises and organizations" by way of justi-
fication.14

In addition to the emergence of new enterprises in
the private sector, there has also been a massive trans-
fer to the cash economy of previously recorded eco-
nomic activity by established enterprises. Partly
because of the high-inflation environment characteris-
tic of the last several years, but mainly on account of
the growing opportunities for tax evasion, enterprises
now carry out a large proportion of their transactions
on a cash basis, on the margins of the law. Indeed, a
cottage industry has emerged in Russia specializing in
facilitating and helping hide such transactions; making
available, for a fee, large quantities of cash; and, in
general, converting deposit rubles into cash rubles
and/or foreign exchange. Only recently have the tax
authorities begun to take small steps to come to grips
with this situation. One aspect of this problem is the
incentive that enterprises have had to shift transactions
to the cash economy, given the role played by the
banks. Under existing legislation, banks are free to
dispose of balances in enterprise settlement accounts,
for instance, to pay accrued tax obligations. Parallel to
this process, the use of noncash forms of payment has
increased; thus, not only have revenues declined but
they have become less liquid, particularly at the local

14 See Decree of the President of the Russian Federation,
No. 1006, May 23, 1994, "On Implementing a Complex of
Measures to Achieve Timely and Complete Payment of
Taxes and Other Obligatory Charges to the Budget," and
Decree of the President of the Russian Federation, No. 291,
March 21, 1995, "On Invalidating Clause 2 of Decree of the
President of the Russian Federation No. 1006, dated May 23,
1994.”

level, where up to one-third or more of revenue takes
the form of in-kind payments, including fuel, utilities,
and other commodities, in typically nontransparent
arrangements between the enterprises and the local
authorities. Furthermore, tax avoidance motivations
have led to an upsurge of barter operations more gen-
erally.

In addition, there has at times been a visible ten-
dency to apply tax legislation in a discretionary man-
ner, with key sectors, enterprises, and regions enjoying
significant exemptions during much of the transition
period, as a form of implicit subsidization. Indeed, one
of the key characteristics of the Russian tax system
before 1992 was the existence of relatively high tax
rates, which coexisted with generous tax exemptions
and preferences to specific sectors, industries, and/or
regions. Recourse to exemptions made the tax system
more distortionary and resulted in large amounts of
forgone revenue,15 which in turn undermined the gov-
ernment's ability to respond more effectively to grow-
ing needs, particularly human capital investment and
infrastructure. Understandably, the uneven distribution
of the tax burden, in turn, helped maintain an environ-
ment in which tax evasion was rampant, pressures for
new and/or broader exemptions were ever present, and
the tax base was under constant threat of further ero-

15 A case in point is the tax exemptions granted to the Na-
tional Sports Foundation in 1993 that were intended to sup-
port athletes' preparation for the Atlanta Olympic Games, and
that in the end were used to allow the importation of a broad
array of commodities free of customs duties, VAT, and ex-
cises. In time, this organization became the main importer of
tobacco, distilled spirits, and cars in Russia, with a yearly
turnover variously estimated to have reached $3–4 billion.
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Table 2. Selected Indicators of Economic Activity
(Real percent change over previous period)

1990 1991 1992 1993 1994 1995 1996

Gross domestic prod-
uct

–3 –5 –15 –9 –13 –4 –6

Industrial production … –8 –18 –14 –21 –3 –5
Extraction industries –3 –4 –11 –10 –10 –2 …
Processing indus-
tries

–8 –19 –15 –24 –5 …

Of which:
Consumer goods 7 –1 –15 –11 –21 –12 –7
Military goods … … –21 –19 –37 –23 –24

Agricultural production –4 –5 –9 –4 –12 –8 –7
Crops –8 0 –5 –3 –10 –5 –9
Livestock –1 –7 –12 –5 –13 –13 –8

Freight (railroad) –3 –9 –16 –18 –21 –3 –8

Source: Goskomstat.

sion.16

The government introduced at times contingency
measures during the transition period to offset the lar-
ger than expected revenue drop. For instance, in the
context of the authorities' 1994 economic program, the
government sought to eliminate VAT exemptions, im-
prove the collection of existing excises on natural gas,
repeal import duty exemptions, introduce a withhold-
ing tax on personal interest income and a per ton tax on
oil assessed in dollars, and increase the gasoline tax.
While the revenue impact of these (and other) meas-
ures was expected to amount to 4 percent of GDP, in
the event additional revenues amounted to about 1 per-
cent of GDP. By and large, the effect of the govern-
ment's efforts was limited, with delays in
implementation (often reflecting the absence of politi-
cal consensus on the desirability of the measures) sig-
nificantly lowering projected revenues. This was
particularly the case for a number of measures (for
example, including interest in the definition of taxable
income) that, while supported by the government, did
not receive the support in parliament necessary to
change the underlying legislation.

Role of Tax Reform
Before the onset of economic reforms in late 1991

and early 1992, Russia's tax system (consisting, essen-
tially, of the residual transfer of profits to the state,
after deductions for various enterprise funds) was not
compatible with the efficient functioning of a market
economy. Because economic agents did not function as
reasonably autonomous decision-making entities, taxes
did not have the effects on individual economic behav-
ior generally observed in market economies (for exam-
ple, payroll taxes and the effects on individual labor

16 For a listing of some of the tax exemptions in force dur-
ing 1992-96, see the Appendix.

supply behavior). So many features distinguished a
given Soviet tax from its market-economy counterpart
that it may actually be somewhat misleading to think
of them as being the same tax. One example was the
enterprise profit tax (it accounted for nearly one-third
of total budgetary revenues in the Soviet Union by
1990), which expropriated rather than taxed the profits
of state-owned enterprises and arbitrarily defined al-
lowable expenses, exemptions, and deductions (for
example, to various funds for social development, and
for research and development). Moreover, the tax often
differed by branch of industry or by enterprise to even
out profitability and, in the context of the soft budget
constraints characteristic of that era, was frequently
waived altogether for enterprises that demonstrated
financial need. Because the state played the role of
both taxpayer and tax collector, profit taxes were often
subject to a great deal of bargaining at the enterprise
level and were usually fully determined only ex post.

A number of considerations can be identified in
Russia as having driven the authorities in the direction
of tax reform. Key among them were the need to
eliminate the most glaring distortions and to restructure
the tax system in a way that enhanced the transparency
and efficiency of existing taxes and that brought the
system closer to internationally accepted norms; the
need to provide an adequate level of revenue to support
Russia's macroeconomic stabilization Role of Tax Re-
form efforts as other traditional sources of revenue
dried up (for example, profit taxes, following the large-
scale transfer of enterprises to the private sector and
the associated difficulties in monitoring their activi-
ties); and the need to have tax reform support other
aspects of economic reform (for example, the system
of incentives and signals in the economy at large).
These reforms have included the introduction of value-
added and excise taxes (1992); the movement away
from the multiplicity of turnover taxes levied at a broad
range of product-specific rates; the introduction of
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the general language used in the legislation, a potential
area of conflict between the tax authorities and the
enterprise sector immediately emerges, creating a ripe
environment for corruption, arbitrariness, and resource
misallocation.

Until January 1, 1996, when it was finally elimi-
nated, the profit tax base included wages paid in excess
of the equivalent of six times the minimum wage.21

This provision of the profit tax legislation had been
seen as a mechanism for moderating wage increases
and for preserving a certain level of profit transfers to
the budget that might otherwise have simply been dis-
tributed in the form of higher wages. The excess wage
provision was extended to privately owned enterprises
but exempted foreign-owned businesses. While in
practice nearly 25 percent of the total profit tax col-
lected originated with the tax on excess wages, the tax
itself is thought to have introduced a number of distor-
tions and inefficiencies. It may have discouraged the
growth of the entrepreneurial sector in domestic enter-
prises at a time when such managerial capacities were
very much in need of being developed. Because the tax
on excess wages did not become effective until total
enterprise profits were positive; it did not affect excess
wage payments in profitable and unprofitable enter-
prises equally. As in other cases with such nontrans-
parent mechanisms, additional problems for tax
administration were created. These problems were as-
sociated with the interpretation of the regulatory provi-
sions and the opportunities for abuse.

The Tax System
Five main taxes (VAT, corporate profits, personal

income, excises, and customs duties) account for the
bulk of total tax revenue. In practice, however, a presi-
dential decree issued in December 1993 clarifying
various aspects of the relationship between the federal
budget and the budgets of the members of the federa-
tion allows the regional and local authorities to intro-
duce new taxes not envisaged in the tax legislation.22

Understandably, this decree led to a proliferation of
new taxes and to a pervasive sense in broad segments
of the enterprise sector that if all taxes due were actu-
ally paid, most economic activity would be rendered
unprofitable.23 In the absence of appropriate coordina-

21 During 1992-93, the threshold was set at the equivalent
of four minimum wages.

22 Decree of the President of the Russian Federation No.
2268 of December 22,1993 states that "in the republics
within the Russian Federation, its territories, regions and
autonomous formations, and the cities of Moscow and St.
Petersburg, additional taxes and dues not provided for by the
legislation of the Russian Federation may be introduced by
decisions of the organs of state power of the subjects of the
Russian Federation and of the local organs of state power.”

23 A draft law approved by the Duma (parliament) in late

tion between the tax demands of the center and those
of the regions, it is perhaps not surprising that tax eva-
sion has become pervasive, tax arrears have grown, the
government itself has had to take initiatives to allow
enterprises to defer payment of various taxes (and,
subsequently, to agree to their rescheduling), and, in
the process, tax enforcement and administration have
become arbitrary and unpredictable.

A climate characterized by the absence of legality
and due acceptance of and respect for the law has
emerged. This element of unpredictability in the tax
system—linked to the large and highly variable num-
ber of taxes and the nominal levels of taxation that they
imply in the aggregate—has introduced considerable
uncertainty in the investment climate. It is increasingly
difficult to know whether activities that are profitable
today will remain so tomorrow, given the operation of
the tax system; this uncertainty in turn has discouraged
the long-range planning and investment that are essen-
tial for the recovery and modernization of the Russian
economy. There is thus an overwhelming need to sim-
plify the tax system, to eliminate a number of taxes
with small yields, and to carefully circumscribe the
jurisdiction of local and regional authorities in the area
of tax legislation. The disorderly conditions have also
undermined the credibility of the system underlying
intergovernmental fiscal relations—there is evidence of
a growing number of regions entering into "special"
fiscal regimes with the federal government, involving,
among other things, the remittance to the federal
budget of a smaller VAT share from the region than
called for in the law, or "single-channel" agreements
whereby established revenue-sharing formulas are by-
passed altogether and the regional government makes a
single payment to the federal budget.

The authorities took an important step to address
some of these deficiencies in the first half of 1997,
presenting to the Duma a draft tax code whose chief
purposes are to (1) bring into a single document all the
disparate pieces of "legislation" presently regulating
Russia's tax environment while establishing a common
terminology and laying out clearly defined procedures
for the payment of taxes; (2) reduce the number of
taxes collected at all levels of government from some
75–80 at present (as far as is known) to no more than
25–30; and (3) define the rights and obligations of tax-
payers and the tax authorities and the avenues of legal
redress available to both. While the draft tax code was
approved on first reading, eventual promulgation is
unlikely before mid-1998.

Another feature of Russia's tax system is its reve-

1995 "On the Fundamentals of the Tax System of the Rus-
sian Federation" actually identified no fewer than 75–80
known taxes and fees in existence at the federal, regional,
and local levels.
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Table 6. Selected Countries: General Government Tax Revenue, 19951

(In percent of GDP)

Taxes on Income,
Profits, and Capital

Gains
Of which:

Profits
Taxes on Goods

and Services
Total Tax
Revenue

Industrial countries
Australia 17.1 4.6 9.0 30.9
Canada 17.1 3.0 9.5 31.0
Denmark 31.0 2.1 16.6 49.7
Germany 11.8 1.1 10.9 23.8
Italy 14.5 3.6 11.3 28.2
Sweden 20.6 3.1 12.1 35.2
United Kingdom 13.0 3.3 12.3 29.0
United States 12.8 2.6 5.0 20.9

European Union countries2 14.4 2.9 12.8 29.6
OECD-Europe2 13.3 2.8 13.0 28.6
OECD-Total2 13.3 3.0 11.9 27.6

Source:Organization for Economic Cooperation and Development, Revenue Statistics, 1997.
1Excluding social security.
2Unweighted average.

nue structure, which differs from that prevailing in
other countries, say, those belonging to the OECD. As
shown in Table 6, while the share of personal income
taxes, corporate profit taxes, and taxes on goods and
services in total tax revenues in the OECD account, on
average, for some 37 percent, 11 percent, and 43 per-
cent, respectively, the corresponding shares in Russia
are closer to 10 percent, 29 percent, and 40 percent,
respectively. The reasons for this distribution stem
from the state's traditional role in the Russian economy
of main intermediary and distributor of resources
through the budget. Given the large share of public
services that were financed through the budget, wage
levels were necessarily understated. With wages being
"monetized" and with wage determination increasingly
becoming a market-determined process, however, there
has been a sharp increase in the level of wages and a
distinct rise in their variance across the labor market.
At the same time, it remains a medium-term priority of
the government to gradually reduce the many hidden
subsidies provided to employers in the public sector,
with wages being adjusted upward. By establishing a
closer link between productivity and benefit levels,
wage policy should encourage the development of the
private sector and contribute to the creation of a
broader base for the income tax. Furthermore, the re-
cent elimination of the allowable wage deduction for
the calculation of enterprises' taxable profits (equiva-
lent to six minimum wages) should also contribute to a
redistribution of taxes away from profits and in favor
of the personal income tax.

An additional feature of Russia's tax system is the
energy sector's relatively low contribution to tax reve-
nues. While the oil and gas sectors in 1995 accounted
for some 18 percent of GDP, their combined contribu-
tion to the budget amounted to about 3½–4 percent of

GDP. The relative tax burden for this sector in 1995,
defined as the ratio of oil and gas revenues to total
revenues, divided by the share of the sector in GDP,
was one-third to one-half that in most other energy-
producing countries.24

Exemptions
By far the most challenging issue in the area of tax

reform in the period ahead is tax exemptions. Tax
revenues during the transition have been severely un-
dermined by the general and specific exemptions
granted at various times to various sectors and enter-
prises, across a broad range of taxes. While frequently
motivated by the perceived need to support key sectors
of the economy or, more generally, boost economic
activity, these exemptions have often reflected the lob-
bying efforts of key constituencies representing various
vested interests. Furthermore, these exemptions have
often been taken by various agencies within the gov-
ernment on their initiative, with no attempt to examine
the macroeconomic or budgetary impact of the exemp-
tions. Indeed, no attempt has been made thus far to
identify the budgetary cost of these exemptions, for
instance, in the preparation of the draft budget, partly
because no single agency has a comprehensive listing
of all exemptions in place. A situation emerged, there-
fore, where there was virtually no tax for which there
was not some form of exemption and there was no sec-
tor that did not enjoy or seek some form of tax relief.
In time, this state of affairs led to the emergence of a
culture where tax privileges were the rule rather than

24 Gray (forthcoming) estimates that for the oil and gas sec-
tor in Russia, actual revenues were about 54 percent of no-
tional liability, defined as tax revenues assuming full
compliance with the law and without exemptions.
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the exception and, given the inequities that were inevi-
tably created, pressures for new and broader exemp-
tions multiplied.

While the direct revenue impact of many of these
exemptions was often not large, some did have an ap-
preciably heavy effect on the budget. Among these,
one can single out exemptions to the payment of oil
export duties that, during 1994, became nearly univer-
sal and exemptions given to the National Sports Foun-
dation and other organizations deemed charitable (for
example, Afghan War Veterans' Union), which applied
to import duties, excises, and the VAT. In the context
of an otherwise tight budgetary situation, these exemp-
tions made fiscal adjustment more difficult than was
necessary and, by reinforcing a growing culture of
nonpayment, may have contributed to the large growth
of tax arrears seen during and after 1995. Monitoring
and supervising these exemptions also placed heavy
demands on the administrative abilities of the authori-
ties and led to perceptions of unfairness in the tax sys-
tem, which have not contributed to creating a culture of
tax compliance.25

Tax Administration
In Russia, as in other countries in transition, tax

administration has evolved in a way that does not put
enough emphasis on voluntary compliance, that is, the
responsibility of taxpayers to determine their own tax
liabilities as well as to report and pay their taxes on
time. No doubt because the tax administration system
until recently was largely geared to collecting taxes
mainly from the enterprise sector, large-scale involve-
ment by tax officials is seen as a necessary ingredient
of effective tax administration. This approach contrasts
with the principles of self-assessment and voluntary
compliance on which modern tax systems in market
economies are based. Because of the large increase in
the number of taxpayers in recent years (reflecting, for
instance, the emerging private sector and such devel-
opments as the introduction of broadly based consump-
tion taxes such as the VAT), the bulk of the tax
administration resources are being allocated to routine
functions associated with tax reporting by taxpayers,
with little attention being given to audit and control.

A key priority for tax administration in Russia
therefore is to move to a system based on the principles
that prevail in market economies, which will allow
officials to focus their attention on those taxpayers who
fail to comply with existing tax legislation and regula-
tions. As part of this, it will be necessary to introduce
more specialization in the functions of the staff at the
State Tax Service so as to support a system based on
self-assessment (for example, processing returns, col-

25 The draft tax code presently under consideration envis-
ages a substantial reduction in the number of exemptions.

lecting tax arrears, and carrying out audits). Efficiency
gains obtained through specialization would free State
Tax Service staff who could be released from routine
undertakings and redirected to enforcement activities.
The need for such gains is underscored by the signifi-
cant deficiencies that exist in other areas. Among these
may be cited: (1) an inadequate level of coordination
between the center and the regions in terms of the work
of various organizations performing a number of tax
administration and collection functions such as cus-
toms offices, branches of the central bank, and cur-
rency control bodies;26 (2) the need to monitor more
closely the evolution of tax exemptions (which in Rus-
sia emanate from a broad range of different sources,
including the office of the President, the Prime Minis-
ter, the Ministry of Finance, and various government
dependencies); (3) the absence of an effective system
of computerization that will provide a master file of
registered taxpayers, which would facilitate the identi-
fication of delinquent taxpayers and allow tax inspec-
tors to distinguish appropriate cases for audit and
control; (4) the unavailability of detailed statistical
information on the size and the structure of the tax base
and the tax burden for certain categories of taxpayers,
including detailed sectoral identification of each, which
would allow analysis of the implications of changes
proposed to existing tax legislation; (5) the need to
create a streamlined accounting framework, with forms
and procedures considerably simplified so as not to
discourage taxpayers from completing them and fulfill-
ing their tax obligations in a timely manner; and (6) the
need for greater attention on the collection of tax ar-
rears, which have grown rapidly in recent years.

Furthermore, it is necessary to complement reforms
in the above areas with a credible system of penalties
that are both severe enough and credible enough to
discourage noncompliance. Taxpayers must believe,
from experience, that if they fail to comply with tax
regulations or, in general, if they understate their tax
liabilities, there is a high risk that they will be caught
and that the associated interest charges and penalties
will more than offset any potential benefit of evasion.
These conditions are not in place in Russia as yet; dur-
ing the first half of 1995, criminal legal proceedings
for tax evasion were initiated against 1,658 individuals
and enterprises. Only 216 were ultimately submitted to
the courts, resulting in 107 convictions. At the same
time, penalties should be imposed within the margins
of the law and be balanced by an appeals process de-
signed to protect taxpayers' rights.

It may also be desirable to introduce incentives for

26 Less than 1 percent of the entire staff of the State Tax
Service (about 160,000 employees) works at headquarters;
this number may have to be significantly increased if some of
the coordinating functions are to be enhanced.



17

taxpayers to act within the framework of the law. The
more they come to see the advantages of compliance
(other than the fear of penalties), the more successful
tax collection is likely to be. Many have pointed out
the potential benefits of education campaigns designed
to highlight, for instance, the utility of VAT receipts as
essential components of consumer protection, legal
redress, and so on. In countries with high social secu-
rity contribution rates, powerful incentives for evasion
exist, leading sometimes to informal arrangements
between employers and employees. But if the majority
of benefits are linked to these contributions (as op-
posed to being available across the board), then em-
ployees will have strong incentives to register. Finally,
the state must win the confidence of the population that
it will use these resources well and that its policies will
be guided by the desire to protect the interests of the
population rather than to preserve the benefits and
privileges of lobby groups. As noted by Etzioni (1988),
"studies have found a relatively close association be-
tween the sense that taxes are fairly imposed, the sense
of the legitimacy of the government and the purposes
for which revenues are used, and the extent of tax eva-
sion."

Penalties and Fines
One area in which reforms are needed is the system

of penalties and fines. The present system of fines is
not based on sound principles, is at times unduly harsh
(and for that reason ineffective), and contains elements
of arbitrariness, which must be corrected. Some exam-
ples will illustrate this general principle.

(1) When an enterprise wrongly includes some item
as a cost of production in calculating profit tax liabili-
ties, the penalty is equal to eight times the amount in-
cluded. The corresponding penalty in the case of the
VAT is the amount of the cost included. The reasons
for the sharply differential treatment are not clear. It is
thus necessary to move to a system that links penalties
not to the tax base but to the amounts not actually paid
to the budget. There are in place numerous other penal-
ties associated with, for example, inaccurate keeping of
accounting books, inhospitable treatment of tax inspec-
tors, and so on, which have made the system at times
vulnerable to abuse and corruption.

(2) The authorities also need to address a provision
in the existing tax legislation that deals with cases of
enterprises that conclude sales contracts at fictitious
prices so as to reduce their profit tax liabilities. As
presently enforced, this provision states that the tax
authorities have the right to value the goods at market
prices in such cases where there is a presumption of
underreporting. Enterprises have argued that in Rus-
sia's present financial situation, characterized by a
large outstanding stock of interenterprise arrears, they
are often forced to sell at cut-rate prices. Then they are

visited by a tax inspector who arbitrarily passes judg-
ment on the market price and punishes the enterprise
for alleged underreporting. There would thus appear to
be a need to make antievasion regulations more trans-
parent.

(3) Under established practice, enterprises make
three advance payments of the profit tax during the
quarter on the basis of estimated profits. Because they
are allowed to make their own estimates, they have, in
the past, tended to underestimate expected profits. In
the highly inflationary environment characteristic of
the early part of the transition, underestimating profits
was tantamount to receiving a zero-interest loan from
the budget. In late 1993, this anomaly was corrected,
and enterprises that underestimated profits were re-
quired to pay interest on the difference between the
actual tax due and the total amount paid in advance,
with the rate assessed at the central bank refinance rate.
In those cases where the enterprise was due a refund,
the Ministry of Finance would also pay the refinance
rate on the overpayment. Subsequently proposals were
put forward to make the system asymmetric; that is, the
enterprise would continue to be punished when actual
profits exceeded estimated profits, but the ministry
would refund the difference without interest when the
reverse was true. Predictably, this led to complaints of
arbitrariness and unfairness in the implementation of
penalty provisions.

The ultimate objective should be to have a system
of penalties that is simple, predictable, and consistent
with the constitution and other tax legislation. Taxpay-
ers often make the case that most violations are due not
to deliberate tax evasion but rather to the inability of
enterprises to keep up with the morass of rapidly
changing and difficult-to-interpret tax regulations.

Appendix. Major Tax Exemptions in
Force, 1992-96

This appendix lists some of the most important
formal tax exemptions in force in Russia during 1992-
96. No attempt is made at comprehensiveness; rather,
the aim is to identify those exemptions with the largest
impact in terms of forgone revenue or those that are
more likely to be abused.

Profit Tax
(1) Enterprises' contributions to "special extra-

budgetary funds," from which they are able to finance
certain capital intensive projects (for example, plant
modernization and reconstruction of pipelines in the oil
sector), are included as a cost of production and de-
ducted from taxable profits. The rates (as a percentage
of the cost of production) vary from sector to sector but
can be as high as 3 percent. Decree No. 1004 of May
23, 1994 (section 4) called for the elimination of these
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funds as of July 1 of that year and suggested that they
be consolidated into the federal budget. But the decree
was largely ignored on this point and these funds ex-
isted throughout 1995, further eroding the profit tax
base. The funds were phased out in early 1996.

(2) All enterprise expenditures for capital invest-
ments "intended for the purpose of production" as well
as investment in construction, including housing con-
struction, are exempt from the taxable base. Repay-
ment of bank credits obtained in connection with the
above activities is also deductible. This latter exemp-
tion also includes purchases of transportation equip-
ment used in construction and certain types of
machinery.

(3) Expenditures by enterprises that provide social
services to workers, including those for the mainte-
nance of health, educational, cultural, and other facili-
ties, are exempt from the profit tax.

(4) Newly created small enterprises engaged in the
production and processing of agricultural products and
in the manufacture of consumer goods, construction
materials, medical equipment, medicines, housing con-
struction, and housing repair are exempt from paying
the profit tax for two years following registration. The
tax is set at 25 percent and 50 percent of the prevailing
rate during the third and fourth year, respectively. En-
terprises are expected to repay the taxes only if they
cease operations after the end of the fifth year follow-
ing registration.

(5) Enterprises' contributions to charitable organiza-
tions, typically up to 3 percent of the taxable base, are
exempt from the profit tax.

The cumulative deductions listed above (in items
1–5) may not exceed more than 50 percent of the tax-
able base.

(6) Enterprises' contributions to reserve funds, up to
15 percent of the taxable base (10 percent in 1995), are
also exempt.

(7) Voluntary donations to campaign funds for the
election of officials to federal, regional, or local bodies
may be deducted from the tax base, up to the equiva-
lent of 10,000 minimum wages in the case of federal
bodies.

(8) Other exemptions are granted to certain special-
ized enterprises (for example, television and radio
broadcasting companies and consumer cooperatives
situated in the territories of the far north) and to reli-
gious and invalids' organizations.

(9) Since 1994, the republic of Ingushetia has en-
joyed special "offshore" tax status within the Russian
Federation. Any enterprise registered in Ingushetia is
exempt from paying regional or local taxes (profit
taxes, property taxes, and certain social taxes) and is
refunded, through funds provided by the federal gov-
ernment to the republic, the federal share of the profit
tax and 50 percent of the VAT. The original idea was

to provide incentives to enterprises to move operations
to the poorest oblast in the Federation; in practice,
however, because the profit tax law is ambiguous on
the issue of registration and location of the physical
plant, many enterprises have reregistered in Ingushetia
and have thus benefited from the tax exemption, but
have not actually moved operations to the republic.

(10) The 30/70 rule allows enterprises to set aside
30 percent of their revenues for wage payments, even
if in so doing they fail to fulfill all their tax obligations.
The rule was introduced in the last quarter of 1994 for
a fairly narrow set of enterprises that met a number of
strict conditions, but was considerably broadened in
scope in early 1995, when the eligibility provisions
were extended to all enterprises in the productive
sphere. The mechanism was phased out on March 1,
1996, but reintroduced again in August 1996.

Value-Added Tax
(1) A comprehensive VAT exemption on housing

construction (building materials and labor services)
was introduced on January 1, 1993 and remained in
force until May 1, 1995. While in force, the exemption
applied to all forms of construction by the enterprise
sector, including for residential and/or social purposes,
and also affected repairs, maintenance, and renova-
tions.

(2) State Customs Committee Directive No. 248 of
April 13, 1995 exempted all entities importing techno-
logical equipment from paying the VAT and the spe-
cial (VAT) tax. According to the directive, any
merchandise "used to manufacture goods or means of
production shall be regarded as technological equip-
ment." The list of equipment, given in an attachment,
was eight pages long. Goods not specified in that at-
tachment may also, in any event, be exempted at the
discretion of the State Customs Committee. Certain
types of transport equipment are also exempted, in-
cluding cruise boats and "other analogous" ships, civil-
ian helicopters, and other civilian aircraft. The
exemption was made retroactive to December 10,
1994. All taxes already collected between that date and
April 13, 1995 were to be refunded to the importers.
Attempts were made in late 1995 to revoke this exemp-
tion, but these failed.

(3) Until mid-1995, imported food was exempt
from the VAT. In addition, all food products and cer-
tain children's items were assessed at the lower rate of
10 percent, but the definition of food products was
applied liberally and included, for instance, virtually all
raw materials used in the agricultural sector. Proposals
were put forward in late 1994 to drastically reduce the
list of food items that were assessed at the lower rate
(basically, it was proposed to include only those items
that were part of the minimum consumption basket at
that time) and to include all imported food at the same
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rate as the one corresponding to the domestically pro-
duced item. After some delay, this measure was ap-
proved in mid-1995, with the list of products assessed
at the lower rate consisting of 16 products deemed to
be essential.

(4) In late 1995, and effective January 1, 1996, en-
terprises in the mass media received a full exemption
on the payment of VAT (as well as on the payment of
import duties) on purchases of an extensive list of
goods needed for the production process.

(5) All "scientific research and experimental and
design work financed from the state budget," as well as
independent research paid for by educational institu-
tions—encompassing such areas as agriculture, mining,
and research in various fields, including purchases of
equipment and services required to carry out such sci-
entific work—are also exempt from the VAT.

(6) City transit services and commuter passenger
services by sea, river, rail, and road are exempt from
the VAT.

(7) Housing rents are exempt from the VAT.
(8) Goods and services manufactured by enterprises

in which at least 50 percent of the workforce is dis-
abled are exempt from the VAT.

(9) New VAT exemptions were introduced in 1995
for the economic activities of prisons, labor camps (for
instance, those attached to the timber and mining in-
dustry), and other security-related institutions.

Excises
(1) The list of excisable goods was reduced in late

1994 with the exclusion of automobile tires, trucks,
fine wines, furs, genuine leather clothes, yachts, motor
boats, hunting guns, and carpets, among other items.
The list was reduced further in 1995 and, as of end-
1996, included only alcoholic beverages, cigarettes,
gasoline, precious metals, and oil and gas.

(2) Beginning in mid-1993, the National Sports
Foundation was exempted from paying excise duties
on all its imports. By the time this exemption was
withdrawn, on October 1, 1995 for alcohol, and on
December 1, 1995 for tobacco, the National Sports
Foundation had become Russia's largest importer of
vodka, other spirits, and cigarettes, with an annual
turnover estimated to amount to $3–4 billion.

(3)Excise tax exemptions on sales of domestically
produced cars were also granted to various enterprises
selectively throughout the period under review, often
in the form of temporary reductions in rates.

Customs Duties
(1) Exemptions on the payment of duties on oil ex-

ports began to be granted in early 1994 and were made
nearly universal by the end of the year, but were elimi-
nated in the 1995 budget.

(2) Beginning in mid-1993, the National Sports
Foundation was exempted from paying customs duties
on its imports. This exemption was terminated on Oc-
tober 1, 1995 for alcohol and on December 1 for to-
bacco, although the foundation received compensation
from the budget (amounting to some $200 million)
through the end of the year. Through satellite organiza-
tions affiliated to the foundation, virtually all cars and
alcohol and tobacco products imported in the two years
to mid-1995 were exempted from the payment of im-
port duties. The revenue impact of the elimination of
these exemptions, however, was minimal because a
similar exemption was granted in Belarus shortly
thereafter. Since Belarus and Russia have free trade,
imports of these goods continued to enter Russian terri-
tory tax free. Other specialized organizations, also cre-
ated in 1993–94, such as the Afghan War Veterans'
Union, continue to enjoy tax-exempt status. In 1995,
the government established the Humanitarian Aid
Commission, a body that may grant customs duty ex-
emptions to organizations importing goods for humani-
tarian purposes. The scope of activities of the
commission has expanded rapidly; in particular it has
approved in a number of instances the importation of
alcoholic beverages by religious and other organiza-
tions under the understanding that the proceeds of the
sale of these beverages would be used for humanitarian
ends. Once the tax-exempt status has been granted,
however, there is no mechanism in place to check that
the exemption is being used for the purposes originally
intended. It is estimated that tax-exempt imports
through the commission amount to several hundred
million dollars a month.

Personal Income
(1) Excluded from the definition of taxable income

are, among others, all types of pensions; all forms of
severance pay; other benefits provided by the state; all
interest income on bank deposits or other such instru-
ments as well as interest earned on state bonds of the
U.S.S.R.; income earned in gold prospecting, sand
washing, casting, processing, and other activities re-
lated to gold production; income earned through the
sale of apartments, houses, country houses, garden
houses, land plots, and land shares (up to 5,000 mini-
mum wages); income earned through the sale of ani-
mals (live or otherwise) as well as "products of plant
and flower cultivation grown in natural or processed
form";

amounts paid by enterprises to compensate em-
ployers for the cost of passes for children to establish-
ments "for the leisure of parents with children";
income earned through the sale of willow bark, wild
berries, nuts and other fruits, mushrooms, and medici-
nal herbs.

(2) The legislation also provides a number of addi-
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tional exemptions, up to a predetermined level, typi-
cally set as a multiple of the minimum wage. For in-
stance, war veterans may deduct from their monthly
income the equivalent of five minimum wages.

(3) In addition, all military personnel and personnel
attached to the security ministries and to other organs
of state security, including the State Customs Commit-
tee, are exempt from paying any income tax at all.



21

IV Public Expenditure Reform

As part of its gradual move toward establishing a
market economy based on the rule of law, Russia has
scaled down significantly the size and scope of the
public sector and has redefined the state's role as pri-
mary producer, allocator, and distributor in the econ-
omy. The period 1992-96 has witnessed a sustained
reduction in the expenditure to GDP ratio that—for the
consolidated government—fell from some 67 percent
in 1992 to 38 percent in 1994 and to some 32 percent
in 1996.27 The reduction in federal expenditures has
been especially pronounced, from 56 percent of GDP
in 1992 to 24 percent in 1994 and to some 18½ percent
in 1995–96, thus accounting for all of the total contrac-
tion (Table 7). On the whole, by 1996, expenditures at
the federal level were dominated by debt service, de-
fense and security, and various "protected" items with
relatively limited discretion, while expenditures at the
regional level were mainly accounted for by housing
and other communal services, health, and education.

Coverage and Classification Issues
Analysis of the evolution of government operations

is complicated by a number of changes in the structure
of the budget that have significantly affected the cov-
erage of expenditures. Official budget execution data
for 1992 shows consolidated expenditures of some 33
percent of GDP and a deficit of just under 4 percent of
GDP, figures that would appear at first sight to suggest
both the relatively small size of the public sector in
Russia in relation to that of other countries in Central
and Eastern Europe and the restrained stance of fiscal
policy. In reality, it reflects the fact that in the early
stages of the transition many large operations were
simply not included in the budget. During 1993-95 a
number of quasi-fiscal and credit operations previously
off-budget were gradually incorporated into the budget.

Until mid-1993, the official budget did not fully ac-
count for foreign exchange revenues and expenditures.
On the expenditure side, in particular, outlays on for-
eign currency debt (including to residents), centralized
imports, and various foreign exchange allocations to
ministries and other agencies were incorporated in the
budget only insofar as they were financed by ruble
allocations. Other expenditures, such as those financed

27 These ratios exclude the operations of the extrabudgetary
funds that, in relation to GDP, fell from some 12 percent of
GDP in 1992 to about 9 percent in 1996, mainly because of a
contraction in the expenditures of the Pension Fund.

by sales of gold and precious metals or foreign credits,
were also not covered in the budget. Although attempts
were made to include these expenditures (the inclusion
of the equivalent of 12 percentage points of GDP in
import subsidies in the expenditure data for 1992 is a
good example of this), the coverage remained incom-
plete mainly because of the lack of systematic and
comprehensive accounting of such operations. For in-
stance, because of inadequate information, large bal-
ances on escrow accounts abroad to pay for centralized
imports and financed by a share of the foreign ex-
change surrendered by exporters and certain export
taxes were not included in more comprehensive ver-
sions of the government's operations.

A range of quasi-fiscal or net lending operations,
some guaranteed by the Ministry of Finance, others in
the form of directed credits by the central bank to the
enterprise sector and which had not been included in
the budget in 1992–93, gradually began to be incorpo-
rated in subsequent years as the scope of the underly-
ing operations was reduced significantly. Such
examples include (1) credits for the indexation of
working capital (of the order of 3 percent of GDP in
1992); (2) credits to the Commonwealth of Independ-
ent States (CIS), mainly in the form of central bank
correspondent accounts and technical credits amount-
ing to over 8 percent of GDP in 1992; (3) credits to
agriculture, to support planting and sowing in the
spring and harvesting later in the year, a share of which
began to be included in the budget as loans in mid-
1994; (4) credits to the Northern Territories, incorpo-
rated in 1995; and (5) credits to support electric power
generation in the Far East and purchases of fuel in the
winter, among many others.

Various extrabudgetary funds were created at the
federal and regional levels, particularly during 1991–
92. In addition to the social funds (see Section V),
various industrial and sectoral funds were also estab-
lished, financed by a share of production costs and
with the aim of furthering "investment and research
and development." While no information is available
on the number of these funds at the regional and local
levels, it is estimated that at the federal level there were
at least 50 in operation, collect-ing about 2–3 percent
of GDP in revenue, all of it deductible from the profit
tax base.

Apart from the issues of the appropriate coverage
of budgetary expenditures, certain aspects of the classi-
fication of expenditures further complicate analysis of
trends and sharply limit the usefulness of budget ex-
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Table 8. Subsidies to the Economy in 1992
(In billions of rubles)

1992

1. Nonimport subsidies 1,384
(In percent of GDP) (7.7)

Coal industry 180
Agriculture 344

Of which:
Livestock 163
Farmers' Fund 54
Producer subsidies 114

Military conversion 130
Local budgets 585
Interest subsidies' 115
Other subsidies 30

2. Import-related subsidies 2,721
(In percent of GDP) 15.0

Budgeted 576
Unbudgeted 2,145

3. Other subsidies 650

4. Total subsidies (1+2+3) 4,755
(In percent of GDP) (26.3)

Coal subsidy 1.0
Agricultural 1.9
Military conversion 0.7
Total interest subsidy2 0.6
From local budgets 3.2
Total import subsidies 15.0
Other subsidies 3.6

GDP (in trillions of rubles) 18.1

Sources: Ministry of Finance; and IMF staff estimates.
1To Rosselkhosbank and Northern Territories.
2Through the Farmers' Fund and commercial banks and excluding

quasi-fiscal operations associated with interest payments on directed
credits.

to the unbudgeted type. The rate of effective subsidiza-
tion for various commodities (given by the difference
between the market price implied by the prevailing
exchange rate and the ruble counterpart actually col-
lected from the receiving enterprise) varied over time
but was generally in the range of 90–100 percent. An
additional 11 percent of GDP was provided through
various consumer and producer subsidies. Consumer
subsidies took the form of price subsidies for a number
of food items, medicines, heating, and rent and trans-
portation, with the latter provided through local budg-
ets. Price liberalization notwithstanding, local
governments continued to monitor closely the prices of
essential food items and provided direct consumer sub-
sidies, as needed and as dictated by the availability of
resources and local prerogatives. This practice, to a
greater or lesser degree, remained in force for the next
several years in a large number of regions. De facto
then, during 1992, there was a significant shift in ex-
penditure responsibilities to the local level for the sub-
sidization of essential items. In the aggregate, regional
housing and utilities subsidies amounted to 3–4 percent
of GDP in 1995–96.

Producer subsidies were mainly provided to agri-

culture and the coal industry. Subsidies to agriculture
took the form of allocations for the improvement of
agricultural land, for livestock production, to compen-
sate for "high" energy costs, for housing construction,
and to offset the "high" cost of borrowing, the latter
typically provided so as to reduce the effective interest
rate to a fraction of the central bank refinance rate.
Those to the coal industry consisted of wage subsidies
and direct subsidies to finance social expenditures. In
addition, industrial and agricultural enterprises re-
ceived interest rate subsidies on centralbank-directed
credits amounting to some 3 percent of GDP, to cover
the difference between the central bank refinance rate
and the interest paid by enterprises to commercial
banks. In 1992, directed credits amounted to some 19
percent of GDP, both from the central bank and the
government, the latter through working capital injec-
tions equivalent to some 3½ percent of GDP. Since the
bulk of these directed credits (and additional amounts
disbursed in 1993–94) are not expected to be repaid, it
may be more appropriate to think of them as grants,
given to finance the provision of social benefits and
services, to continue in an indirect way to provide
some degree of consumer subsidization, and to finance
capital flight.29

Much progress was made during the transition pe-
riod in eliminating the bulk of such subsidies through
the emergence of a more transparent system of re-
source allocation. As price liberalization led to a more
rational structure of signals and incentives in the econ-
omy, the extent of the prevailing distortions became
glaringly evident. By 1993 and in the context of a uni-
fied exchange rate, import subsidies had been sharply
curtailed, amounting to no more than 2½ percent of
GDP for the year as a whole; indeed, the reduction in
the fiscal deficit that year is mainly accounted for by a
drop of nearly 10 percentage points of GDP in unbud-
geted subsidies. Progress in eliminating other subsidies
was considerably slower but, against the magnitude of
the underlying distortions, made some headway. The
move to a market-based system of interest rate deter-
mination allowed for a more transparent accounting of
the interest cost associated with subsidizing activities
in the enterprise sector, particularly in agriculture.
While interest rate subsidies continued to be provided
through the period under review, these were increas-
ingly limited in scale and aimed at a relatively small
number of activities, mainly in the agricultural sector.
For instance, the 1995 budget identified four major
areas as recipients of budgetary loans at a fraction of
the central bank refinance rate: investment programs
and defense industry conversion (one-fourth of the
central bank refinance rate); supplies to the Northern

29 Directed credits from the central bank in 1992 amounted
to roughly $14 billion.
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Territories (one-third); purchases of agricultural prod-
ucts for the Federal Food Funds (one-third); and the
Federal Fund for Fuel Procurement (one-third). It
should be noted, however, that although the bulk of
new lending to agriculture was at market rates, a large
share of the loans was rolled over and little interest was
actually collected.30

The difficulties in compressing expenditure signifi-
cantly beyond the levels implied by the elimination of
subsidies and other obviously inefficient expenditure
items have been apparent in other economies in transi-
tion; indeed, in some of these countries (such as Poland
and Hungary) the total expenditure to GDP ratios were
higher in 1992, two years after the onset of the transi-
tion, than in 1990. It is interesting to compare the evo-
lution of selected components of expenditure
(especially current expenditure) in several of the transi-
tion economies in Eastern Europe with those in Russia.
As Figure 6 shows, spending on wages and salaries and
interest payments rose significantly relative to pretran-
sition levels. The increase over the four-year period
beginning one year before the implementation of the
authorities' most comprehensive economic reform pro-
gram and ending two years later shows an average
combined rise in these two components of expenditure
of some 4–5 percentage points of GDP. The rise
mainly reflects liberalization of interest rate policy and
the subsequent emergence of positive real interest
rates, together with growing borrowing from domestic
and foreign financial markets, and wage policies in-
tended to prevent a massive shift of qualified personnel
to the rapidly growing private sector, as well as the
monetization of in-kind benefits.31 In Russia, as in
other countries, interest payments in relation to GDP
also rose in response to the liberalization of interest
rates and the move away from subsidized directed cen-
tral bank credits toward market-related debt instru-
ments (see the section Budget Financing below).

Producer subsidies fell sharply in all transition

30 For instance, Government Resolution No. 126 of Febru-
ary 23, 1994, on measures "to assist the agricultural com-
plex," instructs the Credit Policy Commission and the central
bank to allocate during the first half of 1994 "no less than
Rub 5 trillion" (0.8 percent of GDP) in directed credits to
agricultural enterprises for the purchase of various inputs for
the spring sowing season. The resolution also instructs the
central bank to grant these credits with a maturity of "up to
three years" and explicitly defers payment of principal and
interest until September 1, at which point it is expected that
farmers would have the resources to begin to pay their loans.
The Ministry of Finance was also instructed to continue to
finance in 1994 the interest rate differential on preferential
credits granted to certain categories of farmers during 1992
and 1993; the bulk of these credits was granted at 28 percent.

31 It is noteworthy that, notwithstanding this rise, wages
and salaries in transition economies remain well below levels
in Western industrial economies

countries and, in general, the larger the drop the more
pronounced was the corresponding fall in industrial
output, since the bulk of these subsidies was allocated
to industrial enterprises. As noted earlier, cutbacks in
producer subsidies adversely affected the financial
position of enterprises and contributed to less ambi-
tious investment plans and production, layoffs, and tax
and payments arrears. Purchases of goods and services
and capital spending fell across all of these countries.
The declines were especially pronounced in Bulgaria
and Romania (not shown in Figure 6; in Romania capi-
tal expenditure fell from 18 percent of GDP in 1989 to
6 percent in 1992).

Expenditures in the form of income transfers (con-
sumer subsidies plus social expenditures) went up in
all transition countries, with the fall in subsidies being
more than offset by the rise in expenditures; the in-
creases in social expenditures in Poland in 1990–92
were particularly high (9 percentage points of GDP),
mainly in the form of increases in pensions and unem-
ployment benefits. These increases were intended to
offset declines in real wages and in income from con-
sumer subsidies following price liberalization. In
1992–96, transition countries made limited progress in
improving the efficiency of social spending. In con-
trast, in Russia, as noted earlier, consumer subsidies
were reduced significantly and social expenditures fell
simultaneously. In relation to GDP, social expenditures
carried out by the social funds (pensions, unemploy-
ment compensation, and social benefits provided
through the Social Insurance Fund, among others) fell
by some 3 percentage points of GDP between 1992 and
1996.32

Scope for Additional Expenditure
Compression

One argument often made in Russia about the lim-
ited scope for a further reduction in the size and the
functions of the public sector is that, once the most
apparent inefficiencies and distortions are eliminated,
particularly subsidies, areas will remain where signifi-
cant spending may be necessary. A number of observa-
tions can be made in this regard. First, while it is true
that many of the institutions of the centralized econ-
omy have been eliminated, such as planning and price
offices, branch ministries, and so on, new ones have
been created or will need to be created to oversee pre-
viously nonexisting activities, such as privatization,
bank regulation and supervision, and tax policing. Oth-
ers will need to be strengthened considerably to be able
to deal effectively with expanded functions and re-
sponsibilities in the context of an emerging market

32 For a more detailed discussion of social issues, see Sec-
tion V


